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The debate on currency arrangements and monetary policy frameworks in Iceland has been motivated by
developments in Iceland and internationally in recent decades. Historically, Icelanders’ colonial experience and
struggle to retain control of vital natural resources made them hesitant participants in the European integration
process. While sidestepping direct participation in the process leading to EU and EMU membership, they joined
EFTA, the EEA and Schengen. Economic growth and development have been rapid, but the modernisation and
liberalisation of the economy have been attended by significant volatility in nominal and real variables. At the
same time, the European integration process has continued with its own set of challenges. It is in this context that
a vibrant debate has taken place on the choice of currency and associated policies. The main emphasis has been
on whether to adopt the euro (through EU membership) or retain the Icelandic kréna with the most efficacious
monetary policy framework possible. This article offers a review of salient contributions to the debate and the
main lessons drawn from it. The key themes of the debate involve the impact currency choice would have on
economic growth and resilience to shocks. While the early debate was mostly concerned with trade-theoretic
issues, institutional factors have become increasingly important. A new theory concerning a heretofore
overlooked policy variable, the evolution of inequality as measured by the wage-productivity gap, is discussed. It
is shown to be potentially important for economic and financial outcomes, with implications for the debate.

* The views expressed and any errors or omissions are those of the author. The article was originally published in
Prosperity through Trade and Structural Reform. Festschrift in Honor of Per Magnus Wijkman, edited by Emil Ems and
Thorvaldur Gylfason, Dialogos, Stockholm, October 2018.
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Review of the euro debate in Iceland

The debate in Iceland about currency and associated monetary policy arrangements can be said to centre on
choices ranging between fixed and floating exchange rate regimes, including intermediate arrangements. Broadly,
fixed exchange rates are seen to be associated with more stable growth in output and employment while floating
exchange rates are linked to speedier adjustment of output and employment to shocks. In the case of common
currencies with internally fixed exchange rates, the output level may rise following membership, as Rose and
Frankel (2002) show. Conversely, the outcome in the floating rate case is influenced by the degree of variability in
the exchange rate.

An emphasis on floating exchange rates

In Iceland, the debate on alternative currency choices and related monetary policy arrangements has been
motivated by the country’s pronounced output and inflation volatility, whereas European integration, as
Wijkman (1994) points out, has been motivated more by the role of increased economic interdependence in
fostering peaceful relations among countries previously ravaged by war.

At a lecture given on September 1982 at the University of Iceland, when asked how Iceland should rein in its high
inflation, James M. Buchanan suggested that the country should adopt either a strict money growth rule or a
strong international currency, such as the US dollar. After the breakdown of the Bretton-Woods system, smaller
countries increasingly sought stable inflation by using exchange rates as a nominal anchor. An example is the
description by Thygesen (1979) of the “strong currency option.” Thorgeirsson (1988) examined the managed
float exchange rate policy in Iceland from the 1970s, finding that the real exchange rate tended to rise due to
higher wage and price inflation, resulting in nominal devaluations aimed at restoring profitability in the export
sector, in turn creating “a vicious cycle of major devaluations and inflationary surges”. Krugman (1991) wrote an
influential paper recommending a floating exchange rate in Iceland as a means to achieve balanced development.
His main argument was that Iceland’s export-led business cycle was insufficiently correlated with its trading
partner business cycles, and required an independent means of adjustment.!Sedlabanki Islands (1997)
emphasised the importance of this point in relation to potential participation in the EMU.

Inflation targeting and floating exchange rates (IT) were increasingly adopted in many countries with
independent currencies in the 1990s. Based on another influential paper by Gudmundsson et al. (2000), Iceland
adopted a 2,5 percent IT with +/-1,5 percent “tolerance” bands in 2001. Despite its early promise, the new
framework proved increasingly ineffective in keeping inflation on target as cross-border capital flows, asset
bubbles and exchange rate volatility became more pronounced in the run up to the financial crisis. There was
some scope to tighten fiscal policy, but this would likely have been insufficient, given the magnitude of private
sector imbalances, to keep inflation on target. An effective restraint on bank lending was the critical missing
element. Hunt (2006) suggested that Iceland was inherently vulnerable to breaching the narrow deviation bands,
and the way around this was to communicate more clearly that such breaches were a reflection of underlying
economic volatility and did not reflect a lack of resolve on the part of the Central Bank to bring inflation back to
target. In late 2008, at the peak of the twin banking and balance of payments crises, capital controls were adopted
to prevent a further drop in the exchange rate.

1 Krugman's assessment was made with a view also to Iceland‘s insular labour market and homogenous export
sector. With increased global integration, such restrictions have gradually abated.
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A major report, Sedlabanki Islands (2012), on Iceland’s currency and monetary policy choices, highlighted the
fact that the pre-crisis currency and monetary policy arrangements proved sub-optimal. An earlier report,
Sedlabanki Islands (2010), had identified reforms supporting the IT framework, including capital flow regulations
and macro-prudential policy, which could enhance its efficacy. After the resolution of the failed banks was
completed in late 2016, where creditors paid ‘stability contributions’ to the Treasury in order to underpin
exchange rate stability, the capital controls were lifted in early 2017. Sedlabanki islands (2017) documents the
increased efficacy of Iceland’s IT monetary policy following the financial crisis. Inflation and inflation
expectations were steadily brought down, resulting in reduced volatility of real interest rates. Capital controls
and exchange rate management likely contributed to the benign outcome.

An interest in fixed exchange rates
The interest in fixed exchange rates has focused on four distinct frameworks.

1 Fixed exchange rate by declaration,

2 Currency board with a fixed exchange rate,

3. Unilateral adoption of a foreign currency, and
4 Full EU and EMU membership.

The first three choices were found to be relatively less suitable for Iceland for a variety of reasons, including a
potential lack of credibility, liquidity management problems, FX reserve costs, seignorage income loss and
financial stability risks. The fourth choice was, and still is considered by some a viable alternative to the present
arrangement. However, this choice is not unambiguous.

In debating these two choices, IT and EMU, frequent reference is made to Mundell’s Optimum Currency Area
(OCA) theory. OCA theory focuses on the need for adjustment in the economy to an exogenous shock, with the
understanding that a floating nominal exchange rate usually results in a smaller loss of output and employment
than a fixed exchange rate. As membership in a monetary union fixes exchange rates among its members, several
conditions must be in place for an adjustment comparable to that achieved with floating exchange rates. The
greater the trade and finance among the countries, the more flexible the domestic labour market and the greater
the mobility of labour within the area, the greater the similarity of the economic structure and business cycles,
the easier the adjustment to a shock.

Iceland has a high degree of trade integration with the euro area, and a flexible labour market, but its business
cycle tends to be asymmetric vis-a-vis the euro area. Agnarsson et al. (1999) studied the flexibility of wage
formation in Iceland and concluded that adoption of the single currency could restrict the authorities’ ability to
react to a supply shock. However, endogenous adjustment within a currency union could bring added policy
credibility and labour market flexibility. Gudmundsson et al. (2000), found that Iceland may not fulfil OCA criteria
ex ante but could possibly do so ex post. They also cautioned that “if exchange rates are excessively volatile, an
independent currency may in itself have destabilising effects on the economy, in which case a monetary union
membership might be welfare improving”. Buiter (2000) judged the case for Icelandic membership of the EU and
EMU to be “nearly balanced,” because “the extraneous instability and excess volatility inherent in a market
determined exchange rate dominate the shock absorber properties of a flexible exchange rate when financial
markets are highly integrated.”
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The Sedlabanki Islands (2012) report further enunciates the limits of OCA theory in terms of the potential for ex
post exogenous adjustment in the structure of the economy for a smooth transition to a new currency regime. Indeed,
with an increasing share of FX receipts coming from the growing tourism sector, Iceland’s business cycle may be
becoming increasingly synchronised with the international business cycle. Einarsson et al. (2016) performed a
study of Iceland’s financial cycle, based on components of housing, lending and balance sheets, over the past one
hundred and fifty years. They find that “spillover effects” have had the effect of synchronizing Iceland’s financial
cycle more closely with the international financial cycle than previously thought. The extent to which such effects
amplify the domestic business cycle may present a further challenge to the prevalent view of “relatively weak
links between the Icelandic and global business cycle.”

Pétursson (2015) discusses the evidence concerning the optimality of Iceland as a small currency area in terms of
several factors: the cost of maintaining a currency area is relatively greater for a small currency area than for a
larger one; operating independent monetary policy in a small currency area makes inflation outcomes less
certain because of the greater volatility associated with an illiquid FX market; the currency could become an
obstacle for small firms’ competitiveness and expansion into international markets; and the greater volatility of a
small currency could contribute to volatility of households’ consumer goods imports, complicating the demand
management.

Thorgeirsson and van den Noord (2013) find that the adjustment involving floating rates can come with non-
trivial asymmetric costs and benefits. While Iceland’s post-crisis recovery was indeed quicker than in many euro-
area countries, the significant exchange rate drop in 2008 caused inflation to spike while nominal wages and
debts remained unchanged. Many households experienced a sharp drop in real incomes while firms’ profits
increased, particularly in the export sector. An accelerating surge in tourism from 2010 onwards helped pave the
way for a recovery of employment and incomes, which improved households’ financial position. Even so, given
the considerable increase in real household debt, many Icelandic households faced a solvency challenge that was
probably more intense than that of their euro area counterparts, apart from Greece, which was a special case.

Gudmundsson and Thorgeirsson (2010) describe how the “EU passport” provided for in the EEA Agreement
enabled private Icelandic banks to expand their operations into the single market, but without an adequate
lender of last resort in foreign currency. This and the difficult resolution process of the failed banks reveal a
binding constraint on the financial sector’s participation in European integration on the basis of the Icelandic
krona.

The Sedlabanki Islands (2012) report concluded that, even if dissimilar, both the IT and EMU frameworks were
likely possible currency and monetary policy arrangements for Iceland. The amplitude of business cycles is about
the same in countries with fixed and flexible exchange rates. However, inflation and exchange rate changes tend
to be greater in the latter group. In sum, if asymmetric shocks to export revenues are no longer the overriding
concern, membership of a monetary union would be expected to result in greater exports, lower financing costs,
and higher incomes.

Trend-wise build-up of internal instability

There are costs and benefits associated with any currency arrangement, not only due to differences in reaction to
external shocks, but also due to the build-up of internal instability, eventually causing internal shocks. In this
regard, significant problems became apparent for both IT in Iceland and EMU in its member countries in the
prelude to and aftermath of the financial crisis.
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In Iceland, from the end of 2008 to early 2017, the IT framework was accompanied by capital inflow restrictions
and a more active FX market intervention policy by the Central Bank of Iceland, so as to prevent excessive
volatility. A new Financial Stability Council, with a dedicated Systemic Risk Committee, aims to preserve
economic and monetary stability.

In the euro area, extensive reforms of the financial system and its regulation and supervision have been enacted
as well. However, the legacy of the financial crisis remains throughout the banking system in the form of bad
debts. It will probably take many years to wind down these high debt levels, including the public debts needed to
forestall a complete meltdown of the system.

The central lesson here is that the internal build-up of instability in an economy - be it in the form of excesses in
inflation or debt creation - could eventually lead to a crisis. How this plays out, and at which stage of the build-up
it occurs, depends to some extent on the exchange rate regime in place. Neither regime in and of itself can prevent
such occurrence, however.

For instance, the belief within the EMU, has always been that independent inflation targeting monetary policy,
together with strong fiscal discipline in the form of restrictions on both public expenditure and public debt,
would suffice to maintain economic stability and prevent endogenous crises. This proved not to be the case as
seen in the experience of Ireland.? After the crisis, a new policy instrument was added, in the form of Community-
wide regulation of the financial sector. Will the policy mix thus augmented be sufficient to prevent future build-
up of instability? The jury is still out. Even with the new Banking Union in place, credit expansion in the private
sector may be insufficiently restrained as long as, for instance, the ECB is obliged to pursue expansionary
monetary policy in response to inflation hovering below target. But a bitter insight from the global crisis is that
ever-increasing private sector indebtedness can be as devastating for economic stability as a rise in public
indebtedness.

Ideally, the fundamental source of internal imbalances should be identified and addressed. This “Holy Grail” of
economic research has long been sought. In the meantime, however, we have to live with more credible monetary
and fiscal policies, as well as improved supervision and regulation. Indeed, the view has long been prominent that
credit crises are connected to some form of policy mismanagement and can be contained by the new measures
taken. Granted, they have also aimed at increasing the resilience of the economy. Even so, it appears they are still
dealing primarily with the symptoms of macroeconomic and associated financial imbalances. A new theory has
emerged purporting to explain the causes of such endogenous imbalances and shocks. This new theory appears
to shed new light on ways and means to contain such imbalances at their source, with implications for the choice
of currency and related monetary policy arrangements.

A new theory of internal (im)balances

In this search for the ultimate causes of instability, economic thinking outside conventional paradigms can often
shed new light on age-old questions. In the following we present the research of Professor Batra, who explains
the build-up of economic and financial imbalances arising from a disproportionate development in the
distribution of factor incomes and that may result in a crisis.3 The fundamental aggregates involved have

2 Greece is a special case, since it disregarded the EMU rules on fiscal discipline.

3 Piketty (2014) finds, in line with modern notions, that distribution flows from the growth of output. Batra’s idea
returns to earlier classical ideas indicating the opposite cause-effect relationship.
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fluctuated considerably in Iceland over time, so it appears of interest to see whether his conclusions are
supported by empirical evidence. Batra’s (2015) macroeconomic model is an extension of the Keynesian model],
but focusing on the relationship between real wages and labour productivity. In short, his conclusion is that
aligning the trend of wages and productivity improves the performance and stability of the economy. If not,
stability is endangered.

In his model, Batra uses a well-known measure to gauge factor income distribution and its changes, namely the
“wage-productivity gap”. Equation 1 shows the wage-productivity gap (B) as the quotient of labour productivity
(z) and real wage (w).

B=z/w (1)

Batra’s innovation is to integrate this measure into a theory of economic and financial stability. He does so by
elaborating the Keynesian model of aggregate demand and supply. A key insight is that when productivity growth
differs from real wage growth (dz/z # dw/w), and this imbalance is sustained for a long enough time, this
generates imbalances in the economy, in the form of either excess supply or excess demand.

For example, assume the economy to be in equilibrium at B® >1 (to account for profit in companies). Let unit
production increase faster than unit wage income. Assuming the propensity to consume is larger in households
with mainly wage income than in households with mainly capital income?#, excess supply will emerge. Assuming
sticky real wages, a new equilibrium will eventually be reached, albeit at lower employment.

Introducing credit into the model, a new equilibrium at original employment can be reached if the decrease in
consumption demand is compensated by debt-funded expenditures. Assuming this to be the case, aggregate
demand and original employment are restored, and the wage-productivity gap has risen, and so have profits (at a
higher rate than real wages).

Let the process continue over time, with a continuing rise in B. Additional debt-funded expenditures are
constantly needed to boost demand. This ensures that all the production is purchased, thereby maintaining
economic growth. In a fundamental sense, financial imbalances are found to originate in productive activity.
However, they can increase as a financial boom develops. If the process as described above persists, household
indebtedness grows more, or until a financial crisis puts a stop to it. At this point, the government must step in
with well-known measures to address the crisis and the process may continue, this time supported by the
government. A case in point is the accommodative stance of monetary policy in the post-crisis years, when
growth, particularly in the USA, was unable to transcend ‘secular stagnation’ in the presence of a continued rise in
the wage-productivity gap. Indeed, this is to be expected in an excess supply situation.

Simple as it is, the model nonetheless has profound implications. Moreover, while originally conceived to shed
light on the larger economies of Germany, Japan and the USA, the theory appears to have broad support in
empirical data. Figure 1 shows the experience of eight countries for which data were available going back to
1990. In all of them, a rise in the wage-productivity gap (index base = 100) from Period 1 to Period 2 was
associated with increased household debt ending in a financial crisis, with public debt continuing to rise in its
wake, along with monetary policies set to encourage increases in private sector indebtedness, in order to revive

4 Batra uses a simple assumption on this in his model: only the labour force is consuming, and its consumption is at
par with wage incomes (thus no savings). Investment is modelled as a fixed share of total consumption.
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growth and bring down unemployment. This is also true for Europe. Moreover, the financial crisis was seemingly
more severe in countries with a larger increase in the wage-productivity gap and where inequality was also
greater by other measures. Batra’s theoretical explanation for increased debts in the system appears to offer a
novel explanation for the increasing ‘financialisation’ of developed economies in recent decades, as well as
offering criteria for avoiding excessive and harmful financial development.

Figure 1: Excess supply and debt in select countries (decade averages)

Y-axis: Household & general government debt, per cent of GDP
X-axis: Wage-productivity gap, average 1970-2017 = 100
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Sources: BIS, IMF, OECD and TCB.

Thorgeirsson (2017b and 2017c) proposes a symmetric case of excess demand, based on data for the 1970s,
when the wage-productivity gap was lower than in a latter period. As Figure 2 shows, inflation ranged from 5
percent to 13 percent on average in the 1970s, while it averaged between 0 percent and 2 percent in the 2010s.
The disinflation of recent decades is explained by the sluggish growth of labour costs as well as the absence of
demand-pull inflation pressures.> As such, Batra’s theory offers an explanation for the ‘Great Moderation’.
Conversely, the high inflation in the 1970s may indicate that excess demand conditions were at work, validated
by monetary policy mistakes based on a systematic bias in the assessment of potential output. However, the
stagflation in the USA, when inflation was high but growth slow, complicates the story, especially as it was
accompanied by a return to floating exchange rates, the fiscal burden of war and oil price shocks. The case of
Iceland appears to be more clear-cut, and to it we turn next.

5 At a fundamental level, a balanced wage-productivity gap is seen to be helpful in limiting both inflation and
unemployment, often viewed as having a dynamic trade-off in the Phillips curve.
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Figure 2: Excess demand and inflation in select countries (decade averages)

Y-axis: Annual inflation rate, per cent
X-axis: Wage-productivity gap, average 1970-2017 = 100
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Sources: BIS, IMF, OECD and TCB.

The experience of Iceland
Figure 3 shows the fairly volatile development of the wage-productivity gap in Iceland from 1970 to 2017.

Figure 3: Wage-productivity gap in Iceland
(1970-2017 average = 100)
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Based on decade averages, Thorgeirsson (2017a) identifies three distinct economic periods, characterised
respectively by excess demand, balance, and excess supply:

1. Excess demand and high inflation, 1970-1989. In this period, the wage-productivity gap fell as real wage
growth exceeded productivity growth. Labour scarcity was pronounced in the resource based economy. A vicious
inflation-exchange rate cycle generated high inflation and the monetary instability undermined the sense of
economic value. Investment in fixed assets became prominent as a means of preserving value but without
generating an asset bubble. Economic growth was driven by marine products exports. Interestingly, the money
supply, as measured by M3, represented a relatively modest share of GDP, reflecting lesser need for finance.
Exchange rate volatility increased, especially in the 1980s, when inflation was its highest.

2. National reconciliation and economic balance, 1990-1999. A national accord on wage and price
stability was introduced in May 1990, after the exchange rate had been fixed in the prior year. A period of price
stability ensued, which can be said to have endured until the first wave of liquidity problems hit the banking
system, when the overvalued kréna fell and inflation spiked temporarily. Wages rose broadly in line with
productivity growth during the decade. Household debt rose, but this was due to increased market-based
availability of finance following decades of financial repression. Housing prices were stable but equity prices on a
rising trend while exchange rate volatility was less than in the prior decade.

3. Excess supply and over indebtedness, 2000-2017. As the wage-productivity gap was on an upward trend, a
debt and asset price boom developed, straining the macroeconomic management. Following the collapse of the
banking system, conditions in the labour market shifted as unemployment rose sharply. Real wages fell and
productivity growth stagnated. The wage-productivity gap then surged and corporate profits increased.
Household debt peaked in the crisis, but then began to decline while government debt increased sharply. The
exchange rate volatility of the financial crisis was contained with the adoption of capital controls in late 2008.
More recently, the economic recovery has been helped by surging tourist receipts but also the greater balance in
the wage-productivity gap. Meanwhile, profits and the money supply have increased while inflation has remained
below the inflation target. Likely, this is because the money supply is being used more for asset purchases.

Table 1: Wage-productivity gap and stability in Iceland (decade averages)

1970-79 | 1980-89 | 1990-99 | 2000-09 | 2010-17

Wage-productivity gap"' 95.1 91.8 99.6 104.5 109.0
Unemployment, per cent of labour force 1.3 1.6 3.7 3.2 5.1
Inflation, per cent 29.6 39.3 4.2 6.2 3.2
Profits (EBIT), per cent of oper. income* . 3.4 4.8 7.5 8.5
St. dev., daily exch. rate changes, per cent’ 0.63 0.91 0.50 1.20 0.60
Household debt, per cent of GDP 20.8 28.9 62.9 97.7 97.4
General government debt, per cent of GDP 16.3 30.0 56.2 71.3 109.1
House prices, real ' 82.8 75.6 74.1 129.7 137.8
Equity prices, real * . 28.5 76.6 248.1 46.8
Money supply (M1), per cent of GDP 8.2 5.1 8.0 15.8 21.5
Money supply (M3), per cent of GDP 27.8 26.4 36.3 63.6 79.3

1) Average 1970-2017 = 100. 2) 1980-1997 and 2002-2015.
3) Unweighted Av. of ISK viz-a-viz CAD, CHF, DKK, GBP, JPY, NOK, SEK, USD.  4) Av. 1983-2017 = 100.
Sources: Icelandic Statistics Office, Central Bank of Iceland and National Economic Institute.
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In sum, Iceland’s rising wage-productivity gap was associated with a shift from excess demand in 1970-1989, via
better balance during the 1990s, to excess supply conditions in 2000-2017. These three periods help to
characterise economic governance and, among other things, the evolution of inflation (-), unemployment (+),
profits (+) and debt (+) with respect to the gap. A salient insight is that the interests of workers were dominant in
Period 1. More balance characterised Period 2, while in Period 3, corporate interests were dominant. More
recently, with unemployment at low levels, wage growth is outpacing productivity growth again, risking a
reversion to the conditions of Period 1. Inflation expectations, which overestimated the outturn when the wage-
productivity gap was relatively high may now be increasingly underestimating the future outturn if the gap falls
to relatively low levels.

While this categorisation is somewhat simplified, it may serve as a guide to policy formulation based also on
consideration of trends in B. Policies affecting the gap -- such as competition, trade, terms of trade, immigration,
technological change and wage formation -- as well as various measurement issues, are wide-ranging enough to
require a separate discussion, however.

This structured review of Iceland’s economic history also has relevance for the debate on choice of currency and
associated policies. In his earlier writings, Batra alluded to a relationship between distribution and exchange
rates as noted in Thorgeirsson (1988).

“The experience with flexible exchange rates, since the early 1970's, has been fraught with unanticipated
excessive variability and overshooting in the exchange rates of the major industrialized nations. A more
recent assessment of flexible exchange rates is offered by Batra (1988), who proposes that a new period of
instability in foreign exchange markets has begun, reminiscent of the experience of the late 1920's, where
flexible exchange rates contributed to international economic instability. His thesis is that growing wealth
disparity leads to increased speculation in asset markets and imbalances in international trade and capital
flows, ultimately forcing dramatic realignments in currency values.”

Indeed, Batra’s early insights align with his new theory, and the description matches the exchange rate volatility
experienced by the countries caught up in the international financial crisis, especially in autumn 2008.

Thorgeirsson performed estimates of purchasing power parity and other exchange rate models, and found that
exchange rate changes were broadly in line with inflation changes in the 1970-1989 period, with inflation likely
causing the exchange rate changes.® In the 1990s, inflation subsided and with it came more stability in nominal
and real variables. In the 2000-2017 period, the causality changed as the financial boom developed, when rising
debts, both domestically and across borders, became a source of increased exchange rate volatility, to an extreme
degree during the financial crisis. Inflation surged in the wake of the currency collapse, and the economy was
destabilised. As seen in Table 1, exchange rate volatility became markedly greater in the 2000-2009 period,
followed by that seen in the high inflation period of 1980-1989. Interestingly, Batra’s findings also appear to
explain the shifting causality of exchange rate changes in these two distinct periods.

Implications for the currency debate in Iceland

Batra’s theoretical model suggests that it may be possible to reduce inflation and mitigate debt cycles by keeping
wage growth targeted on productivity growth. Of course, introducing such a new target - whether alongside or

6 Prior to the adoption of the IT policy, the exchange rate policy may generally be described as an adjustable peg, with
periods of creeping depreciation, interspersed with sizable devaluations and, rarely, moderate revaluations.
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instead of the more common inflation target together with upper limits to public deficit and debt - is easier said
than done, but it could become a guiding principle, incorporating ongoing adjustments as new information
emerges. Still, aside from exogenous shocks, exchange rate volatility would be expected to become less if B is kept
in balance. Furthermore, economic resilience, or the ability to handle shocks, will presumably increase when
inflation is low and stable and debts are manageable. Furthermore, the increasing integration of the Icelandic
economy with the euro area and the wider global economy could also serve to synchronise domestic and global
business cycles. Such changes could reduce the importance of a floating exchange rate (as in the IT framework) in
Iceland but also make adoption of a common currency a more feasible alternative.

However, if major imbalances were to develop in a sub-set of currency area members, because of imbalances in
the wage-productivity gap or for other reasons, as has been the case lately, this would make membership a less
attractive option. Persistent national imbalances are likely to impose future costs on the other, more balanced
members of the EMU. More generally, large economies with significant such imbalances could be imposing
negative externalities on other economies, as regards their tendency to exaggerate the global financial cycle.

Conclusions

This article has presented the salient elements of the debate on the choice of currency and associated monetary
policies in Iceland, highlighting the challenge of generating stable outcomes in a small open economy. At a time
when Iceland’s integration into the global economy was still modest, the debate focused on the role of a flexible
exchange rate in dealing with asymmetric shocks by emphasising adjustment in prices rather than in output and
employment. In recent years, the Icelandic economy has become more synchronised with other countries,
rendering a fixed regime more attractive. Non-trivial costs for household finances associated with flexible
exchange rate adjustment also came to light in the last financial crisis.

Furthermore, due to the experience from the recent crisis, attention has shifted to the need, irrespective of the
choice of exchange rate regime, to reduce endogenous economic instability through careful macro-economic
monitoring. If future research gives additional support to this theory, such monitoring could include a focus on
maintaining distributional balance. A floating exchange rate regime may then also become less compelling than a
fixed one for Iceland. It would also make the adoption of the common currency a more attractive option, although
this would need to be considered with an eye to the macroeconomic and financial stability of the current EMU
members. Ultimately, however, the adoption of the euro requires membership in the EU, which is a political
decision involving other important and evolving considerations.
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