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The Faroese economic

boom is losing
momentum

9\

Labour market pressure
despite lower growth

Employment in the Faroe Islands is high,
unemployment is very low, and parts of the
economy are hit by labour shortages. However,
exports have slowed this year, and the econo-
mic boom seems to have peaked.

Framework conditions
are key to growth potential

Productivity has been improving for several
years, underpinned by fisheries and trade poli-
cies, among other factors. Framework conditi-
ons must ensure continued productivity gains.
An important element in this respect is labour
market flexibility.

Solution to long-term challenges
should not be pushed ahead

The possibility of funding the higher level of
service in recent years is challenged by an
increasing elderly population and a decrease
in working-aged people. Reforms that balance
expenditure and revenue in the future are im-
portant, and should already be prioritized now.
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Introduction and summary

The Faroese economy has been booming for sever-
al years. Larger catches and increasing prices have
led to high export revenue and boosted incomes to
Danish levels, see Chart 1.

The favourable economic growth has been under-
pinned by considerable productivity gains. Activity
has been concentrated on fewer farms and shipping
companies, both in aquaculture and in the pelagic
fisheries,® making these industries more profitable.?

Faroese corporations and households have taken
advantage of growth to consolidate. In contrast to
the years leading up to the financial crisis, they were
braced for the economic shock that has hit both the
Faroese and the global economy this year in form of
the coronavirus pandemic.

The coronavirus reached the Faroe Islands in March.

The public health crisis quickly rippled through to
the Faroese economy, where short-term measures
taken to contain the infection, similar to the Dan-
ish ones, weighed on economic activity. The Faroe
Islands implemented an effective containment
strategy, reducing the need for long-term, austere
measures to prevent the spread of infection, see
Chart 2.

Business structure has underpinned the boom

The coronavirus outbreak has taken a toll on the
tourism industries across the world, and the Faroe
Islands are no exception. But the tourism industries
make up only a small part of the Faroese economy
- the economy is concentrated on fish exporting
industries. Demand for fish, and food in general,

is less cyclical than for many other products. This
makes Faroese exports less exposed to global eco-
nomic fluctuations.

The global economic downturn and uncertainty
surrounding the outlook have put a damper on
fish prices. But the aquaculture sector and fisheries

1 Pelagic fish are species that live in the water column (non-demersal
species) such as mackerel and herring.

2 During the expansion, return on equity (ROE) for fisheries and aqua-
culture has risen, while the number of corporations has declined. See
Hagstova Fgroya accounts statistics.

Big prosperity gains in Chart 1
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Rapid containment Chart 2
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have used existing supply chains to convert a large
portion of their sales from restaurant customers to
retail trade customers. At the same time, corporate
investment appetite has remained intact as corpora-
tions were well consolidated before the coronavirus
outbreak. This has kept the Faroese economy afloat.

The economy has also been underpinned by labour
market compensation schemes this year. Some parts
of the economy are enjoying strong demand, and
the construction sector is recording wage growth of
about 4 per cent and labour shortages. In Septem-
ber, the wage cost compensation scheme had been
phased out, and levels of both employment and un-
employment were more or less back at pre-pandemic
levels, see Chart 3. So, the Faroese economy is still
booming - despite this year’s fluctuations.

According to international organisations, the global
economy has now entered a recession and a long
and uncertain recovery lies ahead.® This impacts the
outlook for a small open economy like the Faroese.
Although exports are less cyclical, fish prices are
squeezed by weakened purchasing power in export
markets and elevated uncertainty. This means that
the export industries will be looking at slightly lower
earnings in the coming years, and that the Faroese
boom has probably peaked.

Ageing population challenges public finances
Public finances have had room to absorb this year’s
higher expenditure, and this has helped to stabilise
the economy. By international standards, the Faro-
ese government debt is modest, and financing of the
wage compensation scheme through the unemploy-
ment fund has helped to limit the central govern-
ment’s corona-related expenditure. Healthy public
finances, with buffer-building when times are good,
are key to being able to pursue a stability-oriented
fiscal policy.

In the longer term, the ageing Faroese population
will weaken the sustainability of public finances.

To maintain the high level of service to citizens
established over a number of years, the Faroese
government must prioritise this issue in due course.
Expanding the tax base is a way to improve sustain-
ability.

3 International Monetary Fund, A Long and Difficult Ascent, World
Economic Outlook, October 2020 (link).

Unemployment remains very low Chart 3
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https://www.imf.org/-/media/Files/Publications/WEO/2020/October/English/text.ashx
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Faroese economy
relies on fish exports

Fisheries and aquaculture are the driving forces of the
Faroese economy, with fish exports accounting for
more than 95 per cent of goods exports. The tourism
industries have been booming in recent years, but
still account for only about 2 per cent of GDP.# This
means that the Faroese economy is one-pronged and
exposed to supply shocks such as weather conditions
and fish stock changes.® Still, the export industries
have some resilience - mainly because fish exports
are less sensitive to global cyclical fluctuations, which
is a general characteristic of food.®

Moreover, aquaculture, pelagic and demersal fish-
eries can, to some extent, be seen as separate
sectors. Therefore, activity growth is not necessarily
uniform across fish species. In addition, these sectors
have been expanding their sales channels over re-
cent decades, making them more diversified in terms
of both geography and product types. As a result,
the Faroese economy is believed to be more resilient
now than it was 10 or 15 years ago.

Fish exports have peaked for now

During the first nine months of the year, the value

of exports of goods decreased by 7 per cent com-
apred to last year, dragged down by salmon and
cod, see Chart 4. However, the decline in exports
should be seen in the context of strong growth in
2019. Buskaparrddid, the Economic Council for the
Faroe Islands, estimates that GDP in current prices
expanded by 11 per cent in 2019,” driven particularly
by fish exports.

This year’s decline in exports especially reflects the
steep increase in export market uncertainty caused

4 In 2017, tourism accounted for 2.1 per cent of gross value added
(GVA). See Hagstova Fgroya, Vitjandi ferdafélk, 2011 to 2018,
Buskapariskoyti, May 2019 (only in Faroese, link).

5 See Box 2 in Sune Malthe-Thagaard and Flora Nagy, Labour market
squeezed by very low unemployment, Danmarks Nationalbank Analysis
(The Faroese economy), No. 22, November 2019 (link).

6 For the cyclicality of food in Denmark, see Adrian Michael Bay
Schmith and Helle Eis Christensen, Large drop in Danish exports, but
the composition might ease the fall, Danmarks Nationalbank Econom-
ic Memo, No. 8, June 2020 (only in Danish, link).

7 From 2013 to 2018, GDP in current prices, on average, expanded by
just under 6 per cent per year.

Drop in export growth this year Chart 4
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by the coronavirus outbreak in Western economies.
Temporary factors led to stockpiling, subsequently
putting downward pressure on prices.

However, the export industries quickly managed to
convert sales from hard-hit industries to growing
industries, shifting large sales volumes from restau-
rants and catering to processed retail products. This
conversion prevented a large drop in volumes, but
sales have occurred at lower prices.

So, the decrease in export revenue primarily reflects
that fish has been selling at lower prices. However,
overall world trade has declined by close to 11 per


https://visitfaroeislands.com/content/uploads/2019/05/190510bskaparskoytifrferandi20112018frgreiingtilvisitfaroeislands.pdf
https://www.nationalbanken.dk/en/publications/Pages/2019/11/The-Faroese-economy-Labour-market-squeezed-by-very-low-unemployment.aspx
https://www.nationalbanken.dk/da/publikationer/Documents/2020/06/Economic Memo nr. 8.pdf
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cent in value, so the 7 per cent drop is more limited.
The global recession is likely to weaken the purchas-
ing power of export markets going forward, putting

a damper on prices. But Faroese corporations benefit
from having consolidated in recent years. Both return
on equity (ROE) and equity financing increased sharp-
ly during the expansion, see Chart 5, and, at the same
time, lending grew at a slower pace than the econ-
omy as a whole.? This means that corporations are
braced for slightly lower prices.

Framework conditions are key
to the growth potential

Framework conditions that facilitate export indus-

tries” ability to deliver productivity to match that of
global competitors are essential to the economy

- for instance by ensuring good and stable market
access and sustainable and concentrated fisheries.

Trade and fisheries agreements are a precondition
for enabling export industries to achieve high earn-
ings. At a time of ever-growing globalisation pres-
sures, the Faroese government’s trade agreement
work is becoming increasingly important. Following
the UK'’s exit from the EU, yet another coastal country
will take a seat at the multilateral negotiating table.
This adds to the uncertainty about future agree-
ments, although the Faroese government has ne-
gotiated and, for now, achieved an extension of the
current conditions with the UK. If new trade agree-
ments with large countries can be achieved, this will
help make the Faroese economy more resilient by
further diversifying export sales opportunities.

In January, the Lagting (parliament) adopted a new
fisheries reform, see Box 1. Fisheries policy should
sustain high productivity of fishing by furthering the
transferability of fishing quotas and fishing rights,
helping, for instance, to concentrate the fishing
fleet.? It is essential for the profitability of a resource
industry such as fisheries to support long-term, pro-
ductivity-improving investments, thereby ensuring
optimal use of the natural resource. Excess capacity
in fisheries erodes the profitability of the industry,
and should be prevented by regulation.

8 See Sune Malthe-Thagaard and Flora Nagy, Labour market squeezed
by very low unemployment, Danmarks Nationalbank Analysis (The
Faroese economy), No. 22, November 2019 (link).

9 See, for instance, Thor Bjgrndal and Gordon R. Munro, The Economics
and Management of World Fisheries, Oxford University Press, 2012.

Corporations consolidated Chart 5
during the expansion
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Source: Hagstova Fgroya and the Systemic Risk Council, Require-
ments for Faroese Banks, Analysis, March 2020.

New fisheries reform Box 1
in the Faroe Islands

On 21 December 2019, the Lggting adopted a new
fisheries act, implemented at the turn of the year. The
fisheries act includes the following:

¢ Abolition of auctions of quotas lasting up to eight
years and introduction of fishing licences lasting up to
12 years.

* Expansion of foreign ownership possibilities from 0 to
25 per cent of fisheries.

e Wish for full transferability in fisheries, i.e. free trade in
quotas and licences.

Through conversion of quota auction revenue to higher
tax on catches, the new fisheries act is expected to gen-
erate roughly the same tax revenue as obtained in the
previous two years.

Fisheries policy involves a number of allocation policy
considerations. From a socio-economic perspective, it
is important that fisheries are biologically sustainable,
offering flexibility and transferability of fishing quotas
and fishing rights.


https://www.nationalbanken.dk/en/publications/Pages/2019/11/The-Faroese-economy-Labour-market-squeezed-by-very-low-unemployment.aspx
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Tourism hit hard - prospects uncertain

While the manufacturing industries have largely
escaped the economic shock, the tourism industries
are hit hard by measures to contain the spread of
infection as these measures restrict international
travel.

The number of overnight stays in hotels and the
like has dropped sharply, causing associated em-
ployment to plunge, see Chart 6. Indications are
that, over the summer, employment increased at a
higher rate than overnight stays, which could point
towards a positive outlook for the future of this
sector.

The decline in the number of bednights coincides
with a capacity expansion by two new hotels, among
other things, increasing the loss exposure of the
tourism industries. The outlook for the tourism
industries is uncertain and highly dependent on the
course of the pandemic.

Tourism, although accounting only for a small part
of the Faroese economy, has important spillover ef-
fects. For instance, tourism increases the diversity of
the Faroese economy, making the islands less reliant
on fish exports, and in the longer term, the industry
may support income and employment in peripheral
areas.

Consumption supported
by labour market developments

This year, domestic demand has helped to keep the
economy afloat. Household consumption has been
higher than normal, which should be seen in the
context of travel restrictions and staycations, among
other factors. Sales of both food and housing-relat-
ed products were just under 13 per cent higher in
the 2nd quarter than in the prior-year period, see
Chart 7.

Higher domestic consumption is partly a conse-
quence of the Faroe Islands’ effective coronavirus
containment strategy. Since 1 July alone, more than
165,000 tests have been performed, equivalent to
three times the population size. Extensive testing
capacity, used especially at Faroese borders, has
enabled rapid detection of carriers of coronavirus
infection. As a result, no restrictions, other than

Sharp tourism drop squeezes Chart 6
the hotel and restaurant industry
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Strong retail sales in Chart 7
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general hygiene recommendations, are currently
imposed on the corporate sector.

Consumption has been supported by labour market
compensation schemes related to the coronavirus
pandemic, see Box 2. Wage subsidies for reduced
working hours have helped to cushion income loss-
es, keeping households afloat. And their consump-
tion appetite has remained intact.

High consumption is boosting imports, given that
just over 20 per cent of household consumption

is imported from abroad. However, car imports
dropped sharply in the spring and have not re-
covered the loss. The reason is that Faroese car
imports are linked to the tourism industries, where
the cars are used for rental services.

Rapid labour market transition

The wage subsidy scheme for reduced working
hours was used extensively. At its peak, more than
4,000 people were included in the scheme, equiv-
alent to about 15 per cent of the labour force. The
scheme helped to reduce job losses in service in-
dustries experiencing short-term drops in revenue.

Despite labour market compensation schemes,
employment still decreased by 1,650 persons

in April. The hotel and restaurant industry and
transport businesses bore the brunt of the decline
in employment in relative terms. However, in July,
employment had already recovered to 2019 levels,
but with a different composition. While the hotel
and restaurant industry still has lower employment
than in March, retail trade employment is up, see
Chart 8. This pattern illustrates the flexibility of the
Faroese labour market, where labour in industries
set for a protracted decline has now shifted to
growing industries.

Faroese labour market has a built-in buffer

The short-term drop in employment in the spring
did not translate into higher unemployment rates,
but rather into lower employment rates. The
reason is that a relatively high proportion of job
losses was among young, elderly or non-ethnic
Faroese, who are generally more likely to leave the
labour force.

A general characteristic of the Faroese labour
market is the cyclical sensitivity of its labour force.
Faroese people with skills in construction and ship-
ping are in demand abroad, which has contributed

Relief packages for financially Box 2
distressed households and corporations

In the spring, the Faroese government adopted a number
of relief packages targeted at households and corpo-
rations to address the coronavirus-induced economic
uncertainty.

Relief package 1

comprised corporate reimbursement for sick leave and a
three-month deferral of VAT payments. Moreover, subsidi-
es for reduced working hours were introduced, totalling
up to kr. 20,000 per month, in the form of unemployment
benefits and subsidies for self-employed people.

Relief package 2

comprised subsidies to financially distressed corpora-
tions suffering coronavirus-related reductions in revenue.
The wage subsidy scheme for reduced working hours
(relief package 1) was extended to include working
pensioners.

Relief package 3

comprised targeted support to the tourism industry (ho-
tels, travel agencies, transport, restaurants, experiences,
etc.) and culture in the form of partial reimbursement of
overheads. Moreover, Framtaksgrunnur Fgroya, the Faro-
ese Business Development Fund, offers kr. 30 million as
venture capital for the tourism industry in 2020 and 2021.

Rapid employment transition Chart 8
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to the flexibility of the labour force.® Employment
changes in the Faroe Islands also reflect, to a greater
degree than in many other countries, that young and

Wage growth remains strong

Chart 9

Per cent, year-on-year
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the economy reverses. This especially applies to
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continues to grow in export industries. It is impor-
tant to support the necessary and continued labour
market conversion, for instance by offering continu-
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Source:

Labour market pressures despite lower growth

The low level of unemployment, which has largely
remained unaffected in the last six months, leaves
the impression of a labour market under pressure.
Labour shortages may occur, increasing the risk of
overheating the economy. Wages were not signifi-
cantly impacted by the economic slowdown in the
spring, except for wages in highly exposed industries
such as hotels and restaurants, see Chart 9.

Construction, in particular, which has seen high wage
growth and labour shortages in recent years, is dis-
playing signs of labour market tightness. Unemploy-
ment is low, wages are high and, in a longer-term
perspective, labour shortages are high.

Foreign labour plays a key role in the Faroese labour
market and, by extension, in the Faroese economy.
This means that the ability of Faroese corporations
to attract foreign labour, also from non-EU member
states, is important to the economy, especially when
parts of the economy are at risk of overheating, as is
still the case in construction.

10 Under current legislation, tax benefits are available to people work-
ing abroad, which has a distorting impact. Reducing these tax bene-
fits would increase both the structural labour supply and tax revenue
in the Faroe Islands.

14 15 16 17 18 19 20

Wage growth is calculated as an implied wage index
based on wage disbursements and the number of wage
earners. The fisheries industry has not been included

as wages in fisheries are closely linked to earnings on
vessels. Hence, remuneration in fisheries includes a kind
of profit-sharing, which does not provide a true view of
general wage pressures in the Faroe Islands as a result
of, for example, labour shortages. 2020 figures are based
on developments from January to October.

Hagstova Fgroya and own calculations.
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Household and corporates
have built up buffers

The economic expansion since 2013 has boosted
household incomes, giving the Faroese more leeway
in their budgets. The proportion stating that they
are able to save up has increased by 20 percentage
points during the expansion to 75 per cent.’ This

is also reflected in banks, where households have
increased their deposits more than their borrowings
during the expansion, see Chart 10.

Most Faroese household assets are tied up in hous-
ing, making the housing market the key risk factor
for households. Faroese households account for just
over half of Faroese banks’ total lending, primarily for
home financing.

Household borrowing has grown by more than 20
per cent since early 2014, and is still driven by loans
for housing purposes. In addition, borrowing through
Danish mortgage credit institutions, accounting for
approximately 30 per cent of total Faroese home
financing, has risen by more than 17 per cent over the
same period. Still, relative to income gains and house
price growth, credit growth has been limited.

Housing market continues upward trend

Faroese house prices have increased sharply in re-
cent years, underpinned by low interest rates, higher
incomes and migration due to the expansion. Prices
have continued to grow this year, albeit at a slightly
slower pace, see Chart 11.%?

Price increases, especially for houses in the Térshavn
area, are more subdued. One reason could be that
high prices have prompted some households to
move to Faroese settlements. Moreover, construc-
tion in Térshavn in recent years probably means that
supply has, to some extent, caught up with demand,
which will also dampen price growth.

Also, the opening of the Eysturoyartunnilin tunnel in
2021 is expected to significantly shorten the travel
time between Térshavn and the southern part of

11 See Hagstova Fgroya’s business tendency survey for households.

12 Estimates subject to great uncertainty.

Increase in deposits Chart 10
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House prices continue to rise Chart 11
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Large fluctuations in banks’ Chart 12
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Eysturoy,®® making it more attractive to move to larger
settlements northwest of Térshavn, which supports
price growth in that area.

Limited impact of
the coronavirus pandemic on Faroese banks

In the 1st quarter of 2020, return on equity (ROE) of
the four Faroese banks dropped sharply, see Chart 12.
Much uncertainty surrounded the impact of the pan-
demic, causing financial markets to tumble. Therefore,
banks were affected by negative developments in
value adjustments and also posted higher impairment
charges based on management estimates.

The hotel and restaurant industry was hit particularly
hard. As a result, the industry accounted for a large
portion of banks’ total impairment charges in the

1st quarter, totalling kr. 32 million, or 0.1 per cent, of
Faroe banks’ total lending.**

In the 2nd quarter, coronavirus-related losses mate-
rialised for banks to a small extent only, one reason
being that bank customers had strong buffers after a
number of years of economic expansion. This means
that additional provisions have only been required to

13 Landsbanki Fgroya, Figgjarligt Stedufesti 2018 (only in Faroese, link),
2018.

14 Includes both lending and guarantees as well as impairment charges
on bank exposures outside the Faroe Islands.

Banks’ excess capital adequacy Chart 13
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banks’ individual excess capital adequacy.

Source: Data cooperation with the Danish Financial Supervisory
Authority and own calculations.

a limited extent. In addition, financial markets have
recovered from the significant price declines in March
and April. So, although banks forecast lower profits
than last year, the annual outlook is better than as-
sessed by the banks going into the 2nd quarter.

Banks’ buffers increased up to the slowdown
Historically, the Faroese economy has seen signifi-
cant fluctuations, resulting in higher levels of impair-
ment charges and losses in Faroese banks than in
Danish banks, especially for corporate customers.*®
Solid excess capital adequacy for banks, i.e. a suffi-
cient gap between the institutions’ capital require-
ments and their capital ratios, can help to prevent
losses in the banking sector from amplifying possible
fluctuations in the real economy.

From end-2016 until mid-2019, Faroese banks’ excess
capital adequacy decreased by 2.7 percentage
points on average, see Chart 13. At the same time,
lending rose, and capital requirements for banks

15 The Systemic Risk Council, Requirements for Faroese Banks, Analysis,
March 2020 (link).

10


https://www.landsbankin.fo/Files/Files/Fr%C3%A1grei%C3%B0ingar/SETH%C3%9ASAMARKNA%C3%90URIN.pdf
https://systemicriskcouncil.dk/media/7068/analysis-of-requirements-for-faroese-banks.pdf
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Recent developments in financial Box 3

regulation in the Faroe Islands

* Change in criteria for SIFI designation in the Faroe Is-
lands expected to take effect in the beginning of 2021.
A minimum requirement for when a credit institution
can be designated as systemically important is expe-
cted to be introduced. As a result, the third-largest
bank, Nordoya Sparikassi, will no longer be designated
as a SIFl, effective from the next SIFI designation in the
Faroe Islands in June 2021. The proposal to change the
criteria is currently being considered by the Lagting.

* The general systemic risk buffer
in the Faroe Islands was temporarily reduced
from 3 per cent to 2 per cent on 19 March 2020.
The Systemic Risk Council has announced that it will
not recommend an increase of the buffer rate to 3
per cent until June 2021, at the earliest. Moreover, the
Council has decided to provide 12 months’ notification
from the time it is recommended that the buffer rate
be changed until the change should take effect.

* The Danish Financial Supervisory Authority extended
the phasing-in of the minimum requirement for own
funds and eligible liabilities (MREL).

The MREL for Faroese institutions were extended by
six months due to the negative impact of the corona-
virus pandemic on their earnings. Before the exten-
sion, the requirements should formally be met on 1
January 2025. Now the date is 1 July 2025.

increased.!® This trend reversed in the 2nd half of
2019, when banks’ excess capital adequacy began to
increase again, which should be seen in the con-text
of banks preparing for stricter capital requirements.
However, in the spring, the general systemic risk buff-
er was temporarily relaxed from 3 per cent to 2 per
cent, see Box 3, and at the same time, credit growth
slowed. Overall, this contributed further to increasing
banks’ excess capital adequacy. As a result, Faroese
banks had, on average,solid buffers when the corona-
virus pandemic struck.

Nevertheless, high impairment charges could poten-
tially reduce banks’ excess capital adequacy, see Chart
14. If, for instance, impairment charges coincide with a
sharp decline in bank earnings, some institutions could
even lose their excess capital adequacy altogether.

16 The systemic risk buffer was increased, and the capital conservation
buffer was phased in.

Higher impairment charges reduce Chart 14

banks’ excess capital adequacy
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Note:  The chart shows the impact of various impairment

charge scenarios on banks’ excess capital adequacy (as
measured by their Common Equity Tier 1). The scenarios
are calculated based on each institution’s impairment
charge ratios for the years 2000 to 2019. For instance,
the ‘Max’ scenario shows the impact on banks’ total
average excess capital adequacy today if each institution
were to be affected simultaneously by their highest
impairment charge ratio over the period 2000 to 2019.

Source: Data cooperation with the Danish Financial Supervisory
Authority and own calculations.

Both short-term and long-term
challenges for public finances

Government debt is currently low, meaning that the
central government was able to keep the economy
afloat during the economic downturn in the spring.
Less revenue from registration fees and the plunge

in oil prices in the spring were only partly offset by
higher VAT revenue resulting from the Faroese con-
sumption appetite and staycations. As a result, central
government revenue is lower than expected this year.

At the same time, expenditure has increased, al-
though less so than in many other countries around
the world. Viewed in isolation, the coronavirus
pandemic has increased expenditure by just under 1
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per cent of GDP. One reason is that the wage sub-
sidy scheme for reduced working hours was equity
financed by Arbeidsloysisskipanin, the Faroese unem-
ployment fund, until and including June, equivalent
to 0.5 per cent of GDP.

Figgjarmalarddid, the Faroese Ministry of Finance, ex-
pects the central government deficit to amount to kr.
500 million this year.’ This year’s large deficit is due,
among other things, to extraordinary capital subsidies
for Atlantic Airways and Vagar Airport, totalling kr. 115
million. The deficit follows in the wake of a few years
of modest government budget surpluses, see Chart
15.

To ensure the central government’s liquidity, Lands-
banki Fgroya, the Faroe Islands Governmental Bank,
raised debt totalling kr. 1.6 billion in June. As a result,
government debt has increased from 41 per cent

of GDP at the beginning of the year to 48 per cent

of GDP.*® By international standards, the debt level
remains modest, and the interest rate on the new debt
is low.

Important that fiscal policy
stabilises cyclical fluctuations

Historically, the Faroese economy has seen significant
fluctuations, placing demands on fiscal policy to save
when times are good in order to keep the economy
and incomes afloat when times are bad.

However, during the expansion, fiscal policy was large-
ly procyclical,* and the economy is still booming. So,
the Faroese government should not increase expendi-
ture further at this point, but should instead focus on
consolidating when the temporary expenditure stops.

Solution to long-term challenges

should not be delayed

Faroese demographics will be changing over the
coming vyears. Firstly, more elderly people will need

17 The central government deficit does not include expenditure related
to public companies responsible for expansion and operations of
parts of the infrastructure.

18 Part of the liquidity of the kr. 1.6 billion debt has not yet been used,
and Landsbanki Fgroya expects to repay part of the debt raised in
June 2021.

19 See Sune Malthe-Thagaard and Flora Nagy, Labour market squeezed
by very low unemployment, Danmarks Nationalbank Analysis (The
Faroese economy), No. 22, November 2019 (/ink).

Government budget deficit this year Chart 15

Per cent of GDP
15

Social security funds
Local government
Faroese government
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Public sector CIL balance

Note:  The chart shows the current, investment and lending
(CIL) balance. ‘Faroese government’includes both the
central government’s current, investment and lending
(CIL) balance according to the finance act and expendi-
ture related to public companies responsible for expan-
sion and operations of parts of the infrastructure. For
2020, the deficit amounts to kr. 1,100 million, of which kr.
600 million is accounted for by public companies.

Source: Landsbanki Fgroya and own calculations.

to be supported by the working population, see
Chart 16. This represents a challenge for virtually all
Western economies.

During the economic downturns of the 1990s and
early 2010s, the Faroe Islands experienced massive
emigration, which was only partly offset by immigra-
tion during subsequent booms. If net emigration
continues in the long term, the sustainability of pub-
lic finances will deteriorate because the proportion
of working-aged people declines, leading to less tax
revenue.

However, the current expansion has seen high immi-
gration. The standard of living in the Faroe Islands
has improved since the 1990s, so when the econo-
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my reverses, the Faroe Islands may not experience
large-scale emigration. This illustrates considerable
uncertainty as to the prerequisites for long-term
sustainability of public finances.

However, uncertainty as to calculations of the sus-
tainability of public finances does not mean that the
challenge should not be addressed. Timely reforms
of, for instance, the tax system may ensure long-term
sustainability and help make the Faroese economy
more resilient.

An expansion of the tax base may address some of
the sustainability challenges. For instance, property
tax on non-primary residences would increase rev-
enue. Property taxes based on house price growth
also act as automatic stabilisers for both the real
economy and the financial sector and are generally
less distorting than many other taxes.

Moreover, a considerable amount of revenue in the
Faroe Islands is generated by corporations exploit-
ing the natural sea and fish resources around the
Faroe Islands. The fisheries profits remaining when
catch costs?® and a normal return on investment and
equity have been settled is referred to as economic
rent. Although economic rent calculations are sub-
ject to considerable uncertainty, the Faroese govern-
ment should continuously assess the tax potential to
ensure that returns from Faroese natural resources
accrue to the population at large.?* At present, fish
resources are probably not taxed sufficiently.?

Moreover, the Faroese government can improve the
general government structural balance by reducing
expenditure unrelated to services offered to citizens.
For instance, phasing out the central government’s
35 per cent subsidy to household interest costs will
help to achieve this purpose.?

20 Catch costs include wages to the crew.

21 See, for instance, Gregor Schwerhoff, Ottmar Edenhofer and Marc
Fleurbaey, Taxation of Economic Rents, Journal of Economic Surveys,
2019 (link).

22 See, for instance, Buskaparradid, Buskaparfragreiding varid, 2020
(only in Faroese but with English summary, link).

23 See Box 3 in Sune Malthe-Thagaard and Flora Nagy, Labour market
squeezed by very low unemployment, Danmarks Nationalbank Analy-
sis (The Faroese economy), No. 22, November 2019 (link).

More elderly people and fewer Chart 16
working-aged people in the future
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