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In this report The Ministry of Finance presents a new mac-
roeconomic forecast covering the years 2003-2004 and in-
corporates the assumption that the power project at Kárah-
njúkar and an aluminium plant at Reyðarfjörður will be
built and in addition, the Norðurál aluminium plant at
Grundartangi will be expanded. This report also outlines a
medium-term forecast until 2010 at which time the above
investments are scheduled to be completed.

· Economic growth is expected to accelerate sharply
in 2003 to 2¾ per cent, 1 per cent more than in the previous
forecast. Next year, growth is expected to accelerate further
to 3¾ per cent. If these expectations come to pass, it marks
the beginning of a new growth era where power projects
and aluminium plant investment will be predominant in
the economy up to 2010.

• National expenditure increases again, following a
decline in the past two years; it is expected to increase
by 3½ per cent in 2003 and 4¾ per cent in 2004. This is
primarily led by a more than 11 per cent increase in
investment each year. Moreover, private consumption
is forecast to increase by 1¼ per cent in 2003 and 3¼
per cent in 2004, a total of 4½ per cent. Public
consumption is expected to increase by a similar
percentage.

• As expenditure increases, the current account of the
balance of payments is forecast to return to deficits,
albeit small. For 2003, a deficit of 1¼ per cent of GDP
is forecast and 2 per cent for 2004. National saving is
however expected to increase to 19½ per cent of GDP
in 2003 and 20 per cent in 2004 as against 18 per cent
in 2001 and 19 per cent in 2002.

• Unemployment is expected to average 3 per cent of
the labour force in 2003, declining in the course of the
year when the impact of power project investments
begins to take effect as well as the accelerated
investment measures of the government. Unem-
ployment is expected to decline further in 2004 and
average at about 2 per cent.

• Inflation, as measured by the consumer price index,
is expected to be 2 per cent in 2003, both within the
year and over the previous year. For 2004 a slight
increase is expected, to 2½ per cent, as domestic
demand accelerates. This forecast is based on the
assumption that the average króna exchange rate index
will be unchanged from its present level of 122 points,
both in 2003 and 2004.

• Wages are forecast to rise by 5 per cent on average in
2003 and 6 per cent in 2004, including both contractual
wage increases and wage drift. Accordingly, purchasing
power of wages in expected to increase, by 3 per cent
in 2003 and 3½ per cent in 2004, making 2004 the tenth
year in succession when purchasing power increases,
an Icelandic record.

INTRODUCTION

A summary of the forecast
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• Business earnings were good in 2002, increasing sub-
stantially over 2001. Earnings prospects are generally
thought to be good this year, despite a strong exchange
rate of the króna which has an adverse effect on export
and import-competing sectors.

• The Ministry of Finance estimates that the combined
public sector ran a deficit of about 2 billion krónur last
year. Central government finances were close to balance
whereas municipalities continued in deficit. For 2004,
however, a surplus of up to 3 billion in public finances is
forecast, mainly because of improved central government
finances. These figures exclude the impact of government
asset sales upon the public sector balance.

• The assessment of the impact of power project investments
has now been reviewed in light of additional information
revealing a more favourable picture of events than initially
thought. Exchange rate assumptions have changed, the
distribution of investment expenditures is more even than
assumed earlier and the economy begins the investment
upswing with excess productive capacity, not with
demand pressures as thought earlier. All of these factors
mitigate the impact of the investment projects upon
domestic demand. Nonetheless, it is important to follow
a tight monetary and fiscal policy at the time when
investments reach their peak and, conversely, ease policies
to soften the downturn at the time when investments are
completed.
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Following the strong upswing in 1996-2000, the economy
slowed in 2001/2002. The vigorous increase in exports pro-
longed the pace of economic growth up to the middle of last
year, whereas GDP declined in the second half of 2002 by
some 2 per cent in real terms at an annual rate.

There are increasing indications that this brief downturn has
come to an end and a new expansion has begun. This is in
part due to the decision of the government to accelerate pub-
lic investment this year and into next year. Preparations for
large energy investments are also under way which will have
a profound impact on the Icelandic economy in the next sev-
eral years. The latest figures appear to indicate that unem-
ployment has peaked and that private consumption is reviv-
ing.

Provisional national accounts record a ½ per cent decline in
real GDP last year. Gross national income increased, however,
by 1.2 per cent, primarily due to a substantial decline in inter-
est payments to abroad. In light of the latest data, there was a
negative output gap, i.e., excess productive capacity, in 2002,
whereas earlier estimates indicated a slightly positive gap. In
light of employment data it is assumed that the business cycle
reached its trough towards the end of 2002 and at the begin-
ning of this year. The output gap is expected to persist for
some time into this year and disappear in the course of 2004.

One of the main characteristics of the economy in recent years
has been the sharp reversal of the current account of the bal-
ance of payments. It shifted from a 10.2 per cent deficit of
GDP in 2000 to an 0.2 per cent surplus in 2002. This resilience
of the economy may be ascribed to the economic policy of
the Government and comprehensive structural reforms in
recent years. In addition, export growth has been vigorous,
the terms of trade favourable and interest rates abroad have
been low, all of which are favourable factors.

National expenditure has declined in the past two years. Gross
investment contracted by 7 per cent and private consump-
tion by 3 per cent in 2001. This continued in 2002 when in-
vestment contracted by a further 12.4 per cent and private
consumption by 1.2 per cent. Public consumption increased
on the other hand by about 3 per cent in both years whereas
public investment declined by a total of 10 per cent at the
same time.

Household purchasing power has increased considerably in
recent years. It increased further by 2 per cent both in 2001
and 2002. Private consumption declined at the same time
which indicates that household savings were increasing, which
appears in the form of reduced consumer debt and increased
optional pension savings in voluntary pension savings ac-
counts.

OVERVIEW OF FORECAST

Developments in 2002
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Inflation has been abating and the Central Bank’s 2.5 per cent
inflation target was reached last November. Inflation has come
down further since then, undoubtedly because the króna ex-
change rate is strengthening, in addition to the effects of the
slack in the economy along with increased unemployment.

The macroeconomic forecast predicts that economic growth
resumes in 2003 and is forecast at 2¾ per cent for the year, 1
per cent higher than in the December forecast. For next year,
growth will be higher still and is at present estimated at 3¾
per cent. This forecast marks the beginning of a new growth
era where power projects and aluminium plant investments
will predominate up to 2010.

The forecast incorporates the assumption that an aluminium
plant at Reyðarfjörður will be built with a production capaci-
ty of 322 thousand tons a year. The aluminium plant at
Grundartangi will be expanded in two phases with a total ex-
pansion in production capacity of 150 thousand tons a year.
Along with these investments, hydropower and geothermal
electricity generation facilities will be constructed. The total
cost of all these projects is estimated at 280 billion krónur at
2003 prices. The assumption is made in the forecast for 2003
and 2004 that the index for the average króna exchange rate
will be about unchanged from its present level of 122 points.

National expenditure is forecast to increase by 3½ per cent in
2003, primarily due to investment rising by 11 per cent. In-
dustrial investment is forecast to rise by 15½ per cent, public
investment by more than 14 per cent and residential construc-
tion by 1¼ per cent. Private and public consumption is fore-
cast to increase by 1½ per cent in 2003. The current account is
expected to go into a slight deficit, equivalent to 1¼ per cent
of GDP, and the terms of trade are thought to deteriorate by
close to ½ per cent of GDP. The current account deficit is due

1)  In per cent of the previous year’s GDP at constant
prices.

A summary of the forecast

The economic outlook for 2003
and 2004

Billion Volume change from previous year in p.c.

krónur. Prov. Est.            Forec Forec
2002 2001 2002 2003 2004

Private consumption .................................................... 419.5 -3.0 -1.2 1¼ 3¼
Public consumption ..................................................... 194.7 2.9 3.1 2¼ 2
Gross fixed investment 146.5 -6.9 -12.4 11¼ 11
Change in stocks 1.......................................................... -0.2 -0.8 0.4 0 0
National expenditure .................................................. 760.6 -3.6 -2.5 3½ 4¾
Exports of goods and services .................................... 307.3 7.9 2.9 1 2¼
Imports of goods and services .................................... 293.5 -9.0 -2.4 2½ 5
Gross domestic product ............................................. 774.4 2.9 -0.5 2¾ 3¾
Gross national income ................................................ 761.2 2.7 1.2 2¾ 3½
Impact of the terms of trade 1 ...................................... 0.2 0.2 -½ ¼
GNI, including the terms of trade impact ............... 2.8 1.4 2¼ 3¾

Current account balance.............................................. 1.8 - - - -
In per cent of GDP..................................................... - -3.9 0.2 -1¼ -2

Change in per capita purchasing power in p.c. ....... - 2.3 2.1 2 3½
Change in consumer prices, p.c. ................................. - 6.7 4.8 2 2½
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to increased national expenditure and an unchanged produc-
tion of marine products for export. Despite low inflation in
major customer countries and relatively low import prices in
most categories, it is forecast that the terms of trade will dete-
riorate between 2002 and 2003 because of rising world oil
prices. Aluminium prices are also thought to decline and ex-
port prices for fish products are not thought to increase in
line with inflation in our trading countries.

Unemployment is forecast at 3 per cent of the labour force in
2003, although it is expected to decline in the course of the
year. Demand for labour is expected to increase as a result of
increased construction activity at a power project in the North-
east and due to special government measures to accelerate
public investment activity in order to create employment de-
mand. Prices are forecast to increase by 2 per cent between
2002 and 2003. Excess productive capacity will still be in place
in the course of this year. A slack is expected in the labour
market, i.e. registered unemployment in per cent of the la-
bour force will exceed equilibrium unemployment.

As noted above, economic growth is expected to increase by
1 percentage point to 3¾ per cent next year since investment
activity will increase significantly in that year. Industrial in-
vestment is expected to rise by close to 20 per cent and pri-
vate consumption by 3¼ per cent. National expenditure is
forecast to increase by 4¾ per cent in real terms and the cur-
rent account deficit of the balance of payments is expected to

Key eononomic indicators
Macro-economic indicators 2001 2002 2003 2004
Economic growth 2.9 -0.5 2¾ 3¾
National expenditure -3.6 -2.5 3½ 4¾
Current account in p.c. of GDP -3.9 0.2 -1¼ -2
Net external debt in p.c. of GDP -75.4 -75.0 -69 -68
National saving in p.c. of GDP 17.8 19.1 19½ 20

Labour market 2001 2002 2003 2004
Labour force (1000’s) 144.1 145.4 147.5 150.8
Unempl. in p.c. of labour force 1.4 2.5 3 2
Purch.power of hourly wages 2.0 2.2 3 3½

Foreign trade 2001 2002 2003 2004
Exports of marine products 3.4 4.2 0 2
Total merchandise imports 7.2 6.1 ¾ 2¼
General imports -12.0 -4.6 4 5¼
Terms of merchandise trade 2.0 0.2 -½ ¾

Money and prices 2001 2002 2003 2004
Consumer price index. per cent 6.7 4.8 2 2½
Exchange rate index 135.4 131.4 122 122
Real interest rate on 3-5 yr. Treasury bonds, %. 5.9 5.5 4 4¼

External conditions 2001 2002 2003 2004
Growth in the EU 1.5 1.0 1¼ 2½
EU inflation 2.2 2.0 1½ 1¼
Export prices of marine products 4.0 3.5 1 2
Foreign prices excl. oil 1.1 2.1 1¾ 2

Volume changes in per cent over previous
year unless otherwise indicated.
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reach 2 per cent of GDP. The terms of trade are expected to
improve by a small margin since the rise in oil prices in 2003
is thought to cancel out in 2004.

Increased power project investments are expected to lead to
a considerable decline in unemployment next year which is
expected to fall to 2 per cent from this year’s 3 per cent. If this
forecast is realised, demand pressure will arise in the labour
market and the output gap will be negligible. Inflation is ex-
pected to accelerate to 2½ per cent in 2004.
The Ministry of Finance has recently reviewed its medium-
term forecast which was based on different alternatives of in-
vestment projects. The forecast incorporates both the alumin-
ium plant at Reyðarfjörður and the expansion of the Grundar-
tangi plant along with associated power project constructions.

The conclusions of the forecast differ considerably from pre-
vious projections since several important assumptions have
changed, including exchange rate assumptions. Earlier pro-
jections assumed, for simplicity’s sake, that the exchange rate
index would be unchanged throughout the investment peri-
od since the purpose of those projections was to display the
economic impact of different investment alternatives. At the
same time it was argued that the exchange rate would un-
doubtedly strengthen before and at the beginning of the in-
vestment activity which in turn would have a dampening
impact on inflation. This projection has indeed been realised
and the exchange rate has strengthened considerably.

The present calculations only cover one investment scenario.
Therefore, a certain exchange rate adjustment is assumed for
the entire period. As noted earlier, the exchange rate that is
assumed for 2003 and 2004 is similar to the average rate for
the first quarter of this year, i.e. an exchange rate index of
122. The rate is expected to strengthen slightly in 2005-2007,
to an average of 120 for the period. Thereafter, the rate is pro-
jected to weaken gradually and close in on the value of 128 in
2010. It must, however, be emphasised that these are assump-
tions, not forecasts.

Another important factor that has changed from earlier pro-
jections relates to the total investment amounts and the distri-
bution of construction activity in the Northeast. The latter part
will be more even and hence easier to manage than earlier
assumed. The pace of activity will be quicker in the early part
of the period, i.e., in 2003 and 2004. The pace will decelerate
in 2005 and 2006 compared with previous projections, where-
as investment in 2007 will be substantially higher than thought
earlier. On the whole, these changes will lead to milder fluctu-
ations for the economy than thought earlier.

An output gap can be expected in the initial phase of the con-
struction period instead of excessive demand pressures. It is
also assumed that when power project and aluminium plant
investments are at their peak they will crowd out other in-
vestments more than earlier thought.

The economic outlook until 2010

Investment in electricity and
aluminium production
2003 prices
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All of these factors serve to dampen their effect upon domes-
tic demand. It will nevertheless be important to follow a tight
monetary and fiscal policy during the peak period of invest-
ment activity and pursue those policies with ease when in-
vestment activity decelerates. The projections of the Ministry
are based on these assumptions. It is thus assumed that the
acceleration of public investments that were recently an-
nounced will be reversed in 2005-2006 and that public in-
vestment will be restrained in those years. It is also assumed
that interest rates may increase temporarily when investment
activity is at its peak and decline upon their completion.

On the basis of these assumptions, a vigorous growth rate is
forecast up to 2007. The growth pace will slow down in 2008
and accelerate again in 2009. Unlike in the previous projec-
tion, there will not be a significant contraction in the econo-
my towards the close of the period which can be attributed to
a more even distribution of investments and the above-noted
economic policy responses.

According to this forecast, growth would be 3½ per cent on
average in the first part of the investment period in 2003-
2006. It is expected to peak at 5 per cent in 2005. When in-
vestment activity slows down in 2007-2010, so will economic
growth to an average of 2 per cent a year. The annual increase
in private consumption is expected to range between 1 and 4
per cent. Investment is expected to fluctuate most. Invest-
ment in industry is projected to increase by 34 per cent in
2005 and contract by 24 per cent in 2008. The current ac-
count deficit will increase and is expected to reach 5 per cent
of GDP at the peak of investment activity.

This forecast indicates that inflation may exceed the upper
target limit set by the Central Bank in 2006 and 2007. De-
mand pressures could be lower if more foreign labour were
used. As in the earlier simulation, it is assumed that 25 per
cent of all the manpower for the construction projects will
come from abroad. If this assumption is increased to 50 per
cent, inflation is thought to be ¼-½ per cent lower at its peak.

Key figures of the forecast
Annual rates of change unless otherwise

specified

Economic growth and index of GDP

Average
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Gross domestic product ........................ 3½ 2
    Private consumption.......................... 3 2½
    Public consumption ........................... 2 2
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        Public investment........................... -1½ 4½
    Exports................................................. 2¾ 6¼
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The Icelandic economy is in many ways dependent on the
development of Iceland’s main export markets as well as the
overall development of prices and exchange rates. In addition
to economic growth and related conditions in main customer
countries, there are several external factors of influence that
pertain more to the Icelandic economy than others, such as
international oil prices and interest rates in foreign financial
markets. Furthermore, certain foreign developments have a
direct bearing upon Iceland, such as prices abroad for fish
products and, increasingly, the world price of aluminium. This
chapter summarises recent international developments and
immediate prospects1 and special developments affecting the
Icelandic economy.

Most recent international economic forecasts predict lower
growth for this year and next than they had forecast earlier,
following a slowdown in 2001 and a slow recovery in 2002.
The most recent IMF forecast predicts 1.1 per cent growth in
the euro area this year and 2.3 per cent in 2004. US growth is
forecast at 2.2 per cent this year and is expected to pick up
next year, reaching 3.6 per cent.

The recent slow growth pace is in part due to the uncertainty
arising from the war in Iraq but also due to the sharp decline
in stock prices. Unemployment has increased, industrial pro-
duction stagnated and international trade declined. The slow-
down in the international economy has weakened fiscal fi-
nances in most countries, led to deficits and a renewed accu-
mulation of debt. The room for maneuver in economic policy
has at the same time narrowed. Economic growth was anaemic
in most major industrial countries in the first quarter of this
year but a pickup is forecast in the course of the year. US
growth may have increased slightly in the first quarter of this
year but remained stagnant in Europe and Japan.

Inflation has been very low and is expected to be below 2 per
cent in developed countries this year. It could increase slight-
ly in the US due to the fall in the dollar exchange rate and
rising oil prices, but this development is expected to reverse.
In Europe, the rise in the euro exchange rate has done much
to mitigate the rise in oil prices. A further decline in inflation
is forecast, to 1½ per cent next year. Deflation continues in
Japan and could turn into a widespread problem. In Germa-
ny, inflation was close to zero in the latter half of 2002.

Conditions in financial markets deteriorated again at the be-
ginning of this year, following some increases in the last quar-
ter of 2002. Stock prices are now 40-60 per cent below their
peak at the beginning of 2000. The latest slump is particularly
due to uncertainty from the war in Iraq and the recent slow
pace of growth. The trade-weighted dollar exchange rate con-
tinued its decline in December and by mid-March it had de-
clined by 14 per cent from its peak at the beginning of 2002.
The euro had at the same time risen by 13 per cent and the
yen by 4 per cent.

Stock prices are declining

Uncertain international prospects

Inflation continues to recede

THE INTERNATIONAL
ECONOMIC OUTLOOK

Source: IMF, April 2003.

Weighted economic growth in main
trading countries and Iceland1)

1) Weighted mean based on the Central Bank’s currency
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Public deficits are generally on the rise in most countries and
further deterioration is expected this year. The US public def-
icit is expected to amount to 4.6 per cent of GDP this year,
declining slightly in 2004 due to a slower increase in public
expenditure. The deficit in the euro area countries is expected
to amount to 2.4 per cent of GDP this year and somewhat less
next year, whereas in Japan it is forecast at 7.4 per cent this
year and a little less next year.

Unemployment continued to increase last year, especially in
the United States where it rose by 1 per cent, continuing to
increase this year to a forecast average of 6.2 per cent. The
increase is not as large in the euro area, although an unem-
ployment rate of 8.8 per cent is forecast. In Japan, the unem-
ployment rate is at an historical high of an estimated 5.5 per
cent this year.

The Iraqi war will do much to influence immediate prospects
for the world economy. The latest news indicate that the war
is about to come to an end. If that is the case, oil prices are
likely to decline quickly, investment should revive and so
should economic growth. Should the war turn out to be pro-
tracted, a revival will inevitably be postponed, dampening
business and consumer confidence, reducing stock prices and
making investors increasingly risk-averse.

The development on stock markets is another factor of un-
certainty, quite apart from the war in Iraq. It is thought likely
that the negative effect from stock prices declines upon de-
mand will have peaked around the end of last year. Doubts
still linger on the state of Japan’s banking and insurance sec-
tors and to some extent in Europe. Further declines can thus
not be excluded. Excess productive capacity in the business
sector and heavy business debt are also likely to discourage
business investment.

Uncertainties about US growth prospects are of major im-
portance since the health of the US economy is crucial to de-
velopments in other countries. The growing imbalances in
international trade are a source of concern since the US cur-
rent account deficit is growing with a commensurate surplus
in Europe and Japan.

Compared to other countries the slowdown in the US econo-
my is milder than in other countries. The tax and interest rate
reductions have been larger than elsewhere with a commen-
surate impact on the economy. Private consumption was the
main engine of growth, but towards the end of 2002 unem-
ployment edged up to 6 per cent and unstable stock markets
had a negative effect on consumers. Growth thus slowed in
the fourth quarter at the same time as investment was declin-
ing due to slow demand and excessive productive capacity in
many companies. Demand for exports has also been slow
despite the decline in the dollar exchange rate. Immediate
prospects are that growth will resume slowly, probably driv-
en by increased investment. Investment prospects are uncer-
tain, however, since business confidence is still weak and many
companies are debt-laden. Tax reductions should help and,

Public deficits increase

Unemployment is increasing

Economic prospects hinge upon the
outcome of the war in Iraq

Stock prices are another element of
uncertainty

The US economy has a substantial
impact upon the rest of the world

Mildest slowdown in the US
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moreover, productivity has increased. The contribution of
consumption to growth will probably be reduced since con-
sumer debt has increased in excess of disposable income.

Growth is still weak in the euro area, especially in Germany.
Increased exports stimulated growth early in 2002 but de-
mand in the euro area has been subdued. Despite the increase
in private consumption due to rising real wage income, in-
vestment has continued to decline. Growth this year is ex-
pected to be slow this year and next, although this varies from
country to country. German, Dutch and Italian growth is ex-
pected below average, whereas in France and Spain it may
turn out better. Although consumer confidence is subdued,
private consumption is expected to spur growth due to rising
real disposable incomes. Exports are also forecast to increase
due to rising foreign demand which should offset the rise in
the euro exchange rate. Prospects for investment are limited
since companies possess excess productive capacity and busi-
ness confidence is low. Growth forecasts have therefore been
lowered, especially for Germany where economic growth this
year is forecast at below 1 per cent for the third year in suc-
cession. For the UK, a growth rate of 2 per cent is forecast.
Domestic demand has stimulated growth there so far but
public consumption and increased exports are now expected
to be the main growth engines. For Denmark, Norway and
Sweden, a growth rate of about 1½ per cent is forecast for
this year.

Weak growth in the euro area

Developments and prospects in the
international economy
Volume changes unless otherwise
indicated.

Forecast Forecast

2001 2002 2003 2004

GDP growth ............................................. 2.3 3.0 3.2 4.1

Advanced economies ........................... 0.9 1.8 1.9 2.9

United States .................................... 0.3 2.4 2.2 3.6

Euro area ........................................... 1.4 0.8 1.1 2.3

Japan .................................................. 0.4 0.3 0.8 1.0

Developing countries ........................... 3.9 4.6 5.0 5.8

Africa ................................................. 3.6 3.4 3.9 5.2

Asia .................................................... 5.7 6.5 6.3 6.5

Countries in transition ......................... 5.1 4.1 4.0 4.1

Russia ................................................ 5.0 4.3 4.0 3.5

International trade .................................. 0.1 2.9 4.3 6.1

Inflation

Advanced economies ........................... 2.2 1.5 1.9 1.7

Developing countries ........................... 5.8 5.4 5.8 5.1

Countries in transition ......................... 16.3 11.1 9.4 7.4

Six-month LIBOR rates, p.c. a year

US dollars .............................................. 3.7 1.9 1.7 3.5

Euro ....................................................... 4.2 3.3 2.4 2.5

Yen ......................................................... 0.2 0.1 0.1 0.3

Crude oil prices, US dollars.................... -13.9 2.8 24.2 -19.4Source: IMF,  April 2003
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Economic growth in Japan was higher in the first half of 2002
than had been forecast. It slowed down thereafter due to slower
private consumption which in turn was because of scant wage
increases and unemployment which reached an historic high
of 5½ per cent. Economic growth was marginally positive in
the fourth quarter of 2002, mainly because of price deflation.
Deflation has reigned in Japan for the past four years. Since it
threatens to persist, the risk exists that consumer and busi-
ness spending decisions will continue to be put off. In addi-
tion the real value of debt would tend to increase due to defla-
tion. GDP is expected to shrink in the first half of this year,
since consumer and business expectations are declining. In-
vestment is forecast to decline and the stock market pros-
pects are dim. Stock prices are at a 20-year low due to high
corporate debt and a shaky banking system. Exports, howev-
er, are expected to increase and help growth prospects.

Economic growth in the Asian region has outpaced expecta-
tions and prospects for continued growth are strong despite
the slowdown in the information technology sector. More-
over, the share of Asia in international trade has been large.
Growth in China has mainly been driven by domestic de-
mand despite a growing current account surplus. Public in-
vestment and rising real property prices have also supported
growth. These growth factors are expected to decline in im-
portance and future growth therefore depends upon neces-
sary economic restructuring. Russian growth has been sub-
stantial and is expected to continue, mainly due to investment,
particularly in the oil sector, and rising private consumption.
Continued investment, however, is dependent upon no fur-
ther delays in structural reforms. Inflation should continue to
decline since the exchange rate appears to be strengthening.
An inflow of foreign investment is holding up growth in Mid-
dle and Eastern Europe. Rising oil prices have benefited the
Middle East, whereas hostilities in the area have hampered
growth. Prospects are brighter for Latin America at present
after a deep recession in 2001 and 2002. Weaknesses are, how-
ever, still at hand in countries like Argentina, Brazil and Ven-
ezuela where demand is still weak. The outlook is promising
for a number of developing countries, particularly in Africa,
where growth is proceeding due to better public governance,
a cessation of hostilities, rising raw material prices and the
cancellation of some foreign debt under the HIPC-initiative
of the IMF and the World Bank. Economic growth is  expect-
ed to increase in Africa this year despite ongoing difficulties,
such as bad weather conditions, diseases and famine.

Oil prices rose sharply in the second half of 2002 and early in
this year due to the risk of war in Iraq and strikes in Venezu-
ela, which restricted supply. At the end of last year, world oil
stocks were at their lowest level for a number of years. Oil
prices began to decline after the Iraqi war began, and pros-
pects are that it will continue to decline if the war is short-
lived. This present forecast of the Ministry assumes that oil
prices will rise by 10 per cent this year to 26½ dollars a barrel,
declining to 24 dollars in 2004.

Deflation continues in Japan

Fairly strong growth in Asia and
Africa; less in Latin America

Oil prices are set for an uncertain
decline
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International interest rates have been declining which in turn
reduces Iceland’s interest cost on foreign debt. The decline in
the dollar exchange rate also helps since it reduces the service
of dollar debt. The dollar declined by 25.5 per cent against the
króna in 2002 and 40 per cent of Iceland’s foreign debt is in
dollars. Close to 40 per cent of foreign debt is in euros and the
euro/króna rate declined by 7.5 per cent in 2002. The average
interest rate on foreign debt was just over 5 per cent in 2001.
Since most of the debt is on a floating rate basis, the interest
cost will have declined in 2002 and so far this year. As can be
seen in the table above, the dollar interest rate is expected to
decline by 0.2 per cent this year, euro rates by 0.9 per cent
and yen rates are assumed unchanged. The current level of
interest rates is expected to remain broadly unchanged for
the remainder of this year until the middle of next year when
they should begin to gradually rise.

Prices for marine products, calculated in foreign currency, rose
by 4 per cent in 2001 and 3.5 per cent in 2002. For this year, a
1 per cent increase is assumed and 2 per cent in 2002. This is
broadly in line with general price changes and prices are there-
fore expected to remain largely unchanged in real terms. The
rising króna exchange rate will mean, however, that the do-
mestic currency proceeds from exports will decline. The
present forecast assumes that the króna exchange rate will
appreciate slightly until 2005-2006 after which it is likely to
decline.

Aluminium prices declined by 4.3 per cent in foreign curren-
cy terms in 2001 and by a further 3.4 per cent in 2002. The
present forecast assumes a further decline of 3 and 2 per cent
this year and next, respectively. Since the  forecast for world
inflation is about 1½-2 per cent, the real price decline is slight-
ly higher. In the long run the nominal price increase is esti-
mated at about 1½ per cent a year. Forecasts on aluminium
prices are, however, subject to much uncertainty and fore-
casters disagree widely; some predict increases and others
declines between 2003 and 2004.

No major change in marine products
expected in the near future

Aluminium prices are declining

Rising króna exchange rate and lower
international interest rates reduce
Iceland’s debt service



15

Provisional figures indicate that private consumption declined
in 2002 for the second year in a row, by 1.2 per cent. This
follows a 3 per cent decline in 2001, or 4.2 per cent for the two
years together. By comparison, the purchasing power of dis-
posable income rose in both years, by 5.8 per cent total or 4.4
per cent per capita.

The contraction in private consumption is largely attributable
to increased household indebtedness in previous years. This
led to an increased debt service burden which in turn meant
that the increase in purchasing power was not translated into
increased consumption. The rise in purchasing power has thus
increasingly been used to repay household debt. The increase
both in household asset accumulation and debt slowed down
in 2002. Debt rose by 7 per cent and assets by 3 per cent. The
slow increase in assets is due to the fact that the increase in
pension fund assets was close to none whereas housing and
vehicle assets increased by close to 5½ per cent.

The voluntary private pension savings accounts have also con-
tributed to increased household saving. In 1998 up to 2 per
cent of employee pay could be put into such accounts that are
tax exempt. This was increased to 4 per cent at the beginning
of 2000 and as of May of the same year, employers were obli-
gated to pay a 1 per cent counter-contribution against 2 per
cent employee savings. The employer contribution was in-
creased to 2 per cent at the beginning of 2002. In addition, the
government contributes up to 0.4 per cent on top of the em-
ployee contribution. This means that an individual who saves
2-4 per cent of his pay in an individual retirement account
will get a counter-contribution of 2.2-2.4 per cent from the
employer and the government. Participation in such optional
saving rose sharply last year. It is now estimated that 70 per
cent of employees contribute a part of their pay to such ac-
counts. Although it is possible that other forms of saving have
suffered in competition with this savings form, the total sav-
ings of households have undoubtedly increased as a result of
the introduction of this saving option.

There are several indicators in the early part of this year that
point towards a renewed upturn in the Icelandic economy.
Merchandise imports were 1.2 billion higher in the first two
months of this year than in the corresponding period a year
ago, an increase of 5 per cent at constant prices and exchange
rates. Imports excluding ships and aircraft, also measured at
constant prices and exchange rates, amounted to 14.7 billion,
a 16 per cent real increase from last year. Vehicle imports have
increased rapidly from last year, by 87 per cent, and the same
goes for fuel imports. Imports of durable consumer goods
rose by 29 per cent in February over the previous year and
imports of foods and beverages rose by close to 6  per cent.
Provisional figures on the collection of value added tax pro-
ceeds for March 2003 indicate that general imports rose sharp-
ly in that month. Imports other than ships and aircraft
amounted to 15.5 billion as against 14.2 billion last year, a real
increase of 21 per cent.

NATIONAL EXPENDITURE
AND FOREIGN TRADE

Development of private consumption

Private consumption
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Other consumption indicators, such as the turnover on debet
and credit cards for the first two months of this year are also
increasing by 7 per cent in real terms over the previous year.
The Gallup index of consumer expectations also rose in March
for the third month in a row and has never been as high since
measurement began in March 2001. The retail index of the
Retailer and Service Association also shows that turnover in
consumer non-durables increased by 4 per cent in February
from last year, measured at constant prices. This index has
been recorded since November 2001 on the basis of informa-
tion from most retail establishments in the country dealing in
consumer non-durables as well as from liquor stores and phar-
macies. The index is deflated by the consumer price index for
each product category by the consumer price index.

All told, it is forecast that private consumption will gradually
revive, increasing by 1¼ per cent in 2003. The purchasing
power of disposable income is expected to increase by close
to 3 per cent which indicates that household saving will con-
tinue to increase this year. For 2004, a higher increase in pri-
vate consumption is forecast in line with increasing purchas-
ing power, one of 3¼ per cent in real terms, since the econo-
my is forecast to accelerate increasingly in that year.

Public consumption rose by 2.9 per cent in real terms in 2001.
It is estimated to increase by 3.1 per cent in 2002 of which the
central government increase is less than that of the munici-
palities. For 2003, the increase in public consumption is ex-
pected to be less, or about 2¼ per cent in real terms. This
forecast is based on the central government budget and the
financial plans of the municipalities. Public consumption is
expected to increase less in 2004, or by about 2 per cent. Both
central government public consumption and municipalities´
consumption is expected to increase less in 2004.

The following table shows the development of public con-
sumption as a share of GDP.

The share of public consumption in GDP is measured at 25.2
per cent in 2002, up from 23.6 per cent a year earlier. For
2003, public consumption is expected to be a similar share of
GDP but in 2004 the increase is expected to be lower. The
share of central government consumption in GDP is declin-

Public consumption

Source: Statistics Iceland and Ministry of Finance.

 Prov. Est. Forec. Forec.

Billion krónur, current prices 2001 2002 2003 2004

Public consumption......................... 175,0 194,7 205 216

   Share of GDP................................. 23,6 25,2 25 ¼ 25

Central government consumption 100,5 111,5 117 122 ¾

   Share of GDP................................. 13,6 14,4 14 ½ 14  ¼

Municipal consumption.................. 58,4 65,5 69 ¼ 73 ¼

   Share of GDP................................. 7,9 8,5 8 ½ 8 ½

Social security consumption........... 16,1 17,7 19 20

  Share of GDP.................................. 2,2 2,3 2 ¼ 2  ¼
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ing after having increased marginally in 2001 and 2002, where-
as the share of municipalities and the social security sector is
expected to remain constant, following an increase in 2002.

The following table shows the estimated breakdown of pub-
lic consumption in 2001-2004.

Wages and associated benefits make up the largest part of
public consumption. Their share comes to nearly 63 per cent
in 2001 and has been increasing since then, or to 63½ per
cent in 2002 and is expected to reach 64 per cent in 2003 and
2004.

Following a sharp upturn in 1999 and 2000, business invest-
ment has declined in the past two years, or by 14 per cent in
2001 and by a further 19 per cent in 2002. By that year, busi-
ness investment had declined to 10 per cent of GDP com-
pared with 16 per cent in 1998.

The decline is evident in most branches of the business sector,
following a sharp increase in most branches in 1998-2000.
Investment in the fisheries sector declined by 14 per cent in
2001 and 56 per cent in 2002. In the metals sector the decline
was 19 per cent in 2001 and 24 per cent in 2002. Investment
in power projects and electricity distribution tends to fluctu-
ate between years. Investment by power companies rose by
16 per cent in 2001 but declined by 7.6 per cent in 2002. In-
vestment in hotels and restaurants increased however and the
supply of hotel space in the capital area rose by 10 per cent
last year and is estimated to increase further by 5 per cent this
year.

Business investment is forecast to increase by 15½ per cent in
2003 and further by close to 20 per cent in 2004. This increase
is already showing up in investment goods imports which
rose by 6 per cent in volume in the first two months of this
year over a year ago.

Following the decline in business investment in past years,
the need for renewal investment is increasing as to maintain
productive capacity of enterprises. It is therefore forecast that
business investment not connected to the power investment
projects will increase marginally in the next two years. This
will be offset by the strong exchange rate of the króna which
will have an adverse effect upon export companies and dis-
courage them from investing. Investment in fishing and fish

Investment

Business investment has declined

Rising investment is forecast for
coming years

Prov. Est. Forecast Forecast
2001 2002 2003 2004

Billion krónur, current prices
Public consumption 175,0 194,7 204 ¾ 215 ¾
 - Wages and benefits.................. 109,5 123,7 131 ¾ 138 ¼
 - Depreciation ............................. 14,8 16,3 17 ¼ 17 ¾
 - Purch. of goods and services.. 50,7 54,7 55 ¾ 59 ¾
Percentage breakdown
Public consumption 100,0 100,0 100,0 100,0
 - Wages and benefits.................. 62,6 63,5 64 ¼ 64
 - Depreciation ............................. 8,5 8,4 8 ½ 8 ¼
 - Purch. of goods and services.. 29,0 28,1 27 ¼ 27 ¾
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processing is thus thought to decline this year. Construction
of new fishing boats and renewals of older ones is at a low this
year. Investments in the communications sector rose sharply
in the latter half of the nineties in the wake of technological
innovation and increased liberalisation in that sector. These
investments declined sharply in 2001 and 2002 but it appears
that these investment are reviving this year. In this connec-
tion, the proposed undersea cable between Iceland, the Faeroe
Islands and Scotland is a major project in this sector. Further-
more, plans for the construction of a steel pipe plant at Helgu-
vík are under way. The plant is expected to produce 175 thou-
sand tons of steel pipes annually. The total cost of the project
amounts to 6.5 billion krónur, the bulk of which will be spent
in 2004. The plant is scheduled to begin production at the
beginning of 2005.

Real property and leasing firms have grown rapidly in recent
years. The investment of such firms has increased and invest-
ment of other sectors, have commensurably declined. In-
creased privatisation of the public sector has transferred in-
vestment from the public to the private sector. This may be
expected to continue over the next several years.

As noted earlier, some of the largest investments ever under-
taken in Iceland are to take place over the next several years.
The estimated cost of electrical power generating plants and
aluminium plants at Reyðarfjörður and Grundartangi is ex-
pected to total 280 billion, over half of which will be in the
form of imported investment goods. The investment will be
distributed over the period 2003 to 2010, with the peak of
construction taking place in 2005 and 2006.

The estimated cost of the Kárahnjúkar power plant and the
Reyðarfjörður aluminium plant amounts to 184½ billion
krónur, of which the power plant accounts for 98½ billion
and the cost of the aluminium plant and harbour facility to 86
billion at the average March exchange rate. Preparatory work
on the power plant has already begun and the aluminium
plant will commence construction in 2005 and is scheduled
for completion in 2007. Full production capacity of 322 thou-
sand tons a year is expected by 2008.

The Norðurál company’s plant at Grundartangi is scheduled
for expansion from 90 thousand to 240 thousand tons in two
phases. The first phase will increase the plant’s production
capacity by 90 thousand to 180 thousand tons and be com-
pleted by 2005 with the latter phase of 60 thousand to 240
thousand tons scheduled for completion in 2009. The main
part of the first phase will take place in 2004 and 2005 and the
second phase mostly in 2008 and 2009. A government bill
passed by the Althingi this spring states that the investment
cost of expansion to 240 thousand tons is estimated at 41 bil-
lion krónur at the average March 2003 exchange rate. The
cost of the first phase of the expansion is estimated at 26 bil-
lion and the latter phase at 15 billion krónur. The power for
the expansion will be provided by Landsvirkjun through the
construction of a reservoir at Norðlingaalda which will ex-

Increasing activity of real property and
leasing firms

Power project and aluminium plant
investments in the East...

... with simultaneous expansion of the
Grundartangi plant
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pand the production capacity of existing power plant in the
Þjórsá river basin. In addition the Suðurnes Power Company
plans to construct a geothermal power station at Reykjanes
and expand its facility at Svartsengi, whereas the Reykjavík
Power Company intends to expand its power station at Nes-
javellir.

As noted earlier, the first phase of the Norðurál expansion at
Grundartangi and the construction of the Alcoa aluminium
plant at Reyðarfjörður will to some extent coincide, with about
half of the total investment taking place in 2005 and 2006.
The total investment in power projects and aluminium plants
over the 2003-2010 period would amount to 280 billion at
2003-prices. Needless to say, investments of such magnitudes
will have a profound impact on total investment over the next
several years. The share of these investments in gross fixed
investment is estimated at 10 per cent in 2003 and 18 per cent
in 2004. This proportion is expected to increase considerably
at the peak of the construction period, up to 31 per cent in
2005 and 2006. These investments are expected to peak at 7.7
per cent of GDP in 2005.

The economic expansion from 1996 to 2001 brought with it a
sharp increase in  residential construction in 2000 and 2001
or by nearly one-fourth over the two years. The upswing took
some time to be reflected in the housebuilding sector, in part
because at the beginning of the upswing there was already a
substantial supply of housing on the market, thus delaying
demand pressures with commensurate price increases in real
property.

The slowdown in the economy since early 2002 has set its
mark upon housebuilding. The supply of new housing in-
creased much less in that year than in the previous two years,
although housing prices have continued to increase. Accord-
ing to provisional figures, housing investment is estimated to
have increased by some 5 per cent in real terms in 2002. A
survey of construction activity indicates that there will be a
slight increase, of 1¼ per cent, in 2003 whereas a larger in-
crease, 4½ per cent, is forecast for 2004 due to the impact of
power project investments upon the overall economy.

Investment in housing is not only influenced by the business
cycle but also by the supply of building land among other
factors. Housebuilding activity in Reykjavík is expected to be
similar to last year’s level. A total of 850-900 housing starts are
estimated for Reykjavík in 2002, a volume similar to last year.
A large part thereof will be built in a new subdivision that will
not commence until late in the year. Housebuilding activity is
expected to pick up in the suburbs surrounding Reykjavik
and be quite lively in the course of this year, as is also expect-
ed to be the case in towns in the Southwest region of the coun-
try, whereas in other areas housebuilding activity is expected
to be moderate. The power projects in the Northeast region
are not expected to have much of an impact this year, but
housebuilding is expected to revive in coming years after a
number of years of almost no construction of homes.

Residential construction and the
real property market

Residential construction, number of
housing units

Source: Statistics Iceland, Valuation Office.
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A comparison with other countries reveals that residential
construction in per cent of GDP is about average, at 4-5 per
cent of GDP, as is shown in the following table.

Although inflation has receded rapidly this past year, real prop-
erty prices have continued to edge upwards, reflecting in part
increasing demand for housing at the same time as overall
consumer demand has been waning, especially for consumer
durables. There are a number of explanations for this dispar-
ity. The rules of the government-run Housing Fund were re-
laxed in 2001 when low-income buyers were granted credits
of up to 90 per cent of the purchase price. This has had a
substantial impact upon the real property market by increas-
ing demand from low income buyers who are now able to
obtain 40-year mortgages at favourable terms. On the supply
side, the sales restrictions on owner-occupied social housing
units were lifted. Previously, such housing units, which origi-
nally were sold to owners at comparably favourable terms,
could only be sold back to municipalities at an imputed, cost-
plus price which generally was below market value in expan-
sion areas. Following the elimination of such restrictions the
supply of such housing units increased. The relaxed credit
rules of the Housing Fund have particularly increased demand
for smaller apartments, which is were price increases have
been particularly pronounced.

The accompanying chart shows real property prices for the
entire country and these have consistently been rising on a
nominal basis. This index is based on all real property sales
agreements which are registered with the Valuation Office.
This index rose by 8.3 per cent in the twelve months up to
December 2002 and by 3.4 per cent in the twelve months a
year earlier. For comparison, an index of the property price in
multi-unit apartment houses in Reykjavik, deflated by the
consumer price index, is also shown. This latter index shows
that the real property price peaked early in 2001, declined
until the spring of 2002 after which it resumed its increase.
The twelve-month increase until December 2002 amounted
to 6.2 per cent. The price increase in real terms must be seen
against the fact that the consumer price index rose rapidly in
the course of 2001 whereas from early 2002 the pace of con-
sumer price increases slowed down rapidly. Nominal real prop-
erty prices progressed more evenly.

The government-run Housing Fund is the main lender in the
home property market. Its loans to purchases of pre-owned
housing have increased rapidly in the past two years whereas
housebuilding credits have not increased as much. The num-

Real Property Prices and housing
credits

In per cent of GDP 1985-2001 1990-1995 1996-2001
Germany 6.7 7.1 7.2
Finland 5.1 4.8 4.2
Iceland 4.6 4.8 4.1
Denmark 3.9 3.4 3.8
U.K. 3.3 3.2 2.9
Sweden 3.2 3.9 1.6Source: OECD, Statistics Iceland

Residential construction in selected
countries

Real property prices

Source: Valuation Office
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ber of loans for pre-owned housing increased by 8 per cent in
2002 and the total amount by 18 per cent. The increase in the
total amount reflects higher property prices, an increase in
the maximum amount lent in each transaction since early in
2001 and, last but not least, the rise in the credit ceiling up to
90 per cent for low-income purchasers. Such low-income sup-
plemental mortgages rose by 65 per cent from 2001 to 2002
to an amount of 4,836 million krónur, and the number of
such supplemental credits rose from 1,747 in 2001 to 2,592 in
2002 or by 48 per cent. This is undoubtedly one of the main
reasons why real property prices continued to rise in 2002
despite a slowdown in aggregate demand.

Credits from the Housing Fund are, with certain minor ex-
ceptions, actually not paid out in cash. Instead, the borrower
hands in a mortgage note and receives government-guaran-
teed housing bonds with a 4.75 per cent interest rate in re-
turn. The borrower actually pays 5.1 per cent. The difference

of 35 basis points is used to cover the costs and eventual de-
faults incurred by the Fund. The borrower uses the housing
bonds in lieu of currency to pay the seller who in turn can sell
them in the market, keep them as an investment or use them
in turn in another property transaction. Since the actual yield
on such bonds in the market will fluctuate according to sup-
ply and demand, the yield is of considerable importance in
the real property market. The higher the yield, the lower is
the market price. In other words, the market yield and the
market price are actually mirror images of each other.

The graph next page shows the discounts on housing bonds
(issue IBH 37 1215) from the beginning of 2000. The discounts
rose rapidly in the first half of 2000, peaking at 15 per cent
and fluctuating between 8 and 12 per cent up to the middle
of 2002 when they began to decline in concert with a declin-
ing market yield. By the end of March 2003 the discount was
down to about 2 per cent. A lower discount means that the
buyer has a more valuable means of exchange – the housing
bonds- to pay with which, ceteris paribus, must facilitate his
transaction with the seller.

Mortgage lending for pre-owned
housing increases sharply

Change %

2000 2001 2002 2001-02

Number of loans
    Pre-owned housing.......................... 7,112 7,353 7,951 8.1
    New construction by individuals... 1,861 2,250 2,062 -8.4
    New construction by contractors ... 115 183 119 -35.0
    Refurbishments ................................ 195 269 270 0.4
New constr. and refurb., total ............ 2,171 2,702 2,451 -9.3
All credits, total .................................... 9,283 10,055 10,402 3.5

Amounts in millions of krónur
    Pre-owned housing.......................... 19,561 20,097 23,698 17.9
    New construction by individuals... 7,650 9,454 10,229 8.2
    New construction by contractors ... 588 1,166 814 -30.2
    Refurbishments ................................ 385 553 539 -2.7
New constr. and refurb., total ............ 8,622 11,173 11,582 3.7
All credits, total .................................... 28,183 31,270 35,280 12.8

Lending activity by the State Housing
Fund

Source: State Housing Fund
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It is difficult to forecast the development of property prices
for the near future. The present forecast assumes that proper-
ty prices will rise in concert with general prices, i.e., by about
2-2½ per cent a year. This may be assumed to be on the low
side, especially in 2004 when the forecast predicts a marked
increase in residential construction.

Public investment covers all investment activity of the central
and municipal governments, such as roads, bridges, sewers
and related construction, buildings and other tangible invest-
ments. Investment by public enterprises, such as power
projects, electricity, cold and hot water distribution systems,
harbours, airports etc. is classified as business investment out-
side the public sector.

According to the 2003 central government budget, total in-
vestment amounts to 17.9 billion, an increase of 3.7 per cent
over the 2002 estimate. Furthermore, a supplementary bud-
get was passed in March of this year, providing for an addi-
tional 4.7 billion in investment in 2003 and a further 1.6 bil-
lion is scheduled for investment in the first half of next year, a
total of 6.3 billion. The investment of the central government
therefore amounts to a total of 22.6 billion in 2003, an in-
crease of about one-third over the 2002-estimate.

In national accounting terms, central government investments
are expected to amount to 16½ billion in 2003, about a third
more than in 2002. For 2004, a decline is expected from the
relatively high level of accelerated investment activity sched-
uled for this year.

Plans by municipalities for 2003 indicate that their investment
activity will be unchanged in volume terms from 2002. Sev-
eral municipalities have, as the central government, accelerat-
ed their investments for this year, but most of those are in
municipally-run services that are classified as business invest-
ment. Plans by municipalities for 2004 are not at hand, but
the Ministry of Finance forecast assumes that municipal in-
vestment will increase by 2 per cent in real terms.

Total public investment, of both the central and municipal
governments, is forecast to increase by  just over 14 per cent
in 2003 and contract by close to 9 per cent in 2004.

Merchandise exports amounted to 203 billion krónur in 2002,
an increase of 7 billion over the previous year. Exports rose by
6 per cent in volume terms but only by 3 per cent in value,
reflecting a 2 per cent reduction in export prices. In constant
exchange rate terms, exports rose in all four quarters from a
year earlier except in the fourth quarter when they declined
by close to 6 per cent.

As before, marine products provided the bulk of exports, 63
per cent, increasing by 5 billion in value and 4 per cent in
volume. Fishmeal and herring products increased most, by
30 per cent in value and 6 per cent in volume, reflecting a
large price increase. The value of fish products frozen at sea

Housing bond discounts in per cent
from par value

Source: Íslandsbanki.
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increased on the other hand by 15 per cent in value and 19
per cent in volume, indicating that prices declined by 3 per
cent.

Aluminium exports accounted for about one-fifth of total ex-
ports last year, declining by 2 per cent in value and increasing
by 10 per cent in volume; prices dropped by 11 per cent.

Exports of other manufactured goods accounted for 14 per
cent of total merchandise exports in 2002. Pharmaceuticals,
medical equipment and electronic weighing scales are large
items in this group, in addition to ferro-silicon. Exports of
pharmaceuticals nearly doubled in volume from the previous
year, increasing by 74 per cent in value and amounting to 6
billion krónur. Medical equipment exports amounted to 3
billion krónur, a volume increase of 30 per cent. Exports of
electronic scales contracted by 33 per cent in volume and
amounted to 2 billion.

In the first two months of this year, merchandise exports in-
creased by 4 per cent over the corresponding period in 2002,
calculated at a constant rate of exchange. The present forecast
indicates a rather slow increase in exports, one of 0.8 per cent
for the whole of this year. Marine production is forecast to be
about unchanged and the same may be said for aluminium.
Exports of other goods are forecast to increase by 4 per cent,
particularly of manufactured goods.

Production of marine products is expected to increase by a
small margin, 2 per cent in volume. Aluminium production
is forecast to remain unchanged and other export production
is expected to increase by 5 per cent. Total exports are there-
fore estimated to increase by 2¼ per cent in 2004.

Total merchandise imports amounted to almost 191 billion in
2002, a decline of 12 billion from the previous year. The de-
crease in volume was just over 3 per cent. It appears that the
decline was reversed in the closing months of the year. Im-
ports declined by 6 per cent in the first nine months of the
year, calculated at a constant rate of exchange, whereas in the
last quarter imports increased by 6 per cent over the corre-
sponding quarter a year earlier.

General imports, i.e., excluding ships and aircraft, declined
by 10 billion in 2002. Imports of investment goods made up
the bulk of the drop, 8 billion krónur or 16 per cent in real
terms. Total imports of consumer goods only declined by 1
per cent, following a 10 per cent drop in 2001. Imports of
durable and semi-durable consumer goods, which includes
appliances and clothes, declined most, by 6 and 8 per cent
respectively.

Import figures for the first three months of this year indicate
that domestic demand is gradually reviving with general im-
ports increasing by 10 per cent in real terms over the corre-
sponding period in 2002. The present forecast expects this to
continue. Total imports are forecast to increase by 3¾ per

Merchandise imports
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cent in 2003 and 6¼ per cent in 2004 which primarily re-
flects rising general imports, although the influence of pow-
er project imports are also of importance, particularly in 2004.

Last year’s trade surplus amounted to 12½ billion krónur, 1.6
per cent of GDP. This is the first such surplus since 1997 and
represents a substantial reversal from the record of recent
years; in 2000 the trade deficit amounted to 6 per cent of
GDP. The surplus in 2002 is both due to reduced import de-
mand and increased exports. Merchandise exports have in-
creased by 14 per cent since 2000 and imports declined by 13
per cent, both calculated at a constant rate of exchange. The
present forecast predicts a 6 billion krónur trade surplus this
year but next year’s trade is expected to be about in balance.

The largest items on the services accounts are transportation
and travel, but it also includes computer and commercial ser-
vices as well as culture. The surplus on services amounted to
just over 1 billion krónur in 2002, down from 2 billion in
2001. Travel by Icelanders abroad declined by 6 per cent at a
constant exchange rate in 2002, whereas travel income from
foreigners rose by close to 3 per cent. The foreign exchange
earnings of airlines and shipping companies rose by nearly 5
per cent and expenditure by close to 10 per cent. Other ser-
vice income declined by 4 billion, partly because of a decline
in revenue from telecommunications and computer services.

No major changes are expected in the balance of services this
year. It is forecast to yield a small surplus, one of about half a
billion krónur. Rising transportation costs, partly due to in-
creased investment goods imports related to power projects,
is expected to leave services about in balance in 2004.

Factor income includes repatriated wages of Icelanders from
abroad, interest and dividends of Icelandic assets abroad,
whereas factor payments cover interest on foreign debt, div-
idends paid to abroad on foreign assets in Iceland and ex-
ported wage incomes of foreigners in this country. Net factor
income has been in deficit for many years due to interest pay-
ments on external debt which constitutes the largest item on
this account. The decline in debt and declining interest rates
did much to reduce such expenditures in 2002, by about one-
fourth, calculated at a constant exchange rate. Incoming in-
terest and dividend payments from Icelandic assets abroad
increased by 3 billion krónur or 19 per cent at a constant
exchange rate. All told, the balance on factor income and pay-
ments was in deficit by 13.2 billion krónur in 2002. This year,
it is expected to deteriorate to 15¼ billion and further to 16¼
billion in 2004.

The current account yielded a surplus last year for the first
time since 1995, equivalent to 0.2 per cent of GDP, reflecting
the turnaround in the trade balance since 2000 plus reduced
interest payments in 2002. These two items were instrumen-
tal in winding down the current account deficit which
amounted to 67 billion krónur in 2000, 10 per cent of GDP.

Trade balance

The balance on services

The balance of factor income and
payments
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Prospects for the current account balance in 2003 and 2004
are primarily influenced by the forecast upswing forecast for
the economy. The sharp increase in investment forecast this
year is expected to lead to a 9½ billion krónur deficit, equiv-
alent to 1¼ per cent of GDP. The same applies to 2004 at which
time private consumption is expected to be rising which may
increase the current account deficit to 17 billion or 2 per cent
of GDP.

The external position of the economy has improved as a re-
sult of the turnaround in the current account deficit. The ex-
ternal debt inevitably rose in the upturn until the year 2000,
mostly because of increased indebtedness of households and
businesses. The decline in the króna exchange rate in 2001
also led to a deteriorating debt position; in that year the net
external position amounted to 76 per cent of GDP. This ratio
declined marginally in 2002, to 75 per cent. The ratio is ex-
pected to edge downward both in 2003 and 2004 in spite of
an increase in the current account deficit; It is forecast at 69
per cent this year and 68 per cent in 2004.

The current account balance

External position
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The operating environment of business enterprises has changed
considerably in the past two years. Inflation increased sharply
in 2001 following a decline in the króna exchange rate. Ex-
port competitiveness thus improved and their revenue in-
creased. Inflation receded rapidly in 2002 and the exchange
rate strengthened. Interest rates have declined and corporate
taxes have been reduced. Export revenue in krónur terms was
hurt by the strengthening króna exchange rate and the com-
pet-itiveness of export firms weakened. The impact of these
fluctuations is clearly discernible in the financial items on com-
pany statements and in their foreign debt.

In order to show the development of company earnings in
2002, a summary of 53 companies listed on the Stock Ex-
change has been compiled in addition to two companies that
have listed their debt issues with the Exchange. The compila-
tion seeks to adjust for differences in accounting practices as
well as in cases when companies merge and no consolidation
of accounts for earlier years is shown. Earnings of these com-
panies were generally favourable in 2002. Their total profits
before tax amounted to 54 billion krónur compared with 13
billion a year earlier. Operating income did not increase as
much but financial items were considerably more favourable
than in 2001 which did much to improve their profits. An
important factor was that the exchange rate index declined
by 12 per cent from the beginning to the end of 2002 after
having increased by 18 per cent in 2001. These changes in the
exchange rate have naturally impacted upon company reve-
nues and costs, even if the króna exchange rate only strength-
ened by 3 per cent between the averages of 2001 and 2002.
The króna strengthened by 13½ per cent from the beginning
to the end of the year which does much to explain the turn-
around from a net deficit on financial items of 22 billion in
2001 to a surplus of 11 billion in 2002. The combined profits
before tax of all the above companies increased from 3 per
cent of revenue in 2001 to 11 per cent in 2002. Excluding
financial firms, profits rose from 1 per cent to 9 per cent, re-
spectively. The graph in the margin shows clearly how finan-
cial items affected profits.

The Ministry of Finance in co-operation with the Central Bank,
has hired IMG Gallup to regularly survey more than 300 com-
panies with the largest turnover regarding their expectations
and intentions. The first survey was conducted last autumn
and the second in February of this year. The surveys are sum-
marised into an index which in due course will give compar-
ison over time. The index is computed by counting the num-
ber of positive and negative answers, dividing the former with
the sum of the two to form an index number ranging be-
tween zero and 200. A number of 100 would indicate an equal
number of positive and negative answers. The February sur-
vey reveals that 51 per cent of the companies surveyed thought
that their turnover would increase this year and 17 per cent
thought it would decline. The rest, 32 per cent, assumed that
turnover would be about the same as in 2002. The turnover
index stood at 149.5 as against 132.4 last September.

THE BUSINESS SECTOR

Profits of companies listed on the
Stock Exchange, excluding financial
and insurance firms, million krónur.

Gallup survey results

Source: Icelandic Stock Exchange
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The profits index was on the other hand lower in February
than last September, 118.2 as against 135.1. Nevertheless, 41
per cent of the companies expect greater profits this year than
last, 29 per cent that they will decline and 30 per cent about
the same.

Revenues of manufacturing companies rose substantially last
year, to a large extent because of increased exports. Their gross
profits (i.e., profits before depreciation and financial items in
per cent of revenue) remained unchanged, whereas depreci-
ation increased and profits before tax increased by 3.7 billion
krónur or 72 per cent. Three-fourths of this increase is attrib-
utable to improved financial items, the rest to increased rev-
enue. Cash flow from operating activity in per cent of reve-
nue increased by 6 per cent between years.

The pharmaceuticals changed radically last year through a
merger of the largest companies. The Icelandic companies
also took over foreign companies and erected new factories
in Europe. The assets of pharmaceutical companies doubled
and revenue increased by 15 per cent. The full benefits of
these changes have yet to emerge.

In the above summary, 15 companies are classified as manu-
facturing and production companies. The Gallup survey cov-
ers 67 companies in this category of which 55 per cent antic-
ipate increased turnover this year and 24 per cent about the

Gross 
profits

Financial 
items

Profits 
before tax

Profits 
before tax

Cash flow from 
operating 
activities

p.c. of 
revenue

p.c. of 
revenue

p.c. of 
revenue

p.c. of 
revenue p.c. of revenue

Marine production

2002 19 188.779 10 4 9 8 8

2001 19 183.634 12 -6 2 9 4

Manufacturing

2002 15 94.625 14 0 10 10 8

2001 15 75.854 14 -3 7 11 2

Commerce and services

2002 12 94.242 13 3 8 11 14

2001 12 91.586 13 -7 -1 8 5

Transportation

2002 2 56.224 13 2 9 14 12

2001 2 56.363 5 -4 -6 4 5

Finance and insurance

2002 7 70.185 - - 21 17 31

2001 7 59.253 - - 15 30 29

Total

2002 55 504.055 - - 11 11 13

2001 55 466.690 - - 3 11 7
Total excl. financial firms

2002 48 433.870 12 3 9 10 10

2001 48 407.437 12 -5 1 9 4

Number of 
firms

 Operating 
revenue, 

million kr. 

Summary of accounts of 55 companies listed on the Stock Exchange

Manufacturing
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same. About half or 46 per cent expect profits to increase this
year and one-fourth that it will be about the same. Half the
companies believe that the number of staff members will be
about the same but the number of companies that expect to
add staff is slightly greater than last September.

This group covers commerce, information services and the
oil companies. Their revenue increased little, gross profits re-
mained unchanged but profits before tax increased signifi-
cantly, from a loss equivalent to 1 per cent of operating reve-
nue to an 8 per cent profit. This is explained by a turnaround
of 9 billion krónur in financial items.

The combined revenue of companies in the information ser-
vices category increased between 2001 and 2002 due to an
increase in revenue of only a handful of companies; those of
the rest declined. Gross profits of these companies increased
from 17 per cent of revenue to 19 per cent between the years.
Oil company revenue declined by 5 per cent between years
and their gross profits by 1 per cent. Oil company profits be-
fore tax increased on the other hand which is primarily due to
exchange rate profits and asset stakes in other companies.
Revenue of companies in the commerce sector increased mar-
ginally between years; their gross profits  remained unchanged
and profits before tax amounted to 8 per cent of revenue as
against a loss the year before.

Of the 90 companies in commerce and services surveyed, 54
per cent thought that turnover would increase this year and
9 per cent that it would decline. The turnover index for this
sector was the highest at 175 points as against an average of
150 for all sectors. Companies in this sector were generally
optimistic as regards profits; 58 per cent thought they would
increase and 20 per cent that they would decline, giving a
profits index of 142 compared with 152 in the last survey.
Only companies in the finance and insurance sectors have a
higher index of profit expectations.

The two transportation companies listed on the Stock Ex-
change, Icelandair and Eimskip (The Icelandic Steamship
Company), turned from a combined loss of 1.7 billion krónur
in 2001 to a profit of 3.3 billion in 2002. Gross profits in-
creased by 11 per cent of revenue. Three fish processing com-
panies merged with Eimskip, but the fisheries activities of
the merged company have been separated from the compa-
ny’s accounts and included in the fish processing sector.

The gross profit of these two companies, excluding fish pro-
cessing activities, increased by 8.3 billion krónur to 9 per cent
of operating revenue compared with a 6 per cent loss in 2001.
This is primarily attributable to a change in financial items
which reverted from a 2.4 billion krónur expense in 2001 to a
1.3 billion krónur surplus in 2002. Gross profits increased
from 5 per cent to 13 per cent. The change in working capital
also increased from 4 to 14 per cent of revenue.

Commerce and services

Transportation
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Operating revenue of financial and insurance firms increased
by close to 11 billion krónur, most of which is attributable to
the banks. Profits before tax increased to 21 per cent of oper-
ating revenue compared with 15 per cent in 2001. According
to the Gallup survey, companies in this sector generally ex-
pected a similar or increased turnover this year than last and
that profits will be higher or similar. Only 13 per cent of com-
panies expect profits to decline, the lowest for all the sectors
surveyed. The profits index turned out to be highest in this
sector at 160 compared to an average of 118 for all sectors as
noted earlier.

The operating revenue of the fisheries sector as a whole in-
creased little between years. Profits before tax rose on the oth-
er hand by 14 billion krónur which is attributable to financial
items which reverted from a an expense of 11 billion in 2001
to a surplus of 7 billion in 2002. Gross profits declined from
12 per cent of revenue in 2001 to 10 per cent in 2002. Cash
flow from operating activities increased by 4 per cent between
the two years.

There was a sharp difference in the financial items of fisheries
and fish processing companies on the one hand and the fish-
eries sales companies on the other. They were nearly un-
changed with fisheries sales companies whereas with the fish-
eries and fish processing companies  they made a turnaround
of 18 billion krónur  between the two years.

There were 34 companies in the fish processing sector in the
Gallup survey as against 19 in the above summary. The Feb-
ruary survey revealed that fish processing companies were
mainly inclined to assume that turnover and profits would
decline this year from 2002. About 53 per cent of the compa-
nies surveyed thought that turnover would contract and the
same proportion that profits would decline. Only 9 per cent
of the companies assumed that profits would increase and 18
per cent anticipated an increase in turnover. This contrasts to
expectations last autumn when 52 per cent thought that prof-
its would increase and 44 per cent expected an increase in
turnover this year. There are few sectors that are as depen-
dent upon the exchange rate, and expectations in this sector
are primarily based on expected exchange rate developments.
The turnover index for this sector was 41 as against 150 for all
companies and the profits index was 23 against an average of
118.

A summary of operating statements and balance sheets of
companies that filed electronic tax returns in 2000 and 2001
has been compiled. The following table shows profits of about
10,500 companies that filed electronic returns for both years.

The equity of these companies improved between years in
spite of losses. Equity capital increased from 24 per cent in
2000 to 29 per cent of total assets in 2001. The same applies to
companies excluding finance, insurance and energy produc-
ers their equity ratio rose from 35 per cent to 42 per cent
between 2000 and 2001.

Finance and insurance

Fisheries sector

Company profits 2000 - 2001
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The table below shows operating revenue and the ratio of
profits after taxes to operating revenue for several sectors that
filed electronic tax returns for both years.

The largest turnover by far is in commerce and diverse ser-
vices which includes the sale and repair of motor vehicles,
petrol stations, wholesalers, commission agents and retailers.
The food and beverage industry is another large sector which
includes fish processing. The profit after tax in commerce and
services reverts from 1 per cent in 2000 to a 1 per cent loss in
2001 whereas in the food and beverage industry the loss is
reduced from 6 per cent in 2000 to 1 per cent in 2001.

The profit after tax is reduced in eight sectors. The largest
change is in the sector “Other commerce and professional
services” where the profit after tax declines from 16 per cent
to 1 per cent. This sector includes professional services such
as those of lawyers, architects, advertising agencies and pho-
tographers. Profits in agriculture also deteriorated substan-
tially, from a 4 per cent loss in 2000 to 15 per cent in 2001.
Four sectors improve their profits after tax between years,

Excl. finance, insurance

All companies and energy generation

Billion krónur 2000 2001
P.c.

change 2000 2001
P.c.

change
Operations:

Revenue ...................... 809 956 18 740 874 18

Expenditure ................ 780 912 17 718 834 16

Post-tax profit............. -7 -12 72 -15 -16 3

     In p.c. of revenue... -0.9 -1.2 46 -2.1 -1.8 -13

Balance sheet:

Balance sheet total ..... 1,941 2,462 27 1,046 1,397 34

Debt ............................. 1,476 1,750 19 677 815 20

Equity .......................... 465 712 53 369 582 58

Operating revenue
Post-tax profit in
p.c. of revenue

2000 2001 % change 2000 2001

Agriculture and forestry ......... 5 6 24 -4 -15

Fisheries .................................... 34 48 42 -4 1

Food and beverages................. 108 133 23 -6 -1

Metals processing .................... 14 17 21 -4 0

Construction............................. 61 70 15 2 1

Other industry.......................... 67 78 15 -10 0

Commerce and diverse
services...................................... 282 324 15 1 -1
Real property sales, leasing
and computer services ............ 28 32 16 -8 -12
Finance and insurance............. 70 82 18 12 5

Other commerce and
professional services................ 30 34 13 16 1
Hotels and restaurants ............ 19 20 7 -3 -6

Communications...................... 68 83 23 -1 -2

Profits by sector
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for example fisheries – from a 4 per cent loss to 1 per cent
profit – and “Other manufacturing” which broke even in 2001
following a 10 per cent loss in 2000.

Statistics Iceland has compiled a summary of operations of
the main branches of fisheries for 2001, based on accounts of
160 companies as shown in the following table where fisher-
ies proper and fish processing is shown separately.

Profits from regular operations of both fisheries and fish pro-
cessing improved in 2001, especially of fish processing which
recovered from a 4.7 per cent loss in 2000 to an 8.6 per cent
profit in 2001. Revenue increased by 18 per cent in fisheries
and 36 per cent in fish processing and expenditures in both
sectors declined in relation to revenue, especially in fish pro-
cessing. The largest cost item in fisheries are wages and the
crew’s share of the catch proceeds. This item increased by 19
per cent between years but is a similar percentage of revenue
by fisheries companies in both years. The cost of raw materi-
als is the largest item amongst fish processing inputs. It in-
creased by 16 per cent between year but declined in relation
to revenue. Wages in relation to revenue declined also where-
as wage costs rose 10 per cent between the two years.

Fish processing has been run with meagre profits in recent
years. Since 1997, fish processing has been run at a loss for
two years, in 1999 and 2000. Profits in 1997 were 0.8 per cent
of revenue from regular operations, 3.2 per cent in 1998 and
8.6 per cent in 2001. All branches of fish processing were run
at a profit in 2001 except for shrimp processing which ran at
a 2 per cent loss.

Fisheries did better in the first half of this period, making a 7-
9 per cent profit in 1997-1999, whereas losses were incurred
in 2000 and 2001, as is shown in the table. Not all branches of
the fisheries sector were run at a loss. Freezing trawlers made
a 6 per cent profit in 2001 whereas boats in excess of 200

Fisheries Fish processing

2000 2001 2000 2001

p.c. of
revenue

p.c. of
revenue

p.c. of
revenue

p.c. of
revenue

Total revenue 64.3 76.0 Total revenue 68.8 93.2

Total expenditure 51.5 80 57.5 76 Total expenditure 63.7 93 75.1 81

     Wages 24.2 38 28.7 38      Wages 10.8 16 11.9 13

     Oil 6.2 10 6.6 9      Raw materials 43.2 63 50.2 54

     Maintenance 5.1 8 5 7      Maintenance 1.6 2 2.2 2

     Fishing gear 3.2 5 3.1 4      Packaging 1.2 2 1.8 2

     Foreign sales costs 2.7 4 3.2 4      Transport costs 1.0 1 2 2

     Other 10.1 16 10.9 14      Other 5.9 9 7 8

Gross profits 12.9 20 18.6 24 Gross profits 5.1 7 18.1 19

Depreciation 9.3 14 8.7 11 Depreciation 4.1 6 2.6 3

Financial items 8.2 13 11.5 15 Financial items 4.2 6 7.4 8

Net profits -4.6 -7 -1.6 -2 Net profits -3.2 -5 8 9

Fisheries and fish processing

Source: Statistics Iceland.
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gross register tons, capelin boats and trawlers that iced their
catch operated at a considerable loss, 11-13 per cent of reve-
nue.

The impact of the exchange rate on companies in marine pro-
duction is crucial. A part of fisheries revenue is due to direct
sales of the catch abroad, particularly from freezing trawlers.
The domestic price of landed catches is also to some extent
exchange-rate related. The same applies to the landed catch
bought by fish processors. The revenue of fish processing is
therefore mostly export earnings and thus subject to fluctua-
tions in the exchange rate. Seamen’s pay is based on a share of
the fish catch whereas workers in fish processing ashore are
paid according to general wage agreements. Oil prices are
determined by the exchange rate and world market prices
whereas maintenance, the cost of fishing gear, packaging and
other inputs follow general domestic cost changes. It has been
pointed out that a strong króna exchange rate tends to lead to
the sale of unprocessed fish catch directly abroad or that the
catch will be processed at sea. There is some truth to the as-
sertion that the cost of fish processing at sea moves more in
line with the exchange rate than the cost of fish processing
ashore and fish processing at sea is therefore able to adjust
earlier and better to changes in revenue as a result of changes
in the exchange rate.

The total fish catch came to 2.1 million tons in 2002, the sec-
ond largest catch by Icelandic vessels in one year. The previ-
ous record was reached in 1997 when 2.2 million tons were
caught. The difference in the fish catch from year to year is
largely due to the catch of pelagic species such as capelin and,
in recent years,  blue whiting.

The catch of demersal species is estimated at 448 thousand
tons in 2002 of which cod was 206 thousand tons, 28 thou-
sand less than the year before. The total demersal catch is es-
timated to have been 9 thousand tons greater than the year
before. The latest report of the Marine Research Institute (June
2002) indicates that catches of cod, haddock and saithe may
be increased in the next several years. The latest research ex-
pedition of the Institute this past March indicates that the 2002
cod class is average and haddock stronger than average. The
same expedition confirms that the 2001 class of both cod and
haddock are poor.

The flatfish catch amounted to 35 thousand tons in 2002, 2,500
tons more than the year before, all of which is due to an in-
crease in the Greenland halibut catch. The Marine Research
Institute estimates that the catch of the Greenland halibut may
be increased to 30 thousand tons over the next several years
after which the stock of this species will remain in balance.
The catch of other flatfish changed little.

The catch of pelagic species amounted to 1,592 thousand tons
in 2002 as against 1,467 thousand tons the year before. The
capelin and herring catch increased and that of blue whiting
declined, since the blue whiting catch was subjected to quota
for the first time. In 2002, 94 thousand tons of the Icelandic

Catch and catch prospects

Catch of Icelandic vessels

Source: Directorate of Fisheries.

Changes
Thousand tons 2001 2002 %

Cod................................ 234 206 -12

Cod from Barents Sea. 6 6 0
Haddock....................... 40 50 25

Saithe............................. 32 43 34

Redfish.......................... 50 67 34
Oceanic redfish............ 42 44 5
Wolffish ........................ 18 14 -22
Other demersal............ 16 19 19
Greenland halibut....... 17 19 12
Plaice ............................. 5 5 0
Other flatfish............... 11 11 0
Herring ......................... 101 94 -7
Atlantic-Scandian
herring .......................... 78 127 63

Capelin.......................... 924 1.083 17

Blue whiting................. 365 286 -22

Shrimp .......................... 26 29 12

Shrimp from the
Flemish Cap ................. 5 6 20

Lobster .......................... 1 2 100

Scallops......................... 7 5 -29

Other ............................. 9 13 44

Total .............................. 1.987 2.129 7
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summer spawning herring was caught compared with101
thousand tons in 2001. The catch season is soon coming to
and end; last year it ended in February. The catch has been
meagre as in previous years; at the end of March, 30 per cent
of the quota was still not caught. The catch of the Norwegian-
Icelandic herring was considerably larger, 127 thousand tons,
increasing by 49 thousand tons from the previous year. The
total herring catch was 42thousand tons larger last year than
in 2001.

Prospects for the catch of Norwegian-Icelandic herring and
capelin are somewhat unclear. An agreement has not been
reached with the Faroe Islands, Norway, Russia and the Euro-
pean Union regarding the catch. Last year, none of the catch
was caught within Iceland’s economic zone. It was last caught
there in 1998. About one-fifth was caught in international
waters. The Icelandic catch therefore depends on where the
herring is going to be found if an agreement cannot be reached.
The capelin catch quota in the present fisheries year is 765
thousand tons as against 1,096 thousand tons last year, a de-
cline of 30 per cent. The Marine Research Institute has con-
ducted two expeditions in search of capelin this year and has
found almost none. Ocean temperatures are unusually high
and the capelin may therefore stay in other waters than usual.
Little can therefore be said about the coming capelin season
which starts at the end of June.

The shrimp fleet competes for its catch with certain fish spe-
cies in the ocean, mainly cod. The catch of shrimp in shallow
waters has declined sharply in recent years. It amounted to
10 thousand tons a decade ago and has come down to 2 thou-
sand tons last year. This is thought due to the inroads of cod
and haddock into shallow waters of fjords and bays where
shallow-water shrimp has been caught. Deep-sea shrimp
catches have also declined, from 55-65 thousand tons in 1994-
1997 to 23 thousand tons in 2001. The catch increased to 27
thousand tons in 2002. The quota for this year is 30 thousand
tons and was 35 thousand tons in the last fisheries year. Pros-
pects for the scallops catch are poor since the external condi-
tions in nature have caused the stock to collapse. This year’s
quota is sharply reduced from last year and has nearly been
exhausted. The 2002 catch is just over 5 thousand tons.

Exports of marine products amounted to 127.7 billion krónur
in 2002, an increase of 4.6 per cent. Prices increased margin-
ally between years and volume rose by 4.5 per cent. The share
of marine products in total merchandise exports came to 63
per cent. The main export of marine products were fish prod-
ucts frozen ashore. Fish frozen at sea, salted fish and meal
and fish oil each account for 21-24 billion. Exports of fish
meal increased most, by 39 per cent.

As noted earlier, the króna exchange rate strengthened in 2002
and so far in 2003. The average exchange rate index was 122
in March compared with 129 last November. The stronger
króna has a positive impact on various cost items such as oil
which should decline in price as well as prices of other im-

The shrimp catch

Pelagic catch

Exports of marine products
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ports. This is offset by rising world oil prices in recent months
due to the situation in the Middle East. The cost of oil amount-
ed to 11 per cent of total fisheries expenditures in 2001. A
stronger exchange rate also positively affects the financial
items as 65 per cent of the fisheries sector´s debt is in foreign
currency.

Price indices for fisheries products, calculated in SDR-terms,
tended to fluctuate from month to month in the course of last
year. They peaked in mid-summer after which they dropped
sharply but have been increasing recently. Last January the
price was 3 per cent higher than at the same time last year.
The price index of fisheries products was 3.3 per cent higher
on average in 2002 than the year before. Prices differ between
products. For demersal species (60 per cent total value) prices
were 1 per cent lower than in 2001, whereas demersal fish
products frozen ashore rose by 2 per cent and of salted fish by
5 per cent. Shrimp prices are still quite low; last year’s price
was lower than in the previous year and 24 per cent below the
1999-price. Shrimp exports still made up 10 per cent of the
value of all fish exports, a similar share as in 2001, compared
with 11 per cent in 1999.

In spite of the stronger króna exchange rate, the krónur price
index for fish products has remained fairly stable since last
August. The average index from August 2002 to January 2003
was 153, compared with the six-month peak, from Septem-
ber 2001 to February 2002 of 175, a difference of 13 per cent.
The average index for 2002 declined by 2 per cent from 2001
but was 22 per cent higher than in 2000.

There are few signs that prices for fish products will change
significantly this year. According the expectations index of
Europeans for their personal finances this year, there are six
nations that expect their finances to remain unchanged, two
expect them to improve and seven to deteriorate somewhat.
A decline in the catch quota of European Union nations will
probably be offset by a decline in private consumption. Fish
from fish farms has not become a significant competitor to
the sales of caught fish. The health properties of fish products
should also contribute to more consumption. Increased knowl-
edge of the nutrition value of different foods and a more in-
formed discussion of health problems should contribute in
the same direction. The discussion of overfishing could dis-
courage consumption of fish products since the public does
not realise that there are many different species of fish. This
discussion has been going on for several years and is increas-
ing in the wake of the decision of the European Union to re-
duce catch quotas.

The production of power-intensive companies increased by 8
per cent in volume in 2002. This is mostly due to the No-
rðurál plant at Grundartangi which reached full productive
capacity during the year. Production of the Alcan plant at
Straumsvík rose also. Aluminium prices have been declining

Price indices for fisheries products
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in the past two years. Prices are expected to decline further in
real terms over the next several years due to ample supply in
the world market.

As noted earlier in this report, large-scale investments in the
aluminium industry are being planned over the next several
years. Alcoa intends to construct a 322 thousand ton-a-year
plant at Reyðarfjörður and Norðurál at Grundartangi plans to
expand its plant in two phases from 90 thousand to 240 thou-
sand tons. The Alcoa plant is scheduled for completion in 2007
and to reach full productive capacity by 2008. The former
phase of the Norðurál expansion is scheduled to be complet-
ed in 2005 and the latter in 2009. These investment will in-
crease aluminium production by nearly 180 per cent from
the 2002-level.

When both these projects are completed, the share of alumin-
ium in merchandise exports is forecast to reach 32 per cent
compared with 19 per cent in 2002. The share of the alumin-
ium industry in GDP is projected to reach 9 per cent.

The number of foreign travellers to Iceland reached 278 thou-
sand in 2002. Data for 2001 are not available since Iceland
joined the so-called Schengen agreement in that year which
meant that the number of incoming travellers were no longer
counted. Counting was resumed in February 2002 at the time
of departure. The estimated number for 2001 is 295 thousand
which means that the number of travellers declined by 6 per
cent, following a 3 per cent decline in 2001. The number of
overnight stays in hotels increased however by 7 per cent in
2002 and 2 per cent in 2001.

There was a temporary downturn in world tourism from the
middle of 2001 until the middle of last year. Tensions in the
Middle East have done much to discourage tourism and it is
apparent that in April and May of this year there is going to
be a slump. A revival will depend on the progress of the Iraqi
war. The lung epidemic in China has also dampened tourism.

The króna exchange rate has a major impact on tourism ser-
vices in Iceland. Most of the tourist service companies are small
with little equity. Revenue is in foreign currency and contracts
with tour operators are often concluded many months in ad-
vance so that the local operators must carry the exchange risk.
Tourists are also able to cancel their trips at short notice. The
cost of forward cover for small companies is generally high,
partly because of the cancellation risk, and therefore not a
realistic alternative. Domestic cost and debt is usually in krónur
terms for small companies. Only the larger companies can
avail themselves of foreign capital. Exchange rate fluctuations
make tourism operations especially difficult since they affect
marketing in competition with other countries.

Tourism
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Iceland’s population increased by 0.7 per cent in 2002. The
rate of increase in the population has been steadily declining
since 2000 when it came to 1.5 per cent. This is mainly due to
reduced immigration in spite of fewer births than for a long
time or since 1986. The natural rate of increase (births in ex-
cess of deaths) has been between 2,000 and 2,500 in the last
seven years.

The rate of population increase in Iceland is still considerably
higher than nearly everywhere else in Europe, due to a high
birthrate in recent years in addition to considerable immigra-
tion. Net immigration has been reversed. It amounted to 1,714
persons in 2000 whereas in 2002 net emigration came to 275
persons. In 2002 net immigration of foreign citizens amount-
ed to 750 and net emigration of Icelanders amounted to 1,020.
The chart shows the development in recent years. Immigra-
tion of foreign citizens declined sharply last year to 1,855
whereas emigration remained constant. The number of Ice-
landic citizens emigrating increased whereas immigration
declined. A breakdown of immigration of foreign citizens by
sex shows that such immigration is fairly evenly divided be-
tween men and women whereas in earlier years there were
more women immigrants than men.

Population developments have diverged widely by region. The
map in the margin shows population shifts by region in the
past ten years. The total population has increased by 10.2 per
cent in this period. In the capital area, there has been a popu-
lation boom, an increase of 18.4 per cent. Population in the
capital area grew faster in 1995-2000 than in any other region
in the Nordic countries (see www.nordregio.se). Population
on the Western Peninsula declined by almost a fifth, and on
the East Coast and in the North-West by 10 and 11 per cent,
respectively. Population remained about the same in the North-
East and the Mid-West, whereas it increased marginally in the
South. Outside the capital area, the increase was greatest on
the Reykjanes Peninsula, 8.4 per cent. Population increases in
urban centres have almost exclusively taken place in the cap-
ital area and its environs, from Akranes to the western part of
the Árnes county to the Reykjanes Peninsula.

The composition of the population has changed radically in
the decade shown in the chart. The graph in the margin shows
several factors that explain this. Migration from the outlying
regions to the capital area were greater in the mid-nineties
than ever before, when 1,700-1,800 persons moved to the cap-
ital area each year. This internal migration has largely subsid-
ed since 1999 and the net migration has come down to about
600 a year in the past two years. It is not certain whether this
migration can be any less in the long run.

The graphs also show the impact of immigration and emigra-
tion on the development of the population. Net immigration
from abroad added more than 1,100 to the capital area in 2000,
a record number. This influx has subsided; last year, net emi-
gration to abroad from the capital area came to 340 persons.

THE LABOUR MARKET
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The regions outside the capital area have had a net influx of
immigrants since 1996, although it has declined in recent years
in line with declining demand for foreign labour.

These figures on population shifts in recent years seem to in-
dicate that there are fewer regions that are experiencing pop-
ulation declines. The presently planned power-intensive in-
vestment in the Northeast will contribute to a different popu-
lation distribution over the next several years. A decline in
population is mainly to be expected on the Western Peninsula
and the Northwest region.

In recent years, migration has been the principal determinant
in population developments. This applies both to the country
as a whole and individual regions as well as to the labour force.
Net migration has now subsided for a while. The eastern part
of the country will experience new investment activity which
will attract population to that area which in turn will reduce
migration from the outlying regions to the capital area. The
substantial economic growth that is expected to take place
over the next several years will deter Icelanders from emigrat-
ing. To some extent, a renewed influx of foreign immigrants
will depend on the need for additonal labour in sectors pri-
marily served by foreigners.

According to the labour market surveys of Statistics Iceland,
the labour force declined by 2,300 persons in 2002. The same
surveys show that unemployment increased by 1,600 persons.
This represents a sharp reversal, since from 1997 to 2001 there
was a steady increase in employment which rose by 17,000
persons, or 12 per cent. The increase was mostly in the servic-
es sector, as the share of services in the labour force rose from
65 to 70 per cent.

The accompanying figure shows the development of selected
industries in recent years. There has been a large increase in
the number of persons in the category real estate and business
activities, which includes leasing and rental services, research
and development, computer services and software develop-
ment, accounting and legal services, a variety of professional
and consulting activity for enterprises, advertising and secu-
rity services. This sector employed 7,200 persons in 1992; a
decade later it had increased to 13,300 or by 85 per cent. Yet,
employment in this sector declined by 200 in 2002 and in fact
the rate of increase in employment in this sector had slowed
down before that time.

On the other hand, there seems to be no slowdown in the
growth of the education sector where there seems to be no
decline in employment in 2002 although it is evident else-
where in the labour market. The increase in the number of
employed in this sector since 1999 is about 3,600 or 40 per
cent. This increase is in line with a large increase in the num-
ber of students at the secondary and higher education stages,
in addition to a sharp increase in education outside the tradi-
tional school system. The number of students in secondary
education increased by 5.6 per cent in 2002 and by 15 per
cent at the university level.
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The financial sector expanded rapidly from 1997 to 2000.
During this period, employment increased by 2,400 or 57 per
cent despite the fact that traditional banking went through
considerable rationalisation in this period. A part of this in-
crease has now been reversed. By 2002, employment was down
to 6,100, a decline of more than 7 per cent from its peak.  The
hotel and restaurant sector developed closely in line with fi-
nancial services throughout the nineties. These sectors are
about equal in size. Employment in the hotel and restaurant
sector peaked at about 6,400 in 2000. Since then, employ-
ment has declined by 900 or about 14 per cent.

The category other services includes non-profit associations,
sports, arts and cultural activity and personal services. Em-
ployment in this category increased in the first half of the nine-
ties but from then on growth has been slower and has fluctu-
ated. The largest service sector in employment terms is health
and social services. Employment there increased in the first
half of the nineties, but from 1994 to 2000 it was nearly un-
changed at 21,000. Employment in 2002 came to 21,600 per-
sons, a decline of 500 from the previous year.

Developments have not been as rapid in the more traditional
sectors of the economy as in the services sectors. Neverthe-
less, employment has increased in the construction sector in
the past three years, after being nearly unchanged for a de-
cade. Since 2000, employment has increase by 1,700, or 16
per cent. In manufacturing excluding fish processing, employ-
ment has declined by 1,500 since 2000, from 17,500, or by
8.5 per cent. Employment in fish processing declined almost
steadily through the nineties, and also in 2002. Employment
in this sector peaked in 1994 at 9,600, but by 2002 it had
declined by one-third to 6,400. Total output of marine prod-
ucts for export has however increased in volume in recent
years, indicating that productivity is increasing. Employment
in fisheries has been fairly steady in recent years, about 6-
7,000, whereas that number shrunk by 700 in 2002. The total
catch, which is largely made up of capelin and other pelagic
species, increased with large fluctuations in the nineties. There
is therefore not much of a correlation between the total catch
and manpower in fisheries.

According to labour market surveys, employment in agricul-
ture has been fairly steady in recent years until 2000, after
which it declined from 6,900 by 500 or 7 per cent. Employ-
ment in traditional farming has declined and meat produc-
tion has been substantially rationalised, whereas vegetable and
hot house production has increased. Tourist services by farm-
ers have increased sharply in recent years. The value of agri-
cultural production at constant prices increased by 11 per cent
from 1993 to 2000 according to the Agricultural Service Board.

The composition of the labour force has changed consider-
ably in recent months. There were clear signs that employ-
ment growth had receded whereas different sources of infor-
mation were in conflict. The labour market surveys of Statis-
tics Iceland have indicated that labour market participation
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has been reasonably stable, although participation by older
age groups has increased while that of the below-25 years
group has declined sharply.

Another estimate by Statistics Iceland, based on PAYE tax
records, presents a different picture. From 1999 on, the an-
nual growth rate was 3 per cent, far above the natural in-
crease in the population of working age. The rate of increase
in the male labour force declined already in the first quarter
of 2000 down to the natural rate of increase whereas the num-
ber of women increased faster. The increase over the natural
rate can only take place through immigration or increased
participation or both at the same time. The participation rate
rose again in 2001 in excess of the natural rate, particularly
among men. This was reversed in 2002 as regards men al-
though the number of women continued to increase. The
number of men declined in the first three quarters of 2002
from the corresponding period of the previous year whereas
the number of women still continued to increase, even faster
than in the two previous years. In the fourth quarter of 2002,
however, employment shrinks for both sexes by 2 per cent.
For the year as a whole, labour force participation by men
declined by 1.6 per cent whereas for women there was an
increase of 0.5 per cent.

The labour market surveys of Statistics Iceland indicate that
labour market participation by men has been declining in
recent years but increasing for women. This information leads
to the conclusion that the increase in the number of men in
the labour market in excess of just over 1 per cent a year is all
due to immigration of foreign labour. Labour market partic-
ipation by women increased up to 2002, both due to immi-
gration and increased domestic participation. In 2002, the
participation rate of women declined and therefore up to half
of the increase in the number of women in the labour market
is explained by immigration.

Contrary to the usual pattern, unemployment did not de-
cline over the summer in 2002. Unemployment continued to
increase in the autumn months by 10-15 per cent each month.
It is not until March of this year that there are signs that un-
employment has ceased to increase. At the time of writing,
the number of unemployed stands at about 6,100 and has
not increased for five weeks.

A closer inspection of unemployment data shows that the
number of unemployed for less than one month has not in-
creased markedly. For men, the number has been around 400-
500 in recent months with the exception of January when 760
men had been unemployed less than four weeks. Unemployed
women have been 200-400 in number for most of the period
shown in the charts. From this, one may conclude that the
number of those who have lost their jobs and registered un-
employed has not increased significantly, although the total
number of unemployed has increased considerably. The dif-
ference is that those who re-entered the labour market after a
month or more have not been able to get a job and are still

Annual change in labour force

Source: Statistics Iceland.
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unemployed. The number of men and women who have been
unemployed one to two months has steadily increased since
August 2002 and the number of those who have been unem-
ployed two to six months began to increase significantly about
a month later.

Long-term unemployment, i.e. those who have been unem-
ployed for more than half a year, has steadily increased dur-
ing the period under consideration and the increase in total
unemployment seems not to have significantly affected this
group which consists of about 1,200 persons. Women out-
number men in this group but the number of men has in-
creased faster than of women. It is generally thought that those
who have been unemployed more than half a year will need
special assistance to re-enter the labour market, such as re-
training and counselling.

Unemployment is registered by employment sectors. Data
on the number of jobs in each sector, however, is lacking ex-
cept for the labour market surveys which makes a further
analysis difficult. The labour market surveys can only cate-
gorise imprecisely and are subject to uncertainty as all other
data based on sample surveys. The sectoral classification of
the Employment Office is not in line with the one used in the
labour market surveys. This may create a discrepancy in the
registration of the unemployed by sector according to the last
place of employment. The Ministry of Finance has regrouped
industrial sectors so as to make them as similar to those used
by Statistics Iceland as possible. Discrepancies may still exist
that can not be helped.

When unemployment was at its lowest in 2000 and 2001, its
sectoral distribution was similar, in a range between 0.7 and 2
per cent in each sector and 1.8 per cent for all sectors, with
the exception of fish processing, where unemployment ex-
ceeded 4 per cent, but towards the end of 2001 it had become
similar to other sectors. Unemployment had begun to increase
in various service sectors before it began to increase in gener-
al. It began to increase significantly in nearly all sectors at the
beginning of 2001 which indicates a general contraction
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throughout the economy. Exceptions were in the financial sec-
tor, education, health and social services and public adminis-
tration.

Unemployment declined slightly over the summer of 2002,
although not in all sectors. It rose again in the autumn and
grew considerably from the previous winter. A sharp increase
in public administration unemployment may be due to regis-
tration discrepancies. Unemployment in the education sector
is still little, since growth in that sector has been pronounced.
The financial sector has the second lowest unemployment,
but those who have lost their jobs in that sector are less likely
to register as unemployed than those in other sectors. There is
also little unemployment in the health and social services sec-
tor. This sector, as education, uses trained personnel and is
more likely to suffer from a lack of labour supply.

At present unemployment seems to have peaked, both in
terms of numbers and per cent of the labour force. The accel-
eration in public investment, increased residential construc-
tion and power project investment will all help reduce unem-
ployment this year. Unemployment is expected to continue
its decline until power project investment reach their peak in
2006. Unemployment is expected to average 3 per cent of the
labour force in 2003 but is forecast to have declined to 2¼ per
cent by year’s end. An average rate of 2 per cent is forecast for
2004. Discrepancies between supply and demand may, how-
ever, persist in the labour market, both in sectors and regions.

Inflation receded rapidly in the course of last year. The twelve-
month increase in the consumer price index was 1.4 per cent
last January compared with 9.4 per cent in the previous twelve
months. The main cause of this reversal lies in the apprecia-
tion of the króna exchange rate which in turn affected prices
of imports. For the first time in years, Icelandic inflation is
below the EEA average. Inflation is forecast at 2-2½ per cent
this year and next.

The rise in consumer prices last year was primarily due to
price increases in housing and services. Property prices – as
imputed into the consumer price index – rose by 7.4 per cent,
public service charges by 4.8 per cent and other services by
close to 5 per cent. The housing component accounts for about
15 per cent in the consumer price index and rising housing
costs therefore amount to a 1.2 percentage point increase in
consumer prices. As explained in the section on housing and
the real property market, housing prices have risen in 2002
due to liberalised lending rules by the Housing Fund and de-
clining long-term bond yields.

The services items in the consumer price index account for
about one-third of the index basket which amounts to a 1.6
percentage point increase in consumer prices. In addition, li-
quor, wines and tobacco prices increased due to higher excise
charges. So did petrol in line with rising world prices.
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Merchandise prices declined in 2002 by a considerable mar-
gin, offsetting housing costs and services to a substantial ex-
tent. The decline was largely due to the appreciation of the
króna exchange rate which reduced import prices. Average
prices of foreign currencies declined by 12 per cent last year
which led to a 1.8 percentage point decline in the import com-
ponent of the consumer price index. Excluding alcohol, to-
bacco and petrol, import prices declined by more than 5 per-
centage points. Prices of imported food declined most, by close
to 10 per cent.

Domestic food prices also declined, by 3 per cent, in part be-
cause of increased competition resulting from the exchange
rate effect. Prices of vegetable produce declined most, by 24
per cent, farm products by 1.3 per cent and other domestic
foods and beverages by 2.5 per cent.

All told, the consumer price index rose by 1.4 per cent from
the beginning to the end of 2002. Two indices of core inflation
are now calculated. Core index 1 consists of the consumer
price index excluding domestic farm goods, vegetable pro-
duce, fruits and petrol. Core index 2 also excludes public ser-
vice charges. Both core indices increased by 2 per cent, re-
flecting the rise in prices for indigenous services by 5 per cent
and wages by 8 per cent.

The countries in the European Economic Area have comput-
ed a commonly defined consumer price index for each mem-
ber country. According to this measure, Iceland’s inflation came
to 1.1 per cent in 2002 as against an EEA-average of 2.1 per
cent.

The Ministry’s present forecast predicts that consumer price
inflation will be around 2 per cent in 2003, both within the
year and on average from the previous year. The twelve month
increase in the consumer price index was 2,3 per cent in April
2003 and it is therefore assumed that the rate of inflation will
slow in the second half of the year. Inflation is expected to
accelerate marginally in 2004 to 2½ per cent, both from this
year and within the year. The increase is thought to come from
increasing domestic demand in concert with power project
construction activity. The inflation forecast is based on the as-
sumption that the exchange rate index remains unchanged at
122 points, both this year and next and that nominal wages
per capita will increase by 5 per cent this year and 6 per cent
in 2004, including wage drift. Housing prices are also assumed
to develop in concert with general prices, despite the fact that
housing prices have proved to be one of the main causes of
rising consumer prices in 2002.

The Ministry’s forecast is similar to that of the Central Bank
and other forecasters in the financial market. The forecast is
also in line with general inflation expectations, such as is re-
flected in the inflation component of Treasury bond yields
which fluctuates around 2 per cent for a 2-year paper.
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The uncertainty in the forecast centers around oil prices which
in turn are related to hostilities in the Middle East. The devel-
opment of domestic demand and the exchange rate could also
affect inflation.

Oil prices increased sharply in the latter half of 2002 in line
with increased war tensions and reduced supply. World oil
stocks are lower than they have been for many years. Should
the Iraqi war be brief, oil prices may rise in the first half of the
year and then decline when the war is over. At this point, oil
price developments are, however, uncertain and some have
even maintained that the war may lower oil prices. The dura-
tion of the war is also uncertain and thus the extent of the
impact on the international economy. Negative effects cannot
be exluded if oil prices rise substantially and business and
consumer confidence dampens.

The exchange rate of the króna constitutes another uncer-
tainty. In addition to uncertainty due to the Iraqi war, it is
thought possible that investors are overreacting to the im-
pact of power project and aluminium investment in the short
run, since the peak of the construction activity will not take
place until in 2005-2006. Somewhat weaker prospects for the
fisheries sector and reduced export earnings may also lower
the exchange rate.

The present economic forecast projects a considerable increase
in domestic demand, both this year and next. This is mostly
due to increased investment. On the other hand, the increas-
ing levels of household debt and the possible increase in pri-
vate pension savings may constrain private consumption, par-
ticularly this year. Should the growth in private consumption
turn out to be greater than forecast, it would lead to more
imports and a larger current account deficit which in turn
could affect domestic cost developments.

Most wage agreements in the labour market will be in effect
until the autumn of this year and into early 2004. These agree-
ments included an annual revision clause stating that if prices
rose above a certain limit, their wage clauses would come up
for renegotiation. Such a revision would have been possible
last February, but by that time the annual rate of inflation was
down to 1.5 per cent on a twelve-month basis and 2.3 per
cent for the past six months. These increases were well within
the bounds of the agreements and a revision of the wage clauses
therefore did not come to pass.

Contractual wage increases at the turn of the year amounted
to 3-3.4 per cent, 0.4 per cent more than originally agreed.
This was because at a review of the wage agreements in De-
cember 2001 it was agreed, in light of the uncertain inflation
outlook at that time, to raise previously agreed wage increases
by 0.4 per cent. At that time it was also agreed to raise the
employer counter-contribution to optional individual retire-
ment accounts in pension funds to 2 per cent of wages as of
the beginning of 2002 so as to match a 2 per cent contribution
by employees. As of the middle of 2002, employers have paid
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a 1 per cent contribution into private pensions schemes, re-
gardless of whether employees contribute to these schemes at
all.

Wage developments were broadly in line with expectations
in 2002. The wage index of Statistics Iceland rose by 5.4 per
cent in the twelve months up to December 2002, compared
to 9.6 per cent twelve months earlier. The yearly averages
diverged less; for 2002 the increase was 7.1 per cent and 8.9
per cent for 2001. The lower increase in 2002 was both due to
lower wage rate increases as well as less wage drift.

Despite lower nominal wage increases in 2002, real wages –
i.e. their purchasing power – continue to increase, averaging
2.2 per cent between 2001 and 2002, a similar increase as the
year before. Lower nominal increases in 2002 were outweighed
by reduced inflation. The difference is more pronounced when
year-end figures are considered; purchas-ing power rose by
3.6 per cent in the year up to the end of 2002 compared with
0.5 per cent in 2001.

The two latest wage agreement rounds, in 1997 and 2000,
have emphasised additional wage increases for the lowest paid.
This has unquestionably paid off. The minimum wage amount-
ed to 54,700 krónur a month in 1996; today it is close to 97,000
krónur, an increase of 77 per cent, compared with a 61 per
cent increase in the general wage index. The increase in the
purchasing power of the lowest paid thus amounted to 38 per
cent in this period as against 26 per cent for average wages.

A comparison of the purchasing power of wages in Iceland
with other OECD-countries shows that since 1994 it has in-
creased by 25 per cent in Iceland as against 9 per cent in the
OECD.

In the Ministry’s forecast, wage costs per man-year are pre-
dicted to increase by 5 per cent between 2002 and 2003 and 6
per cent between 2003 and 2004. This forecast does not dis-
tinguish between contractual wage increases and wage drift.
The large wage increases between 2003 and 2004 are primari-
ly attributable to the impact of power project and aluminium
plant investments. On the basis of the inflation forecast for
2003 and 2004, purchasing power would increase by 3 per
cent in 2003 and further by 3½ per cent in 2004. Should this
forecast turn out as expected, 2004 will be the tenth year in
succession when purchasing power increases, a record for Ice-
land.

Social security benefits increased last year, following amend-
ments to the Social Security Act and the Social Benefits Act in
2001. The changes were primarily aimed at reducing the cut
in benefits as other income increased. Disability benefits are
scheduled to increase next year in accordance with a recent
agreement between the Government and the Association of
Disabled Persons. This agreement is designed to benefit those
in particular who become disabled early in life. The basic ben-
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efit of the youngest disabled is scheduled to double. The esti-
mated cost of these changes amounts to one billion krónur;
they take effect at the beginning of 2004.

Total unemployment benefit expenditures increased sharply
in 2002 in line with increased unemployment. Unemploy-
ment rose to 2.5 per cent, just over a percentage point more
than in 2001, and benefit payments increased from 1.3 billion
krónur in 2001 to 2.4 billion in 2002. Unemployment is fore-
cast to average 3 per cent in 2003 with a commensurate in-
crease in unemployment benefits and related payments. Un-
employment is expected to decline in 2004 to about 2 per
cent.

On the basis of developments outlined above, the Ministry
has forecast the development of household income for the
next two years. Household disposable income is estimated to
have increased in 2002 for the eighth year in a row despite
increased unemployment and reduced labour participation,
by about 2 per cent per capita. This is forecast to continue this
year with a 2 per cent increase in 2003 and 3½ per cent in
2004.

Purchasing power of wages and
benefits

Source: Statistics Iceland and State Social Security
Institute.
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In the 2002 fiscal budget, revenue was projected at 258 billion
krónur, expenditure at 239½ billion with a revenue surplus of
18½ billion on an accruals basis. The final Treasury accounts
on an accruals basis will not be available until later this year.
The accounts on a cash basis indicate that the main objectives
of the fiscal budget have been attained, although certain devi-
ations have taken place both on the revenue and the expendi-
ture side.

The Treasury accounts on a cash basis are comparable to gen-
eral cash flow accounts but not to the Treasury accounts or
the fiscal budget, both of which are on an accruals basis. Ac-
cording to the cash accounts, total revenue amounted to 223.7
billion in 2002 and rose by close to 13 billion from the previ-
ous year or by 5.8 per cent. Of this amount, 212 billion were
tax revenues, rising by 4.3 per cent. By comparison, general
prices rose by 4.8 per cent on average between the two years.
On the revenue side, the outcome was slightly less favourable
than had been assumed. Tax revenue yielded less than ex-
pected due to a deeper recession than had been anticipated in
the fiscal budget. The cash inflow due to asset sales was also
lower than expected since such sales took place later in the
year than had been assumed. Treasury expenditure amount-
ed to 247 billion, rising by 25½ billion from the previous year
and turned out to be 4.1 billion below budget payout ceilings
(including the supplementary budget).

In the 2003 fiscal budget it is assumed that economic growth
will revive after last year’s downturn. On that basis, Treasury
revenue is projected at 272 billion and expenditure at 260 bil-
lion. In addition, a supplementary budget was passed in March
of this year to increase public investment and regional sup-
port. The budget calls for an additional expenditure of 4.7
billion krónur and revenue from asset sales of 2.6 billion
krónur, bringing the projected surplus for the year to 9.6 bil-
lion.

Municipalities have experienced financial difficulties for sev-
eral years. Since 1980 they have mostly been in deficit except
for individual years when they have barely broken even. Pro-
visional data from Statistics Iceland indicate that the deficits
of municipalities amounted to 5½ billion krónur in 2001 and
close to 4 billion in 2002. Present municipal budgets for 2003
indicate that total municipal expenditures will increase by
nearly 6 per cent in  2003 but slightly less in 2004, 4½ per
cent. Total revenue is expected to increase by 7½ per cent in
2003 and 5 per cent in 2004, a similar increase as expected for
the central government. It should be noted here that the cen-
tral government is increasing its appropriation to the Munic-
ipal Equalisation Fund from 0.64 per cent of tax revenue to
0.72 per cent which partly explains the increase in municipal
revenue in 2003 and 2004. Other changes in municipal fi-
nances also became effective at the beginning of this year. Rent
subsidies were increased and the capital contribution of mu-

PUBLIC FINANCES

The Treasury

Municipalities
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nicipalities to health facilities was abolished. All told, these
changes led to a 2.3 per cent increase in the government ap-
propriation to the Municipal Equalisation Fund.

On this basis it is estimated that the combined deficit of mu-
nicipalities will be slightly less in 2003 than in the previous
two years, 2.7 billion krónur, and a similar deficit will be in-
curred in 2004.

This account of the public sector is prepared on a so-called
national accounts basis which differs from the Treasury ac-
counts in several important respects. The main adjustments
that must be made to the Treasury accounts are that profits
from sales of government assets and a reassessment of the net
value of government stakes in enterprises and government
agencies are not entered as revenue but only over the capital
account. Sales of real property, machinery, equipment, land
etc. is offset against purchases of similar items which are ex-
pensed. Tax claims written off due to bankruptcies are not
expensed in the national accounts but entered over the capi-
tal account and in part offset against revenue. Only those pen-
sion commitments that are related to wage and salary pay-
ments in any given year are expensed and, finally, user charg-
es that the government receives are entered net against ex-
penditure.

The Ministry of Finance estimates that the combined public
sector deficit amounted to 2.1 billion krónur in 2002, equiva-
lent to 0.3 per cent of GDP. Central government finances were
largely in balance, whereas municipalities were run with a
deficit. Present forecasts indicate that the public sector deficit
will decline slightly in 2003 to 1 billion krónur. The Treasury
is expected to yield a surplus of about 1 billion whereas mu-
nicipalities will be in deficit. The finances of the public sector
are expected to improve in the course of this year and for
2004 a surplus of 3 billion, 0.4 per cent of GDP, is forecast.

The level of public debt has changed dramatically for the bet-
ter in recent years, particularly that of the Treasury. Persistent
deficits of the public sector from the middle-eighties inevita-
bly led to large increases in debt. This continued in the reces-
sion years in the first half of the nineties, although deficits
declined. After the middle of the nineties the public debt situ-
ation began to improve, and public debt has declined signifi-
cantly as a percentage of GDP. This is primarily due to im-
proved Treasury finances in those years which made it possi-
ble to reduce debt.

Total Treasury gross debt amounted to 32½ per cent of GDP
in 1990, rising to 52 per cent in 1995 and declining to an esti-
mated 36 per cent in 2002. In the 2003 fiscal budget it is esti-
mated that the Treasury debt-to-GDP ratio will decline to less
than 32 per cent of GDP. The development of the Treasury’s
net debt presents a similar picture and is estimated to come
down to 18 per cent of GDP in 2003, a level similar to that of
1990.

The overall public sector

Public debt
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Total public debt, that of the Treasury and the municipalities
combined, also peaked in 1995 at close to 60 per cent of GDP.
Since then, the ratio has declined rapidly to 43 per cent at the
end of 2002 and is estimated to decline to below 40 per cent at
the end of 2003. The net debt of the public sector has shown
a similar decline, from 40 per cent in 1995 to 23-24 per cent in
2002 and 2003.

An analysis of public sector finances is usually conducted along
conventional lines, based on accounts drawn up by national
accounting standards. Such an analysis is limited by the fact
that it is difficult to discern the impact of the business cycle
upon public finances and identify the underlying structural
balance. The business cycle has a significant impact both on
public revenue and expenditure. The revenue side is more
sensitive to business cycles, in part due to the progression of
the personal income tax. The structure of fiscal finances in-
corporates automatic cyclical stabilisers and thus has an im-
pact on public finance balances. The main advantage of such
stabilisers is that they immediately help to mitigate the im-
pact of the business cycle.

It is therefore important to identify public sector balances
when adjusted for the impact of the business cycle at each
time. In principle, such an adjustment takes account of the
output gap, negative or positive, and the elasticity of revenue
and expenditure within the business cycle. Such an adjusted
balance is often called the structural balance. Identifying such
a balance helps the authorities assess the impact of public fi-
nances in the short term and thus provides a guide for the
authorities in measuring the fiscal stance of public finances.

The following chart shows the inter-relationship between the
structural balance and the actual balance of the Treasury and
the public sector since 1990. It clearly shows the gradual im-
provement in Treasury finances with gradually reducing def-
icits, both structural and actual. From 1997 to 2000 there is a
structural surplus, followed by a small structural deficit in
2001. For 2002-2004 the Treasury is expected to revert again
to a structural as well as an actual surplus.
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The Icelandic financial market has undergone profound chang-
es in recent years. Two years have passed since the Central
Bank removed the exchange rate bands and adopted inflation
targeting. The króna exchange rate weakened as a result by
15 per cent from the beginning to the end of 2001. The econ-
omy regained its balance in 2002 and the króna exchange rate
strengthened considerably, or by 14 per cent at the same time
as the current account deficit was wiped out. This develop-
ment has continued so far in 2003, and at the time of writing
the exchange rate is at a similar level as it was before the change
of regime; the exchange rate index stands at 120-122 points.
Among reasons for the stronger exchange rate are expecta-
tions of an economic expansion and interest rate increases, a
rising fishing quota and increased capital imports on account
of the power project constructions. Net capital imports in the
years 2003-2010 are estimated at 130 billion at 2003 prices,
half of which will be imported in 2005-2006. It may therefore
be expected that the impact of construction activities on the
exchange rate will increase when they draw towards their peak
in 2005-2006. In the latter half of the construction phase one
may expect a slight weakening of the króna.

The Central Bank reduced its base rate ten times in 2002 by a
total of 4.3 per cent from a level of 10.1 per cent at the begin-
ning of the year. The monetary ease has continued in 2003
with the Central Bank reducing the base rate further by 0.5
per cent down to 5.3 per cent. In view of expectations for an
economic upswing, interest rates are more likely to rise than
decline in the near future.

Monetary policy eased in 2002. The base rate in real terms,
i.e., the nominal base rate deflated by the inflation margin on
four-year Treasury bonds, averaged 6-7.5 per cent in the first
half of 2002 and declined to 3.4 per cent towards the end of
last year and further to 2.4 per cent at the time of writing.
This is a lower real rate than the Central Bank believes an
equilibrium rate should be at. Moreover, the interest rate dif-
ferential with other countries declined from 7 per cent at the
beginning of 2002 down to 3.2 per cent at the end of the year,
even if short-term interest rates abroad declined considerably
during this period. The short-term interest rate differential
has continued to decline and stands now at 2.2 per cent.

The Central Bank has announced that it will consider condi-
tions on the foreign exchange market when it buys foreign
exchange to strengthen the Bank’s foreign reserves. The Bank
has been buying foreign exchange on a regular basis since
September 2002 and intends to buy US dollars for the equiv-
alent of up to 20 billion krónur before the end of 2003. The
aim of these purchases is not to influence the exchange rate of
the króna but to strengthen the foreign reserves.

The Central Bank has recently announced changes in its re-
serve requirements in order to align the operating environ-
ment of the financial institutions to that of Europe. Reserve
requirements have therefore declined, and the Central Bank’s
rules on the reserve base and reserve ratio have been brought

THE DOMESTIC FINANCIAL
MARKET
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into conformity with the rules of the European Central Bank.
A part of the changes have already been brought into effect
and the remainder will become effective before the end of
this year.

The growth of credit demand declined last year. Credits and
purchases of securities increased by 2.2 per cent in 2002 of
which domestic credits rose by a scant 0.8 per cent. For the
entire credit system the credit increase amounted to only 3.5
per cent in that year. The reasons for the low increase include
the rise in the exchange rate which reduced the krónur equiv-
alent of outstanding debt in foreign currency. Stable prices
helped hold down the increase in indexed debt. Credits to
households increased most or by 7 per cent and to enterprises
by 1.3 per cent. This is a reversal of the trend in 1997-2001
when credits to enterprises rose faster than to households.
This is however in line with increased activity in the housing
market at the same time as business investment is declining.
Credit has begun to rise so far this year; the twelve-month
increase in credits and securities purchases came to 2.7 per
cent by the end of February with domestic credits increasing
1.9 per cent.

The turnover in bonds and money market paper was quite
lively in 2002, increasing by 33 per cent and amounting to
811 billion krónur in 2002 as against 610 billion in 2001. Trad-
ing in housing bonds constituted close to 40 per cent of total
bond and money market paper turnover. The expansion in
turnover has continued into this year; in the first quarter total
turnover was 57 per cent in excess of the turnover a year ear-
lier and the trade in bonds and money market paper rose by
64 per cent for the same period.

The reduction in the Central Bank base rate has had an im-
pact on bond yields, particularly shorter maturities. Reduced
credit demand and increased demand for domestic bonds has
helped bring down the yield as well as increased demand from
abroad. The yield on 25-year housing bonds was about 5.8
per cent and the beginning of 2002, declining to just over 5
per cent at the end of the year, around which it has fluctuated
so far in 2003. The yield on non-indexed Treasury bonds fluc-
tuated around 9-9.5 per cent early in 2002 but has been about
7-7.5 per cent in the final months of 2002. The yield has risen
slightly early this year and stands at 7½-8 per cent at the time
of this writing, in spite of reductions in the Central Bank base
rate in February. It may be assumed that the proposed energy
investments have played a role here and that a higher yield is
an indication that players in the market are expecting increased
inflation and higher nominal interest rates.

Turnover in the Icelandic stock market more than doubled
between 2001 and 2002. Total turnover amounted to 321 bil-
lion krónur in 2002 compared to 138 billion in 2001, an all-
time record. The stock index rose by 17 per cent in the course
of the year compared with a decline of 9 per cent in 2001. So
far this year, the index has increased by 5 per cent. Financial
and insurance stocks have risen most, by 9.4 per cent and

Lending to households increasing and
declining to enterprises

Turnover on the Stock Exchange still
increasing

The impact of energy investments on
the bond market
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pharmaceutical stocks by 11.2 per cent. Foreign and domes-
tic stock prices have differed widely as can be seen in the graph
here in the margin, where the Icelandic index (ICEX 15) is
compared to the Morgan Stanley world index. Up to the be-
ginning of last year, the Icelandic market moved largely in
concert with foreign markets but after that the Icelandic in-
dex rose whereas the world index declined  by 25 per cent in
2002 and further by 2½ per cent so far this year. This indi-
cates that there is no obvious correlation between the Icelan-
dic and foreign stock markets, at least not in the short term.
The world political situation is such at the present time that it
is difficult to conclude anything about longer-term interrela-
tionships between the Icelandic and other stock markets, since
the hostilities in the Middle East do not have the same influ-
ence here as they do in larger markets abroad.
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Ever since the nations of the world agreed in Rio de Janeiro in
1992 to aim at sustainable development, the concept has been
gradually gaining ground in Iceland. The second policy pro-
gramme of the Icelandic authorities, setting aims and seeking
ways and means towards a sustainable future, Welfare for the
future, was issued in the latter half of 2002.

Sustainable development is based on three foundations: the
environmental, the social and the economic, all of which must
be viewed in conjunction with each other with the aim of
improving the welfare of society, both social and economic,
without harming the environment. Increased emphasis is
placed upon the economic and social aspects in international
fora. Discussions abound on the sustainability of, for exam-
ple, pension systems in many countries. The economic and
social foundation aspects are related to discussions about prob-
lems such as that of integrating immigrant groups into eco-
nomic and social life. Their exclusion tends to lead to increased
social costs and burden the productive capacity of the econo-
my.

In this light, the following discussion deals with the state of
the environment and its sustainability. Although measurements
of sustainability are still being developed, the present empha-
sis is upon searching for means of decoupling the develop-
ment of one part of society from having an impact upon an-
other. A society as a whole would therefore be progressing
towards sustainability if economic growth does not degrade
the environment.

The above-mentioned policy programme, Welfare for the fu-
ture, places its goals into four categories: A healthy and safe
environment, protection of Iceland’s nature, a sustainable use
of natural resources and global tasks.

Iceland compares well with other countries when it comes to
a healthy and safe environment with the exception that air
pollution in the capital area is increasing. Carbon dioxide lev-
els, mainly from vehicle traffic, has measured above refer-
ence levels in Reykjavík since 1998 and is increasing despite
the fact that levels of carbon monoxide (CO), volatile organic
compounds and lead have decreased. Particulate matter and
ozone are also above EU reference levels. Emissions of sul-
phur dioxide and carbon dioxide in relation to GDP is sub-
stantial in this country compared to other OECD-countries
and these emissions can not be decoupled from economic
growth to the same extent as there. This is to a considerable
extent due to the development of power-intensive industry.

Iceland’s nature is invaluable to the country’s society and cul-
ture and provides an important foundation for the self-image
of the nation. It also has an economic value, particularly for
tourism, since both Icelanders and foreigners travel around
the country to enjoy its nature. It is difficult to place measure-
ments upon individual aspects of nature. About 40 per cent
of the country are defined as natural habitats by definition of
law and more than 5,000 square kilometres are defined as
protected areas.

SUSTAINABLE DEVELOPMENT
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The most important natural resources of Iceland are used in a
sustainable manner. Energy production is almost exclusively
based on renewable hydro- and geothermal energy, although
35 per cent of the country’s energy use is based on fossil fuels.
Fisheries husbandry aims at the sustainable development of
the fish stocks. As a result, nearly all fish stocks have improved
in recent years with the possible exception of scallops and
shallow-water shrimp. Highland sheep grazing has declined,
thus reducing pressure on environmentally vulnerable land
which will take a long time to recover.

The authorities have begun to apply measures that affect the
environment in a global sense. Chemicals that are most harm-
ful to the ozone layer have been eliminated. A problem for the
immediate future is to find refrigeration substances for the
fishing fleet that meet the latest environmental standards. Ice-
land signed the Kyoto Protocol after it was amended to the
effect that power-intensive industry could be allowed if it were
based on clean and renewable energy. Emissions from such
industry would not be counted as part of the carbon emis-
sions of the country. Iceland has thus committed itself to lim-
iting carbon emissions in 2008-2012 to a level 10 per cent above
that prevailing in 1990. As matters stand, Iceland should be
able to attain that goal, but that would in part be based on
better combustion technology. The industry that is not ex-
empted under the Kyoto Protocol must reduce its greenhouse
emissions (fluorocarbons) and relatively less fossil fuels must
be used by the fishing fleet than at present.

The so-called “Icelandic amendment” to the Kyoto Protocol
means that the power-intensive industry that presently is
planned will be in accordance with the amendment. Howev-
er, the room for maneuver provided by the amendment is
thereby limited.
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Table 1. Output and expenditure 2001 - 2004 

Billion krónur Volume changes

current prices on previous year, per cent

Provis. Est. Forecast Forecast Provis. Est. Forecast Forecast

2001 2002 2003 2004 2001 2002 2003 2004

1. Private consumption 408,4 419,5 433,7 457,0 -3.0 -1,2 1¼ 3¼

2. Public consumption 175,0 194,7 204,9 215,9 2,9 3,1 2¼ 2

3. Gross fixed investment 163,0 146,5 167,7 190,3 -6,9 -12,4 11¼ 11

  Business sector investment 98,9 79,4 94,3 116,0 -14,3 -19,5 15½ 19¾

  Residential construction 33,2 37,4 38,7 41,2 17,8 5,2 1¼ 4¼

  Public investment 30,9 29,7 34,8 33,1 -1,5 -8,3 14¼ -6¾

4. Final domestic demand 746,5 760,7 806,3 863,1 -2.8 -2,8 3½ 4¾

5. Stock changes 2) -2,1 -0.2 0,1 0,0 -0.8 0,4 0 0

6. Total national expenditure 744,4 760,6 806,2 863,1 -3.6 -2,5 3½ 4¾

7. Export of goods and services 303,6 307,3 297,1 307,9 7,9 2,9 1 2¼

8. Import of goods and services 307,3 293,5 290,5 307,8 -9.0 -2,4 2½ 5

9. Gross domestic product 740,7 774,4 812,8 863,2 2,9 -0,5 2¾ 3¾

10. Net factor income from abroad -24.4 -13,2 -15,2 -16,3 - - - -

11. Net current transfers -1.0 1,1 -0.9 -0.9 - - - -

12. Current account balance (7.–8.+10.+11.) -29,0 1,8 -9,4 -17,1 - - - -

13. Gross national income (9.+10.) 716,3 761,2 797,7 846,9 2,7 1,2 2½ 3½

14. Effects of changes in terms of trade 3) - - - - 0,2 0,2 -¼ ¼

15. Real gross national income - - - - 2,8 1,4 2¼ 3¾

16. Current balance, % of GDP -3,9 0,2 -1¼ -2

Notes:
1) Volume changes are based on 1990-prices
2) In per cent of GDP of the previous year at constant prices
3) As percentage of previous year's GNI, constant prices
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Table 2. Export production and foreign trade 2001 - 2004

Billion krónur Volume changes
current prices on previous year per cent 1)

Provis. Est. Forec. Forec. Provis. Est. Forec. Forec.
2001 2002 2003 2004 2001 2002 2003 2004

Export production

Marine products 122,0 127,7 122,3 127,3 3,4 4,2 0 2

Aluminium 37,3 38,5 35,5 34,8 7,5 9,8 ¼ 0

Other products 31,8 34,8 36,9 39,7 6,0 10,7 4 5½

Total 191,2 200,9 194,7 201,8 4,7 6,6 ¾ 2¼

Export of old ships and aircraft 3,3 2,3 1,8 1,9 - - -

Stock changes in export production -2,1 -0,2 -0,1 0,0 -

Merchandise exports, total 196,6 203,4 196,6 203,6 7,2 6,1 ¾ 2¼

Merchandise imports, total 202,5 190,7 190,6 203,5 -10,0 -3,2 3¾ 6¼

General merchandise imports 170,2 159,6 160,8 170,5 -12,0 -4,6 4 5¼

of which: Oil imports 17,0 16,0 16,3 15,0 -12,2 3,8 2¼ 2¼

Of which: Other imports 153,2 143,7 144,4 155,5 -12,0 -5,4 4 5½

Special imports 32,4 31,0 29,8 33,0 1,3 3,6 2½ 10¼

Balance of trade -6,0 12,7 6,1 0,1 - - - -

Export of services (excl. factor income) 107,1 103,9 100,6 104,2 9,1 -3,0 1½ 2

Import of services (excl. factor income) 104,8 102,8 99,9 104,3 -6,9 -0,7 ½ 2¼

Balance of services (without factor income) 2,3 1,1 0,7 0,0 - - - -

Net factor income from abroad -24,4 -13,2 -15,2 -16,3 - - - -

Net current transfers 2) -1,0 1,1 -0,9 -0,9 - - - -

Current balance -29,0 1,8 -9,3 -17,1 - - - -

Notes:
1) Volume changes are based on 1990-prices
2) Net transfers from abroud other than factor income
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