How Iceland Can
Lower Inflation
Without Stalling Growth

A practical roadmap for a small, open economy

Cooling the Fire Without Freezing
Growth: How Iceland Can Tame
Inflation

Inflation hits everyone, but in a small open economy like Iceland it can feel especially
relentless: prices react quickly to currency swings, global energy and food shocks, and
sudden tourism-driven demand. When the economy runs hot, the central bank often has to
lean hard on interest rates—which can then squeeze households and businesses fast.

The good news is that lower inflation isn’t just about higher rates. It’s also about making the
economy less prone to bottlenecks and price spirals. Here are practical, real-economy shifts
that can help Iceland keep price growth steadier while still supporting jobs and living
standards.

1) Keep demand from overheating (so rates don’t have to do
all the work)

When demand grows faster than the economy’s ability to supply goods, services, and
housing, prices rise. In Iceland that can happen quickly—especially when tourism surges,
credit expands, or public and private spending accelerate at the same time.

What helps:

e Countercyclical fiscal policy — save more in boom years (or spend more slowly) and use
buffers in downturns, so the economy doesn’t repeatedly slam into capacity limits.



e Targeted support instead of broad stimulus — when inflation is high, focus on
households most affected by price spikes rather than across-the-board measures that lift
overall demand.

e Macroprudential guardrails — use loan-to-value and debt-service rules to prevent credit-
fueled surges that push up housing and consumer prices.

Key idea: In a small economy, demand management is less about “stopping growth” and
more about smoothing it—avoiding sharp booms that inevitably end in sharp tightening.

2) Fix the housing pressure cooker (and take a big bite out of
inflation)

Housing is often the amplifier in Iceland’s inflation story: limited supply meets fast-changing
demand, and prices (and rents) respond quickly. If housing costs keep surging, inflation
becomes harder to tame without significant interest-rate pain.

What helps:

e Faster, simpler permitting — reduce delays and uncertainty so builders can respond to
demand while it’s still manageable.

e More serviced land and infrastructure coordination — align local infrastructure
investment with housing targets so projects don’t stall on roads, utilities, or school
capacity.

e Construction productivity — support modern building methods (standardization,
modular construction where suitable) to expand supply without pushing costs up as fast.

e Better rental market functioning — stable, transparent rules that encourage long-term
rental supply can reduce sudden rent spikes that spill into overall inflation.

3) Reduce imported inflation: stabilize the “outside”
pressures
Because Iceland imports so much—food, fuel, materials, and many consumer goods—global

shocks and exchange-rate moves can show up rapidly in domestic prices. You can’t control
global prices, but you can reduce how strongly they transmit into everyday costs.



Source of imported inflation

Currency swings

Energy and fuel shocks

Imported building materials

Global food price spikes

What can reduce the impact

Stronger policy credibility, prudent buffers, and

reduced boom-bust cycles that can destabilize the
exchange rate

Efficiency measures, electrification where feasible,
and resilient supply arrangements

More predictable construction pipeline and
competition in sourcing, plus productivity gains in
building processes

Diverse suppliers, reduced frictions in imports, and
competitive retail/distribution

4) Align wages with productivity (so pay rises don’t
automatically become price rises)

Rising wages are not the enemy—real wages improving is a core goal. The inflation risk
appears when wage growth persistently runs ahead of productivity (output per worker). In

that case, businesses often raise prices to cover costs, and a wage—price spiral becomes more

likely.

What helps:

e Clear, shared benchmarks — wage agreements that explicitly reference productivity
trends, competitiveness, and inflation goals can reduce uncertainty and “catch-up”

bargaining later.

e Focus on real wage growth through productivity — training, better technology adoption,
and improved work processes allow wages to rise sustainably without stoking inflation.

e Better data and transparency — timely sector-level productivity and profitability
indicators help negotiations reflect economic reality rather than guesswork.

Practical framing for negotiations: “How do we raise living standards and keep Iceland
competitive?” If the plan is “prices will cover it,” inflation usually does.

5) Make Iceland easier to supply: more competition, higher
productivity, fewer bottlenecks



Inflation becomes persistent when supply can’t respond—because markets are concentrated,
logistics are costly, regulation is complex, or scaling up is simply hard. Strengthening
productivity and supply capacity is slower than rate hikes, but it’s the most durable anti-
inflation strategy.

Two levers matter most:

e Stronger competition in key sectors — in areas like groceries, construction inputs,
transport/logistics, and telecom, more contestability can reduce markups and improve
service. That can mean lowering barriers to entry, simplifying import procedures,
improving price transparency, and ensuring effective competition enforcement.

e Higher economy-wide productivity — invest in skills, digitalization, and infrastructure
that reduce the cost of doing business. When firms can produce more with the same
resources, price pressures ease even when demand is solid.

What this looks like in practice:

1. Speed up investment that removes bottlenecks — ports, transport reliability, energy
systems, and digital connectivity that reduce costs across many sectors.

2. Support innovation and scale — help high-productivity firms grow (including exporting),
which raises supply capacity and strengthens the currency over time.

3. Cut “hidden costs” — reduce administrative complexity and unpredictability that quietly
raises prices for consumers and discourages supply expansion.

Conclusion: the practical takeaway

Lower inflation in Iceland is most achievable when demand is steadier and supply is more
flexible. That means avoiding boom-bust overheating, building enough homes, keeping wage
growth anchored in productivity, boosting competition, and reducing the pass-through from
global price shocks.

If you remember one action-oriented checklist, make it this:

(O Use fiscal and financial tools to prevent overheating before it starts

(O Treat housing supply as core inflation policy, not just social policy

(O Coordinate wage growth with productivity gains and clear data

(O Open up and pressure-test competition in high-cost, high-impact sectors

O Invest in productivity and infrastructure that expands supply capacity long-term



