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NON-TECHNICAL SUMMARY

Sinee the sarly 1970s, the governments of the Nordic member countries of EFTA
{Finland, lceland, Norway and Sweden) have tollowed apolicy of essentiaily fixed
exchange rates. Their declared purpose has been to stabilize toreign trade, on
which they are so heavily dependent, and more recently, 1o restrain inflation.
They have decided against free floating mainly out of fear tor the potentially
destabilizing effects of excessive volalility of exchange rates ontrade, invesiment
and employment, as well as on inflation. Thus tar, they have also decided against
participation in the EMS or other international exchange rate arrangements,
primarily in an endeavour to preserve the ultimate independence ot their
monetary and fiscal policies and their freedom ot choice of macroeconomic
objectives.

Instead, they have chosen fo peg the exchange rates of their currencies
individually to different trade-weighted or payments-weighted baskets of foreign
currencies. indesd, they have reserved and periodically exercised the right to
devalue (or revalue) their currencies unilaterally, usually in order to enhance or
restore external competitiveness when domestic wage increases have
jeopardized thelr market shares abroad. At the same time, they have maintained
a talrly restrictive regime of foreign exchange control of capital transactions
which, however, has recently been significantly relaxed in Finland, Norway and
Sweden. Partly as a result of this common strategy, it is argued in this paper, the
Nordic EFTA couniries 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 averags in recent years.

This paper reviews the exchange rate policy experience of the Nordic EFTA
countries since the early 1970s. The paper 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. The numbers
suggest that the Nordic group has been able to combine less unemployment with
more inflation and larger current account deficits than other OECD member
countties over a period of almost two decades without much effect on Okun's
misery index and without inflation or external debt getting out ot hand. This
outcome may substantially be the intended result of judiclous monetary, fiscal,
exchange raie and incomes policies, even though some serious problems of
insufficient domestic policy coordination as well as structural maladjustment in
particular areas remain unresolved.

The paper then attempis to weigh the principal pros and cons of current exchange
rate arrangements from the Nordic standpeint. In view of the persistent inflation
problem in the Nordic EFTA countries, fixed exchange rates have several



desirable properlies, They contribute to overall price stability, both directly by
containing impor prices and indirectly by necessitating strict monetary and fiscal
discipline. They alse partially absolve the government ot direct responsibility for
the macroeconomic consequences of wage negotiations among abour unions
and employer associations. Their realization of their own responsibility for their
actions is meant fo ensure moderate wage and price inflation domestically, in
keeping with the development of labour productivity and world market prices ot
exporis, so as not to endanger employment at home. Problems arise, however,
as soon as wage cosis outpace the ability of firms to pay, given the government's
commitment to fixed exchange rates. If the authorities strive to contain labour
costs by insisting that devaluation is out of the question, should they execute the
threat if wages rise excessively nevertheless? That is an old problem. It is
especially difficult in the Nordic countries, where the organization of labour
unions along occupational as well as industry lines rather than firm by firm (as,
tor example, in Switzerland and Japan) permits wage increases negotiated by
one group of workers to threaten the jobs of other groups as well. Under such
circumstances the pressure on the government to accommodate the wage
increases tends lo be particularly strong and difficult fo resist. This has been an
important element of the wage/exchange rate spiral observedin Finland and alse
to some exientin Norway and Sweden during 1977-82, and especially in [celand
ever since the late 1960s at least.

The paper also tries to evaluate macroeconomic performancs in these countries
since the early 1970s in view of the exchange rate policies and other policies
that have been tollowed, with special emphasis on their devaluation record during
1976-82 and the credibility of current policies. It is argued that, by and large, the
devaluation stralegy appears to have met with some success in all three
coundries. In each country, each round of devaluation was tollowed by a
significant improvement of the current account position, for a time at least. This
general pattern is confirmed tor the short to medium term by econometric
simulation studies of the effects of devaluation in these countries. There was a
general strengthening of the current account in the short to medium term, without
a substantial increase in unemployment, in the wake of the devaluations in
Finiand, Norway and Sweden during 1976-82. This suggests that trade flows
responded {avourably fo relative price changes and that the intended effects ot
the devaluations on the current account were not eroded by accommodative
moneiary expansion or wage inflation, at least not immediately. This impression
is supported by sconometric evidence ot substantial relative price elasticities ot
exports and imports in all three countries, and also in Iceland, as well as by the
results ot numerical simulations of simple analytical models of the
macrosconomic effects ot devaluation,

But while the exchange rate policy strategy of the Nordic EFTA countries seems
1o have worked reasonably well so tar, its very success in the past may carry the



seeds of its own destruction. The problem has to do with reputation and
credibility. Repeated devaluation of the currency may signal to employers and
wage earners that excessive wage increases are unlikely to jeopardize
profitability, exporl revenues or employment because the government will
devalue again if pressed. Under these circumstances, a government
commitment fo a fixed exchange rate may not be credible. Demands tfor
devaluation may prove increasingly difficult to resist with the resulting inflatton
triggering new demands tor devaluation afler a while, and so on. This is the
driving force behind the Finnish devaluation cycls.

The paper concludes with a briet discussion of the implications of current
developments in the EC as 1992 approaches for the viability of existing exchange
rate policies in the Nordic EFTA countries and other options.






EXCHANGE RATE POLICY, INPLATION, AND UNEMPLOYMENT:

THE EXPERIENCE OF THE NORDIC EFTA COUNTRIES

I. Introduction

Since the breakdown of the Bretton Weoods system in 1971 and the
subsequent Smithsonian agreement in 1973, the povernments of the Nordic
member countries of EFTA {Pinland, Iceland, Norway, and Sweden) have
followed a policy of essentially fixed exchange rates for the declared
purpose of stabilizing forelgn trade on which they are so heavily
dependent and also, more recently, of restraining inflation. They have
decided against free floating mainly out of fear for the potentially
destabllizing effects of excessive volatility of exchange rates on
trade, investment, and employment as well as on inflation. Thus far,
they have also decided against participatifon In the ENMS or other
international exchange rate arrangements priearily in an endeavor to
preserve the ultimate independence of their monetary and fiscal policies
and their freedom of choice of macroecenomic obJectives. Tnstead, they
have chesen to peg the exchanpge rates of their currencies individually
to different trade-weighted or payments-weighted baskets of Fforeign
currencies. Indeed, they have reserved and periodically exercised the
right to devalue {or revalue} their currencies unilaterally, usually in
order to enhance or restore external competitiveness when domestic wage
increases have jeopardized their market shares abroad, while at the same
time maintaining a fzirly restrictive regime of foreign exchange control
of capital transactions which, however, has recently been relaxed to a
sustantial degree in Pinland, Norway, and Sweden. Partly as a result of
this common strategy, it is arpued in this paper, the NHordic EPTA

countries have experienced considerably iess unempioyment at the cost of



more inflation and, to a lesser extent, a weaker external position than
other industrial countries on average in recent vears.

This paper reviews the exchange rate policy experience of the Wordic
EFTA countries since the early 19705.%  The paper briefly describes the
main features of the netlonal acenomies of the Nordic EFFA countries
in an international perspective and their exchange rate arrangements in
particular (Section Il}, and then attempts to welgh the principal pros
and cons of these and alternative arrangements from the Nordic point of
view {Section I1}. The paper also tries to evaluate macroeconomic
performance in these countries since the early 1870s in view of the
exchange rate policlies and other policlies that have been followed, with
special eaphasis on their devaluation record during 1976-82 and the
credibility of current policies (Section IV}). The paper concludes with
a brief discusgion of the implications of current developments in the EC
as 1992 approaches for the viability of unchanged exchange rate poljcies

in the Nordic EPTA countries and other options {Section V).

I1i. ‘The Nordir EFTA economies in a putshell

In the world community of nations, the Nordic EFTA countries are but
a small entity. Thelr total populatfon is less than 18 mlilion. Even
with Denmark (as well as the Faroe Islands and Greenland) inciuded, the
Nordic countries are inhabited by fewer than 23 million people in total,
and thus are less popolouws than €alifernia or Romania.

a. Overview

The combined gross domestic product of Finland, Iceland, Norway, and

Sweden amounted to less than 3 per cent of the total for the industrial

2 The experience of the other two members of EPTA, Austria and

Switzerland, fs reviewed in the paper prepared for the seminar by Hana
Genberg, whereas Depmark is dealt with in the paper by Paul de Grauwe.



OECD countrles as a whole in 1987 {Table 1, column 1}. But their income
per head is high by internationni standards: their average GDP per
capita was 27 per cent above the OECD average in 1987 compared with 12
per cent In 1870, indicating a slightly higher than averape rate of
growth of GDP per capita in the Nerdic group since 1970 {columns 2 and
3}. The dependence of the Nordic EFTA countries on internationail trade
is alsoc greater than that of the industrial countries in general. The
sum of exports and imports of goods and services accounted for 64 per
ecent of GNP in the Nordic EFTA countries on average in 1987 compared
with 46 per cent in the OECD countries as a whole {(coliumn 4). Also, the
public sector is larger and the tax burden is heavier in the Nordic
countries, especially in Norway and Sweden, than elsewhere in the OECD
arep eon average: total government expenditures and eurrent tax racelipts
accounted for 53 per cent and 54 per cent, respectively, of GNP in the
Nordic EFTA countries on average in 1887 compared with 41 per cent and
37 per cent for the OECD as a whole {(colummns 5 and 6). Finally, the
Nordic countries have been more prone to inflatjen than other OECD
countries in recent times, with consumer prices rising by 8 to 9 per
cent a year on average In Finland, Norway, and Sweden during 1970-88
compared with 7 per cent on average in the OECD countries {(columa qv.w
On the other hand, open umempioyment has been considerably lower in the
Nordic greup than in the OBECD area in general, or 2.5 per cent of the
labor force on average during 1570-88 compared with & per cent for the
OECD ag a whole {column 8}, while current mccount deficits have been
consideraby higher relative to GNP in the Nordie countries than in the

OECD region as a wheole lcolumn 8). It needs to be stressed, however,

3 With annual average inflation of 35 per cent during this

period, Iceland is an outlier in the sample, and i3 excluded from these
averages.



thet open unemployment in Sweden fn partieular has been artificially low
beeause of the relatively large number of workers employed directly by
the government; recently, about 4 per cent of the Swedish labor force
wer2 occupied through various public employment schemes.

TABLE 1 HERE

In sum, these numbers appear to indicate that the Nordig group has
been able to combine lesa unemployment with more inflation and larger
current account deficits than other OECD member countries over a period
of almost two decades without much effect on Okun‘'s misery index and
Without inflation or external debt getting out of hand. It will be
suggested below that this outcome may to an important extent be the
intended result of judicious monetary, fisesl, exchange rate, and
incomes policies, even though some serious problems of insufficient
domestic policy coordination as well as structural maladjustrent in some
areas remain unresolved.

b, _Exchange rate practices

Following the breakdown of the Bretton Woods system in 1971, the
Nordic EFTA countries adopted similar exchange rate policy stratepies.
Norway and Sweden joined the European snake arrangement in 1972 and
1973, respectively, thus effectively tving their currencies within
narrow margins to these of the EEC where the German mark played a
dominant role. As time passed, however, the restrictiveness of German
monetary policy aimed at restraining inflation in Germany and perhaps
¢lsewhere as well came to be ragarded as incompatible with the
overriding objective of high employment in Norway and Sweden, prompting
them to leave the snake in 1978 and 1877, respectively, and to peg their
currencies instead to their own baskets of foreign currencies, s policy

that they have followed since. The Bank of Finiand made internal use of



a foreign currency basket already in 1872. However, the Pinnish mark
was officially tied to gold until 1977 as required by law, but in the
wake of a change in the currency law that year the mark was pegged to
the currency basket, and still is. Iceland, which unlike the other
three countries is currently classified by the IMP under managed
floating, determined the exchange rate of the Icelandic kroma with
reference to the US dollar from 1973 to 1978, and then adopted a foreign
currency basket with respect to which the krona has been devalued Bany
times since primarily in order to prevent the profitability of the
export industries from being unduly eroded by inflatien. Demmark, on
the other hand, left EFTA to Jjoin the EEC and hence also the snake in
1972, and subsequently entered the EMS at its inceptiom in 1979.

The Nordie FFTA countries have composed their foreign currency
baskets in roughly the same way, which ts not surprising in view of
their shared goal of stabilizing real exchange rates and thus external

trade and vqcmcnnwcn.u

Finland has used bilateral trade weights
reflecting all currencies accounting for more thaa i per cent of her
foreign trade. Since 1984, however, nonconvertible currencies, the
Soviet ruble in particular, have been excluded from the Pinnish basket.
Moreover, a fixed base year was replaced by a sliding reference period,
geometric averages were substituted for arithmetic ones, and the Bank of
Finland began publishing the composition of the basket daily.

Currently, the exchange rate of the Finnish mark must be kept within
margins of 6 per cent of the basket index.

Norway initially adopted a similar system of bilateral export trade

welghts except the US dollar was assigned a heavier weight {25 per cent}

4 See John Willlamson (1982}, "A survey of the literature on the

optimal peg", Journnl of Deveiopment Economics 11, August, pp. 389-61.




sterling and 15.4 for the US dollar during 1978-88, for example. ‘The
fluctuations of the real effective exchange rates of all four Nordic
EFTA currencies would have been considerably larger had they been pegged
te either, say, the US dollar or the German mark during this period,
other things being egual, Por comparison, the real effective MERM rate
of the Danish krona remained within 9 per cent of its average during
1980-88, with a standard deviation of 8.4. Hence, EMS membership
notwithstanding, the Danish krona has been about zs stable in real tepms
as the four Nordic EFTA currencies on average in the 1980s.

FIGURE I HERE

Et is interesting to note that the three Scandinavian currencles:
the Danfsh krona, the Norwegian kKrona, and the Swedish krona, now have
by and large the same value vis-a-vis other currenclies as was also the
case under the Scandinavian Currency Union before the first world war as
well as under the reinstated gold standard of the late 1920s., The
exchange rates among the three currencies have thus remained essentially
unchanged for more than a ¢entury despite guite different economic
conditions in many respects--Sweden being neutral and unoccupled during
the second worid war, Norway being an eil exporter, and Denmari being
tightly connected with the European continent through EC membership
since 1872. Following substantial devaluation of the Finnish mark and
the Icelandic krona in the late 1950s and mid-1960s, Finland has
followed & similar path as the Scandinavian countries with the mark
developing roughly in parallel with their currencies since the late
1980a8. Iceland, on the other hand, has failed to break the persistent
inflation spiral for various reasons, with consumer prices rising by 35
per cent a year on average during 1970-88 compared with an annual

average of 9 per cent in the other four Nordic countries. The nominail



effective MERM exchange rate of the Icelandic krona fell by S8 per cent
during 1970-88, wherens the corresponding nominal rates of the
Norwegian, Swedish, and Pinnish currencies fell by 12 per cent, 25 per
cent, and 20 per cent, respectively, during the same period (Pigure 2).
Over the last decade, however, the Finnish mark haa bees by far the
strongest of these currencles.

FIGHRE 2 HERE

1III. The pros and cons of the Nordic strategy

According to the conventional view that is largely derived from the
origingal Mundell-Fleming model and 1ts more recent mxnmsw»azw.m the
optimal choice between fixed and floating exchange rates for a small
open economy should depend to some extent at least--and in a complicated
way--on various structural characteristics of the economy in question,
ineluding the degree of financial capital mobility and real wage
flexibility as well as the nature or origin of the exogenous
disturbances to which the economy is primarily exposed and poxsibly also
the relative politicel or administrative feasibility of monetary and
fiscal pulicy actiens. This is not a simple matter, however, bagause
both the insulation properties of different exchange rate syatems and
the relative efficacy of monetary and fiscal polipies within different
systems have proved to be less robust with respect to underlying

assumptions than was thought initially, as demonstrated by Argy among

5 See Robert Mundell (1963), “"Capital mobility and stabilization

policy under fixed and flexible exchange rates™, Canadian Journal of
Economics 28, November, pp. 475-485; John Fleming (1962), "Domestic
financial policies under fired and under floating exchange rates™. IMF
Staff Pepers 9, November, pp. 368-379; and Richard Marston {1985},
"Stabilization policies in open economies™, in Ronald Jones and Peter
Kenen ieds.}, Bandbook of International Economies, Yol. 2, North-
Holland, pp. B59-916.
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& More importantly, perhaps, it is not necessarily very useful

others.
te think of the optimal choice of an exchange rate regime as being made
on the basis of, say, the prevailing extent of copital mobility and so
on rather than the other way around, because both the exchange rate
arrangenent and the exchange control regime are policy parameters that
can be determined simultaneously by the government in view of external
shocks and other truly exogenous phenomena over which the government has
no direct controi. Moreever, in the Nordic countries and elsewhere in
Europe where incomes policies have been rescrted te time and again over
the years in an attempt to stem the escalation of wages in centralized
bargaining among labor unions and emplover associations and where wapge
indexation has occasionally been written into law or abolished by law,
the degree of wage flexibility Is also to some extent a policy
parameter, further complicating the optimal choice of an exchange rate
regime. In view of all this complexity, the choice of an exchange rate
system generally has tended to be made on pragmatic grounds in practice
rather than on the basis of explicit optimality considerations.

a. How others choose

But even though there exists no generally valid principle based on
which one can judge once and for all how small open economies such as
the Nordic ones should determine the exchange rates of their currencies,
it can be usefu} to ascertain hew other nations have chosen between
fixed and flexible rates and among alternative ways of fixing or
floating over the vears. According to Heller, who used discriminant
annlysis to study the determinants of exchange rate practices, fixed

exchange rates have typically been favored by ta) saall countries (i.e.,

8 See Victor Argy {1986}, "Exchange rate policy for a small open
economy”. Seminar Paper No. 369, Institute for International Feonomic
Studies, University of Stockholm, Qectober.
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countries with low Incomes, nlbeit not necessarily low incomes per
capita); (b} countries that are heavily dependent on foreign trade; ic)
countries with relatively low inflation; {d) countries with limited
capital mobility; and te) countries with relatively few trading

umnnwmwm.q

Thus, with the exception of the low Inflation criterion, the
Nordic countries are typigal fixed exchange rate countries according to
this eclassification, whereas the US and Japan are typical floaters.
There 1s no evidence, however, of a link between the revealed preference
of policy makers for an exchange rate regime and the nature or origin of
the exogenous shocks that impinge on the economy in guestion as might
have been expected based on the somewhat different insulation properties
of fixed and floating exchange rates. For the record, one third of the
roughly 150 member countries of the IMF eperates a floating exchange
rate system, while two thirds have opted for fixed exchange rates, with
the flozting exchange rate group approximately evenly divided between
pure and managed floating and the fixed exchange rate group aiso almost
evenly divided between pegging to a single currency and to a currency
basket, inciuding the SDR.®

In this connection, it is interesting to note that severail
developing eountries have moved in recent years frem fixed to flexible
exchange rates in close consultation with the IMF in an attempt to
reduce balance of payments deficits, forelgn debt accumulation, and

black market trade, but then it needs to be kept in nind that inflation

T See Robert Heller (1878), "Determinants of exchange rate

practices". Journal of Mone Credit, and Banking 10, Aupust, pp. 30B-
a1,

8 See the Annual Report of the IMF, 1987.
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has not been a serious problem in most of these nomanqmma.m

Even though
financial markets are underdeveloped in most of them, the experience
thus far seems to indicate that flexible rates can suif these countries
fairly well, provided that the floating rate policy is accompanied by
apprepriate and credible fiscal and monetary restraint as well as by
wage moderation and adequate efficency in production. A floating
exchange rate regime cannot, of course, be viewed as a substitute for
responsible aggregate demand management or necessary structural
adjustment,

b. The Nordic strate

A pragmatic choice hetween fixed and floating exchange rates gannot
be made in 2 vaccuum or once and for all, but must almost by definition
depend on prevailing circumstances to some extent, in the Nordic EFTA
countries and elsewhere. When inflation is a serlous cencern——as it is
now, for example, in Iceland and aiso to some exteat in Finland, Norway,
and Sweden--a fixed exchange rate regime is generally a prereguisite for
iasting success in the battle against the inflatisn unless there is
scope for very substantlal monetary, fiseal, and wage restraint. This
has been a major consideration in the Nordic EFTA countries’ decision to
fix the exchange rates of thelr currencies. HNo nation has succeeded in
elirinating substantial inflation without s fixed exchange rate 10

But if, say, a radical structural change toward liberalization of
foreign trade is the pgovernment's main obiective of economic policy. as

was the case in Iceland after 1960, then a floating exchange rate or a

9 See "Floating exchange rates in developing countries™,
Occasional Paper No. 53, International Monetary Fund, Washington, DC,
Hay 1887.

0 See Rudiger Dornbusch and Stanley Fiacher {1988), "Stopping
hyperinflatiens past and present". Weltwirtschaftliches Arechiv 122, No.
1. pp. 1-47. In particular, see table 17, pp. 41-42.
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substantial devaluation, once or more often, can make o significant
contribution to the success of the strategy by reducing pressures on the
government to revert te import controls and multiple gurrency practices
in order to strengthen the balance of payments position at a later
stage, even though such a 1liberaiization strategy generally entails
increased inflation for a while at least If not accompanied by
sufficient domestic demand restraint. This problem is akin to that
currently confronting some of the economies of Eastern Burope where
sudden liberalization of domestic markets under conditions of suppressed
infintion and severe magroeconomic imbalance must inevitably bring the
inflation into the open. 1In either case, successfu]l liberanlization must
be accompanied by necessary macroeconomic and structural reforms in
order to keep inflation under control. In the Nordic EFTA countries in
particular, substantial fiscal reform Inciuding increased effleiency in
the public sector im order to remove an important underlying source of
inflation would be a prerequisite for the adoption of a more flexihle
exchange rate regime. Indeed, floating exchange rates {or repeated
adjustment of fixed rates) may be deemed necessary if inflation is
tonsidered to be beyond coentrol, as is the case presently in some Latin
Arerican countries (but not in the Nordic countriesi), or if the
authorities consider it desirabie or necessary for some reason to acrept
more inflation &t howme than ahroad, as may be sald with some
Justificatien to apply to some or all of the Nordic EFFTA tountries under
review. This line of argument, it should be added, 1s not necessarily
contradicted by the view that Fixed ruies, laws, or even constitutional
clauses are needed to prevent excessive and ultimately harmful

application of economic policy instruments and to restrain inflation in
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the long run, because the money supply can in principle serve as the
economy's nominal anchor under a floating exchange rate regime,

¢, Benefits and costs

In view of the various and well known advantages and disadvantages
of fixed and floating exchanpe rates, it is not surprising that
different nations have chosen one system or the other or something in
between or changed from one system to the other over the mmmqm.uu Fixed
exchange rates under the Bretton Woods systen probably contributed to
price stability and steady growth in the world ecenomy during 1945-71 as
intended. On the other hand, flexible exchange rates of the currencies
of the major industriasl countries since 1973 seen Iikely to have had
something to do with the increase in world inflation fellowing the oil
shocks of 1973-74 and 1979-81, even though such a reiationship has not
been conclusively established by statisticai wmmmmmnw.um This
supposition, of couwrse, was an important catalyst te the establishment
of the EMS in 1979. Thereafter, inflation in EMS countries declined
from a peak of I1 per cent on average in 1980 to an average of 2 per
cent in 1988, while unemployment rose from 5 per cent to 10 per cent of
the labor force in these countries, These developments have been

attributed in part to the existence of the EMS by nany observers,

1 See Jacgues Artus and John Young (1879), “Fixed and flexible
exchange rates: A renewal of the debate", IMF_Staff Papers 26,
December, pp. 654~598.

2 Sece Morris Goldstein (1980), "Have flexible exchange rates
handicapped macroeconomic policy?", Special Papers in Internatlcnal
Econgmics No. 14, International Finance Section, Princeton Bniversity,

June.
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although econeometric studies thus far have been inconclusive on this
Unpsn.uw

From the point of view of the Nordic EFTA countries, fixed exchange
rates have the desirable property that they not only contribute to
overall priee stability both directly by containing import prices and
indirectly by necessitating strict mopetary and fiscal discipline, but
also by being partially intended to absclve the governnent of direct
regponsibility for the magroeconomie consequences of wage negotiations
among labor unions and employer associations. Their realization of
their own responsibility for their actions ls meant to ensure moderate
wage and price inflation domestically in keeping with the development of
Iabor productivity and world market prices of exports so as not to
endanger employment at home. Problems arise, however, as soon as wage
costs outpace the ability of firms to pay given the government®s
comxitment to fixed exchange rates. If the anthorities strive to
contain labor costs by insisting that devaluation is out of the
questien, should they execute the threat if wapes rise excessively
nevertheless? That s an old problem and an especially difffeult one in
the Nordic countries where the organization of labor unioss along
occupational as well as industry lines rather than firm by fire (as, for
example, in Switzerland and Japan) permits wage increases negotiated by
ore group of workers to threaten the jobs of other groups as well.
Under such circumstances the pressure on the government to accommodate
the wage Increases tends to be particularly strong and difficult to

regsist. This has been an important element of the wage/exchange rate

13 See Paul de Grouwe (3989}, "The cost of disinflation and the

European Monetary System", Discussion Paper No. 326, Center for Economic
Policy Research, July, and also Prancesco Giavazzi, S. Micossi, and
Marcus Miller teds.}, The European Monetary Svsten Cambridge University
Press, 1588,
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spiral observed in Finland and also to some extent in Norway and Sweden
during 1977-82 and especially in Iceland ever sinee the late 1960s at
least,

The above considerations alse explain why floating exchange rates
would probably not suit the Nordic EFTA countries well presently. The
main concern here Is two-sided: (a) that the general volatility of
flexible exchange rates and the resulting uncertainty about the future
may harm the efficiency of production, investment, and international
trade and {b) that exchange rate flexibility in itself may be an
independent source of inflation. The first point reflects the widely
held view that wncertainty generally inhibits economic activity. This
seems likely to be the case, although the available econometric evidence
of a statistically significant link between exchange rate variabliity
ang trade is suwmm.ua ‘tThe second point rests in part on the notion that
price and wage rigidities ip the wmarkets for goeds, services, and iaber
caunse currency appreciation to lower prices less in general than
depreciation rafses prices, thus imparting an tnflationary bias to
indjvidual flexible exchange rate countries as well as to the world
econoey as & whole. Desplte strong evidence of wage and price
rigidities, however, there is not much empirical support for the
hypothesis of inherent inflatfonary bias.15 On the other hand, flexible
exchange rates clearly reguire less discipline in monetary and fiscal

affairs and in wage negotiations, and wsay thus induce the government to

b See “"Exchange rate volatility and world trade", Occasicnal

Paper No. 28, International Monetary Fund, Washington, DC, July 1884,
and Eric Perée apd Al}fred Steinheryr (1589), "Exchange rate uncertainty
and foreign trade”., European Economic Review 33, July, pp. 1241-1264.

15 See Morris Goldstein (1877), "Downward price inflexibility,
ratchet effects, and the inflatfonary impact of inmport price changes:
Seme e¢mpirical teats”, IMF_Staff Papers 24, Noveaber, pp. 58%-612, and
Andrew Crockett and Morris Goldstedin (1976}, “"Inflation under fixed and
flexible exchange rates", IMNF Staff Papers 23, November, pp. B05-544.




7

adopt & more expansionary or accommodative policy stance and the labor
market organizations to feel less restrained at the bargaining table
under fixed then under floating exchange rates, but then the
unsatisfactory monetary, fiscal, and wage policies are to blame for the
inflation rather than the flexibile exchange rate per se except perhaps
indirectly.

Iv.

Macroeconomic performance

A reasonable judgement of the success or fallure of macroeconomic
policies and policy regimes must ultimately rest on their actual
contributien to macroeconomic performance. This section selectively
reviews the experience of the Rordic EPTA eountries in the macroeconomic
arena since 1970 with special emphasis their inflation record, ecenomic
growth, and unemployment and their relationship to the conduct of
exchange rate polfcy and the current account.

a. Inflation

Until the late the 1970s, inflation in the Nordic EFTA countries was
not markedly different from that in the OECD area in general {Figures 3
and 4}, On the other hand, consumer prices have risen more rapidly in
each of the Nordic EFTA countries than in the OECP area on average every
year since 1980. The close relationship among general price level
movenents in Pinland, Norway, and Sweden during this period Is also
remarkable. The simple correlation between the rates of inflation in
Pinland and Norway during 1870-88 is 0.50; Finland and Sweden, 0.71: and
Norway and Sweden, 0.5%, Iceland, however, is an outlier on the
inflation front: the correlations between the inflation rates in Iceland
and in Finland, Norway, and Sweden are generally lower and less

significant (0.43, 0.37, and 0.58, respectively).
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FIGURES 3 AND 4 EERE

The inflation record of Finland, Norway. and Sweden in this period
is characterized by two separate bulges, firat during 1974-78 follewing
the first oil price increase, substantial wage increases everywhere, and
devaluation of all three currencies (as well as the Danish kreona}, and
then agailn during 1980-82 following the second o1} sheck and another
round of exchange rate adjustments. It is interesting to note the
resemblance between the experience of Norway, a significant oll exporter
gince the mid-1970s, and that of Sweden and Finlsnd which have imported
oil all along. The first oil price hike in world markets in 1973-74
contributed to increased inflation in Norway in such the same way as in
Finland and Sweden and many other oil imperting countries, that is,
through inflated oll import prices and production costs and induced wage
increases as well as accommodative agpregate demand management by the
government. On the other hand, the second oil shock in 1879-81 was
inflationary in Norway primarily through an upswiag in oil export
earnings. In 1972, just before the first oil price increase, petroleun
exports comprised only about 2 per cent of Horweplan merchandise
exports. Ten years later. shortly after the second oil price hike,
exports of petroleum and natural gas from Norway accounted for more than
one half of her total we