
Seðlabanki Íslands 

Iceland’s economic recovery 
Sources, robustness, and outlook 

 

T. Tjörvi Ólafsson 
Senior Economist, Economics and Monetary Policy 
tjorvi@cb.is 
 
Nordic Workshop on Monetary Policy 
Riksbank, 26 September 2012 



• The Icelandic economy continues its relatively broadly-based recovery following 
the deep recession in the aftermath of the banking and currency collapse 

• However, there may be some tentative signs of weakening growth, in parts due to 
global headwinds 

Recovery underway since early 2010 



• The recession and recovery have been broadly consistent with forecasts ever 
since the banking collapse, despite a more prolonged global crisis and delays in 
large domestic investment projects 

• 4 years after the collapse, GDP is still 3% below its overheated pre-crisis level 

 

GDP at pre-crisis level in early 2014 



• Debt restructuring, 3rd pillar pension fund pay-outs, rising income and employment, 
and higher asset prices have fuelled a recovery in private consumption 

• Spare capacity, high indebtedness, and capital controls, limit the recovery in 
investment but a more rapid recovery in regular business investment is expected 

 

Domestic demand developments 



• Most sectors, except construction, contributed to the recovery in 2011 

• Interestingly, some knowledge-based services, motion picture production, and 
the travel industry, contributed more to the recovery than the industrial and 
fishery sectors combined 

Sources of the economic recovery 



• A break-down of exports underlines the importance of tourism, various 
professional services, and non-marine/aluminium goods production  

• Icelandic exports have shown resilience in times of declining world trade but a 
further deterioration in the world economy could undermine the recovery 

Resilient exports but risks remain 



• The fiscal adjustment is on-going and the public sector’s direct contribution to 
the recovery is still negative, even more than expected in recent quarters 

• Election year coming up - will fiscal discipline persist?  

Fiscal policy challenges  



• The flexibility of the labour market played a pivotal mitigating role in the crisis 

• A gradual strengthening of the labour market is underway and active labour 
market policies have brought unemployment further down 

• Inflationary wage agreements in a weak recovery – will we ever learn?  

Gradual strengthening of the labour market 



• Inflation went below 2% in early 2011, then peaked at 6.5% a year later, and is 
now at 4% following interest rate hikes and FX appreciation in the summer 

• However, the króna has depreciated since mid-August giving rise to inflationary 
risks in light of the strong pass-through into prices. Forecast issues 

Deteriorating inflation outlook 



• The MPC has been withdrawing the degree of monetary accommodation as the 
recovery has progressed and the margin of spare capacity diminished 

• Monetary policy faces a trade-off between a somewhat weaker outlook in the 
real economy and increased inflation risks from a weaker króna 

Monetary policy’s trade-off 



• The Euro crisis and world trade 

• The exchange rate outlook  

• How much spare capacity is there in the domestic economy?  

Risk factors 



• Private sector deleveraging and its effects on domestic demand 

• Fiscal debt sustainability risks and its effects 

Risk factors 



• The lifting of capital controls and costs of delay 

• The resilience of the banking sector with regard to lifting of the capital controls 
and legal interventions 

Risk factors 



Conclusions 

• The gradual recovery continues despite global 
headwinds, delays in large investment projects, and 
the large fiscal adjustment 

• Significant progress has been made in balance 
sheet repair and some knowledge-based sectors 
have made noteworthy contributions to the 
recovery 

• However, the resilience of the recovery is being 
tested and some signs of a slow-down are 
emerging 

• At the same time, inflation risk is increasing due to 
the exchange rate outlook 

 


