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Trip notes

We visited Reykjavik at the beginning of March, we came back positively impressed. | have travelled to
Iceland since 2006 when | first started following the macro developments of Iceland for Dresdner
Kleinwort. | have thus followed closely the country and its banking sector during the bull times, the bust,
the capital controls and the recent years of a renewed growth profile.

My recent visit strengthened my positive assessment that had emerged in the data since 2022. Iceland has
strongly corrected the imbalances that had led to the 2008 bust and has made a leap forward in terms of
diversification of growth model, while still showing the signs of a country that is emerging from a crisis
and therefore still pays too much of a premium due fo a lack of foreign trust and low foreign participation.
The ideal European candidate fo show the power of human capital in the age of digitalisation. The
strongest fundamental factor that makes Iceland stand out today in my view is that it is the European
country that best embraces the benefits of strong human capital and the digital transformation. Digital
technology is allowing a productivity upside to leverage a highly educated and very entrepreneurial
country. The first unicorn company in lceland was Kerecis, acquired by Coloplast for USD1.3bn last summer.
More are likely to emerge going forward.

Foreign positioning in local equities and local bonds is just beginning o normalise Iceland introduced
capital controls in 2008 when the banking sector had to be rescued and began to lift restrictions in 2015
completing the process in 2021. This means that Iceland can be seen as in its “early stages” of full recovery
for financial markets post the last crisis and we should expect that given high bond yields and gradually
improving liquidity and stock listings in the local stock market, foreign positioning will rise with time.

Very high population growth makes Iceland in a different trajectory to any EU country Iceland has a small
population:387 thousands as of 2023, but rising at an accelerating pace: up by 3% last year and up on
average by 1.8% a year in the last decade thanks to higher fertility than in the EU and immigration.

The economy is modestly decelerating, but plenty of business action will keep growth positive and well
above the eurozone average. The local expectation is that real GDP will decelerate just under 2% this
year and a mild rise in the unemployment rate will contribute to lower inflation and lower interest rates.
We found that local’s forecasts align with our assessment, though we see plausible outperformance in
terms of real GDP growth.

Raffaella Tenconi
London 13th March 2024
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The growth model of Iceland: how it has evolved over time

To understand Iceland, it is important to understand the evolution of its growth model, which contrary to
other developed economies is capable of quite radical shifts within a decade.

Back in 2006 when | started travelling to Iceland regularly, the growth model of Iceland had recently been
pivoting. Iceland in the 1970s was a very closed economy, hugely dependent on fishing where it had a
clear competitive advantage, but was also bearing the costs of what was then a inhospitable land with
little agriculture. In 1994, Iceland entered EFTA which allowed for a reduction of trade tariffs. Qver time,
technology was beginning to allow for some agricultural expansion, but by and large in the 2000s Iceland
was still importing a huge variety of goods as a necessity.

In early 2000, aluminium smelters began fo operate in Iceland, supported by cheap energy prices. As a
result, by 2006, Iceland was a highly open economy, exporting primarily two commodities with fairly
inelastic production capacity (fish and aluminium both exhibited quite high volatility in price and less
flexibility in production) with a banking sector that was in full expansion mode.

Three critical elements were responsible for the 2008 bust: banks were allowed to growth too much
relative to the GDP of the country and what macro prudential rules dictate today (Iceland was not alone
in this, but had the biggest imbalance between banks and GDP), the growth model of the country was too
concentrated and, as it happens in countries that experience a first credit bubble, the institutional set up
was not equipped fo match the changes that were taking place.
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Fast forward to today: as a by product of the 2008 crisis, Iceland developed a big tourism industry which
has high positive multipliers for GDP and is an industry that is price sensitive: thus exports adjust to
fluctuations in the currency in a way that aluminium and fishing cannot, which anchors the current account
better than before. Secondly, institutions and society learned from the gaps in 2008 and, together with a
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more complex European regulatory system, the balance sheets of Iceland today — public and private — are
robust. Thirdly, thanks to the high education level, a highly democratic set up that supports creative
endeavour, and the digital technology revolution that every country is experiencing these days, lceland is
developing new business opportunities that have better odds of becoming globally relevant in a way that
was not there before.

Examples of the areas where Icelandic entrepreneurs are operating, which are aligned with global trends:
healthcare research, carbon capture, sustainable fishing production, exploration of Nordic resources,
women financial empowerment and sustainable tourism.
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Balance sheets and monetary fransmission channel

The current account stood at 1 % of GDP in 2023, reflecting an almost perfect balance between a trade
deficit of 6.8% of GDP and a services surplus of 6.7% of GDP. The income balance, which is the third
pillar of the current account, swings from mild deficit to mild surplus depending on remittances and

occasional large foreign transactions. The current account last year improved relative to a deficit of 1.7%
of GDP in 2022 and a deficit of 2.7% of GDP in 2021.

The international investment position of Iceland is currently in a positive balance of 37.7% of GDP as of
2023. The international investment position is a fairly obscure, but effective, indicator to see if a country
has been accumulating debt or assets over time. To give you a sense of how other developed countries
look today: the US IIP is currently in a deficit of 65.8% of GDP as of Q3 2023, Germany has a surplus of
68% of GDP surplus, France holds a deficit of 28.1% of GDP, Spain a deficit of 53% of GDP and Italy
holds a surplus of 6.1% of GDP. IIP is particularly important for Iceland because it is a robust signal that
there is no serious excessive leverage in the country at the moment.
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The central bank of Iceland is Sedlabanki. The monetary policy is decided by a majority vote in a five
members Council, which aims to target inflation on average as close as possible to 2.5% on a 12m moving
average basis. The main policy rate is currently at 9.25%, within a corridor with the upper bound at 11%
for the overnight CBI rate and a lower bound of 9.00% for the current account rate.

Icelandic inflation is historically more volatile and higher than in the eurozone or the US. This is partly
a by product of the small size and high growth, but it also reflects the construction of the basket: inflation
includes the real estate market, similarly to the US CPI but very different from the eurozone index or the
UK CPI index (the old HICP index instead included housing inflation).

In the 1970s, Iceland began using lending rates in real terms and until the previous business cycle, most
people borrowed in real terms, the state issued often in CPI linked bonds and wage contracts were highly
regulated and followed inflation. Today real interest rate borrowing continues to exist and at the moment
it is slightly accelerating in demand. However, society overall appears to me to be moving away from it,
which in my view is a desirable change and also a catalyst for more sustainable growth. Wage bargaining
remains an important feature of lceland, but the latest round of agreements concluded in March showed
significant restrain: average increases of 3.25% in 2024 (with a higher 5.9% for low incomes) and 3.5%
in the subsequent two years, while inflation still stand today at 6.6%jyoy. Compared with Germany, which
is the only other country in Europe that continue to have a highly regulated labour market, it appears to
me that redundancies are not difficult in Iceland: companies can and do adjust their labour force as
needed, while in Germany redundancies are very long and expensive, which is currently a constraint on
the competitiveness of the economy.
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The latest projections published by Sedlabanki in February 2024 forecast real GDP growth at 1.9% in
2024, down from 3.6% in 2023 (this is a preliminary estimate) and at 2.9% in 2025. Inflation is forecast
to ease from 6.6%yoy in February to an average of 4.1% in Q4 this year and 3.2% in Q4 2025.

Iceland macro projections

yoy % unless stated otherwise 2021 2022 ADA  ADA Consensus ~ Cons.  Cons.
2023E  2024E 2023E 2024 2025E

Real GDP 45 12 35 23 28 24 2.7

CPI, avg 44 8.3 8.8 5.8 8.7 5.3 3.6

Unemployment rate, sa, % eop 42 3.6 3.2 4.5

Current account % GDP -3.0 -2.3 02 1.2 0.9 0.5 0.3

FDI % GDP (-ve = capital inflow) 20 38 35 35

General gov budget balance % GDP -8.5 -4.1 27 -15 -49 54 38

General government debt % GDP 754 689 612 550

Policy rate (7-day term deposit), % 200 600 925 750
eop
USD-ISK fair value, avg 126.50 13540 13720 148.50

Source: This is a reprint of our projections released on the 11" of Janvary 2024, Note that the BoP data was just released for 2023 and shows a 1% of GDP
surplus last year

ISK is outperforming our fair value model

We have created a fair value model for the ISK akin to what we use for the other countries we monitor: it
it is a model built to represent the macro picture and therefore does not predict the changes in market
sentiment. The model is so far correctly indicating a sideways direction for the currency, but spot is proving
stronger than its fair value: currently at ISK 135 to the USD, while fair value is at ISK148/ USD. Fair value
estimates are not meant to be used always as a trading forecast. In this case, as we observe growing
foreign participation in the local bond market and the tourism season is beginning, the currency should
be stronger than its fair value. Fair value in this case is guidance on whether there is a fundamental
misalignment between the strength of the economy and the currency.

According fo the data released by the Ministry of Finance, foreign bond ownership of local bonds stands
at 9.8% of total issuance as of February. Positioning in non indexed bonds has risen to 14% of nominal
bonds as of February, up from 10.2% three months ago and 8.8% a year ago (you can find the full release
here hitps://www.lanamal.is/asset/13536/market-information_march-2024.pdf). Accessibility of local
bonds af the moment is a little impaired for foreigners, but there is a gradual normalisation process in
place.
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USD-ISK outlook based on a macro fair value model
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Catalysts that are interesting to monitor going forward

These are the things that we see as interesting stories unfolding in the background that should contribute
to local growth and financial asset repricing up as a trend going forward.

1) The state has not completed the process of divestment from the banking sector, one more bank
Landsbankinn is likely to be sold in the next year

2) lceland is currently in the secondary emerging market status for FTSE and frontier for MSCI
where liquidity and the number of large stocks are key constrains. We understand that this
process will meaningfully ameliorate in the next two to three years. Up to 10 companies have
mentioned the intention fo IPQ in the future, which is likely to broaden the local equity market
beyond what it was even it its best years during the previous cycle.

3) A new trade agreement was signed with India and 4 EFTA countries and Iceland is among the
participating countries in the deal, together with Switzerland, Norway and Liechtenstein. This
block of countries completed the trade negotiations with India before the EU, which is also soon
due fo announce a new frade deal. Iceland
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Disclaimer

TERMS AND CONDITIONS OF USE

YOU AGREE THAT YOU ARE USING THIS REPORT AND THE ADA Economics Ltd (“ADA”) SERVICES AT YOUR QWN RISK AND LIABILITY. NEITHER
ADA NOR ANY DIRECTOR, OFFICER, EMPLOYEE OR AGENT OF ADA ACCEPTS ANY LIABILITY WHATSOEVER FOR ANY DIRECT, INDIRECT,
CONSEQUENTIAL, MORAL, INCIDENTAL, COLLATERAL OR SPECIAL DAMAGES, OR LOSSES OF ANY KIND, INCLUDING, WITHOUT LIMITATION,
THOSE DAMAGES ARISING FROM ANY DECISION MADE OR ACTION TAKEN BY YOU IN RELIANCE ON THE CONTENT OF THIS REPORT, OR THOSE
DAMAGES RESULTING FROM LOSS OF USE, DATA OR PROFITS, WHETHER FROM THE USE OF OR INABILITY TO USE ANY CONTENT OR SOFTWARE
OBTAINED FROM THIRD PARTIES REQUIRED TO OBTAIN ACCESS TO THE CONTENT, OR ANY OTHER CAUSE, EVEN IF ADA IS ADVISED OF THE
POSSIBILITY OF SUCH DAMAGES OR LOSSES, AND EVEN IF CAUSED BY ANY ACT, OMISSION OR NEGLIGENCE OF ADA OR ITS DIRECTORS,
OFFICERS, EMPLOYEES OR AGENTS, AND EVEN IF ANY OF THEM HAS BEEN APPRISED OF THE LIKELIHOOD OF SUCH DAMAGES OCCURRING.

I/ Copyright 2024 ADA. All rights reserved.

This report may provide information, commentary on and the discussion of issues relating to the state of the economy and the capital markets. All
opinions, projections and estimates constitute the judgment of the author as of the date of the report and are subject to change without notice. ADA
is under no obligation to update this report and readers should therefore assume that ADA will not update any fact, circumstance or opinion contained
in this report.

The content of this report is provided for discussion purposes only. Any forward-looking statements or forecasts included in the content are based on
assumptions derived from historical results and trends. Actual results may vary from any such statements or forecasts. No reliance should be placed
on any such statements or forecasts when making any investment decision, and no investment decisions should be made based on the content of this
report.

This report is not intended to provide personal investment advice and it does not take into account the speific investment objectives, financial
situation and particular needs of any specific person. Under no circumstances does any information represent a recommendation to buy or sell
securities or any other asset, or otherwise constitute investment advice. Investors should seek financial advice regarding the appropriateness of
investing in specific securities or financial instruments and implementing the investment strategies discussed or recommended in this report.

This report should not be regarded by recipients as a substitute for the exercise of their own judgment and readers are encouraged to seek
independent, third-party research on any companies discussed or affected by this report.

Securities and other financial instruments discussed in this report are not insured and are not deposits or other obligations of any insured depository
institution. Investments in general and, derivatives, in particular, involve numerous risks, including, among others, market risk, counter-party default
risk and liquidity risk. No security, financial instrument or derivative is suitable for all investors. In some cases, securities and other financial
instruments may be difficult to value or sell, and reliable information about the value or risks related to the security or financial instrument may be
difficult to obtain. Investors should note that income from such securities and other finandial instruments, if any, may fluctuate and that the price or
value of such securities and instruments may rise or fall and, in some cases, investors may lose their entire principal investment. Past performance
is not necessarily a guide to future performance.

Foreign currency rates of exchange may adversely affect the value, price or income of any security or financial instrument mentioned in this report.
Investors in such securities and instruments effectively assume currency risk.

Any information relating to the tax status of financial instruments discussed herein is not intended to provide tax advice or fo be used by anyone to
provide tax advice. Investors are urged to seek tax advice based on their particular circumstances from an independent tax professional.

Individuals identified as economists in this report do not function as research analysts. Under U.S. law, reports prepared by them are not research
reports under applicable U.S. rules and regulations.

In accordance with rules established by the U.K. Financial Services Authority, macroeconomic analysis is NOT considered investment research.

Materials prepared by ADA research personnel are based on public information. Facts and views presented in this material have not been reviewed
by, and may not reflect information known to, professionals in other business areas of ADA.
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To the extent that this report discusses any legal proceeding or issues, it has not been prepared as nor is it infended to express any legal conclusion,
opinion or advice. Investors should consult their own legal advisers as to issues of law relating to the subject matter of this report. ADA research
personnel’s knowledge of legal proceedings in which any ADA entity and/or its directors, officers and employees may be plaintiffs, defendants, co-
defendants or co-plaintiffs with or involving companies mentioned in this report is based on public information. Facts and views presented in this
material that relate to any such proceedings have not been reviewed by, nor discussed with, and may not reflect information known to, professionals

Page | 9 in other business areas of ADA in connection with the legal proceedings or matters relevant to such proceedings.

The information herein (other than the disclosure information relating to ADA and its affiliates) was obtained from various sources and, while all
efforts have been made fo provide accurate information, ADA does not guarantee its accuracy. This report may contain links to third-party websites.
ADA is not responsible for the content of any third-party website or any linked content contained in a third-party website. Confent contained on such
third-party websites is not part of this report and is not incorporated by reference info this report. The inclusion of a link in this report does not imply
any endorsement by or any affiliation with ADA. Any unauthorised use or disclosure is prohibited.

Our contact details

Our office address is:

16 Berkeley street, London W1J 8DZ

United Kingdom Registration number: 9707197
You can reach us also in the following way:

For sales: Sabrina.Freeman(@adaeconomics.com

By phone: +44 (0)203 3907 4216
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