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Difficult years ahead
Iceland is currently experiencing its sharpest contraction phase ever in recent decades. Ahead are two difficult years, where GDP will shrink sharply and the standard of living will deteriorate. Households are squeezed as disposable income drops and the employment situation is very bleak. In coming quarters, unemployment is expected to be 9-10%, although it should decline slightly towards the end of the forecast period. High interest rates, a weak ISK, limited access to credit and falling demand make the corporate operating environment difficult. High debt service, growing expenditure due to unemployment and lower revenue will result in very sizeable local and central government deficits in coming years. In order to balance their budgets once more as soon as possible, both the state and municipalities cannot avoid increasing taxes and cutting back their expenditure significantly.
Inflation will drop to below 4% by year-end, and fall to a low of 0.3% in Q2 2010. The ISK exchange rate will stabilise, but remain weak, although appreciating slightly during the latter half of the forecast period. 

The Central Bank will continue to lower its policy rate once there are clear signs of renewed confidence in the Icelandic economy. It will also relax currency controls in stages. 

The economic outlook is dark in most areas of the world, and has worsened recently. The difficult situation on foreign markets further complicates Iceland’s economic reconstruction and will delay the recovery. 

Despite the current headwinds, it is important to remember that Iceland still possesses major human and natural resources. The country should therefore be well able to work its way out of these difficulties in a relatively short time.
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Sharp contraction in 2009
After rising very slightly in 2008, or by 0.3%, GDP will drop sharply this year; ASÍ predicts a contraction of over 10%. Although the downturn should bottom out in Q2 2010, GDP will still fall further. Limited GDP growth of around 0.5% is expected in 2011, and growth around 1% in 2012.
The forecast assumes that the Economic Recovery Programme agreed by the International Monetary Fund (IMF) and the Icelandic government will be implemented and that the state budget will be in surplus in 2013. To achieve this objective, public expenditure will be cut back and taxes raised. 

We assume that the economic reconstruction measures taken by the government will successfully restore confidence and strengthen our position internationally. Failure to do so will mean the risk of a deeper and more protracted recession. 

Households in financial straits
Growing debt service on foreign-denominated and inflation-indexed credit, major price increases for goods and services, plus lower incomes due to unemployment, reduced working hours and wage cuts cause financial difficulties for many households. Disposable income has dropped and the trend is expected to continue for the next two years. Private consumption will therefore continue to fall over the next two years. The drop this year is expected to be around 26%, with a further 4% drop in 2010; in 2011 consumption should pick up once more and increase by almost 7%. 
Price levels have risen far in excess of wages, eroding the purchasing power of wages. Purchasing power is now similar to what it was in 2003. ASÍ expects purchasing power of wages to shrink by over 7% this year, then inch slightly upwards in the following two years, by close to 1%.
The review of collective bargaining contracts was completed at the end of June with the conclusion of a Stability Pact. This eliminates the high uncertainty which prevailed on the labour market, with secure collective bargaining agreements valid until the end of November 2010. The review aimed in particular at improving the situation of the lowest wage earners. 

Regaining a balanced budget
Treasury debt has surged in the wake of the banks’ collapse, although the actual debt position has not been clear. It is evident, however, that in coming years government revenues will be insufficient to cover expenditures and both the state and many municipalities will operate at a deficit.  Their revenues have dropped while at the same time expenditure has increased, for instance, due to high interest payments and increased unemployment. In consultation with the IMF, the government has concluded a plan to balance its budget in coming years. This will include tax increases, cutbacks in expenditure, reductions to transfers and postponement of public works. The Economic Recovery Programme agreed by the government and IMF provides for balancing the Treasury’s primary budget as early as 2011 and producing an overall budget surplus in 2013. To achieve this objective will require eliminating a deficit of ISK 179 billion, the equivalent of 12% of GDP, by 2013.
The difficult public finance situation is reflected in the major contraction in public consumption costs during the entire forecast period. ASÍ expects public consumption to fall by 1.6% in 2009 and by another 4.6% next year, In 2010, public consumption will drop by 4.8% and by 2% in 2012.
Investment shrinks rapidly
Total fixed capital formation this year will drop by half YoY, then it increase by over one-third in 2010 when interest rates have decreased and credit becomes more widely available. Fluctuations in fixed capital formation will be considerable during the forecast period due to fluctuations in power-intensive energy development. The forecast assumes that Phase 1 of the Helguvík smelter project will get underway, together with renewal of the Straumsvík plant and power projects connected to them. Production in both new facilities is expected to come online in the latter half of 2011, with an aluminium production capacity of 135,000 tonnes annually. Uncertainty is high concerning the financing of these projects and a final decision concerning renewal of the Straumsvík plant has not yet been taken. 

Current account deficit rapidly dwindling
Despite a difficult situation on international markets, falling product prices and lower demand, ASÍ forecasts that goods and services exports will increase by 1.2% this year, then drop by 1.6% next year as the ISK strengthens. In 2011, when new facilities in Helguvík and Straumsvík come into full operation, exports should grow by 4% and by another 2.5% in 2012.
Falling household consumption and the sharp drop in fixed capital formation will result in a drop in imports of 37% this year, followed by a slight increase in 2010 due to the Helguvík and Straumsvík projects. Imports will then grow strongly in 2011 as private consumption and investment pick up again, by around 14%. In 2012 imports will decrease slightly once more. 

Iceland’s current account deficit will fall rapidly and a surplus be reached during the period. The major drop in imports, plus growing exports, have already resulted in an external trade surplus, although uncertainty remains concerning interest payments on foreign debt. This forecast assumes that interest payments will decrease as the forecast period progresses, resulting in a current account surplus in 2012.
ISK continues weak
Despite currency controls and repatriation obligations, the ISK has not strengthened as hoped for, and near-term exchange rate developments are a factor of high uncertainty. This will to a large extent be determined by the success of attempts to reach agreements with non-resident owners of ISK-denominated securities and account balances locked in the country following the imposition of currency controls. As long as measures have not been taken concerning the substantial amounts involved here, it will be impossible to relax currency controls without weakening the ISK considerably. According the Stability Pact concluded by the social partners and the government, the first steps are to be taken towards removing currency controls on 1 November this year.
ASÍ expects the ISK to remain weak and forecasts a trade-weighted index (TWI) averaging 209 points this year, after which the currency should strengthen, resulting in a TWI around 185 by the end of the forecast period. A pre-requisite for this is the successful restoration of confidence in the Icelandic economy and government economic reconstruction actions. 

Falling inflation
Inflation is dropping rapidly; it is currently 12.2% after peaking at 18.6% in January this year. It will have fallen to 4% by year-end and will average 11.4% from the beginning to end of this year. Price levels should change little next year, or by 1.4%. In 2011 inflation will rise somewhat, as the economy picks up again, to 3.9%, with little change in price levels, or around 1.5%, expected in 2012. 

Labour market situation difficult
ASÍ’s forecast expects the labour market situation to remain difficult for the entire forecast period. Unemployment is expected to average 9% this year and over 10% in 2010. After that the situation will improve and unemployment should fall below 7% by the end of the forecast period.
The situation is worst in construction, where around one-fifth of the workforce in the sector is unemployed, and will deteriorate in retail and services sectors. The rapid increase in number of long-term unemployed is, however, a cause for concern. Around one-third of the unemployed now fall into this category and their ranks are expected to swell strongly in coming months. Long-term unemployment is debilitating and the longer people remain without employment the more difficult it is for them to rejoin the workforce when the economy regains momentum. Under such conditions, pro-active labour market action is important to encourage and support people seeking work.
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