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I Inflation outlook and monetary policy  

Financial crisis completely changes the premises 

of monetary policy  

Although the failure of Iceland’s largest banks in October further dis-
torted the transmission channels of the Central Bank’s policy rate, the 
foreign exchange swap market has been virtually non-functional since 
March. Lack of trust in domestic companies and financial institutions 
caused bottlenecks in cross-border payment systems, obstructing 
both inflow and outflow of capital. For a while, the króna fell virtu-
ally unhindered in a thin foreign exchange market. Finally, currency 
rationing was introduced in accordance with a specified order of prior-
ity, which led to the development of a dual foreign exchange market.  
The currency rationing scheme was still in effect in mid-October, 
when the most recent measurement of consumer prices was compiled, 
and has not yet been discontinued, although restrictions have been 
eased to some degree. Pass-through of the recent ISK depreciation 
into domestic inflation was discernible only to a limited extent in the 

1.  This article uses data available on November 3, 2008, but the forecast is based on data 
until October 27.

Economic and monetary developments and prospects1

Financial crisis causes sharp contraction and high inflation  

Iceland's monetary policy environment has undergone major changes following the failure of its leading 
financial institutions. Important channels of monetary policy have become more or less dysfunctional, and 
cross-border payment systems have been beset by serious and ongoing problems. As a result, the exchange rate 
of the króna fell precipitously, and a dual currency market developed: a domestic market in which currency 
is rationed in accordance with a priority list, in line with Central Bank of Iceland guidelines, and an informal 
offshore market, where the exchange rate is determined in limited and non-transparent transactions. The real 
exchange rate of the króna is currently much lower than is sustainable for the long term. The first-round effects 
of the exchange rate weakening were felt in October, when twelve-month inflation reached 15.9%. Inflation is 
expected to continue rising in the next few months and exceed 20% early in 2009. The outlook for inflation is 
extremely uncertain and will be determined by the exchange rate to a large extent. The credibility of the Central 
Bank’s inflation target has been badly damaged, and it will be extremely difficult to continue on the basis of 
that target alone in the months to come. However, if policies to stabilise the króna at a level higher than that of 
the past several weeks prove successful, inflation could subside quite rapidly, followed by a policy rate easing, 
especially if wage settlements are extended without further wage rises. A severe recession lies ahead, with 
an especially large contraction in private consumption. Investment will also contract strongly in spite of the 
large-scale construction projects in Helguvík and elsewhere. Unemployment will rise and is expected to peak 
at 10% by year-end 2009. A sizeable surplus will develop quickly in the merchandise and service accounts, 
and the current account deficit will virtually disappear as early as 2009. It will take the economy a long time 
to recover fully. How rapid the recovery turns out to be depends primarily on the length of time it takes to 
stabilise the króna. Foreign direct investment will be very important as well. As long as there is a sizeable slack 
in the economy, maintaining a stable exchange rate and low inflation should be relatively easy. Although the 
exchange rate of the króna will temporarily have increased significance in policy rate decisions, a unilateral 
fixed exchange rate policy is not a viable option. Other things being equal, the inflation target will resume its 
position as the core of the monetary policy regime once exchange rate stability has been established. However, 
it is important to seek ways to strengthen the inflation targeting regime and simultaneously conduct a thorough 
reassessment of the optimal future monetary policy and exchange rate arrangements for Iceland. 

Chart I-1
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October CPI release, as retail inventories appear to have been abun-
dant before the crisis. Twelve-month inflation measured 15.9% in 
October, and core inflation about 14%. 

Economic developments are shrouded in uncertainty at present 
because of the financial crisis. This uncertainty is reflected in the fore-
casts published in this Monetary Bulletin. Because the channels for 
monetary policy transmission are largely ineffective, it is not possible 
to publish forecasts in the way the Central Bank has done in recent 
years; that is, by publishing the policy rate path that the Bank’s staff 
deem most conducive to the attainment of the inflation target within 
an acceptable horizon. In the near term, the policy rate will primarily 
take account of exchange rate developments, which are extremely 
uncertain at present. 

Formally, the Central Bank’s inflation target is still in effect, 
and by law, price stability remains the principal goal of monetary 
policy. Under the current circumstances, however, it is impossible to 
base monetary policy decisions on the inflation target alone. While 
attempts are being made to accomplish one or the other of these 
objectives – to re-establish the foundations for an inflation targeting 
framework with a floating exchange rate, or to find another long-term 
solution for the nation’s exchange rate and monetary affairs – in the 
interim, it is necessary to create a credible monetary anchor by some 
means. It is clear that developments in the exchange rate will have 
a decisive effect on the depth and duration of the recession and the 
time required to regain control of inflation. For this reason, the Central 
Bank will concentrate on achieving exchange rate stability as soon as 
possible. 

Confidence is a precondition for a stronger currency

The greatest source of uncertainty in the current forecasts is the 
exchange rate of the króna. At first, it will be determined in particular 
by the speed with which confidence in the króna can be restored and 
relatively normal currency market functioning re-established. The real 
exchange rate is extremely low. Furthermore, underlying trade flows 
will support the króna over the medium term. A substantial trade 
surplus is expected to emerge soon. The balance sheet of the overall 
economy will also shrink considerably once the foreign liabilities of the 
financial system have been settled or largely written off. On the other 
hand, the central government’s foreign liabilities will increase, which 
will have a negative effect on the income balance. It is estimated that 
the overall effect will be to narrow the deficit on income considerably. 
Overall, projections for 2009 indicate a small current account deficit 
that will be fully funded by foreign direct investment. 

A broadly balanced current account will support the króna over 
the medium term. However, substantial initial pressure on the króna 
once it is re-floated cannot be ruled out. Owners of domestic bonds, a 
large proportion of whom are non-residents, may attempt to sell their 
ISK assets once an organised foreign exchange market re-opens. This 
Monetary Bulletin includes two alternative scenarios, in addition to 
a baseline scenario, reflecting this uncertainty. The baseline scenario 
is based on a moderate appreciation of the króna. The exchange 

Source: Central Bank of Iceland.
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rate against the euro rises from approximately 154 kr. per euro in 
Q4/2008 to 134 kr. per euro a year later, and then remains relatively 
stable over the forecast horizon. It is assumed that the Central Bank’s 
policy rate and occasional intervention in the foreign exchange market 
will be applied so as to prevent the króna from deviating too far from 
the path assumed in the baseline scenario.

ISK depreciation will give rise to higher short-term inflation, but a 

sizeable economic slack will facilitate more rapid disinflation over 

the medium term

For the short term, inflation is determined primarily by the cost-push 
effects of the depreciation of the króna. The speed with which the 
króna rebounds is critical. Retailers’ mark-ups have probably been 
depleted to a large extent, prompting them to pass cost increases 
through to retail prices in spite of a sharp contraction in demand. 
When the króna strengthens, however, retail mark-ups will likely 
remain squeezed. Given the contraction in demand and increasing 
competition for market share in a shrinking market, inflation should 
taper off rather quickly. According to the baseline forecast, annual 
inflation will peak at nearly 23% in Q1/2009 but will fall below 5% 
by year-end 2009 and will be at target from early 2010 onwards. The 
rapid decline in inflation depicted in the baseline forecast is based on 
the assumption of moderate wage growth during the forecast hori-
zon and a stable exchange rate. This implies that real wages will fall 
considerably and that real disposable income will contract by as much 
as 25% between year-end 2007 and year-end 2009. GDP will shrink 
by over 8% in 2009 and by another 2% in 2010. Private consump-
tion is forecast to shrink by even more, or 25% in 2009 and nearly 
4% in 2010. Unemployment will rise swiftly over the medium term 
and is projected to peak at nearly 10% by year-end 2009. Economic 
recovery is expected to begin in 2011, however, with output growth 
estimated at just over 3% for that year. The magnitude of the con-
traction and the subsequent recovery are in line with other countries’ 
experience of currency and banking crises (see Box IV-1). 

Based on the above, it is clear that a sizeable negative output 
gap will emerge in the next few years, which will facilitate disinfla-
tion provided that the króna appreciates, partly in response to tight 
monetary policy. 

Monetary policy must support the exchange rate

The policy rate and, to some extent, intervention in the foreign 
exchange market will be applied with the aim of strengthening the 
króna. For the long term, it is critical to create conditions that allow 
the Central Bank to reduce the policy rate and lighten the burdens 
that the financial crisis will impose on the domestic economy. The 
strengthening of the króna and the stabilisation of inflation are the 
prerequisites for this. The real policy rate is actually very low in spite 
of the high nominal rate. A precondition for exchange rate stability 
is that domestic currency bondholders and depositors have sufficient 
incentive to hold their ISK assets. This applies to residents and non-
residents alike, but roughly estimated, about half of issued domestic 

Sources: Statistics Iceland, Central Bank of Iceland.
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bonds are held by non-resident investors. High nominal interest rates 
notwithstanding, considerable currency outflow could ensue once fully 
a functional foreign exchange market re-opens. Therefore, it is also 
necessary to have ample foreign exchange reserves so as to guarantee 
as swift a recovery as possible from any depreciation of the króna after 
it is re-floated. Loans from the International Monetary Fund and oth-
ers should provide the Central Bank with access to ample resources for 
this purpose. 

The baseline scenario assumes that foreign exchange market 
stability will be established relatively quickly and will lay the founda-
tions for a gradual appreciation of the króna. One of the alternative 
scenarios illustrated in Charts I-2 through I-5 is based on the assump-
tion that this will be a relatively lengthy process. This implies that 
excessive weakness of the króna will last longer, concurrent with a 
further decline in asset prices, a deeper recession, and more persistent 
inflation. The agreement with the IMF and others, which guarantees 
increased foreign exchange reserves, and the economic programme 
on which the agreement is based reduce the probability of such an 
outcome. In the latter alternative scenario, confidence in the króna is 
restored far more quickly than in the baseline scenario, as it assumes 
that normal foreign exchange market functioning will resume sooner. 
The króna appreciates more rapidly and stabilises at a real exchange 
rate above that in the baseline scenario, albeit somewhat below the 
average of the past decade. The erosion of disposable income and the 
economic contraction would be less pronounced under this scenario. 
It would entail a moderate current account deficit that would be 
largely funded with foreign direct investment. 

A credible economic plan reduces the cost of rebuilding the 

economy

The significance of the agreement between the Government of 
Iceland, the Central Bank, and the IMF lies not only in access to credit, 
which can be used to some extent to support the króna; it lies also 
- and more importantly – in the confidence engendered by Iceland's 
adherance to credible economic policy as outlined in the agreement: 
monetary policy that aims at low inflation and a higher and more 
stable exchange rate and low inflation, coupled with an ambitious 
strategy of fiscal consolidation, following significant short-term dete-
rioration of the fiscal balance. The cost of recapitalising the banking 
system is quite uncertain, but will undoubtedly be substantial. Public 
sector revenues will decline sharply in real terms over the next sev-
eral years due to reduced household and business incomes, declining 
asset prices, and diminishing private consumption and imports. At the 
same time, government expenditures will automatically increase. It is 
unlikely that public sector revenues will return to previous levels in 
the near future, and the outlook is for a substantial increase in debt. 
Thus it is necessary to adopt broad-based fiscal measures in coming 
years, with the objective of re-establishing fiscal balance and ensuring 
a sustainable debt profile over the medium term. 
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The monetary policy framework must be strengthened

For the long term, it is of paramount importance to learn from the 
setbacks that the implementation of monetary policy in Iceland has 
suffered. Basic trust and a functional transmission mechanism are pre-
conditions for the successful implementation of an inflation-targeting 
regime. These preconditions do not exist at present. A policy aimed at 
a stable, realistic exchange rate could prove successful while there is 
significant slack in the economy and the current account is balanced. 
This does not imply that a fixed exchange rate regime is desirable, 
since it is unlikely that a unilateral fixed exchange rate regime will 
be more successful for the long term than it was during previous 
attempts at maintaining an exchange rate target. Therefore, other 
things being equal, the Central Bank will return to inflation targeting 
as soon as conditions warrant it. At the same time, it is important to 
strengthen the institutional framework of inflation targeting and stress 
supportive economic policy, including a fiscal framework that takes 
the inflation target into account. 
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II External conditions and exports

The global financial crisis has deepened, but its full impact on the real 
economy has yet to be felt. GDP growth forecasts have been revised 
downwards all over the world. The outlook is for substantially lower 
output growth in 2009 than in 2008, and a recession is expected in 
many countries. While food and energy prices have declined signifi-
cantly in recent months, the effect on the global economy has only 
been realised to a limited extent. Price rises earlier in the year com-
bined with declines in asset markets have weakened private consump-
tion, however. Dampened global output growth will have an effect 
on domestic export growth in coming years and will make a negative 
impact on export prices and overall terms of trade. Export volume is 
expected to grow by almost 10% this year, despite difficulties in pay-
ment intermediation to and from Iceland as a result of the currency 
crisis, which is expected to have a negative effect on exports until well 
into 2009. As currency trading returns to normal, exports are expected 
to grow markedly and make an important contribution to the recovery 
of the domestic economy. 

Weak global output growth expected in 2009

The international financial crisis that originated in the United States 
has now spread virtually all over the world. Its consequences have 
been most severe in countries with significant imbalances prior to the 
crisis, including Iceland, Hungary, and South Africa (for a review of the 
global financial crisis, see Box II-1). 

In the United States and other advanced economies, conditions 
in financial markets have deteriorated sharply since early autumn. 
Stock prices have plummeted, risk premia have risen, and money 
markets have been in disarray. Illiquidity hampers banks and other 
financial institutions and affects non-financial businesses as well.  

Output growth in developed countries is likely to be insignifi-
cant or negative in the near term, and growth is slowing in emerging 
market countries as well. As a result, global output growth will slow 
down considerably. According to the most recent 2009 projections 
from Consensus Forecasts, GDP will be up 0.5% in the euro area and 
Japan, down 0.2% in the UK, and flat in the US. 

In most advanced economies, the inflation outlook for 2009 has 
improved slightly, as oil and food prices have fallen in the latter half of 
the year. Recent price hikes from British energy producers will sustain 
considerable inflation in the UK in the coming months, however. UK 
inflation is forecast at roughly 2.9% in 2009.

 
The export sector will support the Icelandic economy over the 

medium term 

Exports have increased sharply so far in 2008, due in particular to 
increased aluminium production; however, exports of other industrial 
goods, such as medical supplies, pharmaceuticals, and food process-
ing equipment, have also been on the rise. The increased production 
capacity at the Fjardaál aluminium smelter in East Iceland drove alu-
minium exports rapidly upwards in the second quarter. 

Source: Reuters EcoWin.
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Chart II-2
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Chart II-3
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There has been some disruption in payment flows for exports in 
October. This could affect total exports in the fourth quarter and even 
into the beginning of 2009. The continuing resilience of the export 
sector is one of the preconditions for a rapid recovery of the economy. 
Thus it is critical that payment systems and export companies’ access to 
credit, both in Icelandic krónur and in foreign currency, return to normal 
as soon as possible, and that the import of raw materials for export 
manufacturing function smoothly. 

Imports have contracted so far in 2008, and the contraction is 
likely to deepen in the fourth quarter, as domestic demand contracts 
in the wake of the depreciation of the króna and the foreign currency 
shortage.
 
The global financial crisis has contributed to falling commodities 

prices

The price of aluminium has dropped sharply, as has the price of other 
commodities. At the beginning of October it had fallen by one-third 
from its peak in July. This will affect export values negatively in the 
final months of the year, but the negative impact will be partly offset 
by the depreciation of the króna. For several years, increased demand 
from Asia (China in particular), production difficulties in various 
aluminium-manufacturing countries, rising production costs, increased 
commodity market activity by investment funds and hedge funds, 
and the weak US dollar have fuelled price hikes. The global financial 
and banking crisis has changed all of this. Demand is declining all 
over the world, production and inventories have increased, the dollar 
has appreciated against other currencies, energy prices have fallen, 
investment and hedge funds are deleveraging, and local production 
problems have been resolved in most areas. The forecast assumes that 
the average price of aluminium will be 3½% lower in 2009 than in 
2008. According to the forecast in this Monetary Bulletin, aluminium 
prices are expected to rise by 7% in 2010, when the balance between 
supply and demand has been restored and inventories have shrunk. 
At the same time, metals production for export will increase by about 
6% in the next few years. In 2011, however, production is forecast to 
increase by about one-fifth when the aluminium smelter at Helguvík 
commences production. 

The price of Icelandic marine products rose nearly 30% in for-
eign currency terms between mid-2004 and year-end 2007 but has 
been broadly unchanged in 2008. Market participants expect most 
prices to fall in the near term, due to declining private consumption in 
Iceland’s principal trading partner countries in the wake of the global 
financial crisis. The competitive position of high-value Icelandic prod-
ucts will also deteriorate. This can already be seen in the contraction 
in exports of fresh fish by aircraft. Icelandic fish products are gener-
ally high-value products, and it is likely that consumers will turn to 
less expensive items as economic conditions deteriorate. The Central 
Bank’s forecast assumes a 1½% rise in marine product prices in 2008, 
a 3% drop in 2009, and unchanged prices in 2010-2011. 

Oil prices fell by nearly 30% in the first half of October. A spe-
cial meeting of the OPEC nations is scheduled for mid-November, at 
which time they are expected to decide to curtail production in order 

Source: Reuters EcoWin.
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Chart II-5
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to forestall further decline in oil prices. Whether a tightening of sup-
ply will suffice to stop prices from falling or turn them around in the 
next few months will depend on the effects of the financial crisis on 
global output growth. The forecast assumes a roughly 6% decline in 
oil prices in the coming year, followed by annual increases of 2½% in 
2010 and 2011.

The above factors are expected to have a 1% negative impact 
on the terms of trade for goods and services next year, in addition 
to the almost 7% fall in the terms of trade this year. In 2010, a 1% 
recovery is expected, followed by a 1½% reversal in 2011.

Difficulties in payment intermediation harm exports

Export growth has been substantial so far this year. The outlook is 
for a year-on-year contraction in Q4, as a result of the difficulties in 
payment intermediation in the wake of the currency crisis and the 
substantial export growth in Q4/2007. Export growth for the year as 
a whole will be robust, however, at almost 10%. The Bank’s forecast 
assumes that the above-mentioned difficulties in payment intermedia-
tion will affect exports into early 2009, causing a slight contraction for 
the year as a whole. The outlook is for healthy export growth as soon 
as exports return to normal and production at the Helguvík aluminium 
smelter begins. Exports will play an important role in economic recov-
ery following the financial crisis.

Box II-1

Global financial 
crisis deepens

The beginning of the global fi nancial crisis can be traced to the burst 
of the US housing bubble as the weaknesses and extravagance em-
bedded in the sub-prime mortgage market came to the fore. De-
faults on sub-prime mortgages rose sharply, leading credit rating 
agencies to lower their ratings of sub-prime related mortgage prod-
ucts in the summer of 2007. Banks on both sides of the Atlantic sus-
tained losses as a result. UK mortgage lender Northern Rock was the 
fi rst institution to experience liquidity problems and subsequently 
sought assistance from the British government. News of Northern 
Rock’s diffi culties leaked out, and there was a run on the bank in 
September 2007, which ultimately led to its nationalisation the fol-
lowing February. 

The run on Northern Rock was the fi rst on a British bank since 
the mid-eighteenth century and the fi rst major run on a Western 
banking institution since the early 1970s. The risk of runs on fi nan-

   
 Change from prior year (%) unless otherwise specified1

  2008 2009 2010 2011 

  Exports of goods and services 9.6 (4.7) -0.5 (-1.0) 2.6 (3.9) 5.5 

  Marine production for export -8.1 (-13.0) -2.9 (-3.0) 0.0 (0.0) 0.0 

  Metals production for export 73.2 (73.3) 4.5 (3.9) 1.7 (1.7) 20.3 

  Export prices of marine products 1.4 (2.5) -2.9 (0.0) 0.0 (2.0) 0.0 

  Aluminium prices in USD2 2.3 (1.8) -3.4 (3.5) 6.8 (1.4) 0.0 

  Foreign fuel prices3 50.8 (68.0) -6.3 (9.3) 2.8 (-0.8) 2.5 

  Terms of trade for goods and services -6.8 (-2.9) -0.9 (-0.1) 1.1 (0.2) -1.4 

  Global inflation4 4.2 (3.3) 2.6 (2.2) 2.0 (2.1) 2.0 

  Global GDP growth 2.1 (1.8) 1.1 (1.5) 2.1 (2.0) 2.4 

  Foreign short-term interest rates (%)5 4.3 (4.3) 4.0 (4.2) 4.0 (4.0) 4.0 

1. Figures in parentheses represent the forecast from Monetary Bulletin 2008/2. 2. Based on aluminium futures. 3. Based on fuel futures. 4. Consensus Forecasts. 5. 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 premises for the outlook for external conditions 
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cial institutions has grown substantially as a result of increased fi -
nancial vulnerabilities. In order to reduce the likelihood of such an 
occurrence, many governments have declared publicly that they will 
guarantee deposit balances in commercial banks far beyond statu-
tory deposit insurance requirements.

In the US, investment bank Bear Stearns was the fi rst major 
casualty. Bear Stearns had developed a severe liquidity problem, 
which was resolved when JP Morgan Chase took over the bank in 
March 2008 with assistance from the US Federal Reserve Bank. The 
rationale behind the Fed’s assistance was the systemic importance of 
Bear Stearns and the grave repercussions for the securities markets if 
the bank’s assets should suddenly be sold off. 

The fi nancial system’s problems were not limited to excessive 
sub-prime lending, however. Abundant liquidity, historically low 
interest rates, and substantial fl ow of capital to the US and other 
countries stimulated growing risk appetite, rising indebtedness, and 
the development of complex and non-transparent structured prod-
ucts (for further information on the origins of the US sub-prime cri-
sis, see Box II-1 in Monetary Bulletin 2008/1). 

The unrest in the fi nancial markets intensifi ed during the sum-
mer of 2008. Real estate prices continued to fall, and GDP growth 
slowed down in the US and elsewhere. This compounded the uncer-
tainty surrounding fi nancial institutions’ ability to withstand a chal-
lenging economic climate. Investors and creditors lost confi dence 
in certain fi rms, which made it diffi cult for those fi rms to fi nance 
their activities. Listed companies’ share prices began to fall. The US 
government-guaranteed mortgage lenders Fannie Mae (Federal 
National Mortgage Association, FNMA) and Freddie Mac (Federal 
Home Loan Mortgage Corporation, FHLMC), the investment bank 
Lehman Brothers, and American International Group (AIG), the larg-
est insurer in the US, were among those worst affected. 

Early in 2008, there were growing concerns over payment dif-
fi culties at Fannie Mae and Freddie Mac, which own a substantial 
portion of the unsecured mortgages in the United States and had 
limited equity to support their operations. In an attempt to prevent 
the housing market slump from deepening, the US Federal Reserve 
Bank tried to rescue the two mortgage lenders in mid-July, in part by 
granting them access to low-interest loans on terms similar to those 
received by commercial banks and by removing the prohibition on 
Treasury Department purchases of stock in Government-Sponsored 
Enterprises (GSEs). But the plan did not yield the expected results. 
Investors’ fears that the companies would go bankrupt escalated, 
and concerns intensifi ed about a domino effect on the fi nancial 
institutions and corporations worldwide that had invested in their 
bond issues. By September the situation was so dire that the US 
government took over the operations, assets, and liabilities of both 
mortgage lenders. 

The next companies to be severely affected were Lehman 
Brothers and AIG. Like the mortgage lenders, they were large and 
deeply embedded in the American fi nancial market. The initial at-
tempts to solve their problems through the involvement of private 
investors proved unsuccessful. In Lehman’s case, public sector as-
sistance was not an option, either, as the company did not have 
suffi cient collateral to ensure that a loan from the Federal Reserve 
would be repaid. In spite of Lehman’s size, rather than making an at-
tempt to rescue it, the government opted to face the consequences 
of its demise on fi nancial stability. On the other hand, insolvency at 
AIG was considered likely to make a substantial negative impact on 
global fi nancial stability and US economic developments. AIG is a 
large issuer of credit default swaps, and had it gone bankrupt, nu-
merous fi nancial institutions would have been forced to raise large 
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amounts of capital, which would have proven diffi cult in the current 
economic climate. Thus it was decided in mid-September to grant 
AIG a loan in order to save it from bankruptcy. 

The effects of Lehman’s collapse, the diffi culties at AIG, and 
growing concerns about GDP growth in the US and elsewhere exac-
erbated the unrest in the global fi nancial markets. Share prices plum-
meted. Widespread withdrawals from the largest money market 
funds in the US closed off yet another source of liquidity for fi nancial 
institutions. Short-term borrowing costs soared, and credit market 
liquidity dried up. But the consequences were not long in coming. 
Assets were sold off at garage sale prices, interest premia shot up to 
unprecedented levels, and CDS spreads hit record highs. Interbank 
lending virtually stopped, and investment banks, whose high debt 
ratio makes them particularly sensitive to tight credit markets, had 
serious problems. The reduced fl ow of capital to households and 
businesses as a result of the fi nancial crisis and the fi nancial institu-
tions’ liquidity problems makes a profound negative impact on the 
real economy, thereby dampening GDP growth still further. 

The problems spread quickly. As Lehman Brothers headed for 
bankruptcy, the outlook was poor for another investment bank, 
Merrill Lynch. It was clear that bankruptcy at Lehman would greatly 
affect Merrill Lynch. Ultimately, Bank of America took over Merrill 
Lynch and saved it from collapse. Thereafter, the remaining invest-
ment banks on Wall Street – Goldman Sachs and Morgan Stanley 
– applied for commercial banking licences and were approved by 
the US Federal Reserve Bank. This enabled the two banks to receive 
regular deposits and placed them under the surveillance of the Fed, 
as other US commercial banks are. 

This series of events was also a turning point in the history of 
American banking, as it marked the end of a 75-year era of invest-
ment banking on Wall Street. In recent years, Wall Street investment 
banks have generated handsome returns, but their performance has 
deteriorated rapidly following the credit crunch. After the rescue of 
Bear Stearns and Merrill Lynch and the fall of Lehman Brothers in 
September, genuine doubts about the business model of American 
investment banks came to the surface. Investors appear to have lost 
faith in investment banks’ ability to withstand shocks, as their in-
debtedness exceeds that of commercial banks and they do not ben-
efi t from the cushion provided by regular deposits. 

At the end of September, yet another US banking giant went 
bankrupt: Washington Mutual. Massive withdrawals in September 
created a staggering liquidity shortage, and the regulatory authori-
ties declared the bank insolvent. The collapse of Washington Mu-
tual, one of the nation’s largest sub-prime lenders, was the largest 
commercial bank failure in US history. Claimants suffered severe 
losses.

The fi nancial crisis has not been limited to American fi nancial 
institutions, however. Banks and fi nancial companies all over Europe 
have experienced serious problems. Risk premia have risen, and in 
some countries house prices have fallen in line with slowing output 
growth and shrinking credit supply. It has been diffi cult for fi nancial 
fi rms to obtain capital, and assets are illiquid and must be sold at 
depressed prices. Fears of a wave of bankruptcies such as that in 
the US have compounded concerns about the position of numerous 
fi nancial companies, with severely negative consequences for the 
fi nancial markets. The problem has been addressed with acquisitions 
and mergers in many parts of Europe. 

After having taken over Northern Rock, the British govern-
ment acted as an intermediary in Lloyds TSB’s emergency takeover 
of HBOS. In addition, Bradford & Bingley, one of the UK’s largest 
mortgage lenders, was nationalised when market conditions proved 



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
8

•
3

15

too diffi cult. Hypo Real Estate, Germany’s second-largest lender, was 
granted a government loan to avert bankruptcy. Belgium’s largest 
bank, Fortis, was saved from collapse when the Belgian government 
acquired a 49% stake in the Belgian part of the bank, the Dutch 
government acquired a similar holding in the Dutch part, and the 
Luxembourgian authorities granted a loan to Fortis in Luxembourg. 
Various other fi nancial undertakings in Europe have faced diffi culties 
as well, including companies in France and Denmark.

Government action plans 
Central banks in numerous countries have responded swiftly and 
injected liquidity into the market by various means. The US Federal 
Reserve has increased the supply of money in circulation in order to 
counteract the liquidity crunch and has lowered its federal funds rate 
in response to the economic slump. The Fed has announced various 
new plans to inject short- and long-term liquidity into the fi nancial 
system and offset the illiquidity in the conventional markets. It has 
also attempted to revive the credit markets; for example, by provid-
ing temporary guarantees on money market funds and by purchas-
ing reliable corporate and bank bonds. 

The Federal Reserve Bank’s monetary measures, both conven-
tional and unconventional, and its takeover of large fi nancial institu-
tions have not yet suffi ced to guarantee the stability of the fi nancial 
system, however. Further government action has proven necessary. 
At the beginning of October, the US Congress approved a legislative 
bill establishing a fund to assist the banking system. The bill author-
ises the government to use up to 700 billion US dollars to purchase 
troubled assets from banks and to purchase shares without voting 
rights in fi nancial companies. 

Initially, it was the British government that took the initiative 
in early October by resolving to intervene more decisively in the 
fi nancial crisis. Euro area countries then did likewise, followed by the 
United States. The British government announced that it had decid-
ed to purchase preferred shares in British banks for 50 billion pounds 
sterling in order to prevent further fi nancial market declines in the 
UK. The banks that fall under the government’s rescue plan are the 
Royal Bank of Scotland, Barclays, and Nationwide Building Society. In 
addition to purchasing preferred shares, the Bank of England intends 
to lend the banks 200 billion pounds sterling in accordance with a 
special liquidity scheme. Euro area countries have also intervened in 
their fi nancial markets. The German government plans to provide 
substantial capital in the form of bank guarantees, particularly in the 
interbank market, in the hope that the government guarantees will 
enable the banks to raise additional capital in the market, thus ob-
viating the need for further assistance. Some 80 billion euros will be 
invested in fi nancial companies that have not been able to acquire 
funding elsewhere. The French government has declared repeat-
edly that no French bank will be allowed to become insolvent. The 
French have established two funds: one for government guarantees 
on the interbank market, and the other to assist distressed fi nancial 
institutions by allowing the government to purchase shares in them. 
While rescue packages have been announced by most countries in 
the euro area, their scope and capitalisation vary. The most common 
action involves government pledges to guarantee deposits. Many 
countries have also pledged temporary government guarantees on 
new loans taken by their banks, including interbank loans. In ad-
dition, the Spanish government decided to purchase assets from 
banks in Spain, thereby expanding their lending capacity. Moreover, 
in a co-ordinated action, the central banks in the United States, the 
United Kingdom, the EU, Canada, Switzerland, and Sweden lowered 
their policy interest rates by 0.5% in early October. 
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The roots of the problems facing the world’s fi nancial systems 
lie in the risk that accumulated over a prolonged period of low inter-
est rates and abundant liquidity. As in most earlier fi nancial crises, 
these conditions gradually eroded the confi dence of investors and 
the general public in the strength of fi nancial institutions and mar-
kets. Some countries were more vulnerable than others. The fi rst 
step in solving the problem is to rekindle suffi cient faith in fi nancial 
institutions. This is a diffi cult task, not least due to the imminent 
recession in Western countries. The economic contraction began 
before the upheaval in the capital markets reached the levels of the 
past few weeks. The US housing market remains one of the chief 
reasons for the fragility of the real economy and the overall fi nancial 
system. Growth in private consumption, investment, and the labour 
market has slowed considerably; therefore, it will take the credit 
markets quite a while to come to life again. Waning GDP growth 
in most economies means that exports will not provide the support 
that they did previously. However, falling oil, commodity, and food 
prices will bolster individuals’ purchasing power.



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
8

•
3

17

III Financial conditions 

The principal task of the government and the Central Bank in the wake 
of the financial crisis is to rebuild the banking system and ensure that 
important markets for the transmission of monetary policy return to 
normal as soon as possible. Initially, the most critical project is to restore 
bond and foreign exchange market activities and guarantee effective 
price formation. The strengthening of the foreign exchange reserves, 
with the assistance of the International Monetary Fund and others, 
plays an important role in resolving these matters, as does credible 
economic policy, which is the precondition for that assistance.  

Domestic financial markets non-functional   

After a considerable drop in the exchange rate earlier in the year, the 
króna fell precipitously just before and after the banks collapsed. At 
the end of September, the Central Bank's fixing rate of the króna had 
fallen 60% against the euro and 64% against the US dollar since the 
beginning of the year, but there has been great volatility since then 
and the króna has continued to fall. These figures do not tell the entire 
tale, however, because foreign currency trading was subjected to strin-
gent restrictions and the domestic foreign exchange market became 
disconnected from the offshore market when the banks collapsed. 
Ultimately, the Icelandic foreign exchange market closed entirely. 

There have also been problems in the interbank and swap mar-
kets for krónur. This creates serious problems for monetary policy 
implementation, as normal activity on these markets is a key premise 
for effective financial market functioning and thereby for the trans-
mission of monetary policy. 

Central Bank measures to restore foreign exchange market 

functioning 

Earlier in the year, various measures were taken in an attempt to 
contain the outflow of foreign capital. The policy rate was raised 
and issuance of Treasury notes and certificates of deposit increased, 
and ways to strengthen the foreign exchange reserves were sought. 
However, the collapse of the banking system shattered all of the 
premises for interbank foreign exchange activity. As a result, foreign 
currency stopped flowing into the domestic market. The Bank decided 
to establish a euro auction market in order to re-establish currency 
trading with krónur. A shortage of foreign currency developed, as 
foreign credit lines were closed and exporters had difficulty importing 
currency to Iceland. The Central Bank placed temporary restrictions 
on currency transactions in the form of guidelines on moderation of 
currency outflow. 

Daily auctions provide an indication of the exchange rate of the 
króna against other currencies, with the exchange rate in the auction 
determined by supply and demand. During the first few days of auc-
tion activity, demand for foreign currency was strong, as the foreign 
exchange market had been inactive for some time. The increased 
demand may also have come from importers needing to settle with 
their foreign suppliers, who increasingly required cash payment 

EUR/ISK

Chart III-1

The ISK exchange rate markets1

Daily data, July 1, 2008 - November 4, 2008

1. The offshore exchange rate is an approximate mid-price.
Sources: Investment banks, Reuters Matching, Central Bank of 
Iceland.
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because of the current conditions in Iceland. Foodstuffs, pharmaceu-
ticals, petroleum products, and public expenditure were given priority, 
and the banks have been discouraged from using incoming foreign 
currency for financial foreign exchange transactions. 

The rationing of foreign currency results in a dual foreign 
exchange market, with some transactions taking place on the unofficial 
market both domestically and abroad. Those without access to foreign 
currency have been willing to purchase it at prices above those on the 
formal market. Foreign banking institutions’ exchange rate listings for 
the króna are much lower than domestic listings. Holders of foreign 
currency, such as exporters, have not benefited from importing more 
currency to Iceland than is absolutely necessary because of the Central 
Bank’s low official exchange rate. It is therefore critical to lift the restric-
tions on foreign exchange transactions as soon as possible so that the 
exchange rate can be determined by supply and demand. Until this 
happens, confidence will not be fully restored in the currency market.

Exporters must be able to bring currency into Iceland 

Foreign currency revenues from exports trickled slowly into the 
country after the banks fell. At first, changes were made to payment 
systems in order to simplify the process and guarantee the flow of for-
eign currency from export companies to Iceland. Among other things, 
foreign payments to customers of the old banks were routed through 
the Central Bank, which formally declared that it would guarantee the 
delivery of all incoming payments routed through its accounts. 

Over the medium term, it is most important that exporters have 
sufficient incentive to move their foreign revenues to Iceland. As long 
as foreign currency is rationed at an exchange rate that does not har-
monise supply and demand, there will be a dual currency market and 
multiple exchange rates. Those holding foreign currency can receive a 
more favourable exchange rate by trading outside the official foreign 
exchange market. The informal foreign exchange market indicates 
that the exchange rate of the króna must be lower in order to strike 
a balance between supply and demand. Exporters, further discour-
aged by low or even negative real returns on domestic financial assets 
as inflation rises due to the depreciation of the króna, benefit from 
delaying the purchase of krónur as long as possible. Restrictions on 
currency outflow also make holders of foreign currency reluctant to 
sell more currency in the foreign exchange market than is absolutely 
necessary. Therefore, it is unlikely that foreign currency will begin to 
flow freely into the domestic market before the restrictions on capital 
outflows have been lifted and confidence in Iceland’s financial system 
and exchange rate policy has been restored.

Removal of capital restrictions could trigger massive currency 

outflow 

The sizable stock of fairly liquid ISK assets owned by non-residents 
amplifies the uncertainty related to the opening of the foreign 
exchange market. Under the current circumstances, foreign inves-
tors cannot close their positions in Iceland. Once investors’ access 
to foreign currency increases, substantial downward pressure on 
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the exchange rate could result. Prior to the collapse of the banks 
in October, non-residents owned roughly 400 b.kr. in government-
guaranteed bonds; that is, in Treasury notes, Cental Bank certificates 
of deposit, HFF bonds, Housing Bonds, and Housing Authority Bonds. 
When capital restrictions are lifted, non-residents may choose to 
close their positions, and the exchange rate could therefore drop 
considerably. The effects will be temporary, however, if economic and 
monetary policy are credible and the foreign reserves large enough 
to create confidence in the Central Bank’s ability to support the cur-
rency market. After a period of outflow, króna-denominated bonds 
will ultimately be purchased by investors interested in holding them 
in the hope of receiving high returns due to the expected rise in the 
exchange rate. This would create the conditions for sustained appre-
ciation of the króna.

The bond market must be revitalised

Market making with government-guaranteed bonds has not been 
active since October 7. It is of paramount importance that this 
situation be rectified because effective price setting in the market for 
government-guaranteed bonds is a prerequisite for effective price 
formation in other markets. It is important that new market makers 
enter the market as soon as possible. The Central Bank is working 
towards achieving this. 

Yields on government-guaranteed bonds fell considerably due to 
increased demand and investor flight to more secure assets, but yields 
have normalised recently. It is clear that the supply of government-
guaranteed instruments will increase over the medium term. The gov-
ernment faces increased obligations due to the collapse of the banks 
and their re-financing, as well as the anticipated fiscal deficit in the 
years to come. Therefore, yields on government-guaranteed bonds 
are likely to rise in coming months despite strong demand. As time 
passes, an increased supply of government-guaranteed instruments 
coupled with high yields should promote a stronger króna, which is 
the most important goal of monetary policy at present. 

Robust demand for liquidity 

Demand for liquidity provided by the Central Bank increased as the 
year passed, partly because of increased issuance of certificates of 
deposit and Treasury notes, which drained liquidity from the markets. 
During the final days before the collapse of the banking system, the 
Central Bank’s collateral loans and overnight loans increased greatly. 
Demand remains strong, but due to the collapse of the three largest 
banks, fewer securities are deemed eligible for these facilities. The 
Central Bank’s sale of foreign currency in its daily auctions further 
reduces the supply of ISK liquidity on the market. Therefore, it is 
necessary to ensure that measures designed to facilitate access to 
foreign currency do not result in an excessive shortage of Icelandic 
krónur. This is particularly important until market functioning returns 
to normal. However, access to ISK liquidity must not be so easy that it 
undermines the Central Bank’s exchange rate policy by providing an 
incentive to convert krónur into foreign currency.

%

Chart III-2

Yields on indexed long-term bonds
Daily data January 3, 2007 - November 3, 2008

Source: Central Bank of Iceland.
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Chart III-3

Nominal Treasury bond yields
Daily data January 3, 2007 - November 3, 2008

Source: Central Bank of Iceland.
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Ready access to foreign liquidity was an important driver of the recent 
years’ economic upswing. Interest rates and interest premia were at 
historical lows in credit markets worldwide, and new fi nancial products 
became increasingly popular. Icelandic businesses took advantage of 
attractive terms and easy access to credit and invested heavily in housing 
and equities, both in Iceland and abroad. Asset values skyrocketed 
afterward – share prices, real estate values, and the exchange rate of 
the Icelandic króna. As a result, access to credit became even easier, 
and those who took the most risk reaped the greatest rewards. There 
was a strong incentive to increase leverage, and households and 
businesses did so in spite of warnings. But circumstances changed 
almost overnight. Credit was suddenly diffi cult to obtain, and closure 
of credit lines ultimately felled the banking system. 

The recent years’ abundant credit supply refl ected in some 
measure the relaxed monetary stance among central banks 
worldwide, as well as the glut of debt market liquidity resulting from 
securitisation. Since the global fi nancial crisis began in 2007, liquidity 
squeezes have developed, as is manifested by fi nancial institutions’ 
grave diffi culties in obtaining funding and by severe market illiquidity, 
among other things. The Bank of England publishes a fi nancial market 
liquidity index on a regular basis, so as to provide an indication of 
the ease with which assets can be sold without substantial impact 
on market prices, which in turn has a strong effect on individuals’, 
companies’ and banks’ access to credit. The charts below show the 
fi nancial market liquidity index in the context of developments in 
domestic share prices and house prices and in the exchange rate 
of the króna. As can be seen, there is a close correlation between 
access to global liquidity and the asset bubble that developed in 
Iceland over the past several years. 

Box III-1

Domestic asset 
prices and the Bank 
of England financial 

market liquidity index

Chart 2 

Bank of England financial market liquidity 
index and the Icelandic OMXI15 equity 
price index
Monthly data, January 2002 - October 2008
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Chart I 

Bank of England financial market 
liquidity index1

Daily data, January 1, 1992 - October 17, 2008

1. The liquidity index shows the number of standard deviations 
from the mean. It is a simple unweighted average of nine liquidity 
measures, normalised on the period 1999-2004. See box 2 in the 
Bank of England Financial Stability Report, April 2007.
Source: Bank of England.
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Chart 3 

Bank of England financial market liquidity 
index and the exchange rate of the króna
Daily data, January 1, 2002 - October 17, 2008
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Chart 4 

Bank of England financial market liquidity 
index and real house prices in Iceland
2002/Q1 - 2008/Q3
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IV Domestic demand and production 

In the past few years, the Central Bank’s macroeconomic forecasts 
have indicated a sharp contraction in the national economy, coupled 
with a generally deteriorating standard of living. The banking and 
currency crisis will render that contraction even sharper than previ-
ously thought. According to the baseline forecast described below, the 
economic recession will be Iceland’s deepest since the close of World 
War II. The actual depth of the upcoming recession is shrouded in 
uncertainty, however. It will be determined to a large extent by how 
quickly confidence in the króna can be restored and exchange rate 
stability re-established. Households and businesses have seen their 
balance sheets subjected to severe shocks due to króna depreciation, 
falling asset prices, and rising inflation, which compromises their abil-
ity to meet their financial obligations and magnifies the contraction in 
demand. The re-financing of the new banks will also cost the Treasury 
a considerable sum of money, which will ultimately be passed through 
to Icelandic households and businesses in the form of higher taxes, 
higher interest rates, and restrictive government spending policies. 

As a result, domestic demand is projected to fall off by approximately 
17½% in 2009. Declining imports and strong exports offset the con-
traction in GDP.1 

Record GDP contraction expected in 2009  

The evidence of financial crises in many countries indicates that output 
growth rebounds quickly after a deep economic contraction (see Box 
IV-1, p. 23). The baseline forecast assumes that the upcoming contrac-
tion will be slightly sharper than that accompanying a typical financial 
crisis. Three factors suggest that the present economic contraction 
could prove deeper or more prolonged than average. First, the size of 
the banking system relative to the economy was larger in Iceland than 
in any other country that has experienced a financial crisis. Second, a 
larger proportion of the banking system collapsed than in an average 
crisis. Third, there is strong evidence that the rise in credit growth and 
asset prices prior to an episode of financial stress varies directly with 
the depth and length of the ensuing contraction in private consump-
tion and investment.2 Offsetting this is the fact that, in a small, open 
economy, a larger proportion of the adjustment is channelled through 
the external sector via a sharp downturn in imports without having a 
discernible effect on aggregate demand in trading partner countries. 
This helps the economy to rebound following a crisis, although a 
downturn in many of Iceland’s main trading partner countries due to 
the global financial crisis could slow that process. 

In view of the above, GDP is projected to contract by approxi-
mately 8½% in 2009 and just under 2% in 2010, in spite of a slight 
upturn in domestic demand in 2010. Output growth is expected to 
rise to just over 3% in 2011, due in large part to positive develop-
ments in foreign trade. 

1.  A more in-depth examination of the macroeconomic forecast can be found in Appendix 
1 on page 40. 

2. See International Monetary Fund (2008). “Financial Stress and Economic Downturns”, 
Chapter 4 in World Economic Outlook, October 2008.

Chart IV-2

Private consumption and 
disposable income 1991-20111

1. Central Bank baseline forecast 2008-2011.    
Sources: Statistics Iceland, Central Bank of Iceland.
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1.  Three-month average of Gallup Consumer Confidence Index. The value 
for the index in Q4/2008 is for October.

Sources: Capacent Gallup, Statistics Iceland.
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Chart IV-3

Private consumption and consumer confidence1 

Q1/2001 - Q4/2008

Gallup Consumer Confidence Index expectations six 
months ahead (left)

Sharp contraction in private consumption due to falling asset 
prices, rising debt, reduced income, and lower employment rates
In the past several years, all factors seemed to combine to stimulate 
private consumption. Asset prices skyrocketed, disposable income and 
employment levels rose rapidly, and credit was in abundant supply. 
These drivers of consumption began losing steam early this year and 
have now reversed entirely. Households are faced with swiftly mount-
ing unemployment, lower house prices, losses on equity holdings 
and savings in bank and pension funds, rising inflation, and a weak 
króna, which undermines purchasing power and raises debt service. 
The baseline forecast indicates that unemployment will peak at 10% 
near the end of 2009, real disposable income will shrink by as much 
as one-fourth in 2008 and 2009, and inflation will top out at nearly 
23% early next year. Under these conditions, a profound decline in 
private consumption is unavoidable. 

The forecast assumes that private consumption will contract by 
7½% this year and by nearly 25% in 2009. If the forecast is borne out, 
this will be by far the largest one-year contraction in private consumption 
since measurements were introduced. The contraction would be some-
what larger than the average in countries that have experienced a finan-
cial crisis, where a 10-18% contraction is common. Private consumption 
is not expected to recover before mid-2010, when a new episode of 
robust growth is projected to ensue. This scenario is consistent with other 
nations’ experience of financial crises. Growth in private consumption is 
expected to approach 10% in 2011 and rise still higher thereafter. A last-
ing drop in the proportion of private consumption to disposable income 
is expected, however; that is, saving is projected to increase. Icelanders’ 
savings have taken a severe blow, and it is assumed in the forecast that 
households will attempt to redress the balance by raising their saving rate, 
in line with historical experience of financial stress episodes. 

Household equity has deteriorated markedly
At the end of Q2/2008, household assets excluding pension assets 
totalled approximately 3,770 b.kr., having decreased slightly since the 
beginning of the year. Equities and corporate bonds have plunged in 
value in 2008, and individuals have lost a portion of their money mar-
ket savings in deposit institutions as well. The nation’s pension funds 
have also lost substantial sums. Added to this is the sizeable drop in real 
property values, both in 2008 and in the years to come. The forecast 
assumes that house prices will fall by over 40% in real terms during the 
forecast horizon, after which real house prices will have fallen by close 
to 50% since they peaked in 2007 (see Table IV-1). This is a sharper 
decline than in earlier Central Bank forecasts. The financial crisis, 
together with higher inflation, deterioration in households’ financial 
position, and an exodus of persons will press prices down even more 
than would otherwise have been the case. If the forecast materialises, 
the decline in real estate values will be similar to that experienced in 
Finland in the wake of the banking crisis of the 1990s. 

Household debt totalled 1,760 b.kr. at the end of Q2/2008, an 
increase of 200 b.kr. since the beginning of the year. A part of that 
increase can be traced to the depreciation of the króna, as foreign-
denominated loans accounted for 18% of total household debt at the 

Chart IV-4

Private consumption and real house prices 
1991-20111

1. Central Bank baseline forecast 2008-2011.
Sources: Statistics Iceland, Central Bank of Iceland.
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end of June. The subsequent further weakening of the króna due to 
the banking crisis will compromise households’ equity position for the 
long term and will increase their debt service at a time when many are 
faced with declining employment and shrinking investment income. 
Households that have taken large foreign-denominated loans in the 
past year may experience grave difficulties. In some instances, these 
borrowers are faced with debt service that has doubled as a result 
of a falling currency and rising interest rates, and their equity may 
be wiped out as a result.3 The number of households in such straits 
will be determined largely by how high the unemployment level will 
rise and how long the low real exchange rate persists, as arrears will 
doubtless increase and bankruptcy will become more common in the 
months to come. In order to prevent bankruptcy among households 
and businesses that would be viable under normal circumstances, it 
may prove necessary to refinance their debt.

Sharp contraction in residential and commercial real estate investment
The downturn in residential investment had already begun when the 
financial crisis hit after a period of 75% growth between 2002 and 
2007 (see Table IV-1). A tightening credit supply, a growing abundance 
of available housing, a drop in real property values, and shrinking real 
disposable income had already begun to make their presence felt. The 
banking and currency crisis exacerbates the effects of all these factors; 
therefore, it can be assumed that the contraction in real estate invest-
ment will be deeper and more protracted than previously expected. 
Projections indicate a contraction of approximately 32% in 2008 and 
24½% in 2009. One sign of the slump is that contractors have already 
returned a considerable proportion of the lots allocated to them in the 
past year. If the forecast is borne out, residential investment as a pro-
portion of GDP will be just under 3½% in the next few years, which is 
considerably below the last four decades’ average of 6% but close to the 
rate prevailing in the wake of the economic downswing of the 1990s. 

Large-scale development projects involving the construction of 
large retail stores, hotels, and office buildings have been in progress 
in the recent term. In some instances, work has already been discon-
tinued, as it is clear that the premises for the business activities in the 
buildings in question no longer hold, and secure financing can no 
longer be obtained. As a result, the construction industry will very 
likely suffer, as is commonly the case during an economic contraction 
like the one already discernible in the sector. 

Business indebtedness will magnify the effects of the crisis on 
investment
The outlook is for a significant contraction in general business invest-
ment, although energy-intensive industry projects will offset this 
somewhat. Many Icelandic companies carry substantial debt and have 
a poor liquidity position, and they are ill-equipped to tolerate a shrink-

3. The monthly payment on a 30-year foreign loan in the amount of 15 m.kr., taken in June 
2007 and amounting to 60% of the purchase price of the underlying property, had risen by 
124,000 kr. at the beginning of October, assuming that the currency composition of the loan 
was the same as that for household sector as a whole and that the interest premium rose 
by 2 percentage points during that period. In some instances, repayments of foreign loans 
have been frozen, but at present it is unclear how this arrangement will be carried out in the 
future and how large a proportion of borrowers will be offered this type of assistance. 

1. Central Bank baseline forecast 2008-2011.
Sources: Statistics Iceland, Central Bank of Iceland.
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ing supply of foreign and domestic credit. Added to this is the hefty 
increase in financing costs, which is discussed below. The contraction 
in general business investment could therefore prove more profound 
in Iceland than in most other countries that have experienced similar 
financial stress. The baseline forecast assumes a roughly 20% con-
traction in business investment in both 2008 and 2009 despite the 
planned increase in aluminium and power sector investment. Business 
investment as a proportion of GDP remains below historical averages 
throughout most of the forecast horizon. 

Some 70% of deposit institutions’ loans to companies outside 
the financial sector are denominated in foreign currency. While a 
considerable proportion of the companies with such loans also have 
revenues in foreign currency, unhedged currency risk is consider-
able, for example, among businesses in the construction, retail, and 
service sectors. The value of outstanding loans to companies outside 
the financial sector has increased significantly since August, when it 
totalled approximately 130% of GDP. 

Although there is still considerable uncertainty about near-term 
exchange rate developments and the new banks’ ability to extend indi-
vidual companies’ outstanding loans, it is very likely that many indebted 
businesses will become insolvent. The outlook for holding companies is 
even bleaker. Some of these companies have been established around 
shareholdings in other undertakings – for example, financial companies 
– that have become insolvent or are experiencing extreme difficulties. 
In recent years, holding companies have become highly leveraged, with 
at least two-thirds of their debt in foreign currency.

Two-year recession followed by a new period of growth 

The Icelandic economy is at a turning point. The recent period of 
booming economic growth characterised by surging private consump-
tion and investment has come to an end. Ahead is a deep recession 
that, according to the Bank’s forecast, will persist for approximately 
two years. At the end of that period, the economy will probably begin 
righting itself, and a new period of growth will ensue, although that 
upswing is unlikely to be as vigorous as the recent one (see Table 
IV-1). Unlike the last growth episode, however, it appears as though 
there will be a considerable output slack in the next few years, which 
should allow for substantial non-inflationary output growth.  

Table IV-1  Changes during various periods (%)
   

 2002-20071 2007-20112

Private consumption 39.6 -26.5

Public consumption 16.8 12.8

Gross capital formation 100.6 -45.7

Business investment 132.5 -52.1

Residential investment 74.7 -48.1

Public investment 46.6 -14.9

National expenditure 45.1 -23.3

Exports of goods and services  32.5 18.1

Imports of goods and services  78.3 -30.6

GDP growth 29.8 -5.3

Disposable income 49.8 -9.5

House prices – nominal value 103.5 -28.3

House prices – real value 65.5 -46.9

1.  Change from average for 2002 to average for 2007.  
2.  Change from average for 2007 to average for 2011 in the Central Bank’s baseline forecast.

Chart IV-6

Investment as % of GDP 1980-20111

1. Central Bank baseline forecast 2008-2011.
Sources: Statistics Iceland, Central Bank of Iceland.
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Box IV-1

Sudden stop of 
international capital 
inflows

A sudden stop, or a capital account crisis, can be defi ned as a large – 
and largely unexpected – fall in capital infl ows occurring in conjunc-
tion with a sharp rise in credit spreads (See Calvo et al., 2006, Men-
doza, 2008, and Chamon et al., 2006). Such a scenario is generally 
associated with a sharp depreciation of the currency and an abrupt 
collapse in aggregate demand. Output falls and unemployment ris-
es substantially. This is what the Icelandic economy is experiencing 
now. While the macroeconomic consequences of sudden stops are 
generally very similar, the causes can vary, as can the factors trigger-
ing the crisis. 

Vulnerabilities and crises
An economy can live with currency and maturity mismatches for years 
if, by chance, nothing triggers a crisis. But balance sheet weaknesses, 
macroeconomic imbalances, credit booms, etc., can make such an 
economy vulnerable to a sudden stop. Given these vulnerabilities, 
however, there are many possible crisis triggers (see, for example, 
Ghosh et al., 2008). A sudden stop may result in a single crisis (bank-
ing, currency or sovereign debt), a twin crisis (banking and currency) 
or a triple crisis (banking, currency and debt). In 2007, the United 
Kingdom and the United States faced a banking crisis (but not a cur-
rency or sovereign debt crisis). Iceland is now experiencing a twin cri-
sis. Sovereign debt will be severely affected also, but due to a low ini-
tial debt ratio, sovereign debt should remain manageable, assuming 
fi scal consolidation in the years ahead. Laeven and Valencia (2008) 
give an in-depth historical analysis of banking crises worldwide. The 
number of crises in the world since 1997 is shown in Chart 1. 

In Iceland, the fi nancial vulnerabilities were the size of banking 
sector balance sheets relative to the economy, combined with doubts 
that the Central Bank could act as a credible foreign-currency lender 
of last resort. The banking crisis trigger was the closing of international 
wholesale money markets amid the global credit crunch. The currency 
crisis was the consequence of foreign-currency funding problems due 
to a loss of confi dence in the Icelandic banking sector. This contrib-
uted to foreign exchange hoarding through the spot market and to 
severe distortions in the foreign exchange swap market. 

According to the empirical literature (Calvo et al., 2006), the 
probability of a sudden stop increases with the current account defi -
cit and foreign currency-denominated debt (where the latter may be 
impaired substantially by a real exchange rate depreciation). There-
fore, the risks of such a scenario in Iceland were substantial, as has 
been discussed frequently in previous issues of Monetary Bulletin.

Macroeconomic impact
Sudden stops are generally preceded by current account defi cits, and 
absorption and production levels above trend. Many historical crises 
have also been characterised by the build-up of asset price bubbles 
(especially in real estate) on the back of fi nancial liberalisation or, 
more lately, fi nancial innovation, which neither the market nor regu-
lators fully understood. A capital account crisis causes (1) a sudden 
switch from trade defi cit to surplus, (2) a sharp decline in domestic 
production and absorption, and (3) a fall in asset prices (generating 
what is typically known as a boom-bust cycle). Experience shows 
that larger build-ups of asset prices and leverage tend to lead to 
deeper contractions following crises (see Table 1 and IMF (2008)). 
Empirically, the contraction in domestic demand (due to lower real 
wages, etc.) dominates the increase in foreign demand for domestic 
goods (as a result of the real exchange rate depreciation).

Output rebounds after sudden stop
Recoveries that follow collapses could ensue quite quickly. In fact, 
a strong V-shape recovery in macroeconomic variables historically 
takes place in a so-called Phoenix Miracle-like fashion, where output 

Chart 1

Frequency of financial crises 1997-2007

Source: Laeven and Valencia (2008).
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Chart 2

Economic growth preceding and following 
crises in a number of countries1

Median (line), distributions (boxes) and forecast for 
Iceland (broken line)

1. Argentina (2002), Brazil (1999), Bulgaria (1996), Ecuador (1999), 
Finland (1991), Indonesia (1998), Korea (1998), Malaysia (1998), 
Mexico (1995), Philippines (1998), Russia (1998), Thailand (1998), 
Turkey (2001), Uruguay (2002).  
Sources: IMF, Statistics Finland, Central Bank of Iceland.
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“rises from its ashes” (see Chart 2). Interestingly, the output re-
bound takes place with virtually no recovery in domestic or external 
bank credit, which is highly suggestive of sudden underutilisation 
of production capacity during the recession. That said, considerable 
downside risk to a strong V-shape growth recovery remains, not to 
mention the long-lasting social repercussions of a twin crisis.
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 Initial conditions
 Asset price increase2  Net lending ratio4

  Equity prices in real terms   House prices in real terms   Credit/GDP Banks’ assets3 Households Businesses

  Finland 80.0  36.1  16.6 21.0 6.5 -5.1

  Sweden 68.5  17.5  19.1 27.2 ... ...

  Norway 73.9  26.5  18.8 27.6 -6.9 -3.6

  Japan 54.4  12.2  7.4 22.4 5.3 -5.1

  United Kingdom 19.9  22.9  2.5 16.1 -2.3 -3.4

  United States  14.5  4.9  3.1 9.5 -0.4 -0.3

  Average 51.9  20.0  11.3 20.6 -2.1 -3.5

  Iceland 253,0  68,6  91,5 17,7 ... ...

Table 1  Comparison with other major financial stress episodes in developed countries during the 1990s1 

   
 Outcomes
 Asset price decrease5 Macroeconomic deleveraging9

  Equity prices House prices  Credit/ Banks’   Output Quarters to 

  in real terms in real terms GDP assets8 Households Businesses loss10 recovery 

  Finland -85.9 -39.8 -16.8 -5.1 16.2 17.0 -13.6 27

  Sweden -69.5 -20.1 -21.3 -4.9 ... ... -5.8 19

  Norway -76.9 -24.6 -2.7 -12.5 16.5 8.5 -3.9 12

  Japan -58.5 -11.1 -6.8 -8.5 0.5 15.4 -5.1 19

  United Kingdom -21.4 -23.3 -5.6 -6.5 9.6 4.4 -2.6 13

  United States -21.0 -4.8 -3.8 -5.4 0.8 0.6 -1.3 5

  Average -55.5 -20.6 -9.5 -7.2 8.7 9.2 -5.4 15.8

  Iceland  -81.16 -22.67 ... ... ... ... -15.0 1611 

1. For countries other than Iceland, data are based on Table 4.4 in International Monetary Fund (2008), p. 149.
2.  Trough-to-peak changes before the start of the crisis in the detrended Hodrick-Prescott (HP) filter levels of the variables. In the case of Iceland, the period 

for equity prices, house prices, and total credit system lending is from the beginning of 2002 until September 2008. 
3.  Maximum percent deviation from detrended (HP filter) levels of bank assets before the start of the crisis.  For Iceland, this is the maximum deviation from the 

detrended combined asset levels of the parent companies of the three commercial banks since 2003, when the privatisation of the State-owned banks was 
completed.   

4.  Deviation from the trend according to the HP filter one year before the crisis.  These data are not available for Iceland.  
5.  Peak-to-trough changes after the start of the crisis in the detrended (HP filter) level of the variables. 
6.  Peak-to-trough changes after the crisis started in the detrended (HP filter) level of equity prices in the Central Bank’s baseline forecast in this issue of Monetary 

Bulletin. 
7.  Peak-to-trough changes after the crisis started in the detrended (HP filter) level of house prices in the Central Bank’s baseline forecast in this issue of Monetary 

Bulletin. It is appropriate to bear in mind that real house prices had already dropped considerably when the crisis hit, as is discussed in Section VIII of this 
Monetary Bulletin. The decline in real house prices from the top of the upswing to the bottom of the downswing in the forecast is approximately 30% in 
the detrended (HP filter) level of house prices, and 49% based on unfiltered real house prices. 

8.  Minimum percent deviation from detrended (HP filter) level of bank assets after the start of the crisis. 
9.  Trough-to-peak changes in the detrended (HP filter) net lending ratios. 
10. Output loss is measured as the decline from peak to trough in percent of peak level output. For Iceland, this is based on the Central Bank’s baseline forecast 

in this issue of Monetary Bulletin.
11. According to the Central Bank’s baseline forecast in this issue of Monetary Bulletin.

Sources: International Monetary Fund and Central Bank of Iceland.
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V Public sector finances

The financial crisis will have a profound effect on public sector 
finances. The outlook is for the public sector surplus, which amounted 
to 5½% of GDP in 2007, to turn into a deficit of over 13% in 2009, 
mostly because of the effects of automatic stabilisers. Deviations 
from previous estimates of balances published by the Treasury and 
the local authorities will therefore be sizeable in the next few years.  
In the fiscal budget for 2009, presented to Parliament on October 
1, the central government deficit was estimated at 3.7% of GDP. As 
the national economy recovers, the deficit will begin to shrink again. 
It is projected at 8% of GDP in 2011. Public sector debt will increase 
dramatically because of the deficit and the cost borne by the Treasury 
from the collapse and refinancing of the banking system. Debt will be 
slightly in excess of GDP as early as 2009. 

Profound change in fiscal position 

Looking beyond core public sector operations, it is clear that the inter-
est expense on increased debt will amount to tens of billions of krónur 
in the years to come. The burden of re-financing virtually the entire 
banking system, including the Central Bank, will fall on the Treasury, 
as will the guarantees that the Depositors’ and Investors’ Guarantee 
Fund or the assets in the banks’ estates will not cover. Substantial 
uncertainty still surrounds the final settlement of the failed banks' 
liabilities. Based on a rough estimate of the sale price of their assets, it 
can be expected that total public sector debt will increase from 30% of 
GDP at year-end 2007 to slightly greater than GDP at year-end 2009. 
The development of the debt ratio as the forcast horizon progresses is 
quite uncertain. It will depend on the ability of the Treasury to borrow 
from abroad, usually at a lower interest rate than is possible domesti-
cally, and on the profitability of the newly acquired banks. It is likely 
that at first the debt ratio will continue to rise due to Government 
deficits; however, in the medium term, the debt ratio must decline.

Steep decline in tax revenues …

The Government’s tax revenues will shrink dramatically because of 
the financial crisis and the ensuing recession. In krónur terms, the 
decline in tax revenues between 2008 and 2009 is estimated at 81.5 
b.kr., or 15½%. It is expected that revenues will contract by one-fifth 
between 2007 and 2011, assuming constant price levels. Because of 
the substantial taxes paid by financial undertakings, the contraction 
is likely to be steepest in corporate income tax because a very large 
share of the revenue came from the banks. Revenues from taxes on 
capital income will also fall markedly. Tax revenue from capital-based 
taxes will decrease by up to 80% between 2007 and 2011, at con-
stant price levels. The contraction in consumption and excise taxes 
will also be substantial, concurrent with a nearly 18% drop in national 
expenditure in 2009. 

It will take many years to rebuild the capital base after major 
write-offs; therefore, it is assumed that revenues from corporate and 
capital income taxes will remain low throughout the forecast horizon. 

Revenues (left)

Expenditures (left)

Fiscal balance (right)

Primary balance (right)

Chart V-1

Public sector finance 2000-20111

% of GDP % of GDP

1. Central Bank baseline forecast 2008-2011.
Sources: Statistics Iceland, Central Bank of Iceland.
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1. Central Bank baseline forecast 2008-2011.  
Sources: Statistics Iceland, Central Bank of Iceland.
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However, revenues from indirect taxes are expected to increase as the 
forecast horizon progresses, in line with growing domestic demand. It 
is assumed that total tax revenues will amount to 32.2% of GDP at 
the end of the forecast horizon, as opposed to 41% in 2007.

... concurrent with rising expenditure due to interest payments and 

transfer outlays

Apart from the dramatically increased interest expense falling on the 
Treasury in the years to come and the expenditure arising from the 
promises made in connection with the recent wage settlements, trans-
fer outlays will increase sharply as a result of the contraction, with 
the bulk of the increase due to the social security system and unem-
ployment benefits. Public expenditure as a share of GDP is expected 
to increase from 42½% in 2007 to 47% in 2011. This assumes that 
public consumption growth will increase by 2.9% per year and that 
public expenditure will rise by 16 b.kr. at constant price levels during 
the period from 2007 through 2011. 

The forecast takes into account that attempts will be made to 
soften the economic contraction with a rather smaller decrease in 
public investment than is allowed for in the fiscal budget for 2009. 
Investment is projected to contract by one-fourth at constant price 
levels between 2008 and 2011, when it will equal approximately 4% 
of GDP. 

Measures necessary to guarantee a sustainable fiscal balance

As is stated above, the baseline forecast assumes that the 5½% pub-
lic sector surplus in 2007 will turn into a deficit amounting to 13% 
of GDP in 2009. The deficit will be 12% of GDP in 2010 but will 
then narrow, in line with growing economic activity, to 8% of GDP 
in 2011. This is a much poorer outcome than was projected in June, 
although that forecast did assume considerable changes in public sec-
tor performance. The greatest difference, in addition to a prolonged 
reduction in the revenue base, lies in the interest payments on the 
added Treasury debt. 

The forecast is based on the assumption that no action will be 
taken to dampen the effect of the automatic stabilisers in 2009, but 
it is assumed that the preparation of the framework budget for 2010-
2014 will be marked by fiscal consolidation. No decision has been 
made on whether expenditure cutbacks or tax increases will ensue, 
but it will be necessary to adopt special measures in order to improve 
the cyclically adjusted primary balance by a minimum of ½% of GDP 
year-on-year in the years to come if the new debt ratio is expected to 
be stable. If the objective is to lower the debt ratio to the requirement 
set by the Maastricht Treaty in 15 years' time, then it will be necessary 
to improve the cyclically adjusted primary balance by 4½% of GDP 
year-on-year over what the balance otherwise would have been. An 
exact estimate of the required primary balance, however, is highly 
sensitive to economic growth and to the interest rate on the added 
Treasury debt (for further discussion of public sector performance and 
sustainable debt, see Box V-1).

Chart V-3

Public sector fixed investment 1990-20111

% of GDP

1. Central Bank baseline forecast 2008-2011.
Source: Statistics Iceland, Central bank of Iceland.
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Debt that grows in excess of income cannot be sustainable. Sooner 
or later, such behaviour must cease, if not due to the borrower’s 
prudence, then due to the lender’s actions. This applies to public 
sector fi nances as well. If public sector fi nances are to be sustain-
able, the ratio of public debt to GDP must either remain constant 
or decrease.  

In examining whether the public sector's operations and 
balance sheet can be deemed sustainable, it is necessary to consider 
two factors: the interest burden on the debt, and the cyclically 
adjusted primary balance of public sector.1  In order to gain a better 
understanding of this, it is useful to express the public sector budget 
constraint as:

(1) 

where Bt-1 is net debt at the beginning of the period t, Bt is net debt 
at the end of the period, it is the nominal interest rate during the 
period, and Dt is the primary balance. The accounting relationship 
in Equation (1) can be rewritten as a proportion of GDP in nominal 
terms, PtYt, where Pt is the price level and Ytt is real GDP (where Δ 
represents change):2

(2) 

where bt = Bt/(PtYt), dt = Dt/(PtYt) and ρt represents the difference 
between accrued real interest on debt and output growth and is 
given as ρt = (1 + it)/[(1 + πt)(1 + γt)] – 1 ≈ it – πt – γt when it, πt 
(infl ation) and γt (output growth) are relatively low values.

Equation (2) therefore states that changes in the debt ratio 
correspond to the real interest burden in excess of output growth 
(i.e., the product of the real interest rate in excess of output growth 
and the debt ratio) less the primary balance as a proportion of GDP.

From Equation (2) it can be seen that, in order to prevent the 
debt ratio from rising, the cyclically adjusted primary balance as a 
proportion of GDP should at least equal the real interest burden over 
and above output growth. If the objective is to reduce the debt ratio, 
the primary balance must therefore be greater than the real interest 
expense over and above output growth. 

Equation (2), however, sets no real constraints on a govern-
ment’s decisions on taxation or expenditure apart from any existing 
limits on the government’s access to credit or funding through seig-
niorage. In order to see more clearly how public sector debt restricts 
governmental decisions, it is necessary to examine the intertemporal 
budget constraint. This can be done by solving Equation (2) over 
time. By assuming that, in equilibrium, long-term real interest rates 
are constant and output growth equals the constant growth rate of 
potential output, then ρ = ρt and:

(3)  
 

Assuming that the public sector cannot accumulate unlimited debt, 
it is said that the revenue and expenditure plans of the public sector 
fulfi l the so-called NoPonzi condition, and the latter term on the right 
side of Equation (3) equals zero. In that instance, the intertemporal 
budget constraint satisfi es:

1.  The term cyclically adjusted primary balance refers to the budget balance excluding 
interest payments, after adjusting for the effects of the business cycle.  In the context of 
governments’ and central banks’ consolidated balance sheets, Dt  reflects conventional 
tax levies and public expenditures, as well as changes in central banks’ base money. 

2. Where (1 + it)Bt-1/PtYt can be expressed as (Bt-1/Pt-1Yt-1)(1 + it)/[(1 + πt)(1 + γt)]. 

Box V-1

Sustainability of public 
sector debt
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Table1  Debt ratio 125% of GDP, 3.2% equilibrium output growth

   Interest level (real  
Interest burden % of GDP Real interest rate interest – output growth)

 -0.75 2.60 -0.60

 -0.50 2.80 -0.40

 -0.25 3.00 -0.20

 0.00 3.20 0.00

 0.25 3.40 0.20

 0.50 3.60 0.40

 0.75 3.80 0.60

Table 2  Debt ratio drops from 125% to 60% in 15 years 

 Debt service as % of GDP  

 1.5% output growth 2.5% output growth 3.2% output growth  Real interest rate

 5.30 4.43 3.79 2.60

 5.56 4.61 3.97 2.80

 5.75 4.80 4.15 3.00

 5.94 4.98 4.33 3.20

 6.13 5.17 4.52 3.40

 6.33 5.36 4.70 3.60

 6.52 5.55 4.89 3.80

(4)  

Equation (4) states simply that if the government is indebted  (b > 0), 
the present value of the primary balance with the discount rate  1/
(1+ ρ) must be high enough to cover interest payments and principal 
on the debt. As debt and interest payments rise and output growth 
declines, the government must raise taxes or reduce expenditures, 
either in the present or in the future. 

Financial ratios of sustainable public sector fi nance
As can be seen from Equation (2), the primary balance as a propor-
tion of GDP must equal the net interest burden as a proportion of 
GDP in order to maintain a constant debt ratio; that is:

(5)

If it is assumed, for example, that the debt ratio remains un-
changed at 125% of GDP and that equilibrium output growth is 
3.2% (which is consistent with the properties of the Central Bank’s 
macroeconomic model), the interest burden as a proportion of GDP 
is determined by government debt in the manner shown in Table 1. 

For example, if the objective is to reduce the debt ratio from 
125% of GDP to 60% of GDP in 15 years’ time and to pay the debt 
as though it were an annuity loan, it can be shown that debt service 
as a proportion of GDP is determined by potential output growth 
and the real interest rate terms that are offered (see Table 2). 

Therefore, the question of whether tax increases or expenditure 
cuts will be necessary depends to a considerable degree on what 
credit terms are offered and whether – and if so, how quickly – 
the debt is to be reduced. Other things being equal, however, it 
will be necessary to increase the primary balance surplus if the debt 
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ratio ris es as anticipated, given the obligations that will fall on the 
Treasury in the years to come. Given a potential output growth rate 
of 3.2% and a real interest rate of 3.6%, the cyclically adjusted 
primary balance must improve by ½ percentage point if the debt 
ratio increases to 125%, assuming a constant debt ratio (see Table 
1). On the other hand, if the objective is to reduce the debt ratio 
by half in the next 15 years, the primary balance must improve by 
nearly 4½ percentage points each year (that is, slightly more than 
4½ percentage points in Table 2 less the 0.1% primary balance 
based on the balance that would have been necessary prior to the 
fi nancial crisis). 
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VI Labour market and wage developments 

The labour market is at a turning point. Demand for labour is expected 
to contract so sharply that the characteristic flexibility of the Icelandic 
labour market will not be sufficient to stave off significant unemploy-
ment in coming years. Unemployment is expected to rise rapidly until 
the end of 2009 and remain above the highs of the last decade until 
the latter part of the forecast horizon. In spite of a marked contraction 
in real wages, it is expected that private sector wage settlements will 
be extended without additional wage increases in early 2009. 

Clear signs of a turnaround before the banking crisis 

In contrast with surprisingly strong data from Statistics Iceland’s 
Q3/2008 labour market survey, which showed a 5% year-on-year 
increase in total hours worked, monthly data indicate a clear turna-
round. The September figures from the Directorate of Labour provide 
the first unambiguous sign of weakening labour demand. Seasonally 
adjusted unemployment rose from 1.3% to 1.5%, and foreign labour 
imports seem to have come to a halt. 

Mass layoffs have been prominent in the construction, financial, 
and service sectors and are expected to increase further in coming 
months. However, excess demand for labour remains in few sectors, 
particularly health and social services. Companies that produce goods 
for the domestic market are preparing for a sharp contraction in 
demand.  The export sector has not been unscathed by problems in 
the foreign exchange market, although a weak króna creates favour-
able conditions for increased market share abroad. Should the con-
traction in demand in Iceland’s chief trading partner nations persist, 
however, growth potential could be negatively affected.
 
The flexibility of the Icelandic labour market will not suffice …  

Repatriation of foreign workers is the most likely reason why wan-
ing demand for labour did not cause unemployment to rise until 
September. During the last downswing, the proportion of foreign 
nationals in the Icelandic labour market remained unchanged, as that 
slump was expected to be of short duration due to upcoming alu-
minium and power sector projects. As a result, employers were willing 
to keep excess foreign workers rather than lay off workers temporarily 
only to find the domestic pool of labour depleted as soon as labour 
market conditions improved. The current situation is quite different. 
The incipient downturn will be much deeper and more protracted 
than the one in 2002. Furthermore, due to the sharp depreciation 
of the króna this year, overseas workers benefit far less from work-
ing in Iceland, in terms of both the home country value of potential 
remittances and the workers’ chances to earn money by working long 
hours. A significant proportion of the foreign workers who migrated 
to Iceland during the recent upswing have left the country. According 
to information from employment agencies, most foreign nationals 
who lose their jobs choose to return to their native country. 

Icelandic citizens who lose their jobs might also look for work 
abroad. Deteriorating labour market conditions in neighbouring coun-

Source: Capacent Gallup.
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1. January-September 2008.
Sources: Directorate of Labour, Statistics Iceland.

Chart VI-3 
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tries may limit their opportunities, however. Demand in the sectors 
where redundancies in Iceland are significant – e.g., construction, 
financial and general services – is likely to weaken elsewhere as well, 
both in EEA states and in other countries.

One of the main characteristics of the Icelandic labour market is 
the rapidity with which labour participation adapts to demand, particu-
larly among the youngest group (age 16-24). This adaptability can be 
expected in the present instance as well. Labour participation is esti-
mated at 2 percentage points lower in 2009 than in 2008, and roughly 
3 percentage points lower in 2010-2011. The labour market will also 
adapt to curtailed demand by reducing working hours. It is assumed 
that employers will attempt to cut wage costs by reducing both expen-
sive overtime and the overall number of hours worked.  

… to avert record unemployment 

In spite of the flexibility of the Icelandic labour market, a dramatic 
increase in unemployment in the next few years cannot be avoided. 
The shock to the Icelandic economy is of such a scale that it is unre-
alistic to assume that reduced labour participation, shorter working 
hours, and labour migration will be sufficient to offset the contrac-
tion in demand. According to the forecast published in this Monetary 

Bulletin, unemployment will rise swiftly until the end of 2009, when it 
will peak at approximately 10%. This is considerably higher than dur-
ing the mid-1990s but is consistent with the experience of countries 
that have gone through comparable financial crises. Unemployment 
is expected to remain very high until year-end 2010, averaging 8% 
for that year and tapering off to about 4% by the end of the forecast 
horizon. 

The assumptions underlying current wage settlements 

will not hold …

Even before the financial crisis struck Iceland full force, it was clear 
that the assumptions underlying the private sector wage settle-
ments would not hold. These assumptions are two: inflation must 
have slowed down in the latter half of 2008 and early in 2009, and 
real wages in the private sector must not fall between January and 
December 2008. As of September, real wages had already contracted 
by nearly 5% since January. Because of the sharp depreciation of the 
króna in September and October, the outlook for the coming months 
is for rising rather than falling inflation, as the wage settlements 
assumed. 

… but wage agreements will most likely be extended without 

supplementary wage hikes

In view of rapidly deteriorating labour market conditions, and despite 
the fact that the preconditions for the current wage settlements will 
not hold, the forecast assumes that private sector wage settlements 
will be extended without additional pay hikes. Furthermore, the fore-
cast assumes that public sector wage settlements will be extended for 
a period comparable to that for private sector settlements, with wage 
rises similar to those agreed upon by the private sector.

1. Average of Q1/2008 - Q3/2008.
Source: Statistics Iceland.
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Sources: Directorate of Labour, Central Bank of Iceland.
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 Real wages will decline …

Real wages have always been much more volatile in Iceland than in 
neighbouring countries, although the downward flexibility of real 
wages weakened considerably after inflation was brought down in 
the early 1990s. While wage settlements have never gone so far 
as to include nominal wage cuts, the 1993 wage settlements were 
extended for over 1½ years without a wage rise. 

Based on the inflation forecast in this Monetary Bulletin, an 
extension of the current wage settlements without supplementary 
wage hikes would entail a nearly 7% drop in real wages in 2009. The 
combined reduction in real wages in 2008 and 2009 totals approxi-
mately 12%. However, real wages will begin to recover in early 2010, 
provided that inflation subsides as quickly as the forecast indicates. 

… as will nominal wages in certain sectors

Although it is assumed that wage settlements will be extended, with 
the implied modest nominal wage increase, compensation is likely to 
fall in nominal terms at the firm level in some sectors, especially in 
the three new commercial banks. In addition, the performance-linked 
bonuses that have been customary in the financial sector and in 
 specialised trade companies will be reduced sharply over the next few 
years. As a result, individual wage drift should be negligible.  

Growth in unit labour cost expected to decline rapidly 

Given the modest wage developments described above and increased 
productivity in the latter part of the forecast period, growth in unit 
labour cost (ULC) will lose pace rapidly until mid-2011. ULC growth 
is projected at just over 6% in 2009 but is expected to fall back to 
2½% in 2011. 
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1. Central Bank baseline forecast 2008-2011.
Sources: Statistics Iceland, Central Bank of Iceland.
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VII External balance 

Current account projections are extremely uncertain as a result of 
the financial crisis. How the crisis will affect the balance sheets of the 
financial system and the overall economy – and hence the balance on 
income – is highly uncertain at this stage. There is also great uncertainty 
about the effects on the real economy, and therefore on the size of 
both the current account deficit and the general government deficit. 
How the public sector deficit is financed will also affect the current 
account over the medium term. According to the current forecast, 
the contraction in domestic demand will cause a sharp reversal in 
the external accounts. A sizeable trade surplus is projected, and the 
current account deficit in 2009 will be accordingly small. 

Trade surplus in Q4/2008 

Import growth has slowed down in recent months, while exports have 
increased substantially. As a result, the deficits in the merchandise and 
services accounts have narrowed markedly. A considerable surplus is 
expected in Q4, as imports are likely to contract sharply in response 
to the financial crisis. 

Considerable uncertainty regarding balance on income 

The deficit on the income account has been extremely large in recent 
quarters, particularly in Q2/2008, when the deficit was affected by 
negative returns on residents’ foreign direct investment. The deficit 
is expected to narrow in Q3 but remain substantial due to significant 
capital losses. 

The collapse of Iceland’s large commercial banks will have a 
substantial effect on net income receipts in the medium term. There 
will be large write-downs of the banks’ foreign currency-denominated 
debt, although considerable liabilities will remain in the old banks’ 
accounts for some time. However, interest payments to abroad will 
rise considerably due to borrowings for the build-up of the foreign 
exchange reserves. Borrowing for the refinancing of the domestic 
banking system, the fulfilment of government obligations with 
respect to the collapsed banks, and the Treasury deficit will probably 
be confined largely to the domestic ISK market, at least in the short 
run. All of these factors are subject to enormous uncertainty, which 
makes it difficult to estimate the prospective net interest payments to 
abroad over the next few years. Falling stock prices worldwide and the 
general contraction abroad adversely affect returns on the remainder 
of residents’ foreign investments. Thus there is little expectation of 
returns on equity holdings, although the depreciation of the króna 
offsets diminishing returns somewhat. 

The robust returns of domestic companies owned by non-resi-
dents add to the income deficit. The drop in aluminium prices since 
mid-year reduces profits in the aluminium sector and will narrow the 
income account deficit in the latter half of the year, particularly in 
Q4. The bulk of non-residents’ foreign direct investment in Iceland 
is related to aluminium production. However, lower aluminium prices 
reduce export revenues from the sale of both aluminium and energy. 

Chart VII-1
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Due to these offsetting effects, the total impact of falling aluminium 
prices is smaller than might be expected at first perusal.

Large trade surplus expected in coming years

Despite the significant income account deficit, the balance on goods 
and services will turn to a surplus. The forecast assumes a trade 
surplus amounting to 9% of GDP in 2009, and a modest current 
account deficit of approximately 1% of GDP for that year. Investment 
in the aluminium and power sectors and related imports will reverse 
this trend temporarily in 2010, but in 2011 a trade surplus of 8½% of 
GDP is forecast, together with a current account surplus of 3½%. 
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VIII Price developments and inflation outlook

The inflation outlook is highly uncertain, largely due to uncertainty 
regarding exchange rate developments. Inflation is likely to rise in the 
near term due to depreciation of the króna. Once the króna appreciates, 
however, inflation can be expected to subside rather quickly. A sharp 
economic contraction is ahead, and unemployment will hit record highs. 
Therefore, wage costs are expected to increase only modestly in the 
next few years, and inflation expectations will decline rapidly. The drop 
in house prices will also expedite the disinflation process. The current 
forecast must be interpreted in light of the unusually great uncertainty 
surrounding the inflation outlook. Section I discusses two alternative 
scenarios that illustrate different assumptions concerning the speed 
of the króna’s recovery and its impact on economic developments. If 
the króna appreciates later than is assumed in the baseline scenario, 
inflation and the economic contraction will be more severe early in the 
forecast horizon. On the other hand, if the króna appreciates earlier, 
inflation and the economic contraction will be less pronounced. 

Inflation driven by depreciation of the currency

Inflation rose sharply in August but levelled off in September as a result 
of positive base effects. However, the initial effects of the financial crisis 
on the exchange rate were already discernible in October measure-
ments. In October, the consumer price index rose by 2.2% month-
on-month, and twelve-month inflation measured 15.9%.1 Inflation 
had therefore risen by more than 3 percentage points since June. 
Underlying twelve-month inflation – i.e., excluding volatile items, pub-
lic services, and real interest rates – was over 14% in October, having 
risen by some 4 percentage points since June. Import prices excluding 
alcoholic beverages and tobacco rose by 4%, with the twelve-month 
increase measuring nearly 25%. The general rise in import prices was 
offset by falling petrol prices, which in turn were driven by declining 
global oil prices. The effect of the weaker króna on the price of domes-
tic goods, which is attributable to rising prices of imported input and a 
stronger competitive position among domestic producers, was similar 
to the effect on import prices. Prices of domestic goods, excluding agri-
cultural products and vegetables, rose by 4% in October alone, with 
the twelve-month increase approaching 20%. 

The depreciation of the króna will probably continue to pass 
through to prices in the next few months. The pass-through is subject 
to considerable uncertainty, however, due to the substantial amount 
of offshore and informal currency trading. If a lack of foreign currency 
results in goods shortages, prices could rise steeply when invento-
ries near depletion. On the other hand, the contraction in domestic 
demand and the relatively strong inventory position prior to the cur-

1. Due to unusual circumstances, Statistics Iceland made two changes in the calculation of the 
consumer price index in October. First, the proportion of real estate transactions in which 
property and liquid assets were used as a means of payment rose signifi cantly from May 
2008. In calculating the present value of the purchase agreements in such transactions, it 
was decided to raise the discount factor used for the calculation of the cash value of the 
property. The effect of this correction was a 0.22% reduction in the CPI. Second, changes 
in the list price of automobiles since September were excluded, as new motor vehicle reg-
istrations have virtually halted. Had these changes not been made, the CPI would have 
risen by a further 0.3%. 
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rency crisis should dampen these effects, and inventories should last 
longer than they might otherwise.  

Services price inflation continues to rise 

The price of private services rose by 2% in October and by nearly 
12% over the preceding twelve months. This is the largest twelve-
month increase in services prices in more than a decade. Increased 
cost pressures in the wake of the recent depreciation of the króna 
could explain the large rise in the price of services. Services price 
inflation is expected to slow down rather quickly as demand falls off, 
however, because wage rises are likely to be moderate. 

Real house prices continue to fall 

The real estate market slump is deepening. In October, market prices 
fell by 1½% month-on-month, with the annual decrease approach-
ing 1%, according to the market price component of the CPI. In real 
terms, house prices have fallen by 14½% nationwide over the past 
twelve months, with the decline somewhat sharper in regional Iceland 
than in the greater Reykjavík area. Paid rent rose by 2.5% in October 
and by approximately 24% over the previous twelve months. While 
the supply of rental apartments is expected to increase over the medi-
um term, demand may also rise as time passes. For the longer term, 
rent will probably follow the downward trend in house prices, which 
will intensify as general price level hikes subside in the coming year. 

Rising near-term inflation

Considerable uncertainty surrounds expected developments in the ISK 
exchange rate once the króna is floated again. It is conceivable that the 
króna will weaken sharply right after the commencement of unrestricted 
currency trading. The speed at which exchange rate developments and 
cross-border trading are restored to normal will greatly affect inflation 
developments in the medium term. The baseline forecast assumes 
that inflation will exceed 19% in Q4/2008 and peak at nearly 23% in 
Q1/2009. However, it can be expected to fall off quickly thereafter and 
is projected at 5½% in Q4/2009. As the effect of the exchange rate 
shock diminishes and the effects of the contraction in domestic demand 
intensify, inflation will slow down even more. It is expected to reach the 
Central Bank’s inflation target of 2.5% early in 2010 and remain close 
to target for the remainder of the forecast horizon. 

Lower house prices a key factor in disinflation

Falling house prices will play a key role in disinflation in the medium 
term. Apart from the direct impact on the CPI through the housing 
component, the reduction in house prices erodes household wealth 
and thereby discourages private consumption. In Q3/2008, nominal 
house prices dropped year-on-year for the first time since 1997. The 
baseline forecast assumes that house prices will continue downward 
as a result of declining demand caused by the financial crisis, falling 
disposable income, dwindling credit supply, and repatriation of for-
eign workers. According to the forecast, nominal house prices will fall 
by nearly 13% in 2009, followed by another decline of almost 17% 
in 2010. The drop in nominal prices between the annual averages of 
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Chart VIII-3

Goods prices January 2001 - October 2008

Source: Statistics Iceland.
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Chart VIII-4
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Chart VIII-5
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2007 and 2011 is therefore roughly 28%, which corresponds to a 
nearly 50% decrease in real terms.

Króna to appreciate in the medium term

The main assumption behind the baseline forecast is that foreign 
exchange market functioning will be restored. It is expected that a 
credible economic plan prepared in collaboration with the IMF and 
the associated access to foreign credit will provide enough confidence 
to stop the collapse of the exchange rate and evoke long-term appre-
ciation of the króna. 

The forecast assumes that the euro will stand at ISK 153 in 
Q4/2008 but that the króna will then strengthen and remain rather 
stable at 130-135 against the euro beginning in mid-2009. These 
developments are shrouded in uncertainty, but they play a key role in 
how quickly inflation can be controlled and the policy rate lowered. 
If it takes a long time to restore confidence in the króna and inflation 
remains high, nominal interest rates must remain high for a longer 
period of time. This, in turn, could determine how quickly economic 
recovery can begin. 

Output slack contributes to disinflation …

According to projections published in the last Monetary Bulletin, a 
substantial contraction of GDP was foreseen in the next several years, 
leading to significant output slack. This was expected to contribute to 
disinflation. As is described in Section IV, the current forecast envisages 
a sharper contraction in GDP and a correspondingly more pronounced 
output slack as a result of the financial crisis. However, the slack might 
be seen as increasing somewhat less than expected in view of the 
contraction. This is primarily due to rising cost of capital, which in turn 
results from higher risk premia. Furthermore, it can be assumed that 
the capital stock will deteriorate, due in part to lost human capital fol-
lowing the banking crisis and the cost of moving factors of production 
between sectors. As a result, it is assumed that growth in potential 
output will decrease during the early part of the forecast horizon but 
begin to recover by the end of the horizon. Slower growth in potential 
output implies a smaller negative output gap than would otherwise 
exist. The slack will emerge early in 2009 and peak at 6½% in mid-
2010, with some underutilised capacity remaining throughout the 
forecast horizon. This will promote rapid disinflation, however, once 
the króna begins to appreciate again.

… and wage pressures subside swiftly

As is discussed in Section VI, unemployment is expected to gain pace 
rapidly in the next few months. According to the forecast, it will peak 
at about the same time as the output slack. These factors should 
combine to reduce wage pressures significantly and result in moder-
ate nominal wage growth despite high inflation. On the other hand, 
the outlook is for insignificant productivity growth until the latter half 
of 2010. Unit labour cost will therefore rise somewhat, although it 
will diminish rather quickly towards the end of 2010. Growth in unit 
labour cost is expected to be well in line with the inflation target by 
the end of the forecast horizon. 
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Table 2 Inflation forecast (%)2 
 
 Inflation (Change on same Annualised quarterly 
Quarter period of previous year)  inflation

 Measured value

  2007:1 6.5 (6.5) 2.0 (2.0)

  2007:2 4.4 (4.4) 5.8 (5.8)

  2007:3 3.9 (3.9) 5.6 (5.6)

  2007:4 5.4 (5.4) 8.4 (8.4)

  2008:1 7.0 (7.0) 8.2 (8.2)

  2008:2 12.0 (12.0) 27.0 (27.0)

  2008:3 13.7 (13.3) 12.1 (10.8)

 Forecast value

  2008:4 19.1 (12.8) 30.7 (6.4)

  2009:1 22.7 (12.3) 21.7 (6.4)

  2009:2 17.0 (7.6) 5.0 (6.7)

  2009:3 12.6 (6.0) -3.7 (4.4)

  2009:4 5.5 (4.9) 0.6 (2.0)

  2010:1 2.7 (4.0) 9.4 (2.8)

  2010:2 2.6 (3.4) 4.6 (4.2)

  2010:3 2.3 (2.6) -4.9 (1.4)

  2010:4 2.2 (2.2) 0.2 (0.6)

  2011:1 2.0 (2.0) 8.7 (2.0)

  2011:2 1.9 (2.0) 4.0 (4.2)

  2011:3 2.4 -3.0  

Annual average Inflation 

  2007 5.0 (5.0)

  2008 13.0 (11.3)

  2009 14.1 (7.6)

  2010 2.4 (3.0)

  2011 2.2

2. Figures in parentheses show forecast in Monetary Bulletin 2008/2.

Table 1 Macroeconomic forecast1

  Volume change on previous year (%) unless otherwise stated
  B.kr. Forecast 

GDP and its main components 2007 2007 2008 2009 2010 2011

  Private consumption 749.0 4.3 (4.2) -7.6 (-0.9) -24.8 (-7.7) -3.8 (-7.8) 9.9

  Public consumption 316.8 4.2 (3.3) 3.5 (3.5) 2.9 (4.0) 2.9 (3.5) 2.9

  Gross fixed capital formation 356.9 -13.7 (-14.9) -19.2 (-9.0) -20.2 (1.3) 6.9 (1.8) -21.2

     Business sector investment 211.6 -26.0 (-25.4) -21.7 (-16.6) -26.2 (0.1) 21.1 (6.4) -31.6

     Residential construction 90.6 13.2 (13.2) -32.4 (-5.3) -24.4 (-7.5) -10.4 (-9.3) 13.3

     Public works and buildings 54.7 19.2 (4.3) 11.4 (21.2) 1.4 (16.9) -12.9 (0.3) -13.5

  National expenditure 1,429.4 -1.4 (-2.3) -8.3 (-1.9) -17.6 (-3.3) 0.6 (-2.7) 0.8

  Exports of goods and services 451.7 18.1 (18.1) 9.6 (4.7) -0.5 (-1.0) 2.6 (3.9) 5.5

  Imports of goods and services 587.9 -1.4 (-1.4) -16.8 (-4.1) -24.5 (-4.2) 10.6 (1.1) -0.1

  Gross domestic product 1,293.2 4.9 (3.8) 1.8 (1.1) -8.3 (-2.0) -1.7 (-1.9) 3.2 

Other key aggregates     

  Trade balance (% of GDP)  -10.5 (-10.6) -1.6 (-9.1) 9.3 (-7.4) 6.6 (-6.2) 8.5

  Current account balance (% of GDP)  -15.4 (-15.6) -16.3 (-17.4) -1.3 (-13.3) -2.0 (-10.7) 3.4

  Output gap (% of potential output)  3.2 (3.3) 3.1 (1.9) -4.7 (-1.2) -5.8 (-4.2) -4.2

  Unit labour cost (change between annual averages in %)  6.8 (7.0) 7.1 (7.6) 6.3 (6.2) 4.4 (3.8) 2.4

  Real earnings (change between annual averages in %)  8.0 (5.8) -8.2 (-5.3) -13.7 (-5.4) 5.6 (-0.3) 8.1

  Unemployment (% of labour force)  1.0 (1.0) 1.4 (1.5) 6.3 (3.2) 8.1 (4.2) 5.1

  EURISK exchange rate  87.4 (87.4) 124.6 (115.0) 141.1 (115.9) 129.7 (113.8) 133.0

1. Figures in parentheses show forecast in Monetary Bulletin 2008/2.

Appendix 1 

Baseline macroeconomic and inflation forecast 2008/3


