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Summary and Conclusions 

Productivity Rise Strengthens ISK Real Exchange Rate (RER) 
There has been no lack of discussion of the economic impact of the power-intensive 
industry project on the ISK exchange rate in both the near and long term. In the final 
analysis, however, power-intensive industry is only one of many factors influencing the real 
exchange rate level which the Icelandic economy can sustain. A major increase in produc-
tivity in the past two years has boosted the RER for the ISK and reflects the success of the 
restructuring which has taken place in the Icelandic economy.  

Structural Reforms Deliver a Higher Standard of Living 
In order for the recent structural reforms to deliver their intended results, general macro-
economic equilibrium must be maintained. The success of economic management in the 
coming years will make a vital difference. Maintaining a balanced fiscal budget and 
successfully managing monetary affairs are key aspects in this connection. If, for example, a 
perennial deficit in public finances develops, this could make it difficult to take full advan-
tage of the conditions which now appear to exist for a lasting improvement in productivity 
and living standards.  

Higher RER in the Future 
In our estimation, the ISK real exchange rate will be higher in the coming years than 
suggested by its historical average. The most significant contributing factors in this regard 
are the lower cost of capital, a favourable fiscal regime, labour market changes, the 
decreasing contribution of fisheries, and the growing assets of Icelandic enterprises and 
pension funds abroad. 

Landsbanki Research’s forecast for exchange rate developments in the coming years 
assumes that the ISK index will remain in the area of 115 points until mid-2006, then rise 
temporarily (depreciating) to around 130 points and eventually reach a balance around 125. 
If this forecast proves correct, the RER will continue to rise and peak in the 1st quarter of 
2006 at around 10% above the average for 1990-2003. During the latter part of 2006 and 
into 2007, the real exchange rate cycle will continue and RER decrease to its historical 
average, then rise once more to reach a balance a full 5% above the average of 1990-2003. 

ISK Exchange Rate Closer to “Equilibrium” than it May Seem 
The most significant implication of this analysis for the financial market will be that the 
current ISK exchange rate is not at all as far above macroeconomic “equilibrium” as might 
appear at first glance. This will support the current strength of the ISK and reduce the need 
for a large-scale depreciation at the end of the upswing. A higher exchange rate in the 
future, however, will demand continuing restructuring in many sectors and could mean 
painful adaptation in certain sectors of industry.  
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Real ISK Exchange Rate and Macroeconomic Equilibrium 
The economic situation is more often than not characterised by various imbalances which 
appear to be difficult to rectify without creating an imbalance elsewhere. Added to this is the 
difficulty of assessing just when equilibrium has been reached. What is an equilibrium 
unemployment level? Or a “normal” interest rate? What real ISK exchange rate can the export 
sector withstand? Understandably enough, there are few conclusive answers to questions of 
this sort, nor are economic gurus likely to come up with completely satisfactory solutions, 
either now or in the future. The search for equilibrium is nonetheless a very important aspect 
of analysing the economic situation and understanding what is behind the problem in each 
case.  

When it comes to macroeconomic balance, the focus is on the overall picture; individual 
aspects are not examined in detail, but instead an attempt is made to give a rough outline 
illuminating the key economic factors and their interrelationship. The real ISK exchange rate 
is one of these key factors, and an integral part of what has been referred to as the external 
balance of the economy, i.e. balance on foreign transactions. In this connection, RER is 
assumed to reflect the relative price level of goods and services produced in the country to 
those produced abroad. As such, the real exchange rate also represents the competitive 
position of export industries and the non-sheltered sector: a low real exchange rate means 
that the price level of domestic products gives them an advantage over imports, placing 
exports and non-sheltered industries in a good position to compete with imports and foreign 
producers.  

Real exchange rate in terms of wages and price levels, 1980 = 100 

Source: Central Bank of Iceland 

The most common method used to gauge the real exchange rate is to compare the difference 
between inflation in Iceland and comparison countries after taking ISK exchange rate 
developments into consideration. Another method also used extensively in Iceland is to 
examine the real exchange rate based on relative wage costs, comparing the development of 
wages and productivity in Iceland to that in competing countries. A high figure means a poor 
competitive position and vice versa. Whichever method is used, the result indicates that the 
present real exchange rate is considerably higher than the average over the past decade. In 
view of this, the general conclusion has been that sooner or later an adjustment must occur 
to regain macroeconomic equilibrium, which would mean a lower real exchange rate and thus 
ISK depreciation.  

Purchasing Power Parity and RER 
Economic discussion of long-term currency equilibrium is generally based on the theory of 
international purchasing power parity (PPP), which assumes that the possibility of profiting 
from different price levels for comparable goods and services in different counties does not 
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exist. For this to be valid, there must be international price comparison and an efficient global 
market for all trade in goods and services. As one might imagine, the theory of international 
purchasing power parity hardly stands up in the strictest sense. But a watered-down version 
called relative purchasing power parity (relative PPP) has been developed, which assumes that 
price level changes between countries are comparable if exchange rate changes are taken 
into consideration. The main objections to this theory, on the one hand, have to do with 
transaction costs and different taxation regimes and, on the other hand, with the fact that a 
major portion of goods and services are not suitable for international trade. This applies 
especially to services of various kinds.  

Statistical measurements of PPP vary considerably, with the result that they fail to 
demonstrate conclusively whether PPP holds or not. Some scholars claim that it does, cf. a 
recent article by Taylor, A (2002), “A Century of Purchasing-Power Parity”, in the Review of 
Economics and Statistics 84. General speaking, however, it seems safe to say that the theory 
of purchasing power parity is primarily of interest as a theoretical reference, and that it is 
deviations from PPP and the reasons behind them which are of greatest significance. 

Statistical measurements of PPP 
vary considerably, with the result 

that they fail to demonstrate con-
clusively whether PPP holds or not  

Nominal exchange rate and RER 
In discussing exchange rates it is important to distinguish between nominal exchange rate 
and real exchange rate. The nominal exchange rate is the rate used for transactions, while 
the real exchange rate is a figure which is used as a measure of competitiveness. The real 
exchange rate is calculated by adjusting exchange rate changes for the relative price 
developments in different countries, either based on price developments as reflected in the 
CPI or wage costs per unit of output (wage changes minus productivity changes).  

As of 31 January 2005, the ISK index was 111.22, a level very similar to its position for most 
of the previous decade. Despite this fact, the ISK is regarded as currently very strong. The 
Minister of Fisheries, for example, recently appointed an ad hoc committee to discuss 
fisheries and the strong ISK. In other words, merely looking at the nominal exchange rate in 
an historical context does not necessarily indicate its strength, rather we must also compare 
cost developments in Iceland with those elsewhere.  

ISK index, December 1990 = 100 
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Source: Central Bank of Iceland 

In 1998, the ISK index average was 112.8 points, similar to the index average this past 
January (112.5). It is interesting to compare the development of production costs in Iceland 
and abroad during this period. Using the Central Bank’s forecast for wages, price level and 
productivity in 2005, shows that since 1998 the price level has increased by 32% in Iceland 
and by 13% in trading partner countries. Wage cost per unit of output has risen by 25% in 
Iceland but only by 12% in those countries. Although the nominal ISK exchange rate is now 
similar to what it was in 1998, it is clear that measured by price level and wage cost 
developments, Iceland’s competitive position has deteriorated markedly. Prices and wages 
have risen by over twice as much as in trading partner countries. 
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RER in Iceland 
There has been considerable discussion of the real ISK exchange rate in Iceland, cf. for 
instance, an article by Arnór Sighvatsson in the Central Bank’s journal Fjármálatíðindi in 
2000, on the real equilibrium exchange rate. It discusses in detail the long-term and short-
term factors from both a theoretical and empirical perspective. In addition, there has been no 
shortage of scholarly and general articles by Icelandic and foreign authors examining every 
detail of the ISK exchange rate and exchange rate mechanisms, for instance, by Benjamín 
Eiríksson, Jóhannes Nordal, Þorvaldur Gylfason, Guðmundur Magnússon, Már Guðmundsson, 
Paul Krugman, Joseph E. Stiglitz, Willem H. Buiter, to name but a few. But when the dust has 
settled, we are still a long way from being able to predict with precision developments in the 
real exchange rate. Be that as it may, public discussion of the ISK exchange rate has generally 
been characterised by a conscious or unconscious reference to the real exchange rate where 
the situation of the export industries, and in particular of fisheries, has been the focal point.  

Strong underlying inflationary pressure has traditionally tended to push the real exchange 
rate upwards, resulting in a foreign trade imbalance, as witnessed by the practically chronic 
current account deficit.  

Current account deficit 1970-2004, % of GDP 
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Adaptation to a new equilibrium has then practically without exception meant a decrease in 
the real exchange rate in the form of a drop in the nominal exchange rate (weakening of the 
ISK). In this process, the situation of the export industries has been primarily a question of 
how great a decrease in the real exchange rate is acceptable before their operating position 
becomes unacceptable in some respect. Generally, an “excessive” current account deficit and 
an “unacceptable” competitive position of export industries go hand in hand. Just what 
eventually triggers a reversal of the real exchange rate development can vary from one 
instance to the next. 

Stylised real exchange rate cycle 
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The above figure is intended to show how a traditional real exchange rate cycle in Iceland has 
appeared. The cycle can be divided into three phases, depending upon whether the real 
exchange rate is rising or falling. At the beginning of the first phase (I), the real exchange 
rate is at an historical average (A), then begins to rise. During this phase the competitive 
position deteriorates while the current account deficit grows and inflationary pressure 
probably decreases because the nominal exchange rate remains stable or even rises. In the 
second phase (II), the real exchange rate is dropping from (B), thus improving the foreign 
trade situation. Similarly, we can expect inflation to begin to grow, as the nominal exchange 
rate as a rule drops under these circumstances and prices of imports rise. Most often this real 
exchange rate decrease has occurred very suddenly, with an imposed devaluation. There are 
also examples of a managed currency slide (1988-89), in addition to which the exchange rate 
can fall either gradually or sharply on the FX market. When the real exchange rate begins to 
bottom out, the impact on macroeconomic indicators, such as the current account deficit, is 
greatest. This generally means another change of direction is not far off (C). This occurs in the 
third phase (III), when the real exchange rate rises once more, heading for the historical 
average (D). During the period from C to D, the competitive position and current account 
deficit should be in a fairly good balance, since the real exchange rate is still low in historical 
terms. Inflation may gradually slow due to a more gradual increase in import prices. 

Prior to 1990, the real exchange rate cycle took place under inflationary conditions with a 
dropping or fixed ISK nominal exchange rate. During the period 2000-2002, however, there 
was an important change in the cycle: when the real exchange rate had reached a low, as at 
point (C) in the example, a real exchange rate rise occurred with a rise in the nominal ISK 
exchange rate. The real exchange rate rise thus took place at a considerably lower inflation 
level than previously. In March 2001 the Central Bank’s monetary policy objective was 
changed from maintaining a stable exchange rate to inflation targeting. The last real 
exchange rate cycle is thus the first to take place with a floating exchange rate.  

The floating exchange rate and free movement of capital has also resulted in a basic change 
in the institutional framework within which the forex market operates. The impact of 
expectations becomes more significant and the importance of domestic and foreign 
speculators grows, as is always the case when conditions change in this manner. Since the 
ISK was allowed to float, extensive changes have occurred and the forex market has gradually 
developed both in size and depth. Currency transactions have also become more varied and 
more similar to those of the more mature markets in neighbouring countries.  

RER Cycles in the Past  
Since 1960, we have undergone six real exchange rate cycles of this sort, with the seventh 
now underway. In analysing these cycles, we have used annual figures for the real ISK 
exchange rate relative to price levels; the beginning and end of each cycle are determined by 
the deviation from the simple linear time trend during the period 1960-2004. 

Real exchange-rate cycles 1960-2004, 1980 = 100 
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The first thing to note is the clear long-term trend downwards. This trend is admittedly not 
especially strong, or around 0.2% per year, and could be linked to changes which took place 
in Icelandic economic affairs in connection with the permanent reduction of inflation during 
the years 1988-91. This negative trend appears to be weaker, or even non-existent, in the 
past decade.  

Another striking aspect is the variation in length of the real exchange rate cycles. The longest 
extends from 1987 to 1999, or 13 years, while the shortest lasted only three years, 1974-76. 
Within the longest cycles, 1977-86 and 1987-99, there were actually smaller sub-cycles, the 
first 1980-82 and the last 1991-93. 

A third point worth mentioning is how the cycles grow less pronounced over time. For 
example, in the 1965-73 cycle, the standard deviation is 0.162 as compared to 0.057 in the 
2000-03 cycle. The change is to some extent linked to reduced inflation, in addition to which 
the more effective forex market has made a considerable difference to the development of 
the real exchange rate. 

On the whole, inflation and the current account deficit have generally developed in line with 
the expectations indicated in the simplified figure above of a traditional real exchange rate 
cycle. The question is whether changes in this pattern are ahead and, if so, what sort. 

Can We Sustain a Higher RER than Before? 
There has been extensive discussion of the impact of power-intensive industry projects now 
underway, their effect on expectations on the forex market prior to the commencement of 
the projects, and the effect of the increased export income once the production from the new 
aluminium smelters is in full swing. In this connection it is worth recalling that a few years 
back the Central Bank assessed the long-term impact of the developments on the Icelandic 
economy, drawing the conclusion that economic equilibrium could be achieved at a higher 
real exchange rate than previously.  

In the final analysis, however, power-intensive industry is only one of many factors 
influencing the real exchange rate level which the Icelandic economy can sustain. The major 
increase in productivity which has occurred in the past two years will be reflected to some 
extent in the real ISK exchange rate. Assuming that this is a permanent change, an external 
balance should develop at a higher real exchange rate than before. 

Productivity, YoY change and average, 1970-2004 

Sources: Statistics Iceland and Research’s own calculations 

 

The real question in this connection is whether the boost provided by increased productivity 
will be a lasting one or not. In our estimation, there is every probability that this will in fact 
be the case, as is supported by a number of other factors in addition to the impact of power-
intensive industry:  

In recent decades, real exchange 
rate cycles have varied in length. The 

longest was 13 years, the shortest 
only three 

Power-intensive industry is only one 
of many factors affecting the 

increased real ISK exchange rate 

-4%

-2%

0%

2%

4%

6%

8%

1970 1974 1978 1982 1986 1990 1994 1998 2002



7 

 

• Lower cost of capital due to the liberalisation of financial markets and globalisation 
of the banking system 

• More favourable corporate fiscal regime 

• Increased flexibility and globalisation of the labour market 

• Declining importance of fisheries 

• Accumulation of foreign assets and macroeconomic balance 

Decreasing cost of capital 
Privatisation of the state banks has, in an astonishingly brief period of time, revolutionised 
the situation on the Icelandic financial market, both with regard to the size of individual 
financial undertakings and the cost of capital to both households and corporations. Access to 
foreign financing is much easier, and is now available to both households and smaller 
enterprises, a change from the earlier state of affairs where it was primarily the country's 
largest corporations which could take advantage of such financing options. The Icelandic 
financial market has in fact become part of the global market, removing the important barrier 
to competition which the isolation of the financial market once represented. At the same 
time this development has taken place in Iceland, interest rates abroad have also been 
dropping, as monetary policy in the US, the Eurozone and Japan has been characterised by 
unusually low policy rates.  

Domestic real interest rates 1990–2004, % 
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The clearest evidence of the lower cost of capital in Iceland, both in the short and long term, 
can be seen in the development of domestic real interest rates. Generally speaking, from 
about 1992 onwards, the real return on Icelandic government-backed bonds has dropped in 
several stages from 9% to the current 3.5%. During the latest downward slide, which 
commenced at the beginning of 2002 and is still in progress, real interest rates in Iceland 
have dropped by over 2½ percentage points, transforming the interest rate environment for 
corporations and households. There has been a corresponding drop in the general interest 
rates on indexed loans from almost 8% around mid-2001 to 4.15% at year-end 2004.  

Despite this reduction, interest rates in Iceland are high compared to those abroad and 
nominal interest rates abroad have practically without exception been below real interest 
rates here. This means there is probably still room for a further interest rate decrease as time 
progresses and the Icelandic financial market develops still further. 

A decrease in the cost of capital for Icelandic enterprises exceeding the decrease abroad 
would enable them, on average, to sustain a higher exchange rate than otherwise. 
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Favourable fiscal regime 
The lowering of corporate income tax to 18% in 2002 has basically changed the operating 
environment of Icelandic companies. The decrease was the last in a series of corporate 
income tax reductions which lowered the tax percentage from 51% in 1990 to 18% as of 
2002, while at the same time deductions have been reduced in number and the tax base 
broadened. In addition, net worth tax has decreased and will soon be a thing of the past. 

The changes make corporate income tax paid by Icelandic enterprises among the lowest in 
industrialised countries. In OECD countries, only Ireland has a lower tax percentage, and in 
Hungary it is equal to that in Iceland. 

Corporate income tax in OECD countries 2003 
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Corporate income tax has been generally decreasing, especially in Europe, where emphasis 
has been placed on improving industrial competitiveness and productivity. In 2000, average 
corporate income tax in OECD countries was just under 34%, whereas Icelandic companies 
paid 30% income tax at the same time. By 2003, the OECD average had dropped to just 
below 31% and to 18% in Iceland. 

Corporate taxation has clearly developed more favourably in Iceland than in comparison 
countries. Once the full impact of the elimination of net worth tax is felt, it is no exaggera-
tion to say that the fiscal environment of Icelandic corporations is among the most favour-
able in industrialised countries. Cuts in corporate taxation exceeding the decrease abroad 
enables them, on average, to sustain a higher exchange rate than otherwise. 

Flexible labour market 
The traditional claim that the labour market in Iceland is more flexible than in many other 
countries has often been supported by pointing out the large changes in real wages and 
employment participation occurring in phase with business cycles. Similarly, the unemploy-
ment level has remained fairly steady despite macroeconomic fluctuations. In recent years, 
the Icelandic labour market has changed due to a major increase in imported labour. The 
power-intensive industry projects now underway are clear examples of this development, as it 
appears that a majority of the manpower employed on these projects is of foreign origin.  

The European Economic Area (EEA) Agreement decisively altered the labour market situation 
in Iceland, as all EEA nationals automatically acquired the right to work in any member state. 
Only persons from countries outside the EEA need to apply especially for a work permit. This 
makes it difficult to assess accurately just how high the proportion of foreign workers on the 
Icelandic labour market is at any given time as this in not routinely monitored by the 
authorities. The number of temporary work permits issued nonetheless gives a fair indication, 
since experience has shown that a considerable proportion of imported labour in Iceland 
originates from countries outside the EEA.  

Only in Ireland is corporate income 
tax lower than in Iceland 

The average corporate income tax 
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New temporary work permits issued 
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As the figure above indicates, the number of temporary work permits issued reached a peak in 
2000, around the same time as the latest upswing was coming to an end, and decreased in 
2001-2003. 

Last year the number of new temporary work permits issued to foreign nationals rose once 
more in connection with the power-intensive industry projects and can be expected to 
increase still more in the coming years as these undertakings reach a peak. Before it had been 
opened up in this manner, the Icelandic labour market was characterised by excess demand 
and the accordant cost pressure, with the result that wage costs in Iceland in general rose 
considerably more than in competitor countries.  

This situation has now changed completely and Icelandic companies have gradually adapted 
to this new environment. In many sectors, the proportion of foreign labour has for some time 
been fairly high, for instance, in fish processing and various service sectors. The fact that 
construction companies appear to meet temporary manpower needs to a growing extent by 
utilising foreign labour has already changed the nature of the business cycle, apparently 
making it possible to undertake large-scale, labour-intensive projects without disrupting 
labour market equilibrium, something which would have been inconceivable only a few years 
ago. 

The development described here is probably just beginning. As Icelandic enterprises expand 
and grow stronger in the face of international competition, they will take advantage of the 
possibilities which this offers to an increasing extent. The isolation of the Icelandic labour 
market has thus been permanently ended, which should increase the competitiveness of 
Icelandic companies. If this proves to be the case, it is clear that Icelandic industry can 
sustain a higher real exchange rate than previously.  

Changes in wage costs in Iceland and trading partner countries 

Source: OECD 
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Declining importance of fisheries 
Landsbanki Research has previously pointed out the decreasing importance of fisheries in the 
Icelandic economy (see Landsbanki’s economic forecast 2004-2010, published in October 
2004) and suggested that as a result of the increased variety in the export sector the ISK will 
be less dependent upon the situation of fisheries than in the past. In this connection, 
however, it is important to underline that fisheries remain by far the most important export 
sector and can be expected to maintain that position for a long time yet. Increased 
productivity and various changes in company operations will, in our opinion, enable Icelandic 
fisheries to return an acceptable profit even with a higher real exchange rate than the 
average for 1990-2003. A strong ISK, however, is likely to be conducive to further 
restructuring in the sector, especially in fish processing. 

From a macroeconomic perspective, however, it is not least the interaction of the real 
exchange rate and terms of trade which need to be considered in this regard. Changes in the 
terms of trade have been attributable to a considerable extent to changes in the price of 
seafood products. As the share of fisheries in export revenue decreases, we can expect the 
correlation between the terms of trade and real exchange rate to weaken. 

Real exchange rate and terms of trade, 1990 = 100 

Sources: Central Bank of Iceland, Statistics Iceland 

As the above figure shows, there has long been a fairly close correlation between 
developments in the terms of trade and the real exchange rate, especially during the years 
1970–1990. During the past decade, however, the real exchange rate has not followed 
developments in the terms of trade as closely. 

Accumulation of foreign assets and macroeconomic balance 
A persistent current account deficit and the resulting foreign debt is a central factor in 
assessing how solid the current ISK exchange rate is and predicting future real exchange rate 
developments. Under the influence of a endemic current account deficit, the exchange rate is 
practically certain to weaken sooner or later, although experience shows that a substantial 
current account deficit can persist for years on end. Iceland is in fact a good example of this, 
as during the past 60 years there have been only 10 years with a foreign trade surplus. 

Until very recently, Iceland’s net asset position was such that foreign assets were practically 
non-existent, as investment by Icelanders abroad was highly restricted. Access to foreign 
financing was also limited and intended primarily to satisfy the needs of central and local 
government and investment needs of key economic sectors, such as fisheries, power-intensive 
industry and energy production. The liberalisation of financial transactions during the past 
decade has transformed this situation and Icelanders’ assets abroad have increased. At the 
end of September last year, total assets held by Icelanders abroad amounted to over ISK 960 
billion, an increase of 490% since 1998 calculated at a fixed exchange rate. Debts have, 
however, also increased, with the result that net foreign debt has grown in recent years and 
now amounts to around 70% of GDP. 
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Foreign assets have grown in various sectors, but direct foreign investment by Icelanders 
abroad has been conspicuous in recent years and portfolio investments by pension funds have 
grown rapidly. They have to an increasing extent directed their investments abroad and their 
foreign assets at the end of November last year amounted to over ISK 210 billion. Growing 
globalisation has resulted in a major increase in lending to foreign parties, which now 
comprises a significant share of the lending activities of Icelandic financial undertakings. It is 
safe to predict that foreign assets will increase rapidly in the coming years and returns on this 
investment will grow more significant on the investment income side of the current account 
balance.  Assuming, as seems reasonable, a higher return on foreign assets than foreign debt 
the perennially negative net factor income item should slowly decline.  

To accomplish all of this, overall macroeconomic balance must be maintained. Otherwise the 
structural reforms which have been implemented, such as privatisation of the banks and the 
general liberalisation of the economy, will not produce the intended results. The success of 
economic management in the coming years thus makes a vital difference. Maintaining a 
balanced fiscal budget and successfully managing monetary matters are key aspects in this 
connection. A perennial deficit in public finances could make it difficult to take full 
advantage of the conditions which now appear to exist to improve productivity and thereby 
the standard of living. 

RER Reaches New Heights 
In our January special report, "Economic Outlook and the Bond Market”, we made predictions 
concerning, for instance, the development of the nominal exchange rate and inflation. The 
forecast is based on our view that at the end of this business cycle, economic equilibrium 
could very likely be regained at a higher RER than before. However, an explicit RER forecast 
was not presented. The next section briefly reviews the forecast for the nominal exchange 
rate and inflation, followed by a forecast for RER developments.  

ISK exchange rate forecast 
The ISK index is now expected to remain in the area of 115 until around the middle of next 
year. Thereafter the ISK is expected to weaken, which could result in a temporary rise in the 
index to around 130 after which it should settle down at around 125. As always, this forecast 
is for the main trend, which can include considerable short-term fluctuations. 

Inflation forecast 
Based on predictions of a continuing strong ISK, inflation can be expected to drop to below 
the Central Bank’s 2.5% inflation target by the end of the year. This favourable development 
is, however, only a temporary respite, however, since the exchange rate correction expected in 
2006 will result in an inflation spike which will temporarily rise considerably above the upper 
tolerance limit set for inflation. 

RER forecast 
If the exchange rate and inflation follow the pattern described here, the RER will continue to 
rise, peaking in the 1st quarter of 2006, at around 10% above the average 1990-2003. During 
the latter part of 2006 and into 2007, the real exchange rate cycle will continue and RER 
decrease to its historical average, then rise once more and reach a balance of around 5% 
above the average of 1990-2003. 

Economic stability is a pre-requisite 
if system restructuring is to deliver 

improvements in the standard of 
living 

At the end of this business cycle, 
economic equilibrium could very 

likely be regained at a higher RER 
than before 

We expect the real ISK exchange 
rate to reach a peak in the 1st 

quarter of 2006,at  around 10% 
above the average 1990-2003 
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ISK real exchange rate in terms of price level, Q1 1990 = 100 

 

 

 

 

 

 

 

 

 

 
Source: Central Bank of Iceland, Landsbanki Research 

Impact on the Economy and the Financial Market 
If our forecast proves correct, the most significant implication for the financial market will be 
that the current ISK exchange rate is not at all as far above macroeconomic “equilibrium” as 
might appear at first glance. This will support the current strength of the ISK and reduce the 
need for a large-scale depreciation at the end of the upswing. This accords with our forecast 
that the ISK will remain strong well into 2006, to be followed by a period of exchange rate 
fluctuations resulting in a drop in the ISK index to around 125.  

Although we are of the opinion that Icelandic business and industry can, on average, sustain 
a higher RER in the future, it is clear that a higher exchange rate will demand continuing 
restructuring in a number of areas and could mean painful adaptation in certain sectors of 
industry.  

The current ISK exchange rate is not 
as far from macroeconomic 

“equilibrium” as it might appear at 
first glance 
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Proviso 
The contents and form of this document were produced by employees of Landsbanki Research and are based on information 
available to the public when the valuation was compiled. Assessment of this information reflects the views of Research’s 
employees on the valuation date, which may change without notice.  

Neither Landsbanki Íslands hf. nor its personnel can be held responsible for transactions based on the information and 
opinions expressed here. Attention should be drawn to the fact that Landsbanki Íslands hf. may, at any time, have direct or 
indirect interests at stake in individual companies, either on its own behalf or through its subsidiaries or customers, for 
instance as an investor, creditor or service provider. Nonetheless, all valuations are prepared independently by Landsbanki 
Research and in accordance with the Bank’s rules on separation of activities accessible on the Landsbanki website. 

Landsbanki Research reiterates that investment in securities naturally involves risk and potential investors are advised to seek 
the advice of more than one party before taking any decisions. 
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