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Statement of the Monetary Policy
Committee 8 February 2023

The Monetary Policy Committee (MPC) of the Central Bank of Iceland has decided to raise
the Bank’s interest rates by 0.5 percentage points. The Bank’s key interest rate — the rate on
seven-day term deposits — will therefore be 6.5%.

Headline inflation gained pace in January, reaching 9.9%, while underlying inflation
remained flat at 7%. Although the housing market has begun to cool and global inflation has
eased slightly, inflationary pressures are still pronounced and price increases widespread.

The inflation outlook has worsened since the MPC's last meeting, and although inflation
has most likely peaked, bringing it back to target will take longer than previously anticipated.
The deterioration in the outlook stems in particular from the recently finalised private sec-
tor wage agreements, which entail considerably larger pay rises than previously assumed.
Furthermore, the kréna has depreciated, and the outlook is for a larger positive output gap
during the forecast horizon. Added to this is the prospect of a more accommodative fiscal
stance than was provided for in the Bank’s November forecast, even though the fiscal defi-
cit will narrow this year. Long-term inflation expectations are still well above target, and the
Bank's real rate has declined since the MPC's last meeting.

According to the Bank’s new macroeconomic forecast, year-2022 GDP growth measured
7.1%, far above the November forecast and, if the forecast materialises, the strongest GDP
growth rate since 2007. GDP growth is set to weaken in 2023 but the labour market is expect-
ed to remain tight, however.

The MPC considers it likely that the monetary stance will have to be tightened even fur-
ther in coming term so as to ensure that inflation eases back to target within an acceptable
time frame.



Symbols:
Preliminary or estimated data.

Less than half of the unit used.

Nil.
Not available.
Not applicable.

Icelandic letters:

d/P (pronounced like th in English this)

b/P (pronounced like th in English think)

In this report, & is transliterated as d and p as th in personal
names, for consistency with international references, but
otherwise the Icelandic letters are retained.
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Monetary Bulletin in a nutshell

Although pessimism about the global economy has receded, the GDP growth outlook for
advanced economies remains poor. GDP in trading partner countries is expected to be only
0.6% this year, far below the average in recent decades. Global inflation is still high, although
it has subsided from its 2022 peak. Bringing inflation back to target is expected to take some
time, as underlying inflation remains high as well.

In Iceland, GDP growth measured 7.4% over the first nine months of 2022, outpacing the
Bank’'s November forecast. To a large degree, the deviation reflects Statistics Iceland’'s upward
revision of H1 GDP growth from 6.8% to 7.5%. Although leading indicators suggest that GDP
growth eased in Q4, the growth rate for 2022 as a whole has been revised upwards from
5.6% to 7.1% — the fastest calendar-year growth rate since 2007, if the forecast materialises.
GDP growth is still expected to lose pace in 2023. It is estimated at 2.6%, slightly below the
November forecast. The outlook for the forecast horizon as a whole has also deteriorated
marginally.

Total hours worked increased strongly in Q4/2022, after declining in Q3. The labour participa-
tion rate rose as well, and unemployment fell marginally. Other indicators from the labour
market suggest a continued labour shortage, but newly finalised wage agreements could
cut into growth in labour demand. Unemployment is expected to inch upwards and capacity
utilisation to ease during the forecast horizon.

Inflation continued to rise in January, measuring 9.9%. Excluding housing, it measured 8.3%,
its highest since May 2010. Underlying inflation measured 7%, however, as in December.
Long-term inflation expectations are broadly unchanged and remain well above the inflation
target. The recently concluded private sector wage agreements entail considerably larger
pay rises than had been assumed in the Bank’s November forecast. Furthermore, the kréna
is weaker than was projected in November. The inflation outlook has therefore deteriorated
once again. Inflation is projected to average 9.5% in Q1/2023, which is 1 percentage point
above the November forecast but in line with the August forecast. It is still considered to have
peaked but is now expected to ease considerably more slowly than was forecast in November:
it is assumed to exceed 5% throughout this year, remain above 4% until H2/2024, and only
fall below 3% a year after that.

As before, the economic outlook is highly uncertain. The global economic situation will
depend in large part on developments in the war in Ukraine, which unavoidably affects
Iceland as well. Added to this is pronounced uncertainty about developments in the wake of
the newly landed wage agreements, which provide for hefty pay rises at a time of little or no
productivity growth, worsening terms of trade, a weakening currency, and a weaker anchoring
of inflation expectations. Under such conditions, it is possible that the falling exchange rate
and rising wages will push inflation higher than it has been in the past decade. Moreover, not
all wage agreements have been finalised, and wage inflation could therefore turn out higher
than is currently anticipated. Similarly, if the wage agreements expiring a year from now are
renewed on terms similar to those recently negotiated, wages could rise by more in the latter
half of the forecast horizon than is provided for in the baseline forecast.

The analysis appearing here is based on the Bank’s assessment of economic developments since the publication of Monetary

Bulletin 2022/4 in November 2022, and on the updated forecast presented here. It is based on data available in early February.
The risk assessment in the updated forecast is based on the risk assessment in the November forecast.



Economic developments and updated forecast

The global economy

Among Iceland’s main trading partners, GDP grew by
0.5% quarter-on-quarter in Q3/2022, the same as in
Q2 but above the Bank’'s November forecast. Growth
appears to have slowed markedly in Q4, and the out-
look is for a small contraction in Q1/2023.

Chart 1

GDP growth in Iceland's main trading partners'
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1. Seasonally adjusted data. Central Bank baseline forecast Q4/2022 and Q1/2023.

Sources: Refinitiv Datastream, Central Bank of Iceland.

The GDP growth outlook for trading partner
countries continues to be poor for the year as a whole,
owing largely to the effects of high inflation and wors-
ening financial conditions on private sector demand. In
Europe, high energy prices and uncertainty about ener-
gy supplies for the winter have a dampening effect on
economic activity, and in China, the near-term outlook
has deteriorated in tandem with the surge in COVID-19
cases over the past few months. In spite of the COVID
outbreak, the Chinese authorities have eased public
health measures, setting the stage for a sharp increase
in economic activity when case numbers subside again.
The COVID outbreak in China has caused a resump-
tion of manufacturing bottlenecks, but strain on global
supply chains is less pronounced now than in the past
two years, and shipping costs are approaching their
pre-pandemic level.

The employment situation in trading partner
countries remains favourable, however, and many
households still have savings accumulated during the
pandemic and could tap them if necessary. Moreover,
fiscal measures have cushioned against the impact of

rising living costs on domestic demand. Uncertainty
about wintertime energy supplies in Europe has abated
as well, and energy prices have subsided due to unu-
sually mild weather, increased energy saving, sizeable
inventories, and increased importation of natural gas
from suppliers other than Russia. There is still a risk of
natural gas shortages in Europe, however, particularly
in winter 2023-2024.

As a result, the global economic outlook remains
highly uncertain, and as before, developments will
depend to a large degree on how the war in Ukraine
evolves. Economic developments will also depend on
inflation and the effects of worldwide cost-of-living
increases on economic activity.

According to the Bank's baseline forecast, GDP
growth among Iceland’s main trading partners will
measure 0.6% this year. This is in line with the Bank’s
November forecast but only about half of the growth
rate projected in August. Trading partner GDP growth
is expected to rise to 1.4% in 2024, about 0.2 percent-
age points below the November forecast.

Global inflation

Trading partner inflation has risen steeply since mid-
2021. Although it is still high, it appears to have
peaked, and in most trading partner countries, particu-
larly the US, it has already begun to ease in line with
the fall in energy prices.

Chart 2
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Underlying inflation has risen still further in the
majority of trading partner countries, however, and
food prices continue to climb. This is the main reason
the inflation outlook is largely unchanged relative to
the November forecast. Pulling in the other direction,
however, are oil and natural gas prices, which have
fallen more than was projected in November.

Trading partner inflation is expected to aver-
age 5.1% in 2023, or 0.1 percentage points above the
November forecast. For 2024 it is forecast at 2.3%,
which is also slightly above the last forecast. If the
current forecast materialises, average trading partner
inflation will have fallen to just over 3% by late 2023
and to 2% by H2/2024.

Global interest rates

In spite of the poor GDP growth outlook, central banks
in major advanced economies have tightened their
monetary stance in order to ensure that inflation eases
back to target within an acceptable time frame. They
have slowed the pace of interest rate hikes recently,
however, after last year's historically large and rapid
increases.

In line with leading central banks’ forward guid-
ance, market agents expect continued policy rate
increases in the next few months, as inflation is high
and labour markets tight. Yields on long-term US
Treasury bonds have tapered off since the November
Monetary Bulletin, however, although yields have risen
in other major advanced economies.

Terms of trade

Terms of trade for goods and services are estimated to
have improved by 1.4% in 2022, compared to 2.3% in
the November forecast. The deviation from the forecast
is due to a larger-than-expected increase in import
prices. Prospects for 2023 are largely unchanged, with
terms of trade projected to deteriorate by 4%, owing
to lower marine and aluminium product prices and
a continued increase in the price of imported goods.
Terms of trade are expected to deteriorate further in
2024-2025.

Domestic interest rates

The Central Bank Monetary Policy Committee (MPC)
decided to raise interest rates at all of its meetings
in 2022, bringing the Bank's key rate from 2% at the
beginning of the year to 6% by the year-end. The

Bank's real rate started to rise in H2/2022 and is now
-0.7%, based on the average real rate as calculated
from various measures of inflation and one-year infla-
tion expectations. According to the Bank’s January
market expectations survey, respondents expect inter-
est rates to rise slightly higher and then begin to fall in
late 2023. Forward interest rates suggest, however, that
rates are expected to rise further and that they will not
start to ease until next year.

The yield on ten-year nominal Treasury bonds was
6.4% just before this Monetary Bulletin was published,
after rising steadily since mid-2020. A large share of
the increase in long-term nominal rates is due to a
higher breakeven inflation rate, which has nevertheless
declined since H1/2022, after inflation-indexed rates
began to rise. Last year’s rapid rise in short-term rates
caused the nominal yield curve to invert, and two-year
yields are now higher than ten-year yields.

Chart 3
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Exchange rate of the krona

The exchange rate of the kréna has fallen by 3% in
trade-weighted terms since the November Monetary
Bulletin and is now 6% lower than it was a year ago.
This is the lowest average exchange rate since February
2021.

The past few months' depreciation of the kréna
probably reflects the deficit on goods trade and
Icelanders’ more frequent overseas travel. Furthermore,
the short-term interest rate differential with abroad has
narrowed with last year's rapid rise in global interest
rates. The pension funds’ foreign currency purchases
and declining forward FX sales have also put downward



pressure on the kréna, although it has been offset by
currency transactions related to inward foreign direct
investment and inflows into the domestic equity securi-
ties market.

The average exchange rate has been just over
5% lower in Q1/2023 to date than the Bank projected
in November. According to the baseline forecast, the
kréna will strengthen slightly during the latter half of
the forecast horizon, although at the end of the period
it will still be more than 4% weaker than was assumed
in November.

Chart 4
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Money holdings and lending
Year-on-year growth in M3 eased slightly over the
course of 2022 and averaged 9%2% in H2. Growth in cor-
porate deposits gained pace in tandem with increased
economic activity during the year, while growth in
household deposits remained broadly unchanged.

Credit system lending to the corporate sector has
picked up noticeably, with year-on-year growth meas-
uring just over 11% in Q4/2022. Lending to nearly all
sectors increased, although growth is strongest in lend-
ing to construction and services companies. Lending to
households remained virtually flat at around 10% year-
on-year throughout 2022. Towards the end of the year,
new lending tapered off in tandem with reduced real
estate market activity, and the year-on-year growth rate
is therefore likely to ease in the coming term. The pen-
sion funds’ share of year-on-year growth has increased
while the banks' share has decreased, and demand for
inflation-indexed loans has grown in response to the
surge in non-indexed lending rates.

Interest rates on non-indexed mortgages and
rates on corporate loans have continued to rise in tan-
dem with the increase in the Central Bank's key rate.

Chart 5
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lenders consists of pension funds, the Housing and Construction Authority, and the IL
Fund.

Source: Central Bank of Iceland.

Asset prices

In December 2022, house prices in greater Reykjavik
were up 17.4% year-on-year, a full 8 percentage points
less than the peak increase in July. Higher interest
rates and tighter borrower-based measures appear to
have begun to tamp down on demand for housing, as
new lending has diminished, housing market turnover
is down, and the share of first-time buyers has fallen.
Furthermore, the supply of properties in the capital
area has more than trebled since bottoming out in
February 2022, and the average time-to-sale has grown
longer. The baseline forecast therefore assumes that
year-on-year house price inflation will fall swiftly in the

Chart 6
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Sources: Morgunbladid Real Estate Website (mbl.is), Housing and Construction
Authority, Central Bank of Iceland.



coming term and that real house prices will decline
throughout the forecast horizon.

The OMXI10 share price index fell by over a fourth
year-on-year in 2022. Although share prices have risen
somewhat in 2023 to date, the index is still roughly
3% lower than at the time of the November Monetary
Bulletin.

Private consumption

Seasonally adjusted household consumption spending
contracted by 0.6% quarter-on-quarter in Q3/2022. At
the same time, households cut back on saving, reflect-
ing the growing impact of inflation and tighter financial
conditions on household finances. Private consump-
tion grew 7.2% between years, whereas the Bank's
November forecast assumed a growth rate of 5.7%. The
difference is smaller, however, for the first nine months
of the year, when private consumption grew 10.9%
year-on-year and the forecasted growth rate was 9.5%.
The deviation from the forecast is due largely to the
fact that households’ consumption spending turned
out stronger in H1 than had been indicated by previ-
ously published figures from Statistics Iceland.

Chart 7
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and saving rate. Seasonally adjusted figures.

Sources: Statistics Iceland, Central Bank of Iceland.

Household spending remained strong in Q4,
although indicators suggest that year-on-year private
consumption growth lost pace during the quarter.
Owing to more robust growth in the first nine months
of the year plus indications of stronger growth in real
disposable income in 2022 as a whole, private con-
sumption is now estimated to have increased consider-

ably more than was forecast in November. Households’
large-scale payment card use overseas in Q4 points in
the same direction. Households’' consumption spend-
ing is projected to have increased by 8.7% in 2022 as
a whole instead of the 7.1% assumed in the Bank's
November forecast.

Chart 8
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Q1/2019 - Q4/2022
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1. The Gallup Consumer Confidence Index is seasonally adjusted. Central Bank
baseline forecast Q4/2022 for private consumption.

Sources: Gallup, Statistics Iceland, Central Bank of Iceland.

Households have grown more pessimistic as
inflation and debt service burdens have increased.
Because of this, combined with negative base effects
from strong private consumption growth for much of
2022, year-on-year growth in private consumption will
continue to lose momentum. Pulling in the opposite
direction are indications of a more favourable employ-
ment situation than was assumed in November. Private
consumption is projected to grow by 2.5% this year,
marginally below the November forecast. The outlook
is also for slightly slower growth in household con-
sumption in the next two years.

Investment

In the first three quarters of 2022, investment grew by
5.2% year-on-year, about 1 percentage point less than
in the November forecast. Business investment turned
out weaker than previously assumed, while public
investment was stronger.

General business investment (i.e., excluding ener-
gy-intensive industry, ships, and aircraft) contracted
by 2.4% between years in Q3, whereas the November
forecast assumed an increase of 15.5%. The differ-
ence is due in part to the State's purchase of the
newly constructed north building at Austurbakki from
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Landsbankinn, which was previously assumed to take
place in Q4. The State’s purchase entails a transfer of 6
b.kr. from the business sector to the public sector, but
it has no impact on total investment.

Chart 9
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ships and aircraft). Business investment excluding energy-intensive industry and ships
and aircraft. Central Bank baseline forecast Q4/2022 for general business investment.

Sources: Statistics Iceland, Central Bank of Iceland.

Imports of investment goods continued apace
in Q4, and general business investment is estimated
to have grown by over a fifth year-on-year during the
quarter and by 14% in 2022 as a whole. This is below the
November forecast but more in line with the average of
previous years. Total investment is therefore projected
to have grown by 3.8% in 2022, nearly 2 percentage
points below the November forecast. The outlook is for
more rapid growth in investment throughout the fore-
cast horizon, however, which mainly reflects increased
investment activity in the energy-intensive sector.

Public sector finances
The National Budget for 2023 was approved by
Parliament with a deficit of 3% of GDP. If the assump-
tions in the Budget are borne out, the fiscal deficit will
shrink in 2023, even though the deficit in the Budget
as passed is larger by 0.7 percentage points of GDP
than that in the fiscal budget proposal presented in
September 2022. By the same token, the primary deficit
in the Budget is larger than that in the budget propos-
al, which entails a more accommodative fiscal stance
than was provided for in the Bank’s November forecast.
Public sector demand is estimated to have
increased by 0.8% in 2022, whereas the November
forecast assumed that it would remain flat between
years. In large part, this reflects increased public invest-

ment during the year. According to the Budget, the
outlook is for stronger public consumption growth
and weaker investment growth than was forecast in
November. Public sector demand will therefore grow
by 0.8% in 2023, about the same as in the November
forecast. As was assumed then, public sector demand
is projected to grow by just under 2% per year in the
latter half of the forecast horizon.

Exports of goods and services

Total exports grew by 22.9% year-on-year in Q3/2022,
largely because of the continued recovery of tourism.
Tourist numbers grew rapidly alongside increased flight
offerings during the quarter. In H2, tourist arrivals were
on a par with H2/2019 but a scant one-fifth below the
total for H2/2018. Tourist arrivals in 2022 as a whole
totalled 1.7 million, as was forecast in November. On
the other hand, indicators imply that pharmaceuticals
companies’ intellectual property revenues for Q4 were
well in excess of estimates. As a consequence, services
exports are projected to have grown by 56% in 2022
as a whole, well above the November forecast of 46%.
Goods exports developed in line with the previous
forecast, however. Total exports are estimated to have
grown by 22.6% in 2022, or 4.2 percentage points more
than was forecast in November.

The outlook for tourism in 2023 has improved
since November, owing to the prospect of a greater
supply of flights than was previously anticipated.
Demand for travel appears to be buoyant despite the
strong contraction in purchasing power in trading
partner countries, and Google searches for flights to

Chart 10
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Source: Icelandic Tourist Board, Isavia.
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Iceland and accommodation in the country seem to
have increased at the beginning of the year. Over 2
million tourists are projected to visit Iceland in 2023,
and a record number of cruise ships are expected. As
before, these estimates are quite uncertain, owing to
the poor global economic outlook; however, with the
recent relaxation of public health measures in China,
the number of Chinese visitors could grow rapidly in
the coming term. Offsetting the brighter prospects for
tourism are negative base effects from last year's jump
in intellectual property leasing.

A small contraction in goods exports is still
expected as a result of reduced catch quotas in the fish-
ing industry. Total exports are projected to increase by
nearly 3%, broadly as was assumed in November. The
outlook for 2024 and 2025 is also largely unchanged:
tourist numbers are projected to increase modestly
between years, in line with global tourism forecasts,
and other goods exports are expected to grow some-
what.

Imports of goods and services

Goods and services imports increased by 18% in Q3,
over 1 percentage point more than was forecast in
November. The outlook for Q4 has changed markedly,
however, and imports are now projected to have grown
by 18.4% in 2022 as a whole instead of the previ-
ously forecast 16.5%. Services imports have apparently
developed in line with the November forecast, while
goods imports were far stronger, particularly imports
of investment goods and fuels. Goods imports have
surged in the recent term, and in H2/2022, their value
relative to GDP was at its highest since 2006.

Chart 11
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Current account balance

In Q3/2022, the current account balance was positive
by 2.3% of GDP. This is a slightly smaller surplus than
was projected in November, owing to a larger deficit
on the primary income balance, which in turn was due
mainly to stronger-than-expected aluminium company
profits. For 2022 as a whole, the current account is
estimated to have shown a deficit of 1.6% of GDP,
or 0.5 percentage points smaller than was forecast in
November. This reflects a larger surplus on services
trade — due to intellectual property revenues — and
a larger deficit on goods trade. The same pattern will
hold this year, with a larger surplus on services trade
because of the improved outlook for tourism and a
larger deficit on goods trade than was previously envi-
sioned. The current account deficit for the year as a
whole is projected at 2.4%, broadly as was forecast in
November. As in November, the deficit is expected to
widen throughout the forecast horizon.

GDP growth

GDP growth measured 7.3% year-on-year in Q3/2022.
For the first nine months of the year it measured
7.4%, some 1.2 percentage points above the Bank’s
November forecast. To a large degree, the deviation
reflects Statistics Iceland’s upward revision of H1 GDP
growth from 6.8% to 7.5%.

Chart 12
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Sources: Statistics Iceland, Central Bank of Iceland.

It appears that domestic demand growth in
Q4 outpaced the forecast as well, largely because of
stronger-than-expected private consumption and a
more positive contribution from net trade. Year-on-
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year GDP growth is estimated at 6.3% for Q4, well
above the November forecast of 4%. Because of
stronger private consumption and more favourable
net trade, GDP growth for 2022 as a whole is projected
at 7.1%, or 1.5 percentage points above the previ-
ous forecast. This would be the fastest calendar-year
growth rate since 2007.

As was assumed in November, growth is expected
to ease in 2023. For the year as a whole, it is projected
at 2.6%, or 0.2 percentage points less than was forecast
in November. The outlook for the forecast horizon as
a whole has deteriorated, mainly because of the pros-
pect of weaker private consumption growth and less
favourable net trade, which will be offset in part by
investment, particularly in the energy-intensive sector.

Employment and unemployment
According to the Statistics Iceland labour force survey
(LFS), seasonally adjusted total hours worked grew
by 3.7% quarter-on-quarter and 5.9% year-on-year in
Q4/2022. This is a far larger increase than was provided
for in the Bank's November forecast, which assumed
that total hours would decline marginally after a con-
traction in Q3. Developments in Q4 can be attributed
to job growth, which in turn is due to increasing popu-
lation growth and a steep rise in labour participation.
Data from the pay-as-you-earn (PAYE) register indicate
a similar increase in job numbers.

The LFS indicates that seasonally adjusted unem-
ployment measured 3.7% in Q4, a slight decline relative
to Q3, whereas registered unemployment was even
lower, at 3.4%.

Chart 13
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(LFS). Persons aged 16-74 years old. Three-month moving average of seasonally
adjusted figures.

Source: Statistics Iceland, Central Bank of Iceland.

The results of Gallup’s winter survey suggest that
firms' interest in recruiting workers remains strong.
For the most part, however, the survey was carried out
before the first private sector wage agreements were
renewed, and the significant cost increases entailed in
those contracts could cut into demand for labour in the
near future. The baseline forecast therefore assumes
that total hours worked will ease more quickly over
the forecast horizon and that unemployment will rise
more than was projected in November. Unemployment
according to the LFS is expected to measure 4% in
2023 and rise to 4.6% by the end of the forecast hori-
zon. Registered unemployment is expected to follow a
similar pattern.

Resource utilisation

According to the seasonally adjusted results of Gallup's
winter survey, 54% of corporate executives — still a
historical high — considered themselves short-staffed.
A comparable share of respondents reported that their
firms would have difficulty responding to an unex-
pected increase in demand. The resource utilisation
(RU) indicator, which combines various indicators of
factor utilisation, declined for the second quarter in a
row, yet it still indicates significant demand pressures
in the economy.

Statistics Iceland’s revised national accounts fig-
ures imply that the output gap was wider in 2022 than
previously estimated. According to the Bank’s forecast,
demand pressures will be greater throughout the

Chart 14

Capacity utilisation’
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Standard deviations

% of firms

0 2
"06''07"108 109" 10" 11127113147 15" 1671718192021 22

— Firms operating near or
above full capacity (left)

= Firms reporting shortage
of labour (left)

RU Indicator (right)

1. Indicators of capacity utilisation are based on the Gallup Sentiment Survey
conducted among Iceland’s 400 largest companies. The resource utilisation
indicator (RU indicator) is the first principal component of selected indicators of
capacity utilisation; it is scaled so that its mean value is 0 and the standard
deviation is 1. A more detailed description can be found in Box 3 in MB 2018/2.
Seasonally adjusted figures. Broken lines show period averages.

Sources: Gallup, Central Bank of Iceland.
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forecast horizon than was assumed in the November
forecast. The output gap is expected to narrow as the
forecast horizon advances, however. It is projected to
measure 12% of potential output in 2023 but to have
almost closed by the end of the period.

Inflation

Inflation averaged 9.4% in Q4/2022, as was forecast
in the November Monetary Bulletin. The CPI rose by
0.85% month-on-month in January, and twelve-month
inflation increased to 9.9%, thereby realigning with its
July 2022 peak. This was the largest month-on-month
rise in the January CPI since 2002. Inflation excluding
housing rose as well, to 8.3%, its highest since May
2010. Underlying inflation was unchanged between
December and January, however, at 7% in terms of the
average of various measures.

House prices were still the main driver of inflation
in Q4, although the pace of price increases has eased
in the recent term. The rise in food prices continues
unabated, however, measuring 10.8% year-on-year
in January. Higher prices in trading partner countries
and the recent depreciation of the kréna have pushed
imported goods prices sharply upwards, and the cost
of inputs has risen as well. Domestic goods prices have
also risen, by just over 11% between years.

Furthermore, large price list increases and hikes in
public levies took effect in January, and public services
prices were 7.5% higher than a year earlier. Winter sales
were deeper this year than last year, however, offset-
ting the price hikes to a degree. The year-on-year rise
in private services prices has maintained a steady pace
in recent months, measuring 6.6% in January. Inflation

Chart 15
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1. Underlying inflation shows the average of five different measures.
Sources: Statistics Iceland, Central Bank of Iceland.

is therefore quite widespread, as there are still strong
demand pressures in the economy, and it appears that
many firms are passing cost increases through to prices
to a greater degree than before.

The general wage index rose by 9.4% year-on-
year in Q4/2022. Wage agreements affecting some 80%
of private sector workers were renewed in December,
supplanting the previous contracts. The new agree-
ments were retroactive to 1 November 2022 and
remain in effect through end-January 2024. The main
provisions include a 33,000 kr. general pay rise, plus an
increase of 35,000-52,000 kr. in wage scales for lower
wages but a 6.75% increase for higher wages, subject
to a maximum pay rise of 66,000 kr. In addition, wages
will rise as a result of further changes to wage tables,
and the GDP growth supplement has been brought
forward and will be paid out simultaneously.

These wage agreements are both costlier and
more front-loaded than was assumed in the Bank's last
baseline forecast, and the outcome is similar to that
in the alternative scenario published in the November
Monetary Bulletin providing for larger pay rises. In the
last baseline forecast, wages per hour were estimated
to have increased by 7.8% between annual averages in
2022 and were projected to rise another 6% in 2023, for
a total of 14.3% over the two years combined. They are
now estimated to have risen by 8.6% in 2022, followed
by 9.4% this year, or 18.8% over the same two-year
period.

This is uncertain, however, as negotiations with a
number of employee groups are still outstanding. The
current baseline forecast assumes that the remaining
wage agreements will be similar to those recently final-
ised. Furthermore, because of the significant shortage
of labour, there is the risk of further wage drift in the
implementation of wage agreements.

Chart 16
Cumulative wage increases 2022-2023
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Source: Central Bank of Iceland.
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In view of these large pay rises, wage develop-
ments in the latter half of the forecast horizon have also
been revised upwards. The outlook is for a 9% increase
in unit labour costs in 2023 and a total increase of just
over 18% in 2022 and 2023 combined, or 5 percentage
points more than was assumed in November. If this
projection materialises, this year's rise in unit labour
costs will be the largest in a single year since 2006.

Chart 17

Long-term inflation expectations in the market'

gl

Market agents' inflation expectations (%)

3 =
2

1
" 2018 2019 2020 2021 2022

Breakeven inflation rate (%)

N WAoo
g

2018 | 2019 2020 2021 " 2022

— Syr — 10yr 5yr5yr — Inflation target

1. Median value of market agents' inflation expectations according to Central Bank
survey (Q1/2018-Q1/2023) and breakeven inflation rate in the bond market (monthly
averages January 2018-January 2023).

Source: Central Bank of Iceland.

Recent surveys show that inflation expectations
are broadly unchanged between surveys by most
measures and are well above the Bank's inflation tar-
get. According to the Bank’s market expectations sur-
vey, respondents still expect inflation to measure 4% in
two years’ time. Corporate executives and households
are more pessimistic, however, and expect inflation to
fall even more slowly. Executives still expect it to aver-
age 4% over the next five years, whereas households
expect it to average 5% over the same period. Market
agents are more upbeat about the long-term outlook,
however. They expect inflation to average 3.5% in the
next five years and 3.3% in the next ten years. Their
expectations have fallen marginally between surveys,
as has the breakeven inflation rate in the bond market.
The five-year breakeven rate five years ahead was 3.6%
at the beginning of February, down from an average of
3.9% in November.

The inflation outlook

Even though inflation was in line with the November
forecast in Q4, it looks set to be higher and more
persistent in 2023 and 2024 than was projected in
November. It is expected to measure 9.5% in Q1/2023
and 7.7% in Q2. In particular, the bleaker outlook
reflects the far greater increase in wage inflation, as
well as the fact that the kréna has depreciated more in
the recent past than was assumed in November. Added
to this is the prospect of a wider output gap for much
of the forecast horizon. In the short run, though, the
housing market has started to cool and global infla-
tion has fallen slightly faster in the recent term than
was previously expected. On the other hand, there is
the risk that inflation will turn out more persistent in
Iceland than in neighbouring countries, where it has
been driven more by spiking energy prices, which are
now receding. Furthermore, long-term inflation expec-
tations in Iceland appear to be less firmly anchored to
the target than before.

Chart 18
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Sources: Statistics Iceland, Central Bank of Iceland.

According to the baseline forecast, inflation will
therefore fall more slowly than was projected in
November. It is forecast to average 4.2% in 2024 and
not fall below 3% until H2/2025, conditional upon the
interest rate path in the baseline forecast.
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Appendix

Forecast tables

Table 1 GDP and its main components’

2021 2022

Private consumption 7.7 (1.7) 8.7 (7.1)
Public consumption 2.2 (2.2) 1.9 (1.6)
Gross capital formation 123 (12.3) 3.8 (5.6)
Business investment 19.1 (19.1) 3 (14.0)
Residential investment -52(-5.2) -1.9 (-1.6)
Public investment 18.7 (18.7) -6.0 (-10.8)
National expenditure 7.1(7.1) 5.8 (5.1)
Exports of goods and services 12.7 (12.7) 22.6 (18.4)
Imports of goods and services 20.3 (20.3) 184 (16 5)
Gross domestic product (GDP) 4.4 (4.4) 1(5.6)
GDP at current prices (ISK trillions) 3.25 (3.25) 3.76 (3.71)
Public sector demand? 4.2 (4.2) 0.8 (-0.1)
Total investment (% of GDP) 22.7 (22.7) 22.3 (22.7)

1. Year-on-year change (%) unless otherwise specified (figures in parentheses are from the forecast in MB 2022/4).
2. Public sector demand in the expenditure accounts is the sum of public consumption and public investment.

Sources: Statistics Iceland, Central Bank of Iceland.

Table 2 Global economy, external conditions, and exports’

2021 2022
Marine production for export 8.5 (8.5) 6 (1.4)
Aluminium production for export? 0.7 (0.7) 3(1.8)
Goods exports, total 7.3 (7.3) 8 (1.2)
Services exports, total 21.7 (21.7) 56.1 (46.3)
Contribution of net trade to GDP growth (percentage points) -2.7 (-2.7) 1.3 (0.5)
Terms of trade for goods and services 3.6 (3.6) 14 (2.3)
Trade balance (% of GDP) -1.8 (-1.8) 1(-0.3)
Current account balance (% of GDP) -1.7 (-1.6) -1.6 (-2.1)
Inflation in main trading partners? 2.8 (2.8) 76 (1.7)
GDP growth in main trading partners® 5.8 (5.7) 33(3.1)

1. Year-on-year change (%) unless otherwise specified (figures in parentheses are from the forecast in MB 2022/4).
2. According to Statistics Iceland’s external trade data.
3. Forecast based on Consensus Forecasts, IHS Markit, IMF, and OECD.

Sources: Consensus Forecasts, IHS Markit, International Monetary Fund, OECD, Refinitiv Datastream, Statistics Iceland, Central Bank of Iceland.
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Table 3 Employment, wages, and factor utilisation’

2021 2022 2023 2024 2025
Total hours worked? 2.7 (2.7) 6.7 (5.2) 2.2 (2.1) 0.6 (1.7) 1.3 (0.9)
Unemployment (% of labour force)? 6.0 (6.0) 3.8 (3.8) 4.0 (3.8) 4.4 (4.0) 4.6 (4.3)
GDP per hour worked? 1.7 (1.7) 0.4 (0.4) 0.4 (0.6) 1.9 (0.8) 0.9 (1.4)
Unit labour costs* 4.7 (4.7) 8.4 (7.5) 9.0 (5.4) 5.1(5.2) 4.4 (3.6)
Real disposable income® 57 (5.7) 4.9 (3.0) 1.0 (-0.5) 23 (29 29 (3.0
Output gap (% of potential output) -13(-1.2) 24 (1.1) 1.6 (1.1) 1.3 (0.5) 0.4 (0.3)

1. Year-on-year change (%) unless otherwise specified (figures in parentheses are from the forecast in MB 2022/4).

2. According to Statistics Iceland labour force survey (LFS).

3. Based on hours worked according to Statistics Iceland labour force survey (LFS).

4. Compensation of employees as a share of GDP, constant prices.

5. Ratio of disposable income to private consumption price index. Disposable income according to Central Bank estimate, based on Statistics Iceland’s sector accounts.

Sources: Statistics Iceland, Central Bank of Iceland.

Table 4 Exchange rate and inflation’

2021 2022 2023 2024 2025
Trade-weighted exchange rate index? 2.5(2.5) 3.1 (3.7 -6.1(-1.2) -0.1 (0.0) 1.2 (0.0)
Real exchange rate (relative consumer prices) 39 (3.9 39 4.2) -4.3 (-0.3) 1.7 (1.3) 2.4 (0.7)
Inflation (consumer price index, CPI) 44 (4.4) 8.3 (8.3) 7.2 (6.0) 4.2 (3.6) 32 (2.8)

1. Year-on-year change (%) unless otherwise specified (figures in parentheses are from the forecast in MB 2022/4).
2. Average exchange rate in terms of narrow trade basket. Positive figures represent an increase in the exchange rate of the kréna versus the average of other currencies.

Sources: Statistics Iceland, Central Bank of Iceland.

Table 5 Quarterly inflation forecast (%)’

Inflation Inflation (annualised quarter
Quarter (vear-on-year change) -on-quarter change)

Measured value

2022:1 6.2 (6.2) 8.3 (8.3)
2022:2 7.9 (7.9) 13.7 (13.7)
2022:3 9.7 9.7) 10.8 (10.8)
2022:4 9.4 (9.4) 5.0 (4.8)
Forecasted value
2023:1 9.5 (8.5) 8.5 (4.9)
2023:2 77 (6.7) 6.4 (6.5)
2023:3 5.9 (4.6) 3.7 23)
2023:4 5.8 (4.4) 46 (3.7)
2024:1 4.6 (3.9) 3.8 (3.0)
2024:2 4.4 (3.6) 5.6 (5.3)
2024:3 4.0 (3.4) 19(1.7)
2024:4 3.8 (34) 3.7 (34
2025:1 34 (3.1) 24 (2.1)
2025:2 3.2 (2.9 49 (4.3)
2025:3 3.12.7) 1.3 (1.0)
2025:4 2.9 (2.6) 3.1(2.8)
2026:1 27 17

1. Figures in parentheses are from the forecast in MB 2022/4.

Sources: Statistics Iceland, Central Bank of Iceland.
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