Monetary Policy Strategy

The objective of the monetary policy of the Central Bank of iceland is to promote price
stability, and in so doing contribute to general economic weli-being in iceland. Act no.
92/2021, on the Central Bank of Iceland, states that price stability is the objective of
monetary policy. Decisions on applying the Bank's monetary policy instruments are taken
by the Monetary Policy Committee of the Central Bank of Iceland.

The price stability objective of monetary policy is specified in the Declaration on inflation
target and a change in the exchange rate policy, adopted by the Prime Minister and the
Board of Governors of the Central Bank on 27 March 2001. The Declaration sets a target
annual inflation rate generally as close as possible to 2%2%. The Bank's inflation target is
based on the broadest measure of households’ consumption basket, which is the 12-
month change in the Consumer Price Index as calculated by Statistics Iceland.

Given the symmetrical nature of the inflation target, the Monetary Policy Committee
regards deviations, whether on the upside or downside, as equally undesirable. If inflation
deviates by more than 1%2 percentage points from the target, the Central Bank must
publicly explain to the Government the reasons for this, how the Bank intends to respond
and how long it expects it will take to reach the inflation target again.

Decisions on the application of the Bank's monetary policy instruments taken by the
Monetary Policy Committee are aimed at ensuring inflation will be as close as possible to
the 2%2% target in the medium term. The Committee also considers other price indicators
and measures of underlying inflation when formulating monetary policy, as these often
provide indications of likely medium-term inflation developments.

Inflation can deviate from the target in the short term. In assessing an appropriate
response in such circumstances, the Monetary Policy Committee takes into account the
overall economic situation and an assessment of how persistent the deviation can be
expected to be. The length of time the Committee allows itself to reach the inflation target
depends, for instance, on the magnitude of the deviation, the Committee's assessment of
how costly it could prove in terms of lost economic activity, and whether adjustment could
undermine financial stability. The Committee recognizes that persistent deviations can
undermine the credibility of the inflation target, and therefore other factors can only be
given consideration in the formulation of monetary policy as long as they do not
undermine the price stability objective and the anchoring of inflation expectations.

The Monetary Policy Committee makes an independent assessment of the economic
situation and prospects, and the development of all factors that can affect the inflation
outlook. The Committee takes into account that the effects of the Central Bank's interest
rate decisions and market actions on inflation and the economy appear with a delay. For






