
I Inflation outlook and monetary policy

Inflation lower than forecast, but substantial imbalances cloud 

the long-term outlook

The policy interest rate was increased by 3.75 percentage points 
in 2006, most recently by 0.25 percentage points in December to 
14.25%. As a result of the tight monetary stance, inflation over the 
past six months turned out considerably lower than the Central Bank’s 
forecasts in July and November had indicated. Inflation expectations 
are also quite markedly lower. High short-term interest rates and rela-
tively favourable international financial conditions bolstered the króna 
over the past five months compared with the November forecast, and 
global oil and petrol prices fell. Furthermore, wages have risen by less 
than was assumed in previous forecasts. 

The outlook is for considerably lower inflation over the next 
three months, in particular due to a substantial base effect when the 
inflationary spike in spring 2006 is no longer included in the twelve-
month index measurements. In fact, the base effect was also felt in 
March, but the main driver of the drop in headline inflation then was 
a cut in indirect tax rates. In spite of the strong base effect in March, 
inflation rose to 7.7% if the tax effect is excluded, and underlying 
inflation reached its highest level since 2002. Nonetheless, both 
underlying and headline inflation appear likely to decrease rapidly 
over the next few months. The intensity of the base effect’s contribu-

1.  This article uses data available on March 27, 2007 but the forecast is based on data until 
March 15.

Sources: Reuters EcoWin, Central Bank of Iceland.

%

Chart I-1

Central bank policy interest rates

Daily data January 1, 1998 - March 22, 2007

0

2

4

6

8

10

12

14

16

‘07‘06‘05‘04‘03‘02‘01‘00‘99‘98

Iceland

USA

Euro area
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Extensive adjustment ahead 

The tight monetary stance over the past half-year has brought considerable results, even though inflation is still 
above target and appears set to remain so for some time, at least if one looks beyond the temporary effects 
of lower consumption taxes on measured inflation. Inflation has decreased somewhat since the Central Bank 
published its macroeconomic and inflation forecasts in November and the short-term inflation outlook has 
improved. A tight monetary stance subdues demand growth and contributes to a strong króna, thus preventing 
the surge in wages over the past year from being passed unhindered to domestic prices. But it is too early to 
celebrate victory over inflation. Part of the recent disinflation is explained by factors that are or could prove 
short-lived, such as tax effects, base effects, a fairly strong króna and lower fuel prices. The enormous current 
account deficit in 2006 signals a need for extensive macroeconomic adjustment that partly could be channelled 
through exchange rate pressures, especially if conditions in global capital markets deteriorate. Global liquid-
ity conditions may critically affect the timing and scope for easing the monetary stance. The inflation forecast 
presented below indicates that the policy rate needs to be kept close to the current rate until Q4 this year, even 
if the exchange rate remains relatively stable. Less favourable exchange rate developments or a new phase of 
investment in the aluminium and power sectors could require a rise in the policy rate and defer the monetary 
easing even further. Demand will contract substantially over the coming years, if the baseline forecast holds. 
However, the current account deficit would remain very large over the forecast horizon even though the trade 
deficit will have all but disappeared. Hence exchange rate developments may turn out less favourable than 
assumed in the forecast. 
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tion to disinflation over that period will largely depend upon whether 
the króna retains its current strength.

Demand growth and the current account deficit were 

underforecast

Although some progress has been made, the disinflation process is not 
as firmly in place as would be desirable. Domestic demand growth has 
decreased by less than was previously forecast. Coupled with subdued 
exports and growing external interest payments, this caused the cur-
rent account deficit to widen substantially in the second half of 2006, 
instead of the forecast contraction. Thus the outlook for achieving a 
sustainable current account balance within the space of a few years 
has deteriorated, unless domestic demand shrinks by more than previ-
ously forecast. The exchange rate could thus come under pressure if 
global financial conditions turn downwards and the deficit becomes 
more difficult to fund. A rapid depreciation of the króna could channel 
the lagged pass-through of last year’s higher wage costs to the price 
level, thereby fuelling further wage drift.

The medium-term outlook will depend on the timing and chan-
nels of macroeconomic adjustment. A current account deficit on the 
scale measured in 2006 indicates that a sharp contraction of domestic 
demand is a prerequisite for lasting price stability. A delayed adjust-
ment would imply further accumulation of net external debt, hence 
an even bigger deficit on the income account, and ultimately a larger 
cumulative adjustment required to bring the external accounts into 
a sustainable position. In particular, investment in 2006 is estimated 
to have overshot forecasts and the contraction this year is smaller 
than previously forecast. Business and household confidence surveys, 
real estate market indicators, continued strong employment growth 
despite a domestic labour shortage and robust capital goods imports 
all indicate that gross fixed capital formation is still running high. The 
above indicators and other data published in recent months corrobo-
rate the Central Bank’s view that the interpretation of the low GDP 
growth shown in preliminary national account figures for Q3/2006 as 
a sign of abrupt easing of inflationary pressures in the economy, as 
was claimed in some circles, was not appropriate. Recent data sup-
port the Central Bank’s assessment, on which the policy rate hike in 
December was based, that there was a need for monetary policy to 
remain tight over an extended period.

New baseline forecast design

The Central Bank’s macroeconomic and inflation forecasts are pre-
sented here in a new form. The baseline forecast assumes a policy 
interest rate path that the Bank’s staff considers optimal for attaining 
the inflation target. The policy rate path is chosen with the aim of 
bringing inflation as close as possible to 2½% within an acceptable 
timeframe and stabilising it close to that target afterwards. In this way, 
monetary policy can provide a credible anchor for inflation expecta-
tions. If inflation is close to target and inflation expectations remain 
steady around it, there may be some scope for taking output and 

Sources: Statistics Iceland, Central Bank of Iceland.
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unemployment fluctuations into account when the policy rate path is 
decided, but such conditions are currently not at hand. 

Confidence limits are presented for the policy rate to underline 
the uncertainties surrounding the forecast. Forecasts for the output 
gap, inflation and the exchange rate are presented in the same for-
mat. The Central Bank underlines that the policy rate path is based 
on current data and is liable to change over time as new data become 
available. 

Alternative scenarios for unfolding economic developments are 
also taken into account in determining the policy rate path and its 
confidence limits. The confidence limits are conditioned on achieving 
an acceptable inflation scenario, at least in the medium run, even if 
the alternative scenarios actually materialise. 

Another change in the presentation of the baseline forecast is 
a lengthening of the forecast horizon. This is necessary in order to 
allow the rationale behind the chosen policy rate path to be properly 
explained. An endogenous policy rate path is a precondition for eco-
nomically meaningful and consistent long-term forecasting. 

Benefits of publishing an optimal policy rate path

There are three main benefits of presenting the baseline forecast with 
a policy rate path that aims to attain the inflation target within the 
horizon. First, forecasting quality should improve since all data avail-
able to the Central Bank’s forecasters are used. Second, the risk of 
the Central Bank’s inflation forecasts fuelling inflation expectations by 
showing inflation above target without inducing a monetary policy 
response should be reduced. Third, expectations of households, busi-
nesses and market agents about the policy rate path ought to align 
more closely to the Central Bank’s own expectations about the policy 
rate path. This should facilitate monetary policy transmission via the 
interest rate channel. However, the Central Bank of Iceland has not 
moved as far towards greater transparency as have the central banks 
of New Zealand, Norway and Sweden, which publish the expected 
policy rate path of their monetary policy decision makers, rather than 
staff. The main advantage of such a commitment is to strengthen 
even further the Central Bank’s impact on market expectations about 
the policy rate path.2 The Board of Governors of the Central Bank of 
Iceland is considering whether to take such a step later, in view of the 
experience of the current arrangement.

A high policy rate is necessary to attain the inflation target

The baseline forecast in Chart I-4, which is discussed in more detail 
in the following sections, shows the policy rate path that the Central 
Bank staff considers compatible with the target of bringing inflation 
down to roughly 2½% over the forecast horizon (see Chart I-4a).3 
In order to attain this target, the policy rate will have to remain 
unchanged until Q4/2007, then be lowered, and at an increasingly 

2. Discussed further in the paper by Thorvardur Tjörvi Ólafsson on p. 71 of this issue of 
Monetary Bulletin.

3. Estimation of the confi dence limits is discussed in more detail in Box IX-1 on p. 56.



ECONOMIC AND MONETARY
DEVELOPMENTS AND PROSPECTS

M
O

N
E

T
A

R
Y

 
B

U
L

L
E

T
I

N
 

2
0

0
7

•
1

8

faster pace in 2008. However, the probability that the policy rate will 
need to be raised even further is considered greater than that it can be 
lowered before the juncture shown in the baseline forecast. 

Given that the current baseline forecast uses different policy rate 
assumptions, it is not directly comparable with the November 2006 
baseline forecast. A more meaningful analysis of how the inflation 
outlook has changed since the November forecast can be obtained 
by comparing the policy rate path underlying the alternative sce-
nario based on an endogenous monetary policy response in Monetary 

Bulletin 2006/3, although certain qualifications should be made 
for that comparison as well. The alternative scenario in November 
was much closer to a pure model forecast than the current baseline 
forecast. Nonetheless, the current baseline forecast implies that the 
policy rate does not need to be as high as in the November alternative 
scenario in order to attain the inflation target. The main reasons are a 
lower initial inflation rate, smaller wage rises and a stronger króna over 
the first part of the forecast horizon than were expected in November. 
Moreover, staff’s judgement concerning certain factors such as hous-
ing market developments plays a larger role (see Chart I-4d). 

Sharp contraction in demand over the next three years

This outlook is underpinned by a 16% contraction in domestic demand 
over 2007-2009 and a 1% decrease in GDP in 2009. As a result, the 

Chart I-4

Baseline scenario in Monetary Bulletin 2007/1
Forecasting period: Q1/2007 - Q4/2009
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Output gap

Sources: Statistics Iceland, Central Bank of Iceland.
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output gap would close by the end of 2008 and turn negative in 
2009-2010 (see Chart I-4c). Unemployment could rise to 5% in 2009, 
based on these assumptions. A narrowing output gap will consolidate 
disinflation and is a precondition for lowering the policy rate fairly 
rapidly in 2008 (see Chart I-5). This prompts the question of whether 
the inflation target can be attained over a longer horizon at less cost. 
The current large divergence from the inflation target and scale of 
macroeconomic imbalances severely cramp the Central Bank’s scope 
for applying countercyclical monetary policy measures. A contraction 
is in effect unavoidable, a direct consequence of overheating in recent 
years. A delayed adjustment towards the inflation target might under-
mine the credibility of monetary policy and serve to fuel chronic high 
inflation expectations. Were this to happen, disinflation would entail 
even greater costs. In a worst-case scenario, an untimely reduction in 
the policy rate could erode confidence in the króna among foreign and 
domestic investors, inducing a depreciation of the króna to the extent 
that it would amplify the contraction instead of softening it.

Major risk of adverse exchange rate developments, which would 

need to be addressed

Notwithstanding that the probability of attaining the inflation target 
within the forecast horizon with the current policy rate has increased, 
the risk to the outlook is mainly on the upside. The exchange rate is 
an important driver of inflation. In the baseline forecast the exchange 
rate path is determined by the interest rate differential with abroad 
and the deviation of the real exchange rate from its long-term level. 
According to this rule, the króna will remain fairly stable and strong 
throughout the forecast horizon. However, the probability of a 
weaker króna than assumed in the baseline forecast is judged to be 
higher than a stronger króna (see Chart I-4b). The forecasting record 
of the abovementioned method for projecting an exchange rate path 
is not good and the outcome should not be interpreted as a forecast. 
However, there is no better alternative. Exchange rate determination 
is always subject to great uncertainty, but exceptionally so at present 
due to two strong opposing forces: the enormous current account 
deficit that needs to be funded and the wide interest rate differential 
with abroad, which may be regarded as the incentive required to 
attract sufficient investment in króna-denominated bonds to fund 
a deficit that has become unsustainably large. Market confidence in 
the Central Bank’s monetary policy makes an important contribution 
towards balancing these two forces. 

Perceptions in international capital markets are highly volatile 
and are partly shaped by changes in international financial condi-
tions, which are beyond the Central Bank’s control. Increased risk 
aversion among foreign lenders to Iceland, e.g. after a rise in interest 
rates among trading partner countries or an economic downturn in 
Iceland or other high-interest countries, could complicate funding of 
the current account deficit. A possible consequence would be a sharp 
depreciation of the króna. Box IX-2 on p. 58 describes an alterna-
tive scenario showing an endogenous monetary response to such a 
shock. It estimates the consequences for monetary policy of a 20% 

Sources: Statistics Iceland, Central Bank of Iceland.
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Policy rate – alternative scenarios
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depreciation of the króna in Q3-Q4/2007, prompted by tighter global 
financial conditions. To attain the inflation target within the forecast 
horizon would require the policy rate to rise by just over two per-
centage points from the baseline path (see Charts I-6 and I-7). The 
contraction in demand and GDP in 2009 would be correspondingly 
greater. However, the cost of an insufficient response could turn out 
greater still if it implied an excessive depreciation of the króna, with 
an accompanying inflationary impact. A heavy price would ultimately 
be paid if persistent inflation were to erode confidence in monetary 
policy and cause inflation expectations to rise considerably again.

Further aluminium sector investment could alter the outlook 

substantially 

Another alternative scenario described in Box IX-2 assumes that the 
Alcan smelter in Straumsvík will be expanded, followed by construc-
tion of a smelter in Helguvík. If these projects go ahead a high policy 
rate will need to be maintained for considerably longer than assumed 
in the baseline forecast, and it may even have to be raised further 
(Chart I-6). The positive output gap and labour market tension would 
continue to be substantial. If the inflation target is to be attained 
within the horizon, the policy rate would not start on a declining path 
until around mid-2008. The FDI-induced capital inflow and the result-
ing widening of the interest rate differential with abroad could cause 
the króna to appreciate temporarily, partially offsetting the increased 
output gap in the short run. Inflation could therefore dip temporarily 
before the projects enter full swing, then rise again towards target 
(Chart I-7). However, these investments would be accompanied 
by an even wider current account deficit and greater probability of 
persistent inflation. These findings ought to prompt the authorities 
to consider the macroeconomic impact carefully when making deci-
sions on the timing and intensity of investment projects. Preferably, 
the investment plans portrayed in the alternative scenario should be 
considerably more staggered.

Under what circumstances can the Central Bank begin to lower 

the policy rate?

The Central Bank’s assessment of macroeconomic conditions and 
probable policy rate developments has for some time diverged con-
siderably from the prevailing view in the markets and among finan-
cial analysts. In the Central Bank’s view, market expectations of the 
timing of prospective policy rate easing have been quite unrealistic. 
The Bank’s forecasts have invariably indicated that, given the policy 
rate path expected by the markets, inflation would remain consider-
ably above target throughout the forecasting horizon and even drift 
away from it. However, recent data show a considerable convergence 
between expectations of financial analysts and Central Bank forecast-
ers (see Chart I-8). 

It has sometimes been argued that significantly slower growth in 
demand gives adequate grounds for lowering the policy rate. This is a 
misunderstanding. First, it should be reiterated that the Central Bank 
targets inflation, not short-term output growth; the motive behind 

Chart I-8 
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the inflation target is to enhance long-term prosperity through price 
stability. Over and above its interaction with the output gap and infla-
tion, GDP growth only affects the Bank’s policy if inflation is close to 
target and looks set to remain there even if the stability of output and 
employment is given some weight in its decisions, i.e. provided that 
the credibility of the inflation target will not be put at risk. Second, 
slower output growth does not necessarily imply a rapidly diminishing 
output gap. This depends on how fast output has grown in excess of 
potential. The output gap could still close too slowly to be compatible 
with the inflation target. Third, the Central Bank’s scope for easing 
the monetary stance depends critically on whether the external bal-
ance of the economy is sufficiently close to a sustainable position 
that exchange rate stability will not rest entirely on a very wide inter-
est rate differential with abroad. As long as labour market tension 
remains at the current level, it is vital that the króna does not weaken 
excessively. Otherwise there is a risk of a wage price spiral that would 
lead to chronic inflation and cause inflation expectations to become 
entrenched, especially if confidence in monetary policy is tarnished. 

An unemployment rate in the range 2½-3% could be compat-
ible with price stability. A reduction in the policy rate could begin 
some time before unemployment has reached this level, but its trend 
towards balance must at least be beyond doubt. 

Monetary policy can only be eased if underlying inflation is 
clearly on a declining trend and the prospects of attaining the target 
within a relatively short time are favourable. In other words, a lasting 
process of disinflation must be under way, in the Central Bank’s view. 
This means that the Central Bank will not pounce on the first signs 
of disinflation, but assess underlying inflationary pressures and the 
inflation outlook from a broad perspective. In this context it should 
be reiterated that a drop in headline inflation caused by tax cuts is not 
considered lasting. The baseline forecast projects a fairly rapid reduc-
tion in inflation even when the tax effect is excluded (see Chart I-9), 
which is the precondition for lowering the policy rate before the end 
of 2007. The permanency of disinflation must also be judged in terms 
of the movement of the current account deficit towards sustainability 
and the easing of labour shortages. Without this, the grounds for a 
lasting reduction in the inflation rate are extremely weak. 

The Central Bank will not hesitate to respond to changes in the 

inflation outlook 

With the policy rate forecast presented in this issue of Monetary 

Bulletin, a major step has been taken towards making monetary 
policy more transparent and effective. One of the chief motives is to 
facilitate market agents in foreseeing how the Central Bank responds 
to a changed inflation outlook and arranging their own responses 
accordingly. The policy rate path in the baseline forecast and two 
alternative scenarios provides a good overview of the way that a 
central bank committed to price stability will respond to different eco-
nomic circumstances. The Central Bank will continue to enhance the 
implementation and presentation of its monetary policy, guided by its 
mandatory objective.

Chart I-9 

Inflation (excluding effects of indirect tax cuts)
Forecasting period: Q1/2007 - Q4/2009

Sources: Statistics Iceland, Central Bank of Iceland.
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The Central Bank seeks ways to improve the effectiveness of its 

monetary policy

In recent years, doubts have occasionally been raised about the effec-
tiveness of the Central Bank’s monetary policy. To some extent this 
debate has been coloured by exaggerations. Nevertheless, various 
factors have blunted the monetary policy weapon over the past few 
years. Iceland is not, however, the only country to find the effective-
ness of its monetary policy questioned in the era of globalisation. 
There has recently been some debate about the conceivable con-
sequences if financial companies were to switch their accounting to 
foreign currencies instead of the króna. It has been claimed that such a 
measure could even render monetary policy impotent. This is a misun-
derstanding, as discussed in Appendix 1 on p. 61. Existing regulation 
must be enforced, however, whatever its merit. 

However, it cannot be denied that there have been a number 
of shortcomings in the efficiency of markets that are important for 
monetary policy transmission, impairing its effectiveness to some 
extent in recent years. For example, interest rate formation in the 
money markets has been abnormal, as reflected in excessive spreads 
between money market yields and the policy rate, and in highly vola-
tile overnight interest rates. The Central Bank has taken measures that 
appear to have contributed to more efficient money markets. Pricing 
in the bond market has been equally flawed, partly because of scant 
Treasury issuance. The Central Bank emphasises that the Treasury 
should perform its role of maintaining an active bond market through 
adequate issuance, even though it has no fiscal requirement for doing 
so. Efficient bond and foreign exchange markets are a precondition 
for effective transmission of monetary policy via the interest rate 
and exchange rate channels. The Central Bank will continue to seek 
ways to enhance the effectiveness of monetary policy in all areas. The 
Central Bank’s most important contribution in this respect, however, 
is to pursue a credible monetary policy that provides an adequate 
anchor for inflation expectations.
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II External conditions and exports

Overall external conditions are very favourable for the Icelandic econ-
omy. While fish catches were on the low side in 2006, the outlook 
for 2007 has improved. More importantly, prices of marine products 
and aluminium are buoyant and foreign financial conditions remain 
highly favourable. However, the global economic position was still 
characterised by considerable imbalances, which could ultimately have 
a negative impact on economic developments in Iceland. Increased 
aluminium production will cause a surge in exports in 2007 and 2008, 
but aluminium prices are forecast to fall and oil prices to rise over the 
next two years, based on futures prices. Thus the terms of trade are 
forecast to deteriorate significantly in 2008 and 2009.

Growth in the euro area firms 

In 2006, output growth in the euro area measured 2.6%, the highest 
rate of growth since 2000. Since it is increasingly driven by domestic 
demand, the economic recovery has been put on a firmer foundation 
than before, when the main driver was export growth. One explana-
tion for this robust domestic demand growth has been a reduction in 
unemployment, from 8.3% in January 2006 to 7.5% in December. 

Germany’s value-added tax hike appears to have affected pri-
vate consumption less than was expected. However, the increase 
may still not have been passed on in full to retail prices. Be that as 
it may, households in the euro area are upbeat. The euro area confi-
dence index is at its highest for more than five years (see Chart II-2). 
On average, house prices in the euro area rose by 7% in 2006, and 
by much more in certain member countries. In France, for example, 
house prices increased by 15% over the year, as they did for the three 
preceding years. Inflation was some way above 2% in the euro area 
for most of 2006, although towards the end of the year it slowed 
markedly when oil prices dropped. Inflation in February 2007 meas-
ured 1.9%, which is within the ECB target. Sharp swings in inflation 
cannot be ruled out this year, partly on account of Germany’s VAT 
hike and the base effect of volatile oil prices. In the long run the 
outlook is for considerable underlying inflationary pressures, mainly 
driven by wage rises and the second-round effect of rising oil and 
commodity prices. 

Subdued housing market dampens US growth

According to preliminary estimates, GDP grew by 3.3% in the US in 
2006. After a surge in Q1/2006, growth slowed quite sharply over the 
rest of the year. The chief brake on GDP growth was a contraction 
in residential investment, by an annualised 16% over the past three 
quarters – the sharpest decline since 1990. Delinquency has been on 
the increase among sub-prime mortgage borrowers. So far, there has 
been no contagion from the depressed real estate market to other sec-
tors. The employment situation is healthy, corporate profits are strong 
and private consumption growth was robust over the year in spite of 
the real estate market reversal. 

Source: Reuters EcoWin.

Chart II-1
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That said, the contraction in residential investment is expected 
to dampen GDP growth substantially in 2007. If decreased demand 
causes house prices to fall, the wealth effect that has been a lead-
ing driver of household expenditure growth will be subdued. Import 
growth is expected to slow down later in the year, and export growth 
to gain pace. Some narrowing of the current account deficit should 
result. Inflation has been slowing down in the US in recent months in 
the wake of lower oil prices, but core inflation excluding energy prices 
is broadly unchanged. 

Robust GDP growth in the UK and the Nordic countries in 2006

GDP growth picked up in the UK in 2006 to 2.7%, after dropping to a 
thirteen-year low in 2005. Investment increased by 6% year-on-year 
and private consumption by 2%. Twelve-month inflation in January 
was still some way above target, but had decreased to 2.7% from 3% 
the previous month. 

The Nordic countries experienced robust year-on-year GDP 
growth in 2006. The outlook is more subdued in 2007, according to 
Consensus Forecasts (CF), which projects GDP growth in the range 
2-2½% in Denmark, 2½-3% in Finland and over 3% in Norway, 
where house prices have surged recently. Sweden has witnessed an 
even stronger upswing, with GDP up by 4½% in 2006. Like the other 
Nordic countries, Sweden’s GDP growth is expected to slow down in 
2007, but CF still forecasts a robust 3½%. 

Japanese recovery consolidated and meteoric growth continues in 

China

Considerable uncertainty still surrounds the sustainability of Japan’s 
economy recovery. GDP growth figures for Q4/2006 indicate that 
a sizeable recovery took place, although performance was rather 
bumpy over the year. After robust growth in Q1 it slowed down quite 
sharply in Q2 and Q3, but annualised quarter-on-quarter growth in 
Q4 amounted to 5.5%, the highest rate of growth recorded for three 
years. By the end of the year, growth had spread to most sectors, but 
was strongest in investment and private consumption. GDP rose by 
2.2% in 2006, which is considerably below most forecasts last year. 
However, this is probably partly explained by a change in methodol-
ogy for calculating and presenting the national accounts. The outlook 
for 2007 is favourable. Low inflation and rising employment should 
bolster private consumption, and business investment gained pace 
towards the end of 2006. Nonetheless, GDP growth is expected to 
slow down year-on-year, for example to 1.9% according to CF.

GDP growth keeps on soaring in China, at a rate of 10.7% 
in 2006 according to official figures. Gross fixed capital formation 
increased by a brisk 24% in 2006, on the back of 26% growth the 
previous year. Retail turnover was up by almost 14% and exports by 
30%. Despite bristling growth, official figures put inflation at a mere 
1.7% last year. Rather slower growth is likely in 2007, partly due to 
expected government measures aimed at dampening investment. 

Source: Reuters EcoWin.
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Development of external conditions still highly uncertain

Ongoing robust growth in global production could contribute to 
wage inflation and further rises in commodity prices. Rapid growth in 
money supply and credit in the second half of 2006, especially in the 
euro area (see Chart II-6), could indicate that long-term inflationary 
pressures will mount. Wage rises have been moderate in recent years 
both in Europe and the US. If demand continues to grow in Europe it 
could drive up wages, which would call for a tighter monetary stance. 
The ECB has gradually reduced the accommodative stance it has 
maintained in recent years and the outlook is for continued tightening 
in measured steps. The need for faster changes would increase the risk 
that current imbalances in the global economy could provoke a hard 
landing in countries with very large deficits, which includes Iceland. 

Possibility of a recession in the US 

Another uncertainty is the conceivable impact of a more rapid reduction 
in US GDP growth than is currently expected, or even a recession. As 
discussed in earlier issues of Monetary Bulletin, the expansion phase 
of the current global business cycle has largely been driven by firm US 
demand, although China has been playing an increasing role. While at 
present the sources of growth are to some extent more diffused than 
in recent years, as evidenced by rising demand in Europe and Japan, 
a recession in the US would clearly have a marked effect on most 
economies in the world. The risk of a recession could be compounded 
if a major hike in oil prices went hand in hand with a sizeable deprecia-
tion of the US dollar, amplifying inflationary pressures in the US. The 
housing market could shrink more sharply as a result, and a drop in real 
estate prices could be detrimental to private consumption.1 

Overinvestment in China could provoke a contraction

Investment has been running at enormous levels in China in recent 
years. The pace of expansion entails a risk of overinvestment and 
problems in the financial sector. Increases in nonperforming loans could 
indicate that credit growth has been excessive. Strong global demand 
for cheap consumer goods has hitherto sustained heavy investment in 
the manufacturing sector. An economic contraction in the US, on the 
other hand, would cut back its imports from China – and therefore 
output growth in China – unless offset by greater private consump-
tion in Europe or elsewhere. More sluggish GDP growth in the US and 
China could have a sizeable impact on prices of commodities including 
aluminium, which would have strong repercussions in Iceland. Global 

Insight estimates that a five percentage-point drop in China’s GDP 
growth would trim back global output by 0.3 percentage points. 

Oil prices could rise substantially again

Oil prices have fallen considerably in recent months, in part because 
of the mild winter in the northern hemisphere. However, much uncer-
tainty surrounds oil prices at present, and the risk appears to be to 

Source: Reuters EcoWin.
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1. According to Global Insight, such a development could reduce global GDP growth by 
0.5-0.7 percentage points from current forecasts. 
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the upside. The main uncertainties on the supply side are linked to 
geopolitical uncertainty and tensions in the Middle East, resource 
nationalism in Venezuela, Russia, Ecuador and Bolivia and targeting 
by militant groups of oil interests in Nigeria. 

Poor fish catch in 2006 but improved outlook this year 

The total fish catch last year was the lowest since 1992. Main factors 
were a decline of 410 thousand tonnes in the capelin catch and 1% in 
the demersal catch compared with the previous year, while the shrimp 
catch was down by half. Measured at constant prices, the fish catch 
decreased by 4.7% in 2006. Export value of marine products rose 
by 1%, measured at constant exchange rates, but volume shrank by 
more than 6% year-on-year in real terms. In foreign currency terms, 
prices of marine products rose by roughly 7%. 

More quotas for the fishing season that began on September 1 
remained unfished at the end of last year than at the end of 2005, 
especially for more valuable species. The extra quotas are likely to be 
used in the spring and summer. 

The total allowable catch (TAC) has been lowered somewhat 
for cod for the current fishing season, but is broadly unchanged for 
other demersal species. The redfish stock has shrunk in recent times, 
so the catch will decrease over the next few years. For other demersal 
species than cod, the outlook is for similar or larger catches this year 
compared with 2006. Capelin catches are always difficult to forecast. 
Some migrating stocks were found in November and the TAC was set 
at 300 thousand tonnes, which is 65% more than the actual catch last 
year. The capelin fishery has gone smoothly. A substantial amount has 
been processed for human consumption, generating more value, and 
capelin meal prices have not been higher for many years, so the extra 
catch represents a significant windfall. The herring catch is expected 
to be 25 thousand tonnes higher in 2007; catch value has increased 
substantially in recent years due to better utilisation and a larger share 
of processing for human consumption. 

The baseline forecast for marine exports has been revised 
upwards to an increase of 4% in real terms, from a 2% contraction in 
the previous forecast in November. Catch and export value for 2008 
are difficult to estimate. The state of the capelin stock is highly uncer-
tain and catch volume fluctuates widely from one year to the next. 
The bleak outlook for the redfish stock mentioned above could prompt 
a further cut next year in the TAC for deepwater redfish. Other demer-
sal quotas may be expected to remain unchanged. The TAC for blue 
whiting is likely to be cut in 2008. Total catch value and exports next 
year will hinge on the capelin harvest. In the current forecast, catch 
value and export value are assumed to remain unchanged in 2008.

Marine product prices close to historical peak

Market prices of marine products began rising towards the end of 2004 
and have continued upwards ever since (see Chart II-8). In foreign 
currency terms, marine product value (excluding fresh fish) rose 8.4% 
year-on-year in 2005 and prices rose by 7.3% on average in 2006. Price 
rises of fresh fish (on ice or chilled) have generally outstripped other 

1. Deflated by the weighted CPI in main trading partner countries. 
Annual data for 1990-2006, latest value for January 2007.
Source: Statistics Iceland.
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Sources: Bloomberg, NYMEX, Reuters EcoWin.
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demersal products in recent years, so somewhat larger increases can 
be expected than these figures show. For much of the period, higher 
prices were sustained by demersal species, especially frozen-at-sea 
products, which have risen by roughly one-third since 2004. Fish meal 
and oil prices have risen in the past eighteen months by three-quar-
ters from mid-2005 prices. Virtually all demersal markets are robust 
and Icelandic products have enjoyed a strong competitive position. 
Increasing demand has coincided with decreasing supply. Demand for 
chilled seafood and readymade fish meals has been growing, and so 
have sales. An increased focus on freshness and healthiness, especially 
at the wealthier end of the market, has driven up consumption of sea-
food. For example, in the UK (Iceland’s largest market), consumption 
of marine products per household increased by 6% last year and sales 
of fresh seafood by even more at 10%. This trend has pushed up prices 
over the past two years. Market agents broadly agree that substantial 
price rises beyond what has already been achieved are hardly feasible. 
Hence, prices at the beginning of 2007 are likely to be close to a peak. 
In any case, price increases over the coming months should be mod-
est compared to recent years. The fish meal and fish oil segment faces 
a similar scenario. Demand from new fish farming ventures in North 
Europe, South America and Asia continues to climb, driving up prices 
at the same time as supply has been restricted by lower catches. Prices 
are considered likely to remain broadly unchanged in the medium term. 
The baseline forecast assumes a year-on-year increase of 5% in marine 
product prices in 2007, 3% in 2008 and 2% in 2009 (see Chart II-10).

Futures prices imply that oil prices will rise and aluminium fall

Oil prices began to fall from the end of summer 2006 and in January 
2007 they were 30% down from the peak in July 2006, but have since 
edged upwards. Average oil prices in Q1/2007 were 12% lower than 
the average for last year. Futures prices show an increase this year 
and into 2008 (see Chart II-9). The forecast assumes that oil prices in 
2007 will be 5% lower than in 2006, based on annual averages. This 
trend is expected to reverse later this year and annual average prices 
for 2008 will be 7% higher than in 2007. Prices in 2009 are forecast 
to remain virtually unchanged from the year before. 

Aluminium prices have soared in recent years, almost doubling 
since the end of 2003. Nonetheless, aluminium prices have risen less 
than certain other metals such as copper. Metals prices have been 
driven by rapid demand growth in China and other Asian countries, 
higher GDP growth in developed countries and rising production 
costs caused by higher electricity and alumina prices. Brisk sales 
have depleted inventories at the same time as prices have risen. 
Consumption is estimated to have outstripped production by 300-
400 thousand tonnes in 2006. Inventories are expected to remain 
tight in the first half of 2007 with production struggling to match 
demand until balance is restored later in the year. Prices should there-
fore remain buoyant for much of 2007. However, excess supply is 
projected for 2008, when global production picks up while demand 
holds steady or even shrinks. Production costs are expected to begin 
to fall then, and the positive impact that hedge funds and speculator 

Sources: London Metal Exchange, NYMEX, Statistics Iceland, 
Central Bank of Iceland.
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activity have on prices will diminish. Futures contracts indicate that 
aluminium prices will turn downwards in the second half of 2007 and 
decrease further in coming years (see Chart II-10). In the baseline 
forecast, aluminium prices are 13% higher on average year-on-year in 
2007, but will fall by as much as one-quarter next year and continue 
to decline in 2009.

Favourable terms of trade in 2006

The terms of trade improved considerably in 2006, by 3.6%, as 
against a forecast deterioration of 1.3%. The improvement was driven 
by rising prices of marine products and aluminium, which exceeded 
import price growth. The total impact of the terms of trade was 
equivalent to 1.1% of the preceding year’s GDP. The terms of trade 
have improved by 4½% since 2004, which was the weakest year on 
record (see Chart II-11). The terms of trade for goods and services are 
forecast to improve by 4.1% in 2007 but deteriorate by 8.4% next 
year on account of lower aluminium prices.

The depreciation of the króna in 2006 weakened the real effec-
tive exchange rate relative to consumer prices by 6.4%. In terms of 
relative unit labour costs the real effective exchange rate weakened by 
just under 1%; wage rises in Iceland in excess of those in main trading 
partner countries cancelled out most of the effect of the depreciation. 
Thus the competitive position of exporters improved considerably, 
especially relative to the real exchange rate in Q4/2005, but not 
enough to match the depreciation of the króna. 

Massive boost to exports in 2007

Exports of aluminium products are forecast to increase by 75% this 
year and a further 50% in 2008. The forecast for marine export 
growth has also been revised upwards, to 4% growth from the 2% 
contraction forecast in November. Exports of other manufactured 
goods are expected to remain broadly unchanged year-on-year. The 
forecast for growth of exports of goods and services has been revised 
slightly downwards since November for 2007, but upwards for 2008. 
In particular, the revision is explained by a rather later upsurge in alu-
minium exports than was previously forecast. 

  Change from previous forecast 
 Current forecast1 (percentage points)2

  2006 2007 2008 2006 2007 

 Exports of goods and services 9.6 16.7 4.5 -3.9 2.5

Marine production for export 4.0 0.0 0.0 6.0 0.0

Metals production for export 74.9 49.6 0.8 1.8 14.6

Export prices of marine products 5.4 3.0 2.0 2.4 1.0

Aluminium prices in USD3 13.3 -25.8 -25.0 13.7 -15.0

Foreign fuel prices4 -5.3 6.9 0.3 -5.5 4.9

Terms of trade for goods and services 4.1 -8.4 -6.6 5.3 -5.5

Global inflation5 1.9 1.9 1.9 -0.3 -

Global GDP growth5 2.4 2.4 2.5 -0.1 0.2

Foreign short-term interest rates6 4.1 4.0 4.0 1.0 0.8

1. Percentage change year-on-year, except for interest rates. 2. Change since Monetary Bulletin 2006/3. 3. Based on aluminium futures. 4. Based on fuel futures. 5. Consensus 
Forecasts. 6. Based on weighted average forward interest rates of Iceland's main trading partner countries.

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

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

Source: Central Bank of Iceland.
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III Financial conditions

The policy tightening cycle has had a substantial impact on the yield 
curve and market expectations since the last Monetary Bulletin was 
published in November 2006. Market agents’ expectations about the 
policy rate path currently appear more compatible with the Central 
Bank’s policy communication on the need to maintain a high policy 
rate until a lasting adjustment of inflation to the target has been 
achieved. Changed expectations have expedited monetary policy 
transmission across the nominal yield curve, but the muted demand 
resulting from glacier bond (euro-denominated króna bond) issuance 
and recent Central Bank measures to promote more normal price for-
mation in the money markets have probably contributed as well. 

The rise in yields on indexed Housing Financing Fund (HFF) 
bonds following the government’s announcement of cuts in indirect 
taxation has only partially unwound. The scale of the rise probably 
outweighs the impact of temporarily lower inflation on bond pricing. 
Credit system lending growth has slowed down in recent months at 
the same time as the share of foreign currency-denominated lending 
has increased. Icelandic banks’ credit default swap spreads have nar-
rowed since late 2006 and their foreign funding has become easier. 
One conceivable result could be lower interest rate premia on foreign 
currency-denominated lending in Iceland, spurring their growth even 
further. 

Domestic financial markets and the exchange rate of the króna 
are sensitive to changes in international financial conditions. This was 
clearly seen at the end of February when a sudden fall in equity prices 
in China sparked a rapid shift in risk assessments by investors, subdu-
ing carry trade. In its wake, the króna depreciated and equity prices 
fell in Iceland for a while, as in many parts of the world. 

Lower inflation will tighten the monetary stance

Since the publication of Monetary Bulletin in November, the policy 
rate has been raised by 0.25 percentage points to the current 14.25%. 
By most measures, the rate has increased in real terms. Relative to past 
inflation it is 1.5 percentage points higher. A recent survey, however, 
revealed that relative to corporate expectations twelve months ahead, 
the policy rate has fallen by roughly half a percentage point in real 
terms, but risen by roughly the same against household expectations. 
The real policy rate implied by the breakeven rate on Treasury bonds 
has been exceptionally difficult to interpret recently, because the mar-
ket has been disrupted by a cut in consumption taxes. An increase 
in the breakeven rate, which could be ascribed to a jump in indexed 
bond yields just before the tax cuts took effect, has unwound slightly 
after the fact, but not to the extent that might have been expected. 
This invites the conclusion that markets now expect a high policy 
rate to be maintained for much longer than was previously thought. 
Relative to past inflation, the real policy rate is likely to increase in the 
coming months, due to a foreseeable temporary reduction in inflation 
caused by the indirect tax cuts and base effect. 

Chart III-1

Central Bank policy interest rate in real terms

Weekly data January 7, 1998 - March 27, 2007

Interest rate in real terms according to:

inflation

breakeven inflation rate1

breakeven inflation rate2

household inflation expectations

businesses' inflation expectations

analysts' inflation expectations

1. Spread between RIKB 13 0517 and RIKS 15 1001. 2. Spread 
between RIKB 13 0517 and HFF150914. Household, business and 
analysts' inflation expectations are based on inflation one year ahead.
Source: Central Bank of Iceland.
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High policy rate expected to be maintained for longer than 

previously assumed

 Changes in forward rates suggest that investors now expect a minor 
rise in the policy rate before a downward cycle begins. The path fore-
cast in Monetary Bulletin in November has altered. Forward rates at 
that time implied that investors expected no further increases in the 
policy rate. However, it is unlikely that the change reflects expecta-
tions of a policy rate hike, and it can probably be largely explained 
by illiquidity in the money market in recent weeks. This has driven 
money market rates very high, sometimes even above the Central 
Bank’s overnight rate.1 The Central Bank responded with measures to 
facilitate more efficient interest rate formation in the money markets, 
by making certain types of glacier bonds eligible as collateral for the 
commercial banks’ weekly facilities with the Central Bank. 

Volatility due to lack of liquidity in the money markets has made 
it difficult to extract the expected policy rate path from implied for-
ward rates. However, irrespective of uncertainties about the reliability 
of changes at the short end of the forward rate curve, it seems beyond 
doubt that investors now expect the policy rate to be kept high for 
longer than they did four months ago, as Chart III-2 shows. As dis-
cussed in previous issues of Monetary Bulletin, demand for nominal 
bonds alongside glacier bond issuance has distorted the investor 
expectations about the policy rate path that can be read from implied 
forward rates. Despite sizeable issuance of glacier bonds over the past 
months, their impact on nominal bond yields appears to have waned, 
which could offer one explanation for the rise in forward rates since 
Monetary Bulletin was published in November. 

Forward rates inferred from yields in swaps linked to glacier 
bond issuance also indicate a shift in the expectations of market 
agents, who now foresee the policy rate being kept high for longer. 
The path actually implies that a further policy rate hike is expected, 
but illiquidity in the money market is the probable explanation. 
Several foreign analysts do forecast a hike, however. Forward interest 
rates in swaps suggest that investors expect interest rates to be kept 
high for somewhat longer than is implied by forward rates calculated 
from yields in domestic money and bond markets. 

Stronger impact of monetary policy on nominal interest rates 

Changed expectations about the future path of the policy rate have 
probably contributed to bringing yields on nominal Treasury notes 
closer into line with the Central Bank’s policy communication in recent 
issues of Monetary Bulletin. Brisk glacier bond issuance in recent 
months also appears to have affected bond market demand less than 
before. Since issuance began in August 2005 it has muted monetary 
policy transmission across the nominal bond yield curve, by fuelling 
demand for nominal Treasury bonds to use in swaps made as a result 
of the glacier bond issues. However, Icelandic banks are beginning to 

1. The reasons for the illiquidity experienced in the money market are discussed in more 
detail in the chapter on Financial markets and Central Bank measures on p.67.

Source: Central Bank of Iceland.
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Chart III-4

Glacier bond issuance and interest 
rate developments1
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1. Data until March 27, 2007 inclusive. 
Sources: Reuters, Central Bank of Iceland.
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look beyond the bond market for hedges against interest rate risk, 
thus easing the pressure on prices there. 

International market developments have a considerable impact on 

yields in the domestic bond market

Iceland’s financial markets have become much more closely integrated 
with foreign markets in recent years. Substantial carry trades have 
driven this development even further. Glacier bond issuance is a form 
of carry trade, and a large number of foreign investors enter Icelandic 
financial markets directly. One manifestation of closer integration 
between domestic and international capital markets is the growing 
correlation of the exchange rate of the króna with bond yields in 
European markets as well as with other high interest-rate currencies 
(see Charts III-6 and III-7). Domestic and foreign bond prices also 
display a relationship over time (see Chart III-9). It is likely that many 
investors involved in carry trades with Icelandic assets fund their 
dealing by borrowing in foreign markets, e.g. Europe and Japan. The 
same group of investors is also likely to conduct carry trades in other 
high-yielding currencies. Changes in financial conditions in the mar-
kets where these investors fund their trades, or in other high-yielding 
countries, could therefore have a substantial impact on the exchange 
rate of the króna and on domestic financial market developments. 
Likewise, a shift in investors’ risk assessments for carry trades could 
significantly affect the scope of trading, with a knock-on effect to 
Iceland’s domestic markets and exchange rate. 

When the króna depreciated in February 2006 after Fitch Ratings 
revised Iceland’s sovereign outlook downwards to negative, it caused 
temporary contagion to other high-yielding currencies and carry 
trades in many parts of the world. In the spring, investors suddenly 
changed their assessment of US inflation developments, expecting a 
faster rise in the federal funds rate than before. Carry trade shrank as 
a result and high-yielding currencies weakened, including the króna, 
but carry trades firmed up again in the summer. Another shock was 
felt in February this year after equity prices in China took a dive. All 
these events underline how exposed to international developments 
Icelandic markets have become.

Indexed bond yields still high

Following the government’s announcement in October of its plans 
to cut indirect taxes, yields on indexed HFF bonds rose and have 
remained high ever since. This applies in particular to the two short-
est maturities, while expectations of a fall in the short-term inflation 
rate have less effect on longer maturities, in which case the long-
term interest rate outlook carries more weight. However, the rise in 
the two shortest maturities was not solely driven by expectations of 
lower headline inflation. The dip in the CPI resulting from the cut in 
indirect taxes does not seem to explain in full lower bond prices. The 
turbulence that greeted the publication of the March 2007 inflation 
figures, however, indicates that the impact of the tax measures was 
overestimated. The higher yields may therefore unwind further once 
the impact of lower inflation has been priced into the bonds. The jump 
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in yields may be explained in part by other factors as well. As can be 
inferred from forward rates and financial analysts’ forecasts, investors 
expect a high policy rate to be maintained for longer than before, 
which channels their interest away from short bonds to longer ones. 
Inflation expectations have also decreased in recent months, serving 
to dull investor appetite for shorter indexed bonds even further. 

The rise in HFF bond yields of 0.3-1.5 percentage points from 
October 9, 2006 to March 27, 2007 has led to only an 0.05 percentage 
point rise in the HFF’s lending rate. This is because the HFF has accepted 
only bids for two longer maturities since yields began to climb. It is an 
open question whether the HFF can hold out for much longer or will 
need to accept bids for the shorter maturities. Consequently, HFF lend-
ing rates will probably increase further in the coming months, unless 
yields on HFF bonds fall by even more.

Slowdown in indexed lending growth, but the share of foreign 

currency-denominated loans in household debt has increased 

Growth in lending by the credit system slowed down in Q4/2006, 
after reaching a historical peak in Q1 that year. On the other hand, 
foreign currency-denominated lending has increased quite sharply 
in recent months, including to households, which hitherto have not 
taken foreign currency-denominated loans on any great scale. Foreign 
currency-denominated loans now account for more than 5% of 
household borrowing, compared with just over 2% a year ago. There 
may be a number of explanations for the increase. First, the króna 
depreciated in Q4/2006, which may have prompted households and 
businesses to view foreign borrowing as a more favourable option. 
Second, financial companies may have been reluctant to offer indexed 
loans in anticipation of the fall in the CPI in March 2007. Third, the 
public debate about exorbitant interest rates and interest rate differ-
entials may have served to channel household credit demand towards 
foreign currency-denominated borrowing. 

In spite of the growing share of foreign currency-denomi-
nated borrowing in their debt, by far the strongest determinants of 
households’ financial conditions are domestic interest rate develop-
ments and credit supply. Interest rates on indexed lending have risen 
somewhat in recent months. As pointed out above, HFF mortgage 
loan rates were recently raised. Excluding prepayment premia, HFF 
rates are currently only 0.1 percentage point lower than they were 
before the Fund changed its auction arrangements in 2004. From 
this angle, households’ conditions for refinancing and new borrowing 
have deteriorated quite considerably. The HFF is more likely to raise 
its mortgage interest rates in the near future than lower them. On 
the other hand, there has also been some increase in credit supply. 
The HFF recently raised its loan-to-value ratio from 80% to 90% and 
its mortgage ceiling from 17 m.kr. to 18 m.kr. Some banks have also 
raised their loan-to-value ratios and eased their credit terms. 

One factor determining the impact of recent fluctuations in the 
financial conditions of businesses is the fact that almost 60% of their 
debt with the credit system is denominated in foreign currencies. The 
long-term effect of exchange rate movements on businesses may be 

1. Weekly data until 2004.
Sources: Reuters, Central Bank of Iceland.
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HFF bond yields
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more benign than on households to the extent that they earn rev-
enues in foreign currencies. Moreover, their access to hedging instru-
ments against exchange rate movements is better and less expensive. 
Nevertheless, they may be exposed to substantial exchange rate risk. A 
number of large corporations which earn the bulk of their revenues in 
krónur but largely fund their operations in foreign currencies incurred 
sizeable accounting losses in 2006. That said, the financial position of 
most businesses still appears to be fairly strong. So far, increased bor-
rowing over the past two years has not led to a rise in delinquency. 
Deposit money banks have not experienced a lower delinquency rate 
on their lending for the past six years. Nonetheless, the surge in credit 
could eventually be reflected in greater delinquency when domestic 
demand contracts and unemployment picks up. 

Financial conditions of households and business have 

deteriorated somewhat, but credit supply has increased 

The overall conclusion is that the financial conditions of households 
and businesses have deteriorated slightly since the last Monetary 

Bulletin was published. Lending rates in domestic currency have 
generally risen, on both nominal short-term and indexed long-term 
loans. Interest rates on foreign currency-denominated loans have also 
edged upwards. A compounding factor is that inflation over the past 
year has increased the principal and thereby the debt service burden 
on indexed borrowing. Debt service on foreign loans has also grown 
over the past year due to the appreciation of the króna, although the 
currency has been somewhat stronger since November than it was in 
the middle of the year. While higher lending rates imply less favour-
able conditions for new borrowing, this has been offset by higher 
loan-to-value ratios and mortgage ceilings.

International market developments could have a marked impact 

on the near-term development of domestic financial conditions 

Although the Central Bank’s policy rate is a major factor behind the 
financial conditions of households and business, developments in 
international markets affect the degree to which policy rate changes 
are transmitted across the yield curve and to the exchange rate 
channel, as described above. Due to the increased weight of foreign 
currency-denominated borrowing, the direct and indirect impacts of 
international financial conditions are increasingly felt. Domestic eco-
nomic developments may also influence the terms offered to Icelandic 
financial institutions in international capital markets, as was clearly 
seen in 2006, when these tightened by considerably more than those 
of their foreign rivals. As a consequence, the banks encountered 
problems in raising funds in European capital markets. The Icelandic 
banks’ credit terms have probably improved somewhat since the end 
of 2006, at least if their smaller CDS spreads in recent months are a 
reliable indicator. Following Moody’s upgrade of its ratings in February 
for the Icelandic banks, along with many others across Europe, to the 
highest category, their CDS spreads decreased even further. However, 
to a large extent this was subsequently reversed after Moody’s 
announced that it will publish new ratings at the beginning of April, 

1. Foreign currency-denominated borrowing by households as a 
proportion of lending by DMBs, the HFF and pension funds at end of month. 
Foreign currency-denominated loans have been adjusted for estimated 
exchange rate movements.
Source: Central Bank of Iceland.
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following harsh criticism of its latest methodologies. Be that as it 
may, the banks’ access to credit is considerably easier than for much 
of 2006. This might conceivably be passed on to borrowers through 
lower rates on foreign currency-denominated lending to households 
and businesses and further encourage foreign currency-denominated 
borrowing. 
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Chart IV-1

Growth of national expenditure and 
output gap 1999-20091

1. Central Bank forecast 2007-2009.
Sources: Statistics Iceland, Central Bank of Iceland.
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IV Domestic demand and production 

In recent years the Icelandic economy has been characterised by 
enormous imbalances. As domestic demand has surged, output has 
expanded faster than production capacity. The resulting output gap 
is reflected in inflationary pressures in the goods market and wage 
pressures in the labour market. Domestic demand growth has repeat-
edly exceeded forecasts, preventing macroeconomic imbalances from 
unwinding. Under such conditions, price and wage movements are 
likely to drift away from the inflation target. The forecast presented 
below reveals that a substantial contraction of domestic demand is 
a precondition for unwinding the imbalances. In order to induce the 
contraction needed to close the output gap and bring inflation back 
to target, the policy interest rate will need to remain unchanged until 
Q4/2007. 

Changed presentation of the baseline forecast 

The Central Bank’s baseline forecast has often presented a picture of 
unfolding economic developments that is at odds with the inflation 
target. As described in Section I, such an arrangement poses serious 
challenges. The baseline forecast presented here depicts how the 
Central Bank’s staff considers that its monetary policy can contribute 
to the macroeconomic adjustment required to attain the inflation tar-
get within an acceptable horizon. The choice of underlying policy rate 
path in the forecast is guided by the Central Bank’s objectives, instead 
of being based on market agents’ expectations of policy rate develop-
ments or on an unchanged policy rate across the forecast horizon (for 
the analysts' forecasts, see Box IV-1 on p. 30). Such an arrangement 
enables the Central Bank, so to speak, to “assume ownership” of its 
own baseline forecast. Forecasts showing a sharp divergence between 
economic developments and the target should therefore be a thing of 
the past.1 

Output gap closed and underlying inflation on target at the end 

of 2008 after rapid shrinking of national expenditure

In the baseline forecast, output will adjust to its potential level in 2007 
and 2008 (for further details of the forecast, see Table 1 of Appendix 
3 on p. 67). By the end of 2008 the output gap has closed and 
underlying inflation (excluding tax effects) is on target (see further 
Section IX). The main driver of the adjustment is a sharp contraction 
in investment, while private consumption remains broadly unchanged 
in 2007 and decreases next year. Bringing about a sufficiently large 
adjustment to attain the inflation target hinges on the policy rate 
being kept high for some time after inflation turns downwards. The 
policy rate is expected to remain unchanged until Q4/2007, then 
gradually come down to just over 10% on average in Q4/2008. It 

1.  The new presentation of the baseline forecast complicates comparison with earlier base-
line forecasts, which assumed a different policy rate path that was not always compatible 
with the Bank’s own assessment. For a more detailed discussion of the importance of the 
underlying policy rate path in central bank forecasts, see the article by Thorvardur Tjörvi 
Ólafsson on p. 71. 
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should be firmly underlined that the policy rate path is estimated on 
the basis of currently available data on how economic developments 
will unfold. These data and their interpretation are fraught with uncer-
tainties. Thus the actual policy rate path could turn out differently for 
various reasons. 

GDP growth will be low in 2007 and 2008, according to the 
baseline forecast, at least in comparison with 2004 and 2005. A posi-
tive contribution by foreign trade, mainly driven by increased exports 
of aluminium and a contraction in imports of capital goods, will keep 
GDP growth positive in 2007 and 2008 despite sharply shrinking 
domestic demand. GDP is forecast to contract by 1% in 2009. This 
would be the first contraction since 2002 and the most pronounced 
since 1992. A swifter return to balance than assumed here would 
allow the policy rate to be lowered sooner, which could support an 
earlier recovery. Hence, a slower adjustment could ultimately require 
a deeper contraction. 

Exchange rate developments still the main uncertainty

In the baseline forecast, macroeconomic balance is achieved through 
internal adjustment rather than an exchange rate adjustment. 
Domestic demand shrinks until output and production capacity 
balance. A contraction in national expenditure entails a substantial 
reduction in imports. Over the same period, expanded aluminium 
production causes export growth to soar. Thus the trade deficit soon 
closes. Nonetheless, the current account deficit remains large until the 
end of the forecast horizon (see Section VII), due to hefty net interest 
payments abroad. A persistent and ultimately unsustainable current 
account deficit poses a major risk that exchange rate developments 
will be less favourable than in the baseline forecast. In that case, the 
channel of adjustment would be different. The króna exchange rate is 
therefore probably the greatest risk factor in the baseline forecast (see 
further Box IX-2 on p. 58).

Later and slower domestic demand adjustment than in the 

November 2006 baseline forecast

According to Statistics Iceland’s preliminary national accounts pub-
lished in mid-March, national expenditure grew by 7.4% in 2006 – 
over one percentage point more than forecast in Monetary Bulletin in 
November 2006. The discrepancy lies in an upward revision of invest-
ment and public consumption growth. The adjustment of domestic 
demand is therefore slower than previously forecast. 

Statistics Iceland’s preliminary data confirmed the concerns 
voiced by the Central Bank in November that investment growth in 
2006 might exceed preliminary quarterly estimates. In the Central 
Bank’s view, a much greater than forecast current account deficit 
indicated that investment growth could be underestimated in the 
preliminary data.

The forecast contraction in national expenditure in 2007 has 
been revised downwards to 5½%, mainly as a result of the carry-over 
impact of stronger than expected investment in late 2006. Given the 
policy rate path, which is determined with a view to the inflation 
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Chart IV-2

Private consumption growth and 
house prices 1999-20091

1. Central Bank forecast 2007-2009.
Sources: Statistics Iceland, Central Bank of Iceland.
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target, domestic demand will still contract sufficiently later along the 
horizon to close the output gap. 

Private consumption unchanged in 2007, then contracts sharply

A surge in private consumption has been one of the two main drivers 
of robust GDP growth in recent years. It has been driven by soar-
ing asset prices (especially house prices, cf. Chart IV-2) which have 
boosted net household assets, facilitated credit supply which has 
contributed to rapid debt accumulation, strong growth in disposable 
income and expectations that earnings and asset prices will continue 
to rise. Private consumption growth began to slow after mid-2005 and 
the twelve-month figure had fallen to a little over 1% in Q4/2006. 
According to Statistics Iceland estimates, the slowdown in the second 
half of 2006 was sharper than the Central Bank had forecast and 
could be inferred from some indicators.

In the baseline forecast, private consumption growth will contin-
ue to slow down and contraction will start in mid-2007. It will remain 
flat on average this year, before shrinking more rapidly towards the 
end of 2009. If the forecast holds, private consumption will follow a 
similar pattern to the first half of the 1990s (see Chart IV-3). However, 
the contraction phase will last longer and be more profound than in 
2001-2. Higher real earnings and asset prices are the main drivers this 
year, with household confidence at a peak according to recent sur-
veys. Later on, household debt service will increase due to heavy debt 
accumulation in recent years and higher real interest rates. Disposable 
income and private consumption will therefore contract over the next 
two years. Falling house prices and higher unemployment will further 
cram down household consumption along the forecast horizon.

 
Is there no limit to household confidence?

The Gallup index of consumer confidence rose by 21 points in February 
– by 17% month-on-month – to its highest value ever. Icelandic con-
sumers currently appear to have enormous confidence in the econo-
my and business sector. Index components for household assessments 
of the economy and employment situation are also at record levels. 
Probable explanations are lower food prices, higher wages, the appre-
ciation of the króna and ongoing rises in asset prices, which appear to 
carry more weight in consumers’ minds than high interest rates, high 
inflation and persistent macroeconomic imbalances. The situation is 
prone to swift change, however. A year ago the confidence index hit 
a peak just before the króna slid and growing doubts came to the fore 
about Iceland’s economy and financial sector. 

Initial estimates for investment in 2006 revised upwards, as the 

Central Bank had expected

According to preliminary estimates, gross fixed capital formation 
increased by 13% in 2006, compared with the Central Bank’s 
November forecast of 9%. Statistics Iceland also revised upwards its 
estimates of business and residential investment over the preceding 
three quarters, but public sector investment downwards. This confirms 
the Central Bank’s stated view that investment growth in 2006 was 
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likely to be underestimated in preliminary data, partly in light of the 
trade deficit that exceeded forecasts. 

Investment shrinks back to one-fifth of GDP over the forecast 

period

Over the past three years, investment has expanded at its fastest pace 
in the post-war era. Investments in the aluminium and power sectors 
have been the main drivers, but broad-based business investment and 
residential investment have also soared. Gross fixed capital formation 
reached one-third of GDP in 2006. By comparison, investment was on 
average equivalent to roughly one-fifth of GDP from 1980 to 2003. 
Following a sharp contraction, the ratio will have returned to roughly 
one-fifth in the second half of the forecast horizon. 

Nonetheless, the November forecast for the contraction in 
investment in 2007 has been revised downwards to 22% from 28%. 
The drop this year is accounted for almost entirely by the aluminium 
and power sectors, where investment ran at 117 b.kr. in 2006 but will 
be 52 b.kr. in 2007 and 13 b.kr. in 2008.2 Other business investment 
is expected to remain unchanged year-on-year. 

Gallup’s survey of business sentiment in February indicates that 
investment will remain unchanged year-on-year, excluding investment 
linked to the aluminium and power sector projects. Substantial invest-
ment will be made in aircraft, fishing vessels, shopping malls, super-
markets and office premises, and in a conference centre and concert 
hall by the harbourside in Reykjavík. Investment in these projects 
could reach 40 b.kr. this year and a similar amount in 2008. 

Investment is forecast to continue shrinking until Q4/2009, 
when it picks up modestly. Combined with the contraction in private 
consumption, the lower level of investment, especially in the business 
and residential sectors, will bear the brunt of the economy’s adjust-
ment to potential output over the coming years. 

Residential investment grew by 17% in 2006

Residential investment growth measured 17% in 2006, according to 
preliminary estimates – the highest figure since 1973. In the March 
issue of Monetary Bulletin (2006/1), the Central Bank forecast 25% 
growth over the year, partly based on expected high profits for 
contractors after housing prices had risen far in excess of construc-
tion costs. Indicators such as imports of construction materials, etc., 
reinforced this view. The forecast was revised downwards to 15% 
in Monetary Bulletin 2006/2 in July, after Statistics Iceland released 
preliminary data for Q1/2006, then to just below 14% in Monetary 

Bulletin 2006/3 in November, when figures for the first half of 
2006 were available. In its preliminary estimates for the whole year, 
Statistics Iceland now puts the figure at 17%. 

In the baseline forecast, residential investment declines over 
the entire forecast horizon. The contraction is forecast at 4½% in 
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1. Central Bank forecast 2007-2009.
Sources: Statistics Iceland, Central Bank of Iceland.
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2. The baseline forecast does not assume further investment in the aluminium and power 
sectors after the current projects in East Iceland end. Box IX-2 on p. 58 describes alterna-
tive scenarios estimating the impact of further investments for construction of a smelter in 
Helguvík and the expansion of the Alcan smelter in Straumsvík.
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Chart IV-7

Growth of residential investment and 
house prices 1999-20091

1. Central Bank forecast 2007-2009.
Sources: Statistics Iceland, Central Bank of Iceland.
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1. Central Bank forecast for 2007-2009.
Sources: Statistics Iceland, Central Bank of Iceland.
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1. Central Bank forecast for 2007-2009.
Sources: Statistics Iceland, Central Bank of Iceland.
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2007 and 9% each year in 2008 and 2009. Nominal house prices 
are expected to edge upwards this year, but decline in 2008 and 
2009. Thus housing prices decrease rather later than was forecast in 
November, since there is still considerable evidence of brisk activity in 
the real estate market. Credit supply has increased again recently. The 
Housing Financing Fund (HFF) has raised its maximum loan-to-value 
ratio from 80% to 90%. Interest rates on its new mortgage lending 
have risen by only 0.05 percentage point despite a sharp increase 
in HFF bond yields. Commercial banks have advertised mortgages 
denominated in foreign currencies and one has offered a specific 
target client group 100% mortgages with limited repayments for the 
first years. 

Robust import growth in 2006 but signs of a slowdown as the 

year progressed

Preliminary figures from Statistics Iceland show import growth of 
just below 9% in 2006. This is almost double the growth rate fore-
cast in November. Increased imports tend to reflect higher domestic 
demand. Annualised growth of imports reached 35% at the peak in 
Q3/2005. Growth of national expenditure peaked at the same time, 
at 22%. The growth rate of both imports and domestic demand sub-
sequently slowed down, especially after the depreciation of the króna 
in Q1/2006 and the peak in investment in the aluminium and power 
sectors. 

Imports are forecast to contract by 10% in 2007, which is 
broadly unchanged from the November forecast. Developments in 
2008 and 2009 reflect declining domestic demand. The decrease in 
imports is forecast to continue along the forecast horizon.

GDP growth in 2006 was lower than forecast and will be 

subdued in 2007-8 and negative in 2009

GDP grew by 2.6% in 2006, according to preliminary estimates 
by Statistics Iceland, compared with the Central Bank’s November 
forecast of 4%. National expenditure growth exceeded the forecast, 
however. Sluggish growth is therefore fully explained by a more nega-
tive contribution from foreign trade than was forecast, outweighing 
more rapid expansion of investment. Exports shrank by almost twice 
as much as forecast in November, and imports rose by almost twice 
as much as well. 

Subdued growth is forecast for 2007 and 2008. Domestic 
demand will contract sharply, but GDP growth will be kept positive by 
the contribution from foreign trade. A massive increase in aluminium 
exports is the main factor at work, but lower aluminium prices will 
diminish the impact on export revenues. A 1% contraction is forecast 
in 2009. It should be underlined that forecast uncertainty increases 
significantly later along the horizon. 



ECONOMIC AND MONETARY
DEVELOPMENTS AND PROSPECTS

M
O

N
E

T
A

R
Y

 
B

U
L

L
E

T
I

N
 

2
0

0
7

•
1

30

The output gap continues to narrow and will turn negative at the 

beginning of 2009

Estimation of the output gap is fraught with uncertainties, but still 
provides a crucial input for monetary policy-making. The output gap 
was positive by an estimated 3.2% in 2006. Lower estimated poten-
tial output and slower GDP growth balance each other out. Hence, 
the estimated output gap is broadly unchanged from the November 
forecast. The reason for the lower potential output estimate since 
Monetary Bulletin in November 2006 is that the estimated capital 
stock has been revised downwards. The output gap will continue to 
narrow over the medium term. It will be positive by 1% in 2007 and 
negligible in 2008. At the beginning of 2009 it turns negative, averag-
ing -2% over the year as a whole. The output slack will start to decline 
from the middle of 2010.

1. Central Bank forecast 2007-2009
Source: Central Bank of Iceland.

% of potential output
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For each issue of Monetary Bulletin, the Central Bank surveys 
 fi nancial market analysts’ assessments of the economic outlook. The 
latest survey was conducted in mid-March and participants were the 
research departments of Glitnir, Kaupthing Bank, Landsbanki and 
Askar Capital. The main changes from the October survey (pub-
lished in November) are that analysts have revised their forecasts 
for infl ation, output growth and real estate prices in 2007 slightly 
upwards. For 2008, they forecast less output growth but ongoing 
rises in real estate prices. 

Outlook for headline inflation close to target
Analysts forecast year-on-year infl ation in 2007 of 3½%, which is 
slightly higher than in the previous survey in October. Their forecast 
is for headline infl ation and includes the effects on the CPI of a cut 
in indirect taxes and excise taxes. Their average infl ation forecast 
is close to the Central Bank’s baseline forecast, which is based on 
what the Bank’s staff view as an optimum policy rate path for at-
taining the infl ation target. Analysts expect the infl ation target to 
be attained somewhat later than is projected in the Central Bank’s 
baseline forecast. They also forecast 3½% year-on-year infl ation in 
2008, while in the Bank’s baseline forecast, which assumes a rather 
higher policy rate, it is within target by then at 2.3%. On average, 
the analysts’ forecast for year-on-year infl ation in 2009 is very simi-
lar to the Central Bank’s. In both cases, infl ation is close to target. 

Upbeat growth outlook over the forecast horizon 
Financial market analysts expect that the economic adjustment will 
entail broadly the same output growth rate as in 2006, forecasting 
2½% on average in 2007 and just over 3% in 2008. They are in 
broad consensus about the growth outlook, although one respond-
ent, who estimates a high probability that investment in the alumini-
um and power sectors will continue, forecasts more than 4% growth 
in 2008. In the Central Bank’s baseline forecast, output growth is 
signifi cantly lower, at less than 1% in 2007 and 2008. On a longer 
horizon, analysts forecast output growth of just over 3% on average 
in 2009.

Exchange rate forecast virtually unchanged since October
The króna has been relatively stable in recent months. Analysts fore-
cast an exchange rate index of 126 twelve months ahead and a 
marginal appreciation of the króna a year later. This forecast is virtu-
ally unchanged since the last survey in October. Opinions diverge 

Box IV-1

Financial market 
analysts’ assessments 

of the economic 
outlook
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widely, however, with a range of 20 points between the highest and 
lowest values one year ahead. Two years ahead, they narrow the 
index value to 120-127.

Analysts forecast rapid lowering of the policy rate
The Central Bank’s policy rate is currently 14.25% after a hike of 
0.25 percentage points in December 2006. The analysts’ average 
forecast is virtually unchanged from the October survey. They fore-
cast a policy rate of just over 11% one year ahead, just over 9% 
two years ahead and 8% after three years. The majority predict that 
the policy rate will be left unchanged on the scheduled interest rate 
decision date, March 29. The main change since Monetary Bulletin 
in November is that the majority of respondents now expect the 
Central Bank to begin lowering the policy rate in Q3/2007. In the 
October survey, they expected the downward cycle to commence 
earlier. One analyst, however, expects a hike of 0.25 percentage 
points and a high policy rate maintained along the forecast horizon. 
A fairly wide discrepancy is seen in their forecasts for the policy rate 
trough over the next few years, ranging from 5.5% to 10% at the 
end of the decade.

Outlook for higher real estate prices over the forecast period
Equity prices have risen sharply since the beginning of the year and 
sentiment on the equity market appears to be upbeat. On March 21, 
Iceland Stock Exchange’s ICEX-15 index stood at almost 7,500, hav-
ing risen by 15% since mid-October. Most analysts expect equity 
prices to continue to climb and have revised their forecasts upwards. 
They forecast an ICEX-15 index value of above 8,000 on average 
one year ahead.

Real estate prices are now expected to rise over the forecast 
period, which is a marked change from the October forecast, refl ect-
ing the apparent pickup in house price infl ation since the beginning 
of the year. On average, analysts forecast that real estate prices will 
increase by just over 3% over the next twelve months. None fore-
cast that prices will fall, but one expected them to remain fl at over 
the next twelve months, which implies a reduction in real terms.

Overview of forecasts by financial market analysts1

 2007 2008 2009

  Average Lowest  Highest  Average Lowest Highest Average Lowest Highest

Inflation (year-on-year) 3.5 2.8 4.2 3.5 2.1 4.2 2.6 1.5 3.3

GDP growth 2.4 1.5 3.4 3.2 2.3 4.1 3.2 2.6 3.5

 One year ahead Two years ahead

Inflation 3.4 2.1 4.6 3.1 2.5 3.4

Effective exchange rate index
of foreign currencies vis-à-vis 
the króna (Dec. 31, 1991=100)  126 115 135 124 120 127

Central Bank policy interest rate 11.3 9.8 14.0 9.2 6.0 13.0

Nominal long-term interest rate2 8.1 7.4 8.5 7.6 7.0 8.0

Real long-term interest rate3 3.8 3.5 4.0 3.6 3.4 3.8

ICEX-15 share price index 
(12-month change) 8,063 7,000 8,820 8,930 7,000 10,143

Housing prices (12-month 
change) 3.1 0.0 5.0 3.2 0.0 7.6

1. The table shows percentage changes between periods, except for interest rates (percentages) and the foreign exchange rate index and ICEX-15 index (index points). 

Participants in the survey were the research departments of Glitnir, Kaupthing Bank and Landsbanki, and Askar Capital. 2. Based on yield in market makers’ bids on non-

indexed T-notes (RIKB 13 0517). 3. Based on yield in market makers’ bids on indexed Housing Financing Fund bonds (HFF150644). 

Source: Central Bank of Iceland.
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V Public sector finances

The public sector surplus in 2006 was broadly unchanged from 2005, 
equivalent to 5.3% of GDP. This year the outlook is also for a strong 
surplus, around 4% of GDP. However, the fiscal balance is likely to 
turn to a deficit in 2008 and deteriorate further in 2009. Forecasting 
uncertainty increases, however, as the horizon progresses. 

Reduced revenues as a proportion of GDP ...

As a proportion of GDP, public sector revenues are set to shrink mar-
ginally in 2007. Under the Central Bank's baseline forecast, public 
sector revenues are expected to decline from 46½% of GDP in 2006 
to 43½% in 2009 on account of tax cuts, a contraction in private 
consumption and shrinking revenues from personal financial income 
tax and corporate taxation in 2008-2009.

... but higher expenditures ...

In the baseline forecast, public sector expenditures increase as a pro-
portion of GDP from 41½% in 2006 to 49% at the end of the hori-
zon. The reason for the increase is, in part, that public consumption 
is expected to grow at broadly the same rate as in recent years, but 
GDP more slowly. Heavy Treasury investment is also forecast in 2008 
and 2009, together with a rise in Treasury transfers and social secu-
rity payments as a proportion of GDP, from 6½% in 2006 to 8½% 
in 2009. Increased transfers are largely the result of higher pension 
payments by the social security system and unemployment benefit, as 
unemployment grows.

... and the surplus turns negative within the forecast horizon 

Falling revenues and rising expenditures will flip the public sector 
surplus of just over 5% of GDP in 2006 to a deficit of almost 6% in 
2009, reflecting the sizeable turnaround in the economic climate over 
the period. 

New methodology shows local government surplus, not deficit

Statistics Iceland’s revised methodology for compiling the public 
consumption section of its quarterly national accounts, as well as 
new estimates for 2006 released in mid-March, led to considerable 
changes in previously published public sector data since 1998. The 
measured public sector balance over 1998-2005 is now weaker than 

Table V-1 Public sector 2005-20091 

 

% of GDP 2005 2006 2007 2008 2009

 Revenues 47.6 46.7 46.4 45.0 43.4

 Expenditures 42.3 41.4 42.6 46.0 49.1

 Balance 5.2 5.3 3.8 -0.9 -5.7

 Structural balance 3.4 3.4 3.1 -0.5 -4.8

 Net debt2 2.8 0.7 -6.3 -4.7 6.5

 Total debt 25.0 33.5 27.3 28.3 34.1

1. National accounts presentation. 2. Including Treasury liquidity but excluding pension fund commitments.

Sources: Statistics Iceland, Central Bank forecast for 2007-2009.

Revenues

Expenditures

Chart V-1

Public sector revenues and expenditures 
2000-20091

% of GDP

1. Central Bank forecast 2007-2009.
Sources: Statistics Iceland, Central Bank of Iceland.
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in previous estimates, by 2% of GDP at the most in 2002. One of 
the most noteworthy changes is the revision of the local government 
balance in 2005, to a surplus of 5½ b.kr. instead of the 4 b.kr. deficit 
shown by earlier data. This revision is equivalent to 6½% of local gov-
ernment revenues and 0.8% of GDP. Also, treasury revenues are now 
estimated at 362 b.kr. in 2005 instead of 373 b.kr. The expenditure 
side changed rather less, and the estimated Treasury surplus in 2005 
has now been revised downwards by 11 b.kr. to 46 b.kr.

 
Lower than forecast Treasury tax revenues and higher expendi-

tures in 2006 ...

The Treasury surplus in 2006, including the social security system, 
amounted to just over 60 b.kr., or 5% of GDP. A surplus of 78 b.kr. 
was forecast in Monetary Bulletin in November 2006. Almost half of 
the decrease is explained by a revision of the balance in 2005 and the 
remainder by less revenue from corporate taxation and indirect taxa-
tion. Treasury expenditures were also projected to rise by just under 
1% in the November forecast, but preliminary estimates now put the 
increase at just over 1%. 

... and a weaker outlook this year

The outlook for the Treasury balance in 2007 is considerably weaker 
than was forecast in November. The estimated surplus has been 
revised downwards by one percentage point to just over 3% of GDP. 
Expenditures are now expected to increase by 5% in real terms, 
instead of 4%. Transfer outlays weigh heaviest in this increase, espe-
cially pension benefits and support for private sector pension funds. 
However, the forecast decrease in Treasury revenues has also been 
revised to 3% from 6%, with a boost from corporate taxation and 
personal financial income tax. 

Treasury surplus reverses into deficit in 2008 ...

In 2008, the Treasury’s surplus is expected to reverse into a deficit 
equivalent to almost 1% of GDP. Revenues will fall by an estimated 
7-8% in real terms as declining private consumption and imports 
reduce the growth in revenues from corporate taxation and taxes on 
consumption. Treasury expenditures will increase by almost 5% in 
real terms, largely due to a massive hike in investments. 

Table V-2 Treasury 2005-20091 

 

% of GDP 2005 2006 2007 2008 2009

 Revenues 35.6 34.7 34.3 32.7 31.0

 Expenditures 30.8 29.9 31.0 33.4 35.5

 Balance  4.8 4.8 3.3 -0.7 -4.6

 Structural balance 3.5 3.5 2.8 -0.4 -3.9

 Credit balance 8.4 -2.2 3.0 0.2 -3.4

 Net debt2 0.8 0.3 -3.9 -2.7 6.9

 Total debt 18.2 26.3 21.6 22.3 27.0

1. National accounts presentation. 2. Including Treasury liquidity but excluding pension fund commitments.

Sources: Statistics Iceland, Central Bank forecast 2007-2009.

Chart V-3

Changes in historical estimates of 
fiscal balance 1998-2005
Revised minus older figures

% of GDP

Source: Statistics Iceland.
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... which widens sharply in 2009

Treasury revenues in 2009 are forecast to fall by 9% in real terms 
(almost 30 b.kr.), mostly for the same reasons as in 2008, but with 
interest revenues falling as domestic interest rates head downwards. 
Treasury expenditures increase by 2½% due to higher public con-
sumption and transfer outlays, partly as a result of higher unem-
ployment. Thus the Treasury deficit will widen to around 60 b.kr., 
equivalent to 4.6% of GDP. Part of the reason for the downturn in the 
Treasury balance in 2008-9 is an assumed drop in revenues from cor-
porate taxation. However, if revenues in those years remain broadly 
unchanged from the level forecast in 2007, other things being equal, 
the Treasury would be in balance in 2008 and show a deficit of 3% of 
GDP in 2009, instead of 4.6%.

Similar trend for local and central government over the next years

As mentioned above, the estimated local government balance 
improved considerably following the revision of the national accounts 
in March, to leave a surplus equivalent to half a percentage point of 
GDP in both 2005 and 2006. 

Public consumption by local governments has been growing 
steadily in recent years and they have set their municipal tax rates 
almost at the ceiling authorised by the central government. Many 
local authorities have waived part or all of the extra real estate tax 
they could have earned from higher property valuations driven by 
surging house prices. Local governments have also invested heavily in 
infrastructure to match urban growth. 

In the baseline forecast, the pattern of recent years will broadly 
continue in 2007. A stronger local government balance is forecast for 
2007 than in 2006, because economic activity and earnings are still on 
the increase. In 2008 and 2009, however, house prices are forecast to 
fall and wage growth to slow down, leaving a local government deficit 
in the range 10-15 b.kr., equivalent to 1% of GDP in 2009. 

Public sector cyclical balance

The Treasury balance is procyclical and generally improves during 
the expansion phase of the business cycle. Personal income tends to 
increase by more than the personal tax-free threshold, private con-
sumption grows faster than public consumption and growth of income 
transfers slows down. As a rule, private consumption in Iceland tracks 

Table V-3 Local government 2005-20091 

 

% of GDP 2005 2006 2007 2008 2009

 Revenues 13.0 13.0 13.1 13.3 13.4

 Expenditures 12.5 12.5 12.6 13.4 14.5

 Balance 0.5 0.5 0.6 -0.2 -1.1

 Net debt  3.6 3.2 2.5 2.8 3.8

 Total debt 6.7 6.3 5.7 6.1 7.2

1. National accounts presentation. 

Sources: Statistics Iceland, Central Bank forecast 2007-2009.

Chart V-4

Structural balance of the public sector 
2000-2009

% of GDP

Sources: Statistics Iceland, Central Bank of Iceland.
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an appreciation of the real exchange rate, imports grow and the com-
position of consumption shifts more towards luxury goods in high tax 
brackets. When the economy cools these trends tend to unwind and 
the public sector balance deteriorates.

Chart V-4 shows the structural budget balance according to the 
current baseline forecast and in November 2006. The positive strucu-
tural balance forecast for 2008 in Monetary Bulletin then has been 
revised to a deficit, reflecting weaker growth prospects in the current 
macroeconomic forecast and the lower estimated surplus for 2006. 
The change in the macroeconomic forecast is largely the result of the 
new approach to determining the policy rate path in the baseline fore-
cast, as described in Section I. The revision for 2000-2004 from the 
previous forecast, on the other hand, derives from revised methods 
for compiling the national accounts. 

Over 2002-2006 the public sector balance improved by 8 per-
centage points, as shown in Chart V-4. Chart V-5 shows that the 
cyclical impulse accounted for roughly 2 percentage points of the 
improvement. However, this is probably an underestimate. In fact 
the revenue forecast in Table V-1 assumes a stronger impact from the 
output gap and exchange rate movements. Revenues from corporate 
and personal financial income taxes explain 2 percentage points of 
the improvement, and another 2 percentage points are due to various 
expenditures that are linked to the price level in the short term and 
hence tend to lag behind GDP during upswings. 

As pointed out earlier, the outlook is for the public sector bal-
ance to deteriorate by 11 percentage points of GDP over the period 
2006-2009. In 2009 the deficit will be equivalent to 6% of GDP. The 
forecast implies that the output gap will swing from being positive by 
3.2% in 2006 to negative by 2% in 2009. Routine public sector cycli-
cality explains just under one-third of the turnaround. Tax cuts, higher 
public sector investment and public consumption growth in excess of 
GDP growth largely account for the rest.

The cyclical nature of public sector finances is roughly pro-
portional to the output gap. If the output gap turns positive by one 
percentage point, the structural balance is estimated to improve by 
about half a percentage point. With this, the cyclical component of 
the budget accounts for only a third of the deterioration of the fiscal 
balance between 2006 and 2009. Even if the effects of the cycle may 
be underestimated, it is quite clear that the public sector is heading 
for a deficit considerably in excess of the cyclical effect. Moderation 
is therefore essential in expenditures and tax policy over the next few 
years. Fiscal policy would then shoulder some of the burden currently 
borne by monetary policy. 

Chart V-5

Cyclical contribution to public sector balance 
2000-2009

% of GDP

Source: Central Bank of Iceland.
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VI Labour market and wage developments 

The demand for labour is still going strong by all plausible meas-
ures. Demand has increasingly been met with imported labour, since 
unemployment is negligible and the reserve of labour among the 
non-employed has not sufficed to fulfil it. Excess labour demand has 
been reflected in growing wage pressures, with the wage index rising 
at a record annual pace in 2006. The rate of increase of unit labour 
costs has exceeded the rate compatible with the inflation target by 
wide margins. 

Unemployment continues to shrink ...

The ability to draw on the unemployed part of the labour force to meet 
shortages has been quite limited lately. Joblessness is currently neg-
ligible. Unemployment continued to fall in 2006, by 0.8 percentage 
points to an average of 1.3% for the year. This is broadly in line with 
the Central Bank’s forecasts last year. Seasonally adjusted unemploy-
ment also edged down over the first two months of 2007, to 1.1%. 
The baseline forecast for unemployment is broadly unchanged for the 
current year, but the rate is expected to increase as economic activity 
cools down, to almost 5% at the end of the forecast horizon.

... and labour use has increased by all criteria 

According to Statistics Iceland’s labour market survey, labour use in 
Q4/2006 rose sharply year-on-year by all criteria. Hours worked were up 
5.4%, while average growth for the whole year was 4.7%. Since 2004, 
total hours worked have increased by 8.2% and employment by 8.6%.

From Q4/2005 to Q4/2006, the growth of employment was 
concentrated in the group aged 25-54. Over the previous three quar-
ters, it was most pronounced in the youngest and oldest age groups, 
drawing from the non-employed labour pool.

Sharp increase in the inflow of foreign labour in 2006

The demand for labour from the aluminium and power sectors declined 
somewhat in the second half of 2006. Nonetheless, it remained robust 
and continued to be largely met with imported labour. 

Official registration of foreign labour was altered with the 
opening of the Icelandic labour market for EU-8 nationals on May 
1, 2006.1 Since then, EU-8 nationals do not need work permits in 
Iceland, but their employers are obliged to notify the Directorate of 
Labour about their recruitment. The number of issued work permits 
decreased accordingly by around 1 thousand year-on-year in 2006, 
to just under 3 thousand, while new notifications of EU-8 nationals 
increased by about 4 thousand. The total number of foreign work-
ers registered with the Directorate of Labour therefore amounted to 
almost 7 thousand. 
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Sources: Directorate of Labour, Central Bank of Iceland.

Chart VI-1
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Source: Statistics Iceland.
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Chart VI-3
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1. EU-8: the 8 remaining EU accession states whose nationals were allowed free movement 
of labour on May 1, 2006, i.e. the Czech Republic, Estonia, Hungary, Latvia, Lithuania, 
Poland, Slovakia and Slovenia.
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There has been a sharp increase in the number of migrant work-
ers in the Icelandic labour market in recent years. A larger working 
population increases the potential output of the economy and may 
affect wage and productivity developments and the level of unem-
ployment that is compatible with a low rate of infl ation. However, 
labour imports affect not only the supply side of the economy, but 
also the demand side, because migrant workers are also consumers 
of goods and services. The impact of foreign labour on supply and 
demand equilibrium is complex and the infl ationary impact is not 
always straightforward. 

Demand side impact
Imported labour affects demand in the economy through purchases 
of goods and services. Migrant workers buy food and consumer 
durables, and need housing. Their consumer behaviour is probably 
infl uenced by how long they intend to stay. A large proportion of 
the foreign labour force in recent years came to Iceland only for 
temporary work, especially on projects in the aluminium and pow-
er sectors. Their consumption over and above basic necessities is 
therefore probably lower than otherwise and they are likely to have 
made remittances of savings from their earnings. If this has been the 
case, the impact of foreign workers on demand will have been much 
slighter than if they intended to settle permanently in Iceland. 

A larger permanent migrant labour pool increases demand for 
housing. Because of the lag between housing supply and demand, 
the unexpected boost to demand drives up housing prices. This in 
turn increases the mortgage capacity of house owners, thereby rais-
ing aggregate demand. However, much of the surge in house prices 
in Iceland in recent years is probably explained by other factors than 
increased demand from migrant labour, since a large proportion of 
them have been engaged in temporary work and lived in housing 
provided by their employers. 

Supply side impact 
An increase in the supply of foreign labour can have a substantial 
impact on wages and productivity, and thereby on infl ation and 
monetary policy conduct. The scale of this impact is closely related 
to the characteristics of both the domestic and foreign labour force, 
and the interaction between them. 

The wage impact may take three forms, with different infl a-
tionary impacts. If the imported labour force has a lower productiv-
ity rate than domestic workers, the reduction in total productivity 
may temporarily ease aggregate wage infl ation, without affecting 
unit labour costs and infl ationary pressures. Thus it would have no 
impact on monetary policy. 

The impact on aggregate productivity would be zero if the im-
ported labour replaces domestic labour with a similar productivity, 
but positive if it replaces less productive workers. Higher produc-
tivity would be refl ected in lower unit labour costs, thereby easing 
infl ationary pressures. 

If the imported labour injects skills that are lacking, this boosts 
effi ciency on the supply side of the economy while reducing wage 
infl ation at the same time. Hence, increased supply of foreign labour 
should temper the growth in unit labour costs. A reduced mismatch 
between supply and demand can also lower the natural rate of un-
employment, so unemployment can fall by more without forming 
infl ationary pressures. 

Box VI-1

The impact of foreign 
labour on inflation
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Icelandic and Polish nationals of working age increased by the 

same amount

According to Statistics Iceland’s population figures, the number of 
foreign nationals of working age (16-74) increased by 4,650 in 
2006, which is rather less than the number of employees notified to 
the Directorate of Labour. One reason for the discrepancy could be 
uncertainties in migration records, due to delays between issuance of 
residence permits and entry in the National Registry. 

The number of Icelandic nationals of working age increased by 
much less (2,770) than foreign nationals. Polish nationals of working 
age increased by virtually as much (2,620) as Icelandic nationals over 
2006.

Foreign nationals over 7% of employed persons 

There are indications that the proportion of foreign nationals in the 
labour force increased considerably year-on-year in 2006. As a pro-
portion of the employed, foreign nationals increased from 4½% in 
2004 to 5½% in 2005. Foreign nationals as a proportion of the popu-
lation of working age was the same in both years. In 2006, foreign 
nationals accounted for 7½% of the population of working age. If 
the correspondence between share in employment and working age 
population has remained broadly unchanged, foreign nationals could 
have accounted for more than 7% of the employed.

No indications of a slowdown in labour imports

In the first months of 2007, the number of new registrations at the 
Directorate of Labour has been a little below the average for 2006, at 
400 per month. However, over the first two months of the year, the 
National Registry issued 2 thousand new ID numbers. Almost 70% of 
recipients were EU-8 nationals, which is a considerably higher figure 
than for registrations at the Directorate Labour. Thus there are no 
indications of a slowdown in supply of labour from these countries. 
However, the economic recovery and growing labour demand in 
Europe could induce EU-8 nationals to seek work closer to their home 
countries. 

Inflationary impact
It is likely that the foreign input in the Icelandic labour market has 
had more effect on the supply side of the economy than on the 
demand side, thereby easing infl ationary pressures. Given the age 
composition of the foreign labour pool and the relatively high pro-
portion of males in it, they may be expected to have a higher par-
ticipation rate than the average for Icelandic nationals. Since a large 
proportion of the migrant workers have only been temporarily em-
ployed, they are likely to have saved a larger share of their wages 
than domestic workers, with a correspondingly subdued impact on 
demand. Labour imports have therefore been a key factor in steer-
ing the economy through the turbulence of recent years and have 
helped to prevent infl ation from running even higher than the cur-
rent rate. 

Source: Directorate of Labour.

Chart VI-4
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More businesses want to recruit

Regular surveys of the 400 largest companies in Iceland, commis-
sioned by the Ministry of Finance, Confederation of Employers and 
Central Bank, provide leading indicators of labour demand.

A survey conducted in February shows no easing of demand 
from businesses compared with the previous survey in December 
2006. Some 45% of companies now plan to recruit staff over the 
coming six months, which is 4% more than in the December survey. 
The number expecting to reduce their staffing fell to 6%. A consider-
able difference emerged according to location. Almost half the busi-
nesses in the Reykjavík area want to recruit staff compared with a 
third in regional Iceland, while many more regional companies want 
to cut back their workforce compared with those in or around the 
capital. Downbeat regional sentiment is reflected in the larger number 
of manufacturing companies planning redundancies in February 2007 
than in December 2006. However, considerably more companies plan 
to recruit in all other sectors apart from retailing.

Record private sector wage increases 

The wage index rose by 9.5% year-on-year in 2006. This is the high-
est year-on-year change in general wages since the wage index was 
introduced in 1989. The previous peak was in 1998, following a public 
sector pay structure review. In 2006, wages increased by the same 
proportion in the public and private sectors.2 

A spike was seen in private sector wages following a wage review 
agreed between the Icelandic Federation of Labour (ASÍ) and the 
Confederation of Icelandic Employers (SA) in mid-2006. According to 
the private sector wage index, wages rose 11.1% year-on-year in the 
second half of 2006. 

Manual labour wages increased the most ...

By occupational group, the sharpest increase in wages in the second half 
of 2006 was among manual workers (13.2%), as specifically aimed for 
in the ASÍ-SA agreement. Craftsmen showed the smallest increase 
(9.5%), but it should be borne in mind that the data reflect only changes 
in regular wages excluding bonuses, and therefore do not necessarily 
capture the impact of imported labour on the average wage level of 
this group. In the second half of last year, wages of other occupational 
groups increased at broadly the same rate as private sector wages. 

... and retail sector wages the least 

The highest wage rises by economic sector in the second half of the 
year were in communications and transport (13.9%) and financial 
services (12.3%).3 To some extent, the higher rises in these sec-

Source: Capacent Gallup.

Chart VI-5
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Chart VI-6
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Chart VI-7
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2. Statistics Iceland recently published wage indices for 2005 and 2006 in which bank 
employees are classified with the private sector, given that most of the banking sector has 
been privatised since 2003. Statistics Iceland also now publishes wage developments by 
occupational group and economic activity.

3. The size of occupational groups varies between sectors. For example, few manual workers 
are employed in the financial intermediation sector, but a high proportion of professionals. 
Likewise, the manufacturing sector employs large numbers of manual workers but fewer 
professionals. Thus a correlation may exist between wage developments of individual 
occupational groups and sectors.
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Source: Statistics Iceland.

Chart VI-8

Wage index and real wages
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4. Employees who had not worked uninterrupted for the same employer since June 2005 did 
not qualify for the wage increases negotiated in the ASÍ-SA agreement from the summer.

5. The negotiated increment that took effect on January 1 was generally 2.9% but higher for 
some groups.

tors over this period were scheduled in current wage settlements. 
Construction sector wages rose by less than private sector wages on 
average, reflecting the higher proportion of craftsmen. The retail and 
services sector was noticeably lowest (9.9%), probably due to a high 
staff turnover rate and an increase in the share of the younger age 
groups, although it may also indicate the temporary impact of foreign 
labour supply.4 

Some wage drift still present 

In spite of large contractual wage rises in 2006, some wage drift is still 
present, judging from the 3.5% rise in the January 2007 wage index. 
This increase was some way above scheduled increments in wage set-
tlements for January 1.5 Labour costs rose by half a percentage point 
at the same time, due to higher employer contributions to employees’ 
basic pension funds.

Wage rises far in excess of productivity

The expansion of the labour market after it was opened for EU-8 
nationals has probably eased underlying wage pressures quite con-
siderably, which would explain why the Central Bank overestimated 
the wage rises implied by the ASÍ-SA agreement in the summer. As 
discussed in Box VI-1 on p. 37, productivity may have been boosted 
by labour imports, but hardly by enough to offset hefty wage rises in 
the recent term.

Uncertainty surrounds pending wage negotiations 

Uncertainty about longer-term foreign labour supply is compounded 
by considerable uncertainty about wage developments over the com-
ing years, as most wage settlements in the private sector expire at the 
end of 2007 and for the largest groups of public sector workers soon 
afterwards. The additional labour costs that the new settlements will 
entail, and their duration, are both quite uncertain. As a rule, the first 
wage rise agreed in a settlement is the highest, and the initial increase 
in the next round is unlikely to be lower than the 2.9% contractual 
increment from January 1, 2007. 

Inflation developments over the current period of wage settle-
ments may argue against a long settlement period in the new round. 
One assumption has been that inflation would be on target, but a 
review clause was triggered twice while the current settlements have 
been in effect, when inflation exceeded the target. Nonetheless, real 
wages have risen by almost 7% since the settlement took effect 
in 2003. Wages of manual workers, which are most closely tied to 
negotiated settlements, have also risen sharply in recent years. Two 
factors will probably be crucial for the scale of wage rises negotiated 
in the next settlements, and their duration: supply of foreign labour 
and the social partners’ confidence in whether the inflation target will 
be attained in the near future. 
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1. Central Bank forecast 2007-2009.
Source: Central Bank of Iceland.

Chart VI-9
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Slower rise in unit labour costs in 2007

The Central Bank’s November forecast for the increase in labour 
costs in 2007 has been revised slightly downwards. Foreign labour 
has grown by considerably more than was assumed in that forecast, 
helping to contain wage drift. However, considerable wage pressures 
are still present in the domestic labour market and indicators point to 
even higher labour demand in coming months. Unit labour costs are 
therefore still expected to rise quite substantially in 2007, by 6.8%. 
According to the baseline forecast, labour cost growth will slow down 
further along the horizon in tune with slower wage growth. Pending 
wage settlements create some uncertainty about this assumption, 
however. Unit labour costs are forecast to increase by just under 4% 
annually in 2008 and 2009.
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VII External balance

The current account deficit has repeatedly been underforecast. In 
2006 it amounted to 305 b.kr., equivalent to more than one-quarter 
of GDP for the year. A deficit on such a scale has never been recorded 
in Iceland before, nor anywhere else within the OECD. The mer-
chandise and service accounts in the second half of 2006 turned out 
broadly in line with the November forecast, but the deficit on income 
was much larger. The outlook is for the current account deficit to nar-
row much more slowly than was forecast in November. It is expected 
to remain above 11% of GDP in 2009, mostly reflecting soaring net 
interest payments to abroad. 

Record merchandise account deficit explains almost half 

the current account deficit 

The deficit on the merchandise account amounted to just over 148 
b.kr. in 2006, the greatest ever recorded in Iceland. It corresponds to 
61% of merchandise export revenues, compared with 49% in 2005. 

The huge merchandise account deficit occurred despite a year-
on-year improvement in the terms of trade equivalent to 1.1% of 
GDP. Merchandise exports were down in terms of volume, but up 
in value by more than 25 b.kr. (11.7%) year-on-year in 2006, at 
constant exchange rates. Excluding exports of ships and aircraft 
(which increased by 49% year-on-year at constant exchange rates), 
the growth edge was in aluminium exports, which rose in value by 
almost 42% at constant exchange rates. Most of the increased value 
of aluminium exports derived from higher prices, but volume grew by 
6.5%. Aluminium accounted for 23.5% of total goods export value 
in 2006, compared with 18.5% in 2005. Marine product export prices 
also rose sharply. Export value of marine products gained 1% at con-
stant exchange rates, despite a 6.3% contraction in volume. 

In nominal terms, growth of goods imports outpaced exports 
quite significantly at constant exchange rates, by over 68 b.kr. (21%) 
year-on-year. More than half of the increase was accounted for by 
capital and operational goods. Imported commodities and opera-
tional goods jumped by almost one-quarter in value year-on-year, and 
imports of capital goods by 28% at constant exchange rates. 

Fuel import volume shrank slightly over 2006, largely explained 
by less fuel consumption by the fishing fleet. Higher oil prices, on 
the other hand, drove up the value of fuel imports by almost 15% at 
constant exchange rates. Car imports shrank quite noticeably over the 
year as a whole; hefty growth in the first part of the year unwound 
after the sharp depreciation of the króna in February and March. 
Consumer durables and semidurables followed a similar pattern, soar-
ing at the beginning of the year and declining later on. 

Service account deficit widened as well

A deficit of 54 b.kr. was shown on the service account in 2006 and 
represented for roughly 18% of the current account deficit. For 
many years the largest service export item has been tourist spending 
in Iceland, and this was the case again in 2006. Tourism revenues 

Chart VII-1

Current account balance components1

Q1/1999 - Q4/2006

B.kr.

1. Net current transfer is included in balance on income.
Sources: Statistics Iceland, Central Bank of Iceland.
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increased slightly, but spending abroad by residents grew much more. 
Transport and communications delivered a positive contribution to the 
current account balance despite a sharp drop in revenues year-on-
year. Foreign travel by Icelanders is likely to remain strong in 2007, 
but an expected increase in tourism to Iceland will offset this to some 
extent. 

Deficit on income more than doubled year-on-year 

The balance on income was negative by almost 102 b.kr. in 2006, 
accounting for roughly one-third of the current account deficit.1 The 
balance on income captures wage, interest and dividend flows to 
and from Iceland. Reinvested income, i.e. profits of residents’ foreign 
businesses net of profits of non-residents’ businesses in Iceland, is 
also classified under the balance on income. The bulk of the deficit 
on income was accounted for by net interest payments, which were 
negative by 89 b.kr., while net dividends and reinvested earnings were 
negative by 15 b.kr.

Highly negative net external position

Iceland’s net external position continued to worsen in 2007 due to 
the enormous current account deficit over the year. However, the net 
external position is affected by more factors than funding of the defi-
cit. It is quite susceptible to exchange rate movements. Thus the net 
external position was even worse when the króna was weaker around 
mid-2006. Offsetting this, higher prices of foreign shareholdings have 
a positive effect.

Total foreign liabilities amounted to 5,855 b.kr. at the end of 
2006, and foreign assets 4,500 b.kr. The net external position was 
therefore negative by 1,355 b.kr. Iceland’s foreign liabilities grew by 
more than 1,045 b.kr. in Q4/2006, roughly equivalent to total GDP 
for the year. The net debt position,2 i.e. the net position excluding 
venture capital, is negative by 2,350 b.kr., equivalent to more than 
double GDP. Chart VII-4 shows Iceland’s net external position and net 
debt position over the past two years, compared with selected OECD 
countries at the end of 2005.3 In such a comparison Iceland emerges 
in a league of its own. Considerable errors both on the liabilities and 
assets side are conceivable. The reliability of these statistics has been 
debated in Iceland and elsewhere, partly because of the apparent 
discrepancy that sometimes occurs between income and expenditure 
flows and assets and liabilities. However, to a considerable extent 
such a discrepancy can be explained by wide variation in returns on 
individual components of the asset and liability stock and between 
periods. Given the enormous size of both the asset and liability stock, 
these errors can turn out very large relative to GDP.

1. See further Box VII-1 on p. 45. A detailed study by Daníel Svavarsson and Pétur Ö. 
Sigurdsson on the balance on income and development of the net external position is 
planned for the next issue of Monetary Bulletin in July. 

2. Net debt position excludes direct investment and equity investment, which are defined as 
venture capital. 

3. Comparable data for 2006 are not available.

B.kr

Chart VII-3

Foreign debt and payments
Q1/2001 - Q4/2006

Sources: Statistics Iceland, Central Bank of Iceland.
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Little prospect of a sustainable current account deficit within 

three years

The current account has been in continuous deficit since the begin-
ning of 2003. Although the economic literature offers no general 
definition of a sustainable current account, it is still safe to conclude 
that one on the scale of Iceland’s in recent years cannot be sustained 
indefinitely. The question of how large a deficit can be sustained over 
a long period is difficult to answer. Narrowly defined, it could be con-
sidered sustainable if the accumulation of debt eventually stabilises at 
a certain ratio to GDP, given plausible long-term growth and interest 
rate assumptions. Such a definition may be inadequate, however, 
if debt stabilises at a position that leaves the economy excessively 
exposed to changes in external conditions, for example an increase 
in international interest rates. A useful alternative working definition 
of a sustainable deficit might be one that can be reversed without 
inducing a recession. 

Even though the present deficit has largely been the result of 
investments in sectors of the economy that may be expected to gen-
erate substantial export revenues in the years to come, this does not 
necessarily mean that the adjustment towards a sustainable balance 
can be achieved without a sharp contraction in domestic demand. To 
a certain extent the adjustment of the trade deficit will begin of its 
own accord later in 2007, in the absence of further investments in the 
aluminium and power sectors. 

As a result of the larger than forecast deficit in 2006, the current 
account deficit will take considerably longer to return to a sustain-
able level than was assumed in the baseline forecast in the November 
Monetary Bulletin, in spite of a much tighter monetary stance. The 
current account deficit will in fact shrink in 2007 and come down 
to 13½% of GDP in Q4. After that, the negative turn in the terms 
of trade and heavy debt service will act against reducing the deficit, 
even though the trade deficit decreases rapidly. The trade account is 
forecast at near-balance in 2010, with a deficit equivalent to less than 
1% of GDP. A deficit of 8% of GDP will still remain on the income 
account. In order to achieve a sustainable deficit in the sense that debt 
accumulation stabilises, a handsome surplus is called for on the trade 
account. This is a serious signal indicating the need for lasting restraint 
in the economy over the coming years. 
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Only a few years ago merchandise trade was the dominating factor 
in Iceland’s current account. In recent years the importance of the 
income account in the balance of payments has grown substantially. 
Income receipts and expenditure have grown exponentially as a re-
sult of extensive investment abroad by Icelandic residents. Both for-
eign and domestic investment has largely been fi nanced by foreign 
borrowing. The income account comprises dividends and reinvested 
earnings from direct and portfolio investment, in addition to inter-
est generated from other investment. Compensation to foreign em-
ployees is also counted among expenditures and compensation to 
Icelanders abroad as receipts in the income account. 

The international investment position is not infl uenced only by 
the extent of foreign investment and borrowing. In addition to an-
nual fl ows resulting from investment and loans, there are two other 
main factors. First, the revaluation of assets and liabilities to refl ect 
changes in the exchange rate and market value. A large stock of 
foreign liabilities leaves the economy more exposed to changes in 
the exchange rate of the króna. Second, returns on different asset 
categories in the portfolio of foreign assets and liabilities vary, for 
example with regard to risk. If the composition of foreign assets 
and foreign liabilities differs, a mismatch can result between their 
respective returns. In theory, the net income account can be heavily 
imbalanced as a result, even though the net investment position is 
close to zero. The methodology for valuation and revaluation varies 
depending of the type of foreign investment involved. The stock 
of foreign direct investment, for instance, is entered at book value 
while the annual fl ow of direct investment is recorded at market 
value.1 Portfolio investment is recorded at market value at the time 
the transaction occurs. Thus the combination of different types of 
investments can greatly impact how accurately the data refl ect the 
market value of individual components of the asset stocks. 

A large proportion of foreign investment by residents is in 
equity 
In 1995, the stock of foreign investment by Icelandic residents was 
equivalent to approximately 14½% of GDP. In 2006, only eleven 
years later, foreign assets had risen twenty-six-fold to 380% of GDP. 
The composition of foreign assets has also changed substantially 
over this period. In 1995, reserves and trade credit accounted for a 
signifi cant portion of foreign assets but are now relatively unimpor-
tant. Instead, foreign lending now comprises 39% of foreign assets. 
The share of foreign equity (in portfolio investment) has also almost 
doubled to roughly a fi fth of total foreign assets. Foreign direct in-
vestment was 928 b.kr. at the end of 2006, accounting for about 
21%.

Box VII-1

Increased stocks of 
foreign assets and 
liabilities heighten 
volatility in net 
investment income

 Table 1 Composition of foreign assets in 1995 and 2006 

   
  Foreign Equity Debt Loans Currency Trade Reserves
  direct portfolio securities  and credit 
  investment     deposits

 1995 19% 11% 10% 0% 13% 12% 34%

 2006 21% 20% 6% 39% 10% 0% 4%

Income receipts (left)

Income expenditures (right)

Chart 1

Income receipts and expenditures

Q1/1990-Q4/2006

B. kr.

Source: Central Bank of Iceland. 

0
10
20
30
40
50
60
70
80
90

100

0
-10
-20
-30
-40
-50
-60
-70
-80
-90
-100

‘06‘04‘02‘00‘98‘96‘94‘92‘90

B. kr.

Foreign direct investment (left)

Portfolio (left)

Loans (left)

Currency and deposits (left)

Other (left)

Reserves (left)

Foreign assets, % of GDP (right)

Chart 2

Foreign assets

Annual data

B. kr.
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1. In their methodologies, the OECD and IMF recommend recording foreign direct 
investment at market value, while at the same time they acknowledge the difficulties 
involving the evaluation of unlisted companies. Lack of reliable data has hitherto 
hindered most countries, including Iceland, from recording foreign direct investment at 
market value. For the sake of compatibility of data it is preferable that as many countries 
as possible agree on applying either market value or book value.
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The composition of foreign debt has also changed substantially in 
the past 11 years. However, unlike the portfolio of foreign assets, 
equity investment comprises only a relatively small proportion of 
foreign liabilities, at roughly 15%. The remaining 85% of the for-
eign liabilities are in interest-bearing categories. 

The difference between the return on total foreign assets and 
liabilities in 2006 was -1.2%. However, the difference between in-
dividual categories was in some cases much greater. For instance, 
the return on inward foreign direct investment was 24.4%, but on 
outward foreign direct investment only 9.8%.

When comparing respective average returns on direct investment 
and portfolio investment, it is important to bear in mind that differ-
ent methodologies are used to measure them. As a result, the aver-
age return on direct investment is generally higher than on portfolio 
equity investment. The most signifi cant difference involves generally 
low dividend payments and the fact that no adjustment is made to 
capture changes in market value.2 

A much smaller difference was seen between returns on inward 
and outward portfolio investment, at only about 2.3% in favour of 
inward investment. This difference is explained solely by higher in-
terest rates on Icelandic securities, as the return on outward and 
inward portfolio equity was identical in 2006. 

Over the past few years, re-invested earnings from inward 
foreign direct investment have increased enormously, while re-in-
vested earnings from outward direct investment have shown much 
less growth. 

Table 2 Composition of foreign liabilities in 1995 and 2006 

   
  Foreign Equity Debt Loans Currency Trade Other
  direct portfolio securities  and credit 
  investment     deposits

 1995 3% 0% 48% 46% 0% 2% 1%

 2006 9% 6% 63% 16% 6% 0% 0%

Table 3 Average return on foreign assets and liabilities in 2006

 

 Yield on assets (%) Yield on liabilities (%) Difference (%)

 Total 4.4 5.7 -1.2

 Direct investment 9.8 24.4 -14.6

  Equity capital  11.0 29.9 -18.9

  Other capital  2.3 0.6 1.7

 Portfolio investment 1.6 3.9 -2.3

  Equity 1.2 1.2 0.0

  Debt securities 3.5 4.2 -0.7

 Other investment 3.7 3.9 -0.2

Foreign direct investment (left)

Portfolio (left)

Loans (left)

Currency and deposits (left)

Other (left)

Foreign assets, % of GDP (right)

Chart 3

Foreign liabilities

Annual data 1990-2006

B.kr.

Source: Central Bank of Iceland.
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2. Furthermore, re-invested earnings are not accounted for in equity portfolio invest-
ment. 
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VIII Price developments

Inflation over the past five months was somewhat lower than in the 
forecast published in Monetary Bulletin in November. The forecast of 
7.6% twelve-month inflation in Q4/2006 exceeded the actual out-
come by 0.5 percentage points. The CPI remained unchanged from 
October to December after rising sharply since the beginning of 2006. 
Twelve-month inflation over Q1/2007 is heading for 6.4%.

Headline inflation decreased in March due to the first-round 
effect of a cut in indirect taxation on measured prices of food and 
other goods and services. The outlook is that headline inflation will 
come down in the coming months as the result of the ongoing impact 
of lower value-added tax (VAT) and commodity taxes, and the base 
effect of price rises a year before. 

Divergent paths of headline and underlying inflation

Despite lower headline inflation, strong inflationary pressures can 
still be discerned in various components of the CPI. Services prices 
inflation has been on the increase and the cost of owner-occupied 
housing has risen in recent months. Twelve-month inflation rose 
again in February to 7.4%, after hovering around 7% since Monetary 

Bulletin was published in November. Lower prices of petrol and other 
volatile items recently have left core inflation considerably higher than 
headline inflation. The twelve-month increase in Core Index 2, which 
excludes volatile items and public sector services, amounted to 8.3% 
in February. Excluding housing, the CPI had risen by more than 6% 
over the preceding twelve months in February, and by 4% in March 
after consumption taxes were reduced. 

The CPI fell by 0.3% month-on-month in March due to a reduc-
tion in VAT on food and other goods. Twelve-month inflation dropped 
to 5.9%, which is 3½ percentage points above the target. Alongside 
its inflation measurement in March, Statistics Iceland started to pub-
lish an index excluding the first-round effect of changes in indirect 
taxation, i.e. leaving VAT unchanged at the rate in February. That 
index provides an indication of how the change in indirect taxation 
is transmitted and is also an important measure of underlying infla-
tion. It rose by 1.4% in March, just over one percentage point more 
than the CPI. Twelve-month inflation excluding the first-round effect 
of lower VAT amounted to 7.7%. By this measure, core inflation had 
risen since February to its highest rate since the peak in the summer. 
Core Index 2, excluding the tax effect, has risen by 8.4% over the past 
twelve months and the March figure was the highest since 2002. The 
first-round effect of lower indirect taxation will no longer be included 
in the inflation measurement after one year.

The base effect will have a considerable impact in the coming 
months when the price rises over the period March-June 2006 will no 
longer be included in the twelve-month inflation measurements (see 
Box VIII-1 on p. 50). The impact of a more than 1% rise in month-
on-month inflation in March 2006 has now passed out of the twelve-
month rate of change, but since the index excluding the impact of 

Chart VIII-1

Inflation January 2001 - March 20071

12-month change (%)

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 also excluding prices of public services. 
Source: Statistics Iceland.
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Chart VIII-2

The CPI housing component and market 
prices of housing Jan. 2002 - March 2007

12-month change (%)
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lower VAT rose by even more a year later, this base effect does not 
suffice to reduce twelve-month underlying inflation.

House price disinflation slows down

House price inflation had been steadily slowing down when Monetary 

Bulletin was published in November 2006. The housing market was 
expected to cool, as conditions for mortgage financing had deteriorated 
from the previous year. At the end of 2006, house price inflation had 
slipped behind headline inflation over the year, and real estate prices in 
and around Reykjavík had fallen by 2% in real terms since the begin-
ning of the year.1 In January 2007, the twelve-month rise in the hous-
ing component of the CPI was under 10%, the lowest since December 
2004.2 So far in 2007, however, house price inflation appears to have 
regained momentum and the real estate market has rallied. The con-
tribution of housing costs to measured inflation still remains very high 
and accounts for half the rise in the twelve-month CPI. 

At the beginning of March, twelve-month housing inflation 
measured 11.4%. The cost of owner-occupied housing had risen by 
more than 3% since the beginning of the year, contributing 0.5 per-
centage points to the CPI. Higher market prices accounted for 0.4 per-
centage points of the increase and higher real interest rates 0.1 per-
centage point. Interest rate changes have accounted for almost one 
percentage point of the increase in the CPI since the end of 2005.3 
Since the last Monetary Bulletin was published in November, interest 
rates have contributed marginally more to the housing component of 
the index than market prices, which dipped at the end of 2006. Other 
things being equal, however, the impact of higher real interest rates 
will begin to wane in the coming months when hikes by the com-
mercial banks and Housing Financing Fund (HFF) a year earlier pass 
out of measured inflation. Paid rent has increased by 2½% since the 
beginning of the year. At the beginning of March, the twelve-month 
rise in paid rent had kept pace with owner-occupied housing costs.

The recent upswing in the housing market will probably prove 
short-lived. House prices remain elevated and supply of residential 
housing is growing rapidly. However, the HFF’s recent increases in its 
loan-to-value ratio and mortgage ceilings, and the banks’ responses 
to them, are likely to defer the adjustment by stepping up competi-
tion among credit institutions and boosting purchasing power in the 
housing market. Such measures also exert a sizeable influence on 
household expectations, which are already at a peak. 

Favourable exchange rate developments have not prevented a 

rise in import prices

The króna has been fairly stable since November. Favourable exchange 
rate developments have eased underlying inflationary pressures slight-

1.   Based on three-month moving averages.

2. The housing component of the CPI comprises imputed (owner-equivalent) and paid rent, 
and housing maintenance cost.

3. The impact of interest rate changes on the CPI is discussed in Monetary Bulletin 2006/3, 
p. 40.

12-month change (%)

Source: Statistics Iceland.
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ly, but because of firm domestic demand and the impact of wage 
rises and possibly higher commodity prices as well, prices of imported 
goods excluding petrol have increased considerably in recent months. 
In February, before indirect taxes were cut, the twelve-month rate of 
increase for food and beverage imports was unchanged since October 
2006 at over 10%.

Around this time in 2006, prices of new cars jumped following 
the depreciation of the króna. They have kept on increasing recently 
in spite of the relatively stable exchange rate. The twelve-month rise 
in prices of new cars reached almost 13% in March, having risen on 
average by ½% every month since the autumn. Manufacturers’ price 
increases due to higher commodity prices probably explain part of the 
hike. The recent fall in petrol prices has added a significant disinfla-
tionary impulse. In March, petrol had risen by just over 2½% over the 
preceding twelve months. The base effect of a spike in petrol prices 
a year earlier will pass out of measured inflation over the next few 
months, turning the twelve-month change in petrol prices negative. 

Lower indirect taxes passed through to goods prices

VAT on food, catering and various other goods and services was 
lowered from 14/24.5% to 7% in March. Excise taxes were abol-
ished on all foods apart from confectionery and sugar. Food and 
beverage prices decreased by 7½% in March, so the reduction in VAT 
was transmitted almost in full to goods prices. On the other hand, it 
has not yet been transmitted fully to catering sector prices. Prices of 
domestic goods excluding food have fallen by a little more than ½% 
over the past twelve months. There will be some lag in the pass-
through of changes in excise taxes to goods prices, due to inventories 
held by producers and importers. 

No let-up in services price inflation 

Prices of private sector services have continued to rise since Monetary 

Bulletin was published in November. In February, the twelve-month 
increase in private services exceeded 6%, to reach the highest rate 
since summer 2002. Private services prices decreased in March by just 
over ½% as a result of lower VAT on items including catering, accom-
modation and road tariffs. Services inflation makes a fairly large con-
tribution to measured inflation and private services account for more 
than one percentage point of the rise in the twelve-month CPI. There 
was a sizeable increase in services prices at the beginning of the year 
in pace with wage rises; the private sector wage index rose by 3½% in 
January. Although services inflation lagged slightly behind wage rises, 
it is likely to keep on drifting higher in light of the development of 
domestic demand and cost pressures.4 However, the effect of foreign 
labour may prevent services price inflation from increasing by as much 
as increasing wages could suggest (see Box VI-1 on p. 37). 

Prices of public services rose quite sharply in January when 
various hikes scheduled for the New Year went into effect. In March, 

4. For a discussion of services price inflation, the exchange rate and wage costs, see Monetary 
Bulletin 2006/3, p. 44.

Chart VIII-6

Goods prices January 2001 - March 2007

Source: Statistics Iceland.

12-month change (%)

Imported goods excluding alcohol and tobacco 

Domestic goods excluding agricultural products

Groceries

-10

-5

0

5

10

15

‘07200620052004200320022001

Chart VIII-7

Components of the CPI 
June 2004 - March 2007

Contribution to CPI inflation in past 12 months

%

-2
-1
0
1
2
3
4
5
6
7
8
9

2007200620052004

Housing

Public services

Private services

Domestic goods excluding agricultural products

Imported goods excluding alcohol and tobacco

CPI

Source: Statistics Iceland.

Chart VIII-8
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12-month change (%)

1. 3-month average in central month.
Source: Statistics Iceland.
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The most common measurement of price changes is consumer price 
indices. The consumer price index (CPI) is calculated by Statistics 
Iceland and based on a monthly survey of prices and regular surveys 
of households’ consumption patterns. The total index weighs to-
gether prices of goods and services in proportion to their weightings 
in households’ consumer spending. The twelve-month percentage 
change in the CPI is normally used as a measurement of infl ation 
and the Central Bank’s infl ation target is defi ned in such terms.

By using the twelve-month increase in the index the effect of 
seasonal fl uctuations on measured infl ation can be largely avoided, 
for example due to seasonal sales. Nonetheless, the twelve-month 
increase in consumer prices is not without fl aws as a measurement 
of infl ation. The twelve-month change in the CPI does not distin-
guish between recent price changes and price changes a year before. 
When changes in the CPI in the base month have a considerable ef-
fect on twelve-month measured infl ation, this is commonly referred 
to as a base effect. Base effects are therefore the contribution to 
changes in the annual rate of measured infl ation from abnormal 
changes in the CPI in the base period. It can make a considerable 
difference whether changes in infl ation are caused by price changes 
in the current month, or by extreme price changes passing out of the 
twelve-month comparison. 

Calculation of measured inflation
The annual infl ation rate (πt) is calculated as the percentage differ-
ence between the CPI in a given month (Pt) and the index value 
twelve months earlier (Pt -12):

πt = (Pt/Pt -12-1)x100.

The difference between the annual infl ation rates in two subsequent 
months is approximately equal to the difference between the month-
on-month rate in the current month and the month-on-month rate 
twelve months earlier:

πt – πt-1 = (Pt/Pt-1 – Pt-12/Pt-13)x100.

The change in the annual infl ation rate between two subsequent 
months equals the difference between price changes in the meas-
uring month and changes twelve months earlier. If the index in-
creases abnormally in the period from t-13 to t-12 this will reduce 
the change in annual infl ation between t-1 and t. Base effects can be 
defi ned as the contribution of price changes a year ago, (Pt-12/Pt-13), 
to the current change in infl ation (see ECB, 2005, 2007).

Considerable base effects due to price changes in housing and 

groceries
Base effects are often very important when price movements are 
unusually large. Housing price infl ation in 2005 is a good example. 
Owner-equivalent (imputed) rent increased monthly by 3.2% on 
average during the fi rst four months of 2005.1 Imputed rent carries 
a weight of 17% in the CPI and the price increase added almost 2 
percentage points to the CPI. During the fi rst four months of 2006 
imputed rent increased monthly by 1.4% on average, considerably 
less than the previous year. The twelve-month change in imputed 
rent was 24% in December 2005 but had declined to 15% in April 

Box VIII-1

Base effects 
in the CPI

1. Owner-equivalent rent is the owners’ housing cost and is calculated from the market 
price of housing and mortgage interest cost.
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2006 when the impact of the price increase during the same period 
a year before had passed out of the measurement and been replaced 
by a smaller price increase.

Changes were made to the housing component of the CPI in 
May 2005 when Statistics Iceland shortened the reference period for 
computing real interest costs of housing from fi ve years to twelve 
months. The impact of this change lowered the CPI by 0.45 percent-
age points in May 2005, which then passed out of measured infl a-
tion in May 2006, resulting in an increase in twelve-month housing 
infl ation.

Competition in the grocery market in spring 2005 was anoth-
er source of base effects. Temporary fi erce competition for market 
share brought down prices of food and beverages by 10% over a 
four-month period. The impact lowered the CPI by 1½ percentage 
point. The twelve-month decrease in food prices was 1% in January 
2006, before the base effect of the price decrease a year earlier ap-
peared. In May the twelve-month increase in food prices was over 
10%. The difference is largely explained by base effects.

Base effects in 2007
Base effects will have a considerable impact on the development of 
measured infl ation in 2007. During the period March to June 2006 
the CPI increased monthly by 1-1.45%. Housing infl ation and an 
increase in the prices of imported goods, mainly new cars and pet-
rol, added the most to the CPI during this period, a total of 2.6 
percentage points. In the coming months the impact of these price 
increases will pass out of the twelve-month infl ation fi gures. Infl a-
tion will therefore decrease, other things being equal.

Fluctuations in petrol prices had a considerable impact on infl a-
tion developments in 2006. Petrol prices increased almost continu-
ously during the fi rst half of the year but started to decrease in the 
autumn. Price changes in petrol added only 0.25 percentage points 
in total to the CPI during last year. Therefore the total base effect 
does not weigh heavily for 2007 as a whole, but rather in monthly 
developments. On the other hand, given an unchanged petrol price 
during 2007, the base effect will reduce twelve-month infl ation con-
siderably, most markedly until autumn.

Cuts in indirect taxes in March 2007
The government’s plan to cut indirect taxes and excise taxes on 
food and other goods went into effect in March and shaved 1.4 
percentage points off measured infl ation. It is likely that a further 
impact will be felt in the next couple of months. Measured infl ation 
decreases temporarily, until the impact of the price decrease passes 
out of twelve-month infl ation fi gures after one year. The base effect 
will lead to a considerable increase in measured infl ation in spring 
2008. Central banks normally do not consider the fi rst-round ef-
fect of changes in consumption taxes on infl ation since they do not 
entail changes in underlying infl ation pressures. This can be done by 
calculating an index excluding these effects, or simply focusing on a 
longer horizon than one year, when the base effects have surfaced.
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public services prices decreased by almost 1% due to lower VAT on 
broadcasting licence fees, electricity and heating. The twelve-month 
increase was just over 3%.

Conflicting development of inflation expectations recently 

Inflation expectations have risen by some measures since November. 
In a survey of business sentiment among Iceland’s largest companies, 
conducted on February 2-28, executives forecast 2.9% inflation on 
average over the next twelve months, up from 2.2% in the December 
2006 survey.

In another survey in March (see Box IV-1 on p. 30), financial 
market analysts fractionally upped their inflation expectations in 2007 
from the forecast published in Monetary Bulletin in November. On 
average, analysts forecast 3½% inflation year-on-year in 2007 and 
the same rate in 2008, which is broadly unchanged from their previ-
ous forecast. 

Household inflation expectations edged downwards in a survey 
conducted on February 21-26. On average, households expected 
5.7% inflation over the next twelve months, only 0.2 percent-
age points less than in a survey conducted in October 2006. Thus 
household and business inflation expectations diverge quite sharply. 
Households apparently expect underlying inflationary pressures to 
hold firm, and do not foresee the inflation target being attained. 
It is likely that household inflation expectations heavily reflect past 
inflation, which has been running high for a long time. Measured by 
the breakeven inflation rate in the bond market, inflation expecta-
tions have inched up since the last Monetary Bulletin was published. 
Between November 7 and March 27, market agents expected on 
average an inflation rate of 2%. 

Chart VIII-9
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IX Inflation forecast

Inflation lower than expected

Inflation in Q4/2006 was lower than forecast in the last Monetary 

Bulletin in November, as pointed out above. The outlook is likewise 
that inflation in Q1/2007 will be lower than forecast then. This is 
overwhelmingly caused by a revised estimate of the timing of the 
impact of cuts in indirect taxation on the measured CPI, and the 
stronger than forecast króna in Q4/2006 and so far this year. 

With a more favourable starting point, the inflation outlook until 
the end of 2007 is better than in the November forecast. Inflation is 
likely to move close to target in mid-2007, half a year earlier than 
projected in the alternative scenario based an an endogenous mon-
etary policy response published in the Monetary Bulletin in November 
(see Chart IX-1 and Table 2 on p. 67 in Appendix 3). Underlying cost 
pressures appear to have had less inflationary impact than was feared 
in the winter. Competition and consumer awareness appear to have 
played a part in preventing these cost effects from being passed to 
prices in spite of sizeable underlying demand pressures, or at least 
have delayed them. However, the risk remains that these cost pres-
sures will ultimately pass through to inflation. 

The policy rate has been raised and the monetary stance is 

tighter than implied by the November baseline forecast

The inflation outlook for 2008 is considerably brighter than was 
implied by the November baseline forecast. However, the two fore-
casts are not fully comparable because of the changed methodology 
used to determine their policy rate paths, as described in Section I. 
The monetary stance is much tighter than in the November baseline 
forecast, reducing the output gap and contributing to an appreciation 
of the króna. 

The Central Bank raised its policy rate by 0.25 percentage points 
in December. Market agents were not expecting this hike when sur-
veyed in October and had predicted a cut in the policy rate early in 
2007. The path in the baseline forecast incorporates this hike and 
assumes that the policy rate will remain unchanged until Q4/2007. 
It therefore implies a considerably tighter monetary stance than the 
November baseline forecast, which was based on expectations of 
market agents and financial market analysts. Nonetheless, the current 
outlook is not unlike the alternative scenario based an an endogenous 
monetary policy response in the last Monetary Bulletin in November. 
The current policy rate path is somewhat lower (Chart IX-2), due to 
the improved short-term outlook as described above. A tight mon-
etary stance anchors expectations to ensure that long-term inflation 
will be compatible with the target. 

Despite its limited short-term impact, the higher policy rate pre-
vents inflation from picking up again in the baseline forecast when the 
effects of cuts in indirect taxes pass out of index measurements early 
next year. Unlike the November baseline forecast, inflation remains 
close to target along the horizon, because the policy rate path is set 
so as to ensure that it does. 

Chart IX-1
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Stronger króna projected than in the November forecast

The depreciation of the króna in December 2006 has unwound so far 
this year. On average, the króna has been stronger than projected in 
Monetary Bulletin in November (see Chart IX-3). In the baseline fore-
cast the króna remains relatively strong along the horizon, but later on 
in 2008 depreciates somewhat.

Unit labour costs still growing rapidly, but slower than forecast 

in November

As discussed in Section VI, unit labour costs have also risen sharply in 
the recent term, far in excess of a level compatible with the inflation tar-
get. As a result of the tight labour market, the outlook is for unit labour 
costs to continue to rise briskly until 2009. In 2007, however, the rate of 
increase will be slower than forecast in November (see Chart IX-4). 

Due to a revised estimate of productivity growth, the increase 
in unit labour costs in 2005-6 has been revised upwards. This also 
applies to 2008, but as a result of revised estimates of labour force 
growth, productivity is projected to grow at a slower pace from then 
onwards than forecast in November. 

Smaller output gap in 2006 than forecast in November 

As discussed in Section IV, recent data indicate somewhat lower GDP 
growth over the past two years than preliminary estimates had shown. 
Nonetheless, the output gap at the end of 2006 is estimated broadly 
unchanged from the November forecast, but rather less in 2007 than 
projected at that time in the alternative scenario with an endogenous 
monetary policy response (Chart IX-5). The output gap will close more 
slowly in 2008, since a smaller contraction of output is now expected to 
be required in order to attain the inflation target. The current outlook is 
that the output gap will not turn negative until early in 2009.

Underlying inflation decreases more slowly than headline 

inflation

On the basis of Statistics Iceland’s estimates, lower indirect taxes are 
expected to bring down the CPI by roughly 1.9%. Most of the impact 
was passed through to measured prices in March, but some effect is 
also expected in April. Rapid disinflation over the next few months is 
largely the result of these tax cuts, compounded by a sizeable base 
effect. The tax effect will be short-lived and have little influence on 
underlying inflation. Other things being equal, inflation will be slightly 
higher in the second half of the forecast horizon because the tax cuts 
boost real wages and ease the fiscal stance. In the baseline forecast, a 
tighter monetary stance offsets this effect.

As seen in Chart IX-6, the outlook is that underlying inflation, 
i.e. excluding the tax effect, will head downwards as well in the near 
term. However, it will decrease more gradually than headline inflation. 
Underlying inflation will be as much as two percentage points above 
headline inflation from Q2/2007 until Q1/2008, when the base effect 
of the tax cuts largely disappears. Thus the inflation outlook towards 
the end of the horizon is broadly the same, whether one looks at 
headline or underlying inflation. 

Chart IX-4

Unit labour cost – comparison with MB 2006/3
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Main risks to the forecast have not changed much

The baseline forecast and its policy rate path are based on the Central 
Bank staff’s assessments of economic developments over a three-
year horizon. Such forecasts are invariably fraught with uncertainties, 
but exceptionally so in the current climate where imbalances are so 
huge that historical precedents are lacking, making it more difficult to 
design a forward-looking monetary policy.

As Table IX-1 shows, the main uncertainties are broadly 
unchanged. There is still considered to be some risk that the króna will 
weaken in light of the substantial current account deficit (see further 
Box IX-2 on p. 58). Likewise, the inflation outlook could deteriorate if 
the fiscal stance turns out slacker than forecast and further investments 
in the aluminium and power sectors are decided within the forecast 
horizon. The baseline forecast does not assume any new investments 
in the aluminium and power sectors (see further Box IX-2). Offsetting 
this, a greater fall in asset prices than assumed in the baseline forecast, 
with quicker monetary policy transmission, could reduce underlying 
inflationary pressures. Although higher international interest rates 
could prompt a depreciation of the króna and short-term inflationary 
pressures, they would expedite monetary policy transmission across 
the yield curve and narrow the output gap in the long run. Wage 
increases in connection with forthcoming national settlements could 

Table IX-1 Main asymmetric uncertainties in the baseline forecast

Uncertainty Explanation

  Exchange rate  Wide current account defi cit could exert more

  developments downward pressure on the króna than is assumed 

in the forecast

  Private consumption Falling asset prices and growing debt service could

 curtail private consumption growth beyond what is

 shown in the baseline forecast

  Public sector fi nances A potentially laxer fi scal stance than assumed in 

the baseline forecast, due to the general election in 2007

  Wage costs Wage rises in connection with forthcoming national 

settlements could be underestimated

  Global economy The speed and scale of rises in foreign interest rates 

could be underestimated, increasing external debt service 

beyond what is assumed in the baseline forecast

  Planned investments Decisions on investments in aluminium-related 

  in aluminium and  projects in 2008 could spur confi dence and bolster

  power sectors the króna and domestic demand, ultimately 

generating infl ationary pressures

  Transmission of  If the transmission of monetary policy is stronger

  monetary policy  than assumed in the baseline forecast, disinfl ation 

could be faster

Central Bank risk profi le  One year  Two years Three years
  ahead ahead ahead

Monetary Bulletin 2006/2 Upward Symmetric ...

Monetary Bulletin 2006/3 Upward Upward ...

Monetary Bulletin 2007/1 Upward Upward Upward

50% confidence interval

75% confidence interval

90% confidence interval

Effective exchange rate

Chart IX-7

Effective exchange rate
Forecasting period: Q1/2007 - Q4/2009

Source: Central Bank of Iceland.

31/12 1991 = 100

90

100

110

120

130

140

150

160

170

180

2005 2006 2007 2008 2009

50% confidence interval

75% confidence interval

90% confidence interval

Output gap

Chart IX-8

Output gap
Forecasting period: Q1/2007 - Q4/2009

Sources: Statistics Iceland, Central Bank of Iceland.

% of potential output

-6

-4

-2

0

2

4

6

2005 2006 2007 2008 2009



ECONOMIC AND MONETARY
DEVELOPMENTS AND PROSPECTS

M
O

N
E

T
A

R
Y

 
B

U
L

L
E

T
I

N
 

2
0

0
7

•
1

56

Forecasts for the main economic variables are fraught with uncer-
tainty. Central banks therefore frequently publish forecasts with 
confi dence intervals. The Central Bank of Iceland has published its 
infl ation forecast with confi dence intervals in the past, but in this 
issue of Monetary Bulletin it also publishes forecasts for the policy 
rate, output gap and exchange rate with confi dence intervals, as 
seen in Charts XI-7 to XI-11.

When computing the uncertainty underlying a forecast, an as-
sessment is fi rst made of the underlying factors in the development 
of infl ation, including the exchange rate and the output gap. This 
involves evaluating the size of the uncertainty and the probability of 
risk being upwards or downwards, in order to yield the confi dence 
intervals and the probability distribution of the infl ation forecast.1 
Finally, an assessment of the probability distribution of the baseline 
forecast policy rate path is made, based on the probability distribu-
tion of the infl ation forecast.

Estimation of the probability distributions of these four eco-
nomic variables is based on the assumption that the forecast errors 
are normally distributed, but to allow for asymmetric probability dis-
tribution the risk profi le is based on a two-piece normal distribution 
for each quarter.2 An asymmetric distribution allows more than 50% 
of the outcomes to be on either side of the mode, i.e. the probability 
distribution can be skewed either upwards or downwards. When 
the probability distribution is symmetric, as in the case of a normal 
distribution, the probability of the outcome being above or below 
the mode is identical. The skewness of the probability distribution 
is not estimated from historical data but assessed by the Central 
Bank’s staff.

Calculation of the uncertainty surrounding the output gap is 
based on historical forecast errors.3 An assessment of historical fore-
cast errors for the exchange rate is diffi cult since it has only been 
forecast by the Central Bank for a short time – baseline forecasts 
were previously based on the assumption of an unchanged effective 
exchange rate from the day of the forecast. The forecast errors for 
the exchange rate are therefore based on historical standard devia-
tions of the exchange rate for 1-3 years.4 The probability distribution 
of the infl ation forecast is then a weighted probability distribution of 
the underlying factors. The standard deviation and the skewness of 
the underlying factors are refl ected in the infl ation forecast. 

The uncertainty in the policy rate path needs to refl ect the 
uncertainty in the infl ation forecast. Accordingly, the shape of the 
probability distribution of the infl ation forecast affects the shape of 
the policy rate probability distribution. If, for example, the prob-
ability distribution of infl ation has an upward skew (which means 
that it is more likely that infl ation will be above the baseline forecast 
than below) the policy rate will also have an upward skew (which 
means that it is more likely that the policy rate will be above the 
baseline forecast than below). It is not as straightforward to assess 
the standard deviation of the policy rate distribution. Normally the 
historical forecast errors would be used, but the baseline forecast 
with variable policy rate has hitherto been based on forward rates 

Box IX-1

Calculation of 
confidence intervals

1. Uncertainty in the Central Bank’s inflation forecast is described in detail in Appendix 3 
of Monetary Bulletin 2005/1, pp. 60-63.

2. See Monetary Bulletin 2005/1, pp. 60-63.

3. In estimating forecast errors for the output gap, it should be borne in mind that historical 
data on GDP and the output are often revised, which also affects later forecasts.

4. In fact, the size of standard deviations in exchange rate movements generally tends 
to be close to forecast errors for the exchange rate, given the difficulty of forecasting 
exchange rates. 

%

Chart 1

Policy rate and market expectations in 
Monetary Bulletin 2004/4-2006/31

Policy rate

Market expectations

1. Market expectations are based only on implied forward rates until 
Monetary Bulletin 2005/3 but after that also on survey results.

Source: Central Bank of Iceland. 
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Chart IX-9 

Inflation
Forecasting period: Q1/2007 - Q4/2009

Sources: Statistics Iceland, Central Bank of Iceland.
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Chart IX-10 

Inflation (excl. effects of indirect tax cuts)
Forecasting period: Q1/2007 - Q4/2009

Sources: Statistics Iceland, Central Bank of Iceland.
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also be underestimated. On the other hand, it cannot be ruled out 
that labour imports have affected the labour market more than is 
assumed in the baseline forecast (see Box VI-1 on p. 37).

Risk profile tilted to the upside

In assessing the economic outlook over the forecast horizon, it is 
important to consider not only the baseline forecast but also the risk 
profile: both the overall assessment of uncertainties and the alterna-
tive scenarios for the impact of specific risks. For the first time, the 
Central Bank is presenting confidence intervals not only for inflation 
developments but also for two of the main determinants of inflation, 
namely the exchange rate and the output gap. Finally, confidence 
intervals are shown for the policy rate path itself. Box IX-1 on p. 56 
describes in more detail how these uncertainties are estimated. 

As Chart IX-7 shows, the confidence intervals of the exchange 
rate are very wide, reflecting the great uncertainty that exchange 
rate forecasting invariably entails. Reflecting the overview of risks in 
Table IX-1, the probability distribution is tilted to the upside, i.e. it is 
considered to be more likely that the strength of the króna is overes-
timated rather than underestimated in the baseline forecast. Likewise, 
the negative output gap is considered more likely to be overestimated 
than underestimated (Chart IX-8). Accordingly, the probability that 
inflation will be higher than in the baseline forecast is greater than 
50% (see Charts IX-9 and IX-10).

Significant probability that a tighter monetary stance will be 

needed than projected in the baseline forecast 

Uncertainties in assessing the macroeconomic and inflation outlook 
make the policy rate path that is required to bring inflation to target 
within the forecast horizon highly uncertain. Monetary policy will 

and analysts’ projections.5 Chart 1 presents these interest rate fore-
casts along with the actual policy rate. The forecast errors are large, 
although this period can hardly be indicative of future forecast errors 
since the economy has been overheated and monetary policy con-
tinuously tightened. Also, excess demand for nominal bonds, which 
are used to compute the implied forward rates, has kept the yield 
curve low. Implied forward rates contain a risk premium, which im-
plies that even if the economy had not been overheated, this would 
have added to the policy rate forecast error. Historical forecast er-
rors based on forward rates and analysts’ projections are no longer 
relevant either, since the Bank’s own published interest rate path is 
based on different assumptions. Finally, it should be kept in mind 
that there are very few observations behind historical forecast errors. 
The standard deviation of the policy rate’s probability distribution is 
therefore based on historical forecast errors, but taking into account 
the policy rate paths of the alternative scenarios.

5. The Central Bank has published alternative scenarios based on its own policy rate 
forecast since Monetary Bulletin 2004/4. However, until now the baseline forecast has 
assumed an unchanged policy rate from the day of forecast, or expectations of market 
agents and financial market analysts based on the average of forward rates and fore-
casts by four Icelandic analysts. 
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Economic developments will never unfold exactly as assumed in a 
baseline forecast and the deviations are often large. For this rea-
son it is useful to analyse how sensitive the forecast results are to 
probable deviations in the development of various key economic 
aggregates. The number of potential sources of deviations from the 
baseline forecast is of course unlimited, but it is important to identify 
and assess the main sources of risk at any time. Alternative scenarios 
play an important role in the assessment of the risk profi le of the 
baseline forecast. 

The monetary stance will need to be tightened if the króna 
depreciates by more than in the baseline forecast
As described in the main text, the current account defi cit is at a record 
level and the outlook is for a considerably more gradual decline than 
was projected in previous forecasts, although the trade account will 
move to balance within the forecast horizon. Nonetheless, the króna 
is projected to remain fairly strong over the forecast horizon accord-
ing to the baseline forecast, with its tight monetary stance. The risk 
of a signifi cant depreciation of the króna beyond what is projected in 
baseline forecast, i.e. should global fi nancial conditions become less 
favourable, must be considered substantial. 

The alternative scenario assumes that the króna depreciates in 
the second half of 2007, when large amounts of króna-denominat-
ed bonds issued by foreign investors mature. The króna is assumed 
to depreciate by a total of 20% from the baseline forecast in Q3 
and Q4/2007. At the same time, international investor risk aversion 
is assumed to increase, causing the spread on Icelandic residents’ 
foreign liabilities to increase by 1.5 percentage points. 

As Chart 1 shows, an immediate policy response is assumed 
from the Central Bank, which raises the policy rate to prevent ex-
pectations from rising with increasing infl ation. The policy rate rises 
above 16% in the fi rst half of 2008, before it begins to head back 

Box IX-2

Alternative 
scenarios

need to respond if economic developments unfold differently from the 
baseline forecast. Box IX-2 on p. 58 gives two scenarios showing how 
a divergence from the baseline scenario can prompt changes in the 
policy rate path. In one alternative scenario, a deterioration in global 
financial conditions causes the króna to depreciate. Another scenario 
examines the impact of new investments in the aluminium and power 
sectors. Numerous other scenarios could be imagined. For example, 
a different transmission of monetary policy from that assumed in the 
baseline forecast would also mean that the Central Bank would have 
to change the policy rate from the projected path, in order to bring 
inflation to target. 

Chart IX-11 shows how the tilt of the inflation forecast risk pro-
file is reflected in a corresponding tilt in the risk profile for the policy 
rate path. Thus the probability that the required policy rate will lie 
above the path in the baseline forecast is significantly greater than the 
likelihood of the policy rate path falling below it. Given the probability 
distribution for the policy rate path, there is a high probability that the 
policy rate will be in the range 13½-15½% on average in Q2/2007 
and in the range 12¾-16½% in Q4. Further along the forecast 
horizon the confidence interval increases sharply, showing the great 
uncertainty currently surrounding economic developments.
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90% confidence interval

Baseline forecast

Chart IX-11

Policy rate
Forecasting period: Q1/2007 - Q4/2009

Source: Central Bank of Iceland.
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Policy rate – alternative scenarios
Forecasting period: Q1/2007 - Q4/2009

Source: Central Bank of Iceland.
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down. Nonetheless, it remains higher than in the baseline forecast 
until the second half of 2009.

Even a sharp rise in the policy rate does not suffi ce to prevent 
a temporary increase in infl ation in the wake of the depreciation. 
Infl ation is 1½ percentage points above the baseline forecast at the 
end of 2007 and peaks in mid-2008 at 2½ percentage points higher 
(see Chart 2). Subsequently, infl ation gradually wanes and is back 
to the target at the end of 2009, roughly two years later than in the 
baseline forecast.

A timely monetary policy response is needed to new 
investments in the aluminium and power sectors
The baseline forecast does not assume any further investment in the 
aluminium and power sectors within the forecast horizon. The Cen-
tral Bank’s policy has always been not to take such investments into 
account until there is a high probability that they will be realised, 
but to incorporate them into the risk profi le for the forecast instead. 
However, if plans for large-scale investments materialise, demand 
for domestic factors of production would increase by considerably 
more than assumed in the baseline forecast. Infl ation pressures 
would then be correspondingly higher, although possibly tempered 
by the stronger króna, at least initially. 

To estimate the potential impact that further investments in 
the aluminium and power sectors would have on economic devel-
opments and monetary policy, the scenario assumes a 280 thou-
sand-tonne expansion to the Straumsvík smelter and construction 
of a 240 thousand-tonne smelter in Helguvík in two phases of 120 
thousand tonnes each. Total cost of smelter and power plant con-
struction is estimated at 11 b.kr. in 2007, 45 b.kr. in 2008 and more 
than 100 b.kr. at the peak in 2009. Thus a total investment of more 
than 150 b.kr. is assumed over the forecast horizon until the end of 
2009. However, total investment cost on the projects is estimated 
almost twice as high, at close to 290 b.kr. (roughly 25% of GDP in 
2006), spread over the period 2007-2014 but mostly concentrated 
in 2008-2011 (accounting for 90% of the total cost). Increased la-
bour use required by these investments is assumed to be 4,700 man-
years over the forecast horizon, and more than 8,300 man-years 
in total, distributed across the construction schedule in roughly the 
same proportion as investment cost. Domestic and foreign cost is 
estimated to be divided roughly half and half, with a similar distribu-
tion between domestic and foreign labour. The data outline is largely 
based on plans announced by prospective developers. 

This alternative scenario assumes an appreciation of the króna 
by roughly 5% when the investment plans are announced in mid-
2007, and an immediate response from the Central Bank by raising 
the policy rate by 0.25 percentage points. The downward cycle of 
the policy rate, which is assumed in the baseline forecast to begin 
in Q4/2007, is delayed until mid-2008, by which time the policy 
rate is 2 percentage points higher than in the baseline forecast, at 
15%. The alternative scenario also implies that, if the investments 
are made, it will not be possible to lower the policy rate as quickly 
as otherwise. Thus the policy rate is 14% at the end of 2008 and 
10% at the end of 2009, instead of 6% in the baseline forecast. The 
investments therefore call for a much tighter monetary policy than 
assumed in the baseline forecast (see Chart 1).

A timely rise in the policy rate and an appreciation of the króna 
coinciding with the announcement of the investment plans imply 
that infl ation will be reduced more rapidly than in the baseline fore-
cast, to 1½% early in 2008 (see Chart 2). Subsequently, however, it 
begins to climb again, as the level of investment is stepped up, and 
moves up to the infl ation target at the end of 2008.
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Inflation – alternative scenarios 
Forecasting period: Q1/2007 - Q4/2009

Sources: Statistics Iceland, Central Bank of Iceland.
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The question of the increased use of the euro in fi nancial company 
accounting and in settlement of transactions in the domestic equity 
market have been increasingly debated lately. This issue came to the 
fore after Straumur-Burðarás investment bank was authorised to enter 
its accounts in euros. A number of other companies appear to be in-
terested in following suit and the idea of listing shares on Iceland Stock 
Exchange has been discussed, especially after its recent merger into 
OMX Nordic Exchange.

It is useful to divide an analysis of the impact that increased use of 
foreign currencies by domestic fi nancial companies has on monetary 
policy effectiveness into two main questions, which are nonetheless 
closely related. One is the probable impact on monetary policy effec-
tiveness of dollarising fi nancial companies’ accounting, and the other 
the impact of using a foreign currency as the settlement currency in 
fi nancial transactions.

Impact of dollarised accounting 

As long as the relative scale of lending and deposits in domestic curren-
cy does not decrease substantially, there do not appear to be grounds 
to expect a signifi cant impact on monetary policy transmission and 
effectiveness if domestic fi nancial companies account for their assets 
and liabilities (and hence equity) in a foreign currency. Monetary policy 
would continue to affect the lending rates of fi nancial companies, and 
thereby the expenditure decisions of households and businesses bor-
rowing in krónur. 

It would probably make little difference even if the relative impor-
tance of lending in krónur in these companies’ operations diminished 
as their activities outside Iceland expand. Credit institutions will need 
to fund most of their króna-denominated lending with deposits, is-
suance of króna-denominated bonds, Central Bank credit facilities or 
derivative agreements with other fi nancial companies to hedge against 
currency risk.1 Ultimately, a corresponding entry in krónur will be 
formed on the liabilities side of the credit system balance sheet, which 
the Central Bank prices directly or indirectly. Direct market  fi nancing 
(i.e. not through the credit system) will be affected in broadly the 
same way through the yield curve (where long-term interest rates are 
 determined by expectations about the development of short-term 
rates, which the Central Bank can affect directly or indirectly) while 
funding is in krónur.

Appendix 1 

Financial dollarisation and the 
effectiveness of monetary policy

1.  Even if fi nancial companies fund part of their domestic credit activities with unhedged 
foreign borrowing or bond issues, this does not imply that monetary policy will become 
correspondingly less effective. A temporary appreciation of the króna caused by a policy 
rate hike will raise the risk on foreign borrowing, which fi nancial companies will need to 
take into account when fi xing their lending rates. 
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The situation could change if a switch to euro accounting caused 
a gradual waning of the supply of króna-denominated credit. For 
 example, credit institutions might become reluctant to lend in krónur 
or might set “abnormally” unfavourable terms. However, it should be 
borne in mind that as long as households and businesses continue to 
demand króna-denominated credit, for example to avoid risks con-
nected with exchange rate volatility, credit institutions (or other com-
panies while access to this market remains unrestricted) will still have 
the opportunity to profi t from such activities, so it is diffi cult to foresee 
them disappearing entirely, although some decline from the current 
level cannot be ruled out.2 

The Central Bank’s impact on the price of money (i.e. on interest 
rates) depends upon its ability to infl uence money supply. Whatever 
accounting methods fi nancial companies may use, the Central Bank 
has the exclusive right to issue krónur. Thus the króna is unlikely to 
cease to be used as a medium of exchange unless the government 
takes measures to do so. As long as krónur are still needed for business 
transactions, for example cash payments for cash-in-advance goods, 
settlement of contracts, tax payments, etc., monetary policy will still 
have some effect. Iceland’s relatively limited use of notes and coin 
would not make much difference, because a large share of transac-
tions would still be settled in krónur.3 

Impact of dollarisation of settlements 

On fi rst impression, dollarisation of fi nancial transaction settlements 
would appear to have a greater impact than dollarisation of account-
ing. Settlement of fi nancial transactions in a foreign currency could 
reduce turnover in domestic fi nancial markets, i.e. where króna-de-
nominated securities are traded, and thereby hamper the Central Bank 
in impacting interest rates across the yield curve. This would also com-
plicate monetary policy conduct, since it relies on the data implied in 
market prices, which would be handicapped by less effi cient markets.

A contraction in domestic lending would reduce domestic fi nancial 
institutions’ need to issue króna-denominated securities. This would 
have an adverse effect by making domestic money and bond markets 
less liquid. Iceland already faces a considerable problem in this respect 
due to limited Treasury bond issuance. There is reason to encourage 
the Treasury to pay closer attention to its role of providing a suffi -
cient supply of marketable bonds to improve market price formation. 
With their near-zero creditor risk, Treasury bonds provide an important 
benchmark for market interest rates.

Another unfortunate consequence of dollarised accounts might be 
to reduce fi nancial companies’ incentives for market making with gov-
ernment securities. Their withdrawal from market making agreements 

2. However, demand for króna-denominated credit may also conceivably decline, which 
could likewise mute the effectiveness of monetary policy, at least through the interest rate 
channel. Such a development is really outside the scope of this Box, as it represents one 
manifestation of the increasing globalisation of the Icelandic economy in recent years, 
which will probably continue irrespective of whether fi nancial companies begin to dollarise 
their accounts or not. 

3. It may be pointed out that households appear to be very reluctant to abandon their 
domestic currencies, even in hyperinfl ation countries, see Giovannini and Turtelboom 
(1994).
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could have a highly adverse effect on domestic markets and on the 
Central Bank’s ability to infl uence domestic interest rates.4 

The impact that the replacement of the króna as a settlement cur-
rency for fi nancial companies would have on payment settlements in 
Iceland, and on the role played by the Central Bank in that process, 
is also worth pondering. Financial companies could hardly conduct 
transactions and settlements with the Central Bank in a currency other 
than the króna. Questions also arise about the Central Bank’s function 
as a lender of last resort, since it is natural for any conceivable bale-out 
to be made in the domestic currency. 

Conclusion

A decision by fi nancial companies to dollarise their accounts would 
not seem likely, on its own, to dampen the effectiveness of monetary 
policy. As long as the króna is used in domestic purchases of goods and 
services, the need to provide credit in krónur will remain. While such 
lending continues, monetary policy will have an impact. On the other 
hand, if a switchover reduced the use of the króna in domestic lending, 
especially coinciding with dollarisation of fi nancial companies’ transac-
tion settlements, the Central Bank would probably have a reduced 
infl uence on domestic interest rates. Monetary policy would not be 
completely impotent provided that the króna remained the dominant 
currency in domestic transactions. But adopting a foreign currency for 
goods and services transactions would substantially erode the effec-
tiveness of monetary policy.5 The probability of this happening must 
nonetheless be considered minimal. It is only likely to be catalysed by 
serious economic policy mistakes, leading to hyperinfl ation. 

Finally, it is worth pondering whether such a change could alter the 
relative importance of different monetary policy transmission chan-
nels. An increased share of household borrowing in foreign curren-
cies is likely to increase the importance of the exchange rate channel 
for monetary policy transmission at the expense of the interest rate 
channel.6 This could complicate monetary policy conduct due to the 
unforeseeable nature of exchange rate volatility, i.e. uncertainty about 
the pass-through would increase. 

Dollarisation of domestic equity prices would also affect monetary 
policy transmission through the asset price channel. An appreciation 
of the króna after domestic monetary policy is tightened erodes the 
purchasing power of assets denominated in a foreign currency relative 
to domestic goods and services, other things being equal, even though 
the price of the equity remains unchanged in the currency in which it 

4. Stanley Fischer (2006) has pointed out that although the empirical answer to whether doll-
arisation helps create fi nancial depth seems to be uncertain, when one takes into account 
that capital controls are never totally watertight, the answer must be that dollarisation 
helps preserve a larger domestic fi nancial system than would otherwise exist; otherwise 
much of the fi nancial system would move offshore.

5. International research indicates that monetary policy would become less effective if 
households increasingly used the euro for their goods and services transactions. See e.g. 
Castillo, Montoro and Tuesta (2006). The Peruvian experience, on the other hand, does 
not indicate that the monetary policy impact would disappear entirely – the Central Bank 
of Peru has managed to keep infl ation on target even though 80% of the economy is 
dollarised.

6. This is one fi nding of international studies. See, e.g. Castillo, Montoro and Tuesta (2006).
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is listed. Thus the wealth effect of equity assets would become more 
sensitive to exchange rate movements. 

Conceivably, dollarisation of fi nancial companies’ accounts could 
have some positive effects on monetary policy transmission. It has 
been argued that an appreciation of the króna following a policy rate 
hike – which has a positive effect on fi nancial companies’ capital ratios 
and thereby boosts their lending capacity – works counter to the Cen-
tral Bank’s efforts to tighten the monetary stance. If the balance sheet 
were denominated in another currency, the impact could be reversed, 
strengthening monetary policy transmission through the exchange 
rate channel. 

As a rule, increased dollarisation could have an undesirable effect 
on fi nancial stability if it entails a greater exchange rate risk for domes-
tic economic agents with expenditures in krónur.7 However, this can 
by no means to be taken for granted – nor is exchange rate risk a new 
phenomenon.

Increased use of foreign currencies in the Icelandic economy may 
be regarded as a normal consequence of globalisation and economic 
and fi nancial deregulation. But it is no less the result of the overheat-
ing and instability of recent years, as refl ected in high infl ation, high 
interest rates and volatility of the króna. 

Restrictions and controls aimed at hindering this development are 
unlikely to be successful. The economic costs of barriers to capital 
movements are probably greater than the benefi ts. The most prudent 
contribution to the króna’s role as a useful currency in Icelandic fi nan-
cial markets is to conduct an economic policy that reduces the incen-
tive to use other currencies. Ensuring economic stability is the best 
means to achieve this aim. If the government manages to ensure that 
economic activity is aligned with potential output, prices will be more 
stable and the króna’s role as a medium of exchange, an accounting 
unit and a vehicle currency for contracts will improve. 

Sources
Castillo, P., C. Montoro and V. Tuesta (2006). An estimated stochastic general equi-

librium model with partial dollarization: A Bayesian approach, Central Reserve 
Bank of Peru.

Fischer, S. (2006). Dollarization, speech presented at the 75th anniversary of the 
Central Bank of the Republic of Turkey, December 13-15, 2006.

Giovannini, A. and B. Turtelboom (1994). Currency substitution, in The Handbook 
of International Macroeconomics, ed. F. Van der Ploeg, Blackwell.

7. In this context it may be pointed out that even if credit institutions hedge their own 
exchange rate risks, a substantial exchange rate risk remains among borrowers who do 
not have access to natural hedges, as clearly borne out by the Asian fi nancial crisis in the 
1990s.
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Iceland and New Zealand are in many respects in broadly the same 
economic position. After a period with robust GDP growth, both econ-
omies are characterised by macroeconomic imbalances refl ected in, 
among other things, a wide current account defi cit, tight labour market 
and buoyant domestic demand growth. Surging private consumption 
in both countries has been mainly driven by growing household debt 
secured against greater housing wealth, after structural reforms in the 
mortgage market and increased demand sent house prices soaring. 
Both countries’ central banks have countered mounting infl ationary 
pressures by tightening the monetary stance. The interest rate differen-
tial with abroad has widened rapidly and attracted foreign investors. As 
a result, both countries are popular targets for carry traders and have 
witnessed large issuance of offshore bonds in their own currencies. In-
ternational institutions have expressed concern about lax fi scal policy in 
both countries despite rapid reductions in public sector debt, and have 
called for a better fi scal and monetary policy mix. Discussions of mon-
etary policy effectiveness have also been lively. Ideas for new measures 
in monetary policy conduct have been raised in both countries as well. 

Greater imbalances in Iceland

However, the economic position in both countries is not identical. Im-
balances are noticeably more pronounced in Iceland than in New Zea-
land. Iceland’s current account defi cit in 2006 was more than twice 
the size as a proportion of GDP, as were the infl ation rate and policy 
interest rate. The composition of their current account defi cit also dif-
fers. The defi cit on the income account weighs heaviest in New Zea-
land, while in Iceland the largest defi cit is on the merchandise account.1 
Also, infl ation targeting appears to provide a better anchor for infl ation 
expectations in New Zealand, where the infl ation rate has been both 
lower and more stable over the past decade. New Zealand became the 
fi rst country to move onto a formal infl ation target in 1990.

Slower adjustment than forecast by central banks

The central banks in both countries face similar challenges. Their focus 
is on unwinding the macroeconomic imbalances that generate infl a-
tionary pressures. The Reserve Bank of New Zealand (RBNZ) raised its 
offi cial cash rate in March 2007, the fi rst hike since the end of 2005. 
The rate of output growth in 2006 came as a surprise to the RBNZ, 
which had forecast a faster adjustment of domestic demand. One ex-
planation for the slower adjustment is that house price infl ation, which 

Appendix 2

Similar economic situations in 
Iceland and New Zealand 

1.  The defi cit on the income account has been growing rapidly in Iceland and could assume a 
greater share of the current account defi cit over the next few years, see Box VII-1 on p. 45.

Sources: Reserve Bank of New Zealand, Central Bank of Iceland.
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was on the decrease in the fi rst half of 2006, has declined more slowly 
than forecast after an upswing in the housing market. The fi scal stance 
has also been eased. 

Similarly, demand has been adjusting more slowly in Iceland than 
the Central Bank had forecast. Investment has been underforecast and 
slower house price disinfl ation and a lax fi scal stance have also played 
a part, as in New Zealand. 

Correlation between the króna and NZ$ dollar exchange rates

The New Zealand dollar and Icelandic króna have been highly sensi-
tive to shifts in international fi nancial conditions, and at times their ex-
change rate movements have been quite closely in step (see Chart 5). 
The correlation indicates the impact of carry trades involving assets de-
nominated in the respective currencies. Large issues of bonds in these 
currencies by non-residents will mature in 2007 and could conceivably 
affect the countries’ exchange rates.

Test of the monetary authorities’ ability to promote stability

RBNZ staff, in cooperation with outside experts, have studied whether 
more balanced external trade and exchange rate stability can be real-
ised without compromising the bank’s main function of contributing 
towards infl ation on target. Although not conclusive, the fi ndings do 
not invite fundamental changes to the RBNZ’s monetary policy objec-
tives or framework.2 An increased emphasis on ensuring exchange rate 
stability could amplify volatility of infl ation and output growth. Just 
as in Iceland, however, there is scope for strengthening the monetary 
policy transmission mechanism by increasing Treasury bond issuance 
and other measures. 

Call to step up Treasury bond issuance

New Zealand and Iceland are the most heavily indebted countries with-
in the OECD, but only a small share of their external debt is accounted 
for by central government. Thus the Treasury borrowing requirement 
in both countries has shrunk rapidly, with a corresponding decrease 
in bond issuance. The governor of the RBNZ has underlined that the 
Treasury should nonetheless continue to issue bonds in order to bol-
ster price formation in fi nancial markets and facilitate the monetary 
pass-through. The Central Bank of Iceland has likewise emphasised the 
importance of this role for the Icelandic Treasury. 

2.  See New Zealand Treasury and Reserve Bank of New Zealand (2006). Testing stabil-
isation policy limits in a small open economy: proceedings from a macroeconomic policy 
forum.

Sources: Statistics Iceland, Reserve Bank of New Zealand.

%

Chart 4

National expenditure growth 1998-2006  

-10

-5

0

5

10

15

20

25

200620052004200320022001200019991998

Iceland

New Zealand

Sources: Reserve Bank of New Zealand, Central Bank of Iceland.

Chart 5

Exchange rate of the króna against USD 
and TWI for New Zealand dollar 
Daily data, January 1, 2003 - March 27, 2007

TWI for New Zealand dollar (right)

ISK/USD (left)

June 1979=100KR/$

50

55

60

65

70

75

80

85

90

95

58

60

62

64

66

68

70

72

74

76

‘072006200520042003



M
O

N
E

T
A

R
Y

 
B

U
L

L
E

T
I

N
 

2
0

0
7

•
1

66

Table 2 Inflation forecast
 

 
 Change on same period of previous year (%) Annualised quarterly
   change (%)

 Forecast MB 2007/1 Forecast 2006/3 Forecast MB 2007/1

Quarter Measured value

 2006:1 4.5 4.5 4.5

 2006:2 7.5 7.5 14.3

 2006:3 8.0 8.0 7.5

 2006:4 7.1 7.6 2.3

 Forecast value

 2007:1 6.4 7.9 1.9

 2007:2 3.5 4.1 2.4

 2007:3 2.0 3.4 1.4

 2007:4 1.7 3.4 1.3

 2008:1 2.0 2.8 2.8

 2008:2 2.4 4.1 3.9

 2008:3 2.3 4.3 1.3

 2008:4 2.4 4.4 1.6

 2009:1 2.6 ... 3.5

 2009:2 2.7 ... 4.4

 2009:3 2.6 ... 0.9

 2009:4 2.5 ... 1.3

Change year-on-year Forecast MB 2007/1 Forecast MB 2006/3 

 2006 6.8 6.9 

 2007 3.4 4.6 

 2008 2.3 3.9 

 2009 2.6 ... 

1. The forecast in Monetary Bulletin 2006/3 assumes a policy rate path based on market agents' and financial analysts' expectations. 

Table 1 Macroeconomic forecast
  Volume change on previous year (%) unless otherwise stated1

  B.kr. Forecast 

GDP and its main components1 2006 2006 2007 2008 2009

 Private consumption 686.5 4.6 (6.0) 0.2 (0.5) -4.1 (-3.0) -5.7 (.)

 Public consumption 280.7 2.9 (2.2) 3.0 (3.0) 3.0 (2.7) 3.0 (.)

 Gross fixed capital formation 365.6 13.0 (9.1) -22.4 (-28.3) -22.7 (-4.7) -5.8 (.)

  Business sector investment 255.6 13.8 (7.8) -30.8 (-38.9) -38.9 (-11.1) -10.8 (.)

  Residential construction 74.8 17.2 (13.8) -4.6 (-4.9) -8.9 (-7.4) -8.7 (.)

  Public works and buildings 35.2 0.8 (3.1) -2.1 (4.2) 39.7 (30.0) 9.6 (.)

 National expenditure 1,346.1 7.4 (6.2) -5.6 (-6.6) -6.9 (-2.3) -3.8 (.)

 Exports of goods and services 372.2 -5.6 (-2.9) 9.6 (13.5) 16.7 (14.2) 4.5 (.)

 Imports of goods and services 576.5 8.8 (4.6) -10.4 (-9.9) -5.1 (0.6) -2.3 (.)

 Gross domestic product 1,141.7 2.6 (4.0) 0.8 (1.4) 0.7 (2.8) -1.0 (.)

Other key aggregates     

 Current account balance (% of GDP)  -26.7 (-20.8) -15.7 (-11.7) -11.4 (-8.0) -11.3 (.)

 Output gap (% of GDP)  3.2 (3.3) 1.0 (1.8) 0.3 (3.1) -2.0 (.)

 Unit labour cost (change between annual averages in %)  8.9 (8.2) 6.8 (7.7) 3.9 (4.0) 3.8 (.) 

 Real earnings (change between annual averages in %)  6.5 (2.8) 4.7 (3.8) -2.8 (-0.7) -3.1 (.)

 Unemployment (% of labour force)  1.3 (1.4) 2.0 (2.0) 3.5 (3.4) 4.8 (.)

Policy rate and exchange rate  

 Central Bank policy interest rate (%)  12.6 (12.6) 14.2 (11.6) 12.0 (8.2) 7.0 (.)

 Foreign exchange index (Dec. 31. 1991 = 100)  121.4 (122.6) 121.0 (126.7) 120.8 (127.9) 125.4 (.)

1. Figures in parentheses show forecast in Monetary Bulletin 2006/3, which assumed a policy rate path based on market agents' and financial analysts' 
expectations.

Appendix 3 

Baseline macroeconomic and inflation forecasts 2007/1


