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Introduction

Tight monetary policy will be maintained for longer
than was expected

Imbalances in the economy have increased since Monetary Bulletin
was last published on June 3 and are currently larger than for a
very long time. Macroeconomic conditions are in many respects
comparable with those prevailing in 1999 and 2000. The upswing
then was followed by a sharp readjustment in 2001 and 2002. The
imbalances are even more pronounced now: the current account is
wider, housing prices are further above long-term equilibrium, and
gross debt of households, businesses and the economy as a whole is
substantially greater. In other ways the situation is different, however.
Soaring private consumption over the past two years has been
driven more by mounting household debt than by disposable income
growth, which was considerably faster in 1998-2000. Higher labour
costs exert less inflationary pressures now, but house price inflation
has more impact. External conditions are also quite different. In 1999
and 2000, the Central Bank's tighter stance coincided with restrictive
policies in most trading partner countries; now, unusually low interest
rates in Europe and elsewhere are a major driver of domestic credit
expansion. They have extended the lag in transmission of monetary
policy and diverted much of it towards the exchange rate channel.
The challenges currently faced may even be tougher than in the
previous upswing. On the other hand, the fundamental change in the
monetary policy framework since then gives monetary policy greater
scope for tackling inflation.

In the medium term, economic conditions in Iceland will be
unusually challenging from a monetary policy point of view. How
successfully monetary policy can be applied to prevent inflation from
becoming anchored above the target will be a test of how suitable
the current framework is for a small open economy. In the Central
Bank's view it is vital for monetary policy to pass this test and not
allow inflation to deviate substantially from the target except very
temporarily. Otherwise there is a risk of damage that the credibility of
the Central Bank and its monetary policy could be eroded and prove
difficult to regain.

Thus it is disappointing that, in spite of sharp rises in the policy
interest rate since May last year, the inflation outlook two years ahead
is still unsatisfactory, especially when the inflation risk posed by a
possible depreciation of the kréna is taken into account as well. One
year ahead, the inflation outlook has actually worsened since earlier
this year, even though the strong kréna has kept increases in goods
prices in check. A combination of factors is at work: Rapid house price
inflation which is built in to the CPI for the coming months, soaring
domestic demand, a wider output gap and higher-than-expected
rises in unit labour costs. These factors outweigh the strength of the
kréna.
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The pace of domestic demand growth has repeatedly come as a
surprise. Private consumption growth has been particularly rapid over
the past three quarters. In the second quarter of this year, the twelve-
month growth rate of private consumption was 14%, the fastest in
the history of the quarterly national accounts. In the same quarter,
the current account deficit was equivalent to 14% of GDP. There is
no sign of any significant let-up in private consumption growth in Q3,
or that the current account deficit is narrowing. On the contrary, it
can be expected to widen even further in the second half of the year.
Although a sizeable share of the current account deficit is explained
by investments in the aluminium and power sectors, which will boost
export revenues in the long run, the remainder is still equivalent to
as much as 7% of GDP this year. Thus it must be considered unlikely
that there is less need for an adjustment now than in the wake of the
episode of overheating from 1999 to 2000.

This is not to say that the adjustment will follow the same
pattern, however. Apart from unforeseeable changes in external
conditions, which could have a considerable effect on the speed at
which it takes place, the adjustment will be shaped by the fact that
the monetary framework has changed since then. Compared with
1999 and 2000, the monetary stance has been tightened faster and
the floating kréna has appreciated by more. This has constrained
inflation and inflation expectations, as well as businesses' capacity
for raising wages and passing on the higher cost to prices. It has also
made foreign borrowing less favourable, after taking the currency
risk into account. Inflation and inflation expectations would be even
higher if monetary policy were still shackled by the fixed exchange-
rate regime, and in the current labour market climate they would
have been driven by wage rises. Such a spiral ultimately hampers the
competitive position of businesses, undermines the exchange rate
policy and, in the worst-case scenario, ends with a currency crisis.

A risk of this kind is far more remote now. Nonetheless, it cannot
be ruled at that, over some period, the exchange-rate adjustment will
be faster than is compatible with the inflation target. The Central
Bank might need to respond to such a development by raising the
policy rate. It is difficult to foresee how high the policy rate would
need to be during the adjustment phase. In their forecasts, certain
market analysts appear to assume that the Central Bank will not act
even if the exchange rate develops at odds with the inflation target.
Such an approach would not be consistent with the Central Bank’s
mandatory duties.

Important lessons can be learned from the implementation of
monetary policy in the last upswing. Two main points stand out.
First, it is obvious that the fixed exchange-rate framework left the
monetary stance too lax at the peak of the upswing.! Second, the
need for the exchange rate to adjust after the kréna was floated was
underestimated for a long time, which also resulted in an insufficiently
restrictive monetary policy. Part of the explanation is that the Central

1. However, the scale of the overheating in 2000 was admittedly not fully known until some

way into 2001.



Bank had already used its foreign reserves quite sharply in an effort
to defend the kréna before the fixed exchange-rate regime was
abandoned in March 2001.

The adjustment is likely to begin at an earlier stage this
time around, be softer and give the Central Bank more room for
manoeuvre to ensure that the inflation target is attained. In the last
upswing the policy rate peaked at 11.4%, and just over 7% in real
terms. The current monetary stance still falls some way short of being
as restrictive as then. Similarly, the economy will clearly overheat even
more this year than it did the last time. This deserves to be borne
firmly in mind, because in retrospect the monetary stance in 1999 to
2001 does not appear to have been sufficiently tight.

Had inflation expectations kept in line with the target, a
comparably tight stance could conceivably have been achieved at a
lower policy rate level. However, this has not been the case. Inflation
expectations seem to have become anchored above the target, and
even long-term expectations as well. Analysts and other influential
parties appear to assume that the Central Bank will allow inflation
to rise far beyond the target and stay there without taking any
action. As a result, the Central Bank could be compelled to make an
unexpectedly large hike in the policy rate in order to bring inflation
expectations back down towards the target. Also, a tight stance
probably needs to be maintained for longer than has been expected.
Market expectations about the policy rate soon peaking and then
beginning to fall again are unrealistic and delay the transmission of
monetary policy across the interest rate curve.

In September, inflation exceeded the target by more than 1%2%
for the second time this year. The report to the Government which
was published on September 19 in connection with the overshoot
is printed in this edition of Monetary Bulletin. According to the
baseline forecast presented here, the inflation target will not be
attained until 2008 if the policy rate is not raised further. This is an
unacceptably long time, especially considering that the exchange rate
is also forecast to remain very strong. The Central Bank will therefore
continue to work resolutely towards bringing inflation back to target
within the forecast horizon. It has sufficiently powerful instruments
to achieve that task, even though turbulence in foreign exchange
markets might temporarily send inflation off course. Another forecast,
based on market expectations about the interest-rate path and a
variable exchange rate, underlines the uncertainty connected with
exchange rate developments.

Nonetheless, inflation forecasts are merely analytical tools
- not absolute truths. Uncertainties about the probable long-term
adjustment of the exchange rate, asset prices, the external balance
and foreign interest rates imply that the forecast two years ahead
may give a misleading picture of how developments will unfold. That
said, recent economic indicators and the economic outlook indicate
an unquestionable need to tighten the monetary stance further. The
Central Bank has therefore decided to raise its policy interest rate by
0.75 percentage points. By taking such a large step on this occasion,
the Central Bank will hopefully succeed in convincing households,
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businesses and the financial markets that it is absolutely serious in
keeping inflation as close as possible to the target over the next two
years and further ahead, even if this temporarily hits certain sectors
hard. Leaving inflation to its own devices and allowing it to take root
would be even more costly, since the process of unwinding such a
development would require more painful measures. The side-effects
of the tight monetary policy can be softened by constraint on the part
of the private and public sectors, and last but not least with cautious
lending policies by credit institutions.



Economic and monetary developments and prospects’

Inflation outlook still unacceptable

Imbalances in the economy have increased substantially since the Central Bank published its macroeconomic
and inflation forecast in June. Growth of domestic demand, especially private consumption, has been faster,
asset prices and the kréna have moved even further beyond their long-term equilibrium levels, and the current
account deficit is heading for the highest figure in the history of the national accounts. In spite of a substantial
rise in the Central Bank's policy rate over the past year, its transmission has been largely confined to the shorter
end of the yield curve and the exchange rate. Inflation has been gaining pace in recent months and will probably
have a negative effect on inflation expectations, which could undermine the monetary stance if no further action
is taken. As described below, the inflation outlook has deteriorated since June, assuming that the policy rate
remains unchanged. Rising house price inflation, which will drive general inflation over the coming months, and
a wider output gap will outweigh the impact of the stronger kréna. Judging from market expectations for the
policy rate path, the long-term outlook is even poorer. It therefore seems unlikely that the inflation target will
be attained unless the policy rate is raised by more and stays high for a longer period than the markets have
expected until now.

| Overview of macroeconomic and inflation
forecast

Assumptions of the current forecast

As usual, the baseline inflation forecast is based on the technical
assumption of an unchanged policy interest rate (currently 9.5%) over
the forecast horizon and an unchanged effective exchange rate from
the day of the forecast, September 12, when the index was close to
108. The exchange rate of the kréna in the forecast is therefore 72%
stronger than in the June forecast, but close to the rate assumed in
the March forecast. An alternative scenario is provided which is based
on an interest-rate path derived from implied forward rates and an
exchange-rate path based on the forward interest-rate differential.?
The forecast horizon is until Q3/2007 and a macroeconomic forecast
for they year 2007 is now published for the first time.

Even faster domestic demand growth is forecast

According to preliminary national accounts data recently published
by Statistics Iceland, output growth in 2004 was significantly faster
than previously estimated, led by an increase in gross fixed capital
formation. Robust growth is still forecast over the next three years,
although slowing down in 2007. However, the Central Bank's forecast
for output growth in the current year has been revised downwards,
even though domestic demand remains virtually unchanged. This is

1. This article uses data available on September 21, 2005, but the forecast is based on data
until September 12.

2. Forward interest rates indicate market expectations for the development of the policy
interest rate in the coming years. Comparable foreign forward interest rates can be
used to calculate the expected interest-rate differential with abroad, which produces an
expected exchange-rate path based on uncovered interest rate parity. These paths are
explained in more detail in Section VIII.
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Table I-1 Central Bank macroeconomic forecast

Policy rate and exchange rate assumptions’

Change from previous forecast

Current forecast (percentage points)?
2004 2005 2006 2007 2004 2005 2006 2007
Central Bank policy interest rate (%) 6.14 9.16 9.50 9.50 - 0.31 0.50
Foreign exchange index (Dec. 31, 1991 = 100)3 121.0 109.8 108.0 108.0 - -4.2 -6.9

Current macroeconomic forecast

Volume change on Change from previous forecast
previous year (%) (percentage points)?

Current forecast

GDP and its main components 2004 2005 2006 2007 2004 2005 2006 2007
Private consumption 6.9 10.3 8.2 4.3 -0.6 23 1.2
Public consumption 2.8 35 3.0 2.7 -0.8 1.0 0.4
Gross fixed capital formation 21.0 311 -4.0 -16.0 8.2 -3.1 4.0
Business sector investment 233 54.7 -6.7 -26.9 10.4 1.9 7.2

Excl. power-intensive projects, ships and aircraft 17.3 5.4 -5.4 5.4 10.6 3.7 -3.8
Residential construction 5.7 12.0 10.0 0.2 2.7 -9.9 0.1
Public works and buildings 26.9 -7.3 -9.1 229 -0.4 4.3 -4.4
National expenditure 8.4 13.1 4.0 -1.0 0.7 0.7 1.6
Exports of goods and services 83 4.4 6.1 14.5 - 0.4 -1.5
Imports of goods and services 14.2 23.0 0.1 -1.0 -0.1 45 1.3
Gross domestic product 6.2 55 6.7 4.8 1.0 -1.1 0.5
Other key aggregates
Gross domestic product at current prices (b.kr.) 885 998 1,115 1,212 26 12 34
Current account balance (% of gross domestic product) -8.4 -14.2 -11.3 -6.1 -0.3 -2.2 -1.2
Output gap (% of production capacity in the economy) 1.5 3.6 4.8 2.7 0.4 0.3 0.4
Private sector wages (change between

annual averages in %) 4.7 6.1 6.4 55 0.2 0.1 03
Labour productivity (change between annual averages in %) 4.0 2.0 1.9 1.8 0.9 -0.5 -0.6
Unemployment (% of labour force) 3.1 2.0 1.9 2.4 - -0.1 -

1. Annual averages, assuming unchanged interest rates and exchange rate from the day of forecast. 2. Change since Monetary Bulletin 2005/2. 3. Percentage change in index
from previous forecast.

due to the effect of the appreciation of the kréna, which stimulates
imports and thereby channels demand out of the economy.

Domestic demand is expected to soar this year and in 2006,
driven by a surge in private consumption in both years and investment
this year. In 2006, however, investment is forecast to contract, but
exports to increase. Exports will contribute even more to output
growth in 2007 with a boost in aluminium exports, while domestic
demand will shrink. One factor at work then will be a tight monetary
stance reflected in rising long-term real interest rates and a high real
exchange rate. Nonetheless, due to increased exports the outlook is
for strong output growth that year.

As before, growth is driven by favourable external conditions,
easy access to relatively inexpensive domestic and foreign credit,
rising asset prices and strong consumer confidence. Since growth far
outstrips the increase in potential output, it contributes to substantial
and mounting pressures in the domestic goods and labour markets.
The positive output gap will peak next year and begin to ease in
2007, when domestic demand declines, coupled with a sharp increase
in production capacity when the aluminium smelter construction
projects are completed.



Short-term inflation prospects have deteriorated in spite of

strong kréna

In spite of the higher policy rate and appreciation of the kréna, the
outlook for inflation one year ahead has deteriorated considerably
since June. According to the baseline forecast, inflation will exceed
4% one year ahead, compared with just over 3% in the same quarter
in the June forecast. This is explained by more intense pressures in the
domestic product market and labour markets. Higher housing prices
also weigh heavily, while the strong kréna will constrain rises in goods
prices. Further along the forecast horizon, the impact of both these
factors is gradually expected to wane, but the wide output gap will
keep inflation at a high level. Assuming an unchanged policy rate and
exchange rate, inflation two years ahead is also forecast at around
4%, broadly in line with the June forecast. If the kréna maintains
its current strength and the monetary stance stays unchanged, the
outlook is that inflation will return to the target of 2.5% around
mid-2008.

Table I-2 Central Bank inflation forecast
Change in the CPI between periods

Change on previous  Annualised quarterly Change on same quarter

Measured quarter change of previous year
inflation (%)

2004:1 0.3 1.3 2.1
2004:2 1.7 7.0 3.3
2004:3 0.5 1.9 3.6
2004:4 1.3 52 3.8
2005:1 0.9 3.7 4.4
2005:2 0.5 2.0 3.2

Inflation forecast (%)

2005:3 1.4 5.8 4.2
2005:4 1.6 6.5 45
2006:1 03 1.3 3.9
2006:2 0.8 3.2 4.2
2006:3 1.0 4.1 3.7
2006:4 1.0 4.1 3.2
2007:1 0.9 35 3.7
2007:2 1.2 4.8 4.1
2007:3 0.7 2.8 3.8

Change Change

year-on-year within year

Measured inflation (%)

2003 2.1 2.4
2004 3.2 4.0

Inflation forecast (%)

2005 4.1 4.5
2006 3.7 33
2007 3.7 3.0

In interpreting the baseline forecast, it must be remembered
that it assumes an unchanged policy rate and exchange rate over
the forecast period, moderate wage drift and no sudden downturn
in asset prices. Housing price inflation is expected to slow gradually,

ECONOMIC AND MONETARY
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Chart 1-1
Central Bank inflation forecast

Forecasting period: Q3/2005 - Q3/2007

2003 | 2004 2005 | 2006 | 2007
— CPI B 50% confidence interval
— Inflation target B 75% confidence interval

Lower tolerance limit [ 90% confidence interval
Lower tolerance limit
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so that housing prices in real terms will remain relatively stable in the
second half of the forecast period. All these factors are fraught with
uncertainties and some are unusually ambiguous at present.

In the Central Bank's view, the above uncertainties, combined
with uncertainties about the fiscal stance, have tilted the inflation risk
profile to the upside from the June forecast. The Bank's assessment is
that the inflation target is less likely to be attained over the forecast
horizon if no action is taken.

An alternative scenario based on variable interest rates and
exchange rate reinforces this view. This forecast assumes that interest
rates develop roughly in line with market expectations about the
path of the policy rate over the next two years, and that exchange
rate movements are determined by uncovered interest rate parity. It
reveals that market agents and analysts appear very optimistic about
when it will be possible to beginning lowering the policy rate. This
scenario implies a fall in real interest rates because the policy rate will
not be raised sufficiently to contain the inflation generated when the
krona begins to depreciate. In effect, the monetary stance is weaker
here than in the baseline forecast, while domestic demand growth
and inflationary pressures are stronger. The obvious conclusion is that
the monetary stance needs to be tightened well in excess of what the
market seems to expect.



Il External conditions

Fairly positive world growth outlook despite rising oil prices
Economic growth appears to have peaked in most countries in 2004
and global growth is expected to slow down this year. High oil prices
have dampened growth in major industrial countries in Q2/2005.
Nonetheless, the outlook is more upbeat in many respects than when
the previous inflation and macroeconomic forecasts were published
in Monetary Bulletin in June.

Growth still appears quite robust in North America and Asia,
which have largely led the global expansion so far. Like most other
industrial countries, the US experienced slower growth in Q2,
although above the 3% long-term average for the ninth consecutive
quarter. In China, second-quarter growth was much greater than
expected and forecasts for the year have been revised upwards.
Japan's growth outlook has also perked up. Higher commodity prices
have furthermore fuelled growth in various developing countries. The
outlook in the euro area has also improved since Monetary Bulletin
was published in June: despite a slowdown in Q2, output growth still
exceeded expectations. The euro area forecast for the second half
of the year has been revised marginally upwards, which has been
corroborated by recent economic indicators. On the other hand,
the UK outlook has deteriorated sharply, with quarterly growth in
Q2/2005 the lowest for twelve years.

A rise in crude oil prices in the second half of this year could
produce a significantly weaker outcome, however. Crude oil prices
reached an all-time record in nominal terms after Hurricane Katrina,
and despite a slight reduction since then they are still 60% higher
than the 2004 average. Instability in the Middle East and fears that
production could not be increased to match demand led to the rises
in August. These fears were amplified after Hurricane Katrina brought
oil production in the Gulf of Mexico to a halt. Although production is
only temporarily halted, its impact on oil prices will presumably persist
for some while. Prices fell from the record levels reached just after the
hurricane struck, however, when some countries began to draw on
reserves, thereby increasing supply. Demand next year will probably
outstrip earlier forecasts when those countries begin rebuilding their
reserves. High oil prices therefore seem likely to be sustained for some
time. Futures prices imply slight rises from the current level until the
end of the year and into the beginning of 2006 (see Table 11-1). Petrol
prices have tracked the rise in oil prices, but had not settled back by
quite as much in September. They are currently 65% higher than the
average over 2004.

Germany is still holding back euro area growth

The reasons for poor economic growth in the euro area in the first
half of this year are broadly the same as in the second half of 2004:
high oil prices, the strong euro (despite some depreciation since the
end of 2004), lower growth in the global economy and ongoing
subdued domestic demand in most of the euro countries. Growth
picked up in Q2 in ltaly and the Netherlands after a contraction

ECONOMIC AND MONETARY
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Chart 11-1

Economic growth in the US, UK,
euro area and Japan Q1/1999 - Q2/2005

Change on same quarter in previous year (%)

T T T T T T
1999 2000 2001 2002 2003 2004 2005

— US

— Euro area
Japan

— UK

Source: EcoWin.

Chart I1-2

Dollar index of commodity prices in
international markets 2000-2005

2000 = 100

T T T T T
2000 2001 2002 2003 2004 2005
— All non-fuel commodities (in USD)

— Food (in USD)

Industrial commodities (in USD)

Sources: The Economist, Ecowin.

Chart I1-3

Forecasts for economic growth in the
US, UK, euro area and Japan
September 2004 - September 2005

Horizontal axis indicates the date of forecasting

Sept. 04 Dec. 04 March 05 June 05 Sept. 05

— US 2005 — UK 2005
Euro area 2005 = Japan 2005
== US 2006 == UK 2006

Euro area 2006 == Japan 2006

Source: Consensus Forecasts.
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in the preceding quarter, but stagnation in Germany counteracted
its effect. Demand growth in Germany was sluggish. Private con-
sumption shrank, investment increased only marginally and net
exports proved insufficient to sustain growth. Similarly, Q2 growth
in France was down from Q1. In Spain, increased investment and
private consumption — to some extent driven by buoyant house
prices — sustained growth in the first half of this year. The downturn
in UK growth in Q2 can be ascribed not only to higher oil prices, but
also to the easing of real estate market pressures and an increase
in unemployment, which have impacted private consumption. UK
growth forecasts have been revised downwards as a result.

In spite of subdued euro area growth in the first half of the year,
various indicators point to an upturn in the second half. The euro has
weakened against the US dollar and global growth has not contracted
on the scale that had been expected. Retail sales have increased and
unemployment has fallen. Business confidence in the euro area has
soared and orders have increased. The manufacturing sector therefore
appears to be rallying. Exports should be spurred by the depreciation
of the euro. Nonetheless, the euro area is strained to squeeze out
more growth. Consequently, the forecast is still fairly sluggish for this
year and growth could even prove lower if oil prices remain high.

Whether growth in Germany will make a proper recovery largely
depends on domestic demand. Indicators suggest that the German
economy will remain entrenched over the coming months. Increased
household expenditures as a result of higher oil prices, coupled with
rampant unemployment, will hamper Germany in achieving a turna-
round and stimulating demand.

Outlook still bright in the US and improving in Japan

Economic prospects in the US are bright in many respects, but high
oil prices will constrain growth this year and into 2006. Business
investment is still growing quite briskly and private consumption
remains the main driver of growth, although its rate of increase
has slowed down. Consumer confidence has stayed upbeat, partly
due to the robust labour market. Unemployment in the US is at its
lowest level for four years. However, the aftermath of Hurricane
Katrina will probably leave its mark over the next few months.
Private consumption is likely to slow further, for reasons including
rising interest rates and oil prices. Less growth is forecast for the US
in 2006, as the increase in private consumption slows down and the
housing market cools.

After last year's contraction, growth in Japan appears to be
recovering. GDP has increased in the first half of this year, largely
due to an increase in private consumption and to a lesser extent in
investment. Growth has been driven by favourable developments in
fundamentals: steady increases in income, falling unemployment and
strong business profitability. The outlook is for ongoing higher private
consumption for the rest of the year. Since business investment will
increase at the same time, the Japanese economy ought to continue
to grow in the second half of this year. Only modest growth is
expected in 2005, although forecasts have been revised upwards.



Earlier this year, China was expected to undergo a gradual
slowdown in growth. Now the outlook is for a milder adjustment
which will not take place until next year. Inflationary pressures have
eased in recent months, alleviating some of the Chinese authorities’
concerns about overheating of the economy. Public sector investment
growth has slowed down but remains very high.

Higher marine export prices

Subdued growth in continental Europe and the deteriorating outlook
in the UK have had little effect on market conditions for marine exports
from Iceland, which appear favourable for most products. Substantial
excess demand characterises the market for demersal fish products
with a very positive impact on prices, which have risen significantly
for most products in recent months. Markets in central Europe, in
particular Germany, are now picking up after several subdued years.
Eastern Europe has been strengthening and has re-established itself
as one of the main market regions for marine exports from Iceland,
with steadily increasing demand for higher-value products. Prospects
in the fish meal and fish oil markets are also bright as supply of meal
from other northern European countries is dropping and demand
for meal is increasing from fish farms in the Far East. Demand for
fresh fish products, which as a rule yield more profit than frozen
products, has continued to increase. The position on saltfish markets
in southern Europe is also positive. Iceland’s competitive position in
saltfish is exceptionally strong at present as quality products from
main rival countries remain in short supply.

Favourable market conditions have driven prices of virtually
all marine products quite high in foreign currency terms — in fact
to their highest level since 2001. Total marine prices rose by 7.4%
year-on-year over the first eight months of 2005. Frozen and fresh
demersal products have been the main driver of prices. In particular,
frozen-at-sea products have surged by nearly 27% over the twelve
months to the end of August. Land-frozen demersals are up by 5%.
Prices of fish meal and fish oil are also exceptionally high at present.
The outlook until the end of the year is fairly upbeat. Prices of frozen
demersal products are expected to increase by 6-8% over 2005 as
a whole and fish meal and fish oil by a significantly greater 16%. All
told, marine product prices are expected to gain as much as 8% on
average year-on-year. In domestic currency terms, marine prices are
likely to be only 2% lower on average this year compared with 2004,
in spite of a substantial appreciation of the kréna.

Catch value down from last year

The total fish catch for the first eight months of 2005 was up 2%
compared with the corresponding period the year before. The
demersal harvest was up by 2%, while shellfish volume plunged by
62%, spearheaded by a contraction in the shrimp catch to the tune of
15 thousand tonnes. Catch composition has changed markedly since
last year. The most valuable demersal species (cod and Greenland
halibut) have diminished but haddock, saithe and redfish have
increased. Oceanic redfish is down by 20 thousand tonnes. Over
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Chart 11-4

Estimated marine product prices
January 2000 - July 2005

2003 =100

2000 2001 2002 2003 2004 2005

— In domestic currency
— In foreign currency

Source: Statistics Iceland.

Chart II-5
Fish catch in January - July

Thous. tonnes

2001 2002

2003 2004 2005

= Shellfish
W Pelagic species
B Demersal species

Source: Directorate of Fisheries.
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Chart I1-6

Merchandise export growth
January 2003-July 2005

Change on same month in previous year (%)

2003 2004 2005

= Marine products
— Manufactured goods

1. At constant exchange rates based on the export-weighted
currency basket.
Sources: Statistics Iceland, Central Bank of Iceland.

Chart 11-7
Merchandise export real growth 1997-2007

Comparison of current forecast and of previous forecast
in Monetary Bulletin 2005/2

B.kr.

1997 1999 2001 2003 2005 2007

B Total merchandise export, current forecast 2005-2007
W Forecast MB 2005/2

Sources: Statistics Iceland, Central Bank of Iceland.

Chart 11-8

Exported goods and services in the first half
of the year and in total 1997-2005

1997 1998 1999 2000 2001 2002 2003 2004 2005

B Exports of goods and services in total
W Exports of goods and services in Q1 and Q2

Sources: Statistics Iceland, Central Bank of Iceland.

this period, total catch value at constant prices has dropped by 1.7 %
year-on-year, largely due to less favourable composition of demersal
catches and the slumps in oceanic redfish and shrimp.

The total allowable catch (TAC) for demersal species during the
current fishing year, which began on September 1, is 18 thousand
tonnes more than during the previous fishing year. Most of the
increase is accounted for by haddock and saithe, while the TAC
for cod has been lowered. The TAC for herring from the Icelandic-
Norwegian stock was boosted squarely by 43 thousand tonnes to
158 thousand tonnes. This year's blue whiting TAC was cut, but
this will have no impact since quotas have not been filled in recent
years. The TAC for shrimp has also been halved. Shrimping has been
exceptionally slack and the harvest is likely to fall short of the TAC.
No TAC has yet been announced for capelin, after complications with
stock measurements. TACs for other species are broadly unchanged
from the last fishing year.

It is clear that the forecast in Monetary Bulletin in June over-
estimated the actual catch of cod as well as the TAC for the fishing
year that has just begun. Also, the 2005 oceanic redfish catch will be
around 20 thousand tonnes less than the previous year and far below
the forecast. Only a small part of the blue whiting quota will be fished
and the capelin catch will fall short of expectations. All these factors,
coupled with the collapse of the shrimp catch, have led to a sizeable
downward revision of the forecast for marine export production. Zero
growth is now forecast for this year, compared with the 3% forecast
in June. The forecast increase in 2006 is 3%, mainly boosted by
greater demersal catches, and 2% in 2007.

Export growth forecast broadly unchanged despite a drop in
merchandise exports

The outlook is for marginally higher export growth in 2005 than
was forecast in June, after growth of merchandise exports has been
revised slightly downwards and service exports upwards. One of
the main reasons for the lower merchandise exports forecast is the
downward revision of marine exports, as mentioned above. The
forecast for aluminium exports is broadly unchanged, but for other
manufactured exports it is much lower. In June, exports of general
manufactured goods were forecast to rise substantially this year. It
transpires that they have decreased over the first seven months by
almost 13%, largely reflecting a sharp dip in pharmaceuticals and
electronic weighing equipment. Exports of sundry manufactured
goods also declined, contrary to forecasts. To some extent temporary
factors appear to have caused this contraction, for example delays
in the production of new pharmaceuticals. The increase in the real
exchange rate is also likely to have had a substantial impact. This
year's poorer outlook for merchandise exports has been offset by a
surge in exports of services. Over the first half of the year, services
exports rose by 62% in real terms year-on-year, spurred by increased
income from transportation. Total exports of goods and services are
forecast to increase by almost 4%2% this year and by 6% in 2006,
when aluminium exports will begin climbing during the second half



of the year. In 2007, exports are forecast to increase by more than
6%, with a surge in aluminium exports.

The real exchange rate increases again

The kréna has appreciated again in recent months, after reaching a
low for this year in mid-May. It hit a new high in mid-September.
The current forecast assumes an unchanged exchange rate from
September 12, implying that the kréna will be 7%2% stronger on
average this year than was assumed in the June forecast, and 9.2%
stronger than in 2004.

After peaking in Q1 the real exchange rate depreciated in Q2
when the kréna slid a little and the rate of inflation slowed down
slightly. So far during the third quarter the real exchange rate has
risen again, driven by both a higher nominal exchange rate and
higher inflation. Assuming an unchanged nominal exchange rate
from September 12, the average real exchange rate defined in terms
of relative consumer prices will rise by just over 10% this year and
by 612% in 2006.

Exports increased over the first seven months of 2005, in spite
of the strong kréna. However, exports have been weakest during
the months when the kréna has been strongest. This may be due
to deferrals of exports when the currency appreciation is perceived
to be temporary, but it is also conceivable that a threshold forms at
some level of the real exchange rate. Export sectors are therefore
likely to face challenges in the near future if the kréna remains strong.
The rise in the real exchange rate may even be greater than the
indices calculated at the Central Bank in recent years. New exchange
rate indices described in Appendix 2 show larger increases, mostly
because of the heavier weight assigned to the euro and a few other
currencies.

Table I1-1 Main assumptions for developments in external conditions
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Chart 11-9

Real effective exchange rate of the kréna
1980-2005

1980 =100
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— Based on relative consumer prices
— Based on relative unit labour cost

Source: Central Bank of Iceland.

Change from previous forecast

Current forecast (%)" (percentage points)?
2005 2006 2007 2005 2006 2007
Marine production for export 0.0 3.0 2.0 -3.0 1.0
Export prices of marine products 8.0 5.0 3.0 2.0 2.0
Aluminium export prices 6.6 2.0 -0.6 3.7 5.4
Prices of exported goods and services 7.9 4.5 0.3 0.2 3.9
General import prices in foreign currency 25 23 2.0 . .
Fuel prices in foreign currency 385 13.8 -4.9 10.6 4.2
Terms of trade for goods and services 1.3 1.6 0.9 -2.1 3.7
Foreign short-term interest rates 25 2.8 2.9 -0.1 -0.2

1. Percentage change year-on-year, except for interest rates. 2. Change since Monetary Bulletin 2005/2.

Source: Central Bank of Iceland.

RN
O

£e600¢C

NIL3ITIN8 AYVYLIINOW



RN
(O}

MONETARY BULLETIN

200593

55

5.0

4.5

4.0

0.0

ECONOMIC AND MONETARY
DEVELOPMENTS AND PROSPECTS

Chart l11-1

Foreign interest rate developments
January 1, 2002 - September 19, 2005
(daily data)
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Source: EcoWin.

Chart 11I-2
Central Bank policy interest rate in real terms

Daily data September 17, 2002 - September 19, 2005

%

2003 2004 2005

Interest rate in real terms according to:
— Two-year breakeven inflation rate

Eight-year breakeven inflation rate
A Household inflation expectations
# Market inflation expectations

Household inflation expectations are based on expectations over the
next twelve months and market inflation expectations for the twelve
months until end-2006.

Source: Central Bank of Iceland.

Il Financial conditions

Financial conditions have tightened slightly since the spring. Domestic
short-term interest rates have gone up and non-indexed bank lending
rates have risen by more than the Central Bank's policy rate hike in the
beginning of June. The recent strength of the kréna can be expected
to have made foreign borrowing marginally less attractive compared
with the spring, given the greater probability that the kréna will
depreciate over the lifetime of loans with a maturity of several years.
Offsetting this, the strong krona reduces debt service on the existing
stock of foreign borrowing. The tightening represented by the strong
kréna is mainly felt by businesses, which have tended to tap foreign
credit markets quite heavily, and less so by households. However,
this year households have increasingly taken exchange rate-indexed
loans. It is uncertain whether they are completely aware of the risks
entailed by such borrowing.

The appreciation of the kréna since the spring has squeezed
conditions for foreign borrowing, which is offset by more
favourable foreign interest rates

Foreign financial conditions are still highly favourable. In the euro
area, they have even eased marginally since Monetary Bulletin was
published in June. Short-term interest rates have hardly changed; the
European Central Bank has not changed its key interest rates for 2%
years. Long-term interest rates have inched down recently compared
with the spring, and are considerably lower than at the beginning
of the year. Apart from the currency risk, conditions for long-term
borrowing in euros remain favourable. US long-term rates have not
changed much since the spring either, and are still low even though
short-term rates have climbed by roughly half a percentage point
since May.

The exchange rate of the kréna assumed in the current forecasts
is 7.4% stronger than in the updated macroeconomic and inflation
forecasts published in June. This implies that conditions for new
borrowing have deteriorated, assuming that the exchange rate trends
back to a more substainable level.

The Central Bank’s policy interest rate has risen in real terms

The Central Bank raised its policy interest rate by 0.5 percentage points
at the beginning of June, to the present 9.5%. One measure of the
Central Bank's monetary stance is to assess the real policy rate relative
to inflation expectations (see the discussion of inflation expectations
in section VIII). The breakeven inflation rate, measured as the yield
spread between price-indexed and non-indexed Treasury instruments
of similar lifetimes, has been one of Central Bank's main indicators
of inflation expectations. Although a suitable class of price-indexed
T-bonds that can be used as a benchmark for inflation expectations
over the next 2-5 years is no longer available, a series of comparable
bonds with a maturity of roughly 10 years can provide an indication
of fairly long-term expectations. Based on this measure, the policy
rate in real terms is around 5% %. Broadly the same real rate was



shown when measured against household inflation expectations from
a confidence survey conducted at the end of August and beginning
of September. When the last Monetary Bulletin was published in
June, the policy rate was 5% in real terms, so it can be assumed to
have risen in step with the nominal policy rate hike announced at the
beginning of that month.

A marginally higher policy rate is produced when past inflation
is used as the measure, although it has decreased since May. It is
also 5%% measured against the new Central Bank baseline forecast,
both one year and two years ahead. Using inflation rates from the
Central Bank's alternative forecast based on variable interest rates
and exchange rate, the real policy rate is somewhat lower at 4.8%
one year ahead and only 4.3% two years ahead. If the inflation target
were considered perfectly credible two years ahead, the policy rate in
real terms would be close to 7%.

Judging from market and household expectations, the overall
monetary stance seems to have tightened since May. However, the
sharp rise in inflation in recent months may fuel inflation expectations.
The stance is still far from as tight as during the last upswing.

The latest policy rate hike had a clearer impact on non-indexed
bank loans than on the nominal T-note yield curve

Average interest rates on non-indexed bank lending went up
immediately in June by roughly the equivalent of the Central Bank’s
policy rate hike at the beginning of that month. In August they have
risen by a further 0.2 percentage points. This might reflect a higher
embedded risk premium for expected inflation.

The June rise in the policy rate impacted the shorter end of the
nominal yield curve in particular. Yields on T-notes with a maturity of
two and five years showed some rise, while virtually no change was
noted for eight-year bonds. After the June policy rate hike, average
yields on two-year T-notes rose 0.2 percentage points to just under
9.2%, and on five-year notes by the same figure to 7.7%. Yields
on eight-year bonds held steady at just above 7.5%. Thus the bond
market apparently expected a smaller rise in the policy rate than was
actually announced at the beginning of June (see below). It may be
inferred from the rise in yields on instruments with a five-year lifetime
that, after the policy rate hike, investors did not expect interest rates
to come down as quickly as they had earlier in the year.

In the first half of September, yields on two- and five-year
T-notes fell quite sharply, reaching 8.9% and 7.2% respectively
on September 16. The reduction probably largely reflects foreign
position-taking connected with issues of bonds denominated in
Icelandic currency (see p. 68). This development has run counter to
the Central Bank's efforts to drive up long-term interest rates and
thereby weakens the monetary stance.

Further policy rate hikes already priced in to market rates

The policy rate hike of 0.5 percentage points in June appears to
have been higher than market agents expected, based on implied
forward rates derived from the nominal yield curve. It would seem

ECONOMIC AND MONETARY
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Chart 111-3

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

Daily data September 19, 2002 - September 19, 2005
%

2003 2004 2005

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

Source: Central Bank of Iceland.

Chart I11-4

The policy interest rate and non-indexed
bank lending rates

On the 1st, 11th and 21st of each month
January 1, 2003 - September 11, 2005

2003 2004 2005

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

Source: Central Bank of Iceland.

Chart llI-5

The Central Bank policy interest rate
and yield on Treasury notes

Daily data January 1, 2003 - September 19, 2005

2003 2004 2005

— Policy interest rate

— Yield on T-notes (RIKB 07 0209)

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

Source: Central Bank of Iceland.
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Chart Ill-6
Central Bank policy interest rate 2002-2007

%

MB 2005/2

30

2002 2003 2004 2005 2006 2007
= Policy interest rate
— September 14, 2005

May 17, 2005

Curves indicate forward interest rates. Boxes indicate interest rate forecast
by financial analysts before publication of Monetary Bulletin 2005/2

and 2005/3.

Source: Central Bank of Iceland.

Chart 1lI-7

Credit growth January 2001- July 2005

Quarterly credit system lending and monthly lending by DMBs,
Housing Financing Fund (HFF) and pension funds

Change on same period in previous year (%)

35

2001

2002

2003 2004 2005

W Credit system
— Deposit money banks, Housing Financing Fund
and pension funds

Source: Central Bank of Iceland.

Chart 111-8

Exchange rate-indexed household credit
and its proportion of total credit

January 2002- July 2005

Proportion of exchange rate-indexed household credit from

DMBs, Housing Financing Fund (HFF) and pension funds
at the end of each month
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Source: Central Bank of Iceland.

that the market expected the current policy rate level to be attained
in two steps, the first when Monetary Bulletin was published at the
beginning of June and the second at the end of June. A further policy
rate increase of 0.25-0.5 percentage points was also priced in to the
yield curve until the autumn.

A policy rate rise of 0.75 percentage points until the end of
the year was priced in to the yield curve as measured on September
13, including 0.25 percentage points coinciding with the publication
of this edition of Monetary Bulletin. The market therefore appears
to expect the policy rate to peak at the end of this year at 10.25%,
and then to start falling soon afterwards towards 8% one year from
now and just over 6% two years from now. As in previous editions
of Monetary Bulletin, these cuts are rather more rapid than implied
in survey responses by financial market analysts (see Box 3), who
forecast a policy rate of 9.25% one year ahead and 7.5% two years
ahead. Thus the market still appears more optimistic than analysts
about how quickly the Central Bank will ease its monetary stance.

Even faster rate of lending growth

Although financial conditions appear marginally tighter than in the
spring, this is not reflected in credit growth. On the contrary, lending
has been racing ahead. Domestic lending and portfolio holdings of
the credit system had increased by 27% year-on-year at the end
of June. Corporate borrowing has soared, by 37%, but household
borrowing has also grown apace. The commercial banks have
captured significant market share this year, especially at the expense
of the Housing Finance Fund (HFF). At the end of August, lending
by deposit money banks (DMBs) was up by more than 50% year-
on-year, and by 53 % after adjustment for exchange rate movements
and price indexation. DMB lending to households had swelled by
almost 128% over the same period, the bulk of which is accounted
for by new mortgage lending. Household mortgage lending by the
HFF and pension funds has shrunk by the same token. Year-on-year
growth in total lending to households by DMBs, pension funds and
investment credit funds (including the HFF) measured almost 18% at
the end of July.

Like other credit forms, foreign currency-denominated lending
by DMBs has been surging recently, with twelve-month growth
until the end of August in excess of 60%. There is no sign that the
strength of the kréna has constrained borrowing in foreign currencies.
However, it should be remembered that many corporate borrowers
have income in foreign currencies or deploy these funds on foreign
investment. Soaring growth in foreign currency-denominated lending
to domestic businesses therefore does not necessarily reflect heavy
domestic investment, so it is uncertain how far the surge in borrowing
may be seen as an indication of growing domestic demand. A sizeable
portion of the additional lending may be connected with the overseas
expansion of Icelandic companies. Foreign currency-denominated
lending by DMBs accounted for just over 53% of their total lending
at the end of August, which is broadly the same share as earlier this
year.



Development of money

The twelve-month growth rate of broad money (M3) has risen
sharply since the spring and measured more than 24% at the end
of July. In the short run there is little correlation between growth of
broad money and inflation. Nonetheless, persistent growth of money
in excess of nominal growth of GDP may indicate long-term pressures
on prices. That said, growth of M3 and other monetary indicators
should be interpreted with caution, because under certain conditions
M3 may swell because of, for example, investor flight from high-risk
to lower-risk assets — as was noted on a global scale in the wake of
the equity price slump around the turn of millennium. Deposits in
money market accounts, which are one component of M3, increased
sharply for a while at that time. However, this explanation is hardly
appropriate in the present climate, since equity prices have soared in
recent years and financial market sentiment is strong.

Financial conditions of businesses have tightened since the spring
A large share of corporate debt and borrowing is denominated in
foreign currencies. Movements in the exchange rate of the kréna
and foreign interest rates therefore primarily affect the financial
conditions of businesses. Roughly 56% of business debt with DMBs,
for example, was denominated in foreign currencies at the end of
July. Foreign interest rates are still extremely low. Long-term T-
bond rates in the euro area have gone down since the spring. On
the other hand, the strengthening of the krona ought to deter new
foreign borrowing, as pointed out above, even though this eases
debt service on existing loans for as long as it lasts. An appreciation
of the krona squeezes export companies in particular, for example in
the fisheries and tourism and travel sectors, and also hits domestic
companies operating in the traded goods sector in the home market.
These businesses’ costs rise in excess of their income, either because
income is denominated in foreign currencies, or because competition
from foreign rivals prevents them from raising prices to meet the
additional costs.

Corporate borrowing which is not denominated in foreign
currencies is divided fairly evenly between indexed and non-indexed
loans. While interest rates on indexed loans have generally gone down,
rates on non-indexed loans, such as overdrafts, have broadly speaking
risen in pace with policy rate hikes, as noted above. The higher interest
rates on non-indexed loans have weighed much more heavily. Thus
the combined effect of exchange rate movements and interest rate
movements can be expected to have left financial conditions rather
less favourable this autumn compared with the spring.

Financial conditions of households have taken a slight turn for

the worse since the spring

Financial conditions of households are likely to be slightly tighter
at present than they were in the spring. The main determinant of
households' financial conditions is interest rates on long-term indexed
borrowing, especially mortgage loans. These rates have not changed
this summer. Higher interest rates on non-indexed lending, including
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Chart 11I-9
Nominal growth of money supply and GDP
Q1/2000 - Q2/2005
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Sources: Statistics Iceland, Central Bank of Iceland.

Chart I11-10
Credit by sector 1992-2005

Outstanding credit system lending to households and busi-
nesses at end of year, data for 2005 are from the end of June'
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1. Lending was reclassified in 2003.
Source: Central Bank of Iceland.
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overdrafts, are not as crucial a factor. Households do not appear to
have taken advantage of scope for refinancing their mortgages in
order to pay off their overdrafts, which for the first eight months of
this year were 7% higher on average year-on-year and had increased
by 5% over the twelve months to the end of August.

Until recently, exchange rate-indexed loans accounted for only
a minor share of household debt. This situation began to change
last year. Of the total stock of DMB lending to households, which
amounted to almost 460 b.kr. at the end of August, nearly 30 b.kr.
was denominated in foreign currencies. Their exchange rate-indexed
debt with DMBs ran at just over 21 b.kr. at the beginning of the
year, so it has grown by more than 40% so far this year. Presumably,
borrowers do not see the strong kréna as posing a higher currency
risk than the interest-rate differential with abroad. A sharp slide in
the kréna could force households into a sudden rethink. Exchange
rate-indexed loans are increasingly being used in car financing and
mortgages. Since these loans also carry variable rates of interest, they
may appear more attractive at present than they perhaps will in the
future.



IV Domestic demand and output

Outlook for a wider positive output gap than previously forecast
The outlook is for rather slower GDP growth in 2005 than was
forecast in June, but faster in the following two years. Last year's
GDP growth estimate has been revised upwards, however. This year's
downward revision is mostly explained by less investment and a more
rapid expansion of imports than previously projected. These two
factors outweigh the upward revision of the June forecast for private
consumption growth. All told, the outlook is for a wider positive
output gap next year than was forecast in June.

Estimated GDP growth revised upwards for 2004 but downwards
for 2003

Revisions of GDP growth forecasts are not the only source of changes
in estimates of the output gap. Revisions of earlier data can also affect
them to quite a large degree. In September, Statistics Iceland published
preliminary national accounts for 2004 which show a considerably
faster rate of GDP growth than had been estimated earlier. The most
important change is that gross fixed capital formation is estimated
to have increased by 21% year-on-year in 2004, instead of 12.8%.
However, estimates for growth of both private consumption and
public consumption have been revised downwards. These revisions
have raised estimated GDP growth in 2004 to 6.2%, up by one
percentage point from earlier estimates.

Statistics Iceland also published revised national accounts
statistics for 1990-2004. It has changed some of its methodologies in
line with international developments in national accounting. Estimates
of volume and price changes are now based on chain-linking, i.e.
year-on-year volume changes are estimated on the basis of relative
prices in the preceding year. The use of recent relative price data
ought to improve the quality of estimates of volume changes. This
revision resulted in some changes in measurements of aggregates
in the national accounts. Private consumption growth in 2003 was
revised down to 5.8% (from 6.6%) and GDP growth to 3.6% (from
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Chart IV-1
Private consumption growth 1997-2007"

5 Volume change on previous year (%)

1997 1999 2001 2003 2005 2007

1. Central Bank forecast for 2005-2007.
Sources: Statistics Iceland and Central Bank of Iceland.

Statistics Iceland released new data on main national accounts
aggregates on September 13. Data for the period 1990-2003
have been revised and annual chain-linking introduced. Year-on-
year volume and price changes are now estimated on the basis of
relative prices in the former year. These changes are then chain-
linked to calculate volume indices and time series that show the
development of individual aggregates at constant prices.

Previously, Statistics Iceland used relative prices for a given
year (the base year) over a period of several years. It used 1990
as the base year for volume changes in national accounts for the
period 1990-1997, and 1997 as the base year for the period after
1997. Now, in effect, the former of each two contiguous years
constitutes the base year.

Distinguishing between price and volume changes is vital to
all economic analysis. If a single homogeneous good is sold at a

Box 1

National accounts —
chain-linking and
revision for 1990-2003
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Chart 1

Private consumption prices and

the CPI 1991-2004

1991 1993 1995 1997 1999

— Private consumption, earlier data
— Private consumption, revised data
— CPI

Source: Statistics Iceland.

specific price over each period, the distinction between price and
volume changes is easy to make. Attempts to distinguish between
price and volume changes for a group of goods — for example
all the goods consumed by households (private consumption)
or all capital goods used in investment — complicate the picture
enormously because both relative price and the volume of different
goods change continuously. Ten years ago the price of mobile
phones and mobile phone calls made little difference to estimates of
private consumption price changes, but now it is quite significant.
Thus a sizeable error may be introduced by using a distant base
year. The main advantage of chain-linking, as now used by Statistics
Iceland in its estimates of volume changes in the national accounts
aggregates from 1990 inclusive, is that the base year is always very
recent.

Changes in the volume and price of goods between periods

Period: 1 2 3
Price

Price of good 1 150 160 170
Price of good 2 100 90 105
Relative price 1.50 1.78 1.62
Volume

Volume of good 1 10 12 14
Volume of good 2 30 31 32
Total value 4,500 4,710 5,740
At period 1 prices

Good 1 1,500 1,800 2,100
Good 2 3,000 3,100 3,200
All goods 4,500 4,900 5,300
Total value 4,500 4,900 5,300
Change 8.89% 8.16%
At period 2 prices

Good 1 1,600 1,920 2,240
Good 2 2,700 2,790 2,880
All goods 4,300 4,710 5,120
Total value 4,300 4,710 5,120
Change 9.53% 8.70%
Chain-linking (period 1 prices)

Good 1 1,500 1,800 2,100
Good 2 3,000 3,100 3,200
All goods 4,500 4,900 5,327
Change 8.89% 8.70%
Total value 4,500 4,900 5,300
Change 8.89% 8.16%

In order to produce time series over a longer period, volume
and price changes which are calculated using different base years
need to be linked. The usual method is to produce a series where
relative changes are the same as in the series from which the linked
series is produced. When this is done it should be remembered that
the total of linked items almost never equals the linked totals. An
example is given below, using the price and volume of two goods
over three periods given in the table.

The table shows that if the volume changes are estimated
using the prices in period 1, the volume changes in the aggregate
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are 8.89 and 8.16% while if the prices in period 2 are used the
changes are 9.53% and 8.70%. In both cases, the estimated
volume of the two goods equals the total of the items at constant
prices. This alters when different base years are used and the
changes are chain-linked. The lower section of the table shows
that in this case there is a 0.5% difference between the estimated
changes in the volume of the aggregate good between period 2
and period 3 and the change in the sum of the value of each good
at constant prices.

These new methodologies produce new measurements for
price and volume changes in Iceland’s national accounts. Thus
year-on-year GDP growth measures 0.8 percentage points more
in 2002, but 0.7 percentage points less in 2003 using the new
methodology. The year-on-year change in GDP prices is the same
in 2002, but in 2003 it measures 0.3 percentage points more.

Private consumption is by far the largest component of GDP.
The revision of aggregates narrows the discrepancy that has existed
between changes in private consumption prices and changes in the
consumer price index (CPI). As a result of Statistics Iceland’s new
methodology, the year-on-year change in private consumption
measures 0.4 percentage points less than previously estimated in
2002 and 0.8 percentage points less in 2003. However, the year-
on-year price change is 0.5 percentage points higher for both years.
Although the discrepancy has been reduced, Statistics Iceland’s new
data still show less change in private consumption prices than in the
CPl in recent years (see Chart 2).

Chart 2

Discrepancy between revised and earlier
measurements of GDP volume
and the CPI 1991-2004

1.0 T T T T T T T T T T T T T
1991 1993 1995 1997 1999 2001 2003

= Change in GDP measurements

= Change in CPI measurements

Source: Statistics Iceland.

4.2%). Estimates for GDP growth in 2001 and 2002 were raised by
0.7 and 0.8 percentage points respectively (the new methodologies
are discussed in Box 1).

First-half estimates indicate a higher rate of private consumption
growth and less GDP growth in 2005 than was forecast in June

In September, Statistics Iceland also published figures for Q2/2005
together with revised data for previous quarters. These show an
11.6% year-on-year increase in private consumption in the first half
of 2005. In June, the Central Bank had forecast 8% growth in private
consumption this year. For that forecast to hold would require annual
growth in private consumption of only 4.5% in the second half of this
year, which must be considered unlikely in light of current indicators,
as discussed below. However, first-half GDP growth measured just
under 5%, somewhat below the Bank's forecast over the whole year,
which was 6.5%. GDP growth is therefore likely to be lower than
previously forecast. Table IV-1 shows main aggregates over the first
half of 2005 and the growth required in the second half if the Bank's
June forecast is to hold.

Private consumption

The forecast for private consumption in 2005 has been revised
upwards, to more than 10% from 8%. Private consumption growth
is likely to remain robust next year, but will slow down in 2007.

Chart IV-2

Consumer goods imports and private
consumption, first-half figures for 1998-2005

Volume change on previous year (%)

1998 1999 2000 2001 2002 2003 2004 2005

W Private consumption
B Consumer goods imports

Source: Statistics Iceland.
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Table IV-1 National accounts aggregates in the first half and second half
of 2005

Second half of 2005 based
on Central Bank forecast in

First half of 2005 June 2005
Private consumption 11.6 4.5
Public consumption 37 1.3
Gross fixed capital formation 21.9 47.7
National expenditure 11.2 13.6
Exports of goods and services 4.7 33
Imports of goods and services 21.1 15.9
Gross domestic product 4.9 8.3

Outlook for faster growth in private consumption this year than
previously forecast

As mentioned above, private consumption growth in the first half
of 2005 ran higher than the June forecast for the whole year. Main
indicators of private consumption suggest that the rate of increase
has not let up in Q3 - if anything, it has gained pace. Total payment
card turnover increased by almost 12.4% in real terms over the first
eight months of 2005, domestic payment card turnover by 10.7%
and grocery turnover by 9.4%. Imports of consumer goods increased
by 26% in real terms over the same period (including private motor
vehicles by 61% and consumer durables by 39%). The buoyant
krona has clearly fuelled demand for imported goods and services,
especially private cars and other consumer durables.

A surge in net wealth feeds private consumption growth

If the Central Bank's forecast holds, private consumption growth this
year will far outstrip the expected 3.5% increase in real disposable
income. This implies a reduction in household saving. According
to Central Bank estimates, household debt increased by 153 b.kr.,
or 15% in real terms, over the twelve months to the end of June
2005. Over the same period, household assets such as housing and
equities have appreciated by even more. The Land Registry's housing
price index shows that the value of housing, deflated with the CPI,
increased by 35% over the twelve months to June 2005. Share prices
rose by 41% in real terms over the same period. Households' assets
have therefore clearly increased by more than their debts.

According to tax returns, the value of real estate owned by
households increased by 192 b.kr. over 2004 and stood at 1,364 b.kr.
at the end of the year. Over the same period, the asset tax base of
households increased by 143 b.kr., or 12.5% in real terms. On their
tax returns they reported also a 100 b.kr. increase in debts, which is
just under 11% in real terms, to a total of 757 b.kr. at the end of the
year. This figure is somewhat lower than the Central Bank's estimate
of household debt in its June forecast, which was 877 b.kr. at the end
of 2004.

The forecast for private consumption growth this year reflects
an increase in net household wealth. Lower interest rates in real
terms and easier access to credit last year have also stimulated private
consumption. The effect is expected to persist until 2006, when the



increase in private consumption will slow down from the plateau
reached after four years of growth in the region of 6% or more.

Households very upbeat about the economic outlook

These conditions are reflected in households' very upbeat view of
the state of the economy and fairly optimistic assessment of the
outlook. Gallup's consumer confidence index is running high at
present and the assessment of the current economic situation has
never been more positive. Over the first eight months of 2004 the
index stood 6% higher than the average for last year, and in August
it was 13% higher. Gallup also surveys planned major purchases, i.e.
cars, housing and foreign travel. The index for major purchases was
at its second-highest level ever in June, after slipping by almost five
percentage points since March. This optimistic view of employment
and income prospects, which implies a strong capacity to service new
debt, encourages households to finance private consumption with
borrowing.

Public consumption

Outlook for faster public consumption growth in 2005 and 2006
than was forecast in June

According to recent figures from Statistics Iceland, public consumption
grew more slowly in 2004 than according to estimates used in the
Central Bank's June forecast, at 2.8% instead of 3.6%. Of this
growth, over 4% was accounted for by health institutions, which are
classified with the social security accounts, while central and local
government figures were correspondingly lower.

ECONOMIC AND MONETARY
DEVELOPMENTS AND PROSPECTS

Chart IV-3

Private consumption and consumer
confidence' Q1/2001 - Q2/2005
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1. Confidence index at end of each quarter.
Sources: Statistics Iceland and IMG Gallup.
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Table IV-2 Indicators of private consumption in 2004 and in the first eight months of 2005

Quarterly figures

Most recent period

Change based on

% year-on-year change

same period year-to-date

unless otherwise stated Q2/2004 Q3/2004 Q4/2004 Q1/2005 Q2/2005  Month in prev. year3 figures
Grocery turnover (in real terms) 3.4 4.3 35 7.2 10.5 August 2005 10.4 9.3
Payment card turnover (in real terms)’ 9.7 4.9 11.3 11.2 14.4 August 2005 11.2 12.4
of which domestic 8.6 4.0 9.8 9.8 12.8 August 2005 13.5 10.3
of which abroad 29.1 18.4 34.0 35.6 33.7 August 2005 42.4 359
Car registrations (increase in number) 28.4 19.5 443 61.4 64.4 August 2005 60.5 62.6
General imports (volume change)? 18.7 13.6 16.0 15.1 17.5 July 2005 . 19.5
Imports of consumer goods (volume change)? 15.3 14.5 15.7 221 26.9 July 2005 . 26.0
Private motor vehicles? 24.2 24.6 35.0 56.7 66.0 July 2005 . 61.3
Consumer durables, e.g. household appliances? 19.4 16.3 171 36.3 38.5 July 2005 . 38.7
Consumer semi-durables, e.g. clothing? 9.9 8.8 75 16.9 17.4 July 2005 . 17.5
Food and beverages? 11.8 10.5 10.2 6.8 9.0 July 2005 . 8.5
Imports of investment goods excluding ships
and aircraft (volume change)? 383 23.8 19.3 36.9 26.6 July 2005 . 28.4
Gallup confidence index -11.7 515 -3.2 -1.7 9.4 August 2005 8.4 5.6
Current situation 13.8 23.1 19.8 21.2 34.6 August 2005 32.9 30.7
Expectations six months ahead -22.3 -3.5 -14.7 -13.7 -5.9 August 2005 7.8 -9.0

1. Payment card turnover for both households and businesses; the bulk of payment card turnover comes from households. 2. Quarterly figures are year-to-date figures. 3. July to

August.

Sources: Federation of Trade and Services, Housing Financing Fund, Land Registry of Iceland, Motor Dealers' and Services Federation, Statistics Iceland and Central Bank of

Iceland.
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Chart IV-4

Gross fixed capital formation: businesses,
power-intensive industries and
power plants 1991-2007"

% of GDP

1991 1993 1995 1997 1999 2001 2003 2005 2007

— Business investment
— therof power-intensive industries and power plants

1. Central Bank forecast for 2005-2007.

Sources: Statistics Iceland and Central Bank of Iceland.

Chart IV-5

Gross fixed capital formation and imports
of capital goods, first-half figures
for 1998-2005

Volume change on previous year (%)
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B Gross fixed capital formation, total
E Imports of capital goods

Source: Statistics Iceland.

Chart IV-6

Gross fixed capital formation growth
and its main segments 1998-2007"

Volume change on previous year (%)

1998 1999 2000 2001 2002 2003 2004 2005 2006 2007

B Total gross fixed capital formation
— Public sector

Businesses
— Residential

1. Central Bank forecast 2005-2007.
Sources: Statistics Iceland and Central Bank of Iceland.

The June forecast for 2.5% growth in public consumption
in 2005 has been revised upwards to 3.5%. Public consumption
increased by 3.7% in the first half of this year, while over the first
seven months, central government expenditure in areas classified as
public consumption rose by 5% more than wages year-on-year. Thus
public consumption by central government and its agencies that are
bracketed in the social security accounts is unlikely to increase by less
than 3% in 2005, although the budget assumes 2% growth.

Municipalities' budgets entail 1.5% growth in public consump-
tion. This is well below the 4.2% average growth rate recorded
in 1998-2004, not to mention the tendency for expenditures to
overshoot budget targets when local elections are in the offing.
The current Central Bank forecast therefore adopts the 4.5% figure
for growth in public consumption by local government which was
forecast by the Ministry of Finance in May.

Developments so far this year indicate that public consumption
will grow by half a percentage point more this year than was forecast
in June, or 3%. The June forecast incorporated available long-term
projections with a rough assessment of their credibility. The Central
Bank forecasts that public consumption will increase by 2.7% in
2007, with a lower figure central than for local government.

Gross fixed capital formation

Estimated investment in 2004 revised upwards

According to Statistics Iceland’s preliminary national accounts, gross
fixed capital formation in 2004 was considerably greater than earlier
estimates had indicated, with year-on-year growth revised upwards
to 21% from just under 13%. Much heftier business investment than
previously estimated largely accounts for the difference. Estimates of
residential investment in 2004 have also been revised upwards, while
the public investment estimate is virtually unchanged.

Investment projected to grow at a slower pace this year than
forecast in June, but decline less in 2006

Investment seems to be heading for slower growth this year and a
smaller contraction in 2006 than the Central Bank had forecast in
June. The main source of change in the forecast for this year is slower
forecast growth of residential investment, after taking into account
available data for the first half. On the other hand, the forecast for
business investment growth in 2006 has been revised upwards. An
ongoing contraction in investment is forecast for 2007, largely as a
result of less investment in the aluminium and power sectors.

It should be borne in mind that the downturn in investment in
2006-2007 follows a massive increase in 2003-2005. If the forecast
holds, gross fixed capital formation in 2007 will be almost 28%
higher than the annual figure for 2003, and 5.5% more than for
2004. As a proportion of GDP, gross fixed capital formation then will
be 20.5%, which is 3 percentage points down from 2004 but broadly
comparable with the average for the period 1980-2004.



Smaller drop in business investment than previously forecast
Business investment in 2004 increased by 23.3% according to
preliminary figures from Statistics Iceland, instead of the earlier
estimate of 13%. The main factor at work is a higher estimate now
for investment in the aluminium and power sectors. Other business
investment was also revised upwards.

Massive growth in business investment is on the cards again this
year and it will largely be deployed on aluminium smelters and power
plants. The expected increase in business investment in 2005 is now
almost 55%, up from the Central Bank's June forecast of 53%. Since
the change is calculated relative to a much higher level of investment
in 2004, it involves a substantial increase in activity from the June
forecast. The forecast for other business investment growth this year
(i.e. excluding the aluminium and power sectors, as well as ships and
aircraft) has been revised to 5%2% from 1%2%.

Business investment will contract in 2006. However, a smaller
decrease is forecast now than in June. Rather than contracting by
almost 14% next year, as forecast in June, business investment is
currently expected to decrease by 6.5%. Larger investment in the
aluminium and power sectors than previously forecast accounts
for the difference. Work is now expected to enter full swing in
2006 on a 40 thousand-tonne expansion to the Nordurdl smelter
at Grundartangi and related power supply, while the June forecast
assumed that their impact would not be felt until 2007. Cost
estimates for other projects have also been revised to incorporate new
estimates, including the exchange rate of the kréna. In the opposite
direction, other investment in 2006 is expected to contract rather
more sharply than was forecast in June. It will pick up again in 2007,
but there will be a drop in the aluminium and power sectors that year,
and in total business investment.

Strong business profitability in 2004-2005

Iceland’s largest companies have witnessed strong profitability recently.
Table 1V-3 shows first-half profit ratios for 36 companies in 2004 and
2005. Most of these companies were listed on Iceland Stock Exchange
(ICEX) for the whole period, although two fisheries companies
are included which were not. Two manufacturing companies are
included as well which are owned by holding companies listed on
ICEX. Despite the strong kréna, return on equity appears to be high
for the whole period. It should be underlined that exports weigh
relatively heavily for the manufacturing and fisheries companies in the
sample, so the exchange rate exerts an impact on their profitability.
Also, many of these companies have some activities located abroad.
This is a longstanding feature of their operations and exchange rate
developments in recent years only explain it to a very small extent.

Public sector investment will increase by almost one-quarter in
2007, after two years of contraction

Public sector investment increased by almost 27 % in 2004, according
to Statistics Iceland. In June, the Central Bank forecast a decrease of
almost 12% this year and a further 5% in 2006. Both central and

ECONOMIC AND MONETARY
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Chart IV-7
Aluminium and power sector investments:
total investment cost 2001-2009

Construction of Fjardaal smelter, expansion of
Nordural smelter and related power facilities
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Chart IV-8
Aluminium and power sector investments:
labour use 2001-2009

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

Man-years

2001 2002 2003 2004 2005 2006 2007 2008 2009

O Estimate in September 2005: foreign labour
O Estimate in September 2005: domestic labour
B Estimate in May 2005: foreign labour

@ Estimate in May 2005: domestic labour

Source: Central Bank of Iceland.
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Table V-3 Profitability of listed companies in the first half of 2004 and 2005

January-June figures only

EBITDA Net earnings Return on assets Return on equity Equity ratio
% of turnover 2004 2005 2004 2005 2004 2005 2004 2005 2004 2005
Fisheries 21.0 24.0 10.4 10.3 12.4 11.2 17.9 13.9 34.6 35.2
Manufacturing 19.6 16.0 8.0 9.5 10.0 10.6 13.0 16.2 31.0 394
Marine exports 1.4 35 0.0 1.0 2.6 6.3 - 19.7 19.0 9.4
Transport 5.4 43 2.6 2.8 6.6 5.0 9.8 9.5 31.6 333
ITC 10.3 15.3 8.7 10.2 9.2 9.8 19.5 14.7 39.7 44.0
Other 328 28.2 19.3 9.5 9.4 6.0 20.2 7.0 27.4 293
Total 12.7 13.2 6.0 7.2 9.4 9.6 14.2 14.7 31.6 35.6

Source: Central Bank of Iceland.

Chart IV-9

Investment in residential housing, business
premises and other business-related
construction 1990-2004

% of GDP

14

2+—F————T——

1990 1992 1994 1996 1998 2000 2002 2004

— Residential investment
— Residential investment and business premises
— Residential investment and all business-related construction

Sources: Statistics Iceland and Central Bank of Iceland.

Chart IV-10

Housing market prices, construction cost
and residential investment 1985-2005'

% of GDP Ratio
1.7

1985 1987 1989 1991 19931995 1997 19992001 2003 2005

Bl Residential investment (left-hand axis)
Ratio of market price to construction cost (right-hand axis)

1. The yellow line indicates the ratio of market prices of apartments in the
Greater Reykjavik Area to construction cost. Both indices are normalised
to the average for 1985-2004. Central Bank forecast for residential
investment 2005.

Sources: Land Registry of Iceland and Central Bank of Iceland.

local government have budgeted to cut their investment in 2005
by roughly 7% in real terms. Treasury payment figures for the year
appear to be in line with that assessment.

Public sector investment plans for 2006 had not been announced
at the time of writing, but the government's medium-term programme
assumes that investment will be kept to a minimum and that invest-
ments in the aluminium and power sectors will hold back investment
by municipalities in spite of the local elections that year. Public sector
investment is therefore assumed to shrink by just over 9% in 2006.
However, a higher level of investment by municipalities is quite
probable as the elections approach.

In 2007, the first phase of investment of the proceeds from the
privatisation of Iceland Telecom will be launched. Some reduction is
foreseen in local government investment, but the forecast does not
assume that other central government investment will be shelved in
favour of discretionary projects for which the privatisation proceeds
have been earmarked. Total public sector investment is expected to
expand by almost 23% in 2007.

Residential investment forecast revised downwards

Statistics Iceland's preliminary estimates show that residential
investment was 5.7 % higher in 2004 than in 2003. This is a relatively
small increase compared with more than 16% in 2003 and a similar
rate of growth in 2000 and 2001. Brisk, sustained growth has resulted
in substantial activity in the residential segment of the construction
industry at the same time as many other large-scale construction
projects are under way. Chart IV-9 shows investment in residential
housing, business premises and other business-related construction,
as a proportion of GDP.

The chart shows that this investment has easily outpaced GDP
growth, so that investment in new housing has risen as a proportion
of GDP from just under 4% over the period 1998-2000 to 5.3% in
2004, and will grow to 5.8% in 2007 if the forecast holds.

In June, the Central Bank forecast that residential investment
would increase by almost 22% this year. Indicators of residential
investment developments are ambiguous, however. For example, on
the basis of issued building permits, the increase in volume can be
estimated at 16% in 2004 and 21% this year. Soaring housing prices
recently also suggests strong profitability in the sector, although



skilled labour is in short supply. In light of all these factors, the Central
Bank now forecasts a 12% increase in residential investment this
year, which is a considerably slower rate of growth than in the June
forecast for this year, and 10% in 2006, which is the same as forecast
then. On the other hand, the rate of residential investment growth is
forecast to slump to zero in 2007.

Imports

Outlook for more import growth than forecast in June

The June forecast for import growth this year has now been upped,
even though the forecast increase in national expenditure is virtually
unchanged. Imports are forecast to increase by 23%, which is 4.5
percentage points in excess of the June forecast. Import growth will
slow down sharply next year, however, when the rate of increase in
national expenditure, especially investment, slows down.

In the first seven months of this year, merchandise imports rose
by 27.5% year-on-year, measured at constant exchange rates. The
sharpest growth was in imports of transportation equipment, both
private cars and business-related vehicles. The high real exchange
rate and soaring private consumption have also contributed to record
growth in imports of consumer durables so far this year. Ongoing
brisk import growth is forecast until end-2005, since imports of
capital goods will probably increase in the second half.

Sharp slowdown in import growth over the next two years

Imports in 2006 are forecast to remain virtually unchanged year-on-
year, as against the 1% contraction forecast in June. A slightly larger
increase in national expenditure and the stronger kréna explain this
revision.

In 2007, imports are forecast to decline by 1%, as total national
expenditure drops. Imports of capital goods will contract sharply
and consumer durables and private cars will witness slower growth,
matching the smaller increase in private consumption than in previous
years. However, a sharp rise in aluminium production will call for
more alumina imports.

GDP growth and the output gap?

As described above, according to the preliminary national accounts
GDP growth in 2004 was 6.2 %, up from an earlier estimate of 5.2%.
Growth has gained momentum this year, from 3% in Q1/2005 to
6.8% in Q2/2005. First-half growth therefore measured just under
5%, while in June the Central Bank forecast 6%2% growth for the
whole year. In light of the first-half figures, growth in 2005 appears
to be heading lower than was forecast in June, to 5%2%. On the other
hand, the GDP growth forecast for 2006 has been revised upwards,
to more than 6% %. The Central Bank is presenting its first forecast
for 2007. Fairly robust growth is expected to continue, at just under
5%. It should be underlined that it is assumed in the baseline forecast

3. The output gap is defined as the difference between actual and potential GDP as a
percent of potential GDP.
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Chart IV-11

New housing: turnover and number of
transactions' June 2001 - July 2005
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1. Six-month moving average.
Source: Land Registry of Iceland.

Chart IV-12
Import growth 1997-2007"
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1. Central Bank forecast for 2005-2007.
Sources: Statistics Iceland and Central Bank of Iceland.

Chart IV-13

Goods imports in the first seven months of
the year 1997-2005
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Chart IV-14
The output gap 1992-2007"

5 % of production capacity
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1. Central Bank forecast for 2005-2007.
Source: Central Bank of Iceland.

that the exchange rate and policy interest rate remain unchanged
over the forecast horizon.

Output gap at a historical high

The output gap is an important concept in the preparation of
inflation forecasts and assessments of the economic outlook.# First,
it measures excess or underutilised capacity in the economy, and
thereby underlying inflationary pressures. Second, measuring the
output gap indicates the source of growth, i.e. whether it originates
in increased production capacity or in excessive demand growth.
This is important, because there is no reason to respond to increased
production capacity, while overheating needs to be tackled. The
problem is that the output gap cannot be measured directly, but must
be estimated from other aggregates.

The output gap estimate in the current forecast indicates severe
overheating in the Icelandic economy. The estimate for 2004-2006
has been revised upwards from the June forecast and is expected to
peak next year at just under 5% of production capacity, then shrink
back in 2007. Revised figures for GDP growth in recent years and
the outlook two years ahead largely explain the revised estimate. If
the forecast holds, this output gap will be the most pronounced since
the end of the 1980s, and next year's output gap the largest annual
figure since 1980. Nonetheless, a historical comparison is complicated
by structural changes in the economy over the past two decades.
And it should be reiterated yet again that the forecast is based on the
assumption of an unchanged exchange rate and policy interest rate
over the forecast horizon.

In short, GDP growth has been soaring since the economy
recovered from the downswing in 2002 and the outlook is that the
output gap will peak next year. If the monetary stance is not tightened
further, the outlook is therefore that inflation will increase.

4. The Central Bank of Iceland’s methodology for calculating the output gap was described
in Monetary Bulletin 2005/1, Appendix 2, pp. 56-59.



V Public sector finances

Treasury revenues have increased far in excess of budget targets so
far this year, driven by robust demand and intense economic activity.
Over the whole of 2005, tax receipts from goods and services are
heading well beyond estimates. Expenditures are likely to overshoot
by much less, so the fiscal surplus could end up at nearly 30 b.kr.,
equivalent to 2-3% of GDP. Central government debt will decrease
as a result of this surplus and the retirement of foreign debt using
proceeds from the privatisation of Iceland Telecom. This will leave
gross Treasury debt at the end of this year at around 200 b.kr., or
20% of GDP, compared with 255 b.kr. at the beginning of the year.
Based on the Central Bank's macroeconomic forecast, the public
sector surplus might reach 3% of GDP in 2006, but is likely to fall to
2% in 2007. However, most of the surplus seems due to the boom,
as the structural (cyclically adjusted) surplus remains well below the
measured surplus.

Outlook for a sizeable increase in tax revenues over and above

the budget estimate

So far this year, tax receipts from goods and services have increased
by 16.5% in real terms, while the budget target is 5%. This additional
revenue growth will represent a 17 b.kr. windfall for the Treasury if it
lasts for the whole year.

By the end of July, personal income tax had generated 7.5%
higher real revenues year-on-year. The tax rate cut at the beginning
of the year was originally expected to reduce revenues by 2% in real
terms over the year as a whole. The present discrepancy would yield
the Treasury 6 b.kr. if sustained until the end of the year. National
insurance contributions, which were expected to rise by 3.5% in real
terms, are currently up by 12%, yielding an extra 3 b.kr. over the year
if this trend is sustained. Finally, capital income taxes and stamp duty
have boosted revenues by 6 b.kr. so far this year compared with the
corresponding period in 2004. The total tax receipts windfall for the
Treasury could therefore approach 30 b.kr. over the whole year.

Expenditures will probably overshoot the budget targets in
2005, but by nowhere near as much as the extra revenues. Excluding
interest, payments have increased by just over 3% in real terms,
against a budget target of 1%. The difference over the whole year is
equivalent to roughly 6 b.kr.

Accordingly, the fiscal surplus is heading for 30 b.kr., which is
20 b.kr. more than budgeted. Such a possible outcome was already
identified in Monetary Bulletin in December 2004. As pointed
out then, it is primarily the effect of a cyclical upswing rather
than a fundamental strengthening of central government finances,
although paying down of debt does represent such a consolidation.
The combined effect of additional prepayments using earmarked
privatisation proceeds from Iceland Telecom and the extra surplus
for the year will enable of 60 b.kr. in debt to be retired during the
year. Gross Treasury debt will decrease correspondingly. Based on the
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Chart V-1
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1. Central Bank estimate for 2005-2007.
Sources: Statistics Iceland and Central Bank of Iceland.

interest rate terms on the Treasury's borrowing, this reduction will
represent an annual saving on debt service amounting to around 3
b.kr.

Handsome fiscal surplus likely over the next two years

The fiscal position in 2006 is difficult to assess while the budget for
the year is still taking shape. However, it is known that the net wealth
tax will be abolished, and the personal income tax rate reduced by 1
percentage point to 23.75% and the high-income tax surcharge from
4% to 2%. These measures will cost the Treasury 9-10 b.kr. annually.
The Central Bank forecasts that real disposable income will increase
by almost 7%, due to three main factors: higher wages, increased
economic activity and tax cuts. The resulting demand impulse may be
expected to yield substantial additional revenues from taxes on goods
and services in 2006, which will offset some of the lost revenue from
the lower income tax rate.

Expenditure plans for 2006 are not so clear-cut. The Central
Bank assumes a 5% contraction in central government investment
and a 3% increase in public consumption. The government's
medium-term fiscal programme assumes 3.5% growth in transfers
in real terms, partly due to a rise in child allowance amounting to
more than 1 b.kr. over the year. These plans would leave expenditure
growth at a fairly modest level considering the circumstances, and a
sizeable fiscal surplus would continue.

In 2007 the final phase of the personal income tax cuts will go
into effect, whereby the rate will be reduced by 2 percentage points
and the tax-free limit for personal income raised by 8%. These cuts
are likely to cost the Treasury roughly 11-12 b.kr., compared to a
continuation of recent policy whereby the tax-free limit has tracked
changes in negotiated wage settlements.

Expenditure plans for 2007 are still unknown and will be
for some time, although a new three-year fiscal programme will
presumably be published with the new budget. The medium-term
programme from 2004 assumes a 2-2%:% increase in general outlays
in real terms, but a hefty rise in investments, which will exceed 50%
if investments for which privatisation proceeds have been earmarked
are added to existing plans.

According to the medium-term programme from 2004, the fiscal
deficit in 2007 would be equivalent to 1% of GDP as a result of tax
cuts, a turndown in economic activity and stepped-up investments.
The new Central Bank forecast shows considerably more activity and
GDP growth in 2007 than was assumed when the programme was
drawn up in autumn 2004, boosted by sizeable interest income on
the undeployed proceeds from the privatisation of Iceland Telecom
and lower-than-expected Treasury debt service. Thus a handsome
fiscal surplus is still likely in 2007 in spite of heavy investment.

Local government finances improve after a poor result in 2004

The municipalities’ result in 2004 was much worse than expected,
with a deficit of roughly 10 b.kr. according to new figures from
Statistics Iceland compared with a 3-5 b.kr. deficit in 2001-2003. The



main contributing factor was increased investment, from what was
admittedly a very low level in 2003. Estimates by the Association of
Local Authorities for this year show some improvement in results.
Municipal tax revenues are budgeted to rise by 8% in real terms
and expenditures by 1.5%, while net capital outlays will contract by
6.5%. By way of comparison, the Central Bank forecasts GDP growth
of 5% %. If these estimates hold, the local government deficit will
shrink this year. Expenditure targets for this year may prove difficult
to achieve, however, due to local elections in 2006 and the labour
market situation.

Little is known about the municipalities’ plans for 2006-7
except for loose long-term plans passed in 2004. Based on these
plans, in May the Ministry of Finance expected municipal revenues
and expenditures to increase in pace with GDP, showing a small and
diminishing deficit. High real estate prices will probably continue to
boost local government revenues next year and a supplementary
state contribution of almost 1 b.kr. is likely to be made to the
Municipal Equalisation Fund. This will reduce the deficit still further
and a surplus may even be shown in 2007. On the other hand, the
elections in 2006 still pose a risk. In 2007 they will be over and there
will be more scope for cost restraint.

General government surplus largely cyclical in nature

As mentioned elsewhere, the Central Bank forecasts a 3% increase
in total public consumption in 2006 and more than 2%2% in 2007,
which in both cases is below GDP growth. Public sector investment
is expected to contract by more than 9% next year but surge in
2007, according to plans that have already been announced. In the
June Monetary Bulletin it was argued that robust GDP growth and
demand could produce a general government surplus of 1%2% of GDP
this year and more than 2% in 2006. However, the cyclically adjusted
surplus would be only marginally above zero for both years.

Two developments since then have altered that picture. First,
the measured general government result for 2004 has turned worse
by just over half a percentage point of GDP, while the estimated
positive output gap for the year has been revised only slightly
upwards. The larger measured deficit is incorporated directly into the
cyclically adjusted data, so that the general government result for
2004 is now estimated at a ¥2% cyclically adjusted deficit instead of
the broad balance that was estimated in June. Since other revenue
and expenditure forecasts are based on 2004, an underlying deficit of
almost 2% is also included for 2005, even though the actual surplus
is estimated at the equivalent of 1%2% of GDP. Accordingly, this year's
entire general government surplus, and in fact slightly more than it,
will be solely the product of cyclical factors.

Second, the GDP growth forecast for 2006 has been revised
upwards since June, while the estimated output gap increases
relatively little. Faster growth raises revenues from earlier estimates,
but the current analysis still follows last year's Treasury estimates
for a modest rise in expenditure, since the budget for 2006 has not
been announced at the time of writing. Assuming little change in the
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Chart V-2
General government balance 2001-2007"

% of GDP

2001 2002 2003 2004 2005 2006 2007

— Estimates in June 2005 (to the year 2006)
— Estimates in September 2005

1. Central Bank estimate for 2005-2007.
Sources: Statistics Iceland and Central Bank of Iceland.

Chart V-3

General government cyclically adjusted
balance 2001-2007"

% of GDP

2001 2002 2003 2004 2005 2006 2007

— Estimates in June 2005 (to the year 2006)
— Estimates in September 2005

1. Central Bank estimates for 2005-2007.
Sources: Statistics Iceland and Central Bank of Iceland.
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output gap in 2006, the extra revenues boost both the measured
balance, which could exceed 3% of GDP, and the cyclically adjusted
balance, which appears to be heading for a 1% surplus. This implies
that two-thirds of the probable general government surplus in 2006
will apparently be cyclical in origin. Slower GDP growth is forecast
for 2007. Public sector investment is also expected to surge, partly
funded by privatisation proceeds. The measured general government
surplus is expected to shrink in that year, although it will remain close
to 2%2% of GDP notwithstanding hefty tax cuts, while the cyclically
adjusted balance will remain positive, at just over 1%.

It should be underlined that these projections are based on very
conservative assumptions for public sector consumption and transfer
expenditures of central and local government. As has been the case
for some time, the general position of public finances is strong,
especially the Treasury. However, the question remains whether a
1% cyclically adjusted surplus, amounting to around 10 b.kr., is an
adequate fiscal contribution towards cooling the economy.



VI Labour market and wage developments

Pressures broadly in line with the June forecast

Seasonally adjusted unemployment has changed little since March,
but the figure for August was 1.2 percentage points lower year-on-
year. Given the buoyant labour demand, wage drift is still moderate in
historical terms. This could alter, however. A review of private sector
wage agreements this autumn could also conceivably push up wage
costs. Statistics Iceland’s labour market survey for the second quarter
shows a substantial jump in labour use, with increases in both the
number of employed and average hours worked. The participation
rate and average hours worked are still below the peak reached during
the last upswing, so there could be scope for further increases.

Substantial growth in labour use

Labour use in Q2/2005 grew considerably year-on-year according to
Statistics Iceland's labour market survey, measured in terms of both
the number of employed and total hours worked.? Labour market
participation increased by 4,300 year-on-year in Q2/2005. Due to
a drop in unemployment, the increase in the number of employed
outstripped the rise in the participation rate, at 5,800 (3.7%). The
increase was more pronounced in regional Iceland (5.9%) than in the
Greater Reykjavik Area (2.6%).

Average hours worked increased by 0.9 hours per week, with a
much sharper rise among the oldest age group (55-74 years) where
it measured 3.4 hours. Total hours worked during the quarter were
up by 4.3%, the product of longer hours worked and an increase in
the number of employed. This is the first rise in both hours worked
and the number of employed since Statistics Iceland moved its
labour market surveys onto a year-round basis in 2003. Almost the
entire increase in total hours is the result of greater labour use in the
youngest (16-24) and oldest (55-69) age groups.

Labour market participation measured 83%:% in Q2/2005, up
half a percentage point year-on-year, which is a broadly the same
year-on-year change as in the first quarter. However, the participation
rate so far this year still lies below the peak reached in 1999-2001, so
domestic labour use could increase still further.®

The number of vacancies registered at employment agencies
indicates sizeable excess demand, and the increase in work permit
issuance this year suggests that it will only be met domestically to a
small extent. So far this year, vacancies have been running at double
last year's total” and almost 20% more new work permits have been
issued than in the whole of 2004.

5. Total hours worked are defined as the number of persons at work during the reference
week multiplied by average actual hours worked.

6. The findings of labour market surveys for 1991-2002 are not fully comparable with those
after 2003, however, due to changes in measurement methodologies.

7. See, however, the discussion of vacancies in Rannveig Sigurdardoéttir: The enigma of the
Icelandic labour market, Monetary Bulletin 2005/1, pp. 93-103.

ECONOMIC AND MONETARY
DEVELOPMENTS AND PROSPECTS

Chart VI-1
Changes in labour market 2003-2005

Participation Number of ~ Unemploy- Total Average
rate employed ~ ment rate hours hours
(percentage (%) (percentage worked worked
points) points) (%) (hours)

m Change between Q1/2003 and Q1/2004
B Change between Q2/2003 and Q2/2004
B Change between Q1/2004 and Q1/2005
@ Change between Q2/2004 and Q2/2005

Source: Statistics Iceland.

Chart VI-2

Changes in average hours worked and the
number of employed, relative to changes
in total hours worked Q1/2004 - Q2/2005

o 12-month change (%)

100

95 1
90 +
85 1
80
75 1
70 +
65

60

2004:1  2004:2 2004:3 2004:4 2005:1 2005:2

B Average hours worked
W Employed
— Total hours worked

Source: Statistics Iceland.

Chart VI-3
Labour force participation 1991 -2005'

% of labour force
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1. Q1/2005 and Q2/2005.
Source: Statistics Iceland.
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Chart VI-4

Average working hours per week 1991-2005'

Hours
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1. Q1/2005 and Q2/2005.
Source: Statistics Iceland.

Chart VI-5

Unemployment rate
January 1991 - August 2005
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Sources: Directorate of Labour and Central Bank of Iceland.

Chart VI-6
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Vacancies registered at employment agencies
and issuance of new work permits 1999-2005
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Unemployment rate unchanged since March

Seasonally adjusted unemployment has been broadly unchanged
since March, fluctuating in the range 2.1-2.2%.8 Unemployment has
risen in regional Iceland over this period, but declined in the Greater
Reykjavik Area. So far this year, the registered unemployment rate has
been 2.4%, in line with the Central Bank's June forecast. The forecast
remains unchanged at just below 2% unemployment for next year,
with a slight upward revision for 2007 to just under 2%2%.

Wage drift still in line with the forecast assumptions

Wage drift so far this year has remained in line with the Central Bank’s
forecast assumptions, according to Statistics Iceland’'s wage index.
The twelve-month rise in the index measured 6.7 % in August. Over
the same period the CPI rose by 3.7%, producing a 2.9% increase
in real wages. Negligible wage changes have been noted apart from
contractual increments under wage agreements, even in sectors
experiencing considerable excess demand over the past year, such
as construction and contracting. The main explanation is that excess
demand has been met with imported labour. However, substantial
excess demand for labour appears to be developing in services, in
both the private and public sectors. Wage pressures could therefore
begin to build up there in the coming months unless demand can be
met with labour imports where possible. Also, the pending review
of private sector wage agreements now appears more likely to drive
up wage costs. Accordingly, the Central Bank has revised its forecast
for wage cost increases upwards to 6.1% this year, just under 6%2%
next year and roughly 5%2% in 2007. Given the forecast for labour
productivity developments, this implies that unit labour costs will rise
by just over 4% this year and next year, and just over 3%2% in 2007.
Increases on such a scale are some way above being compatible
with the Bank's inflation target of 2.5%, and represent mounting
underlying inflationary pressure from the domestic labour market.

8. Inthe corresponding quarter last year, seasonally adjusted unemployment increased again
after a drop in autumn 2003. Conceivably, the higher unemployment rate in spring and
summer 2004 and the unchanged situation over those periods this year could partly be
the result of anomalies in seasonal adjustments.



VIl External balance

The outlook is for an even greater external deficit in 2005 than was
forecast in June. So far this year the external balance has worsened
markedly. A record current account deficit was shown in the first half
of 2005 and broadly the same figure looks likely to be added in the
second half of the year. The higher-than-forecast deficit is explained
by soaring forecast imports at the same time as the export estimate
increases only slightly. Furthermore, the deficit forecast for 2006 has
been revised upwards and a substantial deficit is still expected in
2007.

Record first-half merchandise deficit

A record deficit was shown on the merchandise account over the
first seven months of the year. At 44.4 b.kr., it surpassed the deficit
for the whole of 2004. Merchandise imports were up by 27.6% and
exports by 5.6%, both measured at constant exchange rates. The
monthly deficit in July was the largest ever recorded, when a surge in
imports combined with a contraction in exports to produce a deficit
of 10.2 b.kr. As a proportion of GDP, a higher first-half merchandise
deficit has never been recorded since quarterly GDP measurements
began. The merchandise deficit relative to GDP over the first seven
months of the year is roughly one-third greater in 2005 than when
the previous record deficit was set in 2000 (see Chart VII-1).

Current account deficit goes on widening

The first-half current account deficit was 65 b.kr., equivalent to just
over 14% of GDP — also a record figure. While the bulk of the deficit
originated in the merchandise account, the service account deficit
also widened sharply. Underlying imbalances may even be more
pronounced than these figures imply. The deficit on the balance on
income was smaller than might have been expected given the rapid
growth of net external debt. This was because of swings in reinvested
income from outward investments, which narrowed the deficit

-15

-25

-35

ECONOMIC AND MONETARY
DEVELOPMENTS AND PROSPECTS

Chart VII-1

Merchandise account balance
first-half figures 1997-2005

% of GDP

T T T T T T T T
1997 1998 1999 2000 2001 2002 2003 2004 2005

Source: Statistics Iceland.

Chart VII-2

Current account balance components
Q1/1996 - Q2/2005

Net current transfer is included in balance on income
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B Income account balance
@ Service account balance

B Merchandise account balance

Sources: Statistics Iceland and Central Bank of Iceland.

The balance of payments is a double-entry account of foreign
trade. It comprises the current account and the capital and financial
account. The current account covers all trade in goods and services
together with the balance on income (compensation of employees,
dividends and reinvested earnings, and interest payments) and
current transfers. While the current account shows current external
receipts and expenditures, the capital and financial account shows
capital flows, i.e. in- and outflows of capital in connection with
transactions between residents and non-residents. The main items
in the capital and financial account are capital transfers' and the
financial account. The financial account is classified into direct
investment, portfolio and other investment, and changes in the
Central Bank's foreign reserves. Investment in Iceland by non-
residents and residents’ sales of foreign assets cause capital inflows,

1. Which do not involve changes in the stock of the external position.

Box 2

Errors and omissions
in the balance of
payments
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Chart 1

Errors and omissions and total current
account and capital and financial
account flows 1990-2005"

1990 1992 1994 1996 1998 2000 2002 2004

I Total flow (left-hand axis)

Errors and omisions as % of total flow
(right-hand axis)

1. Values for 2005 apply only to the first-half of the year.
Source: Central Bank of Iceland.

Chart 2

Errors and omissions and the current
account balance as % of GDP 1991-2005'

% of GDP
4

1991 1993 1995 1997 2003 2005
M Errors and omissions

I Current account balance

1. Values for 2005 apply only to the first-half of the year.
Source: Central Bank of Iceland.

Chart 3

Errors and omissions
Q1/1991 - Q2/2005
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Source: Central Bank of Iceland.

while debt service, amortisation and residents’ investments abroad
cause capital outflows.

In theory, the current account and the capital and financial
account should balance, whereby a current account surplus is
deployed on external investment and/or reduction of foreign debt,
while a current account deficit is funded by foreign borrowing
or depletion of assets. In practice, however, this is not the case,
because all balance of payments items are measured independently,
irrespective of actual payment flows. Errors and omissions are a
balancing item, i.e. a net figure, so that errors in individual items
may cancel each other out if they have opposite numerical signs.
Thus the errors and omissions item is not necessarily a measure of
the quality of the balance of payments accounts, and a low figure
need not imply more accurate accounting.

There are three main explanations for imperfect balance of
payments measurements. First, a lag may occur because of indi-
vidual transactions, for example investment in transportation hard-
ware, borrowing, securities purchases, etc., are not recorded at the
“correct” time relative to the actual payments flow. At constant
prices and exchange rate, a lag will be levelled out over time.
Second, valuation errors may creep in when the price of individual
items is not “correctly” measured, neither in foreign nor domestic
currency. In Iceland, exchange rate volatility has compounded this
problem, especially when accompanied by lags in recording. Third,
a balance of payments error may stem from an error in recorded
volume. Individual items may be overestimated or underestimated
due to documentation errors, or because transactions or capital
movements between residents and non-residents are estimated
rather than absolute.

Chart 1 shows that, as a ratio of total current account and
capital and financial account flows, errors and omissions have
increased in pace with rapidly growing total flows. The persistent
negative error can probably be attributed to underestimated
investments abroad by Icelanders. The abolition of currency controls
and new investment opportunities, compounded by large changes
in the financial sector, have not made data collection any easier in
recent years and explain part of the growing error. Over the period
1995 to 2000, the errors and omissions figure was persistently
negative, implying that it was systemic. The main explanation could
lie in liberalisation of capital movements, in particular because data
collection methods were not updated in good time to reflect new
foreign currency regulations. When restrictions on foreign exchange
transactions were lifted, data were lost which had previously been
acquired by the Central Bank's foreign exchange supervision
department, e.g. on the surrender of foreign currency receipts
from exports. Seasonal errors have also become more volatile,
but broadly cancelled each other out over the calendar year until
1996. Quarterly balance of payments figures are initially stated as
provisional and generally need to be revised due to late data returns.
At the end of the year, quarterly figures are adjusted to incorporate
data from surveys in areas such as software exports, direct foreign
investment and private sector foreign loan movements. Since 1997,
the errors and omissions figure has grown quite markedly in kréna
terms, in line with increased external trade and capital movements.
Chart 3 shows the quarterly errors and omissions figure in b.kr., and
as a cumulative error spanning four and sixteen quarters.

Other Nordic countries also experienced an increase in errors
and omissions when they abolished currency controls and restrictions
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on cross-border investment. They are therefore generally considered
to originate in the capital and financial account. However, this view
is not universal, because in Sweden an underestimated services
item was eventually traced to intercompany transactions between
multinational parent companies and subsidiaries.

Chart 4 presents errors and omissions figures for selected
countries as a ratio of total transactions and average currency
flows over the period 2000-2004. Norway's figure is by far the
largest, followed by Finland and New Zealand. Iceland comes
close behind Finland with an average of 2.5%. Naturally such a
comparison is limited: for example, individual balance of payments
items can have different weights in different countries, especially
cross-border capital movements. Likewise, certain countries could
be disadvantaged by the choice of this period as a sample due to
economic and regulatory changes which could temporarily affect
their data acquisition.

Chart 4

Errors and omissions as a ratio of total
transactions and currency flows,
on average over the period 2000-2004

1. Data for 2000-2003 only.
2. Data for 2001-2004 only.
Sources: IMF, Central Bank of Iceland.

significantly in Q2. However, the debt service balance deteriorated,
after foreign debt grew by almost 37% in the first half of 2005 on
the back of a 40% increase in 2004. Were foreign interest rates not
close to their lowest level for decades, the debt service deficit would
have been even larger. Interest-bearing assets have also grown, but
not on the same scale.

The import growth forecast has been revised upwards from June
and the ratio of imports to GDP is expected to peak this year. Growth
is driven by massive imports of consumer durables and capital goods
for aluminium plants and power plants. Surging private consumption
and the strong kréna have stimulated imports of consumer durables.
Chart VII-3 shows the development of imports of consumer durables,
GDP, private consumption and the exchange rate trend over the past
seven years. When the kréna has appreciated, private consumption
growth has outpaced GDP growth and imports of consumer durables
have risen by even more. During depreciations, private consumption
growth is slower than GDP growth and imports of consumer durables
shrink or remain unchanged. Over the past year, the kréna has
appreciated significantly and both private consumption and imports
of consumer durables have increased at record rates.

Since the Central Bank's forecast assumes an unchanged
exchange rate from September 12, the average effective exchange
rate index will be lower in the second half of the year. Consequently,
rapid growth in imports of consumer durables is expected to continue
for the rest of 2005. Imports in connection with investments in the
aluminium and power sectors have surged so far this year, and will
probably increase further in the second half and peak next year.
Increased merchandise imports accompanied by a slowdown in
merchandise export growth will force the current account deficit even
wider this year. Compounding this trend, the buildup in external debt
will add to debt service. Thus the deficit will be equivalent to more
than 14% of GDP if the forecast holds. This would be the greatest

Chart VII-3

Developments of GDP, private consumption,
imports of durable goods' and the

exchange rate Q1/1999 - Q2/2005

0 Q1/1997 = 100

1999 2000 2001 2002 2003 2004 2005
— GDP
— Imports of durable goods
Exchange rate of kréna (quarterly average)
= Private consumption

1. Seasonally adjusted.
Sources: Statistics Iceland, Central Bank of Iceland.
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Chart VII-4

Net foreign debt, interest account balance
and foreign short-term interest rates
1990-2005'
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1. For 2005, net foreign debt and interest account balance
are for the first half of the year only.

Source: Central Bank of Iceland.

deficit in Iceland's statistical history. Previous peaks were 12.8%
in 1947 in the immediate postwar boom, 8.8% in 1968 when the
herring stock collapsed, 10.7% in 1974 when heavy investments
combined with a soaring real exchange rate and a deterioration in
the terms of trade, and 10.4% in 2000 when driven by a surge in
investment and private consumption.

The forecast for the current account deficit in 2006 has been
revised upwards since June, to the equivalent of over 11% of GDP,
which is nonetheless considerably less than this year's figure. Imports
are forecast to remain broadly unchanged year-on-year, while
exports will grow by more than 6%, largely due to a 20% increase
in aluminium exports over the year. This will still fail to cut back
the current account deficit significantly after recent years of import
growth. In 2007, exports are forecast to increase by 14%2%, led by a
surge in the aluminium sector. Imports are forecast to shrink by 1%
at the same time. Nonetheless, the deficit on the balance on income
will still amount to roughly 6% of GDP. It is estimated that around
half of the deficit this year and in 2006 will be directly and indirectly
attributable to imports connected with investments in the aluminium
and power sectors, but only one-third of the deficit in 2007, which
implies that the external balance for that year will fall well short of
being sustainable. If foreign interest rates rise by more than assumed
in the forecast, the outcome could be significantly more negative. All
things being equal, a rise of 1 percentage point in average foreign
interest rates increases the current account deficit by just under 1%2%
of GDP.



VIII Price developments and inflation forecast

Price developments

After slowing down in the spring, the rate of inflation has increased
again in recent months. In September the twelve-month rise in the
CPI measured 4.8%, thereby breaching the upper tolerance limit of
the inflation target for the second time this year. Inflation over the
past year has been broadly demand-driven, although higher fuel
prices in foreign markets have also been a contributing factor. The
demand impulse is most evident in housing price inflation, which is
the main driver of CPl inflation, but is also reflected in higher prices of
domestic services. Other components of the CPI apart from housing,
services and fuel remained stable or showed a decrease over the same
period. The appreciation of the kréna is the main factor at work there,
while a supermarket price war has also contributed to lower goods
prices, but now appears to be petering out. Excluding groceries,
prices of imported goods have fallen by much less than the kréna has
strengthened. Robust demand is the probable explanation.

Outlook for higher inflation in Q3 than was forecast in June
Inflation in Q2/2005 measured 3.2%, which is 0.1 percentage point
lower than was forecast in June. The difference is negligible; the
June forecast was made towards the end of the quarter. Inflation
in Q3 was forecast at 3.6% in June but now appears to be heading
considerably higher, to over 4%. Statistics Iceland's core indices
show broadly the same rate of inflation as the CPI. At the beginning
of September, the twelve-month rise in Core index 1 was 4.8% and
Core index 2 showed 4.6%.

Housing price inflation is probably peaking

The strongest impact of domestic demand on the CPI has been in
the form of higher housing prices, which have been by far the most
powerful driver of inflation in Iceland over the past year. However,
the housing component of the CPI has risen by less than market prices
of housing, due to lower interest rates and a new methodology for
evaluating them in the index.? In September, the housing component
had increased by 18% year-on-year, leaving inflation roughly 4
percentage points higher than if housing prices had remained stable.
Market prices have risen most in the Greater Reykjavik Area, especially
for detached housing, which soared by more than 50% over the
twelve months until September. Prices of condominium housing went
up by just over 35% over the same period. Regional housing prices
have risen much more slowly until recent months, when they firmed
to notch up a twelve-month increase of over 17% in September.
Overall housing prices rose by just over 33% over the same period.
Prices surged most in Q2, with monthly increases of 4-5% for both
detached and condominium housing in the Greater Reykjavik Area.
The rate of increase appears to have slowed down in Q3. In August

9. See Monetary Bulletin 2005/2, Box 3, p. 31.
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Chart VIII-1
Inflation January 2001 - September 2005'

12-month change (%)
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1. The core indices are compiled on the same basis as the CPI, with
Core index 1 excluding prices of vegetables, fruit, agricultural products
and petrol, and Core index 2 also excluding prices of public services.
Source: Statistics Iceland.

Chart VIII-2

Market prices of housing
March 2001 - September 2005
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Source: Statistics Iceland.

Chart VIII-3

Prices of housing and services
January 2002 - September 2005
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Source: Statistics Iceland.
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Chart VIII-4
Import-weighted exchange rate and import
prices March 1997 - September 2005
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— Import-weighted exchange rate index

— Imports excl. alcohol and tobacco
New cars and spare parts

— Groceries

Source: Statistics Iceland.

Chart VIII-5
Goods prices January 2001 - September 2005

12-month change (%)

2001 2002 2003 2004 2005

— Domestic goods excluding agricultural products
and vegetables

= Imported goods excluding alcohol and tobacco
Groceries

Source: Statistics Iceland.

and September the monthly rise was 1-2% in and around the capital,
although it should be noted that housing prices are prone to seasonal
fluctuations. The trend for regional housing prices is less conclusive,
since fewer and less homogeneous properties are involved, causing
sharper monthly fluctuations.

Slower decrease in prices of CPI items that are sensitive to
exchange rate movements

Offsetting the impact of higher prices of housing, services and fuel on
the CPI, prices of other goods have decreased over the past twelve
months. Goods with a high turnover rate and elastic prices are most
sensitive to exchange rate movements. Many grocery items are a
case in point. Groceries, which largely consist of food, fell by almost
10% from the beginning of the year to May (and by 7% over twelve
months). Following a month-on-month rise of 1.7% in September,
roughly half of this decrease had been reversed. Nonetheless, grocery
prices are still 3.5% lower year-on-year.

Food prices showed a marked drop in the spring, like other
groceries. Some of this reduction has now unwound. Imported food
rose by 4.4% month-on-month in September and domestic food
excluding agricultural products by 1%. In spite of the increase in
September, prices of imported food were still 7.4% lower year-on-year
and domestic food 1.4% lower. At the beginning of July, the year-on-
year decrease measured 12.5% and 2.6% respectively. At that time,
the year-on-year decrease in imported food more than matched the
appreciation of the kréna, but in September the development of the
exchange rate and imported food prices diverged again.

Robust domestic demand deflects the impact of the exchange rate
on goods prices ...

The reduction in prices of imported goods has not kept pace with
the appreciation of the kréna in recent months. While part of the
explanation lies in higher fuel prices, this trend can largely be seen as
the consequence of robust domestic demand, which gives sellers the
chance to increase their margins.

Prices of cars and other consumer durables, for example, have
come down very little relative to the appreciation of the kréna. From
September 2004 to September 12 this year, the kréna appreciated
by 12%, while prices of new cars went down by only 1.6%.
Reductions in prices of other imports than cars, food and fuel have
also been comparatively small, at 2.2%. Only a relatively small part
of the appreciation of the kréna over the past year appears to been
transmitted to lower prices of imported goods, apart from groceries.
The most likely explanation is surging demand growth. As discussed
in previous editions of Monetary Bulletin, the experience of countries
with floating exchange rates (including Iceland in recent years) could
also indicate a fundamental change in the impact that exchange rate
movements have on domestic price determination, whereby short-
term fluctuations in the exchange rate affect the development of
domestic inflation much less than when fixed exchange-rate regimes
were in place.
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The accompanying table shows the economic forecasts of financial
market analysts at the beginning of September. Participants in the
survey were the research departments of islandsbanki, Kaupthing
Bank, Landsbanki, and Economic Consulting and Forecasting.

Analysts are now forecasting as far ahead as 2007, and disagree
quite significantly about how developments will unfold that year.

The forecasters' assessment of inflation over 2005 and 2006
has hardly changed since May. They expect inflation over the year
to peak in 2006 at just over 5%, then to slow in 2007 to just
over 3% %. However, they foresee year-on-year rises until 2007,
to almost 4%2%. Inflation will therefore be some way above the
Central Bank's 2.5% target over the forecast horizon, and either
beyond or close to the 4% upper tolerance limit, in the analysts'
view. The Central Bank's baseline forecast over 2005 is higher, but
it expects inflation to decrease as soon as next year. For year-on-
year inflation, there is little divergence between the Central Bank’s
baseline forecast and the analysts' projections this year, while the
Bank forecasts a lower rate for the next two years. It should be
underlined that the Central Bank assumes an unchanged policy
interest rate and exchange rate over the forecast horizon. The
Central Bank's alternative scenario with variable interest rates and
exchange rate is very close to the market analysts’ forecasts, at
4% % on average next year and just under 5% in 2007.

Analysts have revised their forecasts for output growth down-
wards since May, but with more divergence between the highest
and lowest forecast values. On average they expect 6% growth
in 2005 and 4.8% next year, falling to 1.2% in 2007. The Central
Bank’s output growth forecast is overall rather more upbeat: 5.5%
in the current year, rising to 6.7% next year, and slipping back to
4.8% in 2007, when it diverges the most from the analysts' views.

Respondents have hardly changed their assessments of
exchange rate developments since their May forecasts, nor in fact
since February either. They foresee an exchange rate index around
122 twelve months ahead, with a further slide to around 130 after
two years.

The Central Bank raised its policy interest rate by 0.5
percentage points to 9.5% on June 7. Analysts apparently expect
that an end is in sight to the cycle of policy rate rises and forecasts

Overview of forecasts by financial market analysts’

Box 3

Financial market analysts’
assessments of the
economic outlook

2005 2006 2007
Average Lowest  Highest Average Lowest Highest Average Lowest Highest
Inflation (within year) 3.7 34 4.2 53 3.8 7.1 3.7 2.0 5.5
Inflation (year-on-year) 3.8 3.6 4.2 4.4 37 4.9 4.9 35 6.8
GDP growth 6.0 5.5 6.5 4.8 4.2 5.5 1.2 -1.0 25
One year ahead Two years ahead

Effective exchange rate index

of foreign currencies vis-a-vis

the kréna (Dec. 31, 1991=100) 118.8 115.0 123.0 130.5 127.0 135.0
Central Bank policy interest rate 9.3 8.5 10.0 7.4 6.0 9.3
Nominal long-term interest rate? 7.4 6.7 7.8 6.6 6.0 7.2
Real long-term interest rate3 3.6 35 3.8 34 3.0 3.6
ICEX-15 share price index
(12-month change) 5.3 -10.0 16.0 13.4 -14.5 30.0
Housing prices (12-month change) 8.8 5.0 15.0 11.9 7.0 20.8

1. The table shows percentage changes between periods, except for interest rates (percentages) and the exchange rate index for foreign currencies (index points). Participants
in the survey were the research departments of islandsbanki, KB banki and Landsbanki, and Economic Consulting and Forecasting. 2. Based on yield in market makers' bids on
non-indexed T-notes (RIKB 13 0517). 3. Based on yield in market makers' bids on indexed HFF bonds (HFF 150644).

Source: Central Bank of Iceland.
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a rate of 9.3% one year ahead and 7.4% after two years. Both
forecasts are lower than those made in May. It is interesting to
note how upbeat the analysts are about the timing of the start
of reductions in the policy rate, given the inflation outlook that
they forecast. It would appear that they expect the Central Bank
to begin lowering interest rates relatively soon in spite of inflation
which is not only rising but also well above the target.

Regarding equity price developments, forecasts diverge quite
sharply — as they have since the beginning of this year. One analyst
forecasts a drop in 2006, but the rest expect ongoing rises.

Finally, forecasters are unanimous that house price inflation
will ease after the surge that has been witnessed in the recent term.
However, they by no means expect real estate prices to drop over
the next two years.

Chart VIII-6
Components of the CPI in September 2005

Contribution to CPI inflation
in past 1, 3, 6 and 12 months

12 mo. 6 mo. 3 mo. 1 mo.

O Domestic goods excl.
agricultural goods and
vegetables

B Imported goods excl.
alcohol and tobacco

B Housing @ Public services

I Private services

Source: Statistics Iceland.

Chart VIII-7
Inflation expectations

Weekly data on the breakeven inflation rate
September 17, 2002 - September 13, 2005

%

T T T
2002 2003 2004 2005

— Breakeven inflation rate at 8 years
A Consumer expectations (survey-based)
4 Business expectations (survey-based)

Consumer expectations are based on expectations over the next twelve
months. Business expectations are based on expectations for 12-month
inflation for the current year in surveys in the first-half of the year and
for 12-month inflation to the end of next year in surveys in the second-
half of the year.

Source: Central Bank of Iceland.

... and services prices head upwards

Over the twelve months until September, prices of public services
rose by 6.9% and private sector services by 3.9%. The twelve-
month increase in prices of private sector services has been gaining
momentum in recent months. Higher prices of public sector services
contributed just over 0.5 percentage points to the CPI, while
private sector services, which weigh heavily in the index, added 0.9
percentage points. Hikes seem to be particularly common in labour-
intensive service industries. Cost pressures coupled with strong
demand probably account for the rise in services prices.

Medium-term inflation expectations appear to be 4% or more
Market expectations of inflation, measured as the yield spread
between indexed and non-indexed Treasury instruments with a
maturity of almost ten years, have gradually been creeping upwards.
By this measure, market agents expect inflation to average just under
4% over the next decade.

These expectations accord closely with the findings of IMG
Gallup's surveys of household inflation expectations. So far this year
IMG has conducted three such surveys: at the end of February/
beginning of March, in May and at the end of August/beginning of
September. Households forecast average inflation of around 4.1%
over the following twelve months in the first two surveys, and 3.8%
in the most recent survey. The median of the three surveys was 4%,
i.e. as many respondents expected inflation to exceed 4% as expected
it to be lower. In the most recent survey, households perceived the
inflation rate over the past twelve months as being 3.2%, so they
appear to expect it to gain pace in the near future. The survey
was conducted before inflation jumped to 4.8% at the beginning
of September, which may be assumed to have driven inflation
expectations higher, especially after the media debate that followed.

However, household inflation expectations appear somewhat
lower than the financial market analysts' forecasts for inflation, which
averaged just under 4%2% one year ahead and just over 5% over the
year (see Box 3).

All these yardsticks of inflation expectations indicate that a
considerably higher rate may be expected over the coming years than
is compatible with the 2.5% inflation target.



Inflation forecast

The inflation forecast published in this edition of Monetary Bulletin
shows yet again a higher rate of inflation two years ahead than is
compatible with the 2.5% target. In fact the overall inflation outlook
has deteriorated, especially in the near term. The Central Bank has
raised its policy interest rate by 0.5 percentage points since its last
inflation forecast was published in June, and it stood at 9.5% on the
day of the forecast. Over the same period, the kréna has appreciated
by 7%2%. The forecast is based on the technical assumption of an
unchanged policy rate and the exchange rate index remaining at 108
over the forecast horizon. In spite of these conservative assumptions,
the inflation outlook has worsened since June. An alternative
inflation forecast is also presented based on variable interest rates
and exchange rate. Under this scenario, if interest rates broadly track
market expectations, the kréna will depreciate and inflation soon
rise above the baseline forecast. While neither forecast is founded
on completely realistic assumptions, both of them underline that the
inflation target is unlikely to be attained unless the policy stance is
tightened considerably in the coming months from what is implied in
market expectations.

Mounting domestic inflation pressures ...
As in previous Central Bank forecasts, the main driver of inflation over
the next two years is substantial and growing pressures in the domestic
goods market, which can be traced to robust growth in domestic
demand well beyond the capacity of the economy. According to
revised data, the degree of excess capacity in 2002 was overestimated
and production capacity became fully utilised during 2003. The
forecast for the positive output gap has been revised upwards since
June to as much as 5% next year, assuming an unchanged monetary
stance and exchange rate. These pressures when the cycle peaks next
year are stronger than was forecast in June, and much greater than at
the last cyclical peak in 2000. In fact, macroeconomic imbalances on
such a scale have not been seen since 1980.

Inflationary pressures have also been driven by rising wage costs.
The outlook is that unemployment will remain low over the forecast
horizon, and some way below a level compatible with price stability
for most of the period. Labour market pressures typically break out
in increased wage drift — unit labour costs are now forecast to rise by
more than 4% this year and in 2006. A slightly smaller increase will
be seen in 2007, although still over 3%2%. Thus the rise in unit labour
costs is well above the 2.5% inflation target over the entire forecast
horizon, in spite of relatively strong productivity growth.

... but the strong kréna will temporarily constrain inflation

Building domestic demand pressures are offset by the strong kréna
and relatively low foreign inflation, in spite of massive fuel price
rises in international markets. The kréna has appreciated since the
last forecast and is strong in historical terms. However, it should be
borne in mind that exchange rate movements have only a short-lived
effect on domestic inflation, unless they also impact medium-term
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Chart VIII-8
Revised Central Bank inflation forecast
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inflation expectations. Thus the impact that lower import prices (in
domestic currency) have on domestic inflation developments can
be expected to peter out over the forecast horizon. Furthermore,
there are indications that the short-term effect of exchange-rate
fluctuations on domestic inflation has been weakening in recent
years, as discussed in previous editions of Monetary Bulletin.

Inflation likely to be around the upper tolerance limit of the target
over the forecast horizon

In spite of the higher policy rate and stronger kréna, the inflation
outlook one year ahead is considerably poorer than in the June
forecast. In June, the Central Bank forecast a short-term drop in
the inflation rate, caused by the currency appreciation. In the new
forecast, upward revisions of the positive output gap and higher unit
labour costs outweigh the impact of the stronger kréna. Inflation
expectations have also edged upwards, as pointed out above.
Inflation is forecast at 4.2% one year ahead, compared with 3.3%
in the same quarter in June (2.7% over the corresponding one-year
horizon).

However, the two-year scenario has changed little since June.
Inflation is now forecast at marginally above 4% two years ahead,
while in June it was just under 4% in the same quarter (3.7% over
the same two-year horizon).

The outlook is that inflation will remain well above the 2.5%
target over the forecast horizon, and around the upper tolerance
limit for virtually the entire period. If the exchange rate remains
unchanged, inflation will probably slow in the course of 2007 and
approach the target in mid-2008. However, it seems implausible to
expect the exchange rate assumptions behind the forecast to hold
for so long.

Forecast with variable interest rates and

exchange rate

In the present climate it is extremely unrealistic to assume that the
exchange rate will remain unchanged from its current value across
the entire horizon. It is also obvious that the bottom line of such
a forecast is that the monetary stance needs to be tightened from
its present level. The baseline forecast is thus based on technical
assumptions which are unlikely to hold except for a short time. Above
all it describes the way that the Bank considers developments are
most likely to unfold if it takes no further measures and keeps the
monetary stance unchanged. It therefore represents a useful indicator
of whether the interest-rate level at any given time is sufficient to
ensure that the inflation target is attained. In a climate of reasonable
macroeconomic balance, such a forecast can give a fairly realistic
picture of the way economic developments are likely to unfold. On
the other hand, under substantial imbalances — as in the present
climate - the outcome of such a forecast may prove wide of the mark.
The more pronounced the imbalances, the more implausible it is to
assume that the Central Bank will take no further action to counter
accumulated inflationary pressures. When the real exchange rate is



abnormally high, as it is at present, the assumption of an unchanged
exchange rate for the long term also becomes increasingly less
tenable.

For this reason, in its December 2004 Monetary Bulletin the
Bank presented for the first time an alternative inflation forecast
based on variable interest rates and exchange rate. It uses an interest-
rate path based on market expectations for the development of the
policy rate, which can be read from implied forward rates.’® This is
shown in Chart IlI-6 on p. 18. The forecast presented here, however,
assumes a somewhat slower reduction in the policy rate than can be
read from this curve (which is shown on the same chart and based
on the path forecast by financial market analysts in the survey in Box
3). Market expectations imply that the policy rate will soon peak at
just over 10%, and soon enter a steady decline. Instead of following
this path completely, the alternative forecast assumes that the policy
rate will remain close to 10% until the middle of next year, and then
begin falling. Based on this path, the average policy rate will be 9.4%
this year instead of 9.2% in the baseline forecast and 9.7 % next year
(instead of 9.5%), then fall to 7.6% on average over 2007.

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 between the
policy rate and foreign traded-weighted forward rates, but allowing
an exchange rate risk premium. On the basis of this analysis, the
interest-rate differential with abroad remains wide until the middle of
next year, then gradually narrows to around 4% at the end of 2007.
Consequently, the kréna will gradually depreciate and the exchange
rate index will be close to 120 at the end of 2007.

The monetary stance will not be as tight as in the baseline
forecast ...

On the assumption that interest rates and the exchange rate will
develop along the lines outlined above, output growth this year
would be marginally less than in the baseline forecast, reflecting
slightly higher real interest rates. However, real interest rates would
be somewhat lower in 2006, notwithstanding a slightly higher policy
rate, due to the increasing inflationary impact of the depreciation
of the kréna. In 2007, the policy rate would be lower than in the
baseline forecast, and real interest rates significantly lower. Thus this
forecast implies a sizeable easing of the monetary stance compared
with the baseline forecast, and faster output growth over the next
two years, at over 7% in 2006 and more than 6% in 2007. This
would be reflected in an even more positive output gap, in excess of
5% for both years.

... and the inflation outlook will be darker

Higher output growth and the weaker kréna produce a considerably
darker inflation outlook in this forecast, compared with the baseline
forecast. Inflation would be just over 4%2% (instead of just over 4%)

10. See note 2, p. 7.
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one year ahead and over 5% (instead of 4%) two years ahead.

Chart VIII-9

Inflation forecast based on variable Likewise, inflation would be well beyond the 4% upper tolerance

interest-rate and exchange-rate assumptions limit over the entire horizon. Chart VIII-9 compares the baseline
6% forecast and the forecast based on variable interest rates and

exchange rates.

Market expectations about the timing of monetary easing seem
unrealistic

The policy interest-rate path based on market rates is clearly
incompatible with the inflation target. Either this path is unrealistic,

2003 2004 2005 2006 2007 or the market doubts the Central Bank’s commitment to the inflation
— Central Bank baseline forecast target. The path could therefore signal that monetary policy lacks
— Forecast based on variable interest rate and credibility. In order to contain inflation, real interest rates need to

exchange-rate assumptions

be forced up, instead of allowing them to decline as happens in
this forecast. The interest-rate path used in the forecast, however,
generates a slightly higher policy rate over the horizon than the
market seems to expect, judging from the yield curve. Moreover,
the exchange rate path that is used implies a relatively modest

Chart VIII-10 depreciation compared with recent forecasts from some commercial
Previous Central Bank inflation forecast banks' analysts.

(in Monetary Bulletin 2005/2)

Forecasting period: Q2/2005 - Q2/2007 R|Sk profl Ie

Risks have moved to the upside since the June forecast
The inflation forecast is always fraught with uncertainty. Since
developments are unlikely to unfold exactly as forecast, it is vital
to take into account the entire risk profile in assessing the inflation
outlook two years ahead.
The risk profile of the forecast is broadly comparable with that of
o 11— the Central Bank's recent forecasts. The main risk involves exchange
2003 2004 2005 2006|2007 rate developments, as the variable-rate forecast demonstrates. There
is a risk of a depreciation over the forecast horizon which would

Current Central Bank inflation forecast

Forecasting period: Q3/2005 - Q3/2007 amplify inflation, especially in the case of a sharp slide. Likewise, a

review of private sector wage settlements in November could lead to

higher wage claims than assumed in the forecast, which would push
inflation up further, other things being equal. An easier fiscal stance
than assumed is another risk to the upside. Conceivably, the impact
that announced and promised tax cuts and rising asset prices will have

on private consumption could be underestimated. In the opposite
direction, soaring household debt could keep private consumption
growth in check later on over the horizon. Foreign interest rates

2003 | 2004 2005 | 2006 | 2007 . . )
could rise more than forecast, dampening domestic demand growth
- CPI W 50% fid int | . . . .
. con » ence frl erval ) _

N in the second half of the horizon. Table VIII-1 summarises the main
— Inflation target B 75% confidence interval

Lower tolerance limit 1 90% confidence interval asymmetric uncertainties in the forecast.

Upper tolerance fimit All told, the forecast risk is considered to lie slightly to the upside
The charts present the »eshmated confidence intervaﬁls of the forepast forv the )
o darkcet vanges how e conesponding 785% confidence merva and the one year ahead, and strongly upward two years ahead. The risk
darkest range shows the 50% confidence irjterval. The yncerlainly increases . . . .
e oy 1 s oot e o e e profile has therefore been revised upwards over the entire horizon.

shown by historical forecasting errors, which reflect volatile inflation in the . ' .

period 2001-2002 immedately after Iceland moved on to an inflation target. Chart VIII-10 presents the estimated confidence intervals for the
A detailed description of how the probability distribution is calculated is given

in Appendix 3 to Economic and monetary developments and prospects,

Moneary Bulletin 2005/1. current forecast compared with the June forecast.



Table VIII-1 Main asymmetric uncertainties in the inflation forecast

Uncertainty Explanation

The impact of lower long-term interest rates and easier
credit access, and the potential effect of rising wealth
on consumption, could be underestimated

Private
consumption

Increased indebtedness could curtail private consumption
growth beyond the baseline forecast

Wide current account deficit and increasing inflation
exert downward pressure on the kréna

Exchange rate
developments

Wage Inflation prospects and the outcome of specific
developments wage agreements could lead to renegotiation of
private sector wage agreements

The fiscal stance could be easier than assumed in the
baseline forecast, especially with municipal elections
scheduled for 2006 and a general election for 2007

Fiscal policy

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

Asset prices

Global Foreign interest rates could rise faster and by
economy more than assumed, increasing external debt
service beyond the base forecast

Central Bank risk pofile One year ahead
Monetary Bulletin 2004/3 Symmetric
Monetary Bulletin 2005/2 Symmetric
Monetary Bulletin 2005/3 Upward

Significantly lower probability of attaining the target over

the horizon if the policy rate remains unchanged

Table VIII-2 shows the Bank's assessments of the probability of
inflation being in a given range, based on the confidence intervals.
The probability that inflation will be within the tolerance limits of the
target two years ahead has decreased significantly, with a probability
of only one-third that it will be below 4% then if the monetary stance
remains unchanged. The probability of inflation close to the 2.5%
is very slight. For example, there is less than 10% probability that
inflation will lie in the range 2-3% two years ahead even if the krona
remains strong over the period, if no further monetary measures are
taken.

Table VIII-2 Probability ranges for inflation over the next two years

Inflation
Under In the range Under In the range Over
Quarter 1% 1% - 2% % 2%% 2%% - 4% 1%
Q3/2005 <1 <1 <1 15 85
Q2/2006 <1 1 1 38 61
Q2/2007 <1 4 4 30 66

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

ECONOMIC AND MONETARY
DEVELOPMENTS AND PROSPECTS

Inflationary impact

Risk of underestimated demand pressures and
thereby of underestimating inflation

Risk of overestimated medium-term demand
pressures and thereby of overestimating inflation

Risk of the kréna depreciating and thereby of
underforecasting inflation

Risk of underestimated wage rises and thereby of
underforecasting inflation

Risk of underestimated demand pressures and
thereby of underforecasting inflation

Risk of overestimated demand pressures and thereby
of overforecasting inflation

Short-term risk of the krona depreciating which
would drive inflationary pressures

Two years ahead
Upward
Upward
Upward
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It is important to remember that both the baseline forecast
and the risk profile are based on an unchanged policy interest rate
over the forecast horizon. Indeed, the main task of monetary policy
is to ensure that the economic scenario implied by the forecast and
the main risks does not materialise. In this respect, the confidence
intervals of the forecast are likely to be overestimated.



IX Monetary policy

Growing macroeconomic imbalances call for a tighter stance

As the above analysis reveals, economic developments since the spring
have been characterised by growing macroeconomic imbalances.
Asset prices have surged, lending growth has increased, private
consumption growth has hit a record level, the current account deficit
is at its widest for a decade and inflation has picked up speed in recent
months after slowing down in the spring, and has now moved beyond
the tolerance limits. The message for both the monetary and fiscal
authorities is clear. A tighter stance is necessary in order to ensure
price stability and economic stability in general in the long run.

The causes of the current buoyant growth have been discussed
in previous editions of Monetary Bulletin: the combined impact
of massive industrial investments and significant changes in the
Icelandic credit sector, not least the unforeseen structural changes
in the mortgage market in the second half of 2004. While many
characteristics of the present upswing resemble the boom at the
end of the 1990s, many of them are stronger. For example, the
housing market is at present even more overheated and housing
prices are probably further above long-term equilibrium. Growth in
private consumption is currently driven by heavy borrowing and debt
accumulation rather than a surge in real disposable income, which
took place in 1997-1999.

Longer lag in monetary policy transmission, which is more
dependent on an exchange rate adjustment

One of the characteristics of the present upswing is that the rise in
the policy interest rate from 5.3% to 9.5% has so far had a negligible
impact on real long-term interest rates. Monetary policy measures are
always transmitted with a considerable lag, which was also the case in
the last upswing. However, the lag appears to be longer now. There
are two probable reasons: the changes in the Icelandic credit sector,
which have outweighed the impact of the tighter monetary stance,
and exceptionally low foreign interest rates, which have remained
close to their historical low or even gone down, while domestic short-
term rates have moved in the opposite direction. Long-term interest
rates on German bonds in the summer were at their lowest for a
whole century. Towards the end of the upswing in the 1990s, interest
rates in Europe and the US were generally on an upward path, after
a short-lived drop in 1998, and they moved in the same direction as
the Central Bank's increasingly restrictive policy rate.

The outcome of these exceptional circumstances is that monetary
policy measures have to a large extent been transmitted through an
appreciation of the kréna, but in other respects the transmission has
been confined to the shorter end of the nominal yield curve. The
interest-rate differential with abroad is currently wider than when
the upswing of 1998-2000 peaked, and the kréna is stronger. Low
foreign interest rates have also contributed to surging asset prices,
domestically as well as abroad.

ECONOMIC AND MONETARY
DEVELOPMENTS AND PROSPECTS

Chart 1X-1

Central Bank policy interest rate and
yields on indexed long-term bonds

Weekly data, January 8, 1997 - September 13, 2005
%

1997 1999 2001 2003 2005

— Policy interest rate

— Treasury bonds (RIKS 15 1001)
Housing bonds (25-year1)

— HFF bonds (HFF150434)

1. Combined series: IBH 21 0115, IBH 22 1215, IBH 26 0315.
Source: Central Bank of Iceland.
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Ideas for “letting inflation through"” are dubious

The present unique climate presents a challenge to monetary
policy implementation and has certain undesirable impacts on its
effectiveness. The tightened stance at the moment has very disparate
effects on different sectors: it hits exporters hard but leaves households
relatively unscathed. Should monetary policy take such conditions into
account? Should the inflation target be temporarily relaxed to ease
the strain on exporters? Is it advisable simply to “let inflation through”
while the current phase of large-scale investments lasts?

Such misconceptions are highly dubious. Inflation has a tendency
to be self-amplifying in the absence of a sufficiently tight monetary
stance. The credibility of the inflation target has a major impact on
inflation. Had the Central Bank not already tightened its stance,
inflation and inflation expectations would be higher than their current
rate. The labour market would probably be even tighter, and the
combined effect of inflation and labour shortages would spur wage
drift and higher wage claims under the pending pay settlement
review. Inflation would gradually escalate, driven first by higher wage
rises and a more positive output gap, and eventually by a depreciation
of the kréna when higher prices and labour costs pushed the real
exchange rate of the kréna to a level that would be unsustainable in
the long run. Real interest rates would then plunge, unless the Central
Bank raised interest rates even higher than it has already done. Since a
failure to take action would probably send inflation expectations even
higher, the Central Bank could be forced to resort to a sharp interest
rate hike to rein inflation back in. “Evicting” inflation once it has been
“let in" will invariably be more painful than pre-emptive measures to
block its entrance, not to mention the direct damage caused by a high
and volatile rate of inflation. The sectors now squeezed by the high
real exchange rate would soon be no better placed if their competitive
position were eroded — i.e. if the real exchange rate increased — by
higher inflation and labour costs than in trading partner countries and
they would be worse off when it came to driving inflation back down.
Iceland has a long and painful experience of such stop-go scenarios.

Skewed composition of current inflation makes little difference

in the long run

Another consequence of the current unique situation is an unusually
skewed composition of inflation. In many ways it has unfolded along
fairly traditional lines. It has emerged in fields shielded from foreign
price competition — i.e. has initially largely been confined to services
and housing costs — while the strong kréna keeps the lid on goods
prices. However, the recent picture has been exceptionally black-
and-white. Excluding the housing component, CPI inflation was
virtually zero in the summer, because lower goods prices roughly
offset the rise in services prices. Even after a spike in goods prices in
September, the twelve-month rise in the CPI excluding the housing
component is only 1.5%."1 Seen solely in terms of past inflation, such

11. The Harmonised Index of Consumer Prices (HICP) across the European Economic
Agreement Area has shown broadly the same rate of inflation.



figures may hardly seem to warrant restrictive monetary measures.
Monetary policy decision-making, however, seeks to be forward-
looking, however uncertain the future might be. The surge in housing
prices that has been the main root of inflation over the past twelve
months is also one of the main drivers of private consumption growth
and a reflection of strong excess demand in the economy. Current
high asset prices give a major impulse to demand, which amplifies
the output gap and thereby inflationary pressures in the years to
come. Moreover, the present strength of the kréna implies a greater
probability of a subsequent depreciation, which monetary policy
must also take into account. Over the medium term, the current
composition of inflation is largely irrelevant; the crucial consideration
is what overall economic developments imply for the inflation outlook
two years ahead or beyond. Recently the Central Bank has simply not
considered that outlook good enough. The medium-term inflation
outlook rather than past inflation is the reason that the Central Bank
has raised its policy rate by more than 4 percentage points since
spring 2004, although the rate of inflation happens to have been
above target all that time.

Strong kréna and high asset prices heighten uncertainties

about the turning-point

Over time, the fact that the present inflation is largely driven by
higher asset prices may prove important. At some point, housing
prices may fall. This turning-point is difficult to predict, but when it
is reached it could have a substantial effect on demand. In fact, a
mere stagnation in housing prices could have wide repercussions if
households have to a large extent funded their private consumption
growth by mortgage equity withdrawal from increasingly higher-
valued housing. A situation may arise where the tight monetary
stance, which hitherto has left households largely unscathed, does so
with redoubled force.

A turning-point in asset markets is seldom predictable. Neither
are exchange rate developments. Foreign issues of krona-denominated
bonds, which are discussed in more detail in the Box on p. 68, fuel
this uncertainty and could conceivably reinforce the swing. Given
the unprecedented divergence of real estate prices, the exchange
rate, demand and the external balance from long-term equilibrium at
the moment, such an adjustment is arguably more likely than often
before, even though its timing and scale remain uncertain. While
the turning-point is likely to coincide with the end of the investment
programme that is under way this year and next year, its exact timing
and speed depend upon too many variables — e.g. the terms of trade,
fish catches, foreign interest rates, the exchange rate, asset prices
and government measures — to make an accurate forecast of the
nature and scale of such an adjustment feasible. Also, the adjustment
period which could begin within a couple of years will be the first one
experienced under the current monetary policy framework.
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Chart 1X-2

Deviation of inflation from the
Central Bank inflation target
and tolerance limits

2001 2002 2003 2004 2005

Source: Central Bank of Iceland.

Expecting the Central Bank to keep inflation close to target over
the medium term is realistic, but it cannot prevent

cyclical fluctuations

Monetary policy can therefore only be forward-looking to a limited
extent over the next few years. It will to a large extent need to respond
to unforeseen circumstances. Consequently, it is unrealistic to expect
that inflation will never deviate by more than 1.5% from the target.
Even more unrealistic is to insist that the Central Bank should prevent
the fluctuations in private consumption which invariably accompany
a readjustment towards a new equilibrium.

However, it is realistic to demand that over the medium term,
inflation will, on average, be close to the target. This entails that
inflation should not be more often or further above target than below
it.

Unfavourable performance compared with other inflation-targeting
central banks — but not as much as may appear on first impression
Different countries’ success with inflation targeting is discussed in
Appendix 1 below. The analysis reveals that Iceland's performance
since it adopted an inflation target has been considerably poorer
than that of most industrialised countries. Inflation has been above
target by an average of 1.7% and the numerical value of target range
misses has likewise been 1.7 %.

Several qualifications need to be made, however. Iceland is
disadvantaged in this comparison in certain respects. For example,
some central banks did not adopt an explicit numerical inflation
target until they had reined inflation in. Some have even changed
their targets in line with the inflation outlook, which has reduced
their target misses. Confining the comparison to the period after
November 2003 — which to some extent is more natural, because
the inflation target was supposed to be reached before that deadline
under the joint declaration by the Central Bank and the Government
of Iceland from March 200172 - Iceland'’s record is better, although
still not acceptable. Another point to remember is that the average
deviation from target since November 2003 is fully accounted for by
rises in the housing component of the CPI. Excluding the housing
component, average inflation has been only 1.6% over the period
since November 2003, and 3.2% since Iceland moved onto the
target in March 2001. If the target had been defined in terms of
the Harmonised Index of Consumer Prices, inflation would have
developed broadly in line with the target from the time when it was
scheduled to be attained.

Given that very few central banks consider themselves able to
exert any significant influence over asset bubbles or are willing to do
so, it may be concluded that the Central Bank of Iceland’s performance
so far has not been as wide of the mark as first impressions may
suggest. However, the Central Bank has only a short experience of
inflation targeting and its resourcefulness will be firmly tested in the

12. In fact the inflation target was attained a year earlier, which must be considered a good
performance, given the situation before then.



coming years. The Bank is determined to attain the target in spite of
extremely difficult conditions, in order to safeguard its credibility and
fend off higher long-term inflation expectations.

Transparency enhances the effectiveness of monetary policy ...

Part of the process of containing inflation expectations and building
confidence in monetary policy is to implement it as transparently
as possible. The Central Bank has promoted transparency with the
publication of its quarterly Monetary Bulletin, in which it candidly
airs its views. However, the market cannot insist that the Bank's
measures should always be totally foreseeable, since they are not
always foreseeable to the monetary policy decision-makers either. At
any given time, the Central Bank must assess the need for a restrictive
monetary policy on the basis of forecasts, other available data and
deliberations of the policy-makers. Whether and when interest rates
should be changed, on the other hand, is not a matter of making a
simple calculation, despite the raft of forecasting models consulted
in the decision-making process. Rather, the decision is based on
insight, expert opinion by Bank staff and, ultimately, the appraisal of
the Board of Governors. Decisions can never be entirely foreseeable,
neither to those involved in making them nor to parties outside
the Central Bank, and least of all when they are made by a board
of governors, as is the case in Iceland, or by a monetary board or
committee, as in many other central banks.

When the Central Bank announces its monetary policy decisions
in Monetary Bulletin it likewise indicates its views at that time on the
probable future development of the policy rate. Such indications can
perform an important function in the transmission of monetary policy
decisions across the interest rate spectrum and thereby contribute to
the effectiveness of the policy. However, the Bank's baseline forecasts
assume unchanged interest rates and exchange rate. There are two
main reasons. First, short-term exchange-rate changes have proved
impossible to forecast (even when there are strong arguments for
certain long-term movements). This implies that the future path of
the policy rate will also be hard to forecast, because the exchange-
rate path has a strong impact on the inflation outlook which in turn
affects the policy rate path, and vice versa. Second, such a forecast
serves as a guide in interest-rate decisions, by indicating the inflation
outlook two years ahead if the policy rate remains unchanged. The
publication of such a forecast should therefore contribute to a more
transparent monetary policy decision-making process.

... but an inflation forecast based on fixed interest rates and
exchange rate can have side-effects

Nonetheless, this method of explaining the views underlying monetary
policy decisions is not without its flaws. For some time these forecasts
have shown a higher rate of inflation than is compatible with the
inflation target, which makes the assumption of an unchanged policy
rate over the forecast horizon increasingly unrealistic. Although
the Central Bank has repeatedly underlined that its forecasts are
conditional, and that its policy will aim to prevent such a scenario

ECONOMIC AND MONETARY
DEVELOPMENTS AND PROSPECTS

Chart IX-3

Central Bank policy interest rate in real
terms according to various measurements
Daily data September 19, 2002 - September 19, 2005

%

2003 2004 2005

Central Bank policy interest rate in real terms according to:
— Inflation forecast one-year ahead
Inflation forecast two-years ahead
® Household expectations
@ Business expectations

Household expectation surveys were made in May and at the end of
August/beginning of Sept., business expectations are for twelve-month
inflation to end-2006.

Source: Central Bank of Iceland.

Chart IX-4
Central Bank policy interest rate in real terms

Daily data January 8, 1997- September 13, 2005
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Central Bank policy interest rate in real terms according to:
— Two-year breakeven inflation rate

Eight-year breakeven inflation rate
A Household inflation expectations
@ Market inflation expectations
Household inflation expectations are based on expectations over the
next twelve months and market inflation expectations on the twelve

months until end-2006.
Source: Central Bank of Iceland.

Chart I1X-5

Nominal GDP and Central Bank policy
interest rate

Quarterly data Q1/1998 - Q2/2005
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= Policy interest rate
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Source: Central Bank of Iceland.
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from materialising, this message does not appear to have come
across completely. A succession of forecasts showing higher inflation
than is compatible with the target could conceivably fuel inflation
expectations and thus undermine the monetary stance. In fact, the
Central Bank has also published alternative forecasts based on an
interest rate path derived from the implied forward rate and an
exchange rate path based on uncovered interest rate parity.’ Such
variable-rate forecasts have recently shown less short-term inflation
than the baseline forecast, but higher inflation two years ahead. The
apparent implication is that the interest-rate path as perceived by the
market is not sufficiently restrictive. Variable-rate forecasts also give
an indication of where the preferable interest-rate level over the next
few years may lie (presumably higher than expected by the market)
but, like the baseline forecast, have the drawback of possibly driving
up inflation expectations.

An interest-rate forecast could be published

The third option is to publish a forecast based on the optimum interest-
rate path, i.e. the estimated path of policy rate needed to attain the
inflation target. A number of central banks have been moving in
this direction in recent years. By their very nature, such forecasts will
always show inflation close to the target, and effectively constitute
interest-rate forecasts rather than proper inflation forecasts. They are
resource-demanding and hence could be difficult for a central bank
as small as the Central Bank of Iceland to handle. These forecasts
would display a high degree of uncertainty and it may be advisable
to have a longer sample period to make it possible to evaluate the
forecasting models based on data from the period after the inflation
target was adopted. Thus the Central Bank might not consider it
feasible to publish such a forecast in the near future, but the matter
still deserves consideration.

The monetary stance is still not sufficiently tight

The inflation forecast published in this edition of Monetary Bulletin
shows yet again that there are grounds for further tightening the
monetary stance. The finding in Section Ill is that the marginally tighter
financial conditions of businesses and households since the spring
make little difference, because other forces have been counteracting
the stance. Although inflation expectations are presently vaguer than
often before, it can be concluded that they are still some way from
being compatible with the inflation target. The policy interest rate has
risen in real terms by various criteria, but still appears to fall some way
short of being as restrictive as during the last upswing. Given that the
stance then was apparently not tight enough — partly because the
Central Bank operated under a fixed exchange-rate regime at that
time — and that the current imbalances seem even more pronounced
than at the end of the last century, it can be inferred that the policy

13. l.e. based on the forward interest-rate differential with abroad (using trade-weighted
forward short-term rates).



rate needs to be at least as high as then in real terms, but probably
considerably higher.

Another common gauge of the monetary stance is the difference
between the policy rate and nominal GDP growth. A positive
difference, i.e. a policy rate higher than nominal GDP growth,
represents a tight stance. The negative figure for last year indicates
that the monetary stance was far too accommodative then, and
although it ceased to be lax roughly at the end of the year, the stance
cannot be considered particularly tight. This development reflects the
fact that GDP growth and inflation have in retrospect persistently
proved higher than was expected, so the monetary stance was not as
tight as had been aimed for.

The Central Bank is determined to enhance the credibility of its
monetary policy

Inflation was more than 1%2% above the target at the beginning of
September. This does not entail any other direct obligation for the
Central Bank than to write a report to the Government explaining
the reasons for the deviation from target and the monetary policy
measures needed to attain the target, which was done with the
report published on September 19 and again in this edition of
Monetary Bulletin. However, high inflation as in the past year can
tarnish the credibility of monetary policy. Assuming an unchanged
exchange rate, the inflation target seems unlikely to be attained
before 2008. A sizeable depreciation of the kréna could delay that
process even longer. This is an unacceptable result, which underlines
that expectations about monetary policy soon returning to a neutral
stance — as can be read from the nominal yield curve — are unrealistic.
It seems more likely that the policy rate needs to be kept high — and
higher than its present level — for much longer than most market
participants seem to think.

On average, inflation has been some way above the target
ever since its introduction, inflation expectations have been running
above target for a long while and so too have the Bank’s forecasts
based on an unchanged policy rate.’* Against such a background, the
Central Bank faces a considerable challenge in building confidence
in its monetary policy. The Bank will tackle this task in the coming
months. Credibility has to be earned the hard way, but once it has
been achieved, monetary policy ought to have a comparable effect at
a lower interest-rate level than is required in the current climate. By
supporting the Central Bank in its efforts, the public sector, the banks
and other parts of the private sector can help to rein in inflation and
reduce the side-effects in the process. Whether the Bank receives
such support or not, it will not flinch from its goal to attain the
inflation target over the medium run. In the long run, businesses and
households alike will reap the benefits.

14. From November 2002 to March 2004, however, inflation was with one exception at or
below the target.
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Appendix 1

Inflation target misses:
A comparison of countries on
inflation targets

Just over four years have elapsed since the Central Bank of Iceland
moved onto an inflation target as its new monetary policy regime.
Iceland is one of just over 20 countries to do so since New Zealand
became the first inflation targeter in 1990.1

Under the new framework, price stability was made the main
objective of monetary policy in Iceland. The target was specified in a
joint declaration by the Central Bank and the Government of Iceland
as a twelve-month rise in the consumer price index (CPI) of 2.5%.

Although the Central Bank aims to keep the rate of inflation on
average as close to 2.5% as possible, temporary deviations from the
target are sometimes unavoidable, e.g. when inflation increases or de-
creases due to unforeseen shocks beyond the Central Bank's control.
Circumstances may also arise in which the Bank sees no reason to
prevent deviations if they are short-lived and do not undermine the
credibility of the target. In this context it should be borne in mind that
the main purpose of the inflation target is to create a credible me-
dium-term anchor for inflation expectations. Provided that the Bank's
explanations for deviations are credible, they need not damage the
credibility of its monetary policy.

Target misses

Even though temporary target misses are unavoidable and need not
be harmful, very frequent and large misses can clearly undermine the
credibility of monetary policy. In this light it is worth examining how
successful central banks on an inflation target have been in keeping
inflation close to the target.

The first column of the table shows the average deviation from
the target (or midpoint of a target range) in the 21 countries defined
as inflation targeters by Pétursson (2004).2 It reveals that a number
of central banks have managed to keep average inflation on target
(Chile, Israel, Poland and the UK). However, average inflation has

1. A detailed description of these countries’ inflation targeting regimes and their evolution
is given by Pétursson (2004). An assessment of the macroeconomic impact of inflation
targeting is provided by the same author (2005).

2. Data show quarterly year-on-year changes in the CPI, except for countries that target core
inflation. These countries are Australia and New Zealand (CPI excluding mortgage interest
costs until 1999 in Australia and 2000 in New Zealand, when the index was redefined and
mortgage interest costs excluded from it); the UK (retail price index excluding mortgage
interest costs until 2004, then the HICP); Norway (CPI adjusted for tax changes and
excluding energy products); South Africa (retail price index excluding mortgage interest
costs); South Korea (CPI excluding agricultural products and oil); Thailand (CPI excluding
energy and unprocessed food items); and the Czech Republic (CPI excluding regulated
prices and the direct impact of indirect taxes and subsidies until April 2001, then headline
CPI). Data extend to Q2/2005. For further discussion of the data and development of
inflation targets in the country sample, see Pétursson (2004, 2005).



been some way above target over this period in Iceland, which ranks
with Brazil, Mexico and South Africa among the highest overshoot-
ers. The second column shows the standard deviation of target misses
(or from the midpoint of the target range). The standard deviation is
around 2.3% in Iceland, while the average is 1.6% in the total sample
and only 1% for the eight sampled industrialised countries.

Inflation target misses

Standard ~ Frequency of Average Duration of
Average  deviation of target value of target range
deviation from target range target range misses
target (%) misses (%) misses (%) misses (%) (quarters)

Country
Australia 0.2 1.1 51.0 0.8 4.2
Brazil 3.3 4.1 64.0 3.3 5.3
Canada -0.4 1.0 37.0 0.6 2.0
Chile 0.0 1.5 43.0 1.2 4.3
Columbia -0.3 1.9 40.0 1.0 4.0
Czech Republic -1.9 2.0 81.0 1.8 5.5
Hungary 1.0 1.5 33.0 2.0 5.0
Iceland 1.7 2.3 33.0 1.7 3.0
Israel 0.0 2.8 82.0 1.8 6.4
Mexico 23 1.6 73.0 0.5 4.0
New Zealand 0.2 0.8 19.0 0.3 3.0
Norway -1.1 1.2 61.0 1.0 11.0
Peru -0.5 1.4 43.0 1.0 3.0
Philippines -0.4 2.4 86.0 1.9 6.0
Poland 0.0 2.6 74.0 1.6 5.0
South Africa 1.6 23 50.0 2.1 7.0
South Korea -0.6 1.7 46.0 1.3 33
Sweden -0.9 1.1 48.0 0.8 6.7
Switzerland -0.1 0.5 5.0 0.0 1.0
Thailand -1.1 0.5 0.0 - -
UK 0.0 0.4 0.0 - -
Average of sample 0.2 1.6 46.0 1.3 4.7
Average of 0.0 1.1 32.0 0.7 3.9

industrialised countries

Average of 0.3 2.0 55.0 1.5 45

other countries

On first impression the Central Bank of Iceland appears to rank
with the poorest performers in inflation targeting: only five countries
have a higher standard deviation and none of them is an industrial
country. However, several qualifications need to be made, all partly
explaining Iceland’s poor rating in this comparison. First, Iceland bases
its inflation target on the headline CPI. Several other central banks
base their targets on a core index which is less volatile than the head-
line index. Second, a number of central banks in the sample have
regularly changed their targets over the period, sometimes even in
line with the inflation outlook, with the aim of reducing target misses.
Examples are the changes in central bank targets in Brazil and Colum-
bia in recent years. Third, it should be pointed out that some central
banks did not set numerical targets until several years after formally
moving onto an inflation target, to allow the surge in inflation caused
by imbalances under the preceding monetary framework to subside.
Examples are South Korea and Sweden when they abandoned their
fixed exchange-rate regimes. This obviously produces smaller devia-
tions from target in these countries compared to Iceland, which de-
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Chart 1
Deviation of target misses (two-year window)

Q4/2002 - Q2/2005
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Source: Central Bank of Iceland.

fined a numerical target from the outset and has not changed it since.
In fact, deviations from the inflation target in Iceland can largely be
attributed to pressures which accumulated during the fixed exchange-
rate era and came to the fore in the first year after the target was
introduced. The kréna depreciated swiftly after it was floated, which
sent inflation soaring. This is evident from Chart 1, where the stan-
dard deviation of target misses (using a two-year window) has been
falling in recent times and is currently around 1%, in line with the
figures for other industrial countries.

Despite these shortcomings in the comparison, it cannot be de-
nied that Iceland has shown fairly large deviations from the inflation
target. A number of explanations are possible. First, the Central Bank
of Iceland might simply be underperforming in its targeting relative
to other central banks, and be less credible than most other central
banks. Another explanation is that Iceland simply experiences a more
volatile business cycle with sharper impacts on inflation developments
than most other countries (especially the industrialised ones), making
it more difficult to keep inflation on target.

One approach for exploring this more closely is to examine the
correlation between the standard deviation of target misses and the
standard deviation of output growth in the respective countries (out-
put growth data are from Pétursson, 2005). In the total sample, the
correlation is only 0.2, which is hardly large enough to support this
hypothesis conclusively. However, countries such as Brazil, South
Africa and Hungary have had difficulty in keeping inflation close to
target in spite of relatively mild business cycles in the sample period,
while others such as South Korea and New Zealand experience strong
swings but have still kept exceptionally close to target. Removing
these five countries from the sample substantially increases the corre-
lation between standard deviations in the inflation target and output
growth, to just over 0.6. Thus Iceland’s target misses appear to be at-
tributable to economic volatility to some degree. While the objective
of monetary policy is admittedly to dampen business cycle volatility,
some fluctuations can be expected to persist in Iceland on account
of its small and relatively undiversified economy, the strong impact
that exchange rate fluctuations have on domestic prices, and the im-
portance of industries based on natural resources which are prone to
fluctuations beyond the scope of monetary policy.

Inflation beyond the target range

Most inflation-targeting central banks also set a target range around
their point targets, but assign different functions to them. Some coun-
tries only define a target range within which inflation will be kept.
In other countries, including Iceland, the range defines only the size
of deviation that may be regarded as normal based on underlying
fluctuations in inflation; in such cases, the central bank is expected
to provide an explanation when inflation moves outside the range.

3. When Iceland moved onto an inflation target in 2001, the Central Bank announced its

objective of bringing inflation down to target no later than the end of 2003, which was
achieved. Confining the study to the period since 2003 yields an average deviation from
target of only 0.4% and a standard deviation of 0.9%.



However, these countries have generally underlined that the range
serves no real role in monetary policy decisions, emphasising the point
target as the focal point of policy decisions and that inflation outcomes
outside the range can sometimes be natural.

Column three of the table shows the frequency of target range
misses in the 21 sampled countries. It shows that inflation has always
stayed within the range in Thailand and the UK but has been outside
the range in more than 80% of cases in the Czech Republic, Israel
and the Philippines. In Iceland, inflation has been outside the range in
one out of three instances. This is in line with the experience of other
industrialised countries, although it should be borne in mind that the
target range in Iceland is wider than in other industrial countries (3%
as against 2%; see Pétursson, 2004). Based on the standard devia-
tion of target misses and assuming a normal distribution, inflation in
Iceland could have been expected to be outside the range in 45% of
cases.* Thus the frequency of range misses has been somewhat lower
than might have been expected for a normal distribution.

As the fourth column shows, the absolute deviation of range
misses has been greatest on average in Brazil and South Africa. Ice-
land's average has been around 1.7 %, which is somewhat higher than
in other industrialised countries despite its rather wider range, and is
the result of the high rate of inflation during the first year of targeting,
as pointed out above.?

Finally, the table shows the average number of quarters when in-
flation has been outside the target range. Norway has experienced the
longest duration of range misses, with inflation below the range for
just under the last three years. Inflation has been outside the range for
three quarters on average in Iceland, which is less than the industrial
countries’ average. In general, however, these deviations appear to
be relatively short-lived, given the lags in the transmission mechanism
of monetary policy, which is commonly considered to be around two
years. This implies that central banks respond to foreseeable target
range breaches well before they actually occur.

Conclusion

The finding of this comparison is that Iceland has experienced greater
deviations from its inflation target than other industrialised countries,
partly reflecting its highly volatile business cycle. However, the bulk
of these deviations may be traced to the inflationary phase follow-
ing the exit from the fixed exchange-rate regime in 2001, so that the
standard deviation of target misses is probably greater so far than may
be expected in the future. The frequency of target range misses is well
in line with that of other industrialised countries and is what might be
expected given the underlying fluctuations in inflation in the sample
period. The target range misses have, moreover, been relatively short-
lived.

4. The range was narrowed from 5% in 2001 to 3.5% in 2002 and to the current 3% in
2003. Based on a 2.3% standard deviation of target misses, the range should contain 55%
of the probability distribution of inflation on average over the whole period, i.e. inflation
should lie outside the range in 45% of cases based on a normal distribution of target
misses.

5. For the period since 2003 the numerical value of deviations from the target range is 0.4%.
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The general conclusion is that deviations from the inflation target
appear to be fairly common and sometimes fairly large and persistent.
Nonetheless, this has not permanently damaged the credibility of the
regime, and no central bank has abandoned inflation targeting due to
dissatisfaction with its results.®

Sources

Pétursson, Thorarinn G. (2004): Formulation of inflation targeting around the
world, Monetary Bulletin 2004/1, 57-84.

Pétursson, Thérarinn G. (2005): Inflation targeting and its effects on macroeconomic
performance, SUERF Studies. Forthcoming.

6. Finland and Spain discontinued inflation targeting in 1999 when they joined the EMU.
Poland, the Czech Republic and Hungary will do the same several years hence.



Appendix 2

What do exchange rate indices
measure?

New environment — new viewpoints

Review of the Central Bank of Iceland's methodologies for
calculating exchange rate indices

A rough observation of methods of calculating effective exchange rate
indices in several neighbouring countries reveals significant changes
in recent years in the principles on which they are constructed. The
introduction of the euro and floating of most currencies in the world
appears either to have diminished the emphasis on such indices (in-
cluding not even updating their baskets) or prompted methodological
review. There appears to be an increasing focus on broadening the
indices, i.e. including more currencies rather than fewer. The change
in Iceland's monetary policy framework in 2001 likewise gives grounds
for revising the methods used for calculating the exchange rate index
for the kréna.

Methods for determining the weight of a currency in a basket
vary considerably. In some cases merchandise trade is the sole deter-
minant of the distribution of weight. Since geographical distribution
of trade in services is generally considered less reliable, some countries
have simply assumed that it is broken down along the same lines as
merchandise trade. Other countries take full account of trade in serv-
ices, while others still confine themselves to a geographical breakdown
of tourism receipts.

Iceland’s monetary policy framework underwent a radical change
in 2001 when the fixed exchange-rate regime was abandoned in
favour of inflation targeting with a floating exchange rate. The set-
ting of currency weights in the official exchange rate index under
the fixed exchange-rate regime was partly determined by the need
for a monetary policy anchor in the form of a fixed reference value.
The basket therefore had to be composed of currencies with a strong
internal value, i.e. those from low-inflation countries. This viewpoint
was particularly prominent over the period 1990 to 1995 when the
share of low-inflation countries was increased. In 1995 the policy was
eased with the adoption of a broader index. Admittedly this made little
difference in practice, because global inflation was on a downward
trend. However, Iceland never followed the policy of a hard currency
peg like many neighbouring countries, which pegged against the ECU
and thereby, implicitly, against the Deutschmark. Iceland never entirely
abandoned the philosophy that, besides providing a monetary policy
anchor, the exchange rate could serve as an important instrument for
adjusting to external shocks, so it was considered important that the
index should also reflect changes in the competitive position of indus-
tries.
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The floating of the kréna in 2001 has significantly diminished
the need for a reference basket of hard currencies. Nonetheless, cal-
culation of indices still serves two important purposes: monitoring the
competitive position and the impact of foreign exchange-rate move-
ments on the domestic price level. The latter is surely particularly im-
portant after the inflation target became the anchor of monetary pol-
icy. Different indices have in fact been calculated as potentially useful
analytical tools. The Central Bank of Iceland’s official exchange rate
index is based on hybrid methodologies with fairly vague objectives.
It is a point for consideration to stop publishing this index and replace
it with indices which serve clearer objectives, or at least publish them
simultaneously.

One of the ambiguities in the current foreign exchange-rate in-
dex is how to account for Iceland's trade in services. A completely dif-
ferent approach is taken than in the case of merchandise trade. In the
merchandise trade-weighted index, weights are determined on the
basis of data on the destination country of exports and land of origin
of imports. Services trade weights, on the other hand, are largely de-
termined by the share of the vehicle currency of transactions, which
may differ from the country of origin or destination. This has increased
the weight of major currencies, which are often used by smaller coun-
tries in their bilateral trade. Using these currencies in such transactions
does not necessarily affect Iceland’s long-term competitive position.
Generally speaking, the reliability of data on geographical distribu-
tion of international trade in services is questionable. Some countries
therefore ignore them and others only take them partly into account.
Those that acknowledge trade in services determine individual coun-
try weights on a different basis from Iceland, i.e. with direct surveys of
their geographical distribution (by destination or origin), rather than
using data from forex trading systems.

Clear objectives should be set in advance for the methodologies
for evaluating the currency basket weights used to calculate new indi-
ces for the kréna. The new indices would have three purposes:

1. To measure changes in the short-term competitive position (and
in the long term when they are used to evaluate the real ex-
change rate).

2. To measure the inflationary impact of changes in the exchange
rate.

3. To measure the position of the kréna relative to a basket of ma-
jor world currencies.

To fulfil the first two objectives, the indices should be as broad-based
as possible. The reason is that a country with a relatively small market
share may have an inordinate effect on Iceland’s competitive position
if its exchange rate is characterised by large swings. For example, a
sizeable appreciation of the yuan (renminbi) — which is widely deemed
to have been undervalued by 20-30% below its equilibrium exchange
rate recently — could then have a substantial impact on domestic
prices in Iceland, despite its small weight in Iceland’s foreign trade.
In the case of a currency where the stability of its internal value does



not need to be taken into account, the most obvious approach is to
apply a rule for the minimum volume of trade required for a country
to be included in the index. A necessary condition of course is that
the exchange rate of the currency in question is available at sufficient
frequency and that a multicurrency regime is not in operation.

The Central Bank of Iceland has calculated two new indices as
follows:

1. All countries accounting for more than 1% of Iceland's total for-
eign merchandise trade are included in the “narrow"” index. The
“broader” index covers all countries accounting for more than
0.5% of Iceland’s total foreign merchandise trade.

2. Merchandise trade with countries that are not included in the
basket is excluded from the calculations, i.e. given a zero val-
ue. The previous methodology of attributing the share of trade
with “outsiders” to the major currencies, i.e. according to their
share in SDR, increased the weight of the hard currencies. This
becomes pointless if the index does not serve as an anchor for a
fixed exchange-rate regime.

3. To avoid the problem of frequently needing to add or remove
currencies from the index as a result of annual fluctuations in
trade, the criterion for inclusion or removal is the three-year
average of merchandise trade.

4.  Third-country effects are omitted from these indices. Although
they would be preferable, such calculations are difficult from a
technical point of view and as practised in Iceland hitherto have
only been based on rough estimates of the third-country impact
of a couple of countries which have not been updated regularly.
The advantage is not considered sufficient to justify regular up-
dating.

When the three-year average of merchandise trade is calculated to
determine the composition of the new indices based on a 0.5% and
1% minimum entrance rule, several countries are added which are
not in the current official index. The indices have been calculated ret-
rospectively to 1995. The main difference between the new narrow
(1%) index and the current index is that Russia, Australia and Taiwan
are added in 1995. China joins in 1999 and Estonia in 2002. However,
not all these countries remain permanently, because Taiwan drops out
again in 1999, Canada in 2003 and Australia in 2004. The broader
index includes 14 extra countries at various times, and comprises a
total of 19 currencies for 2005, instead of the present 9.

Since the purpose of the new indices is to measure Iceland'’s
competitive position vis-a-vis main trading partner countries, trade
in services should preferably be included insofar as reasonably reli-
able data on their composition are available. A hypothesis has been
put forward that the breakdown of merchandise trade is compara-
ble to the breakdown of trade in services excluding the travel and
tourism sector. Given that services trade in the current index breaks
down very differently from merchandise and services trade in other
countries, data from the forex trading systems arguably give a mis-
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leading picture of its actual geographical breakdown, and are there-
fore unreliable. Information on the nationality of foreign tourists and
destinations of Icelandic tourists is available, however, and could be
taken into account.

Exchange-rate developments according to the new indices
No major difference is revealed between the narrow and wide indices

Chart 1 _ over the past ten years even though the latter includes considerably
Comparison of the current exchange . . o

rate index and new exchange rate indices more currencies. The reason is that the extra currencies in the broad
January 1996 - August 2005 index still constitute a very small part of total trade. In the long run,
September 1995 = 100 these indices can be expected to diverge more. As Chart 1 shows, the

discrepancy has been growing over the past two to three years in pace
with the increasing number of currencies in the wide index and the di-
minishing weight of hard currencies. Nonetheless, both indices display
a clear difference from the one currently recorded. The explanation

is that the US dollar has a much larger weighting in the official index
than in the new ones. In general, the new and old indices diverge the
most when the dollar has appreciated. During dollar depreciations,

80 T T T T T T T T T
96 97 98 99 00 01 02 03 04 05

the kréna has appreciated more according to the official index than

— Current index

— Narrow index the new ones, aligning it more closely with them.

Broader index

It could be feasible to calculate more indices. Given the growing
Source CentalBank of locana, TP er 1998 =100 weight of trade in services in recent decades, the failure to include
themis a flaw. Preferably they should be incorporated to some extent.
Since reasonably reliable indications can be obtained about the geo-
graphical distribution of tourism, it is useful to calculate other indices
which take into account the estimated breakdown of revenues and
expenditures from this sector. Surveys on trade in services are already
made in many countries and could provide a basis for taking full ac-
count of such data in Iceland in the future.

Another useful reference might be an index showing the ex-
change rate of the kréna vis-a-vis several major world currencies, on
a narrower basis than in both the official index and the new ones.
Its main purpose would be to present a picture of the position of the
kréna in a long-term context against currencies that have established
themselves as reserve currencies and are characterised by low inflation
and very active trading in forex markets.



Financial markets and Central Bank measures’

An eventful summer

The Central Bank of Iceland raised its policy interest rate by 0.5 percentage points early in June. In the wake

of this hike, interest rates rose in the interbank market for domestic currency and the krdna appreciated. The
exchange rate fluctuated when non-residents began issuing bonds denominated in Icelandic krénur. A revised
currency basket was announced in July. Iceland Telecom was privatised in the summer in what proved to be

a smooth process. The Treasury will use the foreign exchange part of the payment for Iceland Telecom to
prepay foreign loans and plans to deploy part of the domestic proceeds on increased currency purchases to
retire more foreign debt. Treasury liquidity has been very strong in recent months. Work on developing the

Central Bank's RTGS system is in progress and a milestone reform was made in September. Securities markets

have been flourishing.

Policy rate hike

The Central Bank of Iceland announced a 0.5 percentage-point rise
in its policy interest rate on June 3, 2005. This was the ninth hike
in just over a year and the Bank has raised its policy rate by a total
of 4.2 percentage points since May 11, 2004. Since the Central
Bank embarked on its current cycle of interest rate rises, the spread
between its overnight loan and current account rates has been
systematically narrowed from 4.9 percentage points to 3 percentage
points, as one measure designed to sharpen the impact of interest rate
policy. Tighter spreads reduce interest rate volatility in the interbank
market, enhancing the effectiveness of the policy rate. Alongside the
June change in interest rates, the Bank decided to offer certificates of
deposit (CDs) in the same format as repos, i.e. at a specified yield with
no ceiling on amounts. Yields on CDs were set 0.15 percentage points
lower than on repos. The Central Bank holds regular weekly auctions
of repos and CDs with a term of one week.

Currency appreciation

In the beginning of May the Central Bank announced a discretionary
purchase of currency in connection with Treasury plans to retire more
foreign debt than had previously been scheduled. One reason for this
action was the Treasury's strong liquidity position. The Central Bank
purchased a total of 100 million US dollars in the interbank market
in several tranches. On May 12 the CPI was published. The change
in it seemed to catch the market by surprise and the kréna slid by
1.4% that day. The exchange rate index registered 116.81 on May
13. Afterwards the kréna began to strengthen and on June 1 the
index stood at 110.63. In June the exchange rate index fluctuated
in the range 110 to 113, while July was characterised by a slow but
quite steady rise. However, trading volume was subdued for a period.
The July appreciation of the kréna unwound over several days at the
beginning of August, but it strengthened again. At the end of August
and beginning of September, non-residents made several kréna-

1. This article uses data available on September 19, 2005.
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Chart 1

Exchange rate index of the kréna
Daily data January 4 - September 19, 2005
December 31, 1991 = 100

Source: Central Bank of Iceland.
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Box 1

Non-residents' issues
of krona-denominated
bonds

At the end of August it was reported that several foreign
issuers, including the Republic of Austria, had issued bonds
denominated in Icelandic kronur. Although the rates of interest are
high by international standards, they are just below Icelandic bond
yields. Maturity is 12, 18 or 24 months.

The following is a brief account of the issuance process and
the gains for the issuer. The foreign party issues bonds denominated
in Icelandic currency at interest rates slightly below those in Iceland.
He sells them to buyers who are attracted by the high interest rate
and are prepared to take an exchange-rate risk. The issuer is paid
in kronur for the bonds and he makes a swap agreement with the
lead manager of the offering to hedge against the exchange-rate
and interest-rate risk of the kréna. The issuer still needs to pay
interest in the swap currency, e.g. US dollars or euros. Then the lead
manager makes a corresponding swap agreement with an Icelandic
bank to eliminate his risk completely. The Icelandic bank prices the
swap with respect to the hedging cost, i.e. what it costs to buy
Icelandic instruments in the domestic market, for example T-notes
maturing in 2007 or the interest-rate cost on a loan in the interbank
market for domestic currency. Conceivably, the foreign broker can
take the kréna risk himself and then hedge the deal by buying
Icelandic instruments in the Icelandic market. An Icelandic bank
might already own suitable instruments in its portfolio, removing
the need to enter the domestic securities market.

The issuer gains from being able to sell high-interest
instruments during a period of low interest rates while taking
neither exchange-rate risk nor interest-rate risk. On maturity the
swap is reversed, the issuer receives kronur plus the spread and uses
this to pay the buyer of the bonds.

The buyer of the bonds earns a high rate of interest but takes
an exchange-rate risk. He needs to buy kronur for delivery to the
issuer of the bonds on the day of purchase, then on maturity he
receives krénur that he must sell. Since the trades are made in the
Icelandic forex market, they have an exchange-rate effect. There is
little point for the buyer to hedge against exchange-rate risk, since
this would wipe out the gain on the interest rate. Conceivably, if
the exchange rate of the kréna develops very unfavourably for the
holder of the instruments, he could sell them forward to remove
the risk, but would have to accept the loss so far and the spread,
as well as forgoing a conceivable gain if the exchange-rate trend
unwinds.

The kréna appreciates on the initial transactions, i.e. when
the buyer acquires Icelandic currency to pay for the bonds. This
is reversed on maturity. Hedging measures stimulate demand in
the Icelandic securities market, so that yields fall. The small size
of the Icelandic securities market limits the available hedging
opportunities, which will gradually erode the gains from ongoing
transactions of this kind.

denominated bond issues (see Box 1). This led to some currency
inflows, the kréna appreciated and on September 19 the index
touched 105.53. The exchange rate index is shown in Chart 1.

Fluctuating interest rates

Interest rates at the shortest end of Iceland's interbank market
for domestic currency have always been relatively volatile. Sharp
fluctuations have generally been connected with the end of the



maintenance period for required reserves when banks have adjusted
their positions and defended them with higher rates in order to
avoid penalties. Softer fluctuations occur, for example, when banks
miscalculate liquidity in circulation, or unexpected developments
take place. More often than not, unexpected events are connected
with measures or transactions by the Central Bank or the Treasury
and have a system-wide impact, but imperfect mediation of liquidity
between credit institutions could also play some part. Longer interest
rates, e.g. one week or three months, have been astonishingly stable,
implying that interbank trading in these maturities is relatively rare
and puts little pressure on these rates. Since agents in the interbank
market for domestic currency are committed to make indicative
bids for these maturities, they are surely serious when they make
them. Longer rates are also used as a benchmark in currency swaps,
which bolsters their reliability. The spread between long-term and
short-term interest rates can indicate the interest-rate path expected
by investors. One effect of foreign issues of kréna-denominated
instruments was a slight drop in one-year interbank market rates,
which could be interpreted as a market expectation that the Central
Bank would raise its policy rate by correspondingly less. An equally
plausible explanation was that the owner of the Icelandic currency
after this transaction had hedged the deal by lending it in the one-
year market — whereupon the extra supply at that maturity prompted
a drop in interest rates, since counterparties did not want hold krénur
for so long. Interest rates for several maturities in the interbank
market, along with the Central Bank’s main rates, are shown in Chart
2 (the Central Bank's policy rate has been converted into flat interest
for comparability with other rates in the chart).

Revised currency basket

A revised currency basket took effect on July 11. It is revised annually
to reflect the composition of Iceland’s external trade in goods and
services with major trading partner countries in the previous year.
Only minor changes were made apart from a shift from euros to
US dollars of roughly 1.2 percentage points. The basket is shown in
Table 1.

Table 1 New currency basket 2005

Change on

New currency previous basket

Region Currency basket (%) (percentage points)
USA usb 23.03 1.19
UK GBP 12.10 0.21
Canada CAD 1.10 0.04
Denmark DKK 8.13 -0.28
Norway NOK 6.04 0.13
Sweden SEK 3.87 0.19
Switzerland CHF 1.21 -0.18
Euro area EUR 41.14 -1.23

Japan JPY 3.38 -0.07

FINANCIAL MARKETS AND
CENTRAL BANK MEASURES

Chart 2

Interest rates in the interbank kréna market
and Central Bank policy interest rate

Daily data January 4 - September 19, 2005
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Chart 3
The banks' foreign balance

Daily data January 1, 2003 - September 19, 2005

B.kr.
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Source: Central Bank of Iceland.

Chart 4

Foreign reserves of the Central Bank

of Iceland

Daily data January 1, 2004 - September 19, 2005

B.kr.
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Source: Central Bank of Iceland.
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More flexible foreign balance

The Central Bank's Rules on Foreign Balance stipulate the permissible
difference between the foreign-denominated assets and liabilities
of banks. The balance is positive if a bank’s foreign-denominated
assets exceed its foreign-denominated liabilities, and negative in the
opposite case. Under the Central Bank's rules, exposure in individual
currencies may neither be positive (long) nor negative (short) by
more than the equivalent of 30% of equity capital. Further provisions
set the maximum difference between individual currencies at 15%,
apart from the US dollar and euro, where the limit is 20%. The rules
prescribe a formula for calculating the foreign balance, taking into
account the current position and future position. The banks have set
themselves stricter in-house rules. For some time the banks’ foreign
assets and liabilities were broadly in balance, but their behaviour has
changed this year, as Chart 3 shows. Increasingly, the banks have
allowed themselves to build up long positions, even for sustained
periods, within the regulatory scope available. This is partly explained
by the Icelandic banks' rapid expansion in recent years and the
corresponding increase in their capital, but also because they appear
to be taking more risks of their own to neutralise out exchange rate
fluctuations.

Foreign reserves and Treasury loan movements

The Central Bank's foreign reserves have fluctuated somewhat
during the year due to Treasury loan movements and exchange
rate effects. At the end of last year the Central Bank discontinued
the currency purchases that it had made with aim of strengthening
its foreign reserves, but continued to buy to meet the Treasury's
requirements. Treasury debt matures on several dates during the year,
causing occasional reductions in reserves, which are built up again by
purchases. An appreciation of the domestic currency erodes reserves in
krona terms, but leaves the foreign currency value largely unchanged,
apart from the impact of cross-currency movements. Only part of
the Treasury's foreign exchange proceeds from the privatisation of
Iceland Telecom entered the reserves, because the bulk had already
been allocated towards prepayment of foreign loans. Prompted
by the Treasury's strong kréna liquidity, which had been boosted
by privatisation proceeds and greater-than-expected revenues, the
Minister of Finance decided to retire even more Treasury foreign debt
than had originally been planned. The loans in question mature early
in 2006, and it was decided to step up currency purchases to the tune
of 160 million US dollars this year. Following this decision, the Central
Bank will make daily purchases of 2.5 m. US dollars from September
12 until the end of the year, replacing the weekly purchases of 2.5 m.
USD made so far this year. Foreign reserves are shown in Chart 4.

Volatile repo transactions

Central Bank repo transactions have been quite volatile in recent
months. Volume dipped to a low of just under 16 b.kr. in May, then
jumped to almost 40 b.kr. soon afterwards. Over the summer it
swung from 18 b.kr. to 37 b.kr., and after a payment from the new



investors in Iceland Telecom the repo volume soared to 62 b.kr.,
reflecting this major withdrawal from the credit system to accounts in
the Central Bank, which maintains Treasury funds until their disposal.
The privatisation of Iceland Telecom caused little disruption in the
markets, since bidders were allowed to pay in domestic currency,
euros or US dollars at their own choice and did not need to tailor
their financing arrangements to predetermined requirements. Large
deposits have been maintained on the Treasury's current accounts
in the Central Bank all summer, partly due to increased revenues.
The strong Treasury cash position reduces liquidity in circulation and
thereby bolsters the Central Bank's monetary policy. The reduction
in liquidity, which is also connected with higher minimum reserve
requirements, has seen a corresponding reduction in the importance
of CDs. Required reserves have increased by 31% since the beginning
of the year and institutions subject to minimum reserve requirements
had to make daily average deposits of almost 15.7 b.kr. in their
accounts in the Central Bank in order to fulfil them. In April 2004,
the corresponding amount was 10.2 b.kr. Repo and CD transaction
volumes are shown in Chart 5.

Fall in overnight lending and currency swaps

Use of overnight loan facilities is now negligible and the Central
Bank has only provided O/N loans to credit institutions on a handful
of occasions since the beginning of June. Total O/N loans over
these months amount to around one-quarter of volume over the
corresponding period of last year. Factors at work include improved
liquidity management by banks and the merger of credit institutions'
current accounts and required reserve accounts in the Central Bank.
Trading in the interbank market for currency swaps has also shrunk
year-on-year. From May 1 to September 9, a total of 19 trades were
made to the value of roughly 18 b.kr., compared with 71 transactions
for more than 48 b.kr. over the corresponding period in 2004.

Locks in the RTGS system

The focus of Central Bank liquidity management has shifted to reflect
changes in payment systems in recent years. A study of the netting
system and real-time gross settlement (RTGS) system was conducted
recently and systematic steps have been taken towards adapting
the systems to international best practices. Overdraft amounts were
set for RTGS system accounts some time ago and requirements
for collateral securities were introduced. Credit institutions have
occasionally exceeded their overdraft amounts but this has always
been rectified immediately. For smoother operation by the banks
and also to enhance system security, since the beginning of this year
the Central Bank has allowed banks to raise their intraday overdraft
limits, against collateral and for a nominal charge. Banks have taken
advantage of this facility several times, but generally their liquidity
has been ample to meet requirements. An important step was taken
on September 16 when locks were put on the RTGS system, thereby
preventing credit institutions from exceeding their overdrafts. This
step followed an in-depth examination by banks, the Icelandic
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Outstanding stock of Central Bank
repos and CDs
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Chart 6
Yields on Treasury securities

Daily data March 1 - September 19, 2005
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Chart 7
HFF bond yields

Daily data January 1 - September 19, 2005
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Chart 8

The ICEX-15 equity price index
Daily data January 4 - September 19, 2005
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Banks' Data Centre (RB), the Icelandic Securities Depository and the
Central Bank of Iceland. The examination also rectified a number of
shortcomings identified in processes connected with handling and
settlement of RTGS accounts.

Interest-rate differential and interest rate changes
The interest-rate differential between Iceland and its main trading
partner countries has widened in terms of three-month Treasury
bills (from 6.39 to 6.88 percentage points), but remained virtually
unchanged at 6.42 percentage points for three-month interbank
market loans over the period from May 2 to September 8. The
differential for five-year Treasury notes narrowed over the same
period, from 4.53 to 4.17 percentage points. The US Federal Reserve
raised its funds rate by 0.25 percentage points at the beginning of
July, and by the same amount again at the beginning of August. The
funds rate is currently 3.5% and has been raised in regular steps for
more than a year. The Bank of England, on the other hand, lowered its
repo rate by 0.25 percentage points on August 4. In Sweden, Sveriges
Riksbank cut its repo rate by 0.5 percentage points on June 21 to the
current 1.5%, while Norges Bank in Norway raised its sight deposit
rate by 0.25 percentage points as of July 1.

The euro slid against the US dollar from mid-May to the end of
July, then began to climb back but had not recouped all its value by
the beginning of September. At the end of July the People's Bank of
China announced that it would replace the dollar peg of the renminbi
(yuan) with a currency basket. Immediately the following day the
renminbi appreciated by 2.1% against the dollar. The new regime is
a managed float, whereby the PBC announces the closing price of a
traded foreign currency against the renminbi after close of market on
each working day, which serves as the central parity for trading on the
following working day, allowing a float within a band of 0.3 %. Beijing
had been under strong pressure to enact this reform.

Brisk trading in bonds and notes

Yields on government debt instruments experienced two waves of
fluctuations within a relatively narrow band from mid-May to the
end of August, as shown in Chart 6. The National Debt Management
Agency (NDMA) auctioned Treasury notes in series RIKB on July 20
and accepted bids for a nominal value of 3 b.kr. When foreign issues
of kréona-denominated instruments began at the end of August,
demand for these classes grew and yields on the shorter two classes
dropped sharply. The Housing Financing Fund (HFF) arranged a closed
offering on May 19 in which it sold bonds in the HFF44 class for a
nominal value of 10 b.kr. An open offering followed on July 8. Bids
totalled 23.5 b.kr., of which 14 b.kr. were accepted, after the HFF had
initially announced that it aimed to accept bids for 7 b.kr. Almost 12
b.kr. of this auction was in the HFF14 series, which has now reached
38 b.kr. but is still some way short of a suitable size. The series was
included in a market-making agreement made this summer. HFF bond
yields decreased from May to mid-June, then began to pick up. Yields
in the shortest class stood out from the others with a substantial drop



which is shown in Chart 7. Over July yields on this class climbed and
caught up with the others by the end of the month. Since then the
classes have moved in tandem, and fallen again somewhat.

Steady climb in equity prices

From the beginning of the year to September 9 the ICEX-15 index
rose by more than 41%, as shown in Chart 8. Shares in Landsbanki
islands have gained most, more than doubling in value. FL Group
and Nyherji have increased by roughly 75% and Bakkavér and
Straumur Fjarfestingarbanki by almost 62 %. Two companies — Atlantic
Petroleum of the Faroe Islands and Mosaic Fashions — were listed on
ICEX. The Faroese listing is a milestone in ICEX's activities as the first
opportunity for Icelandic investors to buy foreign equities on their
home exchange.
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Report to the Government on inflation
beyond the tolerance limit’

The Central Bank of Iceland is currently preparing new inflation and macroeconomic forecasts which will be
published in Monetary Bulletin later this month. When those forecasts are available, the Board of Governors will
assess whether the monetary stance needs to be tightened further. As provided for in the Central Bank Act and
the declaration on the inflation target, decisions in this area will aim to ensure that the inflation target is attained
in the next two years. It is already clear that further measures are needed for this to be achieved. Fiscal constraint
is crucial to such efforts and the future role of the Housing Financing Fund should also be clarified as soon as
possible.

Act No. 36/2001 on the Central Bank of Iceland stipulates price stabil-
ity as the main objective of monetary policy. The declaration by the
Government of Iceland and Central Bank on March 27, 2001 set an
inflation target for the Bank, i.e. to aim for an average rate of infla-
tion, measured as the twelve-month increase in the CPI, of as close to
2%2% as possible. The declaration grants the Central Bank full inde-
pendence to apply its instruments in order to attain the inflation tar-
get. Furthermore, the declaration includes provisions for Central Bank
accountability towards the government and the public. One way in
which this is done is to define tolerance limits, which are currently 17>
percentage point on either side of the target. If inflation moves be-
yond the tolerance limit, the Bank is obliged to submit a report to the
Government explaining the reasons for the deviation, how the Bank
intends to react and how long it will take to reach the inflation target
again in the Bank's assessment. The report shall be made public. How-
ever, the tolerance limits do not imply any other formal obligation for
the Central Bank to respond. It should be reiterated that the objective
of monetary policy is to maintain inflation as close to the 22% target
as possible, and not merely within the tolerance limits.

This September, the twelve-month increase in the CPI measured
4.8%. Inflation has therefore moved beyond the tolerance limit for
the second time this year, which is the occasion for the present report.
After inflation breached the tolerance limit in February, the Central
Bank outlined inflation developments and the inflation outlook in a
report submitted to the Government and dated February 18. Inflation
developments and the inflation outlook were also discussed in the
March and June editions of the Central Bank's quarterly Monetary
Bulletin. The Bank will publish its next Monetary Bulletin, including a
new inflation forecast, on September 29. Since publication is pending,
the Central Bank does not consider that a detailed report is neces-
sary on the present occasion. Monetary Bulletin will include a detailed
analysis of inflation developments over recent months and the rea-
sons that inflation has now exceeded the tolerance limit.

The Central Bank's report to the Government in February dis-
cussed the main factors that sent inflation beyond the tolerance limit,

1. Submitted to the Government of Iceland on September 19, 2005 and published on the
Central Bank of Iceland website the same day.
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and the rapid growth of domestic demand which was driven both by
investments in power stations and aluminium smelters and by unex-
pected structural changes in the credit market.2 These explanations
still apply. Growth in household lending, which is partly the conse-
quence of structural changes in Icelandic financial markets, has in fact
been gaining momentum in recent months and housing prices have
risen at a record pace. This development is reflected in a sharp rise in
the housing component of the CPI, which over the period May-August
accounted for virtually all the overall rise in the index. By comparison,
the housing component explained around half of the twelve-month
increase in the CPI in February. The spike in the CPI in September,
however, was largely the product of other factors, i.e. substantially
greater-than-expected seasonal increases in goods prices when sum-
mer clearance sales came to an end. Fuel prices also soared, and serv-
ices prices showed a substantial increase. This occurred in spite of the
very strong kréna, which led to a marked drop in goods prices during
the summer, and fierce competition in the discount supermarket sec-
tor which temporarily drove prices down from the second half of the
winter. Prices of consumer durables, in particular cars, do not seem
to have gone down in pace with the exchange rate trend, however.
Nor have petrol and oil prices tracked the exchange rate, for obvious
reasons. Nonetheless, the core price indices, which exclude changes
in petrol and other items, did not show a significantly smaller twelve-
month increase than the total CPI in September. The explanation is
that the core indices exclude not only petrol but also other volatile
components — agricultural products, vegetables and fruit — and their
prices have risen by less than the index or even fallen over the past
twelve months

As in February, inflation now is primarily demand-driven, al-
though higher petrol and oil prices make some contribution, account-
ing for roughly 0.6% of the twelve-month rise in the index. Demand
pressures appear to have mounted and are once again most clearly
reflected in the index components that are protected from interna-
tional competition, i.e. housing and services prices. On the other
hand, the strength of the kréna has constrained inflation even though
the appreciation over the past year has not yet been fully transmitted
to prices. When the kréna eventually weakens again this effect will
unwind, conceivably accompanied by a sharp slowdown in housing
inflation or even a drop in housing prices.

The Central Bank published its last inflation forecast at the be-
ginning of June. It showed a rate of inflation above the target over the
next two years. In response, the Central Bank raised its policy interest
rate at the same time as the forecast was published. Furthermore, the
Bank implied that it would probably need to continue on the same
path. As pointed out above, economic statistics published since the
beginning of June indicate that domestic demand has been picking up
speed this year. Annualised private consumption in the second quar-
ter, for example, measured 14%. The current account deficit will be
probably wider than was forecast in June, housing prices have con-

2. The report was published in Monetary Bulletin 2005/1 in March.



tinued to rise apace and lending to both households and businesses
has gained momentum. Pressures are also building up in the labour
market.

The Central Bank's latest inflation and macroeconomic forecasts
are now being prepared and will be published in Monetary Bulletin
later this month. When the forecasts are at hand, the Board of Gov-
ernors will assess whether the monetary stance needs to be tightened
further. As provided for in the Central Bank Act and the declaration
on the inflation target, decisions in this area will aim to ensure that
the inflation target is attained in the next two years. It is already clear
that further measures are needed for this to be achieved and a contri-
bution from the fiscal side is necessary. The fiscal position is currently
quite strong, but a tight stance is still needed next year. The tighter
the fiscal stance, the less burden that has to be borne by monetary
policy and the milder its negative side-effects will be. In addition, the
future role of the Housing Financing Fund should be clarified as soon
as possible, since much of the immoderate lending growth witnessed
over the past year can be attributed to structural changes in the mort-
gage market.
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Haukur C. Benediktsson and Sturla Palsson’

Central bank foreign reserves

The level of foreign exchange reserves held by central banks has grown substantially in recent years. This
article describes the main reasons that countries maintain reserves. No single reason appears to predominate
and no single reference is used to determine the optimum size of reserves. Iceland has used three-month
merchandise imports as a reference for the minimum level of reserves, but this has not been an absolute
criterion. Although the Central Bank of Iceland'’s foreign reserves have expanded greatly over the past three
years, they are by no means large by various common measurements.

Introduction

The International Monetary Fund's (IMF) Balance of Payments Manual
contains the follow definition of foreign exchange reserves: “Reserve
assets consist of those external assets that are readily available
to and controlled by monetary authorities for direct financing of
payments imbalances, for indirectly regulating the magnitude of such
imbalances through intervention in exchange markets to affect the
currency exchange rate, and/or for other purposes.” Reserve assets
comprise monetary gold, foreign exchange assets and other claims
in foreign currency. In most instances, reserves are safeguarded and
invested by central banks, and this is also the case in Iceland. The
US dollar is by far the most important currency in global reserves,
accounting for some 66% of the total at the end of 2004 according
to the IMF Annual Report 2005.

Most countries maintain foreign reserves. However, they do so
for different reasons and there is no single predominant method for
determining their size. Central banks held an estimated 3.8 trillion
US dollars in foreign reserves at the end of 2004, and the amount
is growing steadily. A number of emerging Asian economies have
been building up massive reserves in recent years and show no sign
of stopping. Industrial countries in general have not been increasing
their reserves, although exceptions can be found.

Countries do not normally set defined targets for the minimum,
maximum or optimum size of foreign reserves. However, three
broad principles have guided the size of reserves over the years.
Until the middle of the twentieth century, the prevalent view was
that the size of reserves should be connected with the amount of
money in circulation. This was during the era of the gold standard
and resembles the practice of countries with currency boards today.
Around the middle of the century, the size of reserves was first
linked to the scope of international trade and such criteria were
evolved until the 1980s. It was widely held that reserves should be

1. Haukur C. Benediktsson is an economist at the Central Bank of Iceland's International
Department and a lecturer at the University of Iceland Faculty of Economics and Business
Administration. Sturla Palsson is Deputy Director of the Central Bank of Iceland's
International Department. The authors would like to thank Jakob Gunnarsson, Jén Th.
Sigurgeirsson and Thoérarinn G. Pétursson for their constructive remarks. The views
expressed in this article are those of the authors and do not necessarily reflect the views
and policies of the Central Bank of Iceland.
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Box 1

Central Bank of Iceland
foreign reserves

Foreign reserves are covered in Articles 4 and 20 of Act No.
36/2001 on the Central Bank of Iceland.

“Article 4

The Central Bank of Iceland shall undertake such tasks
as are consistent with its role as a central bank, such as
to maintain external reserves and promote an efficient
and safe financial system, including payment systems
domestically and with foreign countries."

“Article 20

The Central Bank of Iceland shall maintain foreign
exchange reserves in accordance with its objectives and
role. The Board of Governors lays down rules on the
management of the foreign reserves to be approved by
the Supervisory Board, cf. Article 28.

The Central Bank is authorised to raise loans
abroad for the purpose of strengthening its foreign
exchange reserves. It is also authorised to participate
in a co-operative effort among central banks and
international banking or financial institutions for the
purpose of strengthening the foreign exchange reserves
of other participants.”

The legislation does not specify what the role of the foreign
reserves shall be. In the notes to the bill which was passed as the
Central Bank Act, it was explained that the task of most central
banks was to maintain their countries’ foreign exchange reserves,
while one of the Central Bank of Iceland's roles was to ensure the
external financial security of the country. The Board of Governors
of the Central Bank of Iceland sets rules specifying the maintenance
and investment of the foreign reserves, which also stipulate the
minimum level of reserves and their currency composition.

sufficient to respond to fluctuations in the current account balance
under the Bretton Woods fixed exchange-rate system. The break-
up of the Bretton Woods system in the early 1970s was followed
by liberalisation of cross-border capital movements, which were
increasingly seen as providing a new benchmark for the optimum
size of reserves, especially for emerging market economies. Reserves
were expected to suffice to meet certain financial liabilities of the
economy, such as short-term debt, long-term debt service and
funding of the current account deficit for the ensuing twelve months.
Such criteria are considered particularly appropriate for countries that
could face a prolonged loss of access to foreign credit, for example if
they lost confidence of creditors and investors. This notion came to
the fore after the serious financial crises that struck emerging market
economies in the 1980s and 1990s. References of this kind are less
appropriate for more developed countries with floating exchange
rates and easy access to international financial markets. Despite all
these perspectives that have been put forward, there is no universal
reference for the size of reserves.



The purpose of maintaining reserves

Much has been written about the purpose of maintaining reserves
(e.g. Archer and Halliday (1998), Nugée (2000), Williams (2003)
and IMF (2004)). Two viewpoints can be said to predominate — the
monetary policy perspective and financial stability considerations —
both of which can be seen as directly and indirectly guiding Iceland’s
foreign reserve policy.

Monetary policy perspective

Foreign reserves perform an important function under a fixed
exchange-rate regime. A central bank operating a fixed exchange-
rate policy needs to trade domestic currency in the forex market to
balance supply and demand, which will keep the exchange rate stable
or, where applicable, within the fluctuation bands. To conduct such
transactions, the central bank needs to maintain a sufficient level of
foreign reserves to maintain confidence in the fixed exchange-rate
policy. Smaller reserves should generally suffice under a floating
exchange rate, since the central bank does not need to intervene to
defend the currency.

Whether foreign reserves need to be maintained at all under a
floating exchange rate has been questioned from a monetary policy
perspective. While it is not obvious that they do, a central bank may
conceivably decide to intervene in the forex market if it considers
the equilibrium real exchange rate and market rate to be severely
misaligned, or if large, sudden swings in the exchange rate threaten
normal market trading. A central bank may also feel compelled to
intervene in the forex market to counter inflation that is driven by
rising import prices when the domestic currency depreciates. And
even if a central bank with a floating exchange rate opts out of all
market intervention, which would make foreign reserves unnecessary
as a monetary policy instrument, they could still be desirable since
the markets and rating agencies tend to see them as enhancing the
credibility of monetary policy.

When Iceland’s financial markets began to evolve and an active
forex market developed, the Central Bank's foreign reserves took
on a new role as a monetary policy instrument of serving the fixed
exchange-rate regime in place at that time. This was demonstrated
when the Central Bank drew on reserves to intervene in the forex
market in 2000 and 2001 with the aim of dampening exchange-rate
volatility and keeping the kréna within the fluctuation bands. Under
the new monetary policy framework introduced in March 2001,
which allows the exchange rate to be determined by market forces,
the Central Bank has primarily traded in the forex market with the aim
of building up a credible level of foreign reserves or to procure foreign
currency for the Treasury to service its foreign debt. In fact, the
joint declaration of the Government of Iceland and Central Bank of
Iceland from March 2001 states that the Central Bank will intervene
in the foreign exchange market if it deems such action necessary in
order to promote the inflation objective or if it thinks that exchange
rate fluctuations might undermine financial stability. However, after
the fixed exchange rate was replaced by the main monetary policy
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objective of price stability, the Central Bank has less need to maintain
foreign reserves for its monetary strategies.

Financial stability

Sovereign states seek to have reserves as a contingency against shocks
such as unexpected fluctuations in the current account, changes in
access to foreign markets or natural catastrophes. Thus the reserves
serve to ensure that adequate funds are always available to soften the
impact of sudden shocks.

Over the past few decades, the Central Bank of Iceland has
traditionally maintained its foreign reserves at a level close to the
equivalent of roughly three months' imports excluding marine
vessels and aircraft. Initially the reserves were mainly regarded as a
contingency to smooth over interruptions in foreign trade, at a time
when export sector income was highly volatile and Iceland was a
signatory to the Bretton Woods system. Reserves were intended to
meet fluctuations in imports and exports, in much the same way as
households and businesses require liquid funds to cover their day-to-
day operating expenses. Thus the reserves could be used to balance
currency inflows and outflows under unexpected circumstances.

Broadly speaking, one of the aims in maintaining reserves is to
ensure that the forex market is functional and that intervention is
possible in the event of market failure. Inadequate foreign reserves
could spark a speculative attack on the kréna, especially if investors
believed that the Central Bank would intervene in the market at some
point. A floating exchange rate substantially reduces the probability
of such an attack. If reserves are generally regarded as sufficient,
they boost confidence in the currency and can reduce the likelihood
of sudden investor flight. Growing domestic portfolio investments by
non-residents mean that much greater amounts could conceivably be
moved out immediately if investors lose confidence in the currency.
The same kind of market disruption could be prompted by domestic
investors, and hardly on a smaller scale.

Sudden changes often take place in international forex markets,
causing sharp and rapid appreciation or depreciation of currencies.
A possible catalyst could be unexpected economic news from the
country in question. Although the Icelandic forex market is not
international in the true sense of the term, and has only three resident
banks as market makers, in principle it still obeys the same laws as
markets in other countries where the exchange rate is determined by
supply and demand. A central bank under a floating exchange-rate
regime is not obliged to respond to fluctuations in the forex market,
even if they are sharp.

The Central Bank of Iceland might need to be prepared to
resolve a range of problems that could undermine the effectiveness
of the forex market. Possible scenarios are the withdrawal of a market
maker, the market drying up, abnormally wide spreads or other
unexpected shocks. The Central Bank might suddenly need to play a
larger role in daily interbank market trading in the kréna to ensure that
it did not stop. Otherwise, the resulting disruption could undermine
financial stability. Nonetheless, a central bank would presumably resort



to direct intervention only if it deemed this necessary for contributing
to the attainment of the inflation target or if it saw the exchange-rate
swings as a threat to financial stability. The joint declaration of the
Government of Iceland and Central Bank of Iceland from March 2001
allows for such an eventuality.

Furthermore, the foreign reserve may be seen as a reserve fund
for meeting shocks in the market, e.g. tight liquidity among financial
companies caused by problems in refinancing their foreign debt.
Possibly such a problem could be resolved with emergency lending
facilities. It could prove difficult to decide which circumstances would
call for measures of this kind. Setting the level of reserves on the basis
of this consideration could produce a moral hazard, and central banks
as a rule do not announce the existences of safety nets.

The Central Bank of Iceland Act states thatin special circumstances
when the Central Bank deems it necessary in order to protect
the safety of the domestic financial system, the Bank may issue
guarantees to credit institutions in the event of a liquidity squeeze or
grant other loans to them on special terms and against collateral or
against other conditions laid down by the Bank. A facility of this sort
would be subject to strict conditions and only be authorised when
there was no doubt that the relevant institution or institutions were
not in difficulties in meeting capital requirements. In other words, the
Central Bank may make conditional loans in the event of a liquidity
squeeze, e.g. to prevent a loss of confidence in the financial system
which could spawn a wider financial crisis. However, it is clear that this
authorisation does not provide a universal guarantee for the financial
system — nor should such a principle be instrumental in deciding the
level of reserves. The Icelandic financial markets are growing rapidly.
The banks' foreign debts have soared, making access to foreign credit
correspondingly more important.

The option of falling back on reserves if economic shocks disrupt
normal trading and income flow is one of the fundamentals on which
the Treasury's credit rating is based. Thus the level of the reserves
affects the sovereign rating. After large amounts of foreign currency
had been deployed against the rapid depreciation of the kréna in
2000 and 2001, the three agencies that rate the Republic of Iceland
(Moody's, S&P and Fitch) all urged that the Central Bank's external
position should be significantly strengthened. At that time, the Central
Bank relied on short-term foreign borrowing to maintain its foreign
reserves above a specified minimum level, which caused its external
position (net foreign reserves) to weaken. Rating agencies have not
stipulated an optimum level, but it is clear that a minimum level of
reserves must be at hand to maintain the Republic's creditworthiness
in foreign markets, and thereby improve access by the Treasury and
domestic companies, including banks, to foreign credit.

Other perspectives

In Iceland and elsewhere, the objective of foreign reserves is to
ensure that sufficient funds are available to service the Treasury's
foreign liabilities. Countries with thin forex markets, which may be
substantially affected by their Treasury's purchases of foreign currency
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Chart 1

Foreign reserves as a %
of GDP 1960-2005'
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1. Estimate for 2005.
Source: IMF and Central Bank of Iceland calculations.

Chart 2

Foreign reserves as a % of merchandise
imports (fob) 1976-2005'
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1. Estimate for 2005.
Source: IMF and Central Bank of Iceland calculations.

Chart 3

Gross and net foreign reserves
January 1997 - August 2005

1997 1998 1999 2000 2001 2002 2003 2004 2005

— Gross foreign reserves

— Net foreign reserves

Source: Central Bank of Iceland.

in exchange for domestic currency, need to have reserves that can act
as a stabiliser when countries service their foreign debt.

One of the tasks of the Central Bank of Iceland has been to
procure foreign currency for the Treasury to meet its foreign debt
service and other foreign costs that it incurs. Previously it was
considered important to have a reserve fund to ensure smooth
trading and as a contingency against tightening of foreign credit
markets. Foreign credit markets have been offering a wider range of
credit facilities in recent years and the Treasury's upgraded ratings
have improved its access to them. The Treasury now has unhindered
market access and the risk of long closures is negligible. In the recent
term the Treasury has been retiring foreign debt and the substantial
improvement in its debt position bolsters its position as a borrower
even further.

A large proportion of the capital and reserves of central banks
is tied up in foreign reserves. Interest income on reserves is used to
meet their operating costs and some countries mention this as one of
the reasons for maintaining them.

The cost of holding reserves

Both costs and risks are involved in holding foreign reserves. Discussions
of foreign reserves often tend to focus on them as asset portfolios and
ignore the liabilities side. Essentially there are three ways to finance
reserves (Nugée (2000)). All are based on the assumption that it is
normal for a Treasury's assets to be denominated solely in domestic
currency. In effect, acquiring foreign currency-denominated assets
represents a decision not to own assets denominated in domestic
currency, whereby government authorities sacrifice the potential
return from investing in their own society, which is one of their main
roles. External reserves are funded with either foreign borrowing,
currency swaps or straightforward purchases of foreign currency in
exchange for domestic currency.

The cost of holding reserves is most commonly defined as the
difference between a Treasury's return on risk-free investments such
as US, UK or German Treasury bonds and its own borrowing terms.
This is based on the premiss that foreign reserves are indirectly built
up with foreign borrowing, so that an increase in reserves causes
a corresponding increase in Treasury liabilities. Holding reserves
therefore entails the opportunity cost of not using those funds to
retire Treasury debt. Investment income on reserves in excess of
the returns on a risk-free investment is a reward for risk-taking and
therefore does not offset the cost of keeping the reserves. However, it
may be pointed out that a Treasury with no reserves would probably
as a rule face higher credit costs.

Iceland'’s foreign reserves and reference levels

At the end of August 2005, the Central Bank of Iceland'’s foreign
reserves stood at 58.3 b.kr. A clear distinction must be made between
net reserves and gross reserves, small as the difference may be
today. Net reserves are defined as gross reserves less foreign short-
term borrowing and foreign deposits in the Central Bank. Deposits



in the Central Bank are almost exclusively from the Treasury; the
commercial banks' foreign currency accounts in the Central Bank were
discontinued in 1997.

In the past, when Iceland's foreign reserves fell below the
minimum stipulated in the rules set by the Board of Governors, foreign
loans were taken to bridge the gap. The difference between net and
gross reserves is largely explained by such borrowing.

Over the period since 1997, when the domestic forex market
had largely assumed the shape it retains today, net reserves reached
a low of 6.2 b.kr. in July 2001. In November that year the Treasury
borrowed to strengthen the Central Bank's reserves, which had
been severely depleted since the beginning of 2000 by its repeated
interventions in the forex market. In September 2002 it was decided
to begin regular purchases of currency in the domestic market first
in order to eliminate the Central Bank's short-term debt, and then
boost its net reserve position. These purchases continued until the
end of 2004. From the beginning of 2005, the aim of the Central
Bank's regular market purchases of foreign currency was to meet the
Treasury's requirements for external debt service. In May this year a
discretionary purchase of an extra 100 m. US dollars was announced
in connection with additional prepayment of the Treasury's foreign
loans. At the beginning of September the Central Bank announced
an increase in its regular currency purchases in connection with
the Treasury's schedule for prepaying more foreign debt than had
originally been planned. Without these purchases, the Central Bank
could only have sold the Treasury more currency than originally
planned by depleting its foreign reserves.

The Central Bank's references for determining its minimum
level of foreign reserves are historical in origin. The reasons for using
them are to build confidence in the Bank's monetary policy and to
uphold sustainability considerations, including financial stability and
creditworthiness.

Compared with other countries, the Central Bank of Iceland
held an acceptable level of foreign reserves at the end of 2004 as
a proportion of GDP and broad money (M3), and in terms of how
many weeks of merchandise imports they would cover. Relative to
Iceland's total external debt, however, the reserves were fairly small
in terms of such references. Furthermore, the Central Bank's reserves
have fallen somewhat as a proportion of GDP since the end of 2004.
It is inadvisable to draw too strong conclusions from this comparison,
given the diverse economies of the sample countries and the fact
that data are not necessarily fully comparable. Major sectors of the
Icelandic economy earn much of their income in foreign currencies,
e.g. fisheries, aluminium smelting and tourism. A common feature
of the countries in the comparison is that they have an independent
currency, floating exchange rate and inflation target. The countries
are Australia, Canada, New Zealand and Sweden.

To summarise, there is no absolute reference for the level of
foreign reserves. When the current reference was last set, it took into
account most of the points mentioned above, which could produce
a very wide range of outcomes. It was decided not to abandon the
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Chart 4
Foreign reserves as a % of GDP
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Source: IMF.

Chart 5
Foreign reserves as a % of merchandise and
services imports
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1. Figures are not available for Sweden in 2004.
Source: IMF.

Chart 6

Foreign reserves as a % of external debt
of the economy
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1. Figures are not available for Sweden in 2004.
Source: IMF.
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Table 1 Foreign reserves in Iceland and selected countries

End of 2004 unless otherwise stated

Foreign reserves as a % of:
GDP
Broad money (M3)

Forex market turnover

Foreign reserves in equivalent weeks
of merchandise imports

Total

Excluding monetary gold

Iceland Sweden New Zealand Australia Canada
8.8 6.5 5.4 6.0 3.5
12.0 [12.2]2003 5.6 [7.0]2003 6.1
11.07 2.39 3.12 1.36 3.13
Iceland Sweden New Zealand Australia Canada
15.7 11.6 11.9 17.5 6.4
15.3 11.5 11.9 17.0 6.4

merchandise trade reference that has been used. At that time the
level of reserves was close to the reference and it was considered
inadvisable to increase it. A running average for three-month
merchandise imports over the preceding five years was used as a
reference, and if the reserves fall below that level there is no longer
any obligation to borrow funds to maintain a specific minimum.
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International Monetary Fund

Article IV Consultation: Concluding Statement

The International Monetary Fund conducted Article IV consultations with Iceland over the period June 2-13,
2005. Below isthe Concluding Statement of the IMF Mission delivered atthe end of the consultations on June 13.

Introduction

1. Overall, economic performance in Iceland has been impressive.
The government should be commended for its consistent com-
mitment to implementing and following policies that have laid a
sound foundation for strong economic growth. These policies in-
clude structural reforms that have increased the economy’s dyna-
mism and flexibility, significant improvements in financial super-
vision, the introduction of a flexible exchange rate and inflation
targeting, and a sustained period of sound fiscal management.

2. Another key element of economic policy in Iceland has been the
promotion of power-intensive projects that exploit Iceland’s com-
parative advantage in clean energy. These projects further diversify
the economy and significantly add to export capacity and wealth.
At the same time, the magnitude of these projects relative to the
size of the economy has contributed to economic volatility.

3. Looking ahead, smoothing this volatility presents the key chal-
lenge for policymakers as they strive to ensure both strong and
stable growth. In particular, at the current point in the economic
cycle, appropriate policy measures need to be in place so that the
imbalances that are evident in the current account, external debt,
domestic demand and inflation do not lead to excessive volatility
in real activity as they unwind following the completion of the
current investment projects.

The Outlook

4. Economic growth is expected to be rapid with real GDP growing
by roughly 6 percent in 2005 and only slightly below that rate in
2006. Private consumption and investment in energy-intensive
projects are expected to be the primary sources of growth. This
expansion in domestic demand is forecast to widen the current
account deficit to over 12 percent of GDP in 2005, with only
a slight improvement in 2006. While the increased flexibility as-
sociated with the use of foreign labor has prevented the invest-
ment projects from directly exerting pressures in the labor mar-
ket, demand pressures in other sectors are currently projected to
keep inflation above the central bank's target rate over the next
two years. Looking further out, once the investment projects are
completed and the new capacity becomes productive, growth is
forecast to rebalance toward the external sector, quickly reducing
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the current account deficit. However, there are significant risks to
this outlook.

In the near term, the risk to the outlook is seen to be on the
upside, with downside risk further out. Consumption could be
stimulated more than forecast by the strong growth in dispos-
able income and asset prices combined with the significant in-
crease in households' ability to borrow at low cost. A more rapid
expansion in consumption would add to the increase in interest
rates required to stabilize inflation at the target rate. Higher short-
term interest rates could put additional upward pressure on the
exchange rate with the likely consequence of further widening
the growing imbalances in the current account and external debt.
Once the investment projects are completed, the built-up imbal-
ances will need to unwind. The larger they are, the greater is the
likelihood that the adjustment will be sharp, significantly slowing
economic activity. Policy measures, along the lines outlined be-
low, need to be implemented now to reduce this risk.

Fiscal Policy

6.

Although fiscal policy has been tightening, a more restrictive
stance than that contained in the 2005 budget is required to help
contain demand pressures, minimize the build-up in imbalances
and help ensure that they unwind in an orderly fashion. The in-
creased flexibility of the economy, particularly in the labor market,
has enhanced its ability to quickly adjust. However, prudence is
called for to avoid the potentially large negative impact on the
economy that could occur if the quickly building imbalances were
to unwind in a disorderly fashion. Since the time of the 2005 bud-
get, the outlook for aggregate demand has been revised upward
considerably and projected imbalances have widened. Conse-
quently, fiscal policy should be tightened appropriately.

Both tax and expenditure measures should be used to achieve the
tightening. On the expenditure side, additional public investment
projects, including some of those planned for the remainder of
2005, should be delayed until after the peak in the energy-in-
tensive investment cycle. Although the longer-term benefits on
labor supply of reducing income taxes are welcomed, the impact
is likely to unfold only gradually and be modest at its peak. There-
fore, it would be prudent to postpone the tax cuts announced
for 2006 and beyond until it is clear that excess demand in the
economy has dissipated. If tax cuts cannot be delayed, offset-
ting cuts in government expenditure beyond the advised reduc-
tions in public investment should immediately be identified and
implemented. Given the nominal increase of roughly 7 percent
budgeted for government consumption in 2006, this would be
an appropriate area for reductions. To help improve overall effi-
ciency in healthcare and education, this may also be an opportune
time to introduce or extend the application of user fees in these
sectors. Additionally, the government can help minimize building



demand pressures by directing the proceeds from the privatization
of Iceland Telecom to debt reduction.

Although public finances are on an extremely sound footing from
a medium-term perspective, the medium-term fiscal framework
should be strengthened. The introduction of multi-year spending
targets has been a step in the right direction, but more can be done.
Defining the multi-year spending targets in nominal terms at the
general government level would be beneficial. Additionally, there
should be increased cooperation between the central and local
governments to prevent slippages. Accelerating the pace of con-
solidation of local governments could facilitate such cooperation.
Further, the multi-year spending targets should be derived from a
rules-based approach that ensures the simultaneous achievement
of the government's medium-term target for public debt and a
consistently counter-cyclical fiscal stance. This would help achieve
the systematic coordination of monetary and fiscal policies, which,
in a very small economy like Iceland, would considerably enhance
the prospects for achieving both strong and stable growth.

Monetary Policy

9.

10.

Monetary policy has been responding appropriately to emerging
demand and inflationary pressures. Rising house prices have con-
tributed significantly to inflation. However, they are indicative of
the general overheating of the economy and hence, the policy
response has been appropriate. While temporary factors have re-
cently lowered measured CPI inflation, policy should continue to
focus on the underlying demand conditions that are the primary
source of persistent inflation. It appears likely that the parties to
the private sector wage agreements will act responsibly, as they
have in the past, when deciding if wage agreements need to be
reviewed in November of this year. However, the central bank
will need to monitor the discussions closely to assess any possible
implications for wages and prices. The developments in the mort-
gage market, which have lowered the cost of long-term financing
to households at a time when the central bank has been tighten-
ing short-term rates, have increased the challenge of stabilizing
inflation. The central bank will need to be prepared to respond
to changing economic circumstances while recognizing the risk
that having to rely heavily on the exchange rate channel for the
transmission of monetary policy could increase imbalances and
the sharpness of the eventual unwinding.

Because of the small size of the economy, stabilizing inflation in
Iceland is @ much more difficult task than in larger inflation-target-
ing countries. One innovation that might help enhance inflation
stability by more firmly anchoring inflation expectations is to in-
troduce a schedule for pre-announced monetary policy meetings
that conclude with a public announcement of the central bank’s
decision regarding interest rates. In addition, although the Mon-
etary Bulletin has evolved into a very clear, transparent and ef-
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fective communication device, it could be enhanced further. The
inclusion of a scenario based on an interest rate path that would
return inflation to its target given the central bank’s view on the
current state of the economy and its likely evolution could help
anchor inflation expectations. Scenarios that do not show infla-
tion returning to target may easily be misinterpreted. If a variable-
interest-rate scenario is included, it will be important to stress its
conditional nature so that the public understands that the central
bank is not committing to that particular path. The public would
then realize that as economic circumstances change, the central
bank would adjust the path accordingly.

. Once the current investment cycle is completed, further enhance-

ments to the monetary policy framework may be possible to in-
crease the stability in both inflation and real economic activity. Al-
though the indexation of mortgage loans in Iceland, among other
reasons, makes it important to continue to target a measure of
inflation that includes house prices, removing volatile components
such as energy or food, as has been done in other countries, could
be considered.

Financial Sector
12. It is essential that the risks to financial stability of the ongoing

credit boom be monitored closely, and prudential measures be
implemented quickly if required. Financial institutions have strong
balance sheets, as attested by the stress tests conducted by the
Financial Supervisory Authority (FME). However, as asset prices
continue to accelerate sharply, it will be important that the FME
move ahead promptly with the implementation of the more strin-
gent stress tests that are currently being developed. Further, the
FME should accelerate the pace of the development and imple-
mentation of stress tests to assess the risks to the financial sector
arising from changes in interest rates and sharp movements in the
exchange rate. This is becoming particularly important as banks
intermediate a rapidly growing volume of foreign lending, a por-
tion of which is not naturally hedged, and expand their shares of
the domestic mortgage market. If the FME identifies vulnerable
institutions, it should immediately exercise prudential measures,
including increasing capital adequacy ratios, to quickly reduce
those vulnerabilities.

13. The entry of commercial banks into the mortgage market has

been a positive development from a longer-term financial stability
perspective. Holding a larger portfolio of first mortgages will help
diversify banks' balance sheets and stabilize their earnings provid-
ed this activity can be sustained profitably. If they must compete
directly with the Housing Financing Fund (HFF), which enjoys a
funding advantage because of its state guarantee, this is unlikely
to happen. Consequently, expeditious reform of the HFF is neces-
sary. The reform of the HFF should be guided by the following
principles:



14.

e Banks and savings institutions should have access to funding
that allows them to compete profitably for first mortgages;

e The funding expertise that has been developed by the HFF
should be fully utilized;

e Economies of scale in funding should be retained so that Ice-
land receives the lowest possible cost of mortgage finance,
and domestic bond markets remain liquid;

e Competition in the retail mortgage market should continue to
be strong; and

e State support should be tightly focused on ensuring access to
homeownership for those with low incomes and those resid-
ing in remote regions of the country.

Historically, Icelandic policymakers have responded quickly and
effectively as economic circumstances have changed. The current
juncture, while presenting some difficulties, is still not as challeng-
ing as situations experienced in the past. In the short term, it will
be important that fiscal policy be tightened and the HFF be re-
formed quickly to minimize emerging imbalances and downside
risk further out. Over the medium term, continued improvement
in policy frameworks will help ensure that both strong and stable
growth can be achieved.
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Monetary policy and
instruments

The target of monetary policy

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

formal inflation target was adopted, as follows:

e The Central Bank aims for an annual rate of inflation, measured as
the annual twelve-month increase in the CPI, which in general will
be as close as possible to 2%2%.

e If inflation deviates by more than +1%2% from the target, the
Central Bank shall be obliged to submit a report to the government
explaining the reason for the deviation, how it intends to respond
and when it expects the inflation target to be reached once again.
This report shall be made public.”

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

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

Main monetary policy instruments

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

Fixed trading instruments:

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

Overview of Central Bank interest rates September 19, 2005

Last change Rate one

Current Percentage year

rate (%) Date points  ago (%)

Current accounts 8.00 June 13, 2005 0.75 3.75

Overnight loans 11.00 June 13, 2005 0.25 8.25

Certificates of deposit, 90 days 9.00 June 13, 2005 0.50 5.75

Required reserves 8.75 June 13, 2005 0.75 5.00

Repos (yield) 9.50 June 7, 2005 0.50 6.25
Certificates of deposit, 7 days (yield) 9.35 June 13, 2005

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

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

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

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

Market operations:

Repurchase agreements are the Central Bank’'s main instrument.
Auctions of 7-day agreements are held every week. Credit insti-
tutions need to put up securities that qualify as collateral. Auctions
can be fixed priced or auctions where total amount is announced.
Fixed-price auctions have been used so far.

Certificates of deposit with a maturity of 7 days are auctioned
weekly. Their function is to counteract temporary surplus liquidity
in the banking system. The auction format is fixed price.
Securities market trading is limited to treasury-guaranteed paper.
Foreign exchange market intervention is only employed if the
Central Bank considers this necessary in order to promote its
inflation target or sees exchange rate fluctuations as a potential
threat to financial stability.



Economic and monetary chronicle

June 2005

On June 3, the Governors of the Central Bank of Iceland announced
that the Bank would raise its policy interest rate (i.e. its repo rate in
transactions with credit institutions) by 0.5 percentage points to 9.5%
as of June 7. For one-week certificates of deposit, the rate of interest
was set at 0.15 percentage points below the repo rate and ceilings
were abolished in weekly auctions. Other Central Bank interest rates
were also raised as of June 11: on credit institutions’ current accounts
in the Central Bank by 0.75 percentage points and on overnight loans
by 0.25 percentage points.

On June 15, Islandsbanki hf. announced an issue of subordinated
capital bonds in the amount €150 million (12 b.kr.). The bonds will be
accounted for as Own Funds Part A (Tier 1) under rules on additional
own funds items for financial undertakings.

July 2005

On July 11, Kaupthing Bank announced that all the conditions set for
Kaupthing Holdings UK's offer for the acquisition and control of Singer
& Friedlander Group Plc had been fulfilled. It is subsequently intended
to delist Singer & Friedlander shares from London Stock Exchange.
The offer price was 316 pence per share, which is equivalent to
547 million pounds (64.6 b.kr.) for all issued share capital in Singer
& Friedlander. The board of Singer & Friedlander recommended
shareholders to accept the offer. Before this acquisition, Kaupthing
Bank held a 19.5% share in Singer & Friedlander.

On July 12, the Central Bank announced a new currency basket
following the annual revision on the basis of Iceland's foreign trade

New currency basket 2005 (%)

Based on trade in 2004

Change on

Export Import Currency previous

Region Currency basket basket basket basket
USA usbD 22.03 24.02 23.03 1.19
UK GBP 14.66 9.55 12.10 0.21
Canada CAD 1.27 0.94 1.10 0.04
Denmark DKK 7.67 8.59 8.13 -0.28
Norway NOK 5.02 7.05 6.04 0.13
Sweden SEK 2.1 5.64 3.87 0.19
Switzerland CHF 1.50 0.92 1.21 -0.18
Euro area EUR 42.67 39.60 41.14 -1.23
Japan JPY 3.07 3.69 3.38 -0.07
Total 100.00 100.00 100.00 0.00
North America 23.30 24.96 24.13 1.23
Europe 73.63 71.35 72.49 -1.16
EU 67.11 63.38 65.24 -1.11
Japan 3.07 3.69 3.38 -0.07

Source: Central Bank of Iceland.
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in goods and services the preceding year. The new basket took effect
the same day.

On July 19, Moody's Investors Service affirmed its ratings on the
Republic of Iceland at Aaa for long-term obligations and P-1 for
short-term obligations, both in foreign and domestic currency, with
a stable outlook.

August 2005

On August 3, Fitch Ratings, the international rating agency, affirmed
the ratings of Landsbanki fslands hf. at long-term A, short-term F1,
individual C and support 2. The outlook remains stable.

On August 4, Fitch Ratings affirmed the Republic of Iceland's long-
term foreign and local currency ratings at AA- and AAA respectively
with a stable outlook. The short-term foreign currency rating was
affirmed at F1+.

On August 5, the Treasury's 98.8% shareholding in Landssimi
islands (Iceland Telecom) was sold to Skipti ehf., an investor group
comprising Exista ehf. (45%), Kaupthing Bank (30%), Lifeyrissjodur
verslunarmanna (the Pension Fund of Commerce, 8.25%), Gildi-
lifeyrissjodur pension fund (8.25%), Sameinadi lifeyrissjodurinn
pension fund (2.25%), Samvinnulifeyrissjodurinn pension fund
(2.25%), MP fjarfestingarbanki investment bank (2%) and Imis ehf.
(2%). The acquisition price of 66.7 b.kr. was based on the Central
Bank of Iceland's official exchange rate on July 27, 2005. It was
spread between three currencies: 34,505,550,000 kr., €310,000,000
and 125,000,000 US dollars. The new owners are obliged to fulfil
conditions set by the Treasury in its terms of sale. These include
that no single entity or associated or related entities shall acquire a
shareholding of more than 45% in Iceland Telecom until its listing on
the Iceland Stock Exchange (ICEX) Main List, and that a minimum
of 30% of total share capital shall be offered for sale to the public
and investors no later than the end of 2007. Before that time, the
company shall be listed on the ICEX Main List. After this privatisation,
the state has completely withdrawn from competitive operation in the
telecommunications market.

On August 12, Moody's Investor Service affirmed the ratings of
Landsbanki fslands hf. at A2 for long-term deposits, P-1 for short-
term liabilities and C for financial strength. The outlook was stable.

On August 17, Lanasjodur sveitarfélaga (Municipality Credit Iceland)
was licensed to operate as a credit undertaking by the Financial
Supervisory Authority (FME).

September 2005

On September 6, the Treasury received a payment of 66.7 b.kr. from
Skipti ehf. for its shareholding in Iceland Telecom. The 32.2 b.kr.
portion paid in foreign currency will be used to prepay external debt



of the Treasury. Most of the remainder of the privatisation proceeds
will be deposited in the Central Bank of Iceland and will be available
over the period 2007-2010. The part of the payment rendered
in Icelandic currency has been earmarked (at adjusted prices) as
follows: 2007-2010: 15 b.kr. to roadbuilding; 2008-2012: 18 b.kr.
towards the development of a high-technology hospital, 3 b.kr. to
the purchase of a patrol vessel and aircraft for the Icelandic Coast
Guard; 2.5 b.kr. towards promoting business innovation; 2.5 b.kr. to a
telecommunications fund: 1 b.kr. to infrastructure investment for the
mentally handicapped; and 1 b.kr. for new premises for an Institute
of Icelandic Studies.

On September 8, the Central Bank announced that it will increase
its regular currency purchases in the domestic interbank market on
behalf of the Treasury. In light of the improved liquidity position of
the Treasury, the Minister of Finance has decided to retire more of the
government's foreign debt than had previously been planned. From
September 12, the Bank will purchase 10 million US dollars a week
in addition to the 2.5 million dollars that it has purchased weekly so
far this year.
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Tables and charts

Tables and charts are generally based on statistical information available in mid-September 2005, apart from
financial market data, which is from August 31, 2005. A list of symbols is on p. 2.
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TABLES AND CHARTS

Table 2 Prices

2005
Jan. Feb.  March April May June July  August  Sept.

Consumer price index, May 1988 = 100 239.2 239.7 241.5 242.0 2407 242.4 2427 2432 2469

7-month % changes

Consumer price index 0.1 0.2 0.8 0.2 -0.5 0.7 0.1 0.2 15
Domestic goods excl. agric. products and vegetables -02 -0.1 -1.4 -1.9 2.4 1.8 -1.0 1.9 03
Agricultural products and vegetables 1.1 -0.8 -2.0 -1.7 -5.3 2.7 3.0 -0.7 2.0
Imported goods excl. alcohol and tobacco -3.1 =11 1.6 -0.2 0.6 -05 -1.0 -1.3 37
Petrol -5.7 0.1 2.7 0.2 3.8 -0.1 5.7 1.9 4.9
Housing 1.9 2.4 2.2 2.7 -1.1 1.9 1.1 1.4 1.0
Public services 4.4 1.0 -0.2 - 0.2 0.4 0.3 0.1 0.2
Other services 0.9 0.4 0.6 -0.1 0.4 0.1 0.3 0.3 0.6

Harmonised index of consumer prices (HICP)? -0.4 -0.2 0.4 -0.5 -0.3 0.4 -0.2

12-month % changes

Consumer price index 4.0 4.5 4.7 4.3 29 2.8 35 3.7 4.8
Domestic goods excl. agric. products and vegetables 1.8 2.0 1.1 -0.9 -4.0 -2.9 -3.9 -1.7 -2.0
Agricultural products and vegetables 5.2 4.9 3.0 2.0 -4.8 -2.7 -0.7 -2.6 -0.5
Imported goods excl. alcohol and tobacco 0.1 -0.5 -0.1 -1.4 -1.4 -2.9 -2.2 -2.6 -
Petrol 4.3 4.9 9.9 5.7 6.2 -0.1 8.1 6.6 12.2
Housing 11.5 13.9 15.7 17.7 14.6 14.9 16.7 17.6 18.0
Public services 3.6 7.2 6.9 6.9 6.4 6.7 6.4 6.0 6.8
Other services 3.6 3.6 35 31 3.0 31 3.1 33 3.9

Harmonised index of consumer prices (HICP)' 2.7 2.9 25 1.6 0.5 0.3 0.5

Building cost index for residential buildings 8.6 8.1 7.0 6.6 45 4.2 37 43

Housing prices 2 27.9 32.2 32.2 34.1 385 38.8 39.4

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

Consumer price index in USA 3.0 3.0 31 35 2.8 25 3.2

Consumer price index in euro area 3 1.9 21 21 2.1 2.0 21 2.2 21

Commodity prices excl. oil 5.6 4.8 9.4 6.1 -14.9 -14.2 -14.7

Petrol prices* 42.0 46.3 56.8 53.3 27.4 52.2 51.0 51.0

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.

Chart 1 Chart 2
Consumer price index Consumer price index by origin
January 1999 - September 2005 January 1999 - September 2005

12-month % change 12-month % change

20

T T T T T T T T T T T T

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

Source: Statistics Iceland. — Domestic goods

— Imported goods excluding alcohol & tobacco
Housing

— Other services

Source: Statistics Iceland.
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TABLES AND CHARTS

Table 3 Exchange rate of the Icelandic kréna

3 mo. %
2004 2005 change to
Monthly averages Dec. Jan. Feb.  March Apr. May June July Aug.  Aug. 31
Effective exchange rate indices’
Official index (31/12 '91 = 100) 114.5 112.5 110.7 108.3 110.8 113.8 111.2 109.7 109.1 3.3
Import-weighted index (31/12 '94) 97.0 95.2 93.7 91.6 93.8 96.3 94.0 92.8 92.3 3.4
Export-weighted index (31/12 '94) 98.0 96.2 94.7 92.7 94.9 97.4 95.2 93.9 93.5 33
Central Bank quotations 2
U.S. dollar 62.7 62.7 62.0 59.9 62.3 64.8 65.1 65.1 63.7 2.3
Euro 84.1 82.1 80.7 79.2 80.6 82.3 79.2 78.4 78.3 3.4
Yen 0.604 0.606 0.591 0.570 0.581 0.608 0.599 0.582 0.576 5.6
Pound sterling 121.0 117.6 117.0 114.4 118.0 120.2 118.5 114.0 114.3 4.3
Danish krone 11.31 11.04 10.85 10.64 10.82 11.05 10.65 10.51 10.50 3.6
Norwegian krone 10.23 10.00 9.70 9.68 9.86 10.18 10.03 9.90 9.89 2.3
Swedish krona 9.36 9.07 8.88 8.72 8.79 8.95 8.56 8.32 8.39 5.6
104
Between annual averages From beginning of year Previous 12 months
z 2001 2002 2003 2004  Aug.'03 Aug.'04 Aug.'05 Aug.'03 Aug.'04 Aug.'05
g % changes®
N Official index (31/12 '91 = 100) -16.7 3.0 6.4 2.1 0.7 0.8 49 3.7 27 137
;m Import-weighted index (31/12 '94 = 100) -16.4 3.1 6.6 2.3 -0.7 0.8 5.0 3.7 3.0 13.8
gé Export-weighted index (31/12 '94 = 100) -17.0 3.0 6.2 1.8 -0.6 0.8 4.8 3.6 2.3 13.6
s

Central Bank quotations 2

U.S. dollar -19.3 6.8 19.2 9.5 0.5 -1.7 -3.2 9.3 11.0 144
Euro -17.0 1.5 -0.6 -0.5 -33 24 83 -1.1 -0.1 13.7
Yen -9.1 10.2 10.1 23 -1.3 1.0 5.4 7.9 46 164
Pound sterling -15.3 2.6 9.4 -2.4 25 -23 4.8 7.4 -2.1 15.0
Danish krone -17.0 1.2 -0.6 -0.4 -3.2 23 8.6 -1.1 0.1 14.0
Norwegian krone -17.7 -5.2 5.9 4.1 9.5 2.6 3.4 10.5 1.8 6.3
Swedish krona -9.0 0.4 -1.0 -0.4 -2.8 3.0 12.3 -0.7 -1.1 16.5

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

Source: Central Bank of Iceland.

Chart 3
Effective exchange rate indices Chart 4
January 1999 - August 2005 Daily exchange rates of US dollar, euro, pound

sterling and yen against the Icelandic kréna
January 2002 - August 2005

Monthly averages

31/12 1991 = 100 31/12 1994 = 100 US$. euro. 100 yen Pound sterlin
5 85 116 228 euro, 100y £ 150
P90 E 145
95
£ 140
£100
t 135
£105
£110 130
£115 t 125
£120 120
E125 E115
150 T T T T T T 130 T T T 110
1999 2000 2001 2002 2003 2004 2005 2002 2003 2004 2005
Official index (left-hand axis) US dollar
— Import-weighted (right-hand axis) = Euro
— Export-weighted (right-hand axis) — Pound sterling

— Yen
Source: Central Bank of Iceland.
Source: Central Bank of Iceland.



TABLES AND CHARTS

At end of month 2005

Table 4 Interest rates

Annual averages’
All figures are in % 2002 2003 2004
Central Bank rates
Credit institutions’ current accounts 55 29 3.7
Required deposits 71 4.2 4.9
Overnight loans (discount rates) 10.7 7.8 83
Repurchase agreements 8.4 5.4 6.1
Yields in the money market?
REIBOR, O/N 9.3 5.1 6.1
REIBOR, 1-month 9.0 53 6.1
REIBOR, 3-month 8.9 53 6.3
REIBOR, 6-month 8.8 55 6.5
Treasury bills, 3-month 8.1 5.0 6.1
Treasury bills, 6-month3 7.9 5.0
Yields in the capital market 4
Treasury notes (RIKB 07 0209) 7.6 6.8 7.5
Treasury notes (RIKB 10 0317) . . 7.6
Treasury notes (RIKB 13 0517) 4.9 7.6 7.6
Treasury bonds (RIKS 15 1001) 5.2 4.4 3.9
Housing bonds (IBH 26 0315)> 5.7 4.7 4.5
Housing Financing Fund bonds (HFF 15 0914)° . . 35
Housing Financing Fund bonds (HFF 15 0224)° . . 3.8
Housing Financing Fund bonds (HFF 15 0434)° . . 3.8
Housing Financing Fund bonds (HFF 15 0644)° . . 3.7
Commercial banks' lending rates®
Average rates on non-indexed securities 15.4 12.0 12.2
Average rates on indexed securities 10.1 9.1 8.0
Rates acc. to Interest Rate Act 38/20017
Penalty rates 21.3 17.3 17.3

Feb.

6.8
7.8
10.8
8.8

8.6
8.6
9.0
9.3
7.8

8.6
7.8
7.4
3.4
4.7
33
3.4
35
35

13.9
7.6

20.0

March Apr. May June July
6.75 7.25 7.25 8.00 8.00
7.75 8.00 8.00 8.75 8.75

10.75 10.75 10.75 11.00 11.00
9.00 9.00 9.00 9.50 9.50

8.7 8.1 8.7 8.7 9.2
8.8 8.8 8.8 9.2 9.2
9.2 9.2 9.2 9.3 9.3
9.4 9.4 9.4 9.5 9.5
8.7 8.8 8.6 9.2 9.4
8.8 9.0 9.1 9.1 9.0
7.9 7.7 7.6 7.7 7.6
7.7 7.7 7.5 7.5 7.3
3.6 35 3.6 3.6 37
4.7 4.7 4.8 4.7 4.7
35 35 3.7 35 37
37 3.6 3.6 3.6 37
3.6 3.6 3.6 3.6 37
3.6 35 3.6 3.6 37
14.3 14.3 14.3 14.8 14.8
7.4 7.4 7.4 7.4 7.4
20.0 20.0 20.0 20.0 20.5

Aug.

8.00
8.75
11.00
9.50

9.2
9.2
9.3
95
9.3

9.0
7.4
7.4
3.6
4.8
3.6
37
37
3.6

14.9
6.9

205

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

month shown. From July 1, 2001, penalty rates are revised at 6-month intervals.

Source: Central Bank of Iceland.

Chart5

Short-term interest rates
January 1997 - August 2005

At end of month

T T T T T T T T
1997 1998 1999 2000 2001 2002 2003 2004 2005

Central Bank repo rate
— 3-month Treasury bills
— 3-month REIBOR on the interbank market

Source: Central Bank of Iceland.

Chart 6

Long-term interest rates
January 1997 - August 2005

At end of month

T T T T T T T T
1997 1998 1999 2000 2001 2002 2003 2004 2005

— 30-year HFF bonds
15-year Treasury bonds

— Housing bonds

— Secured bank loans

Source: Central Bank of Iceland
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TABLES AND CHARTS

Table 5 Money and credit

In b.kr.
Aug.'05
Central Bank
Net foreign exchange reserves 58.3
Claims on Treasury and gov. institutions, net -28.0
Claims on deposit money banks 26.6
Base money 30.7
Notes and coins in circulation 9.4
Reserves of deposit money banks 213
Deposit money banks
Central Bank items -5.3
Short-term position, net -7.6
Credit and listed securities’ 2,373.4
Credit? 1,855.5
Treasury and government institutions 13.4
Non-bank financial institutions 13.7
Businesses 965.9
Households 455.3
Foreign sector 398.0
Listed securities 268.9
Domestic credit and listed securities 1,874.6
Domestic credit 1,457.5
Deposits 656.0
Domestic deposits 609.7
Bonds 1,575.5
Domestic bonds 1239
Foreign liabilities, total® 1,772.9
Banking system
Foreign assets, net -585.8
Domestic credit and marketable securities 1,707.3
Money supply (M1)* 161.6
M2 (M1 + demand savings deposits) 283.7
M3 (M2 + time savings deposits) 619.1
M4 (M3 + securities issues) 743.0

% change over year

1-mo. change in b.kr.

12-mo. % change

2002

27.9
17.2
3.4

223

31
2.6
8.1
-45.2
155
9.9

-3.4
0.9
0.9

15.5

6.7
46.4

-2.8

-6.8
-2.3
23.8

93
15.3
17.0

2003

-65.2
-33.5
9.4

-46.7

28.2
22.8
1.6

21

8.1
63.1
383
22.6
14.8
225

106.1
4.9

67.3

18.5
21.6
22.8
18.5
17.5
15.6

2004 Jun.'05 Jul.’05 Aug.'05 Aug.'03 Aug.'04 Aug.'05
07 -38 -03
. -84 84 -122 .
322 141 96 6.1 217 -658 261
777 77 29 76 56 -158  -109
9.1 04 07 -05 77 62 153
121.0 73 36 -70 51 210  -19.1
64 64 -139
. -85 103 -13.0 . . .
403 1257 540 788 172 351 616
431 912 397 623 152 333 64.4
-16.1 14  -08 0.8 122 47 -14.8
. 09 11 36 . . -46.7
25.1 175 215 108 208 333 343
127 129 82 244 22 190 1315
1179 600 103 308 486 1265 148.0
228 125 147 94 169 226 442
355 639 297 378 159 259 471
396 312 295 315 131 236 505
135 219 33 5.4 198 156 27.1
15.1 186 1.8 1.1 . . 212
794 738 1051 8.3 495 828 1115
295 18 09  -30 11 123 427
588 866 1060  17.1 335 585 100.7
25.1 216 -230 -169 220 112 451
36.1 390 473 77 181 23.1 46.6
299 208 -33  -109 325 136 343
275 191 34 -133 256 136 272
149 190 24 05 196 126 211
170 208 34 25 160 125 242

1. Treasury bills, equities and leasing contracts also included. 2. Lending series have been adjusted retroactively following reclassification under the ISAT standard. Data on lending
to foreign entities available since January 2001. 3. Effective as of Monetary Bulletin 2005/3, this item includes securities issues abroad. 4. Sum of notes and coins in circulation and
DMBs' demand deposits.

Source: Central Bank of Iceland.

Chart 7

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

12-month % changes

12-month % changes

120

} 100
+ 80
+ 60
+40
20
0

r-20

T T T T T T T T
1997 1998 1999 2000 2001 2002 2003 2004 2005

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

Latest figures are preliminary.
Source: Central Bank of Iceland.
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Chart 8

Deposit money bank lending by sector
January 1992 - August 2005

1800 F =
R
1400 F === m

1200 4 - - --—-

Mergerof = — = = = = = = — —

1,000 + - ————- islandsbankihf.and = _ _ _ _ _ _ _ _

800 f—————-
600 F—————-

FBA hf.

b\

400 F ——— - mm -

1992
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@ Treasury and M Credit institutions
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B Households
B other
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B Non-residents

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

Source: Central Bank of Iceland.



TABLES AND CHARTS

Table 6 The credit system’

In b.kr % change over year 3-mo. % change
Assets June'05 1999 2000 2001 2002 2003 2004 Dec.'04 March'05 June'05
Domestic lending and securities 3,103.2 17.3 17.2 19.2 3.2 11.4 20.2 2.8 6.8 95
Banking system? 1,805.5 23.7 44.4 13.8 8.0 22.4 36.9 10.0 12.7 13.0
Miscellaneous credit undertakings 620.6 17.4 -3.8 20.8 -2.0 8.0 15.1 -4.5 0.8 -2.9
Housing Financing Fund 403.2 13.9 12.0 18.1 115 14.1 0.3 -8.2 -3.1 -6.9
Credit undertakings subject to minimum
reserve requirements3 173.8 . . 303 -414 -19.0 1336 9.0 12.4 6.5
Other credit undertakings® 43.7 9.2 17.2 16.1 9.0 0.8 2.4 -4.3 1.8 2.1
Pension funds 785.0 17.9 4.6 16.4 12.2 13.4 16.5 0.2 45 25
Insurance companies 84.8 10.1 241 12.2 6.3 14.8 4.1 -5.0 17.9 7.4
Mutual and investment funds® 2915 241 -14.0 223 39.2 47.0 38.9 6.1 10.2 3.1
Foreign credit 2,2235 24.0 39.6 295 -46 297 425 9.4 8.5 271
State lending funds 294.7 2.2 0.0 319 -3.0 -3.2 -4.3 -5.7 -5.0 -1.1
Total of above 6,105.5 18.3 18.4 21.6 3.1 18.8 28.3 4.8 75 12.8
Less inter-institutional transactions -3,002.4 19.9 20.4 25.4 2.9 29.8 38.8 7.1 8.3 16.5
Assets = liabilities 3,103.2 17.3 17.2 19.2 3.2 11.4 20.2 2.8 6.8 9.5
Liabilities
Domestic liabilities 2,092.0 21.0 71 141 7.2 19.4 14.7 2.7 3.1 7.5
Notes and deposits 558.3 16.6 11.1 14.9 134 219 9.8 -5.7 12.0 6.3
Securities 245.0 23.0 10.1 6.7 0.2 45.2 13.2 4.5 -2.8 -5.3
Insurance companies' indemnity fund 53.0 9.1 11.5 15.6 4.4 4.7 23 -5.5 8.0 -3.2
Pension funds 1,049.7 27.4 9.9 13.7 4.9 211 19.8 2.1 4.4 4.3
Capital of financial institutions 474.0 -1.9 14.3 26.0 19.4 19.7 71.0 20.4 22.6 2.0
Other items, net -288.0
Foreign liabilities, net 1,011.2 6.6 50.2 31.0 -4.8 -6.9 36.1 3.2 16.0 14.0
Credit by sector®
Central government 191.2 -9.5 -8.6 25.8 1.8 0.0 251 -2.7 -9.9 1.5
Municipalities” 120.3 13.1 15.9 23.0 4.1 6.3 57 0.8 0.6 0.0
Businesses’ 1,825.2 249 225 20.7 0.6 18.2 253 2.4 2.9 13.2
Households” 966.5 18.0 17.6 15.5 7.0 14.7 13.6 5.1 6.1 39

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

Source: Central Bank of Iceland.

Chart 9 Chart 10
Growth of credit system lending Credit system liabilities at end of year
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1. Reclassification of lending in September 2003 based

on the [SAT-95 standard led to a reduction in household
debt figures and an increase in business and municipalities’
debt figures. Latest figures are preliminary.

Source: Central Bank of Iceland.
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TABLES AND CHARTS

Table 7 Financial markets

Outstanding in b.kr. 1-month % change 12-month % change

At end of period 2003 2004 July'05 May'05  June'05  July'05 May'05  June'05  July'05
Money market! 369 394 69.2 12.0 55 1.6 48.7 78.1 51.7
Securities market? 1,187.6 1,736.6 2,336.1 7.0 7.2 5.5 55.9 60.6 66.4
thereof Treasury bonds 53.1 45.1 26.0 -0.4 -0.2 -0.8 -46.5 -47.2 -47.4
thereof housing bonds 307.7 98.2 65.2 -44.4 65.1 -2.9 -87.5 -80.5 -81.0
thereof HFF bonds 340.3 384.0 -0.5 5.1 4.4 . . .
Market capitalisation of listed equities 658.8 1,083.7 1,442.1 -1.0 5.9 2.9 67.2 64.0 60.9
Mutual funds' units (open-end) 198.1 272.7 327.6 -1.7 3.4 25 30.6 31.7 30.0

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

Source: Central Bank of Iceland

Table 8 Labour market

108
Changes in indices are in percent. Other changes Averages 1-month change 12-month change
2 indicate increase/decrease in jobs or permits 2003 2004 Aug.'05 June'05  July'05  Aug.'05 Aug.'03  Aug.'04 Aug.'05
§ Wage index (1990=100) 205.9 215.6 231.6 0.4 0.4 0.3 5.7 5.2 6.7
j Real wages (1990=100)" 131.8 133.7 138.1 -0.3 0.3 0.1 3.6 1.5 29
5".’ Number of issued work permits 3,299 3,750 478 -104 289 -94 -77 86 178
ég Job vacancies, total 459 668 1.912 -27 -177 406 584 205 859
S~
thereof Greater Reykjavik Area 104 204 478 156 -170 173 89 210 84
Period averages 2002 2003 2004 June'05  July'05 Aug.'05 Aug.'03 Aug.'04 Aug.'05
Number of unemployed 3,631 4,893 4,564 3242 3,135 2,851 4,452 4452 2,851
Measured unemployment rate (% of labour force) 25 3.4 3.1 2.1 2.0 1.8 2.9 29 1.8
Seasonally adjusted unemployment rate
(% of labor force) 2.2 21 2.1 3.3 3.3 2.1
Averages 3-month change 12-month change
Quarterly measurements 2003 2004 Q2'05 Q4'04 Q7105 Q205 Q203 Q204 Q205
Wage index (1990 = 100) 205.8 2155 228.7 0.9 3.1 1.4 5.6 4.6 6.5
Wages in the private sector 1885  196.9 209.4 0.8 34 1.0 55 42 6.8
Wages in the public sector and banks 2345 2463 260.6 1.0 27 2.0 5.9 4.9 6.1
1. Deflated by consumer prices.
Sources: Statistics Iceland, Directorate of Labour, Central Bank of Iceland.
Chart 12
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TABLES AND CHARTS

Table 9 National accounts - annual data (continued on next page)

Prel.  Estimate Forecast’

In b.kr. 1999 2000 2001 2002 2003 2004 2005 2006 2007
Gross domestic product (GDP), current prices 615.1 669.2 750.0 782.3 811.2 885.0 998.1 1,114.6 12124
Current account balance, current prices -42.9 -69.0 -33.1 10.8 -40.2 -73.9  -1420 -1259  -743
GDP at 1990 fixed prices 637.1 669.2 691.5 682.8 707.2 750.8 792.0 845.3 886.2
Volume changes between years, percent
Private consumption 7.8 4.1 -3.2 -1.8 5.8 6.9 10.3 8.2 4.3
Public consumption 4.9 4.4 3.1 5.0 1.5 2.8 35 3.0 2.7
Gross fixed capital formation -3.8 14.7 -4.9 -19.6 20.5 21.0 311 -40  -16.0

Business sector investment -5.6 15.1 -13.3 -26.2 28.4 23.4 54.7 -6.7 -26.9

Residential construction 0.6 12.9 15.4 5.0 16.1 5.8 12.0 10.0 0.2

Public works and buildings -0.7 14.7 8.0 -23.1 3.0 26.9 -7.3 -9.1 22.9
National expenditure 43 6.6 -2.8 -3.8 7.2 8.4 13.1 4.0 -1.0
Exports of goods and services 3.9 4.3 7.4 3.9 1.4 8.3 4.4 6.1 14.5

Exports of goods 71 -1.3 7.2 6.6 -1.2 9.2

Exports of services -2.5 16.3 7.7 -1.4 6.6 6.6
Imports of goods and services 43 8.5 -9.1 -2.6 10.7 14.2 23.0 0.1 -1.0

Imports of goods 3.2 2.8 -10.0 -3.4 7.3 15.8

Imports of services 6.9 21.5 -7.2 -1.2 17.2 11.5
Gross domestic product (GDP) 4.2 5.0 33 -1.3 3.6 6.2 5.5 6.7 4.8
Gross national income (GNI) 4.1 33 2.2 2.6 0.7 4.9
Terms of trade (goods and services) -0.8 2.7 0.2 0.6 -4.3 -1.2 1.3 1.6 0.9
Percent of GDP
Private consumption 59.6 59.8 55.6 54.9 56.8 57.2 58.2 58.5 58.2
Gross fixed capital formation 22.0 23.6 221 17.7 20.5 23.4 28.4 25.5 20.5
Current account balance -7.0 -10.3 -4.4 1.4 -5.0 -8.4 -14.2 -11.3 -6.1
Gross national saving 15.1 13.7 17.4 19.1 15.3 14.7

Chart 13 Chart 14
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Table 9 (continued) National accounts - quarterly data

In b.kr.

2001:

2002:
2002:
2002:
2002:

2003:
2003:
2003:
2003:

2004:
2004:
2004:
2004:

2005:
2005:

Q4

Q1
Q2
Q3
Q4

Q1
Q2
Q3
Q4

Q1
Q2
Q3
Q4

Q1
Q2

Private

consumption

110,039

102,173
107,949
106,257
113,242

109,099
114,860
114,005
122,399

119,045
126,416
124,064
136,575

133,422
146,225

Public

consumption

47,148

48,149
49,730
49,818
52,775

51,039
52,828
52,461
55,201

54,522
56,905
56,539
58,293

58,727
62,033

Volume change from same quarter in previous year (%)

2001:

2002:
2002:
2002:
2002:

2003:
2003:
2003:
2003:

2004:
2004:
2004:
2004:

2005:
2005:

1. Central Bank of Iceland forecast in September 2005. 2. In September 2005, annual chain-linking was introduced for calculations of volume changes, replacing the earlier use of

Q4

Q1
Q2
Q3
Q4

Q1
Q2
Q3
Q4

Q1
Q2
Q3
Q4

Q1
Q2

-6.3

-5.5
-2.1
-0.2

0.6

5.6
5.9
5.7
6.1

7.1
6.7
5.4
8.3

9.0
14.1

25

0.6
3.1
7.3
9.0

5.9
2.7
-0.2
-1.7

3.4
3.8
3.3
0.7

3.0
44

Gross fixed
cap. format.

39,963

34,809
34,403
33,945
35,525

31,689
40,839
45,358
48,086

40,608
54,315
55,421
56,814

51,129
66,260

-18.8

-27.2
-14.3
-24.6

-9.8

-7.2
22.4
31.1
355

26.8
271
17.4
15.1

24.4
20.0

Changes
in stocks

-20

-339
-896
825
229

2,235
-369
27
-3,396

3,412
-2,166
176
-4,766

3,997
-5,382

National
expenditure

197,131

184,792
191,186
190,845
201,771

194,062
208,159
211,851
222,290

217,588
235,469
236,200
246,9157

247,276
269,136

-8.3

-8.2
-4.0
-3.9

0.6

4.7
8.4
8.2
7.2

9.9
9.2
7.3
7.5

10.6
11.8

Exports
81,532

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

70,797
67,744
80,214
69,359

72,915
74,970
89,311

8,907

69,390
81,198

35
11.9
2.4
-1.7

5.6
-4.0
3.7
0.4

4.8
5.9
9.5
12.8

-2.7
12.2

Imports
-73,482

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

-67,415
-78,282
-87,252
-80,328

-79,056
-94,166
-96,433
-97,611

-91,131
-112,281

-19.9

-14.0
2.2
-3.4
6.5

1.3
10.8
16.3
13.8

16.8
13.6

7.3
20.1

18.4
235

constant prices relative to a specific base year. Data extending back to 1997 have been revised on this basis.

Sources: Statistics Iceland and Central Bank of Iceland.
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TABLES AND CHARTS

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

In b.kr. % change from previous year?
Trade in goods and services 2001 2002 2003 2004 Jan.-July'05 3-mo. 6-mo.  12-mo.
Trade balance -6.7 13.1 -16.9 -37.8 -47.5
Merchandise exports fob 196.4 204.3 182.6 202.4 111.9 10.6 8.4 11.1
Excluding ships and aircraft 193.1 202.0 181.2 201.6 108.7 5.0 5.3 9.4
Marine products 121.8 128.6 113.7 121.7 66.6 9.1 6.4 8.2
Aluminium and ferro-silicon 44.4 435 40.3 42.6 24.8 5.7 11.7 11.2
Other industrial products 19.0 14.5 21.6 28.4 13.2 0.2 -2.8 12.5
Merchandise imports fob 203.1 191.2 199.5 240.2 159.4 275 28.6 26.7
Excluding ships and aircraft 190.1 180.0 195.7 231.7 152.9 343 29.9 25.6
Consumption goods 60.8 59.5 66.3 77.2 52.1 323 30.3 271
Investment goods 44.4 38.6 46.1 52.8 34.6 293 25.8 18.2
In b.kr. % change from previous year?
Services and income balance 2001 2002 2003 2004 2005/Q2 3-mo. 6-mo. 12-mo.
Services balance -1.5 -0.3 -9.3 -14.6 -10.1
Services exports 102.8 101.6 105.5 113.7 29.3 18.9 16.8 15.1
Transportation 47.0 485 50.2 63.2 17.1 29.1 23.1 31.4
Travel 22.9 22.8 245 26.1 5.8 5.8 5.3 7.6
Other receipts 33.0 30.2 30.8 24.4 65 8.3 123 -8.8
Services imports -104.4  -1019  -1148  -1283 -39.5 33.0 293 21.7
Transportation 367  -386 -39.7 -48.8 -14.1 30.4 20.6 235
Travel -36.4 -33.4 -39.8 -48.5 -15.5 36.5 35.6 29.5
Other expenditure 313 -299 353 -31.0 9.9 31.4 335 9.1
Balance on income 253 4.2 -14.0 21.6 27 . . .
Receipts 16.9 27.2 28.4 41.2 20.2 71.0 94.3 717
Compensation of employees 5.8 5.4 6.2 5.6 0.9 -17.7 -22.9 -14.5
Interest payments 3.4 4.8 43 85 43 152.7 142.1 133.6
Dividends and reinvested earnings? 78 16.9 17.9 271 15.0 66.5 107.4 78.7
Expenditures -42.2 -31.3 -42.4 -62.8 -22.9 78.6 74.4 64.4
Compensation of employees -0.5 -0.7 -0.5 -0.8 -0.3 90.7 36.6 68.2
Interest payments -41.3 -31.5 -28.5 -33.2 -12.2 59.0 57.0 46.8
Dividends and reinvested earnings? .03 0.8 -13.5 -28.38 -10.4 108.3 103.9 88.8
Current transfer, net -1.0 1.2 -1.2 -1.2 -0.3 -1.3 -19.6 -7.3
Current account balance -33.7 10.8 -40.3 -73.9 -34.1
Chart 18
Chart 17 Exports and imports of services
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TABLES AND CHARTS

Table 10 (continued) Current account balance’

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

2001 2002 2003 2004 Q205 3-mo. 6-mo. 12-mo.
Capital and financial account 19.3 0.0 16.5 135.6 53.3

Capital transfer, net 0.4 -0.1 -0.4 -0.2 -0.5 -0.3 -0.7 -0.4

Financial account* 18.9 0.1 16.9 135.9 53.8 16.6 117.6 194.4

Financial account excl. reserves 14.1 5.8 403 150.1 54.0 14.3 104.8 163.5

Direct investment, net -16.4 -21.2 -3.9 -165.4 -99.6 -81.3 -87.1 -216.9

Abroad -33.7 -29.6 -28.4 -193.0 -108.4 -87.6 -91.8 -213.7

In Iceland 17.3 8.3 24.4 27.6 8.8 6.3 4.7 -3.2

Portfolio investment, net 61.5 22.0 228.0 507.5 340.3 283.1 362.3 557.9

Assets -5.6 -30.0 -45.3 -75.7 -25.4 -16.8 -4.7 -16.2

Equities -5.8 -25.7 -40.6 -71.2 -22.5 -15.1 -1.7 -13.4

Debt securities 0.2 -4.3 -4.7 -4.4 -3.0 -1.7 -3.0 -2.8

Liabilities 67.2 52.0 273.3 583.2 365.7 299.9 366.9 574.1

112 Equities 9.8 45 5.6 20.2 0.3 0.6 1.1 19.0

Debt securities 57.3 475 278.9 563.0 366.0 299.3 368.0 555.0

E Other investment, net* -30.9 5.0 -183.8 -192.0 -186.7 -187.6 -170.4 -177.5

5 Assets -47.1 -30.4 -156.1 -237.6 -287.5 -236.3 -260.0 -313.4

; Liabilities 16.2 355 -27.7 45.5 100.8 48.8 89.6 135.9

E: Reserve assets 4.8 -5.7 -23.4 -14.2 -0.2 2.4 12.8 30.9
;E Net errors and omissions 14.4 -10.8 23.8 -61.7 -19.2

Memorandum items

Long-term borrowing, net 31.4 42.6 67.0 352.3 176.1 112.4 207.5 405.7

Assets -42.1 -40.4 -184.3 -256.2 -290.7 -235.6 -250.1 -285.2

Monetary authorities 4.8 -5.7 -23.3 -14.2 -0.2 2.4 12.8 30.9

General government - - - - - - - -

Deposit money banks -18.5 -333 -162.6 -220.8 -296.2 -249.1 -274.8 -313.9

Other sectors -28.4 -1.4 1.7 -21.3 5.7 111 11.8 -2.2

Liabilities 73.5 83.0 251.3 608.5 466.9 348.1 457.6 690.9

Monetary authorities -5.8 4.8 -15.9 0.0 -0.0 -0.0 -0.0 3.8

General government 423 17.5 -10.4 9.9 -2.8 5.1 -12.0 0.8

Deposit money banks 9.1 51.4 264.3 584.3 441.3 323.9 452.0 673.7

Other sectors. 27.9 9.3 13.2 14.2 28.3 191 17.6 12.5

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

Source: Central Bank of Iceland.

Chart 19 Chart 20
Quarterly current account balance Selected financial account items
Q1/1996 - Q2/2005 Q1/1996 - Q2/2005

At current exchange rates
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Table 11 International investment position

Position at end of period

In b.kr. 2000 2001 2002 2003 2004 Sept.'04 Dec.'04 Mars'05  June'05
International investment position -451.0 -596.4 -579.9 -550.8 -680.9 -683.4 -680.8 -818.0  -905.8
Total assets 314.4 415.9 409.3 708.2 1,133.9 986.9 1,133.9 1,156.4 1,553.2
Direct investment abroad 56.2 86.8 101.2 1225 255.2 225.1 255.2 259.3 323.1
Equity capital 41.0 66.8 82.3 110.5 218.0 191.5 218.0 229.5 279.6
Other capital 15.2 19.9 18.9 12.1 371 33.7 371 29.8 435
Portfolio assets 185.0 197.3 159.7 262.3 344.4 312.6 344.4 340.8 376.2
Equity capital 178.4 184.8 149.3 239.2 316.5 286.4 316.5 307.7 340.4
Debt securities 6.6 12.5 10.4 23.1 27.9 26.2 27.9 33.0 35.8
Other investment assets 391 95.2 111.2 265.2 468.7 378.0 468.7 496.8 791.4
Reserves 34.2 36.6 37.2 58.1 65.6 711 65.6 59.5 62.4
Total liabilities 765.4 1,012.3 989.2 1,259.0 1,814.8 1,670.2 1,814.8 19743 2,4589
Direct investment in Iceland 415 70.8 64.3 84.6 110.7 103.7 110.7 1233 122.9
Equity capital 33.1 63.4 56.1 61.8 97.2 83.5 97.2 110.2 110.2
Other capital 8.5 7.4 8.2 22.8 13.5 20.2 135 13.1 12.7
Portfolio liabilities 347.7 471.3 490.3 776.2 1,302.2 1,160.8 1,302.2 1,460.8 1,8355
Equity capital 23 121 359 42.6 86.5 91.9 86.5 106.7 112.3
Debt securities 345.4 459.2 454.4 733.6 1,215.7 1,068.9 1,215.7 1,354.0 1,723.2
Other investment liabilities 376.2 470.2 434.6 398.3 402.0 405.8 402.0 390.3 500.6
Long-term debt 289.0 377.0 296.2 252.0 206.7 246.6 206.7 205.8 223.1
Short-term debt 87.2 93.2 138.4 146.3 195.3 159.1 195.3 184.5 2775
Memorandum items
Equity capita, net 190.7 188.7 150.3 234.5 374.6 315.9 374.6 337.0 428.4
Net external debt position -641.7 -785.1 -730.2 -785.3 -1,055.5 -999.2  -1,0555 -1,154.9 -1,334.1
Monetary authorities 18.6 21.7 20.8 58.1 65.5 70.7 65.5 59.3 62.2
General government -167.2 -239.8 -227.2 -213.7 -205.8 -215.5 -205.8 -190.5  -188.2
Deposit money banks -329.4 -373.7 -361.8 -471.1 -778.2 -710.9 -778.2 -900.5 -1,044.6
Other sectors -163.7 -193.2 -162.0 -158.6 -136.9 -143.5 -136.9 -1233 -1635
Percent of gross domestic product
International investment position -64.1 -77.3 -81.6 -70.2 -86.6 -79.2 -86.6 -86.2 -91.8
Net external debt? 91.2 101.7 102.7 100.1 134.2 115.8 134.2 121.7 135.3
External debt position2 102.5 120.4 1251 144.3 205.7 170.9 205.7 183.9 2255
Long-term debt 83.6 98.1 96.5 110.0 163.9 135.3 163.9 154.1 184.2
Short-term debt 18.9 223 28.6 343 41.8 35.6 41.8 29.8 413

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

Source: Central Bank of Iceland.

Chart 21
Chart 22
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Reserve assets and Central Bank net foreign
position, Q1/1996 - Q2/2005

Quarterly, at current exchange rates
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Latest data are preliminary.
Source: Central Bank of Iceland.
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International investment position 1980-2005'

At end of year and latest quarter

% of GDP

1980 1985 1990 1995 2000 June

2005

@ Net foreign debt
m P
1. 1IP is shown here with positive sign but is actually negative

(see table 11). Latest data are preliminary.
Source: Central Bank of Iceland.



Accruals basis Jan.-Dec. % ch. from April-July % ch. from
In b.kr. 2001 2002 2003 2003 2004  prev. year 2004 2005 prev. year
Revenues 237.4 259.2 274.6 259.8 280.7 8.1 85.8 105.6 23.2
Expenditures 228.7 267.3 280.7 268.7 280.4 4.3 99.2 110.7 11.6
Financial balance 8.6 -8.1 -6.1 -8.9 0.3 -13.4 -5.1
Miscell. short-term accounts -6.1 -14.4 8.9 9.8 -0.6 -2.0 0.4
Net lending -12.6 11.3 5.7 6.5 26.4 2.2 5.0
Equity transactions -11.5 0.7 4.8 4.5 -0.4 -0.2 0.0
Balance before financing -21.5 -10.5 13.3 11.8 25.7 -13.4 0.3
Pension funds -18.8 -4.2 -9.9 -7.5 -10.8 -5.4 -1.4
Net borrowing 41.6 13.5 -2.9 -6.0 -6.6 -10.4 -9.7
Short-term domestic 6.0 0.0 8.5 8.5 -6.0 -3.8 8.4
Long-term domestic 1.8 3.0 4.6 1.6 8.5 1.6 -7.3
From abroad 339 10.5 -16.0 -16.0 -9.1 -8.2 -10.7
114 Cash balance 1.4 -1.2 0.5 -1.6 8.3 -29.2 -10.8
E Revenues and expenditures
E Total revenue 237.4 259.2 274.6 259.8 280.7 8.1 85.8 105.6 23.2
E Personal income taxes, gross 52.5 55.1 58.0 55.8 62.6 12.0 17.8 19.5 9.8
. Other income and property taxes 27.0 27.5 30.8 28.1 32.8 16.8 7.0 8.1 16.6
ol Value-added tax 72.1 763 80.9 80.3 91.1 135 29.9 365 222
s Taxes on commodities & imports 15.9 15.4 17.6 175 20.8 18.7 73 9.5 29.1
Payroll taxes 21.9 23.4 26.3 25.2 27.8 10.3 9.3 10.6 13.3
Other taxes 223 22.9 25.2 23.7 25.7 8.7 7.8 7.2 7.7
Interest, dividends and rent 16.6 18.7 14.4 11.0 12.0 9.3 4.3 10.3 138.4
Profits from asset sales 1.1 1.7 12.0 11.6 0.2 -98.5 0.0 02 2,7333
Other revenues 7.9 8.3 9.3 6.7 7.8 17.3 2.4 3.8 59.9
Total expenditures? 228.7 267.3 280.7 268.7 280.4 4.3 99.2 110.7 11.6
Expenditure on goods and services 91.7 116.8 110.1 120.6 136.1 12.8 43.4 51.2 18.1
Current transfers 96.1 112.6 129.5 108.7 111.5 2.6 41.8 42.7 2.1
Interest payments 17.9 16.0 15.3 14.9 13.1 -12.5 7.1 1.7 66.0
Maintenance 5.7 6.1 6.3 5.0 3.7 -26.9 1.5 1.4 -9.2
Capital expenditures 17.3 15.8 19.6 19.4 16.1 -17.4 5.4 3.7 -31.1

TABLES AND CHARTS

Table 12 Summary of Treasury finances’

1. First three columns on accruals basis as in the Treasury accounts but latest figures on cash basis. 2. The most recent expenditure figures are not comparable with earlier data due
to changes in the presentation of the accounts.

Source: State Accounting Office.

Chart 23
Treasury borrowing 1991-2005

% of GDP

Chart 24
Monthly Treasury balance 2003-2005

Cumulative from beginning of year
B.kr.
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1991 1993 1995 1997 1999 2001 2003 2005
Net borrowing requirement 2003
— Net domestic borrowing' — 2004
— Net foreign borrowing — 2005

1. Including reduction in pension fund commitments and
outstanding long-term interest.

Sources: Treasury accounts, Ministry of Finance, Central Bank
projections.

Source: State Accounting Office.




TABLES AND CHARTS

Table 13 Public sector finances’

In b.kr. Prelim. Estimate?

General government 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006
Revenues 213.2 242.9 278.6 301.1 328.5 350.6 368.4 417.0 469 519
Expenditures 2133 240.0 264.0 284.6 327.2 357.1 385.1 417.0 448 475
Financial balance -0.1 2.8 14.6 16.6 1.3 -6.6 -16.7 0.0 20 44
Net debt 196.5 180.7 147.0 158.7 199.3 182.2 192.9 192.0 145 106
Gross debt 279.4 280.5 271.5 278.0 354.6 340.7 342.6 332.0 258 203

Central government

Revenues 162.4 183.9 213.8 228.7 245.4 257.3 274.4 313.0 353 389
Expenditures 160.2 177.4 195.5 208.6 2383 260.6 288.7 304.0 326 344
Financial balance 2.2 6.7 18.5 205 8.2 -2.3 -13.2 10.0 27 45
Net debt 172.3 151.3 118.8 127.4 168.8 149.5 158.0 149.0 920 45
Gross debt 241.6 237.8 226.0 2285 298.3 281.1 277.2 255.0 193 145

Local government

Revenues 55.5 62.9 69.9 77.7 89.5 99.8 104.3 113.0 126 142
Expenditures 58.5 67.2 72.8 80.3 94.8 103.2 108.0 123.0 134 144
Financial balance -3.0 -4.3 -2.9 -2.6 -5.3 -3.4 -3.8 -10.0 -8 -2
Net debt 25.0 30.1 28.7 31.7 30.7 32.8 37.0 47.0 59 66
Gross debt 38.4 433 46.1 49.8 56.6 60.2 65.9 78.0 81 85

General government, % of GDP

Revenues 41.3 42.4 45.3 45.0 43.8 44.8 45.4 471 47 47
Expenditures 41.3 419 429 425 43.6 45.7 475 471 45 43
Financial balance 0.0 0.5 2.4 25 0.2 -0.8 -2.1 -0.1 2 4
Net debt 38.1 31.5 239 23.7 26.6 233 23.8 22 14 10
Gross debt 54.1 48.9 441 415 47.3 43.5 42.2 38 26 18

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 relate to the treatment of depreciation of tax claims, pension liability and profits from the sale of
government assets. 2. Operating figures for 2004 are Statistics Iceland estimates. Other figures for 2004-2006 are Central Bank estimates.

Sources: Statistics Iceland, Central Bank of Iceland.

Chart 25 Chart 26
General government balance General government revenues and
and debt 1991-2007 expenditures 1991-2007
% % of GDP | 48 % of GDP
46 J
44 |
42
40 4
£ 3
1991 1993 1995 1997 1999 2001 2003 2005 2007 1991 1993 1995 1997 1999 2001 2003 2005 2007
~ Financial balance (right axis) — Revenues
W Gross debt (left axis) — Expenditures

B Net debt (left axis)

Sources: Statistics Iceland and Central Bank projections.

Sources: Statistics Iceland and Central Bank projections.
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TABLES AND CHARTS

Table 14 Turnover’

January-June % ch. in previous year, January-June?

M.kr. 2003 2004 2005 2003 2004 2005
Industries, total 152,782 167,156 175,113 -6.9 6.6 0.9
Industries, excluding fish processing 98,768 107,524 109,460 0.3 6.1 -2.0
Industries, excl. fish processing and power-intensive 79,346 86,666 90,173 3.8 6.4 0.2
Retail trade 85,841 92,788 100,543 1.5 6.4 7.0
Wholesale trade 145,638 171,798 196,026 5.1 16.2 12.8
Wholesale trade, excluding fuels 125,298 149,745 171,178 -0.8 17.7 12.9
Construction 38,440 47,732 62,920 13.5 21.0 26.9
Total 627,353 721,342 803,253 -2.1 12.0 7.2
Total, excluding fuels 607,013 699,289 778,405 -2.3 13.4 2.9

1. Based on VAT reports. 2. Based on price-adjusted turnover, deflated by the consumer price index, in some cases excluding housing and petrol.

Sources: Statistics Iceland, Central Bank of Iceland.

116
- Table 15 Real effective exchange rate of the Icelandic krona’
5 Annual averages Q2 % change on previous year
= 2000 2001 2002 2003 2004 2005 Q4'04 Q1’05 Q205
<
E: Real effective exchange rate (1980 = 100)
;E based on relative consumer prices (CPI) 96.3 83.7 88.5 94.2 97.2 103.6 3.1 7.9 -3.9
based on relative unit labour costs (ULC) 91.4 78.7 84.1 88.5 90.4 99.7 45 16.2 -7.0
Prel.  Forecast
% change on previous year 1997 1998 1999 2000 2001 2002 2003 2004 2005
Nominal effective exchange rate 1.2 1.5 0.0 0.2 -16.6 25 6.2 1.8 8.4
Foreign consumer prices 21 1.6 1.6 23 2.1 1.7 2.0 1.8 1.9
Domestic consumer prices 1.8 1.7 3.4 5.1 6.6 4.8 2.1 3.2 3.6
Real exchange rate based on relative CPI 0.9 1.6 1.8 2.9 -13.0 5.7 6.3 3.2 10.3
Foreign productivity 15 1.2 1.2 1.4 0.4 1.1 1.4 1.9 1.1
Domestic productivity 2.0 2.1 1.5 2.8 1.7 -0.8 5.0 4.1 1.7
Foreign wages 3.2 3.0 3.3 3.2 3.3 3.1 29 1.9 1.7
Domestic wages 5.8 71 5.5 5.7 8.0 5.8 5.5 4.5 6.0
Real exchange rate based on relative ULC 3.3 5.0 1.6 1.3 -13.8 6.8 5.2 2.1 12.4
1. Latest values are preliminary.
Source: Central Bank of Iceland.
Chart 28

Chart 27
Turnover volume 1998/1 - 2005/3

Two-month periods at constant prices, seasonally adjusted

Quarterly real effective exchange rate of the
Icelandic kréna Q1/1980 - Q2/2005
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Total turnover Relative CPI
= Domestic sectors — Relative ULC

Sources: Statistics Iceland, Central Bank of Iceland.

Latest values are preliminary.
Source: Central Bank of Iceland.
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Table 16 Real estate market and asset prices

1-mo. % change 12-mo. % change
Real estate market ! 2002 2003 2004 July’'05  June'05 July'05 July'03 July'04  July'05
Residential housing price index? 1589  177.7 2005 2824 2.8 2.6 13.4 11.3 38.9
Apartment housing price index? 1607 1799 2013 2782 2.6 2.7 13.1 11.0 35.7
New housing loans at market prices (b.kr.)3 28.6 322 49.6 316
Number of Housing Fin. Fund loan applications? 2,846 2,535 3,271 28.1 44.4
Fish quota prices (period averages, kr./kilo)
Price of long-term cod quota (kr./kilo) 709 930  1.223 1.375 - 3.8 20.0 -10.0 27.3
Price of short-term cod quota (kr./kilo) 117 156 132 125 - - -19.4 -4.0 4.2
Equity market At end of year August 37, % change to August 31, 2005
Equity prices, Dec. 31, 1997 = 1,000 2001 2002 2003 2004 2005 T7mo. 3mo. 6mo. 12 mo.
ICEX-15 1,159.0 1,352.0 2,114.3 3,359.6 4,678.0 8.6 15.8 241 38.0
ICEX-MAIN (The Main List index) 1,180.8 1,436.2 2,075.2 3,167.4 4,309.9 7.6 14.0 21.9 355
ICEX industry indices, Dec. 31, 2004 = 100°
Fisheries (ICEXFISH) 86.7 107.3 100.0 120.7 128.9 1.1 -2.1 4.4 16.1
Finance and insurance (ICEX40) . . . 100.0 144.2 10.4 18.8 28.1
Consumer staples (ICEX30) . . . 100.0 129.9 5.7 8.1 22.8
Health care (ICEX35) . . . 100.0 108.8 0.0 4.8 4.6

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. 5. New industry indices were introduced on April 1, 2005. Of the previous
indices, only the fisheries index is still calculated, based on its initial value of 100 on December 31. 1997.

Sources: Land Registry of Iceland, Federation of Icelandic Fishing Vessel Owners, Housing Financing Fund, Icelandic Quota Exchange, Iceland Stock Exchange (ICEX), Central Bank
of Iceland.

Table 17 Households and businesses: assets and debt

Forecast % change
B.kr. unless otherwise stated 1997 7998 7999 2000 2001 2002 2003 2004 '03-'04
Household assets in residential housing and cars 676.0 7241 842.6 953.2 1,044.0 1,108.4 1,2355 1,448.9 17.3
Assets in pension funds 345.6 398.2 507.3 5573 6401 664.6 805.1 950.7 18.1
Household debt with the credit system? 386.2 442.6 522.0 613.8 7104 7586 7721 8771 13.6
Household debt as % of disposable income? 134.7 146.1 160.9 1654 1768 1824 172.0 1835
Businesses’ debt with the credit system? 420.7 509.4 668.8 801.1 9623 9725 1,171.0 1,466.8 25.3
Debt of firms in fisheries sector 123.5 139.7 160.3 1652 1955 1919 1855 208.4 12.3

1. National Economic Institute national wealth estimates. At average annual prices. 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 business sector 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 percentage1of Equity prices 1998-2005
disposable income 1980-2005
Monthly averages January 1998 - August 2005

o
% =
240 December 31, 1997 = 1,000

o7 T

500
1980 1985 1990 1995 = 2000 2005 1998 1999 ' 2000 ' 2001 ' 2002 ' 2003 ' 2004 2005
1. New classification from 2003 (blue columns). " ICEX-15
See footnote 2 to Table 17. Latest values are preliminary. — ICEX Main List Index

Source: Central Bank of Iceland.
Source: Iceland Stock Exchange (ICEX).
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TABLES AND CHARTS

Table 18 Businesses' financial accounts

Accounts of publicly listed companies Jan.-Dec. % of turnover Jan.-June % of turnover % change
All amounts in b.kr. 2003 2004 2003 2004 2004 2005 2004 2005 '04-'05
Profit before financial expense & depreciation 339 42.8 12.1 12.1 17.9 233 13.2 12.7 30.4
Fisheries 8.3 8.7 213 18.1 4.9 5.7 23.8 20.8 16.1
Transport 1.6 2.6 7.0 10.7 0.5 0.8 4.3 5.4 46.9
ICT 8.1 11.0 19.6 20.2 3.6 3.3 15.3 10.3 -10.7
Industry and manufacturing 121 16.6 16.3 18.1 7.2 12.0 15.8 19.6 67.7
Profit after taxes 12.0 232 4.3 6.6 9.7 111 7.2 6.0 14.1
Fisheries 3.4 5.6 8.7 1.7 2.1 2.9 10.3 10.4 34.0
Transport 0.5 1.0 23 4.1 0.3 0.4 2.8 2.6 7.2
ICT 1.6 4.8 3.6 8.9 2.4 2.7 10.2 8.7 13.3
Industry and manufacturing 5.6 10.2 7.5 11.2 43 4.9 9.5 7.9 12.8
Equity ratio 35.2 341 . . 35.6 31.6
Return on equity 15.3 10.3 . . 17.7 14.2
118 Sample size at end of period 31 31 . . 23 23
z
E Accounts of commercial banks and savings banks ? % change Jan.-June % change
%m All amounts in b.kr. 2001 2002 2003 2004 '03-'04 2004 2005 '04-'05
Eg Net interest income 294 29.6 36.0 54.2 50.6 222 36.4 64.0
=d Other operating income 10.3 27.9 45.6 78.7 72.6 40.8 63.5 55.7
Net operating income 39.6 57.5 81.6 132.9 62.9 63.0 99.9 58.6
Operating expenses 25.4 341 44.9 60.2 34.1 27.0 345 27.7
Provisions for bad and doubtful debts 7.4 9.3 13.2 13.2 - 6.7 6.1 -9.7
Taxes -0.1 1.2 2.9 8.9 206.9 4.3 9.1 112.7
Profit 6.9 125 18.6 43.1 131.7 21.3 50.2 135.9
Total assets at end of period 941.0 1,161.1 1,5697.3 3,128.8 95.9 1,886.3 4,479.1 137.5
Stockholders' equity at end of period 60.8 845 113.5 256.6 126.1 133.2 447.8 236.2
% at end of period
Return on equity 13.9 18.5 225 30.9 . 41.5 395
Cost ratio 3 64.0 59.4 55.0 453 . 429 345
Capital ratio 113 12.2 123 12.8 . 13.1 13.9
Capital ratio excluding subordinated loans 8.0 9.1 9.2 95 . 9.0 10.1

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. The commercial banks and SPRON compiled their accounts for January-June 2005 in accordance with IFRS (International Financial Reporting Standards).
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' H1/1996 - H1/2005 capital ratio' H1/1996 - H1/2005
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1. The commercial banks and six largest savings banks. ~ Commercial banks

Sources: Financial Supervisory Authority (FME) and banks’ and

savings banks’ annual/interim reports. — Savings banks

1. The commercial banks and six largest savings banks.
Sources: Financial Supervisory Authority (FME) and banks"
and savings banks' annual/interim reports.
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Table 19 International comparison

Based on latest monthly data for each region: EU-25 EMU-12 USA UK Japan  Sweden Norway Finland Denmark Iceland

Inflation in previous 12 months 22 2.2 3.6 2.8 -0.3 0.6 1.9 0.9 2.2 4.8
Unemployment 8.6 8.6 4.9 4.7 4.4 6.5 4.7 8.3 5.8 2.1
Economic growth 2 1.3 1.1 3.6 1.8 2.2 2.0 2.0 -0.3 1.9 6.8
Long-term interest rates (nominal yield)3 . 25 39 4.1 0.6 25 3.0 2.6 2.6 7.4
Long-term interest rates (real yield)3* . . 1.4 1.4 . 1.0 . . . 3.6
Short-term interest rates > 2.6 2.0 35 4.8 0.0 15 2.1 2.1 2.0 9.3
In 2004 (unless otherwise stated):

GDP per capita based on PPP, in thous. US$® . 271 376 299 28.0 29.0 37.1 28.6 30.7 29.4
Gross saving, % of GDP7 . . 13.1 14.8 25.7 239 32.7 245 22.6 14.7
Gen. government fin. balance, % of GDP . 2.7 -4.3 -3.4 -6.1 1.2 11.5 1.9 2.3 0.5
Gen. government gross debt, % of GDP . 785 63.4 442 157.6 62.1 51.1 53.3 49.4 36.4
Gen. government expenditure, % of GDP . 48.6 36.0 441 373 57.1 46.6 50.7 56.3 47.4
Current account balance, % of GDP 0.1 0.6 -5.7 -2.2 3.6 8.0 13.8 4.3 2.5 -8.4
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 ’I ’I 9

price indexation is not applied. 5. Three-month money market rates. 6. 2003. Converted to US dollars at an exchange rate that eliminates the difference in price levels between the
countries. 7. 2002 for Japan and 2003 for USA.

Sources: EcoWin, Eurostat, OECD. §§
Table 20 International economic developments E
Prelimary ~ Forecast .
1998 1999 2000 2001 2002 2003 2004 2005 2006 =
Annual economic growth (%)’ z
World 2.8 3.7 4.7 2.4 3.0 4.0 5.1 4.3 4.3
Euro area 2.8 2.7 3.8 1.7 0.9 0.7 2.0 1.3 1.7
United Kingdom 3.2 3.0 4.0 2.2 2.0 25 3.2 2.0 2.2
United States 4.2 4.4 3.7 0.8 1.6 2.7 4.2 35 33
Japan -1.0 -0.1 2.4 0.2 -0.3 1.4 2.7 2.0 1.8
Other emerging market and developing
countries? 3.0 4.0 5.8 4.1 4.8 6.5 7.3 6.4 6.1
Annual growth in world trade (%) 4.6 5.8 12.4 0.1 3.4 5.4 10.3 7.0 7.4
Consumer price inflation (%)
Euro area 1.1 1.1 2.1 23 23 2.1 2.1 2.1 1.8
United Kingdom 1.6 1.4 0.8 1.2 1.3 1.4 1.3 2.0 2.0
United States 15 2.2 3.4 2.8 1.6 23 2.7 3.2 2.8
Japan 0.6 -0.3 -0.9 -0.7 -1.0 -0.2 0.0 -0.2 0.2
Unemployment, % of labour force
Euro area 10.0 9.2 8.2 7.9 83 8.7 8.9 8.8 8.7
United Kingdom 6.3 6.0 5.5 5.1 5.2 5.0 4.8 4.7 4.8
United States 45 4.2 4.0 4.8 5.8 6.0 5.5 5.1 5.0
Japan 4.1 4.7 4.7 5.0 5.4 5.3 4.7 4.3 4.0
General government financial balance, % of GDP3
Euro area -2.3 -1.3 0.1 -1.8 -2.5 -2.8 -2.7 -2.8 -2.7
United Kingdom 0.1 1.1 3.8 0.7 -1.8 -3.4 -3.4 -2.9 -3.0
United States 0.4 0.9 1.6 -0.4 -3.8 -4.6 -4.3 -4.1 -3.9
Japan -55 -7.2 -75 -6.1 -7.9 -7.7 -6.1 -6.1 -5.3
Long-term interest rates #
Euro area 4.8 4.7 5.4 5.0 4.9 4.1 4.1 35 3.6
United Kingdom 55 5.1 53 4.9 4.9 45 4.9 4.6 4.8
United States 53 5.6 6.0 5.0 4.6 4.0 43 45 53
Japan 15 1.7 1.7 1.3 1.3 1.0 15 1.4 1.8

1. Real GDP percent change between years. 2. In May 2004, the IMF revised its world economic classifications into two categories of countries. The category ‘Other emerging
market and developing countries’ comprises 146 countries. 3. General government, e.g. central government, local governments and social security transactions. 4. Yields on ten-
year Treasury bonds.

Sources: Consensus Forecasts, International Monetary Fund, OECD.
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Chart 33
Consumer price inflation 1940-2007"

Change between annual averages (%)

1940 1950 1960 1970 1980 1990 2000

1. Central Bank forecast for 2005-2007.
Sources: Statistics Iceland and Central Bank of Iceland.
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2 Chart 35

E Current account balance 1945-2007"
ES 5 % of GDP
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1. Preliminary 2004. Forecast 2005-2007.
Sources: Statistics Iceland and Central Bank of Iceland.

Chart 37

Gross national saving and fixed
capital formation 1960-2007"

% of GDP
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1. Preliminary 2004. Forecast 2005-2007.
Sources: Statistics Iceland and Central Bank of Iceland.

Chart 34
Economic growth 1945-2007"
Change in real GDP between years
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1. Preliminary 2004. Forecast 2005-2007.
Sources: Statistics Iceland and Central Bank of Iceland.

Chart 36

Real effective exchange rate of the
Icelandic kréna 1960-2005'
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1. Preliminary 2004. Estimate 2005.
Source: Central Bank of Iceland.
Chart 38
Real yield and broad money 1960-2004
Real yield on non-indexed bank loans and
M3 as percent of GDP
Real yield (%) M3, % of GDP
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Latest data are preliminary.
Source: Central Bank of Iceland.
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Table 22 Structural indicators for the Icelandic economy

I Population and labour force (thous.) 1970
Population at end of year 204.8
under 16 years of age 70.6
16-74 years of age 127.3
above 74 years of age 7.0
Average population growth in previous 5 years (%) 1.1
Labour force (employed persons) 82.7
Males 54.7
Females 28.0
Il Employment by industry (%) 1970
Agriculture 12.4
Fisheries 6.6
Fish processing 7.8
Manufacturing industry 15.2
Construction, electricity and water supply 1.3
Wholesale and retail trade, restaurants & hotels 13.5
Transport, storage and communication 8.4
Financial, insurance, real estate, business services 4.0
Producers of government services 12.4
Other services 8.3
Il Merchandise exports 1970
Distribution by category (%)
Marine products 771
Manufactures 18.4
thereof aluminium and ferro-silicon 13.2
Agricultural products 34
By regions (%)
United States 30.0
European Union 52.8
Other 17.2

1. Preliminary data. If preliminary data for 2004 are not available another year is stated. 2. Converted to US dollars at an exchange rate that eliminates the difference in price levels

between the countries. 3. National accounts basis.

2004
293.6
70.1
207.2
16.3
1.0
147.7
84.9
62.8

2004
33
3.9
5.1
121
10.3
16.7

6.7

9.5
18.9
13.4

2004

60.2
35.1
211

2.1

9.3
75.2
15.5

IV National income and output 1970
Gross domestic product (GDP), b.kr. 0.4
GDP, billion USD 0.5
National income per capita, thous. USD 2.0
GDP per capita (PPP), thous. USD? 2.7
Gross capital formation, % of GDP 253
Gross national saving, % of GDP 26.1
Net national saving, % of net national product 13.8
Export of goods and services, % of GDP 46.4
Public consumption, % of GDP 12.7
Gen. government total expenditures, % of GDP3 28.9
Total taxes, % of GDP3 28.9
V Capital and debt 1970
% of GDP unless otherwise stated
Fixed assets, % of GDP 3.4
Fixed assets, billion USD 1.8
Net external debt 20.1
Debt service, % of export revenue 11.3
General government total debt 13.0
General government net debt -2.3
Broad money (M3) 375
Credit system total lending 484.8
to industries 53.6
to households 21.2

Market capitalisation of listed equities

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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Source: Statistics Iceland.
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Merchandise exports by category
1970 and 2004
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Table 23 Merchandise exports and imports by regions’

Share of total (%) B.kr.
Jan.-July Jan.-July

Merchandise exports, fob 1970 7980 1990 2000 2004 2005 2004 2005

European Union 52.8 52.3 70.7 67.4 75.2 75.0 152.2 83.9

Euro area 25.4 30.2 37.6 423 47.8 495 96.8 55.4

Other EU countries 27.4 22.0 33.1 25.1 27.4 25.4 55.4 28.4

United Kingdom 13.2 16.5 253 193 19.0 16.9 385 19.0

Other Western European countries 2.8 23 3.4 7.8 6.3 6.3 12.8 7.0

Eastern Europe and former Soviet Union? 9.6 8.8 29 1.4 1.2 1.3 2.4 1.5

Russia 6.8 5.4 2.5 0.4 1.1 13 2.3 1.5

United States 30.0 21.6 9.9 1222 9.3 8.0 18.8 2.0

Japan 0.1 15 6.0 52 3.0 4.0 6.1 45

Other OECD countries 0.5 0.6 0.5 2.0 15 1.8 3.0 2.0

Developing countries 4.2 129 55 3.0 2.8 3.1 5.7 3.4

Other countries 0.0 0.0 1.1 1.0 0.7 05 1.4 0.6

124 Total 100.0 100.0 100.0 100.0 100.0 100.0 202.4 111.9
; Merchandise imports, cif

E European Union 64.9 58.0 59.9 57.0 60.9 63.6 158.6 110.3

= Euro area 32.0 33.2 355 335 34.2 34.2 89.2 59.3

E Other EU countries 33.0 24.8 24.4 23.6 26.6 295 69.4 51.1

E: United Kingdom 14.3 9.5 8.1 9.0 6.8 5.7 17.8 9.9

2% Other Western European countries 5.4 8.1 5.2 9.7 12.3 9.0 321 15.6

Eastern Europe and former Soviet Union? 10.4 10.9 6.5 5.7 1.2 0.6 3.2 1.1

Russia 7.2 9.7 5.0 1.8 1.0 0.4 2.7 0.7

United States 8.2 9.4 14.4 11.0 10.1 10.3 263 17.9

Japan 2.9 4.0 5.6 4.9 3.8 4.6 10.0 8.0

Other OECD countries 0.4 5.8 3.7 4.5 33 37 8.5 6.3

Developing countries 7.2 2.7 3.1 5.6 7.2 7.2 18.7 12.5

Other countries 0.6 1.1 1.4 15 1.2 0.9 3.1 1.6

Total 100.0 100.0 100.0 100.0 100.0 100.0 260.4 173.4

1. In data prior to the year 2000, country groups are based on the year 2000. 2. The eight Eastern European countries that acceded to the European Union in 2004 are included with
the EU as of 2004 and removed from this category at the same time.

Source: Statistics Iceland.

Chart 42

Merchandise imports by region
1970 and 2004

Chart 41
Merchandise exports by region
1970 and 2004
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