CHAPTER 4

Exchange Rate Policy, Inflation,

and Unemployment:
The Nordic EFTA Countries™

Thorvaldur Gylfason

I. Introduction

Since the breakdown of the Bretton Woods system in 1971 and
the subsequent Smithsonian agreement in 1973, the Governments
of the Nordic member countries of the European Free Trade Associ-
ation (Finland, [celand, Norway, and Sweden) have followed a pol-
icy of essentially fixed exchange rates to stabilize foreign trade, on
which they are so heavily dependent—and also, more recently, to
restrain inflation.

The Nordic EFTA members have decided against free floating
mainly out of fear of the potentially destabilizing effects of excessive
volatility of exchange rates on trade, investment, employment, and
inflation. Thus far, they have also decided against participation
in the European Monetary System (EMS) or other international
exchange rate arrangements, primarily in order to preserve the
ultimate independence of their monetary and hscal policies and
their freedom of choice of macroeconomic objectives. Instead, they
have chosen to peg the exchange rates of their currencies individu-
ally to different trade-weighted or payments-weighted baskets of
foreign currencies. Indeed, the Nordic countries have reserved and
periodically exercised the right to devalue (or revalue) their curren-
cies unilaterally. They have done this usually in order to enhance

*The author is indebted to Johnny Akerholm, Rognvaldur Hannesson, Bjarni Bragi Jons-
son, Johan A. Lybeck, and Jacques J. Polak for helpful comments on an earlier draft of the
paper, and to Gyl Magnusson for computational assistance.
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or restore external competitiveness when domestic wage increases
have jeopardized their market shares abroad; at the same time,
they have maintained a fairly restrictive regime of foreign exchange
control of capital transactions which, however, has recently been
relaxed to a substantial degree in Finland, Norway, and Sweden.

Partly as a result of this common strategy, it is argued in this
paper, the Nordic EFTA countries have experienced considerably
less unemployment at the cost of more inflation and, to a lesser
extent, a weaker external position than other industrial countries
on average in recent years.

This paper reviews the exchange rate policy experience of the
Nordic EFTA countries since the early 1970s.! It briefly describes
the main features of the national economies of the Nordic EFTA
countries in an international perspective, and their exchange rate
arrangements in particular (Section Il). An attempt is made to
weigh the principal pros and cons of these and alternative arrange-
ments from the Nordic point of view (Section III). Moreover, an
attempt is made to evaluate macroeconomic performance in these
countries since the early 1970s in view of the exchange rate and
other policies that have been followed, with special emphasis on
their devaluation record during 1976—82 and on the credibility of
current policies (Section IV). The paper concludes with a brief
discussion of the implications of current developments in the Euro-
pean Community (EC) as 1992 approaches for the viability of
unchanged exchange rate policies in the Nordic EFTA countries
and other options (Section V).

Il. The Nordic EFTA Economies in a Nutshell

In the world community of nations, the Nordic EFTA countries
are but a small entity. Their total population is less than 18 million.
Even with Denmark (as well as the Faroe Islands and Greenland)
included, the Nordic countries are inhabited by fewer than
23 million people in total, and are thus less populous than California
or Romania.

'The experienceof the other two members of EFTA-—Austriaand Switzerland—is reviewed
in the paper by Hans Genberg in this volume, whereas Denmark is dealt with in the paper
by Paul De Grauwe and Wim Vanhaverbeke.
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Overview

The combined gross domestic product (GDP) of Finland, Iceland,
Norway, and Sweden amounted to less than 3 percent of the total
for all of the industrial countries of the Organization for Economic
Cooperation and Development (OECD) in 1987 (see Table 1). But
their income per capita is high by international standards: their
average GDP per capita was 27 percent above the OECD average in
1987, compared with 12 percent in 1970, indicating a slightly

Table 1. The Nordic EFTA Countries: An Overview

Total/  Total OECD/
Weighted Weighted
Finland Iceland Norway Sweden average average

GDP

1987

(billion U.S.

dollars) 89.5 53 827 15685 3360 12,530.0

GDP per capita
1987
(U.S. dollars) 18,200 21,800 19,800 18,900 18,900 14,900

GDP growth
Per capita
1970-88 32 3.8 35 2.0 2.7 23

Trade/GNP
1987 50.2 743 739 63.5 63.5 46.3"

Government

spending/GNP

1987

(in percent) 420 838 516 599 527 409

Taxes/GNP
1987 39.6 322 6542 62.7 539 8%.2

Inflation
1970—88 9.0 35.2 8.6 8.4 9.0 7.3

Unemployment
1970-88 4.1 0.6 21 1.9 25 6.1

Current deficit/
GNP
1970-88 20 8.5 2.6 09 1.6 03

¥1986.
Sources: OECD and IMF.

©International Monetary Fund. Not for Redistribution
































































































