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Introduction

The monetary stance needs to be tightened

Assuming that the policy interest rate remains
unchanged, the Central Bank of Iceland’s new infla-
tion forecast shows considerably higher inflation
over the next two years than it has previously fore-
cast. The Board of Governors has therefore decided
to raise the Central Bank’s policy interest rate by 1
percentage point to 8.25% as of December 7. This is
the sixth policy rate hike this year, to a total of 2.95
percentage points since May. At the same time, the
Board of Governors has decided that the Bank’s cur-
rency purchases aimed at strengthening its foreign
exchange reserves will be discontinued at the end of
the year. Subsequently, the sole purpose of the Bank’s
purchases will be to provide the Treasury with cur-
rency to service its foreign debt.

The Central Bank’s last inflation forecast was
published in June this year. At that time the outlook
was that inflation would accelerate in the second half
of the current year and the first half of 2005, then
slow down around the middle of that year before
resuming its upward trend in 2006. A reassessment of
the outlook was made in Monetary Bulletin 2004/3,
which was published on September 17. It found that
the risk of inflation was lower in the short term, but
greater in the long run. Contributing factors were the
policy rate hike and the appreciation of the krona,
which dampened short-term inflation. However, the
prospects for faster domestic demand growth and
developments in the domestic credit market suggest-
ed a wider output gap over the next two years than
had been forecast in June, which in tandem with ris-
ing import prices would drive inflation further across
the forecast horizon.

Since September, inflation prospects have
changed substantially. Most indicators suggest that

domestic demand will grow even faster than was con-
sidered likely then. The scope of aluminium industry
projects has increased, because of both new plans for
the Nordural smelter expansion and some reschedul-
ing of Alcoa’s Fjardaal smelter project. Competition
between credit institutions in the mortgage market
has intensified after the banks challenged increasing
lending activity by the Housing Financing Fund with
offers of mortgage loans and refinancing of existing
loans at lower rates of interest. These changes have
greatly eased household access to credit and interest
rates on indexed mortgages are at their lowest for a
long while. The response has been brisk. Lending to
households has soared and prices of larger housing
have risen sharply. Finally, plans for tax cuts over the
coming years have been confirmed, without specify-
ing details of cuts in expenditure to offset them.
There is a strong probability that the degree of fiscal
restraint will prove insufficient. All these factors
combine to create a more expansionary climate and
stronger inflationary pressures than were expected
when the Central Bank began raising its policy rate in
May and published its last inflation report in
Monetary Bulletin 2004/2 in June.

In this edition of Monetary Bulletin, domestic
demand growth is forecast to grow much more rapid-
ly than in June. Consequently, the output gap — i.c.
production in excess of long-term potential — will be
wider in 2005 and 2006 than was expected in the
Bank’s previous forecasts. Output is expected to
exceed potential by almost 5% in 2006, instead of the
2% forecast in June. The widening output gap will
drive inflation in the second half of the forecast peri-
od, if no action is taken.
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It is important to underline that the forecast pre-
sented in this edition of Monetary Bulletin is based,
as usual, on the technical assumption of an
unchanged policy interest rate and exchange rate over
the forecast horizon. It indicates the most probable
rate of inflation if the policy rate and exchange rate
prevailing in November 2004 remain unchanged.
Alternative scenarios to the main forecast are also
presented and show the importance of a prompt
Central Bank response to the conditions ahead. With
the increase in the policy rate announced above, the
Central Bank has already taken steps to bring infla-
tion down below the forecast rate.

The policy rate hike that has now been decided is
exceptionally large. It must be seen in the context of
recent rapid changes in the credit market and the
approaching peak of investment in power stations
and aluminium smelters, which according to revised
plans will be reached faster and sooner than previ-
ously estimated. Another consideration to bear in
mind is that, in spite of five rises in the policy rate
totalling almost 2 percentage points from May to
November, in real terms the policy rate in November
(measured against the breakeven inflation rate on
non-indexed Treasury bonds) is only marginally — if
at all — higher than the natural real rate of interest, i.e.
the real rate that is compatible with macroeconomic
stability on average across the business cycle.
Inflation expectations have been unacceptably high
and have dampened the effectiveness of the Central
Bank’s policy rate rises. This, in turn, may have
served to push inflation expectations higher. By rais-
ing its policy rate by more than usual in a single step,
the Central Bank aims to ensure a higher expected
real policy rate, through the dual effect of higher
nominal interest rates and lower inflation expecta-
tions. This reflects the Bank’s commitment to main-
tain a sufficiently tight monetary stance to contain
inflation when the investments for the aluminium
industry gain even more momentum.

On the assumption of an unchanged policy rate
from this November, the outlook was for a rate of
inflation well above the 2)2% target in the period
leading up to the review of national wage agreements
in November next year. The inflation outlook over
that period has taken a marked turn for the worse
since the last forecast. If high inflation triggers fur-
ther wage increases, prospects for 2006 will deterio-
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rate still further, which could make more rate hikes
necessary that year. In order to have a sufficiently
swift impact on inflation over this period, a prompt
and timely response is needed.

As pointed out above, the Central Bank’s policy
rate in real terms has been at the boundary of what
can be considered the natural real rate of interest in
Iceland. In practice the financial conditions of
deposit money banks (DMBs) have been easier. Their
strong liquidity is reflected in monetary market rates
that are below the policy rate. One reason for easy
liquidity has been heavy inflows of foreign credit.
The Central Bank’s currency purchases and reduction
in the reserve requirement in 2003 have also boosted
liquidity in the market. The reduction in the DMBs’
net liabilities with the Central Bank, in the form of
repo transactions and their purchases of certificates
of deposit, have offset increased liquidity to a large
extent, but not entirely. More liquidity is inappropri-
ate in the current climate, in addition to which the
foreign exchange reserve has reached a satisfactory
level. Also, the market perception has tended to be
that, through its currency purchases, the Central Bank
has actually been attempting to maintain a stable
exchange rate of the krona, despite the Bank’s
announced aim. The effect of the policy rate on the
exchange rate is an important channel in the trans-
mission mechanism of monetary policy under condi-
tions where access to foreign credit is easy, and it is
important not to obstruct this channel, as explained in
more detail in the section on monetary policy in the
following chapter on Economic and monetary devel-
opments and prospects. Bearing this consideration in
mind, the Bank has decided that its currency pur-
chases with the aim of strengthening the foreign
exchange reserve will be discontinued.

Plans for tax cuts have now been confirmed in the
budget proposal. Lower taxes will increase house-
holds’ disposable income even further, and stimulate
private consumption. Thus a tight fiscal stance is
vital. Fairly ambitious plans for expenditure restraint
have been announced in the budget proposal.
However, given the scale of pending economic activ-
ity the stance will not be tight enough, even if these
plans were to be realised. Furthermore, the govern-
ment’s plans for expenditure restraint are phrased in
general rather than specific terms, which on the basis
of experience poses a risk of slippages. If this hap-



pens, the monetary stance will need to be tighter than
otherwise, with the risk of stronger side-effects. The
Central Bank will not flinch from its mandatory tar-
get of keeping inflation as close as possible to 2%4%.
It is probable that the Bank will need to take further
action in the coming months in order to ensure that

the target is met. Such restraint will inevitably
squeeze various business sectors, and households.
But in the final analysis the cost of timely monetary
measures will be less than if inflation is not kept
under control.
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Economic and monetary developments and prospects’

Inflation outlook over the next two years has taken a

turn for the worse

Long-term inflation prospects have taken a turn for the worse since the Central Bank of Iceland
published its last inflation forecast in June this year. In particular this is the result of greater-than-
expected growth in domestic demand. Since the June forecast, a number of factors have been driving
demand growth. Planned investments for the aluminium industry have been stepped up even further, at
the same time as household access to credit has been made much easier and long-term interest rates on
mortgage lending have gone down. It has also been announced that proposed tax cuts over the next few
years will be implemented, which will boost household disposable income even more and stimulate
private consumption. The outlook is that these conditions will result in a far larger positive output gap
than had been foreseen, which unless appropriate action is taken will fuel inflation in the second half of

the forecast period.

I Overview of macroeconomic and inflation
forecast

Assumptions of the current forecast

As usual, the inflation forecast is based on the tech-
nical assumption of an unchanged policy interest rate
(currently 7.25%) over the forecast horizon and an
unchanged exchange rate of the krona from the day
of the forecast. It is based on the value of the Central
Bank’s effective exchange rate index on November
10, which was roughly 120, just over 3% stronger
than assumed in the June forecast although this is the
same value on which the March update was based.

Outlook for even faster growth of domestic demand
than previously expected

The Central Bank’s macroeconomic forecast is
shown in Table 1. A sizeable upward revision has
been made to the forecasts for domestic demand and
GDP growth over the next two years, as explained in

1. This article uses data available on November 23, 2004.
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detail in the main text. Private consumption is
expected to increase by 9%2% next year and national
expenditure by 11%. GDP will grow by less than
national expenditure due to heavy imports in connec-
tion with investments for the aluminium industry, but
still by much more than output capacity with normal
utilisation of production factors. If it turns out as
forecast, GDP growth will be the highest since 1987.
Investments for the aluminium industry will peak in
2006 but given the high level of investment in the
previous year and a large positive output gap, GDP
growth will slow down somewhat from 2005.

The inflation outlook over the next two years has
deteriorated significantly

As a result of robust domestic demand growth,
excess production capacity has been eliminated and
the output gap has turned sharply positive, which will
intensify over the forecast period. Higher inflation
will inevitably result, even though the strong krona
will continue to counteract domestic inflationary
pressures in the short run.



Table 1 Central Bank macroeconomic forecast

Change from previous fore-

Current forecast Previous forecast cast (percentage points)’
Policy rate and exchange rate assumptions® 2004 2005 2006 2004 2005 2006 2004 2005 2006
Central Bank policy interest rate (%) ............... 6.10 7.25 7.25 5.40 5.50 5.50 0.70 1.75 1.75
Foreign exchange index? .........cccccocoovrrvernnnn. 121.5  120.0 120.0 123.0 124.0 1240 -1.2 -3.2 -3.2

Billion kronur
at current prices

Volume change on
previous year (%)

Change since previous fore-
cast (percentage points)’

GDP and its main components .. 2004 2005 2006
Private conSumMption.........cceeeeveeueeniniecrenenenne 496.8 562.6 621.8
Public conSUMPION. .....c.cvvevevieiieiciiiieiceeeienene 2252 2441 263.1
Gross fixed capital formation ............ccccovvueunee 212.7  270.0 290.0
INAUSEIIES ... 131.1 1772 189.6

Excl. power-intensive projects,

ships and aircraft .......ccooeioinnciinniiciiee 79.7 86.9 92.7
Residential housing........c.coceeeeeveccnnicceinnnnee 56.5 67.6 74.0
Public investment...........cccoveveeeinircininiccnnnnnes 25.1 252 264
National expenditure..........ccccceeevvereirnecnnnnnes 934.8 1,076.6 1,174.9
Exports of goods and services ... 314.6 3405 3714
Imports of goods and Services .........c.ccccevvveuenee 361.4 4283 4716
Gross domestic product ..........coceeeeerereerenienene 888.0 988.8 1,074.7

Current account balance...........ccccoeveveieencnns
Gross national Saving...........cceeeveerereeeenennens
Net external debt? ..........ccoooveevrreieiereeeeea.
International investment position®...................

Output gap®

Main labour market aggregates

Private sector wages, % change between annual averages ...........c.cccoeveueeunnene

Labour productivity, % change between annual averages ............c.cccoeveueeunnene

Unemployment, % of labour force

2004 2005 2006
7.0 9.5 6.8
1.3 3.1 2.5

17.3 20.6 2.8

29.3 293 2.3

9.3 43 2.0
13.0 8.3 5.8
-18.4 -4.0 0.0
8.1 10.9 5.0
6.5 5.7 8.9
14.1 17.2 83
5.4 6.1 4.9

2004 2005 2006
1.5 33 1.6
0.8 1.1 0.5
0.3 4.8 -3.7

-1.0 45 -5.0

1.8 -2.2 -5.0
1.0 4.3 2.8
-1.4 4.5 -9.0
1.1 3.1 0.0
1.5 1.7 2.9
2.3 5.7 1.3
1.1 1.4 0.4

Change since previous fore-

% of GDP cast (percentage points)’

-6.5 -104 -114 2.2 1.1 0.6
18.2 17.1 15.7 2.7 1.6 0.2
101.7 1055 111.8 -1.6 -3.2 -1.2
-66.8  -69.9 -755 4.7 8.6 10.0

1.7 3.7 5.0

%

1.0 22 2.8

Change since previous fore-
cast (percentage points)!

4.5 6.0 6.0
3.4 2.1 1.6
3.1 2.4 1.8

-0.5 0.5 0.5
0.9 0.1 0.1
0.1 -0.1 -0.2

1. Change since Monetary Bulletin 2004/2. 2. Annual averages, assuming unchanged interest rates and exchange rate from the day of forecast.

3. Percentage-point change in index from previous forecast.
5. As a proportion of production capacity in the economy.

4. Net external debt and GDP are calculated at comparable SDR exchange rates.

The inflation forecast is shown in Table 2.
Inflation is forecast at 372% one year ahead. In June
an inflation rate 4% was forecast for one year ahead,
but over the one-year horizon corresponding to the
current one-year forecast (i.e. up to and including
Q3/2005), an inflation rate of 3% was forecast. Two

years ahead, inflation is also forecast at 3%2%, while
in June, inflation of only 2'4% was forecast two years
ahead. It should be noted that the June forecast hori-
zon spanned only Q2/2006, while the current forecast
includes Q4/2006, close to the peak of investments
for the aluminium industry.
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Table 2 Central Bank inflation forecast

Percentage Change on

change on Annualised same quarter

previous quarterly of previous

% quarter change year
2002:1 1.0 4.2 8.7
2002:2 0.4 1.6 5.5
2002:3 0.2 0.7 33
2002:4 0.6 2.3 22
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 2.5
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 1.1 4.7 3.7
2005:1 0.7 2.6 4.0
2005:2 0.9 3.7 32
2005:3 0.8 32 35
2005:4 0.5 22 2.9
2006:1 0.7 2.8 3.0
2006:2 1.1 44 3.1
2006:3 1.2 5.0 3.6
2006:4 1.0 42 4.1

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

Change, Change
% year-on-year  within year
2001 6.7 9.4
2002 4.8 1.4
2003 2.1 2.4
2004 32 3.8
2005 34 3.0
2006 3.5 43

Shaded area indicates forecast.

Chart 1 presents the forecast and the estimated
confidence intervals. The Bank evaluates the upside
and downside risks to the forecast as symmetric one
year ahead. However, there is an upside risk in the
longer term.
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Chat 1 ) .
Central Bank inflation forecast

Forecasting period 2004/Q4 - 2006/Q4

I 50% confidence interval
3 75% confidence interval
— — - [ 90% confidence interval

8 < cnP

Lower tolerance limit Y
O+—r—r—+ "+ T T T T T T T T T T T T T T

2000 | 2001 | 2002 | 2003 | 2004 | 2005 | 2006
Source: Central Bank of Iceland.

It is important to remember that, as always in
Central Bank of Iceland forecasts, an unchanged
monetary policy stance is assumed over the forecast
horizon. Indeed, the main task of monetary policy in
the medium term will be to ensure that the potential
overheating implied in the forecast does not materi-
alise, and that the inflation target will be attained. In
particular, the forecast serves the purpose of guiding
the Central Bank in its monetary policy decisions
rather than describing the way that the Bank consid-
ers developments are most likely to unfold in the
coming years. In all probability the Bank’s policy
rate will be higher over the forecast period than
assumed in the forecast.

IT External conditions and exports

Fairly robust global growth and low inflation

In recent months international institutions have
revised their growth forecasts downwards for this
year and 2005. Nonetheless, GDP growth in the US
is still forecast at just over 4% this year and 3%:%
next year. Rather slower growth is forecast in the
euro region, at 2%:% in both 2004 and 2005. After a
spurt in Q1, growth in Japan slowed in Q2. Surveys
of business and consumer confidence are upbeat and
the outlook is moderately optimistic that, in the next
few years, Japan will work its way out of the eco-
nomic troubles that have beset it for the past 10-15
years. Growth in the developing countries has varied
widely but on the whole it has been running high and
outpaced the industrialised countries. The IMF now



Table 3 Main assumptions for developments in external conditions

Current forecast!

Change from previous forecast®

2004

Marine production for eXport ..........cccceceveevreirereeenne 7.5
Prices of marine products ...........cccooeeevereiincninennns 0.0
AIUMINIUM PLICES .eovvvivinieiirieieiieierieeeteeeeeee e 13.2
Prices of exported goods and services. 2.7
General IMPOTt PIICES ...ovvvrveieeirierieieieeierieeeieeeeeiene 3.5
Of which fuel prices®........c.cooevvrveeeereeeeeeeeeeeenans 27.7
Terms of trade for goods and services...........ccoceeueuene 1.0
Foreign short-term interest rates (%).........cccoccveeeeunuene 2.3

2005 2006 2004 2005 2006
4.0 1.0 1.0 0.5 -1.0
5.0 2.0 3.5 3.0 0.0

-2.7 -7.0 1.4 -1.7 -10
2.4 0.2 2.5 0.1 -1.6
2.0 2.0 1.5 1.0 0.5
9.3 -2.2 10.2 25.6 5.8
1.3 -1.5 2.8 0.0 -1.7
3.5 4.0 -0.2 0.0 0.0

1. % change year-on-year, except for interest rates. 2. Change since Monetary Bulletin 2004/2. 3. Weighted average of petrol (20%) and crude oil

prices (80%).

forecasts global growth of 5% this year and 4.3% in
2005. Although inflation has been kindled by higher
oil prices in much of the world, it is generally expect-
ed to remain low in the industrialised countries, at
around 2%. More details about the assumptions made
for external conditions in the Central Bank’s macro-
economic forecast are presented in Table 3.

Slight rise in merchandise export prices

Prices of marine products, especially demersal prod-
ucts, have been climbing recently from the low at the
beginning of the year. The current forecast assumes
that marine product prices in 2004 will be broadly the
same in foreign currency terms as in 2003.
Aluminium and ferrosilicon prices have soared
recently — the forecast assumes that, in foreign cur-
rency terms, aluminium prices will be up by more

than 13% from last year and ferrosilicon by 20%.
Prices of other merchandise exports are expected to
rise by 7% from 2003. Overall, merchandise export
prices are expected to increase by almost 3% and
prices of total exports by just over 4%. Over the next
two years, marine product prices are expected to rise
by a total of roughly 7% while aluminium will slip
down. Total export prices will increase by 1/2% next
year but remain broadly unchanged in 2006.

The forecast assumes that the exchange rate index
will be 1.6% lower on average than in 2003, but
remains unchanged from November 10. This implies
that, on average, the exchange rate index will be
1.2% lower next year than in 2004. The assumed
global price and wage trends and the corresponding
domestic developments as forecast imply that the real
effective exchange rate based on relative CPI will

Chat 2
Estimated marine product prices

January 2000 - September 2004

2003=100

In domestic currency - — —

In foreign

85 TTTTT T T T T T T T T T T T T T T T T T T T T T T T T T T T T T T T T T T T T T T TTTTTT
JMMJSNJIJMMJISNIMMJISNIMMJISNIMMJISN
2000 | 2000 | 2002 2003 2004

1. Anindex calculated by Statistics Iceland translated into foreign currency using the
export-weighted currency basket. Sources: Statistics Iceland, Central Bank of Iceland.

Chart 3
Real effective exchange rate of the kréna
1980-2006"
1980=100
115
T T
105+ AN~~~ X\~~~

Based on relative
consumer prices

Based on relative

unit labour cost R

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

1. Central Bank forecast for 2004-2006. Source: Central Bank of Iceland.
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strengthen by just over 3% next year and roughly 2%
in 2006. In terms of relative unit labour cost it will
appreciate by 2}2% and roughly 3% respectively.

Export volume grows as well

The fish catch over the first nine months of 2004 was
14% down year-on-year. The main factor at work was
a 19% contraction in the pelagic catch. The much
more valuable demersal catch increased by 3% in
volume terms. Statistics Iceland estimates that catch
value, measured at constant prices, decreased by
0.8% over the period.

Statistics Iceland reports that marine product
export value rose 5.9% year-on-year over the first
three quarters of this year. On the basis of these data
and an expected decline in the average domestic-cur-
rency price of marine products this year, the Central
Bank forecasts that marine exports will grow in vol-
ume by 7.5% in 2004. Exports of aluminium are fore-
cast to rise by 2% and ferrosilicon to contract by 4%,
with increases of 18% in other merchandise exports’
and 5.2% in services, at constant prices. Exports of
aluminium are expected to increase by 31% in 2006
when the Nordural smelter expansion is completed.
Smelting facilities currently under construction will
go on stream in 2006-2008. Growth of other mer-
chandise exports and services exports is also expect-
ed to be robust over the forecast horizon.

Chart 4
Export growth in real terms 1998-2006

%

rrrrrrrrrrrrrrrrrrrrrr T T T T T T T T T
123412341234123412341234123412341234
| 1998 | 1999 | 2000 | 2001 | 2002 | 2003 | 2004 | 2005 | 2006 |
1. Central Bank forecast for 2004-2006. Sources: Statistics Iceland, Central Bank of Iceland.

2. In particular, exports of pharmaceuticals, medical equipment and food
processing equipment. Growth forecasts are based on information from
leading companies in these sectors.
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Chart 5
Merchandise export growth 1997-2006"

%

Total merchandise exports

1997 1998 1999 2000 2001 2002 2003 2004 2005 2006

1. At constant exchange rates. Central Bank forecast for 2004-2006.
Sources: Statistics Iceland, Central Bank of Iceland.

III Financial conditions

In Monetary Bulletin in September it was concluded
that financial conditions of the economy were still
favourable for borrowers, despite a slight tightening
since the beginning of the summer, and unambigu-
ously easier for households. Broadly speaking this
finding is unchanged, despite a considerable rise in
short-term interest rates since the spring and two
hikes since September when Monetary Bulletin
2004/3 was published.

Central Bank policy interest rate hikes continue

Since the spring, the Central Bank has sought to
tighten the monetary policy stance in response to
surging demand, rising inflation and credit growth.
On the back of the 0.5 percentage point rise

Chart 6
Central Bank policy interest rate 2002-2006

Red and yellow linesindicate forward interest rates. Boxes indicate interest rate
forecasts by financial analysts before publication of Monetary Bulletin (MB).
%

o A
Policy interest rate

Source: Central Bank of lceland.




announced when Monetary Bulletin 2004/3 was pub-
lished in September, the policy interest rate was
raised by 0.5 percentage points in the beginning of
November. This was the fifth policy rate hike this
year, bringing the total increase to 1.95 percentage
points.

In accordance with the Central Bank’s declara-
tions in recent editions of Monetary Bulletin that con-
tinuing policy rate rises could be expected, market
agents clearly anticipate further increases. Indi-
cations can be seen, for example, from implicit for-
ward interest rates that can be derived from the yield
curve on non-indexed bonds. Given certain assump-
tions, market agents’ expectations about the shorter
end of the yield curve can be inferred from the for-
ward rates. On the basis of this analysis, the market
expects the policy rate to peak at about 8% two
years ahead, which is somewhat above the prevailing
expectations in mid-May when the Central Bank pre-
pared its previous inflation forecast, reflecting an
increase in the policy rate since then beyond what the
market apparently expected at that time. The market
appears to expect the policy rate to be raised by
around 1 percentage point over the next two years,
which is a rather flatter profile than was foreseen in
June.

Interpretation of forward interest rates needs to
take into account that they may also incorporate an
investors’ risk premium and therefore diverge from
the market agents’ actual expectations.? It may be
useful to incorporate information from the survey of
financial analysts’ evaluation of policy rate develop-
ments for the next two years into the analysis. On
average, analysts forecast the policy rate to reach
82% one year ahead, where it will broadly remain
until the second half of 2006 (see Box 5). This is a
marginally higher and steeper profile than can be
read from forward rates, which is the opposite pattern
to June.

Despite recent rises, the policy rate in real terms
(calculated on the basis of the breakeven inflation
rate defined as the spread between non-indexed and
indexed three-year Treasury bonds) is only slightly

3. The risk premium may be seen as a premium that investors require due
to uncertainty about future interest rate developments or for positions
in securities that may later prove difficult to unwind. A further compli-
cation could be that the risk premia may vary over time.

higher than over the past half year, but rose in
November after the Central Bank’s latest hike. The
interest-rate differential with abroad has widened and
continued to bolster the krona — the exchange rate has
been quite stable over the past year. Interest rates in
foreign credit markets are still very low. The sluggish
recovery among most of Iceland’s trading partner
countries probably implies that the increase in short-
term rates will be modest in the near term. Icelandic
businesses, financial undertakings and to some extent
households as well are therefore likely to enjoy
favourable financial conditions in foreign credit mar-
kets in the period ahead.

Chart 7
Nominal policy interest rate, inflation
expectations and the palicy ratein real terms
Daily data July 1, 2002 - November 23, 2004
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1. Defined as the spread between non-indexed and indexed three-year Treasury bond yields.
Source: Central Bank of Iceland.

Other short-term interest rates have not fully fol-
lowed the rises in the Central Bank policy rate, and
towards the end of November lay well below it.
Average yields on 3-month and 6-month Treasury

Chart 8
Policy interest rate and other short-term
market rates. Treasury notes and REIBOR

% Daily data July 1, 2002 - November 23, 2004
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bills were 6.4% and 6.9% respectively in the first half
of November, marginally above their August aver-
ages of 6.3% and 6.5%.

Foreign short-term interest rates edge up from a
historical low

Foreign short-term interest rates have edged up from
their historical low, in pace with higher policy rates
in the US, UK and several other countries. The most
important factor is that the European Central Bank’s
(ECB) policy rate has still not risen, because
Iceland’s foreign exchange exposure is probably
greatest against the euro. Thus higher foreign short-
term rates are still not significantly affecting the
Icelandic economy, except insofar as expectations of
higher rates attract debtors towards longer-term bor-
rowing even though long-term interest rates are high-
er at the moment. Since September there has been lit-
tle change in foreign short-term rates, except that the
US Federal Reserve raised its funds rate by 0.25 per-
centage points on September 21 and again on
November 10. The ECB is not expected to raise its
key interest rates in the next few months and the
Bank of England’s last hike was in March. In the cur-
rent forecast, an average foreign short-term rate of
3% is assumed next year, rising to 4% in 2006. This
assumption is unchanged since the June forecast.

Chart 10
The Central Bank policy interest rate and T-notes

Daily data January 3, 2003 - November 23, 2004
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Chart 11
Yields on indexed long-term bonds

Daily data January 3, 2001 - November 23, 2004
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Chart 9
Domestic and foreign short-term interest rates
and the interest-rate differential with abroad
3-mo. T-hills, weekly data January 1997 - November 2004
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Chart 12

Long-term interest rates in Iceland and abroad

Daily dataMay 21, 2002 - November 23, 2004
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Chart 13
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Chart 14
Housing bond and HFF bond real yields

Weekly data January 3, 1999 - July 7, 2004
Daily dataJuly 8 - November 23, 2004
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Non-indexed T-note yields rose in pace with the
policy rate, but indexed and foreign long-term
interest rates have fallen
Until the policy rate hike early in November, yields on
non-indexed Treasury notes had remained fairly stable
since the spring. They increased after the policy rate
rise was announced, most sharply on notes with the
shortest maturity. Towards the end of November, for
example, the yield on six-year T-notes was roughly
0.1-0.2 percentage points above the average for the
second half of September and all of October.
Long-term indexed bond rates, on the other hand,
have shown a marked drop in recent months, which
can be explained by changes in the housing loan mar-
ket, i.e. the introduction of cash mortgages to replace
housing bond mortgages and the banks’ entry into the

housing finance market. Yields on Housing
Financing Fund (HFF) bonds have been some 0.3
percentage points higher than on 10-year government
bonds, which have hovered in the range 3.6%-3.8%
in recent weeks.

Foreign long-term interest rates have inched
down over the past three months, continuing the pat-
tern since the early summer. Rates on 10-year US T-
bonds have been in the range 4.0%-4.3% for the past
four weeks and corresponding Euro benchmarks in
the range 3.7%-3.9%.

Non-indexed lending rates of commercial banks
and savings banks have risen in fairly close line with
the Central Bank policy rate, while indexed lending
rates went down by 0.5 percentage points on average
in the first half of September.
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Credit and money continue to surge

The surge in credit is evidence of favourable eco-
nomic and financial conditions. In recent months
credit growth has continued to gain momentum.
Lending by the credit system as a whole grew by
15.4% over the twelve months to the end of June.
Data for the credit system as a whole until the end of
September are not yet available, but an approxima-
tion of the growth rate can be obtained by adding
lending figures for the deposit money banks (DMBs),
HFF and pension funds. At end-September their
twelve-month lending growth was 22%. Lending to
the corporate sector showed particularly rapid
growth, having increased by more than one-fifth at
the end of June and by almost one-third at the end of
September. Lending to households has also soared
over the past two quarters. Annual growth in com-
bined household lending by DMBs, pension funds
and the HFF amounted to 14% at the end of
September. Data for DMB and HFF lending are
available until the end of October. Domestic lending
by DMBs grew by more than 7% over the month and
one-third over one year. To some extent, the increase
in DMB lending is at the expense of the HFF, and
perhaps the pension funds as well, although no data
are available for the latter’s lending in October. At the
end of October, combined DMB and HFF lending
had increased by slightly less than 23% in the space
of a year.

Growth in broad money (M3) has been in the
range 15-25% since spring 2003 and close to 20%
over the past twelve months. Such strong growth is
obviously incompatible with price stability in the

Chart 15
Lending growth January 2001 - October 2004
Quarterly credit system lending, monthly bank lending and
Housing Financing Fund lending
. 12-mo. change (%)
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1. Dueto areclassification of lending, after September 2003 data by sector are not comparable with
earlier data. Source: Central Bank of Iceland.

long run, even if the short-term link between money
and inflation appears relatively weak.

Slight strengthening of the krona but equity prices
have slipped recently
The exchange rate has been quite stable over the past
few months. Changes in the exchange rate have
therefore had little impact on financial conditions.
The Central Bank’s June forecast assumed an
exchange rate index value of 124. The index was
close to 122 when that forecast was reviewed in
September and in recent weeks it has been near 120.
After falling in October, equity prices have
climbed back in recent weeks and remain high by
common measures. In mid-November, after the slide,
the ICEX-15 index still stood more than 60% higher
than at the beginning of the year and 150% higher
year-on-year. In fact, ICEX-15 was almost 6% high-
er on average in the first three weeks of November
than the average for August, so the position has
changed little since financial conditions were last
assessed before the publication of Monetary Bulletin
2004/3 in the beginning of September.

Increased supply of lower-interest mortgage loans
has boosted household financial conditions

The bulk of household debt is fixed interest, indexed
and long-term, while just over one-tenth consists of
short-term debt or variable-interest loans that track
changes in the Central Bank policy rate. Even though
the lion’s share of their long-term debt carries fixed
interest, households can achieve considerably easier
payment burdens by refinancing their stock of debt, if



the spread between the two is wide enough to offset
refinancing costs over a relatively short period.
Interest on the mortgage loans that banks have been
offering households recently is 0.95 percentage point
lower than the previous housing bond rates. The
banks lent some 55 b.kr. in mortgages from the time
they began offering new terms late in August until the
end of October. A large share of those loans was used
to prepay older HFF loans (see Box 1).

Corporate sector financial conditions are

favourable and have changed little since September
Financial conditions of the corporate sector have
shown little change since September. More diverse
channels of finance are open to businesses than
households, and are correspondingly more difficult to
evaluate. A large amount of the stock of corporate

debt is foreign in origin and at the end of September
more than 60% of companies’ debt with DMBs was
exchange rate-indexed. International interest rate and
exchange rate developments therefore exert a strong
impact on the corporate sector’s financial conditions.
Overall, no significant change can be discerned in
international interest rate trends since the last analy-
sis of financial conditions in September. However, in
the US the federal funds rate has been raised twice by
a total of 0.5 percentage points and is currently 2%.
Short-term rates are still extremely low and on aver-
age have only inched up slightly since September,
while long-term rates have trended downwards. At
present, corporate spreads are considerably lower
than 1-2 years ago, which may benefit Icelandic busi-
nesses. In the US, corporate spreads have fallen by 1-
172% from their peak in 2002.

Box 1 Main changes in the housing market in 2004

Major changes have taken place in the Icelandic mort-
gage market this year. The state Housing Financing
Fund (HFF) has expanded its activities and the com-
mercial banks have captured a share of the market.

The HFF’s maximum loan amounts were raised in
the beginning of the year and again in October. In total
they were increased from 8 m.kr. for housing in the
secondary market and 9 m.kr. for new housing to 11.5
m.kr. for either category. The combined ceiling for
main and second mortgages has also been reset at 13
m.kr.

The format of HFF bonds was changed in July.
Loans are now disbursed to borrowers in cash, instead
of the old tradable housing bonds. Interest rates are
fixed but reflect market yields at the time the mortgage
bonds are issued. They are in an annuity format with a
maturity of 10, 20, 30 or 40 years and two due dates
per year. Interest rates on mortgage loans had come
down to 4.15% at the end of November, compared
with 5.1% on the housing bonds that they replaced.

At the end of August, the commercial banks
responded to the changes in HFF terms by offering
CPIl-indexed mortgages at a lower rate of interest
(4.3%) and a loan-to-value ratio of up to 80% (relative
to market prices) or 100% (of fire insurance value),
whichever was lower. As a rule these loans are indexed

with a maturity of 25 or 40 years, and carry a fixed rate
of interest (in some cases with five-year review
clauses), which had come down to 4.15% at the end of
November. Since these loans are not confined to hous-
ing purchases, they can also be taken for refinancing
and mortgage equity withdrawal. Some savings banks
and pension funds have responded to this competition
by lowering their interest rates and raising their loan-
to-value ratio.

The HFF’s increase in its maximum loan amounts
in October was made earlier than planned, and its loan-
to-fire insurance value ratio was increased from 85%
to 100%. In turn, the banks began offering 100% loans,
although these are subject to various restrictions and
differ in a number of ways from the 80% loans on
offer. For example, their maximum amount is set at 25
m.kr., while 80% loans are unlimited. Another require-
ment is that they are only used to finance housing pur-
chases, and the borrower’s debt service capacity is put
through a more stringent evaluation process. From
August 23 to the end of October the banks had dis-
bursed mortgage loans amounting to more than 50
b.kr. A large proportion of the new borrowing has been
used to prepay older loans from the HFF, whose mar-
ket share has contracted recently.
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Table 4 Changes in financial conditions since September 2004

Sectoral impact!

First 3

4 weeks to  weeks of House-  Export and Financial Other

August 30 November  holds traded goods undertakings business
Policy interest rate in real terms?............ccccoorverrerrereenen. 3.1 3.8 - - - -
Short-term interest rates®...........cooovvvrverirrerieerienirnenens 32 3.0 + + +/— +
CPI-indexed domestic interest rates
(yield on 40-year HFF bonds)* ..........cccoooevrrerrerrerrerinnnn. 3.8 3.7 + +/—
Average non-indexed domestic bank rates...................... 12.1 12.6 - - -
Average CPI-indexed domestic bank rates ...........c.c........ 8.0 7.5 + + +
Foreign short-term interest rates (3-month T-bills)....... 1.9 2.1 - - - -
Foreign long-term interest rates (10-year T-bonds)>........ 4.2 39 + + + +
Exchange rate indeX .........ccoeeiveeininecnneeeeccnees 121.7 120.0 + - +/— +/—
EQUity Prices® ..o 3,216.6  3,401.0 + + + +

1. ’+” indicates more favourable financial conditions, - less favourable, *+/~" ambiguous and *.”

not applicable. 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.
Sources: EcoWin, Iceland Stock Exchange and Central Bank of Iceland.

Buoyant equity prices imply easy corporate finan-
cial conditions. Even after a considerable downturn
in equity prices in recent weeks, the ICEX-15 index
is still around the same level as in September and
much higher than at the beginning of the year.

On the whole, corporate sector financial condi-
tions have changed little. Domestic short-term inter-
est rates have risen, but so have inflation expecta-
tions, and foreign interest rates are still very low and
are hardly likely to increase rapidly in the near future.

Financial conditions of financial companies
marginally tighter

In the September analysis, the financial conditions of
financial companies were deemed marginally tighter
than in the spring. In November, the policy rate was 1
percentage point higher in real terms than the average
in the first half of September, based on the three-year
breakeven inflation rate. Financial companies have
been lengthening the maturity of their foreign borrow-
ing in recent months, which increases their debt serv-
ice burden, but this has been offset by the downward
trend in long-term interest rates in the past few
months. The banks’ funding appears to be smooth and
their interest rate premia have probably gone down
recently, if anything. Recent equity offerings have also
been well subscribed.
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IV Domestic demand and output

When the last macroeconomic forecast was pub-
lished in the beginning of June, no data were avail-
able for GDP growth during the current year. The
national accounts for the first two quarters have sub-
sequently been published and were at hand when the
outlook was assessed in September. They show that
GDP growth and national expenditure this year are
heading beyond what was forecast in June. Private
consumption growth in H1/2004 was the highest for
five years and gross fixed capital formation is soar-
ing, especially in business investments including the
power and aluminium sectors. However, in spite of
rising exports, foreign trade made a negative contri-
bution to GDP growth — as it did during the last three
quarters of 2003, albeit on a smaller scale now. GDP
growth in the first half of 2004 was 5%, and with
broadly the same pace expected for the second half,
the forecast is that GDP will grow by just under 5%2%
over the year as a whole. Growth is expected to
remain robust for the next two years.



Table 5 Indicators of demand in the first three quarters of 2004

% change from year before unless otherwise stated

Grocery turnover, in real terms ........c.coveerereeeeriereerireeeeeeeees
Payment card turnover, in real terms?...........cccoovvrverrenrerrsrsreennns

of which domestic

of which abroad...........ccooveiririeiiiieee e
Car registrations, increase in NUMDET ..........cceevverierierereriereeeenenes
Cement sales, volume change (tonnes)..........cccceveveerveererieneenennnn
General imports, volume change ...........ccccoocevvevivenieiinieneneieene
Imports of consumer goods, volume change ............cccocoveveieennne

Private motor VEhICIeS .......cveverieieririiieieerieeeieeeee e

Consumer durables, e.g. household appliances.
Consumer semi-durables, e.g. clothing.........

Food and DEVEIages..........evrverieiriinieieieiesieieiesieiee e
Imports of investment goods (excl. vessels and aircraft), volume change..............
Gallup confidence INAEX ........ccooveverirerieieeneieeeee e

CUITENE STEUALION ...ttt

Expectations six months ahead

[0} 02 03 In 2004 (period)’

......................... 3.8 34 4.3 3.9 Jan.-Oct.
......................... 9.8 9.8 4.9 7.4 Jan.-Oct.
8.9 8.6 4.0 6.3 Jan.-Oct.

......................... 27.3 29.1 18.4 252 Jan.-Oct.
......................... 35.8 28.4 19.5 26.2 Jan.-Oct.
......................... 65.4 48.5 37.1 44.1 Jan.-Oct.
......................... 23.7 18.7 13.6 13.6 Jan.-Sept.
......................... 14.5 15.3 14.5 14.5 Jan.-Sept.
......................... 24.4 242 24.6 24.6 Jan.-Sept.
21.7 19.4 16.3 16.3 Jan.-Sept.

10.7 9.9 8.8 8.8 Jan.-Sept.

......................... 13.8 11.8 10.5 10.5 Jan.-Sept.
36.9 38.3 23.8 23.8 Jan.-Sept.

......................... 18.0 -11.7 5.5 2.1 Jan.-Oct.
......................... 66.1 13.8 23.1 29.1 Jan.-Oct.
24 223 -3.5 93 Jan.-Oct.

1. The first column shows the year-on-year change in % and the second column the period for which data are available. 2. Payment cards of house-

holds (which account for the bulk of payment card turnover) and of businesses.

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.

Private consumption

In June the Central Bank forecast 5/2% growth in pri-
vate consumption in 2004. The outlook now is for a
considerably larger increase. Private consumption
grew by 7.2% year-on-year in the first half of 2004.
For the June forecast to hold, second-half private con-
sumption growth must not exceed 4%. Such a sharp
slowdown seems unlikely in light of indications for Q3
and easier access to consumer loans. The increase in
motor vehicle registrations has slowed slightly, but
imports of consumer goods grew at broadly the same
rate in Q3 as early in the year. In Q4 the impact of
greater credit supply and lower mortgage interest rates
will stimulate private consumption further.

As pointed out above, greater supply of credit to
households at lower interest rates implies a consider-
able easing of their financial conditions. This may
prove to be a crucial factor, because recent private
consumption growth has been sustained by ongoing
household debt accumulation and the heightened
wealth effect caused by rising asset prices. Real
wages rose 1.4% year-on-year over the first ten
months of 2004 and employment has apparently con-
tracted (see later). However, the most recent labour

market data suggest that labour demand has been
picking up in the last quarter of the year. Per capita
real disposable income is estimated to increase by 3%
year-on-year in 2004. Growing private consumption
during the year is therefore clearly not only driven by
increased disposable income, but by households’
expectations of higher future earnings and easier debt
service, the result of lower interest rates and longer
debt maturities — at the same time as assets have
gained value, increasing their mortgageability.

Chart 17
Growth of consumer goods imports
and private consumption 1996-2004

V olume change on previous year

B ’(Privateoonsumption -
- growth _
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Source: Statistics leeland.
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Households are fairly optimistic about the future,
judging by Gallup’s consumer confidence index.
Although this index has dipped twice during 2004 it
is still running high. Such a climate makes house-
holds more willing to increase their debt — as shown
by the 14% growth in lending by the main pillars of
the credit system, i.e. DMBs, the HFF and pension
funds, over the twelve months to the end of
September. Growth picked up even more speed in
October, since at the end of the month the twelve-
month growth in household lending by DMBs
amounted to 30%.

Chart 18
Private consumption growth and the consumer
confidence index February 2001 - October 2004
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Sources: IMG Gallup and Statistics lcgland.

Besides easier access to credit and lower interest
rates, households have been given added incentives
and scope for borrowing because of rising housing
prices, especially in the Greater Reykjavik Area.
According to the Land Registry, the twelve-month
rise in price per m? of residential housing in and
around the capital was almost 14% in October.
Prices of detached housing have increased the most
in recent months, rising by more than one-fifth over
twelve months and 6% in the past three months. It
can be inferred that the banks’ new mortgage loans
are having an effect here, since unlike HFF loans
they are only capped by collateral coverage and an
evaluation of the buyer’s debt service capacity.
Bank housing loans facilitate mortgage equity with-
drawal because, contrary to HFF loans, they do not
require a property transaction to take place. The
more that housing prices rise, the more equity that
households can withdraw. Another factor is the
wealth effect — both housing prices and equity
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prices have soared during the year, although the lat-
ter partly unwound in October.

All these factors highlight the prime conditions
for private consumption growth at the moment.
While the primary school teachers’ strike may have
acted as a temporary brake, the growth drivers prob-
ably weigh heavier, so there are no grounds to expect
significantly lower private consumption in the sec-
ond half of 2004 than in the first half of the year.
Private consumption is now forecast to grow by 7%
over the year.

Chart 19
Real wages, disposable income and
lending to households
January 1997 - September 2004

Real disposableincome
’4\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\

12341234123412341234123412341234
| 1997 | 1998 | 1999 | 2000 | 2001 | 2002 | 2003 | 2004 |
Sources: Statistics Iceland, Central Bank of Iceland.

Outlook for buoyant private consumption over the
next two years

On a two-year horizon, it seems beyond doubt that
private consumption will continue to grow rapidly.
Private consumption is forecast to grow by 9% in
2005 and just under 7% in 2006. Many factors are at
work. Households have responded promptly to the
banks’ mortgage loans and most indicators suggest
that they will continue to refinance their debt in the
years to come and lengthen the maturities of their
outstanding debt when they do so. The repayment
burden on outstanding debt will therefore ease con-
siderably. Households will be left with more dispos-
able income after debt service and probably spend
most of it on private consumption.

If forecasts for the current year hold, private con-
sumption will have increased altogether by 14% in
real terms in 2003 and 2004. At the same time, house-
hold housing debt will grow by almost 10% in real
terms. Household housing wealth has risen by even
more in real terms, or 22%. This hefty improvement



Box 2 The impact of the banks’ new mortgage loans on private consumption

As described in Box 1, major changes have taken place
in mortgage supply this year. In the spring, the Central
Bank produced an in-depth analysis of the economic
impact of plans by the Housing Financing Fund (HFF)
to offer a 90% loan-to-value ratio and raise its maxi-
mum loan amounts.! The study assumed an increase in
the maximum loan amount from 9.2 m.kr. for secondary
market housing and 9.7 m.kr. for new housing to 15.4
m.kr. for both categories, an increase in the loan-to-
value ratio from 65-70% to 90% of purchase price (and
from 85% to 100% of fire insurance value), a require-
ment that the loan would be on a first priority pledge,
and shortening of the maturity of maximum loans from
40 to 30 years. Certain assumptions need to be changed
before the same methodology can be applied to evalu-
ate the impact of the commercial banks’ recent mort-
gage loan offers. The banks do not specify absolute loan
ceilings, so this restriction does not apply, but set a max-
imum loan-to-value ratio of 80% of purchase price
(except in the case of 100% loans, which are capped at
25 m.kr.). Bank mortgages are also limited to 100% of
fire insurance value (but this can be exceeded for 100%
mortgages by buying extra insurance cover). The banks
insist on a first priority pledge for their new loans,
which are generally for a term of 40 years.

In its report, the Central Bank assumed that the
average mortgage term would be shortened from 34 to
29 years. The commercial banks’ new mortgage offers,
however, are not likely to result in a shortening of the

1. Central Bank of Iceland, Efnahagsleg ahrif breytinga a fyrirkomu-
lagi lansfjarmognunar ibuidarhisncedis (The economic impact of
changes in housing financing arrangements), report to the Minister of
Social Affairs, June 28, 2004.

in their equity will drive households’ capacity and
propensity to spend over the forecast period. A sub-
stantial part of the expected growth in private con-
sumption over the next two years can be traced to
greater household wealth. The new mortgage
arrangements have played a major role in this trend.
At a cautious estimate, the new arrangements will
boost private consumption by 1'5-2 percentage points

average mortgage term, since bank mortgages are for 25
and 40 years, like previous HFF loans, and not for 30
years as the new HFF loans were expected to be.
Shorter maturities have a constrictive effect, since other
things being equal they will increase the debt service
burden and thereby dampen private consumption. The
new bank loans do not have this effect, so they will
probably serve to ease the debt service burden, despite
increased borrowing. Since these loans can be used for
refinancing without a housing transaction taking place,
they are likely to lead to even longer maturities.

The HFF’s planned changes in its lending arrange-
ments were expected to leave only 2.5% of homebuy-
ers’ debt service capacity unused (compared with 7%
previously) due to loan ceilings and priority pledge
requirements. Virtually no such scope can be expected
to remain now, since the 100% fire insurance value fac-
tor will probably cap mortgages in most cases, regard-
less of whether the loan-to-value ratio is 80% or 90%.

The report expected that the average amount of new
loans would increase by roughly 5%, corresponding to
a 2% rise in average household debt at the new equi-
librium level. At a cautious estimate the new bank loan
offers will increase the average amount of new loans by
around 7%2%, in particular since housing transactions
are no longer a precondition for borrowing.

On the basis of these assumptions, and allowing for
the transmission of the new loans through disposable
income, interest rates, access to credit and the wealth
effect, the outcome is that private consumption will
grow over the next three years by a total of 15-2 per-
centage points more than would otherwise have been
the case, and that the main impulse will be delivered
during the first year under these new arrangements.

more than otherwise over the next two years. Besides
being transmitted through higher housing prices and
thereby driving up household wealth, the changes in
the mortgage market are reflected in easier access to
credit and lower long-term interest rates, and have an
indirect effect on disposable income (see Box 2).
Labour demand is also poised to firm up over the
forecast period (see the analysis of the labour market
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below). Labour participation and employment should
rise and wage drift, which has been subdued recently,
is likely to increase. Income from employment
should increase faster over the next few years than in
the recent term. Other effects will be delivered in
2005 by cuts of 1 percentage point in personal
income tax and 2 percentage points in the higher-
income tax surcharge, coupled with a 5%2% increase
in the tax-free personal allowance. In 2006 the
income tax rate will be reduced by a further 1 per-
centage point, and the personal allowance will be
raised by 5%. Child benefit will also go up consider-
ably in that year. All told, lower taxes and faster-
growing income from employment will cause dispos-
able income to increase faster in 2005 than this year.
Per capita real disposable income is expected to grow
by almost 4% in 2005 and 2'2% in 2006.

According to the current forecast, private con-
sumption will increase at a considerably faster pace
than in the June forecast of just over 6% in 2005 and
just over 5% in 2006. Most of the difference lies in
the new credit market climate and the associated
wealth effect, as described above, while plans to step
up investments for the aluminium industry by even
more than originally envisaged will also have an
impact (see later).

Public consumption

Public consumption looks set to increase by roughly
12% this year, broadly in line with the assumption in
the Ministry of Finance’s national budget from the
beginning of October. However, the current figure
incorporates the effect of the teachers’ strike, which
will reduce public consumption expenditure in 2004
and increase it in 2005. It should be pointed out that
revised accounting procedures make this year’s
expenditure figures exceptionally difficult to inter-
pret.

According to estimates in the budget proposal for
2005, underlying public consumption growth will
amount to 2%. The Central Bank forecast assumes a
rather larger underlying increase, at 2.5% in all,
divided between local government (3.0%) and central
government (2.3%). One reason for deviating from
the budget proposal assumptions for underlying pub-
lic consumption growth is that expenditure figures
for the year seem to indicate that both outlays and
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revenues will overshoot the estimates made this
autumn. Also, it seems a rather unrealistic target to
keep the increase in public consumption growth to
within 2% in 2005 and 2006 when substantial output
growth is expected, especially given that public con-
sumption by local government has increased more
than 5% annually on average since 1998, and almost
3% by central government and the welfare system.
Furthermore, the budget proposal’s general 1% cost-
efficiency demand for most government agencies
must surely be regarded as quite weak, since it is a
complicated matter to fulfil such decisions. Finally,
public consumption growth has tended to be underes-
timated at this time of year in the past, by an average
of 1.2% over the period 1998-2003, as shown in
Chart 20. Thus the Central Bank forecasts that public
consumption will increase by just over 3% in 2005
and 2%2% in 2006.

Chart 20
Public consumption growth
— forecasts and outcomes 1998-2003
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Sources: Ministry of Finance, National Economic Institute (until 2002) and Statistics lceland.

Gross fixed capital formation

Growth of gross fixed capital formation is firmly
shaped by the increasing momentum behind invest-
ments in power stations and the aluminium industry.
In June the Central Bank forecast that gross fixed
capital formation would increase by 17% in 2004,
which appears likely to hold. In the first half of 2004,
gross fixed capital formation grew 19% year-on-year.
The rate in Q3 was probably broadly the same,
although the increase in imports of investment goods
has slowed down. No breakdown of quarterly data is
available showing the respective shares of business-



es, public sector and households in gross fixed capi-
tal formation, but it is clear from Treasury expendi-
ture figures that public sector investment has been
shrinking over the course of the year and the current
forecast assumes a contraction in the second half.
Business investment, on the other hand, is soaring,
due to construction of power stations. Most indica-
tors also suggest that residential housing investment
will increase by at least as much as in 2003.

Chart 21
Gross fixed capital formation and imports of
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Investment is forecast to grow by more than 20%
in 2005 and almost 3% in 2006. Next year’s invest-
ment level is far higher than was forecast in June,
while the figure for 2006 is somewhat lower. More
investment in 2005 is largely the result of new plans
for aluminium-related projects and increased housing
investment, partly driven by the new domestic mort-
gage market climate and its impact on housing prices,
which provide a further stimulus to invest. The lower
investment level in 2006 than forecast in June is pri-
marily caused by the higher level next year.

Business investment

The changes in the forecast for businesses’ gross
fixed capital formation this year and in 2005 are
largely explained by investment in power stations
and aluminium smelters. These projects are now in
full swing. Work is in progress on the Karahnjikar
hydropower station in east Iceland and geothermal
stations in Hellisheidi and Reykjanes (southwest
Iceland). Construction of Alcoa’s Fjardaal smelter in
Reydarfjorour and the Nordurdl smelter expansion
has begun. Total investment on these projects will be

as much as 250 b.kr. In 2004, the total investment
will amount to 38 b.kr., which represents 18% of total
gross fixed capital formation over the year, and
almost one-third of total business investment.

Investment in these projects will peak over the
next two years, at 86 b.kr. in 2005 and more than 80
b.kr. in 2006. Further expansion at Nordural is the
main change that has occurred in aluminium-related
investments. Nordural now plans to expand to 122
thousand tonnes per year (tpy), instead of the former
90 thousand tpy (see Box 3). The additional invest-
ment spurred by this 32 thousand tpy expansion is
expected to amount to 10% b.kr. and will be made
over the next two years.

There are various indications that increases in
investments by other sectors have been increasing
and will gain pace next year. The investment index,
compiled from a survey conducted twice-yearly by
IMG Gallup for the Central Bank and Ministry of
Finance (most recently in September), is at its high-
est value since these surveys were launched in
September 2001. Indices of profits and staff numbers
show the same pattern. To some extent this optimism
may be connected with projects related to the alu-
minium industry investments, e.g. among transport
and consulting companies. Heavy investment has
also been made in various services and the hotel and
catering sector in recent times, accounting for rough-
ly one-fifth of business investment in 2003 and
increasing this year.

Vigorous growth has characterised the activities
of companies listed on Iceland Stock Exchange
(ICEX) this year. Nine-month interim results from 28

Chart 22
Third-quarter EBITDA, profit and turnover
of companies listed on ICEX !
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Box 3 Revised plans for smelter and power station construction

In the past few weeks the scenario for investments in
aluminium smelters and power stations has changed in
two respects. Nordural has decided to boost its pro-
duction capacity by more than previously planned,
with an additional investment of just over 10% b.kr.
spread over 2005 and 2006. Alcoa has also revised the
cost and development schedules for its aluminium
smelter in Reydarfjordur, east Iceland. While estimat-
ed total cost has not changed substantially from previ-
ous plans, investment will be stepped up next year with
a corresponding reduction in 2007. Overall, the scale
of investment in these projects will increase consider-
ably in 2005 and slightly in 2006, but contract in 2007.

In the beginning of November Nordural concluded
an agreement with Sudurnes Heating (Hitaveita
Sudurnesja, HS) and Reykjavik Energy (Orkuveita
Reykjavikur, OR) on expanding its smelter at
Grundartangi, west Iceland, by 32 thousand tonnes per
year (tpy) over and above the 90 thousand tpy expan-
sion that had already been agreed. When this new
capacity goes on stream in autumn 2006, total produc-
tion capacity at the smelter will be 212 thousand tpy.
Talks are also in progress with the same utilities on fur-
ther power sales to boost Nordural’s production capac-
ity by a further 8 thousand tpy in 2006.

Nordural is also mulling a further 40 thousand tpy
expansion over the period 2007-2009. If this project
materialises, the smelter’s total capacity could increase
to as much as 262 thousand tpy towards the end of the
present decade. Preparations and talks with OR and
other authorities are under way and a conclusion is
aimed for within 4-6 months.

companies listed on ICEX* show turnover increasing
by more than one-fifth year-on-year, and improved
EBITDA of almost 13% compared with 11.5% in
2003. Profit after taxes remains broadly unchanged
even though the companies’ financial items are much
more negative than last year. Cash from operating
activities has grown by almost one-third year-on-

4. Excluding financial institutions and insurance companies.
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Estimated cost of the expansion that has already
been agreed is 7.5 b.kr., of which 4.5 b.kr. will be
invested next year. The manpower requirement during
construction will increase by an estimated one-third, or
140 man-years, compared with earlier plans.

The bulk of power for the plant will be supplied by
HS. Geothermal harnessing that it is currently under-
taking on the Reykjanes peninsula will provide up to
100 MW. Since this figure is some way above previous
estimates, there is more scope for power sales to
Nordural than originally assumed. HS’s power station
at Svartsengi will be expanded by 20 MW with an
investment estimated in the region of 3 b.kr. Total
investment in the additional 32 thousand tpy capacity
at Nordural and harnessing the power to supply it is
estimated at 10% b.kr., while the total cost of expand-
ing Nordural from 90 to 212 thousand tpy is put at 32
b.kr., and the extra power facilities at just over 20 b.kr.

Aluminium and power sector investments:
total investment cost 2001-2009

Construction of Fjardad smelter, expansion of
Nordurdl smelter and related power fecilities

© B.kr. (line) % of GDP in 2004 (columns) 10
00 - CEstimatein ,,,,l, ,,,,,,,,,
80+ June 2004 /e g
70 - MEstimatein A B\
60 December2004 /| W | W L6
5o —Estimatein  _ _/ @ [ W\ _______
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Source: Central Bank of Iceland.

year. Profitability is up in all sectors apart from fish-
eries, where EBITDA has shrunk from almost 22% to
18% and profit from 10% to 7.4%, due to negative
financial items.

Corporate sector financial conditions have been
very favourable for a long while, especially interest
rates on foreign borrowing. Foreign short-term rates
are still close to their lowest point for half a century
and premia have generally been heading downwards,



as mentioned above.®> Despite a lack of information
about average interest terms of Icelandic businesses,
they are clearly easy from a historical perspective,
since lending to the corporate sector has been soaring.
Lending to businesses by the main pillars of the credit
system, i.e. DMBs, the HFF and pension funds,
increased by 18% over the twelve months to the end of
September. Such intense growth, along with other
indicators, suggests sizeable levels of investment.

The Central Bank forecasts that business invest-
ment will increase by more than 29% in 2005 but
only just over 2% in 2006, as a result of the base
effect of huge investment in the preceding year.
According to the forecast, gross fixed capital forma-
tion in 2006 will equal roughly 27% of GDP. Over
the past two decades this ratio has measured around
20%, although it reached 25% in 1998 and 2000. In
the 1960s and 1970s, however, it ran at around 30%.

Chart 23
Gross fixed capital formation of businesses
and power-intensive industries 1990-2006
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A substantial share of business investment is
directly connected with projects for the aluminium
industry, as mentioned earlier. Business investment
excluding projects for power-intensive industry,
ships and aircraft is expected to grow by only just
over 4% next year and 2% in 2006. According to the
forecast, some 30% of gross fixed capital formation
in 2005-6 is connected with construction of alumini-
um smelters and power stations.

5. In the US, corporate spreads have dropped by 1-1% percentage points
from their peak in 2002.

Public sector investment

Plans to cut back construction programmes which
focus on relatively large and clearly delimited proj-
ects are more credible than general plans for trim-
ming down public consumption. Thus the present
forecast follows the investment plans described in the
budget proposal and the reports accompanying it, and
the long-term plans of municipalities, even though
this produces a fairly low figure for public sector
investment compared with recent times. Public sector
investment is expected to contract by more than 18%
this year and 4% in 2005, and remain unchanged in
2006.

Chart 24
Public sector investment 1990-2006"
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Residential housing investment

Residential housing investment was depressed in the
second half of the 1990s. In spite of rapid growth in dis-
posable income over the period 1997-1999, gross fixed

Chart 25
Housing market prices, construction cost
and housing investment 1985-2006"
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capital formation did not begin to increase on any scale
until around the millennium, after a considerable rise in
housing prices, but since then housing investment has
been steadily growing as a proportion of GDP. As Chart
25 shows, the rise in housing prices in excess of con-
struction cost has been one of the main drivers of resi-
dential investment. Housing prices in the Greater
Reykjavik Area have outstripped the increase in the
general price level almost continuously since 1997, by
a total of roughly 50%. Residential housing investment
grew in step with the widening gap between construc-
tion cost and market prices. In 2003, housing invest-
ment rose by 13% at constant prices and amounted to
5%2% of GDP.

Chart 26
Investment as % of GDP 1990-2006"
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Sources: Satistics lceland, Central Bank of Iceland.

Developments this year have followed the same
course. While disposable income will grow more
slowly than in 2003, housing prices have continue to

Chart 27
Total investment growth 1998-2006
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Sources: Satistics Iceland, Central Bank of Iceland.
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rise rapidly. In October, the cash price of apartments
in the Greater Reykjavik Area had increased by
almost 14% year-on-year. Easier access to mortgage
loans and lower interest rates have driven housing
demand and the overall impact could be hefty, as
explained in Box 2. Prices are therefore likely to con-
tinue upwards, spurring more construction in the
years to come.

Housing investment is forecast to increase by
13% year-on-year in 2004. However, this estimate is
partly based on more fragmentary information than
was at hand when the HFF was the sole provider of
the bulk of housing loans. It is known that the banks
have captured a large share of the HFF’s lending, but
no breakdown is available showing how these funds
are allocated, i.e. to refinancing, secondary market
purchases, new housing or renovations, nor how
much has been lent to construction contractors.

Investment in housing is forecast to grow by more
than 8% in 2005 and almost 6% in 2006. This fore-
cast assumes growing real disposable income over
the next two years and a strong impulse to housing
demand from easier credit and lower interest rates.
Housing prices will therefore continue upwards for
some time although the pace will slow down over the
forecast period. Unlike many metropolitan areas in
other countries where prices have also been soaring
in recent years, the Greater Reykjavik Area still has a
relatively large amount of undeveloped land. This
should reduce the probability that the prices will spi-
ral to the extremes sometimes seen elsewhere. When
the gap between market prices and construction cost
begins to narrow again, the incentive for investment
will diminish and it will shrink back. Assuming that
the policy interest rate remains unchanged, this is
unlikely to happen over the next two years — but
demand developments may be sensitive to the inter-
est rate trend.

Imports

Brisk rises in private consumption and investment
this year are reflected in the fastest import growth
since 1998 (see Chart 28). The relatively strong krona
and upbeat outlook for economic growth over the
next few years have stimulated imports, in particular
of consumer goods. A large proportion of investment
good imports is probably associated with projects for



the aluminium industry. This component will grow
even further over the next two years.

In June, the Central Bank forecast import growth
of almost 12% in 2004. According to the national
accounts, growth ran higher in the first half of the
year, at 13%2%. Merchandise import data for Q3 indi-
cate a marginally lower rate of growth than in the
first half, although it was still robust. Imports of con-
sumer goods have been growing at a steady rate of
14-15% so far this year, while imports of investment
goods have decreased for the time being, but will pre-
sumably pick up again when investments for the alu-
minium industry gather pace.

The service account for Q3 is not available at the
time of writing, but in the first half of the year
tourism expenditures rose by 26% year-on-year at
constant prices, and travel and transport expenditures
by almost one-quarter.

Chart 28
Import growth 1998-2006
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Judging by developments in the first half of the
year and an economic climate conducive to private
consumption growth in the closing months, imports
will probably increase by rather more in 2004 than
the Central Bank forecast in June — the current fore-
cast is just over 14%. Growth will speed up in 2005,
to 17%, with increases in private consumption driven
by the wealth effect and easier credit climate, and in
imports for the aluminium industry. In addition, the
kréna is expected to be on average rather stronger in
2005 than this year. Sizeable import growth of more
than 8% is therefore forecast for 2006, although
imports will grow at a slower rate than in 2005.

GDP growth and the output gap

In June, the Central Bank forecast output growth of
4%:% in 2004. Growth was considerably faster in the
first half of the year, at 52%. Based on the most
recent data, output for the year as a whole is expect-
ed to remain broadly in line with that trend, at just
over | percentage point more than was forecast in
June.

If the above forecast for increased national expen-
diture and external trade developments holds, output
growth next year will be just over 6%, which is 1%
percentage points more than was forecast in June. At
the same time, national expenditure is expected to
increase by almost 11%, or more than 3 percentage
points beyond the June forecast. This would be the
highest rate of national expenditure growth since
1987. Firm growth is also expected in 2006, at just
under 5%, which is half a percentage point more than
forecast in June. The forecast increase in national
expenditure remains unchanged.

Outlook for rapid build-up of macroeconomic pres-
sures in the coming years
Growth over the next two years will obviously be
well beyond the production capacity of the economy.
According to revised assessments of demand and
production capacity in recent years, the estimated
output gap has been revised downwards to 1/2% in
2001 and the slack in 2002 to 1%2%, closing com-
pletely in 2003.

Output growth outstripped the estimated growth
in potential output again this year. On the basis of the
assumptions in the macroeconomic forecast, includ-
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ing an unchanged exchange rate and policy rate, the
economy is heading for a substantial positive output
gap over the next few years, at almost 2% in 2004,
almost 4% in 2005 and roughly 5% in 2006, which is
1-3 percentage points more than forecast in June. A
number of reasons underlie this large change, e.g.
lower long-term interest rates and easier access to
credit for households, which affect both private con-
sumption and investment, as pointed out above.
Demand for housing has increased and is driving up
housing prices, which in turn spurs investment in res-
idential housing. Greater housing wealth, lower inter-
est rates, higher loan-to-value ratios on mortgages
and increased scope for refinancing — and thereby
mortgage equity withdrawal — all boost private con-
sumption. New details of the Nordural smelter
expansion have also been taken into account, and its
production capacity is now assumed to increase by
122 thousand tpy instead of 90 thousand tpy.
Furthermore, the krona is stronger in the current fore-
cast than it was in June.

The role of the output gap forecast two years
ahead is to be able to assess the demand impulse to
inflation. Given the heavy investments for the alu-
minium industry at the same time as household cred-
it has become much more accessible, the wide output
gap shown here appears quite plausible. As it hap-
pens, an output gap of a similar size has been record-
ed several times, e.g. almost 5%2% in 1980 and 42%
in 1987. A tighter economic policy stance than
assumed in the forecast will narrow the output gap
and thereby ease inflationary pressures.

Chart 30
The output gap 1992-2006"
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V Public sector finances

Substantial overshoot in central government
revenues and expenditure in 2003

Higher inflation and more economic activity than
assumed in the budget for 2003 generated much more
tax revenue last year than had been forecast. Instead
of a projected 3% increase year-on-year, the outcome
was over 8%. Interest revenues were lower than esti-
mated, possibly due to cautious accounting princi-
ples. Privatisation of the state’s remaining shares in
Bunadarbanki and AVI (Iceland Prime Contractor)
also brought the Treasury 11 b.kr. more than their
book value.

Expenditures also far outstripped the original
budget estimates, since significant outlays were
decided, some of them in an unusual supplementary
budget in March. Regular expenditure was supposed
to rise by 4% according to the budget, but the out-
come was 11%. Just over half a percentage point of
the overshoot can be traced to higher inflation, but
the rest to additional outlays.

According to data from Statistics Iceland based
on the national accounts for 2003, Treasury revenue
increased from 33.0% to 33.6% of GDP, and outlays
from 33.6% to 35.4%, the highest ratio since at least
1980. By this yardstick, the Treasury deficit
increased from 0.6% to 1.8% of GDP.

Outlook for Treasury revenue and expenditure
overshoot in 2004

In the budget for 2004, the Treasury surplus was esti-
mated at 6.7 b.kr. Regular revenues were supposed to
rise by just over 5% from the estimate given in the sup-
plementary budget for 2003, in pace with price devel-
opments and GDP growth. No privatisation proceeds
were expected during the year. Regular expenditures
(i.e. with written-off tax revenues and pension fund
contributions close to average) were expected to
decrease by Y%, implying a reduction of 3% in real
terms. Extensive cutbacks in government spending
were announced, focusing mainly on transport and
communications, the welfare system and general
employment affairs, the areas that had risen most in
2003. As a proportion of GDP, regular expenditures
were supposed to decrease by almost 2 percentage
points to broadly the same level as in 2002. Regular
revenues aimed to increase in pace with GDP growth.



The regular supplementary budget proposal cur-
rently before parliament adds 8 b.kr. to estimated rev-
enues, mostly from VAT, corporate income tax and
capital income tax. Tax revenues are expected to
grow by almost 11% from 2003. Estimated interest
revenues are 2 b.kr. lower than the budget figure due
to more cautious accounting principles, but will still
rise by 2 b.kr. year-on-year. This reduction probably
heralds lower tax revenue write-offs in the future.
Revenues excluding privatisation proceeds are
expected to be 10% higher in 2004 than in 2003,
while the budget aimed for 5%.

New expenditure authorisations in the supple-
mentary budget amount to 6 b.kr., in addition to
existing unused authorisations which will be invoked
to the tune of around 1 b.kr. The largest item is a 2
b.kr. increase in outlays on the health service and 3
b.kr. to the welfare system, in particular unemploy-
ment insurance and mortgage interest rebates.
Consequently, expenditures are scheduled to increase
by 22% year-on-year instead of the 2% decrease
assumed in the budget. However, as a result of
greater output growth and higher inflation, revenues
and expenditure are expected to decrease as a pro-
portion of GDP. The rise in revenue and expenditure
forecasts compared with the budget figures is broad-
ly the same as the increase in nominal GDP over and
above the underlying budget assumptions. Thus the
ratio of revenues and expenditure to GDP is still
expected to decrease by the same amount as assumed
in the budget.

Tax revenues until the end of September were
15%2% higher than for the first nine months of 2003
and expenditure 6-7%, after adjustment for changes
in Treasury accounting principles. If this rate of
increase is sustained until the end of the year, both
revenues and expenditure will overshoot their respec-
tive targets, but the regular Treasury balance will be
broadly as planned. Other indicators suggest, howev-
er, that the overshoot on expenditure could be some-
what greater than on revenues. If so, the regular
Treasury result will be lower than aimed for.

Main features of the budget proposal for 2005

are tax cuts and across-the-board cost restraint

The two main features of the budget proposal for
2005 are tax cuts and across-the-board cost restraint.
Personal income tax will be reduced from 25.75% to

24.75% and the tax-free personal allowance will be
raised by 3%, which corresponds to a 5.6% increase
in the tax-free income ceiling if municipal taxes
remain unchanged. Further tax cuts are planned for
2006 and 2007. Targets are set for the real growth of
public consumption and current transfers of no more
than 2% and 2.5% respectively per year until the end
of the government’s term of office (in 2007).
According to the budget proposal the Treasury sur-
plus will increase from just under 8 b.kr. in 2004 to
more than 11 b.kr. in 2005, or from just under 1% of
GDP to just over 1%. The national accounts presen-
tation will produce a larger surplus improvement, ris-
ing from 0.8% of GDP in 2004 to 1.6% in 2005.

Revenues are set to increase by 5%, or 172%
deflated by GDP prices. As a matter of caution, no
privatisation proceeds are assumed for 2005. As a
proportion of GDP, revenues will decrease from just
over 33% to roughly 32%, partly due to the 5% GDP
growth forecast by the Ministry of Finance. The cut
in the personal income tax rate means that Treasury
revenues from this source will remain broadly
unchanged despite an estimated rise in economy-
wide wage earnings of more than 8%. Nominal rev-
enues from taxes on goods and services will increase
by 8%, which is a cautious estimate given the
Treasury forecast of nominal year-on-year increases
amounting to 9%% for private consumption and
114% for national expenditure in 2005.

Expenditures are scheduled to rise by 4/2%, or
%% deflated by GDP prices, but come down from
just over 32% of GDP to just under 31% in 2004 and
2005 respectively. Construction projects to the tune
of roughly 2 b.kr. will be deferred, mostly within the
current transport infrastructure programme. Outlays
to other areas will remain broadly unchanged or
increase in line with mandatory requirements for
service levels, for example in the education and
health sectors.

Tax-cuts and long-term programmes

The budget proposal for 2005 is presented with a
medium-term programme for 2006-2008. This fore-
casts that planned income and other tax cuts will
bring down tax revenues as a proportion of GDP by
0.8 percentage points in 2004 and 2005, and by 1.2
percentage points each in 2006 and 2007, then leave
them unchanged in 2008. On the basis of these ratios,
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the tax cuts can be estimated at just over 30 b.kr. per
year by 2007. Household disposable income and con-
sumption will increase correspondingly. Since
Treasury revenues from indirect taxation have
amounted to around 28% of household disposable
income in recent years, some 10 b.kr. is likely to be
returned to the Treasury in the first-round effect.

The government is intent on keeping the increase
in total central government expenditure, deflated by
GDP prices, within 2% and 1% in 2005 and 2006
respectively. Central government construction activi-
ty will be kept to a minimum. Due to output growth,
expenditure as a proportion of GDP will decrease by
1 percentage point. Expenditure is expected to
increase again when investments for the aluminium
industry slow down in 2007-2008 and postponed
central government investment plans are relaunched.
Child benefits will increase stepwise in 2006-2007
by a total of almost 2}% b.kr.

The Treasury surplus in 2005 and 2006 is expect-
ed to amount to roughly 1% of GDP, followed by
deficits of 1% and 1%2% in 2007 and 2008 respec-
tively. Accordingly, net Treasury debt should
decrease from 19%2% of GDP to below 16% over the
period 2003-2006. The debt ratio will then rise again
to 18%2% with the deficits in 2007 and 2008, accord-
ing to Ministry of Finance’s assumptions.

Local government finances have improved

Estimates suggest that local government finances
will be much less volatile than Treasury finances.
Statistics Iceland figures for 2002 and preliminary
figures for 2003 show municipalities to be in balance
in both years. The Ministry of Finance forecasts that
this will continue over the period 2004 to 2006. Local
government revenues and expenditure should
decrease relative to GDP, from 12.8% to 12%
between 2003 and 2006. Their tax revenues will grow
in pace with GDP. Financial income will drop from
the sizeable levels recorded in 2002 and 2003. The
Ministry of Finance forecasts 2% annual growth in
the municipalities’ public consumption. This is at
odds with the trend in recent years, which has been
characterised by growing local government activity
that drove up their private consumption by an aver-
age of just over 5% annually over the period 1998-
2003.
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The Central Bank forecasts stronger public finances
than in the budget proposal, despite higher public
consumption expenditure ...

The budget’s plans for restraint are targeted at most
central government agencies. Such a general remit
complicates the implementation of cutbacks, particu-
larly in a robust growth climate. Tax cuts also create
uncertainties, partly involving taxpayers’ responses
to them.

The Central Bank forecasts that national expendi-
ture will grow faster in real terms than projected in
the budget proposal, by up to 3’5 percentage points
more in 2005. Accordingly, Treasury revenues from
private sector spending will grow by much more than
Treasury costs, leaving a stronger balance than pro-
jected in the budget proposal. However, this is entire-
ly due to automatic stabilisers within the tax system,
and not to active public sector economy policy meas-
ures. In such an expansionary climate, these automat-
ic stabilisers have a much sharper impact than the
additional public consumption assumed in the Bank’s
forecast. The Treasury surplus in 2005 could there-
fore amount to 5-10 b.kr. more than estimated in the
budget proposal. On a national accounts basis, the
Treasury surplus could run at 20 b.kr. more each year
in 2005 and 2006, according to the Central Bank
forecast. As a proportion of GDP, this surplus would
be comparable to the one at the peak of overheating
in 1998-2000.

The Central Bank’s macroeconomic forecast
assumes that underlying growth in public consump-
tion at the local government level is 3%, but because
of the primary school teachers’ strike this will end up
as a contraction of roughly 4% this year. Higher
charges and real estate valuations that have been
announced for the new year will boost local govern-
ment finances relative to these estimates, but will be
offset by higher costs under wage agreements with
teachers.

Despite assumptions of higher public consump-
tion, the outlook for local government finances over
the next two years is somewhat brighter in the
Central Bank’s macroeconomic forecast than in the
budget proposal. However, the surplus will be well
within 2% of GDP for both years, since local gov-
ernment tax revenues are not as cyclically sensitive
as Treasury revenues. Surpluses on operations and
investments can be expected to produce some reduc-



tion in local government debt, which was estimated
at just under 7/2% of GDP at the end of 2003.

... but the cyclically adjusted public sector result is
considerably weaker than during the last
expansionary episode

Rather than looking at the measured surplus, a more
relevant measure of the fiscal contribution to eco-
nomic policy implementation is the cyclically adjust-
ed surplus. In an upswing, public sector revenues
automatically increase, as pointed out above. The
Central Bank’s macroeconomic forecast shows a
weaker adjusted surplus for central government and
the public sector as a whole than does the budget pro-
posal, even though the Central Bank forecast indi-
cates a higher measured surplus.

Chart 31 shows the Treasury balance against the
cyclically adjusted balance of central government
and the public sector as a whole. Treasury revenues
are assumed to increase by 1.1% for each 1% rise in
GDP. Lower unemployment benefit payments during
an upswing are also taken into account. Local gov-
ernment finances are less dependent on the econom-
ic cycle. Measured in this way, the Treasury appears
to move into balance in 2005 after hefty outlays in
2003. The cyclically adjusted surplus will be 0.8% of
GDP, which is considerably less than the estimated
1.6% national accounts basis figure used in the budg-
et proposal, or the 2.2% surplus forecast by the
Central Bank. The corresponding cyclically adjusted
surplus for 2006 would be 0.4% of GDP, compared
with a nominal surplus of 2.3%. The public sector
result develops along broadly the same lines.

Chart 31
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The cyclically adjusted result is considerably
weaker than during the expansionary episode in 1999
and 2000, when it lay in the range 1'5-2% of GDP for
the Treasury and 1-1/4% for the public sector as a
whole. This is a cause of some concern, because pub-
lic sector cost restraint proved insufficient at that
time.

VI Labour market and wage developments

Employment continued to contract in O3

According to Statistics Iceland’s labour market sur-
vey, labour market participation contracted by 1.6
percentage points year-on-year over the first three
quarters of 2004, mainly due to a reduction in the
number of employed. Participation fell sharpest in
Q3, by 3 percentage points compared with Q3/2003.
However, longer average working hours, primarily
among males, caused total hours worked (average
actual hours multiplied by the number of employed)
to contract by only 1.1%.

The reduction in the number of employed is large-
ly the result of many young people (age 16-24) leav-
ing the labour market. Almost two-thirds of the
reduction is accounted for by this age group. The
number of employed women of all ages has also fall-
en, mainly in regional Iceland. Changes in the com-
position of the group outside the labour market give
some indication of what the leavers are doing.
According to Statistics Iceland’s survey, 9,700 people
joined the group outside the labour market over the
first three-quarters. Students are the most populous
group, accounting for 45%. Their number has
increased by 15%, which explains lower participation
by the youngest age group. Almost 40% of those not
active in the labour market are disabled or sick, and
their number has grown by nearly 17%. The largest
relative increase (almost 60%) is among people on
maternity or paternity leave, who account for 10% of
those outside the labour market.
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Chart 32
Labour force participation and economic growth 1991-2004
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Employment is slower to recover than at

the start of the last upswing ...

As Chart 32 shows, labour use also contracted after
GDP growth picked up at the end of the last down-
swing in the first half of the 1990s.° However, GDP
growth was slower at that time than it has been for
almost two years. Changes in labour participation by
young people and women in pace with changing
demand is a familiar pattern; such flexibility has been
one characteristic of the Icelandic labour market.
Participation by younger people rose sharply during
the last upswing. For example, the participation rate
for 16- to 24-year-olds increased from 65% in 1994-
1995 to 79% in 2000, but dropped to 64% in the first
quarter of this year.

... and imports of labour have increased

More labour has been imported to work on the
Karahnjukar power station than was generally
expected. Use of foreign labour increased in specific
sectors during the last upswing, but large-scale
involvement of foreign contractors in projects for the
aluminium industry has exacerbated this trend. More

6. Comparable data for the labour force are not available for all the years
shown. Over the period 1991-2002, Statistics Iceland conducted labour
market surveys twice a year, in April and November. As of January 1,
2003 continuous surveying was introduced, with the results published
on a quarterly basis. The two survey formats were not allowed to over-
lap in 2003, so the time series was broken. Since most labour market
aggregates are subject to seasonal changes, a survey that is limited to
two periods of two weeks a year, in April and November, can scarcely
be compared with one conducted over the whole year. The most effec-
tive comparison is between the findings of previous labour market sur-
veys and data from Q1 and Q4/2003, as is done in Chart 32.
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employers apparently prefer to retain a core of work-
ers in their companies and import others to handle the
largest peaks, rather than outbidding rival companies
for staff, with accompanying wage drift and higher
wage costs. This is particularly noticeable in the con-
struction and contractor sector. It remains to be seen
how pronounced this trend will be in other sectors, if
and when labour shortages emerge — foreign labour
already plays a significant role in service industries in
the Greater Reykjavik Area. More active monetary
policy with an inflation target may also prompt com-
panies to rationalise operations or import labour
instead of offering higher wages in competition for
employees in the hope that the extra wage costs can
be passed on through prices. Labour imports ease
demand for domestic labour and constrain wage drift
that otherwise might attract more people to the labour
market. This could explain the recent low labour par-
ticipation rate among young people.

Little change in unemployment, but more companies
plan to recruit

Unemployment over the first ten months of 2004
averaged 3.2%. Seasonally adjusted unemployment
increased in May and peaked in August, but has gone
down slightly in recent months. The main reason for
higher unemployment during the summer is probably
an unusually low supply of vacation relief jobs. Job
creation programmes in 2003 may also have resulted
in more students being entitled to unemployment
benefit this year. In addition, summer closures of
kindergartens make it difficult for students with
young children to take on summer jobs.
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Unemployment will come down — the question is,
how fast?

There are indications that unemployment will fall in
the near future. Major construction projects are being
launched near population centres in both east Iceland
and the Greater Reykjavik Area, and the largest
growth in jobs recently has been in and around the
capital, where the majority of unemployed live. The
result should be some adjustment of the mismatch
between labour supply and demand that has persisted
for the past few years. From August until October,
vacancies increased by 144% year-on-year, and the
Greater Reykjavik Area’s share of total vacancies
grew from 20% to almost 40%. With more jobs on
offer in the Greater Reykjavik Area this spring and
summer, seasonally adjusted unemployment has fall-
en there.

Another possible sign of a drop in unemployment
in the near future is that average hours worked have
increased so far this year, most noticeably in Q3.
Longer working hours by those in the labour force
could foreshadow recruitment to meet a growing
labour requirement.

An IMG Gallup survey of employee numbers in
September, commissioned by the Central Bank and
Ministry of Finance and sampling the 400 companies
with the highest turnover in Iceland, shows some rise
in the staffing index since February. The proportion
of companies expecting to recruit more staff over the
next six months rose to almost 31% from just over
28%. A similar number forecast an unchanged num-
ber of employees six months ahead.

In the current macroeconomic forecast, unem-
ployment in 2004 and 2005 is expected to remain
very close to the June forecast. In 2006, unemploy-
ment is forecast to drop to 1.8% in spite of more
imported labour, since the output gap will have
turned sharply positive by then.

Wage changes in line with the cost estimates in
wage agreements

Price competition among businesses and more
imported labour still appear to be holding back wage
drift in sectors where excess demand is present or
forming. According to the Statistics Iceland wage
index and results from the Institute of Labour Market
Research, little wage drift appears to have followed
the scheduled pay increments under private sector
wage agreements in the spring and summer. Private
sector wages have risen by 4.9% so far this year
according to the Statistics Iceland wage index. There
has also been a longer lag in recording scheduled
wage rises than was expected in the Central Bank’s
June forecast.

The forecast for changes in wage costs in 2004
has therefore been revised downwards by half a per-
centage point, to 4/2%. On the other hand, the fore-
cast rise for 2005 and 2006 has been revised upwards
since June, to 6% each year from 5'2%. Higher costs
in 2005 are mainly caused by the lag in wage changes
this year, while increased private consumption and
lower unemployment will drive wage drift and there-
fore raise wage costs in 2006.

The Statistics Iceland labour market survey
implies a substantial increase in productivity in 2003
and the emerging picture so far this year suggests
sizeable gains as well. The Central Bank’s forecast
for labour productivity growth this year has been
revised upwards by almost 1 percentage point, to
3.4%, with a slower rate in 2005 and 2006. Unit
labour costs in 2005 and 2006 are forecast to rise by
3.9% and 4.3% respectively.

MONETARY BULLETIN 2004/4 29



VII External balance and prospects for
exchange rate developments

Outlook for a substantial and widening current
account deficit in the coming years
The current account deficit is heading for 6%:% of
GDP in 2004 and the balance on income for a deficit
of 10% b.kr. Direct imports connected with invest-
ments for the aluminium industry are expected to
equal 2.3% of GDP this year, 4.1% in 2005 and 4.3%
in 2006. The current account deficit is forecast to
widen further, to 10%2% in 2005 and 11%% in 2006.
The forecast deficit for 2006 has been revised mar-
ginally downwards since June, in particular because
more aluminium exports are now expected that year.
After allowing for their macroeconomic impulse, an
estimated 40-50% of the current account deficit over
the period 2004-2006 can be attributed directly or
indirectly to investments for the aluminium industry.

Iceland’s external debt will therefore increase
considerably over the period, to the equivalent of
112% of GDP at the end of 2006. Interest rates on
Iceland’s external debt are expected to rise over the
next two years, and judging from current foreign
interest rates and historical developments it cannot be
ruled out that they will go up by more than assumed
in the current forecast, which would mean a further
rise in external debt service. Great uncertainties also
surround the development of other components of the
balance on income, especially reinvested income (see
Box 4).

When the smelters that are currently under con-
struction go on stream, exports of aluminium will

surge. In 2008, when all the investments incorporat-
ed into the forecast are completed, aluminium
exports will be around 165% higher in volume terms
than this year. The current account balance can there-
fore be expected to improve when the ongoing
investments are completed. Nonetheless, a deficit
will remain which, as a proportion of GDP, could be
equal to at least half of the deficit forecast for 2006.
Clearly, closing that gap and rebalancing external
trade will call for either more exports or less imports,
or both. This adjustment could take place through a
contraction, or at least through a sustained period
when domestic demand will increase more slowly
than exports. A weakening of the krona could then
become an unavoidable part of the adjustment
process.
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Box 4 Balance on income

The current account balance measures the difference in
value between exported and imported goods and serv-
ices. When this value is negative, as has frequently
been the case in recent years, the deficit is financed
either with increased external debt or by depleting for-
eign assets. The main subcomponents of the current
account are the balance on goods, which measures the
difference in value between exported and imported
merchandise; the balance on services, which measures
the difference in value between exported and imported
services; and the balance on income, which measures
the difference between inward and outward compensa-
tion of employees, equity investment income and inter-
est payments. Another subcomponent of the current
account is current transfers, which mostly consist of
contributions by central government to international
agencies and development aid, but also include insur-
ance compensation.

Table 1 shows the development of the balance on
income since 1998. Employee compensation receipts
are far higher than expenditures because wages paid to
Icelandic workers at the NATO base in Keflavik are
classified as being paid from abroad.

The table reveals that equity investment income has
soared, from a negligible figure in 1998 to roughly 18
b.kr. per year in 2002 and 2003. Equity investment
income consists of both dividends paid on equities
owned by Icelandic residents and reinvested earnings
from companies (including subsidiaries and branches)
located abroad in which residents own a holding of
10% or more. The latter item has shown by far the most
growth in recent years and is headed for a very high fig-
ure this year. It has made a substantial contribution to
reducing the negative balance on income in 2002 and
2003 compared with preceding years. A similar effect is
likely in 2004. However, this item is highly volatile,
especially in the short term. Its quarterly values fluctu-
ate very sharply (see Chart 36). In Q1/2004 reinvested
earnings amounted to just over 1 b.kr., but in Q2 they
measured 8.7 b.kr., equivalent to 4% of GDP for that
quarter. If foreign companies owned by residents pro-
duce heavy losses, investment income can turn nega-
tive.

Outward equity investment income is much stead-
ier. The lion’s share is accounted for by profits of for-
eign-owned metals manufacturers in Iceland.

Balance on income, liabilities and assets 1998-2004!

In b.kr. 1998 1999 2000 2001 2002 2003  2003/Q1-2  2004/01-2
Balance on income............cccceueunnene. -12.6 -12.6 -19.4 -24.9 -8.1 -8.0 -6.8 -4.4
RECEIPLS..c..vvviiiicicicieicicieicieeeiee 8.5 9.3 11.6 16.9 27.9 28.8 12.5 17.5
Compensation of employees ......... 4.7 4.9 5.5 5.8 5.4 6.2 3.0 2.8
Equity investment income............. 0.6 2.1 2.6 7.8 17.6 18.2 7.5 11.2
Of which reinvested earnings...... 0.5 1.4 1.0 5.1 14.7 15.9 6.3 9.7

Of which dividends...................... 0.2 0.7 1.6 2.7 2.9 23 1.1 1.5
Interest payments..........cccceecevuenneee. 3.1 2.3 3.5 3.4 4.9 4.4 2.1 3.5
Expenditures .........cccccoceueveicieiciennne. -21.2 -21.9 -31.0 -41.9 -36.0  -36.7 -19.3 -21.9
Compensation of employees ......... -0.3 -0.3 -0.8 -0.5 -0.7 -0.5 -0.3 -0.4
Equity investment income............. 23 -0.8 -1.6 -0.3 -1.1 -4.6 -2.5 -4.2
Interest payments..........cccceecevuenneee. -18.6 -20.8 -28.5 -41.1 -34.2 -31.7 -16.5 -17.2
Foreign liabilities less FDI ................ 409 512 723 938 902 1,152 994 1,357
32 35 42 71 63 75 62 82

Total foreign assets ..........ceeveeeveruennn 152 244 316 422 395 677 480 842
USD/kr. exchange rate.............c....... 69.32 72.35 84.47 102.95 80.58  70.99 76.38 72.49

1. Data for assets and liabilities show the position at the end of the period. ~Source: Central Bank of Iceland.
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Interest payment expenditures are the largest single
component of the balance on income. As the table
shows, this item is very volatile. It is determined by the
volume of Iceland’s foreign borrowing and the interest
rates on those liabilities. Foreign liabilities have
increased sharply in recent years, more than tripling
from the end of 1998 to the end of 2003. Nonetheless,
interest payments on foreign borrowing were only
70% higher in 2003 than in 1998, due to falling foreign
interest rates over that period. This item will probably
rise in the near future since foreign interest rates are
likely to head upwards.

VIII Price developments and inflation
forecast

Price developments

Inflation increased in Q3, but by less than was
forecast in June

Inflation has been heading upwards in recent
months and the twelve-month rate of increase in the
CPI measured 3.8% in November. This is the seventh
consecutive month that inflation measures more than
3.5%. Inflation in Q3 averaged 3.6%, which is 0.4
percentage points less than was forecast in June.
Around half of this forecasting error can be attributed
to a one-off reduction in the owner-equivalent rent
item in the housing component of the CPI, which was
not foreseen in the June forecast.
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The hefty growth in external debt of the economy
reflects not only the widening current account deficit,
but also large-scale foreign investment by Icelandic
residents. The table reveals a surge in foreign assets
over the past few years — by 344% from the end of
1998 to the end of 2003. Foreign assets of Icelandic
residents amounted to 842 b.kr. at end-June 2004, of
which 147 b.kr. were direct investments and 695 b.kr.
investments in foreign marketable securities, deriva-
tives and other financial assets.

Statistics Iceland publishes two indicators of
underlying inflation. The rise in Core index 1 (the
CPI excluding agricultural products, vegetables,
fruit and fuel) measured 3.3% in November, and has
been 3% or above for the past seven months. Core
index 2, which furthermore excludes changes in
prices of public services, rose by 3.1% over the
twelve months to November, and the annualised
increase has hovered around 3% for the past seven
months as well.

Inflation still explained by rises in a few
components

Inflation is still confined to relatively few compo-
nents. Most of the increase in these components is
driven by demand, but part by direct cost pressure.
The clearest indicator of demand pressure is the sharp
rise in housing prices in the recent term. Of the 3.8%
rise in the CPI over the past twelve months, 1.3 per-
centage points are explained by the housing compo-
nent. Underlying indicators of demand pressures can
also be discerned in various merchandise compo-
nents, both domestic and imported. Higher energy
prices, on the other hand, are an example of direct
cost pressure. Some 0.6 percentage points of the
increase in the CPI are explained by higher petrol
prices, which are transmitted quickly from global
markets to domestic prices. The rise in public serv-
ices prices has also outpaced CPI inflation as a
whole. More than two-thirds of inflation over the past
twelve months is attributable to higher prices of
housing, petrol and public services.
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Excluding these components, price increases
have been moderate. In the beginning of November
the twelve-month rise in private sector services was
2.3%, in imported goods excluding alcohol and
tobacco 2.5% and in domestic goods excluding agri-
cultural products and vegetables 1.6%.

Public services prices have risen by double the
increase in other services prices

Prices of public services have risen by more than 5%
over the past twelve months, which is double the
increase in other services. User charges for public
sector services appear to rising, but it should be borne
in mind that their price increases lagged behind the
private sector over the period 1999-2002. If the drop
in Treasury revenues resulting from tax cuts is met to
some extent with higher user charges for public serv-
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ices, their prices can be expected to go on rising
faster than the general price level.

Housing price inflation picks up again

Increases in market prices of housing have continued
almost unabated since April. During the summer the
increases slowed slightly, but when the impact of
tougher competition in the housing loan market and
lower mortgage interest rates began to filter through
in early autumn, housing prices rose strongly (see
Box 1). In November, the twelve-month rise in the
housing component of the CPI had reached 8.8%,
driving the CPI up by 1.6%.

Housing prices have risen fastest in the Greater
Reykjavik Area over the past twelve months, but
have also increased considerably in regional Iceland.
Market prices rose by an average of 12% nationwide,
but just under 8% in regional areas. The sharpest
increases have been in detached housing and larger
residential properties, at just over 20% over the past
twelve months, compared with 12% for apartments
over the same period. In the past four months, prices
of larger residential housing have increased particu-
larly briskly, averaging 2-3.5% per month.
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Higher fuel prices explain much of the rise in import
prices, but the currency appreciation has not yet been
transmitted to some categories of imported goods

Prices of imported goods rose by 2.5% over the
twelve months to November. Excluding the impact of
petrol, which went up by 16.6%, imported goods
prices rose by 0.4%. Although inflationary pressures,
driven by mounting domestic demand, have largely
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been reflected in housing price rises until now, goods
prices appear to have risen marginally in excess of
what changes in the exchange rate and foreign prices
would warrant. The import-weighted effective
exchange rate of the krona had appreciated by 372%
over the twelve months to October, but by different
amounts depending on the currency. For example, the
krona appreciated by more than 10% against the US
dollar, 2% against sterling and 1"2% against the euro
over this period. In November, the krona appreciated
further against the main currencies.

In the beginning of November, prices of imported
food and beverages had come down by 0.3% over
twelve months. The bulk of Iceland’s food imports
are from the euro area, the UK and the US. There is
no question that prices of imports from the US should
have fallen due to the slide in the dollar. According to
the Harmonised Index of Consumer Prices (HICP)
for the European Economic Area, food and beverage
prices in the euro area and the UK have decreased by
0.2% and 0.7% respectively over the past twelve
months. Changes in prices of imported foods from
these areas are likely to be broadly in line with
changes in retail food prices in the respective coun-
tries. Bearing exchange rate developments in mind,
pressures on imported food and beverage prices
should be downward in the near future.

Prices of imported motor vehicles rose by 3.4%
over the twelve months to September. At the same
time they went up by 1% in the euro area and down
by 0.3% in the UK. Given the appreciation of the
kroéna, car prices might have been expected to rise by
considerably less than they actually have. Falling
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prices may even have been warranted this year.
Rising prices of new motor vehicles are probably an
indication of growing demand.

Sizeable rise in prices of domestic goods

excluding food

Domestic goods compete with imports and their price
trends are generally broadly comparable, although
fluctuations in the exchange rate have a weaker impact
on domestic prices. Over the past twelve months,
prices of domestic goods as a whole have risen by less
than imports. Primarily, this is because domestic food
prices, excluding agricultural products, have increased
little or even fallen. Apart from food, domestic goods
have risen more, which may point to a stronger
demand effect where imports impose less restraint.
The annualised increase has been in the range 3-4% so
far in 2004 and was 3.5% in November. Over the same
period, import prices excluding alcohol, tobacco and
fuel rose in the range 0.5-1%.
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Inflation expectations still rising

Inflation expectations have risen in the autumn. In
August, inflation expectations (measured in terms of
the spread between non-indexed and indexed three-
and five-year Treasury bonds) averaged 3% and 3.4%
respectively, but in the first half of November meas-
ured 3.3% and 3.7%, and had been even higher in
October. Financial market analysts forecast higher
inflation over 2005 than they had expected in the
beginning of September. In the most recent survey
(see Box 5) their average forecast is for 3.5% infla-
tion over 2005. The lowest value is 2.7% and the



highest 4.9%. In a survey for Monetary Bulletin
2004/3 in September they forecast inflation of 3.2%
on average. The highest value was 3.5% and the low-
est 3.0%.

In a survey of business confidence conducted in
September by IMG Gallup among Iceland’s largest
companies in terms of turnover, their inflation expec-
tations twelve months ahead had increased signifi-
cantly over the preceding half year. They forecast
3.6% inflation, compared with 2.8% in a survey con-
ducted in February. In a survey of household inflation
expectations produced by IMG Gallup for the Central
Bank four times a year — most recently in the begin-
ning of November — households forecast average
inflation of 3.9% over the next twelve months, which
is marginally down from the previous survey in
August. However, the median rose significantly, from
3.1% in August to 4% in November. The standard
deviation went down from 2.3% to 1.9%. These find-
ings can be read as indicating that inflation expecta-
tions are on the increase among the great majority of
households, but fewer expect very high inflation.”
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7. The high standard deviation and low median in the earlier survey sug-
gest that a small proportion of the sample expected much higher infla-
tion than the great majority of respondents.

Inflation forecast

Inflation some way above the target two years ahead
Monetary Bulletin 2004/3 in September included an
assessment of the Bank’s last forecast, which was
published in the beginning of June. It found that
medium-term inflation prospects had deteriorated
since June, due to higher foreign inflation and even
more vigorous domestic demand growth than had
been expected. In the current forecast, this trend is
even more marked. Even though the strong krona
will continue to constrain domestic inflationary pres-
sures in the short term, soaring domestic demand will
cause the medium-term inflation outlook to deterio-
rate. Short-term inflation prospects have changed lit-
tle since the June forecast. Inflation one year ahead is
forecast at roughly 3.5%, compared with 4% one year
ahead in June, or 3% for the horizon corresponding to
the current one-year forecast (i.e. up to and including
Q3/2005).

Towards the end of the forecast horizon, the
impact of the currency appreciation and robust pro-
ductivity growth in 2003 and 2004 will ebb, and be
outweighed by rising domestic demand, which then
will be driven among other things by the rapidly
approaching peak of investments for the aluminium
industry. Medium-term inflation prospects have
taken a sharp turn for the worse. Inflation two years
ahead is forecast at 3.6%, compared with only 2.6%
in the June forecast. It should be remembered, how-
ever, that the two-year horizon in June extended to
Q1/2006, while it is now Q3/2006. Part of the diver-
gence can be explained by the forecast period mov-
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ing closer to the peak of the upswing. In Q4/2006
inflation will exceed 4%, according to the forecast.
Chart 44 compares the current forecast with that from
June.

Inflation is forecast to be above target across the
entire horizon, and move beyond its upper tolerance
limit at the end. The outlook is for average inflation
of 3.2% in 2004, in line with the June forecast.
Average inflation next year is forecast at 3.4%.
Inflation in 2006 is forecast at 3.5% on average, but
almost 4.5% over the year, assuming that the policy
interest rate remains unchanged.

Positive output gap goes on widening ...

The main driver of inflation over the next two years
is growing domestic demand which will increasingly
widen the output gap, i.e. production in excess of
long-term potential. The forecast assumes that the
negative output gap was completely eliminated last
year and that in 2006, output will exceed potential by
almost 5%. This is a substantially wider output gap
than forecast in June, the result of brisker growth in
domestic demand than was expected then. By com-
parison, the output gap was estimated to be just under
3% at the peak of the last upswing in 2000.

Chart 45 shows the estimated output gap and
inflation (annual averages) over the forecast horizon,
compared to the estimates on which the June forecast
was based. The output gap in 2002 is rather more
negative than was assumed then, but more positive
from last year until 2006. The wider positive output
gap is reflected in a higher inflation rate, but with a
lag of several quarters. In June, the annual rate of
inflation was forecast to peak next year, based on the
prospect that rising oil prices would deliver a tempo-
rary boost to inflation. More robust domestic demand
and higher imported inflation (discussed later) have
now changed the inflation profile so that the annual
rate goes on accelerating to the end of the forecast
period. The outlook is also that the large output gap
foreseeable in 2006 will — assuming that the policy
interest rate remains unchanged — drive inflation even
further in the subsequent period. If the krona were to
weaken in the course of the forecast period, inflation
would rise even more. The Bank’s forecasting mod-
els suggest that average inflation in 2007 could reach
as high as 5-6%, given the above economic assump-
tions and an unchanged policy rate.
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... and labour market slack will disappear

Unemployment is expected to fall faster than was
forecast in June, and move significantly below the
level compatible with the Central Bank’s inflation
target in 2006. Despite declining unemployment,
labour use will increase more slowly than output.
Productivity will therefore continue to increase
across the forecast horizon, after substantial growth
in 2004 and last year.® Rapid productivity growth
implies that unit labour cost is forecast to increase by
only slightly more than was expected in June, in spite
of higher forecast wage costs in 2005-6. The estimat-
ed increase in unit labour cost in 2003-4 has also
been revised downwards since June. This is evident
from Chart 46, which shows the development of
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2004/2.



inflation, unemployment (as a deviation from an esti-
mate of the equilibrium unemployment rate of 2.5%),
and unit labour cost over the forecast horizon. It
reveals little change in the development of unem-
ployment since the June forecast. Labour market
slack is forecast to disappear entirely in 2006, but
next year unit labour cost will already be rising at a
somewhat faster rate than is consistent with the infla-
tion target.

More imported inflation in the long term than was
previously forecast

As mentioned earlier, the current forecast assumes
that the krona will be just over 3% stronger across the
whole period than was expected in June. A stronger
currency will counteract domestic inflationary pres-
sure for most of the forecast period. However, the
forecast for imported inflation has been revised
upwards since June, as discussed in Monetary
Bulletin 2004/3 in September. The main reason is
higher global oil prices. The June forecast assumed
that fuel prices would rise by just over 17% in foreign
currency terms on average this year, which would
unwind completely over the following two years, as
implied by futures prices. Oil prices have continued
to climb since the summer and this year’s increase
appears to be heading close to 28% in foreign cur-
rency terms. Futures contracts also suggest that oil
prices will be more than 9% higher on average in
2005 compared to this year, then fall slightly in 2006.
The fuel price outlook has therefore clearly worsened
sharply since the June forecast. Developments of
manufactured goods prices and prices of commodi-
ties apart from oil have also turned less favourable
since June, because global excess capacity is appar-
ently shrinking more rapidly than was assumed.
Retail margins on imported goods can be expected to
increase when demand grows as quickly as has been
forecast. Competition and cost-consolidation in the
domestic retail market could, however, provide some
counteraction.

Assuming an unchanged exchange rate from the
day of the forecast, the appreciation of the kréna so
far this year will offset the rise in foreign inflation
into next year. Consumer goods prices will thus
rise by less in kréna terms than was forecast in
June, as Chart 47 shows. It will not be until 2006
that imported inflation, measured in domestic cur-
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rency terms, will begin to exceed the rate forecast in
June.

Upside risk for medium-term inflation

Inflation prospects are always fraught with uncertain-
ty. The main forecast may be seen as the most proba-
ble outcome based on an unchanged policy rate and
exchange rate. Global economic developments, for
example, are a major uncertainty — especially oil
prices, but no attempt is made to evaluate whether
prices are more likely to be higher or lower than
assumed in the forecast.

There is a fairly high probability that the Noroural
smelter will be expanded beyond the scale that has
already been announced. A number of other power-
intensive and manufacturing options are being
explored, although plans are at early stages. If they
materialise, these investments will have a macroeco-
nomic impact, but their effect on inflation is uncer-
tain. The krona could strengthen, temporarily cutting
back inflation, but the level of economic activity
would grow beyond the forecast assumptions, which
would spur inflation in the longer run.

The asymmetric uncertainties deserve particular
attention. Table 6 summarises the main asymmetric
uncertainties in the forecast. It is possible that the
expectations and the wealth effect caused by recent
soaring asset prices and fiercer competition in the
domestic credit market will be stronger than assumed
in the forecast. There is some risk of the krona weak-
ening later in the forecast period, as the external
imbalances increase. If inflation cannot be brought to
target in good time, a review of wage agreements
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could be triggered in November 2005. Finally, there
is some risk of a laxer fiscal stance across the forecast
horizon than has been aimed for or is assumed in the
forecast, since the fiscal restraints are only defined in
fairly general terms. Likewise, the impact of planned
tax cuts on future income expectations has been fair-
ly cautiously assessed, and they could provide an
even stronger impulse to demand.

While any of these risk factors could fuel infla-
tion, at least one could have the opposite effect in the
medium term. Domestic asset prices are very high at
present, and probably higher than is warranted by
economic fundamentals. Buoyant prices of equities
and housing will continue to drive vigorous demand
in the medium term, but if asset prices begin to give
way, domestic demand is likely to grow more slowly
than expected in the main forecast, resulting in less
output growth, excess capacity and inflation. A fall in
housing prices would also have a direct downward
impact on inflation, with “owner-equivalent rent”
weighing more than 10% in the CPI. Whether and

when such an adjustment will take place is highly
uncertain, but the probability of this happening
increases across the forecast horizon, especially if the
main forecast’s assumption for an unchanged policy
rate is relaxed.

All the above uncertainties, apart from asset
prices, are upside risks to inflation in the main fore-
cast. Since their effect is likely to intensify across the
forecast horizon, it is not felt necessary to review the
risk profile one year ahead. This is considered to be
symmetric as in the June forecast. The risk remains
upside two years ahead. On first impression an even
higher upside risk might have been expected, but it
should be borne in mind that the uncertainties dis-
cussed in previous forecasts have now been partly
incorporated into the main forecast. Hence there is no
reason to presume that the uncertainties two years
ahead are significantly more asymmetric than they
were in June. Thus the risk profile remains broadly
the same as it has been since November 2003.

Table 6 Main asymmetric uncertainties in the inflation forecast

Uncertainty

Private consumption................

Exchange rate developments...

Wage developments.................

Fiscal policy .....cceeeevnveecvnnnnee

ASSEt PIiCES wveveneevereieiirieene

Central Bank risk profile
November 2003

June 2004

December 2004

Explanation

The impact of changes in the credit market, in the form
of lower long-term interest rates and easier credit access,
and their potential wealth effect, on private consumption
could be underestimated

Wide current account deficit and increasing inflation
expectations for the coming years could create
downward pressure on the krona

Adverse inflation prospects and the outcome of

specific wage agreements could create pressure to
renegotiate general wage agreements

The fiscal stance could be laxer than assumed in forecasts
The impact of planned tax cuts on future income
expectations could be underestimated, so their demand
impulse could be correspondingly greater

Asset prices could fall, reducing private consumption
later in the forecast period

One year ahead
Symmetric
Symmetric
Symmetric

Inflationary impact
Risk of underestimated demand pressures
and thereby of underforecasting inflation

Risk of the krona weakening and thereby
of underforecasting inflation

Risk of underestimated wage rises and
thereby of underforecasting inflation

Risk of underestimated expansion driven
by demand pressures and thereby of
underforecasting inflation

Risk of overestimated expansion driven
by demand pressures and thereby of
underforecasting inflation

Two years ahead
Upward
Upward
Upward
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Box 5 Financial market analysts’ assessments of the economic outlook

The accompanying table shows the economic forecasts
of financial market analysts in the beginning of
November. Participants in the survey were the research
departments of fslandsbanki, KB banki, Landsbanki,
and Economic Consulting and Forecasting.

Analysts have been revising their inflation fore-
casts for 2004 and 2005 upwards since the beginning
of this year, in pace with the development of the CPI
over this period. They expect an average rate of infla-
tion of 3.7% over 2004, and 3.2% year-on-year. The
Central Bank’s forecast is virtually the same: 3.8%
over the year and 3.2% year-on-year. There is more
divergence in assessments for 2005. The Central Bank
forecasts lower inflation in 2005, at 3.0%, compared
with the analysts’ average of 3.5%, while their year-
on-year forecasts are broadly the same. All forecasts
are above the Central Bank’s inflation target.

The economic growth outlook has improved since
August, in the analysts’ view. They foresee average
GDP growth of 5.0% this year and 5.1% in 2005, but
with a considerable difference between the highest and

lowest forecast values. The Central Bank forecasts a
higher rate of GDP growth, at 5.4% this year and 6.1%
in 2005.

On average, respondents forecast an exchange rate
index of 123 twelve months ahead, implying a slight
depreciation of the krona from its recent value. Two
years ahead they forecast a further slide to an exchange
rate index of 128.

Although the Central Bank raised its policy interest
rate to 7.25% on November 1, analysts expect further
hikes in the medium term, forecasting a policy rate of
8.6% one year ahead and the same rate two years
hence. As the range of figures in the table shows, opin-
ions are divided about these developments.

The same applies to future equity prices, especial-
ly two years ahead. One forecaster expects a sizeable
drop and the others predict rises — although to varying
degrees. Also, financial market analysts expect real
estate prices to continue trending upwards in the medi-
um term.

Overview of forecasts by financial market analysts!

2004 2005

Average Lowest Highest Average Lowest Highest
Inflation (Within Year) ..........cccoceverieenenierinenennne 3.7 3.5 3.9 3.5 2.7 4.9
Inflation (year-on-year) 32 3.1 33 3.5 3.1 4.4
GDP Growth .......cccoooiiiiiiiiiiiiiiccccccces 5.0 39 6.2 5.1 43 6.5

One year ahead Two years ahead

The effective exchange rate index of foreign
currencies vis-a-vis kréna (Dec. 31, 1991=100)... 123.0 120.0 128.0 128.0 123.0 133.0
Central Bank policy interest rate............cc.eceeveneene 8.6 8.5 9.0 8.6 8.0 9.5
Nominal long-term interest rate>........................... 8.2 8.0 8.2 7.5 7.0 7.7
Real long-term interest rate>............ccocoovvevverrenne. 3.8 3.5 4.2 3.6 32 39
ICEX-15 share price index (12-month change).... 2.5 -20.0 20.0 11.8 -10.0 35.0
Housing prices (12-month change) ..............c....... 8.8 5.0 10.0 12.3 10.0 15.0

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 fslandsbanki, KB banki and Landsbanki, and Economic Consulting and
Forecasting. 2. Based on yield in market makers’ bids on non-indexed T-notes (RIKB 13 0517). 3. Based on yield in market makers’ bids on indexed

HFF bonds (HFF 44 150644). Source: Central Bank of Iceland.
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Chart 48 . .
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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 peri-
od of high and variable inflation.

Chart 48 presents the estimated confidence inter-
vals 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% confi-
dence interval. The uncertainty increases over the
horizon of the forecast, as reflected in the widening
of the confidence intervals.?

Table 7 Probability ranges for inflation over
the next two years

Inflation
Under In the range Above
2%  2%:%-4% 4%

Under In the range
Quarter 1% 1%-2%:%

2004:4 <1 <1 <1 94 6
2005:3 <1 10 10 62 28
2006:3 1 13 14 44 42

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

9.  The range for which the Bank has not previously forecast is based on a
simple extrapolation. Just as forecasts for individual values are subject
to uncertainty, so is the method of estimating the uncertainty of fore-
casts. The estimated forecast uncertainty should therefore be interpret-
ed with caution. The aim is to highlight the inherent uncertainty of the
forecast rather than to provide a precise assessment of the probability
distribution of forecast inflation.

40  MONETARY BULLETIN 2004/4

Less probability of inflation being close to target
over the next two years, assuming an unchanged
monetary stance

Since June, the probability that inflation will be close
to the target over the forecast horizon has decreased
significantly, especially in the second half of the
period, assuming that the Central Bank’s policy inter-
est rate remains unchanged. Similarly, there is a sig-
nificantly greater probability that inflation will move
beyond the upper tolerance limits at the end of the
forecast period.

Alternative scenarios

The interest rate rises that can be inferred from

forward rates are insufficient to keep inflation

close to target

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. Such a forecast may present a misleading
picture of future economic developments because it
is unlikely that these technical assumptions will hold,
especially when inflation diverges substantially from
target. In particular, the forecast aims to provide 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.

Hence it can be useful to examine an inflation
forecast which allows the interest rate and the
exchange rate to change. Chart 49 shows two such
forecasts. In both cases the policy rate is allowed to
develop in line with forward interest rates as they are
presented in Chart 6 above. 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. According to the Central Bank’s
assumptions for foreign interest rate developments
over the next two years and the forward curve of its
policy interest rate, the policy rate will increase
sharply next year, and in excess of foreign rates,
while rises in 2006 will be relatively modest and the
differential with abroad will narrow slightly. As a
result, the krona will appreciate at first, and then
depreciate in the second half of the forecast period in
order to ensure that the expected return on domestic
and foreign assets is always the same along the hori-
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zon. This path implies that the krona will strengthen
in 2005 by roughly 1'% percentage points in excess of
the main forecast, then weaken again in 2006, but
without its appreciation in the previous year unwind-
ing entirely. Chart 49 includes another inflation pro-
file which partly deviates from the uncovered interest
parity assumption and is smoother, with the krona
appreciating by less at first and likewise weakening
by less later along the horizon.

In this scenario, inflation is initially lower than in
the main forecast, because higher interest rates sub-
due demand and the kréna strengthens. Output
growth is in the range of 0.3-0.5 percentage points
lower over the next two years, depending upon which
exchange rate path is applied, with a corresponding
narrowing of the output gap. Later along the forecast
horizon the krona begins to depreciate again, and
inflation picks up. The rate of inflation varies
depending upon which exchange rate assumption is
used, and actually exceeds the rate in the main fore-
cast at the end of the horizon if uncovered interest
parity is incorporated in full, because that assumption
implies a relatively sharp depreciation. If only partial
interest parity is included the curve is smoother. The
interest rate curve develops along broadly the same
lines as in the main forecast, but is always somewhat
below it.

In both scenarios, however, it transpires that the
expected interest rate rises that can be inferred from
forward interest rates are apparently insufficient to
keep inflation on target along the forecast horizon.
With its current information on the macroeconomic
position, changes in the credit market and revised

investment plans for the aluminium industry, the
Central Bank would clearly have raised its policy rate
earlier than it actually did. This implies that a larger
rise than otherwise is needed to ensure that inflation
remains as close to the target as possible.

Inflation will be lower if the government tightens its

fiscal stance as planned

The main forecast diverges from the Ministry of
Finance’s assumptions about the development of pub-
lic consumption over the next two years. It assumes
that public consumption will grow by just over 3% in
2005 and 2)4% in 2006, compared with Ministry’s
projection of 2% for both years. Part of the explana-
tion lies in the effect of the primary school teachers’
strike on local government expenditure, but the fore-
cast also takes into account the vague wording of the
cost restraint measures and the strong tendency for
public sector expenditure to overshoot targets.

If the Ministry of Finance’s estimates hold, how-
ever, underlying demand pressures will ease slightly
compared with the main forecast. National expendi-
ture growth in 2005 would be almost 1 percentage
point lower. GDP growth would therefore probably
be almost half a percentage point lower in 2005, but
the economic impact in 2006 would be less pro-
nounced. A narrowing of the output gap by half a per-
centage point across the forecast horizon would ease
inflationary pressures. Annual inflation over the next
two years would then be in the range 0.2-0.3 percent-
age points lower than in the main forecast.

IX Monetary policy

At the time of writing, the Central Bank has raised its
policy interest five times since early May this year, by
a total of 1.95 percentage points. The last hike was
announced at the end of October, when the Bank
raised its policy rate by 0.5 percentage points to
7.25%. In its press announcement, the Bank cited the
analysis of economic and monetary developments and
prospects that was published in Monetary Bulletin
2004/3 in mid-September. It described how unfolding
developments in the financial markets had been coun-
teracting the Central Bank’s measures in recent
months. The Central Bank had to respond to this
development, given that construction work on power
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stations and aluminium smelters would surge over the
next few months. Furthermore, it was pointed out that
strong demand for new borrowing had become evi-
dent following major changes in credit supply, which
resulted in a substantial easing of the debt service bur-
den of households, allowing them considerably more
disposable funds for consumption or housing invest-
ment. The announcement also emphasised that infla-
tion had been some way above the Bank’s 2'4% infla-
tion target for some time, exacerbating the risk that
inflationary expectations, which had been on the
increase over the past year, would become anchored at
a higher level. Consequently, the Central Bank’s poli-
cy interest rate had not gone up in real terms to any
extent. The last policy rate increase aimed to counter-
act the easing of the monetary stance caused by high-
er inflation expectations and the laxer financial condi-
tions created by the banks’ entry into the housing
mortgage market and by changes in the state Housing
Financing Fund’s lending rules. Further measures
were probably necessary to bring inflation back down
to target, the press announcement said, partly because
a rate of inflation some way above the Bank’s target
could trigger a review of current wage agreements in
November 2005, and also because of intensifying
investments in the aluminium industry and related
hydropower production and the insufficiently tight
fiscal stance in the budget proposal for 2005. The
Bank warned that the current account deficit over the
next two years could threaten to undermine the
exchange rate in the course of time, with repercus-
sions for price stability and putting a strain on the
financial system. Since recent changes in the housing
market delayed the intended effect of policy rate rises,
the case for raising the policy rate sooner rather than
later had strengthened significantly. A timely policy
rate hike could mean that interest rates would not need
to be raised by as much later on.

Real policy rate still close to real natural rate of
interest

Over the month that has elapsed since the last rise
was announced, the policy rate has gone up slightly
in real terms, although broadly remaining within the
range where it has fluctuated over the past year.
Financial companies have clearly had ample liquidi-
ty and money market rates have been some way
below the Bank’s policy rate. Both these factors
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imply that the monetary stance has not tightened as
much as was aimed for. In recent weeks the policy
rate in real terms, measured against the breakeven
inflation rate on non-indexed two- to three-year
Treasury bonds, has been around 4%.

This real rate of interest may be measured against
the natural real interest rate in Iceland, i.e. the real
rate that is compatible with price stability when GDP
growth is in line with the growth of potential output,
and hence under normal conditions should represent
the real interest rate to be expected on average across
the business cycle. While such an assessment is
fraught with uncertainties, the natural real interest
rate in Iceland probably lies in the range 3-4%. As
money market rates have not fully tracked the policy
rate, effective real short-term interest rates have been
lower. This invites the conclusion that current inter-
est rates need to rise considerably in real terms in
order to tighten the monetary stance enough to coun-
teract the demand impulse from investments for the
aluminium industry and easier credit supply, and
thereby ensure that developments remain in line with
the Bank’s target. Real interest rates can go up either
with nominal rates rising in excess of inflation expec-
tations or with inflation expectations falling. In the
present climate, inflation expectations appear unlike-
ly to come down sufficiently except by monetary pol-
icy measures. Before inflation expectations can fall,
the real interest rate barrier needs to be broken which
has formed at a rate that is probably only marginally
— if at all — higher than the natural real rate of inter-
est. This requires measures on the part of the Bank
that are sweeping enough to make the prospect of
constraining inflation credible.

Monetary policy influences effective interest rates

on foreign borrowing

There has been some discussion of the notion that
easy domestic access to foreign capital at low interest
rates severely dampens the effectiveness of monetary
policy. It has even been claimed that monetary policy
has become completely impotent. This is a misunder-
standing. Admittedly, inflows of foreign credit may
temporarily dampen the effectiveness of a tight mon-
etary policy and require the policy rate to be moved
more in order to achieve the desired effect. But an
interest rate level can always be found that fits the
Central Bank’s target. Easier access to foreign credit



may have a considerable effect on the transmission
mechanism. It can certainly cause a lag in the trans-
mission of monetary policy through the interest rate
spectrum and heighten uncertainty about the speed of
the transmission. That said, monetary policy can also
have a strong influence on the effective interest rates
on foreign borrowing, through its impact on the
exchange rate. By raising interest rates, the Central
Bank can contribute to a temporary strengthening of
the krona. If the krona appreciates in the short term
beyond what market agents perceive to be its equilib-
rium exchange rate, it will prompt expectations of
future depreciation. This entails that expected effec-
tive interest rates, i.e. the rates that domestic entities
actually pay in domestic currency on their foreign
debt service, will be higher than the nominal rates.
An appreciation above expected long-term equilibri-
um makes domestic bonds less attractive to foreign
investors, since they represent a currency risk. If
financing of mortgage loans, for example, is based to
some extent on demand from such investors, the
point will eventually be reached where lenders will
need to adjust their own interest rates to those avail-
able to them when funding their lending. In this way,
domestic monetary policy influences the effective
rates of interest on foreign loans, even though nomi-
nal rates are beyond its scope. A stronger krona
would also squeeze the export and traded goods sec-
tors and their demand for domestic factors of produc-
tion, which would help to keep domestic wage and
price rises in check. It would be preferable to rely
more on other channels for transmitting monetary
policy. The reason is that a strong domestic currency
hits some sectors sooner and with greater force than
others, in additional to initially stimulating imports of
consumer goods and causing a wider current account
deficit before its impact on general demand kicks in.

Currency purchase to strengthen the foreign
exchange reserve will be discontinued

A tight monetary policy inevitably has side-effects in
a small, open economy, however. Consequently, it is
important not to obstruct the transmission mecha-
nism that enables the Central Bank to influence the
effective interest rate on foreign borrowing. This con-
sideration prompts a discussion of the Central Bank’s
regular currency purchases in recent years, aimed at
boosting the foreign exchange reserve. As the Bank

has repeatedly stated, the aim of its currency pur-
chases has not been to influence the exchange rate,
but rather to consolidate Iceland’s foreign liquidity
position and create a more secure environment for the
krona in the long run. In their own right, the Bank’s
currency purchases increase liquidity in the domestic
market. In practice, however, they tend to be auto-
matically sterilised, since DMBs use the domestic
currency they receive from their forex sales to the
Bank to reduce their repo liabilities. As explained in
more detail in the following chapter on Financial
markets and Central Bank measures, currency pur-
chases and the abolition of required deposits have
nonetheless had a net positive impact, i.e. the com-
bined reduction in the repo stock and increase in the
certificate of deposit stock have not completely man-
aged to offset the impact that currency purchases and
last year’s lowering of the reserve requirement have
had on overall liquidity. In addition, market agents
have tended to interpret the Bank’s regular strength-
ening of its reserves as a measure aimed at maintain-
ing exchange rate stability. Irrespective of the Bank’s
actual purpose, this market perception is very detri-
mental to monetary policy, since in effect it can cause
the Bank’s measures to have a similar impact to a
fixed exchange-rate regime, although this is not the
intention. For this reason and because of the substan-
tial consolidation of the foreign reserve that has been
achieved, as of the beginning of next year the Bank
will discontinue purchases of currency for this pur-
pose. From that time, purchases will be solely linked
to the Treasury’s currency requirements for its for-
eign debt service, as explained in more detail in the
chapter on Financial markets and Central Bank meas-
ures.

Tighter fiscal policy stance needed

In the next few years, monetary policy will face con-
ditions that seriously challenge the adaptability of the
economy. An effective monetary and fiscal policy
mix is vital in such a climate. The greater the burden
that monetary policy has to bear over this period, the
more negative its side-effects. The Central Bank has
firmly underlined that monetary policy should be
backed up with a tight fiscal policy stance and from
the public sector as a whole. The fiscal budget pro-
posal for 2005 implies some tightening from the pre-
vious year. Nonetheless, the cyclically adjusted
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Treasury balance in 2005 and 2006 will be consider-
ably weaker than during the episode of overheating in
1999 and 2000. The stance at that time proved to be
insufficiently tight, as became clear in the aftermath
in 2001 and 2002. Counteracting the impulse provid-
ed by tax cuts over the coming years calls for sizeable
cuts in central government spending, which undoubt-
edly will meet with resistance. The vague nature of
plans announced for cost restraint is therefore a major
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cause of concern. Public sector expenditure tends to
overshoot the budget targets in most years. Monetary
policy can not afford to take the realisation of ambi-
tious plans for cutbacks for granted. If they fail to be
realised, it may be too late to respond, given the cir-
cumstances that lie close ahead. The Central Bank
must base its monetary policy measures on what it
considers to be the most probable scenario.



Financial markets and Central Bank measures!

Interest rate rises and shifts in the markets

The Central Bank of Iceland raised its policy interest rate by 0.5 percentage points in September and

again by the same amount in November. In part, the hikes were a response to deteriorating inflation

prospects and greater household expenditure capacity following changes in the mortgage market.
Competition for housing loans took on a new shape when the banks began offering mortgages on easier
terms. The krona has strengthened recently for various reasons. In the beginning of 2005 the Central
Bank will cease to make regular currency purchases with the aim of strengthening its foreign reserves,

and subsequently only purchase currency in regular trades to meet the Treasurys debt service

requirement. Credit institutions have experienced fairly easy liquidity and bank interest rates have not
fully tracked changes in the Central Bank's policy rate. Indexed bank rates have gone down after the
banks announced new mortgage loans. Equity prices took a sharp dive in October after three years of

almost continuous rises. Bond market yields have been relatively stable.

The Central Bank raised its policy rate in
September ...

Coinciding with the publication of Monetary Bulletin
on September 17, the Board of Governors of the
Central Bank of Iceland announced an 0.5 percentage
point rise in its policy interest rate, effective from
September 21. Reasons for the hike included growing
inflationary pressures and the need for a tighter
stance in response to the expansionary effect of
investments for the aluminium industry. Also, the
higher policy rate aimed to offset the easing in finan-
cial conditions in preceding months, in particular due
to rising inflation expectations.

... and again in the beginning of November

On October 29, the Board of Governors of the
Central Bank announced an 0.5 percentage point rise
in its policy interest rate, effective from November 2.
In part this hike was a response to the greater house-
hold expenditure capacity unleashed by new devel-
opments in the mortgage market. According to

1. This article uses data available on November 19, 2004.

Central Bank sources, there is intense demand for the
new loans. Lower interest rates have created some
scope for households to reduce their payments bur-
den, or to leave it unchanged while increasing their
indebtedness, which is likely to spur consumption.
Inflation has also exceeded the Central Bank’s target
for several months and there is a risk that expecta-
tions will become anchored higher. In its announce-
ment the Central Bank also stated that, in the light of
economic prospects, there was a strong case to be
argued in favour of raising the policy rate sooner
rather later, since a timely hike could mean that inter-
est rates would not need to be raised by as much later.

Stepwise narrowing of the interest rate corridor

Since the Central Bank began raising its policy rate in
May this year it has also narrowed the spread
between its overnight lending rate and deposit rate
for credit institutions from 4.9 to 4.25 percentage
points. It plans to narrow this margin further in the
coming months, which will reinforce the impact of
policy rate changes and dampen volatility in inter-
bank market rates. Chart 1 shows the development of
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the policy rate and the Central Bank’s other main
interest rates.

Increase in new mortgage lending by banks ...

Since the banks began offering housing loans on new
terms in August, their stock has soared and amounted
to 55 b.kr. at the end of October. A sizeable share of
these loans have been used to prepay older loans on
less favourable terms from the Housing Financing
Fund (HFF), pension funds and the banks them-
selves. However, many borrowers appear to have
used this opportunity to increase their mortgage
leverage and deploy some of the new borrowing on
consumption. It is not yet clear how the banks intend
to finance the new loans, but funding them with lig-
uid assets or short-term capital will not be sustainable
for long. Housing loans issued by the HFF and its
predecessors have been prepaid on a considerable
scale, but no official figures are available showing
the sums involved. The HFF arranged an extra draw
of housing bond categories that it prepaid in October
and November and withdrew bonds to a market value
of 14.4 b.kr. It also offered to buy back older bonds
in the market. Seven bids were made but none were
accepted. On October 19 the HFF announced how it
intends to enact an extra draw which will be confined
to the housing bond categories for which the prepaid
bonds were financed. The HFF has also announced
the issue of a new category of HFF bonds with a final
maturity in 2014, aimed at increasing the flexibility
of its liquidity management.
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... and new loan limits were introduced

In October the HFF increased its maximum housing
loan amount from 9.7 mkr. to 11.5 mkr. The
Minister of Social Affairs has told parliament that the
cap will go up to 13 m.kr. at the beginning of next
year. A draft bill currently before parliament will
allow the HFF to offer a loan-to-value ratio of up to
90% (based on purchase price). In November,
fslandsbanki announced 100% mortgages, subject to
conditions for collateral and life expectancy. Other
banks followed suit, with various conditions. These
moves obviously exacerbate credit risk, given the
stronger risk that such a high loan-to-value ratio
could leave equity negative if housing prices turn
downwards. In a report commissioned by the
Minister of Social Affairs earlier this year,? the
Central Bank found that, if a house is purchased
when the price is two standard deviations above aver-
age long-term prices (as at present), the probability of
negative mortgage equity at some stage over the loan
period is 83-98% in the case of a 90% loan. This
means that, for a long maturity, the equity position is
almost certain to turn negative at some point and
leave the lender’s collateral position less secure.
While this need not mean loan losses, the lender will
be in an adverse position under such circumstances
and more exposed to financial shocks.

The krona has strengthened slightly

The krona fluctuated within a fairly narrow range
during the summer and into the autumn, but a rela-
tively slow trend towards appreciation could be dis-
cerned. Some strengthening took place following the
policy rate hike in the beginning of November and
the exchange rate index dipped below 120; it has
been in this region several times during the year.
Reasons for the recent appreciation include the high-
er policy rate, which widens the interest-rate differ-
ential with abroad, relatively high yields in the
Icelandic bond market, announcements of greater-
than-expected investment such as further expansion
of the Nordural smelter, and changes in the owner-
ship of major companies. The Central Bank bought

2. Efnahagsleg dhrif breytinga a fyrirkomulagi lansfjarmognunar
ibuidarhiisneedis (The economic impact of changes in housing financ-
ing arrangements), June 28, 2004, published on the Central Bank of
Iceland website on November 15, 2004.



50 million US dollars from one market maker in a
single trade on November 4. Chart 2 shows the devel-
opment of the exchange rate index this year.

Chart 2 . .
Exchange rate index of the kréna
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... but Central Bank foreign currency purchases will

be reduced next year

Since the beginning of September 2002 the Central
Bank of Iceland has made regular purchases of cur-
rency in the interbank forex market with the aim of
boosting its foreign exchange reserve, which had
been severely depleted by the Bank’s intervention in
the market in 2000 and 2001. From September 2002
until the end of 2004, currency purchases will proba-
bly have totalled 75 b.kr. and the reserve is likely to
be around 70 b.kr. at the end of the year. The Central
Bank does not see grounds for boosting its reserves
further for the time being. It has therefore decided,
from the beginning of 2005, to cease regular curren-
cy purchases with the aim of strengthening its
reserves. After that the Central Bank will only pur-
chase currency in the domestic forex market to fulfil
the Treasury’s requirements for foreign debt service.
Accordingly, in 2005 the Bank will purchase 2.5 mil-
lion US dollars once a week in the market. The
Central Bank will purchase currency on behalf of the
Treasury for its foreign debt service requirement
beyond these scheduled amounts and give forex mar-
ket makers advance notice of transaction arrange-
ments.

Equity prices fell ...
Equity prices in Iceland have been climbing fairly
continuously ever since plans to cut corporate income

tax were announced in October 2001. Coupled with a
turnaround in the economy and extensive cost con-
solidation, this measure caused equity prices to spi-
ral. This year the rises were led by financial compa-
nies and for some time the twelve-month increase
measured 100%. Strong cross-ownership links
between certain companies also affected prices. In
the beginning of this year, the Iceland Stock
Exchange ICEX-15 index stood at 2,100 but it was
nudging 4,000 in the beginning of October. On
October 20 a slide began that lasted for 10 business
days during which ICEX-15 fell by more than 16%.
The largest fall in a single day was 4.23% on October
26, when the Competition Agency published its
report on alleged price collusion by oil companies
and announced fines against them, which doubtless
served to sharpen the slide.

... then climbed some way back

Equity prices began rising again on November 3.
ICEX-15 gained a total of 9.5% over the next four
business days and is now hovering around a value of
3,400. Positive reports of company performance,
expansion in foreign markets and increased invest-
ments for the aluminium industry clearly prevented a
greater price slide. Chart 3 shows the development of
the ICEX-15 index so far this year.

Chart 3
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Easy liquidity

The banks’ liquidity position has been quite easy,
partly reflecting the Central Bank’s regular currency
purchases and changes to minimum reserve require-
ments that went into effect at the beginning of the
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year. However, the impacts of both these measures
were largely offset by the reduction in Central Bank
repo transactions (see Box 1). As a countermeasure,
the Bank has offered certificates of deposit (CDs) this
year on almost a weekly basis. Chart 4 shows that
there has been considerable demand for these instru-
ments, although repo transactions have also been
sizeable (see Chart 5). Intermediation of liquidity
between individual credit institutions has shown
some improvement and the banks have now opened
credit lines with each other under the same arrange-

ment as in Central Bank repos, i.e. with secured
loans.

Domestic interbank currency rates have been below
the policy rate

One effect of easy liquidity is to soften the sensitivi-
ty of interest rates in the interbank kréona market to
changes in the Central Bank’s policy rate. Credit
institutions with liquid positions have a limited need
for Central Bank lending facilities and opt instead for
deposit instruments (CDs). It would be preferable if

Chart 4
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Chart 5
Outstanding stock of Central Bank repos
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Box 1 Central Bank regulatory changes and market measures
and their impact on liquidity since January 2003

The following is on overview of the main effects that
Central Bank measures have had on liquidity in circu-
lation since the beginning of 2003. Four types of meas-
ures are examined: changes in the reserve requirement,
currency purchases, repos and issues of certificates of
deposit (CDs).

Required reserves

In March and December 2003 the methodology for cal-
culating the reserve requirement of credit institutions
was changed. As a result of these changes, 23 b.kr.
were released from the credit institutions’ required
deposits (8 b.kr. in March and 15 b.kr. in December
2003; see Monetary Bulletin 2004/1). However, the
institutions’ expanding balance sheets have led their
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required reserves to increase again. Their reserve
deposits with the Central Bank amounted to 31 b.kr. at
the end of December 2003 but in September 2004 they
were 11 b.kr., i.e. liquidity increased by 20 b.kr. over
this period.

Central Bank currency purchases

Central Bank currency purchases over the period
January 2003 to the end of October 2004 increased lig-
uidity in the credit system by 64 b.kr. (currency
amounting to 4.5 b.kr. was purchased in 2002).

Gross increase in liquidity as a result of Central Bank
measures
Central Bank measures therefore resulted in a total
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increase of 84 b.kr. in credit institutions’ liquidity over
this period.

Repos

At the beginning of 2003, the outstanding stock of
Central Bank repurchase agreements with credit insti-
tutions amounted to 74 b.kr. At the end of October
2004 the outstanding stock was 28 b.kr., a reduction of
46 b.kr.

Certificates of deposit

The Central Bank launched regular sales of CDs in the
beginning of 2004. The outstanding stock of CDs was
7 b.kr. at the end of October.

Gross reduction in liquidity as a result of Central Bank
measures

The decrease in repo transactions and the sale of CDs
have resulted in a liquidity flow of 53 b.kr. to the
Central Bank.

Net increase in liquidity as a result of Central Bank
measures

These calculations imply that liquidity in circulation
increased by 31 b.kr. over the period from the begin-
ning of 2003 to the end of October 2004 as a result of
Central Bank measures and changes to its rules on the
reserve requirements.
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Chart 3
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institutions with ample liquidity were to open facili-
ties for those that are tighter, in order to channel lig-
uidity between them. Central Bank lending and
deposits would then make up the balance. Such an
arrangement has not been established in Iceland, in
part because of risk evaluation criteria in inter-insti-
tutional trading. Also, the temporary impact that
required reserves have on interest rates can cause
fluctuations. A persistent mismatch, on the other
hand, indicates liquidity imbalances, and new meas-
ures may need to be adopted. Chart 6 maps interbank
krona market rates against the Central Bank’s policy
rate.

Chart 6
Interest ratesin the interbank kréna market
and the policy interest rate
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Decline in overnight lending

Easier liquidity of credit institutions has substantially
reduced the need for Central Bank overnight lending
facilities. O/N loans are now mostly used to close
unforeseen gaps that form in payment systems. There
are occasional cases when market agents miscalcu-
late their own positions the market position and need
to use O/N loans as a temporary bridge, although this
is rare. O/N lending is shown in Chart 7.

Other central banks raise their policy rates

The Bank of Canada raised its key policy rate in
September and October, by 0.25 percentage points
each time. Likewise, the Reserve Bank of New
Zealand announced hikes of 0.25 percentage points
each in September and October, and the US Federal
Reserve hikes of 0.25 percentage points each in
September and November. The National Bank of
Switzerland raised its repo rate by 0.25 percentage
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Chart 7
Overnight lending in 2004

Jan. Feb. March April May June July August Sept.
Source: Central Bank of lceland.

Oct. Nov.

points in September. Table 1 shows policy rates in
selected countries and changes in them so far this
year. The euro appreciated sharply against the US
dollar in mid-October after lying below 1.24 for
some time, and moved to around 1.3 where it has
been in recent weeks. From October 26, 2000, when
the dollar was at its strongest against the euro, until
its weakest rate on November 10 this year, the dollar
had slid against the euro by 36%.

Interest-rate differential has widened following poli-
cy rate rises

Following the Central Bank’s policy rate rises, the
interest-rate differential between Iceland and main
trading partner countries has widened. The interbank
market differential now measures 4.9 percentage

Table 1 Policy rates of selected central banks

December 31, November 19,
% 2003 2004
Central Bank of Iceland ..........c......... 5.30 7.25
Reserve Bank of Australia................. 5.25 5.25
Reserve Bank of New Zealand.......... 5.00 6.50
Bank of England 4.75
Norges Bank......ccocoecviviccnnccnnnne . 1.75
Sveriges Riksbank ..........ccccoeeennnne 2.75 2.00
Bank of Canada........occceeenveennnnnne 2.75 2.50
Federal Reserve System..........c.c..... 1.00 2.00
European Central Bank ...........c........ 2.00 2.00

Source: Central Bank of Iceland.




points, compared with 3.1 percentage points in the
beginning of May. One consequence of the wider dif-
ferential is to fuel demand for foreign borrowing,
which contributes even further to the strengthening of
the krona. However, international interest rates have
been at a historical low and are on an upward trend,
as Table 1 clearly shows. The Central Bank of
Iceland has repeatedly pointed out the inherent risk in
borrowing under such conditions, especially the
exchange rate risk faced by domestic entities with no
foreign currency revenues that could cushion against
exchange rate movements. The Bank reiterates this
warning and urges caution in this respect. Hedges
against exchange rate risk could also be a prudent
measure.

Little change in bond market yields

HFF bond yields have changed relatively little in
recent months. They rose slightly in the wake of the
banks’ new mortgage loan offers, but the increase
was by and large reversed. The yield is currently
3.58% on HFF bonds with a maturity in 2024 and
3.67% for bonds maturing in 2044. HFF bonds in the
amount of 7 b.kr. were auctioned at the end of
September. Bids totalling 17 b.kr. were made, of
which 4.9 b.kr. were accepted. No auction was held
in October because of ample liquidity at the HFF. It
is foreseeable that supply of the new HFF Bonds may
be lower than was expected before the banks
announced their new mortgage offers, possibly
spurring demand for existing bonds in the market.
Yields on non-indexed bonds have gone up broadly
in line with higher inflation and rises in the Central
Bank policy rate.

Box 2 Foreign exchange market activity

Since 1989, the Bank for International Settlements has
conducted a Triennial Central Bank Survey of Foreign
Exchange and Derivatives Market Activity. Data are
collected on turnover in traditional foreign exchange
markets — those for spot transactions, outright forwards
and foreign exchange swaps — and additionally since
1995, turnover in over-the-counter (OTC) currency
and interest rate derivatives. The aim of these surveys
is to obtain reasonably comprehensive information on
the size and structure of foreign exchange and OTC
markets. Increased information also promotes market
transparency and reforms. Participants in the survey
were 52 central banks and monetary authorities, which
is similar to the last survey three years ago but more
than double the original number. Each participant
reports on foreign exchange activity in its own country.
Iceland does not participate in the survey, although the
Central Bank has collected foreign exchange trading
data which are more detailed than in most other coun-
tries.

Preliminary findings were published in September
this year. More detailed results will be released at the
end of 2004. Further details of the survey are posted on
the BIS website, www.bis.org.

Market turnover

Turnover data provide a measure of market activity
and can also indicate market liquidity. Turnover was
defined as the absolute gross value of all new deals
entered into during the survey month (April 2004),
measured in terms of the nominal or notional amount
of the contracts and adjusted for double-counting.
Table 1 presents a comparison of total forex market
turnover with previous years, broken down by instru-
ment. In April 2004, average daily turnover amounted
to just under USD 1,880 billion,! an increase of USD
500 b. since three years ago. Turnover rose across mar-
kets but particularly in the spot and forward markets.
However, global trading volumes had fallen between
1998 and 2001.

Factors that arguably boosted turnover include the
growing importance of hedge funds and the more
active role of asset managers in general. Investors also
became increasingly interested in foreign exchange as
an asset class alternative to equity and fixed income.
There were no substantial changes in the currency

1. At the exchange rate of 67.67 kr. = USD 1 on November 9, this was
equivalent to 127 thousand b.kr. By comparison, the record for annu-
al turnover in the Icelandic forex market was in 2001, at 1.2 thousand
b.kr.
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Global foreign exchange market turnover
Daily averages in April in billions of US dollars!

Instrument 1989 1992 1995 1998 2001 2004
Spot transactions..... 317 394 494 568 387 621
Outright
forwards.................. 27 58 97 128 131 208
Foreign

exchange swaps...... 190 324 546 734 656 944

Estimate gaps

in 1eporting ............. 56 44 53 60 26 107
Total “traditional”

tUINOVET......cvevneene. 590 820 1,190 1,490 1,200 1,880
Turnover at

April 2004

exchange rates ........ 650 840 1,120 1,590 1,380 1,880

1. Adjusted for local and cross-border double-counting.

composition of turnover between 2001 and 2004. The
dollar was on one side of almost half of all transac-
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tions, followed by the euro, yen and pound sterling.
Unsurprisingly, dollar/euro was by far the most traded
currency pair, followed by dollar/yen. Shares of the
less-traded currencies have increased with the opening
(or recovery) of markets in Asia and Eastern Europe.

The UK was the most active trading centre, captur-
ing 31% of total turnover reported in the survey. Next
came the United States (19%), Japan (8%), Singapore
(5%), Germany (5%), Hong Kong (4%) and Australia,
Switzerland and France (3% each).

The OTC market section consists of “non-tradi-
tional” foreign exchange rate derivatives such as cross-
currency swaps and options and interest rate deriva-
tives contracts. Turnover in the OTC market jumped to
more than double the figure in the previous survey.
Average daily turnover in April 2004 was reported as
USD 1.2 trillion. The increase in activity largely
reflects greater diversity of products rather than a shift
from exchanges.



Hjordis Dréfn Vilhjalmsdottir!

Housing support and public housing funds

in Iceland and abroad

Considerable changes have taken place in the Icelandic housing market in recent years. Public sector
involvement has changed and further reforms have been announced. It is interesting to examine these
changes with reference to the way that public sector involvement in housing has evolved in neighbouring
countries. The following is an account of the position and development of housing policies in several
countries for which data are available. It compares different countries’ government intervention in the
housing market through the tax and welfare benefit system, and by direct intervention in the housing
loan market. Iceland appears to provide less support through the tax and welfare system than
neighbouring countries, but applies more direct intervention in the housing loan market.

Introduction

Economists and monetary and fiscal policy-makers
have various reasons for scrutinising the housing mar-
ket. It is influenced by economic developments and at
the same time can have a considerable macroeconom-
ic impact. Macroeconomic changes affecting the
housing market are almost always reflected in changes
in housing prices. Factors at work include actual or
expected changes in household income, short-term
real interest rates, population size and family struc-
ture. If housing supply does not manage to track such
changes in the short term, imbalances may develop
between housing supply and demand. Housing prices
are also impacted by government measures, e.g.
changes in taxation, subsidies and official housing
policy. Variable supply of or access to finance can also
have a substantial effect on demand for housing. In the

1. The author is an economist at the Central Bank of Iceland’s Economics
Department. She would like to thank Ingimundur Fridriksson, Témas
Orn Kristinsson and Arnor Sighvatsson for their constructive remarks.
The views expressed in this article are those of the author and do not
necessarily reflect the views and policies of the Central Bank of
Iceland.

opposite direction, fluctuations in housing prices have
a macroeconomic impact, in particular by stimulating
lending and private consumption.

Central banks which are on inflation targets have
ample reason to pay attention to the housing financ-
ing, due to its effect on the transmission of monetary
policy.? Changes in housing financing arrangements
cause an adjustment to a new equilibrium, and this
process and its effects on monetary policy transmis-
sion and price stability need to be analysed.

Housing finance arrangements can have a direct
impact on inflation measurements through the hous-
ing component of the consumer price index (CPI),
which can vary depending on whether housing is pre-
dominantly owner-occupied or rented. Since Iceland
has a relatively large proportion of owner-occupancy,
housing prices weigh quite heavily in the CPI on
which the Central Bank’s inflation target is based,
while rent is less important compared with other
countries. Most other countries have a lower level of
owner-occupancy and in some cases housing prices

2. See Pétursson, Thoérarinn G., “The transmission mechanism of mone-
tary policy”, Monetary Bulletin, 2001/4, pp. 62-77.
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are not incorporated into the CPI on which their
respective monetary policies (inflation targets) are
based.’

Major reforms have been made to housing
arrangements in Iceland in recent years, in most cases
affecting the mortgage market. Recently the govern-
ment has extended the sphere of operations of the
Housing Financing Fund (HFF) and made efforts to
expand its activities.* It is interesting to examine
whether housing arrangements are evolving in the
same direction in Iceland as in neighbouring coun-
tries. A comparison has therefore been made with the
following countries: Denmark, Finland, France,
Germany, the Netherlands, Norway, Spain, Sweden
and the UK. A snapshot of the current state of the
housing market in these countries is given by the key
figures shown in Table 1. Housing prices have soared
in many parts of the world in recent years, including

portion of GDP was highest in Iceland in 1998-2003,
the rise in housing prices third highest in 1997-2003
and the rise in rent the highest over the same period.
Mortgages as a proportion of GDP are also high in
Iceland, but surpassed by Denmark and the
Netherlands.

The following sections discuss the government’s
housing policy objectives and the main paths for
achieving them. The scope of support in different
countries is compared as far as data are available.
Support for tenants in rented accommodation and
owner-occupied households is discussed, focusing on
support for homebuyers through the mortgage system
in the countries where this is provided. Finally, the
main characteristics of housing arrangements in
Iceland are summarised, and the current position and
developments in recent years are compared with
those in other countries.

Table 1 Housing market highlights in selected European countries

Housing invest-
ment, average

Owner- year-on-year
% occupancy’ change 1998-2003
Denmark.... .51 0.4
Finland .....ccccooeviininiee. 61 1.6
France.......cccovevevncncncnnn. 55 2.4
Germany........coceeeeeerveneenene. 42 -2.7
Iceland................cccooceeveuene. 83 8.9
Netherlands .........ccccceveniennne. 53 0.8
NOTWaY .o 77 2.3
SPain .o 85 5.6
Sweden.......ooeeveniiienenne 61 6.6
UK e 69 1.3

Mortgages Average year-on-year change 1997-2003
as % Housing Consumer prices
of GDP! prices Rent (HICP)
75 4.1 2.6 2.1

31 7.2 3.1 1.9

23 9.0 1.6 1.5

54 0.0 1.1 1.2

64 10.3 9.1 3.5

88 4.9 3.0 2.9

50 4.7 3.6 2.1

38 18.1 42 2.8

48 6.4 1.3 1.6

62 25 2.8 1.3

1. Most recent statistics. Sources: European Mortgage Federation, Eurostat, RICS European Housing Review 2003 and 2004, Statistics Norway, Statistics

Iceland and Land Registry of Iceland.

some of the countries in the comparison. Iceland
ranks among the countries with the sharpest upswing
in the housing market. Housing investment as a pro-

3. For example, housing prices are not included in the Harmonised Index
of Consumer Prices (HICP) in the European Economic Area.

4. See “Household debt and the planned extension of public housing
finance”, Box 2 in the Financial stability chapter of Monetary Bulletin
2004/3, pp. 40-41, and “Main changes in the housing market in 20047,
Box 1 in the chapter on Economic and monetary developments and
prospects, Monetary Bulletin 2004/4, p. 13.
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Government housing policy objectives generally
quite similar — including matching housing
quality and location to local conditions ...
Government policy objectives for residential housing
are generally fairly similar. In short, it can be said
that government policy in all the countries in this
comparison is for everyone to be able to live in hous-
ing that is fit for habitation. However, the definition
of being fit for habitation varies from one country to
the next. Building regulations are used to define qual-



ity standards and adapt housing to local conditions.
For example, residential housing in Iceland must be
capable of withstanding strong earthquakes, which is
not a necessary provision in, for example, the UK.
Some countries need to consider the location of hous-
ing with respect to the risk of mudslides, floods or
avalanches, and so forth. In Iceland and Germany the
emphasis is on owner-occupancy, which is less of a
priority in France, for example. In Spain, official pol-
icy is to increase the share of the rental market, as
discussed below.

... while social goals also play a major role
Some regulations serve social goals, e.g. laws and
regulations on the rental market, which aim to ensure
satisfactory housing for all. Spain attempted for years
to safeguard the interests of lower-paid groups with
stringent rules for the rental market, which have in
fact recently been changed. Support for rental tenants
is discussed below. In North and Central Europe,
social aspects of housing design have been a particu-
lar focus. This includes rules on the size of housing
relative to the size of families — the number of mem-
bers in a family is taken into account when social
housing is allocated. Rules also apply to rent benefit.
In Iceland, rent benefit is means-tested and intended
to relieve the burden on less well-off households.
Specific rules govern the allocation of rent benefits,
for example they are not awarded for residential
housing in industrial premises, or if kitchen and san-
itary facilities are shared.

Social goals are generally attained through the
tax and benefit system

To a large extent, governments have attempted to
attain their social goals for housing through the tax
system, i.e. tax allowances, subsidies and outlays on
housing. The table in the Appendix presents a
detailed overview of the tax and benefit systems of
several European countries, which gives some idea of
how governments can use them to influence the hous-
ing market. The main categories in the table are dis-
cussed below. Housing policy is rarely implemented
by direct government intervention in the mortgage
market. No other country in the comparison applies
public support through the mortgage system on the
scale witnessed in Iceland, as discussed in more
detail below. Lending policy at Iceland’s HFF has

increasingly performed a social role, spearheaded by
the second mortgages available to lower-income fam-
ilies in addition to its ordinary housing loans. Besides
Iceland, only Norway and France have public sector
credit institutions that provide mortgages. Norway’s
Husbanken mainly lends for new housing, but also
has a role in providing social support. For example,
the bank is intended to assist low-income households,
seniors and people with disabilities in acquiring sat-
isfactory housing. This support is provided on a con-
siderable scale: Norway’s 2002 budget allocated 5.45
b. NOK to Husbanken to provide grants and benefits
to assist lower-income groups, and 13 b. NOK for
lending. In France, a range of public assistance is
provided through the mortgage system. The most
common is a dedicated savings scheme, but efforts
are also made to contribute to lower interest rates on
mortgages from credit institutions. Various loans are
available to civil servants, and through the welfare
system low-income households are offered loans at
0% interest. Arrangements for public support through
the mortgage system in these three countries are
described below.

Scope of public housing support through

the tax system

Both the form and the extent of public housing sup-
port varies from one country to the next. In some the
focus is on support for homeowners, and in others for
rental tenants. The extent to which social support? is
connected with housing varies as well.

Table 2 presents an overview based on recent data
from the European Central Bank (ECB), OECD and
Nordic Council of Ministers for the scope of public
expenditure on housing policies. Although har-
monised data were not available for all countries,
these figures should still provide an indication of
where Iceland stands in this respect. The table indi-
cates that Iceland has one of the lowest levels of pub-
lic support for housing (generally based on social
principles) compared with the countries in the OECD
and ECB surveys. Iceland also has one of the lowest
levels of housing taxes, and of support net of taxa-
tion. It should be reiterated that this comparison is
confined to support through the tax system. No

5. “Social support” refers to support aimed at assisting lower-income
individuals and households and improving their circumstances.
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Table 2 Public expenditure on housing policies as a % of GDP

ECB OECD
% of GDP 2000 1998
Denmark ......ccoeeeniviiinnieiinecne 1.4 0.72
Finland... 1.2 0.38
FANCE ©oovvvvververeeerseessereesesessessenens 11! 0.92
GeIrmany .......cceveeeeevereereenieneenenne 0.9 0.18
Iceland ..............cccoeovecvvcenieiaiinn. 0.12
Netherlands........ccccceeveeoiniccinnenns 0.7! 0.44
NOIWAY ..ottt 0.20
Sweden......coovveeenneiinececee 1.4 0.81
UK et 0.6 .61

Nord 2001:27

Housing Taxes on Support net

support housing of taxes
1999 1999 1999
2.67 1.35 1.32
1.32 0.13 1.19
0.87 0.50 0.37
0.802 0.722 0.802
1.74 0.93 0.81

1. Data on allowances are from 1999. 2. Data on tax revenues from 1998. Sources: ECB March 2003, OECD, Social benefits, Nordic Council, Nord 2001:27.

allowance is made for the HFF and its activities in the
OECD or Nordic Council data — through its state
mortgage loan system, Iceland provides one of the
highest levels of public support in Western Europe
and indeed in the western world.

Central and local government shares in

housing support

In Iceland, housing support largely consists of interest
relief, rent relief and interest rate subsidies. Interest
relief and subsidies® are provided by the state, and
rent relief by the municipal authorities. Rent relief
amounted to 0.9 b.kr. in 2002 and interest relief 5.1
b.kr. The state therefore accounts for a much larger
share than local government in Iceland. The same is
true of Finland, where the municipalities’ share is
negligible. In Denmark just over one-quarter of sup-
port is provided by the state and remainder by local
authorities. In Germany, on the other hand, only one-
quarter is provided by the federal government, just
under one-fifth by municipalities and the remainder
by regional Lander. This difference may be connected
with the fact that Iceland has one of the highest pro-
portions of owner-occupied housing and Germany the
lowest. As a rule, the division between public housing
expenditure appears to be that central government

6. Interest rates on earlier types of HFF loans were subsidised. In the
HFF’s annual statements for 2002, the Treasury’s contribution for inter-
est rate subsidies was reported at just over 70 m.kr. This support is
therefore negligible, the remnant of a previous housing loan system.
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provides interest relief and tax relief, while local gov-
ernment provides support for rental tenants and gen-
erally also handles social support. Germany’s low
owner-occupancy rate, coupled with the absence of
interest relief and tax relief, largely explains its differ-
ent mix of support between central and local govern-
ment, compared with Iceland.

In presentations of central and local government
expenditures in the terms used here, it should be
borne in mind that single-year comparisons may be
misleading, especially in countries with variable
mortgage rates. Interest relief and tax relief on mort-
gages may change year-on-year in step with interest
rate changes. Since interest rates in the euro area
were low in 2002, it can be assumed that the share of
support provided by the state was exceptionally low
in Finland, where 97% of mortgages carry variable
interest rates. Hence the respective shares of central
and local government in housing support are vari-
able. This factor has less effect in Denmark, where
only 15% of mortgages carry variable interest and
10% a mix of fixed and variable rates. Systemic
changes that have a permanent effect on interest rate
levels can also alter the relative shares of central and
local government support, e.g. a cut in interest rates
in Iceland will reduce interest relief but be offset by
an increase in mortgage lending.



Support for households in rental
accommodation

Support enables lower-income families and individu-
als to live in rental accommodation. Families living
in unsatisfactory housing are helped in moving to
better or larger dwellings. Support for rental tenants
also brings people into the rental market who would
otherwise not have the opportunity or incentive to do
so (e.g. students living in their parents’ homes and
tenants who defer buying their own housing on
account of favourable welfare benefits). In many
countries the main channel for social assistance is in
the form of support for rental tenants.

Table 3 Residential housing by category

% of total residential housing!

Owner- Private Social Other or

occupied  rental rental unknown Year

Denmark ........... 51 26 19 4 2001
Finland.............. 58 15 16 11 2000/2001
54 20 18 8 1999

43 47 10 1999

83 17 2003

53 12 35 2000

74 26 2001

85 9 2 4 1999/2001

60 20 20 . 1995/2000

69 10 7 14 2001

1. “...” indicates that a breakdown of data is not available. 2. The breakdown
of rental accommodation between social housing and the private sector
market is not available. Sources: Statistics Iceland, Housing Statistics in
the European Union 2002, RICS European Housing Review 2004, The
Housing Market in Spain.

Table 3 shows the breakdown of residential
accommodation by category in the selected countries.
The ratio of owner-occupancy varies, being lowest in
Germany and highest in Spain. It is interesting to
examine the causes of this wide discrepancy. Can it
be traced to varying degrees of housing support, or is
the underlying reason differences in legislation?

Data on the breakdown between support for rental
tenants and homeowners are not easy to obtain and
the information that is available often gives an impre-
cise picture of the real support. Housing support may
be linked to size of family, income or other factors. In
such cases, differences in the age composition of
population can produce apparent differences in sup-

port, even when similar rules apply. In most of the
countries, younger people tend to live in rental
accommodation and older people are owner-occu-
piers. Younger people often have unreliable sources
of income, e.g. they are still in education, are unem-
ployed more often and want to travel before tying
themselves to a specific place by buying housing.
Furthermore, saving for a down-payment on housing
generally takes some time. The following analysis is
confined to arrangements in the three countries on the
extreme in Table 3: Germany, where the owner-occu-
pancy rate is lowest, and Spain and Iceland where it
is highest.

Germany

Germany has a strong rental housing market. Only
41% of residential housing is owner-occupied, other
housing is classified as rental and some is vacant.
Conditions differ between West and East Germany.
In Berlin, for example, only 10% of housing is
owner-occupied, while the ratio in the Saar state is
highest at almost 60%. Vacant dwellings are more
predominant in East Germany. Almost one-fifth of
rental housing in East Germany is social.” The reason
for the high share of rental housing in Germany com-
pared with the rest of Western Europe probably lies in
the levels of support for families in rental and owner-
occupied housing respectively. As in other countries,
older people in Germany tend to be owner-occupiers
and younger people rental tenants. Official housing
policy in the 1950s-1970s tended to encourage peo-
ple to live in rented accommodation. Some impact
still lingers from the unification, when there was an
exodus from east to west and strong excess demand
for housing was met with public support for rental
market agents. Rental market regulations make long-
term tenure very favourable for tenants, because rent
is not determined by new agreements, but by a cross-
section® of the rent for comparable dwellings. As a

7. Housing Statistics in the European Union 2002, RICS European
Housing Review 2004.

8. Rent is fully negotiable at the start of an agreement, but subsequent
changes are regulated, and generally indexed either to inflation or to
market rent for comparable housing. The index for comparable housing
is based on average rent at any time. Only new rental agreements can
affect the average rent for each respective category of housing, togeth-
er with earlier agreements that are cancelled. For this reason, rent is
inelastic and lags behind the market.
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result, increases in existing rent lag behind the mar-
ket rate, making tenants reluctant to change their
housing arrangements. Landlords may be tempted to
counteract this by setting the rent on new agreements
higher so that new tenants bear the brunt of market
rents when they go up. However, this has not been a
problem in recent years, since strong supply of rental
housing, weak demand and low inflation have kept
rises to an insignificant level.

The German government is aiming for a higher
level of owner-occupancy. It supports homebuyers
with tax relief based on the value of the housing in
the year of purchase, but unlike most EU countries
does not grant relief for mortgage-related interest
payments. Germany also waives landlords’ debts
with the public sector if they sell at least 15% of their
rental housing to tenants. But several temporary fac-
tors constrain growth of owner-occupancy, in addi-
tion to the temporary support provided to the rental
market in connection with unification. Germany’s
economy has been depressed in recent years, accom-
panied by unemployment, sluggish private consump-
tion growth and higher taxes. Relatively high real
interest rates on mortgages have also dampened
housing demand.’ Supply of new building land has
been limited due to the reluctance of local authorities
to plan and develop new residential districts.

The interaction of government policies over the
past few decades, the temporary impact of reunifica-
tion and the recent economic climate are probably the
main causes of Germany’s notably low proportion of
owner-occupancy.

Spain

Spain has the highest level of owner-occupancy in
the EU. A survey of consumption conducted by the
Spanish Statistics Office!® in 2001 revealed that
84.7% of residential housing was owner-occupied,
9.3% rented and 6% vacant.!! No single reason can
be identified for the high level of owner-occupancy.

9. In 2002 nominal interest rates (fixed for at least 10 years) averaged
5.8% and year-on-year inflation was 1.3% (HICP), leaving interest
rates at around 4%2% in real terms.

10. Martinez, Jorge and M® de los Llanos Matea, Banco de Espana
Research Department.

11. These figures apply to residential housing that is occupied year-round,
not holiday homes.
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Under earlier rules on the rental housing market, ten-
ancy was inherited and rent could only be raised after
demonstrating that housing costs had increased. As a
result, new rental housing was in short supply, and
rented accommodation in general difficult to come
by. Rental market regulations were liberalised in
1985 but without a grandfather clause for existing
agreements. Thus the Spanish rental market is divid-
ed into two parts. One comprises a relatively fixed
number of long-term, low-rent agreements, and the
other short-term agreements at much higher rent.
Demand for rental housing covered by the new regu-
lations is very subdued. Part of the explanation for
the high level of owner-occupancy may be cultural:
the tendency for extended families to live together. In
the mid-1990s there were 3.3 persons in the average
household; 44% of males and 30% of females under
the age of 30 still lived with their parents, and only
5% of the 65+ group lived alone. High unemploy-
ment and lack of social housing also prevented young
people from being able to afford to leave home. In
recent years, Spain has been attempting to increase
the share of rental housing. The tax advantage of
owner-occupancy was reduced in 1999 and legisla-
tive reforms last year aim to stimulate the rental mar-
ket. However, low real interest rates,!? stiff competi-
tion in the mortgage market and the buoyant Spanish
economy have caused the owner-occupancy rate to
rise from 76% in 1985 to almost 85% in 2001.

Iceland

It has been government policy in Iceland to encour-
age home ownership. Much more funds have been
allocated to promoting general home ownership than
to boosting the rental market. Planned changes in
HFF lending rules to raise the loan-to-value ratio to
as much as 90% support general home ownership fur-
ther still. Plans are also afoot to abolish net wealth
tax, but this will be offset by a planned reduction in
interest relief.!> However, support for the rental mar-
ket was stepped up with a regulation issued in 2001

12. Interest rates remained low in real terms due to low nominal rates, vari-
able interest rates of approx. 4.5% in 2002 and high inflation measur-
ing 3.6% (HICP) year-on-year. The real interest rate was therefore just
under 1%.

13. Cf. the parliamentary bill amending Act no. 90/2003, on Income Tax
and Net Wealth Tax, as amended, and other legislation.



authorising the HFF to lend for construction of rental
accommodation. Loans may amount to up to 90% of
construction cost or purchase price of housing, with a
maturity of up to 50 years. Rent relief is means-test-
ed and therefore relatively small in scope, and the
rental market is not large. Rented accommodation
owned by the public sector (mainly local authorities)
is in short supply and solely used by the social serv-
ices or for municipal employees. In regional Iceland,
it is common for local authorities to own housing
occupied by their employees such as teachers.
Another difference in the rental market between
Iceland and most countries in the comparison is that
very few landlords own housing that is specifically
intended for renting out. Rental accommodation
commonly belongs to people who are temporarily
resident elsewhere, for example when studying. As a
result, rental agreements tend to be fairly short-term,
most often for one year, and a tenant rarely stays in
the same housing for longer than five years. Because
agreements are short-term, rent moves in close step
with housing prices. This makes it less economical to
rent during episodes of housing price inflation than in
countries where rental agreements are longer-term,
rent lags behind housing prices and rent increases are
more stringently regulated. However, it should be
mentioned that some rental accommodation has been
built in Iceland following a new regulation set in
2001.'# Increased supply of rental housing should
contribute towards longer-term rental agreements.
Time alone will tell whether sufficient rental accom-
modation will be built and sufficient demand will be
at hand to increase its share in the housing market.

Support for owner-occupants
People need to consider various factors when decid-
ing whether to buy rather than to rent housing. A
buyer must be able to meet the instalments and
preferably be able to sell the housing without much
cost or other problems. Capital formation is another
consideration, because households invest a large
share of their life savings in housing.

Public support for owner-occupancy is most com-
monly provided through tax relief on interest pay-

14. The aim of this regulation is to facilitate local authorities and housing
associations in increasing rental housing supply. It largely appears to
constitute a form of social assistance.

ments or direct interest relief. In this way the general
government helps homebuyers over the first and
most difficult hurdle, when the principal of the loan
is highest and interest payments heaviest. Over time
the principal decreases and the interest payments bur-
den eases. The table in the Appendix shows that most
countries provide some kind of interest relief or tax
relief. Only the UK,'> France and Germany do not
support owner-occupants in this way.

Tax relief on interest payments is the more com-
mon arrangement for support. However, it benefits
only employed taxpayers. Iceland’s interest rebates
are means-tested, so it is not least the unemployed
and low-income groups who benefit from them.
Interest relief is by far the largest single component
of public housing support in Iceland and is much
greater than rent relief. Overall, as Table 2 shows, the
scope of public support in Iceland is fairly small by
international comparison.

It should be pointed out that although the UK pro-
vides neither tax relief on housing nor mortgage inter-
est relief, social support is provided in connection
with interest payments for people in difficult circum-
stances such as unemployment or illness. Such assis-
tance is provided only when unpaid mortgage interest
has accumulated for several months. The government
will then settle the interest due, but does not remit the
sum to the payer. Also, assistance is confined to home-
buyers who have not insured themselves against mort-
gage delinquency.!® Such insurance policies are
offered in other countries, including Iceland recently.

Housing transaction costs vary from one country
to the next (see table in the Appendix). Iceland has
relatively low housing transaction costs. On signing
the purchase deeds the buyer pays stamp duty equiv-
alent to 0.4% of the valuation of the property. Stamp
duty is equivalent to 1.5% of the nominal value of
new borrowing and thus amounts to around 1.2% of
the market value of a property if an 80% new mort-

15. Support through interest relief was in effect in the UK, but was aban-
doned because the government felt that households too frequently
spent interest rebates on consumption instead of their mortgage pay-
ments.

16. In the UK, mortgages are provided in the private market with the prop-
erty as collateral. Homebuyers can insure against delinquency due to
circumstances beyond their control, such as unemployment or illness,
in which cases the insurance fund meets the mortgage interest pay-
ments.
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gage is taken. Loan registration fees are 1% of the
nominal value of HFF bonds and 0.5% of supple-
mentary loans (second mortgages), nominal. Public
costs on housing transactions are highest in the
Netherlands and Denmark and lowest in Iceland.

A higher capital income tax than the capital gains
tax on housing!” encourages housing investment.
This applies in Iceland and the countries surveyed
here.!® In most countries homebuyers are exempt
from capital gains tax on housing that they have
occupied for two years or longer. In the Netherlands
there is no capital gains tax on housing.

People deciding whether to buy or rent housing
also need to take into account real estate tax and tax
on owner-equivalent (imputed) rent. Real estate tax
appears broadly similar in the surveyed countries and
can be ignored. Tax on owner-equivalent rent, i.e. on
the economic benefit of owner-occupancy over and
above paying rent, is levied in Denmark, Norway,
Sweden and the Netherlands, but not Iceland.
Research has shown that it is primarily homeowners
who have paid off their mortgages who benefit more
from living in their own housing than in rented
accommodation.!®

Support through the mortgage system

No other Western European country provides public
support for homebuyers through the mortgage system
on the scale operated in Iceland. Of the countries in
this comparison only Norway and France provide
public support through the mortgage system.
Elsewhere it has increasingly been provided through
other channels. Developments in Western Europe
have been characterised by privatisation of banks that
provide mortgages and a market-oriented legal envi-
ronment for the activities of housing credit institu-
tions. Examples include deregulation of loan ceilings
and interest rates, lower prepayment charges, etc.?”

17. “Capital gains tax on housing” refers here to tax on the margin between
the buying and selling price of house caused by an increase in the price
of the property over the period of its ownership.

18. Such an incentive exists even in Sweden, where capital gains tax on
housing is 25%, because capital income tax is higher, at 30%.

19. Frick, J. R. and M. M. Grabka, January 2002.

20. See Appendix 2, “Public support for homebuyers in Iceland and
elswhere”, to the section on Economic and monetary developments and
prospects, pp. 45-47, Monetary Bulletin 2003/4; and ECB, Structural
factors in the EU housing markets.
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The following is a brief outline of the main aspects
of mortgage arrangements in two countries which,
along with Iceland, provide public housing loans.

France

In France, homebuyers are provided with a variety of
public support through the mortgage system. The fol-
lowing account is confined to the main types of pub-
lic mortgage loan. The public housing savings
scheme (plan d’épargne-logement) has been used for
the purchase of 40% of owner-occupied housing.
Under this scheme, potential homebuyers save a spe-
cific sum for at least 5 years at below the market
interest rate. They can then borrow 2.5 times the
accumulated saving at below the market interest rate,
and use the amount already saved as a down-pay-
ment. Public involvement in the mortgage market
also follows other channels, e.g. with regulations on
private sector mortgages. Among them are the regu-
lated loan scheme (prét conventionné) for public sec-
tor institutions and lenders, which contributes to
lower interest rates than in the private market. Zero-
interest mortgages are also provided by the state in
France for low-income families.

Norway

Husbanken in Norway is a public loan provider for
homebuyers. At the end of 2002 Husbanken account-
ed for 14% of outstanding mortgages in Norway.
While Husbanken also lends for first-time mortgages
and renovation and performs a social role, as men-
tioned above, its largest lending category by far is for
new housing, subject to regulations on layout and
size. Husbanken lends for the lion’s share of all new
housing and in effect its rules for allocation shape
housing design trends in Norway.

Husbanken is state-financed with funding on the
budget approved by the Norwegian parliament,
which also covers grants and operating costs includ-
ing loan losses.

Iceland

The Housing Financing Fund (HFF) dominates
Iceland’s mortgage market. At the end of 2003 it
accounted for more than 75% of outstanding lending
for housing. It lends both to social housing and the
private market, and for construction of new housing
and secondary market purchases. The HFF grants



secured mortgages for low-income and low-asset
households at a loan-to-value ratio of up to 90%,
70% of collateral to first-time buyers and 65% to oth-
ers. The maximum loan amount is 11.5 mkr. In
recent years the government has eased the HFF lend-
ing rules in various ways. The maximum loan
amount was increased in two steps from 8 b.kr for
secondary market purchases and 9 b.kr. for new-
buildings in 2003, to 11.5 b.kr. towards the end of
2004; the maximum mortgage-to-fire-insurance ratio
was 85% until October 2004 when it was raised to
100%; and it has been decided to raise the maximum
loan-to-mortgage ratio to 90% at the beginning of
2005. Presumably the government has eased the
HFF’s lending rules faster than originally planned
after the commercial banks began offering more
favourable mortgage terms than it had provided.?! As
soon as a private sector market evolved, the HFF was
set into competition with it.

The HFF also lends for construction of rental
housing, as mentioned above.

The relation between housing debt and the sup-

port associated with it

It is interesting to examine whether there is any rela-
tion between housing debt and the form or extent of
support associated with. In this context, public lend-
ing for housing purchases can be compared with sup-
port in connection with interest payments.

Only France, Norway and Iceland provide public
loans to homebuyers. The owner-occupancy rate is
higher in these countries than the others in the table,
at 72% against 60%. Nonetheless, the average mort-
gage-to-GDP ratio is higher in the countries that do
not provide public mortgage loans, at 57% against
46%.

The UK, France, Spain and Germany do not pro-
vide tax relief or interest relief on mortgage debt. The
mortgage-to-GDP ratio is much lower in these coun-
tries than elsewhere. Interest relief, however, does
not seem to have such a strong effect on owner-occu-
pancy rate.

On first impression, public loans to homebuyers
would seem to promote more widespread housing

21. See Box 1, “Main changes in the housing market in 2004”, in the sec-
tion on Economic and monetary developments and prospects on p. 13
of this edition of Monetary Bulletin.

Table 4 Public support connected with
mortgages, and mortgage ratios

Owner-
Mortgage-to- occupancy
GDP ratio ratio
Denmark........ccoeveeieneicnieiceeens 75 51
Finland ... 31 61
France.......ccccocoovviiiiiiicii, 23 55
Germany.......cccoeeeeevevveeveneneeieenenens 54 42
Iceland................ccccoeiiciiiniiiai, 64 83
Netherlands ..........cccccocveiniiiinns 88 53
NOITWAY ...t 50 77
SPAIN e 38 85
Sweden ... 48 61
UK e 62 69
Countries providing:!
Public housing loans........ 71.7
No public housing loans 60.1
Countries providing:?
Interest relief on housing................. 64.2
No interest relief on housing 62.8

1. Iceland, Norway and France provide public housing loans, the others do
not. Averages. 2. The UK, France, Spain and Germany do not provide
interest relief or tax relief on mortgage interest payments; the other coun-
tries do in one form or another. Averages. Sources: European Mortgage
Federation, Statistics Iceland, Central Bank of Iceland.

ownership, and support for mortgage interest to
increase indebtedness. It must be remembered that
because this comparison is based on very few coun-
tries, it should be regarded only as a vague indication
of these relationships. Changes to HFF lending
arrangements and new injections of funding from the
banks for housing purchases are likely to increase
mortgage debt and thereby its ratio to GDP, besides
the impact of indebtedness on consumption. Other
things being equal, the reduction in interest relief
ought to have the opposite effect.

Conclusion

The above is an examination of public intervention in
the housing market in Iceland, compared with select-
ed other countries in Europe. In terms of support for
homebuyers through the tax and welfare system,
Iceland has one of the lowest levels of government
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intervention. Official housing policy in Iceland and
many other countries is to enable as many people as
possible to own housing of an acceptable standard.
Iceland has achieved this objective well, with only
Spain attaining a higher level of owner-occupancy. In
recent years, however, efforts have been made to
strengthen the rental housing market. It is still pre-
mature to evaluate the impact of those measures, and
many other developments have had a counteracting
effect, especially cheaper mortgages and easier
access to them. The stated policy in Spain is to
increase the share of rental housing, among other
things to enhance mobility of labour. Owner-occu-
pancy in Iceland is only slightly less than in Spain,
but claims that the level is too high are rarely heard.
On the contrary, the government’s measures this year
apparently aim to boost owner-occupancy from the
current level.

Intervention in the housing market through the
credit market is more pronounced in Iceland than any
other country in the comparison. Besides Iceland,
only Norway and France offer homebuyers public
assistance with housing finance.

In both Iceland and Norway, public support for
housing finance is handled by a single institution, but
in Norway its scope is much more limited. Public
support is transparent in these two countries and its
scope is easy to appraise. France uses a number of
channels for public assistance with housing finance,
making its total scope difficult to assess.
Nonetheless, it seems fairly certain that public sup-
port in France, where only just over half of housing
is owner-occupied, is not as extensive as in Iceland.
The increase in the maximum mortgage amount from
Iceland’s HFF, the raising of loan-to-value ratio to
90% (or 100% of fire insurance evaluation) and
lower rates of interest will contribute to continued
participation by the HFF in mortgage lending.
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Undoubtedly, these changes will increase housing
debt still further and help to maintain the HFF’s size-
able share in the mortgage market despite recent
competition from the banking sector. Iceland would
appear to be on the opposite trend to France and
Norway in this respect. To emulate these countries’
position would call for a substantial cutback in HFF
activities with more focus on social support, levelling
out opportunities for homebuyers with regard to their
income, geographic factors and conceivably new
housing.

Easier access to cheap funding for the purchase
and mortgage of housing in Iceland will probably
have a sizeable macroeconomic impact. The chief
effect will be increased consumption, which will
become apparent in the near future. In the long run
the development of housing prices and inflation will
also be important. All classes of mortgage loans are
price-indexed with a maturity of 20-40 years. If the
increase in price level exceeds nominal housing price
rises by more than the ratio of the housing that is not
mortgaged, it is clear that part of the residential hous-
ing stock will be mortgaged beyond its market value.

A straightforward comparison of arrangements in
the above countries indicates that public support in
the form of mortgages leads to more widespread
housing ownership, but not to more indebtedness
than in countries where support is not provided
through public credit agencies. Tax relief and interest
relief, on the other hand, do not appear to contribute
to greater owner-occupancy, but encourage higher
levels of debt than in the countries that do not offer
such allowances. The ongoing changes in Iceland
(easier access to state credit and reduced interest
relief) will probably serve to increase indebtedness,
but given the limited scope for increasing owner-
occupancy on any great scale, it is questionable
whether this is desirable.
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Appendix Taxes, benefits and official charges on housing transactions

Interest
relief/
mortgage-
related
tax relief

Tax on
imputed
rent

Y Y

N Y (flat
rate for
principal
owner-
occupied
dwellings

up toa
ceiling,

29%)

N N

N Y (interest
relief)

Tax on
capital
gains on
housing

Y (exemptions
for owner-
occupiers)

Y (exceptions
for principal
owner-
occupied
dwellings
after at

least

2 years)

Y (no tax
for main
dwelling)

Y (turnover
<10 years,
exemptions
for owner-
occupiers)
Y (10% if
housing

is sold
within

2 years
and not
refinanced
in housing,
otherwise
none)
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Real
estate
taxes

Y

0.2% of
taxable
value

+ residence
tax:
7.8%-45%
of half
cadastral
rental
value

N (land
tax, 0.3%-
1% of
rateable
value)

<0.5%

In-
heritance
tax

Y (same as
for financial
assets)

Y

5%-40%
(progressive)

Lower
than for
financial
assets

10%-45%
(progressive)

Net
wealth
tax

N

Progressive
in wealth,
0% for
most
households

0.5%-1.5%

0%-0.6%
(progressive
in wealth,
was 0%-
1.2% in
2001)

1

Indirect tax

On On new

repairs homes  Stamp duty’

25% 25% Stamp duty

1.5% — total

trading

costs 7.2%

22% 22% 4% of

purchase

value

(first-time

buyers

exempted)

5.5% 19.6% 2%-3%

16% 16% 3.5%

24.5% 24.5% 0.4% of

(rebate of  (rebate of housing

60% of 60% of value,

VAT on VAT on 1.5% on

labour labour housing

cost) cost) bond

mortgage,

1% on HFF

bonds and

0.5% on

second

mortgage



Appendix Taxes, benefits and official charges on housing transactions

Tax on
imputed
rent

Netherlands Y

Norway Y
Spain N
Sweden Y
UK N

Interest
relief/ Tax on
mortgage- capital
related gains on
tax relief housing
Y N
Y (28% Y (28%
tax relief exemption
on interest if owner
payments) has been
occupier
for one of
2 years

before sale)

Y Y(exemptions
for principal
dwellings

when

reinvested)

% Y (25%)

N Y (exemption
for princi-

pal owner-
occupied
dwellings)

Real
estate
taxes

0.3%

<0.7%

0.62%

0%-1.5%
of 75%
of the
market
price
0.2%

In-
heritance
tax

5%-27%
(on amount
above
tax-free
threshold)

7.65%-34%
(progressive)

Y (same
as for
financial
assets)

Net
wealth
tax

1.2%

0%-1.1%
(progressive
in wealth)

0.2%-2.5%

1.5%

N

1

Indirect tax

On
repairs

19%

15%

25%

17.5%

On new
homes  Stamp duty?
19% 6%
Y
7%
25% 1.5%-3%

0% 1%, 2%, 4%
depending

on value of

housing

1. “...” indicates information not available. 2. Only duties on housing transactions, except for Iceland where the borrowing cost of HFF bonds and second mort-
gages from the HFF is included. Borrowing costs for private sector mortgages are excluded, since they are variable and also differ among institutions, making
it difficult to state the most accurate figure for each country. Sources: ECB March 2003, Icelandic tax law, Nord 2001:27, Norwegian tax law.
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Jonas Thordarson!

Revised framework for capital measurement and

capital standards (Basel II)

Introduction

Over recent years the Basel Committee on Banking
Supervision® has been working on a revised frame-
work for capital measurement and capital standards
(often termed Basel II). The first round of proposals
for revising the capital adequacy framework were
published in June 1999, and additional proposals in
January 2001 and April 2003. Three quantitative
impact studies were conducted to assess the impact of
the Basel II proposals on minimum capital require-
ments. In June 2004 the Basel Committee published
its final paper, International Convergence of Capital
Measurement and Capital Standards: A Revised
Framework. The Committee reserves the right to
make revisions to the proposals when necessary.

The Basel Committee’s current Accord (Basel I),
dating from 1988, presented standardised approaches
for calculating capital requirements against lending.
Treatment of market risk was added later. Main
changes to capital requirements under the revised
framework include the use of a ratings-based
approach (RBA), internal assessment approach
(IAA) and operational risk measurement methodolo-
gies. A number of minimum requirements are pro-
posed that banks must fulfil, especially concerning
the TAA. The revised framework provides a range of
options for determining the capital requirements for
credit risk and operational risk to allow banks and

1. The author is employed at the Financial Department of the Central
Bank of Iceland.

2. The Basel Committee on Banking Supervision was established by the
central bank governors of the Group of Ten countries in 1975. Its work
includes standards and guidelines for best practice in banking supervi-
sion. Proposals by the Basel Committee do not have legal effect.
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supervisors to select approaches that are most appro-
priate for their operations and their financial market
infrastructure. It also stipulates that supervisors
should verify its implementation by banks, including
their minimum requirements.

The revised framework is designed to establish
minimum levels of capital for internationally active
banks. As under the 1988 Accord, national authorities
will be free to adopt arrangements that set higher
requirements, for example to address potential uncer-
tainties in the accuracy of the measure of risk expo-
sures. The Committee intends the framework to be
available for implementation as of year-end 2006.
Basic impact studies or parallel calculations will be
available for implementation from year-end 2006,
and the most advanced approaches as of year-end
2007.

This article summarises certain key aspects of the
revised framework, focusing in particular on ele-
ments that differ from the current Basel I framework.
It describes minimum capital requirements (Pillar 1),
supervisory review process and capital requirement
(Pillar 2) and market discipline (Pillar 3). Discussion
of the minimum capital requirement focuses on the
standardised and internal risk-based (IRB) ap-
proaches to credit exposure, as well as methodologies
for measuring operational risk.

Pillar 1 — Minimum capital requirements

The broad principle is that the revised framework
will be applied on a consolidated basis to internation-
ally active banks. Thus it includes any holding com-
pany that is the parent entity within a banking group.



It will also apply to all internationally active banks at
every tier within a banking group.

Regulatory capital, risk exposure and capital ratio
Regulatory capital under the revised framework is
calculated using the definition of regulatory capital
and risk-weighted assets.

Defined regulatory capital is divided into Tier 1
capital (T1), Tier 2 capital (T2) and Tier 3 capital
(T3). T1 capital comprises equity, goodwill, retained
earnings and innovative capital instruments. T2 con-
sists of revaluation, subordinated debt, hybrid instru-
ments and general loan-loss provisions (under the
standardised approach). T3 comprises short-term
subordinated debt. Measurement of defined capital
incorporates deductions such as holdings in financial,
insurance and other companies. Such deductions of
investments will be 50% from Tier 1 and 50% from
Tier 2 capital.

Risk exposure comprises risk-weighted assets in
connection with lending, plus market risk and opera-
tional risk. The minimum capital ratio will be 8%, as
in the earlier framework.

Treatment of provisions

Under the standardised approach to credit risk, gen-
eral provisions can be included in Tier 2 capital sub-
ject to the limit of 1.25% of risk-weighted assets.
Banks using the IRB must compare the amount of
total eligible provisions with the total expected
losses (EL) amount. Where EL exceeds total eligible
provisions, banks must deduct the difference.
Deduction must be on the basis of 50% from Tier 1
and 50% from Tier 2. Where total EL is less than total
eligible provisions, banks may recognise the differ-
ence in Tier 2 capital up to a maximum of 0.6% of
credit risk-weighted assets.

Credit risk — standardised approach

In effect, the standardised approach as presented
under the revised framework is a direct continuation
of the current capital requirements. One of the main
changes is that banks may now use credit ratings of
external credit assessment institutions (ECAIs),>
which are deemed eligible by the supervisory author-

3. The notations in this article follow the methodology used by Standard
& Poor’s.

ities, to determine their credit risk weightings. The
following are the main aspects of the standardised
approach to credit risk assessment.

Claims on sovereigns and central banks

Credit assessments of sovereigns and central banks
are rated and the derived risk weightings of claims on
them are as follows:

Credit AAA A+
assessment  to AA-

Risk weight 0%

BBB+ BB+ Below
to A- to BBB- to B- B-

20% 50% 100% 150%

Unrated
100%

At national discretion, a lower risk weighting
may be applied to banks’ exposures to their sovereign
(or central bank) of incorporation which are denomi-
nated in domestic currency and funded in that cur-
rency.

Claims on banks

There are two options for claims on banks. National
supervisors will apply one option to all banks in their
jurisdiction.

Under Option 1, the risk weight of banks is
derived from that of the sovereigns where they are
incorporated. Thus all banks in countries with sover-
eigns rated above BB+ will be assigned a risk weight
one category less favourable than that assigned to the
sovereign. Credit assessments of sovereigns and the
derived risk weights for claims on banks are as fol-
lows:

Credit
assessment
of sovereign

AAA A+  BBB+
to AA- to A- to BBB-

BB+ Below

to B- B- Unrated

Risk weight

under Option 1~ 20% 50%  100% 100% 150% 100%

Option 2 bases the risk weight on the external
credit assessment of the bank itself with claims on
unrated banks being risk-weighted at 50%. Under
this option, a preferential risk weight that is one cat-
egory more favourable may be applied to short-term
claims (< 3 months), except for banks rated below
B-. Credit assessments of banks and the derived risk
weights for claims on them are as follows:
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Credit

assessment AAA A+ BBB+ BB+ Below

of banks to AA- to A- to BBB- to B- B- Unrated
Risk weight

under Option 2~ 20%  50% 50% 100% 150% 50%
Risk weight for

short-term claims

under Option 2~ 20%  20% 20%  50% 150% 20%

Claims on corporates
The risk weights of rated corporate claims, including
claims on insurance companies, are as follows:

Credit AAA A+ BBB+ Below
assessment to AA-  to A- to BB- BB-  Unrated
Risk weight 20% 50% 100% 150% 100%

Unrated credit is assigned a risk weight of 100%.

Claims included in regulatory retail portfolios

Exposures included in a regulatory retail portfolio

may be risk-weighted at 75%. To be included in that

category, claims must meet the following criteria:

« The exposure is to an individual person or per-
sons or to a small business.

« The exposure takes the form of a consumption
(rather than investment) loan, as further defined.

o The regulatory retail portfolio is sufficiently
diversified.

« The maximum aggregated retail exposure to one
counterparty cannot exceed an absolute threshold
of €1 million.

Claims secured by residential property or
commercial real estate

Lending fully secured by mortgages on residential
property will be risk-weighted at 35%, but supervi-
sors should increase the standard risk weight where
they judge that the there is no substantial margin of
additional security over the amount of the loan, based
on strict valuation rules.

In view of the experience that commercial prop-
erty lending has been a recurring cause of troubled
assets in the banking industry over the past few
decades, mortgages on commercial real estate, in
principle, justify only a 100% weighting of the loans
secured. Exceptional treatment may be made, subject
to very strict conditions.
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Past due loans
Qualifying residential mortgage loans that are past
due for more than 90 days will be risk-weighted at
100%, net of specific provisions. If such loans are
past due but specific provisions are no less than 20%
of their outstanding amount, the risk weight applica-
ble to the remainder of the loan can be reduced to
50% at national discretion.

The unsecured portion of an ordinary loan* that is
past due for more than 90 days, net of specific provi-
sions, will be risk-weighted as follows:

« 150% risk weight when specific provisions are
less than 20% of the outstanding amount of the
loan;

« 100% risk weight when specific provisions are no
less than 20% of the outstanding amount of the
loan, but with supervisory discretion to reduce the
risk weight to 50% when specific provisions are
no less than 50% of the outstanding amount of the
loan.

Standardised approach — risk weight of assets

Risk weight
Sovereigns and central banks ................... Credit assessment

Financial companies and

local authorities! ..........c.ccccooervrrrerinnnn. Option 1 or Option 2
COrporates .........eceeeveeeeeenuenenenn Credit assessment or 100%
Regulatory retail portfolio ..........cccccocececicecceinicnenens 75%
Claims secured by residential property .... 35%
Claims secured by commercial real estate 100%
Past due loans secured by residential property  100% (50%)
General past due loans (90 days) ............. 150%/100% (50%)
EqQUILIES ...t 100%
Venture capital .......cccceuriueiiiieiieceeeeeeeeeees 150%
OLhET @SSELS ...ttt 100%

1. Whether local authorities qualify for treatment as sovereign or cen-
tral government, or as corporates, depends on their specific revenue-
raising powers.

Issuer versus issues assessment

Where a bank invests in a particular issue that has an
issue-specific assessment, the risk weight of the
claim will be based on this assessment. Where the
bank’s claim is not an investment in a specific

4. After allowance for qualifying collateral, in particular securities.



assessed issue, the following general principles
apply:

o If the borrower has a specific assessment for
another issued debt, it may only be applied to an
unassessed claim that ranks pari passu or senior
to the claim with an assessment.

o If the borrower has an issuer assessment, this will
typically apply to senior claims on that issuer.
Other unassessed claims of an issuer will be treat-
ed as unrated.

Credit risk mitigation

The revised framework permits the use of more
financial collateral for credit risk mitigation than in
the 1988 Accord. The main collateral instruments eli-
gible for recognition in the simple approach are cash,
gold, rated debt securities, listed debt securities
issued by a bank, equities included in a main index
and units in UCITS and mutual funds. In assessing
the qualification of collateral, banks may opt for
either a simple approach or a comprehensive ap-
proach. The simple approach substitutes the risk
weighting of the collateral for the risk weighting of
the counterparty for the collateralised portion of the
exposure, but does not allow mismatches in the matu-
rity of the underlying exposure and the collateral. In
the comprehensive approach, banks are required to
use haircuts to adjust both the amount of the exposure
to the counterparty and the value of any collateral. In
effect, the adjusted amount for the exposure will be
higher than the exposure and for the collateral it will
be lower. Where the adjusted exposure amount is
greater than the adjusted collateral amount, banks
shall calculate their risk-weighted assets as the dif-
ference between the two multiplied by the risk weight
of the counterparty.

Credit Risk — The Internal Ratings-Based Approach
Banks that have received supervisory approval to use
the IRB approach may rely on their own internal esti-
mates of risk components in determining the capital
requirement for a given exposure. The IRB approach
is used for measures of unexpected losses (UL) and
expected losses (EL). Total expected losses are com-
pared with the total eligible provisions for the items
on which the expected loss is calculated.

The capital ratio of banks using the IRB approach
is as follows:

Defined regulatory capital

+ (provisions - EL amount) > =89

Risk-weighted assets (UL)
+ (12.5 x capital requirements for
market risk and operational risk)

The IRB approach for measuring the capital
requirement for exposures is largely based on four
elements: categorisation of exposures, formulas, risk
components and minimum requirements.

Categorisation of exposures

Under the IRB approach, exposures are divided into
seven categories: corporates, sovereigns, banks, retail,
equities in the banking book, receivables and other
assets. Classification is crucial since exposure cate-
gories are subject to different formulas, risk compo-
nents and minimum requirements. Exemptions are
made from the principles, and the processes for imple-
menting them differ between exposure categories.

Formulas
Formulas are used to risk-weight assets correspon-
ding to UL. Five formulas are used in the IRB ap-
proach: one for corporate, sovereign and bank expo-
sures, another for SMEs and three for different types
of retail exposure. Different rules apply to calculation
of other categories of risk-weighted assets.

For corporate, sovereign and bank exposures not
in default, the formula for calculating risk-weighted
assets is:>

Correlation (R) = 0.12 x (1 - EXP (-50 x PD)) / (1 - EXP (-50))
+0.24 x [1 - (1 - EXP(-50 x PD))/(1 - EXP(-50))]

Maturity adjustment (b) = (0.11852 - 0.05478 x In (PD))"2

Capital
requirement (K) = [LGD x N [(1 - R)*-0.5 x G (PD)
+ (R/(1-R))M0.5x G (0.999)] - PD x LGD]

X (1-1.5xb)*-1x(1+(M-2.5)xb)
Risk-weighted assets (RWA) = K x 12.5 x EAD
5. Ln denotes the natural logarithm. N (x) denotes the cumulative distri-
bution function for a standard normal random variable. G (z) denotes

the inverse cumulative distribution function for a standard normal ran-
dom variable.
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Risk components

Under the IRB framework, banks must calculate risk
components used in measurements of UL capital
requirements for risk-weighted assets and of EL
amounts. There are four risk components under the
IRB framework: probability of default (PD), loss
given default (LGD), exposure at default (EAD) and
effective maturity (M). PD and EAD are percentages.
PD (90 days) is based on one year and calculated for
each of a minimum of seven risk categories.

Minimum requirements

Banks must meet minimum standards set by the
supervisor in order to use the IRB approach for meas-
urements of capital requirements. To be eligible for
the IRB approach, a bank must demonstrate to its
supervisor that it meets certain minimum require-
ments at the outset and on an ongoing basis.

It is important for the credit risk rating system to
be integrated with the credit approval, risk manage-
ment and corporate governance functions of banks.
Documentation must be available of their rating sys-
tems’ design and operational details, evidencing
compliance with the minimum standards. Banks must
have independent credit risk control units that are
responsible for the design or selection, and the
implementation and performance, of their internal
rating systems. Internal audit or an equally independ-
ent function must review at least annually the bank’s
rating system and its operations. A review of the
overall risk management process should take place at
regular intervals and should address the integration of
the rating system and lending processes, assess risk
components and review adherence to minimum
requirements.

Foundation and advanced approaches
Two broad approaches are available for calculation of
capital requirements: a foundation and an advanced
approach. Under the foundation approach, banks pro-
vide their own estimates of PD and rely on superviso-
ry estimates for other risk components. Under the
advanced approach, banks provide their own estimates
of PD, LGD and EAD, and their own calculation of M.
For retail exposures, there is no distinction
between a foundation and advanced approach. Banks
using the IRB approach must provide their own esti-
mates of PD, LGD and EAD.
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The IRB approach allows the use of more types of
collateral for offsetting the capital requirement than
the standardised approach.

Adoption of the IRB approach

When adopting an IRB approach, a bank must pro-
duce an implementation plan that must be approved
by the supervisor, specifying to what extent and when
it intends to roll out IRB approaches across signifi-
cant asset classes over time. Various factors such as
data limitations may prevent banks from assessing
risk components for some asset classes. In such cir-
cumstances, supervisors may allow the use of the
IRB approach on some of the assets, and the stan-
dardised approach on others (generally exposures in
non-significant asset classes that are immaterial in
terms of size and perceived risk profile). The super-
visor may also allow banks to use the foundation
approach at first, and then the advanced approach
when its conditions have been met. Banks adopting
an IRB approach will not be allowed to return to the
standardised approach except in extraordinary cir-
cumstances, such as divestiture of a large fraction of
its credit-related business.

Under the revised framework, the foundation
approach may be used from the end of 2006 and the
advanced approach from the end of 2007. A year
before implementation, i.e. in 2006 for the founda-
tion approach and 2007 for the advanced approach,
banks will need to calculate their capital require-
ments both according to the older Accord of 1988 and
using the IRB approach. Until the end of 2009 a cap-
ital floor will be applied to prevent the adoption of
the IRB approach from causing a substantial reduc-
tion in the risk weight.

Banks may use two years of historical data at the
implementation of the framework for calculation of
risk components. After three years of using the IRB
approach, the historical data observation period shall
be five years.

Operational risk
Operational risk is defined in the framework as the
risk of loss resulting from inadequate or failed inter-
nal processes, people and systems or from external
events.

The framework presents three methods for calcu-
lating operational risk capital charges: the Basic



Indicator Approach, the Standardised Approach and
Advanced Measurement Approaches (AMA).

Basic Indicator Approach

Under the Basic Indicator Approach, banks must hold
capital for operational risk equal to the average over
the previous three years of 15% of positive annual
gross income. Banks using this approach are encour-
aged to comply with the Basel Committee’s guidance
on Sound Practices for the Management and
Supervision of Operational Risk.

Standardised Approach

In the Standardised Approach, banks’ activities are
divided into eight business lines: corporate finance,
trading & sales, retail banking, commercial banking,
payment & settlement, agency services, asset man-
agement, and retail brokerage. Within each business
line, gross income is a broad indicator for proxying
the likely scale of operational risk exposure. The cap-
ital charge for each business line is calculated by
multiplying gross income by a factor assigned to it in
the range 12%-18%. The total capital charge is cal-
culated as the three-year average of the simple sum-
mation of the regulatory capital charges across each
of the business lines in each year.

A supervisor can choose to allow a bank to use the
Alternative Standardised Approach (ASA), under
which the operational risk capital charge/methodolo-
gy is the same as for the Standardised Approach
except for retail banking and commercial banking.
For these business lines, loans and advances are used
as the exposure indicator.

Certain minimum criteria are set to qualify for
using the Standardised Approach for measuring oper-
ational risk. These address issues including the oper-
ational risk management framework, quality of
assessment systems and regular review by external
auditors and/or supervisors.

Advanced Measurement Approaches (AMA)

Under the AMA, banks use an internal risk measure-
ment system. They must track internal loss data to tie
risk estimates to actual loss experience. Qualitative
and quantitative criteria are set for the use of internal
risk measurement systems. Examples of the former
are an independent operational risk management
function that is responsible for the design and imple-

mentation of the bank’s operational risk management
framework; an internal operational risk measurement
system that is closely integrated into day-to-day risk
management processes; and a routine for ensuring
compliance with a documented set of internal poli-
cies, controls and procedures concerning the system.
Furthermore, internal and/or external auditors must
perform regular reviews of the operational risk man-
agement processes, measurement systems and man-
agement function. Supervisory approval is required
for the use of AMA.

Pillar 2 — Supervisory review process and
capital requirement

The key aim of Pillar 2 of the framework is to ensure
that banks have adequate capital to support all the
risks in their business. It also aims to encourage
banks to develop and use better risk management
techniques in monitoring and managing their risks,
and to serve as a framework for communications
between supervisors and banks.

Internal capital assessment

Banks need processes for assessing total risk and sub-
sequent capital requirements. Assessment of total risk
exposure must consider risks that are not fully cap-
tured or comprehensively taken into account by the
Pillar 1 process. The main risks involved in this
respect are credit concentration risk, operational risk,
market risk, interest rate risk in the banking book and
liquidity risk. Stress testing shall be one method used
in evaluating capital adequacy. Banks must be able to
demonstrate that the capital targets set are commen-
surate with their risk profile. Board and senior man-
agement oversight is emphasised in risk manage-
ment, along with internal control review.

Supervisory review

Supervisors should review and evaluate banks’ inter-
nal capital adequacy assessments and strategies, as
well as their ability to monitor and to ensure their
compliance with regulatory capital ratios. Super-
visors should take appropriate supervisory action if
they are not satisfied with the result of this process.
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Capital and prudential supervision

Supervisors should expect banks to operate above the
minimum regulatory capital ratios and should have
the ability to require banks to hold capital in excess
of the minimum. Furthermore, supervisors should
seek to intervene at an early stage to prevent capital
from falling below necessary minimum levels and
should require rapid remedial action in such cases.

Pillar 3 — Market discipline

The purpose of Pillar 3 — market discipline is to com-
plement the minimum capital requirements (Pillar 1)
and the supervisory review process (Pillar 2). As
pointed out above, the IRB approach gives banks
more scope in assessing their capital requirements.
The Basel Committee aims to encourage market dis-
cipline by developing a set of semi-annual disclosure
requirements which will allow market participants to
assess key pieces of information on the scope of
application, capital, risk exposures, risk assessment
processes, etc. Such disclosures enable market partic-
ipants to make better assessment of a bank’s exposure
to risks and enhance comparability. In selecting its
requirements, the Committee aimed to strike an
appropriate balance between the need for meaningful
disclosure for assessment and comparison, and the
protection of proprietary and confidential informa-
tion.

This information can be presented in a variety of
forms, e.g. in annual financial statements, a publicly
accessible Internet website or under a different dis-
closure regime, as decided by the supervisory author-
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ities. When information is presented in annual finan-
cial accounts, banks should explain differences
between accounting disclosures and Basel II disclo-
sures.

Concluding remarks

Financial companies operating in Iceland are subject
to capital adequacy rules set by the Financial
Supervisory Authority (FME). The FME rules are
based on two EU directives addressing capital issues:
Directive 2000/12/EC of the European Parliament
and of the Council of 20 March 2000 relating to the
taking up and pursuit of the business of credit institu-
tions, and Council Directive 93/6/EEC of 15 March
1993 on the capital adequacy of investments firms
and credit institutions. The capital adequacy provi-
sions of both directives are largely based on the Basel
I framework.

Alongside the Basel Committee’s work on the
revised capital framework, the EC Commission has
been reviewing the capital adequacy provisions of
Directives 2000/12/EC and 93/6/EEC with a view to
harmonising them with the Basel II framework. Thus
the substance of the revised Basel framework will be
valid for Icelandic financial companies, even though
the framework itself will not have legal effect in
Iceland.

The Basel Committee’s Revised Framework for
International Convergence of Capital Measurement
and Capital Standards (Basel II) has been published
on the BIS website: http://www.bis.org.



Kristiana Baldursdottir!

The Icelandic credit system

Domestic lending and securities of the credit system have grown much faster in recent years than over
the period 1992-1998. The main reason is a surge in lending by the banking system and in foreign
borrowing. Corporate borrowing has grown substantially in recent years.

Introduction

The credit system comprises lenders and borrowers
in the domestic credit market. Lenders consist of the
banking system, miscellaneous credit undertakings,
pension funds, mutual funds and investment funds,
insurance companies, state lending funds and abroad.

Within the banking system are the Central Bank
of Iceland, commercial banks, savings banks,
Postgiro and credit cooperatives.

Several types of corporations/institutions consti-
tute miscellaneous credit undertakings, of which the
Housing Financing Fund (HFF) is by far the largest.
Other undertakings are investment banks, investment
credit funds, two leasing companies and two payment
card companies.

State lending funds consist of a number of
funds/institutions responsible for lending by the state,
i.e. the Student Loan Fund, Energy Fund, Harbour
Improvement Fund, Unemployment Insurance Fund,
Fisheries Development Fund — Employment
Insurance Division, the guarantee and on-lending
divisions of the National Debt Management Agency
and the relevant divisions of State Accounts.
Treasury foreign borrowing is also channelled
through the state lending funds.

Borrowers are classified into four groups: central
government, local government, corporate and house-
hold. They are confined to domestic entities, since

1. The author is a Division Chief at the Central Bank of Iceland’s
Statistics Department.

the accounts cover only the domestic credit market,
but borrowing by foreign entities and Icelandic
claims on abroad are deducted from foreign borrow-
ing to yield a net figure, as discussed later.

Domestic entities are permanent residents in
Iceland in accordance with the Act on Legal
Domicile, irrespective of nationality, as defined
under the Currency Act no. 87/1992. Foreign entities
are all those not classified as domestic.

Domestic credit and securities

Domestic credit and securities of the credit system,
after eliminating inter-institutional transactions,
amounted to 2,439.4 b.kr. at the end of June 2004, as
shown in Table 1. Shares of individual lenders in total
domestic credit and securities within the system have
changed considerably since December 1992. The
banking system has increased its share, as has foreign
borrowing. Total lending by miscellaneous credit
undertakings, including the HFF, and the pension
funds has decreased correspondingly.

The most striking change is the massive increase
in inter-institution transactions, i.e. lending by credit
system entities to each other, which at the end of June
2004 exceeded 2,000 b.kr. — 45% of total lending.
Including these transactions would give a different
picture of relative shares. For example, the share of
foreign borrowing would contract, since the largest
item in inter-institutional transactions is foreign bor-
rowing by deposit money banks (DMBs), at 925 b.kr.
Also, the pension funds would gain share if inter-
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Table 1 Assets and liabilities of the credit
system December 1992 and June 2004

Position at end

of period (b.kr.) % of total
Dec. June Dec. June
Assets: 1992 2004 1992 2004
Banking system .................. 2104 1,183.2 22.6 265
Miscellaneous credit
undertakings ...........coeeenne 209.0 620.9 224 139
Of which HFF ................. 132.1 482.9 142 108
Pension funds .........ccccoouee. 165.1 681.2 17.7 153
Insurance companies .......... 17.0 68.4 1.8 1.5
Mutual and investment
221.1 09 5.0
1,348.2 27.5 302
340.5 7.1 76
4,463.6
Less inter-institutional
transactions ..........cceeveeeenee. -254.6 -2,024.2 273 453
Assets = liabilities .............. 6769 24394
Liabilities:
Domestic liabilities............. 457.0 1,760.4
Foreign liabilities, net......... 220.0 679.0

institutional transactions were included, even though
their lending to other credit system entities amounts
to 366 b.kr., comprising purchases of securities
issued by credit institutions.

As a proportion of GDP, the development of
domestic credit and securities in the credit system
shows clearly accelerating growth in recent years
compared with the earlier part of the period. Chart 1
presents the average loan stock position over the year
relative to GDP for the period 1992-2003. It shows
that the ratio was in the range 177-194% for almost
all of the 1990s, but has since grown much faster to
reach 262% in 2003.

More rapid growth may be traced in particular to
the banking system, whose net lending soared over
the period 1998-2003. In 1998 this was equivalent to
56% of GDP but had risen to 103% in 2003. Foreign
borrowing and pension funds also grew relative to
GDP over the same period, although not at a compa-
rable pace.
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Chart 1
Domestic lending and securities
of the credit system at year-end 1992-2003
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Source: Central Bank of Iceland.

This period, 1992-2003, witnessed great volatili-
ty in twelve-month movements of lending in the
credit system.? The sharpest spike was in mid-1999 at
just over 35%, followed by a steep drop until the end
of 2002 when growth was very subdued. Since then
it has been steadily increasing. Foreign loan move-
ments closely match those in the banking system,
which is by far the largest foreign borrower.

Lending classifications

As pointed out above, there are four main types of
borrower in the Icelandic credit system: central gov-
ernment, local government, corporate and household.
Transactions between credit system agents have been
netted, i.e. credit institutions’ borrowing from each
other is included in the inter-institutional transactions
in Table 1. At the end of June 2004, lending to cor-
porations amounted to 1,333 b.kr. and to households
813 b.kr., while public sector entities had outstanding
loans totalling almost 300 b.kr.

Since September 2003, credit institutions’ lending
has been automatically classified according to
Statistics Iceland’s [SAT standard, instead of manual-
ly. The new methodology resulted in shifts between
categories of borrowers. Lending to households
decreased with a corresponding rise in lending to
both the corporate and local government sectors. The
main reason for the reduction in lending to house-
holds was that some HFF debt was reclassified to
local authorities and businesses which had previous-

2. Adjusted for transfers between miscellaneous credit undertakings and
the banking sector.



ly been attributed to households as the ultimate bor-
rower. There was also a sizeable decrease in house-
hold borrowing within the banking system, due to
reclassification to the corporate sector. In statistical
comparisons, earlier data have been adjusted to
incorporate the changes made in September 2003.

Lending to households

As mentioned above, total lending to households by

the credit system stood at 813 b.kr. at end-June 2004.

Chart 3 shows a breakdown by lender at that time.
Some 55.7% of total household debt, amounting

to 453 b.kr.,, was with miscellaneous credit under-

Chart 2
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Chart 2 shows the change in borrowers’ shares in
total lending by the credit system since 1992. The
greatest increase was in the corporate sector, which
accounted for 48.4% of total lending at the end of
1992 but 54.6% at end-June 2004. The shares of local
authorities and households remained broadly
unchanged, while the central government’s share
contracted by 7 percentage points. An important
explanation lies in foreign borrowing, with central
government accounting for more than one-third of
the total at the end of 1992 but less than 13% at end-
June 2004.

Lending to corporations

The largest lender to corporations is the banking sys-
tem, which in June 2004 accounted for 57% of total
corporate debt. A large share of this debt — more than
400 b.kr. — is exchange rate-indexed in addition to
direct foreign borrowing by corporations amounting
to almost 200 b.kr. Thus some 600 b.kr., or 45% of
total corporate liabilities, were of foreign origin at the
end of June 2004.

takings at end-June 2004. By far the largest individ-
ual agent in this segment is the HFF, which accounts
for more than half the figure. The HFF’s share in total
household debt lay in the range 48-58% over the peri-
od from December 1991 to June 2004, reaching a
peak in the mid-1990s and a low at the end of 2000.
At the end of June 2004, banking system lending
accounted for just under one-quarter of total house-
hold debt, or 193 b.kr. The twelve-month rate of
growth was around 10% over the period December

Chart 3
Household borrowing, by lender
at end of June 2004
Banking system
23.7%
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Source: Central Bank of Iceland.
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1992 until June 1997, when it soared as shown in
Chart 4. Growth reached a peak in mid-2000.

Chart 4 shows that banking system lending to
households has been more volatile than lending to
them by the credit system as a whole. This is natural,
since loans from the HFF, pension funds and Student
Loan Fund are long-term and therefore stable over
time. Short-term lending by DMBs, such as over-
drafts, can fluctuate sharply in pace with conditions
at any given time.

Chart 4
Household borrowing 1992-2004

12-mo. changes to end of quarter December 1992 - June 2004
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Pension funds’ loans to members amounted to 94
b.kr. at the end of June 2004. Their twelve-month rate
of growth surged in mid-2001 to beyond 30%. This
has subsequently slowed down and since mid-2003
has been in the region of 9%.

Chart 5
Credit system liabilities

At end of quarter December 1992 - June 2004
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Source: Central Bank of Iceland.
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State lending funds include the Student Loan
Fund, which accounted for 7% of household debt at
end-June 2004.

Financing of the credit system

Chart 5 shows a breakdown of the liability side of the
credit system into domestic and foreign liabilities for
the period December 1992 to June 2004. More than
2/3 of liabilities are with domestic entities for almost
the whole period.

Borrowing from domestic entities

The lion’s share of domestic borrowing by the credit
system is the disposable (net) assets available to pen-
sion funds for lending or securities purchases.
Pension funds’ disposable assets accounted for
almost 40% of the credit system’s domestic liabilities
at the end of 1992. The pension funds’ share grew
steadily until the beginning of 2000 when it stood at
exactly half, and it has hovered around that level
since.

There are two main reasons for the pension funds’
increased share. First, premia paid to pension funds
mushroomed in the second half of the 1990s and until
2002. In 1996 they were equivalent to 4.1% of GDP,
but had grown to 8.5% by 2002. Second, in 1994 the
pension funds began investing in foreign variable-
income securities when foreign investment rules
were liberalised. At the same time the pension funds
increased their positions in comparable domestic
securities, having invested until then almost entirely
in domestic fixed-income instruments. Investments
in variable-income securities increased annually and
in 2000 they accounted for almost 70% of total pen-
sion fund securities purchases. Returns were strong
and the pension funds grew rapidly with a net real
rate of return over the period 1995-1999 in the range
6.6%-12%.

Chart 6 shows the development of the three
largest components of domestic financing over the
period December 1992 to June 2004. Pension funds
account for the largest share, as described above, fol-
lowed by deposits with DMBs and securities portfo-
lios of others than credit institutions. It reveals that
deposits with DMBs have contracted over the period,
from 30.5% in 1992 to 25.6% in June 2004. They hit
a low of 23% at the end of 1999 and in September
2000. Shrinking deposits might have been expected



to produce a corresponding increase in the share of
securities assets, but this was not the case. This item’s
share was 11.5% at the end of 1992 and 13.9% in
June 2004, and lay somewhere in this range for the
whole period.

Chart 6
Main components of domestic
funding of the credit system
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These three largest components of domestic fund-
ing of the credit system can also be examined in
terms of GDP. Measured by this criterion, pension
saving-based financing spiralled over the period
1993-2003, from 47% of GDP to 90%, apart from a
slight dip in 2001. Deposits have not grown as
sharply, since their average position as a proportion
of GDP was 35% in 1993 but had risen to 49% in
2003. For almost all the 1990s this ratio remained
virtually unchanged in the range 33-35% of GDP.

Chart 7
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Foreign borrowing

Net foreign borrowing amounted to roughly one-
third of total capital in the credit system in December
1992, then its share fell steadily until the end of
March 2000 when it was only 23%. In September
2001 the share rose to 35% but more recently it has
been trending slowly downwards and was 28% in
mid-2004. Part of the explanation for the sharp
increase from spring 2000 to autumn 2001 is the
weakening of the kréna over that period, when the
exchange rate index rose (i.e. the krona depreciated)
from 107 to 151.

Given the continuous reports of mounting foreign
borrowing and securities issues in international mar-
kets, the recent declining share of foreign borrowing
may come as some surprise. But the explanation can
be seen in Chart 8. The foreign share of credit system
funding is a net figure, i.e. foreign debt less claims on
foreign entities, shown by the line “Foreign liabili-
ties, net”.

Chart 8
Foreign liabilitiesin the credit system

At end of quarter December 1992 - June 2004

B.kr.
1,500

1000 F———--—-—--——-——————————————¢ |

R e[
o INTTTTNEINEIANEAE LI LIAY
Ll LT

3 Short-term claims on foreign entities |
m Portfolio investments abroad m Foreign borrowing
= Lending to foreign entities Foreign liabilities, net
'1,(m\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\

1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004
Source: Central Bank of Iceland.

-500 -

Chart 8 shows that foreign borrowing, including
securities issues in international markets, soared in
2000-2001 and again in 2003 and the first half of
2004. For example, the stock was 1,348 b.kr. in mid-
2004, compared with 872 b.kr. in March 2003.

However, the chart also shows that domestic
claims on foreign entities have increased at the same
time, especially in the more recent period. Short-term
claims on foreign entities, residents’ portfolio invest-
ments abroad and lending to foreign entities meas-
ured almost 670 b.kr. in the middle of this year, as
against 277 b.kr. only 15 months before in March
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2003. DMBs began lending to foreign entities on a
significant scale in the first half of 2001 and the fig-
ure had exceeded 60 b.kr. in June 2003 (stated at July
2004 prices). Over the following twelve months their
foreign lending soared by almost 100 b.kr. to reach
almost 160 b.kr. at the end of June 2004.

Residents’ portfolio investments abroad have also
surged in recent years. The stock measured 17 b.kr. at
the end of 1996 but had risen to 282 b.kr. in June
2004, at respective price levels. Of the end-June 2004
figure, the pension funds held almost 193 b.kr.

Claims on foreign entities have therefore grown
much more rapidly than foreign borrowing in the
recent term, which explains why the foreign share in
total financing of the credit system has remained rel-
atively stable recently.
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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:

o 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
2Y:%.

- Ifinflation deviates by more than +1%2% from the tar-
get, 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.!

« The Central Bank publishes a quarterly inflation fore-
cast, projecting two years into the future, and explains
it in the Monetary Bulletin.

Since monetary policy aims at maintaining price stabili-

ty, it will not be applied in order to achieve other eco-

nomic targets, such as a balance on the current account or

a high level of employment, except insofar as this is con-

sistent 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, prima-
rily through interest rate decisions for its repurchase
agreements with credit institutions. Yields in the money
market have a strong impact on currency flows and there-
by on the exchange rate, and in the long run on domestic
demand. Broadly speaking, transactions with credit insti-
tutions can be classified into fixed trading instruments
and market actions.

Fixed trading instruments:

o Current accounts are deposits of the credit institu-
tions’ undisposed assets. These are settlement
accounts for netting between deposit institutions and
for interbank market trading, including transactions
with the Central Bank. Interest rates on these accounts
set the floor for overnight interest rates in the inter-
bank market.

«  Overnight loans are provided on the request of credit
institutions and secured with the same securities that

1. The Central Bank was to attain the inflation target of 2/5% no later
than by the end of 2003. In the interim the upper limit for inflation was
set at 34% above the inflation target in 2001, and 2% in 2002.

qualify for repo transactions (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 allocations for their operations. The
required reserve base comprises deposits, issued secu-
rities 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 main-
tenance period is based on the 215 day of each month
until the 20th of the following month, and the two-
month average reserve is required to reach the stipu-
lated 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 securi-
ties 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 tem-
porary surplus liquidity in the banking system. The
Dutch auction format is used.

« Securities market trading is limited to treasury-guar-
anteed paper and is rarely used.

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

Overview of Central Bank interest rates
Last change

Current cengle;gré Rate one
Nov. 30, 2004 rate (%) Date points  year ago
Current accounts 5.00 Now. 1, ’04 0.75 2.8
Overnight loans ......... 9.25 Nov. 1, ’04 0.50 7.7
Certificates of
deposit (90 days)......... 6.75 Nov. 1,’04  0.50 4.8
Required reserves...... 6.00 Nov. 1,04  0.50 4.1
Nov. 2,04  0.50 53

MONETARY BULLETIN 2004/4 79



Prudential regulation on liquidity ratio and foreign

exchange balance

Prudential regulation in financial markets generally
aims to contribute to secure and reliable practices in
financial services. This is a fairly broad concept,
including regulations on requirements for manage-
ment practices in financial companies, their liquidity,
consumer protection and effective internal and exter-
nal supervision of their activities. In a broad sense
prudential regulation also aims to contribute to finan-
cial and economic stability. By law, the Central Bank
of Iceland sets rules for the liquidity ratio of credit
institutions and for their foreign balance. Other pru-
dential regulations in financial markets are either
sanctioned by law, or set by a government minister or
the Financial Supervisory Authority.! The main con-
tent of the rules on liquidity ratio and foreign balance
is as follows:

Liquidity ratio

A credit institution’s liquidity ratio may be defined as
the ratio between its liquid claims and liquid liabili-
ties. Rule no. 386 of May 29, 2002 (cf. Art. 12 of the
Central Bank Act no. 36/2001), stipulates the liquid-
ity ratio of credit institutions. The regulation aims to
ensure that credit institutions always have sufficient
liquidity to meet foreseeable and conceivable pay-
ment liabilities over a specified period. They are
obliged to submit a monthly report to the Central
Bank containing data on which calculation of the lig-
uidity ratio is based. Claims and liabilities included
in these calculations are classified according to their
nature, maturity and risk. The proportion of each cat-
egory included in the calculation is also specified.
For example, all of an institution’s cash is considered
a liquid claim, but only 5% of overdrafts. The ratio is
calculated for four periods, namely liquidity within
one month, from one and up to three months, from

1. See the websites of the Ministry of Commerce
(http://www.stjr.is/interpro/ivr/ivr.nsf/pages/log)
and Financial Supervisory Authority
(http://www.fme.is/fme.nsf/pages/index.html).
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three and up to six months, and from six and up to
twelve months. The ratios of claims to liabilities
which fall due or can be liquidated within one month
and three months shall not be lower than 1. If an
institution fails to fulfil these requirements, the rules
provide for per diem penalties which are levied on
the shortfall. Credit institutions must also report their
liquidity ratios for other periods, although no specif-
ic levels are required to be maintained.

Foreign balance

A credit institution’s foreign balance may be defined
as the difference between its foreign-denominated
assets and liabilities, on and off the balance sheet.
Foreign balance is therefore a measurement of an
institution’s foreign exchange risk. Rule no. 387 of
May 29, 2002 (cf. Art. 13 of the Central Bank Act no.
36/2001), stipulates the foreign balances of credit
institutions and financial intermediaries. The regula-
tion aims to limit foreign exchange risk by prevent-
ing the foreign balance from exceeding certain lim-
its. Two types of limit are stipulated in this respect.
One is exposure in individual currencies, which may
neither be positive (long) nor negative (short) by
more than the equivalent of 15% of equity according
to the most recently published financial statements.
An exception is made for the US dollar and euro,
however, where the limit is 20%. The other limits
apply to the total foreign exchange position in all
currencies, calculated in domestic currency, which is
the sum of positions in individual currencies and may
neither be long nor short by more than 30% of equi-
ty according to the most recently published financial
statements. Credit institutions are obliged to submit
regular monthly reports on their foreign balances to
the Central Bank. Credit institutions with a balance
exceeding the above limits shall take immediate
measures to adjust it, and it shall be brought inside
the permissible limits within three business days. If
an institution fails to correct its balance within this
time limit, the rules provide for per diem penalties.



Economic and monetary chronicle

August 2004

On August 9, KB banki hf. issued 110,137,128 new
shares on Iceland Stock Exchange (ICEX) to a nom-
inal value of 1,101,371,280 kr. The total number of
shares in the bank on the ICEX Main List thereby
increased to 550,685,640, to a nominal value of
5,506,856,400 kr.

On August 12, Islandsbanki hf. made an offer to
acquire Kredittbanken AS of Norway, at a price of
NOK 7.25 per share. The offer price was equivalent
to just over 3.5 b.kr. for all shares in the bank. The
Board of Directors of Kredittbanken recommended
to its shareholders to accept the offer, which was con-
ditional upon acceptance by 90% of shareholders and
approval by the relevant authorities in Iceland and
Norway.

On August 23, KB banki hf. announced plans to offer
inflation-indexed mortgage loans with a maturity of
40 years and carrying a fixed interest rate of 4.4%,
subject to certain conditions. Subsequently, the other
commercial banks and some savings banks and pen-
sion funds began offering loans on similar terms.
Towards the end of the month the interest rate on
mortgage loans was lowered to 4.2%, following a
Housing Financing Fund auction of HFF bonds.

On August 30, Fitch Ratings affirmed Islandsbanki
hf.’s ratings at A for long-term obligations and F1 for
short-term obligations. The outlook was also
announced as stable.

September 2004

On September 17, the Central Bank of Iceland
announced that it would raise its policy interest rate
(i.e. its repo rate in transactions with credit institu-
tions) by 0.5 percentage points to 6.75% as of
September 21. The Bank’s other interest rates were
also raised by 0.5 percentage points on September
21.

On September 27, fslandsbanki hf. increased its
share capital by a nominal amount of 200 m.kr. After
the increase, total listed nominal share capital in the
bank on the ICEX Main List amounted to 10.2 b.kr.
Average price per share was 10.80 kr.

On September 29, KB banki hf. announced that its
acquisition of the Danish bank FIH A/S had been
fully cleared by the Danish and Icelandic financial
supervisory authorities, cf. its announcement from
June 14. The announcement said that the acquisition
was largely financed with a subordinated bond issue
and pre-emptive rights issue of new share capital.

On September 30, the nominal share capital in
Straumur Fjarfestingarbanki hf. investment bank was
raised to 5.4 b.kr. Part of the new share issue was
used to acquire a 14.41% share in Islandsbanki hf.
from Burdards hf. investment holding company
(which sold 5.33%), Landsbanki Islands hf. (4.67%)
and Landsbanki Luxembourg (4.42%).

On September 30, H.F. Verdbréf securities house set
up a market for trading primary guarantee capital in
Sparisjodur Reykjavikur og nagrennis savings bank
(SPRON).

October 2004

On October 1, the budget proposal bill for 2005 was
presented to parliament. It assumed a surplus of 11.2
b.kr. The bill also presented the government’s medi-
um-term fiscal programme for 2005 to 2008.

On October 6, the state Housing Financing Fund
(HFF) raised its maximum loan amount for both new
and secondary market housing to 11.5 m.kr. At the
same time, the maximum combined amount of ordi-
nary mortgage loans and secondary mortgages was
set at 13 m.kr.

On October 15, new shares in KB banki hf. to a nom-
inal value of 1.1 b.kr. were listed on ICEX. After the
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increase, the total nominal value of listed shares in
the bank on the ICEX Main List amounted to
6,606,856,400 kr. Total sale price of the new shares
was 52.8 b.kr.

On October 15, HFF increased its loan-to-value ratio
from 85% of the fire insurance value of a property, to
a maximum of 100%.

On October 18, it was announced that {slandsbanki
hf.’s takeover of Kredittbanken was completed. The
takeover bid was accepted by 99.4% of shareholders.

From October 20 to 25, IMF staff visited Iceland for
discussions on the economy with officials from the
Central Bank, government and private sector. The
IMF staff’s concluding statement was published on
the Central Bank’s website on October 29.

On October 29, the Central Bank of Iceland
announced that it would raise its policy interest rate
on repo transactions with credit institutions by 0.5
percentage points to 7.25% as of November 2. The
interest rate on credit institutions’ current accounts
with the Bank was raised by 0.75 percentage points
on November 1.

November 2004

On November 3, Moody’s Investors Service
announced the upgrading of KB banki hf.’s credit
rating. The bank’s long-term deposit and senior debt
ratings were upgraded from A2 to Al. The sub-
ordinated debt rating was upgraded to A2 from A3
and its C+ financial strength rating was affirmed. The
short-term rating of P-1 was also affirmed, which is
the highest rating given.

On November 5, {slandsbanki hf. announced plans to
offer mortgage loans with a loan-to-value ratio of up
to 100% market value. With a maturity of up to 40
years, the loans would be subject to certain condi-
tions. Other commercial banks and some savings
banks followed suit and announced plans to offer
similar mortgage terms.
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On November 13, parliament approved a law on the
pay conditions of primary school teachers and prin-
cipals, ending a teachers’ strike which had lasted
since September 20. The law provided that, if con-
tracting parties had not signed a wage agreement
before November 20, 2004, the Supreme Court
would appoint a three-man tribunal to decide, before
February 28, 2005, the pay and terms of members of
the Association of Teachers in Primary and Lower
Secondary Schools and the Association of
Headmasters with the local authorities that negotiate
with them through the joint municipal wage commit-
tee. A new agreement was signed on November 17
and the result of a ballot on it was scheduled to be
announced on December 6.

On November 16, Moody’s Investors Service
affirmed {slandsbanki hf.’s Al rating for long-term
deposit and senior debt and P-1 rating for short-term
obligations. The bank’s financial strength rating of
B- was placed on review.

On November 16, Reykjavik City Council approved
an increase in the municipal tax rate from 12.7% to
the maximum authorised rate of 13.03%. Real estate
tax was also raised from 0.320% to 0.345%. The
increases will generate an estimated 0.9 b.kr. in extra
annual revenue for the city.

On November 22, new shares in [slandsbanki hf. to a
nominal value of 1 b.kr. were listed on ICEX. After
the increase, the total nominal value of listed shares
in the bank on the ICEX Main List amounted to 11.2
b.kr. Total sale price of the new shares was 10.65
b.kr.

On November 26, Fitch Ratings affirmed {slands-
banki’s long-term rating of A, short-term rating of
F1, individual rating of C and support rating of 2.
The outlook was stable.

On November 26, Fitch Ratings affirmed Lands-
banki hf.’s long-term rating of A, short-term rating of
F1, individual rating of C and support rating of 2.
The outlook was stable.
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Table 2 Prices

2004

March

Consumer price index, May 1988 = 100.............c..... 230.7

1-month % changes:

Consumer price INdeX ........ccoeeevrereeinieieereneenennes 0.6
Domestic goods excl. agric. products and vegetables -0.5
Agricultural products and vegetables ...................... -0.2
Imported goods excl. alcohol and tobacco .............. 1.2
Petrol ..ot -2.0
Housing ...... 0.6
PUDIIC SEIVICES ..vvveviieiieiiieieeeieeieeiee e -
Other SEIVICES......cvuiiiiiiicicieicce e 0.7

Harmonised index of consumer prices (HICP) ! ....... 0.7

12-month % changes:

Consumer price iNAeX ........cceceeereeirerieenereneeeeneens 1.8
Domestic goods excl. agric. products and vegetables 0.1
Agricultural products and vegetables ..................... -0.3
Imported goods excl. alcohol and tobacco .............. -0.5
POtrol ..o -5.3
Housing ...... 6.7
Public SEIVICES .......coiviiiiiiiiiciciiccicccc 5.9
Other SEIVICES. .....cucuuviiieieieieieieieieieieieieieiceieeeaeaes 1.7

Harmonised index of consumer prices (HICP)! ......... 1.0

Building cost index for residential buildings ............. 2.6

HOUSING PIICESZ.....vvoeoceereceeeeeeeeeee e 9.7

Foreign CPI and commodity prices, 12-mo. % changes

Consumer price index in USA.........ocooeveivenieienenne 1.7

Consumer price index in euro area’ .............c..co........ 1.7

Commodity prices excl. Oil......cccoeririniiiininiieene 23.8

Petrol prices* 11.5

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 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.
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1.2
4.1
1.0

0.2
0.5

2.2
-0.2
-0.4

0.3
-1.0

7.0

5.9

2.4

1.5
2.7
13.4

2.3
2.0
24.7
33.7

May  June
2339 2357
0.8 0.8
0.8 0.6
1.4 0.5
0.6 1.1
33 6.2
1.7 1.6
0.7 0.1
0.5 -
0.8 0.5
3.2 39
1.6 1.7
0.8 1.4
1.6 3.1
8.4 18.5
8.0 9.4
6.6 6.7
2.7 23
2.4 2.9
5.0 5.0
11.4 9.9
3.1 33
2.5 2.4
21.8 22.3
46.4 27.7

July  August

234.6

-0.5
0.1
0.9

-1.8
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0.6
0.4
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2374

0.8
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0.5
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Chart 1 Consumer price index 1999-2004

12-month % change
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Chart 2

Consumer price index by origin 1999-2004
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Table 3 Exchange rate of the Icelandic krona

3-month
2004 % ch. to
Monthly averages March  April May  June July August  Sept. Oct.  Nov.  Nov. 26
Effective exchange rate indices: !
Official index (31/12 91 = 100)........ccoceenve 121.3 1232 1236 1227 1223 121.7 1221 1214 119.8 32
Import-weighted index (31/12 *94)............... 102.7 1043 1047 1039 103.5 103.0 1034 102.8 101.4 32
Export-weighted index (31/12 *94)............... 103.8 1053 1057 1050 104.7 1042 1045 103.8 102.5 33
Central Bank quotations:>
U.S. dollar ..o 71.1 73.1 73.4 72.1 71.5 71.5 717 702 673 10.4
EUro ..o 87.2 87.6 88.1 87.6 87.7 87.1 87.6 87.6 872 1.1
Japanese yen..... 0.655 0.679 0.655 0.659 0.654 0.647 0.652 0.644 0.641 3.6
Pound sterling...........ccccoevvviiiiiiiiniinns 1299 131.6 131.0 131.8 131.7 130.1 128.6 126.7 1249 4.7
Danish Krone ..........cccccoeeeeciniciicnccnnnnee 1170 11.77 11.84 11.78 11.80 11.72 11.78 11.78 11.73 1.0
Norwegian Krone...........cccccceevecicnccnnnnne 1020 10.56 10.73 10.57 1036 10.46 1048 10.64 10.70 -2.3
Swedish krona ..........cccccoeeeeciicccnnenn 9.44 955 9.64 9.58 9.54 948 9.64  9.67 9.68 -0.9

Between annual averages

From beginning of year Previous 12 months

% changes’ 2000 2001
Official index (31/12 791 = 100).....ccccveveneee -0.1  -16.7
Import-weighted index (31/12 ’94 = 100)..... 02 -164
Export-weighted index (31/12 °94 = 100).... -0.2  -17.0
Central Bank quotations.?

U.S. dollar ..o -82  -193
Euro (Deutschemark before 1999).............. 6.3 -17.0
Japanese yen..... -12.6 9.1
Pound sterling -1.7 -153
Danish Krone ...........ccooevviiveiniiiiins 6.5 -17.0
Norwegian Krone..........ccoeeeevecinnnccne. 3.7 -17.7
Swedish Krona .........ccoeeveevenninencencne 2.0 -9.0

2002

3.0
3.1
3.0

6.9
1.5
10.2
2.6
1.2
-5.2
0.4

2003 Nov.’02 Nov.’03 Nov.’04" Nov.’02 Nov. 03 Nov. 04"

6.4 10.6 -0.2 4.1 15.6 2.4 5.5
6.6 10.6 -0.1 4.1 15.5 2.7 5.6
6.2 10.6 -0.3 4.1 15.6 2.2 5.4
19.2 19.9 8.4 8.5 25.2 15.5 13.6
-0.6 6.9 -5.2 3.6 11.9 4.4 3.1
10.1 11.8 -0.1 4.6 23.8 32 7.0
9.4 12.1 1.3 2.3 14.9 3.9 3.7
-0.6 6.8 -5.0 34 11.7 4.2 3.0
5.9 2.2 6.2 0.2 2.6 7.2 2.6
-1.0 4.1 -6.7 2.0 6.8 4.5 2.1

T November 26. 1. Based on a trade-weighted (goods and services) basket of trading partners’ currencies. 2. Exchange rate of respective currency against
the Icelandic krona. 3. Positive sign indicates an appreciation of the Icelandic krona.

Source: Central Bank of Iceland.

Chart 3

Effective exchange rate indices
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Table 4 Interest rates

Annual averages ! At end of month 2004
All figures are in % 2001 2002 2003 May  June July August  Sept. Oct.  Nov."
Central Bank rates
Credit institutions’ current accounts.......... 6.8 5.5 2.9 3.0 325 3.75 375 425 425 5.00
Required deposits........cooeeerieveiniereeninnne 9.4 7.1 4.2 43 450 5.00 5.00 5.50 5.50 6.00
Overnight loans (discount rates)................ 12.3 10.7 7.8 7.9 8.00 8.25 8.25 8.75 8.75 9.25
Repurchase agreements............cccccevveeennnen 10.9 8.4 5.4 5.5 5.75 6.25 6.25 6.75 6.75 7.25
Yields in the money market?
REIBOR, O/N...c.cootiiiiiiiniiereinicienneeans 12.3 9.3 5.1 6.2 5.7 4.0 6.3 6.9 6.5 6.9
REIBOR, 1-month .......cccoovivivininiiiine 12.1 9.0 53 5.7 5.8 6.1 6.4 6.7 6.8 7.2
REIBOR, 3-month .......ccoeveiriviririrnn, 12.0 8.9 5.3 5.8 6.1 6.5 6.6 6.9 7.2 7.6
REIBOR, 6-month ........cccovevvinivirnine. 11.8 8.8 5.5 5.9 6.5 6.8 6.8 7.0 7.4 7.9
Treasury bills, 3-month............cccoevnne. 11.0 8.1 5.0 5.6 6.0 6.0 6.5 6.8 7.0 7.5
Treasury bills, 6-month? ..........c..ccooervnrenns 10.9 7.9 5.0 5.6
Yields in the capital market*
Treasury notes, up to 5 years..................... 10.6 8.1 6.8 7.6 7.6 7.7 7.7 7.6 7.7 79
Treasury bonds, 10 years ..........cccccueenns 53 5.2 4.4 4.0 39 39 3.7 3.7 3.7 3.6
Housing bonds, 25 years® ...........cc.cocvnrenns 59 5.7 4.7 43 42 4.7 4.7 4.7 4.6 4.6
Housing Financing Fund bonds, 20 yrs.’ .. . . . . . 4.0 3.8 3.8 3.8 3.6
Housing Financing Fund bonds, 30 yrs.> .. . . . . . 39 3.7 3.7 3.8 3.6
Housing Financing Fund bonds, 40 yrs.® .. . . . . . 3.8 3.7 3.7 3.7 35
Commercial banks’ lending rates®
Average rates on non-indexed securities ... 18.0 154 12.0 11.3 11.6 12.0 12.1 123 12.4 12.8
Average rates on indexed securities........... 10.2 10.1 9.1 8.0 8.0 8.0 8.0 7.5 7.5 7.5
Rates acc. to Interest Rate Act 38/20017
Penalty rates..........ccoeevvivivneiininie, 237 213 17.3 17.0 17.0 17.5 17.5 17.5 17.5 17.5

T November 26. 1. Arithmetic averages of end-of-month figures. Central Bank rates are time-weighted averages. 2. REIBOR are interest rates on the inter-
bank market in Icelandic krona. For Treasury and bank bills, yields in trading on ICEX (Iceland Stock Exchange). 3. Treasury bills with the closest matu-
rity 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,
known as Housing Financing Fund (HFF) bonds, were issued instead and the majority of older issues were swapped for the new ones. 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 1996-2004 Long-term interest rates 1996-2004
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Table S Money and credit

Selected items from the balance sheets

of the Central Bank, deposit money In b.kr
banks and the banking system Oct. 2004
Net foreign exchange reserves .............. 65.8
Claims on Treasury and gov. inst., net .. -17.0
Claims on deposit money banks............ 20.6
Base money........coceeveinineniiincnc 38.6
Notes and coins in circulation............. 8.2
Reserves of deposit money banks ....... 30.4
Deposit money banks'
Central Bank items ........c.ccececervreennne 9.7
Short-term position, net.............c......... 1.3
Credit and listed securities?................... 1,589.4
Creditd . 1,227.6
Treasury and government institutions 15.2
Non-bank financial institutions.......... 29.4
INAUSEEIES v 767.1
Households .....c.cocoveveininiciiniiccne 237.1
Foreign Sector........cccoevvveveinieucennne 163.7
Listed SeCUTities........ccceveveeriruercnruenene. 190.4
Domestic credit and listed securities..... 1,388.1
Domestic credit.......c..ccoevvevreeieieieennn. 1,063.9
DEPOSILS .o 568.7
Bonds ..o 845.6
Foreign liabilities for on-lending........... 232.1
Banking system!
Foreign assets, Net .........ccccceeveceneucuenne 225.0

Domestic credit and marketable securities 1,382.4

Money supply, MI1% ..o 143.9
M2 (M1 + demand savings deposits).... 252.1
M3 (M2 + time savings deposits).......... 576.9
M4 (M3 + securities iSSUES) ........c....... 1,422.5

% change over year

1-mo. change in b.kr. 12-mo. % change

2001

38.7
-14.2
3.6
-19.2

22.5
19.7
8.1
-45.2
15.5
9.9

239
17.4
13.4

15.1
48.6
-0.2

-33.2
17.5
=23
11.0
14.9
27.1

2002 2003 Aug.’04 Sept.'04 Oct.’04 Oct.’02 Oct.’03 Oct.’04

27.9
17.2

3.4
223

3.1
2.6
1.6

2.1
8.1
63.1
-3.4
0.9
2.0

15.5
1.7
04

-8.3
-1.0
23.8
9.3
153
9.5

-65.
-33.

9.
-46.

28.
22.
-15.

25.
13.
118.
38.
22.
14.

22.
116.
-8.

-205.
22.
30.
28.
22.
59.

2.7 03 -50

-7.2 39 29 . . .
2 -6.4 -11.5  11.0 418 -432 -534
5 -12.3 -5.5 9.7 30.3 -1.2 3.5
5 -0.5 -0.1 0.1 5.1 11.3 8.7
7 -11.8 -5.5 9.5 37.6 -4.0 2.1

-5.5 6.0 -1.5

-7.4 13.5 0.5 . . .
1 683 242 963 64  20.7 39.7
9 524 256 732 43 159  40.1
7 1.0 -0.8 0.2 -6.2 -5.0 -9.5
. 59 -2.0 5.8 . . -9.8
0 31.1 13.6 339 4.5 20.7 37.9
2 8.6 135 274 6.6 12.2 32.1
2 52 0.4 2.8 1206 272 1169
3 12.3 -1.2 5.1 11.3 20.7 202
6 579 23.1 906 35 19.1 329
8 472 252 704 1.4 13.9 329
6 -6.1 44.4 8.2 133 25.7 204
0 205 853 154 309 75.8 70.5
4 239 11.6 8.1 -8.3  -189 7.3
3 19.7 23 -13.6 -33.8 -138.2 4358
3 506 281 939 2.5 21.8 34.1
8 -9.5 13.7 7.7 20.8 443 20.4
2 -9.2 19.9 0.0 10.3 30.5 22.2
4 -6.6 444 8.3 13.1 255 20.2
2 139 1297 237 20.1 46.8 458

1. Since March 1998, all percentage changes have been calculated using figures including FBA. This applies to the following items: credit (and subcate-
gories 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 reclassification under the ISAT standard. Data on lending to foreign entities available since January 2001. 4. Sum of
Source: Central Bank of Iceland.

notes and coins in circulation and DMBs’ demand deposits.

Chart 7
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Chart 8

Deposit money bank lending by sector 1991-2004*

B.kr.
1,400
1,300 - M Treasury and government institutions ~~ ~ ~ 7~ " T 7 7 7 7
120 T mcreditinsitutons
1100 - redit ingtitutions

1,000 + EIndustries
900 -+ EHouseholds
| mEForeign sector

1. Reclassification of lending in September 2003 based on the iSAT-95 standard led to areduction
in household debt figures and an increase in business and municipaities debt figures. Latest
figuresare preliminary. Source: Central Bank of Iceland.

{dandsbanki and
FBA merger

|91 |92 |93 |94 |95 |96 |97 |98 |99 |00 | O1 | 02 | 03 | 04

90 MONETARY BULLETIN 2004/4



Table 6 The credit system!

In b.kr. % change over year 3-mo. % change
June 2004 1998 1999 2000 2001 2002 2003 Dec.’03 March'04 June 04
Assets
Domestic lending and securities......... 2,4394 15.1 17.3 17.3 19.2 32 11.0 1.9 6.1 4.5
Banking system? .. 1,183.2 272 237 444 13.8 8.0 24.1 3.6 6.3 6.1
Miscellaneous credit undertakings.... 620.9 13.2 17.4 -3.8 208 -2.0 8.0 2.7 6.0 6.3
Housing Financing Fund................. 482.9 72 139 12.0 18.1 11.5 14.1 33 4.0 4.2
Credit undertakings subject to
minimum reserve requirements>..... 94.3 . -34.9 303 -414  -19.0 1.6 254 21.0
Other credit undertakings*............. 43.7 -78.0 9.2 17.2 16.1 9.0 0.8 -1.5 -0.9 2.3
Pension funds ..........cccoeeeiiininnns 681.2 8.9 17.9 4.6 16.4 12.2 12.5 35 43 4.7
Insurance companies .............ccceeeene 68.4 9.6 10.1 24.1 12.2 6.3 14.8 12.1 5.8 0.6
Mutual and investment funds® 221.1 1235 241 -140 223 392 470 4.8 11.8 7.1
Foreign credit .........cccoeuuee 1,348.2 193 240 396 300 -4.3 30.5 9.2 7.3 9.6
State lending funds.. 340.5 -3.7 22 0.0 319 -3.0 -1.8 -1.8 3.6 -1.2
Total of above.........cccccoee.ee. .. 4,463.6 15.5 18.3 184 217 3.1 19.4 4.7 6.3 6.3
Less inter-institutional transactions..... -2,024.2 16.0 19.9 20.4 25.8 3.0 32.0 8.5 6.5 8.6
Assets = liabilities ..........cccoveeevreccnne 2,439.4 15.1 17.3 17.3 19.2 3.2 11.0 1.9 6.1 4.5
Liabilities
Domestic liabilities........c.cocovvrvrererenne. 1,760.4 16.1 21.0 7.2 14.2 6.6 16.4 5.2 6.5 35
Notes and deposits..........ccoveeriereennnen 451.1 15.7 16.6 11.1 14.9 13.4 23.1 4.0 3.6 0.9
Securities 244.8 302 23.0 9.9 6.6 0.1 34.6 3.7 4.4 8.0
Insurance companies’ indemnity fund 54.8 5.8 9.1 11.5 15.6 4.4 4.7 -2.9 12.4 -1.4
Pension funds .........ccccooeeeiiiinns 874.9 152 274 9.9 13.7 49 18.4 6.0 59 5.0
Capital of financial institutions.......... 250.1 5.7 -1.9 14.3 26.0 19.4 19.7 11.3 4.8 7.7
Other items, Net ......cccoevveveirerecerenene. -115.2 . . . . . . . . .
Foreign liabilities, net..........ccccoeeeenee. 679.0 12.6 6.6 503 30.6 -3.7 -0.9 -6.0 5.1 7.1
Credit by sector:®
Central government .............cocevevenenne 175.4 -0.9 9.5 -8.4 25.4 1.7 0.7 -4.4 11.4 3.0
Municipalities’.... 118.2 19.3 13.1 159  23.0 4.1 6.5 1.6 1.0 3.4
Industries’ ... . 1,3327 208 249 225 207 0.6 16.9 0.2 9.2 53
Households.........evvririerirerieiirinene 813.2 14.6 18.0 17.6 15.5 7.0 153 6.0 1.2 3.6

1. Partly preliminary or estimated. 2. In May 2003, Glitnir leasing company merged into fslandsbanki and was thereby reclassified to “Banking system”.
3. Credit undertakings subject to minimum reserve requirements comprise: Frjalsi fjarfestingarbankinn hf., Framtak fjarfestingarbanki hf., Lysing, SP-fjar-
mognun, Europay, Greidslumidlun hf., MP fjarfestingarbanki (since November 2003) and Straumur fjarfestingarbanki (since January 2004). 4. Other cred-
it 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 95 standard. This produces a lower figure than otherwise for lending to households, and a higher figure for lending to municipalities and indus-

tries.  Source: Central Bank of Iceland.
Chart9 i ] 1 Chart 10
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Table 7 Financial markets

Outstanding in b.kr. 1-month % change 12-month % change
At end of period 2002 2003  Sept.’04 July’04 Aug.’04 Sept.’04 July’04 Aug.’04 Sept.’04
Money market!..........cccoovorieririininnn. 29.2 36.9 38.7 19.2 -5.6 -10.1 -1.3 5.8 -21.0
Securities market? ..........cooevvrrriennns 759.8 1,187.6 1,531.3 1.8 2.3 6.7 74.9 76.6 58.6
thereof Treasury bonds..........ccccceeunee 55.8 53.1 47.8 -0.4 -0.6 -2.7 -4.7 -6.2 -8.2
thereof housing bonds............ccccceueene 259.2 307.7 103.2 -0.3 0.2 -69.9 20.9 19.0 -64.9
thereof HFF bonds . 326.7 . . . . . .
Market capitalisation of listed equities 529.3 658.8 11,1423 4.8 13.5 123 71.2 75.4 91.9
Mutual funds’ units (open-end)............ 133.1 198.1 259.2 3.8 0.7 2.1 50.0 45.8 34.0

1. Bills issued by Treasury, commercial banks, savings banks and investment credit funds. 2. Government bonds, government notes, housing bonds, hous-
ing 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 Averages I-month change 12-month change
indicate increase/decrease in jobs or permits 2002 2003 Oct.'04 Aug.’04 Sept.'04 Oct.’04 Oct.'02 Oct.'03 Oct.’04
Wage index (1990=100).........cccccevrurrrrrnrrurrrnnnnes 195.0 2059 218.1 0.2 0.2 0.3 5.9 5.5 5.3
Real wages (1990=100) ! ......c.coovreriiniiniirirerennnn. 127.5  131.8 1332 0.2 -0.2 -0.5 29 32 1.6
Number of new work permits..........c.ccccvcervereeenne 3,637 3,299 353 -11 -28 81 -108 7 -38
Job vacancies, total ............coeovieiiiiiniine 221 459 671 252 -281 -101 -351 208 285
thereof Greater Reykjavik Area..........cccooevvenne 66 104 269 130 -102 -23 -247 -1 191
Period averages 2001 2002 2003  Aug.’04 Sept.'04 Oct.'04 Oct.’02 Oct.03 Oct. 04
Number of unemployed..........cccccvveveiiiinnnnne. 2,009 3,631 4,893 4,452 3,891 3,880 3,525 4,059 3,880
Measured unemployment rate (% of labour force) 1.4 2.5 34 29 2.6 2.7 2.5 2.8 2.7
Seasonally adjusted unemployment rate.............. . . . 34 33 33 2.9 34 33
Averages 3-month % change 12-month % change
Quarterly measurements 2002 2003 Q304 Q104 Q204 Q304 0302 0303 Q304
Wage index (1990 = 100).......c.ccccerveveerrreucrnreennes 195.0 2058 2169 2.0 1.5 1.0 6.1 5.7 5.1
Wages in the private Sector.............cccceveuceeunnene 178.6  188.5 199.1 1.1 2.2 1.5 4.9 5.6 5.4
Wages in the public sector and banks................ 2219 2345 2464 3.5 0.4 0.4 8.0 5.6 4.8

. Deflated by consumer prices. Sources: Statistics Iceland, Directorate of Labour, Central Bank of Iceland.

Chart 11 Chart 12
Nominal and real wages 1993-2004 Unemployment and |abour participation 1993-2004
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Table 9 National accounts — annual data (continued on next page)

Estimate Forecast?
In bl 1998 1999 2000 2001 2002 2003' 2004 2005 2006
Gross domestic product (GDP), current prices.... 5693  609.6 662.6 7442 7793 807.8  888.0 988.8 1,074.7
Current account balance, current prices............. -39.5 -42.6 -67.1 -30.1 8.9 -32.8 -58.1  -102.8  -122.1
GDP at 1990 fixed prices ..........cccocceucucueucieunne 4282 4460 4715 481.8 4793 5002  527.1 5593  586.6
GNP at 1990 fixed prices ..........cccoceerceeucucnnnee 418.5  436.6  457.6 4655 4743 4953  520.0 550.1 5741

Volume changes between years, percent

Private consumption...........cccceeeeveveereercenerecnnn 9.9 7.3 4.0 -3.8 -1.1 6.7 7.0 9.5 6.8
Public consumption ...........ccoeveevvevieieerieneeneenne 34 49 43 3.2 4.1 33 1.3 3.1 2.5
Gross fixed capital formation............cccccceeueunee. 329 -3.0 14.8 <76 -15.1 17.7 17.3 20.6 2.8
INAUSEIIES ..o 45.8 -5.1 149 -152 227 26.0 29.3 29.3 23
HOUSING ..o 1.3 0.3 15.2 17.8 5.2 133 13.0 8.3 5.8
Public works and buildings.............cceeiinae. 234 2.7 14.0 -1.7 -12.2 -0.4 -18.4 -4.0 -
National expenditure ..........c.ccoeveerrericereecnens 13.4 42 6.8 4.2 -2.9 8.4 8.1 10.9 5.0
Exports of goods and services...........cccceeveueunee 2.1 4.0 5.0 7.7 3.6 0.3 6.5 5.7 8.9
Exports of 200dS ........ccccuveiiiiiiiincicieiene -2.6 7.1 -1.3 7.2 6.6 -1.2 7.3 5.7 10.9
EXports of SEIVICes ........ccuovuiiiicuiuiiiniciiiciiienne 13.8 -2.5 19.3 8.6 -1.9 33 5.2 5.7 5.0
Imports of goods and services...........cccceeveueucnne 23.5 42 8.0 -9.0 -2.5 9.6 14.1 17.2 8.3
Imports of goods ............. . 243 3.2 2.8  -10.0 -3.4 7.3 13.9 19.6 7.9
Imports of services 21.2 6.9 21.5 -6.9 -0.8 14.5 14.3 12.8 9.3
Gross domestic product (GDP) .......ccccceeueeuenee. 5.5 42 5.7 22 -0.5 4.1 5.4 6.1 4.9
Gross national product (GNP).........cccecvvvrenennne. 5.6 42 4.7 2.3 04 4.4 5.0 5.8 44
Gross national income (GNI)..........ccccovervenrnnene. 7.8 4.0 3.7 1.9 2.1 2.7 3.5 4.8 43
Terms of trade (goods and services) .................. 5.6 -0.8 -2.7 0.3 0.5 -4.2 0.9 1.3 -1.5

Percent of GDP
Private consumption........... . 57.3 58.9 58.8 54.9 53.8 55.7 55.9 56.9 57.9
Gross fixed capital formation.............cccoceeuenene 24.6 22.6 24.1 222 18.7 21.3 24.0 27.3 27.0

Current account balance...........cccoeeeeeereeienienene -6.9 -7.0 -10.1 -4.0 1.1 -4.1 -6.5 -10.4 -11.4
Gross national saving ............cccccoeeuceccecicnnnne 17.8 15.6 14.3 17.9 19.8 16.7 18.2 17.1 15.7

1. Based on Statistics Iceland’s quarterly (rather than annual) figures for inventory changes in 2003. 2. Central Bank of Iceland forecast in December 2004.
Sources: Statistics Iceland and Central Bank of Iceland.
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Table 9 (continued) National accounts — quarterly data

Private Public  Gross fixed Changes National
bk consumption consumption cap. format. in stocks  expenditure Exports Imports GDP
n b.kr.
2001: Q2 o 103,401 43,990 38,085 53 185,529 71,684 -74,897 182,316
2001: Q3 s 101,103 44,372 44,955 622 191,051 84,146 -84,131 191,066
2001: Q4 ..o 107,597 47,148 39,884 -20 194,610 82,602 -73,478 203,734
2002: Q1 oo 99,009 47,809 35,501 -339 181,980 76,495 -71,239 187,236
2002: Q2 oo 106,479 49,355 36,124 -896 191,061 79,239 -75,333 194,967
2002: Q3 i 103,758 49,408 37,145 825 191,136 80,789 -75,342 196,583
2002: Q4 ..o 109,902 52,297 36,797 229 199,224 72,279 -70,995 200,508
2003: Q1 105,489 51,505 33,026 -858 189,162 71,143 -67,337 192,968
2003: Q2. 114,190 53,357 42,536 -369 209,715 67,615 -78,305 199,025
2003: Q3. 111,147 52,906 48,001 27 212,082 80,177 -87,375 204,884
2003: Q4. 119,171 55,859 48,867 -3,396 220,501 68,876 -78,503 210,874
2004: Q1. 114,920 54,342 38,968 3,274 211,503 72,574 -77,433 206,644
2004: Q2 125,004 56,605 53,408 -1,677 233,340 76,465 -94,520 215,285
Volume change from same
quarter in prev. year (%)
2001: Q2 v -4.3 5.0 -23.2 -0.3 -1.7 2.7 -16.4 0.1
2001: Q3 o -5.2 -1.5 -5.2 0.8 -3.7 1.2 -8.1 0.2
2001: Q4 -6.9 2.5 -21.1 -2.2 -10.4 13.7 -19.8 1.3
2002: Q1. -5.5 3.1 -23.5 1.7 -6.9 3.1 -14.0 0.0
2002: Q2. -1.5 2.9 -10.6 -0.7 -3.2 11.8 2.4 0.1
2002: Q3. 0.8 49 -17.5 0.3 -2.5 2.4 -3.2 -0.2
2002: Q4 1.9 5.8 -6.6 0.2 1.2 -2.1 6.7 -1.8
2003: Q1 6.5 32 -7.6 0.0 29 5.1 0.4 4.7
2003: Q2. 7.3 3.9 20.5 0.6 9.8 -5.1 10.5 3.4
2003: Q3. 6.3 3.0 26.3 -0.7 9.0 2.5 16.0 35
2003: Q4. 6.5 3.1 31.0 -1.0 9.3 -1.2 10.8 4.9
2004: Q1 7.9 1.9 17.1 0.2 8.5 3.8 14.3 4.6
2004: Q2 ..o 6.5 22 21.0 -0.1 8.7 7.4 12.9 6.4
Sources. Statistics Iceland and Central Bank of Iceland.
Chart 15 Chart 16
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Table 10 Current account balance! (continued on next page)

In b.kr % change from previous year’
Trade in goods and services 2000 2001 2002 2003 Jan.-Oct. 04 3-mo. 6-mo.  12-mo.
Trade balance ........cccccoeveucennccnnnnnnee -38.0 -6.7 13.1 -16.9 -31.8 . . .
Merchandise exports fob........c.cccce...... 149.3 196.4 204.3 182.6 165.3 14.0 9.3 6.7
Excluding ships and aircraft .............. 146.1 193.1 202.0 181.2 164.9 14.4 9.6 7.6
Marine products ..........cccevvveriereeennns 94.5 121.8 128.6 113.7 99.6 6.1 1.5 3.8
Aluminium and ferro-silicon.............. 31.6 44.4 43.5 40.3 36.4 15.0 15.5 5.1
Other industrial products.................... 15.1 19.0 14.5 21.6 22.6 50.4 314 24.5
Merchandise imports fob ..........c.c........ 187.3 203.1 191.2 199.5 197.1 18.3 18.3 17.7
Excluding ships and aircraft ... 177.5 190.1 180.0 195.7 191.2 17.2 14.5 17.8
Consumption goods.......... 59.3 60.8 59.5 66.3 62.2 11.7 12.5 15.5
Investment 00dS .......cccovvveveirenienennnes 443 44.4 38.6 46.1 43.8 13.5 10.4 20.6
In b.kr. % change from previous year®
Services and income balance 2000 2001 2002 2003 2004/02 3-mo. 6-mo. 12-mo.
Services balance.................cccccccouvuene.. -9.5 1.7 1.8 -7.8 -4.5
Services EXPOrts .......cocevevevevreeveerueuencns 82.4 106.5 104.5 105.2 28.5 14.8 8.1 7.8
Transportation ............ceeevevereereereennes 40.8 50.9 51.7 51.3 16.5 30.2 25.6 16.8
Travel ..o 18.0 229 22.8 24.5 6.0 8.1 10.6 12.8
Other receipts .....eovveeverereriereerieerenenns 23.6 32.7 30.0 29.4 6.0 9.2 -20.5 -10.9
Services IMpOrts ........oveveveereerieeereiens 919 -1048 -102.7  -113.0 -33.0 16.0 13.5 15.7
Transportation -32.7 -37.1 -39.3 -40.0 -12.2 314 23.6 16.3
Travel ....ccceeee -37.1 -36.4 -33.4 -39.8 -12.5 24.1 26.1 26.7
Other expenditure.. -22.1 -31.3 -30.0 -33.2 -8.2 9.1 -9.9 2.4
Balance on income .. -19.4 -24.9 -8.1 -8.0 1.7 . . .
Receipts ..cvoveeeereeeiireeene 11.6 16.9 27.9 28.8 12.5 97.5 39.1 7.0
Compensation of employees. 5.5 5.8 5.4 6.2 1.2 -18.8 -8.6 2.5
Interest payments .........cccevveeeeenenne. 3.5 34 4.9 4.4 1.8 68.0 69.9 26.0
Dividends and reinvested earnings?.. 2.6 7.8 17.6 18.2 9.4 153.2 49.8 4.1
Expenditures........cooeeeeincicininencnnnn -31.0 -41.9 -36.0 -36.7 -10.7 8.9 133 9.6
Compensation of employees............ -0.8 -0.5 -0.7 -0.5 -0.2 15.5 41.8 13.9
Interest payments ...........c.ccccceeennenene -28.5 -41.1 -34.2 -31.7 9.1 9.2 4.4 0.6
Dividends and reinvested earnings?.. -1.6 -0.3 -1.1 -4.6 -1.5 6.4 69.1 101.8
Current transfer, net.........cocccevvecennnnnee -0.8 -1.0 1.2 -1.2 -0.3 18.5 -5.0 2118
Current account balance...................... -67.1 -30.1 8.9 -32.8 -16.7
Chart 17 Chart 18
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Table 10 (continued)

Current account balance

1

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

2000 2001 2002 2003 2004/02 3-mo. 6-mo.  12-mo.

Capital and financial account............ 71.9 18.6 29 28.4 15.6
Capital transfer, net...........cccoeevvueuennne. -0.2 0.4 -0.1 -0.4 -0.3 -0.2 -0.3 -0.5
Financial account®...........cococovvveennn.n. 72.2 18.3 3.1 28.8 15.9 -1.2 7.8 29.6
Financial account excl. reserves...... 66.4 13.1 17.3 55.6 - -30.4 -37.8 -15.2
Direct investment, net.................... -17.5 -16.4 -17.8 -6.9 -20.9 9.5 -27.6 -15.5
ADbroad ......ooooveieieeeen -31.0 -33.7 -29.6 -26.8 -21.6 -18.0 -34.7 -32.2
InIceland.......ccooooiieivieiienierens 134 17.3 11.8 19.9 0.7 8.5 7.1 16.7
Portfolio investment, net................ 39.4 60.8 22.2 236.0 67.3 -6.1 79.0 234.3
ASSCES vt -50.4 -5.6 -30.0 -45.3 -8.8 2.4 -19.5 -29.0
EqUities ....ooeveereieeceieeeee -49.9 -5.8 -25.7 -40.6 -7.4 2.4 -19.3 -30.2
Debt securities .........cocevevenennnne. -0.4 0.2 -4.3 -4.7 -1.4 0.1 -0.2 1.2
Liabilities ..cvoovevreviieieeiieieieevens 89.8 66.5 522 281.3 76.1 -3.7 98.4 263.3
EqQUIties ...c.oevevieeieicicieieicieine -3.4 43 1.5 -2.6 -1.0 0.9 2.8 0.7
Debt securities ........coceveerereenene. 93.1 62.2 50.7 283.9 77.0 -4.6 95.6 262.5
Other investment, net* ................... 44.6 -30.9 44  -176.9 -27.6 17.3 -334  -158.5
ASSELS o -7.1 -47.1 -30.4  -148.7 -70.9 -28.4 -45.6  -140.1
Liabilities ...oovevevieieieesieieieiens 51.7 16.2 34.8 -28.1 432 45.6 12.2 -18.3
Reserve assets ......cceeveeieeevieeveenenne. 5.8 4.8 -5.7 -23.4 -2.9 -2.8 -10.1 -30.7

Net errors and omissions. ................... -4.8 11.5 -11.9 4.4 1.1

Memorandum items:

Long-term borrowing, net.................. 143.0 36.3 45.1 78.9 45.1 9.7 50.1 73.9
ASSELS v -0.5 -42.1 -404  -176.9 -75.2 -31.3 -56.0 -171.8
Monetary authorities..........c..o.c.... 7.0 4.8 -5.7 =233 -3.0 -2.9 -10.2 -30.8
General government....................... - - - - - - - -
Deposit money banks..................... -4.1 -18.5 -333  -155.7 -69.3 -30.7 -41.0  -143.6
Other SeCtors ......ccevvvieeenieeieneenne. -3.5 -28.4 -1.4 2.1 -2.9 2.4 -4.8 2.6
Liabilities ......... 143.5 78.4 85.4 255.8 120.3 41.0 106.2 245.7
Monetary authorities..... 9.4 -5.8 4.8 -15.9 -0.0 6.0 11.8 5.7
General government..... 16.2 42.2 17.5 -4.8 -7.2 -7.8 2.9 -33
Deposit money banks... 73.9 12.9 54.2 264.1 121.1 46.0 96.1 242.2
Other SeCtOrs ......covvereereereieeeienene 44.0 29.1 8.9 12.4 6.4 3.2 -4.6 1.1

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 cap-

ital, debt repayments or increase in assets. Source: Central Bank of Iceland.
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Latest dataare preliminary. Source: Central Bank of Iceland.

Chart 20
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Table 11 International investment position

Position at end of period, in b.kr.

1999 2000 2001
International investment position........... -302.3  -448.7  -587.5
Total aSSetS......ccveveverieierieieeieee e 244.1 315.8 421.5
Direct investment abroad .................. 33.0 56.2 86.8
Equity capital .........ccoevvvinnne 16.6 41.0 66.8
Other capital .......cccoeeevvieeninenennne. 16.4 15.2 19.9
Portfolio assets ........ccovvverereeeeerienns 138.8 186.3 202.9
Equity capital .......ccoccoevvicinincnnn. 125.4 179.7 188.4
Debt Securities ........coeevvrveereruenennnes 13.4 6.6 14.6
Other investment assets..................... 36.6 39.1 95.2
ReESErves.....coovvveviivieicneiiccicee 35.8 34.2 36.6
Total liabilities .......cceeerereeiirieireees 546.4 764.5 1,009.0
Direct investment in Iceland ............. 349 41.5 70.8
Equity capital .......cccoceoevviecinneenne. 253 33.1 63.4
Other capital ........ccooevveerieririrenee 9.6 8.5 7.4
Portfolio liabilities.......ccccoveerireeuenene 227.4 346.7 468.0
Equity capital .........cccooovveinnne 6.0 1.2 5.6
Debt securities.......coevveverrevveernennene. 221.4 345.5 462.4
Other investment liabilities ............... 284.2 376.2 470.2
Long-term debt..........ccoovveiinninnne 229.2 289.0 377.0
Short-term debt.......ccooeeiirecennee 55.0 87.2 93.2
Memorandum items:
Equity capital, net........cccccoccoevecinnenns 117.6 193.1 198.7
Net external debt position..................... -419.9  -641.8  -786.2
Monetary authorities...........cccceueunnnee. 322 18.6 21.7
General government ............cceeeeenene. -1382  -1674  -239.6
Deposit money banks ...........ccccoeueueeee. -1452  -3295 3774
Other SECtOTS...c.ceuevveieieiieieieieceee -168.6 -163.4 -191.0
Percent of gross domestic product’
International investment position........... -49.4 -63.8 -75.7
Net external debt?..........cccooevvevvrrurnnen. 68.6 91.2 101.2
External debt position? ............cccceeeen.. 82.5 102.5 120.1
Long-term debt .......ccoeeinviirnencnnne. 67.1 83.6 97.4
Short-term debt.........ccceevvirerieininenne 15.4 18.9 22.7

2002 2003 Sept.’03  Dec.’03 March’04
-570.2  -550.1  -578.8  -550.1 -566.2
3954 676.8 5374 676.8 747.2
87.5 118.7 108.3 118.7 127.2
67.6 107.3 94.6 107.3 106.4
19.9 11.5 13.7 11.5 20.8
159.7 241.7 210.2 241.7 269.0
149.3 226.1 195.6 226.1 252.6
10.4 15.5 14.6 15.5 16.3
111.1 258.3 172.6 258.3 284.3
37.2 58.1 46.4 58.1 66.7
965.7 1,2269 1,116.1 11,2269 1,313.5
63.3 74.9 61.8 74.9 76.5
559 54.9 55.7 549 56.2
7.4 20.1 6.1 20.1 203
468.3 754.7 664.8 754.7 879.1
79 59 5.0 59 7.0

460.4 748.8 659.8 748.8 872.1
434.1 397.2 389.5 397.2 357.8
296.2 251.5 269.7 251.5 234.5
137.8 145.7 119.8 145.7 1233

165.5 264.0 237.0 264.0 296.3
-735.8  -814.1  -815.7 -814.1  -862.6
20.8 58.1 46.2 58.1 66.5
-2269  -218.6  -221.9  -218.6  -225.1
-368.0  -483.0 -476.6  -483.0 -541.3
-161.7  -170.6  -163.5 -170.6  -162.7

-78.9 -69.3 -70.9 -69.3 -65.5
101.8 102.6 100.0 102.6 99.8
123.8 144.5 128.6 144.5 142.3
94.7 109.7 98.0 109.7 112.8
29.1 34.8 30.6 34.8 29.5

June’04

-596.6
841.7
146.7
122.9

23.8
281.8
263.9

17.9
344.7

68.5

1,438.3

81.7

61.0

20.6
956.9

8.1
948.8
399.7
248.4
151.3

320.8
-917.4
68.3
-217.1
-602.3
-166.3

-69.4
106.6
156.8
122.0

34.8

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
Reserve assets and Central Bank
net foreign position 1996-2004

Quarterly, at current exchange rates
Bukr.

B Gross reserves
Net foreign position

A

1996 | 1997 | 1998 | 1999 | 2000 | 2001 | 2002 | 2003 | 2004 |
Latest dataare preliminary. Source: Central Bank of Iceland.

Chart 22

International investment position 1980-20041
At end of year and latest quarter

% of GDP
0

100 — M |IP
90 - mm Net foreign debt

oBB88883

80 8 8 8 8 90 92 94 9% 9 00 02 June

1. lIP is shown here with positive sign but is actually negative (seetable 11).
Source: Central Bank of Iceland.
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Table 12 Summary of Treasury finances!

Accruals basis Jan.-Dec. % ch. from June-Sept. 95 ch. fiom

In b 2001 2002 2003 2002 2003 prev. year 2003 2004 prev. year

REVENUES ...coovviiiiiiiiicicieiccne 2374 259.2 274.6 2338  259.8 11.1 78.6 92.0 17.1

EXpenditures........ccoevvveeinereennnnene 228.7 267.3 280.7 246.8  268.7 8.9 89.5 1013 132

Financial balance............cccccveuciennne 8.6 -8.1 -6.1 -13.0 -8.9 . -10.9 9.3

Miscell. short-term accounts ............. -6.1 -14.4 8.9 1.7 9.8 . -0.9 0.7

Net lending .....cocceveveeveeeenineeins -12.6 11.3 5.7 10.6 6.5 . 3.5 6.9

Equity transactions .............cccccceeeueeens -11.5 0.7 4.8 -3.4 4.5 . -0.1 0.0

Balance before financing................... -21.5 -10.5 13.3 -4.1 11.8 . -8.5 -1.7

Pension funds ........ccccooveeninecinnns -18.8 -4.2 9.9 -9.0 -7.5 . -2.5 -2.5

Net borrowing .......cc.eceeveeveeceeneecenne 41.6 13.5 -2.9 10.6 -6.0 . 134 -2.6
Short-term domestic .. 6.0 0.0 8.5 0.0 8.5 . 6.0 -2.6
Long-term domestic .. . 1.8 3.0 4.6 0.1 1.6 . 7.6 0.4
From abroad .........cccooeeveiveneieens 339 10.5 -16.0 10.5 -16.0 . -0.2 -0.5

Cash balance..........cccceevvevvenccnennne 1.4 -1.2 0.5 -2.5 -1.6 . 2.4 -6.8

Revenues and expenditures

Total TeVeNUEs........ceervvveveineeicene 237.4 259.2 274.6 2338  259.8 11.1 78.6 92.0 17.1
Personal income taxes, gross.......... 52.5 55.1 58.0 52.6 55.8 6.1 16.1 18.4 14.4
Other income and property taxes ... 27.0 27.5 30.8 25.5 28.1 10.4 6.2 9.6 53.4
Value-added tax ........coceviveereenennns 72.1 76.3 80.9 73.6 80.3 9.0 27.8 31.0 11.4
Taxes on commodities & imports... 15.9 15.4 17.6 15.6 17.5 12.4 6.5 7.7 18.6
Payroll taxes .....coceovveeeeererieeeins 21.9 234 26.3 22.6 252 11.5 9.1 9.5 44
Other taXes......oceverervereererieneereeeenes 223 22.9 252 22.1 23.7 6.8 8.7 9.6 10.3
Interest, dividends and rent 16.6 18.7 14.4 11.3 11.0 -3.2 1.7 3.7 116.3
Profits from asset sales . 1.1 11.7 12.0 4.4 11.6 164.9 0.4 0.0 -89.2
Other revenues..........ccceveeveeeeneenene. 7.9 8.3 9.3 6.0 6.7 11.1 2.0 2.5 21.1

Total expenditures?.............cco.ovven.... 228.7 267.3 280.7 246.8  268.7 8.9 89.5 101.3 132
Expenditure on goods and services 91.7 116.8 110.1 106.7 120.6 13.1 39.1 48.7 24.6
Current transfers ..........coceeceveeeenenne. 96.1 112.6 129.5 101.7 108.7 6.9 38.6 41.8 8.3
Interest payments............ccceeeeennne. 17.9 16.0 15.3 17.8 14.9 -16.0 2.3 3.1 33.7
Maintenance..........oeeveveereneeeenenns 5.7 6.1 6.3 4.9 5.0 2.1 1.6 2.0 21.2
Capital expenditures.............cc.c..... 17.3 15.8 19.6 15.8 19.4 234 79 5.7 -27.4

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 compara-
ble with earlier data due to changes in the presentation of the accounts.

Source: State Accounting Office.

Chart 23 Chart 24
Treasury borrowing 1991-2005 Monthly Treasury balance 2002-2004
% of GDP . P
6 Cumulative from beginning of year
& Net borrowing requirement 10 B.kr.
L e iy i W e
5]
2+ 77—~ 0]
0+ . . -5
Net foreign borrowing ]
-10
B e it ]
Net domestic borrowing? -15
-4 T T T T T T T T T T T T T T T E
1991 92 93 94 95 96 97 98 99 00 01 02 03 04* 05* -20 T T T T T T T T T T T T
1. Including reduction in pension fund commitments and outstanding long-term interest. J F M A M J J A S O N D
* Preliminary/forecest. - . - Source: State Accounting Office.
Sources: Treasury accounts, Ministry of Finance, Central Bank projections.
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Table 13 Public sector finances!

In b.kr. Estimate
General government 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005
REVENUES ... 197.2 2132 2429 278.6  301.1 3285 352.0 3732  407.0 447
Expenditures .........cccccoeeceiicncnnnns 205.0 2133  240.0 2640 2846 3272 3554 3865 3998 423
Financial balance............cccccveueeennnne -1.7 -0.1 2.8 14.6 16.6 1.3 34 -133 7.1 25
Net debt ..o 1915 1965 180.7 147.0  158.7 199.3 1822 191.0 1859 163
Gross debt........cccuereeiieiicieees 2744 2794 2805 271.5 278.0 3546 340.7 339.0 3264 310
Central government

REVENUES ... 155.7 1624 1839  213.8 228.7 2454 2573 2723 3010 332
Expenditures .........cccccoeeceicccennnns 163.0 159.6 177.8 1982  211.7 2409 262.0 287.0 295.0 310
Financial balance.............cccccccceeenne -1.3 2.7 6.2 15.6 16.9 4.6 -4.7  -14.6 6.0 22
Net debt ..o 168.2 1723 1513 1188 1274 168.8 1484  158.0 153.0 131
Gross debt........cceeeeeicciiieeiens 2392 2416 237.8 2260 2285 2983 281.1 277.0 2629 246
Local government

REVENUES ... 46.9 55.5 62.9 69.9 71.7 89.5 101.2  103.6  109.0 119
Expenditures ..........ccccoceeeccecenenns 47.4 58.5 67.2 72.8 80.3 948 101.4 1034 1088 117
Financial balance.............cccccccoeinne -0.4 -3.0 -4.3 2.9 -2.6 -5.3 -0.2 0.2 0.2 1
Net debt ..o, 24.2 25.0 30.1 28.7 31.7 30.7 32.8 33.0 32.8 32
Gross debt......cccueveeeeieicicieieieicieeens 35.7 384 433 46.1 49.8 56.6 60.2 62.0 63.4 64

General government, % of GDP
Revenues ...
Expenditures ....

40.6 41.5 42.7 45.7 454 44.1 45.2 46.0 45.8 45.2
422 41.5 422 433 429 44.0 45.6 47.7 45.0 42.7

Financial balance.. . -1.6 0.0 0.5 2.4 2.5 0.2 -0.4 -1.6 0.8 2.5
Net debt ............ . 39.0 37.8 31.6 23.5 23.5 25.8 23.2 23.3 20.6 16.3
Gross debt......ooovveveiciiieieieee 55.9 53.8 49.0 434 41.1 45.8 43.4 41.3 36.1 30.9

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; ¢) 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.

Chat 25 Chart 26
General government balance and debt 1991-2005 General government revenues and expenditures
Percent of GDP 1991-2005*
% % % of GDP
80 Financial balance (right axis) 3 50
70 +— B Grossdebt (leftaxis) -/ --%---—--—-—— -2
o mNetdevt(eitadsy N\ ______ /[ _ L,

199192 93 94 95 96 97 98 99 00 01 02 03 04* 05* 1991 92 93 94 95 9% 97 98 99 00 01 02 03 04 05

*Preliminary/forecast. 1. A changeinthe presentation of accountsin March 2004 caused both ratios to rise by 3-5%.
Sources: Ministry of Finance, Statistics lceland, Central Bank projections. Sources: Ministry of Finance, Statigtics lcdand, Central Bank projections.
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Table 14 Turnover!

January-August % ch. on prev. year, Jan.-August®

M.k 2002 2003 2004 2002 2003 2004
Industries, total ........cocooivireiririeeee e 212,440 203,079 221,061 -0.2 -6.2 5.8
Industries, excluding fish processing ................. 130,049 133,420 143,800 -3.2 0.7 4.8
Industries, excl. fish proc. and power-intensive ... 101,554 108,024 116,831 3.7 4.4 5.1
Retail trade .....ooeveeeieeeiieiceeeeeeeeeee e 117,104 119,611 128,436 -1.1 2.5 6.3
Wholesale trade.........cccoovvveeennne 183,557 197,077 230,498 -5.0 6.8 14.8
Wholesale trade, excluding fuels .............cococu.. 155,418 168,219 198,409 -4.6 8.7 16.7
CONSIIUCHION vt 47,098 55,527 68,743 -20.0 15.7 20.3
TOtal e 839,753 856,477 972,270 -3.1 0.1 10.3
Total, excluding fuels..........cccooevieivererineree. 811,614 827,619 940,182 -3.7 2.4 12.4

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 kronal

Annual averages 03 % change on prev. year
1999 2000 2001 2002 2003 2004 Q104 Q204 Q304

Real effective exchange rate (1980=100)

based on relative consumer prices (CPI) ......... 93.6 96.2 83.6 88.4 93.8 97.0 2.3 -0.2 5.4
based on relative unit labour costs (ULC)....... 90.5 91.7 80.5 85.1 88.9 89.3 -0.6 -3.7 4.1
Prelim. Forecast

% change on previous year 1996 1997 1998 1999 2000 2001 2002 2003 2004
Nominal effective exchange rate............cc.ccu... 0.0 1.2 1.5 0.0 0.2 -16.6 2.5 6.2 1.4
Foreign consumer prices .... . 2.0 2.1 1.6 1.6 2.3 2.2 1.8 2.1 1.3
Domestic conSUMEr Prices ..........coeoeeerveeruernne 2.3 1.8 1.7 34 5.1 6.6 4.8 2.1 32
Real exchange rate based on relative CPI.......... 0.3 0.9 1.6 1.8 29 -13.1 5.7 6.1 33
Foreign productivity ........cccccoveeveneeeeneeeene 1.5 1.5 1.2 1.2 1.9 1.2 1.0 1.1 1.5
Domestic productivity .........ccceceveeeeenenienenennene 2.1 2.0 1.8 1.4 34 0.6 0.0 5.5 34
FOreign wages .........cccoceueueueueueicieieieiereieeeienenes 3.5 3.2 3.0 33 3.2 33 3.1 3.0 2.7
DOMESHIC WAZES....vcvevveriniieieieieieiereeieieeeerenees 52 5.8 7.1 5.5 5.7 8.0 5.8 5.5 4.5
Real exchange rate based on relative ULC........ 1.1 3.3 53 1.7 1.2 -12.2 5.8 4.4 1.1

1. Latest values are preliminary. Source: Central Bank of Iceland.

Chart 27 Chart 28
Turnover volume 1998-2004 Quarterly real effective exchange rate of the
At congtant prices Icelandic kréna 1980/Q1 - 2004/Q3
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Table 16 Real estate market and asset prices

1-mo. % change 12-mo. % change

Real estate market ! 2001 2002 2003  Oct. 04 Sept. 04 Oct. 04  Oct. 02 Oct. 03 Oct. 04
Residential housing price index?..........c..cc........ 151.8 1589 1777 209.3 1.6 1.1 6.9 133 125
Apartment housing price index?............c..c......... 156.0 161.1 180.7 208.5 1.3 1.0 6.8 132 11.0
New housing loans at market prices (b.kr.)3...... 28.6 322 49.6 6.4 55.8
Number of Housing Fin. Fund loan applications* 2,846 2,535 3,271 -18.0 57.6
Fish quota prices (period averages. kr./kilo)
Price of long-term cod quota (kr./kilo) .............. 709 930 1,223 1,130 -0.5 5.1 38.9 25.0 -9.6
Price of short-term cod quota (kr./kilo).............. 117 156 132 120 -2.5 2.6 - =207 43
Equity market At end of year Nov. 26, % change to Nov. 26, 2004
Equity prices, Dec. 31, 1997 = 1,000 2000 2001 2002 2003 2004 I-mo. 3-mo.  6-mo. 12-mo.
TCEX-15 o 1,305.9 1,159.0 1,352.0 2,114.3 3,529.2 -0.6 39 330 763
ICEX-MAIN (The Main List index).................. 1,303.3 1,180.8 1,436.2 2,075.2 3,318.1 -1.5 40 296  68.0
ICEX industry indices Dec. 31, 1997 = 100

FiSheries .....c.ccieuiiiiiiiiicccccccccccce 74.5 86.7 1073  100.0 122.9 0.7 9.6 139 223

Finance and insurance.............ceeeveeeveveierenenns 163.4 1579 1643 2524 492.6 0.5 73 438 970

TIANSPOTt ...t 117.6 80.5 1188 1394 239.5 -6.9 0.6 285 80.2

Industry and manufacturing.............ccccccceeuee 156.3 1203 1428 1728 270.6 -0.3 28 263 55.6

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 residential housing in the GRA. 4. Housing Financing Fund applications for new and renovated housing.

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.

Table 17 Households and firms: assets and debt

Preliminary % change
B.kr: unless otherwise stated 1996 1997 1998 1999 2000 2001 2002 2003  2002-2003
Household assets in resident. housing and cars! 648.8 676.0 724.1 842.6 953.2 1,043.9 1,108.3 1,235.8 11.5
Assets in pension funds.........coccevvvriinnnnne 302.0 3456 3982 5073 5573 640.1 664.6 786.0 18.3
Household debt with the credit system?............. 350.7 3862 442.6 5106 613.8 7104 758.6 776.0 2.3
Household debt as % of disposable income?..... 1334 1347 146.1 1573 1654 176.8 1824 1785
Firms’ debt with the credit system?.................... 359.2  420.7 5094 668.8 8044 9623 973.1 1,158.7 19.1
Debt of firms in fisheries sector 116.1 1235 139.7 1603 1652 1955 1919 1855 -3.3

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 classfication. 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 disposable income Equity prices 1998-2004
1980-2003" Daily equity prices

31/12 1997=1,000

| —ICEX-15
—ICEX Main List Index

3,500

500
1980 1985 1990 1995 2000 2003 1998 | 1999 | 2000 | 2001 | 2002 | 2003 | 2004
1. New classification from 2003. See footnote 2 to table 17. Latest values are preliminary. )
Source: Central Bank of ledland. 1. To November 26, 2004. Source: lceland Stock Exchange (ICEX).
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Table 18 Icelandic firms’ financial accounts

Accounts of publicly listed firms' Jan.-Dec. % of turnover Jan.-Sept. Change % of turnover
All amounts in b.kr 2002 2003 2002 2003 2003 2004 °03-°04 2003 2004
Profit before financial exp. & depreciation..... 334 34.8 11.6 10.9 23.8 323 8.5 10.6 12.3
Fisheries........ccocooviiiniiiiiiiiccce, 10.8 8.4 236  21.1 4.8 52 0.4 18.2 21.7
Transport........occccveiiiiiiiiiiiiii e 2.6 32 10.6 10.8 1.0 1.7 0.7 9.7 59
IT INdUSETY .o 8.1 9.8 22.7 237 8.0 8.8 0.8 20.1 20.1
Industry and manufacturing ............cccceeuneee 8.7 9.9 13.4 11.2 7.6 12.6 5.0 15.1 18.8
Profit after taxes .........ccccccoevveiiiniiiiiiiic 16.7 16.1 6.5 5.1 8.9 11.8 29 43 4.7
Fisheries....... . 8.7 35 19.0 8.8 2.2 2.1 -0.1 10.0 7.4
Transport.. . 2.3 44 9.6 14.6 0.5 0.6 0.1 0.1 34
IT INAUSHTY .o 1.2 1.6 3.5 3.8 1.5 3.1 1.6 4.9 8.5
Industry and manufacturing ..............ccccccc.... 53 5.8 8.1 6.6 4.0 6.7 2.7 8.0 10.0
Equity ratio .....cccovviiiiiiiciiccccccccce 37.0 35.5 . . 352 324
Return on equity ......covveeivieieirinieiniciine 13.0 15.5 . . 11.3 13.6
Sample size at end of period ..........cccoccceeennene 24 24 . . 28 28
Accounts of commercial banks and savings banks? % change Jan.-June % change
All amounts in b.kr 2000 2001 2002 2003 02-°03 2003 2004 "03-°04
Net interest iNCOME...........ccooveiiiiiiiicinane 21.1 29.4 29.6 36.0 21.6 16.6 222 33.7
Other operating income .. 13.4 10.3 27.9 45.6 63.5 19.6 40.8 108.1
Net operating income .... . 34.6 39.6 57.5 81.6 41.9 36.2 63.0 74.0
Operating eXpenses............occceveuee. . 22.7 25.4 34.1 44.9 31.5 20.9 27.0 29.2
Provisions for bad and doubtful debts............. 4.0 7.4 9.3 13.2 41.9 5.9 6.7 13.0
1.7 - - - - - - -
1.9 -0.1 1.2 2.9 144.1 1.6 43 165.9
44 6.9 12.5 18.6 48.4 7.7 21.3 176.5
789.7  941.0 1,161.1 1,597.3 37.6 1,3453  1,886.3 40.2
49.1 60.8 845 1135 34.4 86.2 133.2 54.5
% at end of period
Return on equity ......oceeveeeeveenieeeerieieeeeeenne 9.8 13.9 18.5 22.5 . 19.9 41.5
COSt TAtO 3 oo 65.6 64.0 59.4 55.0 . 57.8 429
Capital 1atio ...o.e.evveeeeeiieieeeeee e 9.7 11.3 12.2 12.3 . 10.9 13.1
Capital ratio excluding subordinated loans..... 6.6 8.0 9.1 9.2 . 8.1 9.0

1. Companies listed on Iceland Stock Exchange (ICEX), excluding the finance and insurance sector. Paired comparison. 2. The sample includes the largest
commercial banks (three) 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 Chart 32
Commercial banks and savings banks: Commercial banks and savings banks:
" return on equity 1995-2004* capital ratio 1995-2004

%

L e N Commercia banks  — ~
Dec. JuneDec. JuneDec. June Dec. June Dec. JuneDec. JuneDec. June Dec. June Dec. June stvr~——1+—v+7r——T"""T1"T—"1"—77
1996 1997 1998 1999 2000 2001 2002 2003 2004 Dec. JuneDec. JuneDec. June Dec. JuneDec. June Dec. JuneDec. JuneDec. June Dec. June
1. The commercial banksand six largest savings banks. From 1998 FBA isincluded and before that 1996 1997 1998 1999 2000 2001 2002 2003 2004
the Fisheries Investment Fund and Industrial Loan Fund. Sources: Financial Supervisory Authority 1. The commercia banksand six largest savingsbanks. Sources: Financial Supervisory Authority
(FME) and banks' and savingsbanks’ annual/interim reports. (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.................... 23 24 32 33 0.5 0.8 1.4 0.9 1.7 38
Unemployment! ............cooovrrriririrrernnans 9.0 8.9 5.5 4.6 4.6 4.9 4.4 8.7 6.3 33
Economic growth? .........c..ccccovevveveeevernennnns 2.1 1.9 3.9 32 3.8 3.5 4.1 2.7 2.6 6.4
Long-term interest rates (nominal yield)? ... . 3.0 3.6 4.5 0.6 3.5 3.1 2.9 3.1 7.8
Long-term interest rates (real yield)>4 ........ . .08 1.7 . 1.5 . . . 3.6
Short-term interest rates> ...........cccooevureec.. . 2.1 22 4.8 0.0 2.0 1.8 22 2.0 7.5
In 2003 (unless otherwise stated):

GDP per capita based on PPP, in thous. US$® . 25.6  36.1 279 269 273 355 265 292 284
Gross saving, % of GDP7 ........c.ccccevvevnnn. . . 146 147 257 216 30.8 242 22.7 15.8
Gen. government fin. balance, % of GDP.... . 2.7 48 -3.2 -8.0 0.5 9.0 2.1 1.2 -1.4
Gen. government gross debt, % of GDP ...... . 76.2  62.8 51.6 1573 615 344 51.6 50.1 41.3
Gen. government expenditure, % of GDP.... . 49.0 35.7 42,6 377 582 48.4 50.6 56.1 47.9
Current account balance, % of GDP ............ . 04 49 -1.7 3.1 6.3 13.0 5.7 3.0 -5.6

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. Sources: EcoWin, Eurostat, OECD.

Table 20 International economic developments

Prelim. Forecast
Annual economic growth (%)’ 1997 1998 1999 2000 2001 2002 2003 2004 2005
World.....cooiiiiiiiiiiiiccce 42 2.8 3.7 4.7 2.4 3.0 3.9 5.0 43
Euro area.......cccocevvveiiniiiincnice, 2.3 2.9 2.8 3.5 1.6 0.8 0.5 1.9 1.9
United Kingdom..........ccccceeuvvinnnee 33 3.1 29 3.9 2.3 1.8 22 32 2.6
United States...... 4.5 4.2 44 3.7 0.8 1.9 3.0 4.4 34
Japan........ooceiiciicece 1.8 -1.2 0.2 2.8 0.4 -0.3 2.5 43 1.8
Other emerging market and
developing countries.................... 53 3.0 4.0 59 4.0 4.8 6.1 6.6 59
Annual growth in world trade (%) ..... 10.5 44 5.9 12.5 0.2 33 5.1 8.8 72
Consumer price inflation (%)
Euro area........ 1.6 1.1 1.1 2.0 24 2.3 2.1 22 1.9
United Kingdom 1.8 1.6 1.4 0.8 1.2 1.3 1.4 1.4 1.7
United States.........c.cccccoeeiiecnnnnn. 2.3 1.5 22 34 2.8 1.6 2.3 2.6 2.4
Japan........oocceiiiince 1.7 0.6 -0.3 -0.9 -0.8 -0.9 -0.2 -0.1 0.0
Unemployment, % of labour force
Euro area.........ccoccveiiiiiccnnnn 10.8 10.2 9.4 8.5 8.0 8.5 8.9 8.9 8.8
United Kingdom..........cccceccvnncinne 7.1 6.3 6.0 5.5 5.1 5.2 5.0 2.8 2.7
United States...... 4.9 4.5 42 4.0 4.8 5.8 6.0 5.5 53
Japan........... 3.4 4.1 4.7 4.7 5.0 5.4 53 4.7 4.5
Gen. government fin. balance, % of GDP?
Euro area.........ccoccveiiiiiicnnnn -2.6 -2.3 -1.3 0.1 -1.7 2.3 -2.7 -2.8 -2.7
United Kingdom...........cccceeueinnnee. 2.2 0.1 1.1 39 0.7 -1.6 -3.2 -2.9 -2.9
United States .........cccccoeeeccccunuennn -0.8 0.4 0.9 1.6 -0.2 -3.3 -4.8 -4.7 -3.9
Japan.........ccoooeiiiiiiie -3.8 -5.5 =72 -1.5 -6.1 -1.9 -8.0 -7.1 -6.6
Long-term interest rates?
Euro area.........cccceviiiiiiiiniiicnns 59 4.7 4.6 5.4 5.0 4.9 4.1 4.1 4.7
United Kingdom...........cccoeveueennnee. 7.1 5.5 5.1 53 4.9 4.9 4.5 5.1 5.6
United States .........ccceveveveiernieenns 6.4 5.3 5.6 6.0 5.0 4.6 4.0 4.5 53
Japan........oococeiiiii 2.4 1.5 1.7 1.7 1.3 1.3 1.1 1.4 1.7

1. Real GDP percent change between years. 2. In May 2004, the IMF revised its world economic classifications into two categories of countries. The cate-
gory ’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 2004-2006. Sources: Statigtics Iceland and Central Bank of Iceland.

Chart 34

Economic growth 1945-2006
% changein real GDP between years
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Preliminary/forecast 2003-2006. Sources: Statistics Iceland and Central Bank of Iceland.

Chart 35
Current account balance 1945-2006
% of GDP
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Preliminary/forecast 2003-2006. Sources: Statisticslceland and Central Bank of Iceland.

Chart 36
Real effective exchange rate of the
Icelandic kréna 1960-2005
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Preliminary/forecast 2003-2005. Source: Centra 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: tatistics Iceland and Central Bank of Iceland.

Chart 38
Real yield and broad money 1960-2003

Real yield on non-indexed bank loans and
M3 as percent of GDP
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Latest dataare preliminary. Source: Central Bank of lceland.
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Table 22 Structural indicators for the Icelandic economy

1. Population and labour force (thous.)
Population at end of year
under 16 years of age ........cooeernrecninne
16-74 years of g€ .....ccevvvvveevveeierieieiens

above 74 years of age........cccccevvveueinnnee.
Average popul. growth in prev. 5 years (%)

1I. Employment by industry (%)

AGLICUILUTE ...
FISEIIES ..o
Fish processing.........ocoeevveeinneineeennnenes
Manufacturing industry ...........cccooeeeveveinennee
Construction, electricity and water ...............
Wholesale & retail trade, restaur. & hotels.....
Transport, storage and communication.........
Finance, insurance, real estate, business serv.
Producers of government services................
Other SEIrViCes.......ouvveveiriririieeeiririiieieeeeeeae

1II. Merchandise exports
By category (%):
Marine products.
Manufactures ..........ccccceueuee

thereof aluminium and ferro-silicon........
Agricultural products
By regions (%):
United States..........cccoocoveiiiiiiiciiinne

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
83

1970

77.1
18.4
132

34

30.0
52.8
17.2

2003
290.6
70.4
204.3
15.8
1.1
146.4
84.1
62.3

2001
33
3.9
5.1
12.1
10.3
16.7

6.7

9.5
18.9
13.4

2003

62.3
339
22.1

1.9

9.3
72.1
18.7

1V. National income and expenditure 1970 20037
Gross domestic product (GDP), b.kr. .............. 0.4 807.8
GDP, billion USS$....c.ooviiiiiiiiiecees 0.5 10.5
National income per capita, thous. USS.......... 20 362
GDP per capita, thous. USS, PPP-converted 2 2.7 30.0
Gross capital formation, % of GDP ................ 253 21.3
Gross national saving, % of GDP 26.1 16.7
Net national saving, % of net national product 13.8 4.8
Exports of goods and services, % of GDP...... 464  35.6
Public consumption, % of GDP ...................... 12.7 26.4
Gen. government total expend., % of GDP?... 289 477
Total taxes, % of GDP? ...........cocevevverrrinnn. 289  39.0
V. Capital and indebtedness 1970 2003!
% of GDP unless otherwise stated
Fixed assets, % of GDP........cccoovvivvieinennne 34 34
Fixed assets, billion USD........c.ccoevvevveerrenennne. 1.8 37.2
Net external debt .........cooceoveiveiiiiiiiinree 20.1  102.6
Debt service, % of export revenue.................. 11.3 61.6
General government total debt 13.0 413
General government net debt .......................... -2.3 233
Broad money (M3) .....ccooeviiineniircceceene 37.5 589
Credit system total lending............c.cccccoeunnne. 484.8 268.1
0 INAUSLIIES ... 53.6 141.2
to households.. . 21.2 94.5
Market capitalisation of listed equities ........... . 81.6

1. Preliminary data. 2. Converted to US dollars at an exchange rate that eliminates the difference in price levels between the countries. 3. 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
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Fisheries

Fish processing
Manufacturing industry
Construction and energy
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Finance, insurance etc.
Producers of gov. services
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Source: Statistics lceland.
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Chart 40

M erchandise exports by category 1970 and 2003

%

Marine products ~ Aluminium and Other
ferro-silicon manufactures
Source: SatisticsIceland.

Agricultural
products
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Table 23 Merchandise exports and imports by regions

1

Share of total (%) In b.kr.
Jan.-Oct. Jan.-Oct.
Merchandise exports, fob 1970 1980 1990 2000 2003 2004 2003 2004
European Union .........c.cceeeeeveeueenereceencneneenene 52.8 52.3 70.7 67.4 72.1 74.4 131.6 123.0
Euro area............. 254 30.2 37.6 423 48.2 50.0 87.9 82.6
Other EU countries ..........coceeeevenvecrireeenenee 27.4 22.0 33.1 25.1 23.9 24.4 43.7 40.3
United Kingdom .......c.cocccevvnecninccenenne 132 16.5 253 19.3 17.5 18.8 32.0 31.1
Other Western European countries ................ 2.8 2.3 34 7.8 7.8 5.8 14.3 9.6
Eastern Europe and former Soviet Union...... 9.6 8.8 2.9 1.4 2.6 34 4.8 5.6
RUSSIA ..o 6.8 5.4 2.5 0.4 0.6 1.0 1.0 1.7
United States 30.0 21.6 9.9 12.2 9.3 9.6 16.9 159
JaPaN ..o 0.1 1.5 6.0 52 32 33 59 5.5
Other OECD COUNLIIES ......cuvvvevirierceciinenes 0.5 0.6 0.5 2.0 0.3 1.4 0.6 2.3
Developing countries ..........ccoeeeeveveeeeereenenne. 4.2 12.9 5.5 3.0 3.9 1.3 7.2 2.2
Other COUNtrIies .....veveveeieeeieieieeeeieeeeeeene 0.0 0.0 1.1 1.0 0.8 0.8 1.4 1.3
TOtAL et 100.0 100.0 100.0 100.0 100.0 100.0 182.6 165.3
Merchandise imports, cif
European Union .........ccoccceeveeinneccennencnn. 64.9 58.0 59.9 57.0 56.9 60.1 123.2 128.6
Euro area............. 32.0 332 355 335 349 39.8 75.6 85.0
Other EU COUNIIES ...cveveneieeeniiieiceieieeaes 33.0 24.8 24.4 23.6 22.0 20.4 47.6 43.6
United Kingdom .......c.cocceoivneinnccncnnnne 14.3 9.5 8.1 9.0 7.4 7.0 16.1 15.0
Other Western European countries ................ 5.4 8.1 52 9.7 8.7 11.8 18.9 253
Eastern Europe and former Soviet Union...... 10.4 10.9 6.5 5.7 10.4 8.2 22.6 17.5
RUSSIA ..o 7.2 9.7 5.0 1.8 2.8 1.2 6.1 2.6
United States ......oceeveevereirieeeeieieeeeeeeeas 8.2 9.4 14.4 11.0 7.4 10.4 16.1 223
Japan........ccoevenene. 29 4.0 5.6 4.9 38 39 8.3 8.4
Other OECD COUNLIIES ....vevenevrinieieceinene 0.4 5.8 3.7 4.5 2.3 2.7 4.9 5.8
Developing countries ........c.oceecceveeverenreeenene. 7.2 2.7 3.1 5.6 9.0 1.6 19.6 3.4
Other coUNtries.........cccouvevceireruercrreereeneenenes 0.6 1.1 1.4 1.5 1.4 1.2 3.0 2.5
TOtAL e 100.0 100.0 100.0 100.0 100.0 100.0 216.5 213.8
1. In data prior to the year 2000, country groups are based on the year 2000.
Source: Statistics Iceland.
Chart 41 Chart 42
M erchandise exports by region s B
1970 and 2003 Merchandise imports by region 1970 and 2003
0 % %
45
40
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0
Euroarea  Other EU USA Japan Deveioping Othqr Euroarea  Other EU USA Japan  Developing  Other
countries countries  countries countries countries  countries
Source: Satistics ledland. Source: Qatistics lodland.
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