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Uncertainty, uncertainty and yet again uncertainty

There are known knowns; there are things we
know that we know.

There are known unknowns; that is to say,
there are things that we now know we don't

know.

But there are also unknown unknowns - there
are things we do not know we don’t know.

-Donald Rumsfeld

... Donald received the Gobbledygook
award for the novel quote in 2002

Vidir Reynisson, State police civil protection head, 2021:
,Four features of knowledge in crisis management:
- What you don’t know that you know

- What you don’t know that you don’t know

- What you know that you don’t know
- What you know that you know”

\/



How little did we know?

What do we know that we know?
What do we think?

And then what?
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How little did we know?
Scenario analysis from March 2020

Scenario analysis: GDP and its components 2020

YoY change
- Private consumption
c
g Public consumption
S o
L Business investment
%)
QEJ Residential construction
[9)
Q Public investment
Exports of goods
L Exports of services
&
= Imports of goods
Imports of services

GDP

References: Iceland Chamber of Commerce.

Scenario 1:
Well escaped

7%
1%
-10%

8%
5%
 som
-21%

-12%

-15%

-6%

Scenario 2:
Heavy blow

-20%

4%
-27%
-18%

-20%

Scenario 3:
Disaster

-35%

-38%
-23%

-28%
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The economy escaped relatively well due to domestic demand...

... despite a larger hit on tourism than initially thought

GDP and its components

YoY change

Domestic demand

Private consumption
Public consumption
Business investment

Residential construction

Public investment

Trade

Total exports

Total imports

GDP

Statice pre-
liminary estimate

3%

-31%

-22%

® -

Scenario 2 in
March 2020

-10%

-20%

4%

-18%

-19%

Divergence
from scenario 2

-13%

-12%

References: Iceland Chamber of Commerce, Statistics lceland (Statice)

Iceland Chamber of Commerce 5




How little did we know?

What do we know that we know?

What do we think?

And then what?
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We are somewhat wiser today
The light at the end of the tunnel is in sight but uncertainty persists

e Registered unemployment not diminishing e No crisis in the residential sector

mmm Unemployment rate in January (l.axis) )
—— Change from December (r.axis) 50,000 - B Number of real estate transactions
15% - 13% T 2% !
15,000 -
10% - - 1%
10,000 -
5% A L 0% 5,000 -
0 .
0% A - 1% 5832 foToereoag
2007 2009 2011 2013 2015 2017 2019 2021 RRRRIRRRILILKIKRKRIKRIRLRR

e Level of uncertainty still elevated ° People are back in motion

—Uncertainty index (based on news coverage) — Movement of people in Capital region in relation
1,200 - 109% - toFebruary 2020 (7-day moving average)
1,000 A
800 A 0%
600 -
400 A -10%
200 A
0 -20%
N 0O OO O — AN M < 1N O N 00 O © —
O O O — — — — — — — — — — (N of
S & & © 00 O O o o o o O 9O O -30% ’
AN AN AN AN AN AN AN AN ANANAN AN AN NN P, .
sep. okt. nov. des. jan. feb.

References: Directorate of labour, Facebook, Creditinfo, Registers Iceland, Iceland Chamber of Commerce. Iceland Chamber of Commerce 7



How little did we know?

What do we know that we know?

What do we think?

And then what?
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GDP projections are favourable — all things considered
The timeline of tourism recovery is the main uncertainty

GDP projections

6% A
4% .
* Forecasts have remained unaltered

20 for a few months

 Production back to 2019 levels in
late 2022 or early 2023
¢ Actual

— Average forecasts * Tourism rebounding this summer
B Landsbankinn - Oct.
B Arion bank - Oct.

| Statistics Iceland - Oct.
" islandsbanki - Jan.
B CBI - Feb.

0% A

-2% A
4% -  Statistics Iceland, as usual, with the

-6% - most moderate projection

-8% A

-8%

-10% -
2020 2021 2022 2023

References: Projectors' websites Iceland Chamber of Commerce 9




Narrower economic cycles in other countries
Smaller down- and upturns

GDP projections

6% -

5%

1. The weight of tourism
makes Iceland stand out

* A more severe blow, but
greater room for growth

4%

2%

0%

2. Having control of the
epidemic is crucial

-2%

= Avg. for Iceland’

49 Il Denmark
M Finland  New Zealand: 2,2% GDP
-6% A | Norway contraction in the first 9
7% " Sweden months of 2020

~-R0, ]
8% - New Zealand

-10% -

2020 2021 2022 2023

References: Icelandic projectors, IMF (WEO October 2020). 1 Actual number for 2020 based on preliminary estimate Iceland Chamber of Commerce 10



Scrutinizing projections sheds light on the uncertainty
Different view on key elements but consensus on inflation

T Unemployment rate Real exchange rate — Historical — CBI
%, labour market survey Index (2005 =100)  — [slandsbanki
— Historical — Islandsbanki
120
— CBI
10 - 9 100
9 ]
g 80 ]
7 - 0 L
6 - 1990 1995 2000 2005 2010 2015 2020 2025
5 Current account
4 - 3 % of GDP
3 \ 10 -
2 - 0 \/A N l\/\/\/\;
1 - -10 - \-\-\/
0 -20
<t O 00 O AN < O 00 O
O O O ™ = ™ ™ ¢— AN N
o O O O 0O o0 o o o -30 -
NN AN AN A 1990 1995 2000 2005 2010 2015 2020 2025
How chronic will Is the kréna too weak?
unemployment be?

Inflation

%

— Historical — Islandsbanki
— CBI

16 -

14 -

12 - n

10 -

o 1n O 9w
A O O O
A o0 O O
- = (N

2010
2015

2020

Has herd immunity against

inflation been reached?

References: Statistics Iceland, Central Bank of Iceland (CBI), [slandsbanki.
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How much GDP growth is required to eliminate 1)
unemployment in two years?

GDP growth - scenario 2021-22 # Average of projections Assuming...
Bl Historical 1. Unemployment starts decreasing
| ...Toeliminate unemployment  go in late 2021 and reaches 3.5% in
8%
8% I late 2022
6% 6% 6% 6% 2. Labour force participation

5%
5% 4% M 40, 5% l recuperates lost ground
3%
o 3. Productivity-trend restores in
0

1 I 22 2022

4. Shortening of average working
hours is retracted halfway

2% 2% 20

3% 5. Population grows according to
Statistics Iceland’s forecast

8% 7 17.000 jobs (+9%)
2314885882z pfoereag oA :
SRRRRR2R_RR_8_8888-8__3838E.XR 700 jobs per month ’

References: Statistics Iceland, Iceland Chamber of Commerce Iceland Chamber of Commerce 12



Did the CBIl overestimate the strength of the kréna? 2 )
Based on its own model: Yes

ISK exchange rate ISK exchange rate and FX interventions by the CBI
Index — higher number=weaker ISK M.ISK and Index?

— Exchange rate index mm CBI net FX sales (l. axis)

— Exchange rate conforming to the latest estimate of the equilibrium rate! 45000 - —ISKExchange Rate (r. a_xi52)1
220 1 40,000 - - 210
210 35,000 - - 205
200 30,000 - - 200
190 25,000 - - 195
180 20,000 - - 190
170 -— 15,000 - - 185
160 2 10,000 - - 180

0 5,000 - - 175

Jan20 Mar20 May20 Jul20 SepRO Nov20 Jan21 0 - L 170
Asgeir Jonsson, CBI Governor ! J 25,000 A L 165

September 10: ,CBI February 16: New 8 8 % % 8, 8, 8 8, 8 § 8 § ~

governor says the estimate of the real 5 9 g & = S3 9§ S g 3 §
: - = - e = s c ° =

exchange rate is equilibrium exchange

really low” rate: ISK is too strong

1 Based on real equilibrium exchange rate According CBI's model. References: Central Bank of Iceland, Iceland Chamber of Commerce.
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Reduced current account projections indicate a weaker ISK
... and/or government financing the deficit abroad?

2

Real Exchange Rate
Index (2005 = 100)
— Real Exchange Rate
—— Real Equilibrium Exchange rate!

105 - =~ 30-year average

100

95

90

85

80

75

70

o T
o m < LN O N 0 O 8
©O © © © © © © o O
(@ oN (@ N o (@ o (@ N

Feb. 15

Current account = Net capital flows from Iceland

% of GDP
— Currentaccount  —— November’s projection
—— Newest projection
9% i . (\’C,“N“ng
aion &
8% 0% ain amount £ 750 million
nd v
7% t ! suese‘f\ \cetand 1854° o
ub
6%
5%
4%
3% Inflow < Outflow
2%
0,
e Inflow = Outflow
0%

2015
2016
2017
2018
2019
2020
2021
2022
2023

1 According to CBI's model in February 2021. References: Central Bank of Iceland, Government Debt Management.

Iceland Chamber of Commerce 14



Has herd immunity against inflation been reached? o
Abroad, inflation prospects are rising

Money supply and value creation — Money supply (M3)
-
o) e
% Change, lceland GDP (nominal) Gaining purchase
Consumer prices, % change on a year earlier
3
12 : ' 2| e How rising inflation could disrupt the
') e : world’s economic policies
10 A i
i
8 | Euro area § R
- Japan .
I TTTT ]20|19| | [ [ L l ||||| 2|0 lllll |21

+ 1 7@ Inflation expectations, five-year swap rate, % .
/\ United States

- 2
_2 | Euro area 1
-4 S | 0

o N b~ O
1

i B Japan
6 -1
- = | T T T T T T T T T T T l L
2020 2021
8 Sources: Refinitiv Datastream; Bloomberg *Estimate

The Economist

2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020

References: Central Bank of Iceland, Statistics Iceland, The Economist. Iceland Chamber of Commerce 15



Spending power rises during a steep recession

2

Wage hikes and government measures outweigh other effects

Development of disposable income in 2020 for individuals in age group 16-74
Thousand ISK per month

Apr.-Sept
2020

Apr.-Sept Salary  Unemploy- Other Netcapital Other Private Taxes
2019 ment transfers income income pension
benefits withdrawals

References: Central Bank of Iceland, Iceland Chamber of Commerce
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Meanwhile, private consumption is in a downturn 5 )
Which has led to increased savings

Disposable income, private consumption and savings
YoY real % change
15 4
10 4
5 -
. /m — Disposable income
O \/
5 \ — Private consumption
_‘|O _
_']5 _
_20 _
2000 2002 2004 2006 2008 2010 2012 2014 2016 2018 2020
M.ISK.
200 - .
100 - 91 100 56 »
34 45 40 51 25 29 29 4/ 4 11 B Change in net savings
O .
-16 -9 -12 -12 4
'100 7] _89
2200 - -136
2000 2002 2004 2006 2008 2010 2012 2014 2016 2018 2020

References: Statistics Iceland, Central Bank of Iceland, Iceland Chamber of Commerce. Iceland Chamber of Commerce 17



What if a bulk of savings starts flowing into the economy? 3 )
Will it increase inflationary pressures?

Deposits in December

YoY % change B ndividuals [ Businesses

20 -

17

15

10

5 - 22% increase in

current and sight
0 deposits
- 2% decrease in
= term deposits
-10
-15 - -14-13
2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020

References: Central Bank of Iceland.
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How little did we know?

What do we know that we know?

What do we think?

And then what?

Iceland Chamber of Commerce 19



Heavy-weight factors are still uncertain
What do we know that we don't know?

Prospect could improve if... Prospect could deteriorate if...

* Trading partners get hold of the virus faster * The pandemic will be prolonged
©vestmentrebounds | . Ivestment remains subdued
© Towismkicks offwithgreatforce | + Tourism does not kick of this summer
. Otherexports industries healswifdy | + Sluggish growth in other exports industries
- Cumulative savings supports private | .+ Slack public finances, increased money

consumption without creating instability supply, and etc., spark inflation

Iceland Chamber of Commerce 20



It all hinges on the recovery of tourism
The one sure thing that can quickly terminate unemployment

When will tourism recover world-wide?
Survey, % of respondents

B July 2020
January 2021
] y 50

Q42020 Q12021 Q22021 Q32021 Q42021

2022

When will tourism reach 2019 levels in your country?
Survey, % of respondents

2021 2022 2023 2024 or later

References: UNWTO Panel of Experts
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Gazing at the future: Is the Icelandic model sustainable?
Here's looking at you, labour market

Scenario analysis of long-run economic performance
Prerequisites YoY changes

69 6.0%
o] 5.0%
4.1% Bl Base case scenario
(0) -
4% o B Wages grow 6% annually
_ _ a nflationinall o
206 1 71.5% 1.5% scenarios: 2.5% I Productivity and wages grow
in tandem
0% -
Framleidni Laun
The situation in 2050 , .
Compensation Real wage in
of employees Current account k. ISK per
% of GDP % of GDP month

Base case scenario

Wages grow 6% annually

Productivity and wages

grow in tandem 1 ’

Source: Iceland Chamber of Commerce
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Extra: What will happen in the residential housing market?
Declining debt service costs helped record activity in 2020

House price and policy rates
8%
7%
6%
5%
4%
3%

2%

1%

0%

= House price index (3 month % change)

= CBI policy rate

-1%

2011
2012
2013
2014

2015

2016

2017

=

2018

2019

2020

2021

Turnover in the residential market
reached historical heights in 2020
while prices rose 8% in the Capital
Region. Similar story as in many
countries during the pandemic.

A swift decrease in policy rates and
the increase in savings have
boosted the housing market.

The effect of price increases on
down payments are so far dwarfed
by the effect of declining interest

References: Registers Iceland, Central Bank of Iceland

rates.

Iceland Chamber of Commerce 23




Extra: What will happen in the residential market?

Prices should continue to rise until higher down payments outstrip the
attraction of low interest rate. When? Hard to say

Price-to-income Price-to-rent Debt service cost
Index, 2015=100 (disposable income) Index, 2015=100 % of disposable income!
| 123 113 18% 17%
115 117 118 118 100 104 110 108 106 109 16% 0 179% 17%
100 103
12%
11%
N O N o0} (o)} o o N O N (e 0} (o)} o — LN O N e 0} (o) o o
— — — — — oN N — — — — — N oN — — — — — N oN
~ N ~N ~N ~N ~N o ~N ~N A~ ~N ~N ~N % ~ A~ ~N ~N ~ ~N o
(@) = (@)
Price has outgrown ...and rental prices... ... but interest rates have
disposable income... dramatically reduced debt
burden ’

1 Based on: 80% non-index linked mortgage, residency worth 25 M.ISK. in 2015 and two individuals with average disposable incomes.

References: Registers Iceland, Central Bank of Iceland Iceland Chamber of Commerce 24



