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This report covers the developments and prospects for the Icelandic
economy for the years 2005-2007 on the basis of a new economic
forecast of the Ministry. Several changes from the April forecast are
explained and projections up to 2010 are outlined. The main con-
clusions are as follows:

The economic expansion is at its peak, with the rapid pace of
growth continuing this year and next while the power project
investments remain extensive. Growth will slow down in 2007
due to contracting construction activity and declining domestic
demand.

Provisional national accounts data indicate GDP growth in 2004
amounted to 6.2 per cent, due to rising private consumption and
investment and in spite of sharply rising imports. GDP growth is
expected to remain high this year, about 6 per cent, whereas it is
expected to slow down next year, to 4.6 per cent. With contract-
ing construction activity and domestic demand in 2007, the rate
of GDP growth is projected to slow to 2.5 per cent.

An unavoidable consequence of the large scale investments is a
current account deficit estimated to peak at 13.3 per cent of GDP
this year and amount to over 12 per cent of GDP next year. In-
creased aluminium exports and contracting imports and the re-
sulting turnaround in foreign trade will drive the growth of GDP
in 2007. In the years 2008-2010, the current account deficit is
project average 2.2 per cent of GDP.

The imbalances in the economy during the investment period are
expected to be temporary. A tight economic policy is restraining
domestic demand. The opening up of the economy has increased
competition, limiting the scope for domestic agents to increase
prices and wages. Along with flexible arrangements in the
economy, which have increased productivity growth, the growth
potential of the economy has increased.

Unemployment has declined and is forecast to be below 2 per
cent of the labour force in 2006. The emerging positive output
gap is expected to narrow quickly after the power project con-
struction activity has peaked. Unemployment is then forecast to
increase.

The consumer price index has increased mainly because of rising
real estate prices. Year-on-year inflation is estimated at 3.9 per
cent in 2005. The exchange rate and real estate prices are as-
sumed to have peaked. The exchange rate is assumed to decline
moderately in the course of 2006. Inflation is expected to aver-
age 3.8 per cent for that year and 4 per cent in 2007. The wage
rate is not expected to change much in the upcoming revision of
the wage agreements.

The main elements of uncertainty in the forecast have to do with
further power project investments and development of the ex-
change rate. In this connection, it should be pointed out that in
spite of the high debt of households and business, the position of
the Treasury is strong and the wealth of the country has increased.
The foundations of the economy are sound and its flexibility is
considerable.






The present expansion has developed broadly as expected in the
Ministry’s earlier forecasts but been slightly stronger in the early
stages, according to the latest national accounts figures of Statistics
Iceland!. GDP growth amounted to 6.2 per cent in 2004, and for this
year a similar growth rate is expected, or 6 per cent. This is forecast
to be followed with 4.6 per cent growth in 2006 when the power
project construction begins to taper off. For these three years, GDP
growth is estimated to average 5.6 per cent a year which is consid-
erably higher than in neighbouring countries. Such a high growth
rate tests the productive capacity of the economy and the ability of
the public authorities to control domestic demand so as keep infla-
tion within the inflation target. Power project investments are ex-
pected to decline in 2007 and hence economic growth will slow down.
For the years 2007-2010 an average growth rate of 2.5 per cent is
projected, characterizing the economy into with better balance.

At the peak of the expansion
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GDP growth was 6.2 per cent in 2004. Na-
tional expenditure on consumption and in-
vestment rose by 8.4 per cent which ex-
plains the growing current account deficit, 6 ]
equivalent to 8 per cent of GDP. National 4 -
income, which takes into account net fac-
tor income from abroad, rose slightly less
or by 4.9 per cent in real terms. The lower
growth rate of national income is in part -2 -
due to the doubling of dividends paid abroad -4 -
between 2003 and 2004. Incoming dividend
payments rose at the same time by 50 per

cent, according to the balance of payments

data of the Central Bank. 2002 2003

Registered unemployment averaged 3.1 per cent last year. The num-
ber of unemployed declined by 330 from 2003. Viewing economic
growth together with employment, it is evident that labour produc-
tivity has increased sharply in 2004 or by 4 per cent. Productivity
has been considerable in recent years, exceeding the 1.5 per cent
annual average in the 1990-2000 period. Inflation, as measured by
the consumer price index, was 2.1 per cent in 2003 and 3.2 per cent
in 2004. The increase in inflation is in part explained by the rise in
real property prices above the trend of previous years and in part by
the increasing positive output gap in 2004.

Real disposable income rose considerably last year, or by 3 per cent
as a whole. Private consumption expenditures of households rose
on the other hand by 6.9 per cent which indicates that the increase
was in part credit-financed or through asset liquidation in 2004,

! Statistics Iceland has adopted a method of yearly chain-weighted indexes when
assessing volume growth in the national accounts, based on historical data, instead of
using a fixed base year. The new method has the effect of returning higher growth
figures since the year 2000 but lowering growth for earlier years. A further explana-
tion is to be found on the Statistic Iceland website.

2004 2005 2006 2007

Contribution to economic
growth in per cent

Source: Statistics Iceland and own fore-
cast.
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since real property prices and stock prices have risen sharply in
recent years. Both have had an influence on consumer optimism
and, last but not least, there are considerable expectations for in-
creases in purchasing power in coming years.

Economic growth is forecast to be similar to the rate of last year,
about 6 per cent. It is expected to remain quite high next year,
about 4.6 per cent but decelerate thereafter to some 2.5 per cent in

2007. For the years 2005-2007, growth

E i th :
conomic grow is expected to average 4.4 per cent.

The construction of the Karahnjlukar hy-
dro-power project began in 2003 and
will continue until 2008. Construction
of the aluminium plant at Reydarfjoréur
began in 2004 as well as the expan-
sion of the Nordurdl aluminium plant

-10 -

-15 -

expanded Nordural plant with power.
The total cost of these projects is ex-
pected to amount to 235 billion kréonur
at 2003-prices. General business in-
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L L] N\/ in Hvalfjorédur and geothermal energy
-5 projects that are intended to supply the

1995 1997 1999 2001 2003 2005 2007 vestment revived quite strongly in 2003

Economic growth and balance of
current account

In per cent of GDP

Source:Statistics Iceland and own fore-
cast.

Large investment projects

Further projects not excluded

A modest development of
wages and exchange rates is
assumed ...

and continued its growth in 2004. To-
tal business investment has increased by more than 58 per cent in
these two years. The foreign cost share of the power projects is
estimated at 60 per cent and for the aluminium plants at 69 per
cent. The share of foreign labour with these projects is estimated at
55 per cent during the construction period. The total number of
man-years is estimated at just over 8,000, equivalent to nearly 2
per cent of the employed labour force at the peak of the construc-
tion in 2005 and 2006.

No formal decision has been taken on further large power-based
investment projects and they are therefore not incorporated into
the Ministry’s forecast. The second phase of the Nordural plant ex-
pansion that would increase its production capacity by 40 thousand
tonnes - on top of the 130,000 tonnes in the first phase - is there-
fore not included in this forecast, even if the second phase will most
likely take place. If such projects are added in future years, eco-
nomic growth will be higher than outlined above.

The assumptions underlying the forecast incorporate an exchange
rate that is slightly lower than last year. The exchange rate index is
expected to average nearly 110 this year and rise to nearly 114
points in 2006 which is equivalent to a 3.5 per cent depreciation of
the kréna. When power project construction activity decelerates,
the inflow of foreign exchange will decline and a gradual weakening
of the kréna may therefore be expected. A growing current account
deficit will also exert downward pressure on the exchange rate.
Another important assumption is that the recently concluded wage
agreements will apply to those unions that yet have to renew their
agreements and that the present agreements will not be abrogated



or markedly amended from their present form. On this basis, a
continued increase in real disposable income is forecast and that
inflation will remain close to the upper tolerance limit of the Central
Bank.

In addition to the above assumptions, the forecast incorporates as-
sumptions on a tight monetary and fiscal policy in order to maintain
price stability. For purposes of the forecast, it is assumed that the
Central Bank'’s policy interest rate will be increased to just over 10
per cent before the end of 2005 but will decline in the latter half of
2006. The pursuit of a tight fiscal policy has already begun through
the fiscal budgets of previous years by the restraint on current op-
erating and transfer expenditures and the considerable cutback in
government investment. For this year, the Treasury surplus is esti-
mated at 2.8 per cent of GDP which is higher than at the peak of the
previous expansion. For 2006, a surplus of 1 per cent of GDP is
forecast. The decision of the Government to allocate the sales pro-
ceeds from the privatisation of Iceland Telecom for 2005 and 2006
is in conformity with a tight fiscal stance for those years.

National expenditure is forecast to increase by close to 13 per cent
this year. The largest component of the increase stems from pri-

Overview of the forecast

Volume change from prev. year, %

Bn. kr. Forecast

2004 2004 2005 2006 2007
Private consumption 506.1 6.9 9.5 4.3 0.6
Public consumption 226.3 2.8 2.4 2.2 2.2
Investment 207.2 21.0 28.5 0.8 -23.8
Increase in stocks -3.3  -0.2 0.4 0.0 0.0
Total National Expenditure 936.2 8.4 12.8 29 -5.2
Exports of goods and services 316.1 8.3 1.4 6.2 11.6
Imports of goods and services 367.3 14.2 18.3 1.9 -8.8
Gross Domestic Product 885.0 6.2 6.0 4.6 2.5
Gross National Income 863.4 4.9 5.7 4.2 1.6
Effects of changes in terms of trade 2 - -0.6 0.5 -0.1 -0.9
N I w. effects of ch. in terms of trade - 4.3 6.3 4.1 0.6

Current account balance -73.9 - - - -
p.c. of GDP - -8.4 -13.3 ~-12.2 -6.4

1) Figures show increase in stocks between years as a percentage of GDP for the
previous year, at fixed prices.

2) In per cent of national income for the previous year, at fixed prices.

vate consumption which is expected to rise by 9.5 per cent. Total
investment is expected to increase by 28.5 per cent of which busi-
ness investment would increase by 48 per cent and residential con-
struction by 12 per cent, whereas public investment is forecast to
decline by 12 per cent. The increase in public consumption is esti-
mated at 2.4 per cent. The current account deficit is estimated at
the equivalent of 13.3 per cent of GDP this year, declining to 12.2
per cent in 2006 and 6.4 per cent in 2007. The increased current
account deficit is directly and indirectly attributable to the ongoing
power project and aluminium plant construction. The direct impact
of this construction activity is estimated to account for 40 per cent
of the current account deficit and to 70 per cent of the trade deficit

... and that a tight monetary
and fiscal policy will yield
results

Temporary increase in national
expenditure and current account
deficit
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when construction activity is at its peak in 2005 and 2006.

Unemployment is forecast to average 2.2 per cent of the labour
force in 2005 and decline to 1.8 per cent next year. The estimates of
the Ministry indicate that a positive out-

B Output gap C— Labour market gap ——Inflation put gap emerged in 2004 and the gap
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in both output and the labour market
will increase both this year and next af-
ter which both the internal and external
imbalances will be reduced in 2007. Last
year’s average inflation rate of 3.2 per
cent is forecast to rise to 3.9 per cent
this year and remain similar next year.
This forecast is somewhat uncertain,
mainly in association with the develop-
ment of the exchange rate. A large
change in the exchange rate will impact
on prices, and inflation will thereby in-

1996 1998 2000

Output gap
In per cent of potential output

Equilibrium will be achieved at
the end of the construction phase

The Ministry’s forecasting
methods

crease or decline. Fortunately, such fluc-

2002 2004 2006 2008 tuations are usually temporary.

The estimates of the Ministry indicate that the positive gaps in out-
put and the labour market will be lower in the present expansion
than in 1998-2001. Such measurements are subject to some uncer-
tainty since the economy can grow fast without inflation taking off
and the level of unemployment can also dip quite low before a wage
drift emerges. The opening of the economy has increased interna-
tional competition which places pressure on the prices charged by
Icelandic companies and on the development of wages. Experience
shows that this challenge leads to increased productivity which in
turn deepens the resilience of the economy and its ability to grow
fast without inflation or a wage drift emerging. The increased
globalisation of the economy will benefit both consumers and inves-
tors. This represents a profound change in the circumstances and
behaviour of market activity from earlier times.

When the economy slows down in 2007, a better balance in the
economy will be restored. The growth in domestic demand and im-
ports is expected to slow down next year. Aluminium production will
increase and show up in higher merchandise exports. Domestic de-
mand will contract in 2007, but a continuing reversal in the trade
balance will become an impetus to growth. The current account
deficit will decline by half between 2006 and 2007, from 12.2 per
cent of GDP to 6.4 per cent. Unemployment is forecast to increase
from 1.8 per cent to 2.7 per cent which is close to the estimated
equilibrium level in the labour market.

The Ministry’s previous economic reports have included a table show-
ing the main deviations of the latest forecast from previous fore-
casts so as to increase transparency into the Ministry’s working
methods in this area. This comparison is shown in an Appendix
table to this report.

The main change from the forecast presented this past spring is
that private consumption is projected to increase more and the cur-



Key economic indicators

Volume changes in p.c. over previous year unless otherwise indicated.

2004 2005 2006 2007
Macro-economic indicators
Economic growth 6.2 6.0 4.6 2.5
National expenditure 8.4 12.8 2.9 -5.2
Current account in p.c. of GDP -8.4 -13.3 -12.2 -6.4
Net external debt in p.c. of GDP -85.4 -83.6 -92.2 -98.4
National saving in p.c. of GDP 14.7 13.4 14.4 13.7
Labour market
Labour force (1000 man-years) 147.7 151.9 154.6 155.1
Unemployment in p.c. of labour force 3.1 2.2 1.8 2.7
Purchasing power of hourly wages 1.4 2.3 1.2 0.5
Real disposable income per capita 2.6 3.7 2.7 2.1
Foreign trade
Exports of marine products 5.4 2.0 2.0 2.0
Total merchandise exports 8.3 0.8 8.2 16.1
General imports 15.8 21.8 1.2 -12.4
Money and prices
Consumer price index, per cent 3.2 3.9 3.8 4.0
Exchange rate index 121.0 109.8 113.8 119.3
External conditions
Growth in European Union 2.5 2.0 2.5 2.7
Inflation in European Union 2.2 1.9 1.7 1.9
Export prices of marine products 0.3 6.0 2.0 2.0
Aluminium prices (USD) 13.0 6.3 1.1 -4.9
Oil prices 27.6 40.0 -4.0 2.0

rent account deficit will be larger. Other changes on the disposal
side of resources in the economy are minor. The 2005 growth rate is
almost the same as forecast this spring. Unemployment is now es-
timated to be lower, 2.2 per cent instead of 2.4 per cent of the
labour force. The inflation forecast for this year is unchanged at 3.9
per cent. Wage increases are thought to be marginally higher and
the exchange rate slightly stronger. Deviations from previous fore-
casts for 2006 are more pronounced. Private consumption is now

forecast to increase 1 per cent less than
was projected last spring. Unemployment
is now forecast at 1.8 per cent on average
for 2006 instead of 2.2 per cent before. The
development of prices and wages is ex-
pected to be similar in 2006 as expected
earlier, except that the exchange rate is
thought to be slightly stronger. The changes
in the forecast for 2007 are minor. Inflation
may possibly turn out to be slightly higher
and unemployment lower than indicated
earlier.

The extrapolations from the Ministry’s fore-
casting model indicate that economic
growth in 2004-2006, the first part of the

Private consumption and the
current account deficit exceed
previous forecasts

Graph 4
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extrapolation period, will average close to 52 per cent a year. For Growth of GDP and GNI
the latter half of the period, 2007-2010, growth is expected to de-
cline to 22 per cent on average. The reason why GDP is not ex- Source:Statistics Iceland and own forecast

In per cent



pected to contract following the power project construction period
is partly that aluminium exports are going to increase and general
imports are expected to decline. In addition, the timing of public
investment is aimed at mitigating the slowdown after the power
project construction period by increasing public investment in 2007-
2008. The same applies to the last phase of the cut in taxes in the
2006-2007 period.

Main economic aggregates 2004-2010
Annual averages Vol. ch. from prev. yr., %
2004-2006 2007-2010 2007 2008 2009 2010
Volume changes, % unless otherwise stated

Gross domestic product 5.6 2.6 2.5 2.5 2.5 2.9
Private consumption 6.9 1.8 0.6 1.2 2.3 3.1
Public consumption 2.5 2.2 2.2 2.2 2.2 2.2
Investment 16.1 -10.0 -23.8 -16.4 -1.0 4.0

Business sector 23.0 -15.7 -35.8 -27.4 0.3 7.8
Residential dwellings 8.0 -1.9 -3.4 -6.9 1.1 2.1
Public sector -2.0 4.1 19.9 10.0 -7.3 -3.8
Total exports 5.3 6.2 11.6 9.1 2.4 2.1
Total imports 11.3 -2.4 -8.8 -2.7 0.1 2.2

Curr. acc. balance, % of GDP -11.3 -3.3 -6.4 -2.5 -2.0 -2.1

Inflation, % 3.6 2.9 4.0 2.8 2.5 2.5

Unemployment, % of I. force 2.3 3.2 2.7 3.7 3.6 2.9
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Global economic growth has been quite pronounced in recent years.
For 2004, it is estimated to have exceeded 5 per cent. Recent OECD
forecasts indicate that global growth may have slowed down this
year and next to some 4 per cent. Should this turn out, the year
2006 will be the fourth in succession where global growth exceeds 4
per cent, a good record by historical standards. World trade is fore-
cast to increase by 6-7 per cent in volume this year and next, thus
providing an important stimulus for global growth. Although global
growth prospects are promising, growth rates differ amongst coun-
tries. Growth in continental Europe, mostly in the euro-area, has
been anemic in recent year, only 2 per cent last year and about 1
per cent this year. The same applies to Japan. US growth has on the
other hand been close to 4 per cent last year. The most pronounced
growth rates are in south-east Asia, in the new member countries
of the EU and in several of the African developing countries.

Economic growth

2004 2005 2006

Worldwide ....ccciirireimremsareneinemssnenees 5.1 4.3 4.4
EUrO ZONE ..icvcieisisisisisisisisisisisnsnnnsnnnns 2.0 1.3 2.0
GEIMMANY  teiiieiiei e e e 1.6 1.0 1.3
France ......cciiiiiiiiiiii 2.1 1.6 2.2
Ttaly oo 1.2 0.2 1.5
SPAIN i 3.1 3.2 3.1
UK i 3.2 1.9 2.3
US A 4.2 3.6 3.5
JAPAN e 2.6 1.8 1.7
RUSSIA wiviiiiiiiii 7.1 5.5 5.3
China v 9.5 9.0 8.5
INAi@ o 7.3 7.0 6.6
AfTICA i 5.3 4.4 5.8
Latin America ... 5.6 3.9 3.7

Source: IMF and OECD.

About 70 per cent of Iceland’s merchandise trade is with the EEA-
countries. Scant growth in these countries means that demand for
Iceland’s exports grows slowly. In the opinion of the OECD, there is
a need for extensive organisational reforms in labour and goods
markets in many of the larger European countries in order to en-
courage economic growth. Growth in Germany and Italy has been
marginal this year, and forecasts for this year and next were scaled
down earlier this year, both for 2005 and 2006. A number of critics
place the blame on the euro. The root of the problem appears how-
ever to be that these slow-growth economies have had difficulty in
adjusting to the demands of globablisation. OECD research indi-
cates that labour markets, welfare systems and tax regimes must
be reformed, all of which is difficult politically. The European Cen-
tral Bank has kept its policy rate low, at 2 per cent since June 2003,
with few indications of a further reduction. Spain is showing a slightly
better growth rate, 3 per cent, whereas growth in France is closer to
2 per cent. UK growth has been quite good of late, although it ap-
pears to be slowing this year, following the rise in the Bank of En-
gland policy rate. Nordic economic growth has exceeded that of
continental Europe.
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In contrast to the slow growth of Europe, US growth has been around
4 per cent a year for several years now. This rate was forecast to
slow down this year to some 32 per cent prior to the New Orleans
calamities. Taking those into account, preliminary assessments in-
dicate that US growth may be 2-1 per cent lower than that for this
year. For 2006, it may be assumed that reconstruction efforts in the
Gulf area will constitute an important stimulus for the economy.
This year, domestic demand has been the main impetus behind the
rate of growth, for several reasons. Due to low long-term interest
rate and rising incomes, real property prices have risen fast and
encouraged consumers to assume rising debt and increase private
consumption. The growing fiscal deficit, due to tax cuts and rising
defense expenditure, has also provided an important stimulus to
demand and growth. The main signs of caution in the US economy
are high real property prices which could decline in the near future
with an impact on domestic demand and growth. In spite of the low
dollar exchange rate against the euro in the past two years it has
not sufficed to increase US exports to Europe, due no doubt to scant
European growth. The same may be said in the case of US exports
to Japan. Although other countries may be enjoying rapid growth,
their low level of income limits their ability to purchase from a high-
income country such as the US. As a result, the US current account
deficit is widening to 6 per cent of GDP, a source of concern. The
financing of the deficit has mainly been based on the sale of Trea-
sury securities to investors in China and Japan. The interest of these
countries is based on the premise of maintaining their respective
exchange rates stable against the dollar in order to support the
exports of their manufacturers to the US market. At the same time,
they have made it possible for the US to maintain a twin deficit, a
fiscal deficit and a current account deficit. The danger is that this
can not go on indefinitely, and that these countries will scale down
their purchases of US Treasuries, that long-term interest rates will
rise, the dollar exchange rate will fall and US growth will slow down
which in turn would affect European growth.

The Federal Reserve has been taking the view that the US economy
is running at close to its long-term productive capacity. It has there-
fore stepped lightly on the brakes and raised the discount rate in
several deliberate steps from an historically low level. At the end of
August they stood at 3.5 per cent, having increased gradually from
1 per cent in June 2004, the lowest level since 1958. Long-term
dollar interest rates have their benchmark in US Treasuries and have
only increased by a small margin in recent weeks, which could be
related to oil price increases and their direct impact on inflation.

Global economic growth is therefore led by countries outside west-
ern Europe, North-America and Japan. China is expected to turn in
a 8-9 per cent growth rate this year and next and India 6-7 per
cent. Growth in Asian countries such as Pakistan, Bangladesh, In-
donesia, Thailand, the Philipines and Malaysia are forecast to have
6 per cent growth this year and next, whereas countries that are
slightly further ahead on the development path, such as South Ko-
rea, Taiwan, Hong Kong and Singapore will mostl likely be growing
at a 5 per cent pace.

Growth in middle and eastern Europe is on the increase, following a
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long period of stagnation after the demise of the Soviet Union and
organisational reforms related to the entry of nations into the EU.
Most countries in this area are currently expected to show growth
rates of 6-7 per cent, which is somewhat less than in the past two
years when their growth rates approached 10 per cent. They are
generally bringing idle productive capacity into use and are gradu-
ally approaching their full use and must thus rely on new invest-
ment for further progress. The increasing trade of these countries
in the European market is beginning to have an effect. Russian growth
is forecast at 5.5 per cent both in 2005 and 2006. In spite of gover-
nance disturbances, economic stability appears to be improving.

Sub-Saharan countries have dealt with the most difficult economic
conditions of developing countries for a long time and have been
subject to very low economic growth and development progress. It
appears now that the region as a whole is going through marginal
improvements. For the area as a whole, economic growth is esti-
mated at 6 per cent next year, following one of 42 per cent this
year. Still, these countries have a long way to go in order to achieve
an adequate standard of living. The recent commitment of the G-8
nations to increase development aid to Africa should yield some
tangible results. The richer nations of the world do not seem posed
to relax their restrtictions on trade in agricultural products, which
would especially have benefited sub-Shaharan countries.

The oil price increases in recent months have left a significant mark
on international forecasts as well as on forecasts for Iceland. Fore-
casts of international institutions are based on the assumption that
the average price of crude oil will be 35-40 per cent higher this year
than last, whereas the price rose 30 per cent last year and 16 per
cent in 2003. At this point, the forward price of oil indicates that it
will rise further by 10-15 dollars a barrel over the next several
months. The IMF expects the price of oil to increase by 4-5 per cent
in 2006, a fairly optimistic prognosis in the current circumstances.

The increase in the price of oil that already is on the table is ex-
pected to deter world economic growth by %2-1 per cent on an an-
nual basis. The slowdown in global growth in 2005 is believed to be
mainly caused by the rising price of oil. Further increases may cause
substantial production disturbances in the world, especially in the
developing countries and oil-dependent countries such as China.
Western countries have steadily reduced their oil dependency in
recent decades and a jump in the price of oil is less likely to have
the same impact as during the oil crises in the sevenities. It should
also be noted that the present price of oil, adjusted for inflation, is
still lower than it was in 1974 and 1978.

Despite the viscissitudes in the price of oil, no major inflation up-
heavals are expected in advanced countries. Inflation hovers around
2 per cent in western Europe and North America this year and next,
according to IMF and OECD forecasts, a figure similar to that of
2004. Almost no major country is expected to have inflation in ex-
cess of 3 per cent. These historically low inflation rates may in part
be due to increased globalisation in goods markets that have helped
in hindering price increases. Countries that are currently experienc-
ing rapid inflation are usually beset with governance problems, such
as fiscal imbalances.
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There will be considerable
growth of private consumption in
2005

Graph 5

Private consumption has grown rapidly in the past two years. In
2003 it increased by 5.8 per cent in volume terms and further by
6.9 per cent in 2004. By comparison, the increase in private con-
sumption in the last cyclical upswing was slightly higher; one of
10.1 percentin 1998 and 7.8 per cent in 1999. The growth rate was
far higher during the “tax-free” year of 1987, 16.2 per cent. The
growth in private consumption appears to go on unabated in the
course of this year. The year-on-year increase in the first two quar-
ters was 11.6 per cent, in part due to a sharp increase in auto
imports which in turn is due to the strong exchange rate and the
general upswing in the economy.

There are strong indications that pri-

1\

orecast | vate consumption will continue to in-
crease this year. Credit card turnover
increased 11.9 per cent in real terms
in the first seven months over a year
ago. The domestic increase was 10.3
per cent and credit card spending
abroad rose 35.8 per cent, reflecting

. an ebullient consumer mood both at
home and abroad. New auto registra-
tions, both of new and used autos, were
at an historical high in the first eight
months of the year, increasing by 63

1991 1993 1995 1997

Private consumption
Volume change in per cent
Source:Statistics Iceland and own
forecast.

1999 2001 2003 2005 2007

per cent. Registrations of new passen-
ger autos rose 53 per cent.

The collection of indirect taxes also rose considerably in the first
seven months of the year, by 14.7 per cent in real terms. Revenue
from the value added tax alone rose by 18 per cent compared to
10.9 per cent a year earlier which indicates that private consump-
tion is rising faster in real terms this year than last. Provisional
import figures for the first eight months of the year support this
indication further; imports rose by 27 per cent in real terms over a
year ago. Real wages have also increased by 3.1 per cent in excess
of inflation in the past twelve months. Real property prices have
also been on the increase and the exchange rate has remained strong
in spite of considerable fluctuations.

The Gallup consumer expectations index rose by 5.6 per cent in the
first eight months over the corresponding period a year ago. The
index stood at 134.2 points in August, rising by 5.5 points from the
previous month and by 11.6 points in the past twelve months. The
retail sales index indicates a similar trend. The index for non-du-
rable consumer goods rose by 9.3 per cent in the first eight months,
for liquor and spirits by 7.9 per cent and pharmacy sales rose by 1.4
per cent.

The Ministry’s forecast indicates that private consumption will rise
by 9.5 per cent this year, an increase of 1.5 percentage points from
the Ministry’s April forecast. This increase is due to the fact that real
wages have increased. Present forecasts project a 2.3 per cent in-
crease in real wages for this year. The strong exchange rate has
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also played a role in encouraging consumption, especially of con-
sumer durables such as autos and appliances. The unrelenting in-
crease in real property prices has generated a wealth effect which
undoubtedly has stimulated private consumption.

In this forecast, private consumption growth is expected slow down
in 2006 to a 4.3 per cent increase. This growth is lower than had
been forecast last April by 2 percentage points. This change is asso-
ciated with the expectation that the exchange rate will weaken in
the course of next year. Private consumption growth is expected to
weaken still further in 2007 to 0.6 per cent as had been projected in
the April forecast. For 2007, real wages are expected to increase by
3.3 per cent, in part because the personal income tax rate is going
to be cut by 2 percentage points.

Public consumption rose by 2.8 per cent in real terms in 2004, slightly
less than the provisional estimate of Statistics Iceland of 3.6 per
cent indicated last March. The difference is primarily due to the
change in municipal public consumption which now is estimated to
have increased by 2.5 per cent in volume terms instead of 7 per
cent. This compares to the growth in municipal public consumption
of 2.3 per cent in 2003 which also was a lower increase than earlier
estimates indicated.

Public consumption

Prov. Forecast
Share of GDP 2003 2004 2005 2006 2007
Treasury and soc.sec. sector 17.5 17.2 16.7 16.3 16.2
Municipalities 9.1 9.1 8.8 8.6 8.7
Total public sector 26.6 26.3 25.5 24.9 24.9
Volume growth
Treasury and soc.sec. sector 1.0 2.9 2.3 2.0 2.0
Municipalities 2.3 2.5 2.5 2.5 2.5
Total public sector 1.5 2.8 2.4 2.2 2.2

Sources: Statistics Iceland and own forecast.

The growth in the public consumption of the Treasury and the social
security sector is estimated at 2.9 per cent in 2004. This exceeds
the previous estimates of Statistics Iceland of 1.9 per cent. The
medium-term goal of the Government is to keep the volume growth
in public consumption below 2 per cent a year. The present assess-
ment of Statistics Iceland shows that the 2003 volume growth in
public consumption of these sectors was only 1 per cent, in contrast
to the previous estimate of 3.5 per cent.

The public consumption of the Treasury an the social security sector
is expected to be 2.3 per cent in volume terms, which exceeds the
Government’s medium-term goal by a slight margin. Viewing the
years 2003-2005 together, the growth in public consumption is close
to the Government’s goal, about 2.1 per cent. This must be viewed
as a result of the fact that much work has gone into improving
government operations in recent years in order to increase expen-
diture control.

The growth in public consumption of the Treasury and the social
security sector is expected to be 2 per cent a year in 2006 and
2007, as is the intention of the Government. Municipal public con-
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Business investment increases
sharply in 2005 but less in 2006

Power-related investment nearly
one-tenth of GDP this year and
next ...

... but will decline rapidly in 2007

Sharp increase in imported
investment goods

Investment accounting re-
forms affect the outcome

sumption is expected to be 2.5 per cent this year as well as in the
next two years. Although the public sector surplus is expected to be
quite large this year, 2.4 per cent of GDP, it is nevertheless impor-
tant that the central government and the municipalities improve
their expenditure restraint, especially since next year’s public sec-
tor surplus is projected to be 1 per cent of GDP.

As can be seen in the table above, public consumption is expected
to amount to 25.5 per cent of GDP this year, more than one per-
centage point less than in 2003 when it peaked at 26.6 per cent of
GDP. It is estimated to decline still further next year, to 24.9 per
cent of GDP. This is heavily influenced by the Government’s me-
dium-term goal of holding the annual public consumption growth of
the Treasury and the social security sector within 2 per cent.

The sharp increase in power-related investment - i.e. in power
projects and the associated investment in aluminium production -
has dominated business investment since 2004. For this year, busi-
ness investment is estimated to increase by 48 per cent, mostly
because a part of power-related investment, which earlier was
thought to be distributed over the years 2004, 2006 and 2007, is
taking place in 2005. The outlook for next year is that power-re-
lated investment will slow down and that total business investment
will increase by 1.9 per cent.

Due to the acceleration in power-related investment, it will reach
nearly 10 per cent of GDP this year. This is due to a faster pace of
construction of the aluminium plant at Reydarfjoréur and the ex-
pansion of the Nordural plant. Such investment will continue to be
large next year, estimated at 8.5 per cent of GDP.

An agreement was reached in the spring of 2005 on the expansion
of the Nordural aluminium plant at Grundartangi to an annual pro-
duction capacity of 260 thousand tonnes. Two power companies,
Reykjavik Energy (Orkuveita Reykjavikur) and the Sudurnes Re-
gional Heating Company (Hitaveita Sudurnesja) will provide energy
for the expansion of the plant. Investment in association therewith
will take place in 2007 and 2008. Most of the power-related invest-
ment in the eastern part of the country and the first phase of the
expansion of the Nordural plant will be completed next year. Busi-
ness investment is expected to decline by 35.8 per cent in 2007.

Imports of investment goods rose by close to 29 per cent in volume
in the first seven months of this year over the same period last year.
Most of this increase is related to power-related investment. Com-
panies in the general market are taking advantage of the strong
exchange rate to invest in imported investment goods. On the other
hand, the strong exchange rate adversely affects company profits
engaged in competition with imports which may be expected to
deter them from investing in the near future.

Last year, business investment rose by 23.3 per cent, ten percent-
age points more than the provisional estimate of Statistics Iceland
indicated last spring. The municipalities have established public com-
panies that operate their sewage systems, which means that such
investment is being reclassified as business investment, not as public
investment. Secondly, leased motor vehicles for private use are now
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classified as business investment and only lease payments are clas-
sified as private consumption. Other things being equal, they tend
to increase business investment, whereas the use of private motor
vehicles is distributed over a long period and is counted as private
consumption.

Public investment amounted to 36 billion krénur in 2004, increasing
by close to 27 per cent from the previous year. Road and street
construction amounted to about 17 billion and other investment,
such as buildings, to just over 19 billion. The volume increase in
central government investment came to 15 per cent and to more
than 40 per cent by municipalities. Part of the increase in municipal
investment is explained with the sale of public assets by the town of
Reykjanes in 2003 which reduced municipal investment sharply in
that year. Aside from this asset sale, the real increase in public
investment came close to 14 per cent in 2004.

Public investment is forecast to contract by over 12 per cent in
volume this year and amount to 33 billion krénur. This is primarily
attributable to a cut in central government investment of 2.7 billion
while municipal investment is forecast to remain unchanged in nomi-
nal terms between years. For next year, a sharp decline in public
investment is forecast, one of 15.4 per cent in real terms for a total
of 29 billion krénur. The decline is in accordance with the
Government’s intentions to hold back public investment at the peak
of power project construction activity. Municipal investment is also
expected to decline, following its peak in 2004 and 2005.

Central government investment is expected to increase sharply in
2007, or by 80 per cent. This increase is in accordance with the
Government’s plans to stimulate economic activity when power
project construction decelerates. Municipal investment is expected
to contract considerably in 2007. The total volume growth in public
investment is estimated at 20 per cent for that year.

Housing investment has increased sharply this year and is expected
to increase further in 2006. The housing boom is attributable to two
main factors. Mortgage financing has become easier, and economic
growth and the purchasing power of the public is robust. Housing
investment now constitutes about one-fourth of total investment
and has grown fastest of all types of investment when power projects
and aluminium plants are excluded.

The increase is greatest in the south-western part of the country,
but the location pattern is changing from previous years. Previ-
ously, the increase was most pronounced in the capital area, but
lately the housing boom has spread throughout the entire South-
West, from Akranes in the West to the towns of Hella and Hvolsvéllur
in the East. There is also a sharp increase in housebuilding on the
Reykjanes peninsula, where the population has been on the increase
in recent years. The increase is still considerable in the capital area,
especially in the suburbs where new building areas have been opened
up, whereas the growth in Reykjavik itself is slower due to a lack of
development of new building land.
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Graph 6

Housing investment has also increased on the eastern coast, both
in the Fjardarbyggd community — where the Alcoa aluminium plant
is being built in Reydarfjordur — as well as in the town of Egilsstadir.
Together the increase comes to 25-30 per cent from the previous
year. Close to 300 housing units were built last year in Akureyri, but
the increase this year is unclear.

For this year, a 12 per cent increase in housing investment is fore-
cast, following a 3 per cent growth in 2004. Data on housing starts
and plans by municipalities for offer-
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ing new building land next year indi-
cates that the growth in housing in-
vestment will continue. The town of
Kopavogur intends to open up land for
some 1,000 housing units, whereas
the plans for Reykjavik remain unclear
at present. Other municipalities, es-
pecially outside the capital area, seem
intent on offering land for further hous-
ing investment.

The latest data on property prices in-
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theless, housing investment is expected to increase by 6.5 per cent
next year. In 2007, when growth is expected to slow down and
unemployment increase, housing investment is expected to calm
down after the boom of recent years; a decline of 3.4 per cent is
forecast for that year. A total of 8-10 thousand housing units are
expected to by completed in the years 2005-2007, well in excess of
the long-term need for increase in the housing stock.
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This year’s current account deficit appears to be setting a record for
the post-war period. It is estimated to amount to 128 billion kréonur
for the year as a whole or 13.3 per cent of GDP. The deficit is fore-
cast to continue in 2006, also amounting to an estimated 128 billion
krénur, equivalent to 12.2 per cent of GDP for that year. By com-
parison, the deficit amounted to 74 billion or 8.4 per cent of GDP in
2004. The rising current account deficit is reflected both in the trade
as well as the services account. The strong exchange rate encour-
ages imports of consumer goods at the same time as power project
investments are at their peak. It is therefore expected that there
will be a turnaround, once power project construction activity tapers
off, the exchange rate begins to weaken and exports of aluminium
increase sharply. The 2007 deficit is therefore expected to decline
to the equivalent of 6 per cent of GDP and amount to 71 billion.

The main reason for the rising deficit is that merchandise imports
are increasing. Its volume is estimated to increase by one-fifth in
2005 over the previous year whereas export production is nearly
unchanged. The strong exchange rate means that the export value
is contracting. The trade deficit is estimated at 84 billion krénur,
increasing by 48 billion from the previous year which accounts for
close to 90 per cent of the increase in the current account deficit.
Exports are expected to increase in 2006 with increased aluminium
exports whereas imports are projected to remain nearly unchanged
between years. Still, a 76 billion trade deficit is forecast. The trade
deficit is expected to shrink close to balance in 2007 when alu-
minium exports are scheduled to increase further and imports are
forecast to contract by 12 per cent. A deficit of 11 billion is forecast
for that year.

The volume of merchandise imports increased by about one-fifth in
the first seven months of this year and by about 17 per cent in value
terms. The rising exchange rate helps mitigate the rise in the im-
port value in spite of considerable increases in oil prices. The growth
in auto imports for private use is by far the largest import growth
item, followed closely by rising imports of investment goods.

Export production is expected to grow by only 1 per cent in volume
this year compared with 8 per cent last year. The category of other
manufactured goods (i.e. other than aluminium and ferrosilicon)
declined by 13 per cent in the first seven months of this year from
the corresponding period a year earlier. A part of the decline is due
to a large shipment of generic pharmaceuticals that were airlifted
abroad early last year into major European markets, a feat not re-
peated this year. Exports of marine products are forecast to in-
crease by 2 per cent this year, the same as was forecast last April.

The services deficit is forecast to amount to nearly 20 billion krénur
this year, compared to 15 billion last year. The revenue from ser-
vices are growing at a good pace but the deficit is still rising which
in part reflects increased travel expenditure by Icelanders abroad.
In the first six months of this year, the number of Icelanders going
abroad through Keflavik Airport increased by 4 per cent whereas
travel expenditures abroad rose by about one-fifth in real terms.
The services deficit amounted to 19 billion krénur in the first six
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months of this year, compared with over 11 billion last year. The
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terms than last year. On the import
side, other services cover about one-fourth whereas the remainder
is almost evenly divided between communications and travel.

For 2006 the growth in services revenue and expenditure is ex-
pected to be about the same, perhaps slightly higher on the expen-
diture side. A turnaround is forecast for 2007 when revenue is ex-
pected to grow whereas expenditure should decline in line with de-
clining private consumption. The services balance would therefore
improve by a slight margin but still be sizeable.

Provisional data indicate that the balance on factor income and pay-
ments amounted to nearly 22 billion krénur in 2004. This deficit is
expected to increase to 26 billion this year and widen still further
over the next two years. Factor payments exceeded income by 9
billion krénur in the first half of this year, an increase of more than
1 billion from the corresponding period last year. Factor payments
have always exceeded income. Interest payments on foreign debt
are the largest item on the payments side, accounting for 55 per
cent. Dividends paid abroad have increased sharply in recent years.
They account for 44 per cent and currently amount to 18 billion.
The same change has taken place on the income side. Dividend
income was a negligible item during the last decade but has multi-
plied in recent years, amounting to 22 billion krénur in the first half
of this year. With increasing dividend income, the factor income
side has grown. It amounted to one-third of expenditure during the
last decade, rising to 73 per cent on average for the latest three
years.

The foreign debt of Iceland, net of foreign assets, amounted to 906
billion kronur at the end of June this year, an increase of 225 billion
from the end of last year. Foreign assets increased by 37 per cent
over these six months and debt by 35 per cent. The main element in
the increase in debt is foreign debt financing of the banks. Their
debt rose by 266 billion or 34 per cent in this period. Public debt
declined on the other hand by 9 per cent. The foreign debt/GDP
ratio stood at 92 per cent at the end of June, compared with 87 per
cent at the end of last year.
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The environment of the business sector has changed rapidly in re-
cent months due to the strengthening of the exchange rate, a ris-
ing Central Bank policy rate and the increased interest rate differ-
ential between Iceland and other countries and, finally, the rise in
oil prices.

The exchange rate is very strong at present. The rate during the
first eight months of this year was similar to the 2000-average, a
year before the emphasis of monetary policy was shifted from a
fixed exchange rate target to an inflation target. The competitive
position of Icelandic companies deteriorates as the currency gets
stronger. This applies both to import-competing companies in the
domestic market as well as to exporters. In reviewing the real ex-
change rate back to 1980, it is at present similar to the level of
1987 and 1988. Those were in many respects unusual years. The
year 1988 was in part a tax-free year, when a pay-as-you-earn in-
come tax system was adopted, replacing the earlier system where
taxes were levied on the previous year’s income. There were many
that used this year to enter the labour market. As may be seen in
the following table, the average real exchange rate in the first half
of this year is considerably higher than the average real exchange
rate for the past 25 years, and still higher than for the past five
years. The real exchange rate was generally higher in the first part
of the 25- year period.

Real exchange rate of the kréna

On average Relative CPI Relative ULC
1980-1989 98.9 107.9
1990-1999 93.7 95.7
2000-2004 92.1 98.4
1980-2004 95.5 101.2
1990-2004 93.2 96.6

jan-jan 2005 105.8 119.7

Index 1991=100
Source: Central Bank

The adverse effect of the strong exchange rate upon profits of ex-
porting and import-competing companies is mitigated by the fact
that many of these companies have debt in foreign currencies. For-
eign interest rates are considerably lower than here, and the inter-
est rate differential has increased in line with a rising domestic
policy rate.

High oil prices have also had an impact on company profits in this
country as elsewhere. This applies in particular to companies in
transportation and fisheries. The cost of oil has averaged 11 per
cent of total fisheries costs, the largest cost item after wages. It is
therefore evident that sustained high oil prices will have a signifi-
cant impact on the profits of those companies.

Real GDP rose by 6.2 per cent in 2004 and is forecast to increase by
6 per cent this year. In order to review the share of individual sec-
tors in 2004-growth, it is useful to compare their relative shares of
GDP with their five-year average. This comparison shows that sec-
tors such as construction, communications and transportation as
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well as miscellaneous services exceed the five-year average. Fish-
eries and fish processing were considerably below the average, and
aluminium and ferro-silicon production were also below average.

Company turnover in the first half of this year, based on VAT-re-
turns, indicates a substantial increase in turnover over last year in
many branches connected to the construction industry. Turnover in
concrete production rose by close to 50 per cent, in construction as
a whole by 30 per cent and the activity of architects and engineers
by more than 50 per cent, all in real terms. Consumer-related ac-

Graph 8 tivities seem also to be doing well. For example, auto dealer turn-
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The export production of the fisheries
sector is the basis for 60 per cent of merchandise exports in 2004
and in the first half of this year. Aluminium and ferro-silicon ac-
counted for 22 per cent of the total in the first half of this year and
other exports for 12 per cent. The fish catch and profits in the fish-
eries sector are therefore still of great importance. Companies in
the fisheries sector are some of the most advanced in the world and
have through time introduced technology-based production units as
the sector has increasingly rationalised its operations. Product flex-
ibility and marketing have improved in line with the changed condi-
tions of the fish catch, export prices and exchange rate develop-
ments of individual currencies. The strength in their operations is of
great help at present, when the exchange rate is at an historical
high.

The total fish catch of Icelandic vessels was 2 per cent larger up to
the end of July than at the same time last year. There are great
fluctuations in the catch in individual species. Catches of deep-sea
redfish and shrimp have collapsed between years. The deep-sea
redfish catch is only half of what it was last year and the shrimp
catch has declined 65 per cent. The cod catch declined slightly,
whereas the catch of haddock and saithe rose by one-fourth and
that of other redfish by more than a third. There is a slight increase
in the catch of capelin and herring whereas that of blue whiting
declined. The shrimp processing companies have in part met the
catch decline by imports of shrimp for domestic processing. The
catch quota for the newly begun fishing year permits an increase in
the quota for several demersal species, particularly haddock and
saithe. The cod quota declines by 7 thous. tonnes, 3.4 per cent, and
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cod is by far the most valuable single species, yielding 40 per cent
of the fish export value last year. The deep-sea shrimp quota was
cut by half, from 40 to 20 thous. tonnes. Catching capelin during
the summer season was not permitted. Nevertheless, the capelin
catch this year already exceeds the catch for all of last year due to
a successful catch during the winter season. This is offset by a smaller
blue whiting catch this year than last. Prospects for the herring
catch are promising. So far, the catch has been good and the catch
quota for Atlantic-Scandian herring exceeds that of last year.

Prices for fish products in foreign currency began to increase to-
wards the end of last year. For the first seven months of this year,
the SDR-denominated price index for fish products was close to 9
per cent higher than in the corresponding period in 2004. The higher
price in foreign currencies is offset by the stronger exchange rate
which rose by close to 10 per cent between these periods, based on
the exchange rate index. The krénur fish price index was on aver-
age 2 per cent lower at present than last year.

There is a wide variety of fish products, and markets are quite di-
verse. The price index for frozen herring, measured in SDRs, has
risen so far this year by 55 per cent. The index for demersal fish
species frozen at sea has increased by one-fourth, whereas from
the middle of 2000 this index has been declining and shore-based
freezing has retained its share during most years. The allocation of
the catch for processing reflects this shift to a certain extent. The
freezing of the catch at sea rose by one-fifth, both because of the
rise in the demersal catch and also because the freezing at sea of
capelin is rising. The catch that is allocated for processing to be
exported by air has increased from year to year. Last year, the in-
crease exceeded 50 per cent from 2003 and again by 10 per cent in
the first five months of this year over the same period a year earlier.

The export value of fish products amounted to 59 billion krénur in
the first six months of this year, slightly less than a year earlier. In
volume terms, fish exports rose by 3 per cent. The Ministry fore-
casts an increase of 2 per cent for fish products for this year as a
whole; this forecast is unchanged from this past spring. An increase
in the foreign-currency denominated price is forecast at 6 per cent;
a 5 per cent increase was forecast this past spring. Fish production
for export is expected to increase by 2 per cent in 2006.

Aluminium production is expected to remain nearly unchanged this
year whereas the dollar price is forecast to rise by more than 6 per
cent. This is offset by the weak dollar against the kréna which taken
together means that the export value of aluminium may decline by
one billion krénur or close to 4 per cent. Production in the former
phase of the expansion of the Nordural plant will commence in 2006,
and total aluminium production will thereby increase 30 per cent
from the previous year. Production at the Reyd&aral plant in the north-
eastern part of the country is scheduled to begin in the latter half of
2007 which will lead to an increase in production of close to 60 per
cent between years. This forecast assumes that aluminium prices in
foreign currency will rise by just over 1 per cent next year and
decline by close to 5 per cent in 2007.

Due to the rise in the real exchange rate, and also because the
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Exports of services and factor
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wage cost is considerably higher in Iceland than in many other coun-
tries, a number of Icelandic companies have met increased demand
by investing in subsidiaries in Europe or in other locations through-
out the world. This has mainly applied to traditional manufacturing,
although there are examples of high-tech companies that have fol-
lowed the same path. Companies that previously manufactured goods
in this country are now manufacturing abroad and import the prod-
ucts as well as marketing them abroad. These production units are
often erected with foreign financing. These companies are therefore
growing much faster than previously known. This is in conformity
with one of the main characteristics of the globalisation trend that
production is relocated throughout the world even if ownership does
so to a lesser extent. The capital flow back to the home country
increases through the participation in dividends from subsidiaries.
Aside from the high wage cost, operating conditions in Iceland are
quite good which slows down the outward movement and forms a
basis for new industries in international competition.

The share of foreign exchange earnings from fisheries, aluminium,
ferro-silicon and other merchandise export sectors is considerably
less than indicated by their share in merchandise exports alone.
This is because a growing share of foreign exchange earnings has
its origin in services. Transportation is the single most important
export earner on the services side. This sector has been growing
rapidly in recent years. Software exports, which fall in the category
of services, has also increased sharply. The growing portfolio in-
vestment abroad has also yielded increased income in recent years.

Last year was a record tourist year with 360 thousand tourists.
Figures for the first seven months of this year indicate that they will
be similar in number this year. Close to 200 thousand tourists came
to Iceland through Keflavik Airport in this period, about 1 per cent
fewer than last year. Although the kréna exchange rate has risen
most against the dollar in this period, the number of tourists from
the US rose by 3,700 or 13 per cent. The number of tourists from,
for example, Denmark increased but declined from most other coun-
tries and from some considerably, such as from Norway by 18 per
cent and from Sweden by 12 per cent. Revenue from tourism
amounted to about 15 billion krénur in the first half of the year, a
decline of some 2 per cent in real terms. Tourism revenue per tour-
ist remained unchanged between years, but tourists were 2 per
cent fewer in number in the first six months of this year than last
year.
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Iceland’s population stood at 293,577 at the end of 2004, having
increased by 1.0 per cent in that year, a slightly greater increase
than the year before. In addition to the natural rate of increase -
the difference between births and deaths - migration to and from
the country has an increasing influence on Iceland’s population
growth. Provisional data from Statistics Iceland for the first seven
months of this year indicate that the population continues to in-
crease, mostly due to migration that is associated with the expan-
sion of the economy. Last year, emigration by Icelanders exceeded
their immigration, whereas this year a turnaround is expected and
that repatriating Icelanders will exceed those who emigrate. That
would be the first time since 1987 and 1988 that this happens. The
number of foreigners coming to the country is at present rising to
the same level as around the turn of the century, but the number of
foreigners leaving is also increasing. Many construction labourers
working on power projects only stay for a short while. Net immi-
gration, both by repatriated Icelanders and immigrating foreigners
is expected to amount to 2,000 persons
this year. The total population could
thereby increase by 3,500 or 1.4 per

cent. At the present rate of increase, , -
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gion differs somewhat from the pattern 2 500
of previous years. The movement of
population away from the capital area is
expected to exceed the number of people 1 500 1
moving to it, which has not happened ; ggg A
since the end of the seventies. This turn-
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around is because an increasing number 2001
of people is moving to communities ad- 0 ‘ — —
jacent to the capital area. Net domestic 1986 1989 1992

migration to the Reykjanes peninsula

came to 255 people in the first seven months of this year, compared
with 47 for all of 2004. Another 280 are moving to communities in
the South-West and 70 to the Mid-West for a total of nearly 600.

Except for the Fljétdals valley and Akureyri and its surroundings,
the population is declining in nearly all rural communities outside of
the South-West. The surge in population in Fjardarbyggd on the
East coast is explained by the influx of foreign construction work-
ers.

Improving health and better health services have led to an increas-
ing life expectancy for children born in this country. The average life
span is getting longer every year. This has had a profound social
impact in recent years for society as a whole and in particular for
the pension funds, the social security system and services for the
elderly. When the social security system was established in the late
forties, the pensionable age was set at 67 years. At that time, the
life expectancy of 65-year old men was 15 years and that of women
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The number of people in the
labour force has increased
sharply in recent years

Labour market partici-
pation by gender differs
little

Large increase in the
number of disabled a
source of concern

Icelanders work longer
than other nations

Labour market partici-
pation increasing
rapidly

16.5 years. At present this stands at 18 and 21 years respectively.

The active labour force increased by more than 12,000 from 1998
to 2004 or by 8.3 per cent to 158,000 in 2004, based on income
taxes from wages. The number of men rose by 5.5 per cent in this
period and that of women by 11.6 per cent. More than a third of the
increase in the number of women stems from their increased labour
market participation, whereas the participation rate for men has
declined. The participation of women aged 25 to 39 has increased,
most in the 30-34 age group, by 7 per cent. Participation by women
over the age of 60 has also increased.

The participation of men and women in the labour market differs
little by now, although more women than men have part-time jobs.
This has been happening at the same time as women have attained
more education. In previous years, the participation rate differed
more, since women tended to stay at home with their young chil-
dren, but today this difference is minimal. Women tend to acquire
more education than men and are more active in the labour market
while being educated.

The number of disabled persons has increased sharply in recent
years, a source of some concern. Questions arise if this trend can
be reversed and to what extent it deters the productive capacity of
the economy. It appears that there is a correlation between the
declining participation rate of older men and the increase in the
number of disabled men of the corresponding age. The incidence of
disabled women in each age group has increased at the same time
as their labour market participation rate has been increasing.

Icelanders work longer than other nations, both the number of hours
worked each year or if the number of years worked are counted.
This notwithstanding, there is discussion as to whether the working
life should be prolonged. Based on income tax data, 3-4 per cent of
wage earners retire at the age of 60-64, 20 per cent when they are
65-69 years old and another 35 per cent before the age of 75. About
20 per cent of men and 8 per cent of women are still working in the
70-74 year age group. It is therefore clear that if the working life of
older people is going to be extended it must take place in the age
groups around 70. This is in contrast with neighbouring countries
where the aim is to increase participation of people in the labour
market and postponing their retirement when they are ten years
younger than here.

The development of labour market participation in the present ex-
pansion was such at the beginning that there were signs that there
was “jobless” growth under way. Sources do not agree on this, how-
ever. The labour market surveys of Statistics Iceland showed a de-
cline in the labour force and the number of persons employed in
2004 from the previous year whereas income tax data showed the
opposite. The receipts from the social security tax in excess of the
growth in the wage index indicated that this growth was significant.
This year, available sources tend to be more congruent. This year’s
labour market surveys indicate that the number of persons em-
ployed could approach 4,000, an increase of 2.3 per cent. Such
surveys would tend to underestimate the number of foreigners work-
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ing in this country, both because they have not been registered yet
in the sample survey and it is difficult to reach them. The response
rate is therefore lower than income tax data would indicate.

The labour market participation of the — 16-24 years

25-54 years

Graph 10

55-74 years

16-24 year age group has fluctuated in 100
the course of the year. This year’s mea-
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in the participation rate of young people
over the previous year. The fluctuations
in this age group in labour market sur-
veys has been greater than in other age
group, both in relation to those at work 70 1
and those unemployed. Both groups are

included in labour market participation. 60 -
The participation rate of this age group

rose by 5.4 per cent in the first quarter 50 ‘
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and the number of persons working by 1.Q. 2.Q | 3.Q | 4.Q
4.5 per cent. Unemployment in the same 2003

age group rose by 0.9 per cent. The par-

ticipation rate of this age group rose further by 3.9 per cent in the
second quarter and the number of persons working rose by 6.3 per
cent. Unemployment thus declined by 3.4 per cent in the second
quarter. A large percentage of people in this age group are in school,
and these figures therefore indicate that the number of job oppor-
tunities along with school work is increasing, although the number
of school leavers may have increased. The seasonal fluctuation and
the change in labour market participation is lower in other age groups.

Registered unemployment has been declining this year. There were
2,932 persons on the unemployment registry at the end of August
for the whole country, the lowest number since November 2001.
The number of unemployed men has declined by half in one year
and that of women by a fourth. The unemployment of women is
increasing again since May in the capital

area and since July in the regions. The = <4 weeks
number of unemployed women declined 9-25 weeks

1.Q. 2.Q 3.Q
2004 2005

4.Q 1.Q. 2.Q
Activity rates by age

In per cent of each age group
Source: Statistics Iceland.

Unemployment has declined
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sharply in August, particularly in the capi- 2 500
tal area when labour shortages in the

service sector was becoming acute. The 2 000 -
number of longer-term unemployed has
declined noticeably this year. Their num-
ber has not been as low for three years.
The number of persons unemployed less
than two months has changed little. It
appears that employers are not as sen-
sitive to persons quitting their jobs in the 500 1
present employment situation. Average
unemployment for this year is forecast 0 :
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at 2.2 per cent, whereas the April fore- Aug-02 Dec-02 Apr-03 Aug-03 Dec-03 Apr-04 Aug-04 Dec-04 Apr-05 Aug-05

cast predicted a 2.4 per cent rate. The
2006 rate is forecast at 1.8 per cent on average which, other things
being equal, indicates increased pressure in the labour market.
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The present expansion in the Icelandic economy differs from previ-
ous expansions because Icelandic employers are now increasingly
able to fill short-term jobs with foreign labourers. Through so-called
service contracts, the need for work permits is avoided for persons
coming from outside the EEA. The application for work permits takes
time and is complicated. The Icelandic authorities are working on
the facilitation of the work permit procedure. The upward pressure
on wages is therefore lower in view of the influx of foreign labour
than it would have been in its absence. This does not, of course,
apply to jobs where knowledge of some Icelandic is a prerequisite.
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A number of price increases have made it difficult for the Central
Bank to keep inflation within the upper limit of a 4 per cent annual
rate. The rate began to exceed the 2.5 per cent inflation target in
May of last year and exceeded the upper tolerance limit of 4 per
cent in February to April of this year and again this past September.
The Bank has reacted with a significant increase in its policy inter-
est rate. The increase in inflation is concentrated in several items of
the consumer price index, not in general increases in all categories
of goods and services. Most important is the increase in real prop-
erty prices, following the entry of the banks into the mortgage mar-
ket in the autumn of 2004. Better mortgage terms increased the
demand for housing and real property prices increased rapidly. The
impact on the consumer price index has been substantial, since
owner-occupied housing accounts for 15 per cent of the index bas-
ket. The sharp rise in oil prices this year has had a similar impact,
although its weight in the index is only 5 per cent. These increases
have been offset by the rising exchange rate which has led to de-
clining prices for imported goods and services.

Inflation has been rising in recent months. The twelve-month in-
crease stood at 2.8 per cent last June. By September, the increase
was up to 4.8 per cent, breaching the up-
per 4 per cent limit again.

A number of price increases
make it difficult for the
Central Bank to stay within
inflation limits

Graph 12
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parison, the twelve-month increase in
housing prices for the country as a whole _;
was 33 per cent up to September. The ris- 2003 2004
ing market price of housing increases the

weight of housing costs in the consumer expenditures of house-
holds. The owner-occupied housing share in total consumer expen-
ditures increased from 12.9 per cent in September of last year to
15.3 per cent this year. The housing component therefore has a
greater impact on the consumer price index than before. At present,
there are indications that the property market is calming down. The
supply of new housing is increasing and market turnover is slowing.
By the middle of September the real property price index dipped
slightly from the month before for the first time since 1998.

Statistics Iceland revised its calculation of the housing price compo-
nent in the consumer price index as of last May. The mortgage
interest rates incorporated into the index consist of a twelve-month
moving average whereas previously a five-year average was used.
This means that the impact of lower mortgage interest rates will
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Services prices are increasing ...

... but most import prices are
declining ...

... as well as the prices for
domestic goods

show up more quickly in the index. These changes have reduced
inflation as measured by the index, since mortgage interest rates
have declined.

Charges for public services have increased by 6.8 per cent in the
past twelve months and by 3.9 per cent for other services. These
components account for close to a third of the increase in the index,
1.4 percentage points.

The strong exchange rate and competition in the non-durable con-
sumer goods market has helped reduce inflationary pressures. Ex-
cluding housing, the twelve-month increase in the index up to Sep-
tember was 1.4 per cent. All told, imported goods rose in price by
0.4 per cent over the period; excluding liquor and tobacco, they
remained constant in price. Imported food and beverages declined
by 7.4 per cent whereas new cars and spare parts declined by only
1.6 per cent. Imported fuels had a substantial impact on the index;
they rose by 12.3 per cent.

By September, the twelve-month increase in domestic goods was
1.4 per cent, and 2 per cent excluding farm products and vegetables.
Earlier declines in food prices have been reversed in recent months
or since May when a “price war” erupted between supermarkets.

The two core inflation indices, 1 and 2, have developed similarly to
the overall index. Core index 1 covers all goods except farm prod-
ucts, vegetables, fruit and petrol. It rose by 4.8 per cent. Core

Graph 13 index 2 excludes public services on top of the exceptions in core
index 1; it rose by 4.7 per cent. Hous-
= Wage index Real wages ing prices impact on both core indices

8 as well as on the overall index.
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Uncertainties remain
regarding the exchange
rate, the real property
market and fuel prices

2005 2006 2007 cent on average this year, rising by 3.6

per cent in 2006 and 4.8 per cent in
2007.

The main elements of uncertainty in the inflation forecast are the
exchange rate, real property and fuel prices. A lower exchange rate
will soon show up in prices and would thereby increase inflationary
pressures, at least in the short run, especially since it often hap-
pens in concert with reduced tensions in the economy. Housing prices
are another element of uncertainty, since their impact on the index
is larger than of other index components. At present, it appears
that the housing market is cooling down, as evidenced by reduced
property turnover. Fuel prices are, as before, subject to great un-
certainty. World market prices have increased considerably of late
in line with increasing demand, and substantial supply shocks have
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exacerbated the situation. Since oil refining capacity is stretched,
there is every likelihood that oil prices will remain high in the near
future.

The average wage increase this year is forecast at 6.3 per cent, 5
per cent next year and 4.5 per cent in 2007.

Real wages have continued to increase in spite of increasing infla-
tion. The wage index increased by 6.6 per cent in the twelve months
up to July which leaves a real wage increase of 2.9 per cent for the
same period. The increase in the wage index in recent months stems
from contractual pay increases in the public sector as well as from
pay agreements in the private sector. Most public employee unions
have concluded pay agreements by now whereas most private sec-
tor agreements took effect in the first half of 2004.

On the basis of the present forecast, real wages can be expected to
increase. This year’s increase is forecast at 2.3 per cent and for the
years 2006 and 2007 the increases are forecast at 1.2 and 0.5 per
cent respectively.

Disposable income takes account of income after taxes. They are
defined as income of households, including wages, income from
capital and transfer payments, less taxes and capital expenses. Dis-
posable income per capita is the average of total disposable income
divided by the population. When corrected for inflation, real dispos-
able income per capita is derived. Such income is forecast to in-
crease by 3.7 per cent due to wage increases and the decline in the
personal income tax by one percentage point for the year. The in-
crease for 2006 is forecast at 2.7 per cent due to wage increases
and another one percentage point income tax cut. For 2007, the
increase is projected at 2.1 per cent, mostly on account of a 2 per-
centage point reduction in the income tax at the same time as de-
mand pressure in the labour market is expected to abate.
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Government finances provide
increasing restraint

This year’s surplus projected at
2.4 per cent of GDP

Government finances! have been under frequent discussion recently
due to the strong exchange rate of the currency. Government finances
have been criticised for lack of restraint in the present circumstances
of economic expansion which have led to the policy interest rate
being higher than otherwise would have been necessary and this
allegedly has exacerbated the imbalance of the economy. The Ministry
of Finance does not share this opinion and bases its own opinion in
part on research of the OECD?. The restraint of general government
finances has increased in recent years, particularly those of the
Treasury. The reason for the temporary imbalance is that Iceland’s
small open economy is rapidly expanding. There is every reason to
believe that a flexible and responsible economic policy, along with
the adaptability of business and labour will suffice to achieve a soft
landing for the economy in the near future.

General government finances improved significantly in 2004, fol-
lowing a 16 billion kréonur deficit in 2003. Provisional figures from
Statistics Iceland show a half billion kronur deficit in 2004. The data
from Statistics Iceland of this past March showed a surplus of 3.8
billion for 2004. Since then the figures have been revised down-
wards, mainly because municipal finances turned out worse than
had been estimated earlier. Their deficit turned out to be much higher,
10.3 billion. This is offset by a Treasury surplus of 9 billion and one
of 0.8 billion in the social security sector. The share of general gov-
ernment revenue in GDP rose by close to 1.7 per cent between
years whereas the expenditure share declined by 0.4 per cent of
GDP. The general government balance therefore improved by 2 per
cent of GDP between these two years.

At present, the general government surplus is expected to be higher

Public finances

Est. Forecast
Billion kréna 2003 2004 2005 2006 2007
Total income 368.4 416.7 463.7 468.6 483.6
Total expenditure 385.1 417.2 440.8 458.2 493.0
Financial balance -16.7 -0.5 22.9 10.5 -9.4
Percentage of GDP
Total income 45.4 47.1 48.0 44.6 43.6
Total expenditure 47.5 47.1 45.6 43.6 44.4
Financial balance -2.1 -0.1 2.4 1.0 -0.8

Source: Statistics Iceland and own forecast
than in earlier forecasts, 23 billion kronur or 2.4 per cent of GDP.
This surplus is on par with the one of 1999, and the tightening of
general government finances has thereby increased by 4.5 per cent
of GDP between 2003 and 2005 which is the sharpest tightening
amongst OECD countries during these years and far greater than in
the previous cyclical expansion. Much of the improvement is due to

! General government finances cover the central and local levels of government and
are presented here on a national accounts basis. A special Appendix explains its
comparison with company accounts (not translated).

2 Peter Hoeller, Claude Giorno and Christine de la Maisonnevue, ,,Overheating in Small
Euro Area Economies: Should Fiscal Policy React” - OECD Economics Department
Working Papers No. 323, February 2002, Paris.
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A special section: The scope for using fiscal policy in the business cycle

Due to the substantial power project investments, demand pressures in the
economy have temporarily increased. In order to prevent overheating, the
Government has presented tight fiscal budgets for 2004-2006. The Central
Bank has also significantly increased its policy rate in order to prevent an
increase in inflation. The fiscal surplus has increased sharply and will peak
this year. In spite of this record, there is much discussion that fiscal mea-
sures are insufficient. This section discusses what reasonably can be expected
from fiscal restraint.

The fiscal budget is getting tighter

Due to substantial power project construction which have the aim of increasing sus-
tainable future growth, a temporary surge in domestic demand has emerged. The goal
of economic policy is to prevent actual output from exceeding the trend in potential
output to the extent that inflation emerges. The Central Bank has increased its policy
rate from 5.3 per cent in May 2004 to 9.5 per cent in June 2005 and announced at the
same time that further increases could not be excluded. The Government has pursued
a tighter fiscal policy, and the 2005 fiscal surplus is estimated at 2.8 per cent of GDP.
The surplus has increased by 5,6 per cent of GDP from 2003 to 2005, the largest fiscal
tightening amongst OECD countries in this period. The 2006 fiscal surplus is estimated
at 1.4 per cent of GDP. The sales proceeds from the privatisation of Iceland Telecom
are not included in these figures.

The Medium-Term Programme

In addition to a tight fiscal policy in 2004-2006, the Government has outlined a Me-
dium-Term Programme which postpones public investments in 2004-2006, again in-
creasing them in 2007 and 2008 when power project construction has tapered off. The
aim is to keep the growth in public consumption below 2 per cent a year and the
income tranfers below 2,5 per cent and to cut the personal income tax in 2005-2007
to let taxpayers share in the improvement in fiscal finances. Privatisation is to con-
tinue, following the sale of Iceland Telecom. This policy has met with success; the
fiscal surplus has increased anew and will probably peak this year.

The Treasury balance and automatic fiscal stabilisers

The analysis of fiscal finances follows the traditional method of using national account-
ing standards. Such an analysis is subject to the limitation that it proves difficult to
discern the interplay and impact of the business cycle on one hand and the underlying
Treasury balance on the other. The business cycle has a significant impact both on
public revenue and expenditure. The revenue side is more sensitive to cyclical swings,
partly because the personal income tax is progressive. The structure of fiscal finances
embodies an automatic stabiliser that serves to temper the business cycle and the
balance of public finances thereby. One of the main advantages of automatic fiscal
stabilisation is that it has an immediate impact on the business cycle. It is therefore
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important to analyse fiscal finances once it has been corrected for the cyclical impact at each
time. Such a correction is based on the positive or negative output gap in each instance and
the elasticity of public revenue and expenditure with respect to the business cycle. Such an
adjusted fiscal balance is generally known as a structural balance. It provides guidance for
governments in gauging the scale of fiscal restraint. The question arises to what extent it is
possible to apply fiscal finances with discrete measures in addition to automatic fiscal stabilisers.
Recent research indicates that there are limits to how fiscal finances can be used to prevent
overheating of the economy.

International research on the scope for fiscal policy in economic management

A recent research report of the OECD! discusses as to what extent fiscal policy can be applied
to counter overheating in small, open economies in the euro-area. The main conclusions of
the report are as follows:

i) Automatic fiscal stabilisation does little to help mitigating demand shocks.

ii) The multiplier effect of fiscal finances is limited in small, open economies. Large swings in
fiscal finances would be needed to dampen business cycles.

iif) Large changes in government expenditures and revenue would be in conflict with the aim
of fiscal stability.

The resilience of businesses reduces economic pressures

The above-mentioned research report reviewed on one hand the market conditions that tend
to prevent overheating of the economy and automatic fiscal stabilisation on the other. The
reasoning is that market forces in small, open economies will more easily react to changed
circumstances, once the proper market conditions are at hand. Strong competition, business
integration between countries, a flexible labour market and wage comparison between larger
areas all serve to temper economic imbalances. An active short-term fiscal policy with large
swings in taxation and government expenditure would only distort the market mechanism,
create uncertainty and undermine the credibility of fiscal policy in the longer term. Aside
from automatic fiscal stabilisers, it is probably better to adhere to a long-term fiscal goal and
let market forces deal with short-term cyclical correction.

Main conclusions

The main conclusion is that market forces in small, open economies will find it easier to react
to changed circumstances, such as demand shocks, provided that the right market condi-
tions are at hand. The multiplier effects of fiscal finances are rather small in such economies,
and large swings in fiscal expenditure and revenue would be needed to mitigate the business
cycle. Such swings in fiscal finances would tend to undermine the fiscal impact and would not
be in conformity with their longer-term stability. A long-term goal for fiscal finances would
yield better results and let the short-term correction of the business cycle take place through
a contribution of market forces.

! Peter Hoeller, Claude Giorno and Christine de la Maisonnevue, ,Overheating in Small Euro Area Economies: Should
Fiscal Policy React” - OECD Economics Department Working Papers No. 323, February 2002, Paris.
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an increase in revenue. Tax revenue is estimated to increase by 10
per cent between years and yield 392.4 billion for general govern-
ment as a whole. The bulk of the increase stems from indirect tax
receipts on consumption, imports and real property transactions.
The revenue from income taxes on wages has also be more than
expected. Expenditure is estimated to increase by 5 per cent and
the real increase in public consumption is estimated at 2.3 per cent,
government investment is thought to decline by 8 per cent in homi-
nal terms and more than 12 per cent in real terms.

General government tax revenue

Est. Forecast
Billion krénur 2003 2004 2005 2006 2007
Tax revenue 313.0 355.6 392.4 400.7 414.1
Taxes on income 129.8 143.7 153.9 161.2 162.3
Tax on capital income 9.1 10.5 12.6 11.3 12.6
Taxes on property 13.2 15.0 18.3 16.2 17.4
Value-added taxes 84.0 100.0 112.1 118.5 120.1
Other taxes on goods and services 50.2 57.3 62.2 57.6 68.5
Social security contributions 26.9 29.1 33.2 36.0 33.3
Tax revenue, % of GDP 38.6 40.2 40.7 38.1 37.3

Source: Statistics Iceland and own forecast

The general government surplus is estimated at 1 per cent of GDP
in 2006 or 10.5 billion which is considerably less than this year. This
turnaround is primarily due to the fact that the turnover in con-
sumer expenditures and imports is expected to be lower than this
year, net wealth tax is going to be abolished and the personal in-
come tax rate is going to be cut. Dividend income will also be con-
siderably less, following the sale of Iceland Telecom. General gov-
ernment revenue is estimated to increase by just over 1 per cent
between years or by some 5 billion kronur. Total expenditure is
projected to increase by 4 per cent at the same time, slightly less
than this year or by 17.5 billion krénur. The increase in public con-
sumption is estimated at 2 per cent in real terms and at 5.7 per cent
in transfer payments or slightly less than the rise in the wage index.
Government investment is expected to contract by 4.3 billion.

A slowdown in the economy is expected in 2007 and the general
government balance is therefore expected to go into deficit of 9.4
billion, 0.8 per cent of GDP. Most of the current power project in-
vestments will be completed by then and the Treasury’s tax cuts will
be fully implemented. General government revenue is expected to
rise by only 3 per cent between years to 43.6 per cent of GDP
compared with 44.6 per cent the year before. Expenditure is pro-
jected to increase by 7.6 per cent, increasing by 0.8 per cent of GDP
to 44.4 per cent. Treasury investment will increase which will help
in countering the slowdown in the economy.

The net debt of general government, excluding pension fund com-
mitments, has greatly improved in the past decade. For this year,
net debt is estimated at the equivalent of 13.4 per cent of GDP
compared with 40 per cent in 1995. The net debt of the Treasury is
expected to have improved more, declining to 7.9 per cent of GDP
this year compared with 35 per cent in 1995. If cash at hand and
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The Treasury surplus improved
by 2.7 per cent of GDP be-
tween 2003 and 2004

The Treasury surplus is
estimated at 2.8 per cent of
GDP in 2005

Graph 14

Treasury bank deposits are included in net debt, it stands at 5.4 per
cent of GDP in 2005 compared to 33.8 per cent in 1995.

On a national accounts basis, the Treasury surplus amounted to 9
billion kronur in 2004, equivalent to 1 per cent of GDP. This surplus
is slightly higher, by 1 billion, than previous estimates indicated.
Total Treasury revenue is estimated to have increased by 39 billion
from 2003, 35.4 per cent of GDP, compared with 33.8 per cent the
year before. Tax revenue rose by 37 billion of which 16 billion came
from the value added tax and 9.6 billion from the personal income
tax. Total Treasury expenditure rose by close to 16 billion to 34.4
per cent of GDP compared with 35.6 per cent the year before. The
Treasury’s public consumption expenditure rose by 8 billion or 2.8
per cent in real terms and its investment by close to 3 billion or 15
per cent in real terms. Transfer payments contracted slightly, as
measured by general wage increases.

The Treasury surplus is currently expected to exceed earlier esti-
mates of the Ministry. It is estimated to amount to 27.1 billion krénur
or 2.8 per cent of GDP. This improvement is primarily due to in-
creased revenue on the basis of a larger turnover in the economy
than anticipated earlier. Tax revenue is expected to increase by 26
billion over the previous year and amount to 302 billion of which the
value added tax and excise taxes are expected to increase by 15

billion to 142 billion. Other Treasury rev-
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Treasury Finances

In per cent of GDP
Source:Statistics Iceland and
own forecast.

Treasury revenue is expected to
decline in 2006

eral wage increases. The slower growth
is in part explained by reduced outlays for unemployment compen-
sation. Investment expenditures are expected to decline by 2.7 bil-
lion this year. The profit from the sale of Iceland Telecom has no
influence on the drawing up of the Treasury accounts on a national
accounting basis (see Appendix (not translated)).

The 2006 Treasury surplus is projected to amount to 10.7 billion
krénur, equivalent to 1 per cent of GDP which represents a consid-
erable change from this year. Tax revenue is expected to remain
about unchanged in nominal terms between years due to a cut in
the personal income tax, the abolishment of the net wealth tax and
declining turnover in vehicle imports and real property transactions.

36



Dividend income of the Treasury will decline from this year, but this
is in part offset by increasing interest income from deposits with the
Central Bank from the sale proceeds of the privatisation of Iceland
Telecom. The aim is to keep public con-
sumption and transfer expenditure
within the limits of the Government'’s

Graph 15
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investment expenditures. Treasury revenue is estimated to increase
by 12.6 billion between 2006 and 2007 whereas expenditure may
increase by 33 billion. These changes reflect the intent of the Gov-
ernment to use fiscal finances to offset some of the slower growth
expected in that year.

The most recent data from Statistics Iceland indicate that the mu-
nicipal deficit amounted to 10.3 billion krénur in 2004, 1.2 per cent
of GDP. This outturn is much worse than the provisional figures of
last March indicated, the reason being that municipal investment
turned out to be higher than earlier thought. It increased by 8.5
billion krénur. Excluding the sale-and-leaseback of municipal assets
in 2003, the increase was 5 billion or 37 per cent. The public con-
sumption component increased far less than earlier data had indi-
cated, or by only 2.4 per cent instead of 7 per cent. The total expen-
diture of municipalities rose by 15 billion between 2003 and 2004
whereas municipal revenue increased by only 8.5 billion.

This year’s municipal deficit is estimated at 6.4 billion krénur or 0.7
per cent of GDP, slightly more than forecast last April. Municipal
investment is still expected to be high by historical standards, al-
though it is thought to decline from 16 per cent to 15 per cent of
total municipal expenditure. The rate of investment is partly ex-
plained by substantial investment in municipal roads. Municipal to-
tal expenditure is expected to increase by 7.4 billion. The public
consumption expenditure forecast has been revised in light of re-
vised 2004 figures. Municipal public consumption expenditure is fore-
cast to increase by 6.6 billion between 2004 and 2005, an increase
of 2.5 per cent in real terms. Revenue is forecast to increase by
11.8 billion of which tax revenue amounts to 10.4 billion. The large
expansion in housing investment and rising real property prices are
expected to increase municipal revenue significantly. Most munici-
palities have also used the permissible tax rate in full and some
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have increased their user charges.

Municipal finances are expected to improve in 2006. The deficit is
projected to decline to 3.3 billion or 0.3 per cent of GDP. Revenue is
forecast to increase by 8.5 billion, in part through a rising real prop-
erty assessment and a change in property tax legislation. Municipal
public consumption is projected to increase by 2.5 per cent but
investment will contract in nominal terms. The municipal deficit is
forecast to decline to 1.5 billion or 0.1 per cent of GDP in 2007 with
revenue increasing by about 7 billion from the previous year, public
consumption expenditure increasing by same rate as the year be-
fore in real terms and investment continuing its decline.

38



A developing financial market has a positive impact on the economy.
It helps in the intermediation between savers and investors, im-
proves the allocation of resources and thus strengthens economic
growth. The rapid change of the Icelandic financial market in recent
years is no exception. Ever since the financial market was liberalised
and the banks were privatised, the market has expanded for the
benefit of consumers and businesses alike. The globalisation impact
on the economy along with technological progress in electronic com-
munications have greatly enhanced the possibilities for Icelanders
to transfer savings abroad and invest them there. At the same time,
Icelandic investors have gained access to cheaper financing from
abroad. The increase in bank credit has helped in raising real prop-
erty prices and share prices, thus increasing the confidence of con-
sumers and business.

The monetary measures of the Central Bank, raising the policy rate,
have not had much of an influence on the expansion in bank credit,
whereas the impact of the rising policy rate on the exchange rate
has been all the more noticeable. This has helped in dampening
inflation through favourable import prices. The strong exchange rate
has increased the purchasing power of households and businesses
and fuelled import demand, thus increasing the current account
deficit.

At present, the main engines of growth are the power project in-
vestments along with the vigour and initiative of the business sec-
tor. At the beginning of this year, the analysts of the commercial
banks expressed the opinion that the stock market was nearing its
peak. Actual developments have exceeded their expectations by
far. The stock market index has increased by about 40 per cent up
to the end of August after having increased by nearly 60 per cent in
2004.

In contrast to the Icelandic stock market, foreign markets remain
lacklustre. Following the presidential elections in the US last Octo-
ber, the US stock market began inching upward and continued do-
ing so into the new year. Since then, stock prices stagnated in the
wake of a rising discount rate of the Federal Reserve along with
rising oil prices, both of which have an impact on economic growth
and business profitability. European stock markets have developed
in a similar manner. Economic growth in some of Europe’s largest
countries has been anaemic, as is further discussed in the chapter
on the international economy. This, no doubt, means that Icelandic
investors are slow in increasing their portfolio of foreign stocks,
although the balance of payments statistics of the Central Bank
show some tendency in that direction. Investors seem instead to
concentrate on the domestic stock market to take advantage of and
contribute to the upward trend in stock prices.

Total bank credit rose by 630 billion or 37 per cent in the first seven
months of this year. Of this amount, 425 billion were in krénur and
200 billion in foreign currency. Domestic lending was higher in this
period than for all of 2004 when domestic loans rose by 381 billion.
The total increase in outstanding credit is about equal to two-thirds
of the estimated 965 billion nominal GDP for all of this year.
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... and is increasingly financed

The banks are increasingly resorting to foreign financing of domes-
tic credit. In the first seven months of this year, deposits only rose

abroad by 111 billion, whereas at the same time the banks issued 545
billion in debt that was tied to exchange rates. The corresponding
figures for the first seven months of 2004 were 47 and 156 billion.

Graph 16 It is also noticeable that the foreign claims of the deposit money
banks rose by 185 billion, compared to only

Bn. krénur 3 billion in the same period a year earlier.

2 000 This reflects the fact that the commercial
banks are gradually expanding their for-
eign business.

1 500 Domestic credit and equities

1 000 A

The bulk of domestic lending of the banks
went to households, which is connected to
the change in the mortgage market since
August 2004, when the deposit money
banks began offering mortgage credits at

500 - //___,MJ—-’“'/ terms hitherto unknown. During the

Foreign credit-and-equities

twelve-month period to the end of July of
this year, the banks lent nearly 300 billion

0 T
Jan- Jul- Jan- Jul- Jan-
01 01 02 02 03 03 04 04 05 05
Bank credit and M3

Source: Central Bank.

The rise in the policy rate has
a limited impact

The interest rate differential
with other countries affects
the exchange rate

‘ ; ; in the form of indexed credits, most of

Jul- Jan- Jul- Jan- Jul- which were residential mortgage loans.

This compares to only 15 billion in the pre-
vious twelve months. Part of this increase was at the expense of
lending by the Housing Finance Fund; its outstanding credits de-
clined by 92 billion in the twelve months up to the end of July this
year.

This increase in credit has taken place despite the increase in the
Central Bank policy rate which is intended to stem the increase in
bank credit. The rate went from 5.3 per cent in May 2004 in several
steps up to 9.5 per cent in June 2005. A further increase in the rate
will undoubtedly be coming in the remainder of this year, peaking
sometime next year and could begin to come down in the latter half
of 2006. For the purpose of this forecast, the average 2006-rate is
assumed at 9.5 per cent, slightly higher than this year’s estimated
average of 9.4 per cent. The economy is expected to cool down in
2007 and that there will be scope for a further reduction in the
policy rate to an estimated 7.25 per cent for that year.

The experience in Iceland as well as in other countries where the
policy rate is the main monetary policy instrument is that credit
expansion in the wake of policy rate increases only work with a one
to two-year lag. It must therefore be expected that the expansion in
bank credit will continue for a while. The rising policy rate is how-
ever quickly translated into short-term interest rates and the differ-
ential between domestic and foreign rates in Iceland’s main trading
partner countries. The rising differential plays an important role in
strengthening the exchange rate, although this was not the case in
2001. The average exchange rate index for the first eight months of
this year was 110.5, 9 per cent lower than in 2004. The average for
2004 was in turn 8 per cent lower than in 2003. In addition to the
foreign currency inflow in connection with the power project invest-
ments, the interest rate differential has affected the exchange rate.
The differential has encouraged the banks to seek financing abroad.
Foreign issues of debt in Icelandic kronur is also a novel twist in this
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tale. Up to the middle of September, a total of 42 billion krénur were
issued of such debt, most of it in the past four weeks and mostly
with a one to three-year maturity. These issues have served to
strengthen the exchange rate and may, conversely, weaken the rate
at the time of maturity, when investors
move their money into foreign securi-
ties.

Graph 17
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The interrelationship between short- and

long-term rates has been weak in recent years, both in Iceland and
in other countries. The graph on interest rates shows that indexed
long-term rates have been declining in recent months whereas short-
term rates have edged up in line with the policy rate.

The decoupling of the short- and long-term rates is in part explained
by the increasing globalisation of the Icelandic financial market.
Although there is still a clear demarcation line between the domes-
tic and foreign currencies, increasing

capital flows have had a profound im- —Exchange rate

pact in this country. Foreign long-term 7 Unbonded interest rate

Interest and exchange rates
Source:Central Bank.
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rates are at present lower than they have 15
been for decades which in turn has in-
fluenced domestic long-term rates. The
market has reacted by sharply increas- ,, | \o
ing issues of long-term indexed debt this \
year. Company debt issues have ex-

ceeded 100 billion kréonur so far this year.

The Housing Finance Fund has issued 5 |
40 billion kréonur whereas the Treasury

has only issued 7 billion. Company and
HFF debt has been in the shorter end of

the long-term market with a maturity © ‘ ‘
of about ten years. The yield in this
market segment has nevertheless stayed stable which probably re-
flects that the market for this type of debt is resilient.

Thirty-year housing bonds provide the best benchmark for gauging
longer-term indexed yields which have been around 3.5 per cent in
the course of this year. The same applies to ten-year HFF bonds.
The yield on non-indexed medium-term government bonds with a
5-8 year maturity has stayed in the range of 7.5-8 per cent from the
middle of last year until the spring of this year and declined some-
what over the past several months. The yield on two-year govern-
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The debt market and foreign
participation

ment notes has risen from 7.5 per cent a year ago to about 8.5-9
per cent in August of this year, thus following the rise in the policy
rate.

Two events in the financial market have had a significant impact on
the debt market. Iceland Telecom was privatised and foreign enti-
ties have begun issuing debt in the krénur market, as noted earlier.
Iceland Telecom was sold for 66.5 billion kronur of which 34 billion
was in kronur and 32.5 billion in euros and dollars. The domestic
sale proceeds were deposited with the Central Bank where it will
earn interest and be kept for later use when the economy will cool
down. The foreign part of the proceeds will be used to repay foreign
Treasury debt this year, mainly in the commercial paper market but
also some longer-term debt. This will help the Treasury in improv-
ing its credit rating in foreign markets and lower its interest cost at
the same time.

42



TABLES

Pg.
Output and expenditure 2004 - 2007...c.civeviiriiieiiie i iieannens 44
Export production and foreign trade 2004 - 2007 ...........ccuvvnee. 45
Comparison of forecast for 2005 - 2007 ......coivvvviiiiiiiieeniennnens 46
Gross domestic product ......cooviiiiiiiiii 47
Income, prices and exchange rate........ccvviiiiiiiiiiii s 50
Fish CatCh ..o e 51
Gross fixed capital formation.........ccoviiiiiiiiiiiii 52
Private consumption indicators ........cooviiiiiiiiiii e 53
Balance of payments.....ociiiiiii i 54
General government finanCes ....oovvvviiiiiiii e 56
Central government finances.........oooiiieiiiiiiii e 57
Local government finances........ccooviiiiiiiii i 58
Central government debt, claims and cash at hand................. 59
General government debt and claims..........cccoeviiiiiiiiic i, 60

43



Table 1: Output and expenditure 2004 - 2007

Billion krénur

current prices

Volume changes

on previous year, %

Prov. Forecast Prov. Forecast

2004 2005 2006 2007 2004 2005 2006 2007

1. Private consumption 506.1 568.9 609.8 638.3 6.9 9.5 4.3 0.6

2. Public consumption 226.3 243.3 259.9 277.3 2.8 2.4 2.2 2.2

i.e. Central government 126.5 135.8 143.8 152.6 2.5 2.0 1.6 1.8

i.e. Local government 78.2 84.0 90.6 96.8 2.5 2.5 2.5 2.5

3. Gross fixed investment 207.2 257.9 279.4 222.8 21.0 28.5 0.8 -23.8

Business sector investment 123.9 161.4 180.9 119.2 23.3 48.0 1.9 -35.8

Residential construction 47.1 63.7 69.9 68.7 5.7 12.0 6.5 -3.4

Public investment 36.1 32.8 28.6 34.9 26.9 -12.3 -15.4 19.9

4. Final domestic demand 939.5 1,070.1 1,149.0 1,138.3 8.7 12.2 2.9 -5.2

5. Stock changes -3.3 0.0 0.0 0.0 -0.2 0.4 0.0 0.0

6. Total national expenditure 936.2 1070.1 1149.0 1,138.3 8.4 12.8 2.9 -5.2

7. Export of goods and services 316.1 307.4 342.4 397.6 8.3 1.4 6.2 11.6

8. Import of goods and services 367.3 411.5 440.2 426.1 14.2 18.3 1.9 -8.8

9. Gross domestic product 885.0 966.1 1051.3 1,109.8 6.2 6.0 4.6 2.5

10. Net factor income from abroad -21.6 -23.0 -29.2 -41.0 - - - -

11. Net current transfers 1.2 -1.3 -1.3 -1.4 - - - -

12. Current account balance (7.-8.+10. -73.9 -128.3 -128.3 -70.9 - - - -

13. Gross national income (9.+10.) 863.4 943.1 1022.1 1068.8 4.9 5.7 4.2 1.6

14. Effects of changes in terms of trade - - - - -0.6 0.5 -0.1 -0.9
15. Real gross national income

- - - - 4.3 6.3 4.1 0.6

16. Current balance, % of GDP - - - - -8.4 -13.3 -12.2  -6.4

Notes:

D volume changes are based on 2000-prices.

2 In per cent of GDP of the previous year at constant prices.
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Table 2: Export production and foreign trade 2004 - 2007

Billion krénur Volume changes
current prices on previous year, %
Prov. Forecast Prov. Forecast

2004 2005 2006 2007 2004 2005 2006 2007

Export production
Marine products 118.7 116.6  125.6  137.0 5.4 2.0 2.0 2.0
Aluminium 36.5 35.1 47.7 75.4 2.0 -0.3 29.8 58.6
Other products 43.0 41.1 44.3 48.0 27.7 0.2 5.2 5.3
Total 198.2 192.7 217.7 260.4 8.3 1.2 8.2 16.2
Export of old ships and aircraft 0.8 1.3 1.4 1.5 - - - h
Stock changes in export production -3.3 0.0 0.0 0.0 - - - -
Merchandise exports, total 202.4 194.0 219.1 261.9 8.3 0.8 8.2 16.1
Merchandise imports, total 238.9 278.3 294.8 273.2 15.8 21.8 1.2 -12.4
General merchandise imports 197.8 206.8 215.6 216.1 11.9 8.8 -0.7 -6.4
of which: Oil imports 20.7 27.5 28.2 30.5 13.5 3.5 3.2 1.0
of which: Other imports 177.1 179.4  187.4  185.6 11.7 9.4 -1.2 -7.2
Special imports 41.2 71.5 79.2 57.2 35.8 77.4 6.4 -27.1
Balance of trade -36.5 -84.4 -75.7 -11.3 - - - -
Export of services (excl. factor income) 113.7 113.5 123.3 135.7 6.7 6.6 2.9 3.3
Import of services (excl. factor income) 128.3 133.1 145.4 152.8 11.5 12.0 3.4 1.7
Balance of services (excl. factor income) -14.6 -19.7 -22.1 -17.2 - - - -
Net factor income from abroad -21.6 -23.0 -29.2 -41.0 B B B B
Net current transfers *) -1.2 -1.3 -1.3 -1.4 3 B B }
-73.9 -128.3 -128.3 -70.9 - - - -

Current balance

Notes:

D Net transfers from abroad other than factor income.
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Table 6: Fish catch

Forecast

2001 2002 2003 2004 2005 2006
Thousand tonnes
Cod 240 213 206 227 211 216
Haddock 40 50 60 84 100 100
Saithe 32 42 52 63 70 70
Redfish 50 66 63 48 54 54
Catfish 18 14 16 13 13 13
Greenland halibut 17 19 20 15 15 15
Herring 101 97 132 122 110 110
Shrimp 31 35 29 20 10 10
Capelin 924 1079 681 524 650 650
Blue whiting 365 286 502 419 500 500
Atlantic-Scandian herring 78 127 118 103 130 130
Oceanic redfish 42 45 48 37 20 20
Other marine products 49 60 53 49 30 30
Total marine product 1987 2133 1980 1724 1913 1918
Percentage change in total catch value from
previous year, constant prices: * 1.8 -0.7 -2.2 -0.4 1.0

* Calculated by using fish prices from June 2004 to May 2005 from the Freshfish Price Directorate.

Source: Statistics Iceland and own forecast.
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