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Gradual recovery continues but legacy risks remain

General Information NI
GDP USD13.7 billion (World ranking 121, World Bank 2012)
Population 0.32 million (World ranking 176, World Bank 2012) -
Form of state Constitutional Republic
Head of government  PM Sigmundur David GUNNLAUGSSON
Next elections 2016, presidential
Strengths Weaknesses
A Current account has narrowed A Unfavourable economic structure
A Strong net FDI inflows A High public debt
A Adequate foreign exchange reserves A Exchange rate risk
A Strong structural business environment A Vulnerable banking sector
A Very high external debt
A Limited progress in removing capital controls which will be

retained for some time to ensure relative financial stability.

Lifting the controls remains a key policy challenge and, if not

done properly, could be followed by renewed financial

turmoil.
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Economic Structure

GDP breakdown (% of total, 2011)

By destination

Trade structure (% of total, 2011)

5% Exports Rank Import}
Netherlands 32% 1 23% Algeria
. it Germany 5% 2 1% Norway
.y United Kingdom 9% 3 11% United States
6% Norway 4% 4 8% Netherlands
1% France 4% 5 7% Germany
10%
= Agriculture, hunting, forestry, fishing By product
= Mining, Utilities Exports Rank Import
= Manufacturing Nem-rous fcEls 20% 1 14% Petroleum, petroleum products qnd
» Construction related materials
= Wholesale, retail trade, restaurants and hotels Fish, crusltaceans, molluscs and 37% 2 12% Metalliferous ores and metal scrap
e preparations thereof
Transport, storage and communication . .
; e 2% 3 12% Electrical machinery, apparatus and
Other Services appliances
Feedstuff for animals (excluding 5 :
Sources: UnctadStat, IHS Global Insight, Euler Hermes unmilled cereals) 3% 4 4% Other transport equipment
Medicinal and pharmaceutical 2% 5 2% Road vehicles
products
Economic Forecast
2009 2010 2011 2012 2013f 2014f
GDP growth (% change) -6.6 -4.1 2.7 1.4 1.8 2.0
Inflation (%, end-year) 7.5 25 5.3 4.2 3.8 3.0
Fiscal balance (% of GDP) -8.6 -6.4 -5.0 -3.8 -4.0 3.7
Public debt (% of GDP) 88.0 90.6 102.3 99.1 98.0 96.0
Current account (% of GDP) -11.5 -8.0 -6.2 -5.5 -2.0 -3.0
External debt (% of GDP) 1014.3 900.6 833.5 738.0 692.0 645.0
Source: IHS Global Insight, national sources, Euler Hermes
Economic Growth
Unfavourable economic structure GDP growth (% y/y, 4 qtrs cumulated)
10%

The economic structure is somewhat paradoxical.
Iceland (still) has one of the highest per capita incomes
in the world, but the economy is quite volatile, with
large cyclical upswings and downturns. Partly this can
be attributed to the natural resource-based export
sector which depends heavily on fishery products and
aluminium (each of both sectors accounts for nearly
40% of exports). The severe downturn in 2008-2010,
however, was caused by the collapse of the banking
sector which had become unsustainably oversized
(equivalent to around 900% of GDP in 2008) during the
decade prior to the crisis.

Recovery to continue at moderate pace

A moderate economic recovery has begun in 2011, with
real GDP expanding by +2.7%, followed by +1.4% in
2012 and +2.2y/y in H1 2013. Private consumption
increased by +1.2% y/y and government consumption
+1.1% in H1 but fixed investment dropped by -13%.
Exports grew by +1.1% while imports fell by -4.8%. EH
expects full-year growth of about +1.8% in 2012 and
+2%in 2013.

Following the +60% surge to a record 1579 cases in
2011, the number of insolvencies declined by -30% to
1112 cases in 2012 and further by -15% y/y in the first
nine months of 2013.
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Economic Policies

Fiscal consolidation has slowed and
considerable risks persist

The collapse and subsequent nationalisation of the ban-
king sector in 2008 shifted the fiscal account from large
surpluses in 2005-2007 to high deficits in 2009-2011
while total public debt surged from about 30% of GDP in
2007 to over 100% in 2011. Post-crisis fiscal consolidation
has been impressive but has lost steam in 2013. Owing to
spending overruns, lower-than-expected dividend
receipts and asset sales and slower than projected growth,
the 1.3% of GDP fiscal deficit target for 2013 will be
missed. EH forecasts deficits of about 4% in 2013 and 3.7%
in 2014. Public debt will remain high but should decline
gradually as a percentage of GDP. Risks to this central
forecast are more on the downside as a number of contin-
gent liabilities could materialise. However, contingent
liabilities have been reduced by the EFTA court judgment
in January 2013 saying that Iceland did not breach its
obligations under the European Economic Area treaty in
the so-called Icesave case.

Monetary policy prioritises currency stability
but exchange rate risk remains

Although the official target of the Central Bank of Iceland
(CBI) is price stability, monetary policy has primarily
focused on exchange rate stabilisation since the collapse
of the banking sector in 2008. Policy interest rates were
raised sharply and capital controls were introduced in late
2008 in order to limit the depreciation of the krona (ISK)
following the collapse of the Icelandic banking sector.
Since then, relative exchange rate stability has been
achieved through a pragmatic combination of interest
rate policy, foreign exchange (FX) interventions, liquidity
provision and, in particular, capital controls. Given the
potential impact of capital flight on the balance of pay-
ments, even the IMF has acknowledged the appropriate-
ness of capital controls. Continued volatility and bouts of
weakness of the ISK have underpinned that exchange rate
risk remains high and capital controls are still needed.

Moreover, uncertainty related to exchange rate develop-
ments is a source of inflation risk, as the link from depre-
ciation to inflation works very rapidly in Iceland. Annual
consumer price inflation accelerated from a low of 1.8% in
early 2011 to 6.5% in early 2012, in line with the
weakening of the ISK. As the currency has recovered
somewhat since, inflation has retreated gradually and
stood at 3.9% y/y in September 2013, though this is still
well above the 2.5% inflation target of the CBI.

Capital account controls will remain in place
for some time

Lifting the capital controls remains a key policy challenge
for Iceland. Liquid offshore ISK holdings remain large, at
around 22% of GDP and 40% of gross FX reserves. The
challenge has intensified with the renewed global finan-
cial turmoil that began in mid-2011 in the wake of the
deepening Euro-zone crisis as new capital inflows did not
materialise to the extent hoped for. The IMF and the
Icelandic authorities agree that capital account liberalisa-
tion needs to be gradual, cautious and based on domestic
and external conditions, as such action should not lead to
destabilisation of the progress so far made. Accordingly,
EH believes that capital controls will remain in place in the
short to medium term, although it is possible that some
limited phasing out may be undertaken. Note, however,
that payments linked to current account transactions and
inward foreign direct investment (FDI) were already
released after a short period of time, reducing risks
related to external trade with short payment periods.
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Fiscal balance and public debt (% of GDP)
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Exchange rate of the ISK
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DISCLAIMER
These assessments are, as always, subject to the disclaimer provided below.

This material is published by Euler Hermes SA, a Company of Allianz, for information purposes only and should not be regarded as providing any
specific advice. Recipients should make their own independent evaluation of this information and no action should be taken, solely relying on it. This
material should not be reproduced or disclosed without our consent. It is not intended for distribution in any jurisdiction in which this would be

prohibited. Whilst this information is believed to be reliable, it has not been independentli verified by Euler Hermes and Euler Hermes makes no
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