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Statement of the Monetary Policy Committee

2 November 2011

The Monetary Policy Committee (MPC) of the Central Bank of Iceland
has decided to raise interest rates by 0.25 percentage points.

Recent data and the Central Bank forecast published today in
the Monetary Bulletin confirm that Iceland's economic recovery con-
tinues, despite weakening global growth and increased uncertainty.
Output is expected to grow slightly faster in 2011 and 2012 than was
forecast in August, and inflation is projected to be somewhat lower in
coming quarters as a result of a stronger kréna and lower imported
inflation.

The nominal policy rate path required to bring inflation back to
target is highly uncertain. In the near term, the current level seems
broadly appropriate in light of the economic outlook, the continued
appreciation of the kréna, and potential international headwinds.
Looking further ahead, however, it will be necessary to withdraw the
current degree of monetary accommodation as the recovery progress-
es and the slack in the economy disappears. The degree to which such
normalisation takes place through higher nominal rates will depend on
future developments in inflation.
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Economic and monetary developments and prospects’

Domestic recovery in times of global uncertainty

The ominous global economic outlook has not as yet made a significant impact on the domestic economy.
The exchange rate for the krdna has appreciated slightly and terms of trade are considerably more favourable
than forecast in the August issue of Monetary Bulletin. The domestic economic recovery has continued and
financial conditions of households and firms have improved. GDP growth in the first half of 2011 was 2.5%
and is forecast to be just over 3% for the year as a whole. This is slightly higher than in the August forecast,
due primarily to a more favourable contribution by net trade. The outlook for next year has also improved,
with GDP expected to grow by 2.3%. Growth averaging 2"2% per year is forecast for the next three years.
Inflation appears likely to be somewhat less in the latter half of this year than forecast in August. After peak-
ing in Q1/2012 at 6%, inflation is expected to be below the August forecast for the remainder of next year.
A stronger kréna and lower imported inflation are offset by less spare capacity and slightly higher wage drift
than anticipated in August. According to the forecast, inflation will decline to target by the end of 2013. The
inflation outlook, the underlying strength of the domestic economy, and the durability of the recovery are all
highly uncertain, especially in view of the deteriorating global outlook.

| Economic outlook and main uncertainties

Key aspects of the Central Bank's baseline forecast

Central Bank rates have increased since the publication of Monetary
Bulletin in August

Since the publication of Monetary Bulletin in August this year, the
Central Bank's Monetary Policy Committee has held two rate deci- Chart 11

sion meetings. At the meeting on 17 August, the Committee decided Central Bank of Iceland interest rates
to raise interest rates by 0.25 percentage points while at its latter and short-term market interest rates
meeting, on 21 September, the Committee decided to keep rates Daily data 1January 2010 - 28 October 2011
unchanged. The current account rate was therefore 3.5% prior to the
publication of this Monetary Bulletin, the maximum rate on 28-day

certificates of deposit (CDs) was 4.25%, the seven-day collateralised
lending rate was 4.5% and the overnight lending rate 5.5%.

Given the ample liquidity in the financial system, the Bank's
effective interest rate can be assumed to lie close to its average rate
on deposits, which is currently around 3.9%. Overnight interbank
rates are at a similar level. Since the publication of Monetary Bulletin 0‘ T e e
in August they have for most of the time been around 0.5 percentage
points below the centre of the Bank's interest rate corridor (i.e. the

—— Collateral loan rate

— Overnight CBI rates
collateralised rate). Maximum rate on 28-day CDs
—— CBI current account rates

. . . —— Overnight interbank rates
Negative short-term real interest rates support the economic

recovery Source: Central Bank of Iceland.
Despite the Central Bank's rate hike in August, its real interest rate
is broadly unchanged, since inflation and inflation expectations have
also increased according to most measures. The real rate is now
around -1%2% based on the current inflation rate, and -%2% based
on the average of different measures, or almost 3 percentage points
lower than one year ago (see further in Section Ill). Monetary easing

1. The analysis in this Monetary Bulletin is based on data available at the end of October.
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Chart I-2

Real interest rates in various
industrial countries
Effective central bank interest rates minus annual inflation’

Australia
Norway
Japan
Switzerland
Denmark
Sweden
Iceland
Euro area
New Zealand
Canada

us

Bretland

1. For Iceland the rate is based on average interest rates on deposits and
maximum bid rate for 28-day CDs.
Sources: Macrobond, Central Bank of Iceland.

Chart I-3

The ISK exchange rate against the euro -
comparison with MB 2011/3
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Source: Central Bank of Iceland.

Chart I-4
Net exports - contribution to GDP growth
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Sources: Statistics Iceland, Central Bank of Iceland.

therefore continues to support the economic recovery. The Bank’s real
rate is similar to that in many developed countries. It is lower than in
those countries where the recovery has progressed further but higher
than in countries whose monetary policy enjoys more credibility.
Greater credibility gives these central banks additional scope to utilise
monetary policy to support the real economy without risking inflation
rising unchecked, although inflation has increased somewhat in many
countries (see the discussion in Section ).

Financial conditions of households and firms improve

Despite considerable monetary slack, financial conditions of house-
holds and firms remain difficult. Private sector debt is high and new
lending limited. There are signs, however, that progress has been
made in corporate financial restructuring recently and that credit is
beginning to grow. This has coincided with a recent recovery of asset
prices, e.g. prices for residential and commercial real estate, which will
tend to increase the net worth of households and firms and boost their
collateral position. Broad money has also started to increase again.
Further details of interest rate developments and financial conditions
are provided in Section Il1.

The kréna stronger than predicted in August

Since the publication of Monetary Bulletin in August this year the
krona has strengthened by 2.3% in trade-weighted terms and by
2.7% against the euro. Against the US dollar, however, it has depreci-
ated by almost 1.1%. In trade-weighted terms, the kréna is still more
than 2.7% lower than it was at the beginning of this year.

Recent exchange rate developments have been somewhat
more favourable than anticipated in the Bank's August forecast. In
Q3/2011 the kréna proved to be more than 1% stronger against the
euro and the current forecast assumes that the kréna will be almost
4% higher against the euro in Q4. As in recent Central Bank forecasts,
the kréna is expected to remain broadly unchanged for the remainder
of the forecast period. According to the forecast the euro exchange
rate will be in the 157-160 range during the forecast period, or almost
2% stronger at the end of the period than forecast in August. Further
discussion of foreign exchange markets and exchange rate develop-
ments is provided in Sections Il and IlI.

Contribution of net exports to GDP growth more favourable than
expected

The international economic outlook has deteriorated since the sum-
mer and uncertainty increased, especially in a number of developed
countries struggling with high debt levels. The outlook for internation-
al growth and trade are therefore somewhat poorer than anticipated
in August. On the other hand, the outlook is for considerably more
favourable development in Iceland's terms of trade. Annual growth
in total exports are forcast to average around 2% during the forecast
period, which is lower than forecast in August. While the outlook
for this year is slightly better, the forecast for 2013 is lower due to



weaker service and aluminium exports. Despite the strong growth in
service exports and considerable activity in goods exports apart from
marine products and energy-intensive industry exports, overall export
growth will remain relatively sluggish considering the low level of the
real exchange rate.

Slightly higher exports this year and somewhat lower growth
in imports this year and next year than forecast in August will mean
that even though the contribution of net exports to GDP growth
is negative both this year and next year, it is more favourable than
anticipated in August. The negative contribution despite a favourable
competitive position is due partly to the capacity constraints in the
fisheries sector, because of limitations of fish stock growth, and in the
aluminium sector, because of long investment lags. Domestic capacity
to respond to the recovery in domestic demand is also constrained, at
least in the short run. The recovery of domestic demand is therefore
mainly reflected in growing imports. Due to the more favourable con-
tribution of net exports to GDP growth and more favourable develop-
ments in terms of trade, the current account surplus will be somewhat
greater than forecast in August. Further discussion of the international
economic situation, exports, external conditions and the external bal-
ance of trade can be found in Sections Il and VII.
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Chart I-5

Domestic demand - comparison with
MB 2011/3

Year-on-year change (%)
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Sources: Statistics Iceland, Central Bank of Iceland.

Chart I-6

GDP growth in the first half of 2011
in various industrial countries
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Sources: Eurostat, Macrobond, Statistics Iceland, Statistics Norway,
Central Bank of Iceland.

point higher. Inventory accumulation also proved to be somewhat
higher during the first half of this year than predicted in August.

Overall national expenditure is expected to grow by approxi-
mately 4% this year which is practically unchanged from the August

forecast. Despite indications of continuing growth in Q3, the increase Chart -7
Gross domestic product
Q1/2008 - Q4/2014"

in private consumption this year appears likely to be less than previ-
ously forecast, partly reflecting higher consumption level last year than
anticipated in previous forecasts. Although general business invest-

ment, excluding investment in the energy industry, ships and aircraft,
will likely be above the forecast in August, overall fixed-capital forma-
tion will be lower, mainly due to less energy-intensive industry invest-
ment. On the other hand, the budget proposal for 2012 indicates a
substantially smaller contraction in public consumption this year than

expected, in addition to which inventory accumulation is higher than _1-0
forecast. Domestic demand is forecast to grow by around 3.2% next

year, or somewhat more than forecast in August. Nonetheless, the
outlook remains for robust growth in fixed capital formation during

the forecast period. Private and public sector demand is discussed in

more detail in Sections IV and V.

T

2008 ' 2009 ' 2010 ' 2011 ' 2012 ' 2013 ' 2014

B Change between quarters (seasonally adjusted)

—— Change from same quarter a year earlier

1. Central Bank baseline forecast Q3/2011 - Q4/2014.
Sources: Statistics Iceland, Central Bank of Iceland.
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Chart I-8
Output growth - comparison with MB 2011/3

Year-on-year change (%)
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Sources: Statistics Iceland, Central Bank of Iceland.

Chart I-9

Gross domestic product
Q1/2006 - Q4/2014"
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1. Central Bank baseline forecast Q3/2011 - Q4/2014.
Sources: Statistics Iceland, Central Bank of Iceland.

Chart 1-10

GDP loss in the financial crisis in various
industrial countries

Decrease of GDP from peak in 2007-2008
to trough in 2008-2011 (%)
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Figures in bars show dates of peak and trough of GDP in

each country.

Sources: Eurostat, Macrobond, Statistics Iceland, Statistics Norway,
Central Bank of Iceland.

Improved outlook for GDP growth this year and next year

GDP growth in the first half of this year measured 2.5% according
to preliminary figures from Statistics Iceland. As shown in Chart I-6,
this compares reasonably with other developed countries. Although
GDP growth was 0.5 percentage points lower in the first half of this
year than predicted in August, the baseline forecast now assumes
that GDP growth in 2011 will be 3.1%, which is 0.3 percentage
points higher than the August forecast. This is due mainly to expec-
tations that the contribution of net trade will not be as negative as
previously assumed, as discussed above. Following a contraction
quarter-on-quarter in Q2/2011, resulting from the unusually negative
contribution of inventory changes, the outlook is for robust growth
in Q3, when most of these inventories are exported. As previously
mentioned, the economic recovery can be expected to be uneven,
resulting in fluctuations in quarterly GDP growth.

GDP growth of 2.3% is forecast for next year, reflecting an
improvement in the outlook for next year since August, due to strong-
er domestic demand and more favourable net trade. The forecast for
2013 is also for GDP growth of 2.3%, which is 1%2 percentage points
lower than predicted in August. As explained above, this is due in par-
ticular to changed assumptions for investment in the energy-intensive
sector. Strong growth in domestic demand in 2014 then will support
GDP growth of 2.6% that year.

According to the baseline forecast, seasonally adjusted GDP in
Q3/2011 was around 6%2% less than at its pre-crisis peak. The peak-
to-trough difference amounts to 11%2%, however. As shown in Chart
[-10, this is one of the largest output losses among developed coun-
tries. The contraction lasted for almost two years, which is similar to
that of other developed countries. The baseline forecast assumes that
by the end of the forecast period GDP will have regained its pre-crisis
level. It will take quite some time, however, to reach the level it would
have been at if it had continued to increase in line with its long-term
trend prior to the crisis. However, it must be borne in mind that output
was well above sustainable levels in the run-up to the crisis. Part of
the fall in GDP therefore reflects an unavoidable adjustment following
the overheating of the years preceding the crisis.? Section IV provides
a further discussion of the development and outlook for GDP growth.

Stronger employment growth in Q3 than forecast in August

Seasonally adjusted unemployment measured 7.3% in Q3/2011, a
slight decrease from the previous quarter. The Statistics Iceland Labour
Force Survey also indicates very robust growth in employment in Q3,
or 3.3% year-on-year. This is stronger than anticipated in August,
when an increase of 1.6% on a year earlier was expected. The labour
market outlook for next year, however, is broadly unchanged from

2. In this context it could be pointed out, for instance, that in the Central Bank's forecasts

since the beginning of 2007, when the Bank first began to publish forecasts for 2009, a
drop in GDP of 1-2% was predicted for 2009. From the beginning of 2008, an additional
decrease in 2010 was anticipated, with the total contraction expected for 2009-2010
around 4%. As early as the end of 2008, when the financial recession hit, this forecast
was revised to a total contraction of around 10%, which corresponds well with the actual
developments. See Appendix 2 for further details.



what was expected in August: a continuing modest recovery in jobs
and a decline in unemployment. Unemployment is forecast to be just
over 6% for most of next year and to decrease to around 5% in the
latter half of the forecast horizon, which is slightly more unemploy-
ment than forecast in August, reflecting somewhat higher labour costs
later in the forecast period. Further discussion of the labour market
can be found in Section VI.

Output slack less than previously forecast

Somewhat more of the economy's production capacity is now
estimated to have been lost following the financial crisis than was
assumed in August. The slack in 2010 and 2011 is therefore less than
previously predicted, despite the lower output level indicated by the
preliminary figures from Statistics Iceland. As in previous publications,
however, spare capacity is assumed to have peaked around mid-2010.
Until the latter half of 2013, the output slack will be somewhat less
than estimated in August, but full utilisation of production factors will
not be achieved until the first half of 2014, which is similar to the pro-
jection in August. Section IV and Box IV-1 discuss production capacity
and output gap in more detail.

Inflation expected to peak at the beginning of next year
Inflation was 5.3% in Q3/2011, or 0.3 percentage points below the
forecast of the August Monetary Bulletin. More favourable infla-
tion development this autumn can probably be attributed to greater
decreases in oil and commodity prices than forecast and a slightly
stronger krona. The effects of wage increases were also slightly less
since the wage increases were realised later than expected. Inflation is
expected to continue to rise, however, and peak in Q1/2012 at 6%.
According to the forecast inflation will then subside fairly rapidly as
the impact of temporary cost shocks dissipates, and will reach around
3% during the latter half of 2012, and the target by the end of 2013.
The inflation outlook throughout next year has therefore
improved somewhat since August. The more favourable inflation
outlook for the remainder of this year is due to lower inflation at the
beginning of the forecast period, a stronger kréna and slightly lower
wage increases than expected in August. Next year the impact of a
stronger kréna and lower imported inflation than expected in August
should become more visible, outweighing the impact of a smaller
margin of spare capacity and higher wage increases. The inflation out-
look for coming quarters has therefore improved marginally, although
inflation will remain high for some time and somewhat above target.
Like inflation itself, inflation expectations also rose as the year pro-
gressed and remain above the inflation target. Section Il discusses
global inflation trends and Section VIII the development of domestic
inflation and inflation expectations.

Key uncertainties and alternative scenarios

The baseline forecast reflects an assessment of the most likely eco-
nomic developments over the next three years. It is based on forecasts
and assumptions concerning developments in the external environ-

ECONOMIC AND MONETARY
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Chart I-11
Unemployment - comparison with MB 2011/3

Seasonally adjusted, % of labour force
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Sources: Directorate of Labour, Central Bank of Iceland.

Chart 1-12
Employment - comparison with MB 2011/3
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Sources: Statistics Iceland, Central Bank of Iceland.

Chart I-13
Output gap - comparison with MB 2011/3
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Chart1-14
Inflation - comparison with MB 2011/3
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Chart 1-15

Inflation excluding tax effects -
comparison with MB 2011/3

Year-on-year change (%)

2007 ' 2008 1 2009 ' 2010 ' 2011 ' 2012 ' 2013 ' 2014
— MB2011/4
— MB2011/3

Inflation target

Sources: Statistics Iceland, Central Bank of Iceland.

ment of the Icelandic economy and the effects of these developments
on it. The forecast is also based on an assessment of how individual
markets function and how monetary policy is transmitted to the econ-
omy. All of these factors are highly uncertain, in part because of the
virtually unprecedented scope of the current financial crisis. Both the
domestic and global economic outlook could therefore easily diverge
from that predicted in the baseline forecast. The following discussion
highlights several key uncertainties in the baseline forecast. Two key
uncertainties are examined further in alternative scenarios. They pro-
vide a more detailed picture of the impact of important assumptions
concerning the economic outlook in the baseline forecast and how
these deviations interact with monetary policy.

Global risks have risen markedly

The baseline forecast assumes that global GDP and international
trade growth will gradually slow down this year and next year, even
if output in the main industrial economies does not actually contract
outright. Furthermore, global oil and commodity prices are assumed
to have roughly bottomed out and to gradually increase as the
global economy picks up. Based on these assumptions, the impact
on Icelandic exports will be relatively limited, although the impact on
how terms of trade develop will be greater. Overall, global economic
developments are more likely to mean an improvement to terms of
trade, as the decrease in oil and commodity prices has more effect
than the drop in aluminium prices, and with prices for marine products
continuing to rise.

All of these assumptions are highly uncertain. The possibility
cannot be excluded that the debt crisis will spread to other countries
and that the world economy will be dragged into a new and protract-
ed recession. This could lead to further turbulence on global finan-
cial markets. Under such circumstances the impact on the Icelandic
economy is likely to be greater than assumed in the baseline forecast.
The export outlook could weaken further. Domestic investment plans
which rely upon international financing could also be in doubt, delay-
ing the domestic recovery and reducing the economy's export capac-
ity in the longer term. Terms of trade could deteriorate, especially if
prices for marine products were to fall markedly. The first alternative
scenario below shows the possible impact of such a chain of events
on the Bank's baseline forecast.

How effective is the transmission of monetary policy?

In the wake of the financial crisis, the transmission of monetary
policy to the financial system and the real economy became severely
impeded. Credit risk premia for households and firms increased sub-
stantially and access to credit tightened. The monetary easing which is
reflected in rapidly falling, and now negative, short-term real interest
rates was therefore not fully passed on to borrowers, although some
signs of the slack filtering through to the real economy is visible in the
declining deposit interest rates, which have encouraged households
and businesses to move forward expenditure decisions. Transmission
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of monetary policy through the exchange rate was also disrupted fol-
lowing the foreign exchange crisis and the introduction of capital con-
trols. The baseline forecast assumes that the transmission mechanism
will gradually normalise, although risk premia will remain somewhat
above pre-crisis levels for most of the forecast period.

Delays in relaxing the capital controls and in restructuring debt,
as well as weaker lending growth, could slow down this normalisation,
however. The growing use of non-indexed lending at floating interest
rates following Supreme Court verdicts on the illegality of exchange
rate-linked loans, and an increased supply of non-indexed housing
mortgages could on the other hand strengthen the transmission
mechanism more than assumed in the baseline forecast.

Uncertainty concerning fiscal consolidation

Considerable progress has been made towards fiscal consolidation in
the past two years. Based on the 2012 budget proposal, the objective
is to achieve a balanced budget over a longer period than in the previ-
ous plan, upon which the Central Bank based its August forecast. The
assumptions on public finances and their contribution to economic
activity and economic policy have therefore been adjusted in accord-
ance with the proposal in the Bank's current baseline forecast.

In view of changes in nominal expenditure growth targets, the
final National Budget could provide for higher expenditures than the
budget proposal, or it could assume that the austerity targets in the
proposal will not be met in full. What the final outcome will be and
what impact this will have on public debt profile is therefore subject to
considerable uncertainty. If the fiscal easing is greater than assumed in
the baseline forecast, domestic demand could be somewhat stronger
in the short term than in the present forecast. On the other hand, an
increased deficit could push domestic interest rates up and thereby
squeeze out private sector investment. Public sector funding costs
would furthermore increase, especially if risk premia on Treasury obli-
gations began to rise once more. Other things remaining equal, this
could put increasing downward pressure on the kréna and thereby
raise the risk of higher inflation, calling for greater monetary restraint.
Economic recovery could therefore be slower, which would undermine
the assumption of sustainability of public debt.

How rapid will the recovery in investment be?
The most recent indicators suggest that investment has begun to pick
up after a substantial contraction following the financial crisis. The
investment-output ratio, however, is still very low. According to the
baseline forecast, fixed investment will continue to grow throughout
the forecast period, especially general business investment and invest-
ment in the energy-intensive sector. The investment-output ratio will
remain low, however, as high investment intensity prior to the reces-
sion has meant considerable spare production capacity exists in many
sectors which could be put to work to meet growing demand without
the need for further investment expenditure.

Damaged balance sheets, uncertainty concerning the situation
and ownership of a large number of firms, uncertainty concerning
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international economic developments and limited access to credit,
however, could result in a weaker investment profile than expected
in the baseline forecast. On the other hand, the scope of investment
projects linked to current plans to relax the capital controls could
prove greater than anticipated in the baseline forecast, resulting in
even higher investment. The second alternative scenario below gives
an example of the possible impact of such a deviation from the Bank's
baseline forecast.

How strongly will private sector indebtedness hold back the
recovery?

The indebtedness of domestic households and businesses has grown
steadily for many years, making the domestic private sector currently
among the most indebted in any developed country. Icelandic house-
holds and businesses are therefore likely to focus on repairing their
damaged balance sheets and deleveraging in coming years. Gross
national savings will therefore increase in coming years, after having
declined considerably until last year.

Although the baseline forecast assumes that GDP growth next
year will be fuelled primarily by domestic demand, the relatively mod-
erate GDP growth in an historical context reflects the above emphasis
of the private sector on repairing their balance sheets. Just how strong
this effect will be is highly uncertain. Positive global economic news
and increased optimism could discourage households and businesses
from deleveraging, which would add to the strength of the domestic
economy during the forecast period. High indebtedness could also
prove to be even more stifling for GDP growth than expected in the
baseline forecast.

Exchange rate outlook is highly uncertain
According to the baseline forecast, the krona should remain close to
its current level for most of the forecast period. Forecasts of exchange
rate developments, however, are always subject to high uncertainty.
As a small currency of an indebted country paying a relatively high risk
premium, the kréna is generally sensitive to increased international
financial market unrest, even when sheltered by capital controls as is
presently the case. The current plan is to liberalise capital movements
within the forecast period, which could result in some exchange
rate volatility. As the timing and conditions related to liberalisation
are uncertain, it is extremely difficult to take account of it in the
baseline forecast. Domestic firms have also been paying off foreign
debts recently, which could create more short-term pressures on the
exchange rate than anticipated in the baseline forecast, at least as
long as access by domestic banks to foreign credit remains limited.
According to the baseline forecast the real exchange rate will
appreciate gradually in coming years, as it is currently very low in an
historical context and probably below its long-term equilibrium level.
It is extremely difficult, however, to assess just what the real equilib-
rium exchange rate is and how rapid the adjustment to this level will
be. The possibility cannot be excluded that the adjustment could be
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more rapid, e.g. if major investment projects materialised, resulting
in an inflow of currency exceeding the assumptions in the baseline
forecast. Nor can it be excluded that the real equilibrium exchange
rate is in fact actually lower than assumed in the baseline forecast,
given the high external debt level of the economy. The kréna could
therefore remain at a lower level for a longer period than assumed in
the baseline forecast.

How much slack is there in the economy?

The baseline forecast assumes that the spare capacity in the economy
and productivity growth will help restrain inflation and ensure that
it returns to target as the effects of temporary cost shocks gradually
subside.

The exact timing and extent of that decline remain highly
uncertain, however. As discussed in Box V-1, some of the produc-
tion capacity in the economy has been lost following the financial
crisis. The extent of this loss could be underestimated, and the output
slack accordingly overestimated. This could mean, for example, that
the current level of unemployment is not sufficient to check exces-
sive wage pressures, as equilibrium unemployment has increased
more than assumed in the baseline forecast. Underlying inflation
pressures could therefore be underestimated. But they could also be
overestimated. According to the baseline forecast, potential output
only began to grow again around mid-2011. This is an unusually pro-
tracted adjustment period by international comparison. It cannot be
excluded that the contraction was less and that recovery in potential
output began earlier. Spare capacity could therefore be greater than in
the baseline forecast and output could therefore grow at a faster rate
without generating inflationary pressures.

Inflation could prove more entrenched than forecast

According to the baseline forecast, inflation will peak in Q1/2012
then decline gradually to reach target in the latter half of 2013. This
forecast is based on a number of assumptions, each of which is subject
to considerable uncertainty. As pointed out above, the margin of spare
capacity remains highly uncertain. The same applies to the exchange
rate outlook and the outlook for imported inflation. According to the
forecast, decreases in oil and commodity prices are already manifest
for the most part. Developments in coming quarters, however, will be
determined to a large extent by the strength of global output growth,
for which downside risks have increased recently, as previously dis-
cussed. It is also difficult to assess how large and persistent the impact
of recently concluded collective wage bargaining agreements will be
on inflation. There is a risk that these large wage increases could set
off a spiral of further wage and price increases, resulting in inflation
in excess of what can be attributed to the direct costs of the agree-
ments. Inflation persistence also appears to be greater in Iceland than
in most other countries. The risk of more entrenched inflation is higher
because inflation expectations do not seem sufficiently anchored by
the Central Bank's inflation target. Inflation expectations seem to
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Chart 1-16
Output gap - alternative scenarios
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Source: Central Bank of Iceland.

Chart 1-17
Inflation - alternative scenarios

Year-on-year change (%)
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Sources: Statistics Iceland, Central Bank of Iceland.

have risen in recent months, although they seem to have peaked, at
least according to some measures, and long-term inflation expecta-
tions remain above the inflation target. There is a risk therefore that
returning inflation to target will prove more difficult. This could also
cause more entrenched inflation than anticipated in the baseline fore-
cast. On the other hand, inflation expectations in Iceland seem even
more influenced by the current inflation rate than in countries with
more credible monetary policy. They could therefore drop quite rap-
idly if short-term inflation developments prove more favourable than
anticipated in the baseline forecast, for example due to the effects of
international developments.

Alternative scenario 1: Outlook for GDP growth deteriorates if the
international crisis proves deeper and more protracted

As explained above, the baseline forecast assumes that global GDP
growth will slow markedly while growth in Iceland’'s main trading
partners will not actually contract. This alternative scenario anticipates
that GDP in Iceland's main trading partner countries and global trade
will contract, but that the contraction will be less than in 2009. It
also assumes that terms of trade will be considerably less favourable
than in the baseline forecast, with a substantial weakening of prices
for aluminium and marine products. This will be partly offset, how-
ever, by a further drop in oil and commodity prices. Finally, unrest on
international financial markets is expected to cause a further increase
in risk premia, and no further construction of the Helguvik aluminium
smelter is assumed, at least not during the forecast period.

The outlook for GDP growth will be considerably poorer than
in the baseline forecast, with growth as much as 1 percentage point
lower during the latter half of the forecast period. Weaker global
demand results in lower exports, especially of services and general
industrial goods. Domestic demand will furthermore be weaker, as the
employment outlook is poorer and foreign direct investment less. This
is offset by lower domestic interest rates and a weaker exchange rate.
The output slack will be greater than in the baseline forecast for most
of the forecast period and inflation lower.

Alternative scenario 2: Stronger recovery of investment expedites
economic recovery

The share of investment in GDP is low in an historical context and will
remain so even if it increases in coming years as predicted in the base-
line forecast. This alternative scenario assumes that investment will
increase more rapidly than in the baseline forecast, e.g. if additional
investment projects linked to the relaxation of capital controls are
realised or if development of energy-intensive industry is more rapid.
Foreign direct investment will therefore be greater than in the baseline
scenario and the investment-output ratio will return to its historical
average in the forecast period.

Economic recovery will therefore be more rapid in this scenario
than in the baseline forecast. GDP growth will average around %z per-
centage point more per year for the next three years and unemploy-
ment as much as one percentage point lower. Less spare capacity will



result in higher interest rates which, together with more foreign direct
investment, would suggest a stronger kréna than in the baseline fore-
cast. This will offset the greater inflationary pressures resulting from
less slack in the economy.
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Chart 11-1

GDP growth in the USA, UK, Japan
and euro area

Real GDP growth Q1/2003 - Q2/2011

Year-on-year change (%)
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Chart I1-2

Economic surprise index’
Daily data 1 January 2010 - 28 October 2011
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1. When the index is lower than 0 the indicator are more negative than
expected and when the index is higher than 0 the indicators are more
positive than expected. The index does not imply that the indicators are
positive or negative.

Source: Macrobond.

Chart 11-3
GDP forecast for the year 2012

Euro area UK USA Japan

B March 2011 forecast for 2012
Bl May 2011 forecast for 2012

=3 July 2011 forecast for 2012

mm September 2011 forecast for 2012

Source: Consensus Forecasts.

Il External conditions and exports

The global economic outlook has deteriorated and uncertainty has
escalated. International financial markets are beset by turmoil, mainly
due to the debt crisis facing many euro area countries and the trou-
bles facing European banks. Risk aversion has therefore risen sharply.
Inflation continues to creep upwards in Iceland’s main trading partner
countries but appears to be levelling off. Oil and commaodity prices
peaked earlier in the year and have retreated markedly since. Marine
product prices have continued to rise, however, and terms of trade
have been improving in the latter half of the year as a result. Global
trade has continued to grow, albeit more slowly than before, and the
real exchange rate remains low. Exports are projected to keep growing
during the forecast horizon, although slightly less than was forecast
in August.

Global economic outlook deteriorates ...

The economic outlook in Iceland's main trading partner countries
deteriorated markedly during the autumn. In the US, GDP growth
proved much weaker at the beginning of the year than preliminary
figures indicated, and in the euro area it slowed down considerably in
Q2. Growth also slowed down in most of the Nordic countries and the
UK in the second quarter. The financial market unrest stemming from
the fiscal debt and banking crisis facing several euro area countries,
coupled with negative economic indicators, suggest that growth will
be even weaker in the second half of 2011. Key economic indicators
that have been published since August, when Monetary Bulletin was
last released, have been weaker than major analysts’ projections, par-
ticularly in the euro area (see Chart 11-2).

Given that analysts’ GDP growth forecasts for 2011 and 2012
have been adjusted sharply downwards this autumn, it is quite uncer-
tain whether the current situation reflects merely a slowdown in the
recovery or whether a new contraction will ensue. Revised 2011
GDP growth figures from Consensus Forecasts and the International
Monetary Fund (IMF) for Iceland’s main trading partners suggest
somewhat weaker growth than was assumed in the last Monetary
Bulletin. The forecast for 2012 is also considerably weaker. Consensus
Forecasts projects that GDP growth will only reach about 1% in
2012 in the euro area and about 2% in the US. In the last Monetary
Bulletin, it was assumed that GDP growth would be about 1%2% in
the euro area and about 3% in the US in 2012. According to the fore-
cast, output growth in Iceland’s main trading partners will be about
1%% in 2012, which is well in line with the newest forecast from the
IMF, as opposed to 2.3% in the August forecast.

... and global financial market unrest escalates

Global financial markets have been quite turbulent since the summer,
with unrest mounting since the publication of the August Monetary
Bulletin. Sovereign debt problems in many countries, the state of
the banking system and worsening growth prospects among major
industrialised countries have strongly affected global financial mar-



kets and eroded public confidence in the strength and sustainability
of the economic recovery. While a number of factors suggested that
world financial markets were gradually recovering from the financial
crisis, the current setback could undermine the recovery, and adverse
financial market conditions are likely to slow down global growth for
a while to come. Increased risk aversion has caused CDS spreads on
many European countries’ sovereign debt to rise steeply in recent
months, while share prices have fallen.

Share prices around the world rose sharply in the first quar-
ter of the year but have retreated since, especially after end-July.
Among Iceland's trading partners, the drop in share prices was most
pronounced in the euro area, although it was notable in the Nordic
countries and the US as well. Near-term developments in stock mar-
kets are quite uncertain at present, particularly due to the European
debt and bank crisis.

Global inflation outlook broadly unchanged

Inflation has continued to move upwards in Iceland’s trading partner
countries in recent months, and in many markets core inflation has
increased despite a slack in the good and labour markets. It seems
to have peaked in the Nordic countries, however, while in the euro
area it kept rising in September after having appeared to peak in the
summer. The assumptions concerning inflation in 2011 in Iceland’s
main trading partners are broadly unchanged from those presented
in the August Monetary Bulletin. It is assumed that inflation peaked
in the autumn and will taper off slightly towards the end of the year.
A poorer GDP growth outlook, elevated unemployment levels, and
declining commodity prices should contain price increases in the near
term. The inflation outlook for the coming two years is also relatively
unchanged.

The policy rate hikes implemented around the world this past
summer seem to have come to a halt for the moment, especially
among industrialised countries. Some central banks in Asia have
continued to raise interest rates, however, while others have begun
to reverse previous increases. Growing uncertainty about economic
developments and the European debt and bank crisis have prompted
central banks in industrialised countries to keep their rates unchanged
since the last Monetary Bulletin.

Oil and commodity prices lower than forecast in August

Oil prices continued to rise this summer, hitting new highs in July
before tapering off again, in line with other commodity prices. The
price drop has been rather larger than was anticipated in the last
Monetary Bulletin, and the forecast for the year has been adjusted
slightly downwards as a result. The Bank’s forecast, which is based on
forward prices and major analysts' projections, assumes an average
rise of 35% for the year, as opposed to 38% in the August forecast.
The forecast assumes that oil prices will be 6% lower in 2012 than
in 2011, which is somewhat less than in the last forecast. The down-
ward adjustment is due to a poorer global economic outlook and a
stronger US dollar than was assumed in August. World commodity
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Chart I1-4
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Chart I1-5
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Chart I1-6

Inflation in the USA, UK, Japan and euro area
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Chart II-7

Commodity prices'
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Sources: Macrobond, Central Bank of Iceland.

Chart 11-8
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Sources: London Metal Exchange, Statistics Iceland, Central Bank of Iceland.

prices also rose sharply early in the year but have been retreating since
the spring. Unrest in financial markets and the prospect of weaker
growth have prompted the slide in commodity prices, although food
prices have fallen less markedly than other commodities because of
the likelihood of weaker harvests than were anticipated in the begin-
ning of the year. The assumptions concerning 2011 commodity prices
are slightly lower than in the last forecast. The price increase for the
year is estimated to average just over 20%, as opposed to 23 % in the
August forecast. While large price rises are not expected in 2012, it is
assumed that commaodity prices will hold up due to continuing growth
in demand from emerging economies, particularly in Asia. The aver-
age projected price for 2012 is lower than that for 2011, however, as
a result of the sharp increase early this year.

Marine product prices are still rising, while aluminium drops
Marine product prices have continued to rise so far in 2011, with the
average price for the first eight months up 13% year-on-year. The
increase extends to all product types, although fish meal prices have
risen more slowly in the recent term and are expected to fall sharply
in coming months. It is assumed that marine product prices will rise
by almost 10% this year, somewhat more than was assumed in the
August Monetary Bulletin. At the same time, they are expected to
increase by just over 6% in 2012 instead of the previously forecasted
4%, as it is expected to be driven by continued strong demand.

Aluminium prices rose early in 2011 but began to taper off just
after mid-year, in tandem with a general decline in commodity prices.
Prices then plummeted in September, when they were about 15%
below the average for the first eight months of the year. Nevertheless,
aluminium prices are expected to be just over 16% higher in 2011
than in 2010, which is similar to the assumption in the last Monetary
Bulletin. In spite of this collapse in aluminium prices, the forecast for
the year as a whole remains relatively unchanged, as the national
accounts for Q2 indicate that aluminium companies in Iceland sold
their products at somewhat above world market prices during the
quarter, whereas the August forecast was based on developments in
global aluminium prices in Q2. The outlook for aluminium prices for
the next years is broadly in line with the August forecast.

Terms of trade improve

Global price trends have changed radically in 2011. In the first half of
the year, export prices rose sharply, as did the price of oil and general
commodities. As a result, terms of trade deteriorated sharply in the
first half of the year, and by more than was previously assumed. The
above-mentioned decline in aluminium, oil, and commodity prices
and the rise in marine product prices in the second half of the year
have had an overall positive impact on terms of trade. The forecast
in this Monetary Bulletin therefore assumes that terms of trade will
improve by 0.9%, as opposed to a decline of 2.2% in the August fore-
cast. The outlook for next year is also significantly better, particularly
due to lower oil prices, with terms of trade improving by nearly 4% in
2012 and then remaining broadly unchanged throughout the forecast



horizon. This turnaround will not suffice to reverse the past decade’s
deterioration, however.

Real exchange rate still very low in historical context

In the past four years, the domestic cost level has declined sharply
in foreign currency terms, improving the tradable sector's competi-
tive position and thereby supporting exports in spite of the marked
post-crisis contraction in global trade. Iceland has greater flexibility to
respond to the repercussions of the crisis than, for example, countries
in Southern Europe, where the high domestic cost level makes it more
difficult to use increased GDP growth to enhance the sustainability of
public debt.

The real exchange rate of the kréna declined steadily in the first
half of the year but appears to have bottomed out this summer, at
least for the time being, and has risen slightly since the last Monetary
Bulletin was published. Nonetheless, the real exchange rate based
on relative consumer prices remains about 21% below the average
over the past 30 years, and over 22% below the thirty year average
based on relative unit labour costs. The real exchange rate based on
relative consumer prices is expected to rise marginally this year and
in 2012. The hefty wage rises in recent contractual negotiations will
probably cause the real exchange rate based on relative unit labour
costs to rise more. Nonetheless, the real exchange rate based on either
relative consumer prices or unit labour cost is expected to remain low
in historical terms throughout the forecast horizon and continue to
support exports.

World trade still increasing despite slowdown in global growth
World trade was up sharply in the beginning of the year and contin-
ued to be one of the main drivers of global GDP growth. It seems it
will slow down somewhat, however, in view of the deterioration in
the GDP growth outlook among major industrial countries. The IMF's
most recent global trade forecast, however, is broadly unchanged
since June. It assumes continued growth, albeit at a slower pace than
in the past year. The forecast in this Monetary Bulletin assumes that
Iceland’s main trading partners will see imports rise by just under
5%, which is slightly lower than the August forecast. In spite of the
poorer economic outlook worldwide, it is assumed that major trading
partners’ imports will continue to increase and will rise by about 3-4%
per year over the next two years, somewhat less than was projected
in August.

Even though both global trade and trading partners' import
growth slowdown, this need not strongly affect Iceland's exports in
the near term. Aluminium and marine products constitute the lion's
share of Iceland’s exports, and export volume of aluminium is deter-
mined largely by production capacity but marine products of fish
quotas. When global trade contracted sharply in the wake of the 2008
financial crisis, exports from Iceland were affected only marginally.
Because these products account for about 80% of Iceland's goods
exports, the relationship between exports from Iceland and the global
business cycle is much weaker than otherwise. However, if Iceland's
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Chart 11-9
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1. Central Bank baseline forecast 2011-2014. The contribution of the
main sub-indices to year-on-year changes in terms of trade is determined
by weighting the annual change in the sub-index concerned together
with its weight in the import or export of goods and services. The item
"other" is a residual.

Sources: Statistic Iceland, Central Bank of Iceland.

Chart I1-10
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Chart 11-11
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1. Central Bank baseline forecast 2011-2014. 2. Imports of goods
and services in Iceland's main trading partners.
Sources: OECD, Central Bank of Iceland.
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Chart 11-12
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1. Central Bank baseline forecast 2011-2014.
Sources: Statistic Iceland, Central Bank of Iceland.

main trading partners experience a deep and prolonged contraction,
it is inevitable that the export growth will be weaker than previously
forecast over the medium term, especially that for services exports.

Export outlook broadly unchanged

Marine product exports are assumed to increase by 1% in volume
terms in 2011, while aluminium exports are expected to remain
relatively unchanged from 2010 onwards. These assumptions are in
line with those underlying the last Central Bank forecast. While these
two sectors account for about 80% of Iceland’s goods exports, the
remainder is largely exports of other industrial goods. It is assumed
that all other exports combined, including exports of industrial goods
other than aluminium, will increase by about 10% this year, slightly
less than according to the August forecast.

The current forecast assumes that goods exports will increase
by around 2% next year, which is slightly stronger growth than was
projected in August, despite the deterioration in the outlook for activ-
ity among Iceland's trading partners. The outlook is for goods exports
to grow by just under 2% in 2013, however, somewhat less than was
forecast in August, which mainly reflects weaker aluminium product
exports, owing to the abandonment of the proposed expansion of the
Reydarfjorour aluminium smelter.

Services exports have grown considerably in recent years, partly
due to the low real exchange rate. A record number of tourists have
visited Iceland this year, generating increased services revenues.
Services exports are forecast to rise by 3%2% in 2011 and by around
2%-4%per year from 2012 through 2014.

Exports as a whole are forecast to increase by 2.5% in 2011
and only by 1.3% in 2012. The 2011 exportation of ships and aircraft
affects this measurement somewhat. If ship and aircraft exports are
excluded, export growth measures 2.8% in 2011 and then around
2% per year in 2012-2014.

Table 11-1 Exports and main assumptions for developments in external conditions

Exports of goods
Exports of services

Exports of goods and services

Exports of goods and services, excl. aircraft and ships

Marine production for export

Aluminium production for export

Foreign currency prices of marine products
Aluminium prices in USD?

Fuel prices in USD3

Terms of trade for goods and services
Inflation in main trading partners*

GDP growth in main trading partners*

Short-term interest rates in main trading partners (%)°

Change from prior year (%) unless otherwise specified’

2011 2012 2013 2014

2.0 (1.5) 2.1 (0.6) 1.9 (2.8) 1.6
3.5(1.8) 29 3.0 2.6 (5.0) 4.1
2.5(1.9) 1.3 (1.5) 1.6 (3.5) 2.1
2.8(2.3) 22(23) 1.6 (3.5) 2.1
1.0 (1.0) 1.0 (1.0) 0.0 (0.0 0.0
0.0 (0.1) 3.0(2.4) 3.0(5.4) 2.0
9.7 (8.1) 6.3 (4.1) 3.0 (2.0 2.0
16.4 (16.3) 1.5 (2.9) 3.3(1.5) 2.1
34.6 (37.8) -6.3 (1.2) 3.1 (0.0) 0.1
0.9 (-2.2) 4.1(0.3) 0.1 (-0.3) -05
2.7 (2.7) 1.9 (2.0) 1.9 (2.0) 1.9
1.8(2.2) 1.6 (2.3) 2.1(2.3) 25
1.3 (1.3) 1.6 (2.1) 2.3(2.8) 3.0

1. Figures in parentheses are from forecast in Monetary Bulletin 2011/3. 2. Forecast based on aluminium futures and analysts’ forecasts. 3. Forecast based on fuel futures and analysts"
forecasts. 4. Forecast from Consensus Forecasts and Global Insight. 5. Based on weighted average forward interest rates of Iceland's main trading partner countries.

Sources: IMF, Bloomberg, Consensus Forecasts, Global Insight, Statistics Iceland, New York Mercantile Exchange, Central Bank of Iceland.



Il Financial conditions

The level of monetary restraint has remained broadly unchanged
since the last issue of Monetary Bulletin in August, while the krona
has strengthened. The financial conditions of households and firms
have improved slightly and access to credit has eased. Deposit
money banks (DMBs) have increased their supply of non-indexed
mortgages, offering more favourable interest terms than before. The
share of non-indexed and indexed household and corporate credit
has increased somewhat and the share of exchange rate-linked loans
decreased accordingly.

Central Bank interest rates raised

In mid-August, when Monetary Bulletin was last published, the
Central Bank's Monetary Policy Committee (MPC) raised the bank's
interest rates by 0.25 percentage points. The current account rate rose
to 3.5%, the maximum rate on 28-day certificates of deposits (CDs)
to 4.25%, the seven-day collateralised lending rate to 4.5% and the
overnight rate to 5.5%. On its last interest rate setting meeting the
MPC decided to leave the bank's rates unchanged. Overnight market
rates continue to fluctuate around the lower end of the Central Bank's
interest rate corridor. These have ranged from 3.75% to 4.0% since
August, with one exception, when they moved into the middle of the
interest rate corridor to 4.5% and remained there for almost a week.
Trading on the domestic interbank market is extremely low thus indi-
cating limited market efficiency.

Increased CD issuance and less interest in Treasury bills

Issuance of 28-day CDs has grown considerably in recent months,
reflecting actions by the Central Bank to ensure that conditions on
the money market are consistent with the bank's interest rate policy.
This is also probably due in part to the less favourable interest rates
on Treasury bills as compared to CDs, as demand for Treasury bills has
fallen recently. DMBs therefore appear to prefer to deposit funds with
the Central Bank rather than to participate in Treasury bill auctions.

Monetary slack broadly unchanged despite the Central Bank's
rate rise

Because of ample liquidity in the financial system, the Central Bank's
effective nominal interest rate can be assumed to lie close to the
bank's average deposit interest rate, i.e. between the current account
rate and the CDs rate. This rate is currently around 3.9%. That would
make the Central Bank's real interest rate around -1.4%, based on
the twelve-month CPI increase, and from close to -2% to just above
0% using other measures for comparison. If assessed using various
measurements of inflation and inflation expectations, the real interest
rate has remained practically unchanged on average since August and
is currently around -1% (see Table 111-1).

Yield curve indicates no change to rates in November
According to forward interest rates, market participants seem to
expect no change in the Central Bank's interest rates on its next rate
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Chart 111-1

Central Bank of Iceland interest rates
and short-term market interest rates
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Chart 111-2
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Chart 111-3

Collateral lending rate and forward
market interest rates’

Daily data 1 January 2010 - 31 December 2014

2010 ' 2011 | 2012 | 2013 | 2014
—— Collateral lending rate
— MB 201172 (Mid April 2011)
— MB 2011/3 (Mid August 2011)
MB 2011/4 (End of October 2011)

1. Interbank interest rates on Treasury notes were used to estimate the
yield curve. Treasury notes maturing in 2012 and 2013 are excluded
since their pricing is assumed to be affected by the capital controls.
Source: Central Bank of Iceland.

Chart 1ll-4
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Chart 1lI-5

Yields on indexed HFF bonds
Daily data 2 January 2009 - 28 October 2011
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Source: Central Bank of Iceland.

decision date in tandem with this issue of Monetary Bulletin." The
yield curve also suggests that the Bank's interest rates are expected to
remain unchanged into early next year and then begin to rise gradu-
ally. Thus the collateral rate will reach 5.5% by the end of next year,
or 1 percentage point above its current level.

Table 111-1 Monetary stance (%)

Change from  Change from
MB 2011/3 MB 2010/4
(16 August) (2 November)

Current stance
(28 Oct. 2011)

Real interest rate based on:"

Twelve-month inflation rate -1.4 0.0 -3.4
Three-month seasonally adjusted inflation 0.2 3.6 -2.2
Business inflation expectations (one-year) 0.3 0.2 -2.5
Household inflation expectations (one-year) -25 -1.2 -1.9
Breakeven inflation rate (one-year)? -0.7 -0.8 -4.0
Central Bank's inflation forecast (one-year)3 0.7 2.2 -2.8
Average -0.6 0.7 -2.8
Average excl. 3-month seasonally adj. inflation -0.7 0.1 -2,9

1. The effective Central Bank nominal policy rate is the average of the current account and the maximum rate on 28-day CDs. 2. The
one-year breakeven inflation rate is based on the difference between the nominal and indexed yield curves (five-day rolling average).
3. The Central Bank forecast of year-on-year inflation four quarters ahead.

Interest rates on longer Treasury notes maturities are currently
lower than prior to the August rate hike

Yields on shorter Treasury notes rose in the wake of the Central Bank's
rate hike in August and are currently 0.6-0.9 percentage points higher
than prior to the rate hike. Yields on the longest Treasury notes also
rose following the August rate rise but have declined again and are
currently around 0.2-0.9 percentage points lower than before the rate
hike. This decrease may in part reflect a more optimistic assessment of
the inflation outlook following the MPC's September decision which
would, other things remaining equal, result in expectations of lower
Bank rate path (see Chart IlI-3). The decrease in yields on Treasury
notes maturing in 2016 since the beginning of June, however, may
also reflect increased interest from foreign investors because of their
need for reinvestment of Treasury notes maturing in July this year. The
National Debt Management Agency has announced plans to issue
Treasury notes for 10-30 b.kr. in Q4/2011, which is similar to issuance
so far this year.

Indexed interest rates continue to fall in line with the decrease in
the Central Bank's real interest rate

Yields on inflation-indexed HFF bonds have continued to drop and are
now 0.4-0.6 percentage points lower than in August when the last
Monetary Bulletin was published. The decrease can be attributed to
some extent to a substantial drop in short-term real interest rates, as
discussed above. It may also reflect expectations of a limited supply

1. Interbank interest rates and interest rates on Treasury notes were used to estimate the
yield curve. Treasury notes maturing in 2012 and 2013 are excluded, however, since their
pricing is assumed to be affected by the capital controls. Interest rates on these notes are
therefore not considered to truly reflect market expectations for the Central Bank's interest
rate developments. This assessment, however, is subject to uncertainty and makes an inter-
pretation of the yield curve especially problematical at this moment.



of indexed bonds in coming quarters. Issuance of HFF bonds by the
Housing Financing Fund (HFF) has been considerably less this year
than in recent years and increased demand for non-indexed loans will
no doubt reinforce this development.

Long-term spreads over foreign bonds have declined

Since the publication of the August Monetary Bulletin, CDS spreads
on Treasury debt have ranged from 2.3 to 3.3 percentage points,
increasing by almost 1 percentage point since mid-August. The risk
premium on Treasury bonds, as reflected in the spread between
the interest rate on its recent 5-year US dollar bond and similar US
Treasury bonds, has also increased, although somewhat less. Just prior
to the publication of this Monetary Bulletin this spread was 4.3 per-
centage points. Rising risk premia are in line with international devel-
opments in the wake of growing turbulence on international financial
markets (see further discussion in Section II).

Since the publication of the August Monetary Bulletin, the
short-term interest rate differential with German government bonds
has risen by 1.6 percentage points while at the same time the long-
term interest rate differential has decreased by 0.8 percentage points.
Allowing for the rising risk premium, the short-term interest rate dif-
ferential has therefore risen by over 0.5 percentage points while at the
same time the long-term interest rate differential has fallen by around
1%2 percentage points.

Table I11-2 Interest rate differential (%)

Current interest
rate differential
(28 Oct. 2011)

Change from
MB 2010/4
(2 November)

Change from
MB 2011/3
(16 August)

Difference between 3-month Iceland-euro
area interbank rates divided by the 3-month

historical EURISK exchange rate volatility’ 0.8 0.0 -0.2

Difference between 3-month Treasury
interest rates adjusted for the difference

in CDSs on Treasury debt? 1.9 1.0 0.2
Difference in yields on 5-year Icelandic
and US Treasury notes issued in US dollars 43 0.0 -

1. Ratio of 3-month interbank rate spreads to 3-month standard deviation in the ISK/EUR exchange rate. 2. Interest spread between
3-month Icelandic and trade-weighted Treasury bills, adjusted for the difference in CDS spreads (5-day moving average).

Increased turbulence on foreign financial markets

As major unrest continues on foreign financial markets, stock prices
have fallen on both sides of the Atlantic, as discussed in Section II.
Uncertainty has clearly increased on global financial markets since
August. At the same time, the sovereign ratings of Greece, Italy and
Spain, and ratings of numerous European banks, have been down-
graded. Central banks in Europe, the US and the UK have already
announced wide-reaching additional measures to assist financial
institutions and to stimulate their economies. They have once more
stepped up purchases of illiquid assets of commercial banks and
boosted credit lines in order to prevent illiquidity problems in the
banking system.

ECONOMIC AND MONETARY
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Chart lll-6

Risk premia on the Icelandic treasury
Daily data 1 January 2010 - 28 October 2011
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Sources: Bloomberg, Central Bank of Iceland.

Chart 111-7

Interest rate differential
Daily data 2 January 2009 - 28 October 2011
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1. Differential between yields on 3-month Treasury bills in Iceland
and Germany. 2. Differential between yield on RIKB 19 and 8-year
Treasury bonds in Germany.

Sources: Macrobond, Central Bank of Iceland.

Chart 111-8

Exchange rate of the kréna
Daily data 3 January 2008 - 28 October 2011
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Chart 11I-9
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Source: Central Bank of Iceland.

Chart 111-10

Nominal GDP and M3
Q1/2001 - Q3/2011

Year-on-year change (%)
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1. Central Bank baseline forecast 03/2011.
Sources: Statistics Iceland, Central Bank of Iceland.

Chart 111-11

Number and amount of new residential
housing loans

Monthly data January 2006 - September 2011

| HENN

Amount-credit institutions (left)

Amount-HFF (thereof general loans) (left)
Amount-HFF (thereof other loans) (left)
Amount-pension funds (left)

Total number of new loans (right)

Information on new pension fund loans is based on a sample covering
the nation's 20 largest pension funds. During the survey period, the
number of pension funds in the sample rose from 18 to 20. The sample
now extends to almost 97% of Icelandic pension funds' net assets.
Monthly data. The latest month excludes the pension funds. Number
of new loans is shown as a 3-month rolling average.

Sources: Housing Financing Fund, Central Bank of Iceland.

Kréna strengthens

Immediately prior to the publication of this Monetary Bulletin the
exchange rate, as measured by the trade-weighted index, was
around 2.3% higher than prior to the August issue. More precisely
the exchange rate was around 2.7 % higher against the euro, 2.9%
against the Pound Sterling and 1.1% lower against the US dollar. The
kréna's strengthening is probably due to several interrelated factors.
A favourable summer for the tourism industry has resulted in a higher
than anticipated inflow of foreign currency revenues. There was also
a major increase in goods exports in September. Terms of trade have
also been considerably more favourable than forecast in August. The
increased turbulence resulting from the European debt crisis has up
until now not had any visible impact on the exchange rate of the
krona, although it is generally among those currencies which are most
sensitive to unrest on international financial markets. This is likely due
to the temporary shelter provided by capital controls. The foreign
liquidity position of the economy is also relatively good, the sovereign
debt position proven to be better than expected at the outset of the
financial crisis, and domestic DMBs rely on access to foreign wholesale
markets only to a very limited extent.

The offshore exchange rate was 243 kr. against the euro just
before the publication of this Monetary Bulletin and is broadly
unchanged from the August publication. The onshore euro exchange
rate was 160 kr., which is 3.7% lower than at the beginning of
this year. According to the Central Bank's forecast, the kréna will
strengthen in the final quarter of this year and remain broadly stable
in 2012. At the end of the forecast period the krona will be around
2% stronger than anticipated in the August forecast.

Broad money increases once more

Broad money supply (M3) grew rapidly month-over-month until
October 2009, when it began to decrease. In the past four months,
however, broad money has begun to rise once more and the year-on-
year growth in September was 2.5%. This turnaround in broad money
supply partly reflects the effects of the slack in monetary policy. At the
end of the summer liquidity in the financial system was also high due
to maturities of Treasury notes and tax refunds; these funds have now
partly been manifest in broad money growth. Despite this turnaround,
the year-on-year growth in broad money is still below the growth
of nominal GDP. As a result the ratio of broad money to GDP is still
decreasing.

New housing mortgages rise and the share of non-indexed loans
grows
New housing mortgages granted by the Housing Financing Fund,
pension funds and DMBs totalled 3.7 b.kr. on average per month dur-
ing the first eight months of this year, which is equivalent to a minor
year-over-year increase for the period. Other new lending, however,
still appears to be very limited.

The share of exchange rate-linked lending of total debt has
decreased as the share of non-indexed and indexed lending has risen.
Indexed lending is still the most common way of lending to house-



holds. There has been considerable household and corporate debt
restructuring, for example due to Supreme Court judgements on the
illegality of multi-currency loans. In addition the supply of new non-
indexed credit has greatly increased recently. A higher proportion of
non-indexed credit is conducive to strengthening the transmission
mechanism of monetary policy.

Housing prices rise as housing market activity picks up

Since housing prices bottomed out at the end of 2009, they have
risen by almost 8% in nominal terms, but are practically unchanged
in real terms. The number of purchase contracts based on the date
of purchase has grown considerably in the capital area in 2011.
During the first nine months of this year, turnover by this measure
rose by close to 67% year-over-year, although it should be borne
in mind that turnover in 2010 was very low compared to previous
years. In Reykjavik, turnover has increased most in the suburbs and
in nearby municipalities the increase in turnover has been greatest in
Kopavogur.? The increase has been less for the country as a whole, or
52%. Following the financial crisis the HFF, banks and holding compa-
nies owned by the banks acquired a fairly large number of residential
properties relative to turnover on the housing market. The impact of
those properties on housing prices is further discussed in Box IlI-1.
House prices have followed the development of disposable income
quite closely after the financial crisis. According to the baseline fore-
cast, house prices will follow general price level developments fairly
closely in coming years.

2. The number of purchase contracts is conspicuously high in Képavogur, Hafnarfjérdur and
Gardabeer.
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Chart 111-12

House prices and disposable income
of households

Q1/2001 - Q3/2011

Year-on-year change (%)
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1. Central Bank baseline forecast Q1/2011 - Q3/2011.
Sources: Statistics Iceland, Central Bank of Iceland.

The Housing Financing Fund (HFF), banks and holding companies
owned by the banks have acquired a large number of residential
properties following the financial crisis. At the end of September
2011 these parties owned almost 2,500 properties, or around 1.9%
of the total housing stock in Iceland. By comparison, the number of
purchase contracts registered last year was just over 4,600 and dur-
ing the first eight months of this year around 3,700 contracts were
registered.’ As Table 1 shows, these parties own just over 1,000
properties in the capital area, or around 1.3% of the total stock in
this region. By comparison, almost 3,000 properties were sold in the
capital region last year and just over 3,200 in the first eight months
of this year.

Almost one-quarter of the residential properties owned by
these parties is still under construction (around 550 in all). While
it is difficult to obtain exact figures for the total number of houses
under construction in Iceland, Statistics Iceland estimated that at the
end of 2010 there were around 5,000 residential properties under
construction.

1.  When HFF, banks or banks' holding companies appropriate residential properties, no
actual purchase contract is concluded indicating the market value of the property and
such agreements are therefore neither included in data on turnover or on real estate
market prices. When these parties eventually sell the properties on the market, on the
other hand, they are reflected in this data.

Box I11-1

Housing owned by
the Housing Financing
Fund and the banks
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Table 1 Residential properties owned by HFF, banks and holding
companies

% of Completed

total No. of Residential  residential

No. of stock  purchase Residential properties  properies

residential inthe contracts  properties under  not rented

properties region in 2070  rented out constr. out

Capital region 1,026 1.3 2,956 444 337 245
Sudurnes area 462 4.7 236 115 62 285
West Iceland 278 4.2 209 124 70 84
West Fjords 48 1.4 123 10 19 19
North Iceland 131 0.8 502 66 4 61
East Iceland 214 4.0 194 72 13 129
South Iceland 323 3.4 417 152 46 125
Total 2,482 1.9 4,637 983 551 948

Around 40% of residential properties owned by HFF, banks
and holding companies is rented out and in most instances probably
rented to former owners of the property or parties who previously
rented directly from the former owners. If completed houses which
are not rented out are assumed to be for sale, this includes almost
1,000 properties. The average number of properties for sale on the
Internet website of the daily Morgunbladid in 2011 is 4,760. Some
of the residential properties owned by the above parties is adver-
tised on this website, as real estate agents handle their sale in by
far the most cases.

The number of residential properties owned by HFF, banks
and holding companies owned by the banks varies greatly depend-
ing upon the region. In the Sudurnes area, for instance, they own
460 residential properties or 4.7% of all properties. In addition, a
rental company owned to a large extent by these parties manages
almost 1,300 properties on the former military base; around half of
them are rented out. In the Sudurnes area 236 residential properties
were sold in 2010, making it clear that the problem is considerably
greater there than, for instance, in the capital region or in Iceland
as a whole. During the past decade the number of properties in the
Sudurnes area has increased by almost 2,400, in addition to the
almost 1,900 on the former military base, making a total of over
4,000, while at the same time the number of residents in the area
has increased by just over 5,000. The excess supply of residential
properties in this region is therefore considerable and is likely to
remain so for some time, as unemployment there is the highest in
Iceland (10.7% in September).

In West Iceland as well, a considerably high proportion of
properties is owned by HFF, banks or holding companies. They own
almost 280 properties or over 4% of the total number of residential
properties in the region. In West Iceland, however, these houses
are a much smaller proportion of turnover on the residential market
than in the Sudurnes area, as some 290 properties were sold in
West Iceland last year. Unemployment is also lower there, 3.2%
in September. In East Iceland around 4% of residential properties
is owned by these parties but their share in turnover in 2010 was
considerably lower and unemployment in the region was 3.1% in
September.

Possible impact on housing prices

It is expected that the objective of both HFF and the banks is to sell
the properties they currently own. It is difficult to assess what the
impact would be on residential housing price developments if HFF
and the banks decided to sell off their housing portfolios. This would
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depend on how rapidly the properties were sold and the general
economic situation if and when this occurred. The above figures
show that the number of residential properties owned by HFF and
the banks is fairly large relative to turnover on the housing market.
Compared to the total number of properties, however, their share of
the total stock is not great. If these parties disposed of their residen-
tial properties in a short period of time it can naturally be assumed
to have some impact on the market. But they are not likely to do so
as that would not be in their interest. They will probably hold these
assets as long as they expect to be able to sell them at a higher
price than they can currently obtain for them. It is also only natural,
under the current circumstances, for banks to proceed with caution
in the residential housing market, since housing price developments
not only affect the price they obtain for these properties but also
their most important collateral for household loans.

Financial conditions of households and firms have improved

The financial conditions of households have improved somewhat in
2011. Both household and corporate indebtedness has decreased
following write-offs and restructuring of debt, although the Icelandic
private sector remains among the most indebted among industrial
countries.3 There are also signs that the supply of credit is starting to
increase again. Equity requirements for borrowers, however, are still
considerably higher than prior to the banking system collapse and is
likely to remain so. Collateral is also somewhat more limited in the
tighter conditions of the past three years, although this has increased
once more with recovering asset prices in recent months.

Lending terms are also improving. Non-indexed housing mort-
gages are now offered at rates variable interest rates of 5.25-5.4%
and fixed rates of 6.2-6.45%.4 Based on the current inflation level,
the real interest rate on these loans is considerably lower than has
previously been available for indexed housing mortgages. The interest
rate premium on funding costs also appears to be relatively low. These
interest rates are close to 2 percentage points higher than the Central
Bank's collateralised lending rate while by comparison interest rates
on non-indexed two-year housing mortgages in the UK (with a maxi-
mum LTV of 75%) now average 2.75%, or 2.25 percentage points
higher than the Bank of England's policy rate. A similar premium on
the central bank base rate is also found in Sweden, where interest on
non-indexed five-year loans is around 4.5%, or 2.5 percentage points
above the policy rate of the Swedish Riksbanken.

In September, allowances for withdrawals of third-pillar pen-
sion savings were extended and the maximum amount which could

3. Household and corporate debt is measured at claim value. The country that comes clos-
est to Iceland’s indebtedness is Ireland with private debt at almost 370% of last year's
GDP. See S. Cecchetti, M. S. Mohanty og F. Zampolli (2011), “The real effects of debt”,
BIS Working Papers, nr. 352 and International Monetary Fund (2011), Global Financial
Stability Report, Ch. 1, October 2011.

4. The loans have maximum loan-to-value (LTV) ratios of 60-70% and fixed interest terms
for three to five years at a time.

Chart 111-13

Companies and household debt!
Q1/2001 - Q3/2011

% of GDP
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1. Central Bank baseline forecast for nominal GDP Q3/2011.
Source: Central Bank of Iceland.
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be withdrawn increased from 5 m.kr. to 6.25 m.kr. To date 56,000
rightholders have withdrawn around 60.2 b.kr. in third-pillar pension
savings. In addition, the budget for 2012 proposes a change in the tax
treatment of these savings, which will, other things remaining equal,
reduce payments to these funds, to which over 82,000 individuals
have made contributions this year (see also Section IV).

Despite most households are not facing debt problems and
improving financial conditions a number of households are still in
financial difficulties. In August, for example, unsuccessful attempts
were made to enforce claims against 290 households, seven of which
were declared bankrupt. During the first eight months of this year,
the number of bankruptcies and unsuccessful debt enforcements was
more than twice that of the same period the previous year.

Financial conditions of the corporate sector have also improved
in 2011. Limited lending for new projects however suggests that
financial conditions remain tight. Corporate restructuring, however,
appears to finally be progressing and the number of companies placed
in a sales process has increased. A total of 140 companies were
declared insolvent or underwent unsuccessful enforcement actions in
August this year, the lowest since July 2010. Just over 18% of those
companies which are neither financial institutions nor holding com-
panies were in arrears at the beginning of September this year. This
figure is up from 12% in April 2009 but has remained fairly steady in
recent months. The proportion of companies in default is highest in
the construction sector and lowest in agriculture and fisheries.

5. Companies on the default list have been declared default for more than 90 days on aver-
age. In some case parties are possibly not added to the list until their cases have been
placed in collection.



IV Domestic demand and production

According to the current preliminary figures, seasonally adjusted
GDP in Q2/2011 contracted after continuous quarterly growth since
Q3/2010. Despite this, year-on-year GDP growth measured 2.5% in
the first half of the year and overall growth for the year is expected to
be over 3%. Growth is expected to be around 2%2% on average per
year in the next three years. The outlook for growth this year and next
year has improved somewhat from the August forecast. Although the
contribution of net trade to growth is somewhat more favourable
than previously forecast, GDP growth in coming quarters will be pri-
marily driven by growth in domestic demand.

GDP dipped in Q2 ...

Statistics Iceland published its preliminary national accounts for
Q2/2011 in September this year, together with a revision of figures
previously published. GDP is now considered to have contracted by
4% in 2010, or by half a percentage point more than previously esti-
mated. Despite the year-on-year decrease, seasonally adjusted GDP
began to grow quarter-on-quarter during the latter half of 2010. It
continued to grow by almost 2% in Q1/2011 over the previous quar-
ter, but dipped in Q2, when GDP dropped by 2.8% over the previous
quarter according to the Statistics Iceland figures. Despite the quarter-
on-quarter contraction in Q2/2011, all sub-components rose over the
previous quarter except for changes in inventories, which contributed
-5Y%2 percentage points to quarterly GDP growth. Inventories may,
however, be overestimated (see the Statistics Iceland publication from
8 September). A shift from inventories to exports will not affect the
nominal value of GDP. It cannot be excluded, however, that this over-
estimation of inventories have led to an underestimation of real GDP
as the relative weight of inventories in the chain linked calculation of
GDP growth is considerably smaller than the weight on exports.”

... although it continued to increase year-on-year

Despite the quarter-on-quarter decline, the Statistics Iceland figures
suggest that GDP rose by 1.4% on a year-on-year basis in Q2/2011,
the second consecutive quarter with an increase over the previous
year. The Central Bank's forecast published in the August Monetary
Bulletin predicted year-on-year GDP growth of 3% in Q2/2011,
which is considerably above the Statistics Iceland figures. A major por-
tion of this deviation is due to lower year-on-year growth in private
consumption and lower export growth. However, this is partly offset
by the higher than forecast growth in public consumption and in busi-
ness investment.

GDP in the first half of 2011 slightly below the August forecast
The August issue of Monetary Bulletin forecast 3% year-on-year GDP
growth in the first half of this year, which proved to be 2.5% accord-

1. Based on average prices in 2010, the relative weight on inventories is 0.7, whereas the
weight on exports is 2.1.
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Chart IV-1

National accounts for the first half of 2011
and Central Bank estimate

Year-on-year change (%)
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Sources: Statistics Iceland, Central Bank of Iceland.

Chart IV-2

GDP, national expenditure and net exports
Q1/2005 - Q2/2011
Seasonally adjusted at the year 2005 prices’

T T

— Gross domestic product (left)
— National expenditure (left)
Net-exports (right)
1. Figures for GDP and national expenditure are seasonally adjusted
by the Central Bank. Because of the chain linkage, the sum does not

necessarily add up to GDP.
Sources: Statistics Iceland, Central Bank of Iceland.

Chart IV-3

Consumer confidence indices
January 2005 - October 2011
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Chart IV-4

Private consumption and expected
big-ticket purchase index

Q2/2002 - Q3/2011"

Year-on-year change (%) Index

= Private consumption (left)

— Expected big-ticket purchases (right)

1. Figures for private consumption are only available until Q2/2011.
Sources: Capacent Gallup, Statistics Iceland.

Chart IV-5

Third-pillar pension fund payouts’
April 2009 - February 2013

2009 2010 2011 2012 "3
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1. The chart shows monthly payouts and accumulated payouts from
third-pillar pension funds according to applications filed by end-Sept-
ember 2011.

Sources: Directorate of Internal Revenue, Central Bank of Iceland.

ing to Statistics Iceland figures.2 The August forecast anticipated
aircraft exports in Q2, while the revised national accounts put them
in Q1. For this reason, a better picture is obtained by comparing the
first two quarters of this year with the August forecast. Growth of
domestic final expenditure was 5% compared to the August forecast
of 4.9% growth. Private consumption was somewhat weaker, accord-
ing to Statistics Iceland's figures, than was forecast, while public con-
sumption and investment were stronger. Inventory accumulation also
proved to be somewhat higher during the first half of this year than
had been predicted in August. A less favourable net trade contribution
to GDP growth is therefore the main explanation for somewhat lower
growth in the first half of the year.

Household demand has picked up

In Q2/2011 seasonally adjusted private consumption increased by
1.8% over the preceding quarter and amounted to 5.1% year-on-
year. This is somewhat lower growth than the 6.8% year-on-year
predicted in the Bank's August forecast. In this respect it makes a
difference that revised figures show a higher level of private consump-
tion in 2010 than before. Although it was below the Bank's forecast,
this growth is nonetheless considerable and it is clear that private
consumption has picked up in recent months and quarters. It can be
assumed that a decrease in uncertainty for household balance sheets
following court rulings on exchange rate-linked loans was a factor
here. Growth in Q2 was probably to some extent the result of pay-
ment of special interest benefits in May. Other factors have also stim-
ulated higher private consumption, such as increased employment,
higher real wages, debt reduction and an increase in real housing
prices. As discussed in Section Ill, there are visible signs that lending
has picked up again, partly reflecting increased household net worth.

Outlook for continuing improvement in private consumption

The main indicators for the development of private consumption
suggest that seasonally adjusted private consumption has grown
slightly quarter-on-quarter in Q3/2011. Seasonally adjusted payment
card turnover rose by 0.3% over the previous quarter and seasonally
adjusted groceries turnover increased by 0.1%. The extension of the
allowance for third-pillar pension savings withdrawals will probably
encourage private consumption in coming quarters. Changes to the
taxation of third-pillar pension savings proposed in the new budget
proposal could also boost private consumption temporarily. Consumer
confidence has also picked up slightly this year in spite of a decrease
in the Capacent Gallup confidence index in October. In addition to
this, the recent increase in employment will boost household income.

2. It's worth noting, that the Central Bank's forecast for 2011 builds on the bank’s estimate of
investment in 2010 which is stronger than the Statistics Iceland preliminary figures suggest.
Growth rates for GDP and domestic demand in the Bank’s forecast and Statistics Iceland
figures therefore do not have that same base level. If the Statistics Iceland investment
figures are used instead of the Central Bank estimate, the forecasted GDP growth would
have been 3.4% and domestic demand growth 5.4% for the first half of 2011, other
things being equal. For further information, see Section IV in Monetary Bulletin 2011/2
and Appendix 2 in this issue.



The housing component of private consumption causes some
uncertainty when high-frequency indicators are applied to total pri-
vate consumption, since this component is to a considerable extent
calculated on the basis of the total residential housing stock. Due to
the low investment level of recent years, new investment was less
than depreciation, with the result that the housing stock has fallen.
As a result, this component will hold back the growth of private con-
sumption this year.

Based on leading indicators, seasonally adjusted private con-
sumption is expected to grow by 0.6% quarter-on-quarter, which
corresponds to a year-on-year growth of 3.2%. Moderate growth is
expected in Q4/2011, with private consumption growing by 2.9% for
the whole year. This is somewhat lower growth than the 3.8% year-
on-year increase predicted in August. This change mostly reflects an
upward revision of private consumption in the latest Statistics Iceland
figures by roughly 5 b.kr. in 2010;3 at constant prices the forecast
consumption level is currently nearly the same for this year as assumed
in August.

Rising private consumption a main source of GDP growth in
coming years
Contraction in private consumption and investment were the main
factors contributing to GDP contraction following the financial crisis,
with private consumption largely supported by easy access to credit
and large increases in asset prices in the run up to the financial crisis.
Although the consumption level of the years preceding the crisis are
unlikely to return any time soon, increased private consumption follow-
ing a recession is generally one of the first sources of a turnaround in
the economy: released pent-up demand for consumption goods results
in increased need for investment spending, as companies eventually
need to boost their production capacity to meet the increased demand.
The forecast assumes that higher private consumption will
account for more than half of the GDP growth during the forecast
period; private consumption is forecast to grow on average by around
3% per year in the next three years. At the end of the forecast period,
the share of private consumption in GDP will be around 51 %, which
is considerably lower than the 58% average of the last thirty years.

Large contraction in capital income reduced household real
disposable income last year...

Statistics Iceland recently published figures on household disposable
income in 2010. Household real disposable income shrank by 11%2%
from that of the previous year, which is a considerably greater decline
than estimated by the Central Bank in the August forecasts.* A break-
down of disposable income shows, however, that only a small portion
of this contraction can be attributed to a decrease in overall labour

3. At nominal value. In real terms the revised figure for total private consumption in 2010 is
0.8% higher than the previous figure.

4. Statistics Iceland uses the consumer price index to deflate disposable income, while the
Central Bank uses a private consumption price deflator, which leads to slightly different
figures for the development of real disposable income.
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Chart IV-6

Private consumption, groceries and
payment card turnover
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1. Figures for private consumption are only available until Q2/2011.
Sources: Centre for Retail Studies, Statistics Iceland, Central Bank of
Iceland.
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1. Central Bank baseline forecast 2011-2014.
Sources: Statistics Iceland, Central Bank of Iceland.
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Chart IV-8

Private consumption and
real disposable income 2000-2014"
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1. Central Bank baseline forecast 2011-2014.
Sources: Statistics Iceland, Central Bank of Iceland.

Chart IV-9

Developments in real disposable
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1. Central Bank baseline forecast 2011-2014. The contribution of the
main underlying factors in the yearly changes in real disposable income
is calculated based on each factor's weight in disposable income. The
combined contribution of underlying factors does not add up to the
total change due to rounding.

Sources: Statistics Iceland, Central Bank of Iceland.

income and operating surpluses of sole proprietorships. By far the
largest factor in the contraction was a drop in capital income, which
fell by almost 70 b.kr. from the previous year. Smaller dividend pay-
ments from limited liability companies and lower interest income on
bank deposits explain the largest portion of the drop in capital income.

... but the impact on private consumption less than it might
appear at first glance

Data for the Internal Revenue show that the items that contracted
the most in disposable income mainly belonged to the highest income
groups. The decline in disposable income for the great majority of
Icelandic households therefore was considerably less last year than the
overall decrease in household disposable income. The real contraction
in disposable income, if capital income and capital income taxes are
excluded, amounted to 3.4%. The real contraction in labour income
explains the decrease to a large extent, in addition to which consolida-
tion measures by the government appear in higher taxes paid and a
real contraction in transfer revenues.

A major decrease in interest revenues is also noteworthy in view
of the fact that there is a much smaller decrease in interest expendi-
ture. A decrease in deposit interest rates can explain the drop in inter-
est revenues to a considerable extent, since interest rates declined
substantially in 2010, but there are other factors involved. The
decrease is partly explained by the treatment of the indexation portion
on deposit accounts as an interest payment, i.e. it is only considered
as income when payment is made. On the other hand, the indexa-
tion portion of inflation-indexed loans on the expenditure side is only
partly paid as it accrues, as it is spread over the remaining term. With
large fluctuations in inflation, as during the sharp disinflation in 2010,
these differing methods of accounting the indexation portion can cre-
ate a considerable mismatch in the measurement of interest expenses
and interest revenues of households. It is therefore likely that the
large disinflation of 2010 resulted in a greater drop in measured
interest revenues than in interest expenses, than if this were based
on real interest revenues and expenses, which would probably give
a better picture of the true development of households’ disposable
income. Just as the decrease in disposable income in 2010 is probably
overestimated, this methodology can be assumed to have resulted in
overestimating disposable income in 2008 when inflation rose sharply.

In addition, the decrease in interest revenues is to some extent
explained by the fact that household deposits with deposit money
banks (DMBs) were on average 77 b.kr. lower in 2010 than in 2009,
equivalent to a decrease of 10%. At the same time, mutual fund
assets increased by over 67 b.kr., especially due to increased Treasury
notes holdings. This probably reflects savers seeking higher returns,
as returns on Treasury notes were considerable while deposit inter-
est rates declined greatly. The impact of this on disposable income as
measured by Statistics Iceland is negative, since returns on assets in
such funds are not recognised until redeemed and can therefore accu-
mulate for some time before they are visible in measured disposable
income. Regular payment of interest revenues on deposit accounts



with DMBs, however, is included directly in disposable income. A
large transfer between these two savings vehicles can therefore be
measured as a decrease in disposable income without the situation of
households actually having changed. Such a transfer should therefore
not affect households' consumption decisions. In view of the above,
it is therefore understandable that the impact of this contraction in
total household real disposable income on private consumption in
2010 wasn't greater than the Statistics Iceland figures suggest and the
baseline forecast assumes a limited impact over the forecast horizon.
Real disposable income is expected to increase by 2.2% this
year, mainly due to rising labour income. Labour income will increase
further during the forecast period, but a contraction in special payment
of third pillar pension funds will have a negative impact on disposable
income in 2012 and 2013 as these payments come to a halt according
to current plans. Rising employment throughout the forecast horizon
will bring increased tax payments of households and reduce their
transfer incomes, which will weigh against rising labour income.

Turnaround in public consumption earlier than anticipated
Seasonally adjusted public consumption grew in Q2 by 0.4% over
the previous quarter. This is the third consecutive quarter with an
increase in seasonally adjusted public consumption over the previous
quarter, and the first quarter with a year-on-year increase. Therefore
public consumption is now expected to decrease by 0.2% this year
and by 1.2% next year, then increase slightly in 2013-2014. This is
considerably higher public consumption path than previously forecast,
especially in the years 2011 and 2012.

Recent wage settlements affect public investment

Public investment dropped by almost 40% year-on-year in Q2/2011,
which is considerably greater than the contraction of 26% forecast
by the Bank in August. It should be borne in mind that, following
major cutbacks in investment by both the state and municipalities,
relatively small amounts can result in major deviations from forecasts
if percentage changes are compared. Public investment is expected
to decrease by almost 20% this year and then grow by close to 10%
next year as a result of projects announced by the central government
in connection with the spring wage settlement. A decrease of 8-9%
is then expected in 2013 and 2014. If this forecast materialises, the
public sector contribution to GDP growth will continue to be negative
for the entire forecast period, but the negative contribution will be
considerably smaller than in 2009 and 2010. The combined contribu-
tion of public consumption and public investment will amount to -0.6
percentage points this year and -0.1 percentage points in the three
subsequent years. A more detailed discussion of public finances is
provided in Section V.

Increase in energy-intensive industry investment expected

Investment in energy-intensive industry investment, energy produc-
tion and utilities will amount to a total of 15 b.kr. more in nominal
terms during the forecast period than anticipated in August. Itis, how-

(percentage points) change(%)
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Chart IV-10
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Sources: Statistics Iceland, Central Bank of Iceland.
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Chart IV-11
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1. Share of GDP. Central Bank baseline forecast 2011-2014.
Source: Central Bank of Iceland.

Chart IV-12
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1. Central Bank baseline forecast 2011-2014.
Sources: Statistics Iceland, Central Bank of Iceland.

ever, lower this year. Real growth of investment in energy-intensive
industry will be somewhat stronger next year, while on the other hand
a contraction is forecast for 2013. In 2014, investment in energy-
intensive industry will decrease somewhat year-on-year.

Increased investment in energy-intensive industry, energy pro-
duction and utilities during the forecast period will be mostly driven
by basic investment expenditure, i.e. investment which is not directly
linked to new projects or an increase in production. There is unavoid-
ably some uncertainty concerning many planned investment projects
in energy-intensive industry; the future of many of them is likely to
become clearer in coming quarters.

Firms plan more investments this year than previously expected,
while the outlook is for lower investment in 2012 than previously
forecast

Three surveys have been made on behalf of the Bank of the invest-
ment plans of larger companies this year. The first was made in
Q1/2011, when questionnaires were sent to the 45 largest compa-
nies (according to turnover) asking about investments in 2009 and
2010 and planned investments for this year. In Q2 the same sort of
survey was made of investments of 80 medium-to-large enterprises.
In August and September the third survey was made of investments
of 50 of the largest enterprises (almost the same companies as were
in the first survey) asking about investments in 2011 and planned
investments for next year. Planned investments by these enterprises
this year amounts to around third of forecast regular business invest-
ment in the present forecast. The Bank's third survey revealed that
estimated investment this year by enterprises which took part in the
survey carried out in Q1 proved to be somewhat higher than previ-
ously assumed. As Table IV-1 shows, the study suggests that invest-
ment by these enterprises will be 22% higher this year in nominal
terms than investment in 2010 or around 17 % more in volume terms.
These enterprises also expected that investment would increase by
9% in 2012, at that year's prices, or by almost 5% in volume terms.
It should be pointed out that many of these enterprises had not com-
pleted their final investment plans for next year, so that these figures
will no doubt change once final plans are received. The investment
growth indicated by the survey will be balanced against a substantial
decrease in work on the Concert Hall and Convention Centre Harpa.

Table 1V-1 Survey of enterprises' investment plans
Year-on- Year-on-

year year

change change

50 largest enterprises (no.) 2070- 2011-
Amounts in m.kr. 2070 2011 2012 2011 (%) 2012 (%)
Fisheries (9) 4,808 1,908 2,370 -60 24
Manufacturing (7) 2,643 3,179 4,660 20 47
Commerce (12) 2,229 2,910 2,665 31 -8
Transport and travel services (3) 6,334 11,708 12,012 85 3
Finance (9) 1,917 2,439 2,783 27 14
IT (6) 4,476 3,776 4,039 -16 7
Services and other sectors (4) 387 1,842 1,620 376 -12

Total (50) 22,793 27,762 30,149 22 9



Business investment to grow considerably in coming years
Regular business investment (i.e. excluding investment in energy-
intensive industry, ships and aircraft) grew by over 4.3% year-on-year
in Q2 and by almost 5% in the first half of 2011. Based on the above-
mentioned plans and other indications, general business investment is
now expected to increase by approximately 8% this year rather than
6% as forecast in August. Total business investment at constant prices,
however, is expected to increase by just over 13% over the same
period, which is a slightly smaller increase than forecast in August,
due to changes in plans for investment in energy-intensive industry,
as discussed above. This also explains the somewhat lower business
investment forecast in the next two years. This does not alter the fact,
however, that a sizeable increase is forecast and that business invest-
ment will, together with private consumption, be one of the main driv-
ers of GDP growth during the forecast period. The share of business
fixed capital formation in GDP will therefore approach the long-term
average during the forecast period, at just over 11% at the end of the
period, compared to an average of 12.5% over the past thirty years.

Residential investment begins to increase

According to preliminary figures from Statistics Iceland, residential
housing investment began to increase once more in Q4/2010. It
has continued to increase in 2011 as according to Statistics Iceland's
figures residential investment rose by just over 11% year-on-year dur-
ing the first half of this year. The Bank's baseline forecast in the last
Monetary Bulletin anticipated an increase of almost 9%, but in view
of how low the investment level is currently, the difference is small in
level terms.

Although some new housing still exists to meet growth in
demand, increasing needs can be expected to become gradually more
evident and call for additional new housing investment. In addition,
several large investment projects are scheduled, such as the building
of new student residences in Reykjavik. Construction is expected to
begin early next year, with the flats ready for occupation in two stages
during the latter half of 2013. Recently the Reykjavik City council also
approved plans for the construction of additional student residences,
but these plans have not progressed as far. According to the forecast,
residential investment will grow by 14-22% this year and the next
three years. The contribution of residential investment to GDP will
therefore have reached close to 4% by the end of the forecast period,
compared to its long-term share of 5%.

Total investment increases considerably during the forecast
period

When everything is included, total investment is forecast to increase
by 6.7% this year. An even greater increase of over 16%2% is predicted
for next year, when all the sub-components of investment move in the
same direction. In 2013 this growth will slow somewhat as investment
in energy-intensive industry decreases from that of the previous year.
This contraction will be offset by a considerable increase in business
investment other than in energy-intensive industry, ships and aircraft.
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1. Central Bank baseline forecast 2011-2014.
Sources: Statistics Iceland, Central Bank of Iceland.

Chart IV-14
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1. Central Bank baseline forecast 2011-2014.
Sources: Statistics Iceland, Central Bank of Iceland.
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Chart IV-15
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1. Central Bank baseline forecast 2011-2014.
Sources: Statistics Iceland, Central Bank of Iceland.

Chart IV-16
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1. Central Bank baseline forecast 2011-2014.
Sources: Statistics Iceland, Central Bank of Iceland.

Chart IV-17
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1. Central Bank baseline forecast Q3/2011 - Q4/2014.
Sources: Statistics Iceland, Central Bank of Iceland.

The total investment level in the economy was at an historical
low in the first half of this year, at just under 12% of GDP. The con-
traction in investment played a very significant role in the downturn of
2009 and 2010, and investment can therefore be expected to play an
important role in the economic recovery. However, the capital-output
ratio is relatively high and therefore likely that considerable poorly
utilised capital and production capacity exists, and that the productiv-
ity of capital is therefore lower than it could have been. Under such
circumstances, there is limited incentive for new investment, making it
likely that the increase in the investment share of GDP in the coming
years will be slow. It will therefore continue to be on the low end in an
historical context, at just under 17% at the end of the forecast period,
almost 5 percentage points below the long-term average.

Negative contribution of net trade to GDP growth in coming
years

A large part of the adjustment to the financial crisis occurred through
foreign trade. The contraction in domestic demand affected expendi-
ture on imported consumer and investment goods especially hard. As
domestic demand has recovered, the contribution of net trade to GDP
growth has declined, and turned negative last year. It is expected to
continue to be so for most of the forecast period.

According to the forecast, imports will grow by 2-4% annually
during the forecast period in line with continuing recovery in domes-
tic demand. As discussed in Section Il, however, the outlook is for
somewhat weaker export growth. The contribution of net trade to
GDP growth will therefore be negative 2011 and 2012 by % percent-
age points, but will be slightly less negative than predicted in August,
when a negative contribution of as much as 0.8 percentage points
was expected this year and next year.

GDP growth fuelled by increase in domestic demand

In Q3 fairly strong seasonally adjusted GDP growth of 3.2% over the
previous quarter is expected. This is equivalent to almost 5% year-
on-year growth. This growth will be for the most part fuelled by a
strong increase in exports and investment. GDP growth of 3.1% is
forecast for 2011 as a whole, which is 0.3 percentage points more
than predicted in August. The improved GDP growth outlook for this
year is due primarily to more favourable contribution of net trade, as
discussed above.

The main driving force behind GDP growth this year, as previ-
ously mentioned, is domestic demand fuelled by private consump-
tion and business investment. The same applies for the latter half of
the forecast period: GDP growth mainly reflects increases in these
two components, although other investment will also increase. GDP
growth of 2.3% is forecast for 2012, which is 0.7 percentage points
more than predicted in August. This will be due to the combined
impact of higher growth in domestic demand and more favourable
net trade. Similar GDP growth is forecast for 2013-2014, averaging
around 2%2% per year. The outlook for 2013 has thus deteriorated
since August, when GDP growth of 3.7% was forecast. The main



explanation for this revision is lower investment in energy-intensive
industry, in addition to which the contribution of net trade to GDP will
be slightly less favourable.

Equilibrium unemployment considered to have increased more
than previously assumed

Potential output refers to the production level when the production
factors are fully utilised, i.e. the level of utilisation where no pres-
sures on prices or wages emerge. As discussed in previous issues of
Monetary Bulletin, the estimate becomes more uncertain following
a financial crisis than in general, both because of the impact which
high and protracted unemployment can have on the labour market
and also because policy measures under such circumstances can affect
labour market equilibrium. Part of the capital stock may also be lost,
the participation rate may drop and part of the labour force may emi-
grate. As discussed in Box IV-1, the potential output of the economy
is considered to have shrunk by as much as 4% in 2008-2010. This
estimate is, however, subject to considerable uncertainty.

As in the Bank's previous forecasts, equilibrium unemployment
is assumed to have increased following the financial crisis (for more
details, see Section VI). This means, other things remaining equal, that
wage and inflation pressures will develop at a higher level of unem-
ployment than before the crisis. The current forecast assumes that
the increase in equilibrium unemployment is somewhat greater than
forecast in August, since the impact of the above-mentioned factors
is thought more significant, and because stronger wage and inflation
pressures have been observed than were anticipated at this stage in
the business cycle. The labour market slack is therefore considered to
be less than previously estimated, with the result that inflation pres-
sure can develop at a higher level of unemployment than predicted in
the Bank's earlier forecasts.

Continuing output slack until 2014
Although spare capacity in the economy is considered to be slightly
less than in the August forecast, some slack still remains. The output
slack was just over 2% in Q3/2011, or just under one percentage
point less than estimated in the August forecast. The slack has fur-
thermore decreased fairly rapidly, as it was around 4%2% a year ago.
According to the forecast, some spare capacity will remain
despite GDP growth in recent quarters and a contraction in potential
output. Output slack is forecast to be still over 1% in a year's time and
will not disappear completely until the latter half of 2014. According
to the forecast, therefore, it will take more than two further years
before the production factors of the economy are once more fully
utilised.?

5. It should be borne in mind that the estimated output gap is always subject to considerable
uncertainty. However, the estimate improves over time as more data become available.
This uncertainty is even greater following large changes in the economy as those that
occurred due to the financial crisis.
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Chart IV-18
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1. Central Bank baseline forecast 2011-2014.
Sources: Statistics Iceland, Central Bank of Iceland.

Chart IV-19
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1. Central Bank baseline forecast 2011-2014.
Sources: Directorate of Labour, Statistics Iceland, Central Bank of Iceland.
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Box V-1

Why did Iceland's
potential output
contract in the wake
of the financial crisis?

Iceland’s GDP contracted by about 10% between 2008 and 2010."
Over that same period, a 2.3% output gap developed into a 4.4%
output slack, according to the Central Bank of Iceland’s baseline
forecast — a turnaround equivalent to 6.7 percentage points.? This
implies that potential output is considered to have contracted by
about 3.7% during the period. This Box discusses the causes of that
contraction.

Determinants of potential output
In the Central Bank's macroeconomic model, potential output is
estimated using a standard Cobb-Douglas production function3

(1) Y*= A*E*PK1P

where Y* represents potential output, which is the level of produc-
tion that can be achieved through efficient utilisation of the factors
of production without generating wage and price pressures. On the
right side of equation (1) are the determinants of potential output:
the factor inputs (labour, £*, and capital, K) and a measure of how
well the inputs are utilised (total factor productivity, A*). B repre-
sents the share of labour in total value added, and 1-f is the share
of capital.

It is standard to assume that the capital stock is always fully
utilised and that potential output is determined by the underlying
trend paths of labour utilisation and total factor productivity rather
than by observed labour utilisation or total factor productivity. The
trend path of labour utilisation is expressed as

@) E*=p*N(1-u*)

where p* is the trend labour participation rate, N is the total work-
ing age population (based on the 16-64 age group),* and u* is
equilibrium unemployment rate (the unemployment rate consistent
with constant wage and price levels, also referred to as the non-
accelerating inflation rate of unemployment, or NAIRU).

Changes in potential output between two periods can there-
fore be written as

(3) Aln(Y*) = Aln(A*)+ BLAIn(p*)+AIN(N)+AIn(1-u*)]+(1-B)Aln(K)

where Aln denotes the change in the natural logarithm of the
variable concerned. Potential output can therefore fall if total factor
productivity contracts, if labour participation declines, if the popula-
tion of working age drops, if equilibrium unemployment rises, or if
the capital stock shrinks.

1. This refers to changes between annual figures for 2008 and 2010. Within the period,
the contraction was somewhat larger: from its peak in Q2/2008 until the trough in
Q1/2010, GDP contracted by almost 11%2%.

2. The output slack (or gap) is defined as the difference between actual GDP and its
measured potential.

3. The final estimate is based on the average of various methods of assessing the underly-
ing trends of the factors of production and total factor productivity although all of the
methods are based on the production function in equation (1). See Asgeir Danielsson,
Magnus F. Gudmundsson, Svava J. Haraldsdéttir, Thorvardur Tjérvi Olafsson, Asgerdur
O. Pétursdéttir, Thorarinn G. Pétursson og Résa Sveinsdéttir (2009), ,QMM: A
quarterly macroeconomic model of the Icelandic economy*, Central Bank of Iceland,
Working Paper, no. 41.

4. p*Nis therefore the size of the labour force; that is, the number of persons in the labour
market, whether employed or unemployed.
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Possible effects of the financial crisis on utilisation of the factors
of production

Research suggest that potential output often contracts in the wake
of financial crises, and that the loss can even be permanent. There
could be numerous reasons for this.> For example, labour partici-
pation could fall because the employment outlook deteriorates so
much that a portion of the labour force chooses to exit the labour
market entirely.6 The population of working age could also decline
if a portion of the labour force emigrates in the aftermath of a crisis.
Furthermore, labour utilisation could contract if equilibrium unem-
ployment rises — for instance, because of a need to shift resources
between sectors (e.g., from the non-tradable sector to the tradable
sector). The retraining and restructuring that must take place can
be take time, and the labour market's ability to match employ-
ers' needs with workers' abilities and knowledge could be eroded.
Equilibrium unemployment can also rise if a portion of the labour
force's skills or expertise is lost or becomes obsolete because of high
unemployment. The same can happen if labour market regulations
make it harder to find a new job or if benefits programmes are
structured so as to reduce the incentive to seek new jobs (see also
Sections IV and VI).

In addition, the capital stock can contract in the wake of a
financial crisis if, for example, tighter access to credit forces firms to
reduce investment substantially. Declining asset prices in the wake
of a financial crisis can also weaken corporate balance sheets and
erode the collateral value of the assets affected, which can further
impede investment. Heavy corporate indebtedness and general
uncertainty about the economic outlook can intensify these effects.
Moreover, fixed capital can be lost if firms become insolvent or a
portion of fixed capital is scrapped; e.g., through selling it outside
the country.

Finally, potential output can contract if total factor produc-
tivity shrinks; that is, if access to credit for profitable investments
becomes tighter, or if the crisis results in reduced investment in
research and development. On the other hand, a financial crisis can
encourage streamlining or result in the discontinuation of unprofit-
able commercial activities.

Contribution of the factors of production to the contraction in
potential output

Table 1 shows the contribution of individual factors to the above-
mentioned 3.7 % contraction in potential output in 2008-2010. The
contribution from changes in the working-age population has also
been divided into the effects of changes due to net migration during
the period and those stemming from natural population growth. In
all calculations, it is assumed that B = 0,7 in accordance with the
Central Bank's macroeconomic model.

As the table shows, 0.3 percentage points of the contraction in
potential output can be attributed to the contraction of the capital
stock. Most of it, however, is due to the weakening of the labour
market. The decline in the labour force led to a 0.6% reduction in
potential output. This reflects the offsetting effects of net emigra-

5. See, for example, International Monetary Fund (2009), , What's the damage? Medium-
term output dynamics after financial crises”. World Economic Outlook, Chapter 4.
October 2009.

6. Some might choose, for instance, to go to school, while others have the option of
retiring early. The labour force could therefore contract because more people move
leave the labour market and collect disability benefits. On the other hand, declining
family income could force more household members to enter the labour market.
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Chart 1
Output gap components 2008-2014"

% of potential output
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Output gap
Total factor productivity
Labour participation

e

Unemployment rate

1. Central Bank of Iceland baseline forecast 2011-2014.
Sources: Statistics Iceland, Central Bank of Iceland.

tion of labour, which reduced potential output by 2%, and the
natural population growth, which added 1.4% to potential output.
In addition, labour participation declined considerably, eroding
potential output by a further 2.5%.7 Finally, equilibrium unem-
ployment is considered to have risen by nearly 1 percentage point
during the period, reducing potential output by 0.6%. In all, the
slack in the labour market in 2008-2010 reduced potential output
by approximately 3.7%, in addition to the above-mentioned 0.3 %
due to the contraction of the capital stock. It was somewhat offset,
however, by an increase in total factor productivity.

Table 1 Changes in potential output 2008-10 and contribution of
factors of production

Factor of production %
Change in total factor productivity 0.3
Change in capital stock -0.3
Change in labour participation -2.5
Net emigration -2.0
Natural population change 1.4
Change in equilibrium unemployment -0.6
Change in potential output -3.7

The table shows the contribution of individual factors of production to changes in potential output from 2008 through 2010,
based on equation (3).

Factor utilisation and the output slack
The output slack (or gap) measures whether the factors of produc-
tion in an economy are overutilised (if there is an output gap) or
underutilised (if there is an output slack). An output gap is usually
accompanied by wage and price pressures — and thus by rising
inflation — whereas a slack reduces inflationary pressures. If the
output slack is pronounced enough, it can even result in deflation.
Estimating the output slack or gap is therefore of great importance
in evaluating inflation pressures at any given time.

As has been stated previously, the output gap during the run-
up to the financial crisis gave way to an output slack that reached a
maximum 5% in mid-2010. According to the Central Bank's base-
line forecast, it is assumed that the slack will gradually diminish and
will disappear by the first half of 2014 (see Sections | and 1V). By
applying analysis comparable to the above, it is possible to identify
the main drivers of this trend. In order to do this, it is necessary to
assume that observed GDP is determined by a production function
comparable to equation (1). The output slack, g, ma pa rita sem

(4) g=In(Y/Y*)=In(A/A*) + BIn(p/p*)+BIn[(1-u)/(1-u*)]

An output slack develops if total factor productivity is below its
trend level, if labour participation is below its trend level, and if
measured unemployment exceeds equilibrium unemployment.
Chart 1 shows the corresponding breakdown of the output slack
during the period 2008-2014.

As can be seen, there was a discernible output gap in 2008,
driven by unemployment below its equilibrium level and the fact
that the strain on the factors of production exceeded the level
consistent with price stability. In 2009, the situation reversed dra-

7. The effect of labour participation may be overestimated, as trend labour participation is

somewhat coloured by the unusually high participation rate during the pre-crisis years. It
is therefore likely that a portion of the labour participation that is considered permanent
in this discussion was actually temporary.
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matically and a sizeable slack developed, owing to unemployment in
excess of its equilibrium level and labour participation below trend.
However, the strain on the factors of production remained greater
than could be sustained for the long term. In 2010, when the slack
reached a maximum, all of these variables exerted pressure in the
same direction. The forecast then assumes that the output slack will
gradually diminish as utilisation of the factors of production returns
to normal levels.
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Chart V-1
Treasury finance 2000-2014"
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1. Central Bank baseline forecast 2011 - 2014. On accrual basis.
Sources: Statistics Iceland, Central Bank of Iceland.

Chart V-2
Public sector finance 2000-2014'
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1. Central Bank baseline forecast 2011 - 2014. On accrual basis.
Sources: Statistics Iceland, Central Bank of Iceland.

V Public sector finances

The aim of this this year's government budget was to achieve fis-
cal consolidation, checking further debt accumulation and ensuring
longer-term fiscal sustainability. Its intended objective of achieving a
primary surplus on a cash basis will not be reached until next year. The
proposal for the 2012 budget proposes a milder adjustment process to
achieve fiscal balance than did this year's budget. Austerity measures
in connection with the Government-IMF economic programme have
been reviewed. The proposal's medium-term forecast does not expect
the latter stage of the programme, providing for a positive overall bal-
ance, to be reached until 2014, or a year later, and then with a smaller
surplus than originally planned.

Improvement to the primary balance equivalent to 10% of GDP
Plans for fiscal consolidation were first presented in the summer of
2009. As it was gradually revealed that the Treasury's debt position
was less bleak than initially estimated, the original plan to improve
the primary balance by some 16% of GDP from 2009 to 2013 was
cut back to 12% of GDP. The improvement to the primary balance
provided for in the current budget proposal will be 10% over this
same period. The arguments for a less severe adjustment are, firstly,
that the debt position has improved. Despite the milder adjustment
process, the outlook for debt development is still considered to be
acceptable. Secondly, it is maintained that fiscal policy is more prop-
erly aimed at supporting economic recovery wherever possible rather
than over-emphasising austerity. The budget proposal is discussed in
more detail in Box V-1.

Public consumption at a turning point

In 2005-2008 public consumption grew in volume terms by an aver-
age of 4% annually and even more in nominal terms. The financial
crisis in 2008 halted that trend in public consumption. Public con-
sumption of local and central governments remained practically
unchanged at around 100 b.kr. in nominal value for ten consecutive
quarters. In volume terms consumption fell by 1.7% in 2009 and by
3.4% in 2010, when austerity measures by the government peaked
at the equivalent of 3.5% of GDP.

Public consumption started to grow once more in Q2 of 2011,
when it increased by nearly 4 b.kr. in nominal value compared with
the same quarter a year ago, primarily as a result of high growth in
wage costs and in purchased goods and services. This growth was
equivalent to an increase in public consumption of 1% in volume
terms, and marked the end of a continuous downward trend in real
public consumption in the seven previous quarters. This growth in
nominal public consumption is set to continue for the remainder of the
forecast period, both due to the impact of collective bargaining agree-
ments and other price level increases and to the less extensive gov-
ernment austerity measures. As mentioned previously, government
cutbacks were equivalent to 3.5% of GDP in 2010 and are estimated
to be 1.4% this year, 0.5% next year and less until 2015. Next year's



cutbacks are expected to result in a corresponding decrease in public
consumption of 1.2% in volume terms that year. In the following two
years, public consumption is forecast to grow slightly in volume terms
despite the austerity measures.

Public sector investment continues low in an historical context
According to the budgets of several of the country's largest munici-
palities, local authorities' investments appear likely to drop year-on-
year by as much as 30% in nominal terms this year. The medium-term
budget plans of these same municipalities suggest they will continue
to cut back their investment. As an example, the City of Reykjavik
intends to reduce its investment considerably at the same time as
the scope of other large municipalities such as Hafnarfjérdur and
Reykjanesbaer for investment is very limited.

According to this year's central government budget, Treasury
investment will decrease by 24% in nominal value. On the other
hand, government announcements made in connection with private
sector collective bargaining agreements promised extensive new
investment chiefly in 2011 and 2012. The works projects listed in this
connection are equivalent to increased investment of over 13 b.kr. to
the end of 2012. By comparison, allocations in the 2011 budget for
initial investment, maintenance and works totalled 21 b.kr. However,
commencement of works projects has been delayed and the major
portion of these projects will therefore be moved forward in time with
the peak occurring in 2012.

The tunnel construction project under Vadlaheidi has been
included in the Central Bank's last forecast, despite uncertainties
regarding whether the project would be realised. In the Bank's August
forecast the project was included as public sector investment whereas
now it is expected to be classified as general investment, as was the
case with the Hvalfjordur tunnel. As a result of this public investment
will be lower than expected in August. The tunnel under Vadlaheidi
is an investment of approximately 10 b.kr., and total public sector
investment this year is estimated at 35 b.kr. This is a decrease from
42 b.kr. last year. At its peak in 2008, public investment was 77 b.kr.
at 2011 prices.

Less favourable Treasury result

As previously mentioned, the government has put to Parliament to
proceed more slowly in regaining fiscal balance than planned in its
previous fiscal programme. The primary surplus next year is forecast
to be around 1.4% of GDP and the overall balance to achieve a sur-
plus equivalent to 0.9% of GDP in 2014. It had previously aimed at a
surplus of 2.2% on the overall balance in 2013 whereas now a deficit
of 0.6% is forecast for that year. The easing of restraint from the
previous plans therefore amounts to around 2.8% of GDP. A surplus
on the primary balance of 4% of GDP is planned for 2014, whereas
previous programmes assumed that this would be close to 6% as early
as 2013. It is therefore clear that the current fiscal consolidation plan
is considerably milder than the previous one. The latter was regarded
as rather ambitious and also partly reflected a poorer Treasury debt
position than now seems to be the case.
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Chart V-3
Nominal and real public consumption growth
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1. Central Bank baseline forecast Q3/2011 - Q4/2014.
Sources: Statistics Iceland, Central Bank of Iceland.

Chart V-4
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Sources: Statistics Iceland, Central Bank of Iceland.

S
w

el lOT
NIL3I717N8 AYVLIINOW



ECONOMIC AND MONETARY
DEVELOPMENTS AND PROSPECTS

Limited increases to indirect taxes

The 2012 budget proposal provides for similar increases to indirect
taxes as were assumed in earlier Central Bank forecasts, based on pre-
vious government statements. The proposal would increase indirect
taxes, such as the carbon tax and excise taxes on alcohol and tobacco,
in line with general price increases. The impact of these increases in
commodity taxes on the consumer price index has been estimated
at 0.15 percentage points, or slightly more than anticipated in the
Central Bank's earlier forecasts.
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Box V-1

National Budget
Proposal 2012

The Government's fiscal consolidation plan, one of the cornerstones
of its economic programme with the IMF, features two main goals:
the achievement of a primary surplus in 2011 and an overall surplus
in 2013. This is reflected in the National Budget for 2011, in which
the main objective was to deliver a surplus on the primary balance.
The Ministry of Finance's most recent estimate for this year is a 6.7
b.kr. deficit on a cash basis. The goals of the programme are stated
on a cash basis, which implies that the goal of achieving a primary
surplus in 2011 will not be met. On an accrual basis, however, there
is a forecasted surplus of 3.7 b.kr. According to the national budget
proposal for 2012, the latter objective — an overall surplus in 2013
— has been deferred for one year.

Balanced budget in 2014

The new medium-term plan published with the 2012 budget pro-
posal provides for less strict consolidation measures than the long-
term plan from last autumn’'s budget proposal. It assumes that a
surplus on the overall balance will not be achieved until 2014, a year
later than previously planned, and that the surplus will be smaller
than originally planned. The consolidation process has therefore
become more gradual in the revised Government-IMF economic
programme, and performance figures are lower. The consolidation
entailed in the budget proposal for 2012 can be seen in Table 1.
The budget proposal for 2011 assumed that the primary surplus
on a cash basis would be 5.4% of GDP at the conclusion of the
plan in 2013, whereas the current proposal aims for a 4.6% surplus
in 2015, two years later. The adjustment of public sector finances
towards a sustainable debt path has therefore been changed as
the Government-IMF programme has progressed. The original
plan presented to Parliament in summer 2009 assumed that the
primary balance would improve by just over 16% of GDP during
the period 2009-2013. The current plan, on the other hand, aims
at an improvement of up to 10% of GDP during the period; that is,
the 2009 primary deficit of 6.7% will have become a 3.1% surplus
by 2013. The level of austerity is therefore considerably lower than
originally set forth.

Arguments for a revised plan

The Government and the IMF have two main reasons for easing the
consolidation plan. First, the Government's debt position is much
more favourable now than when the original plan was drafted. The
primary surplus that was considered necessary for the debt position
estimated in 2009 to be sustainable is higher than that considered
necessary given the current estimate. The obligations undertaken in
2009 and 2010 as a result of the financial crisis have proven to be
smaller than originally estimated, and the Government's expense
for the recapitalisation of the banking system proved much lower.
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Second, the authorities consider it appropriate to support GDP
growth with less fiscal restraint. However, the effects of this revised
plan will be determined primarily by the reaction of the financial
markets and the monetary authorities to less restrictive fiscal policy.

Austerity measures milder in 2012 than in previous years
According to the budget proposal, the overall balance is expected
to improve by about 24.4 b.kr. between 2011 and 2012. It will be
negative by some 17.7 b.kr., which corresponds to a reduction of
the deficit from 2.5% of GDP to 1%. In order to achieve this, it is
assumed that a mixed approach will be adopted, with increased rev-
enues and expenditure cuts. The measures in this phase of the plan
amount to %2% of GDP. The budget proposal provides for measures
to improve Treasury performance by 30 b.kr., including measures
to increase revenues by 20.7 b.kr. and expenditure cuts amounting
to 8.6 b.kr.

Table 1 Medium-term plan 2012-2015

Projection
B.kr. 2012 2013 2014 2015
Total revenue 521.5 545.3 579.1 610.8
Tax revenue 466.8 491.9 522.7 551.3
Total expenditure 539.2 546.6 561.8 578.9
Operating expense 210.0 2151 221.0 2255
Interest payments 78.4 81.9 86.2 92.4
Transfers 230.7 2292 2335 239.7
Maintenance 8.0 8.2 8.3 85
Investment 12.1 12.3 12.7 12.9
Treasury overall balance -17.7 -1.3 17.4 31.9
as a share of GDP -1.0 -0.1 0.9 1.6
change from last year 1.5 0.9 1.0 0.7
Treasury primary balance 39.6 57.5 77.7 95.2
as a share of GDP 22 3.1 4.0 4.6
change from last year 2.0 0.9 0.9 0.7

Revenues 2012

After hefty tax hikes in 2010, it is now planned, for the second
year in a row, that the tax rates on major tax bases will not rise.
Consequently, taxes such as personal income tax and the value-
added tax will not rise. The plan provides for a reduction in the pay-
roll tax rate, however. According to the budget proposal, direct tax
code changes will yield an estimated 9.7 b.kr., and the extension of
the authorisation for withdrawal of third-pillar pension savings will
generate an additional 2 b.kr. Other measures intended to increase
Treasury revenues include asset sales and a more stringent require-
ment concerning payment of dividends on Treasury assets, which
should yield about 9 b.kr. All of these measures combined will gen-
erate an estimated 20.7 b.kr. in additional revenues during the year.
The following tax changes are planned:

e Reduction of the permissible tax deduction for third-pillar pen-
sion savings. Estimated revenue effect 1.4 b.kr.

* Imposition of a new 10.5% tax on total salary payments of
financial institutions, pension funds, and insurance companies.
Estimated revenue effect 4.5 b.kr.

e Adoption of a new tax bracket for wealth tax. Estimated revenue
effect 1.5 b.kr.
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e The carbon tax will be calculated based on the full reference
price as opposed to the current 75%. Estimated revenue effect
800 m.kr.

e The fishing fee for fishing quotas will be nearly doubled. The
estimated revenue effect is 1.5 b.kr., but the full-year effect,
which will first be generated in 2013, totals 4.5 b.kr.

Table 2 contains a summary of the estimated revenue effect
of the revenue generation measures planned for 2012-2015.
According to the table, the revenue-generating measures planned
for 2012 are to remain in effect unchanged until 2015, except for
the provisions related to third-pillar pension savings. Revenues from
asset sales and dividends are also assumed to remain unchanged
throughout the period.

Table 2 Special revenue measures 2012-2015

Cash basis, b.kr. 2012 2013 2014 20715
Personal income tax 1.4 1.4 1.4 1.4
Payroll tax on financial institutions 45 45 45 45
Wealth tax 1.5 1.5 1.5 1.5
Carbon tax 0.8 2.1 2.8 3.5
Fishing fee 1.5 45 45 45
Dividends 2.0 2.0 2.0 2.0
Property sales 7.0 8.0 8.0 8.0
Other 3.0 3.0
Third-pillar pension savings tax 2.0

Total 20.7 24.0 27.7 28.4

The carbon tax will change, however, due to planned expan-
sion of the tax base. In addition, duties levied on alcoholic bever-
ages, tobacco, and fuel will rise in line with the general price level,
by about 5.1%.

Expenditures 2012

A more relaxed consolidation plan allows for considerably more
moderate restrictions on Treasury expenditures than have been
imposed over the past three years. Treasury expenditures will be
reduced by an estimated 8.6 b.kr. in 2012. In 2013-2015, the
adjustment will be even milder, with the ministries expected to cut
expenditures by about 5 b.kr. per year through austerity measures.
The majority of the 8.6 b.kr. contraction in expenditures in 2012,
or 6.6 b.kr., is achieved through a direct cutback in allocations to
Government ministries. The cutback is based on a 3% reduction in
general administration and service and a 1.5% cut in social security
functions (healthcare, benefits, and health insurance). In addition,
the Treasury's share in the funding of the Icelandic Student Loan
Fund will be reduced temporarily by 1 b.kr., the Ministry of Welfare
will cut costs by 600 m.kr. due to a one-year deferral by health-
care institutions of austerity measures provided for in the budget

Table 3 Restraint measures, economic breakdown

In millions of kr. Decrease Total turnover Reduction %
Operations -4,409 189,568 -2.3
Transfers -3,992 208,007 -1.9

Maintenance and
capital expenditure -182 20,836 -0.9

Total -8,584 418,411 -2.1
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proposal for 2011, and the special supplementary contribution to
the Municipal Equalization Fund will be reduced by 350 m.kr. An
economic breakdown of the austerity measures is shown in Table
3. Together they amount to just under 8.6 b.kr., or 0.5% of GDP.
If this plan materialises, these will be the smallest in scope of the
post-crisis austerity measures, which totalled 2.6% of GDP in 2009,
3.5% in 2010, and 1.4% in 2011. Over the period 2009-2012,
the measures will total 8% of GDP, or 124,9 b.kr., with measures
affecting operations totalling 43.1 b.kr., measures related to trans-
fers totalling 34 b.kr., and cuts in maintenance and initial expenses
amounting to 31.3 b.kr. The temporary freeze on wages and ben-
efits in 2009 and 2010 generated the remaining 16.5 b kr.

The inflationary effects of the budget proposal are consider-
able or 26.7 b.kr. in all. First, the wage base in the proposal rises in
line with new wage settlements. The pay increases in question are
estimated at just over 6.6 b.kr. in 2011, with the average public
sector employee’s salary rising by 5%. Second, social security and
unemployment benefits have increased to reflect this year's new
wage settlements. The reference point for the increase was the
contractual increase in the lowest wages, 12,000 kr. (an 8.1% rise).
The increases in these benefits total approximately 6.8 b.kr. on an
annualised basis. Budgetary allocations in the proposal therefore
increase by 13.4 b.kr. as a result of the wage settlements. This is in
addition to the 13.3 b.kr. in wages, exchange rate, and price level
calculations in the budget proposal for 2012.

Short-lived fiscal rule

In the budget proposal for 2011, the authorities adopted a fiscal
rule providing for a ceiling on nominal expenditures in an attempt to
bolster the credibility of public sector finances and strengthen their
countercyclical role. That change made it even more important for
the authorities that inflation remain low.

The budget proposal for 2011 set forth a binding nominal

expenditure framework for the following two years, under which
the Government pledged to Parliament that it would not seek allo-
cations exceeding the budget framework. The expenditure frame-
work for each year included estimated changes in wages, exchange
rate, and price levels. The plan was based on the strategy that for
the first two years — 2011 and 2012 - the framework would be
binding in nominal terms if prices should deviate from assumptions
by less than 1.5%; otherwise, the expenditure categories concerned
could be revised. The plan allowed for a 5 b.kr. contingency fund to
meet unexpected price deviations and obligations. In other respects,
all decisions and deviations were to be accommodated within the
overall framework, which was not to be amended later on; there-
fore, all increases made to individual expenditure categories were
to be offset with comparable reductions in other expenditures.
According to this rule, the expenditure framework was set at 381.4
b.kr. for 2011 and 395 b.kr. for 2012. In 2011, however, expendi-
tures are expected to total 399.7 b.kr., which is 18.3 b.kr., or 4.8%,
over the budgeted amount. In 2012, they are expected to total
407.2 b.kr., some 12.2 b.kr. (3.1%) over the amount provided for in
the framework. The increased expenditures are attributable in large
part to the increases in wages and social security benefits provided
for in this year's wage settlements, as the 2011 National Budget did
not allow for any rises in wages or benefits.
The long-term plan in the budget proposal for 2012 omits the bind-
ing two-year nominal expenditure framework and provides only a
guideline framework for 2013-2015. The fiscal rule included in the
2011 budget proposal therefore appears to have been abandoned
only a year after its adoption.
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Higher debt path than in the previous forecast
A milder adjustment process to achieve fiscal balance unavoidably

Chart V-5 means an increase in public debt. Both gross and net public debt is still
Government sector gross debt in various . .
industrial countries in 2010 and 2016’ expected to peak this year: gross debt at the equivalent of 100% of

GDP and net debt at the equivalent of 67% of GDP. In assessing net
debt here, only public monetary assets in cash funds are considered.

% of GDP

This is a narrower definition than usual, as it is customary to include
also as assets other monetary assets but exclude shares, equity hold-
ings and initial capital. If these are included, the net public debt posi-
tion is better than indicated here.

According to the Central Bank's baseline scenario, public sector
debt will begin to decline next year and gross debt is now forecast
to amount to 90% of GDP in 2014. This is less than one percent-
age point deviation from the debt ratio predicted by the government

and IMF in the sixth review. The Central Bank's poorer fiscal balance
1. IMF forecasts for 2016 are shown with red points.

Sources: IMF, Central Bank of Iceland. forecast is balanced against the small kréna appreciation since the last

N
(%)

IMF forecast was published. Nevertheless, the conclusion remains that
the cumulative impact of a poorer public debt situation is equivalent
to over 7% of GDP.

The cost level in Iceland, measured in foreign currency, has
declined substantially. This decrease results in improved competitive-

MONETARY BULLETIN

20114

ness and gives important support for export-led growth (see Section
). This provides increased scope for increasing the nominal value of
GDP and concurrently reducing the ratio of public debt to GDP. Unit
labour costs have not decreased to a similar extent in those euro area
countries which are struggling with the greatest debt problems, i.e.
Portugal, Ireland, Italy, Spain and Greece. This will make it more dif-
ficult for them to reduce their debt ratios.

Iceland's debt position by international comparison

As previously mentioned, public debt in Iceland amounts to close to
100% of GDP. This is similar to the debt of other developed nations
such as the US, Belgium, Ireland and Portugal, and somewhat lower
than that of Greece, Italy and Japan. As Chart V-5 shows, the debt
position is also expected to improve by international comparison in

Chart V-6 . , ,
e _ _ coming years if the austerity measures are followed through, although
The cyclically adjusted primary balance needed . i o
to get debt ratio below 60% before 2030 the debt ratio will remain high.
% of GDP
0

Primary balance necessary to achieve a 60% debt ratio

A recent study by the IMF assessed the turnaround required in the pri-
mary balance of thirty countries (including Iceland) for their debt ratios
to be reduced to 60% of GDP by 2030, given that the turnaround
had occurred before 2020 (see Chart V-6)." The outcome for Iceland
was that a surplus of 2.2% was required on the cyclically adjusted

primary balance, which would remain constant for the period 2020 to

STE'E ' : 3 & &
5 &8z - = 3 2030. According to the Central Bank's forecast, the cyclically adjusted
primary surplus in 2014 will be almost 4% of GDP. The objective of
= Primary balance (2010) the government and IMF, on the other hand, is to achieve a cyclically

B Cyclically adjusted primary balance 2020-2030 3 . A i
adjusted primary surplus of close to 5% in 2015. If such a primary

Source: International Monetary Fund.

1. See IMF (2011), Fiscal Monitor, April 2011.



surplus is maintained, Iceland will reduce its debt ratio to 60% of GDP
well before 2030, especially if it is taken into consideration that part
of the new public debt assumed has been used to build up reserves
to meet, for instance, upcoming maturities of older debt. Despite the
slight relaxation the current adjustment programme therefore allows
for quite a considerable reduction in public debt.

Scope of fiscal consolidation 2009-2015 by international
comparison

Among those countries which have applied the most wide-reaching
austerity measures following financial crises, measured in terms of
improvement to the primary balance, Finland, Denmark and Sweden
in the early nineties stand out. The original Government-IMF pro-
gramme was aimed at achieving a primary balance improvement in
Iceland in five years similar to that which had been accomplished in
Finland over an eight-year period. Revision of the plan to achieve fis-
cal consolidation slowed the pace, however, and tempered plans to
achieve primary balance improvement. Instead of an improvement
of some 16% of GDP in five years, the aim is now to achieve an
improvement of 11.3% in seven years. By comparison, the greatest
improvement in the primary balance was 15% in Finland in 1993-
2000 and in Denmark in 1983-1986. In Sweden in 1993 to 1998
the improvement was slightly less, or just over 14% following the
financial crisis.

Based on current plans, the extent of the fiscal consolidation
undertaken in Iceland is closer to that applied, for example, in Ireland
in 1986 and in the UK in 1993, which resulted in an improvement of
around 8% % of GDP during a period of just over six years. The fiscal
consolidation is also similar in scope to that which the same coun-
tries are now applying. The UK government intends to achieve an
improvement of almost 10% of GDP over a six-year period and the
Irish an improvement of 9% during the period 2011-2014. A similar
story can be told of Latvia, which was hit hard by the financial crisis
and intends to improve its fiscal outcome by 7%2% of GDP in four
years' time.

ECONOMIC AND MONETARY
DEVELOPMENTS AND PROSPECTS

Chart V-7

Fiscal reversal in primary balances
in various countries
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Chart VI-1
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Chart VI-2
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1. Latest figures for 2011 are for July and August.
Sources: Directorate of Labour, Statistics Iceland.

Chart VI-3

Changes in labour market
Q1/2004 - Q3/2011
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Source: Statistics Iceland.

VI Labour market and wage developments

Labour demand increased substantially more in Q3/2011 than fore-
cast in the Monetary Bulletin in August. According to the forecast,
seasonally adjusted unemployment has peaked and should continue
to decline as the economy picks up, reaching 4%2% by the end of
the forecast horizon. Figures from the Directorate of Labour suggest
that the decrease in unemployment is primarily due to persons reg-
istered as unemployed finding new jobs. There are indications that
the temporary increase in equilibrium unemployment which followed
the financial crisis has also begun to recede. Although the outlook is
for slightly lower wage increases this year, wage rises in the coming
years are likely to be greater than forecast in August, since the likeli-
hood of second-round effects of collective bargaining agreements has
increased despite the labour market slack remaining.

Restructuring of corporate debt has not as yet led to increased
unemployment

Unemployment in Q3, as recorded by the Directorate of Labour, was
broadly in line with the August Monetary Bulletin forecast or 6.6%.
Around 1.500 fewer have been unemployed so far this year than
during the same period last year and unemployment has measured
0.7% less.

Corporate insolvencies have increased substantially so far this
year. In August, 950 companies had become insolvent compared with
980 for 2010 as a whole. Restructuring of the debts of small and
medium-sized firms (SMEs) so far this year, however, does not appear
to have resulted in increased unemployment, as had been expected,
probably due to the fact that more new companies have been estab-
lished than have become insolvent (see Chart VI-2).

Strong employment growth in Q3
The Statistics Iceland labour market survey for Q2/2011 indicated
that a weak recovery had already begun in the labour market, and
according to the most recent survey, employment increased even
more strongly in Q3. Total number of hours worked, which is a meas-
ure of employment in man-years, rose by 3.3% year-on-year, while
the forecast published in Monetary Bulletin in August assumed a
1.6% increase. The increase in employment is due to both a rise in the
number of employed persons and longer working hours. If only those
who were at work during the reference week are considered, the total
hours worked increased by even more, or 5.3%. Another indication
of growing demand for labour is that the rise in the number of full-
time workers was almost double the fall in the number of part-time
workers. As has previously been discussed in Monetary Bulletin, this
development suggests that companies are meeting increased demand
by utilising spare production capacity.

The outcome of a survey conducted by the Confederation of
Icelandic Employers among its members in early October is, however,
difficult to reconcile with the more positive developments from the



Labour Force Survey. The survey suggests that the total number of
private sector jobs will remain unchanged between 2010 and 2011.
During the coming six months, however, companies with 21% of the
employed expect to lay off workers while companies with 17 % of the
employed expect to hire additional employees. There is no indication,
however, as to the size of these increases or decreases. Companies in
the travel industry, energy production, retail trade and services wish
to increase the number of their employees, while companies in the
fisheries and manufacturing sectors wish to reduce the number of
their employees.

Most deregistered claimants move into employment

According to Directorate of Labour figures, most deregistered claim-
ants get a salaried job. It should be pointed out, however, that the rea-
sons for around one-third of deregistrations are unknown. This group
probably includes persons who get jobs or emigrate without notifying
the Directorate of Labour and those who are deregistered because
they fail to respond to job offers or to turn up for interviews at the
Directorate. If this group is excluded, around 70% of deregistrations
are the result of unemployed persons becoming employed. Enrolling
in school or emigration are other common causes for deregistration.
Emigration explains around 8% of deregistrations in Q1 this year,
which is a slightly lower figure than in the preceding two years.

Emigration an important part of the labour market adjustment to
economic shocks

Emigration in the wake of the economic contraction has in all prob-
ability resulted in unemployment increasing less than would otherwise
be the case in the contraction 2009-2010. As discussed in Box VI-1,
emigration during this downturn has been proportionally greater than
in previous periods of contraction. This is likely the result of the large
increase in foreign labour in 2005-2007, which has added consider-
ably to the flexibility of the Icelandic labour market. Almost 50%
of net emigration in 2009 and 2010 was foreign nationals, which is
more than four times the percentage of foreign nationals in the overall
workforce when this was at its peak during the upswing. The majority
of foreign nationals are, however, still in Iceland. As discussed in Box
VI-1, other things remaining equal, unemployment would have been
somewhat higher without emigration.’

Indications that equilibrium unemployment has risen in the wake
of the recession ...

As previously discussed in Monetary Bulletin, equilibrium unemploy-
ment (i.e. the unemployment rate which corresponds to a stable
inflation rate), has probably increased following the financial crisis.
There may be various reasons for this. Unemployment tends to be

1. Estimations of the unemployment rate excluding the effects of net migration can only be
interpreted as being indicative of an upper limit of the unemployment rate. For example, if
people had not migrated but had rather been registered as being unemployed and received
unemployment benefits, domestic demand and therefore employment would probably
have been greater than otherwise.
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Chart VI-4
Reasons for deregistrations of claimants’
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1. Reasons for deregistrations grouped under other include old age,
sickness pension, parental leave, imprisonment and social benefits.

Source: Directorate of Labour.

Chart VI-5
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Box VI-1

The flexibility of the
Icelandic labour market
and migration flows

Chart 1
Labour migration and economic growth’

Year-on-year change (%) % of labour force

I Net migration, foreign citizenship (right)
E Net migration, Icelandic citizenship (right)
GDP growth (left)

1. Figures on migration for 2011 are for the first three quarters but figures
on growth are for the first two quarters.

Source: Statistics Iceland.

Chart 2
Reasons for deregistrations of claimants’

Number % of labour force
6,000
5,000
4,000
3,000
2,000
1,000
0 2008 | 2000 2000 "11'°
[ To work (left)
I International migration (left)
mm To school (left)
[ Regional migration (left)
I Reduced or no benefits (left)
I Disability (left)
I lliness (left)
Il Labour market programs (left)
[ Other (left)
— Unemployment (right)

1. Reasons for deregistrations grouped under other include death,
pension, illness, prison, in need of childcare, vacation, parental leave
and other compensation.

Source: Directorate of labour.

Considerable flexibility still present

The flexibility of the Icelandic labour market has enabled the
domestic economy to adjust to the economic crisis.” Labour market
participation has declined, working hours have fallen and people
have emigrated. The labour force has decreased by 6.1% from
Q3/2008 to Q3/2011 and the number of people in the working age
group of 16-64 has decreased by 1.2%. Of the 6.1% decrease in
the size of the labour force, 3.4 percentage points can be attributed
to net migration of people in the age group of 16-64, 5 percent-
age points to the decline in labour market participation, while other
changes in the labour force have contributed to an increase of 2.3
percentage points.

The increase in immigration of foreign workers has enhanced the
role of migration flows to business cycle adjustments

As Chart 1 shows, there has generally been a strong relation
between migration flows and the business cycle. Icelandic nationals
have tended to move to and from the country depending on eco-
nomic conditions and labour demand. Foreign nationals who come
to Iceland for work have increased that flexibility even further, and
their contribution to the upswing of 2004-2007 was considerable.
Thus, net immigration of foreign nationals to Iceland, was around
17 thousand in 2004-2008 but since then, the net emigration of
foreign nationals has been around 2,700.

In 2009 the unemployment rate was 8%, and that year the
net emigration totalled 4,800. Measured as a ratio of the labour
force, net emigration amounted to 2.5% in 2009. Around half of
those were foreign nationals, even though they constituted only
7.6% of the total population. In comparison, total emigration was
around 1.1% of the total labour force in the economic recession in
the 1990s when the unemployment rate peaked at 5% in 1995. As
shown in Chart 1, net emigration is considerably less now than in
2009 when it was at its highest.2

Thus, net emigration is now considerably greater than in pre-
vious recessions, even when allowing for the fact that the current
contraction is deeper than in previous recessions. The reason for
greater emigration flows now than in earlier recessions is probably
that a large part of foreign nationals who came here to work in the
economic upswing had not rooted before it ended.3 Almost 50%
of those who migrated from the country in excess to those who
migrated to the country in 2009 and 2010 were foreign nationals.
That is more than four times their share in the labour force when it
peaked in the upswing.

Unemployment could have risen higher without labour migration
These emigration flows are likely to have caused the unemployment
rate to rise less than it would have without them.* However, it is
clear that not everyone who migrated from the country was active

1. See e.g. discussion in Monetary Bulletin 2010/2.

2. Most of foreign nationals had left earlier in the year but were not deregistrated until in
the end of the year. These trends were reversed in the second half of last year and the
first half of this year when more foreign nationals moved to the country than from it.

3. Most of those who came to work in Iceland during the economic upswing came from
the E-8 countries (Estonia, Latvia, Lithuania, Poland, Slovakia, Slovenia, The Czech
Republic and Hungary). Rules on free movement of labour became first effective for
these countries on 1 May 2006.

4. Estimations of the unemployment rate excluding the effects of net migration can only
be interpreted as being indicative of an upper limit of the unemployment rate. For
example, if people had not migrated but had rather been registered as being unemplo-
yed and received unemployment benefits, domestic demand and therefore employment
would probably have been greater than otherwise.
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in the labour market. The Directorate of Labour's data on dereg-
istration of claimants show how many unemployed workers have
migrated from the country (see Chart 2). In the years 2009 and
2010, around 3,200 claimants of unemployment benefits dereg-
istered due to emigration. Without the emigration of this group
of workers the number of unemployed workers would have been
around 11% higher in 2009 and just over 10% higher in 2010,
which is equivalent to the unemployment rate, as registered by the
Directorate of Labour, having been higher by around a percentage
point each year.

quite persistent, e.g. because fixed and human capital deteriorates,
and because trade unions tend to favour insiders more than outsid-
ers. Also, the job searching intensity has a tendency to diminish the
longer a person is unemployed. Long-term unemployment, therefore,
can increase the difficulty inherent in matching the unemployed with
vacancies and increase the equilibrium unemployment level. Increased
long-term unemployment tends to reduce the skills of the workforce
and by so doing make it more difficult for the labour market to match
workers with specific knowledge and firms who need such skills.?

The structure of the unemployment benefit system can also
reduce motivation to accept those jobs offered, thereby increasing
equilibrium unemployment. The replacement ratio is important, as is
the scope of entitlement, duration of rights to benefits and how the
rules are enforced. Increases to employers' wage-related expenditure
may also make a difference.

The right to benefits was cut back from five years to three in
2006 on the assumption that persons were not actively looking for
work after being unemployed for three years. The right to benefits
was then extended provisionally to four years, as of 1 January 2011,
for persons who received unemployment benefits for the first time
after 1 May 2008. The change was made because it was estimated
that some two thousand individuals (just over 40% of this year's long-
term unemployed) would exhaust their rights under the unemploy-
ment insurance system this year. The change is to expire at the end of
this year unless extended.

Although unemployment is considerably higher and the supply
of jobs is less than in previous downturns, it can be assumed that
the same arguments apply today as did when the right to benefits
was cut back to three years in 2006, i.e. that a person is not actively
seeking employment after three years. Although the supervision of
the Directorate of Labour and their programs are considerably more
effective today than in previous unemployment periods, the situation
of persons in the lowest-paid jobs improves little if at all if they accept

2. Seee.g.O.). Blanchard and J. Wolfers (2000). The role of shocks and institutions in the rise
in European unemployment: The aggregate evidence. Economic Journal, 110, C1-C33,
C. Gianella, I. Koske, E. Rusticelli og O. Chatal (2009). What drives the NAIRU? Evidence
from a panel of OECD countries. OECD Economics Department Working Paper no.649 og
Andreas Mueller og Alan B. Krueger (2010), ,Job search and unemployment insurance:
New evidence from time use data", Journal of Public Economics, 94, 298-307.
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Chart VI-8
Unemployment - comparison with MB 2011/3
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Sources: Directorate of Labour, Central Bank of Iceland.

Chart VI-9
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Sources: Statistics Iceland, Central Bank of Iceland.

paid work, as the difference between unemployment benefits and the
lowest wages has become insignificant (see Chart VI-5).3

A majority of OECD countries took crisis-related measures, such
as boosting unemployment benefits and social security assistance, to
reinforce the safety net for the unemployed. In Iceland, as in one-third
of OECD countries, there was a modest increase in unemployment
benefits. The net replacement ratio increased between 2007 and
2009, by 6 percentage points to 66%.* Unemployment insurance
now amounts to around 90% of minimum wages insurance and to
93-99% of the starting wages of retail clerks and unskilled workers in
the private sector.

The motivation to stop receiving benefits and take a job is
therefore probably limited, especially taking account of the additional
expenses generally incurred in working, e.g. for people with pre-
school-age children. Although the income tax rate has increased since
the financial crisis, its impact is similar on unemployment insurance as
on the lowest wages. On the other hand, the increase in the social
security contribution may have reduced employers' willingness to hire
additional workers. There is therefore a risk that the structure of the
current benefit system may give rise to long-term unemployment and
thereby to a permanently higher equilibrium unemployment.®

... but that it has begun to decline again

There are, however, signs that the increase in equilibrium unemploy-
ment has begun to recede to some extent. The Beveridge curve,
which shows the relationship between demand for labour (vacancies)
and supply of labour (unemployment), has started to shift back again,
indicating that unemployment is decreasing despite the fact that the
supply of jobs is broadly unchanged (see Box VI-2). At the same time,
the relationship between unemployment and long-term unemploy-
ment does not appear to have changed (see Chart VI-6). At first, as
unemployment increases in the wake of the financial crisis, the rela-
tionship between short-term and long-term unemployment shifts to
the right but, as the time point one year after the beginning of the
crisis nears long-time unemployment increases and reaches its former
equilibrium in the winter months of 2010.

Taking seasonal fluctuation into consideration, the number of
persons unemployed for more than one year has remained fairly
stable at between 4,500 and 4,800 since March 2010. On the other
hand, the number of persons who have been unemployed for less
than one year has fallen more rapidly and the proportion of long-
term unemployed among the unemployed has therefore risen. There
are indications, however, that long-term unemployment is declin-

3. Unemployment benefits were higher than minimum wages until 1997-1998 when mini-
mum wages were increased significantly. In 2002-2008, however, unemployment benefits
rose substantially more than both minimum wages and unskilled workers medium wages.
Although unemployment benefits as share of both minimum wages and unskilled workers
medium wages fell in 2010 and 2011 their share is considerably higher than it was during
the downturn at the start of the century.

4. OECD calculations are based on a prime-age worker (40) that has been unemployed for
24 months. See OECD Employment Outlook, September 2011.

5. See OECD, Employment Outlook, September 2011, p. 30-31. Research shows for exam-
ple that increased benefit generosity in the United States has had impact on job search
behaviour, unemployment duration and thus the level of unemployment.



ing again, as the number of persons unemployed for over a year
decreased year-on-year for the first time in September, and the num-
ber of those unemployed for more than six months has been falling
since September 2010.° Statistic Iceland's Labour Force survey also
show that the number of long-term unempoyed falls between quar-
ters in Q3/2011, for the first time since the onset of the financial crisis.

6. The fall in the number of unemployed is probably not because people are no longer eligible
for unemployment benefits as the right to benefits was extended provisionally by one year.
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The Beveridge curve in Chart 1 shows the relation between demand
(vacancies’ — vertical axis) and supply (unemployment — horizontal
axis). In equilibrium, unemployment and vacancies move in oppo-
site directions over the business cycle along a negatively sloped line
(NW-SE line). Changes in labour demand, reflected by the number
of vacancies, generally result in changes in unemployment.

The Beveridge curve may shift due to changes in either or
both, labour demand and supply. It is likely that a rightward shift of
the curve stems from changes that make labour market institutions
more rigid in responding to shocks. Although a rightward shift is
generally interpreted as a sign of increased equilibrium unemploy-
ment other factors can also cause the curve to shift, as was the
case in Iceland in 2003-2005 (see a more detailed discussion of the
reasons of increases in equilibrium unemployment in Section VI).

Chart 1 shows how unemployment and vacancies in the
period 1996-2002 tracked the cycle by a NW-SE line. In 2003,
there was an increase in both, unemployment and vacancies, which
caused the curve to shift to the right. Up until the last quarter of
2005 it seemed like a new equilibrium had been reached where
more vacancies were needed than before to reduce unemployment.
The reason for the curve's rightward shift is that employers wanted
to import labour, but were required to post vacancies to show
that they could not be filled domestically, before they could apply
for work permits for imported labour.? In 2003, vacancies for the
Kéarahnjukar power station project were first advertised.

The supply of vacancies falls after nationals of the new EU
accession countries (EU-8)3 were allowed to work in Iceland with-
out work permits, formally in May 2006, but with an agreement
in autumn 2005, since it was no longer necessary to advertise
vacancies to show that they could not be filled domestically. The
relation between unemployment and vacancies then falls back on
its previous position and stays there until the financial crisis hits,
when unemployment increases rapidly and equilibrium unemploy-
ment rises.

However, Chart 1 also suggests that the temporary rise in
equilibrium unemployment has started to reverse as the unemploy-
ment rate has fallen without a significant increase in vacancies.
Since the unexplained temporary increase in vacancies in the sum-
mer of 2009, the Beveridge curve has been almost horizontal.

1. The data used here from the Directorate of Labour, compiled from employment
agencies (from 1997). No reliable data are available for vacancies in Iceland before
that time. Not all vacancies are advertised with agencies, but the relationship between
agency vacancies and unemployment should none the less serve as a good gauge of
labour market matching.

2. See Rannveig Sigurdardottir (2005), , The enigma of the Icelandic labour market",
Monetary Bulletin 2005/1.

3. The E-8 countries are Estonia, Latvia, Lithuania, Poland, Slovakia, Slovenia, the Czech
Republic and Hungary.

Box VI-2

Is the increase

of equilibrium

unemployment
reversing?

Chart 1

Unemployment and vacancies
Q1/ 1996 - Q3/ 2011
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Outlook for unemployment and employment similar to that of
August

The unemployment outlook for the next three years is similar to what
it was in the previous forecast, although slightly poorer for the latter
half of the forecast period. In the baseline scenario, unemployment is
expected to rise again to around 7% early next year, although season-
ally adjusted unemployment has already peaked. Unemployment is
expected to continue to decrease as economic activity picks up and to
be 4%2% at the end of the forecast period. The outlook is for higher
unemployment in 2014 than forecast in August, reflecting less GDP
growth, larger wage increases and a slower decline in equilibrium
unemployment during the latter half of the forecast period.

As mentioned before, employment began to rise between
quarters in Q2 this year. Employment growth is expected to remain
slower than GDP growth and productivity will therefore continue to
increase during the forecast period. Employment is forecast to increase
by just over 1% annually, and the employment rate, i.e. the ratio of
employed in the population 16-64 years of age, is expected to reach
72% in 2014 and be 5% percentage points below its average during
the last upswing (from Q1/2004 to Q3/2008) and 3% percentage
points below the average of last two decades.

Outlook for higher wage increases than in August

Wage increases resulting from the recent collective bargaining agree-
ments have taken somewhat longer to appear than anticipated in the
August Monetary Bulletin. However, the strong position of the export
sector due to the low kréona exchange rate has meant that wage
increases there have exceeded those negotiated generally in the most
recent collective bargaining agreements. There are also indications
of some adjustments to the wages of other groups. The probability
of second-round effects from collective bargaining agreements has
therefore increased despite the persistence of sizeable labour market
slack.

As a result, somewhat higher wage increases are now anticipated
in coming years than were forecast in August. However, is not consid-
ered likely that the wage component in current wage agreements will
be revised in January. All indications are that the assumptions of the
agreements regarding higher real wages during the first year of the
contract will be fulfilled, although the contracting parties can interpret
the assumptions concerning significant exchange rate strengthening
and government actions both ways. Real wages will continue to rise
to the end of the forecast period, with the largest increase next year
and in 2014, around 2%2%.

Although wages are now expected to rise more in coming years
than in the previous forecast, this is offset to some extent by more
favourable productivity developments and a decrease in the social
security contribution.” Unit labour costs are expected to increase by

7. The assumptions regarding the decrease in the social security contribution are similar as

in the August forecast and the 2012 budget proposal, i.e. that they will decrease by 0.9
percentage points next year, 0.3 percentage points in 2013 and by 0.1 percentage point
in 2014.
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5.4% this year, or 0.3 percentage points less than in the previous fore-
cast, due to lower wage increases. The increase in unit labour costs in
the next two years, however, is higher than previously forecast (4.6%
and 2.7 %, respectively), as higher productivity growth is not sufficient
to offset higher wage increases. Similar increases in unit labour costs
are predicted for 2014 as in 2013, or 2.9%. The increase in unit labour
costs this year and the next is therefore somewhat more than is com-
patible with the Central Bank's inflation target.
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Chart VII-1

Current account balance components'
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1. Net current transfer is included in the balance on income.
Sources: Statistics Iceland, Central Bank of Iceland.

Chart VII-2
Merchandise account balance

At fixed exchange rate, January 2005 - August 2011
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Sources: Statistics Iceland, Central Bank of Iceland.

VIl External balance

For the first half of 2011, the current account balance was negative
by over 13% of GDP, which is a slightly greater deficit than during the
same period of 2010. The trade surplus was 55 b.kr., while there was
a deficit of 155 b.kr. on the income account. If deposit money insti-
tutions (DMBs) being wound up are excluded, the income account
deficit was considerably lower, at 85 b.kr., and the current account
deficit just under 4% of GDP. Excluding the DMBs, the outlook for
the year as a whole is for a current account balance which is slightly
positive, by 0.5%, and a stronger current account surplus the follow-
ing year, due in particular to a larger trade surplus. If the obligations
of the pharmaceutical company Actavis are excluded, which have a
negligible impact on the domestic foreign exchange market, the cur-
rent account surplus is significantly higher.

Positive trade balance

The balance on goods remained positive during 2011, despite sub-
stantial growth in imports. Imports increased by 17% year-on-year
during the first nine months of 2011, at constant exchange rates,
while exports grew by close to 13% during the same period. At
the same time, the goods surplus amounted to 81 b.kr., at constant
exchange rates, or 9 b.kr. per month on average. While this is a some-
what lower surplus than during the same period of the previous year,
it is nonetheless the second largest nine month surplus since 1995.

After the huge drop in imports following the financial crisis in
the autumn of 2008 and lasting into 2010, the value of imports has
gradually recovered. This year imports of various consumer goods,
such as motor vehicles and household appliances, have increased
substantially. The value of imported fuel and industrial supplies has
also increased markedly this year following major price rises at the
beginning of the year. The value of exports has increased as well this
year, especially in Q3. Rising prices for marine products and a sharp
increase in aluminium prices explain much of the increase during the
first half of the year, while there was a major rise in exports of marine
products and various industrial goods in Q3.

The trade balance in services was positive in Q2 by almost 16
b.kr., after a negative balance of 4 b.kr. in Q1. The surplus on trade in
services for the first half of this year is more than double that of the
same period of 2010. Increased income from transport services explain
the increased surplus in the first half of the year, as increased expendi-
ture by lIcelanders travelling abroad more than offsets the higher
export revenues in the travel industry. In addition, other imported
services were much larger than other exported services.

The outlook is for a continuing surplus in external trade in goods
and services in the latter half of this year. Prices of marine products
have continued to rise. Credit and debit card figures, together with
the large number of travellers passing through Keflavik airport, sug-
gest a major increase in visitors to Iceland and revenues from them
in Q3. The value of goods and services exports is therefore expected



to be somewhat higher for the latter half of this year than in the
previous forecast. Higher exports and considerably more favourable
developments in the terms of trade in the latter half of 2011 result in
somewhat higher trade surplus for this year than anticipated in the last
forecast, or 10% of GDP. Furthermore, a much larger trade surplus is
now expected next year than was forecast in August, just under 11%
of GDP rather than 7.6%. This is due in particular to more favourable
developments in the terms of trade, which result in a greater rise in the
value of exports than imports, despite the fact that in volume terms
the increase in imports is greater. A continuing surplus of 10-11% is
predicted for the entire forecast period, which is around 3% percent-
age points higher than forecast in August.

Deficit on income account remains high

The sizeable trade surplus in the first half of this year was offset by
a large income account deficit. The deficit on the balance on income
amounted to 155 b.kr., due primarily to a sizeable deficit on the
interest balance, but there was also a large deficit on dividends and
reinvested earnings. The deficit on the balance on income for the first
half of this year was nonetheless somewhat smaller than at the same
time last year, amounting to close to 20% of GDP. The interest deficit
was similar year-on-year, while the deficit on dividends and reinvested
earnings was slightly less. Part of the return on equities is the item
reinvested earnings, which has fluctuated strongly from one quarter
to the next in recent years. Reinvested earnings is the owner's share in
profit which is not paid out as dividend." In 2008-2010 foreign com-
panies owned by domestic parties reported large losses, resulting in a
large negative figure for reinvested earnings on the receipts side. This
was offset by large losses of domestic companies owned by foreign
parties, with the result that reinvested earnings on the expense side
were positive during this same period. During the first half of this year,
the performance of domestic companies owned by foreign parties
has improved. They are returning positive reinvested earnings to their
foreign owners, while the performance of foreign companies owned
by domestic parties is still slightly negative. As a result this item in
the income balance has been very negative in recent quarters. As the
scope of business operations of domestic parties abroad has dropped
very considerably in recent years, the negative balance on reinvested
earnings can be expected to continue, since the operations of foreign
parties in Iceland have not declined to a similar extent and their profits
can be expected to remain high as long as the kréna exchange rate
remains at an historical low.

If DMBs being wound up are excluded, however, the income
account deficit is much lower, 81 b.kr., as a large portion of the inter-
est expense is imputed accrued interest owed by those institutions
being wound up, as has frequently been pointed out (see Chart VII-

1. Any profit of a foreign company owned by domestic parties, which is not paid out as a
dividend, is considered investment income (reinvested earnings). However, any loss on the
operations of such a company is referred to as negative reinvestment and is recognised
with a minus sign on the receipts side of the income balance. The same applies to the
operating profit and loss of domestic companies owned by foreign parties.
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Chart VII-3

Investment earnings
Q1/2004 - Q2/2011
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2004 2005 2006 ' 2007 ' 2008 2009 2010" 2011

Reinvested earnings
Dividends

Interest on shareholder loans

Non-residents' dividends
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]

I Non-residents' reinvested earnings

(=]

1 Non-residents' interest on shareholder loans

Net reinvested earnings

Sources: Statistics Iceland, Central Bank of Iceland.

Chart VII-4

Net foreign interest payments
Q1/2001 - Q2/2011

B.kr. % of GDP
0

Net interest payments (DMB’s in winding-up
proceedings) (left)

=]
[ Net interest payments (other) (left)
— Net interest payments (right)

—— Net interest payments without DMB’s in winding-up
proceedings (right)

Sources: Statistics Iceland, Central Bank of Iceland.
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Chart VII-5
Current account Q1/2010 - Q1/2011

B.kr.
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I Previously published CA
I New CA

Sources: Statistics Iceland, Central Bank of Iceland.

4).2 The income account deficit excluding such institutions decreased
by 14 b.kr. year-on-year.

2010 current account figures revised again

Figures for the current account balance for 2010 were modified con-
siderably prior to the publication of Monetary Bulletin 2011/2, after
previously published figures for the income account balance in the
first three quarters of 2010 were revised (see discussion on p. 38 in
Monetary Bulletin 2011/2). A further revision was made to the figures
for 2010 when figures on the current account balance for the first half
of this year were published at the end of August this year. The revised
figures for the 2010 current account balance show that the deficit was
22 b.kr. larger than indicated earlier, or just over 11% of GDP rather
than 9.8%. The revision was not only the result of revised income
account figures, as figures for imports and exports of services in 2010
were also revised. The income account deficit proved to be 12 b.kr.
greater than indicated by previously published figures and the services
trade surplus 10 b.kr. lower.

Minor changes were also made to figures for Q1 of this year,
which resulted in the current account deficit now being estimated as 2
b.kr. lower than previously. This is due to a larger surplus in the balance
of trade than in previous calculations. No change was made to figures
on the income balance.

Current account deficit much lower if adjusted for accrued
income and expenses of DMBs being wound up
The balance on external trade was positive by 55 b.kr. in the first half
of this year, while the income account deficit together with transfers
amounted to 159 b.kr., resulting in a negative current account bal-
ance of 104 b.kr., or over 13% of GDP. After adjusting for accrued
income and expenses of DMBs being wound up, however, the deficit
is considerably less, 30 b.kr., or equivalent to just under 4% of GDP.
As previously mentioned, the outlook is for a continuing trade
surplus in the latter half of this year, although a considerable income
account deficit will persist. The headline current account deficit for
the year as a whole is expected to amount to 137 b.kr., or just over
8% of GDP, which is a similar deficit as predicted in the last forecast.
After adjusting for accrued income and expenses of DMBs being
wound up, however, there will be a current account surplus of just
over 8 b.kr., equivalent to ¥2% of GDP, which also is similar to the
last forecast. When income and expenses related to Actavis are also
excluded from the income balance the surplus is significantly higher
or5.2% of GDP3

2. A substantial percentage of accrued interest on the DMBs will probably never actually
be paid and will disappear from official statistics on factor income when the bankruptcy
proceedings for these banks are concluded. Therefore, in order to gain a clearer view of
future payment obligations and of actual payment flows to and from Iceland during the
period, it is useful to consider the balance on income excluding these DMBs.

3. As mentioned in Monetary Bulletin 2011/2 Actavis is an international company with
significant foreign borrowing and its accrued interest has a strong effect on the income
balance. Since the company’s ability to service its debt will clearly be determined by its
foreign sales revenues, it will therefore not affect the domestic foreign exchange market.
For this reason it is considered appropriate to ignore its factor income and expense when
assessing the external position of the Icelandic economy.



Current account balance excluding DMBs being wound up
positive in coming years

The income account deficit is expected to decrease slightly next year
then increase once more, in part due to rising international interest
rates. Estimation of the income account balance is also based on the
assumption that at least two of three DMBs in winding-up proceedings
will reach composition with creditors next year. Once this occurs, the
assets and liabilities of these former DMBs will no longer be excluded in
the balance on income net of the DMBs being wound up. This will have
a negative impact on the development of the income account balance
excluding DMBs in winding-up proceedings, since reaching composi-
tion will add to the negative international investment position (IIP), on
which interest and dividends must be paid, and therefore results in a
worsening of the income account deficit from 2013 onwards.

The headline current account deficit is forecast to drop to 1%2%
of GDP next year and to be reversed to a surplus in 2013. In 2014 the
current account balance is forecast to be negative once more, with a
slight decrease in the surplus on trade in goods and services at the same
time as the income account deficit grows. The current account balance
excluding DMBs being wound up will, however, be positive next year
by just over 3%. If the pharmaceutical company Actavis is also omitted
it is forecast to measure almost 8%. The surplus will decrease slightly
during the remaining forecast period in tandem with an increasing
income account deficit.

ECONOMIC AND MONETARY
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Chart VII-6
Current account balance 2000-2014"

] % of GDP
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[ Trade balance

E Income account balance excl. DMB’s undergoing
winding-up proceedigns
Current account balance excl. DMB’s undergoing
winding-up proceedings

—— Current account balance excl. DMB’s undergoing
winding-up proceedings and Actavis

—— Measured current account balance

1. Net current transfer is included in the balance of income. Central Bank
baseline forecast 2011-2014.

Sources: Statistics Iceland, Central Bank of Iceland.
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Chart VIII-1

Inflation
January 2001 - October 2011’

12-month change (%)
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— CPI —— Core inflation 3

— Core inflation 1 — Inflation target

Core inflation 2

1. The core indices are compiled on the same basis as the CPI, with
Core Index 1 excluding prices of agricultural products and petrol, and
Core Index 2 excluding prices of public services as well. Core Index 3
also excludes the effect of changes in real interest rates on
owner-equivalent rent.

Sources: Statistics Iceland, Central Bank of Iceland.

Chart VIII-2

Various inflation measurements
January 2001 - October 2011

12-month change (%)
2
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— CPI
—— CPI excluding housing
CPI excluding tax effects
— Core inflation 3 excluding tax effects

—— Inflation target

Sources: Statistics Iceland, Central Bank of Iceland.

Chart VIII-3
Distribution of price increases in the CPI'
January 2001 - October 2011

% 12-month change (%)

I  Share of categories showing increase (left)
—  CPI (right)

1. The percentage of goods categories that increase in price is a
3-month centered average.
Source: Statistics Iceland.
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VIl Price developments and inflation outlook

Inflation has risen rapidly since the beginning of this year. It measured
5.3% in Q3/2011, which is somewhat less than forecast in the last
Monetary Bulletin. The outlook is for lower inflation in 2012 than
forecast at that time, in particular due to lower global oil and com-
modity prices, and a stronger kréna. An average inflation rate of just
over 4% is forecast for this year and a similar rate next year. Measures
of long-term inflation expectations still appear to be somewhat higher
than the inflation target, although they have subsided slightly in
recent weeks according to the breakeven inflation rate. Uncertainty
about the inflation outlook concerns, for instance, how great the
overall impact will be of large wage increases this year and how exter-
nal inflation will develop in the near term.

Core inflation at its highest in over a year

Inflation has increased sharply over the course of 2011, although
price increases have slowed somewhat since the publication of the
last Monetary Bulletin. In Q3/2011 inflation measured 5.3 %, up from
3.5% in Q2.1 Excluding indirect tax effects, inflation was 5% in Q3.
The sub-components whose prices rose the most in Q3 were domestic
food and private services, as well as housing costs.

The consumer price index (CPI) rose by 0.34% in October,
and twelve-month inflation measured 5.3%, compared to 1.8% last
January. Underlying annual inflation — which excludes the effects
of taxes, volatile items, public services and real interest rates — was
4.4%, compared to 1.2% at the beginning of the year, and to 4.2%
in September. Underlying inflation therefore measures well above the
Central Bank's inflation target and has not been higher since the end
of summer of 2010.

Price increases more widespread
During the first half of this year inflation was, to a large extent, fuelled
by rising global oil prices and housing costs, including rising real estate
prices. In recent months, however, price increases have become more
widespread and have been distributed over more CPI components as
wage costs have risen following the collective bargaining agreements
in May and inflation expectations have increased (see Chart VIII-3).
Of the 3.4 percentage point increase in the annual inflation rate since
it reached its trough in January 2011, about half can be attributed to
increases in petrol prices and housing costs. Last June, however, these
components accounted for around % of the realised increase.
Inflationary pressures due to global price developments have
subsided markedly recently, as global oil and commodity prices have
fallen following the increased uncertainty in the world economy. QOil
price increases in the first half of this year have been partially reversed
(see discussion in Section II). Furthermore, the kréna has strengthened

1. If the broadcasting fee had not been excluded from the CPI in January 2011, inflation

would have been 5.7% in Q3/2011.



by 2.3% in trade-weighted terms since the last Monetary Bulletin was
published, which has offset growing cost pressures.

The increase in housing prices has slowed somewhat in recent
months, with the twelve-month increase measuring 6.3 %.2 While the
increase in housing and imported commodity prices has been some-
what less in Q3, prices of domestic products have continued to rise
fairly rapidly, with the annual increase measuring 6.7% in October.3
The increase in food prices and energy costs accounts for just over
2 percentage points of the 5.3% annual inflation rate, as shown in
Chart VIII-5. Higher costs due to wage increases account in part for
the inflation, and also explain price rises of private services, which
have risen by 4.7% during the past twelve months.

Long-term inflation expectations exceed the inflation target

The degree to which inflation will decline towards the inflation target
again, and how rapidly the disinflation will occur, will partly depend
on how inflation expectations develop. If firms and households expect
inflation to exceed the target for an extended period of time, their
wage- and price-setting behaviour may change which can lead infla-
tion to become more entrenched than otherwise.

Short-term inflation expectations, based on the spread between
indexed and nominal bond yields, have risen since the last Monetary
Bulletin was published in August, while longer-term expectations
have decreased slightly. Based on the breakeven inflation rate, the
expected average inflation rate in the next five years is 4%2% and in
the period 2016-2021 just over 4%, compared to 2% and 3%% at
the beginning of 2011, respectively. As has been previously discussed
in the Monetary Bulletin, caution must be exercised in interpreting
inflation expectations based on the breakeven inflation rate. The
two bond markets are to some extent separate, as there are differ-
ent investors in the indexed and non-indexed market. In addition,
expectations of a limited supply of indexed bonds in coming years
may exert downward pressures on these bond yields. The breakeven
inflation rate could therefore be overestimating inflation expectations
in financial markets for various reasons. In this context it is interesting
to note, for example, that the terms on the banks' new non-indexed
housing mortgages appear to imply short-term inflation expectations
somewhat lower than indicated by the breakeven rate.

It should also be borne in mind that the breakeven inflation rate
also reflects a risk premium due to uncertainty regarding inflation. It
cannot therefore be excluded that an increase in the breakeven infla-
tion rate can to some extent be attributed to an increase in the infla-
tion risk premium rather than to rising inflation expectations. A reduc-
tion in the standard deviation of firms' and households' responses
regarding inflation expectations since the end of 2010, however, does
not suggest that an increase in the risk premium is a significant factor

2. Based on the index of market housing prices for the whole country, published by Statistics
Iceland.

3. Large increases in meat prices this year, in part due to list price increases of sheep produc-
ers, explain part of the increases, as meat prices have increased by 11.3% during the past
twelve months.

o 12-month change (%)
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Chart VIII-4
Components of CPI inflation
Contribution to inflation January 2007 - October 2011

I T T T T

2007 2008 2009 2010 2011
Il Imported goods excl. alcoholic bev., tobacco and petrol
3  Petrol
[ Housing
Il Domestic goods excluding agricultural products
[ Private services
1  Other components

Consumer price index

Source: Statistics Iceland.

Chart VIII-5

Contribution of food, petrol and
energy costs to annual inflation

January 2006 - October 2011

Percentage points

T T

2006 ' 2007 T

T T

2008 2009 2010 2011

Bl Domestic food products

Bl Imported food and beverages
[  Petrol

Il Electricity and heating

Source: Statistics Iceland.

Chart VIII-6

Inflation expectations according to the difference

between nominal and indexed interest rates’
Daily data, 2 April 2007 - 28 October 2011

12-month change (%)

2007 2008 2009 2010 2011

—— 5-year breakeven inflation expectations
— 5-year / 5-year forward inflation expectations

Inflation target

1. Breakeven inflation expectations are calculated from yield spreads
between nominal and index-linked Government and Government-
backed bonds (5-day moving averages).

Source: Central Bank of Iceland.
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Chart VIII-7
Inflation expectations of businesses and

households one year ahead and past inflation

Q1/2003 - Q3/2011

2003 12004 12005 12006 ' 2007 2008 12009 12010 “11

— Inflation
— Household inflation expectations
Businesses' inflation expectations’

1. Businesses' inflation expectations were measured on an irregular basis

before 2006/Q3 so until then measurements are interpolated.
Sources: Capacent Gallup, Statistics Iceland, Central Bank of Iceland.

Chart VIII-8

Inflation expectations according
to various measurements
Q1/2008 - Q3/2011

%

2008 | 2009 ' 2010 | 20M

[ Difference between highest and lowest expectations
—— Average'

— Estimate of inflation expectations based on a
principal components analysis

1. Based on corporate, household, and bond market inflation
expectations one year ahead and the Central Bank inflation forecast
one year ahead.

Sources: Capacent Gallup, Central Bank of Iceland.

Chart VIII-9

Inflation forecasts using different models'
Inflation excluding tax effects Q1/2010 - Q2/2012

[ Difference between highest and lowest forecast
—— MB2011/4

1. The Central Bank baseline forecast is based on QMM while other
forecasts are based on simple time-series models.
Sources: Statistics Iceland, Central Bank of Iceland.

in the rising breakeven inflation rate, and therefore it can be assumed
that the increase is mostly due to expectations of higher inflation.

According to the quarterly survey by Capacent Gallup of infla-
tion expectations of households, carried out last September, their
inflation expectations one year ahead rose by 1.5 percentage points
from the previous survey in June to 6.5%, based on the median
response. In parallel with increased inflationary pressures and a deteri-
orating inflation outlook, household inflation expectations have there-
fore increased rapidly from their low of 3.5% last March. Expectations
for inflation in two years' time had also increased from the previous
survey by 1 percentage point, to 6%.

Overall, inflation expectations therefore appear to have increased
somewhat since Monetary Bulletin was published in August. A simple
estimation of underlying inflation expectations, which measures the
common trend of a number of measures of inflation expectations,
suggests that they have increased by 1% percentage points since the
beginning of the year, currently measuring close to 5%.4 It should
be kept in mind, however, that measures of inflation expectations in
Iceland seem to correlate more strongly with current inflation than in
other industrial countries where inflation expectations are more firmly
anchored. Inflation expectations could therefore subside relatively fast
if inflation developments over the next months prove more favourable
than currently forecast.

Inflation outlook for next year has improved slightly

Inflation measured 5.3% in Q3/2011, 0.3 percentage points less than
was forecast in the last Monetary Bulletin. Inflation excluding the
effects of changes in indirect taxes was 5% in Q3, while the forecast
assumed 5.4%. The deviation from the forecast is partly due to some-
what less inflationary pressures in this quarter following the collective
bargaining agreement than was expected, in addition to a smaller
increase in the cost of owner-occupied housing. Larger decreases
in global oil and commodity prices and a stronger kréna have also
resulted in lower imported inflation than forecast in August.

The outlook is for inflation excluding tax effects to be 5.3% in
Q4/2011 and to peak at 5.8% in Q1/2012, or almost 1 percentage
point less than in the last forecast. Simple statistical models give simi-
lar results.® The short-term inflation outlook has therefore improved
slightly compared to the August forecast. In addition to an improved
initial position, lower than expected inflation can be attributed to the
outlook for considerably lower global oil and commodity prices than
previously expected, in addition to which a slightly stronger kréna is
now expected than in the previous forecast.

Average inflation of just over 4% is forecast in 2011 and equally
as much for 2012, reaching the inflation target in the latter half of
2013. Despite slightly lower inflation in 2012 than anticipated in

4. Based on a principal component analysis, which is a simple method of extracting a com-
mon underlying trend from a large number of indicators.

5. According to the 2012 budget proposal, the specific excise tax on alcohol, tobacco and
petrol is to increase at the beginning of next year, which is expected to have an impact of
around 0.15 percentage points on the CPI (for details, see Section V).



the last forecast, the long-term outlook is similar. Lower short-term
inflationary pressures are offset by less spare capacity in the economy
than previously assumed, in addition to which there is an increasing
risk of second-round effects from large wage increases in 2011. It is
therefore likely that in coming quarters cost pressures due to wage
drift will weigh against lower commodity prices due to the difficult
global economic situation.

Furthermore, research on Icelandic firms' price-setting behaviour
show that inflation persistence has been very profound in Iceland and
therefore it has been difficult to regain control of inflation following a
large price increase, especially following cost increases or an exchange
rate depreciation of the kréna. Research also shows that it has been
unusually common for prices of individual goods and services to be
directly linked to general price level developments, in particular by
firms which are not directly exposed to exchange rate fluctuations.
Firms which are exposed to exchange rate volatility also appear reluc-
tant to lower prices following a strengthening of the kréna, which
reflects among other things their doubts as to the sustainability of the
appreciation.® Given that these results also apply to the near future,
the disinflation following this year's increase in inflation could be more
sluggish than otherwise.

Both upside and downside risks

Following high inflation and wage increases in the first half of the
year, there is a risk that inflation will tend to become entrenched if
inflation expectations remain at their current level and wage- and
price-setting decisions are taken based on that. In this respect, it is
however uncertain how persistent inflation will be in the near term.
Also there exists considerable uncertainty as to whether the effects
of the above-mentioned wage increases are already visible and also
whether they will be more persistent than is forecast. Given the scope
of the wage rises, there is a risk that wage drift will follow, although
the slack in the economy should offset this. On the other hand, there
is considerable uncertainty as to how much spare capacity remains
and how effective it is in containing underlying inflationary pressures.
Inflation could also be less than forecast if the international outlook
deteriorates still further and decreases in global oil and commodity
prices are more than expected in the baseline scenario, as this would
reduce imported inflationary pressures insofar as the kréna does not
weaken. In view of the large weight of the housing component in the
CPI, there is high uncertainty as to whether housing prices will contin-
ue to rise, and of the impact of an increased supply of housing mort-
gages and improved household financial conditions on the market.
Further discussion of major uncertainties can be found in Section I.

6. borvardur Tjorvi Olafsson, Asgerdur Pétursdéttir and Karen A. Vignisdéttir (2011), "Price
setting in turbulent times: Survey evidence from Icelandic firms", Central Bank of Iceland,
Working Paper no. 54.
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Chart VIII-10

Inflation excluding tax effects - comparison
with MB 2011/3

Year-on-year change (%)

— MB2011/4
— MB2011/3

Inflation target
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Sources: Statistics Iceland, Central Bank of Iceland.

Chart VIII-11

Inflation including and excluding tax effects
Q1/2007 - Q4/2014"
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1. Central Bank baseline forecast Q4/2011 - Q4/2014.
Sources: Statistics Iceland, Central Bank of Iceland.
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Appendix 1

Baseline macroeconomic and inflation forecast 2011/4

Table 1 Macroeconomic forecast’

Volume change on previous year (%) unless otherwise stated

B.kr.

GDP and its main components 2010 2010
Private consumption 787.7 -0.4 (-0.2)
Public consumption 398.6 -3.4 (-3.2)
Gross capital formation 206.9 -4.7 (-4.9)

Business investment 129.4 5.5 (6.5)
Residential investment 355 -17.6 (-17.0)
Public investment 42.0 -19.3 (-22.4)
National expenditure 1.389.9 -2.2 (-2.1)
Exports of goods and services 861.3 0.4 (1.1)
Imports of goods and services 707.0 4.0 (3.9)
Contribution of net trade to growth - -1.5(-1.2)
Gross domestic product 1.544.1 -3.6 (-3.1)

Other key aggregates
GDP at current prices (in b.kr.) 1.544 (1.547)
Trade account balance (% of GDP) 10.0 (10.5)
Current account balance (% of GDP) -11.1 (-9.8)
Current account balance excl. DMBs undergoing

winding-up proceedings (% of GDP) -2.4 (-1.0)
Total gross capital formation (% of GDP) 13.4 (13.3)
Business investment (% of GDP) 8.4 (8.4)
Output gap (% of potential output) -4.4 (-4.8)
Unit labour costs (change in average year-on-year) 4.9 (4.8)
Real disposable income (change in average year-on-year) -11.4 (-3.0)
Unemployment (% of labour force) 8.1 (8.1)
EURISK exchange rate 161.7 (161.7)
Inflation (annual average, %) 5.4 (5.4)
Inflation excluding tax effects (annual average, %) 4.4 (4.4)

1. Figures in parentheses are from the forecast in Monetary Bulletin 2011/3.

Table 2 Inflation forecast (%)1

Forecast
2011 2012 2013 2014
2.9(3.8) 3.1(2.3) 3.2 (2.6) 2.8
-0.2 (-2.2) -1.2(-1.4) 0.4 (0.1) 0.3
6.7 (10.3) 16.5 (16.2) 4.4 (11.2) 11.1
13.2 (18.1) 16.5 (18.3) 4.4 (11.8) 135
13.8 (9.2) 21.6 (16.6) 14.6 (15.3) 15.1
-19.8 (-14.3) 95 (.7) -8.8 (3.2) -8.5
3.9 (4.0 32 2.6 23 (3.6) 3.4
25 (1.9) 1.3(1.5) 1.6 3.5) 2.1
4.0 (4.2) 2.8 (3.4) 1.6 3.2) 35
-0.4 (-0.8) -0.5 (-0.8) 0.2 (0.4) -0.4
3.1(2.8) 23(1.6) 23(3.7) 2.6
1.674 (1.649) 1.822 (1.764) 1.918 (1.877) 2.009
10.0 (8.6) 10.9 (7.6) 10.8 (7.5) 10.0
-8.2 (-8.5) -1.5 (-4.4) 1.1 (-1.7) -0.2
0.5(0.8) 3.3(0.5) 2.6 (-0.5) 1.2
13.7 (14.5) 15.0 (16.6) 15.3 (17.8) 16.6
9.0(9.7) 9.8 (11.3) 10.0 (12.1) 111
-1.8(-2.4) -1.0 (-2.2) -0.2 (-0.3) 0.4
5.4 (5.7) 4.6 (4.3) 2.7 (2.3) 2.9
2.2 (0.6) 0.9 (0.8) 0.5 (1.1) 4.8
7.4(7.1) 6.2 (6.2) 5.8 (5.8) 4.9
160.8 (162.9) 158.2 (163.4) 158.9 (163.4) 158.6
4.1 (4.4) 4.1 (4.9) 3.02.7) 25
394.2) 3.9 4.8) 3.02.7) 25

Inflation Inflation excluding tax Inflation (annualised

Quarter (change year-on-year) effects (change year-on-year) quarter-on-quarter change)
Measured value
2010:3 43 4.3) 3.6 (3.6) 2.3 (2.3)
2010:4 2.8(2.8) 2.0(.0 4.0 (4.0
2011:1 2.0 (2.0) 1.8 (1.8) 1.8 (1.8)
2011:2 3.5(3.5) 3333 10.9 (10.9)
2011:3 5.3 (5.6) 5.0 (5.4) 4.6 (6.0)
Forecasted value

2011:4 5.6 (6.6) 5.3 (6.4) 5.2 (8.0)
20121 6.0 (6.8) 5.8 (6.7) 3.4.4)
2012:2 42 (5.2) 4.0(5.1) 3.4 (4.6)
2012:3 3.24.1) 3.0 (4.0 0.7 (1.5)
2012:4 3.13.6) 2.9 (3.5) 4.9 (5.8)
2013:1 3.2 (3.1) 3.2 (3.1) 3.7(0.4)
2013:2 3.4 (2.9) 3.4 (2.9) 4.5 (4.0)
2013:3 3.0 (2.5) 3.0 (2.5) -0.9 (-0.1)
2013:4 25(2.2) 25(2.2) 2.8 (4.6)
2014:1 24(2.3) 2.4 (2.3) 3.2 (0.9)
2014:2 2.4 (25) 2.4 (2.5) 4.6 (4.7)
2014:3 25(2.5) 25(2.5) -0.7 (-0.2)
2014:4 2.6 2.6 3.3

1. Figures in parentheses are from the forecast in Monetary Bulletin 2011/3.



Appendix 2

ECONOMIC AND MONETARY
DEVELOPMENTS AND PROSPECTS

The Central Bank of Iceland forecasting record

Forecasting errors are inevitable. They can stem from imperfect mod-
els, inadequate information on the economic variables on which the
models are based, and on unforeseen shocks. It is important to exam-
ine forecast errors, as such analysis helps to identify the uncertainties
in the forecasts and provides important information, both on possible
errors in forecast preparation and on possible structural changes in the
economy. Such information can be used for further development of
the Bank's models and their utilisation in forecasting.

Macroeconomic and inflation forecasts

Four times a year, the Central Bank prepares macroeconomic and
inflation forecasts covering a forecast horizon of three years. The fore-
casts are based on an in-depth analysis of the position of the economy
at the time they are prepared. The assumptions concerning global
economic developments are based on international forecasts and the
information implied by commodity futures. The national accounts
provide the main foundation for the assessment of the position of
the economy. In addition, Bank staff prepare an independent assess-
ment of the state of the economy through questionnaires, discussions
with corporate executives, institutional directors, and labour market
leaders; and statistical analysis of developments in key variables. The
Bank's Quarterly Macroeconomic Model (QMM) is the chief tool used
to process this information. It provides an assessment of the economic
outlook in accordance with the economic principles on which the
model is based, although the final forecast is determined equally by
Bank staff's analysis and evaluation.

One of the key assumptions in each forecast is the projected
developments in monetary policy over the forecast horizon. In
forecast preparation, Bank staff use the QMM, which is based on a
forward-looking monetary policy rule according to which the Central
Bank’s interest rates are determined by the output gap and the devia-
tion of expected inflation from target. This policy rule ensures that
the Bank's interest rates adjust so that, by the end of the forecast
horizon, inflation will either be near target or approaching the target
if it deviates from it. The monetary policy rule in the model is the rule
that minimises the sacrifice cost in ensuring that inflation is at target.

Central Bank inflation forecasts for 2010

Twelve-month inflation excluding indirect tax effects reached its
2010 peak during the month of March, when it measured 7.1%. It
retreated quickly as the year progressed, however, falling to 1.7% by

1. See Asge]r Danielsson, Magnus F. Gudmundsson, Svava J. Haraldsdéttir, Thorvardur Tjorvi
Olafsson, Asgerdur O. Pétursdéttir, Thérarinn G. Pétursson and Résa Sveinsdéttir (2009),
“QMM: A quarterly macroeconomic model of the Icelandic economy”, Central Bank of
Iceland, Working Paper, no. 41.
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December, the lowest measurement since July 2003. Twelve-month
inflation excluding tax effects averaged 4.4% in 2010, which was well
in line with Central Bank forecasts (see Table 1).

Chart 1 shows forecasts of developments in inflation excluding
tax effects from the beginning of 2010 until Q1/2011. In Monetary
Bulletin 2010/1, inflation is underforecast for the first half of the
horizon and overforecast for the latter half. In subsequent issues of
Monetary Bulletin, however, there is the tendency to overforecast
inflation for the entire forecast horizon, particularly in Monetary
Bulletin 2010/2.

Table 1 Inflation forecasts in 2010

Year-on-year change (%) MB 2070/1 MB 2010/2 MB 2010/3 MB 2010/4
Inflation 5.6 6.2 5.7 5.4
Inflation excluding
tax effects 45 5.1 4.6 4.4

Long-term inflation forecast errors

In assessing inflation forecasts, it is standard to consider the mean
forecast error and the root mean square error (RMSE) of the forecasts
concerned. The mean forecast error shows the average deviation of
the forecast from observed inflation. This therefore gives an indication
of whether inflation is being systematically over- or underforecast.
The RMSE is a measure of the variability of the forecast error and
therefore of the uncertainty in the forecast itself. The error or devia-
tion can generally be expected to increase as forecasts extend farther
ahead in time.

Table 2 Central Bank of Iceland inflation forecast errors since Q1/1994

% One quarter  Two quarters  Three quarters  Four quarters
Mean forecast error 0.0 -0.3 -0.7 -1.2
RMSE 0.6 1.7 25 2.8

Table 2 shows the mean forecast error and RMSE in the Bank's
inflation forecasts up to four quarters ahead, from 1994 through
January 2011 (60 forecasts). By this criterion, inflation has been
underforecast two to four quarters ahead, to an increasing degree
along the horizon. The mean deviation of the forecasts three and four
quarters ahead proved to be statistically significant based on a 5%
threshold, which means that the forecasts were skewed to the down-
side. The forecasts one and two quarters ahead were not significantly
skewed, however.

Table 3 Central Bank of Iceland inflation forecast errors since Q2/2001
No. of measurements Mean forecast error (%) RMSE (%)

Four quarters ahead 34 -1.6 3.2
Eight quarters ahead 30 -2.8 4.7



Since adopting the inflation target in March 2001, the Central
Bank has also published inflation forecasts two years ahead. Table 3
shows the mean forecast error and the RMSE for the period since the
Bank introduced inflation targeting. A comparison of Tables 2 and
3 shows that the RMSE for the one-year forecast has been greater
since the Bank adopted the inflation target than it was for the entire
period, as fluctuations in inflation have increased markedly since
the kréna was floated.? It should also be noted that, before 2007,
the Bank's forecasts assumed constant interest and exchange rates.
Consequently, earlier forecasts did not make full use of Bank staff's
assessments of likely developments in these variables. This probably
led to larger forecasting errors — in inflation, for example — as inflation
forecasts are usually influenced by errors in exchange rate forecasts.

Central Bank inflation forecasts in comparison with forecasts
based on simple time-series models

Inflation forecasts based on simple time-series models are also con-
sidered during the forecasting process; therefore, it is interesting to
compare the Bank's forecasts to the results generated by such mod-
els. A review of 2010 shows that the Bank's QMM always yielded
the smallest forecast errors with the exception of the forecast three
quarters ahead, in which case a simple cost-push model based on his-
torical developments in wage costs and import prices and the ARIMA
1 model performed slightly better.3 The other two ARIMA models
performed less well.4 In general, these models overestimated 2010
inflation, which tapered off quickly over the course of the year.

For forecasts one quarter ahead, however, the other models
performed quite well, except for the random walk model. Forecasting
errors using the cost-push model and the ARIMA models ranged from
0.41% to 0.55%, whereas the error using the random walk model
was much larger, at 1.6%. The error in the Bank's forecasts, however,
was 0.28%.

In recent years, these simple time-series models have been
used in greater measure to improve the Bank's short-term inflation
forecasts. This approach seems to have been beneficial, as short-term
forecasting errors have diminished (Chart 3). Although there could be
a variety of reasons for this improved performance, the possibility that
the improvement is associated with the use of a greater number of
models during forecast preparation cannot be excluded.

2. See "Monetary policy in Iceland after capital controls,” Central Bank of Iceland, Special
Publication no. 4, December 2010.

3. The opposite happened in 2009, when the Bank's inflation forecasts were slightly less
accurate than those obtained with simple time-series models. See Appendix 2 in Monetary
Bulletin 2010/2.

4. The ARIMA 1 model draws on forecasts for the main subcomponents of the consumer
price index and weights them together to create a single overall index. The twelve subcom-
ponents of the consumer price index are as follows: agricultural products less vegetables,
vegetables, other domestic food and beverages, other domestic goods, imported food and
beverages, new cars and spare parts, petrol, other imported goods, alcohol and tobacco,
housing, public services, and other services. ARIMA 2 forecasts the CPI directly, and
ARIMA 3 forecasts the overall index excluding indirect taxes and then factors in the tax
effects. An interesting discussion of the use of ARIMA models for inflation forecasting can
be found in A. Meyler, G. Kenny and T. Quinn (1998), “Forecasting Irish inflation using
ARIMA models”, Central Bank of Ireland, Technical Paper, no. 3/RT/98.

RMSE (%)
0

RMSE (%)
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Chart 2

Forecast error for inflation in Monetary
Bulletin and from simple models in 2010"

Cost-push
ARIMA 1

ARIMA 2
Monetary Bulletin
ARIMA 3

Random walk

onngnl

1. Q1 is the quarter in which the report is published or the first quarter
forecasted; Q2 is the quarter after the report has been published; Q3 is
the following quarter.

Source: Central Bank of Iceland.

Chart 3

Forecast error for inflation in Monetary
Bulletin from 2008 to 2010"

mm 2008
B 2009
& 2010

1. Q1 is the quarter in which the report is published or the first quarter
forecasted; Q2 is the quarter after the report has been published; Q3 is
the following quarter.

Source: Central Bank of Iceland.
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Chart 4

Investment: Statistics Iceland’s figures and
Central Bank's forecasts

B.kr. in constant prices, year 2000

— Revised numbers from Statistics Iceland from Sept. 2011

—— Preliminary numbers from Statistics Iceland from
March 2011

Estimate from Statistics Iceland from Sept. 2010
— MB 2010/4 forecast
— MB 2011/1 forecast

Sources: Statistics Iceland, Central Bank of Iceland.

Central Bank GDP growth forecasts for 2010

In order to obtain a better view of the Central Bank’s success in fore-
casting inflation, it is necessary to examine the Bank’s success in fore-
casting developments in the real economy. For example, the Bank is
likely to underforecast inflation during periods when it underestimates
demand growth or overestimates the slack in the economy.

Statistics Iceland publishes national accounts figures for each
quarter about two months after each quarter-end. The first estimates
for Q4/2010 and the full year 2010 were published on 8 March
2011, and revised figures were published on 8 September. Monetary
Bulletin forecasts and Statistics Iceland estimates of changes in key
macroeconomic variables can be seen in Table 4. At the top of the col-
umns showing the forecasts is the first quarter for which a forecast is
prepared. Statistics Iceland’s national accounts estimates for Q3/2009
were available on 27 January 2010, when Monetary Bulletin 2010/1
was published. As a result, the Bank had to base its forecast for 2010
on the forecast for Q4/20009. It is noteworthy, however, that in spite
of this, the forecast published in Monetary Bulletin 2010/1 was the
most accurate forecast of developments in domestic demand and
GDP growth for the year as a whole. This is an exception, as the
general rule is that forecasts tend to improve as more information is
accumulated.

Table 4 Monetary Bulletin — Macroeconomics forecasts for 2010

Pre-
Forecast horizon from:  Q4/09 Q1/10 Q2/10 Q3/70 Q4/10 liminary Revised
figures  figures

Year-on-year MB MB MB MB MB  March Sep.
change (%) 2070/1 2070/2 2010/3 2010/4 2011/1 2011 2011
Private consumption -1.2 1.1 0.5 -0.3 -0.3 -0.2 -0.4
Public consumption -3.2 -3.0 -3.2 -1.7 -3.5 -3.2 -3.4
Investment -5.7  -10.2 -3.8 =37 -4.5 -8.1 -8.0
National expenditure -2.8 -1.9 -0.7 -1.6 -2.4 -25 -2.7
Exports 1.5 0.4 -1.2 0.4 0.0 1.1 0.4
Imports 0.0 25 1.3 29 1.1 3.9 4.0
GDP growth -3.4 -2.6 -1.9 -2.6 -2.7 =55 -4.0

A portion of the recent errors in the forecasts of investment
growth — and therefore of GDP growth — can be attributed to assump-
tions concerning energy-intensive development projects that were
subsequently postponed. The errors have also reflected the Bank’s
opinion that Statistics Iceland's preliminary figures on 2010 invest-
ment were underestimated. The Bank has based that opinion on a
number of indicators, including imports of investment goods, the
results of its own survey concerning planned corporate investment,
and the Capacent Gallup corporate survey. Statistics Iceland's next
review of 2010 figures is scheduled for March 2012. The accuracy
of the Bank's forecasts of 2010 investment and GDP growth can be
determined more reliably at that time.

Revision of statistics and forecasting errors
In Iceland as in other countries, historical statistics are usually revised
at regular intervals, and often the final results are not available until



several years later. In Iceland, the tendency seems to be that these
figures are revised upwards rather than downwards.? For the period
2001-2010, for example, year-on-year investment growth in Q1 was
revised upwards by an average of 1 percentage point from the first
figures to the final ones. Corresponding revisions for other quarters
range from 3 to 6 percentage points. Chart 5 shows how the Statistics
Iceland estimates of year-on-year investment growth evolved from
Q1/2001 to Q2/2011. It shows that the most recent figures usually
lie at the upper end of the range given by the highest and lowest
values of different data vintages. Chart 6 illustrates a similar tendency
in Statistics Iceland's estimates of GDP growth.

The economic crisis and Central Bank forecasts

In the wake of the 2008 banking and currency crisis and the ensuing
global economic crisis, economic activity contracted sharply in Iceland
as it did elsewhere, although Iceland was hit harder than most other
countries (see, for example, Section I). It is therefore interesting to
determine how accurately the Bank forecasted the magnitude of the
contraction in 2009-2010.

The Central Bank published its first forecast for the year 2010
in Monetary Bulletin 2007/3. That forecast assumed that a 2% con-
traction in GDP in 2009 would give way to positive growth in 2010.6
It reflected the unavoidable business cycle adjustment after years
of overheating. The longer the adjustment predicted by the Bank
was delayed, the deeper the forecasted contraction proved to be.
At the beginning of 2008, the Bank's forecasts assumed a combined
4% contraction in GDP in 2009 and 2010. The financial crisis in the

Table 5 GDP growth in 2009-2010 and Central Bank forecasts of the
magnitude of the contraction (%)

GDP GDP Accumulated growth
Monetary Bulletin growth 2009 growth 2010 (contraction) '09-'10
MB 2007/3 -2.0 23 0.3
MB 2008/1 -2.5 -1.5 -4.0
MB 2008/2 -2.0 -1.9 -3.9
MB 2008/3 -8.3 -1.7 -9.9
MB 2009/1 -9.9 -0.8 -10.6
MB 2009/2 -11.0 -0.8 -11.7
MB 2009/3 =941 -2.2 ST
MB 2009/4 -85 -2.4 -10.7
MB 2010/1 =77 -3.4 -10.8
MB 2010/2 -6.5 -2.6 -8.9
MB 2010/3 -6.5 -1.9 -8.3
MB 2010/4 -6.8 -2.6 -9.2
MB 2011/1 -6.8 -2.7 -9.3
MB 2011/2 -6.9 -3.1 -9.8
MB 2011/3 -6.9 -3.1 -9.8
MB 2011/4 -6.7 -3.6 -10.1

5. See, for example, Asgeir Danielsson (2008), “Accuracy in forecasting macroeconomic vari-
ables in Iceland”, Central Bank of Iceland, Working Paper, no. 39.

6. It should be borne in mind that, at this time, the Central Bank was the only domestic
analyst to forecast that an economic contraction was in the offing. The Bank was criticised
harshly for excessive pessimism (see, for example, a comparison of different forecasts in a
survey of other analysts' forecasts, published regularly by the Bank in Monetary Bulletin).
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Chart 5
Revision of gross investment growth

Change from a year earlier (%)

‘01 /02" ‘03 ‘04" ‘05 ‘06 ' ‘07 08 ‘09 ' 10 ' “11

[ Difference between highest and lowest estimates
of Statistics Iceland

—— Statistics Iceland latest estimate

Sources: Statistics Iceland, Central Bank of Iceland.

Chart 6
Revision of GDP growth

Change from a year earlier (%)
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Sources: Statistics Iceland, Central Bank of Iceland.
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autumn of 2008 led to a major revision of the Bank's forecasts. The
revised forecasts provided for an approximately 10% contraction
in GDP in 2009-10, which is turning out to be very close to reality,
although the distribution of the contraction between the two years
has changed. It has emerged that the 2009 contraction was originally
overestimated and a larger share of the downturn took place in 2010
than was assumed at the outset. The total contraction, on the other
hand, was in line with original forecasts, which must be considered
acceptable performance in view of the magnitude and unprecedented
nature of the shock to the Icelandic economy.



Monetary policy and instruments

The objective and implementation of monetary policy
The objective of monetary policy is to ensure price stability. On 27
March 2001, a formal inflation target was adopted, as follows:’

e The Central Bank aims for an annual rate of inflation, measured as
the 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% percentage points 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
again. This report shall be made public.

e The Central Bank shall publish inflation forecasts, projecting infla-
tion three years into the future. Forecasts shall be published in
the Bank's Monetary Bulletin, which shall also contain the Bank's
assessment of the main uncertainties pertaining to the inflation
forecast. The Bank shall also publish its assessment of the current
economic situation and outlook.

Because monetary policy aims at maintaining price stability, it will not
be applied in order to achieve other economic targets, such as a bal-
ance on the current account or a high level of employment, except
insofar as these are 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 by determining the
interest rate for its collateral loan agreements with financial institu-
tions, which then affects other interest rates. Yields in the money mar-
ket also have a strong impact on currency flows and thereby on the
exchange rate, and in the long run on domestic demand. Transactions
between financial institutions and the Central Bank are subject to the
Rules on Central Bank of Iceland Facilities for Financial Undertakings,
no. 553 of 26 June 2009.

Fixed trading instruments

e Current accounts: Current accounts are deposits of financial institu-
tions’ undisposed assets. They also function as settlement accounts
for financial institutions’ transactions and are used for reserve
requirements. The current account rate forms the floor of the
Central Bank interest rate corridor and the interest rate floor in the
interbank market for krénur. Current accounts must always have a
positive balance at the end of each business day.

e Overnight loans: Overnight loans are loans granted by the Central
Bank to financial institutions, upon the request of the latter, until
the following business day. Their primary purpose is to provide

1. Joint declaration of the Government of Iceland and the Central Bank of Iceland. Published
on the Central Bank of Iceland website.
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financial institutions with access to liquidity so as to ensure that
they fulfil reserve requirements and have a positive current account
balance at the end of the day. Overnight loans are granted against
collateral in securities. Overnight interest rates form the ceiling for
overnight rates in the interbank market for krénur.

Regular facilities

Regular facilities can be granted for up to seven days. Their purpose is
to increase or decrease the supply of liquidity in the financial system.
The Central Bank decides in each instance how much liquidity it lends
to financial institutions or drains from the market. In general, Central
Bank facilities are transacted on Wednesdays; however, the Bank may
engage in transactions on other days if necessary. The main types of
regular facilities are:

e Collateralised loans: Collateral loans have a maturity of seven days
or less. Financial institutions must provide collateral that the Bank
deems eligible for Central Bank facilities.

o Certificates of deposit: Certificates of deposit are issued with a
maturity of seven days or less and are sold by the Central Bank to
financial institutions.

In its auctions, the Central Bank may decide to keep interest rates and
prices fixed or give financial institutions the option of bidding on either
or both. The Bank may reject all bids or a portion of them.

Other financial instruments that the Central Bank may use to
increase or decrease market liquidity are repurchase agreements, cur-
rency swap agreements, and term deposits.

Other facilities

The Central Bank may decide to carry out transactions with financial
institutions for periods longer than a week, but with the same financial
instruments as are used in regular facilities.

Reserve requirements

Required reserves apply to financial institutions that are not depend-
ent on Treasury budget allocations 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 that is tied for two years or less. The mainte-
nance period is from the 21st day of each month until the 20th of the
following month, and the two-month average reserve must reach the
stipulated ratio during the period. Reserve requirements do not apply
to foreign branches of Icelandic financial institutions.

Intervention in the foreign exchange market

In keeping with the declaration on the inflation target from 2001,
foreign exchange market intervention is employed only if the Central
Bank deems it necessary in order to promote the attainment of the
inflation target or considers exchange rate fluctuations a potential
threat to financial stability.



Overview of Central Bank interest rates 2 November 2011

Traditional instruments

Current accounts
Overnight loans
Required reserves
Collateralised loans

Current
rate (%)

Certificates of deposit, 28 days

3.75
5.75
3.75
4.75
4.50

Change
(percentage Last interest
points) rate decision

0.25 21 Sep. 2011
0.25 21 Sep. 2011
0.25 21 Sep. 2011
0.25 21 Sep. 2011
0.25 21 Sep. 2011

Central Bank of Iceland interest rate decisions

Interest rate
decision date
2 November 2011
21 September 2011
17 August 2011
15 June 2011
20 April 2011
16 March 2011
2 February 2011

8 December 2010
3 November 2010
22 September 2010
18 August 2010

23 June 2010

5 May 2010

17 March 2010

27 January 2010

10 December 2009
5 November 2009
24 September 2009
13 August 2009

2 July 2009

4 June 2009

7 May 2009

8 April 2009

19 March 2009

29 January 2009

17 December 2008
6 November 2008
28 October 2008
15 October 2008
11 September 2008
3 July 2008

22 May 2008

10 April 2008

25 March 2008

20 December 2007
1 November 2007

6 September 2007

5 July 2007

Central Bank key interest rates, %’

Rate
one year
ago (%)

4.00

7.00

4.00

5.50

5.25

Collateralised

lending rate

4.75
4.50
4.50
4.25
4.25
4.25
4.25

4.50
5.50
6.25
7.00
8.00
8.50
9.00
9.50

10.00
11.00
12.00
12.00
12.00
12.00
13.00
15.50
17.00
18.00

18.00
18.00
18.00
12.00
15.50
15.50
15.50
15.50
15.00

13.75
13.75
13.30
13.30

(0.25)
(0.00)
(0.25)
(0.00)
(0.00)
(0.00)
(-0.25)

(-1.00)
(-0.75)
(-0.75)
(-1.00)
(-0.50)
(-0.50)
(-0.50)
(-0.50)

(-1.00)
(-1.00)
(0.00)
(0.00)
(0.00)
(-1.00)
(-2.50)
(-1.50)
(-1.00)
(0.00)

(0.00)
(0.00)
(6.00)
(-3.50)
(0.00)
(0.00)
(0.00)
(0.50)
(1.25)

(0.00)
(0.45)
(0.00)
(0.00)

1. Change from last decision in parentheses.

Financial
institutions’ current
account rates

3.75 (0.25)
3,50 (0.00)
3,50 (0.25)

3.25 (0.00)

3.25 (0.00)

3.25 (0.00)

3.25 (-0.25)

350 (-0.50)
4.00 (-0.75)
4.75 (-0.75)
550 (-1.00)
6.50 (-0.50)
7.00 (-0.50)
7.50 (-0.50)
8.00 (-0.50)

8.50 (-0.50)
9.00 (-0.50)
9.50  (0.00)
9.50  (0.00)
9.50  (0.00)
9.50  (0.00)
9.50 (-3.00)
12,50 (-1.50)
14.00 (-1.00)
15.00  (0.00)

15.00 (-2.50)
1750  (0.00)
1750  (6.00)
11.50 (-3.50)
15.00  (0.00)
15.00  (0.00)
15.00  (0.00)
15.00  (0.50)
1450 (1.25)

13.25  (0.00)
13.25  (0.50)
12.75  (0.00)
12.75  (0.00)

Maximum rate
on 28-day

4.50
4.25
4.25
4.00
4.00
4.00
4.00

4.25
5.25
6.00
6.75
7.75
8.25
8.75
9.25

9.75
10.00

CDs

(0.25)
(0.00)
(0.25
(0.00)
(0.00)
(0.00)
(-0.25)

(-1.00)
(-0.75)
(-0.75)
(-1.00)
(-0.50)
(-0.50)
(-0.50)
(-0.50)

(-0.25)
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Economic and monetary chronicle

April 2011

On 8 April, the Financial Supervisory Authority announced that it had
recalled Askar Capital's, SPB hf.'s and VBS Investment Bank Ltd.'s com-
mercial banking licence.

On 9 April a national referendum was held on Act no. 13/2011 which
gave the Minister of Finance the authority to guarantee the repay-
ment by the Icelandic Depositors’ and Investors’ Guarantee Fund of
the British and Dutch governments' cost of the minimum guarantees
of deposits in branches of Landsbanki in the United Kingdom and Hol-
land, and to pay the remainder, with interest, of those commitments.
The President of Iceland had referred the case to a national referen-
dum on 20 February. The turnout was 75% and the bill was rejected
by 59.77 % against 40.23%.

On 11 April the Financial Supervisory Authority authorised the transfer
of a specified operating part of EA Investment Company hf. (previ-
ously MP Bank hf.) to MP Bank hf. (previously nb.is — Savings Bank)
and granted the new bank a commercial banking licence. At the same
time the company's licence as a savings bank expired. The Financial
Supervisory Authority also concluded that Titan Investment Company
ehf. was qualified to hold an active share, up to 20%, in the new MP
Bank hf.

On 15 April the Central Bank of Iceland, on behalf of the Treasury, of-
fered to purchase, at par, any or all of the foreign-denominated Treas-
ury bonds maturing in 2011 and 2012. The bonds in question were
two bond series which were originally in the nominal amount of 1.250
million euros. The offer was an element of the Treasury's liquidity and
debt management strategy and the Central Bank of Iceland’s reserve
management strategy. The invitation stood until 5 May 2011.

On 20 April the Icelandic Competition Authority imposed a per-diem
fine on the Central Bank of Iceland in order to force the hand-over of
information on individual banks' and savings banks' loans which the
Central Bank regarded as confidential information. The fines should
amount to 1.5 m.kr. per day until the information was handed over.
The fines were cancelled after the lending institutions in question au-
thorised the Central Bank to hand over the requested information.

On 20 April Moody's Investors Service affirmed the Republic of Ice-
land's Baa3 government bond ratings for domestic and foreign long-
term obligations with a negative outlook, following the rejection of the
Icesave bill in the national referendum of 9 April. Previously, the rating
agency had implied that a rejection of the bill would be likely to result
in the lowering of Iceland’s ratings. In Moody's announcement on 21
April it was stated that the positive outlook on payments from the
old Landsbanki estate, Iceland's performance in the IMF programme
and the support of the Nordic governments following the referendum
resulted in unchanged ratings.

vellOT N
N

NIL31TN8 AYVLINOW



N
(0]

ONETARY BULLETIN

0114

M
2

ECONOMIC AND
MONETARY CHRONICLE

On 20 April the Monetary Policy Committee of the Central Bank of
Iceland decided to keep the Bank's interest rates unchanged. The de-
posit rate (current account rate) remained 3.25%, the maximum bid
rate for 28-day certificates of deposit (CDs) 4.0%, the seven-day col-
lateralised lending rate 4.25%, and the overnight lending rate 5.25%.

May 2011

On 2 May the Icelandic Authorities handed the EFTA Surveillance Au-
thority a letter from the Minister of Economic Affairs, in which the
claim that Iceland had violated the deposit guarantee directive of the
European Union was rejected, and the demand made that the case
would be withdrawn. It was pointed out that the Landsbanki estate
would cover almost all depository claims, disbursements would begin
soon and the actions of the United Kingdom and Holland had delayed
the settlement.

On 5 May new wage settlements were signed between the national
member associations and the largest unions within the Icelandic Con-
federation of Labour (ASI) and the Confederation of Icelandic Employ-
ers (SA). The main pillars in the settlements are; a general percentage
increase of wages above a certain monthly wage and a kréna increase
in basic wage rates below that limit, a rise in the minimum wage insur-
ance, and a one off payment to compensate for the delay in reaching
a settlement. Similar settlements were also made in other parts of both
the private and the public sector. The contracts expire on 31 January
2014, if the assumptions underlying the wage settlements hold. The
contracts would have expired on 1 February 2012 if some of the as-
sumptions of the settlements had not been implemented before 22
June 2011. The assumptions underlying the wage settlements that
have to be fulfilled upon the review of the contract in 2012 are that;
real wages must have increased from December 2010 to December
2011, price levels must have been stable, and the exchange rate of
the kréna must have strengthened significantly from the signing of the
contract up until year-end 2011. Upon the later revision in 2013, real
wages must have risen between December 2011 and December 2012,
twelve-month inflation must be below 2.5% in December 2012 and
the exchange rate index within 190 in that same month. According to
the contracts, monthly wages over 282,353 kr. will rise by 4.25% on 1
June 2011, wages over 314,286 kr. by 3.5% on 1 February 2012 and
wages over 338,462 kr. by 3.25% on 1 February 2013. Wage rates
below these thresholds are to rise by 12 thousand kr. on 1 June 2011
and 11 thousand kr. on 1 February, in both 2012 and 2013. The mini-
mum wage guarantee for full-time work will be 204 thousand kr. per
month by the end of the contract time, which is an increase of 23.6%.
Employers' expenses will increase only marginally because of the in-
crease in the minimum wage guarantee since these wages only apply
to a small minority of workers. The one off payment to compensate
for the delay in reaching a settlement is 75 thousand kr., 50 thousand
to be paid when the contract had been accepted by members and
25 thousand kr. in connection with holiday and December bonuses
in 2011. It is estimated that the gross expenses for employers will be
around 13% over the contract period, or around 4.3% on average per



year. Employers' net expenses will be lower since the payroll tax will
decrease as unemployment subsides, according to the Government's
statement.

Upon the signing of the wage contracts, the Government an-
nounced that personal credit against income taxes would be indexed
to the CPI, social security and unemployment benefits would rise in
line with wages, income-indexation of child benefits and interest relief
would be reviewed, and payroll taxes would be lowered in line with
decreases in unemployment expenses. The Government stipulated the
expansion of companies’ tax environment, reformation of require-
ments on best practice in business and improvements in employees'
position upon bankruptcy. The Government announced that it was its
and labour market parties’ collective aim for the share of investment of
GDP to increase and not to be lower than 20% by the end of the con-
tract period, which amounts to investment being at least 350 b.kr. per
year. A campaign to increase study opportunities for the unemployed
was promised, with 2 b.kr. to be shifted from unemployment benefits
to study opportunities. The Government pledged to work towards the
co-ordination of pension rights without compromising the acquired
rights of public employees, and to aim for it to be introduced in Parlia-
ment before the end of the session. Ultimately, the government prom-
ised to show relevant business associations its proposals for changes in
the Fisheries Management Act before introducing them in Parliament.

On 6 May the Central Bank announced that it had been decided to
purchase, at par value, foreign Treasury bonds for approximately 346
million euros (roughly 57 b.kr.). The bonds will mature in 2011 and
2012. The purchase was the outcome of a tender among investors
in Treasury bonds which was announced on 15 April. The two bond
series in question were in the original nominal amount of 1.250 million
euros (total 204 b.kr.). Prior to the purchase approximately 800 million
euros (130 b.kr.) were outstanding.

On 16 May Fitch Ratings revised the outlook for Iceland's ratings to
stable from negative.

On 17 May ratings agency Standard & Poor's affirmed the Republic of
Iceland’s credit rating for foreign obligations. The rating for domestic
long-term obligations was lowered to BBB-.

On 23 May the Central Bank offered to purchase Icelandic krénur for
cash payment in foreign currency. The auction is an element in the re-
moval of restrictions on movement of capital as set forth in the Central
Bank's capital account liberalisation strategy, published on 25 March
2011. The Central Bank offered to purchase 15 b.kr. in return for pay-
ment in euros. The objective of these initial measures in Phase | of the
capital account liberalisation strategy is to enable investors to sell their
kréna assets in an orderly manner if they so choose.

June 2011

On 3 June the Executive Board of the International Monetary Fund
completed the fifth review of Iceland's economic programme. It was
also agreed to merge the two last reviews into one. Upon the comple-
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tion of the review the sixth instalment of the IMF loan, equivalent to
SDR 140 million or 26 b.kr., became available.

On 7 June an auction in which the Central Bank purchased Icelandic
krénur against cash payment in foreign currency took place. The offer
was announced on 23 May. The auction was structured so that all ac-
cepted offers were based on the exchange rates submitted. In all, of-
fers were submitted for 61.13 b.kr. and offers amounting to 13.4 b.kr.
were accepted. The average accepted price was 218,89 kr. per euro,
with the minimum price of accepted offers being 215 kr. per euro.

On 9 June the Treasury completed contracts on the issue of bonds
for 1 billion USD, or roughly 114 b.kr. The bonds have fixed interest
rates and a maturity of five years with a 4.993% yield, which reflects
a 3.20% premium over interest rates in the interbank market. The
transaction was well received by investors and demand amounted to
2 billion USD.

On 10 June 2011 Parliament passed Act no. 64/2011 amending Act
no. 65/2007, on the emission of greenhouse gases. The amendment
incorporates the emission trading system of the European Union into
Icelandic law.

On 10 June Parliament passed Act no. 78/2011, amending Act no.
161/2002 on financial undertakings. The amendments strengthen the
executive rights of claimants and resolution committees to dispose of
assets, strengthen the rights of claimants in other countries regarding
termination, make a competence requirement for membership in reso-
lution committees, confirm the Financial Supervisory Authority's rights
of surveillance of wind-up committees and resolution committees and
stipulate their obligation to inform claimants of all sizable dispositions.

On 10 June Parliament passed Resolution no. 42/139 on the appoint-
ment of a committee to investigate the fall of the savings banks.

On 11 June Parliament passed Act no. 70/2011 amending the Fisher-
ies Management Act. The changes increase the share of inshore fishing
and allocate an additional quota of several species against payment.
Deductions on regional catch quota and inshore fishing will from now
on be partly levied on all fishing licences rather than by species types
and, in inshore fishing, there will be restrictions on multi-vessel op-
erations. Regional quotas are increased and fishing fee for fisheries in
general raised from 9.5% to 13% of its calculated base with 15% of
the fee being accrued by municipalities.

On 11 June Parliament passed Act no. 73/2011 which implemented
items in the Government's statement in connection with the wage
contracts in May.

On 11 June Parliament passed Act no. 81/2011 which extended the
provisional authority of the Central Bank of Iceland to limit or stop
certain categories of capital movements, and foreign exchange trans-
actions in connection with them, until 30 September 2011.

On 14 June the Financial Supervisory Authority announced the au-
thorisation of the merger of Avant hf. and SP fjarmdgnun hf. with
Landsbankinn hf. under the name of Landsbankinn.



On 15 June the Monetary Policy Committee of the Central Bank of
Iceland decided to keep the Bank’s interest rates unchanged. The de-
posit rate (current account rate) remained 3.25%, the maximum bid
rate for 28-day certificates of deposit (CDs) 4.0%, the seven-day col-
lateralised lending rate 4.25%, and the overnight lending rate 5.25%.

On 16 June the Central Bank offered to purchase euros against pay-
ment in Treasury bonds. The auction was an element in the capital
accounts liberalisation. The aim of these measures was to recoup the
foreign currency that the Central Bank of Iceland used to purchase
offshore krénur in the previous auction and sell krénur to buyers that
are prepared to hold them for at least five years. The Central Bank of-
fered to purchase 64 million euros against payment in Treasury series
RIKS 30 0701.

On 23 June Registers Iceland presented its annual real estate evalu-
ation, which will be the basis of tax assessment in 2012. The overall
evaluation of properties rises by 6.8% and will be roughly 4,400 b.kr.
The overall evaluation of residential property rises by 9%.

On 24 June the Financial Supervisory Authority announced it had re-
voked Keflavik Savings Bank's commercial banking licence due to the
ruling of the dissolution of the Savings Bank.

On 28 June the auction that was announced on 16 June took place.
Offers were submitted for a total of 71.8 million euros, and offers for
61.74 million euros were accepted. The auction was structured with
a single-price format, so that all accepted offers were made available
to primary dealers at the same price, which was set at 210.00 kr. per
euro. Purchasers received indexed Treasury bonds in the series RIKS 30
0701 as payment for the foreign currency.

July 2011

On 4 July the Financial Supervisory Authority announced that its Board
had passed rules on the wage bonus system of financial undertakings
as was stipulated with the amendment to laws on financial undertak-
ings. Annual wage bonuses may not be higher than 25% of annual
pay without a bonus, and the disbursement of a portion of the wage
bonus shall be delayed by at least 3 years. A wage bonus must be
related to performance.

On 5 July the Minister of Fisheries and Agriculture announced his deci-
sion on total allowable quota for the fishing year 2011/2012. The al-
lowed quota of cod increases by 17 thousand tons, the allowed quota
of haddock decreases by 5 thousand tons, redfish allowances increase
by 12 thousand tons and the total of allocated quotas by 32.5 thou-
sand tons.

On 6 July the Central Bank offered to purchase Icelandic krénur in
return for cash payment in foreign currency. The auction was an ele-
ment in the removal of restrictions on movement of capital. The Bank
offered to purchase 15 b.kr. in return for payment in euros.

On 12 July the Central Bank announced the results of an auction of
foreign currency in return for payment in Icelandic krénur which was
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introduced on 6 July. In all, offers were submitted for 52.2 b.kr. and
offers amounting to 14.9 b.kr. were accepted. The minimum price of
accepted offers was 215.00 kr. per euro but the average accepted
price was 216.33 kr. per euro. Offers over the minimum price were
accepted in full, and those equal to the minimum price were accepted
pro rata, at a percentage of 44.0%.

On 13 July an agreement between Byr and [slandsbanki was an-
nounced in which the bank will provide Byr with new equity and at
the same time purchase Byr Resolution Committee’s and the Ministry
of Finance's share in the savings bank. The companies will then merge
under the name of slandsbanki, contingent on approval by the Ice-
landic Competition Authority and the Financial Supervisory Authority.

On 14 July the Parliamentary Ombudsman notified the Central Bank
of Iceland of the Icelandic Households' Coalition's opinion that the
Bank's Rules no. 492/2001 on indexation lacked legal basis. In Article
13 of Act no. 38/2011 on interest and indexation it is stipulated that
the payments of loans should be indexed, rather than their principal as
the Rules stipulate. Therefore, it is the Coalition’s opinion that financial
institutions' collection of indexed claims is illegal. In its reply dated 30
August 2011 the Central Bank pointed out that the Rules were set in
accordance with instructions in the Act and that in practice, payments
would invariably be the same whether the wording of the Act or the
Rules is followed. Thus the Central Bank regulation could not be at
odds with the rule of law.

On 15 July the Minister of Fisheries and Agriculture published an or-
dinance as per recent legislation and increased the fishing fee for the
kilo equivalent of cod by 6.44 krénur, to 9.46 krénur. The Treasury's
estimated income from the fee increases, from 2.7 b.kr. per year, to
4.5 b.kr. The increase stems from both extended quota permits and
the increase in the fishing fee.

On 21 July the Financial Supervisory Authority recalled Glitnir Bank’s
hf. and Kaupthing Bank's hf. commercial banking licence.

On 26 July the Government Account for the year 2010 was published.
The Treasury's expenses in excess of income amounted to 123 b.kr,,
compared to 139 b.kr. in 2009. Income without interest increased by
13%% due to an increase in tax revenue. Expenses increased by 4%
from year to year and exceeded the budget by 7%2%. If interest, pen-
sion commitments, debt write-offs and other factors connected with
the economic crisis of 2008 are overlooked, expenses decreased by
3% in nominal terms and 8% in real terms. By those standards, the
Treasury was within the budget.

On 28 July it was announced that the Central Bank of Iceland Holding
Company ehf. had completed the sale of a 52.4% share in Sjova-Al-
mennar Insurance hf. in accordance with a contract dated 18 January
2011. The buyer was SF1 slhf., a company in the supervision of Stefnir
hf. The sale had been approved by the Financial Supervisory Authority
and the Icelandic Competition Authority.



August 2011

On 2 August the Central Bank of Iceland offered to purchase 72 mil-
lion euros against payment in Treasury bonds. The auction was an
element in the removal of capital controls, as set forth in the capital
controls liberalisation strategy dated 25 March 2011. The aim of these
measures was to recoup the foreign currency that the Central Bank of
Iceland used to purchase krénur in the previous auction and sell kronur
to buyers that are prepared to hold them for at least five years.

On 4 August it was noted that the EFTA Court had pronounced that
the Icelandic Authorities were unauthorised to stipulate that workers,
who are temporarily sent to Iceland, should hold rights which are re-
served for Icelandic workers in the Icelandic labour market, if the rights
are in excess of the accounted minimum rights of these workers in the
relevant EFTA Directive.

On 16 August the Central Bank of Iceland published the results of a
foreign currency auction that was announced on 2 August with the
auction amount of 72 million euros. Offers were submitted for a total
of 3.4 million euros and all offers were accepted in full. The auction
was structured with a single-price format, so that all accepted offers
were made available to primary dealers at the same price, which was
set at 210.00 kr. per euro. Purchasers received indexed Treasury bonds
as payment for the foreign currency.

On 17 August the Monetary Policy Committee of the Central Bank of
Iceland decided to raise the Bank's interest rates by 0.25 percentage
points. The current account rate therefore became 3.5%, the maxi-
mum rate on 28-day certificates of deposit (CDs) 4.25%, the seven-
day collateralised lending rate 4.50%, and the overnight lending rate
55%.

On 26 August the Executive Board of the International Monetary Fund
completed the sixth and final review of Iceland’s economic programme.
The completion of this review enabled the immediate disbursement of
an amount equivalent to SDR 280 million which is equal to 51 b.kr. In
total, the IMF loan to Iceland amounted to SDR 1.4 billion or 257 b.kr.
Additionally the Nordic countries and Poland lent roughly 150 b.kr. in
connection with the economic programme, and granted lending facili-
ties of a total of roughly 160 b.kr.

On 31 August it was announced that an agreement had been reached
on the acquisition of the consultancy division of Saga Investment Bank
by MP bank.

On 31 August the Financial Supervisory Authority granted Straumur
IB hf. licence as a credit institution in accordance with legislation on
financial institutions.

September 2011

On 1 September Arion Bank introduced non-indexed housing loans
with maturity of 25 or 40 years. The loans bear an interest of 6.45%
up to a 60% loan-to-value ratio and they are fixed for the first five
years. Additional loans up to a loan-to-value ratio of 80% bear 7.55%
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interest. The interest rates will be re-evaluated in five years in line
with market rates. Customers can then decide whether to continue,
change their loan format, or pay the loan without pre-payment pen-
alty. Other financial institutions followed suit and offered compatible,
non-indexed loans.

On 2 September Parliament passed Act no. 103/2011 amending the
Social Security Act and the Act on the Legal Status of Employees upon
the Change of Ownership of Companies. A stipulation on the extend-
ed duration of income-related benefits in proportion to rights to such
benefits as regards a full-time position against used rights of benefits,
was extended. Also, it was stipulated that an entity that takes over
a company assumes duties towards employees according to current
contracts. The amendments were made in connection with the Gov-
ernment'’s involvement in the wage settlements in May.

On 8 September, the Minister of Fisheries and Agriculture announced
an initial quota of 181 thousand tons for capelin vessels for the up-
coming season.

On 16 September Parliament passed Act no. 119/2011, amending Act
no. 161/2002 on Financial Undertakings, with subsequent amend-
ments (owners' equity, high risk, securitisation etc.). The main purpose
of the legislation was to introduce into Icelandic law the content of EU
Directive no. 2009/111/EB, but also to make minor changes to other
stipulations in the legislation, such as Paragraph 4, Art. 52, on the
eligibility of board members of Financial Institutions.

On 17 September Parliament passed Act no. 120/2011 on Payment
Services, which legalises the European Payment Service Directive no.
2007/64/EB and sets an integral legislation on payment services. The
aim of the directive is to create an integral, coordinated and modern
regulatory framework for payment services within the European Eco-
nomic Area. In the legislation there are for example extensive stipula-
tions on rights and duties of users and providers of payment services.

On 17 September Parliament passed Act no. 122/2011, amending the
Act on Mandatory Insurance of Pension Rights and the Operation of
Pension Funds. The competence requirements of directors and board
members were increased and warranties to withdraw third-pillar pen-
sion savings were expanded.

On 17 September Parliament passed Act no. 123/2011, amending the
Act on the Mandatory Insurance of Pension Rights and the Operation
of Pension Funds. Pension funds were authorised to own and operate
residential property, establish companies to operate residential prop-
erty or enter into contracts with private parties on such operations.

On 17 September Parliament passed Act no. 127/2011, amending
the Act on Foreign Exchange, the Act on Customs and the Act on the
Central Bank of Iceland, as well as legalising rules previously issued by
the Central Bank on capital controls. The mandate for the capital con-
trols is extended until year-end 2013. The duration of related clauses
in the legislation on customs and the legislation on the Central Bank of
Iceland is extended to the same date.



On 17 September Parliament passed Act no. 128/2011 on mutual
funds, investment funds and institutional investment funds. Institu-
tional investment funds thereby fall under older legislation that conse-
quently covers all mutual investment funds. The legislation also incor-
porates into Icelandic law EU Directive 2007/16/EB on amendments to
the directive on mutual investment in transferable securities (UCITS).
Other principal amendments are: the constriction of investment au-
thorisations, tightened requirements for the operation of funds and an
increased obligation to inform customers.

On 17 September Parliament passed Act no. 134/2011, amending the
Act on Housing Affairs, no. 44/1998, with subsequent amendments.
With the legislation, the Housing Financing Fund is authorised to of-
fer non-indexed loans, but according to the previous legislation, HFF-
securities must be indexed in accordance with the Consumer Price
Index. It is also stipulated that interest of indexed HFF-securities shall
be fixed for the entire credit period, but that interest of non-indexed
HFF-securities can be variable.

On 17 September Parliament passed Local Government Act no.
138/2011. The main changes in local government finances are that
budgets and financial statements are to be handed in earlier than be-
fore, and deviations from the budget require a supplementary budget.
In every three-year period, total expenses of a municipality and its
institutions may not exceed regular income for that period and the
total of debt and commitments must not be higher than 150% of
regular income. Local Governments are given ten years to adjust to
the legislation.

On 21 September the Monetary Policy Committee of the Central Bank
of Iceland decided to keep the Bank's interest rates unchanged. The
current account rate remained 3.5%, the maximum rate on 28-day
certificates of deposit (CDs) was 4.25%, the seven-day collateralised
lending rate 4.5%, and the overnight lending rate 5.5%.

On 26 September the Financial Supervisory Authority ruled that fs-
landsbanki hf. was qualified to handle such a large (active) share in
BYR hf., that BYR would become its subsidiary.

On 28 September the Financial Supervisory Authority revoked the col-
lection licence of SPRON Factoring hf., the operating license of Vextir
hf.-securities handling as well as, partially, the commercial banking
licence of Landsbanki Island hf. (the old Landsbanki), due to the ruling
of the resolution of the Bank.
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Tables and charts

Tables and charts are generally based on statistical information available on 28 October 2011. A list of symbols is on p. 2.
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BLES AND CHARTS

Chart 1
Consumer price inflation 1940-2010

Yearly averages of CPI

Change between annual averages (%)

940 1950 1960 1970 1980 1990 2000 2010

Source: Statistics Iceland.

Chart 3

Growth of GDP, private consumption and
gross fixed capital formation 1980-2010

TT T T T T T T T T T T T T T T T T T T T T T T T TTTT
‘80 '82 '84 '86 '88 '90 '92 ‘94 '96 '98 ‘00 '02 '04 '06 '08 ‘10

— Gross fixed capital formation
—— Private consumption
— GDP

1. Preliminary data 2010.
Source: Statistics Iceland.

Chart 5

Economic growth Q1/1998 - Q2/2011"
Volume change in GDP

1. Latest data are preliminary.
Source: Statistics Iceland.
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Chart 2
Economic growth 1945-2010"

Change in real GDP between years

T T T T T T
1950 1960 1970 1980 1990 2000 2010

1. Preliminary data 2010.
Source: Statistics Iceland.

Chart 4

Private consumption, public consumption
and gross fixed capital formation 1980-2010"
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25

LIS L I 0]
‘80 ‘85 ‘90 ‘95 ‘00 ‘05 ‘10

—— Gross fixed capital formation (right)
— Public consumption (right)
~— Private consumption (left)

1. Preliminary data 2010.
Source: Statistics Iceland.

Chart 6

Components of economic growth
Q1/1998 - Q2/2011"

Year-on-year change (%)

'98'99''00' ‘01 '02"'03 04 05 06 07 "'08 09 101

= Public consumption
——  Gross fixed capital formation

~—  Private consumption

1. Latest data are preliminary.
Source: Statistics Iceland.
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Chart 7

Gross national saving and Chart 8

fixed capital formation 1960-2010" Current account balance 1945-2010"
% of GDP  %.0f GDP

0 T T T T T T T T T T T T T T T 1
‘60 ‘65 ‘70 ‘75 ‘80 ‘85 '90 ‘95 ‘00 ‘05 10 ‘45 ‘55 ‘65 ‘75 ‘85 ‘95 ‘05 10

1. Preliminary data 2010.

— Gross fixed capital formation
Source: Statistics Iceland.

—— Gross national saving

1. Preliminary data 2010.
Source: Statistics Iceland.

Chart 10

Chart9 Exports and imports of services
Merchandise trade January 1996 - August 2011 Q1/1996 - Q2/2011"
3-month moving averages at fixed exchange rates At constant exchange rate
12-month change (%) pa Year-on-year change (%)
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—— Merchandise imports — Services exports
— Merchandise exports — Services imports
Sources: Statistics Iceland, Central Bank of Iceland. 1. Latest data are preliminary.

Sources: Statistics Iceland, Central Bank of Iceland.

Chart 11 Chart 12
iy 1
External debt and assets Q1/1998 - Q2/2011" Net external debt position 1980-2010
At current prices At end of year
% of GDP 0% of GDP
600-—- """~ """~~~ -~~~ -100
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I Direct investment abroad
Bl Portfoli t -
ortiolio assets —— Net foreign debt
Il Other investment assets excl. reserves
0 Direct investment in Iceland 1. Latest data are preliminary.
B Portfolio liabilities Sources: Statistics Iceland, Central Bank of Iceland.
@ Other investment liabilities

International investment position

1. Latest data are preliminary.
Sources: Statistics Iceland, Central Bank of Iceland.
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Chart 13

Real effective exchange rate
of the Icelandic kréna 1960-2010"
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1. Preliminary data 2010.
Source: Central Bank of Iceland.

Chart 15

Treasury borrowing and credit budget balance
1990-2010
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1. Including increase in pension fund commitments and outstanding
long-term interest.
Sources: Financial Management Authority, Treasury accounts.

Chart 17

Household debt as percentage
of disposable income 1980-2010"
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1. New classification from 2003 (blue columns). Estimate for 2010.
Sources: Statistics Iceland, Central Bank of Iceland.

Chart 14

General government revenues and expenditures
1978-2010
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Source: Statistics Iceland.

Chart 16

General government balance and debt
1980-2010
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1. Debt is excluding civil service pension liabilities, assets including cash
position but excluding equity holdings.
Sources: Statistics Iceland, Treasury accounts.

Chart 18
Real wages January 1990 - September 2011

5 12-month change (%)

Source: Statistics Iceland.
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Chart 19

Unemployment and labour participation
January 1996 - September 2011’
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1. Statistics Iceland's labour market survey 1996-2011.
Sources: Directorate of Labour, Statistics Iceland, Central Bank of Iceland.

Chart 21

Long-term interest rates
January 1997 - September 2011

At end of month

— 25-year housing bonds

—— Indexed bank loans

—— 15-year Treasury bonds

= 30-year HFF bonds (HFF150434)

Source: Central Bank of Iceland.

Chart 23

M3, DMB lending and base money
January 1997 - September 2011"
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—— Base money (right)
— DMB lending (left)
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1. Latest data are preliminary.
Source: Central Bank of Iceland.
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Chart 20

Short-term interest rates
January 1997 - September 2011

At end of month

—— 3-month Treasury bills
—— 3-month REIBOR on the interbank market
—— Central Bank 7-day collateral lending rate

Source: Central Bank of Iceland.

Chart 22
Real yield and broad money 1960-2010"

Real yield on non-indexed bank loans and M3 as percent of GDP
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1. Latest data are preliminary.
Source: Central Bank of Iceland.

Chart 24

Deposit money bank lending by sector
January 1998 - September 2011"
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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.
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Chart 25

Growth of credit system lending
Q1/1994 - Q3/2008

Lending by sectors’

12-month % change
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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.

Chart 27

Reserve assets and Central Bank
net foreign positon, Q1/1996 - Q3/2011"
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Bl Gross reserves
—— Net foreign position

1. Latest data are preliminary.
Source: Central Bank of Iceland.
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Chart 26

Credit system liabilities at end of year

1990-2007

Balance at year-end at current prices
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Source: Central Bank of Iceland.
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