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	Basic statistics of Iceland, 2015 or latest year available

	(Numbers in parentheses refer to the OECD average)a

	LAND, PEOPLE AND ELECTORAL CYCLE

	Population (thousand)
	329
	
	Population density per km2
	3.3
	(37.0)

	 Under 15 (%)
	20.3
	(18.1)
	Life expectancy (years)
	82.9
	(80.5)

	 Over 65 (%)
	13.7
	(16.2)
	 Men 
	81.3
	(77.8)

	 Foreign-born (%)
	11.5
	
	 Women
	84.5
	(83.1)

	Latest 5-year average growth (%)
	0.7
	(0.6)
	Latest general election
	October 2016

	ECONOMY

	Gross domestic product (GDP)
	
	
	Value added shares (%)
	
	

	 In current prices (billion USD)
	16.8
	
	 Primary sector
	6.3
	(2.5)

	 In current prices (billion ISK)
	2,214.0
	
	 Industry including construction
	22.7
	(27.0)

	 Latest 5-year average real growth (%)
	2.7
	(1.9)
	 Services
	71.0
	(70.6)

	 Per capita (000 USD PPP) 
	47.7
	(40.8)
	
	
	

	GENERAL GOVERNMENT
Per cent of GDP

	Expenditure
	 42.9 
	(40.9)
	Gross financial debt
	73.0
	(112.2)

	Revenue
	 42.0 
	(38.0)
	Net financial debtb
	50.3
	(72.7)

	EXTERNAL ACCOUNTS

	Exchange rate ISK per USD
	131.90
	
	Main exports (% of total merchandise exports)
	
	

	PPP exchange rate (USA = 1)
	140.34
	
	 Manufactured goods
	43.1
	

	In per cent of GDP
	
	
	 Food and live animals
	42.7
	

	 Exports of goods and services
	53.7
	(28.6)
	 Machinery and transport equipment
	4.2
	

	 Imports of goods and services
	46.2
	(28.3)
	Main imports (% of total merchandise imports)
	
	

	 Current account balance
	5.47
	(0.16)
	 Machinery and transport equipment
	35.1
	

	 Net international investment position
	-5.7
	
	 Mineral fuels, lubricants and related materials
	12.5
	

	
	
	
	 Crude materials, inedible, except fuels
	11.7
	

	LABOUR MARKET, SKILLS AND INNOVATION

	Employment rate for 15-64 year-olds (%)
	84.7
	(66.3)
	Unemployment rate, Labour Force Survey (age 15 and over) (%)
	4.2
	(7.0)

	 Men
	87.1
	(74.1)
	 Youth (age 15-24, %)
	8.7
	(14.0)

	 Women
	82.3
	(58.5)
	 Long-term unemployed (1 year and over, %)
	0.6
	(2.2)

	Participation rate for 15-64 year-olds (%)
	87.9
	(71.3)
	Tertiary educational attainment 25-64 year-olds (%)
	38.8
	(35.0)

	Average hours worked per year
	1 880
	(1766)
	Gross domestic expenditure on R&D (% of GDP)
	2.2
	(2.4)

	ENVIRONMENT

	Total primary energy supply per capita (toe)
	17.5
	(4.1)
	CO2 emissions from fuel combustion per capita (tonnes)
	6.3
	(9.4)

	 Renewables (%)
	88.5
	(9.6)
	Water abstractions per capita (m3)
	558
	(819)

	Fine particulate matter concentration (PM2.5, μg/m3)
	7.2
	(14.0)
	Municipal waste per capita (kilogrammes)
	537
	(516)

	SOCIETY

	Income inequality (Gini coefficient)
	0.244
	(0.308)
	Education outcomes (PISA score, 2015)
	
	

	Relative poverty rate (%)
	4.6
	(11.2)
	 Reading 
	482
	(493)

	Ratio of incomes of the top 10% vs. Bottom 10%
	5.0
	(9.6)
	 Mathematics
	488
	(490)

	Public and private spending (% of GDP)
	
	
	 Science
	473
	(493)

	 Health care, current expenditure
	8.8
	(8.9)
	Share of women in parliament (%)
	41.3
	(28.3)

	 Pensions 
	6.3
	(9.1)
	Net official development assistance (% of GNI)
	0.24
	(0.39)

	 Education (primary, secondary, post sec. non tertiary)
	4.6
	(3.6)
	
	
	

	Better life index: www.oecdbetterlifeindex.org

	a. Where the OECD aggregate is not provided in the source database, a simple OECD average of latest available data is calculated where data exist for at least 29 member countries.

	b. Net public debt (according to the Act on Public Sector Finances definition) is defined as gross financial liabilities less unfunded pension liabilities and other accounts payable, as well as the value of currency and deposits.

	Source: Calculations based on data extracted from the databases of the following organisations: OECD, International Energy Agency, World Bank, International Monetary Fund and Inter-Parliamentary Union, and Central Bank of Iceland.




Iceland at a glance
	Macroeconomic indicators

	Annual % change, volume (2005 prices)

	
	2011
	2012
	2013
	2014
	2015
	2016

	Gross domestic product (GDP)
	2.0
	1.2
	4.1
	1.9
	4.1
	7.2

	Private consumption
	2.5
	2.0
	1.0
	2.9
	4.3
	6.9

	Government consumption
	-0.1
	-1.8
	1.0
	1.7
	1.0
	1.5

	Gross fixed capital formation
	11.6
	5.3
	-0.1
	16.0
	17.8
	22.7

	 Housing
	5.4
	6.9
	8.0
	14.8
	-3.1
	33.7

	Final domestic demand
	3.1
	1.4
	0.9
	4.8
	6.0
	8.7

	 Stockbuilding1
	-0.3
	-0.2
	0.6
	-0.9
	-0.9
	-0.6

	Total domestic demand
	2.8
	1.2
	1.5
	4.0
	5.1
	8.1

	Exports of goods and services
	3.4
	3.6
	6.7
	3.2
	9.2
	11.1

	Imports of goods and services
	6.8
	4.6
	0.0
	9.8
	13.5
	14.7

	 Net exports1
	-1.1
	-0.2
	3.8
	-2.9
	-1.5
	-0.8

	Other indicators (growth rates, unless specified)
	
	
	
	
	
	

	Potential GDP
	1.4
	1.4
	1.5
	1.7
	2.0
	2.4

	Output gap2
	-5.9
	-6.1
	-3.7
	-3.4
	-1.4
	3.2

	Employment
	0.3
	1.1
	3.1
	2.5
	3.4
	3.8

	Unemployment rate
	6.9
	5.9
	5.4
	4.9
	4.0
	3.0

	GDP deflator
	3.0
	3.3
	2.2
	4.1
	6.0
	2.0

	Consumer price index 
	4.0
	5.2
	3.9
	2.0
	1.6
	1.7

	Core consumer prices 
	2.6
	4.6
	4.1
	2.7
	2.1
	2.2

	Current account balance2
	-5.3
	-4.0
	6.0
	4.0
	5.5
	8.0

	General government fiscal balance2
	-5.6
	-3.7
	-1.8
	-0.1
	-0.8
	17.2

	Underlying general government fiscal balance2
	-1.3
	0.4
	0.1
	3.3
	1.3
	-0.3

	Underlying government primary fiscal balance2
	1.3
	3.5
	3.5
	6.8
	5.1
	3.2

	General government gross debt2
	97.5
	95.3
	87.2
	79.9
	73.0
	62.3

	General government net debt2, 3
	61.6
	63.8
	62.0
	55.7
	50.3
	42.6

	Three-month money market rate, average
	4.3
	5.5
	6.2
	6.1
	5.9
	6.3

	Ten-year government bond yield, average
	6.0
	6.2
	5.8
	6.4
	6.3
	5.6

	1. Contribution to changes in real GDP.

	2. As a percentage of GDP or potential GDP.

	3. Net public debt (according to the Act on Public Sector Finances definition) is defined as gross financial liabilities less unfunded pension liabilities and other accounts payable, as well as the value of currency and deposits.

	Source: OECD (2016), OECD Economic Outlook Database; OECD Analytical Database; and Central Bank of Iceland.



	Fiscal indicators

	% of GDP or potential GDP, unless otherwise indicated

	
	2010
	2011
	2012
	2013
	2014
	2015
	2016

	Receipts
	
	
	
	
	
	
	

	Current taxes on income and wealth
	15.7
	16.7
	17.1
	17.8
	19.1
	17.8
	18.4

	 Corporate direct taxes
	2.6
	2.8
	2.9
	3.0
	4.3
	3.5
	3.4

	 Household direct taxes
	13.1
	13.9
	14.3
	14.8
	14.8
	14.3
	15.0

	Taxes on production and imports
	13.6
	13.7
	14.3
	14.1
	15.7
	15.1
	14.2

	Social security contributions
	3.9
	3.9
	3.6
	3.7
	3.7
	3.6
	3.6

	Property income
	2.5
	2.0
	2.7
	2.7
	3.1
	1.9
	2.8

	Other current receipts
	3.7
	3.6
	3.8
	3.6
	3.5
	3.5
	19.2

	Current receipts
	39.4
	40.0
	41.5
	41.9
	45.1
	41.9
	58.3

	Capital taxes and transfers receipts
	0.2
	0.1
	0.1
	0.2
	0.1
	0.2
	0.2

	Total receipts
	39.6
	40.1
	41.7
	42.1
	45.2
	42.0
	58.4

	Outlays
	
	
	
	
	
	
	

	Final consumption expenditure
	24.6
	24.7
	24.5
	24.3
	24.2
	23.6
	23.1

	Social security benefits
	7.5
	8.1
	7.6
	7.1
	7.0
	6.4
	6.2

	Property income paid
	4.8
	4.1
	4.7
	4.6
	4.7
	4.6
	4.2

	Current expenditures
	43.5
	43.3
	43.3
	42.2
	41.9
	40.4
	39.0

	Gross fixed capital formation
	3.4
	2.7
	2.7
	2.9
	3.1
	2.9
	2.8

	Capital transfers and payments
	4.5
	1.8
	1.5
	0.9
	2.3
	1.4
	1.1

	 Consumption of fixed capital
	2.1
	2.1
	2.1
	2.0
	2.0
	1.8
	1.7

	Total expenditures
	49.3
	45.7
	45.4
	43.9
	45.3
	42.9
	41.2

	Net lending
	
	
	
	
	
	
	

	Net primary balance
	-7.0
	-2.9
	-0.4
	1.6
	3.6
	2.9
	20.6

	General government net lending (Billion ISK)
	-158.2
	-95.0
	-66.5
	-34.8
	-1.2
	-18.5
	416.8

	General government net lending (% of GDP)
	-9.8
	-5.6
	-3.7
	-1.8
	-0.1
	-0.8
	17.2

	Cyclically adjusted variables
	
	
	
	
	
	
	

	Cyclically adjusted net lending
	-5.6
	-1.9
	0.0
	0.4
	2.1
	0.0
	15.9

	Underlying net lending
	-2.4
	-1.3
	0.4
	0.2
	3.3
	1.3
	-0.3

	Cyclically adjusted primary balance
	-3.0
	0.6
	3.1
	3.7
	5.6
	3.8
	19.4

	Underlying primary balance
	0.2
	1.3
	3.5
	3.5
	6.8
	5.1
	3.2

	Cyclically adjusted current disbursements
	40.2
	40.3
	40.2
	40.4
	40.2
	39.7
	40.5

	Cyclically adjusted current disbursements, excluding interest
	35.7
	36.4
	35.8
	35.9
	35.6
	35.2
	36.2

	Cyclically adjusted current receipts
	39.9
	40.6
	42.1
	42.3
	45.4
	42.0
	58.5

	Debt
	
	
	
	
	
	
	

	Gross debt
	90.8
	97.5
	95.3
	87.2
	79.9
	73.0
	62.3

	Net debt*
	66.2
	61.6
	63.8
	62.0
	55.7
	50.3
	42.6

	Memorandum items
	
	
	
	
	
	
	

	Output gap, whole economy
	-6.4
	-5.9
	-6.1
	-3.7
	-3.4
	-1.4
	3.2

	* Net public debt (according to the Act on Public Sector Finances definition) is defined as gross financial liabilities less unfunded pension liabilities and other accounts payable, as well as the value of currency and deposits.



Well-being indicators
[image: graphic]
	D. Iceland well-being sub-indicators selected rankings

	
	Sub-indicator
	Rank
	Measure
	Iceland
	OECD average

	In the OECD top 5
	Dwellings without basic facilities
	1
	% of the population living in a dwelling without indoor flushing toilet 
	0
	2.1

	Employment rate
	1
	% of the working-age population (aged 15-64)
	82
	66

	Labour market insecurity
	1
	% of previous earnings associated with unemployment
	0.7
	6.3

	Water quality
	1
	% of satisfaction with water quality
	97
	81

	Quality of support network
	2
	% of positive responders to perceived social network support
	96
	88

	Years in education
	2
	Years
	19.6
	17.5

	Air pollution
	3
	Average PM2.5 particles concentration in μg/m³
	7
	14

	Life satisfaction
	3
	Average score
	7.5
	6.5

	Homicide rate
	3
	Age-standardised rate per 100 000 population
	0.3
	4.1

	Personal earnings
	4
	US dollars at current PPPs
	56 789
	40 974

	Long-term unemployment rate
	5
	% of the labour force
	0.67
	2.58

	In the OECD bottom 10
	Educational attainment
	28
	% of adults holding at least an upper secondary degree 
	73
	76

	Student skills
	28
	Average score
	484
	497

	Housing expenditure
	29
	% of the household gross adjusted disposable income
	24
	21

	Employees working very long hours
	29
	% of dependent employees working 50 hours or more
	13.79
	13.02

	Time devoted to leisure and personal care
	31
	Hours
	14.13
	14.91

	Source: OECD Better Life Index 2016.

	StatLinkhttp://dx.doi.org/10.1787/888933530053



Inequality and gender equality indicators
[image: graphic]Source: OECD Income Distribution Database; and the Global Gender Gap Report 2016 Dataset © 2016 World Economic Forum.
StatLinkhttp://dx.doi.org/10.1787/888933530072

Green growth indicators
[image: graphic]Source: OECD (2016), OECD Environment Statistics Database (Green Growth Indicators, Patents: Technology Development, Municipal Waste); OECD National Accounts Database; IEA (2016), IEA World Energy Statistics and Balances Database; IEA Energy Prices and Taxes Database; OECD calculations based on data from M. Brauer et al. (2016), “Ambient Air Pollution Exposure Estimation for the Global Burden of Disease 2013”, Environmental Science & Technology, Vol. 50(1), pp. 7.
StatLinkhttp://dx.doi.org/10.1787/888933530091


Executive summary
Preserving macroeconomic stability
Iceland has made a remarkable turnaround from the crisis
[image: graphic]StatLinkhttp://dx.doi.org/10.1787/888933530110

Iceland is currently the OECD’s fastest growing economy. It has made a remarkable turnaround from the crisis, helped by staggering growth of tourism, prudent economic policies and a favourable external environment. Imbalances have been corrected and, after 8 years, capital controls have essentially been lifted. Iceland has an egalitarian society with strong trade unions, very low inequality and high gender balance. Nevertheless, as a very small open economy Iceland is prone to boom and bust cycles. Currently, domestic demand is strong and wages and asset prices are rising. Fiscal policy has been easing despite strong growth. Inflationary pressures have built up. Favourable external environment has helped monetary policy achieve low inflation, while it faced constraints during the ongoing capital account liberalisation.

Making tourism sustainable and inclusive
Tourism is booming
[image: graphic]StatLinkhttp://dx.doi.org/10.1787/888933530129

Tourism is booming in Iceland. The spectacular growth in tourist numbers has provided new jobs, boosted tax revenues and attracted currency inflows. As the country is adapting to having a much larger tourism sector, it is also experiencing some growing pains with social pressures emerging. Notably, affordability has become an issue in the housing market as supply catches up with demand. The sheer numbers of tourists are putting pressure on the environment and infrastructure is often insufficient. Growing tourist numbers have also contributed to strengthening króna, creating difficulties for other internationally-exposed sectors. 

Effective and inclusive labour relations
Steep wage increases have exceeded productivity growth
[image: graphic]StatLinkhttp://dx.doi.org/10.1787/888933530148

Iceland has high living standards, low poverty, high inclusiveness and one of the most sustainable pension systems. It is the most highly unionised OECD country. In the past, successful social pacts have protected the lowest paid workers during crises, and on occasion helped fight inflation. Nevertheless, recent disruptive strikes and high wage awards have intensified inflationary pressures and threaten international competiveness, particularly in times of slowing productivity. Fostering trust among the social partners and increasing wage co-ordination would make collective bargaining more effective and help sustain the benefits of the system for future generations.
	POLICY CHALLENGES
	KEY RECOMMENDATIONS

	Preserving macroeconomic stability

	Overheating and inflationary pressures pose risks to the outlook. 
	Monetary policy should be ready to tighten, should inflation expectations increase once again.
Smooth excess short-term exchange rate volatility. Use macro-prudential tools in accordance with international agreements to manage potentially destabilising short-term capital flows.
To reduce the risk of overheating, which would trigger further monetary policy tightening, fiscal policy should be contractionary. 

	Building buffers is important in a volatile economy prone to substantial shocks.
	A sovereign wealth fund should be established and built up over time. Funds should be invested abroad and draw down limited to counteracting substantial shocks.

	Making tourism sustainable and inclusive

	Steep growth of tourism has been much faster than anticipated. Tourism is putting pressure on society, nature and infrastructure.
	Establish an inter-ministerial tourism strategy focused on making tourism environmentally, socially and economically sustainable. This should include non-government stakeholders.
Remove current tax subsidies for tourism-related activities, by taxing them at the standard VAT rate and broadening the base to excluded services. 
Limit the number of visitors to fragile sites.
Introduce user fees to manage congestion and pressure on the environment.
Subject infrastructure investment to cost-benefit analysis, including consideration of social and environmental impacts.
Ensure transport and tourism policy are consistent. 
Improve the economic analysis of tourism activity, with better data and research.

	Tourism jobs can be low-skilled and low-paying which may hinder the development of a high value tourism sector.
	Use vocational and on-the-job training to build skills in the tourism workforce.

	Effective and inclusive labour relations

	Wage negotiations can result in unsustainable wage increases. Co‐ordination of wage bargaining is low. 
	To nurture trust all parties need to participate actively in the Macroeconomic Council. 
Establish a tripartite technical committee to provide reliable and impartial information to wage negotiators.
Wage negotiations should begin with an agreement on “wage guidelines” for the negotiation round. State mediator (and arbitration bodies) should also base their proposals on these guidelines.
Increase the powers of state mediator, including the power to delay industrial action for a limited period in agreement with the social partners, in an effort to achieve a negotiated agreement.






Assessment and recommendations

Iceland is the OECD’s smallest economy and, currently, the fastest growing. A boom in financial services and construction led to a deep financial crisis in 2008. However, Iceland has made a remarkable turnaround, helped by spectacular growth of tourism, prudent economic policies and a favourable external environment. In 2011, the country successfully completed its IMF-supported adjustment programme and capital controls, imposed after the crisis, have now essentially been lifted. Today, living standards are higher than before the crisis.

As a very small open economy relying on natural resources, Iceland is prone to boom and bust cycles, but it protects individuals from this volatility with universal health care, free education, and well-designed social benefits. The poverty rate is the lowest in the OECD and life expectancy is among the highest in the world. The labour market is flexible, with historically little unemployment, while strong trade unions have contributed to ensuring that growth has been widely shared. Women are able to realise their potential better than elsewhere, making Iceland a top performer in terms of gender balance. The combination of very high employment and late retirement put the comprehensive Icelandic pension system in a very good position. 

Historically, Iceland’s prosperity has been built on the sustainable use of its abundant natural resources. The comprehensive fisheries management system based on individual transferable quotas ensures that fish stocks are not over-exploited. The system is science-based and relies heavily on marine research. Iceland is at the forefront in the use of renewable energy resources, relying on its geothermal and hydroelectric energy. More than 90% of homes are heated by geothermal energy (Central Bank of Iceland, 2016a). Today, Iceland’s wilderness and unique natural environment are increasingly recognised as an important economic asset and a big pull for tourism, but also a natural heritage needing conservation.


Economic growth is strong but challenges remain

The economy is booming (Figure 1). GDP growth accelerated to 7.2% in 2016, supported by strong private demand, surging investment, booming tourism and expansionary fiscal policy. Household income continues to benefit from employment growth and steep wage increases (Figure 2). The unemployment rate has fallen (2.6% in 2016 Q4) to pre-crisis levels and in-migration is rising again to fill vacancies. Tourism is boosting investment. Inflation has stood below 2% for most of 2016, contained by strong króna appreciation and improvements in the terms of trade, despite a positive output gap and the threat of a wage-price spiral developing. The economic boom is also reflected in rising housing and asset prices. High growth will continue in 2017 (Table 1), supported by strong investment and private consumption. Over time, however, growth will moderate as investment will slow and the positive impact of the terms of trade will dissipate.



Figure 1. Growth after the crisis has been strong

[image: graphic]Source: OECD Analytical Database.

StatLink  http://dx.doi.org/10.1787/888933530167





Figure 2. Macroeconomic developments

[image: graphic]1. A decrease denotes an appreciation.

2. Foreign currency prices of marine products are calculated by dividing marine product prices in Icelandic króna by the trade-weighted exchange rate index. Foreign currency prices of aluminium products are calculated by dividing aluminium prices in Icelandic króna by the exchange rate of the USD.

Source: OECD Analytical Database; Statistics Iceland; Central Bank of Iceland Monetary Bulletin 2017/1; and Thomson Reuters.

StatLink  http://dx.doi.org/10.1787/888933530186




	
Table 1. Demand, output and prices projections




	2016

	2017

	2018



	 Percentage changes, volume (2005 prices)





	GDP at market prices

	7.2 

	5.3 

	2.6 




	Private consumption

	6.9 

	5.4 

	3.4 




	Government consumption

	1.5 

	1.0 

	1.1 




	Gross fixed capital formation

	22.7

	9.2 

	1.1 




	Final domestic demand

	8.7 

	5.2 

	2.3 




	 Stockbuilding1

	-0.6 

	0.0 

	0.0 




	Total domestic demand

	8.1 

	5.2 

	2.3 




	Exports of goods and services

	11.1 

	6.3 

	3.5 




	Imports of goods and services

	14.7 

	5.8 

	2.6 




	 Net exports1

	-0.8 

	0.6 

	0.6 




	Memorandum items




	GDP deflator

	2.0 

	1.9 

	3.2 




	Consumer price index

	1.7 

	2.4 

	3.5 




	Private consumption deflator

	0.7 

	0.9 

	3.1 




	Unemployment rate

	3.0 

	2.8 

	3.0 




	General government net lending2

	17.2

	0.9 

	1.5 




	Underlying primary balance2

	3.2 

	0.7 

	1.2 




	General government gross debt2, 3

	62.3

	61.0

	59.3




	Current account balance2

	8.0 

	5.2 

	5.6 




	Output gap,2 whole economy

	3.2 

	6.0 

	6.1 




	1. Contributions to changes in real GDP.


	2. As a percentage of GDP or potential GDP.


	3. Includes unfunded liabilities of government employee pension plans, which amounted to about 25% of GDP in 2012.


	Source: OECD Economic Outlook 101 Database. 





Considerable progress has been made in reducing imbalances (Figure 3). Iceland is running a current account surplus, and the net investment position has turned positive for the first time. The central bank has built up significant foreign exchange reserves. Public and private sector debts have been greatly reduced. Strong growth and deleveraging have helped companies to improve their balance sheets. Debt restructuring, write-offs and debt relief measures have reduced indebtedness of households, while growing disposable incomes and rising asset prices improved their equity position. Current growth is supported by rising profits and incomes, rather than leverage.



Figure 3. Major imbalances have been corrected

[image: graphic]1. The Net International Investment Position (NIIP) is the stock of external assets minus the stock of external liabilities. In other words it is the value of foreign assets owned by private and public sector of a country minus the value of domestic assets owned by foreigners. Based on underlying position from 2008 through end-2015; i.e. adjusted for the effects of settling the failed banks’ estates and assuming equal distribution of assets to general creditors. At the end of 2015, the estates of the failed financial institutions reached composition agreements entailing the write-off of a large portion of their debt. As a result, there is no difference any more between the NIIP and the underlying NIIP.

2. The underlying current account balance excludes both the effects of the failed financial institutions in 2008-15 and the effects of pharmaceutical company Actavis in 2009-12 on the primary income balance. Adjustments have also been made for financial intermediation services indirectly measured (FISIM).

Source: OECD Analytical database; Central Bank of Iceland.

StatLink  http://dx.doi.org/10.1787/888933530205



In this favourable environment, the government reached an agreement with creditors of the failed banks’ estates and most of the holders of “off-shore króna”, thus reducing the risk of unmanageable capital outflows undermining macroeconomic stability. Capital controls, which were introduced after the crisis, have now essentially been removed.

Iceland nevertheless faces numerous policy challenges. Due to its small size, openness, limited production base and relatively high reliance on natural resources, Iceland has a volatile economy that has been prone to boom and bust dynamics (Central Bank of Iceland, 2010; OECD, 2015a). Overheating and accelerating inflation are the biggest risks to the outlook. Tourism has been growing at breakneck speed, putting the housing market, infrastructure and the environment under pressure. The massive inflows of tourists were far in excess of projections, leaving policymakers trying to keep up with events. In addition, a strong króna, while acting as an automatic stabiliser, poses challenges for many businesses. High tensions among the social partners could trigger further wage increases and disruptive strikes, damaging growth and stability.

The authorities are confronting the challenges and have introduced a number of reforms in recent years, including those recommended in previous Economic Surveys (Tables 3- 6 on past OECD recommendations). The centre-right coalition formed in January 2017 has also set out a reform agenda. It plans to reduce public debt further, partly with the help of privatising banks. The government is proposing to introduce a sovereign wealth fund. It also plans to enhance tax enforcement and combat tax avoidance. The new government will make efforts to damp exchange rate fluctuations and review the framework for monetary policy.

In spite of very fast growth, rising wages and improved balance sheets there are popular demands to keep interest rates low and prevent the exchange rate from rising. Needed investment in infrastructure, due to past fiscal restraint and stresses from tourism, also raise demands for higher spending. Moreover, trade unions have threatened to trigger wage renegotiations earlier than anticipated. These pressures, if they were to get out of hand, could derail growth. By contrast, sound macroeconomic policies, financial supervision, and structural reforms would underpin continued strong growth by preventing the return of unsustainable imbalances and another boom-bust cycle. Against this background this report focuses on:


	Macroeconomic policy framework to ensure resilient and stable growth. Fiscal policy and monetary policy should prevent overheating. Building fiscal, liquidity and capital buffers and prudent management of capital flows can ensure a soft landing in case of an unexpected crisis.


	Policies to reap gains from sustainable and inclusive growth of tourism. An inter-ministerial committee should implement a comprehensive tourism strategy, taking into account the effects on the environment and social pressures, to maximise the benefits of tourism for Iceland.


	Reform of collective bargaining and other structural reforms to ensure effective functioning of markets. More trust among the social partners and better wage co-ordination can ensure that benefits of growth are shared widely without disruptive strikes and risks to growth and stability. 







Monetary policy: taming inflation in roaring times

Inflation has fallen below its target of 2.5% for the past three years, largely due to króna appreciation, low inflation abroad, and rising terms of trade (export prices have risen more than import prices). At the same time, inflation expectations have fallen sharply (Figure 4). Despite accelerating growth, these developments have allowed the central bank to reduce interest rates four times since the beginning of 2016 (by 125 basis points cumulatively). The exchange rate has been appreciating, reflecting the strong current account and increased foreign direct investment. Arguably, exchange rate developments now more closely reflect changes in the equilibrium exchange rate (Central Bank of Iceland, 2017a and 2016b). The central bank projects further króna appreciation.



Figure 4. Inflation and inflation expectations have been low

[image: graphic]Note: Breakeven inflation rates are calculated from yield spreads between nominal and index-linked Government and Government-backed bonds (5-day moving averages). Daily data.

Source: OECD Analytical Database, and Central Bank of Iceland.

StatLink  http://dx.doi.org/10.1787/888933530224



But these favourable dynamics could quickly turn if tourism were to drop off, if prices of exports were to fall, if there were a major volcanic eruption or if capital outflows picked up (Table 2). Even with no dramatic change, the impact from the favourable external situation will dissipate over time, putting upward pressure on prices. High inflationary pressures have also developed domestically (Figure 5) due to rising domestic demand (including from expansionary fiscal policy), rising housing prices, a tight labour market and rising wages amidst slowing productivity. Following the crisis, house price rises have been consistent with income developments, but have been accelerating recently. In this context, tightening micro-prudential policies should be considered to ensure that asset price inflation does not gather additional steam. Although inflation expectations have fallen and there is evidence that they have become more firmly anchored (Central Bank of Iceland, 2017b), Iceland has a history of volatile inflation expectations (OECD, 2015a). If inflation expectations were to become unanchored that would raise the risk of a wage-price spiral developing.


	
Table 2. Vulnerabilities that could lead to major changes in the outlook



	Vulnerability

	Possible outcome





	Large terms of trade shock (rises in oil prices, drop in aluminium or fish prices)

	Favourable terms of trade have boosted the Icelandic economy and helped inflation stay low. A large negative shock would undermine some of the improvement in the current account balance.




	Global weakness

	A slowdown in global growth would weaken the demand for Icelandic products. Moreover, lower income abroad could stall the flow of tourists to Iceland that is becoming an increasingly expensive destination.




	Financial market turbulence

	International financial markets may become more volatile and risk premia could jump. Interest rates are already high in Iceland. These could undermine the progress made in fiscal policy, and affect external position of Iceland.




	Natural disaster

	Iceland has been periodically affected by volcanic eruptions. Severe eruptions can have damaging impacts on economic activity. However, Iceland has a system of disaster insurance which would mitigate the economic impact.









Figure 5. Domestic inflationary pressures have built up

[image: graphic]Source: OECD Economic Outlook 101 Database and Statistics Iceland.

StatLink  http://dx.doi.org/10.1787/888933530243



Prudent monetary policy has helped steer the economy through the post-crisis overhang, current tourism boom and the capital account liberalisation, with difficult trade-offs and external pressures. The current monetary policy framework is “inflation targeting plus”, which targets low and stable inflation over the medium term, with a floating exchange rate and foreign exchange interventions only to damp excessive exchange rate fluctuations. The Central Bank over recent years has amassed significant foreign exchange reserves. Maintaining them is expensive and this contributed to the central bank recording a loss in 2016. 

The more traditional monetary policy tools have been complemented with new macro-prudential tools and capital flow management measures. Due to Iceland’s small size, such measures are key to...
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