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The transformation of the Icelandic economy in recent weeks will have far-reaching consequences for the country’s economic situation in years to come. Only a year ago, the economy was heading for a soft landing after the strong upswing of the past few years, but now clearly a major contraction lies ahead. The international financial crisis, the collapse of the Icelandic banking system, the foreign currency crisis and high interest rates will depress household finances sharply and squeeze Icelandic companies strongly in coming quarters. 
The pace of events has been rapid in the past few weeks. Since the end of September, the country’s three largest banks, representing 85% of its banking system, have collapsed. As a result, the flow of foreign exchange to and from Iceland stopped and the Icelandic króna (ISK) plummeted by several dozen percent. Foreign exchange trading is still restricted and the ISK exchange rate is practically an unknown quantity. What is clear, that households, companies, pension funds and municipalities have lost huge amounts due to the banks’ collapse. 

All signs now point to a sharp but relatively brief drop in GDP. ASÍ’s Economic Department estimates that even this year, Iceland’s GDP will drop by close to 1% year-over-year and our forecast for 2009 is for a major contraction of 8-10%. A turnaround will come in 2010, however, when GDP will increase once more.
Our forecast assumes that assistance from IMF will be forthcoming, followed by further help from the international community. This should enable foreign currency trading to return to normal and the ISK to strengthen. We forecast a trade-weighted currency index of 170 in 2009 and 160 in 2010, paralleled by a commensurate drop in the policy rate. Our forecast assumes construction of the aluminium smelter in Helguvík will proceed, together with related power development projects. 
Households quick to tighten their belts
Shrinking purchasing power, rising prices, tighter access to credit, higher unemployment and the growing debt service burden will all contribute to reducing household consumption. As some 75% of household debt is indexed, and around 15% foreign-denominated, high inflation and ISK depreciation result in a major increase in debt and household debt service. In the latter half of 2008, figures suggest private consumption is dropping. In the wake of the banking collapse and current dearth of foreign exchange consumption is most likely falling still more steeply. The Economic Department expects private consumption to drop by close to 6% YoY in 2008. The contraction will peak in 2009 with a drop in private consumption of close to 20%, after which consumption will remain unchanged in 2010. An anticipated population decrease following the economic downturn explains part of this sizeable drop in aggregate private consumption. 
One-third drop in investment in 2009

Investment has been strong in Iceland in recent years, in particular as a result of the huge hydroelectric and aluminium developments in East Iceland, but also due to extensive residential housing construction in the capital region. Investment can be expected to drop markedly in the next two years, by 14% this year and by close to 1/3 next year. Both industrial investment and investment in residential housing will contract greatly in both these years, while public sector investment will increase considerably this year but remain unchanged in 2009. A turnaround will come in 2010, when total investment will begin to rise once more; we expect an increase of close to 1/3 that year. 

Rapid reversal in foreign trade 

In recent years Iceland has been running a huge current account deficit, which exceeded 20% of GDP in 2006 and 2007. The deficit can be attributed partly to large imports of investment goods in connection with the power intensive industry developments of recent years, but also to concurrently high imports of consumer goods, prompted by the strong ISK and rising purchasing power. The deficit will shrink rapidly in coming years as imports of both investment and consumer goods dry up and aluminium exports surge. In recent years both interest income and interest expense abroad has risen greatly due to rapidly growing Icelandic assets and liabilities abroad. The banks’ collapse has reduced these assets and liabilities dramatically. This should also contribute to lowering the current account deficit considerably in the next few months.  

High short-term inflation subsides quickly

Inflation, fuelled by high demand and rising real estate prices, has been a persistent problem in the Icelandic economy in recent years. In 2008, demand has been weakening and housing prices falling. The ISK plunge in recent months has sent inflation soaring to its highest level in almost two decades. The Economic Department expects inflation to rise still more in coming months, reaching as high as 25% at the beginning of 2009, after which it should subside quickly. We expect inflation will have dropped to the level of the Central Bank’s 2.5% inflation target by year-end 2009.
In recent years the ISK exchange rate has been very high, in part due to the high domestic-foreign interest rate differential, but the ISK has depreciated 65% YtD, with 25% of this drop occurring in the past few weeks. The exchange rate is a major factor of uncertainty in our forecast, which assumes that it will be possible to restore confidence in the currency once more, followed by some appreciation. A lower current account deficit should also support the ISK. We expect an average foreign exchange rate index (trade-weighted index) of 170 in 2009 and 160 in 2010, which would mean a 20% appreciation from the current level. At the end of October the trade-weighted index was 202.
Purchasing power continues to shrink

The past 12 months have seen a 5% drop in purchasing power of wages due to high inflation, and a further drop can be expected in coming months. Wage drift will be limited due to a worsening labour market situation, while inflation will increase from its current level. We expect a drop in purchasing power of 7-7.5% in 2008 and again in 2009, followed by an improvement once more in 2010 after the economy recovers and inflation slows.  

Labour market

Unemployment has risen somewhat in the autumn months and according to all indications will increase rapidly in coming months. Many companies are expected to cut back their operations in coming months and bankruptcies to rise sharply. As a result, jobs will disappear at a brisk pace this winter and in the coming year. The shock will be partly mitigated if a major portion of foreign workers emigrates in the near term and other workers avail themselves of the opportunity to further their education as the employment outlook deteriorates. Nonetheless, we expect unemployment to be high for the next two years, with the estimated number of unemployed exceeding 6000 at year-end 2008 and averaging between 5,000 - 10,000 in the following two years. This would mean registered unemployment of 1.7% this year and 4-5% in 2009-10. Given the major setbacks that business and industry have suffered, employment could easily be much higher if there is no improvement to companies’ operating environment in the near term or if the labour market proves to be less flexible than assumed here. The employment situation will be most difficult in the construction industry and in the financial and retail sectors. Migration will likely prove a more significant factor in the construction industry, where foreign workers comprise some 40% of the workforce, than in retail, where they are only 5%. 
Annual ASÍ Congress resolution on financial stability
The recent annual ASÍ Congress passed a resolution on actions to regain financial stability in Iceland and prevent the collapse of the country’s economy, while safeguarding the situation of wage earners and households. 

The ISK exchange rate needs to be strengthened and interest rates lowered as soon as at all possible. Assistance from IMF is a key step towards boosting confidence and achieving these objectives. In addition, to assure a stable currency in the long term, it is necessary to apply for EU membership and subsequently adopt the euro. Furthermore, it is important to extend collective bargaining agreements and reach agreement with public sector workers’ associations that will ensure all wage earners in Iceland comparable wage increases over the next two years.
To ensure full employment, business and industry must be rejuvenated while ensuring that viable operations are not driven into bankruptcy due to high indebtedness or losses on investments. 

In addition to the current high inflation, which is rapidly eroding purchasing power, the increased debt service burden and foreseeable unemployment will aggravate the difficulties facing households. It is important to safeguard their position by providing substantial assistance for payment difficulties. Furthermore, improvements to legislation on unemployment benefits and effective labour market actions are important to secure the position of workers. Unemployment benefits need to be ensured, for instance, for workers whose jobs have been reduced to only part-time or their job-equivalent proportions lowered. The drop in GDP must be met by preparing people for new jobs and creating the grounds for a new future.  It is important to create convincing future opportunities for young people to prevent a major exodus. Support for innovation and research is needed, together with improved education in this area. To ensure sufficient employment preparations for new, labour-intensive public works must be immediately accelerated and their time schedule advanced.  Finally, ASÍ regards it as urgent that financial market regulations be tightened and that independent experts be called in to investigate the situation which has developed in the Icelandic economy and seek explanations for these developments. 
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