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Introduction

Stability cannot be ensured without a struggle

Much water has flowed under the bridge since the Central Bank's last
analysis of economic and monetary developments and prospects was
published at the beginning of December 2004. On top of the 1
percentage-point hike announced at that time in Monetary Bulletin
2004/4, the Central Bank of Iceland raised its policy interest rate by a
further 0.5 percentage points this February. The arguments support-
ing the latter increase were described in a report to the Government
of Iceland when inflation breached the upper tolerance limit of the
target that month.” There are grounds for underlining that inflation
above the tolerance limit, which was fairly predictable, did not in its
own right warrant the policy rate rise. Rather, the report gave the
Central Bank an opportunity to explain its decision, which was made
on the basis of an assessment of inflation prospects two years ahead.

Recent policy rate hikes must be seen in the context of surging
demand and the deteriorating inflation outlook. Prospects took a
significant turn for the worse after the banks began offering
mortgage loans on easier terms than before. Fierce competition
between the banks and the Housing Financing Fund (HFF) has driven
a surge in lending to which no end is in sight. In addition, investment
in the aluminium and power sectors has been rescheduled and is now
forecast to peak this year instead of 2006.

The Central Bank's policy rate rises, totalling 1% percentage
points since November, have played a part in the more than 10%
appreciation of the kréna since the end of that month. However, high
interest rates are not the only explanation for the strong value of the
kréna, since historically speaking the policy rate is by no means high
in real terms. Export prices have also risen and investments in the
aluminium and power sectors are rapidly gaining momentum. As the
Central Bank has repeatedly warned, the wave of industrial
investments and various other shocks to the economy will inevitably
cause a substantial appreciation of the real exchange rate, which has
proved a heavy burden for certain sectors of the economy. Since
interest rates in global bond and capital markets are close to a
historical low, the policy rate in Iceland does not have to be
particularly high to create a wide enough interest-rate differential
with abroad to attract investors in search of lucrative if somewhat
risky short-term investments.

The exchange rate is an important part of the transmission
mechanism of monetary policy in an open economy. In the present
economic climate, it is an extremely effective channel. Were it not
available, monetary policy would be muted by the current global
climate in financial markets. For this reason it is important not to

1. The report was submitted to the Government on February 18, 2005 and published on the
Central Bank of Iceland website the same day.
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obstruct the functionality of the exchange rate channel. Nonetheless,
a sharp appreciation of the kréna hits the traded goods sector hard
and monetary policy offers few remedies. Monetary policy decisions
are a general measure aimed at influencing the whole economy, even
though this is not always the case in practice because the channels of
transmission carry varying weight depending upon the circumstances.
A central bank aiming to attain the inflation target that the govern-
ment has set for it cannot adopt an easier monetary stance than it
deems necessary simply out of deference to certain sectors, business-
es or households that could suffer from high interest rates or a strong
domestic currency. The crowding-out effect of the major shocks that
the Icelandic economy is currently experiencing cannot be dissipated
by easing the monetary stance. At best this effect would be postpon-
ed, probably amplifying the problem later on. The benefits that long-
term price stability entails for businesses and households would in
that case be sacrificed in favour of narrower interests. At the moment,
the economy appears to be fairly resilient to tackle the problems
created by the robust kréna, even though setbacks will inevitably be
felt in some areas.

Monetary policy decision-making should obviously take into
account the tighter stance implied by the appreciation of the kréna
following recent policy rate hikes. In its inflation forecasts, the Central
Bank makes the technical assumption of an unchanged policy interest
rate and exchange rate over the forecast horizon. The tightening deli-
vered by the appreciation of the kréna has therefore been incor-
porated into the inflation forecast presented in this edition of
Monetary Bulletin. The forecast suggests that the Central Bank's
tighter stance in recent months will have a substantial effect, but still
not go far enough. Assuming an unchanged exchange rate, the rate
of inflation will slow considerably this year and move down to target
for a while, then head back up when the exchange rate effect begins
to wane and the positive output gap reaches its peak.

Forecasting is an important tool for the Central Bank in its
monetary policy decisions, but not an oracle. The probability that the
forecast will broadly hold largely depends on the probability that the
assumption of an unchanged exchange rate will hold as well. In
practice, this is virtually never the case. The current strength of the
krona creates a high probability that it will weaken before the end of
the forecast horizon in Q1/2007. Nonetheless, it is conceivable that
the kréna will appreciate even further before it begins to slip. This
appears as an upside risk to the forecast, indicating a high probability
that inflation will exceed the forecast, especially further along the
horizon.

Last year's current account deficit turned out to be much wider
than expected, at the equivalent of 8% of GDP. According to recent
indications, it will widen further over the next few months. The
outlook is for an even larger deficit this year, equivalent to more than
12% of GDP, assuming that the exchange rate remains unchanged.
This is far in excess of earlier Central Bank forecasts and, if it
materialises, will be the largest deficit that Iceland has ever ex-
perienced. Much of the increase this year can be attributed to larger-



than-expected investments in the aluminium and power sectors. To
some extent this rescheduling is due to construction work that was
postponed last year, but it is mainly because project phases originally
planned for 2006 have been brought forward. Investment will
therefore peak this year, and not in 2006. Although much of the
additional deficit therefore represents more investment, such a large
deficit is obviously unsustainable. Even though the deficit will narrow
substantially again as early as 2006, aluminium exports will not
increase by enough in the coming years to bring it to a sustainable
level on their own. In order to restore external balance a sizeable
adjustment is required. It seems likely that domestic demand growth
and the value of the kréna both need to be significantly curtailed. The
situation is made even more sensitive by substantial outward
investment flows, which makes the current strength of the kréna
dependent on credit inflows far in excess of what is needed to finance
the deficit. External trade imbalances on the scale that lies ahead
could undermine long-term exchange rate stability and price stability
and ultimately cause a significant contraction. Faced with such a
scenario, the only response that monetary policy can resort to is a
tighter stance, even though the initial effect may be to drive the
deficit even wider.

One of the clearest indications of growing overheating of the
economy is soaring housing prices, which are now some way above
the previous historical high in real terms. High asset prices are fuelling
domestic demand at present and could amplify a recession later,
when this is least desirable. While asset price stability is not one of the
Central Bank's objectives, it must respond to changes insofar as they
impact inflation. It could complicate monetary policy measures next
year if the stance needs to be tightened more sharply than is foreseen
at present. The ensuing risk of a price slump could weaken the
financial system. Financial stability considerations therefore firmly
argue in favour of a timely tightening of the monetary stance.

The Central Bank's policy interest rate is currently 8.75%,
almost 3% percentage points higher than at the beginning of May
2004. This is a fairly high rate of interest in international terms, but
not in the Icelandic historical context. In real terms the policy rate was
much higher when the Central Bank tackled the aftermath of the last
episode of overheating a few years ago. The main difference is that
at present the kréna is floating, which gives the Central Bank leeway
for responding earlier than otherwise to signals of overheating.
Businesses will feel the effects of the tighter stance at an early stage
in the economic cycle, especially in the traded goods sector.

A tighter stance delivers results, even though its effect on
certain sectors is undesirably harsh. In the Central Bank's view, further
tightening is required to address the robust growth currently forecast
and indications of persistent and mounting macroeconomic
imbalances. The outlook is that inflation will be above target over the
second half of the forecast horizon, even if the krona remains strong,
which appears to be an unrealistic assumption. Recent policy rate
hikes and the buoyant kréna have produced a tightening which still
remains to be transmitted in full. In light of these developments, the
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Board of Governors of the Central Bank considers it appropriate to
raise the policy rate by 0.25 percentage points on this occasion, to
9%. Further tightening may be necessary in the coming months. The
traded goods sector will inevitably remain entrenched. Fiscal
tightening would be desirable in order to soften the side-effects of
tighter monetary measures. This applies to both central and local
government. Commercial banks and savings banks are also urged to
be prudent in their lending and pay close attention to ensuring safe
and well funded loan portfolios, including their mortgage collateral. It
may also be necessary to examine whether competition between the
HFF and the banks in the mortgage loan market, which has contri-
buted to excessive credit growth at an inopportune time, is being
conducted on normal principles, and whether they could not share
out their tasks in such a way that will both consolidate the found-
ations of the domestic financial system and ensure that facilities are
available for those who do not enjoy the general degree of access to
mortgage borrowing.



Economic and monetary developments and prospects’

Improved inflation outlook if the kréna stays strong

The inflation forecast included in this edition of Monetary Bulletin reflects the substantial policy rate increases
and appreciation of the krdna that have taken place since the last macroeconomic and inflation forecast was
published in December 2004. Assuming an unchanged policy interest rate and exchange rate over the forecast
horizon, the outlook is for a reduction in the rate of inflation until next year. This will take place in spite of
further rescheduling of investments in the aluminium and power sectors to this year and a demand impulse
from rising asset prices. In 2006 the exchange rate effect will begin to wane and the impact of the positive
output gap will dominate. Inflation is therefore likely to pick up next year and exceed the target. However, a
qualification must be made that the present high real exchange rate of the kréna appears to be unsustainable
in the long run. Moreover, the current account deficit has already become larger than previously forecast and
it will continue to grow this year. As a result, a depreciation of the krdna is more likely than before, which
would produce a higher rate of inflation than forecast in the course of 2006, i.e. assuming that the Central
Bank does not tighten the monetary policy stance further.

| Overview of macroeconomic and inflation
forecast

Assumptions of the current forecast

As usual, the inflation forecast is based on the technical assumption
of an unchanged policy interest rate (currently 8.75%) over the
forecast horizon and an unchanged effective exchange rate index
from the day of the forecast, March 8, when it was close to 109. As
in the last edition of Monetary Bulletin, which was published in
December 2004, the Central Bank also publishes an alternative
inflation forecast assuming that the policy rate and exchange rate
move in line with expected future rates derived from current yields.
The current forecast horizon is until Q1/2007.

Aluminium-related investment is concentrated even more in
2005 but tighter monetary policy is beginning to impact
domestic demand

Investment in the aluminium and power sectors last year now appears
to have been less than hitherto assumed. Construction plans have
also been revised so that an even larger share of investments has been
rescheduled to this year instead of 2006-7. Thus the outlook is still for
robust GDP growth this year, at almost 6%2%. This is a marginally
faster rate of growth than was expected in the last Central Bank
forecast, despite a downward revision of the forecast for private con-
sumption and business investment growth, excluding power-
intensive projects, which in part is probably the result of a tighter
monetary stance than was assumed in December. Export growth has
also been revised downwards, reflecting a sizeable increase in the real
exchange rate.

1. This article uses data available on March 18, 2005.
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Table 1 Central Bank macroeconomic forecast

Central Bank policy interest rate (%)

Foreign exchange index3

GDP and its main components

Private consumption
Public consumption
Gross fixed capital formation
Industries
Excl. power-intensive projects, ships and aircraft
Residential housing
Public investment
National expenditure
Exports of goods and services
Imports of goods and services

Gross domestic product

Current account balance
Output gap*

Policy rate and exchange rate assumptions’

Change from previous fore-
Current forecast Current forecast cast (percentage points)?

2004 2005 2006 2004 2005 2006 2004 2005 2006
6.14 8.68 8.75 6.10 7.25 7.25 0.04 1.43 1.50
121.0 109.4 109.0 1215 120.0 120.0 -0.4 -8.8 -9.2

Current macroeconomic forecast Change since

Billion krénur Volume change on previous forecast
at current prices previous year (%) (percentage points)?

2004 2005 2006 2004 2005 2006 2004 2005 2006

496 555 608 7.5 8.0 6.6 0.5 -15 -0.2
228 246 265 3.6 25 25 23 -0.6 0.0
189 270 264 12.8 335 -7.9 -4.5 129  -10.7
107 168 152 12.9 52.3 -13.0 -16.4 23.0 -153

71 75 76 6.7 2.7 -2.8 -2.6 -1.6 -4.8

46 69 81 3.0 19.5 9.6 -10.0 11.2 3.8

36 33 31 27.3 -11.0 -8.1 45.7 -7.0 -8.1
910 1,071 1,137 7.7 125 2.2 -0.4 1.6 -2.8
316 329 360 8.3 4.9 9.4 1.8 -0.8 0.5
367 428 432 14.3 19.6 0.0 0.2 2.4 -8.3
859 973 1,065 5.2 6.4 6.1 -0.2 0.3 1.2

Change since
previous forecast

% of GDP (percentage points)?
-8.1 -12.2 9.3 -1.6 -1.8 2.1
1.1 3.1 4.1 -0.6 -06 -0.9

Change since
previous forecast

Main labour market aggregates % (percentage points)?
Private sector wages, % change betweeen annual averages 4.5 6.0 6.0 - - -
Labour productivity, % change between annual averages 3.1 25 2.4 -0.3 04 08
Unemployment, % of labour force 3.1 23 2.1 - -0.1 0.3

1. Annual averages, assuming unchanged interest rates and exchange rate from the day of forecast. 2. Change since Monetary Bulletin 2004/4. 3. Percentage-point change in

index from previous forecast. 4. As a proportion of production capacity in the economy.

Chart 1
Central Bank inflation forecast
Forecasting period: Q1/2005 - Q1/2007

%

2000 | 2001 | 2002 | 2003 | 2004 | 2005 | 2006 |

— CPI 50% confidence interval

— |Inflation target = 75% confidence interval

—— Upper tolerance limit [ 90% confidence interval

—— Lower tolerance limit

Source: Central Bank of Iceland.

Domestic demand growth next year has been revised down-
wards from the December forecast as a result of the impact of mone-
tary policy measures and the stronger kréna, which to some extent
channels demand abroad, as well as the rescheduling of aluminium-
related investments. Nonetheless, GDP growth will remain robust and
somewhat above the rate forecast in December. The main explan-
ation is export growth driven by increased fishing quotas. Similarly,
import growth will be some way down from the December forecast,
also attributable to the monetary stance and rescheduling of invest-
ments in the aluminium and power sectors.

Further along the horizon, the outlook is that tighter monetary
policy measures will subdue domestic demand in 2007. However, firm
GDP growth is expected, driven by increased aluminium exports.

The outlook for inflation has improved since the December
forecast but it will remain above target two years ahead

The higher policy rate and a substantial appreciation of the kréna
subdue domestic demand and dampen rises in import prices, especi-
ally in the short term. Inflation will therefore be somewhat lower over



the forecast horizon than was forecast in December. However, it still
looks likely to be above target two years ahead. The Central Bank
forecasts an inflation rate around the 2%2% target one year ahead,
which is lower than in December when an inflation rate of just under
3% was forecast over the one-year horizon corresponding to the
current one-year forecast (i.e. Q4/2005). Two years ahead, inflation
is forecast at just over 3%, which is somewhat lower than the rate
forecast in December, although still above target.

As in the December forecast, the Bank evaluates the upside and
downside risks to the forecast as symmetric one year ahead, with an
upside risk over two years. The upside risk has increased due to the
greater probability of a depreciation of the kréna than in the De-
cember forecast.

It is important to remember that an unchanged monetary policy
stance and exchange rate are assumed over the forecast horizon. The
forecast serves the purpose of guiding the Central Bank in its mone-
tary policy decisions. It describes the way that the Bank considers
developments are most likely to unfold if it takes no further measures
than it has already taken. The forecast shows that the effects of
monetary policy will increasingly be felt this year and in 2006. The
concentration of aluminium investments in 2005 will cause economic
overheating over the forecast horizon. Further Central Bank measures
are likely to be needed to tackle this and the accompanying inflation.
This evaluation is reinforced by the alternative forecast scenario
assuming a flexible policy rate and exchange rate.

Table 2 Central Bank inflation forecast

Percentage change Annualised Change on same
% on previous quarter quarterly change quarter of previous year
2003:1 0.7 2.9 1.9
2003:2 0.5 2.0 2.0
2003:3 0.3 1.1 2.1
2003:4 1.0 4.1 25
2004:1 0.3 1.3 2.1
2004:2 1.7 7.0 33
2004:3 0.5 1.9 3.6
2004:4 1.3 5.2 3.8
2005:1 0.9 3.7 4.4
2005:2 1.0 4.1 37
2005:3 0.2 0.9 35
2005:4 0.4 1.7 2.6
2006:1 0.7 2.7 2.4
2006:2 1.1 4.4 2.4
2006:3 0.7 2.6 29
2006:4 0.7 2.8 3.1
2007:1 0.7 2.9 3.2

Figures indicate changes between quarterly averages of the consumer price index. Shaded area indicates
forecast.

Change, Change

year-on-year within year

2003 2.1 2.4
2004 3.2 4.0
2005 3.6 2.6
2006 2.7 3.1

Shaded area indicates forecast.
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Il External conditions and exports

Global growth slowing down

The outlook for global growth in 2005 is fairly upbeat, although the
rate will probably be slower than last year. In 2004, inflation was very
low and interest rates remained low, while growth was fed by rising
housing and equity prices in many parts of the world. This year's
outlook is that the emerging economies in Asia, South America and
Europe will lead world growth, driven by strong foreign direct in-
vestment. According to Consensus Forecasts, global growth will be
3% in 2005, compared with 4% last year.2

The euro area and Japan are likely to hold back global growth.
Japan's economy is quite dependent on exports, and exports have led
growth in the euro area in recent years. The strengthening of the euro
and yen against the US dollar and a somewhat lower global growth
rate will curtail export growth in these countries and thereby their
GDP growth, unless domestic demand picks up.

In the euro area, subdued private consumption has cramped
growth and left it more dependent on exports. Germany and Italy,
which have faced persistent near-stagnation, account for half of total
production in the euro area. The outlook for a recovery there this year
is weak, and their economies contracted in Q4/2004. Structural re-
forms aimed at increasing the flexibility of the German labour market
have caused a temporary spike in unemployment and undermined
consumer confidence.3 France and Spain have published more upbeat
growth figures, broadly matching the US in Q4/2004 and with a
favourable outlook this year. Growth in the euro area is therefore
fairly unevenly distributed. In the UK, as elsewhere, growth prospects
are down compared with 2004. Housing price rises are slowing, high
street sales have contracted and private consumption growth is
expected to abate.

Slower growth is also forecast in the US in 2005 compared with
last year, when the rate of growth was at its highest since 1999.
Buoyant private consumption was one of the main drivers of growth
then, but increased business investment also made a contribution.
However, the widening current account deficit counteracted the
increase in national expenditure, which was one of the chief reasons
for the slowdown in growth in the final quarter.

Last year China recorded GDP growth of 9%2% and even brisker
growth in foreign trade, with imports soaring by 36%. China now ac-
counts for a significant share of the growth in global demand. Since
China's economy is now 2/3 the size of the US, developments there

2. Consensus Forecasts compiles averages from many forecasters. The figure cited here is
based on growth forecasts for 69 countries accounting for roughly 85-90% of world
output.

3. Unemployment in Germany has reached 5 million and is likely to rise even higher. Gross
fixed capital formation in Germany is also low as German businesses opt to invest in the
emerging economies of Europe and Asia. Foreign trade comprises a large share of the
German economy, with a combined export and import value equivalent to almost 70% of
GDP. Upswings in Germany therefore tend to be driven from abroad. Although exports
rose last year in step with climbing international trade, domestic demand did not follow
suit. With the subdued global outlook for this year, Germany's growth prospects have not
improved either.



and in neighbouring countries are becoming increasingly important
for the global economy. Although GDP growth in 2005 is expected to
lose some pace, China will remain one of the fastest-expanding
economies in the world. The Chinese authorities have made efforts to
restrain economic activity in order to counter the current risk of
overheating, but with limited success. Latest data indicate that the
Chinese economy is still buoyant and private consumption and
exports are continuing to surge.

Rising crude oil prices are one reason for the downturn in global
growth prospects compared with last year. Average crude oil prices
were almost 34% higher last year than in 2003. Oil prices have
continued upwards so far this year with an average year-on-year
increase of 43% in the first two months. Concerns about prolonged
cold spells in the US and conceivable volatility in supply have driven
up oil prices in recent weeks. Futures prices suggest that spot prices
will remain high in the coming months: in February, crude oil futures
had gone up by 49% year-on-year. Average petrol prices in 2004
were almost 42% higher than the year before. Like crude oil, petrol
prices have still been climbing this year, although not so briskly. The
year-on-year increase over the first two months of 2005 was 25%.

Concerns about funding of the US current account deficit

The US current account deficit has been continuously widening in
recent years. It was equivalent to more than 5% of GDP in 2004 and
is expected to widen this year. The fiscal deficit has also been very
large. In many circles there are fears that the “twin deficit” in the US
could disrupt the world economy, which has caused widespread
uncertainty in financial markets.

A number of factors explain the US current account deficit. A
drop in private sector saving and the growing fiscal gap are part of
the reason, but US GDP growth has also outpaced many of its main
trading partner countries, for example Europe and Japan. Due to the
relatively small share of external trade in its economy, domestic
demand growth has less impact on the current account deficit in the
US than in many other countries. To achieve a significant narrowing
of the US deficit, domestic demand will need to drop, preferably as a
result of a tighter fiscal stance, at the same time as growth picks up
among its main trading partner countries, especially the euro area and
Japan. If this is not sufficient, the dollar may need to fall even further
below its current rate. A significant narrowing of the US current ac-
count deficit seems unlikely to happen in the near term, given the
sluggish growth outlook for Europe and Japan this year. Furthermore,
the dollar peg followed by many Asian countries limits the degree of
adjustment that a depreciation of the dollar can bring; indeed, a large
share of the deficit is towards China and other Asian countries.

The world market has mainly accommodated the US current ac-
count deficit so far through the weakening of the dollar. Since
peaking in February 2002 the dollar has fallen by 28% against the

main industrial countries’ currencies. Nonetheless, the depreciation
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Chart 2
Crude oil and gasoline prices 2001-2005
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Chart 3
Marine production 1998-2004

o Change on previous year (%)
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— Total catch volume
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— Export value

Source: Statistics Iceland.
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Sources: Statistics Iceland, Central Bank of Iceland.

Chart 5

Marine export composition
2000 and 2004

Land- Frozen- Salted  Meal Fresh  Other
frozen  at-sea and oil fish

2000
2004

Source: Statistics Iceland.

has only had a muted impact on the gap, partly because the main
exporters to the US have preferred to take lower margins rather than
eroding their market shares with sharp hikes in their dollar prices.
Many Asian countries also peg their currencies to the dollar. A sub-
stantial further depreciation cannot therefore be ruled out in order to
deal with the deficit effectively. In the late 1980s the average (trade-
weighted) exchange rate index of the dollar fell by 35%, compared
with 15% since 2002. However, the current account deficit then was
only half its current size relative to GDP.

Rising marine prices

Iceland’s fish catch contracted in 2004, mainly due to a lower pelagic
harvest, but demersal catches were strong. Landed catch value at
constant prices remained unchanged year-on-year, despite lower total
volume, as demersal catches are more valuable. Even though catch
value was broadly unchanged, exports of marine products increased
by more than 8% in volume terms. Growth was largely driven by a
change in export composition. There was a surge in exports of fresh
fish, which as a rule yields more value-added than other products. A
shift in catch disposition of capelin and herring towards freezing and
away from fish meal and oil increased the export value of pelagic
products by 7 b.kr. Focused marketing, gains in yield from raw
material, enhanced processing technology and the stronger position
of Icelandic exporters and food producers in main European markets
may also have contributed to higher marine export value.

Despite fairly subdued growth of private consumption in much
of Europe, export prices of marine products have risen briskly in
recent months. In foreign currency terms, marine prices have gone up
by more than 10% over the past eight months, and most sharply over
the past two months, after a downward trend since the first half of
2002. However, the appreciation of the kréna has left product prices
broadly unchanged in domestic currency terms.

Prices of virtually all products have risen during the last eight
months. The explanation is a contraction in supply of main demersal
species in recent years at the same time as demand has remained
stable or increased. Buyers are also competing more fiercely for
sought-after species such as fresh cod. Furthermore, prices of several
types of products, especially frozen-at-sea fish, have readjusted after
a slide in 2002-2003.

Varying impact of the real exchange rate

The kréna appreciated markedly towards the end of last year. In 2004
it was on average 8.6% stronger against the dollar than the year
before, 2.4% stronger against sterling and 0.5% stronger against the
euro. So far this year the kréna has continued to appreciate, partly as
a result of the Central Bank's policy rate hikes. In its current forecast
the Central Bank uses the technical assumption of an unchanged
exchange rate from March 8, which implies that the kréna has
appreciated by a weighted average of 10.6% year-on-year. Assuming
no change in cross-currency exchange rates, this entails an average



strengthening of 14% against the dollar year-on-year, and of 10%
against sterling and just over 8% against the euro.

Since the outlook is for higher domestic inflation and unit labour
cost increases in Iceland than among trading partner countries, the
real exchange rate increase will exceed the nominal appreciation. As-
suming an unchanged nominal exchange rate from March 8, the real
exchange rate will strengthen by just over 13% this year and roughly
2% in 2006, based on relative consumer prices, and by somewhat
more based on relative unit labour cost.

This year the real exchange rate is heading close to a historical
high. In 2004 it was more than 7% above the ten-year average and
2% % higher than the twenty-year average. If the above assumptions
hold, the real exchange rate based on consumer prices this year will
be 20% above the ten-year average, 16% above the twenty-year
average and 1% above the peak year of 1988.

Such a high real exchange rate is unlikely to be sustainable. A
higher real exchange rate squeezes profit margins in the traded goods
sector, to varying degrees depending on their relative domestic and
foreign costs. Exporters’ profits will unavoidably shrink. However,
these companies are fairly flexible. For example, the composition of
marine production has been altering in recent years in pace with
relative prices and technical advances, although other factors have
also been at work, as Chart 5 shows.

Judging by developments for the main export sectors in recent
months — e.g. marine products, aluminium, pharmaceuticals, medical
equipment and food processing equipment — the higher real ex-
change rate has not had a significant impact on exports. The reason
may be that many businesses are unable cut back supply in the short
term, or that they prefer to retain an unchanged market share in the
hope that the kréona will not stay buoyant for long. Aluminium
production is relatively immune to exchange rate fluctuations and
large Icelandic manufacturers have already relocated the most labour-
intensive parts of their operations abroad.

Table 3 Main assumptions for developments in external conditions

Current forecast’
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Chart 6

Real effective exchange rate
of the kréna 1980-2005

1980=100
5

75 L L L L L L L L L L e e e
1980 1985 1990 1995 2000 2005

— Based on relative consumer prices
— Based on relative unit labour cost

Source: Central Bank of Iceland.

Change from
previous forecast?

2004 2005

Marine production for export 8.1 4.0
Export prices of marine products -0.9 6.0
Aluminium export prices 9.6 4.2
Prices of exported goods and services -3.5 9.7
General import prices in foreign currency -2.5 23
Of which fuel prices 359 33.9
Terms of trade for goods and services -2.6 1.9
Foreign short-term interest rates 23 2.6

2006 2004 2005 2006
4.5 0.6 0.0 35
2.0 -0.9 1.0 0.0

-8.2 -3.6 6.9 -1.2
0.3 -6.2 7.3 0.1
2.2 -1.0 0.3 0.2

-3.2 8.2 24.6 -1.0

-1.0 -3.6 0.6 0.5
3.0 0.0 -0.9 -1.0

1. Percentage-point change year-on-year, except for interest rates. 2. Change since Monetary Bulletin 2004/4.

Source: Central Bank of Iceland.
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Chart 7

Currency basket for marine exports
2001 and 2004

GBP DKK NOK SEK EUR JPY USD Other

2001
2004

Source: Central Bank of Iceland.

Chart 8
Merchandise export growth 1999-2004"

Change on same quarter in previous year (%)

— Marine products
~— Manufactured goods
1. At constant exchange rates based on the export-weighted

currency basket.
Sources: Statistics Iceland, Central Bank of Iceland.

Outlook for ongoing export growth

The outlook is for ongoing export growth this year, although at a
rather slower rate than in 2004. Marine exports look set for robust
growth this year. The total allowable catch (TAC) of demersal species
for the current fishing year (from September 1, 2004 to August 31,
2005) is 15 thousand tonnes higher than for the previous fishing year.
A somewhat higher TAC is expected this year for capelin and herring,
and broadly the same for blue whiting. On the basis of these as-
sumptions, catch value is expected to increase this year. For the next
fishing year, quotas for cod and other major demersal species are
likely to be raised. Larger demersal catches, gains in efficient use of
raw material, more value-added and increased sales of fresh fish give
grounds for expecting marine exports to increase year-on-year in
2005. Measured at constant prices, the forecast growth is 4% in 2005
and 4%:% in 2006.

Further rises in marine prices are also expected in foreign
currency terms, especially for frozen-at-sea and land-frozen products
and saltfish. The Central Bank forecasts a year-on-year increase of
6% in marine prices in 2005 and 2% next year.

The slide of the dollar could affect relative distribution of
exports between market regions. However, the currency weighting of
exports has not altered significantly. Sales denominated in US dollars
have contracted by 3% over the past three years, while euro-
denominated sales have gone up by 2%.

Exports of other manufactured goods excluding the metals
sector (i.e. aluminium and alloys) surged last year and further growth
is expected in 2005.

Tourism revenues increased by 6% last year, at constant ex-
change rates. On a fairly cautious estimate, the number of tourists
will increase by 10% this year, and revenues in foreign currencies by
6-7%.

On these assumptions, exports of good and services are ex-
pected to increase by almost 5% this year, which is rather less growth
than had been forecast in December. In 2006, on the other hand, the
outlook is for greater export growth — in spite of a higher real rate of
exchange — largely driven by increased fishing quotas, but also by
increased exports of aluminium.



1l Financial conditions

Overall financial conditions have tightened slightly since November.
However, they are still very easy. Foreign interest rates remain excep-
tionally low, although US short-term rates are beginning to creep up.
Domestic short-term interest rates have risen in pace with the 1%
percentage-point increase in the policy rate, which has contributed to
the appreciation of the kréna and thereby made foreign borrowing
more expensive, assuming that the appreciation will unwind. Long-
term indexed bond rates have not gone up, however. Thus the policy
rate hikes have still not had a substantial impact on the financial
conditions of households to date.

Global financial conditions are still very easy

Global financial conditions are still at one of the easiest levels for
decades. While the US Federal Reserve has raised its funds rate by 172
percentage points since backing down from its accommodative
monetary policy in the summer, the European Central Bank (ECB) has
maintained its key rates unchanged at 2% since summer 2003. The
Bank of England's policy rate has been unchanged since August,
following rises in the first half of 2004. The US funds rate is currently
2% %, which is below domestic inflation. In real terms, global short-
term real rates are still generally either close to zero or negative. Nor
has the US funds rate hike significantly affected long-term rates. Ten-
year US Treasury bond rates, for example, have been close to 4%
over the first months of 2005, only marginally above their historical
low. Long-term rates in Europe are at broadly the same level. Ex-
ceptionally low interest rates are mostly explained by low inflation
expectations, general confidence in monetary policy in the main
economies and expectations of a cautious tightening in the years to
come. At the same time, large-scale purchases of US Treasury bonds
by Asian central banks have prevented interest rates from rising as a
result of the US fiscal deficit. Furthermore, corporate profits have
grown without a corresponding increase in investment. The result has
been subdued credit demand at the same time as credit has been in
ample supply. Historically low Treasury-guaranteed bond rates do not
entirely account for the easier global financial conditions, since premia
everywhere have been heading downwards, for both corporate
borrowers and the emerging economies.

Since the recovery began just over two years ago, policy interest
rates in the major economies have been rising much more slowly than
during previous upswings. Most forecasts still expect both short-term
and long-term interest rates to edge up slowly over the next two
years, although various factors could expedite the process. Possible
scenarios for speeding up the expected interest rate hikes could be a
sharp cutback in US bond purchases by Asian central banks, rising
inflation which would force faster monetary tightening than is
currently foreseen, and a failure to rein in the huge US fiscal gap.
Such a development could have major consequences for Iceland,
where soaring domestic lending has largely been funded with foreign
borrowing, much of it at variable interest rates. Ample credit supply,
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Chart 9

Foreign interest rate developments
January 2, 2002 - March 10, 2005
(daily data)

%

Yield on 10-year government bonds

%

2002 | 2003 | 2004 12005

Yield on 3-month Treasury bills
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~— Euro area

Sources: EcoWin, Eurostat.
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Chart 10
Central Bank policy interest rate in real terms
Weekly data January 2, 2001 - March 8, 2005

%

2002 | 2003 | 2004 |

— Nominal policy interest rate
— Three-year breakeven inflation rate

— Policy interest rate in real terms based on
the three-year breakeven inflation rate

Source: Central Bank of Iceland.

Chart 11

Domestic and foreign short-term interest
rates and the interest-rate differential
with abroad

3-mo. Treasury bills, weekly data January 1997 - March 2005

1997 11998119991 2000 | 2001 1200212003 | 2004 |

— Yield on 3-month Treasury bills in trading partner countries
(trade-weighted average)

— Yield on 3-month Treasury bills in Iceland
— Differential

Source: Central Bank of Iceland.

falling interest rate premia and generally low interest rates among
trading partner countries can delay the transmission of policy rate
changes across the interest rate spectrum in the short term, but they
will not prevent it. However, as a result the effect will to a larger
extent be transmitted through changes in the exchange rate (see
below).

The Central Bank raised its policy rate in December and February
Since Monetary Bulletin was published at the beginning of December
2004, the Central Bank has continued to tighten its monetary stance.
An increase of 1 percentage point was announced in December at the
same time as the Bank published its inflation forecast, and the policy
rate was raised by a further half a percentage point, to 8.75%, when
the Bank published its report to the Government of Iceland on
inflation beyond the tolerance limit.

The February hike moved the Central Bank's policy rate up to
almost 3%2 percentage points higher than when it began tightening
monetary conditions in May 2004. However, the stance has not tight-
ened by so much, because both the inflation rate and inflation ex-
pectations have increased at the same time. Thus the policy rate in
real terms has risen by less than the nominal interest rate. There is no
absolute measure of the real policy rate. The Central Bank's policy
rate has a direct impact on interest rates in money markets and the
market for bonds with maturities of a few years or shorter. Since
demand for Central Bank repos is largely determined in these
markets, traders’ expectations provide an obvious gauge for the
policy rate in real terms. A comparison of the spread between yields
on non-indexed and indexed Treasury bonds of corresponding
maturities can provide a measure of inflation expectations. A draw-
back at present, however, is the lack of suitable indexed benchmark
bonds, so the results need to be interpreted with some qualifications.*
Ignoring short-term fluctuations in the estimated breakeven inflation
rate, it can be estimated that the policy rate did not begin to rise
significantly in real terms until late autumn 2004, after hovering
around 3% for almost two years. Recently it has been roughly 172
percentage points higher, at and above 4%.

Although the most common measure of the policy rate in real
terms is inflation expectations in the markets that are most closely
linked to Central Bank activities, household and business expectations
also provide a suitable gauge, since some of their debt and their
short-term credit terms are impacted fairly quickly by changes in the
policy rate. Household inflation expectations have been close to 4%
over the past year. The policy rate is slightly higher in real terms
relative to household expectations than business expectations, at
roughly 4.75%. However, household expectations have a tendency
to track past inflation. If the 4.7% rise in the CPI in March is

4. The bond class RIKS-05, which is used as to calculate inflation expectations, is no longer
a reliable benchmark for indexed bond yields, because it matures in April and trading
volume in it has virtually dried up.



incorporated into expectations, the policy rate in real terms would be
3.9%. Based on the business confidence survey (see p. 42), the real
policy rate is currently 4.9%. Yet another deflator for the policy rate
in real terms is given by using the Central Bank’s inflation forecast
instead of expectations, which yields a figure of 6.2% at present.

Yields have risen on two-year T-notes since November, but have
decreased on longer Treasury instruments

Transmission of changes in the policy rate through the non-indexed
interest rate corridor can be lagged and affected by a variety of
external factors. Conflicting factors include the substitution effect due
to higher short-term rates, inflation expectations, short-term interest
rate developments and expectations of changes in the exchange rate.
Expected yields on alternative investment forms to bonds, e.g.
equities and real estate, may also come into play. Yields on two-year
T-notes have risen since November. This development is as expected
since instruments with a maturity of two years or less compete
strongly with money market yields, which will foreseeably hold up
high over their lifetime and perhaps even rise. Interestingly, yields on
Treasury instruments with maturities of roughly five or eight years
have gone down. This trend may reflect investor confidence in the
Central Bank's ability to keep inflation under control — if so, the rise in
short-term rates will only be short-lived and soon reversed. However,
other factors may be at work. The drop in long-term indexed yields,
following the commercial banks' entry into the mortgage loan market
in competition with the Housing Financing Fund (HFF), affects yields
on other bonds. Lower yields on long-term indexed bonds are likely
to have prompted investors such as pension funds to focus on other
types of bond. If investors expect the Central Bank to keep average
inflation on target for the lifetime of the bonds, then the expected
yield on T-notes in real terms is considerably higher than on indexed
T-bonds, despite falling in recent months.

Market agents expect policy rate hikes to continue

Market agents’ expectations about the medium-term policy rate
trend can be assessed from implied forward interest rates which can be
derived from the yield curve on non-indexed bonds. On the basis of
this analysis, the market expects continued rises in the policy rate,
which is consistent with the Central Bank’s recent announcements.
Forward rates imply that the policy rate will peak early in August at
around 10%. Subsequently, the policy rate is apparently expected to
come down gradually and reach 7%2% two years later. This is a rather
steeper profile than was assumed in November when Monetary
Bulletin 2004/4 was being prepared, which probably reflects more
robust demand in the economy, higher inflation and a stronger Central
Bank response to this scenario than was expected then.”

5. The forward interest rate curve since November 10, 2004 has changed slightly from the
presentation made in Monetary Bulletin 2004/4, due to a new methodology for
evaluating implicit forward rates. This is discussed in Appendix 1.
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Chart 12

Policy interest rate and other short-term market
rates: Treasury notes and REIBOR

Daily data July 1, 2002 - March 10, 2005
%

2002 |

2003 | 2004 | 2005

— Policy interest rate in nominal terms
— 3-month Treasury bills
= 3-month interbank market rate (REIBOR)

Source: Central Bank of Iceland.

Chart 13
Central Bank policy interest rate 2002-2007

%

MB 2005/1

2002 | 2003 | 2004 | 2005 | 2006 2007

— Policy interest rate

— March 8, 2005

— November 10, 2004

Red and yellow lines indicate forward interest rates. Boxes indicate
interest rate forecasts by financial analysts before publication of

Monetary Bulletin (MB).
Source: Central Bank of Iceland.

Chart 14

The Central Bank policy interest rate
and yield on Treasury notes

Daily data January 3, 2003 - March 10, 2005

2003 | 2004

— Policy interest rate

— Yield on T-notes (RIKB 07 0209)
Yield on T-notes (RIKB 10 0317)
Yield on T-notes (RIKB 13 0517)

Source: Central Bank of Iceland.
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Chart 15
Yields on indexed long-term bonds

Daily data January 3, 2002 - March 10, 2005
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— HFF bonds (HFF 150434)
— Treasury bonds (RIKS 151001)
— Housing bonds (IBH 26 0315)

Source: Central Bank of Iceland.

Chart 16
The policy interest rate and
non-indexed bank lending rates

On the 1st, 11th and 21st of each month
January 1, 2001 - March 11, 2005

%
20

2001 | 2002 | 2003 | 2004 |

— Policy interest rate
— Average non-indexed bank lending rate
— Average non-indexed bank prime lending rate

Source: Central Bank of Iceland.

Implied forward interest rates do not necessarily provide a precise
reflection of market expectations, since investors may incorporate a risk
premium that distorts them. A useful tool can be to incorporate infor-
mation from the survey of financial analysts' evaluation of policy rate
developments. Chart 13 shows that financial analysts appear to expect
the policy rate to head downwards at a later time and slower pace than
is implied by forward rates (see further Box 3).

Non-indexed bank lending rates have risen in step with the
policy rate, while indexed lending rates remain low and premia
are falling

Since the Central Bank began raising the policy rate in the spring, the
commercial banks' non-indexed lending rates — both prime and
average rates — have broadly tracked it. The spread between the
policy rate and non-indexed prime lending rates has therefore
changed little over the past year, after narrowing in 2003, since
monetary policy is not expected to affect this differential. On the
other hand, indexed lending rates have remained unchanged since
the autumn and are now roughly one percentage point lower than at
the end of 2003. Undoubtedly they have been affected by lower
interest rates on indexed market securities. A number of larger
corporations can tap into credit with public bond offerings. There are
indications that premia on these interest rates have been falling
recently, which is consistent with the international pattern. Premia on
prime rates offered by banks also appear to be moving down.

No slowdown in rapid lending growth to households and
corporations

Since the autumn, credit system lending has shown broadly the same
annual growth rate as during the previous peak in 2000-2001. Total
lending in 2004 increased by one-fifth, or 16% in real terms. The
briskest growth was in corporate credit, at one-quarter. Lending to
households was up by 14 %, which was roughly the same rate as earlier
in the year. The massive increase in mortgage lending by the banking
sector has largely been used to prepay older loans which carried less
favourable terms. Figures now available for lending growth by deposit
money banks (DMBs), the HFF and pension funds indicate a broadly
unchanged rate of increase so far this year. It is a cause for reflection
that lending growth at present is considerably faster than when the
economy began to overheat in 1998-2000, and that previous episodes
of such excessive growth have been followed by severe shocks.
However, this is unlikely to occur over the next two years.

Corporate credit growth was exceptionally rapid in 2004.
Among other things, foreign currency-denominated lending
increased significantly. At the end of January, the outstanding stock of
domestic companies’ foreign currency-denominated debts with credit
institutions amounted to 456 b.kr., having grown by 38% over the
space of one vyear. Buoyant demand for foreign credit is
understandable in light of the favourable interest rates available, but
the appreciation of the kréna can eventually be expected to subdue
it. In fact, the share of foreign currency-denominated loans in corpor-
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Table 4 Changes in financial conditions since Monetary Bulletin 2004/4

Average in the 3-week period to Sectoral impact’

House- Export and Financial Other
November 19 March 10 holds traded goods undertakings businesses

Policy interest rate in real terms? 3.8 43 . . -
Short-term interest rate in real terms3 3.0 3.4 - - +/- -

CPI-indexed domestic interest rates (yield on 40-year

HFF-bonds)* 3.7 3.5 + . +/-
Average non-indexed domestic bank rates 12.6 14.0 - - . -
Average CPl-indexed domestic bank rates 7.5 7.5 0 0 0 0
Foreign short-term interest rates (3-month T-bills)> 2.1 2.2 - - - -
Foreign long-term interest rates (10-year T-bonds)® 3,9 3.9 0 0 0 0
Exchange rate index 120.0 109.5 + - +/- +/-
Equity prices® 3,401.0 3,779.6 + + + +

1. '+ indicates more favourable financial conditions, '-' less favourable, '+/-" ambiguous, '." not applicable and '0" indicates approx. no change. 2. Deflated by 3-year breakeven
inflation rate. 3. On three-month T-bills. 4. HFF = Housing Financing Fund. 5. Weighted with euro 2/3 and US dollar 1/3. 6. ICEX-15 index.

Source: EcoWin, Iceland Stock Exchange and Central Bank of Iceland.

ate liabilities with DMBs has declined slightly since mid-2004, when it

was roughly 60%, although the reduction is insignificant after adjust- Chart 17

ment for the appreciation of the kréna. It should be borne in mind Credit growth January 2001 - January 2005
- i i i Quarterly credit system lending and monthly lending by

that large-scale external investment by Icelandic companies has been DMBS. Fousing Financing Furh (HER) and pension binds

partly financed through domestic banks. Thus the surge in foreign 5 Change on same period in previous year (%)

currency-denominated lending to Icelandic companies is not
delivered in full into the domestic economy since the net inflow of
foreign borrowing in 2004 was equivalent to 70% of GDP according
to balance of payments statistics.

While some larger corporations borrow directly in international
capital markets, foreign credit is mostly — and increasingly — procured ]
through domestic credit institutions, which borrow abroad for ‘

JMMJ SNIMMJ SNJMMJ SNJIMMI SN
2001 | 2002 | 2003 | 2004 |

domestic on-lending. In recent years, Icelandic banks have mainly m Creditsystem

tapped international capital markets rather than borrowing from — Deposit money banks, Housing Financing Fund

foreign banks. This is one benefit that Icelandic banks are reaping and pension funds

from the mergers that have strengthened them in recent years. Source: Central Bank of Iceland.

Combined securities issues and outstanding foreign loan stock of Ice-

landic banks grew by just over 82% in 2004. It should be remem-

bered that part of the domestic banks' heavy foreign borrowing is Chart 18

explained by swelling balance sheets after acquisitions of financial Credit system real growth 1970-2004

COmpanieS in Other Countries. Annual data 1970-1992, quarterly data from 1992
At the end of February, the banks had lent 213 b.kr. to house- 40

holds in the form of mortgage loans. Year-on-year growth in this

credit category amounted to 139%. At the same time, mortgage

Change on previous year/same quarter in previous year (%)

lending by the HFF and pension funds has shrunk markedly. At the
end of February, total household lending by these three groups had
increased by less than 16%.

Growth in broad money (M3) is still very rapid, but it has slowed 20 Annual data | Quarterly data
slightly after peaking at the end of 2003 and into last year. Although 1975 TR0 198 1990 195 2000 2004
the increase in M3 appears to indicate contemporary nominal GDP — ;ﬁ:r"esses
growth rather signalling future inflation, it is clear that a prolonged in- — Households
crease in money supply on the scale witnessed in recent years is Source: Central Bank of Iceland.

unsustainable unless it ultimately appears in the form of higher
inflation.
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Chart 19

Corporate credit: foreign currency-denominated
debt and revolving business credit facilities

2003-2005

1
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I Foreign currency-denominated debt and revolving
business credit facilities (left-hand axis)

— Ratio of corporate credit (right-hand axis)

Source: Central Bank of Iceland.

The krona has appreciated by almost 11% from the last forecast
assumption

In spite of exceptionally low foreign interest rates at present, external
financial conditions in Iceland have not been completely immune to the
Central Bank's monetary measures. The krona appreciated quite strongly
following the Bank’s policy rate hike in December. As discussed in more
detail on p. 13, the real exchange rate of the kréna is approaching the
previous historical high for several decades. Businesses and households
that borrow long-term funds at the current exchange rate can expect a
sizeable depreciation of the krona during the lifetime of their loans. This
raises the expected cost of foreign capital.

Overall financial conditions somewhat tighter than in

November 2004

Table 4 surveys changes in the main factors affecting the financial
conditions of households, businesses and financial institutions since
November. It covers the same timeframe as the corresponding weeks
in the table in Monetary Bulletin 2004/4. No attempt is made to
establish weights for individual factors, which may vary widely de-
pending upon whether businesses, households or financial institutions
are involved. Overall financial conditions can be estimated to have
tightened somewhat since November, but for households the change
is negligible.

Financial conditions remain favourable for households

Financial conditions of households are unusually easy, despite a
sizeable increase in short-term interest rates since November. Price-
indexed loans are by far the largest item in the household balance
sheet at almost 90%. The share of indexed debt has grown recently
after the banks began offering mortgage loans at lower interest rates
than before, while the share of overdrafts has diminished. Only one-
tenth of household debt is at variable interest rates that broadly track
changes in the policy rate. Although the share of foreign currency-
denominated borrowing has increased, it is still modest at roughly
7Y% of total household debt. Households are still easing their debt
service burdens by refinancing older loans that were on less
favourable terms. Debt conversion unquestionably has a much
stronger impact than rising short-term interest rates and currency risk
on foreign borrowing.

The stronger krona tightens financial conditions for businesses,
but this is offset by lower corporate spreads

A rise in the policy interest rate can tighten corporate financial
conditions more than those of households, because both their non-
indexed variable-rate borrowing and a larger share of their total debt
are denominated in foreign currencies. Policy rate hikes therefore
affect the financial conditions of businesses quite strongly, through
the exchange rate. However, this statement needs a number of
qualifications. First, it cannot be taken for granted that the krona will
appreciate after a rise in the policy rate, since other factors may
operate in the opposite direction. Nonetheless, the December hike



unquestionably affected the exchange rate. Second, the first-round
effect of an appreciation of the domestic currency is to ease the debt
service burden on all foreign borrowing. The crucial point, however,
is that an appreciation makes new foreign borrowing to finance new
investment less favourable, assuming that the expected equilibrium
exchange rate remains unchanged. Third, the stronger kréna has
various other effects on operations of businesses, depending on
whether they are on the export or import side and their reliance on
imported inputs. Exporters are squeezed by an appreciation of the
krona, while import-related activities experience the opposite effect.
In all cases, however, new foreign borrowing is more expensive.
Equity prices are high and represent a favourable financial candition.
Listed companies procured a considerable amount of capital with
equity offerings last year. Last autumn's slide in equity prices has more
or less been won back in the first months of this year. Short-term
interest rates have presumably risen, however, and long-term indexed
interest rates have remained unchanged. There are indications of
lower corporate spreads. Given that foreign borrowing accounts for
2/5 of total corporate debt, the bottom line is that the financial
conditions of businesses are somewhat tighter than in November, but
still favourable.

Financial conditions of financial companies have been tightened
by the stronger kréna and higher policy rate

Financial companies fund their lending with foreign borrowing, bond
issues in domestic or foreign currencies, deposits and Central Bank
facilities. Policy rate hikes affect all these sources of funding, in
different ways. All told, their financial conditions have deteriorated
somewhat.
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Chart 20

Private consumption growth and the consumer
confidence index February 2001 - February 2005

Index Change on same quarter in previous year (%)
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~— Gallup confidence index (left-hand axis)
B Private consumption (right-hand axis)

Sources: IMG Gallup and Statistics Iceland.

Chart 21

Consumer goods imports and private
consumption 1996-2004

Volume change on previous year (%)
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Consumer goods imports
Private consumption

Source: Statistics Iceland.

Chart 22

Real wages, disposable income and lending
to households 1997-2004

Change on previous year (%)
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W Real disposable income (annual data)
— Real wages (quarterly data)
— Credit system lending to households (quarterly data)

Sources: Statistics Iceland, Central Bank of Iceland.

IV Domestic demand and output

On March 14, Statistics Iceland published the national accounts for
2004, which showed GDP growth of 5.2%, broadly the same rate
that the Central Bank had forecast in December but with significant
differences in its composition. Private consumption, public consumption
and exports all increased by more than the Central Bank had forecast,
but gross fixed capital formation by less.

GDP growth in Q4/2004 was lower than in the first half of the
year and considerably weaker than in the preceding quarter, at 3.8%.
However, private consumption in Q4/2004 soared by 9.2% year-on-
year, after slowing around mid-year. The accelerated growth of
private consumption is primarily explained by motor vehicle purchases
and spending abroad. The downturn in growth of gross fixed capital
formation that began in Q3 continued to the end of the year. Year-
on-year public consumption growth in Q4/2004 was a mere one-
third of the figure for the preceding three quarters, or 1.3%. On the
other hand, exports rose by 13.2% from Q4/2003 and imports by
more than one-fifth. Thus external trade made a negative contri-
bution to output growth, which explains the slower output growth
during the final quarter.

Gross fixed capital formation grew by 12.8% over the year,
which was considerably below the Central Bank's forecast of 17.3%.
Public consumption increased by 3.6% year-on-year, while the
Central Bank had expected a considerably lower 1.3%. The current
account deficit in 2004 was equivalent to 8% of GDP, even though
exports of goods and services were up by more than 8%. Imports
increased by considerably more, at above 14%, which is broadly in
line with the forecast.

Private consumption

Private consumption growth slowed slightly around mid-2004, but
picked up towards the end of the year. The year-on-year increase of
75% was half a percentage point more than the Central Bank had
forecast. Turnover figures so far this year indicate that the strong growth
rate has been sustained into this year. Increased credit supply to house-
holds at lower interest rates than before, coupled with greater scope for
mortgage equity withdrawal, doubtless made a strong contribution to
private consumption growth towards the end of the year, while rising
asset prices and real disposable income continue to drive demand.

Real wages rose by roughly 1%2% year-on-year in 2004, and
real disposable income per capita by 2%. A further increase of more
than 4% is expected for real disposable income this year, which is
some way in excess of real wages, due to lower unemployment,
income tax cuts and a rise in the tax-free personal allowance.

Financial conditions of households are broadly unchanged from
the autumn despite higher short-term interest rates, since only one-
tenth of household debt bears interest which is sensitive to changes
in the policy rate (see discussion in Chapter IlI).

So far this year, consumer confidence has remained broadly at
the level of the year before, judging by the Gallup consumer confi-
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Table 5 Indicators of demand in 2004 and in the first quarter of 2005

Past 3

Changes from previous years are in % unless otherwise stated Q1 Q2 Q3 Q4 Most recent period’ months
Grocery turnover (in real terms) 3.8 3.4 43 33 4.5 (January - February 2005) 4.0
Payment card turnover (in real terms)? 9.7 9.7 49 113 16.2 (January - February 2005) 14.7
of which domestic 8.9 8.6 40 4.0 15.3 (January - February 2005) 13.6
of which abroad 273 291 184 184 34.1 (January - February 2005) 353
Car registrations (increase in number) 358 284 195 443 30.8 (January - December 2004)  44.3
All imports (volume change)? 23.7 187 13.6 16.0 16.0 (January - December 2004)  16.0
Imports of consumer goods (volume change)? 145 153 145 157 15.7 (January - December 2004)  15.7)
Private motor vehicles? 244 242 246 350 35.0 (January - December 2004)  35.0
Consumer durables, e.g. household appliances? 217 194 163 171 16.9 (January - December 2004)  16.9
Consumer semi-durables, e.g. clothing? 10.7 9.9 88 75 8.0 (January - December 2004) 8.0
Food and beverages 13.8  11.8 105 10.2 10.2 (January - December 2004)  10.2
Gallup confidence index 180 -11.7 55 -3.2 -0.4 (January - February 2005) 1.6
Current situation 66.1 13.8 231 198 21.9 (January - February 2005) 23.8
Expectations six months ahead 24 -223 -35 -147 -11.9 (January - February 2005) -9.8

1. Changes from a year earlier in % during the period shown in brackets. 2. Payment card turnover for both households and businesses; the bulk of payment card turnover comes
from households. 3. Quarterly figures are year-to-date figures.

Sources: Cement distributors, Federation of Trade and Services, Housing Financing Fund, Land Registry of Iceland, Motor Dealers’ and Services Federation, Statistics Iceland and
Central Bank of Iceland.

dence survey. However, households do not seem as upbeat about the
future as about the current situation. Increased inflation could be one
explanation.

Asset price developments are also driving private consumption.
Last autumn’s downturn in equity prices has more or less been
reversed. Housing prices in the Greater Reykjavik Area have also
surged again following the increase in credit supply.

Credit system lending to households soared last year and
showed the sharpest rise since 2000. Available data on lending to
households so far this year indicate that growth is still robust.

Imports and new registrations of motor vehicles picked up in
Q4/2004 after slowing in the spring and summer. However, the rate
of growth in imports of other consumer goods has slowed down.

The outlook is for the strong rise in asset prices and real dispos-
able income to continue in 2005, and employment will improve.
While this will drive rapid growth in private consumption, the impact
of the higher policy interest rate is likely to be felt to an increasing
extent. The Central Bank has therefore revised its forecast for private
consumption growth in 2005 downwards since December. It will slow
down towards the end of the forecast horizon when the peak of
investments in the aluminium and power sectors is passed. Private
consumption is expected to increase by 8% year-on-year in 2005 and
by 6%% in 2006.

Public consumption

According to the national accounts, public consumption grew by
3.6% year-on-year in 2004. Local government consumption in-
creased by an estimated 7% year-on-year, and expenditure by central
government and the welfare system by just under 2%. The increase
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Chart 23

Gross fixed capital formation and imports
of investment goods 1997-2006'

Change on previous year (%)
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I Gross fixed capital formation, total
M thereof business investment
Imports of investment goods

1.Central Bank forecast for gross fixed capital formation and business
investment in 2005-2006.
Sources: Statistics Iceland, Central Bank of Iceland.

in public consumption was some way above forecast, especially for
the municipalities. Under the budget for 2004, central government
and the welfare system would increase their consumption by 1% in
real terms, and local government along similar lines. The budget for
2005 targets a 1%2% increase in central government and welfare
system expenditure. Local government expenditure is estimated to
increase by ¥2%-1% over the year, compared with an average of
4.4% over the period 1998-2002. In light of the strong pressure on
municipal spending caused by higher operating costs for primary
schools and kindergartens, along with the local elections scheduled
for next year, the Central Bank forecasts 2%2% growth in public
consumption in 2005. This rate of growth is forecast to be broadly
retained in 2006 — which is still below the average for recent years —
based on clear declarations made in the government's medium-term
fiscal programme.

Gross fixed capital formation

Gross fixed capital formation slowed down over the course of 2004,
with an increase of 18% in the first half of the year but 9% in the
second half. Gross fixed capital formation grew by just below 13%
over the year, while in December the Central Bank had forecast more
than 17%.

According to the current forecast, total gross fixed capital form-
ation will increase by 33%2% this year, followed by a contraction of al-
most 8% in 2006 when investments in power stations and aluminium
smelters are scaled down. Compared with the December forecast, this
represents considerably more investment this year and less in 2006.
Much of the explanation lies in the rescheduled investments for the
aluminium industry, as described below.

Business investment

Business investment increased by just under 13% in 2004, compared
with the December forecast of almost 30% growth. The discrepancy
is explained by an apparent shortfall in the expected amount of in-
vestment in the aluminium and power sector. Last year, investment in
the aluminium and power sectors amounted to roughly 29 b.kr., equi-
valent to just under 3%2% of GDP. In other sectors, business invest-
ment growth was also below the Bank's December forecast. Invest-
ments in power stations and aluminium smelters accounted for
roughly 15% of total gross fixed capital formation in 2004 and 27 %
of business investment.

Investments in the power and aluminium sectors will be the
main driver of business investment growth this year. According to the
most recent plans, a greater share of construction work has been
rescheduled from 2004, 2006 and 2007 to 2005 (see Box 1). Latest
estimates by the developers assume that more than one-third of total
investment cost will be incurred this year, amounting to 85 b.kr. These
projects are estimated to account for almost 9% of GDP, almost one-
third of total gross asset formation and more than half of business
investment this year. The remainder will be made over the following
two years with 73 b.kr next year and a decrease to 20 b.kr. in 2007.



The total cost of the aluminium-related investment projects has
decreased by 9% on account of the appreciation of the kréna, but
also in real terms. The relative shares of foreign cost and imported
inputs have increased, as has the foreign labour requirement, which
hitherto has been larger than originally assumed.

At the same time as investment is stepped up in the aluminium
and power sectors, it is likely to contract in others. This is indicated by
the findings of a survey conducted by Gallup, on behalf of the Central
Bank and Ministry of Finance, among the largest businesses in Iceland
in terms of turnover. Fisheries companies appear to be planning the
sharpest cutbacks in investment, although these may be overestimated
because a number of major investments in trawlers went unreported in
the survey. Retail and services businesses plan to increase their invest-
ment, as do those in the industrial and manufacturing sector. These
findings are consistent with a survey of investment plans conducted by
the Confederation of Employers (SA) in January.

Although the Gallup survey indicates that domestic investment
will drop this year, the growth potential of listed companies at least is
still fairly strong. Robust growth characterised non-financial comp-
anies listed on Iceland Stock Exchange (ICEX) in 2004. According to
financial statements published by more than 80% of listed industrial
companies, turnover increased by more than one-quarter year-on-
year in kréna terms in 2004, compared with 10% the previous year.
An estimated 80% of turnover was external, either export revenues
or generated by operations outside Iceland. EBITDA as a ratio of turn-
over was virtually unchanged year-on-year, at just under 12%, and
their equity ratio of around 35% was broadly unchanged as well.
Cash from operations has increased by more than one-third year-on-
year. Gross profits improved in manufacturing and transport but
deteriorated in the fisheries and marine exports sector.

Financial conditions of businesses have weakened since
Monetary Bulletin was published in December, primarily due to the
impact of policy rate hikes on the exchange rate and because of
higher short-term interest rates (see the section on the financial
conditions of business in Chapter Il above). A stronger kréna makes
foreign borrowing to finance domestic investment less attractive.
However, a sizeable share of recent corporate borrowing has been
used to fund external investment. Lending to the corporate sector
increased by almost 300 b.kr in 2004, or more than 25%. Foreign
currency-denominated borrowing in 2004 increased most sharply at
the beginning of the year, probably in connection with leveraged
buyouts, then declined until the spring. If the krédna remains strong, a
decline can be expected in foreign funding for deploying domesti-
cally.

The Central Bank forecasts that total business investment will
increase by just over 52% this year, but by less than 3% excluding
projects for power-intensive industry, ships and aircraft. Business
investment will then drop year-on-year in 2006, as investment in the
aluminium and power sectors ebbs. A contraction of almost 13% is
forecast for total investment next year, and almost 3% excluding
projects for power-intensive industry, ships and aircraft.

ECONOMIC AND MONETARY
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Chart 24

Gross fixed capital formation: businesses and
power-intensive industries 1990-2006

% of GDP (lines) Change on previous year (columns) 36
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— Business investment (left-hand axis)

— thereof power-intensive industries (left-hand axis)
B Gross fixed capital formation, total (right-hand axis)

Sources: Statistics Iceland, Central Bank of Iceland.
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Box 1

The aluminium
industry investment
projects

Chart 1

Aluminium and power sector investments:

total investment cost 2001-2009

Construction of Fjardaal smelter, expansion of Nordural
smelter and related power facilities

o B.kr. (line) % of GDP in 2004 (columns) 10

2001 2002 2003 2004 2005 2006 2007 2008 2009

[ Estimate in December 2004 (right-hand axis)
B Estimate in March 2005 (right-hand axis)
— Estimate in March 2005 (left-hand axis)

Source: Central Bank of Iceland.

Chart 2
Aluminium and power sector investments:
labour use 2001-2009

Construction of Fjardaal smelter, expansion of Nordural
smelter and related power facilities

Man-years
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Estimate in December 2004: domestic labour

Estimate in December 2004: foreign labour
Estimate in March 2005: domestic labour
Estimate in March 2005: foreign labour

Source: Central Bank of Iceland.

Investment projects in the aluminium and power sectors are now in
full swing. This year's investment volume is estimated at 85 b.kr., or
just over one-third of total investment cost for these projects. Con-
struction activity will peak this year. Individual project phases are at
various stages of completion relative to schedules. It is estimated
that just over 40% of work on the Kérahnjukar hydropower station
has been completed. Work on the smelters — involving the ex-
pansion of Nordural at Grundartangi north of Reykjavik, and con-
struction of the Fjardaal (Alcoa) smelter in Reydarfjordur, east Ice-
land —is at a much earlier stage, but on schedule. The Alcoa smelter
is scheduled to go on stream in spring 2007 and the expanded
Nordurél plant in autumn 2006. The following summary of proj-
ections for these investments describes the changes that have oc-
curred since the last survey of smelter and power station con-
struction in Monetary Bulletin 2004/4.

Total cost of all the investments, i.e. the expansion of the
Nordural smelter by 122 thousand tonnes per year (tpy) and related
power facilities, the Kérahnjukar power station and the Alcoa
smelter, is somewhat lower in kréna terms according to latest
estimates than was assumed in the macroeconomic forecast
published in Monetary Bulletin 2004/4. Construction cost for the
smelters and power facilities has been revised downwards in real
terms, and the appreciation of the kréna has reduced the cost even
further when measured in domestic currency. Cost has decreased
more in krona terms for the smelters, where foreign cost accounts
for a much larger proportion than for power station construction.
More than 2/3 of smelter construction cost is foreign-denominated,
compared with just over half for the power stations. Nonetheless,
these lower costs have little effect on the overall investment picture.
A more important consideration is that some investments have
been rescheduled from 2004, 2006 and 2007 to 2005. Investment
cost in 2005 is heading for the equivalent of almost 10% of last
year's GDP, a rather higher share than hitherto assumed.

Labour use is also clearly far in excess of earlier assumptions.
The labour requirement for the combined investments in the
aluminium and power sectors has grown by 800 man-years in all.
Imported labour will more than meet this additional requirement.
Thus the share of domestic labour employed on the projects is
heading lower than previously estimated. Roughly 65% of the
labour force is now expected to be imported, compared with the
52% assumed earlier. The largest share of foreign labour use will be
at Karahnjukar power station, where it is currently close to 4/s of the
labour force. Up to % of the labour force employed on constructing
the Alcoa smelter is expected to be imported. It has proved difficult
to recruit Icelandic construction workers and skilled labour for these
projects. The projected share of foreign cost has grown to just over
61%, compared with the earlier 57 %.

Public sector investment

According to provisional data from Statistics Iceland, investment in
public works and buildings increased by more than 27% year-on-year
in 2004 to 35% b.kr., which is a considerably higher figure than the
Central Bank had estimated in December, when it forecasted a
contraction of 18%. One explanation for this discrepancy would
appear to be that central government investment in 2003 has been
revised downwards. Investment was also much higher than was



Table 6 Profitability of listed companies 2003-2004

EBITDA Net earnings
% of turnover 2003 2004 2003 2004
Fisheries 20.8 17.7 8.5 12.1
Manufacturing 16.7 18.7 8.2 10.4
Marine exports 3.1 1.5 0.6 0.3
Transport 7.0 10.7 23 4.1
ITC 19.2 19.6 45 8.2
Other 26.7 235 14.3 11.3
Total 12.2 11.7 4.6 6.1

Source: Central Bank of Iceland.

assumed in autumn 2004. Most of the discrepancy apparently lies in
local government construction projects.

On the basis of the budget for 2005, the supplementary budget
for 2004 and the details that are available about municipal budgets,
the Central Bank now forecasts a decrease in central government
investment this year while local government investment will remain
broadly unchanged. All in all, public sector investment is expected to
contract by 11% this year. A further decrease is expected in 2006.

Residential construction

According to Statistics Iceland’s national accounts, residential con-
struction growth was much less in 2004 than the year before, at 3%
compared with 13.4%. The increase in 2004 was also considerably
lower than the Central Bank had forecast on the basis of information
from construction contractors, high housing prices, soaring demand,
easier credit supply and lower mortgage interest rates. However,
estimates of residential construction investment are highly uncertain
and figures may conceivably be revised later. Also, some of the in-
vestment that was forecast for 2004 may not appear until data are
published for 2005.

Most indications are that residential construction will go on in-
creasing this year. Demand has been gathering pace in recent
months. Disposable income is expected to increase, unemployment is
falling, housing prices are rising faster and have reached record levels,
and mortgage terms are more favourable and credit supply more
forthcoming than ever before. A drop in residential construction in
2004 may simply imply more investment this year than had previously
been forecast. The Central Bank forecasts that residential construction
will increase by one-fifth this year and almost 10% in 2006. One of
the strongest factors impacting residential construction this year is
high housing prices.

A fairly strong correspondence seems to exist between the “Q
ratio” (the ratio of market prices of housing to the construction cost
index) and the scope of residential construction. When housing prices
rise by more than construction cost, contractors should have an
incentive to build more housing.® Residential construction was at a

6. See e.g. a detailed discussion in Efnahagsleg ahrif breytinga a fyrirkomulagi lansfiarmégn-
unar ibtidarhtisnadis (The economic impact of changes to housing finance arrange-
ments), a report by the Central Bank to the Minister of Social Security, June 28, 2004.
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Chart 25
Import growth 1998-2006

Line indicates change on same quarter in previous year.
Columns indicate annual changes.”
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1. Central Bank forecast for annual changes 2005-2006. Change in
2006 is forecast at zero.
Sources: Statistics Iceland, Central Bank of Iceland.

Chart 26

Imports of consumer and investment
goods 1996-2004
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Source: Statistics Iceland.

low in 1999, measuring just over 3%2% of GDP, but climbed steadily
to 5%2% of GDP in 2003. Over the first two months of this year,
housing prices in the Greater Reykjavik Area had increased by 30%
on average year-on-year. They more than doubled over the period
1997-2004, while the construction cost index rose by less than 40%
over the same time. Housing prices went up by more than 13% year-
on-year in 2004 while the construction cost index rose by only just
over 6%.

Municipal construction officials expect a 12% increase in resi-
dential housing space (in m?) over this year, on the back of a 15%
increase in 2004. Construction volume has grown faster than the
population recently, probably because young people are investing at
an earlier age in new housing instead of renting. Mortgage loans
offered by the commercial banks with a higher loan-to-value ratio,
longer maturity and lower interest rates than before ought to support
this development.

Turnover in the housing market and the number of housing
transactions surged after the banks began offering new mortgage
loans at the end of the summer. From July to December 2004, turn-
over increased by 84% and over 65% more housing transactions
were made than over the corresponding period the year before. Most
indications are that housing demand will remain buoyant. Over the
first two months of 2005, turnover increased by 80% year-on-year
and the number of transactions by 66%.

Imports

According to the national accounts, imports increased by 14.3% in
2004, which is close to what the Central Bank had forecast in
December. Imports surged by 21.3% in the last quarter after smaller
increases in the preceding two quarters. Consumer goods imports
were particularly buoyant in 2004, mainly in the first half of the year
and again towards the end. Most of this growth can be attributed to
imports of motor vehicles and household appliances. Imports of
investment goods also ran high in 2004, dipping around the middle
of the year but picking up again towards the end. Tourism ex-
penditures, measured at constant exchange rates, increased by
24.3% and expenditures on transport and communications showed a
similar rate of growth at 25.4%.

Robust import growth appears to have been sustained so far
this year. Over 2005 as a whole, imports are expected to increase by
almost 20%. Brisk growth is forecast in private consumption and a
substantial increase is also expected in imports of investment goods
for the aluminium and power sectors. Moreover, the kréna is con-
siderably stronger this year, spurring imports even further. Imports are
not expected to increase in 2006, since rescheduling of aluminium-
related investments to this year will cause a corresponding drop in
imports for them next year.



GDP growth and the output gap

According to Statistics Iceland's provisional estimates, GDP grew by
5.2% in 2004, i.e. close to the Central Bank's December forecast of
5.4%. The GDP growth forecast for the current year has been revised
upwards since December to almost 6%2%. Greater investment than
previously forecast is the main explanation. Forecasts for private
consumption and investment excluding the aluminium and power
sectors have been revised downwards from December, in part due to
the tighter monetary stance since then. Nonetheless, the tightening
does not fully counteract the effect of increased gross fixed capital
formation. National expenditure will grow by roughly 1%2 percentage
points more than was forecast in December.

The forecast for national expenditure growth in 2006 has been
revised downwards since December. Rescheduling of investment in
the aluminium and power sectors to this year is the main explanation.
The effect of Central Bank policy rate hikes will also be stronger, for
example with smaller increases in private consumption and
investment excluding the aluminium and power sectors. However, as
a result of faster export growth and substantially lower import
growth, GDP will grow faster in 2006 than forecast in December.

National account figures for 2004 were accompanied by a
revision of earlier statistics. It transpires that the economy contracted
sharply in 2002 - by 2%, which is far in excess of previous estimates.
The revision has a considerable impact on estimations of the output
gap,” which turns out to have been negative by just over 3% of GDP
in 2002 and by more than 1% in 2003. This may explain the apparent
discrepancy between the state of the labour market and potential
production capacity. According to revised estimates based on the new
data published by Statistics Iceland in March, and taking into account
the stronger kréna and higher policy rate, the output gap was positive
by roughly 1% of GDP in 2004 and will widen to 3% this year and
4% in 2006. Thus the output gap is smaller than forecast in Decem-
ber, when it was expected to peak at 5% in 2006.

This estimation is based on the assumption of an unchanged
policy rate and exchange rate from the day of forecast. In spite of the
higher policy rate and strong kréna, the outlook is still for substantial
and mounting pressures in the economy, other things being equal.
Tighter economic policies would ease these imbalances and thereby
reduce inflationary pressures.

7. A detailed account of the Central Bank methodology for estimating the output gap is
given in Appendix 2.
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The output gap 1992-2006"
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1. Central Bank forecast for 2005-2006.
Source: Central Bank of Iceland.
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V Public sector finances

According to provisional data from Statistics Iceland, the general
government balance improved from a deficit of 8 b.kr. in 2003 to a
surplus of 5 b.kr., or by the equivalent of 1.6% of GDP. The local
government balance deteriorated by an estimated 9 b.kr., while the
Treasury balance improved by 22 b.kr., the equivalent of 2.6% of GDP.

The improvement in Treasury finances exceeded the budget
target, which was 15 b.kr. Behind this improvement lay far greater
increases in revenues and expenditures than had been expected at
the beginning of 2004 — partly due to more robust growth of GDP
and national expenditure over the year. Developments are discussed
in more depth in Box 2. Treasury revenues (excluding privatisation
proceeds) were budgeted to rise by 5% but the result appears to be
close to 12%, or 8% in real terms. Expenditures were budgeted to
rise by a nominal 2% but decrease by 3% in real terms year-on-year,
assuming average tax write-offs and pension fund transfers.
According to provisional data from Statistics Iceland, the increase
turned out to be 3%, implying that Treasury expenditures were
broadly unchanged in real terms.

The budget for 2005 assumes a 5% increase in revenues and
expenditures, leaving the Treasury outcome unchanged between the
years. It continues to follow the Treasury's medium-term programme
which assumes modest expenditure growth in 2006 and rather more
in 2007. However, the programme also assumes that the growth in
revenues will slow down when investments in the aluminium and
power sectors come to an end, compounded by the impact of tax
cuts. Presumably the Treasury will move into deficit then.

Provisional national accounts data from Iceland Statistics show a 5
b.kr. deficit in the local government sector last year. The municipalities’
balance deteriorated by more than 9 b.kr. year-on-year. According to
aggregates from the municipalities’ budgets for 2005 and revised
budgets for 2004 published by the Association of Local Authorities, their
nominal revenues should increase by almost 12% year-on-year in 2005,
but tax revenues by only 10%. Expenditures including capital expenses
and investments are projected to grow by 4% in nominal terms. If this
scenario holds, local government finances will improve significantly and
climb into the black. However, municipalities have often run up heavy
outlays in the year before local government elections.

There has been little reduction in net Treasury debt in recent years,
partly because of the emphasis on improving the position with respect
to civil servants’ pension fund commitments. Pension fund liabilities and
deposits in the Central Bank have not been accounted for on the same
principles as other liabilities. Net Treasury debt edged up in 2004, when
discretionary payments to pension funds and the increase in deposits in
the Central Bank outstripped the budget surplus plus foreign exchange
gains. However, total debt went down quite substantially. The surplus
for 2004 amounted to 8 b.kr., plus 25 b.kr. in collected credits and
foreign exchange gains of 10 b.kr., while payments into pension funds
and the account with the Central Bank were 19 b.kr. Total measured
debt therefore decreased by more than 20 b.kr.
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The public sector balance is estimated to have improved by roughly
22 b.kr. year-on-year in 2004, equivalent to just under 3% of GDP.
The improvement is entirely the result of a turnaround in the Treas-
ury outcome, since the local government balance appears to have
worsened. To some extent the Treasury's improvement can be
attributed to tighter expenditure control after a sharp expansion in
2003. However, part of the improvement was caused by faster
growth in output and demand than had been assumed when the
budget for 2004 was passed. The budget estimated GDP growth at
3.5%, but the national accounts now show a figure of 5.2%. It is
interesting to examine the extent to which the improved Treasury
outcome can be traced to higher levels of GDP growth and national
expenditure.

Assessments of the cyclical impact on central government
finances assume broadly smooth or inelastic growth in the pro-
duction capacity of the economy, with real growth fluctuating in
either direction around it. Production is therefore either more or less
than production capacity. The difference between the two is known
as the output gap (for an assessment of production capacity and
the output gap, see Appendix 2). The cyclical impact on central
government finances may be defined as the change in the balance
of the Treasury or public sector as a whole which, other things
being equal, may be attributed to changes in the output gap.

In the Central Bank’s estimations of the cyclical impact on
public sector finances, the working hypothesis has been that each
1% increase in the output gap increases public sector revenues by
just over 2%." The following analysis of the components of this rule
examines two revenue items: personal income tax paid by individuals
to central and local government, and consumption taxes, i.e. value-
added tax, import duties, commodity charges and the like.

Simulations indicate that when average wages rise by 1%,
the total yield from municipal income tax will increase, other things
being equal, by 1% and income tax paid to the Treasury by 2%." A
1% increase in employment, on the other hand, increases municipal
and central government income tax equally if wage distribution
remains unchanged, by 1% like the tax base. The budget assumed
a 5% rise in wages, 2% increase in employment and 3%2% growth
in GDP. The tax-free personal allowance was raised by 2%2%. On
the basis of these parameters, total income tax revenues could be
expected to increase by 8%2% year-on-year and the central govern-
ment's share by around 10%. The budget premisses seem to have
been realised. Provisional figures indicate that the Treasury's per-
sonal income tax revenues increased by 12%, somewhat in excess
of the calculated estimates. In cash terms the difference is more
than 1 b.kr. However, household income would only have needed
to grow by a further 1%2% on top of current forecasts in order to
account for this discrepancy. It should also be borne in mind that
few data on wage developments in 2004 are available yet.

Consumption taxes are statistically easier than the income tax,
since they are flat-rate without increments or tax-free thresholds of
any kind. The taxes under consideration here yielded 105 b.kr. in
2003, or 13.3% of GDP, and according to the budget estimates they
should have yielded 5%:% more in 2004 than the previous year.
According to provisional cash basis figures, the year-on-year increase

1. In the chapter on public sector finances in Monetary Bulletin 2004/4, a factor of 1.1%
was wrongly cited. That figure applies to revenues as a proportion of GDP, and
naturally increases by less than revenues when GDP grows as well.

Box 2

Budgetary effect of
the boom
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Chart 1
Local government expenditures 1960-2004
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Chart 2
Consumption taxes 1970-2004
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was 13%2%. Empirical evidence suggests that for every additional 1%
that GDP rises, the proportion of consumption taxes to GDP rises by
0.13% on average. Part of the reported increase is explained by the
tendency for consumption to grow faster than GDP during upswings.
However, an analogous increase is seen if private consumption is
used as a reference instead of GDP. The only explanation for such
peaks is a change in consumption patterns, for example with more
spending on motor vehicles, household appliances and other high-
tariff goods, which apparently was the case during the upswings in
1987, 1998-2000 and last year.

According to budget assumptions for 2004, the output gap
would narrow by half a percentage point year-on-year and nominal
GDP would rise by 5%%. According to the present Central Bank
macroeconomic forecast, the gap shrank by 22 percentage points
and nominal GDP rose by 12%. Accordingly, consumption tax
yields should have risen by around 14%2%, raising an additional 10
billion kréonur for the Treasury. The preliminary figure of 13%%
comes surprisingly close, given the nature of the calculations.

Under the Central Bank working hypothesis mentioned at the
outset, expenditures are assumed to follow GDP, i.e. public sector
expenditures as a share of GDP are assumed to remain unchanged by
the economic cycle. Although there are weak indications that public
sector expenditures fall proportionally at the start of an upswing, this
decrease appears to be reversed in the second year. As an exception
to this assumption, account is taken of higher expenditures on unem-
ployment benefits during downturns. The correlation between un-
employment and the economic cycle is very clear, even though it has
changed over time and the equilibrium rate of unemployment is now
higher than before. Under the working hypothesis, a 1 percentage-
point downturn in the output gap is assumed to raise unemployment
by 0.2% of the labour force. It has been estimated that this would
cause unemployment benefits as a proportion of GDP to rise by
0.03%, but recent developments suggest that 0.04% might be a
more accurate figure. On the basis of the Central Bank output gap
forecast, unemployment should have been expected to decline with
a corresponding reduction in expenditure on unemployment benefits
amounting to roughly 1 b.kr. between the years. Instead, payments
into the Unemployment Insurance Fund increased by around %2 b.kr.
between years according to provisional data. In fact, this is consistent
with other labour market data and recent international experience of
a jobless recovery. In Iceland, an exceptionally high level of imported
labour recently also makes the current upswing unusual.

The budget was passed with the ambitious target of improv-
ing the Treasury balance by 20 b.kr. — which was achieved. Higher
output and demand than assumed in the budget must be expected
to have generated an extra 10 b.kr. in Treasury revenues from
indirect taxes, in addition to the fact that revenues from capital
income tax and corporate income tax exceeded the budget
estimates by 5-6 b.kr. Thus the budget targets were attained with
the help of a large cyclical boost, leaving a smaller fiscal impulse
than had been aimed for to counter overheating.

Tight finances last year added an estimated 4-5 b.kr. to the
municipalities’ gross liabilities and 3-4 b.kr. to their net liabilities. In
recent years, net local government debt has hovered around 7%2% of
GDP in spite of deficits. The main explanations are privatisation of
assets and GDP growth.



VI Labour market and wage developments

Clear turnaround in the labour market

Indicators show a clear turnaround in the labour market last autumn.
After a slow start towards recovery, slack in the labour market is now
expected to have vanished and increasing pressures will build up in
the coming months. Seasonally adjusted unemployment has declined
steadily since summer 2004 and was down to 2.4% in February.
Unemployment dropped by half a percentage point year-on-year in
2004 to 3.1%, as the Central Bank had forecast in December.

Statistics Iceland's labour market survey shows signs of an
increase in labour use measured in terms of the number of employed
in Q4/2004, both from the preceding quarter and year-on-year.
However, labour market participation and total hours worked were
still lower in Q4/2004 than in the final quarter of 2003. The pattern
varies depending upon sex, age and region. An increase in average
working hours among the youngest age group (age 16-24) is a clear
indication of firming demand. There has also been a sizeable rise in
the number of employed in the oldest age group (55-74), accounting
for more than half of the year-on-year increase in Q4/2004. Labour
use increased in the Greater Reykjavik Area but contracted in regional
Iceland. For females in regional Iceland, the situation appears to have
deteriorated on all fronts, with higher unemployment and reductions
in both the number of employed and the labour participation rate.
Part of the explanation probably lies in growing exports of fresh (i.e.
unprocessed) fish to European markets, together with rationalisation
in the retail and service sectors in regional Iceland.

Other indications of growing labour demand are the increase in
registered vacancies among employment agencies and increased
issues of new labour permits. Only about one-third of new labour
permits issued last year were connected to construction of the Kara-
hnjakar power station, while permits for employees in fish processing,
processing of agricultural products, skilled construction work and
services also showed a marked rise. It should be borne in mind that
the large number of work permits issued for Karahnjukar gives a mis-
leading picture of how much foreign labour is involved, because of
the high labour turnover rate there.

More imported labour needed to keep wage

pressures in check

Although aluminium-related investments are also being launched
closer to the Greater Reykjavik Area, the share of domestic labour
employed on these projects is not expected to increase much, since
there is only a small pool of spare experienced or skilled labour. In east
Iceland, intense activity in connection with aluminium projects has
provided the local labour force with ample work and this situation
looks set to continue. While the labour requirement for aluminium
industry investments in the vicinity of the capital is considerably less,
domestic labour is unlikely to be available to meet more than a small
part of it. Whether wage pressures develop this year and in 2005 will
depend to some extent on the scope of labour imports.

-1.5
Participation ~ No.
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Chart 28
Unemployment January 1991 - February 2005
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Chart 29
Labour use in 2004
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Labour demand on the increase in the services sector

Businesses are upbeat about the outlook, judging from a confidence
survey conducted by Gallup for the Central Bank and Ministry of
Finance in February. More companies plan to recruit staff and fewer
to make redundancies over the next half-year than in a comparable
survey conducted in September. A larger increase in recruitment is
foreseeable in the Greater Reykjavik Area than was expected in the
last survey, while the predicted trend for regional Iceland is
downward. Companies in the manufacturing and services sectors
plan more recruitment than they had foreseen in September, and
advertisements for vacancies indicate growing demand for labour in
services. The position in fisheries has changed quite sharply as far
more companies now plan to cut back staffing than in earlier surveys
— which is not surprising in light of the strong real exchange rate of
the kréna and the greater scope for rationalisation in the sector
offered by recent wage agreements. Gallup's findings are in line with
a survey of business investment plans conducted by the Confeder-
ation of Employers (SA) in January.

Wage changes are still in line with forecasts

So far, wage changes are in line with the Central Bank's assessment
of the costs implied by wage settlements.. However, the most recent
statistics on wage developments in the private sector indicate that
wage pressures were beginning to build up towards the end of last
year. In January, the wage index had risen 6.6% year-on-year and
real wages by 2%2%. Most wage-earners received a pay rise of at least
3% in 2004, and private sector employees and some local
government employees received a negotiated 3% increment in the
New Year. Wage agreements have been made with the largest groups
of public sector employees, but the impact of the new deals is not yet
reflected in Statistics Iceland's wage index.

Slightly more unemployment forecast than in December but
wage developments broadly unchanged

Given the robust GDP growth witnessed over the past two years and
in historical terms, wage rises have by and large been moderate.
Wages rose by 4.7% year-on-year in 2004. This is the smallest
increase since 1995, when unemployment was roughly 5% but the
rate of inflation was lower, so that real wages rose by almost 3%
then, compared with 1%2% last year. Pressures will mount in the
labour market over the next two years, which will test whether wage
developments remain in line with the frameworks laid down in
settlements. Private sector wage agreements contain a review clause
for November this year and, bearing in mind inflation developments
and wage settlements by other sections of the workforce, the outlook
for whether a wage review will be triggered or not is quite
ambiguous. However, the monetary stance has been tightened
substantially. According to the main forecast, wage developments will
be broadly unchanged from December and unemployment virtually
the same this year, but higher in 2006. Productivity will be somewhat
higher than in the December forecast.



VIl External balance

The current account deficit in 2004 was far in excess of forecasts
According to the Central Bank's provisional balance of payment
statistics, the current account deficit in 2004 was substantially wider
than the Bank had forecast in the beginning of December. Measuring
almost 70 b.kr., the deficit was equivalent to roughly 8% of GDP,
compared with the December forecast of 6%2%. The discrepancy is
partly explained by a greater-than-expected deficit in Q4/2004, and
also by revised figures for the preceding quarters. Revised current
account balance figures for previous years have also revealed that the
deficit was larger than had previously been estimated.

Table 7 Revised current account statistics 2000 - 2004

Q1-Q2
% 2000 20071 2002 2003 ‘04 2004
Current account Revised -105 -46 1.1 -53 -7.7 -84
Previous -102 41 12 -441 -6.6 .
Merchandise account Revised -57 -08 18 -20 3.2 43
Previous 5.7 -09 1.7 -21 -3.2 .
Service account Revised -1.8 -02 00 -11 -27 17
Previous -14 02 02 -1.0 -2.3 .
Balance on income Revised -29 -34 -08 -21 -1.7 -21
Previous 29 34 -11 -1.0 -1.0

Source: Central Bank of Iceland.

The balance on the service account deteriorated by 5.8 b.kr in
2004. A large increase was recorded on the expenditure side for both
tourism and travel. The deficit on income amounted to 17.7 b.kr.,
marginally above the December forecast. Revised statistics for the
first three quarters of 2004 revealed a larger deficit than had
previously been estimated, and interest payments also rose sharply
towards the end of the year. Foreign debt grew by 40% in 2004 and
accounts for the lion's share of the increase in debt service, while
higher foreign short-term interest rates have also had some impact.

A record current account deficit is on the cards this year, even
though low global interest rates are holding back the deficit on
income

The current account deficit appears set to widen even further this year.
The Central Bank forecasts a deficit equivalent to more than 12% of
GDP, which will be a historical high if it occurs. It will occur under quite
different economic conditions from those prevailing in 2000. The real
exchange rate is currently much higher than then and global interest
rates have been at a historical low. Thus the deficit on income has not
grown in pace with foreign debt: foreign debt has quadrupled over the
past seven years but interest payments have little more than doubled
over the same period. Foreign interest rates look likely to rise in the
near future, although the Central Bank forecasts that the recovery will
be slow. Debt service and the deficit on income can therefore be
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Chart 30
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expected to increase over the forecast horizon, but only gradually.
Interest rates could conceivably rise faster. For each percentage point
that average interest rates rise, the deficit on income can be expected
to widen by just over 1 percentage point of GDP. This implies that if
interest rates return to the level of a decade ago, the current account
deficit could grow by several percentage points and even exceed the
Central Bank's forecast.

Massive capital inflows to fund the current account deficit and
external investment raise doubts about long-term exchange rate
stability

Developments last year resemble the events of 2000 insofar as the
wide current account deficit then was accompanied by substantial
capital outflows on portfolio and direct foreign investment by
residents. The “basic balance” is defined as the current account
balance plus net foreign direct investment and residents’ portfolio
investment abroad. In 2000 the basic balance, defined in these terms,
was equivalent to 20% of GDP. Overdependence on capital inflows
put the krona under fierce pressure when investments declined and
capital inflows waned. Last year the basic balance was even more
negative than in 2000, at 34% of GDP, since net foreign direct
investment and portfolio investment abroad both soared at the same
time as the current account deficit widened. Unlike 2000, however, it
can be stated categorically that the current account deficit, at least,
will widen even further.

Table 8 Basic balance in selected years

% 1998 2000 2004
Current account -6.9 -10.5 -8.1
Merchandise account -4.4 -5.7 -4.3
Balance on income -2.2 -2.9 -2.1
Debt service balance -3.0 -3.6 -2.6

Basic balance (current account
+ foreign direct and portfolio investment
by residents) -9.8 -20.8 -34.0

Source: Central Bank of Iceland.

Capital inflows to Iceland have never before reached the scale
witnessed last year. Capital movements reached a record level in 2004
and net inflows according to the balance of payments accounts
amounted to almost 148 b.kr. Admittedly, the item “errors and
omissions” was exceptionally large at 78 b.kr. and how this capital
was actually deployed remains uncertain at the moment.

One main reason for hefty capital inflows is large-scale foreign
borrowing by domestic banks, especially through issuance of euro
medium-term notes. Net foreign borrowing last year was equivalent
to 70% of GDP. Of course, the increase in external debt has been
matched to some extent by foreign asset formation. The largest item
is foreign lending by Icelandic banks, which grew by almost 135 b.kr.
between February 2004 and February 2005. Direct holdings of for-
eign assets almost doubled year-on-year in 2004, and portfolio



holdings also swelled. For the first time ever, foreign assets of the
Icelandic economy exceeded GDP by the end of the vyear.
Nonetheless, the net external position deteriorated last year by the
equivalent of more than 17% of GDP, and the deficit at the end of
the year amounted to 87 % of GDP. The external debt position turned
down by even more and was equivalent to 131% of GDP at the end
of the year. However, the exceptionally large errors and omissions
item could mean that net debt is overestimated.

The swelling of both assets and debts in recent years complicates
analysis of the macroeconomic impact of exchange rate movements and
also the impact of capital movements on the exchange rate. Nonetheless,
the deteriorating debt position definitely leaves the economy more ex-
posed to volatility in foreign interest rates and the exchange rate.
Furthermore, the wide current account deficit increases the likelihood of
exchange rate volatility.

As pointed out elsewhere, the real exchange rate of the krona is
currently at one of its highest levels ever. In light of the current
account deficit and historical experience, it is only a matter of time
when the exchange rate begins reverting to its long-term equilibrium.
When and how quickly this happens is highly uncertain and
introduces a major uncertainty into the macroeconomic forecast
presented here.
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Chart 32

Inflation January 2001 - March 2005
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Chart 33
Components of the CPI in March 2005
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VIl Price developments and inflation
forecast

Price developments

Inflation has risen sharply since the last Central Bank forecast was
published in December 2004. Two factors in particular have been
crucial for price developments in recent months: surging demand for
housing and the appreciation of the kréna. These are counteracting
forces, but the demand impulse has proved the stronger until now.

Inflation beyond the tolerance limit in Q1/2005
Inflation continued to accelerate from the end of last year. In February
it breached the upper tolerance limit when the twelve-month increase
in the CPI measured 4.5%. In March it gathered even more pace and
reached 4.7%, triggering an open letter from the Bank to the
Government which is published elsewhere in this Monetary Bulletin.
Average inflation in Q4/2004 was 3.8%, which is 0.1 percentage
point higher than the Central Bank had forecast in December.
Statistics Iceland publishes two indicators of underlying inflation.
Core index 1 excludes agricultural products, vegetables, fruit and fuel,
while Core index 2 furthermore excludes changes in prices of public serv-
ices. Around mid-2004 the gap between total CPI inflation and core in-
flation widened, but this year it has been narrowing and has now almost
closed. In March the twelve-month average rise in Core index 1 was
almost the same as in the CPI, while Core index 2 went up by 4.5%.

Prices of most imports dropped year-on-year ...

The appreciation of the kréna in recent months has constrained rises
in the CPl components which are most sensitive to exchange rate
movements, and has even brought down some prices. The krona
strengthened by almost 8% over the twelve months to the end of
February, based on monthly averages.

Prices of imported goods excluding alcohol and tobacco were
virtually unchanged year-on-year in March, and had decreased if the
rise in petrol prices is excluded as well. Imported food and beverage
prices went down by almost 6% in March from the previous month,
and by 7% compared with a year before. While this is partly caused
by the strong kréna, a price war was also under way in the retail
sector at the time the CPI survey sample was taken.

Petrol prices dropped sharply at the beginning of the year,
reflecting a downturn in world markets and the appreciation of the
kréna, then inched up again in February and March. At the beginning
of March, petrol prices were roughly 10% higher than a year before.

Prices of imported consumer durables are less sensitive to short-
term exchange rate movements. For example, the depreciation of the
kréna in 2001 was only reflected in imported motor vehicle prices to
a slight degree. In March 2005, they had risen by just under 1% year-
on-year, and increases that took place last year appear to have
unwound to some extent in recent months. Further reductions can be
expected in the coming months if the kréna remains strong or
continues to appreciate.



Over the past twelve months, domestic goods prices have
increased by 1.8%. Agricultural products only compete indirectly with
imports and higher prices for them have made a sizeable contribution
to higher domestic goods prices. Prices of domestic goods excluding
agricultural products and vegetables have risen by less, or 1.1%.

... but prices have risen in the non-traded goods sector -
especially for housing and public services

In the non-traded goods and services sector, soaring demand is
reflected in inflation. The clearest instance is housing price increases,
but prices of local private sector services and public services have also
risen some way in excess of the inflation target.

A wave of price rises has swept the housing market in recent
months. Record monthly increases have been witnessed for housing
in the Greater Reykjavik Area and prices have also spiralled in other
parts of the country. In March, the twelve-month nationwide increase
in market prices for housing (based on three-month averages)
measured 24%. The main reason for the boom is fierce competition
in the mortgage loan market in recent months. This has produced a
much wider raft of options for homebuyers, lower mortgage interest
rates, higher loan ceilings and longer maturities (see Appendix 4).
Prices of detached housing have gone up most sharply, by 37% over
the past twelve months, while apartments in condominiums have
risen by 26%. Average housing prices in regional Iceland have
increased by 13% over the past twelve months.

In March, the twelve-month increase in prices of public services
was 7%, far in excess of the CPI as a whole. Rises extend to a range
of public services, including a sharp hike in household electricity and
heating costs at the beginning of the year, by more than 12% from
December.

Some measures of inflation expectations remain broadly
unchanged from three months ago, other measures marginally
higher
Some measures of inflation expectations have been heading upwards
over the past quarter. In March, inflation expectations (measured in
terms of the yield spread between non-indexed and indexed three-
and five-year Treasury bonds) averaged 3.8%. The January figure
was broadly the same. However, this measure of inflation ex-
pectations is not sufficiently reliable at present due to the lack of a
suitable indexed benchmark bond, as pointed out above.

In a survey of household inflation expectations produced by
IMG Gallup for the Central Bank four times a year — most recently at
the end of February and beginning of March — households forecast
average inflation of 4.1% over the next twelve months, which is
marginally up from the previous survey in November 2004, but the
median was unchanged. Interestingly, inflation expectations are lower
than measured inflation, which they generally track. The forecast is
closely in line with that of financial market analysts shown in Box 3.
However, market analysts predict higher inflation over next year.

-5

ECONOMIC AND MONETARY
DEVELOPMENTS AND PROSPECTS

Chart 35
Goods prices January 2001 - March 2005
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Chart 36

Market prices of housing
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Chart 37
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Chart 38
Inflation expectations 2004-2005
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Inflation forecast

Since the Central Bank published its last inflation forecast in December
2004, it has raised its policy interest rate by 1%2 percentage points and
the kréna has appreciated by more than 9%. As usual, the Bank's main
forecast is based on the technical assumption that both the policy rate
and the exchange rate remain unchanged from the day of the forecast.

Underlying inflation pressures have eased since December ...
Since December, new data have been published on economic devel-
opments in 2004 and so far this year. As discussed above, they
indicate that the output gap was rather more negative in 2002 than
had earlier been assumed. The Bank's two-year forecast also implies
a downward revision to the positive output gap over this period, due
to both revised historical data and a tighter monetary stance than had
been assumed. Nonetheless, output will grow faster than capacity, so
that the output gap will still widen over this horizon.

As in the December forecast, labour market slack is expected to
disappear in the first half of this year and unemployment to continue
falling over the forecast horizon, leaving it below a level compatible
with price stability two years ahead. Unit labour costs will rise in step
with labour market pressures above a level compatible with the
inflation target over the period, but productivity gains will keep the
increase lower than was forecast in December.

The kréna has appreciated substantially since the Central Bank
published its last forecast at the beginning of December. Global
inflation for last year was also slightly lower than assumed in the
forecast then. However, the outlook two years ahead remains broadly
unchanged. If the kréna stays at its current strong value the inflation
rate will clearly slow down in the near future, provided that lower
import prices are transmitted to domestic retail prices. If the pass-
through is full and relatively rapid, year-on-year inflation in the second
half of this year and first half of 2006 could drop quickly and move
some way below the target. Under a floating exchange-rate regime,
however, such a development is fairly unlikely. A more probable
outcome is a smaller pass-through than is implied by models based on
historical data from the fixed exchange-rate period. One explanation
of why retail prices remain sticky against exchange rate changes may
be uncertainty about whether the currency appreciation is permanent.
Domestic retailers could seize the chance to raise their mark-ups
instead of lowering imported goods prices by the full amount that the
kréna has strengthened — especially in the present buoyant demand
climate — to prepare themselves for a presumed weakening later. This
is consistent with the experience of other countries with a floating
exchange rate and also with Iceland's own episode of exchange rate
volatility in 2001. The forecast therefore assumes that the recent ap-
preciation of the krona will only imperfectly be passed through to do-
mestic prices over the forecast horizon.

... but inflation will remain above target two years ahead
Inflation is forecast to fall quite rapidly in the fairly near term due to
the exchange rate impact outlined above and some base-line effects



due to the surge in inflation in spring 2004. According to the forecast,
inflation will be close to the 22% target in Q1/2006, which is a lower
rate one year ahead than was forecast in December, when it was
almost 3% to the same quarter (and 3%2% over the corresponding
one-year horizon). Later in 2006, however, inflation is forecast to
gather momentum, driven by mounting demand pressures and the
dwindling impact of the currency appreciation. Two years ahead,
inflation is now forecast at marginally above 3%, well below the
December forecast of more than 4% to the same quarter (and 3%2%
over the corresponding two-year horizon). Inflation is also expected
to remain above 3% until the end of 2007, assuming an unchanged
policy rate. In other words, inflation will stay above the target at the
end of the forecast horizon, even though the long-term inflation
outlook is slightly better than in December.

Upside risk increases further

Inflation prospects are always fraught with uncertainty. The main
forecast may be seen as the most probable outcome based on an
unchanged policy rate and (strong) exchange rate. Since develop-
ments are unlikely to unfold exactly as forecast, it is vital to take into
account the entire risk profile in monetary policy decision-making.8

The risk profile of the forecast is broadly comparable with that
from December 2004. The main risks involve the impact that the new
climate in the domestic mortgage loan market will have on private
consumption, the possibility of wage settlements being revoked later
this year, whether the fiscal stance will be sufficiently tight and
developments in the exchange rate and other asset prices. Table 9
summarises the main asymmetric uncertainties in the forecast.

On the other hand, the risk two years ahead is likely to be more
asymmetric than in the December evaluation. Macroeconomic imbal-
ances are still intensifying. The kréna has strengthened even further
and the current account deficit has widened, increasing the
probability that the currency will slide. Also, the forecast horizon now
extends to the general election year of 2007. There has been a
tendency to ease fiscal policy in the run-up to elections. Thus the risk
of a lax fiscal stance is greater than previously assumed. Both these
factors create an upside risk which has probably increased since the
last forecast. Offsetting them is the ongoing surge in housing and
equity prices, which could increase the probability of a sharp
downward adjustment later along the forecast horizon. All told, the
overall risk is estimated more to the upside than was assumed in
December.

As before, estimates of forecast uncertainty based on historical
forecast errors are likely to exaggerate to some extent the
uncertainties that lie ahead, since they tend to be unduly influenced
by the recent period of high and variable inflation.

8. A more detailed discussion of probability distribution calculations in the inflation forecast
is given in Appendix 3.
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Chart 39
Revised Central Bank inflation forecast
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Box 3

Financial market
analysts' assessments of
the economic outlook

The accompanying table shows the economic forecasts of financial
market analysts at the end of February. Participants in the survey
were the research departments of islandsbanki, KB banki, Lands-
banki, and Economic Consulting and Forecasting. An immediately
striking feature of the forecasts is the wide divergence between the
highest and lowest values, in particular for inflation and GDP
growth but also for the exchange rate index and ICEX-15 equity
index. There is more disagreement than often before about eco-
nomic developments over the next two years.

Analysts have revised their inflation forecasts for 2005 and
2006 upwards in line with the recent development of the CPI, which
has been characterised by a surge in housing prices. They expect an
average rate of inflation of 4.1% over 2005, and 4% year-on-year
—i.e. at or above the upper tolerance limit of the inflation target. The
Central Bank forecasts a much lower rate of inflation, but it should
be underlined that it assumes an unchanged policy interest rate and
exchange rate over the forecast horizon. The Central Bank forecasts
2.6% inflation over 2005, and 3.6% year-on-year. Respondents
differ markedly about the inflation outlook for 2006. They forecast
a sharp rise in inflation over 2006, at 5.9%, and 4.9% year-on-year.
In contrast, the Central Bank forecasts 3.1% over 2006 and an aver-
age of 2.7% year-on-year.

Forecasters are more upbeat about GDP growth than they
were in November, expecting 5.8% growth in 2005 and 4.3 % next
year. As before there is a considerable difference between the
highest and lowest forecast values. The Central Bank's GDP growth
forecast is rather higher, at 6.4% this year and 6.1% in 2006.

On average, respondents forecast an exchange rate index of
122 twelve months ahead, implying a sizeable depreciation of the
kréna from its value in recent weeks — the exchange rate index has
fallen steadily (i.e. the kréna has strengthened) since the beginning
of December. Two years ahead they forecast that the krona will
slide further, bringing the exchange rate index down below 130.

The Central Bank raised its policy interest rate to 8.75% on
February 22. Analysts expect further hikes in the coming months,

Overview of forecasts by financial market analysts’

Inflation (within year)
Inflation (year-on-year)
GDP growth

The effective exchange rate index of
foreign currencies vis-a-vis kréna
(Dec. 31, 1991=100)

Central Bank policy interest rate
Nominal long-term interest rate?
Real long-term interest rate3

ICEX-15 share price index
(12-month change)

Housing prices (12-month change)

2005 2006

Average Lowest Highest Average Lowest Highest
4.1 3.2 5.0 5.9 45 8.2
4.0 35 4.8 4.9 35 73
5.8 4.5 6.5 43 25 55

One year ahead Two years ahead
122.0 115.0 130.0 130.6 125,0 137.0
9.9 9.8 10.0 8.8 7.0 10.0
7.9 75 8.8 73 7.0 7.8
35 B2 87 BI5) 3.3 4.0
5.0 -15.0 20.0 10.7 -19.3 29.0
13.8 10.0 20.0 16.5 5.0 26.0

1. The table shows percentage changes between periods, except for interest rates (percentages) and the exchange rate index for foreign currencies (index points). Participants in
the survey were the research departments of islandsbanki, KB banki and Landsbanki, and Economic Consulting and Forecasting. 2. Based on yield in market makers' bids on non-
indexed T-notes (RIKB 07 0209). 3. Based on yield in market makers’ bids on indexed HFF bonds (HFF 150644).

Source: Central Bank of Iceland.
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almost unanimously forecasting a policy rate of 9.9% one year
ahead, then expect a reduction to 8.8% two years hence.

Opinions are sharply divided over future equity prices. Two
forcasters expect them to rise next year, while one predicts the
status quo and one a decrease. Forecasts two years ahead are even
more divergent.

As in recent surveys, forecasters agree that real estate prices
will rise both one year and two years ahead.

Chart 40 presents the estimated confidence intervals for the
next two years. The entire shaded area shows the 90% confidence
interval; the two darkest ranges show the corresponding 75%
confidence interval and the darkest range shows the 50% confidence
interval. The uncertainty increases over the horizon of the forecast, as
reflected in the widening of the confidence intervals.

Less probability of inflation being above target two years ahead

Since December, the probability that inflation will be above the target
at the end of the forecast horizon has decreased. Similarly, there is a
greater probability that inflation will be within the upper tolerance limit.

Inflation forecast based on a flexible policy

rate and exchange rate

As pointed out elsewhere, the main forecast is based on the technical
assumption of an unchanged policy interest rate and exchange rate
from the day of the forecast. Thus the chief function of the forecast
is to present the Bank's view of the way economic developments may
unfold if it leaves the monetary stance unchanged. The forecast
therefore provides the Central Bank with a guideline for its interest
rate decisions, so that the policy rate can be set such that the target
can be attained.

Such a forecast does not need to present a realistic account of
how economic developments will unfold under conditions like the
present heavy macroeconomic imbalances, since it is unrealistic to
assume that the Central Bank would simply remain passive and not
take measures in response to it.

For this reason, in the December Monetary Bulletin the Bank
presented an alternative inflation forecast based on variable interest
rates and exchange rate. Implied forward rates are used, as shown in
Chart 13 on p. 17. In this scenario, the Bank’s policy rate continues
rising until August 2005 when it peaks at 10%, then declines for the
rest of the forecast horizon. This implies a policy rate almost 0.75
percentage points higher this year than in the main forecast, and just
over 0.1 percentage point lower next year.

The exchange rate is also allowed to develop in line with
uncovered interest parity, i.e. on the basis of market expectations of
the future development of the interest-rate differential with abroad
(using trade-weight short-term forward rates), but incorporating an
exchange rate risk premium. On the basis of forward rates, both
domestic and foreign interest rates will rise in the near future and then

Chart 40

Central Bank inflation forecast
Forecasting period: Q1/2005 - Q1/2007
%

2000 | 2001 | 2002 | 2003 | 2004 | 2005 | 2006 |

— CPI B 50% confidence interval
— Inflation target = 75% confidence interval
—— Upper tolerance limit 3 90% confidence interval

—— Lower tolerance limit

Source: Central Bank of Iceland.
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Chart 41

Inflation forecast based on different interest
rate and exchange rate assumptions

— Central Bank main forecast

— Forecast based on different interest rate
and exchange rate assumptions
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turn downwards in the second half of this year, but more rapidly
abroad. Thus the interest-rate differential gradually widens over the
period. Consequently, the kréna will gradually depreciate and the
exchange rate index will be close to 120 at the end of the forecast
horizon. It should be reiterated that the interest rate and exchange
rate paths used in this alternative scenario do not imply any view or
forecast on the part of the Bank regarding how they will actually
develop over the forecast period.

Chart 41 presents an inflation forecast based on this
development of the exchange rates and interest rates. As in the main
forecast, exchange rate movements are not assumed to be passed
through in full to domestic prices in the short run.

This forecast implies that inflation could decline more rapidly
than is shown in the main forecast, to 2% at the end of this year.
Afterwards it picks up rapidly to reach almost 4%2% at the end of the
horizon. This is because the monetary stance is tighter than in the
main forecast for the first part of the period, and the kréna remains
fairly strong. Domestic demand growth is therefore more subdued in
2005 than in the main forecast. Towards the end of this year and in
2006, however, the kréna increasingly gives way and the policy rate
drops, which fuels demand even further and contributes to a higher
inflation rate than in the main forecast.

Table 9 Main asymmetric uncertainties in the inflation forecast

Uncertainty Explanation Inflationary impact
Private The impact of lower long-term interest rates and easier Risk of the kréna depreciating and thereby of
consumption credit access, and their potential wealth effect, underforecasting inflation

on private consumption could be underestimated

Exchange rate The impact of currency appreciation on domestic prices Risk of overforecasting short-term inflation
developments could be underestimated
Wide current account deficit and increasing inflation Risk of the kréna depreciating and thereby
expectations for the coming years could create of underforecasting inflation

downward pressure on the kréna

Wage Adverse inflation prospects and the outcome of specific Risk of underestimated wage rises and thereby
developments wage agreements could lead to renegotiation of general of underforecasting inflation

wage agreements

Fiscal policy The fiscal stance could be easier than assumed in Risk of underestimated positive output gap and
forecasts, especially with a general election scheduled thereby of underforecasting inflation
for 2007

The impact of planned tax cuts on future income expecta-
tions could be underestimated, so their demand impulse
could be correspondingly greater

Asset prices Short-term: Housing price rises over the coming months Risk of underforecasting short-term inflation

could be underestimated

Long-term: Asset prices could fall, reducing private Risk of overestimated positive output gap and
consumption later in the forecast period thereby of overforecasting inflation

Central Bank risk

profile One year ahead
Monetary Bulletin 2004/1 Symmetric
Monetary Bulletin 2004/4 Symmetric
Monetary Bulletin 2005/1 Symmetric

Two years ahead

Upward
Upward
Upward
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Table 10 Probability ranges for inflation over the next two years

Inflation
Under In the range Under In the range Over
Quarter 1% 1% - 212% 272% 272% - 4% 4%
Q1/2005 <1 <1 <1 2 98
Q4/2005 2 42 44 52 4
Q4/2006 2 21 23 43 34

The table shows the Bank's assessments of the probability of inflation being in a given range, in percentages.

Implied forward interest rates thus appear excessively optimistic
about how soon the downward policy rate cycle can start. To ensure
that the target is attained, the policy rate probably needs to remain
high past this autumn, especially if the kréna begins to weaken
substantially. In that case even further rises in interest rates cannot be

ruled out.
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IX Monetary policy

The Central Bank’s latest policy rate rises have largely resulted
in a tighter monetary stance

At the same time as Monetary Bulletin 2004/4 was published at the
beginning of December, the Central Bank announced a policy rate
hike of 1 percentage point. The policy rate was raised again in Febru-
ary, at the same time as the Central Bank published its report to the
Government of Iceland on inflation beyond the tolerance limit. The
monetary stance is therefore considerably tighter than was assumed
in the December inflation forecast, at least provided that inflation
expectations have not risen substantially. As it happens, expectations
in the bond market are rather uncertain at the moment due to the
lack of a suitable indexed benchmark, as mentioned above. Business
and household confidence surveys, on the other hand, suggest that
inflation expectations are broadly unchanged from previous surveys,
at around 4% for households and 3%2% for businesses. On the basis
of these indications, it can be assumed that the last two policy rate
hikes have by and large resulted in a tightening of the monetary
stance — unlike earlier rises, which fell some way short of raising real
rates commensurably. Furthermore, the appreciation of the kréna also
implies a considerably tighter stance.

Inflation outlook has improved since December

The reasons for the policy rate hikes in December and February have
already been explained in depth, the former in Monetary Bulletin
2004/4 and the latter in the report to the Government which was
published on February 18 and is included in this edition of Monetary
Bulletin. They will therefore not be covered in detail here. In brief, the
main reasons for needing to tighten the monetary stance were the
higher inflation outlook, plans for stepping up investments in the
aluminium and power sectors this year, and the surge in credit growth
after the banks began offering more extensive mortgage loans on
easier terms. By February, the inflation outlook was considered to
have improved since December, although not by enough to ensure
that the inflation target would be attained. Accordingly, further
constraint was considered to be justified. The main reasons for the
more upbeat inflation outlook were the higher policy rate and the
appreciation of the kréna. Since the report was published the krona
has strengthened further and the inflation outlook has improved
marginally since February. However, inflation has continued to
increase. The main driver is the ongoing rise in housing prices, while
goods prices have been on the decrease.

Crucial to keep the housing component in the target index
reference

Developments over the past year raise a number of questions about
monetary policy implementation. For instance, does it matter that the
housing component of the CPI accounts for more than half of total
inflation while goods prices are rising very little and even falling in
some cases? Is it a drawback to have housing cost carrying so much



weight in the CPI reference for the inflation target? As was made
clear in its report to the Government, the Central Bank firmly
advocates that housing costs should remain part of the reference
index for the inflation target, and that by and large the best available
methodology is being used to evaluate them. This is because housing
costs are a major item in household consumption. Excluding changes
in housing prices would ignore a large proportion of household
expenditures. An added complication is that, besides accounting for a
large share of private consumption, housing is also a permanent asset
or investment. For homeowners, a rise in housing prices is primarily
perceived as a rise in asset price. They can easily overlook the re-
sulting higher opportunity cost of owner-occupancy, since this is not
reflected in their expenditure flows. Those who are moving onto or
up the property ladder, on the other hand, are hit hard by housing
inflation. If the cost of financing housing purchases has gone down
they do not feel the increase so intensely, of course. Nonetheless, the
CPI is not intended as a measure of capital costs — which otherwise
ought to affect the value of many other components of private
consumption, especially consumer durables.

As pointed out in the report to the Government, housing inflation
has the advantage — from the perspective of central banks on an
inflation target — of being a leading indicator of general inflation later
on.? Presumably this is because the housing market is independent
from foreign markets. Increased housing demand cannot be channelled
out of the economy, unlike various other goods and services, nor is
foreign competition present to any significant extent. When demand
surges, housing prices often rise sooner and by more than prices of
goods and services in general. In addition, housing supply is inelastic,
causing price rises to be amplified by spikes in demand.

Preferable to tighten the stance before a price slump becomes
more likely

Although the Central Bank firmly supports retaining the housing
component in the inflation target reference index, this does not
preclude a situation from arising which demands a different response
to inflation that is predominantly driven by housing inflation. Housing
prices are a measure of asset value and in many respects share the
characteristics of other asset prices. Their price formation is affected
by expectations, speculator activity can even sometimes lead to an
asset bubble and the inelasticity of supply increases the probability of
a substantial, temporary divergence between housing prices and
construction cost, which can create oversupply in the future and
depress prices. One of the challenges that monetary policy faces at
any time is to assess the probability of a sudden slump in housing
prices. An autonomous fall due to excess supply may occur or a
deflation may be brought about by a deterioration in external
conditions or by monetary policy tightening. In a worst-case scenario,
a belated policy rate hike aimed at containing asset prices could

9. See Pétursson, Thérarinn G., (2002), Evaluation of core inflation and its application in the
formulation of monetary policy, Monetary Bulletin 2002/4, pp. 54-63.
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increase the probability of a price slump, with all the ramifications this
would have for the financial markets.

The timing of such a turning point is extremely difficult to
identify, since they often occur abruptly. Central banks are therefore
reluctant to regard asset price stability as an independent policy
objective, except insofar as changes in asset prices affect the inflation
outlook. Given that housing inflation accounts for an exceptionally
large share of total inflation, however, housing price developments
and prospects unavoidably have a strong bearing on monetary policy.
Housing prices in the Greater Reykjavik Area have risen faster than
ever in recent months and have reached record levels. The course of
developments in the housing market will prove crucial for monetary
policy. If housing inflation continues at the current pace, total
inflation will stay above target for the time being, even if the strong
value of the kréna and high interest rates constrain other components
of the index. A tight monetary stance will be needed if such a scenario
unfolds. However, if a turnaround were to occur soon (and assuming
that the exchange rate remains stable) it could lead to deflation,
which might be an argument in favour of easing the stance.

As things stand, housing inflation seems unlikely to slow down
over the coming months. On the contrary, it has been gaining
momentum in the past few months and economic conditions — rising
incomes and employment, falling long-term interest rates and
expectations of continued growth — do not indicate that a sharp
reversal is in the offing, even though housing prices are extremely
high in historical terms. Next year, however, when the current wave
of investments in the aluminium and power sectors draws to a close,
the picture is much more ambiguous. This makes it crucial to apply a
timely and adequate tightening of the monetary stance, before such
measures raise concerns about precipitating a collapse of housing
prices with an accompanying contraction effect.

Exchange rate changes are an important part of the transmission
mechanism of monetary policy under present conditions
Another monetary policy challenge at present is exchange rate
instability. In an open economy, the exchange rate is one of the most
important relative prices. It can also be regarded as an asset price which
shares the characteristics of other asset prices, including uncertainties
about its long-term equilibrium, the strong impact of expectations,
speculator tendencies, etc. Occasionally, these characteristics provoke
price volatility. The exchange rate is one of the main aggregates
determining short-term inflation developments and likewise it is one of
the most important channels of transmission for monetary policy in an
open economy. Also, the exchange rate is more difficult to forecast than
most other variables. All these characteristics of exchange rate
developments can pose major challenges for the implementation of
monetary policy, especially when the real exchange rate of a currency
diverges substantially from its expected long-term equilibrium.

The real exchange rate of the krona is currently close to a
historical high. Unlike earlier episodes, the rise in the real exchange
rate since 2001 has largely taken place through an appreciation of the



nominal exchange rate, rather than being caused by higher inflation or
wage rises than among trading partner countries. The higher nominal
exchange rate can be attributed to the interaction of heavy capital
inflows for industrial investment, improving external conditions, a tight
monetary stance and low foreign interest rates — and expectations
about all these factors. Eventually, the factors which have contributed
to the current strength of the krona are likely to be reversed. It must
be safe to say that the kréna will depreciate at some time in the future.
The timing of the turning point, however, is uncertain, and a further
appreciation cannot be ruled out in the interim.

Changes in the exchange rate are one of the most important
channels for transmitting monetary policy decisions in an open
economy. If a large proportion of credit is foreign-currency deno-
minated, the exchange rate will be even more crucial in monetary policy
transmission. Under present conditions, this applies more to Iceland than
to any other country with a similar monetary policy framework. Icelandic
companies have financed the bulk of their domestic investments
through foreign borrowing, and almost half their debts are denominated
in foreign currencies. Overseas expansion by Icelandic companies is also
financed with foreign credit. Foreign interest rates have been at a
historical low in recent years. This has provided an incentive to borrow
abroad, even for businesses that have no natural hedges in the form of
foreign currency revenues. Foreign credit has therefore flowed into the
Icelandic economy, boosting liquidity in the credit system and
counteracting the Central Bank's monetary policy stance. This is the
background to the claims sometimes heard from certain quarters that, in
the current climate, the Bank’s monetary policy is impotent.

Such an inference is wrong, however. Strong supply of foreign
credit at low rates of interest affects how monetary policy works, but not
whether it works. The situation in foreign credit markets at the moment
puts more strain on the exchange rate as a transmission mechanism for
monetary policy than it otherwise would. The interest-rate differential
with abroad widens and monetary tightening exerts a stronger impact
on the exchange rate, as has clearly been seen in recent months. An ap-
preciation of the krona directly contributes to a tighter stance in four
ways. First, when the real exchange rate is approaching a historical high
and the current account deficit is as wide as at present, the probability
of a depreciation later on obviously increases correspondingly. Foreign
funding becomes more expensive when the expected depreciation of
the krona over the lifetime of the loan has been taken into account.
Second, the strong value of the kréna squeezes profits in the traded
goods sector due to stronger price competition from abroad, which
reduces businesses' investment potential and their scope for raising
wages. Third, when the kréna appreciates it reduces prices of imported
goods, which affects inflation expectations and thereby wage demands.
Fourth, demand is channelled out of the economy, narrowing the output
gap and bringing down inflation in the long run.

Strong value of the krona has varying sectoral impacts
These factors do not have an equal effect throughout the economy.
For as long as rises in the policy rate do not move long-term mort-
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gage interest rates, they have little effect on the financial conditions
of households. Higher short-term interest rates will have some effect,
but at the same time give households an added incentive to refinance
their debt. Lower prices of imported goods are likely to cause a shift
in the composition of public consumption, spurring demand for
imported consumer durables. Nor can it be ruled out that an
appreciation of the kréna will deliver a temporary impulse to private
consumption before the contraction effect begins to operate.
Expectations that a currency appreciation will eventually unwind
reinforce such behaviour. The debt service burden of businesses with
high levels of foreign debt is eased when the kréna strengthens,
offsetting the effect of lower profits in the traded goods sector.
Operating conditions in the non-traded goods sector may even
improve. However, this does not alter the fact that it is less eco-
nomical to fund investments with foreign credit when the kréna is
strongly valued, which is an important consideration when monetary
policy aims to curb the growth of domestic demand.

An easier monetary stance does not necessarily bring down the
real exchange rate in the long run

Although the strong value of the kréna has a varying impact on
different sectors, its ultimate effect is to subdue the economy. The
impact on certain sectors may be very harsh and actually undesirable.
However, this is not an unavoidable consequence of a tight monetary
policy, but of the economic conditions that call for it. An easing of the
monetary stance may cause a depreciation of the kréna in the short
run, but will not necessarily result in a lower real exchange rate. Lower
interest rates would eventually lead to more inflation and wage rises,
which in the final analysis would probably move the real exchange rate
to broadly the same level as under tight monetary policy. The chief
difference would be that the rate of inflation would be much higher
when the moment of exchange rate adjustment arrived. To keep the lid
on inflation in such a situation would require an even higher policy rate
than is needed to contain it now. If the economy were in such a position
next year, when aluminium-related investments draw to a close and
capital inflows are likely to wane, the Central Bank would face a serious
predicament, because of the risk that tightening the monetary stance
then could amplify the contraction at the end of the investment period,
prompting a slide in asset prices and financial instability. This is
reminiscent of the economic policies of past decades, in Iceland and
elsewhere, which have been abandoned as ineffective.

For these reasons, the Central Bank considers it highly
preferable — and in fact unavoidable — to tackle the inevitable side-
effects of monetary policy now rather than later. Admittedly the real
exchange rate is at its highest level for a long while. Further rises
cannot be ruled out. However, swings in the real exchange rate of the
kréna are not larger than those in other currency areas (see Appendix
5 on p. 68). Iceland is nonetheless more exposed to exchange rate
fluctuations than the larger economies where businesses have access
to a large home market and the bulk of their debts are denominated
in the domestic currency.



High real exchange rate and growing external imbalances fuel
uncertainties about the inflation outlook

The current high real exchange rate of the krona fuels uncertainties
about the inflation outlook and monetary policy transmission in the
medium term. A risk assessment of an inflation forecast which is based
on the assumption of a constant exchange rate must take into account
that the kréna will probably depreciate again over time, temporarily
leading to higher inflation than was forecast. The speed and timing of
this inevitable adjustment may be crucial. The preferred adjustment
cycle would be in gradual steps over a long period, and concentrated
as far as possible after investments in power plants and aluminium
smelters have ended and their macroeconomic pressures have
subdued. On the other hand, the wide and growing current account
deficit poses the risk that events will not unfold so favourably. As stated
in Chapter VIl above, net capital inflows last year amounted to roughly
70% of GDP. These inflows are of course offset by large foreign asset
formation, and the exceptionally large errors and omissions item should
also be borne in mind. Nonetheless, the inflow of credit has clearly
financed more than this exceptionally large deficit — namely, both
foreign portfolio investments by pension funds and direct external
investment by corporations and financial institutions. It is reported in
the same chapter that the basic balance, i.e. the current account
balance plus residents’ net foreign indirect and direct investment flow,
was equivalent to 34% of GDP last year. This is a considerably higher
ratio than in 2000, which was a year of grave imbalances preceding a
sharp recession. In all probability, the current account deficit will widen
still further this year and in 2006. The kréna will come under pressure
when capital inflows begin to wane, which could occur fairly abruptly.

Belated tightening is more of a risk

Because monetary policy is more flexible at present and the exchange
rate is floating with no Central Bank intervention, the adjustment will
probably not be as rapid as in 2000-2001. It will conceivably
commence at an earlier stage than during the previous cycle and take
a longer time. However, the adjustment process is unpredictable, and
volatile expectations and speculator activity may amplify swings in
both directions. There is always a close correlation between the
exchange rate and other asset prices, which can have a strong
macroeconomic impact during the adjustment process. All these
factors point in the same direction. In order to constrain demand so
that inflation can be kept under control in the coming years, the
Central Bank needs to take sufficient action now. Changes in the
policy rate can take up to two years to be transmitted in full. Thus the
Central Bank cannot expect to have much impact next year, over and
above the effects of the policy rate hikes that have already been
made, unless it takes action promptly. Belated measures to tighten the
monetary stance entail a far greater risk for the financial system,
businesses and households.
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Appendix 1

Forward interest rates and their
application in Central Bank
analysis

The Central Bank of Iceland’s main macroeconomic and inflation
forecast is based on the technical assumption of an unchanged policy
interest rate and exchange rate from the day of the forecast. The
reason is that the Central Bank is interested in seeing a picture of
future economic developments if the policy rate and exchange rate
are unchanged. In light of the main forecast the policy rate can then
be set so that the target can be attained. Such a forecast may present
a misleading picture of future economic developments because it is
unlikely that these important technical assumptions will hold. The
assumption of an unchanged interest rate may have sweeping
consequences when inflation diverges substantially from target or
when a boom is expected and the need for tighter monetary policy is
obvious. Expectations about tighter monetary policy affect the yield
curve. In Monetary Bulletin 2004/4 the Central Bank introduced an
alternative scenario to its main forecast where the interest rate and
exchange rate were allowed to change. In that scenario, the policy
interest rate was allowed to evolve according to forward interest
rates.

Forward interest rates can be extracted from the term structure,
i.e. they are implied in the spot interest rates at any given time.
Suppose that a bond is traded on Icelandic Stock Exchange for 91.573
kr. with a face value of 100 kr. and maturity of 2 years. The yield of
the bond is then r, = 4.5% which is also the 2-year spot interest rate.
By computing yields of more financial instruments we can form a
term structure of interest rates. The term structure not only informs
us about interest rates from today until the maturity date, but also
implies expected interest rates in the future. Suppose that an investor
can invest in the aforementioned bond for two years or another bond
for 1 year which he can renew for a further year in one year's time
with a known vyield. To prevent arbitrage, both investment op-
portunities must be equal, which means that the following must hold:

100 100
(1+1)*  (+r)1A+ /)

3)

Where r, denotes the 1-year spot rate, r, denotes the 2-year spot rate
and fdenotes implied forward rates for 1 year in one year's time. If
the 1-year spot rate according to the term structure is », = 3.5%, then
the implied forward rate can be computed as:

(1+r)* - 1,0452

4 =
@ s (1+7) 1,035

-1=551%




When interpreting the forward rate it must be borne in mind that it
can contain a forward term premium due to the unpredictability of
future interest rates. This has not been investigated for Iceland, but
Svensson (1994) points out that, although frequently tested, the
forward term premium has widely been found to be negligible.

Continuous term structure is not visible on the market, but we
can view the discrete connection between individual financial
instruments and time. This information provides the building blocks
for a continuous function which describes the term structure. There is
more than one known procedure to estimate the continuous term
structure. Initially McCulloch (1971, 1975) used cubic spline
procedures to bridge the discount function. The discount function can
be transformed to present a spot rate curve and then the implied
forward rate curve can be computed in the same way as above. The
cubic spline procedure has the disadvantage (especially at the longest
maturity) that estimates of forward rates can be rather unstable.
Consequently, other procedures have become more popular, such as
the Nelson and Siegel (1987) procedure along with Svensson’s (1994)
extensions. Their procedure is to estimate the following equation for
the forward rate:

! i | 2 T

5y Smp)y=p+p eXp(— TﬂJ +5, Tﬂ exr{— ?J + 5, Tﬂ exr{— ﬂ)

where f denotes the forward rate as a function of time to settlement
m and the parameters B, B,, B,, B;, 7, and r2.1 The equation consists
of four components (Nelson and Siegel had only three components
but Svensson added the last part). The first part is a constant j3,. The
second part is a monotonically decreasing (or increasing) part
B, exp(-m/t,) which works as an asymptote to ensure that the longest
maturity of the forward term structure approaches 8, + 3, (which has
to be positive to ensure a positive interest rate). The last two parts of
the equation make it possible to have a hump-shaped yield curve.
The Nelson Siegel approach enables one hump but the Svensson
extension makes it possible to add another.

To make the equation functional, the parameters have to be
estimated. The spot interest rate curve can be derived by integrating
the function and then the discount function is easily derived as well.
The parameters of the equation are estimated by either minimising
price errors or yield errors. Minimising price errors involves minimising
the squared difference between estimated prices from the discount
function and observed prices of the financial instruments. Since the
yield often has a limited effect on price at short maturity, minimising
price errors can result in inaccurate estimation of the yield in that part
of the yield curve. The Central Bank therefore minimises yields, which
involves minimising the squared difference between estimated yields

1. The implied forward rate is continuously compounded. It is easier to use the continuously
compounded rate when estimating the function, but it can be converted afterwards to,
for example, weekly compounded rates by using r, = d(exp(r/d) — 1) where r, denotes
weekly compounded rates, r_ denotes continuously compounded rates and ¢ denotes
number of days.
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Chart 1

Estimated term structure of interest rates
on February 23, 2005

Interest rates

—— Estimated spot rate
Estimated forward rate

* Estimated yield to maturity
x  Yield to maturity

Source: Central Bank of Iceland.

and observed yields. When the parameters have been estimated we
have a continuous function which describes the term structure at a
given time.

Before we estimate the term structure we have to decide what
information we use as building blocks for it. For a central bank on an
inflation target it is particularly interesting to obtain information from
financial markets on expectations about the future policy interest rate
over a horizon of roughly two years. The policy interest rate applies
to repurchase agreements, which makes it interesting to investigate
the one-week implied forward rate. Treasury bills and Government
bonds are usually used as a basis for the (non-indexed) term
structure. These bonds are selected since they are more actively
traded than others. They also have a minimum default risk and
therefore a minimum risk premium, unlike corporate bonds, for which
the market in Iceland is too inactive to be useful in term structure
estimation. When estimating the term structure the Central Bank has
also used money market interest rates.2 Money market interest rates
have a disadvantage, since they are not the same financial
instruments as bonds and can differ from the interest rates on
Treasury bills and Government bonds even though their maturity is
similar.3 The advantage, however, is that they provide much more
information on the term structure. Lately there has been an
inconsistency between interest rates on Treasury bills and in the
money market which can be traced to a discrepancy between supply
and demand for Treasury bills.

Chart 1 shows the estimation for 1-week yield curves on
February 23, 2005. The estimated spot rate rises faster than money
market interest rates imply — to more than 9.7% in little more than
half a year compared with just under 9.5% in the money market for
the same maturity. Treasury bill interest rates differ with a yield to
maturity of around 8% even though they mature after a fairly short
time. Basing term structure only on Treasury bills and Government
bonds would have given a quite different picture because interest
rates on Treasury bills have been quite low recently. However, since
there are only two Treasury bills they do not have much effect on the
estimation. Estimated yield to maturity is the same as estimated spot
rates for all instruments except those carrying coupons, namely
Government bonds maturing in approximately 5 and 8 years.
Estimated forward rates rise faster than estimated spot rates and peak
at just under 10% in 3 months. After that they fall rapidly to 7% in
3 years' time.

Information regarding the evolution of interest rates is
important for the Central Bank. Interest rate changes affect domestic

2. In Monetary Bulletin 2004/4 the implied forward rate was based on Treasury bills and
Government bonds. Since then the methodology has been revised and interest rates in the
money market are now also included in term structure estimations. The methodology is
still being revised.

3. Money market interest rates are simple (flat) and have to be adjusted to an effective rate
in order to be comparable with Treasury notes and Government bonds. Day count rules
also differ. In the money market the actual/360 rule applies but the 30/360 rule applies
for Treasury notes and Government bills.



demand and thereby inflation. Due to the lag in the pass-through, it
is important for the Central Bank to be forward-looking in its
monetary decisions. By monitoring the market the Central Bank can
extract information about the future economic situation and the
monetary stance. Disregarding the forward term premium, the
implied forward rate can be interpreted as the market's forecast for
the 1-week interest rate in the future, comparable to the policy
interest rate. This enables the Central Bank to monitor market
expectations of future monetary policy measures. The implied
forward rate is also used for the macroeconomic forecast in which
interest rates and exchange rates are allowed to change, as was done
in Monetary Bulletin 2004/4.

If the term structure for indexed debt instruments is computed
as well, the Bank can assess market inflation expectations, which is
the difference between the real and nominal forward rate. Market
inflation expectations are an indicator of the Central Bank's credibility
in its decisions. If expectations are not close to the policy rate, this
indicates that the monetary stance lacks credibility.

Sources:

McCulloch, J. H. (1971), Measuring the term structure of interest rates, Journal of
Business, 44, 19-31.

McCulloch, J. H. (1975), An Estimate of the Liquidity Premium, Journal of Political
Economy, 83, 62-63.

Nelson, C. R. and A. F. Siegel (1987), Parsimonious modeling of yield curves,
Journal of Business, 60, 473-489.

Svensson, L. E. O. (1994), Estimating and interpreting forward interest rates:
Sweden 1992-1994, Working Paper No. 4871, National Bureau of Economic
Research.
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Appendix 2

Calculating the output gap

The output gap is an important concept in the preparation of inflation
forecasts and assessments of the economic outlook. However, the
output gap is difficult to measure and subject to great uncertainty in
practice. The techniques used by the Central Bank of Iceland and
elsewhere to calculate the output gap, which have previously been
described in Monetary Bulletin (2000/4 pp. 14-15), will be
recapitulated here taking particular account of investments in the
aluminium and power sectors, since these have a substantial impact
on both the level of production and output potential in the economy,
not only during the construction phase but also when the investments
have been completed.

Definition of the output gap
The output gap is defined as the difference between actual and
potential GDP as a per cent of potential GDP, i.e.:

_yP
) GAP,=Y’ Y
Y,

P
!

where GAP, is the output gap, Y, is GDP in real terms and Y7, is the
potential output of the economy, all during the year ¢. Potential output
is defined as the level of GDP that is consistent with full utilisation of all
factors of production under conditions of stable inflation. Thus
potential output is determined on the supply side of the economy, i.e.
by capital stock, labour use and available technology.

Potential output in the long term is determined by how effici-
ently the available factors of production can be utilised for a given level
of productivity. In the short run, however, aggregate demand can drive
the level of production beyond long-term potential output. This creates
macroeconomic pressures which take the form of excess demand in the
goods and labour markets, eventually causing inflation to rise. If produc-
tion is lower than long-term potential output, on the other hand, slack
is formed which, other things being equal, lowers the rate of inflation.

Estimates of potential output are necessary in assessments of the
economic situation and outlook for policy-making or other purposes.
Growth resulting from an increase in potential output does not cause
an increase in the rate of inflation, for example when productivity is
boosted by new technology. On the other hand, if output growth is
driven by an increase in demand in excess of potential output, a
positive output gap may develop which will cause the rate of inflation
to speed up. GDP growth in excess of long-term output potential does
not always have an inflationary effect, however. If there is prior slack
in the economy, businesses can meet increased demand by utilising the
factors of production more efficiently. Hence estimated utilisation of
the factors of production is a key assumption behind assessments of
medium-term price developments.



Measuring potential output in the economy

Potential output cannot be observed directly from available data.
Since it has to be estimated using statistical methods, it is subject to a
high degree of uncertainty.

Various methodologies have been suggested for estimating
potential output. All of them assume that GDP growth may be
divided into two components: trend growth and cyclical growth. Pure
statistical methods, i.e. those which are not directly derived from a
theory-based approach, divide the level of production whereby:

2) y=7,tc

where y is the logarithm of GDP, 7 is its trend component and ¢ is its
cyclical component. The trend reflects a broad long-term growth
curve around which output fluctuates. It is often regarded as a
measure of potential output, although this view is not unanimously
held (see e.g. Canova, 1998). Estimates of trend GDP are subject to
the same complications as estimates of potential output, namely the
path cannot be evaluated directly. A number of statistical approaches
are possible for dividing measured time series in this way." The
problem is that they yield different outcomes, often with marked
divergences depending on the methodology adopted.

Other methods are based on estimating the production function
and using this to estimate potential output. Production is commonly
described using the Cobb-Douglas specification of the production
function:

(3) Y=ANIK'™

where 7, is the output level of the economy at constant prices, 4, is
total factor productivity (i.e. productivity of the combined factors of
production (labour, capital and other factors)), N, is labour input and
K, the capital stock, while a is the share of wages in the total value
added in the economy and is assumed to be constant over time.

Central Bank of Iceland's methods for estimating potential
output

For a number years, the Central Bank has estimated the output gap
in the economy. The output gap is calculated from an estimation of
potential output based on the mean vyielded by five different
methods. One involves estimating trend GDP using the Hodrick-
Prescott filter (1997) (HP).2 The other four are variants of the Cobb-
Douglas production function. All these methods use the current
capital stock, as it changes slowly. Changes in the stock of capital are
thus fully reflected in potential output. Total factor productivity is also

1. Such as polynomial trend extrapolation, Hodrick-Prescott filters, Beveridge-Nelson filters,
state of space models, etc.

2. The Hodrick-Prescott filter is applied to the level of production y to estimate 7in equation
().
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found using the same method in all cases and is estimated by solving
for 4, from equation (3). The HP filter is then applied to 4, to establish
the trend path for total factor production. These four methodologies
thus differ only in the way that they find the trend path for labour.

The simplest method is to use the HP filter to find the trend path
for labour input. The other three begin by dividing labour use into its
components:

4 N=HL(-u)

where H, is the participation ratio, L, is the number of individuals of
working age and u, is the unemployment rate. An attempt is then
made to measure the natural rate of unemployment, i.e. the level of
unemployment measured at full utilisation of the factors of
production. Three of the five methods used by the Central Bank to
calculate potential output are based on different estimates of the
natural rate of unemployment. One applies the HP filter to the
unemployment rate, whereas the other two use an assumed rate of
natural employment. These set the unemployment rate at full
utilisation of the factors of production in Iceland at 2.5% and 3.0%,
respectively. Each of these five approaches yields a specific estimation
of potential output, which is then used together with estimated
output to calculate the output gap (using equation (1)).

The impact of investments in the aluminium and power sectors
Investments currently being made in aluminium smelters and power
stations have a sizeable impact on GDP. It is important to distinguish
between their impact on potential output and the output gap. The
investment projects affect not only production but also potential
output of the economy, both during the construction phase and
afterwards. For this reason, special allowance needs to be made for
their impact on capital stock, labour input, total factor productivity
and the natural rate of unemployment when potential output is
estimated using the production function (3).

To incorporate these factors, a number of the aggregates on
which potential output is based need to be revalued with respect to
the impact of the investments upon them. The investment cycle is
assumed to be fully known. The Central Bank's macroeconomic model
is then used to estimate what output, capital stock, labour input and
the size of the labour force would have been, had the investments not
been made. This is done by forecasting these aggregates over the
construction phase without the construction projects, to produce an
alternative scenario excluding the investments.

The total factor productivity trend is allowed to develop as in
the alternative scenario with the addition of a productivity shock
during the investment phase. This is based on calculations by the
National Economic Institute that, other things being equal, GDP will
increase by 1% when the smelters reach full production. This addition
will be reflected in total factor productivity over several years.

The capital stock corresponding to full utilisation of the factors



of production is allowed to develop as in the model excluding the
aluminium and power sector investments. New smelters and power
stations are added to the production function when they start up. At
the end of the construction phase the capital stock then grows
annually by the same proportion as in the scenario excluding the
investments.

When using the HP filter to find the trend path for labour use,
the labour input from the alternative scenario, i.e. excluding the
aluminium and power sector investments, is filtered, and the import-
ed labour for the projects is added to the filtered series. When the
labour input trend is estimated using equation (4) and the natural rate
of unemployment is found using an HP filter, the filter is applied to
estimated unemployment excluding the investments, then the
difference between the number of unemployed excluding and includ-
ing the investments (calculated as a proportion of labour supply) is
added to it. Labour supply is found by adding imported labour to
labour supply excluding aluminium and power sector investments.
This method of calculation is also used when a natural rate of
unemployment of 2.5% or 3.0% is assumed.

Such an approach aims to prevent the output potential of the
economy from appearing to have increased before it actually does in
practice. Without this adjustment, the HP filter would increase output
potential long before production begins, because it levels out
fluctuations by spreading the effects of shocks in both directions. If
labour supply increases, e.g. on account of imported labour for
specific projects, straightforward HP filtering would cause the extra
labour supply to begin exerting an impact several years before it is
actually added, and even before the investment is decided.

After it became clear that the investments in the aluminium and
hydropower sectors would go ahead, the simplest available method —
HP filtering of the level of output itself — was discarded, because it
spreads the additional future output potential back into the past as
well, thereby underestimating the actual output gap. The mean of the
estimated potential based on the four different versions of production
function (3) is therefore used instead.

Chart 1, which uses data from December 2004, shows six
estimates of the output gap. Four are based on output potential using
the production function methods described above, and one shows the
mean value for output potential derived from them. The output gap
measured by HP filtering of GDP is also shown. The chart reveals how
this method yields a smaller output gap measurement, because the HP
filter spreads output potential backwards in time over many years.

Sources

Canova, Fabio (1998), Detrending and business cycle facts. Journal of Monetary
Economics, 41, pp. 475-512.

Hodrick, Robert J. and Edward C. Prescott (1997), Postwar U.S. Business Cycles:
An Empirical Investigation. Journal of Money, Credit and Banking, Ohio State
University Press, 29(1), pp. 1-16.

Central Bank of Iceland (2000), Measuring the output potential of the economy.
Economic and Monetary Developments and Prospects, Monetary Bulletin
2000/4. Box 2, pp. 14-15.
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Chart 1

Measures of the output gap 2000-2006
Based on data from December 2004
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Source: Central Bank of Iceland.
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Chart 1

Bank of Iceland inflation forecast 2004/4
In Monetary Bulletin 2004/4

%
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Appendix 3

Uncertainty in the Central
Bank's inflation forecast

Since the Central Bank of Iceland moved on to an inflation target at the
beginning of 2001 it has published inflation forecasts with a two-year
horizon. These forecasts play a key role in monetary policy decisions.
The inflation forecast is always based on the technical assumption that
the policy interest rate remains unchanged over the horizon. The
forecast is used to gauge whether the current policy rate is sufficient to
maintain a rate of inflation as close as possible to the Central Bank's
target of 2%2%. A substantial deviation in the outlook generally calls for
a change in the policy rate. However, there is no mechanical connection
between the forecast and monetary policy decisions.

Inflation forecasts are subject to uncertainty which increases
over the horizon. In making interest rate decisions, the Central Bank
takes into account not only the main inflation forecast, but also its
probability distribution. To underline this and also to inform the public
and markets about the risk profile, the Central Bank publishes
confidence intervals for each forecast, i.e. the ranges within which
inflation will end up with a 50%, 75% and 90% probability. The
probability distribution is represented in the form of a fan chart with
increasingly dark lines as the interval narrows.” An assessment of the
main asymmetric uncertainties also accompanies the forecast. This
approach contributes to a more focused analysis of various factors
that may impact the forecast and underlines their importance in
forecast preparations. An example of the fan chart is Chart 1, which
shows the Central Bank's forecast for Q4/2004. It also shows that
there was an upside risk to the inflation forecast at end-2006.

The following is a closer examination of methods for estimating
the probability distribution for the forecast and the balance of risks.

Probability distribution in the inflation forecast

Uncertainty in the Central Bank's inflation forecasts is estimated on
the basis of historical data on its forecasting errors one and two years
ahead.? However, since the degree of uncertainty may vary, historical
data do not necessarily give a clear indication of future uncertainty.
For each forecast, therefore, an assessment is made of whether the
degree of uncertainty calculated from historical data should be scaled
up or down. Likewise, the forecasting risk can be to the upside or the
downside, i.e. when inflation one or two years ahead is considered

1. Thisimplies a 10% probability that inflation will end up outside the shaded area of the chart.

2. Since the Central Bank began publishing quarterly inflation forecasts two years ahead in
Monetary Bulletin 2001/2, the standard deviation of the forecasting error over that
horizon has been 1.1%. The standard deviation of the forecasting error one year ahead has
been slightly higher at 1.2%. The assessment is still based on a relatively few observations
but a more reliable measure of the standard deviation of the forecasting error should be
obtained over time. A study of the forecasting errors in the Bank’s inflation forecasts is
published every year in Monetary Bulletin, most recently in Monetary Bulletin 2004/2.



more likely to be greater than the main forecast (which is regarded as
the most probable value) or lower.

The risk profile for the inflation forecast is based on methods
developed by the Bank of England and Sveriges Riksbank (Britton et
al., 1998, and Blix and Sellin, 1998), which also allow an estimation
of skewed distributions.

A two-piece normal distribution is used, see Johnson et al. (1994):

_ 2 Lo =) [x—#ﬂ
M /o [«/1/(1—7)+x/1/(1+7))«f2ml ex"{ 207 {” x4

where f{x) is the density function, u is the mode of the probability
distribution (i.e. the value that maximises the density function) and o

is the standard deviation of the composite density function.

The parameter y measures the skewness of the probability dis-
tribution and lies in the range -1 to +1. The asymmetric uncertainty
can then be calculated from y, measured as the deviation of the
mean from the mode of the distribution, which is expressed with ¢:

(o2 o2 _ _
2 <p=(m—u)—~/2/ﬂ[—i\/_——y——m]_\/2/n(@ o))

where m is the mean of the distribution and o, and o, are the stand-
ard deviation of the two parts of the composite probability distri-
bution. Standard deviation o, therefore measures the standard de-
viation of the distribution to the left of u and o, to the right of 1.3 If
y> 0 the distribution is skewed upwards (m > p) to leave a larger part
of it to the right of the mode, i.e. o, > o,. Conversely, if y< 0 the
distribution is skewed downwards (m < p) to leave a larger part to the
left of the mode, i.e. o, > o,. For a conventional symmetric normal
distribution, y = 0 with o; = 0, and m = p. The density function in
equation (1) simplifies to:

1 (x-u)’
(3) g(x):‘\/ﬁexl{_ xzo_z )

Chart 2 shows the probability distribution one and two years
ahead for the inflation forecast that was published in Monetary Bulletin
2004/4 (i.e. forecast inflation in Q3/2005 and Q3/2006). The best way
to understand the presentation of the Central Bank's inflation forecast
is to examine Charts 1 and 2 together. In effect, the probability
distribution for inflation is calculated separately for each of the nine
quarters that the Bank forecasts, as shown in Chart 2. Chart 1 then
presents a simple bird's-eye view of these nine probability distributions.

The width of the probability distribution reflects the risks in the
forecast: the wider they are, the greater the uncertainty about how
developments will unfold. This is shown, for example, by the fact that
the probability distribution two years ahead is much wider than the

3. These are in effect two conventional normal distributions measured with their respective
standard deviations rescaled to be continuous in the mode with the integral below the
area equal to 1.
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Chart 2

Probability distribution one and two years ahead for the Central Bank of Iceland inflation forecast 2004/4

Inflation one year ahead (2005:3)

Inflation two years ahead (2006:3)

Mean: 3.8%
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Mode = mean: 3.5%

Mode: 3.6%

distribution one year ahead, because the uncertainty increases over
the forecast horizon. Since the area below the curve must always
equal 1, increased uncertainty is also reflected in a lower and flatter
curve. The risk profile is ultimately reflected in the shape of the
distribution: symmetric uncertainty is reflected in symmetric
probability distribution, but the distribution will be skewed if the
estimated risk is greater in either direction.

In the Central Bank's forecast in December 2004, the risk was
considered symmetric one year ahead but on the upside two years
ahead.# Inflation was forecast at 3.5% one year ahead which, since the
balance of risks was symmetric, also corresponds to the mean of the
forecast. Two years ahead, however, the most probable rate of inflation
was considered to be 3.6%. Since that distribution is skewed to the
upside, however, the mean of the forecast was 3.8%. Accordingly,
56% of the probability distribution lies above the mode and only 44 %
below it. It was considered fairly unlikely that the inflation target would
be attained over the forecast horizon based on the policy interest rate
at that time. One manifestation is that the probability of inflation in the
range 2-3% one and two years ahead was only 20%.

Uncertainty assessment

An assessment of uncertainties in the inflation forecast attempts to
give a forward-looking view of the risks to the forecast, not a
mechanical extrapolation of past forecasting errors. It examines the
underlying factors in the development of inflation and assesses
whether the uncertainty is greater or less than is implied by historical
forecasting errors or fluctuations in these values. Whether the risk is
to the upside or downside is also estimated. Factors at work include
exogenous economic developments (e.g. exports, oil prices and the
general level of import prices), domestic demand (e.g. private
consumption, investment, the public sector, imports, wage develop-
ments and the output gap) and financial market developments (e.g.
the exchange rate and equity prices).

4. The assessment of forecast uncertainty thus allows the probability of inflation falling
within a given range over the next two years to be calculated, cf. Charts 1 and 2 which
show, for example, a 50% probability that inflation two years ahead would be in the
range just below 3-4.5%, and Table 7 in Monetary Bulletin 2004/4 which shows a 57 %
probability that it would be in the range 1-4%, i.e. within the tolerance limits.



A calculation of uncertainties in the inflation forecast therefore
simply examines fluctuations in these factors and the standard
deviation of the forecast is their weighted mean, where N is the
number of subfactors:

> Bho,
Zz lﬂ’o-’

4) o=

where o is the historical standard deviation in the Central Bank’s
inflation forecasting errors, o, is the forecasting error in the respective
factor and B, measures the impact of each subfactor on inflation one
and two years ahead. The parameter 4, is the scaling factor for that
value and is greater than 1 if the uncertainty about the factor is
considered greater than historical forecasting errors would imply (and
thus o> ) but lower than 1 if the uncertainty is considered less (and
thus o < ). To give an example, the Central Bank has considered the
uncertainty in its recent inflation forecasts to be generally lower than
historical forecasting errors would imply, due to the impact of
forecasting errors in 2001 when the exchange rate framework was
changed and a substantial depreciation of the kréna went hand in
hand with a temporary rise in the inflation rate.?

For each new forecast, an estimation is made of the main
asymmetric uncertainties, i.e. those which will result in either higher
or lower inflation if they materialise. This yields an estimate of the
asymmetry of each subfactor, ¥, and thus of the asymmetry of the
probability distribution for the inflation forecast as a whole as:®

5) p= Zﬁ'(m - )= Zﬂ(ﬂ, JTZ@, [J— FJ

1=y 1+

For example, in the most recent forecast, the risk connected with
exchange rate and wage developments, the wealth and credit effect on
private consumption, and doubts about an adequately tight fiscal
stance was considered to be on the upside (i.e. y. for those factors
exceeded 0), while asset prices were more likely to weaken further
ahead (i.e. ¥, for this factor was less than 0). All told, therefore, the risk
was symmetric one year ahead but to the upside two years ahead.

References
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5. The exchange rate will probably remain one of the main uncertainties in inflation devel-
opments and large-scale changes in it cannot be ruled out in the future. However, the
pass-through of exchange rate fluctuations to inflation may have decreased after the exit
from the fixed exchange rate regime.

6. Strictly speaking, equations (4) and (5) describe the uncertainty in the forecast one year
ahead. Uncertainty two years ahead will also be affected by the risks one year ahead.
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Appendix 4

What mortgage options are
currently available to
homebuyers?

Until last year, the Housing Financing Fund (HFF) held a virtual
monopoly in the mortgage market. Other financial institutions did not
offer mortgages at competitive rates of interest, and then only as
second mortgages to supplement loans that households took with the
HFF and, to some extent, the pension funds. After financial
companies began providing mortgages at competitive rates of inter-
est, households were given substantially more scope for financing
their housing purchases. Growth of credit supply has probably been a
major driver of soaring housing prices, which showed a twelve-month
rise of 19.9% in February. Financial institutions providing mortgage
loans are the HFF, islandsbanki, KB banki, Landsbanki islands, Net-
bankinn (nb.is), Frjalsi fjarfestingarbankinn, the savings banks and
most pension funds.

KB banki made the first move with CPI-indexed mortgage loans
carrying 4.4% interest. These were annuity loans with a maximum
loan-to-value ratio of 80%. The other commercial banks followed
suit, along with the savings banks and HFF. The banks bid each other
down and now all offer 4.15% interest with CPI indexation. Besides
lower interest rates, the loan-to-value ratios were raised. Loan ceilings
are now set at 80%-100% of market value. Maturities are also more
flexible than on HFF mortgage loans, at 5-40 years. A first priority
pledge is still always a condition for a 100% mortgage, and interest
rates are either fixed or reviewed at five-year intervals. In most cases
the borrower has to be a customer of the respective institution but
this requirement is not made by Frjalsi fjarfestingarbankinn.

Apart from mortgageability of the property and the customer's
debt service capacity, banks generally do not set ceilings for mortgage
amounts.? However, an exception is made when the loan-to-value
ratio exceeds 80%. The maximum mortgage for a loan-to-value ratio
from 80% to 100% is 25 m.kr. and such loans are only provided for
housing purchases (i.e. not for refinancing).

The banks also offer loans that are foreign currency-linked,
indexed to a currency basket or denominated in a combination of
foreign and domestic currency. Several currencies are used, mostly the
US dollar, euro, Swiss franc and yen. Since these loans carry variable
interest rates set at a spread above 3-month LIBOR, borrowers face
both interest rate and currency risks.

N

. To qualify for customer status, the borrower needs to use either all or three of the following
services: salary account, direct debit, payment card, supplementary pension savings scheme
and/or various types of personal insurance.

2. In all cases, the lender insists on an evaluation of the customer's debt service capacity.



In December, the HFF and savings banks launched a joint
mortgage scheme, enabling them to offer much higher loan amounts.
The HFF lends according to its lending rules and the savings banks top
up the loan with the balance required.

Pension funds have also begun to offer mortgage loans,
exclusively for their members. Maturity is generally the same as on
loans offered by the banks but the loan-to-value ratio is only 60-
65%. The lower ratio, combined with a ceiling of 85-100% of fire
insurance value, means that pension funds offer much lower loan
amounts than commercial banks. Their interest rates are also slightly
higher, at 4.15-4.33%. The three largest pension funds are included

in the examples i

n the table.

All mortgage loans are subject to 1.5% stamp duty and a reg-
istration fee of 1,200-1,350 kr., both of which accrue in full to the

Treasury.

The accompanying table clearly illustrates the wide variety of

loan options currently on offer.

Household mortgage loan options

Loan Mortgage Mortgage Mortgage Mortgage
options loan 1 loan 2 loan 3 loan 4
Loan-to-(market) 100% 100% 100% 100%
value ratio
Maximum 25 m.kr 130% of None None
combined fire
insurance and
land value
Pledge 1st priority 1st priority 1st priority 1st priority
not a condition not a condition
Interest rate 4.15% fixed, 4.15% fixed, Variable Variable,
CPI-indexed CPI-indexed depending on currency-linked
pledge against kréna and
foreign currencies
Format Equal instalments Optional Optional Optional
Maturity 5-40 yrs. 5-40 yrs. Up to 40 yrs. Up to 40 yrs.
Review Y (interest rate Y Y (premium Y (premium
clause reviewed every reviewed every reviewed every
5 years) 5 years) 5 years)
Refinancing N N Y (also suitable Y (also suitable
for home for home
improvements improvements
and debt and debt
conversion) conversion)
Prepayment charge 2% 2% N 2%
Borrowing charge 1% 1% 1% 1%

Mortgage
loan 5
90%

25 m.kr

1st priority

4.15% fixed,
CPl-indexed

Annuity
25 or 40 yrs.

N

2%

1%

ECONOMIC AND MONETARY
DEVELOPMENTS AND PROSPECTS

Mortgage
loan 6
90%

25 m.kr

1st priority

4.15% fixed,
CPl-indexed

Annuity
25 or 40 yrs.
Y (interest rate
reviewed every

5 years)

N

2%

1%

Mortgage
loan 7
90% of market
value or con-
struction cost

14.9 m.kr.
(Less than
100% of fire
insurance value)
1st priority

4.15% fixed,
CPl-indexed

Annuity

20, 30 or 40 yrs.

N

Y (suitable
for home
improvements
and new
housing)

N

1%
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Loan Mortgage
options loan 8
Loan-to-(market) 90%
value ratio

Maximum 25 m.kr
Pledge 1st priority

Interest rate 4.15% fixed,

CPl-indexed
Format Annuity
Maturity 20-40 yrs.
Review N
clause
Refinancing Y

Prepayment charge N

Borrowing charge 1%
Loan Mortgage
options loan 15
Loan-to-(market) 80%
value ratio

Maximum None
Pledge 1st priority

Interest rate 4.15% fixed,

CPl-indexed
Format Optional
Maturity 5-40 yrs.
Review Y
clause
Refinancing Y
Prepayment 2% (waived if
charge interest rate

changes)

Borrowing charge 1%

Mortgage
loan 9
80%

None

1st priority
not a condition

4.15% fixed,
CPl-indexed
Annuity
5-40 yrs.

Y (interest rate
reviewed every
5 years)

Y
2%

1%

Mortgage
loan 16

80%

10.1 m.kr (less than

100% of fire

insurance value)

1st priority

4.15% fixed,
CPl-indexed

Annuity

25 or 40 yrs.

N

1%

Mortgage
loan 10
80%

None

1st priority
not a condition

Non-indexed,
variable

Equal instalments

5-40 yrs.

Y (premium
reviewed every
5 years)

Y
2%

1%

Mortgage
loan 17

80%

None

1st priority

Variable
depending on
loan-to-value

ratio.

50% krénur and

50% foreign

Equal
instalments

Up to 40 yrs.
Y (premium
reviewed every
5 years)

Y

N

1-2%

Mortgage Mortgage
loan 11 loan 12
80% 80%
None 25 m.kr if 20%
second
mortgage taken
1st priority 1st priority

not a condition

5-6% variable, 4.15% fixed,

depending on CPl-indexed
loan-to-value ratio
Annuity Annuity
5-40 yrs. Up to 40 yrs.
Y N
Y N
N 2%
1-2% depending on 1%
loan-to-value ratio
Mortgage Mortgage
loan 18 loan 19
80% 80%
None None
1st priority 1st priority
Variable 4.15% fixed,
depending on CPl-indexed
loan-to-value
ratio, from
2.67%.
Currency basket
Equal Annuity
instalments
Up to 40 yrs. 5-40 yrs.
Y (premium Y
reviewed every
5 years)
Y Y
N 2%
1-2% 1%

Mortgage
loan 13
80%

25 m.kr if
second

mortgage taken

1st priority

4.15% fixed,
CPl-indexed
Annuity
25 or 40 yrs.

N

2%

1%

Mortgage
loan 20

80%

None

1st priority
not a condition

Non-indexed,
50% kronur

and 50%
foreign

Equal
instalments

5-40 yrs.
Y (premium
reviewed every
5 years)

Y

N

1%

Mortgage
loan 14
80%

None

1st priority

4.15% fixed,
CPl-indexed

Annuity
5-40 yrs.

N

2%

1%

Mortgage
loan 21

80%

None

1st priority

Fixed
4.7-6.7%

Equal
instalments

Up to 40 yrs.

N

Y

0.2% per year
to maturity

1-2%



Loan
options

Loan-to-(market)
value ratio

Maximum

Pledge

Interest rate

Format
Maturity
Review

clause

Refinancing

Mortgage
loan 22

80%

None

1st priority

4.15% fixed,
CPl-indexed

Annuity
5-40 yrs.

Y

Y

Prepayment charge 2%

Borrowing charge

Loan
options

Loan-to-(market)
value ratio

Maximum

Pledge

Interest rate

Format
Maturity

Review
clause

Refinancing

1%

Mortgage
loan 29

65% of land
Registry of
market value
(up to 85% of
fire insurance
value)

None

1st priority

4.15% variable,
CPl-indexed

Optional
5-40 yrs.

Y

Prepayment charge N

Borrowing charge

1%

Mortgage
loan 23

70%

None (up to
100% value)

1st priority

Variable, foreign
currency-linked,

(depends on

loan-to-value ratio)

UsD 30%
EUR 40%
CHF 20%
JPY 10%
Not specified
Up to 40 yrs.
Y (premium
changed every
3 months)
Y

2%

1%

Mortgage
loan 30

20%

None

2nd priority

4.15% fixed,
CPl-indexed

Annuity
10 yrs.

N

1%

Mortgage
loan 24

65%

Not
specified

1st priority

4.33% variable,

CPl-indexed

Optional
5-40 yrs.

Y

1%

Mortgage
loan 31

20%

25 m.kr. for
80% loan

2nd priority

4.15% fixed,
CPl-indexed

Annuity
Up to 15 yrs.

N

1%

Mortgage Mortgage
loan 25 loan 26
65% 65%
None (Up to None (Up to
100% of fire 100% of fire
insurance insurance
value) value)
1st priority 1st priority

4.15% fixed,

CPI-indexed CPI-indexed
Optional Optional
5-40 yrs. 5-40 yrs.

N Y
N N
N N
1% 1%
Mortgage
loan 32
20%
25 m.kr
2nd priority

4.15% fixed,
CPl-indexed

Optional
Up to 15 yrs.

Y

1%

4.26% variable, 4.15% fixed,

ECONOMIC AND MONETARY
DEVELOPMENTS AND PROSPECTS

Mortgage Mortgage
loan 27 loan 28
65% 65% of Land
Registry or
market value
(up to 85% of
fire insurance
value)
None None
specified
1st priority 1st priority

4.15% fixed,

CPl-indexed CPI-indexed
Optional Optional
5-40 yrs. 5-40 yrs.

N N

N N

N N
1% 1%
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Appendix 5

The real exchange rate of the
kréna in a historical and
international context

The impact of the exchange rate of the kréna permeates the whole
Icelandic economy. It directly affects the prices of imported and ex-
ported goods and services, the combined value of which has amount-
ed to 75-80% of GDP in recent years. The real exchange rate may be
defined as the change in domestic price level or unit labour costs
relative to trading partner countries, from a given base year and
measured in the same currency.! Generally the real exchange rate is
shown as an index. An appreciation of the real exchange rate of the
kréna implies that the domestic price level or unit labour costs have
risen more than in trading partner countries, after adjustment for
exchange rate changes, i.e. it represents deterioration in the com-
petitive position of domestic businesses. Businesses in the traded
goods sector need either to raise the prices of their products or accept
lower profit margins. In the former case the result is a loss of market
share to foreign competitors, and in the latter case lower profits
relative to foreign producers which weakens Iceland's competitive
position in the long run.

Real exchange rates are closely linked to the hypothesis of
purchasing power parity (PPP), which in effect is the law of one price -
one of the key laws of economics — in the context of international trade.
According to the hypothesis, real exchange rate volatility should only
be small and short-lived, because in an environment of free trade and
competition, it is not sustainable for the same good to be sold at
different prices in different countries. In the long run price differences
between countries, measured in the same currency, ought to be levelled
out, since otherwise unlimited arbitrage would be possible. In practice,
transport costs, trade restrictions and other business costs make it
unrealistic to expect perfect PPP to be established. A more realistic
approach is to adopt a relativist version of the hypothesis which states
that there is a direct connection between price changes in different
countries after allowing for exchange rate changes, transport costs,
business costs, trade barriers, differences in taxation of goods and
services between countries and other factors that explain “normal”
international price differences. However, even this weaker hypothesis is
at odds with empirical evidence. The real exchange rate of most
countries has been highly volatile. In some cases the trend even appears
to be persistent, which contradicts the PPP hypothesis but can be
explained with the so-called Balassa-Samuelsson effect (see below).

1. The real exchange rate is sometimes also explained as relative prices of non-traded and
traded goods.



Most economists nonetheless believe that the PPP hypothesis is valid in
the long run, as shown by a long-term mean reversion tendency, even
though the deviation from the equilibrium real exchange rate (long-
term equilibrium) is both large and persistent.

The Icelandic kréna has appreciated sharply in real terms from its
historical low towards the end of 2001. So far this year, relative
consumer prices are roughly 20% higher than in Q4/2001 and relative
unit labour costs (RULC) 28% higher. This increase has driven the real
exchange rate 18% above the ten-year average and close to the peak
reached in the 1980s. A number of reasons underlie the stronger real
exchange rate in recent years. Unlike earlier episodes, it is primarily
driven by an appreciation of the nominal exchange rate of the kréna.
Investments in the aluminium and energy sectors and the rise in the
Central Bank's policy interest rate have played a substantial part, while
in recent months buoyant external demand, which is reflected in higher
export prices, may also be expected to have contributed. Besides a
higher nominal exchange rate, inflation and wage increases in Iceland
have also exceeded those in main trading partner countries. If forecasts
hold, consumer prices will have risen by 14% in Iceland since 2001,
compared with 6.5% in trading partner countries. However, increases
in productivity have countered the impact that higher wage costs have
had on the real exchange rate based on RULC. Productivity increased
by 12% in Iceland over the period in question, but by 6% in trading
partner countries. Measured in these terms, the real exchange rate has
not strengthened as much, even though wage rises have outstripped
those in trading partner countries by 13.5 percentage points.

It can be argued that greater productivity in the traded goods
sector is a permanent change which may cause equilibrium to be
established at higher relative prices than before.? Such a real exchange
rate trend, often associated with Balassa and Samuelsson, is caused by
much slower productivity changes in the non-traded goods sector in
the absence of foreign competition. If growing prosperity causes a
relative expansion in the non-traded services sector which increases its
weight in private consumption and the CPI, a marked trend may be
reflected in real exchange rate time series based on them. However,
such appreciation need not imply a change in the competitive position.

Increased productivity in the traded goods sector may have
caused some increase in the equilibrium real exchange rate of the
krona, but is highly unlikely to have driven it up to its present level.
The wide current account deficit indicates that the real exchange rate
is unlikely to be sustainable from a macroeconomic balance ap-
proach.3 Hence, the krona may be expected to depreciate again in
nominal and real terms when the capital inflow needed to fund such
a wide current account deficit begins to dwindle. Given the

2. The term “traded goods sector"” is used here of both exports and import-competing goods
and services. In other literature it is often confined to the latter.

3. Another concept for examining the equilibrium real exchange rate is the macroeconomic
balance approach. This defines the equilibrium real exchange rate as the simultaneous
attainment of external balance (a sustainable current account balance) and internal balance
(a level of employment compatible with a steady rate of inflation). Different equilibrium
real exchange rate concepts are discussed in Sighvatsson (2000).
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Chart 1

Three measures of real exchange rate
1980-2005

1980=100
5
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1980 1985 1990 1995 2000 2005

— Based on relative consumer prices
— Based on relative unit labour cost
~— Based on relative GDP deflators

Source: Central Bank of Iceland.

Chart 2

Real exchange rate fluctuations in selected
countries 1980-2002

Based on relative consumer prices

1980=100

[0 e s s s e S M e A A A

1980 1985 1990 1995 2000
— Canada — Sweden — New Zealand
— UK — Iceland

Source: Central Bank of Iceland.

macroeconomic shocks that Iceland will undergo over the next few
years, the adjustment is much more likely to take place through a
lower nominal exchange rate than with a soft landing which would
involve a long episode of lower domestic inflation and labour cost
increases than among trading partner countries.

Three real exchange rate indices have been regularly calculated in
Iceland. While they display broadly the same long-term trend,
deviations occur in certain periods. Relative consumer prices and unit
labour costs have been mentioned above. The third index uses the GDP
deflator instead of the CPI. Each measure has its pros and cons. GDP
prices have a certain advantage in being a broader measure than the
CPI. They incorporate all domestically produced and imported goods
and services. However, when calculated in these terms the real
exchange rate can be misleading as a gauge of the competitive
position, because it fails to distinguish between relative costs or prices
and the terms of trade. Since foreign trade tends to be specialised,
based on relative efficiency, the components measured by GDP indices
are not comparable. For example, prices of marine products weigh
heavily in GDP in Iceland but not among trading partner countries. A
rise in marine prices, which should imply an improvement in the terms
of trade, drives up GDP prices in Iceland and thereby the real exchange
rate. Thus the competitive position appears to have deteriorated
although it need not have changed for fisheries sector companies at
least or may even have improved. Chart 1 shows that, despite differ-
ences in methodology and this drawback, the real exchange rate
deflated by GDP prices yields a similar result to relative consumer prices.

The real exchange rate relative to unit labour costs is affected by
changes not only in wages and the exchange rate, but also in pro-
ductivity. It differs from the other indices by not being directly linked
with the PPP hypothesis. This makes it less suitable for examining the
equilibrium real exchange rate in a long-term context. Changes in
RULC provide an indicator of the profitability and competitive position
of businesses. In 2004, the real exchange rate measured in these terms
was broadly the same as the average for 1999 and 2000, but 7%
higher than the ten-year average and 2% higher than the twenty-year
average. Assuming that the kréna remains stable for the rest of this year
and wages develop in line with the Central Bank's forecast, the real
exchange rate based on RULC in 2005 will be 19% above the ten-year
average and almost 15% above the twenty-year average.

Chart 1 shows the development of these three real exchange
rate indices for the kréna over the period 1980-2006. All of them
display marked volatility. The chart shows that the real exchange rate
was considerably lower on all three counts in 2001 and 2002 than at
any other time over the period since 1980. If the krédna remains at its
present strength throughout 2005, the real exchange rate will be
broadly the same as the peak in 1988 relative to the CPI, but
somewhat lower on the other indices.# An obvious comparison for
the real exchange rate at present is the historical average over recent

4. However, so far this year the real exchange rate based relative consumer prices has been
5% lower than the peak in Q1/1988.



years and previous peaks, but it is not certain that they provide a
totally accurate indication of probable adjustments towards long-
term equilibrium. It can be argued that the equilibrium exchange rate
dropped as a result of the widespread abolition of trade barriers in the
1990s, which dampened its volatility by causing a relative contraction
in the non-traded goods sector.?: Increased net national debt may
also have driven down the equilibrium exchange rate. On the other
hand, export growth prospects and high returns on foreign
investments are said to have caused the equilibrium real exchange
rate to rise. In practice, it is difficult to pinpoint anything definitive.
Given the scale on which the real exchange rate has risen, people
have naturally wondered whether this situation is normal or whether
Iceland's real exchange rate volatility is more than in other countries.
Chart 2 shows real exchange rate fluctuations in several countries
which, like Iceland, are on an inflation target. The real exchange rate
has been fairly volatile in most of them. Table 1 shows the highest and
lowest index values for the real exchange rate in selected countries
over the past 25 years (1980 = 100). The European countries in the
sample have witnessed wider fluctuations than Iceland over this
period, while in Canada and New Zealand they have been similar.

Table 1 Highest and lowest real exchange rates in selected countries
since 1980

Exports

Standard imports

Highest Lowest Difference deviation as %

Country value value (%) (%) of GDP
Austria 106 70 52 1 105
Canada 122 95 28 7 80
Iceland 109 84 31 6 80
New Zealand 121 90 34 9 60
Norway 156 100 56 14 70
Sweden 100 69 46 9 85
Switzerland 158 100 58 16 85
UK 116 80 46 12 55
USA 131 73 79 18 25

Sources: IMF (IFS), EcoWin, websites of various central banks and Central Bank of Iceland.

The widest range between highs and lows in the real exchange
rate is in the US. Given the relatively low importance of foreign trade
for the US economy, however (see Table 1), fluctuations in the dollar
exchange rate have a far softer impact on its households and
businesses, most of which produce solely for the domestic market.

References:

Bravo-Ortega, C. and J. J. di Giovanni, (2005), Remoteness and Real Exchange
Rate Volatility, IMF Working Paper, WP/05/1.

Sighvatsson, Arnér (2000), Jafnveegisraungengi kronunnar: Er pad til? [Equilibrium
exchange rate of the krona — does it exist?] Fjdrmalatidindi, vol. 47, pp. 5-22.

5. Assuming that trade barriers in Iceland were greater than among main trading partner
countries.

6. Recently, two economists at the IMF published a paper where they examined the impact
of trade costs on real exchange rate volatility. Their paper shows that higher trade costs
result in a larger non-tradeable sector and this, in turn, leads to higher real exchange rate
volatility, Bravo-Ortega and di Giovanni (2005).
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Financial markets and Central Bank measures’

Interest rate rises and appreciation of the kréna

The Central Bank of Iceland raised its policy interest rate by one percentage point in the beginning of December
and by a further half a percentage point in February. As a result, the krona appreciated and the exchange rate
index dropped below 110 in February after being close to 120 in the second half of November. Other interest rates
followed suit apart from T-bill yields, which appear to be on a different track for the time being at least. At the
end of the year the Central Bank ceased buying currency with the specific aim of boosting its foreign reserves, but
continued to make purchases for meeting Treasury debt service requirements. Equity prices picked up in the New
Year. The bond market was lively in December, then quietened down in January but perked up again around mid-
February.

The krona strengthened following the December

policy rate hike ...

The Central Bank announced a one percentage-point rise in its policy
interest rate on December 2, 2004. The main reasons for such a sharp
hike were a massive expansion in the housing market driven by
increased competition for mortgage lending, and also rescheduling of

Chart 1
investments for the aluminium industry which has brought forward Exchange rate index of the kréna
and stepped up construction activity. As a result, the inflation outlook Daily data January 5, 2004 - March 1, 2005

had deteriorated. Although the FX market had been expecting a 4, _December31, 1991 =100
policy rate increase on the day before the announcement, its scope
came as something of a surprise. The kréna appreciated sharply after
the hike, then settled back a little before strengthening again. In

January and February the kréna continued to appreciate. Besides the
widening interest-rate differential with abroad, the appreciation was
also driven by positive reports about the fish catch, foreign

investment and upgraded international credit ratings, while down- JEMAMI ) AS ONDIF
beat news such as the merchandise account deficit had no discernible Source: Central Bank of Iceland.

effect. At the beginning of February the trend was briefly reversed

but soon continued as before. At the end of that month the exchange

rate index broadly matched its position in early June 2000, i.e. shortly

before it peaked. Chart 1 shows the development of the exchange Chart 2

rate index. Policy rate and bank rate rises
May 1, 2004 - March 1, 2005

... and again in February 16

The policy rate was raised again by half a percentage point on
February 18, at the same time as the Central Bank published its report
to the Government of Iceland after inflation moved above the
tolerance limit which was set in the joint declaration by the Bank and
the Government in March 2001. The hike had an immediate impact
on the exchange rate, even though forecasts by banking sector

research departments indicated that the market was expecting a
policy rate rise. Over the period from November 24, 2004 to February — Non-indexed prime bank loan rates

— Average non-indexed bank loan rates
— Central Bank policy interest rate

Source: Central Bank of Iceland.

1. This article uses data available on March 4, 2005.
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Chart 3

Yields on 3-month T-bills and 3-month
REIBOR and Central Bank policy rate

Daily data January 5, 2004 - March 1, 2005
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Source: Central Bank of Iceland.

28, 2005, the foreign exchange index went down (i.e. the krona
strengthened) by more than 8%. An appreciation of the kréna had
been expected for some while in connection with investments in the
aluminium and hydropower sectors in east Iceland and the Nordurdl
smelter expansion. Consequently, Icelandic businesses have been able
to prepare themselves to face this situation and the largest companies
have made extensive hedges which appear to have held. More
difficult to foresee, however, was the slide of the US dollar in global
markets towards the end of the year and first days of January. The
euro-dollar exchange rate hit 1.3667 on December 30, having been
around 1.3 on November 20. In January and February this trend
unwound slightly, but on March 4 the rate had risen to 1.32 again.
The main reasons are the heavy US fiscal and current account deficits.
Sluggish growth in the euro area can be expected to have forestalled
an even further slide in the dollar, and many Asian central banks
which have been building up large dollar reserves in recent years have
not turned their back on it in spite of its falling value.

Interest rates also rose following the Central Bank's measures

Interbank market interest rates rose following the Central Bank's
policy rate hikes and bank rates also went up largely in step. However,
since the Central Bank began the present cycle of interest rate rises in
May 2004, bank lending rates have not risen by as much the policy
rate, as shown on Chart 2. T-bill yields have not risen in step with the
policy rate since the Central Bank hike in December. Treasury bonds
were left in short supply after the minimum amount was not reached
in an auction on December 30, 2004, which pushed up market prices

Box 1

Foreign exchange

market highlights 2004

Table 1 presents highlights from the FX market for 2001-2004. The
exchange rate of the krona has fluctuated in both directions over
these years, with fairly long periods of stability in between. Reflecting
its slide in international markets, the US dollar has weakened sharply
against the krona since it reached a high towards the end of 2001.
The Central Bank made net sales of foreign currency to market
agents in 2001 but net purchases from 2002 to 2004.

Table 1 FX market highlights 2001-2004

Exchange rate index

Appreci-
Central Average Change ation/ Euro/  USD/
Bank  daily over depreci-  kréna  kréna
Turnover turnover turnover End of year ation atend atend
(m.kr.)  (m.kr) (m.kr.) year (%) (%) of year of year

2001 1,218,045 29,538 4,892 141.7985 1735 -14.78 91.33 103.20
2002 834,444 4528 3,378 124.8994 -11.92 13.53 84.71 80.77
2003 1,185,566 43,208 4,781 123.4179 -1.19 1.20 89.76 71.16
2004 948,249 27,228 3,763 113.0158 -8.43 9.20 8351 61.19

Turnover and trading

Total turnover in the FX market in 2004 was just over 948 b.kr., a de-
crease of 237 b.kr. year-on-year. Monthly turnover peaked in De-
cember at 173.6 b.kr. Turnover was low in April, May and June —
below 50 b.kr. in all three months — and lowest in May at 41.9 b.kr.
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Average daily turnover for these three months was 2.3 b.kr. Daily
turnover for the year was 3.8 b.kr., down by 1 b.kr. from 2003 and
2002 but 400 m.kr. higher than in 2002. The most turnover in a
single day, excluding Central Bank trading, was 19.3 b.kr. on
December 3. Including a Central Bank purchase of 80 m. US dollars,
total daily turnover was marginally higher on January 19 at 19.6 b.kr.

No changes were made to the market framework in 2004.
Regulations and market agents’' obligations have remained
unchanged for the past two years.

Exchange rate developments

In 2004, the exchange rate index decreased by 8.43% and the
kréna appreciated by 9.2%, which is a marked change in trend from
the preceding year. The highest exchange rate index value was
registered on May 5 at 124.7766. For the first eleven months of the
year the index value was above 118, and lay in the range 120 to 123
for most of that period. The lowest index value was on December 8
at 112.7771. In the course of the year the Central Bank raised its
policy interest rate by 2.95 percentage points, which had an effect
on the FX market. At the end of November the exchange rate index
was registered at 117.96 and it strengthened sharply after the
Central Bank raised the policy rate by 1 percentage point.

Table 2 Exchange rate volatility 2001-2004

Standard deviation of day-on-day changes against the kréna

Standard deviation (%) Exchange rate index usbD Euro
2001 0.72 0.84 0.77
2002 0.46 0.56 0.54
2003 0.50 0.69 0.56
2004 0.35 0.58 0.39

On the whole, 2004 was a calm year in the FX market. This is
shown by turnover figures for most of the year and in very low
exchange rate volatility compared with preceding years. Measured
as the standard deviation in day-on-day changes, volatility has
declined since 2003 and was less than in 2002 relative to the
exchange rate index and euro, but similar against the US dollar. The
high volatility of the dollar in international markets in recent
months is reflected in these figures.

Interest rate changes and the FX market

The Central Bank raised its policy interest rate six times in 2004.
Pending interest rate hikes could be inferred from the Central Bank’s
published inflation forecasts that indicated growing inflationary
pressures. An increase of 0.50 percentage points was announced in
September and again in October, neither of them surprising. How-
ever, there was a stronger response to the 1 percentage-point hike
at the beginning of December, when a number of market agents
had predicted a rise of 0.5 percentage points.

Chart 2 shows day-on-day changes in the exchange rate
index 5 days before and 5 days after announcements of policy
interest rate changes in September, October and December.

Only a muted response to policy rate changes can be
discerned from exchange rate index movements in September and
October. Fluctuations in December were rather more marked and
the exchange rate index went down in the build-up to the hike, as
can be seen between day -1 and day 0 on Chart 2. A few days later,
the appreciation unwound in part.

Chart 1

Exchange rate index of the kréna
Daily data January 5 - December 31, 2004
December 31, 1991 = 100

Source: Central Bank of Iceland.

Chart 2

Day-on-day changes in the exchange rate
index 5 days before and 5 days after
announced policy interest rate changes

— December 2
— October 29
— September 17

Source: Central Bank of Iceland.
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Chart 4
Outstanding stock of Central Bank repos and CDs
Weekly data December 30, 2003 - February 22, 2005
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Chart 5
Central Bank overnight lending

Monthly turnover January 2003 - February 2005
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somewhat. This created a spread between T-bill yields and interbank
market yields, which generally have been closely aligned, as shown in
Chart 3. Interbank market interest rates for loans in domestic currency
have developed in line with the Central Bank’s policy rate changes, as
could be expected. In December there was a hint of unrest in the
market prompted by movements connected with the Housing
Financing Fund's (HFF) liquidity management. Reflecting a certain
lack of transparency, unexpected movements took place in the
market and the jumpy interest rate formation was difficult to explain.

Foreign currency purchases to meet Treasury debt service
requirements

The Central Bank cut back its purchases of foreign currency at the end
of the year and ceased to buy currency with the sole aim of boosting
its reserves. It has continued to purchase foreign currency, but only to
meet the Treasury's requirements for foreign debt service, as
explained in the last Monetary Bulletin in December. The Treasury's
net deposit with the Central Bank increased in February and for a
while stayed at the unusually high level of almost 30 b.kr..
Explanations include an increase in Treasury revenues generated by
expanding activity in the economy and the HFF's partial prepayment
of a Treasury loan. The Treasury has used part of this ample position
to retire its foreign debt, as it had announced it would when the
budget was being debated by parliament. The Central Bank's foreign
reserves have been temporarily depleted as a result, but in all
probability will strengthen again in the course of the year.

Decline in Central Bank facilities

The credit institutions’ need for Central Bank facilities has diminished
as their liquidity has eased. Repo transactions have decreased and
sales of certificates of deposits (CDs) have also declined, in particular
after the HFF resumed transactions with the Central Bank. To some
extent the contraction in repos and CDs can be attributed to greater
stability in the domestic currency market, where agents increasingly
appear to be settling their positions through transactions with each
other. For a while some imbalances developed between institutions
that looked impossible to settle by such arrangements. Chart 4 shows
the development of repo and CD transactions in recent months.
Overnight lending has contracted sharply, largely due to improved
cash management and the decision to combine required reserves and
current accounts in the Central Bank towards the end of 2003. In
January and February this year, total overnight lending amounted to
800 m.kr., compared with a monthly average of 11.7 b.kr. for 2003
and 2004. Chart 5 shows the development of O/N lending since the
beginning of 2003.

Lively equities market

After taking a dive near the end of October, equity prices rallied in
January, driven by expectations of strong profits by listed companies
which were realised in most cases. Profits of financial companies were
particularly robust but most other listed companies also performed
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Turnover in the interbank market for loans denominated in Icelandic
currency (kréna market) amounted to 1,073 b.kr. in 2004, almost
doubling year-on-year. This sharp increase was the result of a
number of interacting factors, including Central Bank purchases of
foreign currency, the lowering of the minimum reserve requirement
and, not least, changes in the mortgage loan market. Table 1 shows
turnover in the kréna market and swap market from their respective
years of establishment to the end of 2004. Increased turnover in the
domestic currency market tracks the general growth in kréna
positions in the market, but the opposite seems to apply in the swap
market. Since swaps have primarily been used as a liquidity
management instrument, this development should not come as a
surprise.

In the kréna market, market makers make indicative bids for
trades with a maturity from one day to one year. The market is
regulated by Central Bank rules set on March 16, 2000 stating the
maximum bid-ask spread for specified principal amounts. Although
the rules have not been amended, the spread has narrowed to 15
points for all maturities. Trading volume has grown in line with
improving market efficiency and easier liquidity among market
agents.

When the swap market was set up, the specified principal
amount was set at 3 m. US dollars, but most trades are now made
for 5 m. US dollars. Once a day the Central Bank registers forward
points in the swap market, based on the average of market makers’
bids. Although it is not the most efficient of the interbank markets,
the swap market supports price formation in both the kréna and FX
markets, and in the forward markets which are necessary for
corporations in their hedging against foreign exchange risk.

Table 1 Annual turnover in the kréna market and swap market

Kréna Swap
B.kr. market market
1998 434.3
1999 500.3
2000 524.3
2001 426.1 ;
2002 420.8 177.9
2003 585.0 112.1
2004 1,073.3 95.5

The kréna market (domestic currency market) commenced operation on March 3, 1998.
The swap market commenced operation on November 26, 2001.

Trading in the kréna market is primarily at the shortest end of
the market, with maturities from one day to one week. Other
maturities are rarely traded. Trading at the shortest end was also
most common in the swap market, but an increasing number of
agreements are now being made for maturities of one month or
more.

Box 2

Domestic currency and
swap markets
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Chart 6

The ICEX-15 equity price index
Daily data January 6, 1998 - March 1, 2005
December 31, 1997 = 1,000
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Source: Iceland Stock Exchange (ICEX).

Chart 7
HFF bond yields
Daily data July 8, 2004 - March 1, 2005
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well — including exporters who appear to have hedged against
exchange rate changes with considerable success. However, the
market seems more sensitive to news than it has been for some time
— for example, announcements of results that were below market
expectations drove equity prices down, which has not always been
the case. Since mid-2001, the rise in the ICEX-15 index corresponds
to a 40% annual return; its development is shown in Chart 6.

Bond market calms down

After the Central Bank raised its policy rate in December the bond
market perked up with activity by both domestic and foreign
investors. Yields on HFF bonds rose as a result and it is likely that non-
residents were closing positions for profit-taking. However, the
increase was not sustained. Interest in HFF bonds picked up again in
the New Year and yields began to slide. Yields fell most for the
shortest HFF bonds (maturing in 2014), although this is a small class
(around 20 b.kr.). Swaps of longer bonds for this class have not gone
according to plan and two auctions have failed. Three longer HFF
bond class yields hovered just above 3.5% in real terms for some time
— pension funds were alleged to be using this figure as a benchmark
for their returns and would lose interest in investing in these bonds if
yields fell below it. This happened nonetheless in the middle of
February, when a yield at the longer end reached a low of 3.42% in
real terms. It is probable that the reduction was connected with
Standard & Poor's upgraded rating for the Republic of Iceland's long-
term foreign obligations from A+ AA- in February. The same change
was made to the HFF's rating, although its outlook was negative
while the Treasury's was stable. Chart 7 shows the development of
HFF bond yields.

Prepayments and cancellation of market making

Prepayments of HFF loans from September to the end of the year
amounted to 70 b.kr., but new mortgage lending by the banks
amounted to 120 b.kr. over the same period. At the same time, the
largest pension funds' lending to members contracted by 6 b.kr. In
January, the HFF cancelled market making for the classes of housing
bonds and housing authority bonds that had been under such
arrangements, effective as of May 2005. Trades with bonds covered
by market making agreements had shrunk to the point where they
are now so rare that they definitely cannot be considered as
benchmarks for the classes in question. Continued market making
was therefore no longer felt to serve its original purpose. In December
the HFF raised its maximum mortgage loan amount for homebuyers
to 14.9 b.kr. and its loan-to-value ratio to 90%. Bonds issued by the
Government of the Faroe Islands were listed on ICEX in November,
the first listing since Icelandic and Faroese stock exchange
cooperation exchange began.

Widening interest-rate differential with abroad
In the wake of the Central Bank's policy rate hikes, the interest-rate
differential widened between Iceland and its main trading partner



countries from 4.26% to 5.55% based on T-bill yields and from
4.94% to 6.29% for three-month interbank market rates.2

Table 1 Policy rates of selected central banks

Policy rate (%) before Date of policy

and after last change rate change
% Before After announcement
US Federal Reserve System 2.25 2.50 February 2, 2005
Bank of Japan 0.15 0.00 March 19, 2001
European Central Bank 2.50 2.00 June 5, 2003
Bank of England 4.50 4.75 August 5, 2004
Bank of Canada 2.25 2.50 October 19, 2004
Swiss National Bank 0.00-1.00 0.25-1.25 September 16, 2004
Sveriges Riksbank 2.50 2.00 April 1, 2004
Reserve Bank of Australia 5.25 5.50 March 2, 2005
Reserve Bank of New Zealand 6.25 6.50 October 28, 2004
Danmarks Nationalbank 2.50 2.00 June 6, 2003
Norges Bank 2.00 1.75 March 11, 2004
Central Bank of Iceland 8.25 8.75 February 18, 2005

Source: Central Bank of Iceland.

Few changes have been made to central bank policy rates
outside Iceland in the past few months. The US Federal Reserve raised
its funds rate on December 14 and again on February 2, by 0.25
percentage points on each occasion, and the Reserve Bank of
Australia increased its cash rate by 0.25 percentage points on March
2. Table 1 shows policy rates in selected countries.

2. Based on trade-weighted foreign interest rates.
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Report to the Government on inflation
beyond the tolerance limit'

The rate of inflation now measures 4.5%, which is outside the tolerance limits stipulated in the joint declar-
ation by the Government of Iceland and Central Bank of Iceland in March 2001, on the inflation target and
monetary policy framework. The following report traces the reasons for inflation to much faster-than-
expected growth in domestic demand. In particular this is the result of aluminium-related investments on a
larger scale than previously assumed, especially this year, and increased credit supply. The Central Bank has
already taken substantial measures to respond to these new conditions. The inflation outlook over the next
two years has improved somewhat after the Bank raised its policy interest rate in December, but not
sufficiently to ensure that the inflation target is attained. Accordingly, the Board of Governors of the Central
Bank considers that the monetary stance needs to be tightened still further. A rise of 0.5 percentage points in
the Bank's policy interest rate from February 21 is a step in that direction. With a sufficiently tight stance, the
Bank feels that the target will be attainable within two years. Inflation will probably have moved back within
the tolerance limits this summer and, with a sufficiently tight stance, close to the target next year. The Central
Bank will not flinch from attaining that target.

1. Introduction

Act No. 36/2001 on the Central Bank of Iceland stipulates price
stability as the main objective of monetary policy. The declaration by
the Government of Iceland and Central Bank on March 27, 2001 set
an inflation target for the Bank, i.e. to aim for an average rate of
inflation, measured as the twelve-month increase in the CPI, of as
close to 2%2% as possible. The declaration grants the Central Bank full
independence to apply its instruments in order to attain the inflation
target. Furthermore, the declaration includes provisions for Central
Bank accountability towards the government and the public. One way
in which this is done is to define tolerance limits, which are currently
1% percentage point on either side of the target. If inflation moves
beyond the tolerance limit, the Bank is obliged to submit a report to
the Government explaining the reasons for the deviation, how the
Bank intends to react and how long it will take to reach the inflation
target again in the Bank's assessment. The report shall be made public.
However, the tolerance limits do not imply any other formal obligation
for the Central Bank to respond. It should be reiterated that the
objective of monetary policy is to maintain inflation as close to the
2% % target as possible, and not merely within the tolerance limits.
This February, the twelve-month increase in the CPI measured
4.5%. Inflation has therefore moved beyond the tolerance limit,
which is the occasion for the present report. Section two of this report
briefly discusses the experience of inflation targeting so far. The third
section describes recent inflation developments and the economic
conditions impacting inflation. Section four discusses the outlook for
the next two years, focusing on the changes that have occurred since

1. Submitted to the Government of Iceland on February 18, 2005 and published on the Central Bank of
Iceland website the same day.
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the Central Bank published its last inflation forecast in the beginning
of December 2004. The fifth section deals with monetary policy and
the measures that the Central Bank considers necessary in order to
bring inflation back to target.

2. Experience of inflation targeting so far

Positive experience of inflation targeting

Almost four years have passed since the fixed exchange rate regime
was abandoned in favour of inflation targeting. Broadly speaking the
experience has been positive, although it is still too early to pass final
judgement. At first the conditions were difficult. Heavy macro-
economic imbalances had developed over the period 1998 to 2000
which monetary policy was ill-equipped to tackle, given that the Bank
was obliged to follow the fixed exchange rate policy as it was defined
at that time and did not enjoy the independence that it is now
ensured by law. Despite the temporarily wider tolerance limit set at
6% in 2001, inflation could not be contained within it that year, since
the kréna went into a slide when the capital inflows that had funded
the current account deficit over the preceding years dried up.
Repeated interventions in the foreign exchange market failed to halt
the depreciation. In November 2001 the kréna had weakened by
almost 30% from its peak in spring 2000.

Although inflation moved beyond the tolerance limit in 2001,
the inflation target was attained earlier than originally aimed
The reasons that inflation moved beyond the tolerance limit in 2001
are described in more detail in a report to the government which was
published on June 20, 2001. Inflation peaked at the beginning of
2002 at 9.4%. In spite of this substantial deviation in the first year
after inflation targeting was adopted, the 272% target was reached in
November 2002, a year earlier than expected. Inflation had moved
within the tolerance limit in July of that year. The key to this achieve-
ment — despite the rough beginning — was a tight monetary stance,
which caused a swift appreciation of the krona once domestic de-
mand and the current account deficit, which had undermined
exchange rate stability, had sufficiently diminished.

The Central Bank matched the decelerating inflation rate by
easing its monetary stance, and its policy interest rate in real terms
can be estimated to have moved down to or even below the natural
real rate of interest at the beginning of 2003. Also, the minimum
reserve requirement of credit undertakings was reduced in two
phases in March and December 2003. The lower minimum reserve
requirement was a systemic reform that had been promised some
years before and aimed at creating a level playing field for domestic
and foreign financial undertakings: it was not intended as a monetary
policy measure. Central banks have in general ceased to use reserve
requirements as a monetary instrument. While this move unquest-
ionably provide an impulse, this was not regarded as a cause of con-
cern in light of the apparent excess production capacity in the



economy when it was decided. It should be pointed out that it did not
transpire until well into 2004 that GDP growth in 2003 was much
more robust than available economic data had indicated. In autumn
2002 the Bank had begun purchasing foreign currency in order to
build up its reserves, which had been virtually exhausted in 2001
apart from inflows from short-term foreign borrowing that was
undertaken to maintain an acceptable level of external liquidity. Eforts
were made to minimise the impact of foreign currency purchases on
the exchange rate, and the drop in Central Bank repos with credit
undertakings sterilised their liquidity effect to a substantial extent (see
the discussion in Monetary Bulletin 2004/4, Box 1 on pp. 48-49).

3. The inflation problem

The monetary policy framework will be put to the test over the
next years
Over the next few years the new monetary framework will be very
much put to the test. Investments in power stations and aluminium
smelters, which together are equivalent to almost one-third of annual
GDP, entail a greater macroeconomic shock than any other country
with a comparable monetary framework has had to tackle. The Central
Bank assessed the impact of these investments in Monetary Bulletin
2003/1. Its broad finding was that inflation could be kept in check
with a tight fiscal and monetary policy mix. Although some changes
have been made to investment plans since this assessment was made,
it is reasonable to assume that this finding still holds in principle.
Generally speaking, a forward-looking monetary policy such as
inflation targeting ought to be more suitable than, for example, a
fixed exchange rate regime for responding to the macroeconomic
shock caused by large-scale investments. Inflation targeting enables
an earlier response to signs of macroeconomic imbalances precisely
because monetary policy is free from the constraint of maintaining a
stable exchange rate. However, the sizeable uncertainties about the
macroeconomic impact of the investments cannot be ignored, since a
shock on such a scale has never been witnessed under the present
economic framework, i.e. unrestricted capital movements, a floating
exchange rate and open labour market. In view of the uncertainties,
monetary policy must be expected to diverge occasionally from what,
in retrospect, could be regarded as optimum, even if it is based on the
best available information at any time.

Structural changes in the credit market amplify the problem

The uncertainties concerning the macroeconomic impact of the alu-
minium-related investments hinge not least on their interaction with
other forces at work in the economy. Last year, for example, structural
changes took place in the credit market. Their strong effect
compounded the impact that the investment projects are already
exerting on domestic demand. Households' access to credit increased
substantially when domestic banks began offering mortgage loans
with low interest rates, long maturities and unprecedentedly high
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Chart 2

Consumer prices: housing and services
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loan-to-value ratios. The households' response to these changes has
been stronger than anyone envisaged. At the end of January the
banks had lent roughly 138 b.kr. to almost 12,500 households in the
form of mortgage loans. While the bulk of the new loans have been
used to prepay earlier debt that was on less favourable terms, even if
only a fraction of the extra borrowing is allocated to other
expenditures it could have a decisive impact. If lending continues at
broadly the same pace for a whole year, for example, and if 10% is
allocated to private consumption, this would leave private con-
sumption 10% higher than otherwise. Through their massive impulse
to housing demand, the credit market changes have made a sizeable
contribution towards pushing inflation beyond the tolerance limit.

Increases in the housing component of the CPI explain roughly
half of the twelve-month inflation rate

Hitherto, the effect of increased credit supply on consumer prices has
largely been reflected in the housing component of the CPI. At the be-
ginning of February the housing component had risen by 14% over
one year, the highest rate of housing inflation since 2000. The main
reason is the rise in market prices of housing, which has measured 17 %
over the past twelve months. Furthermore, the full effect has still not
been felt. The surge in housing prices in the Greater Reykjavik Area at
the end of last year has not been fully transmitted to the CPI, which is
based on three-month averages. Of the 4.5% twelve-month increase
in the CPI, roughly half stems from the rise in the housing component.

Another index component that has outstripped others is public
services prices. After a sizeable hike in February the twelve-month
rate of increase in prices of public services amounted to 7.2%. Private
services prices have also risen in excess of the inflation target, at
3.6%. Since private sector services weight fairly heavily in the CPI, at
more than 23%, the increase in this component has made quite a
strong contribution to the rise in the index (see Chart 3).

The contribution of petrol and oil price rises to the increase in the
CPI has diminished sharply in recent months. Petrol prices had risen by
4.9% year-on-year in February and their effect on the index
amounted to under 0.2%. Excluding the impact of higher prices for
housing, public services and petrol, inflation measured just under 2%,
as shown in Chart 4.

With certain exceptions, the price level has remained relatively
stable over the past year. Besides petrol, considerable rises have also
been noted in prices of domestic agricultural products, especially
meat products. If petrol is excluded, import prices have dropped by
just over 1%.

The greatest increases in goods and services prices have been in
sectors that do not face foreign competition

Inflation developments in recent months follow a familiar pattern. At
the beginning of an upswing, the thrust of increasing demand is
primarily observed in rising prices in fields where foreign competition is
weakest, since the currency has tendency to appreciate as the economy
picks up. The stronger currency staves off price increases in sectors



where foreign competition is at hand. This is not the case with the
housing market, a sizeable share of private services, agricultural
products and public services. Growing external imbalances, on the other
hand, weaken the currency and thereby the long-term inflation outlook.

Inflation over the past year was broadly demand-driven

In the short term, inflation can be driven either by demand or changes
in costs, or by the interaction of the two. Cost developments which are
beyond the influence of domestic monetary policy, namely higher fuel
prices in foreign markets, made a considerable contribution to inflation
for much of last year. In that respect the inflation then was less of a
cause for concern, since their impact was likely to fade out relatively
quickly or even be reversed, which has now happened to some extent.

If wages rise significantly faster than productivity, inflation may
gain momentum. However, it should not be forgotten that the speed
of the pass-through also depends on demand and the impact of its
growth on employment and thereby on wage developments. When
wage settlements by the main labour unions were known in March
2004, the Central Bank evaluated wage developments (See Monetary
Bulletin 2004/1 pp. 1 and 9-10). The Bank found the settlements to
be broadly compatible with the inflation target. Wage developments
so far do not indicate that this assessment was incorrect. Job creation
appears to have been relatively sluggish at the beginning of the
upswing and foreign labour has been a larger factor in aluminium-
related investments than initially expected. Wage drift therefore
seems to have been fairly slight relative to GDP growth. Also, quite
sluggish job creation at the time of rapid output growth implies sharp
gains in productivity in recent years. Unit labour cost showed little
increase year-on-year in 2003 and 2004. While various problems of
data interpretation leave a fairly large degree of uncertainty, ad hoc
case studies indicate rapid productivity growth in recent years.

Recent exchange rate developments have been favourable for
inflation developments. So far this year the year-on-year appreciation
of the kréna has averaged almost 7%. This is clearly reflected in the
slower rise in import prices, especially if petrol is excluded.

From the above it seems obvious that, unlike the episode of
overheating in 1998-2001 when unit labour costs increased by an
average of 4%2% p.a., underlying cost developments are not the
explanation for the recent acceleration in the inflation rate.
Nonetheless, surging demand, the current account deficit and grow-
ing labour market pressures generated by high growth may generate
such cost pressures later, which in the absence of further measures
could compound the inflation problem.

4. Inflation prospects

The Bank's December forecast showed deteriorating inflation
prospects

In the beginning of December the Central Bank published an inflation
forecast showing considerably poorer inflation prospects two years
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ahead than in its June forecast or the revised forecast in September.
Monetary Bulletin 2004/4 explains the reasons for this development:
faster-than-expected growth of domestic demand, stepped-up
investment plans for the aluminium industry (in particular in 2005)
and greater supply of housing finance to households at lower interest
rates than before. The forecast revealed a considerable risk that
inflation would move beyond the tolerance limit in the first quarter of
this year. Although the outlook was for some slowing of inflation later
in the year, the base forecast showed a rate considerably above target
over the whole forecast horizon and gaining momentum towards the
end, i.e. assuming an unchanged policy interest rate and exchange
rate. The upturn in inflation towards the end of the horizon would be
caused by production considerably in excess of potential in 2006, on
broadly the same scale as during episodes of overheating in previous
decades. Furthermore, there was an upside risk of inflation exceeding
the base forecast if no measures were taken. Among the reasons were
the risk that the krona would begin to weaken towards the end of the
forecast horizon and indications in the forecast that there was a
strong risk of higher wage rises than had been assumed following a
conceivable review of wage settlements in November 2005.

The higher policy rate and currency appreciation have improved
the outlook ...

In response to this inflation scenario, the Central Bank felt compelled
to announce an exceptionally large policy rate hike when the inflation
forecast was published, by 1 percentage point to 8.25%. At the same
time, the Bank implied that a further tightening of the stance could
be expected. The policy rate increase and the appreciation of the
krona that followed in its wake naturally caused a marked shift in the
assumptions underlying the forecast. Monetary policy measures are
transmitted with a long lag and therefore have only a minor short-
term impact, apart from the effect of the stronger kréna on a number
of exchange rate-sensitive components of the CPIl. Thus it was
obvious that the Bank's measures would have relatively little effect on
the probability of inflation moving beyond the tolerance limit during
the first quarter of 2005. In addition, Central Bank measures have so
far not managed to affect mortgage lending rates, which are the main
driver of inflation on its present scale. In the short term, Central Bank
measures therefore have only limited scope for impacting housing
demand and, in turn, the housing component of the CPI. Part of the
upward trend in the housing component in recent months is the result
of the base effect, because of the very small rise in this component in
the same period twelve months before. Monthly rises in the housing
component have therefore been a pure addition to the year-on-year
rate of increase. Over the period March to June 2004, on the other
hand, the housing component rose by almost 1%2% each month. If
the housing component is to stop contributing to higher inflation, its
monthly rate of increase over the corresponding period this year must
not exceed this figure. However, judging by the increase in the
housing component over the past four months, which has been in the
range 1-2%2% per month, and the tendency for brisk spring trading



in the real estate market, even further rises in the housing component
must be considered quite likely. Growing supply of new housing will
ultimately cause the wave of price rises to stop or even reverse. Until
now, however, the demand effect appears to have the upper hand
and shows no sign of altering in the immediate future.

... but not sufficiently for the inflation target to be attained over
the forecast horizon without further tightening of the stance

The stronger kréna and higher interest rates will have a considerable
impact on inflation developments later this year and next year, and
will counteract the effect of higher prices in sectors that do not face
foreign competition. Revised economic and inflation prospects based
on this new information suggest a somewhat lower rate of inflation
over the next two years than was expected in the Bank's last forecast.
In particular this is caused by the direct effect of the currency
appreciation in the short term and the somewhat narrower positive
output gap produced by higher interest rates and the stronger
currency in the long term. However, at curent exchange rates and
interest rates, inflation still seems to be heading above target over the
whole forecast horizon, and accelerating towards the end of that
period. In the short term the Bank seems to have fairly limited scope
for having an effect on the rise in the housing component, which is
still not showing any sign of slowing down. Given the above, there is
some risk that additional wage increases will be agreed when the
wage settlements come up for review in November, fuelling inflation
even more next year. Bearing this in mind and the conceivable effect
of an eventual currency depreciation, it must be concluded that, all
things being equal, inflation is likely to remain a considerable way
above the target next year.

5. Monetary policy

Could interest rates have been raised earlier?

It is natural to ask whether the high rate of inflation that is now
looming could have been prevented by applying even more forward-
looking monetary policy measures. If the development of the policy
rate is examined using a simple Taylor rule, which research has shown
to provide a close approximation to the typical behaviour of
successful central banks, it may be concluded that the policy rate
could have been raised somewhat earlier and more sharply than was
done. However, it cannot be taken for granted to regard this as a
benchmark for the quality of monetary policy.? It should be rememb-

2. There are a number of variants on the Taylor rule, which in general all assume that central
bank policy interest rates are determined by how much inflation diverges from the target
and output gap. The calculations in Chart 6 assume that the Central Bank's natural policy
interest rate is 5.5%, with an elasticity of 1.5 towards a deviation in inflation from the
target and 0.5 towards the output gap. The chart shows quarterly averages and is based
on the twelve-month running average of the output gap over the preceding four quarters.
Two versions of the rule are shown, one based on the inflation rate for the respective
quarter and the other on the Central Bank's forecast for inflation two years ahead. Taylor
rules are discussed in more detail in Monetary Bulletin 2002/2, Box 5, pp. 25-27. The chart
also tracks the forward policy rate based on imputed forward market rates on February 2.
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Chart 6

Policy interest rate and interest rates
derived from Taylor rules

— Policy interest rate
— Forward policy interest rate

~ Simple Taylor rule
— Forward Taylor rule

ered that what appears obvious on the basis of the most recent data
on economic developments was not obvious before those data were
available. As pointed out above, it was not until well into last year
that GDP growth in 2003 transpired to have been much higher than
was expected, and even then it was quite uncertain whether this
situation was permanent. Immediately after the first-quarter growth
figures were published in June, it was clear that the figure for the year
was heading much higher than had been expected. The surge in
housing prices can be traced to events in the summer and autumn
that were almost completely unforeseen. The strength of the
response to them came as no less a surprise. As soon as this became
clear, the Central Bank responded firmly by raising its policy rate by a
total of 1.5 percentage points in November and December. An
additional factor is the changes in plans for aluminium industry
projects. These investments are now being made both on a larger
scale and earlier than had been planned before, and will peak this
year instead of 2006. A larger share of the investments was therefore
unexpectedly brought too close in time for monetary policy to have a
strong enough mitigating effect on domestic demand.

In retrospect, it may be argued that the policy interest rate hikes
could have been launched earlier and more quickly than they actually
were. However, this was not clear when the monetary policy
decisions were made at that time. Also, the divergence is not a large
one and the Central Bank has already taken important steps towards
correcting it.

Grounds for an even tighter monetary stance

Given the current inflation prospects, there appear to be ample
grounds for an even tighter monetary stance. Inflation has climbed
since the last forecast was produced, especially underlying inflation.
Although until now increasing inflation can largely be attributed to the
housing component of the CPI, pressure on private services prices has
also been building up lately. Furthermore, imported inflation caused by
fuel price rises in foreign markets now contributes less total inflation,
as pointed out earlier. It is generally considered reasonable to exclude
the part of inflation that is of foreign origin, beyond the influence of
monetary and probably relatively short-term in nature. Such factors
are less in evidence now.

There has been some discussion on the desirability of basing the
inflation target on the CPI excluding housing prices — measured by
such an index, inflation was still close to the target at the beginning
of the month.3 Here it should be pointed out that if inflation is
generally felt first in sectors that do not face foreign competition, this
may delay the monetary policy response and call for a tightening at

3. However, it should be remembered that the 2%2% inflation target is based on using the CPI
including housing prices. If it was decided to base the inflation target on the CPI excluding
housing, the target itself would need to be revised, presumably downwards. For example,
at the beginning of this year when the Bank of England switched its reference index to the
EU's harmonised consumer price index (HICP), in line with the UK government's desire for
closer harmonisation with European Central Bank policy, the inflation target was lowered
from 2%2% to 2% at the same time.



times when the exchange rate and other asset prices are heading
downwards. The Central Bank's research suggests that housing
inflation is a leading indicator of general inflation later on.4

There are few indications of a significant downturn in demand
growth in the next few months. After signs of a slight slowing in
autumn and early winter, growth appears to have picked up towards
the end of last year. Strong supply of mortgage credit at lower interest
rates than before gives households the opportunity to ease their
payments burden, increase their debt or withdraw mortgage equity.
All these factors, combined with the resulting higher housing prices,
fuel private consumption.

Despite being raised by almost 3 percentage points last year, the
estimated policy rate in real terms is not significantly higher than
Iceland's probable natural real interest rate. This is because inflation
expectations have gone up in pace with past inflation. As long as
inflation expectations remain so high, the effect of a higher policy rate
is substantially dampened.

An appreciation of the krona will contribute towards steering in-
flation closer to target this year. However, it is uncertain whether this
will suffice to ensure that the review clauses of wage settlements are
not triggered, and neither does it seem likely that the monetary
stance has been tightened enough to prevent inflation from climbing
again next year, when production in excess of potential will probably
peak. In order to attain the inflation target, the monetary stance
needs to be tightened still further.

A squeeze on businesses will be an inevitable side-effect

Over the next few months, businesses in the export and traded goods
sectors will inevitably be squeezed as a side-effect of a tighter
monetary stance. A tighter stance widens the interest-rate differential
with abroad, if foreign interest rates remain low. The interest-rate
differential calls for an inflow of credit and appreciation of the kréna
until expectations of a subsequent depreciation leave foreign and
domestic borrowing equally favourable. As long as supply of foreign
credit remains at its present high level, it is inevitable that monetary
policy measures will largely be transmitted through changes in the
exchange rate. Exporters and other companies competing with
abroad will therefore need to prepare to face tougher times for a
while. It should be remembered that an easier monetary stance will
not necessarily prevent the kréna from appreciating in real terms. It
could strengthen later, if it is driven by higher inflation and wage rises
rather than by a higher nominal exchange rate. If such a course is
followed, there is a risk that the monetary authorities will eventually
face just as strong an exchange rate in real terms but with higher
inflation, at precisely the time when the kréna is likely to weaken
again. Such circumstances require higher interest rates than otherwise
to smother inflation, which exacerbates the risk of financial instability.

4. Pétursson, Thérarinn G. (2002), Evaluation of core inflation and its application in the
formulation of monetary policy, Monetary Bulletin, 2002/4, pp. 54-63.
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In this context it should be pointed out that, when the fixed exchange
rate regime was in effect, the peaks in the real exchange rate were
hardly lower than now. Above all the difference is that the real
exchange rate appreciated then solely due to higher inflation and
wage increases than among trading partner countries, and not
because of a higher nominal exchange rate. Given the current high
level of price-indexed debt to income, such a scenario could prove
much riskier now than it was then. The aluminium-related invest-
ments will unavoidably have a sizeable crowding-out effect. At most,
monetary policy can make some difference in the timing of this effect,
but cannot prevent it. Attempts to postpone the crowding-out effect
will in all likelihood only make it tougher to deal with. For example,
this could lead to labour disputes and higher wage rises than
otherwise, and therefore higher inflation next year. On the other
hand, a tighter fiscal stance than is currently planned would reduce
the need for a tighter monetary stance and thereby its undesirable
side-effects as well.

Claims have been heard that raising the minimum reserve
requirement may be a more suitable measure for reducing credit
supply than an interest rate hike. The Central Bank does not agree.
First, strong domestic financial institutions now have various
opportunities for avoiding the effects of higher reserve requirements.
Second, the impact of higher reserve requirements may vary widely
between individual credit institutions, and could, for example, strike
especially hard at savings banks which do not have the same options
for side-stepping them. Third, international experience shows that the
effects of changes in reserve requirements are particularly
unpredictable and may have major consequences for individual
institutions. This is the main reason that none of the world's main
central banks uses changes in reserve requirements as a policy instru-
ment any longer. Fourth, changes in reserve requirements have the
same effect on interest rates and the exchange rate as a change in the
policy rate, even though the transmission mechanism may be
different and the effects on individual sectors of the credit system
may vary. Fifth, a change in the reserve requirement is a non-
transparent measure with an unforeseen impact on expectations. If
the impact of a policy rate hike is reflected in lower inflation
expectations, this will reduce the cost of the tighter stance.

The policy interest rate will be raised by 0.5 percentage points
as of February 22

In the introduction to Monetary Bulletin 2004/4, the Central Bank
implied that the policy rate would need to be raised even further in
order to meet the target of maintaining inflation as close to 2%2% as
possible over the coming two years. Having considered the matter,
the Board of Governors of the Central Bank identifies the need to take
a further step towards a tighter monetary stance now. The Board of
Governors has therefore decided to raise the policy interest rate by
0.5 percentage points as of February 22, 2005. The Bank's other
interest rates will be raised by 0.5 percentage points as of February
21. Even further tightening will probably be needed during the year.



With a sufficiently tight stance, the Bank feels that the target will be
attainable within two years. Inflation will probably have moved back
within the tolerance limits this summer and, with a sufficiently tight
stance, close to the target next year. The Central Bank will not flinch
from attaining that target.

The Central Bank's new macroeconomic and inflation forecast
will be presented in Monetary Bulletin, which will be published on
March 22, 2005.
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Rannveig Sigurdardottir

The enigma of the Icelandic labour market

Recent developments in the labour market have proved surprising. Labour use contracted substantially for a long
time after the vigorous recovery of GDP growth. The rate of unemployment was high and even increased towards
the middle of 2004. Contrary to what might have been expected, the number of vacancies increased at the same
time as unemployment. Wage drift has been modest in sectors that have experienced labour shortages. The
following article attempts to explain these paradoxes. It seeks to answer the question whether recent changes in
the labour market can be mainly explained by cyclical factors or whether they are also attributable to structural
changes in the Icelandic economy over the past decade.

Two qualifications need to be made, however, concerning complications in discussing Icelandic labour market
developments in recent years. First, the format of Statistics Iceland's labour market surveys was changed in 2003.2
This produced a break in the data series and the two survey formats have not yet been linked. Consequently, it is
difficult to compare the last cyclical upswing with the current one. Events in 2003 are difficult to assess and the
trends for unemployment and vacancies that year came as something of a surprise. Second, in recent times there
has apparently been a sizeable increase in the share of foreign labour, which is still not recorded satistactorily in
official statistics. As a result, thorough statistical support cannot always be provided for the hypotheses put forward
in this article.

1. Faster GDP growth — less labour use

Labour market participation in Iceland is still fairly flexible, judging
from Statistics Iceland’s labour market surveys. As Chart 1 shows, the Chart 1
participation rate increased as the upswing progressed at the end of Labour force participation, total hours

° ) ) worked and economic growth 1991-2004
the last decade, but has contracted since 2001 in pace with

% of labour force %

diminished demand for labour. The same applies to total hours
worked.3 As before it is mainly changes in labour market participation
by the youngest age group (16-24 years) which mirror the cycle. In
the last upswing the participation rate for the age group 16-24
increased from 65% in 1993 to 79% in 2000, but had dropped back
to 65% in 2004. Interestingly, the participation rate fell by 1%

percentage points in 2004, long after GDP growth had made a robust 60

— T T T T T T
199192 93 94 95 96 97 98 99 00 01 02

03 04
recovery.* This is a different trend from the onset of the last upswing, Q1and Q4
. . Labour force participation (left-hand axis)
when labour use, especially measured in terms of total hours worked, — Labour force participation, 16-24 yrs. (left-hand axis)
recovered much faster. — Labour force participation, males 25-74 yrs.

(left-hand axis)

— Labour force participation, females 25-74 yrs.
(left-hand axis)

Economic growth (right-hand axis)

1. The author is Chief of the Economic Analysis and Publications Division at the Central Bank Total hours worked, change between years
of Iceland’s Economics Department. She would like to thank Arnér Sighvatsson, Asgeir (right-hand axis)
Danielsson, Hannes Sigurdsson, Katrin Olafsdottir, Lilia Moésesdottir and Thérarinn G.
Pétursson for their constructive suggestions. The views expressed in this article are those
of the author and do not necessarily reflect the views of the Central Bank of Iceland.

[ |

Source: Statistics Iceland.

2. Until 2003 the survey only covered one sample week in April and November, but it has
been conducted continuously since then with each quarterly sample divided into 13 equal
weeks and the results published quarterly. Thus the results since January 2003 inclusive
are not fully comparable with those of previous surveys. The surveys are better compar-
able if the findings for the first and fourth quarters in the new survey are compared with
earlier findings.

3. Total hours worked are defined as the number of employed during the reference week
multiplied by average actual hours worked.

4. If the participation rate had not been so flexible, unemployment in 2004 could have been
expected to move well above the recorded figure of 3.1%.
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Chart 2
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Source: Statistics Iceland.

Chart 3
Net immigration 1986-2004
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Sources: Directorate of Labour, Statistics Iceland, Central Bank of Iceland.

It is common for labour use to shrink at the start of an upswing.
However, the present contraction is exceptionally marked, and
considerably greater than at the start of the previous upswing. GDP
growth has been faster as well.

Jobless growth is not unique to Iceland. Most developed econo-
mies have been surprised by the sluggish increase in demand for
labour relative to GDP growth. One suggested explanation has been
that large investment in information technology at the end of the last
decade is now beginning to deliver increased productivity and a
reduction in jobs, since it has taken time for management to reorgan-
ise operations (Bernanke 2003). It is likely that the contraction in
labour supply to some extent is a result of the introduction of IT, since
Iceland has not lagged behind other nations in this respect.

1.1. High wage ratio

Wage cost developments at the end of the previous upswing may
have motivated rationalisation and reduced labour use. As Chart 2
shows, the wage ratio rose considerably in the last upswing, driven by
strong wage drift. The wage ratio was not so high in preceding
upswings. One conceivable explanation for the high wage ratio has
been that fiercer competition has made it more difficult for businesses
to pass higher wage costs on to prices.® Instead, they have been
forced to cut into their operating profits.

A high wage ratio should have encouraged businesses to reduce
their operating costs by trimming labour use. The wage ratio declined
in 2001 but grew again in 2002 and 2003 and the incentive to cut
labour use is likely to have remained fairly strong then, as the wage
ratio dropped again in 2004.

1.2. Imported labour

According to the above, employers had both an incentive and the
scope for cutting wage costs by reducing labour use. Another
probable reason for sluggish growth in domestic labour use is strong
imports of labour.® The increase in imported labour is to some extent
an offshoot of fiercer business competition. Rival companies can no
longer pass wage rises in excess of productivity growth on to prices.”
They opt to import labour during shortages instead of attracting other
companies’ employees by wage bidding. Foreign labour use grew in
certain sectors during the previous upswing and has been spurred
again recently by the large-scale involvement of foreign contractors in
aluminium and power sector investment projects.

5. The higher wage ratio at the end of the last decade reflects faster growth in real wages
than in productivity over the period. When the entire period since 1973 is examined it
should be borne in mind that own wages of the self-employed are recorded as profits, not
as wages. The trend for the number of self-employed (e.g. with fewer farmers and more
self-employed skilled tradesmen) therefore affects the wage ratio. Shifts in the weights of
individual sectors (e.g. the increased share of services, including public services, where the
wage ratio is relatively high) has also affected the wage ratio. This makes it imprudent to
draw conclusions about wage ratio developments over a long period.

6. Statistics Iceland's labour market survey is confined to individuals in the National Register.
Temporary foreign labour is therefore only recorded late, if at all, in these surveys.

7. See p. 99 for a discussion of the effects of increased competition in the product market.



One form that the flexibility of the Icelandic labour market has
taken is that migration to and from Iceland has broadly matched
demand for labour.8 This feature does not appear to have changed
noticeably in recent times. Migration of foreign nationals has also
kept pace with the economic cycle.® However, the last upswing
witnessed an unprecedented increase in the number of foreign
nationals. Their number also showed a marked increase in 2002 and
2003, at the same time as the unemployment rate went up.

Issuance of new work permits declined somewhat in 2002 and
until February 2003, in step with higher unemployment, but began to
rise again at roughly the peak of seasonally adjusted unemployment.
Labour imports declined somewhat in fish processing and services,
but was nonetheless significant. The subsequent increase in new work
permits in mid-2003 is only partly explained by labour requirements
for construction of the Karahnjukar hydropower station in east
Iceland. Karahnjukar accounted for 12% of work permits in 2003 and
just under one-quarter in 2004. Labour imports therefore appear to
have become a factor in the business operating environment.

1.3. Labour supply underestimated in the labour survey but
overestimated in PAYE data

Statistics Iceland’s labour surveys and PAYE registers give different
pictures of changes in labour supply between 2003 and 2004, as
Chart 5 shows. It is clear that foreign workers who are only staying
temporarily in Iceland are reported late, if at all, in Statistics Iceland's
surveys, but should by and large appear in PAYE data. However, the
PAYE register includes employed persons on parental leave, who are
not classified as part of the labour force in the Statistics Iceland
survey. Some discrepancy between these two figures is therefore
normal. All the same, it is surprising how contradictory the indications
of changes in the labour supply are between the labour survey and
PAYE data.

If the Statistics Iceland survey is underestimated due to
increased labour imports, it can be assumed that labour supply in
2004 was greater than the figures suggest. On the other hand, the
increase in the number of employed could be overestimated in PAYE
data because of increased parental leave.’® If anecdotal evidence
from the labour unions about the number of unregistered foreign
workers is correct, labour supply is underestimated both in the
Statistics Iceland survey and PAYE data.

8. Cyclical migration patterns have been assessed for the period 1962-1997 (Gudmundsson
et al., 2000).

9. Not all foreign nationals move to Iceland to work, but the overwhelming majority do.
10. According to Statistics Iceland’s labour market survey.
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Chart 4
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Chart 5
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Chart 6

Geographic breakdown of seasonally
adjusted unemployment 1991-2005
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with employment agencies 2001-2004
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Chart 8
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2. More vacancies — more unemployment

2.1. What is new about unemployment?

The recent pattern of unemployment has differed from the downturn
in the early 1990s. The last contraction was short and unemployment
remained at a considerably lower level. Unemployment was much
higher in the Greater Reykjavik Area than in regional Iceland from the
outset, for both males and females, unlike the situation in the early
1990s when joblessness was initially greater in the regions.!’

Lower regional unemployment today is primarily because the
downturn in 2001-2002 was caused by a depreciation of the kréna
and subsequent adjustment of demand, while historically most
contractions, including the one in the 1990s, have been catalysed by
a depression in fisheries, resulting in more joblessness in regional
Iceland. Job creation programmes launched in 2003 may also have
had more impact on regional male employment. Statistics Iceland’s
surveys suggest furthermore that women in regional Iceland have
simply withdrawn from the labour market. Urban drift during the
upswing may have contributed to higher unemployment in and
around Reykjavik as well. One of the most surprising features of the
pattern, however, is that unemployment increased in 2003 at the
same time as vacancies listed with employment agencies doubled.?

2.2. Increase in long-term unemployment
Long-term unemployment also increased in 2003."3 Chart 8 shows
the correlation between long-term unemployment and total
unemployment since 1990. Like total unemployment, long-term
unemployment grew over the period 1991-95, then remained
stagnant for the first two years after general joblessness began to
decline. There was a similar correlation between long-term unem-
ployment and total unemployment in 2001 and 2002. In 2003, long-
term unemployment appears to have grown faster than at the end of
the previous downswing. It also continued to grow in 2004 after total
unemployment had begun to fall again, unlike the pattern in 1996.
Growth in both total and long-term unemployment concomi-
tant with a substantial increase in vacancies indicates an increased
mismatch between demand and supply in the labour market in 2003
and prompts the question whether the labour market has become less
flexible.

2.3. Is the Icelandic labour market becoming less flexible?

American economist R. Solow (1998) has proposed using the
Beveridge curve as a summary indicator of changes in labour market
flexibility. The Beveridge curve shows how the relation between
demand (vacancies — the vertical axis) and supply (unemployment -

11. The rise in regional unemployment at the beginning of 2001 was the result of input
shortages due to a fishermen's strike.

12. Even if vacancies in east Iceland are excluded, the increase in 2003 was more than 60%.

13. Long-term unemployed are defined as those who have been unemployed for more than
six months.



the horizontal axis) in the labour market develops over time. In
equilibrium, unemployment and vacancies move in opposite
directions across the cycle along a negatively sloped curve (often
called the u/v line or NW-SE line) in step with changes in labour
demand. An outward (NE) shift in the curve implies a change
affecting the match between labour supply and demand. The curve
may shift due to changes in either labour demand or supply, or both
at once. A shift to the right is probably caused by a change which
makes labour market institutions more rigid in responding to shocks.
New equilibrium between demand and supply (a new NW-SE line) is
generally soon established, but if the shift is caused by greater rigidity,
it will occur at a higher level of unemployment (equilibrium unem-
ployment).

2.4. The Icelandic Beveridge curve

Chart 9 shows how unemployment and vacancies in the period 1996-
2002 tracked the cycle as expected.' In 2003, however, unem-
ployment and vacancies increased simultaneously, shifting the curve
to the right. Last year the correlation between unemployment and
vacancies apparently realigned with the cyclical trend: vacancies
increased and unemployment declined, but at a higher rate of unem-
ployment. The shift in the curve could indicate a greater mismatch
between labour supply and demand, prompting us to look at changes
in labour market institutions for a possible answer.

2.5. Labour market institutions

Two institutions, the unemployment benefit system and labour
unions, are considered to be the main labour market determinants of
economic performance (Nickell and Layard, 1999). It is precisely these
institutions that the OECD has pinpointed for reform in Iceland in
order to enhance labour market flexibility. The OECD probably
considers that Iceland has made little progress in this field, because its
proposals this year — to shorten the benefits period and decentralise
wage bargaining — are essentially the same as in its job study of
1994.75 |t has also sometimes recommended reducing the non-
daylight hours premium (e.g. in 1998). These recommendations were
not included in the latest OECD report, after the social partners have
taken steps towards reducing these costs in recent wage agreements.

2.5.1. Unemployment benefits

The unemployment benefit system can act as a disincentive to taking
available jobs and thereby increase unemployment, especially long-
term unemployment. Besides the nominal benefit sum, important
factors may be the scope and length of eligibility and implementation

14. The data used here are from the Directorate of Labour, compiled from employment
agencies (from 1996). No reliable data are available for vacancies in Iceland before that
time. Not all vacancies are advertised with agencies, but the relationship between agency
vacancies and unemployment should nonetheless serve as a good gauge of labour market
matching.

15. As mentioned later, the length of the eligibility period was changed in 1997, but the

OECD considers this insufficient and in its latest report still recommends shortening the
benefit period.
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Chart 9
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Chart 10

Unemployment benefit as a proportion
of unskilled wages 1991-2004
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1. Break in data series due to change in Institute of Labour
Market Research survey methodology in 1997.

Sources: Confederation of Industry, Directorate of Labour,
Institute of Labour Market Research.

of rules. The question is whether any of the recent reforms to the bene-
fit system have discouraged the unemployed from filling vacancies.

2.5.2. Length and eligibility

Two changes have been made to the unemployment benefit system
over the past decade that are relevant in this respect. In 1993,
eligibility was extended to the self-employed and non-unionised
labour.’® In 1997 the length of entitlement was shortened to five
years, after being in effect unlimited.’” The shortening of the benefit
period hardly explains the increase in long-term unemployment. If
anything it should reduce it. '® A reform of eligibility made ten years
ago is also unlikely to have an effect now, but could have had an
impact on long-term unemployment in the downswing at the
beginning of the last decade.

2.5.3. Benefit amounts

Generous benefits may influence whether the unemployed accept
work as soon as it is offered, or whether they opt to wait for a better
offer or even remain out of work longer. As Chart 10 shows,
unemployment benefits have been steadily falling as a proportion of
minimum wages since 1997.1° Unemployment benefit has not kept
pace with the rise in minimum wages since indexation was
discontinued in 1998; a substantial increase in the lowest wage rates
over and above general wage rises was agreed in settlements made
in 1997 and 2000.2021 Benefits were equivalent to 97 % of minimum
wages on average over the period 1991-1997, but are now 87%.
Unemployment benefits also decreased as a proportion of the
average basic unskilled wage, but not so sharply — from 63 % to 56%.
Thus the interaction of wages and benefits in recent years seems
unlikely to give the unemployed more disincentive to accept work
now than in the last downswing.

Nor is there any indication that benefit rules have been imple-
mented differently recently. Reforms to the unemployment benefit
system therefore do not appear to explain the mismatch between
supply and demand in the labour market. The question remains
whether a change in union influence recently could have reduced
wage flexibility, which will be examined in the following section.

16. Previously, the right to unemployment benefit was confined to members of labour unions.

17. Benefits were paid for 52 weeks, then suspended for 16 weeks after which the
unemployed person became eligible for them again. Recipients undergoing training or
taking part in labour market action programmes, on the other hand, remained eligible for
benefits for as long as they were unemployed.

18. OECD still considers that the benefit period needs to be shortened.

19. The gap between benefits and wages in the first and second halves of the period is
actually even greater, because until 1996 a one-off supplement was paid to those who
had been unemployed for 87 days.

20. The reference used was wages paid to unskilled fish processing workers after five years'
employment.

21. The rise agreed specially for lowest wages in the 1997 settlements was effective from
January 1, 1998.



3. Little wage drift — labour shortages

Wage drift has been unexpectedly modest in sectors where excess
demand for labour has formed or been building up. Does un-
employment in other sectors generate wage pressures, or are there
other explanations?

3.1. Competition in the product market and labour market
Structural flaws in the labour market are a time-honoured topic of
discussion among economists.??2 For example, the disparity in
economic performance between Europe and the US over the past few
decades has been explained by structural flaws in the European
labour market.23 For most of the time the focus was on the impact of
different labour market institutions on unemployment and GDP
growth. Towards the end of the 1990s, the interaction of structural
flaws in the labour and product markets came increasingly under
scrutiny. Changes in the product market were even regarded as a
precondition for successful structural reforms in the labour market.
The findings of this research are aptly summed up as follows in
Nicoletti et al. (2001):

“Regulatory reforms aimed at lowering trade barriers, the
stringency of state control and firms' entry cost can stimulate
output and employment by raising the elasticity of product
demand, reducing thereby price mark-ups and lessening
labour-market segmentation. Progress in reforming such
regulation may have boosted employment rates by between 7>
and 27z percentage points across OECD countries over the past
two decades. Clearly, an increase in product market compe-
tition puts downward pressures on wages in the short run,
especially in highly protected sectors where the scope for rent-
seeking behaviour by workers is largest. Indeed, one of the
reasons why reforming labour market policies has proved
difficult in many countries is the associated rent enjoyed by
specitfic groups that are well positioned to resist (Blancard and
Givazzi, 2001). In the longer run, however, stronger compe-
tition tends to boost real wages via its favourable impact on
productivity. "24

Fundamental changes have taken place in the Icelandic eco-
nomy over the past decade. Competition has increased, businesses
have been privatised and the Icelandic economy, including the labour
market, has become more open. Indeed, the OECD's latest country
report on Iceland found that the economic improvement since the
middle of the last decade is primarily driven by increased competition
in the product market. The question is whether this stronger compe-
tition has had an impact on wage formation.

22. Including various reports by the OECD, EU and IMF.

23. See e.g. Chapter VII, Recent labour-market performance and structural reforms, in OECD
Economic Outlook, No. 67.

24. OECD 2003, 12-13.
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Chart 11
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Chart 13

Unemployment and vacancies:
regional Iceland
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In Iceland, competition has largely taken the twin forms of price
competition between imports and domestic production, and
competition by exports in foreign markets. Direct foreign entrants in
the domestic market have provided little competition. The manu-
facturing sector and international transport sectors have faced
considerable competition, but it has been less marked elsewhere. Due
to the small size of the market, the only source of competition is often
directly from abroad.?® A study by J6hannesson and Jonsson (2002)
found that the level of competition is important for wage increases.
During the downswing in the last decade, wages rose by much less in
the traded goods sector than in protected sectors and nominal
decreases were also greater there for both basic wages and average
hourly rates.

Increased competition could therefore explain the low degree of
wage drift, even in sectors that have experienced excess demand for
labour recently. Construction and contracting is a particularly
interesting sector — competition has toughened among domestic
companies and direct foreign competition has also been present in
tenders for major projects.?® There has been considerable excess
demand for craftsmen and other skilled labour for projects for the
aluminium and power sectors and other construction work. The same
happened in the last upswing. Companies in these sectors appear to
be increasingly importing labour to meet temporary peaks in activity
instead of bidding to win employees from rival firms.

3.2. More cooperation between the social partners

It has been pointed out that increased competition in the labour
market can contribute to more efficient wage settlements between
employers and unions, since both sides benefit from bargaining on
the basis of what the company is able to pay (Nickell and Layard,
1999). The outcome of recent private sector wage settlements
indicates that competition has had a positive effect on these labour
market institutions. In the last national wage settlements, for ex-
ample, more flexible working hours and shift arrangements were
agreed which ought to enable reductions in wage costs, improve
rationalisation and boost productivity, if companies make use of
them.

3.3. Advertised vacancies

Neither reforms to the benefit system nor relations between the social
partners appear to have reduced labour market flexibility. On the
contrary, it would seem to have increased. So what caused the shift
in the Beveridge curve in 20037

25. See e.g. OECD Economic Surveys, Iceland, 1995, 1997, 1998 and 2005.

26. Involvement by foreign contractors is not new. For instance, Technopromexport was
commissioned to lay the transmission line from Burfell power station for Landsvirkjun (the
National Power Company) in 1998.

27. Due to the lack of data on the share of vacancies in east Iceland connected with the Kara-
hnjdkar project, an attempt was made to eliminate its impact. It was assumed that the
increase in vacancies in east Iceland followed the general nationwide pattern and the
regional pattern. The correlation between vacancies and unemployment excluding east
Iceland was also examined and is shown in Chart 11.



Vacancies increased noticeably more in regional Iceland than in
the Greater Reykjavik Area in 2003. One explanation may be
increased imports of labour in connection with the Karahnjukar power
station project, for which vacancies were first advertised around mid-
2003. As Chart 11 shows, however, developments in east Iceland
have little effect on the overall picture.2” Growth in regional vacancies
is therefore not only connected with power station construction
because they increase in spring every year (see Chart 7).

The Beveridge curve for the respective regions shows a shift in
2003, but of varying intensity. Vacancies increased most sharply in the
northwest, northeast and West Fjords. According to information from
local employment agencies, part of the explanation for this surge
could lie in a trend among employers to advertise for recruits some
time before they need to take them on. Jobs can therefore be on the
agencies' books for several months. Vacancies may have been
advertised longer in advance in 2003 than before and been registered
for longer, since the rate of unemployment was relatively high then
and labour unions were more likely to reject applications for work
permits if the formalities were not strictly observed.?8

3.4. Skills and mismatching

It has been pointed out that the mismatch between demand and
supply in the Icelandic labour market has increased (Moésesdéttir,
2004). The labour force consists of a large group of unskilled workers
and a smaller group with high levels of education and training.

An examination of unemployment by occupation since 2000
shows a marked increase in the share of management, professionals
and skilled workers. This group accounted for just under 13% of the
unemployed in 2001 but its share rose to 17 % in 2002 and 2003 and
to 19% in 2004. Interestingly, this was the only group for which
unemployment did not fall in 2004. A similar pattern can be seen
from educational background. The share of university graduates
among the unemployed increased from 7%2% in 2001 to almost 10%
in 2004. Graduates are also the only group of unemployed whose
number increased in 2004.

Jobs and skills therefore appear to have been mismatched
recently, as shown by rising graduate unemployment, especially in
2004, at the same time as unemployment dropped among other
groups. Nonetheless, unemployment is still highest among unskilled
workers — Icelandic manufacturers have transferred some of their
activities abroad in recent years. Labour imports are also a clear sign
of an insufficient pool of domestic labour with the skills that industry
requires.

28. We should therefore be wary of reading economic indicators in the same way when
conditions alter as rapidly as in this case. Figures for vacancies today may present a
different picture from several years ago when a vacancy registered with an agency meant
that staff were needed immediately, not several months later. We also see that official
statistics on labour use do not tell the whole story. Data are needed on the respective
shares of the domestic and imported labour force, because the open labour market has
become firmly established.
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4. Conclusions

Stronger competition in the product market is directly or indirectly the
key to the paradoxical developments in the labour market recently.
Part of the explanation for falling labour use in spite of sizeable GDP
growth most likely lies in structural changes in the Icelandic economy.
Fiercer competition in the product market has changed the labour
market environment. Employers need to keep costs down since they
are unable to pass them on to prices as much as they have been able
to in the past. They prefer labour imports to wage bidding against
other companies.

But more factors have been at work. Economic overheating at
the end of the last upswing, which included a high wage ratio, acted
as an incentive for rationalisation and has reduced domestic labour
use. Changes in recent wage settlements should also have
contributed to improved labour utilisation. Moreover, the intro-
duction of information technology should have yielded economies
and cut back on labour use in Iceland, as it has done elsewhere.
However, labour use has probably not fallen by as much as official
data would suggest, because imported labour is not reflected clearly
enough in statistics.

Nothing suggests that changes in the unemployment benefit
system or relations between the social partners have exacerbated
labour market rigidities in recent years. The trend appears rather to
have been towards greater flexibility.

Other factors explain the mismatch between supply and
demand in the labour market, such as the educational composition of
the labour force and longer notice in advertisements of vacancies.
Changes in the registration of vacancies ought to cause the relation-
ship between unemployment and job supply to move closer to the
position before 2003, and in the long run the mismatch between
demand and labour force skills ought to diminish.

So far, labour imports have prevented wage drift in sectors
where labour is in short supply. If employers in general apply the
principle of avoiding wage bidding but import labour instead to cover
temporary demand in excess of domestic supply, this will reduce the
risk that wage costs will spiral, as happened during the previous
upswing. Tighter and more credible monetary policy after Iceland
moved on to an inflation target may also cause businesses — even in
sectors of limited competition — to realise that they can no longer
compete for labour through wage bidding, then pass the extra wage
costs on to prices and rely on a devaluation to level out their
competitive playing field with abroad. The two options they face will
be to rationalise operations or import labour.
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Monetary policy and
instruments

The target of monetary policy

The target of monetary policy is price stability. On March 27, 2001 a

formal inflation target was adopted, as follows:

e The Central Bank aims for an annual rate of inflation, measured as
the annual twelve-month increase in the CPI, which in general will
be as close as possible to 22%.

e If inflation deviates by more than +1%% from the target, the
Central Bank shall be obliged to submit a report to the government
explaining the reason for the deviation, how it intends to respond
and when it expects the inflation target to be reached once again.
This report shall be made public.”

e The Central Bank publishes a quarterly inflation forecast, projecting
two years into the future, and explains it in Monetary Bulletin.

Since monetary policy aims at maintaining price stability, it will not be
applied in order to achieve other economic targets, such as a balance
on the current account or a high level of employment, except insofar
as this is consistent with the Bank’s inflation target.

Main monetary policy instruments

In particular, the Central Bank implements its monetary policy by
managing money market interest rates, primarily through interest rate
decisions for its repurchase agreements with credit institutions. Yields
in the money market have a strong impact on currency flows and
thereby on the exchange rate, and in the long run on domestic
demand. Broadly speaking, transactions with credit institutions can be
classified into fixed trading instruments and market actions.

Fixed trading instruments:

e Current accounts are deposits of the credit institutions’ undisposed
assets. These are settlement accounts for netting between deposit
institutions and for interbank market trading, including transactions

Overview of Central Bank interest rates

Last change Rate one

Current Percentage year

February 28, 2005 rate (%) Date points  ago (%)
Current accounts 6.75 February 21, '05 0.50 2.8
Overnight loans 10.75 February 21, '05 0.50 7.7
Certificates of deposit (90 days) 825  February 21,05 0.50 4.8
Required reserves 7.75 February 21, '05 0.50 4.1
Repos 8.75 February 22, '05 0.50 53

1. The Central Bank was to attain the inflation target of 2%2% no later than by the end of
2003. In the interim the upper limit for inflation was set at 3%2% above the inflation target
in 2001, and 2% in 2002.
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with the Central Bank. Interest rates on these accounts set the floor
for overnight interest rates in the interbank market.

Overnight loans are provided on the request of credit institutions
and secured with the same securities that qualify for repo trans-
actions (see below). Overnight interest rates form the ceiling for
overnight interest rates in the interbank market.

Certificates of deposit are issued with a maturity of 90 days, on the
request of credit institutions. Although they are unlisted, they
qualify for repo transactions. Their role is to establish the floor for
three-month yields in the money market.

Required reserves are made with the Central Bank by credit
institutions which are not dependent on Treasury budget allo-
cations for their operations. The required reserve base comprises
deposits, issued securities and money market instruments. The
required reserve ratio is 2% for the part of the required reserve
base which is tied for two years or longer. The maintenance period
is based on the 21st day of each month until the 20th of the
following month, and the two-month average reserve is required to
reach the stipulated ratio during the period.

Market actions:
* Repurchase agreements are the Central Bank's main instrument.

Auctions of 7-day agreements are held every week. Credit
institutions need to put up securities that qualify as collateral.
Fixed-price auctions have been used so far.

Certificates of deposit with a maturity of 7 days are auctioned
weekly. Their function is to counteract temporary surplus liquidity
in the banking system. The Dutch auction format is used.

e Securities market trading is limited to Treasury-guaranteed paper

and is rarely used.

Foreign exchange market intervention is only employed if the
Central Bank considers this necessary in order to promote its
inflation target or sees exchange rate fluctuations as a potential
threat to financial stability.



Economic and monetary chronicle

December 2004

On December 2, the Central Bank of Iceland announced that it would
raise its policy interest rate (i.e. its repo rate in transactions with credit
institutions) by 1 percentage point to 8.25% as of December 7. The
Bank's other interest rates were also raised as of December 11: on
overnight loans by 1 percentage point and on credit institutions’
current accounts and reserve accounts with the Bank by 1% per-
centage points.

On December 2, the Central Bank announced in Monetary Bulletin
2004/4 that at the end of the year it would discontinue its purchases
of foreign currency specifically aimed at strengthening its foreign
reserves. The Bank will continue to purchase foreign currency in order
to provide the Treasury with currency to service its foreign debt.

On December 2, the supplementary budget for 2004 was approved
by parliament. Revenue and expenditure estimates for the year were
raised by 9 b.kr., with parliament increasing expenditures by 3 b.kr.
and revenues by just over 1 b.kr. from the original targets in the
supplementary budget bill.

On December 2, parliament authorised the Housing Financing Fund
to offer a general loan-to-value ratio of 90% on its mortgages, up to
a ceiling of 14.9 m.kr.

On December 4, the fiscal budget for 2005 was passed by parliament.
Estimated revenues were 306 b.kr. and expenditures 296 b.kr., leaving
a surplus of 10 b.kr. Parliament increased expenditures by 2 b.kr. and
revenues by just under 1 b.kr. from the original targets in the budget
bill. Compared with the fiscal budget and supplementary budget for
2004, estimated revenues will increase by 5% in nominal terms and
1% in real terms. Estimated expenditures will increase by 5% in
nominal terms but remain virtually unchanged in real terms. The
largest increase in outlays was to education, by 1.7 b.kr. in real terms.

On December 10, parliament passed legislation enacting extensive
reforms to income tax and net wealth tax. The Treasury's private
income tax will be reduced by one percentage point at the beginning
of 2005, a further percentage point at the beginning of 2006 and two
percentage points in 2007, leaving it at 21.75% of the tax base. Net
wealth tax for private individuals and legal entities was abolished, so
that in 2006 it will not be levied on net wealth at the end of 2005.
Child allowance will be raised in two similar steps in 2006 and 2007.
The draft bill estimates that total child allowance outlays will be 2.4
b.kr. higher in 2007 than in 2005.

On December 21, Kaupthing Sofi Oyj, the Finnish subsidiary of KB
banki hf., was licensed as a bank by the Finnish FSA and will be
renamed Kaupthing Bank Oyj. KB banki hf. and its subsidiaries now
have banking licences in five countries.
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January 2005

On January 1, the average municipal income tax rate in the PAYE
system went up from 12.83% to 12.98%. The main factor at work
was the decision by local authorities in Reykjavik and neighbouring
Képavogur to levy the maximum municipal income tax rate of
13.03%. However, the total PAYE income tax rate went down by
0.85%, from 38.58% to 37.73%, due to the recently approved cut
in state personal income tax.

On January 13, lslandsbanki hf. increased its share capital by a
nominal value of 1.8 b.kr. Originally, a pre-emptive rights issue of
1,500 million shares of 1 kr. each was made, but a further 300 million
were offered to meet excess demand. The price of the new capital
was 10.65 kr. per share and the market value of the offering just over
19 b.kr. Total nominal share capital in islandsbanki hf. after the
increase is 13 b.kr.

On January 20, Landsbanki fslands hf. announced its decision to
establish a branch in the UK.

February 2005

On February 3, Moody's Investors Service affirmed Landsbanki
Islands’ A3 long-term and P-1 short-term debt and deposit ratings
and its C financial strength rating. The outlook on all ratings remained
positive.

On February 10, Standard & Poor's Ratings Services raised its long-
term foreign currency sovereign credit rating on the Republic of
Iceland to AA- from A+, and affirmed the AA+ long-term local
currency and A-1+ short-term foreign and local currency ratings. The
outlook was stable. The state Housing Financing Fund's (HFF) rating
was upgraded correspondingly, but S&P placed the HFF's AA+ long-
term local currency credit rating on CreditWatch with negative
implications, following recent changes in the Icelandic mortgage
market, which had reduced the HFF's market share. S&P removed the
AA+ long-term currency issuer credit rating on the HFF from
CreditWatch on February 16 and changed the outlook on the local
currency rating to negative.

On February 17, islandsbanki hf. received a banking licence from the
Ministry of Finance in Luxembourg. The new bank is planned to
commence operations in spring 2005 and aims to expand the
activities of [slandsbanki's current branch in Luxembourg.

On February 18, the Board of Governors of the Central Bank
submitted a report to the Government of Iceland after inflation
moved beyond the tolerance limits in February. At the same time, the
Board of Governors announced its decision to raise the Central Bank's
policy rate (repo rate) by half a percentage point to 8.75% as of
February 22. The Central Bank's other interest rates were also hiked
by half a percentage point as of February 21.



March 2005

On March 7, Moody's Investors Service upgraded the long-term
deposit and senior debt ratings of Landsbanki Islands hf. to A2 from
A3. The outlook on these ratings is stable. At the same time, Moody's
affirmed with a stable outlook its financial strength rating of C (out-
look changed to stable from positive) and the P-1 short-term deposit
and debt ratings.

On March 15, [slandsbanki hf. increased its share capital by a nominal
value of just over 134 m.kr. Shareholders were given the option of
receiving part of their dividends in the form of these new shares at the
price of 10.65 kr. per share. After the increase, Islandsbanki's listed
nominal share capital amounts to 13,134 m.kr.

ECONOMIC AND MONETARY CHRONICLE
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Table 2 Prices

Consumer price index, May 1988 = 100

7-month % changes
Consumer price index
Domestic goods excl. agric. products and vegetables
Agricultural products and vegetables
Imported goods excl. alcohol and tobacco
Petrol
Housing
Public services

Other services

Harmonised index of consumer prices (HICP)'

12-month % changes
Consumer price index
Domestic goods excl. agric. products and vegetables
Agricultural products and vegetables
Imported goods excl. alcohol and tobacco
Petrol
Housing
Public services

Other services
Harmonised index of consumer prices (HICP)'

Building cost index for residential buildings 2
Housing prices 3

Foreign CPIl and commodity prices, 12-mo. % changes
Consumer price index in USA

Consumer price index in euro area

Commodity prices ecxl. oil

Petrol prices ®

1. Deviates from the CPI calculated by Statistics Iceland in that the latter includes own housing, education and health care. 2. Present value of price per m? in the Greater Reykjavik

TABLES AND CHARTS

2004 2005
July August Sept. Oct. Nov. Dec. Jan. Feb. March
234.6 234.6 235.6 237.4 237.9 239.0 239.2 239.7 2415
-0.5 - 0.4 0.8 0.2 0.5 0.1 0.2 0.8
0.1 -0.4 0.6 0.2 0.1 0.6 -0.2 -0.1 -1.4
0.9 1.3 -0.1 0.7 -0.7 1.3 1.1 -0.8 -2.0
-1.8 -0.8 0.9 1.8 -0.2 -0.2 -3.1 -1.1 1.6
-2.3 33 -0.4 2.0 -2.2 -1.1 -5.7 0.1 2.7
-0.4 0.6 0.7 0.9 1.1 1.1 1.9 2.4 2.2
0.6 0.4 -0.6 03 0.1 - 4.4 1.0 -0.2
0.4 0.1 -0.1 -0.1 0.1 0.4 0.9 0.4 0.6
-0.3 -0.2 0.5 0.5 0.1 03 -0.4
3.6 3.7 3.4 3.7 3.8 3.9 4.0 4.5 4.7
1.8 1.7 1.6 1.6 1.6 25 1.8 2.0 1.1
3.6 4.5 4.2 3.7 3.0 5.1 5.2 4.9 3.0
24 2.3 1.7 3.1 25 1.6 0.1 -0.5 -0.1
12.7 16.4 13.0 19.2 16.6 12.6 4.3 4.9 9.9
7.7 6.9 71 7.5 8.8 9.5 11.5 13.9 15.7
6.5 6.9 5.0 5.1 5.1 5.1 3.6 7.2 6.9
2.4 29 29 2.3 2.3 25 3.6 3.6 35
2.8 3.1 2.8 29 29 29 2.7
5.2 5.7 5.2 5.6 6.1 59 8.6 8.1
12.6 9.5 14.3 13.8 17.3 23.3 279
3.0 2.7 25 3.2 3.5 3.3 3.0
2.3 2.3 2.1 2.4 2.2 24 1.9 2.0
249 19.8 17.3 12.8 10.8 10.4 6.5
341 42.8 59.8 68.5 49.3 32.2 42.0 46.3

Area. Data for 2004 are preliminary. 3. Harmonised index of consumer prices (HICP). 1996=100. 4. Crude oil (Brent).

Sources: Statistics Iceland, The Land Registry of Iceland, EcoWin.

Chart 1

Consumer price index
January 1999 - March 2005

o 12-month % change

(OSSR R A A A A R

1999 | 2000 | 2001 | 2002 | 2003 | 2004 | 2005

Source: Statistics Iceland.

-5

Chart 2

Consumer price index by origin
January 1999 - March 2005

12-month % change

1999 | 2000 | 2001 | 2002 | 2003 | 2004 | 2005

— Domestic goods
— Imported goods excluding alcohol & tobacco
~ Housing

Other services

Source: Statistics Iceland.
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Table 3 Exchange rate of the Icelandic krona

3 mo. %

2004 2005 change to
Monthly averages June July  August Sept. Oct. Nov. Dec. Jan. Feb. Feb. 28
Effective exchange rate indices’
Official index (31/12 '91 = 100) 122.7 122.3 121.7 1221 121.4 119.7 114.5 1125 110.7 7.6
Import-weighted index (31/12 '94) 103.9 103.5 103.0 103.4 102.8 101.3 97.0 95.2 93.7 7.6
Export-weighted index (31/12 '94) 105.0 104.7 104.2 1045  103.8 1024 98.0 96.2 94.7 75
Central Bank quotations 2
U.S. dollar 721 715 715 71.7 70.2 67.1 62.7 62.7 62.0 7.4
Euro 87.6 87.7 87.1 87.6 87.6 87.1 84.1 82.1 80.7 7.5
Japanese yen 0.659 0.654 0.647 0.652 0.644 0.640 0.604 0.606 0.591 8.8
Pound sterling 131.8 131.7 130.1 128.6 126.7 124.7 121.0 117.6 117.0 6.2
Danish krone 11.78 11.80 11.72 11.78 11.78 11.72 11.31 11.04 10.85 7.7
Norwegian krone 10.57 10.36 10.46 10.48 10.64 10.70 10.23 10.00 9.70 9.2
Swedish krona 9.58 9.54 9.48 9.64 9.67 9.68 9.36 9.07 8.88 9.2

Between annual averages From beginning of year Previous 12 months %

2001 2002 2003 2004  Feb.'03 Feb.'04 Feb.'05 Feb.'03  Feb.'04 Feb.'05
% changes®

Official index (31/12 '91 = 100) -16.7 3.0 6.4 2.1 2.9 29 3.1 12.3 1.2 9.4
Import-weighted index (31/12 '94 = 100) -16.4 3.1 6.6 23 2.8 3.0 3.1 12.5 1.6 9.3
Export-weighted index (31/12 '94 = 100) -17.0 3.0 6.2 1.8 2.9 2.8 3.0 121 0.9 9.4

Central Bank quotations 2

U.S. dollar -19.3 6.8 19.2 9.5 3.8 1.9 1.1 29.2 11.4 15.4
Euro (Deutschemark before 1999) -17.0 1.5 -0.6 -0.5 1.2 3.7 4.1 3.9 -3.3 7.9
Japanese yen -9.1 10.2 10.1 23 3.2 3.9 29 14.0 2.9 10.5
Pound sterling -15.3 2.6 9.4 -2.4 5.9 -1.9 15 15.9 -4.9 11.0
Danish krone -17.0 1.2 -0.6 -0.4 1.2 3.8 4.1 3.9 -3.0 7.7
Norwegian krone -17.7 -5.2 5.9 4.1 7.4 8.2 4.0 4.1 9.6 1.3
Swedish krona -9.0 0.4 -1.0 -0.4 0.8 5.2 4.4 4.7 -25 6.0

1. Based on a trade-weighted (goods and services) basket of trading partners' currencies. 2. Exchange rate of respective currency against the Icelandic kréna. 3. Positive sign
indicates an appreciation of the Icelandic krona.

Source: Central Bank of Iceland.

Chart 4
Chart 3 Daily exchange rates of US dollar, euro, pound
Effective exchange rate indices sterling and Japanese yen against the Icelandic
January 1999 - February 2005 kréna January 2002 - February 2005
5 31/12 1991=100 31/12 1994=100 108 US$, euro, 100 Japanese yen Pound sterling 150
£ 90
£95
£100
£105
110
115
£120
£125
150 eI 130
1999 | 2000 | 2001 | 2002 | 2003 | 2004 | 2005 2002 | 2003 | 2004 | 2005
— Official index (left-hand axis) — US dollar
— Import-weighted (right-hand axis) — Euro
— Export-weighted (right-hand axis) — Pound sterling

Source: Central Bank of Iceland. = Yen

Source: Central Bank of Iceland.
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Table 4 Interest rates

Annual averages’ At end of month 2004-2005
All figures are in % 2002 2003 2004  August Sept. Oct. Nov. Dec. Jan. Feb.
Central Bank rates
Credit institutions' current accounts 55 2.9 3.7 3.8 4.25 4.25 5.00 6.25 6.25 6.75
Required deposits 7.1 4.2 4.9 5.0 5.50 5.50 6.00 7.25 7.25 7.75
Overnight loans (discount rates) 10.7 7.8 8.3 8.3 8.75 8.75 925 1025 10.25 10.75
Repurchase agreements 8.4 5.4 6.1 6.3 6.75 6.75 7.25 8.25 8.25 8.75
Yields in the money market?
REIBOR, O/N 9.3 5.1 6.1 6.3 6.9 6.5 7.1 8.0 8.0 8.6
REIBOR, 1-month 9.0 53 6.1 6.4 6.7 6.8 75 8.2 8.2 8.6
REIBOR, 3-month 8.9 53 6.3 6.6 6.9 7.2 7.7 8.6 8.6 9.0
REIBOR, 6-month 8.8 5.5 6.5 6.8 7.0 7.4 8.0 8.8 8.8 9.3
Treasury bills, 3-month 8.1 5.0 6.1 6.5 6.8 7.0 75 7.4 71 7.8
Treasury bills, 6-month3 7.9 5.0
Yields in the capital market 4
Treasury notes, up to 5 years 8.1 6.8 7.6 7.7 7.6 7.7 8.0 8.1 8.3 8.6
Treasury bonds, 10 years 5.2 4.4 3.9 3.7 3.7 3.7 3.6 3.6 35 3.4
Housing bonds, 25 years® 5.7 4.7 4.5 4.7 4.7 4.6 4.6 4.6 4.7 4.7
Housing Financing Fund bonds, 20 yrs.? . . 3.8 3.8 3.8 3.8 3.7 3.6 35 3.4
Housing Financing Fund bonds, 30 yrs.? . . 3.8 3.7 3.7 3.8 3.6 3.6 35 35
Housing Financing Fund bonds, 40 yrs.? . . 3.7 3.7 3.7 3.7 3.6 35 35 35
Commercial banks' lending rates®
Average rates on non-indexed securities 15.4 12.0 11.9 121 12.3 12.4 12.8 13.8 13.8 13.8
Average rates on indexed securities 10.1 9.1 7.9 8.0 7.5 7.5 7.5 7.5 7.5 7.5
Rates acc. to Interest Rate Act 38/20017
Penalty rates 213 17.3 17.3 17.5 17.5 17.5 175 175 20.0 20.0

1. Arithmetic averages of end-of-month figures. Central Bank rates are time-weighted averages. 2. REIBOR are interest rates on the interbank market in Icelandic kréna. For
Treasury and bank bills, yields in trading on ICEX (Iceland Stock Exchange). 3. Treasury bills with the closest maturity to 6 months. 4. All bond yields are in real terms. 5. Housing
bonds and Housing authority bonds were discontinued as of June 1, 2004. New bonds, Housing Financing Fund bonds (HFF), were issued instead and a majority of older issues
were swapped into the new bonds. 6. From July 1, 2001, the Bank issues information on banks' average interest rates only as statistical information. 7. Interest rates that have
legal status in the month shown. From July 1, 2001, penalty rates are revised at 6-month intervals.

Source: Central Bank of Iceland.

Chart 5 Chart 6

Short-term interest rates Long-term interest rates
January 1997 - February 2005 January 1997 - February 2005
At end of month At end of month

199711998119991200012001 1200212003 | 2004 12005 199711998119991200012001 120022003 1 2004 | 2005
— Central Bank repo rate — 30-year HFF bonds
— 3-month Treasury bills — 15-year Treasury bonds

— 3-month REIBOR on the interbank market

Housing bonds
Secured bank loans

Scoure: Central Bank of Iceland.

Source: Central Bank of Iceland.
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Table 5 Money and credit

Selected items from the balance sheets

of the Central Bank, deposit money I bk
banks and the banking system Jan.'05
Net foreign exchange reserves 64.8
Claims on Treasury and gov. inst., net -18.6
Claims on deposit money banks 14.1
Base money 33.7
Notes and coins in circulation 8.3
Reserves of deposit money banks 25.3
Deposit money banks’
Central Bank items 111
Short-term position, net 16
Credit and listed securities? 1,713.7
1,340.1
Treasury and government institutions 141
Non-bank financial institutions 11.2
Industries 783.6
Households 324.9
Foreign sector 195.8
Listed securities 203.9
Domestic credit and listed securities 1,474.7
Domestic credit 1,144.2
561.0
1,024.8
Foreign liabilities for on-lending 229.5
Banking system’
Foreign assets, net 3283
Domestic credit and marketable securities 1,465.5
Money supply, M1 4 144.6
M2 (M1 + demand savings deposits) ® 255.1
M3 (M2 + time savings deposits) © 569.3
M4 (M3 + securities issues)” 1,594.1

Source: Central Bank of Iceland.

Chart 7

M3, DMB lending and base money
January 1997 - January 2005

o 12-month % changes

-15
1997119981999 12000 200112002 | 2003 | 2004 | 2005

— M3 (left-hand axis)
— DMB lending (left-hand axis)
— Base money (right-hand axis)

Latest figures are preliminary.
Source: Central Bank of Iceland.

% change over year

7-mo. change in b.kr.

12-mo. % change

12-month % changes 1

2002

27.9
17.2

3.4
223

3.1
2.6
8.1
-45.2
15.5
9.9

-3.4
0.9
0.9

15.5
6.7

-5.5

-18.6
-1.0
23.8
9.3
15.3
11.6

2003

-65.2
-33.5

9.4
-46.7

28.2
22.8
1.6

2.1
8.1
63.1
383
22.6
14.8
225
106.1
-5.6

-223.4
223
30.8
28.1
223
56.3

2004 Nov.'04 Dec.'04 Jan.'05

32.2
77.7
9.1
121.0

40.9
41.7
-15.7

25.0
13.2
118.2
20.6
36.2
38.0
13.1
791
3.2

183.9
37.7
20.8
17.4
13.1
48.4

600 - —— -~~~ and FBA merger " 4

1.0 -1.2 -0.8
7.3 -8.0 -0.8

12.3 -1.1 -17.6 -8.6 -429
-2.9 2.9 -4.9 17.7  -125
0.0 0.9 -0.8 8.2 9.4
-3.0 2.0 -4.1 201 -17.7

-15.2 3.0 135
-12.3 4.2 5.2 . .
38.8 43.2 423 -0.2 33.4

29.6 445 385 -0.3 275
-0.4 1.4 -1.6 -8.2 12.2
-10.7 -4.3 -3.2
3.0 11.8 14.0 1.5 34.7
341 23.6 23.4 0.5 11.7
7.6 15.3 53 104 961
147  -11.2 10.0 9.0 409
26.5 233 40.7 -0.8 279
21.9 29.2 33.2 -1.0 208
-3.8  -141 23.6 13.0 267
60.2 88.4 30.4 1.7 1135
-1.0 -5.4 3.8 39 -191
46.8 723  -19.7 -26.3 -265.0
323 14.5 40.2 09 283
-2.6 -2.6 6.0 12.0 58.3
-5.8 -6.1 14.9 94 377
-3.8  -13.2 22.8 129 264
56.4 75.2 53.3 8.0 62.6

Chart 8

Deposit money bank lending
by sector 1992-2005"

islandsbanki

0
92193 194 195 196 197 198 199 100 101102103104 |

Treasury and M Credit institutions
government institutions
B Industries

I Foreign sector

B Households
O Other

1. Reclassification of lending in September 2003 based on the
{SAT-95 standard led to a reduction in household debt figures and
an increase in business and municipalities’ debt figures. Latest
figures are preliminary.

Source: Central Bank of Iceland.

Jan.'03 Jan.'04 Jan.'05

-66.3
3.9
8.4
25

393
41.7
-28.2
-35.2
29.9
80.1
76.9
22.8
34.1
37.0
15.6
73.4
22.2

130.6
36.4
12.9
19.6
15.5
471

1. Since March 1998, all percentage changes have been calculated using figures including FBA. This applies to the following items: credit (and subcategories of credit), listed
securities, bonds, foreign liabilities and M4. 2. Treasury bills, equities and leasing contracts also included. 3. Lending series have been adjusted retroactively following reclassi-
fication under the ISAT standard. Data on lending to foreign entities available since January 2001. 4. Sum of notes and coins in circulation and DMBs' demand deposits.



Table 6 The credit system’

Assets Dec.'04
Domestic lending and securities 2,654.1
Banking system? 1,425.3
Miscellaneous credit undertakings 634.1
Housing Financing Fund 447.0
Credit undertakings subject to mininum reserve
requirements3 145.2
Other credit undertakings® 42.0
Pension funds 720.7
Insurance companies 66.9
Mutual and investment funds® 256.5
Foreign credit 1,612.0
State lending funds 3135
Total of above 5,029.0
Less inter-institutional transactions -2,374.9
Assets = liabilities 2,654.1
Liabilities
Domestic liabilities 1,891.4
Notes and deposits 469.0
Securities 268.1
Insurance companies' indemnity fund 50.7
Pension funds 950.7
Capital of financial institutions 378.9
Other items, net -226.0
Foreign liabilities, net 762.7
Credit by sector®
Central government 186.7
Municipalities” 119.7
Industries” 1,469.0
Households” 878.7

% change over year

TABLES AND CHARTS

3-mo. % change

1999

17.3
23.7
17.4
13.9

9.2
17.9
10.1
241
24.0

22
18.3
19.9
17.3

21.0
16.6
23.0

9.1
27.4
-1.9

6.6

-9.5
13.1
24.9
18.0

2000

17.3
44.4
3.8
12.0

17.2
4.6
241
-14.0
39.6
0.0
18.4
20.4
17.3

7.2
1.1
9.9
1.5
9.9
14.3

50.3

-8.4
15.9
225
17.6

2001

19.2
13.8
20.8
18.1

303
16.1
16.4
12.2
223
30.0
319
21.7
25.8
19.2

14.2
14.9

6.6
15.6
13.7
26.0

30.6

25.4
23.0
20.7
15.5

2002 2003 2004  June'04 Sep.'04  Dec.'04
32 11.4 20.2 45 5.9 2.9
8.0 22.4 37.7 6.1 8.9 10.6
-2.0 8.0 15.1 6.3 7.0 -4.5

11.5 14.1 0.3 4.2 0.9 -8.2

-41.4  -19.0 1336 21.0 41.2 9.0
9.0 0.8 -2.4 23 0.6 -4.3

12.2 13.4 14.6 4.7 6.4 -1.5
6.3 14.8 4.1 0.6 29 -5.0

39.2 47.0 38.9 71 9.3 6.1
-4.9 29.7 42.4 10.6 9.0 9.5
-3.0 -3.2 -4.4 -1.5 -0.8 -5.7
3.0 18.8 28.2 6.5 75 4.8
2.6 29.8 385 9.1 9.5 6.9
32 11.4 20.2 45 5.9 2.9
71 18.9 15.3 29 2.8 35

13.4 219 9.8 0.9 10.3 -5.7
0.1 45.4 14.3 8.0 -3.6 5.8
4.4 4.7 23 -1.4 -2.2 -5.5
4.9 211 18.1 4.9 5.9 0.6

19.4 19.7 71.0 7.7 25.9 20.4
-4.5 -5.8 34.2 9.0 14.2 1.3
1.9 -4.2 0.0 2.0 15.4 -4.5
4.1 6.3 6.3 4.0 -0.4 1.0
0.6 18.2 18.2 5.4 7.2 2.6
7.0 13.2 14.7 3.6 25 53

1. Partly preliminary or estimated. 2. In May 2003, Glitnir leasing company merged into islandsbanki og was thereby reclassified to "Banking system". 3. Credit undertakings
subject to minimum reserve requirements comprise: Frjalsi fjarfestingarbankinn hf., Framtak fjarfestingarbanki hf., Lysing, SP-fiarmégnun, Europay, Greidslumidlun hf., MP fjar-
festingarbanki (since November 2003) and Straumur fjarfestingarbanki (since January 2004). 4. Other credit undertakings comprise: The Agricultural Loan Fund, the Agricultural
Productivity Fund, the Municipal Loan Fund and the Regional Development Fund. 5. Since December 2003 investment funds are included. 6. Partly estimated. 7. Since September
2003, lending by sector has been reclassified according to the iSAT standard. This produces a lower figure than otherwise for lending to households, and a higher figure for lending

to municipalities and industries.

Source: Central Bank of Iceland.

Chart 9

Growth of credit system lending 1994-2004

Lending by sectors.

o 12-month % change.

12341234123412341234123412341234123412341234
|94 95]96|97|98]99]00]|01]|02]|03]|04|

— Central government — Local governments

= Industries — Households

1. Reclassification of lending in September 2003 based on the
[SAT-95 standard led to a reduction in household debt figures and
an increase in business and municipalities' debt figures. Latest
figures are preliminary.

Source: Central Bank of Iceland.
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Chart 10
Credit system liabilities 1990-2004

At current prices
B.kr.

90 91 92 93 94 95 96 97 98 99 00 01 02 03 04

Notes and deposits
B Pension funds
B Other

Latest figures are preliminary.
Source: Central Bank of Iceland.
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Tafble 7 Financial markets

Outstanding in b.kr.

1-month % change

12-month % change

At end of period

Money market’

Securities market? 1,
thereof Treasury bonds
thereof housing bonds
hereof HFF bonds

Market capitalisation of listed equities

Mutual funds’ units (open-end)

2003

36.9
187.6
53.1
307.7

658.8
198.1

2004

39.4
1.736.0
45.1
98.2
340.3
1.083.7
2727

Jan.'05

325
1.758.6
42.2
89.5
341.8
1.089.1
284.7

Nov.'04

15.1
5.5
-3.6
0.4
3.5
1.9
4.9

Dec.'04  Jan.'05
-0.9 -17.6
5.8 1.3

0.1 -6.3
-5.3 -8.8
-0.9 0.4
-2.4 0.5
-4.1 4.4

Nov.'04

-12.9

471
-14.1
-66.0

76.2
49.1

Dec.'04

6.9
46.2
-15.1
-68.1

64.5
37.7

Jan.'05

-19.7

44.4
-14.5
-71.2

47.6
39.3

1. Bills issued by Treasury, commercial banks, savings banks and investment credit funds. 2. Government bonds, government notes, housing bonds, housing authority bonds, HFF
bonds and listed bond issues of banks, savings banks, investment credit funds, leasing companies, firms, municipalities and non-residents. Open-end mutual funds’ units not

included.

Source: Central Bank of Iceland

Table 8 Labour market

Changes in indices are in percent. Other changes
indicate increase/decrease in jobs or permits

Wage index (1990=100)

Real wages (1990=100)"
Number of issued work permits
Job vacancies, total

thereof Greater Reykjavik Area

Period averages
Number of unemployed
Measured unemployment rate (% of labour force)

Seasonally adjusted unemployment rate)

Quarterly measurements
Wage index (1990 = 100)
Wages in the private sector

Wages in the public sector and banks

1. Deflated by consumer prices.

Sources: Statistics Iceland, Directorate of Labour, Central Bank of Iceland.

Chart 11

Nominal and real wages
January 1996 - January 2005

4 12-month % change

Averages 7-month change 12-month change
2003 2004 Jan.'05 Nov.'04  Dec.'04 Jan.'05 Jan.'03  Jan.'04 Jan.'05
205.9 215.6 224.9 0.2 0.7 2.2 5.5 3.3 6.6
131.8 133.7 136.3 0.0 0.2 2.1 4.0 0.9 2.6
3,299 3,750 284 26 15 -110 -128 90 -19
459 668 1.052 -9 65 325 -48 260 658
104 204 261 -9 -157 158 4 18 170
2002 2003 2004 Nov.'04 Dec.'04 Jan.'05 Jan.'03  Jan.'04 Jan.'05
3,631 4,893 4,564 3,885 4,088 4,352 5,208 5,088 4,352
2.5 3.4 3.1 2.6 2.7 3.0 3.8 3.7 3.0
2.8 2.7 25 3.1 3.1 2.5
Averages 3-month change 12-month change
2003 2004 Q4’04 Q204 Q304 Q404 Q4’02 Q403 Q404
205.8 215.5 218.8 15 1.0 0.9 5.7 5.5 5.6
188.5 196.9 200.6 2.2 15 0.8 4.7 5.7 5.7
2345 246.3 248.8 0.4 0.4 1.0 7.3 5.0 5.3
Chart 12
Unemployment and labour participation’
January 1996 - January 2005
Percent of labour force
1990=100 122 % 78
£ 136 -
£ 130 -
=124 N
E 118 }
£112 /[
£ 106 _
100

0
1996119971199811999120001200112002120031200412005

— Nominal wages, 12-mo. change (left-hand axis)

— Real wages (right-hand axis)

Sources: Statistics Iceland, Central Bank of Iceland.

0
1996119971199811999120001200112002120031200412005

— Unemployment, seasonally adjusted (left-hand axis)

W Participation (right-hand axis)

1. Central Bank estimate for labour force participation in 2003-2004.

Sources: National Economic Institute, Directorate of Labour, Central
Bank of Iceland.
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Table 9 National accounts - annual data (continued on next page)

Prel.  Estimate Forecast’
In b.kr. 1998 1999 2000 2001 2002 2003 2004 2005 2006
Gross domestic product (GDP), current prices 567.3 608.4 661.0 740.6 766.2 797.5 858.9 9482 1,045.0
Current account balance, current prices -39.5 -42.6 -69.3 -33.7 8.7 -42.4 -69.9  -143.7 -119.6
GDP at 1990 fixed prices 427.2 446.0 471.4 483.6 473.5 493.5 519.1 552.2 586.0
GNP at 1990 fixed prices 420.0 437.8 458.3 469.0 470.9 491.8 517.6 548.2 578.2
Volume changes between years, percent
Private consumption 10.4 8.1 4.4 -35 -1.4 6.6 75 8.0 6.6
Public consumption 3.4 4.9 43 3.2 3.2 35 3.6 25 25
Gross fixed capital formation 326 -3.9 15.3 -6.4 -20.9 17.1 12.8 335 7.9
Industries 46.7 -5.7 16.1 -14.8 -28.0 23.6 12.9 52.3 -13.0
Housing 1.0 0.7 12.8 15.3 5.0 13.4 3.0 19.5 9.6
Public works and buildings 18.6 -0.5 145 7.6 -23.8 1.8 27.3 -11.0 -8.1
National expenditure 13.6 4.5 7.2 -3.7 -4.5 7.8 7.7 12.5 22 121
Exports of goods and services 2.1 4.0 4.0 7.4 3.9 15 8.3 49 9.4 YES
o0
Exports of goods 26 71 -13 7.3 6.6 1.2 9.2 g
Exports of services 13.9 25 16.3 7.7 -1.4 6.8 65 =
Imports of goods and services 235 4.2 8.0 -9.1 2.7 10.4 14.3 19.6 0.0 \
c
Imports of goods 24.3 3.2 2.7 -10.0 -3.4 73 15.8 =
Imports of services 21.2 6.9 215 -7.2 -1.2 16.9 11.6 s
Gross domestic product (GDP) 5.6 4.4 5.7 2.6 2.1 4.2 5.2 6.4 6.1
Gross national product (GNP) 5.6 4.2 4.7 2.3 0.4 4.4 52
Gross national income (GNI) 8.0 43 3.7 2.2 0.8 1.2 4.6
Terms of trade (goods and services) 5.6 -0.8 2.7 0.2 0.6 -4.3 -1.2 -5.8 0.8
Percent of GDP
Private consumption 57.3 59.1 59.3 55.1 54.8 56.6 57.8 58.6 58.2
Gross fixed capital formation 245 2222 23.9 22.4 17.7 20.1 22.0 285 25.3
Current account balance -7.0 -7.0 -10.5 -4.6 1.1 -5.3 -8.1 -12.2 9.3
Gross national saving 17.7 15.3 13.8 17.5 18.8 14.6 13.4
1. Central Bank of Iceland forecast in March 2005.
Sources: Statistics Iceland and Central Bank of Iceland.
Chart 13 Chart 14
Growth of GDP, private consumption and Private consumption, public consumption and gross
gross fixed capital formation 1980-2006 fixed capital formation as % of GDP 1980-2006
0 % change between years 64 Private consumption, %  Public consumption, capital formation, % 30
27
24
21
18
B0 T T T T T T T T T T T T T T T T T T T T T T T T 54T T Tt i T 15
80 82 84 86 88 90 92 94 96 98 00 02 04 06 80 82 84 86 88 90 92 94 96 98 00 02 04 06
— GDP ~ Private consumption
— Private consumption — Public consumption

— Gross fixed capital formation — Gross fixed capital formation

Preliminary and forecast 2003-2006.

Preliminary and forecast 2003-2006. o
Sources: Statistics Iceland, Central Bank of Iceland

Sources: Statistics Iceland, Central Bank of Iceland.
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Table 9 (continued) National accounts - quarterly data

Private Public Gross fixed
In b.kr. consumption consumption cap. format.
2001: Q1 97,071 41,146 42,571
2001: Q2 102,091 43,990 38,107
2001: Q3 101,193 44,372 44,980
2001: Q4 107,631 47,148 39,906
2002: Q1 99,767 47,308 34,002
2002: Q2 105,605 48,869 33,608
2002: Q3 104,197 48,939 33,161
2002: Q4 110,644 51,862 34,704
2003: Q1 106,838 51,033 30,678
2003: Q2 112,844 52,879 39,537
2003: Q3 111,866 52,522 43,911
2003: Q4 119,688 55,363 46,552
2004: Q1 116,559 54,937 36,285
2004: Q2 124,067 57,374 49,751
2004: Q3 121,792 57,049 50,706
2004: Q4 133,873 58,883 52,000
Volume change from same quarter in previous year (%)
2001: Q1 22 6.7 31.2
2001: Q2 3.8 5.0 222
2001: Q3 -4.9 15 -4.0
2001: Q4 -6.8 2.5 -20.1
2002: Q1 5.7 2.0 -28.4
2002: Q2 -1.8 1.9 -15.7
2002: Q3 0.4 3.9 -25.8
2002: Q4 15 5.0 -11.2
2003: Q1 6.5 35 9.9
2003: Q2 6.8 4.1 18.9
2003: Q3 6.5 3.4 27.3
2003: Q4 6.6 3.0 31.6
2004: Q1 8.0 4.0 16.0
2004: Q2 6.8 46 19.1
2004: Q3 5.9 45 2.9
2004: Q4 9.2 13 7.8

Sources: Statistics Iceland and Central Bank of Iceland.

Chart 15
Quarterly economic growth 1998-2004

Volume change in GDP over four quarters (%)

1234123412341234123412341234
| 1998 | 1999 | 2000 | 2001 | 2002 | 2003 | 2004 |

Preliminary 2003. Estimate 2004.
Source: Statistics Iceland.
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Chart 16

Components of economic

Exports

63,867
70,824
83,189
81,532

75,691
78,514
80,092
71,567

70,818
67,827
80,223
69,446

72,590
75,017
89,485
79,047

15.0
2.4
0.8

13.5

3.3
12.1
2.7
-1.8

5.8
-3.9
3.5
0.6

4.8
5.9
9.1
13.2

growth 1998-2004

Volume change over four quarters (%)

Imports

-74,648
-74,772
-83,995
-73,482

-71,036
-75,162
-75,079
-70,833

-67,353
-78,240
-87,137
-80,307

-78,108
-94,169
-96,307
-98,529

11.5
-16.5
-8.3
-19.8

-14.2
2.3
-3.4
6.4

0.6
10.6
16.1
13.5

15.7
13.7

7.4
21.3

GDP

167,268
180,293
190,360
202,715

185,392
190,539
192,135
198,173

194,249
194,479
201,413
207,347

205,537
210,105
222,199
221,080

8.2
0.7
0.5
1.6

-1.5
-1.3
-2.4
-3.0

5.5
3.1
3.8
4.6

4.8
5.2
7.0
3.8

1234123412341234123412341234

| 1998 | 1999 | 2000 | 2001 | 2002 | 2003 | 2004 |

~— Private consumption — Public consumption

— Gross fixed
capital formation

Preliminary 2003. Estimate 2004.

Source: Statistics Iceland.



TABLES AND CHARTS

Table 10 Current account balance’ (continued on next page)

In b.kr. % change from previous year?
Trade in goods and services 2001 2002 2003 2004 Jan.'05 3-mo. 6-mo.  12-mo.
Trade balance -6.7 131 -16.9 -37.8 -3.3
Merchandise exports fob 196.4 204.3 182.6 202.4 14.0 13.8 14.3 10.5
Excluding ships and aircraft 193.1 202.0 181.2 201.6 14.0 131 14.2 10.6
Marine products 121.8 128.6 113.7 121.7 75 15.4 10.6 7.1
Aluminium and ferro-silicon 44.4 43.5 40.3 42.6 35 5.8 10.8 8.5
Other industrial products 19.0 14.5 21.6 28.4 2.2 12.8 27.7 20.7
Merchandise imports fob 203.1 191.2 199.5 240.2 17.3 29.4 23.7 20.2
Excluding ships and aircraft 190.1 180.0 195.7 231.7 17.3 25.8 21.4 18.2
Consumption goods 60.8 59.5 66.3 77.2
Investment goods 44.4 38.6 46.1 52.8 3.6 7.5 10.5 13.9
In b.kr. % change from previous year?
Services and income balance 2001 2002 2003 2004 2004/Q4 3-mo. 6-mo. 12-mo.
Services balance 15 -0.3 -8.8 14.4 8.6
Services exports 102.8 101.6 105.7 113.8 25.6 12.5 13.3 9.4
Transportation 47.0 485 50.2 63.2 15.5 38.4 39.0 28.1
Travel 22.9 22.8 245 26.1 4.6 1.0 7.9 8.1
Other receipts 33.0 30.2 31.0 24.5 5.6 -21.2 -25.0 -19.8
Services imports -104.4 1019  -1146  -1282 -34.2 22.4 14.8 14.4
Transportation -36.7  -386 -39.7 -48.8 -13.0 383 26.8 25.7
Travel -36.4 -33.4 -39.8 -48.5 -13.3 32.8 23.9 245
Other expenditure 313 -299 -35.1 -30.9 7.9 73 -10.8 9.9
Balance on income 253 -6.2 165  -17.7 9.8 _ _ _
Receipts 16.9 27.9 28.9 39.9 10.1 13.9 41.8 40.5
Compensation of employees 5.8 5.4 6.2 5.6 1.4 -4.9 -7.9 -83
Interest payments 3.4 4.9 4.4 8.8 2.6 134.7 135.7 106.6
Dividends and reinvested earnings? 78 17.6 18.3 255 6.1 2.6 36.6 41.4
Expenditures -42.2 -34.1 -45.4 -57.6 -19.9 30.9 30.5 29.8
Compensation of employees 0.5 -0.7 -0.5 -0.8 0.2 150.8 135.7 79.6
Interest payments -41.3 -34.3 -31.3 -35.2 -9.6 41.2 29.6 14.9
Dividends and reinvested earnings? .03 0.8 -13.6 216 -10.1 211 208 62.4
Current transfer, net -1.0 1.2 -1.2 -1.2 -0.3 -50.8 13.8 5.0
Current account balance -33.7 8.7 424 -69.9 296
Chart 18

Chart 17

Merchandise trade
January 1996 - January 2005

3-month moving averages at fixed exchange rates

o 12-month % changes

0
1996119971199811999120001200112002120031200412005

— Merchandise exports
— Merchandise imports

Latest data are preliminary.
Sources: Statistics Iceland, Central Bank of Iceland.

-25

Exports and imports of services
1996/Q1- 2004/Q4

% change from same quarter in previous
year at fixed exchange rates

199611997 11998119991200012001 12002 12003 12004 |
— Services exports
~— Services imports

Latest data are preliminary.
Sources: Statistics Iceland, Central Bank of Iceland.
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Table 10 (continued)

Current account balance’

Change from prev. year (in b.kr.)?

In b.kr.
2000 2001 2002
Capital and financial account 19.3 -0.7 203
Capital transfer, net 0.4 -0.1 -0.4
Financial account* 18.9 -0.5 20.7
Financial account excl. reserves 14.1 5.1 441
Direct investment, net -16.4 -21.2 -0.7
Abroad -33.7 -29.6 -26.9
In Iceland 17.3 83 26.1
Portfolio investment, net 61.5 22.0 228.0
Assets -5.6 -30.0 -45.3
Equities -5.8 -25.7 -40.6
Debt securities 0.2 -4.3 -4.7
Liabilities 67.2 52.0 2733
Equities 9.8 45 -5.6
Debt securities 57.3 475 278.9
Other investment, net* -30.9 4.4 -183.2
Assets -47.1 -30.4 -1565.5
Liabilities 16.2 34.8 -27.7
Reserve assets 4.8 -5.7 -23.4
Net errors and omissions 14.4 -8.0 221
Memorandum items
Long-term borrowing, net 31.4 41.9 67.6
Assets -42.1 -40.4 -183.7
Monetary authorities 4.8 -5.7 -23.3
General government - - -
Deposit money banks -18.5 -33.3 -162.1
Other sectors -28.4 -1.4 1.7
Liabilities 73.5 82.3 251.3
Monetary authorities -5.8 4.8 -15.9
General government 423 17.5 -10.4
Deposit money banks 9.1 51.4 264.3
Other sectors 27.9 8.6 13.2

2003

147.7
-0.2

148.0
1622
-146.7
-1773
306
506.3
-75.7
712
-4.4
582.0
202
561.8

-197.4
-237.5
40.1

-14.2

-77.8

345.7
-256.1
-14.2
-220.8
-21.2
601.9
0.0
10.5
582.3
9.0

Q2'04 3-mo. 6-mo. 12-mo.
70.1
-0.0 0.1 0.3 0.2
70.1 67.0 79.9 127.7
70.8 54.7 61.6 119.0
-27.8 -36.9 -121.4 -146.0
-42.0 -27.9 -116.6 -150.9
14.2 -9.0 -4.8 4.9
191.6 118.1 194.9 282.7
-26.8 -9.8 -11.6 -31.2
-25.3 -9.1 -11.8 -31.4
-1.5 -0.7 0.2 0.2
218.3 127.9 206.5 313.9
55 4.3 20.0 25.7
212.8 123.6 186.5 288.2
-93.1 -26.5 -11.9 -17.7
-119.7 -29.6 -52.8 -84.9
26.6 3.1 40.9 67.2
-0.6 12.3 18.4 8.7
-40.5
117.6 108.6 193.2 279.4
-121.8 -18.1 -34.2 -76.0
-0.6 12.3 18.3 8.7
-115.7 -19.0 -38.0 -61.8
-5.5 -11.4 -14.5 -22.8
239.5 126.7 227.3 355.4
-0.3 -0.3 4.0 15.6
6.0 5.8 135 20.7
229.0 121.7 220.7 323.1
4.9 -0.6 -10.9 -3.9

1. Latest figures are preliminary. 2. At constant exchange rates, based on the latest period indicated. 3. Dividend payments and reinvestment of earnings on direct investment.
4. Positive value represents inflow of capital due to foreign borrowing or decrease in assets. Negative value accounts for outflow of capital, debt repayments or increase in assets.

Source: Central Bank of Iceland.

Chart 19

R
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Quarterly current account balance
1996/Q1- 2004/Q4

At current exchange rates

B.kr.

123412341234123412341234123412341234
[1996|1997 | 1998 |1999| 2000|2001 | 2002 | 2003 | 2004 |

Latest data are preliminary.
Source: Central Bank of Iceland.
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Chart 20
Selected financial account items

1996/Q1- 2004/Q4

Quarterly, at current exchange rates
B.kr.

123412341234123412341234123412341234
[1996 1997 | 1998|1999 | 2000 | 2001 | 2002 | 2003 | 2004 |

— Net foreign direct investment
— Portfolio investment abroad
— Net liabilities (loans, securities issues, etc.)

Latest data are preliminary.
Source: Central Bank of Iceland.
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Table 11 International investment position

Position at end of period

In b.kr. 2000 2001 2002 2003 2004 March'04 June'04  Sept.'04  Dec.'04
International investment position -451.0 -590.8 -593.6 -553.4 -694.0 -577.6 -628.0 -680.4  -694.0
Total assets 314.4 421.5 395.6 707.0 1.116.8 776.2 867.0 984.0 1,116.8
Direct investment abroad 56.2 86.8 87.5 121.3 237.8 127.2 146.7 223.1 237.8
Equity capital 41.0 66.8 67.6 109.9 210.4 106.4 1229 195.8 210.4
Other capital 15.2 19.9 19.9 11.5 27.4 20.8 23.8 27.2 27.4
Portfolio assets 185.0 202.9 159.7 262.3 345.5 289.6 303.4 311.8 345.5
Equity capital 178.4 188.4 149.3 239.2 317.6 265.9 278.1 285.7 317.6
Debt securities 6.6 14.6 10.4 23.1 27.9 237 253 26.2 27.9
Other investment assets 39.1 95.2 111.2 265.2 468.0 292.7 3485 378.0 468.0
Reserves 34.2 36.6 37.2 58.1 65.6 66.7 68.5 71.1 65.6
Total liabilities 765.4 1,012.3 989.2 1,260.4 1,810.8 1,353.9 1,495.1 1,664.5 1,810.8
Direct investment in Iceland 415 70.8 64.3 86.0 112.1 80.7 85.9 99.9 112.1
Equity capital 331 63.4 56.1 61.8 88.1 56.2 61.0 75.6 88.1 125
Other capital 8.5 7.4 8.2 243 241 245 24.8 243 24.1
Portfolio liabilities 347.7 471.3 490.3 776.2 1,300.8 914.2 9929 1,159.2 1,300.8 §§
Equity capital 23 121 359 42.6 86.5 51.6 58.7 91.9 86.5 i;
Debt securities 345.4 459.2 454.4 733.6 1.214.3 862.6 9342 1,067.3 12143 )’E
Other investment liabilities 376.2 470.2 434.6 398.3 397.8 358.9 416.3 405.4 397.8 c
Long-term debt 289.0 377.0 296.2 252.0 207.3 234.8 264.6 246.8 207.3 E
Short-term debt 87.2 93.2 138.4 146.3 190.5 124.2 151.7 158.7 190.5 g

Memorandum items

Equity capital, net 190.7 192.2 136.6 231.9 356.8 260.7 280.2 317.0 356.8
Net external debt position -641.7 -783.0 -730.2 -785.3 -1.050.8 -838.4 -908.3 -997.5 -1,050.8
Monetary authorities 18.6 21.7 20.8 58.1 65.5 66.5 68.3 70.7 65.5
General government -167.2 -239.8 -227.2 -213.7 -206.3 -220.3 -211.7 -215.2 -206.3
Deposit money banks -329.4 -373.7 -361.8 -471.1 -772.8 -528.2 -605.3 -709.0  -776.9
Other sectors -163.7 -191.2 -162.0 -158.6 -137.1 -156.3 -159.5 -143.9  -133.0

Percent of gross domestic product’

International investment position -64.1 -76.2 -82.1 -69.6 -86.6 -65.1 -69.4 -77.4 -86.6
Net external debt? 91.2 101.0 101.0 98.8 131.1 94.4 100.4 113.4 1311
External debt position? 102.5 119.8 123.0 142.4 201.1 137.6 149.3 167.4 201.1
Long-term debt 83.6 97.6 94.9 108.6 158.1 109.6 117.0 132.6 158.1
Short-term debt 18.9 222 281 33.8 43.0 28.0 323 348 43.0

1. Foreign debt at year-end at annual average exchange rates (based on SDR). Quarterly ratios as percent of estimated annual GDP. 2. Direct investment capital and portfolio
equities excluded.

Source: Central Bank of Iceland.

Chart 21 Chart 22
Reserve assets and Central Bank net foreign International investment position
position, 1996/Q1- 2004/Q4 1980-2004"
Quarterly, at current exchange rates At end of year and latest quarter
B.kr. %

20 r % of GDP

s e et N

60— ——————-——- - - - - - - ——-——-——~— -

50 -———————-—-———-——-———-——--— { - - -

/7 Y _ L

o AN A (W Hw\ |

o e HTEEH TR RN L

o JTLHHHHE AN AT B EEEE

0

19961199711998119991200012001 1200212003 | 2004 | 80 82 84 86 83 90 92 94 96 98 00 02 04
Gross reserves Net foreign debt
— Net foreign position m P
Latest data are preliminary. 1. 1IP is shown here with positive sign but is actually negative
Source: Central Bank of Iceland. (see table 11).

Source: Central Bank of Iceland.



126

MONETARY BULLETIN

20051

TABLES AND CHARTS

Table 12 Summary of Treasury finances’

2004  prev. year

Accruals basis Jan.-Dec.
In b.kr. 2001 2002 2003 2003
Revenues 237.4 237.4 237.4 259.8 280.7
Expenditures 228.7 228.7 228.7 268.7 280.4
Financial balance 8.6 8.6 8.6 -8.9 0.3
Miscell. short-term accounts -6.5 -24.8 -6.1 9.8 -0.6
Net lending -12.6 -12.6 -12.6 6.5 26.4
Equity transactions -11.3 -11.5 -11.5 4.5 -0.4
Balance before financing -21.8 -40.3 -21.5 11.8 25.7
Pension funds -16.1 0.0 -18.8 -7.5 -10.8
Net borrowing 39.0 41.6 41.6 -6.0 -6.6
Short-term domestic 6.0 6.0 6.0 8.5 -6.0
Long-term domestic -0.8 1.8 1.8 1.6 8.5
From abroad 339 339 339 -16.0 -9.1
Cash balance 1.2 1.4 1.4 -1.6 8.3
Revenues and expenditures
Total revenue 237.4 259.2 274.6 259.8 280.7
Personal income taxes, gross 52.5 55.1 58.0 55.8 62.6
Other income and property taxes 27.0 275 30.8 28.1 32.8
Value-added tax 721 76.3 80.9 80.3 91.1
Taxes on commodities & imports 15.9 15.4 17.6 17.5 20.8
Payroll taxes 21.9 23.4 26.3 25.2 27.8
Other taxes 22.3 22.9 25.2 23.7 25.7
Interest, dividends and rent 16.6 18.7 14.4 11.0 12.0
Profits from asset sales 1.1 11.7 12.0 11.6 0.2
Other revenues 7.9 8.3 9.3 6.7 7.8
Total expenditures? 228.7 267.3 280.7 268.7 280.4
Expenditure on goods and services 91.7 116.8 110.1 120.6 136.1
Current transfers 96.1 112.6 129.5 108.7 111.5
Interest payments 17.9 16.0 15.3 14.9 13.1
Maintenance 5.7 6.1 6.3 5.0 37
Capital expenditures 17.3 15.8 19.6 19.4 16.1

% ch. from

8.1
4.3

8.1
12.0
16.8
13.5
18.7
10.3

8.7

9.3

-98.5
17.3

4.3
12.8
2.6
-12.5
-26.9
-17.4

Oct.-Jan.

% ch. from

2003-2004 2004-2005 prev. year

96.0
96.7
-0.6

15.3
2.2
0.7

17.6

-25

-10.7
0.5
-6.0
-5.1

4.4

96.0
22.6
17.7
283
5.9
8.5
7.1
3.4
-0.9
3.2

96.7
50.5
34.3
3.4
2.0
6.4

109.4
92.8
16.6

-3.8
18.5
-0.2
31.2
-2.3

-22.0
-15.1
0.2
=71

6.8

109.4
253
19.5
31.9

7.0
10.1
8.1
3.9
0.1
35

92.8
44.8
37.6
3.7
0.6
5.9

13.9
-4.0

13.9
12.0
9.7
12.7
17.4
18.1
13.0
14.7
-114.7
7.9

-4.0
-11.2
9.6
9.6
-68.4
-7.3

1. First three columns on accruals basis as in the Treasury accounts but latest figures on cash basis. 2. The most recent expenditure figures are not comparable with earlier data

due to changes in the presentation of the accounts.

Source: State Accounting Office.

Chart 23

Treasury borrowing 1991-2005

% of GDP

T T T T T T T T T T T T T T T
91 92 93 94 95 96 97 98 99 00 01 02 03 04*05*
— Net borrowing requirement!

— Net domestic borrowing

— Net foreign borrowing

1. Including reduction in pension fund commitments and
outstanding long-term interest. *Preliminary/forecast.

Sources: Treasury accounts, Ministry of Finance, Central Bank
projections.

Chart 24
Monthly Treasury balance 2002-2004

Cumulative from beginning of year
B.kr.

2002
2003
2004

Source: State Accounting Office.
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Tafble 13 Public sector finances’

In b.kr. Estimate

General government 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005
Revenues 197.2 213.2 242.9 278.6 301.1 328.5 351.2 372.4 411.4 440
Expenditures 205.0 213.3 240.0 264.0 284.6 327.2 349.7 380.7 406.8 428
Financial balance -7.7 -0.1 2.8 14.6 16.6 1.3 15 -8.3 4.6 1"
Net debt 1915 196.5 180.7 147.0 158.7 199.3 182.2 187.0 182.0 176
Gross debt 274.4 279.4 280.5 2715 278.0 354.6 340.7 334.0 319.0 315

Central government

Revenues 155.7 162.4 183.9 213.8 228.7 245.4 257.3 274.4 306.1 321
Expenditures 163.0 159.6 177.8 198.2 211.7 240.9 260.7 288.2 297.4 311
Financial balance -7.3 2.7 6.2 15.6 16.9 4.6 -3.4 -13.8 8.6 10
Net debt 168.2 172.3 151.3 118.8 127.4 168.8 149.5 158.0 149.0 143
Gross debt 239.2 241.6 237.8 226.0 2285 298.3 281.1 277.0 255.0 250

Local government

Revenues 46.9 55.5 62.9 69.9 77.7 89.5 100.4 107.2 113.5 127
Expenditures 47.4 58.5 67.2 72.8 80.3 94.8 971 102.8 118.3 126
Financial balance -0.4 -3.0 -4.3 -2.9 -2.6 -5.3 34 45 -4.8 1
Net debt 24.2 25.0 30.1 28.7 31.7 30.7 32.8 28.6 33.8 33
Gross debt 35.7 38.4 433 46.1 49.8 56.6 60.2 575 64.2 65

General government, % of GDP

Revenues 40.6 415 427 45.7 45.4 441 451 459 47.9 45
Expenditures 42.2 415 42.2 43.3 429 44.0 449 46.9 47.4 44
Financial balance -1.6 0.0 0.5 2.4 25 0.2 0.2 -1.0 0.5 1
Net debt 38.7 375 31.2 23.7 235 263 22.9 23 21 18
Gross debt 55.5 53.3 48.4 43.7 41.2 46.8 429 40 36 32

1. The public sector includes the central and local governments and the social security system. Revenues and expenditures are as itemised by Statistics Iceland, according to the
UN system of national accounts. The main differences from the Treasury accounts are that a) in each year only pension liability increases due to activities during that year are
shown; b) instead of showing depreciation of tax claims as expenditures, a precautionary deduction is made on the revenue side; c) profits from the sale of government assets are
not shown as revenues. Instead, they are shown as a part of lending and borrowing transactions. Figures for 2004 and 2005 are Central Bank projections of estimates in the budget
and medium-term fiscal programme, based on the Central Bank macroeconomic forecast.

Sources: Ministry of Finance, Statistics Iceland, Central Bank of Iceland.

Chart 25 Chart 26
General government balance .
and debt 1991-2005 General government revenues and
o expenditures 1991-2005"
ercent of GDP

% of GDP

BT
91 92 93 94 95 96 97 98 99 00 01 02 03 04*05* 91 92 93 94 95 96 97 98 99 00 01 02 03 04*05*
— Financial balance (right axis) — Revenues
B Gross debt (left axis) — Expenditures

3 Net debt (left axis)

1. A change in the presentation of accounts in March 2004
caused both ratios to rise by 3-5%.

Sources: Ministry of Finance, Statistics Iceland, Central Bank
projections.

*Preliminary/forecast.
Sources: Ministry of Finance, Statistics Iceland, Central Bank
projections.
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Table 14 Turnover?

M.kr.

Industries, total
Industries, excluding fish processing

Industries, excl. fish processing and power-intensive
Retail trade

Wholesale trade

Wholesale trade, excluding fuels
Construction

Total
Total, excluding fuels

January-October

% ch. on previous year, January-October?

2002

268,151
166,629
128,371

145,654

233,755
198,651

61,219

1.068,524
1.033,419

2003

258,086
170,837
138,679

150,423

254,978
219,045

74,669

1.094,767
1.058,834

2004

280,749
183,008
148,500

161,948

293,246
251,919

90,415

1.238,036
1.196,709

2002 2003 2004
-0.8 -5.6 5.6
-2.6 0.6 4.0
-4.3 6.0 4.0
-1.7 3.7 6.4
-3.1 8.5 12.8
-25 10.7 13.7

-19.0 19.6 175
-2.1 0.5 9.8
-1.9 29 1.7

1. Based on VAT reports. Figures are not comparable with the period before 1998 due to new methodology. 2. Based on price-adjusted turnover, deflated by the consumer price

index.

Sources: Statistics Iceland, Central Bank of Iceland.

Table 15 Real effective exchange rate of the Icelandic kréna’

Real effective exchange rate (1980 = 100)
based on relative consumer prices (CPI)

based on relative unit labour costs (ULC)

% change on previous year
Nominal effective exchange rate
Foreign consumer prices
Domestic consumer prices

Real exchange rate based on relative CPI

Foreign productivity

Domestic productivity

Foreign wages

Domestic wages

Real exchange rate based on relative ULC

1. Latest values are preliminary.

Source: Central Bank of Iceland.

Chart 27

Turnover volume 1998/1 - 2004/5

At constant prices, seasonally adjusted

Annual averages

2000 2001
96.3 83.7
91.6 80.4
1997 1998
1.2 15
2.1 1.6
1.8 1.7
0.9 1.6
1.5 1.2
2.0 1.8
3.2 3.0
5.8 71
3.3 5.3

1998=100
5

R e R R R RS

123456123456123456123456123456123456123456
| 1998 | 1999 | 2000 | 2001 | 2002 | 2003 | 2004 |

~— Total turnover
— Domestic sectors

Sources: Statistics Iceland, Central Bank of Iceland.

2002

88.5
853

1999
0.0
1.6
34
1.8

1.2
1.4
33
55
1.7

2003

94.2
89.4

2000
0.2
23
5.1
29

1.8
3.4
3.2
5.7
1.2

Chart 28

2004

97.2
90.8

2001
-16.6
21
6.6
-13.0

13
0.6
33
8.0
-12.2

Q4 % change on previous year

2004 Q2'04 Q3'04 Q404
100.0 -1.2 52 7.2
90.2 -2.8 2.7 7.8
Prel.  Forecast

2002 2003 2004 2005
25 6.2 1.8 10.5
1.7 2.0 1.8 0.8
4.8 2.1 3.2 3.4
5.7 6.3 3.2 13.3
1.2 1.3 1.4 1.5
0.0 55 4.0 2.0
3.1 29 2.0 1.8
5.8 5.5 45 6.0
6.1 4.7 1.6 14.5

Quarterly real effective exchange rate of
the Icelandic kréna 1980/Q1- 2004/Q4

1980=100

[ R R I

1980

1985

— Relative CPI
— Relative ULC

1990 1995 2000 2004

Latest values are preliminary.
Source: Central Bank of Iceland.
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Table 16 Real estate market and asset prices

1-mo. % change 12-mo. % change

Real estate market ! 2002 2003 2004  Jan.'05 Dec.'04 Jan.'05 Jan.'03 Jan.'04  Jan.'05
Residential housing price index? 158.9 177.7 200.5 234.1 25 3.8 8.0 10.0 22.8
Apartment housing price index? 160.7 179.9 201.3 2321 2.2 3.7 8.8 9.4 20.4
New housing loans at market prices (b.kr.)? 28.6 32.2 49.6 3.7 22.4
Number of Housing Fin. Fund loan applications* 2,846 2,535 3,271 -23.6 38.1
Fish quota prices (period averages. kr./kilo)
Price of long-term cod quota (kr./kilo) 709 930 1,223 1,175 1.3 - 62.2 4.2 -6.0
Price of short-term cod quota (kr./kilo) 117 156 132 125 4.2 - - -25.8 8.7
Equity market At end of year Feb. 28, % change to Feb. 28, 2005
Equity prices, Dec. 31, 1997 = 1,000 2001 2002 2003 2004 2005 1 mo. 3 mo. 6 mo. 12 mo.
ICEX-15 1,305.9 1,159.0 1,352.0 2,143 3,768.1 1.9 9.5 11.1 433
ICEX-MAIN (The Main List index) 1,303.3 1,180.8  1,436.2 2,075.2 3,535.1 1.6 9.3 11.2 393
ICEX industry indices, Dec. 31, 1997 = 100 129
Fisheries 745 86.7 107.3 100.0 1235 2.7 0.8 11.2 17.7 Ve

pe)
Finance and insurance 163.4 157.9 164.3 252.4 538.7 1.6 11.4 17.8 65.9 =
Transport 117.6 80.5 118.8 139.4 279.4 4.5 20.8 20.1 50.6 65
Industry and manufacturing 156.3 120.3 142.8 172.8 274.3 6.4 43 3.9 37.7 :

(=

1. Changes are based on 3-month moving averages. 2. Greater Reykjavik Area (GRA). January 1994=100. 3. Percentage changes are price-adjusted using the price index for E
residential housing in the GRA. 4. Housing Financing Fund applications for new and renovated housing. z

Sources: The Land Registry of Iceland, Federation of Icelandic Fishing Vessel Owners, Housing Financing Fund, The Icelandic Quota Exchange, Iceland Stock Exchange (ICEX),
Central Bank of Iceland.

Tafla 17 Households and firms: assets and debt

Preliminary % change
B.kr. unless otherwise stated 1997 1998 1999 2000 2007 2002 2003 2004 '03-'04
Household assets in residential housing and cars " 676.0 7241 842.6 9532 1,043.9 1,1083 1,235.8 1,342.4 8.6
Assets in pension funds 345.6 398.2 507.3 5573 6401 664.6 7860 874.8 11.3
Household debt with the credit system? 386.2 4426 5220 613.8 7104 7586 7762 850.4 2.6
Household debt as % of disposable income? 134.7 146.1 160.9 165.4 1768 1824 1786 1858
Firms' debt with the credit system? 4207 509.4 668.8 801.1 9623 9731 1,161.2 1,429.0 231
Debt of firms in fisheries sector 1235 139.7 160.3 1652 1955 1919 1855 203.5 9.7

1. National Economic Institute national wealth estimates. 2. Due to reclassification of lending within the credit system, household debt is 50.3 b.kr lower than would otherwise
have been the case at the end of 2003 and corporate debt 27.9 b.kr. lower, compared with the former classification. Year-on-year changes are based on the former classification.

Sources: National Economic Institute and Central Bank of Iceland.

Chart 29 Chart 30
Household debt as percentage of Equity prices 1998-2005
disposable income 1980-2004 Daily equity prices
% December 31, 1997=1,000
200 4,000
180+ -————-—————————————-— - g
160+ -————————————————-—- g
Mo+ -—-———————-————-—— g
120+ ------—---—--= R
1M+ ------—----- g
80+ ---——----~- R
60+ -—-—-—--—— R
o1 IIIIl ]
o i ]
1980 1985 1990 1995 2000 2004 19981 1999 | 2000 | 2001 | 2002 | 2003 | 2004 | 2005
1. New classification from 2003. — |CEX-15

See footnote 2 to table 17. Latest values are preliminary.

Source: Central Bank of Iceland. = ICEX Main List Index

Source: Iceland Stock Exchange (ICEX).
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Table 18

Accounts of publicly listed firms’

All amounts in b.kr.

Profit before financial exp. & depreciation
Fisheries
Transport
IT industry

Industry and manufacturing

Profit after taxes

Fisheries

Transport

IT industry

Industry and manufacturing
Equity ratio
Return on equity

Sample size at end of period

Accounts of commercial banks and savings banks ?
All amounts in b.kr.

Net interest income

Other operating income

Net operating income

Operating expenses

Provisions for bad and doubtful debts
Value adjustments

Taxes

Profit

Total assets at end of period
Stockholders' equity at end of period

% at end of period

Return on equity

Cost ratio 3

Capital ratio

Capital ratio excluding subordinated loans

Icelandic firms' financial accounts

Jan.-Dec.
2002 2003
334 34.8
10.8 8.4

2.6 3.2
8.1 9.8
8.7 9.9
16.7 16.1
8.7 35
23 4.4
1.2 1.6
53 5.8
37.0 35.5
13.0 15.5
24 24
1999 2000
18.0 21.1
13.4 13.4
314 34.6
19.6 22.7
3.6 4.0
- 1.7
1.5 1.9
6.7 4.4
627.0 789.7
44.2 49.1
17.8 9.8
62.3 65.6
10.3 9.7
7.9 6.6

2001

29.4
10.3
39.6
25.4

7.4

-0.1
6.9
941.0
60.8

13.9
64.0
11.3

8.0

2003

325
7.4
1.6
8.2

11.8

12.2
3.1
0.5
19
5.8

36.4
11.0

24

Jan.-Dec. Change % of turnover
2004 '03-'04 2003 2004
40.0 7.5 12.2 11.7
7.9 0.5 20.8 17.7
2.6 1.0 7.0 10.7
10.2 2.0 19.2 19.6
16.4 4.6 16.7 18.7
20.7 8.5 4.6 6.1
5.4 23 8.5 12.1
1.0 0.5 23 4.1
4.2 23 4.5 8.2
9.2 3.4 8.2 10.4
34.9
14.3
24
%-change
2002 2003 2004 '02-'03 '03-'04
29.6 36.0 54.2 21.8 50.6
279 45.6 78.7 63.4 72.6
57.5 81.6 132.9 42.0 629
34.1 44.9 60.2 31.6 34.1
9.3 13.2 13.2 41.9 -
1.2 2.9 8.9 145.8 206.9
12.5 18.6 43.1 48.4 131.7
1,161.1 15973 3,128.8 37.6 95.9
845 1135 256.6 34.4 126.1
18.5 225 30.9
59.4 55.0 453
12.2 123 12.8
9.1 9.2 9.5

1. Companies listed on Iceland Stock Exchange (ICEX), excluding the finance and insurance sector. Paired comparison. 2. The sample includes the commercial banks (excluding
Sparisjodabanki islands) and the six largest savings banks. 3. Operating expenses as a percentage of net operating income.

Sources: Financial Supervisory Authority (FME), Central Bank of Iceland.

Chart 31

Commercial banks and savings banks:

return on equity," 1995/2 - 2004/2

1996 1997 1998 1999 2000 2001 2002 2003 2004

1. The commercial banks and six largest savings banks. From 1998
FBA is included and before that the Fisheries Investment Fund and

Industrial Loan Fund.

Sources: Financial Supervisory Authority (FME) and banks' and

savings banks' annual/interim reports.

Mynd 32

Commercial banks and savings banks:
capital ratio,’ 1995/2 - 2004/2

%

— Commercial banks
— Savings banks
1. The commercial banks and six largest savings banks.

Sources: Financial Supervisory Authority (FME) and banks' and
savings banks' annual/interim reports.
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Table 19 International comparison

Based on latest monthly data for each region: EU-25 EMU-12 USA UK Japan  Sweden Norway Finland Denmark Iceland

Inflation in previous 12 months 2.0 1.9 3.0 3.2 -0.1 0.7 1.0 0.2 1.3 4.7
Unemployment " 8.8 8.8 5.4 4.7 4.5 55 4.4 8.9 6.1 2.8
Economic growth 2 1.9 1.6 3.9 2.8 0.8 2.6 29 3.6 21 3.8
Long-term interest rates (nominal yield)3 . 3.0 4.2 4.8 0.6 3.2 34 33 3.1 79
Long-term interest rates (real yield)34 . . 1.3 1.9 . 1.6 . . . 3.4
Short-term interest rates . 2.1 2.8 4.9 0.0 2.0 1.9 2.1 21 9.1

In 2004 (unless otherwise stated):

GDP per capita based on PPP, in thous. us$e . 25.6 36.1 27.9 26.9 27.3 355 26.5 29.2 28.4
Gross saving, % of GDP7 . . 14.6 14.7 25.7 21.6 30.8 24.2 22.7 13.4
Gen. government fin. balance, % of GDP . -2.9 -4.4 -3.2 -6.5 0.5 8.2 2.3 0.9 0.5
Gen. government gross debt, % of GDP . 78.3 63.5 43.4 163.5 61.2 34.9 51.8 48.4 3.6
Gen. government expenditure, % of GDP . 48.6 35.6 44.4 36.7 57.5 46.7 50.5 55.6 47.4
Current account balance, % of GDP 0.1 0.7 -5.7 -2.2 3.5 7.4 14.2 4.9 3.1 -8.1

1. Seasonally adjusted. 2. Annual GDP growth based on latest quarterly figures. Seasonally adjusted except for Iceland. 3. Five-year Treasury bonds. 4. Figures are omitted where
price indexation is not applied. 5. Three-month money market rates. 6. 2002. Converted to US dollars at an exchange rate that eliminates the difference in price levels between
the countries. 7. 2002 for Japan and USA.

Sources: EcoWin, Eurostat, OECD.

Table 20 International economic developments

Prelimary _ forecast
1998 1999 2000 2001 2002 2003 2004 2005 2006

Annual economic growth (%)’

World 2.8 3.7 4.7 2.4 3.0 3.9 5.0 4.3

Euro area 2.9 2.8 35 1.6 0.8 0.5 2.0 1.7 2.0

United Kingdom 3.1 2.9 3.9 23 1.8 2.2 3.1 25 2.4

United States 4.2 4.4 3.7 0.8 1.9 3.0 4.4 3.5 3.4

Japan -1.2 0.2 2.8 0.4 -0.3 25 29 1.1 1.8

Other emerging market and developing

countries? 3.0 4.0 5.9 4.0 4.8 6.1 6.6 5.9
Annual growth in world trade (%) 4.4 5.9 125 0.2 33 5.1 8.8 7.2
Consumer price inflation (%)

Euro area 1.1 1.1 2.0 2.4 2.3 2.1 2.1 1.8 1.7

United Kingdom 1.6 1.4 0.8 1.2 1.3 1.4 1.4 1.7 1.8

United States 15 2.2 3.4 2.8 1.6 2.3 2.7 24 2.2

Japan 0.6 -0.3 -0.9 -0.8 -0.9 -0.2 0.0 0.0 0.3
Unemployment, % of labour force

Euro area 10.2 9.4 85 8.0 8.5 8.9 8.9 8.9 8.6

United Kingdom 6.3 6.0 5.5 5.1 5.2 5.0 2.8 2.7 2.8

United States 45 4.2 4.0 4.8 5.8 6.0 55 52 5.2

Japan 4.1 4.7 4.7 5.0 5.4 5.3 4.7 4.6 4.4
General government financial balance, % of GDP3

Euro area -2.3 -1.3 0.1 -1.7 -2.4 -2.8 -2.9 -2.6 -2.4

United Kingdom 0.1 1.1 3.8 0.7 -1.7 -3.5 -3.2 -3.2 -3.3

United States 0.4 0.9 1.6 -0.4 -3.8 -4.6 -4.4 -4.1 -4.2

Japan -5.5 -7.2 -7.5 -6.1 -7.9 -7.7 -6.5 -6.4 -6.3
Long-term interest rates 4

Euro area 4.7 4.6 5.4 5.0 4.9 4.1 4.1 4.1 4.3

United Kingdom 55 5.1 5.3 4.9 4.9 4.5 5.0 5.2 5.2

United States 53 5.6 6.0 5.0 4.6 4.0 43 4.7 53

Japan 15 1.7 1.7 1.3 1.3 1.1 15 1.8 25

1. Real GDP percent change between years. 2. In May 2004, the IMF revised its world economic classifications into two categories of countries. The category 'Other emerging
market and developing countries' comprises 146 countries. 3. General government, e.g. central government, local governments and social security transactions. 4. Yields on ten-
year Treasury bonds.

Sources: Consensus Forecasts, International Monetary Fund, OECD.
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Chart 33
Consumer price inflation 1939-2006

% change between annual averages
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Central Bank forecast for 2005-2006.
Sources: Statistics Iceland and Central Bank of Iceland.
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. Chart 35

;Z:; Current account balance 1945-2006
= % of GDP
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Preliminary/forecast 2003-2006.
Sources: Statistics Iceland and Central Bank of Iceland.

Chart 37

Gross national saving and fixed
capital formation 1960-2006

% of GDP
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Preliminary/forecast 2003-2006.
Sources: Statistics Iceland and Central Bank of Iceland.
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Chart 34
Economic growth 1945-2006

% change in real GDP between years
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Preliminary/forecast 2003-2006.
Sources: Statistics Iceland and Central Bank of Iceland.

Chart 36

Real effective exchange rate of the
Icelandic kréna 1960-2005

1980=100
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— Relative consumer prices
— Relative unit labour cost

Preliminary/forecast 2003-2005.
Source: Central Bank of Iceland.

Chart 38
Real yield and broad money 1960-2004

Real yield on non-indexed bank loans and
M3 as percent of GDP
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Table 22 Structural indicators for the Icelandic economy

| Population and labour force (thous.)
Population at end of year?
under 16 years of age
16-74 years of age
above 74 years of age

Average population growth in previous 5 years (%)

Labour force (employed persons)
Males
Females

Il Employment by industry (%)

Agriculture

Fisheries

Fish processing

Manufacturing industry

Construction, electricity and water supply
Wholesale and retail trade, restaurants & hotels
Transport, storage and communication
Financial, insurance, real estate, business services
Producers of government services

Other services

Il Merchandise exports
Distribution by category (%)
Marine products
Manufactures

thereof aluminium and ferro-silicon

Agricultural products

By regions (%)
United States
European Union
Other

1970

204.8

70.6

127.3

7.0
1.1
82.7
54.7
28.0

1970
12.4
6.6
7.8
15.2
11.3
13.5
8.4
4.0
12.4
8.3

1970

771
18.4
13.2

3.4

30.0
52.8
17.2

2004
292.6
701
206.4
16.0
1.0
147.7
84.9
62.8

2001
33
3.9
5.1
12.1
10.3
16.7

6.7

9.5
18.9
13.4

2004

60.2
351
211

2.1

9.3
75.2
15.5

IV National income and output

Gross domestic product (GDP), b.kr.

GDP, billion USD

National income per capita, thous. USD

GDP per capita (PPP) thous. USD3

Gross capital formation, % of GDP

Gross national saving, % of GDP

Net national saving, % of net national product
Export of goods and services, % of GDP
Public consumption, % of GDP

Gen. government total expenditures, % of GDP*
Total taxes, % of GDP*

V Capital and debt
% of GDP unless otherwise stated
Fixed assets, % of GDP (2003)
Fixed assets, billion USD (2003)
Net external debt
Debt service, % of export revenue
General government total debt
General government net debt
Broad money (M3)
Credit system total lending

to industries

to households
Market capitalisation of listed equities

1970
0.4
05
2.0
2.7

253
26.1
13.8
46.4
12.7
28.9
28.9

1970

34
1.8
201
1.3
13.0
-2.3
375
484.8
53.6
21.2

20047
858.9
12.2
41.0
32,6
22.0
13.4
1.3
36.8
26.6
47.4
41.1

20047

29
42.0
129.3
56.9
36.2
26.9
62.4
303.1
167.7
100.3
123.7

1. Preliminary data. If preliminary data for 2004 are not available another year is stated. 2. Based on July 1, 2004, since year-end statistics for the age distribution of population
are not available. 3. Converted to US dollars at an exchange rate that eliminates the difference in price levels between the countries. 4. National accounts basis.

Sources: Iceland Stock Exchange, National Economic Institute, OECD, Statistics Iceland, Central Bank of Iceland.

Chart 39

Employment by industry in

1970 and 2001

%

Agriculture

Fisheries

Fish processing
Manufacturing industry
Construction and energy
Trade, restaur. & hotels etc.
Transport, communications
Finance, insurance etc.
Producers of gov. services

Other services

= 1970
m 2001

Source: Statistics Iceland.

Chart 40

Merchandise exports by category
1970 and 2004

Marine  Aluminiumand  Other

products  ferro-silicon manufactures

1970
= 2004

Source: Statistics Iceland.

Agricultural
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Table 23 Merchandise exports and imports by regions’

Share of total (%) B.kr.
January January
Merchandise exports, fob 1970 1980 1990 2000 2004 2005 2004 2005
European Union 52.8 52.3 70.7 67.4 75.2 79.0 152.2 111
Euro area 25.4 30.2 37.6 423 47.8 49.8 96.8 7.0
Other EU countries 27.4 22.0 33.1 251 27.4 293 55.4 4.1
United Kingdom 13.2 16.5 253 19.3 19.0 18.3 385 2.6
Other Western European countries 2.8 23 3.4 7.8 6.1 5.9 12.4 0.8
Eastern Europe and former Soviet Union 9.6 8.8 2.9 1.4 1.2 1.9 2.4 0.3
Russia 6.8 5.4 25 0.4 1.1 2.7 2.3 0.4
United States 30.0 21.6 9.9 12.2 9.3 7.1 18.8 1.0
Japan 0.1 1.5 6.0 52 3.0 2.0 6.1 0.3
Other OECD countries 0.5 0.6 0.5 2.0 1.5 1.2 3.0 0.2
Developing countries 4.2 12.9 55 3.0 3.0 2.7 6.1 0.4
Other countries 0.0 0.0 11 1.0 0.7 0.3 1.4 0.0
Total 100.0 100.0 100.0 100.0 100.0 100.0 202.4 14.0
Merchandise imports, cif
European Union 64.9 58.0 59.9 57.0 60.9 57.5 158.6 10.8
Euro area 32.0 33.2 35.5 33.5 34.2 28.6 89.2 5.4
Other EU countries 33.0 24.8 24.4 23.6 26.6 289 69.4 5.4
United Kingdom 14.3 9.5 8.1 9.0 6.8 6.1 17.8 1.1
Other Western European countries 5.4 8.1 5.2 9.7 12.3 13.7 321 2.6
Eastern Europe and former Soviet Union 10.4 10.9 6.5 5.7 1.2 0.6 3.2 0.1
Russia 7.2 9.7 5.0 1.8 1.0 1.1 2.7 0.2
United States 8.2 9.4 14.4 11.0 10.1 9.9 26.3 1.8
Japan 2.9 4.0 5.6 4.9 3.8 4.6 10.0 0.9
Other OECD countries 0.4 5.8 3.7 45 33 3.7 8.5 0.7
Developing countries 7.2 2.7 3.1 5.6 7.2 89 18.7 1.7
Other countries 0.6 1.1 1.4 15 1.2 1.1 3.1 0.2
Total 100.0 100.0 100.0 100.0 100.0 100.0 260.4 18.8
1. In data prior to the year 2000, country groups are based on the year 2000.
Source: Statistics Iceland.
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