
I Overview of macroeconomic and inflation 
forecast

New presentation of the forecast

The Central Bank’s macroeconomic and inflation forecast is pre-
sented in a new form in this edition of Monetary Bulletin. Until now 
the baseline forecast has assumed an unchanged policy rate and 
exchange rate across the entire forecast horizon. The current forecast, 
however, is based on a policy interest rate path reflecting medium-
term expectations of market agents and analysts. The exchange rate is 
forecast using the Central Bank’s macroeconomic model. This forecast 
is now called the baseline forecast.

Two alternative scenarios are presented. One assumes an 
unchanged policy rate across the forecast horizon. It is therefore 
comparable with the previous baseline scenario, except that the 
exchange rate, instead of being held constant across the horizon, is 
forecast from the interaction between uncovered interest rate parity 
and the deviation from purchasing power parity. The other alternative 
scenario is broadly the same as that published in Monetary Bulletin 
in March, which uses a simple monetary policy rule to ensure that the 
inflation target will be attained over the forecast period. 

One aim behind publishing three inflation paths is to play down 
the focus on individual paths, to reflect more closely the inevitable 
uncertainty about the way that economic developments will unfold, 

Economic and monetary developments and prospects1

The inflation outlook deteriorates due to depreciation 
of the króna and rising wage costs

The inflation outlook has shown a marked deterioration since the last Monetary Bulletin was published on 
March 30. Contributing factors are a depreciation of the króna coupled with soaring domestic demand and 
mounting pressures in the labour market. Although an exchange rate adjustment was inevitable sooner or later 
and the exchange rate is currently broadly consistent with long-term stability, it began sooner and took place 
faster than is desirable from the viewpoint of the inflation target. Only part of the impact of exchange rate 
movements has been passed through to inflation and could be felt more quickly if the króna depreciates even 
further. The recent agreement to raise wages over and above the settlement made in 2004 will fuel inflationary 
pressures even further in the current climate. While there are some signs of a slowdown in demand growth in 
the near future, it is still premature to claim that a turning point has been reached. Macroeconomic imbal-
ances are so great that a sharp contraction in demand is probably inevitable before balance is restored. Over 
the medium term a more timely tightening of the monetary stance might actually soften the adjustment by 
bringing it about sooner. Increased inflation expectations and the recent króna depreciation have countered 
the tightening of the policy interest rate. Even if the policy rate is raised to bring it in line with expectations 
of market agents and analysts, there is virtually no likelihood of attaining the inflation target within the next 
two years. Nonetheless, if the policy rate is raised substantially, the outlook is that the inflation target could 
be attained within an acceptable period of time. 

1.  This article 
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especially in the current climate. By no longer assuming an unchanged 
policy rate and exchange rate across the entire horizon, the baseline 
forecast should also be more realistic and internally consistent. The 
new presentation of the forecast and arguments supporting the 
changeover are discussed in Box VIII-3. The three forecast paths are 
referred to in discussion of economic developments in the main text 
but the risk profile refers to the baseline forecast. 

This edition of Monetary Bulletin presents an inflation 
forecast until Q2/2008 and the first macroeconomic forecast for 
the whole of 2008. A detailed overview of the development of 
the main variables in the baseline forecast is given in Table 1 in the 
Tables and charts section.

 
Outlook for marginally higher growth in 2006 and a contraction 

in subsequent years ...

According to the new baseline forecast, domestic demand and GDP 
growth are likely to be somewhat higher than forecast in Monetary 

Bulletin in March, despite a lower export growth projection. However, 
domestic demand is also forecast to contract more sharply in 2007, 
mainly due to a downward revision of the outlook for residential 
investment. Slower domestic demand growth is largely due to the 
policy rate being on average one percentage point higher next year 
than in the March baseline forecast. Offsetting this, imports are now 
expected to drop more sharply which, combined with robust export 
growth, will leave GDP growth in 2007 higher than in the March fore-
cast, at almost 2%. The outlook for 2008 is that domestic demand will 
shrink and GDP will contract slightly, in spite of a surge in aluminium 
exports. 

A contraction is inevitable if macroeconomic balance is to be 
restored reasonably quickly. Despite a slightly smaller positive output 
gap following a revision of historical data for the capital stock, it is 
expected to remain quite pronounced in 2006 and 2007. It will gradu-
ally wane in 2008 and turn slightly negative.

... but the inflation outlook has turned much bleaker

Although the positive output gap is not quite as large as previously 
thought and will gradually abate over the coming years, the inflation 
outlook has turned much bleaker since the last Monetary Bulletin 
was published in March. Part of the explanation lies in a sharp depre-
ciation of the króna, by almost 9% this year and more than 11% in 
2007 compared with the March forecast assumptions. Accordingly, 
the exchange rate index will stand at just over 131 at the end of the 
forecast horizon, leaving the króna just under 2½% weaker than at 
the start of the forecast period. 

Wage costs also look set to rise much faster in the near term 
than in previous Central Bank forecasts. One reason is the recent pri-
vate sector wage agreement. The baseline forecast assumes that unit 
labour costs will rise by 7-8% in 2006 and 2007, and by more than 
4% in 2008. Such a leap in unit labour costs inevitably implies strong 
inflationary pressures which could push inflation expectations higher 
and feed inflation even further. 



ECONOMIC AND MONETARY
DEVELOPMENTS AND PROSPECTS

M
O

N
E

T
A

R
Y

 
B

U
L

L
E

T
I

N
 

 
2

0
0

6
•

2

7

So far this year the Central Bank has underforecast inflation by 
quite a wide margin. The impact of the weaker króna than assumed 
in the March forecast has been transmitted to prices quite swiftly. 
Inflation has now already overshot the peak that was forecast in 
Monetary Bulletin in March. It seems likely to go on surging to reach 
almost 11% at the end of 2006. Afterwards inflation will slow down 
and fall below 7% two years hence, which is still almost two percent-
age points above the March forecast, although that forecast assumed 
an unchanged policy rate and exchange rate across the horizon. In 
the alternative scenario presented in March, which assumed that 
the króna would depreciate, inflation dipped below 6%. The infla-
tion outlook is therefore totally unacceptable over the entire forecast 
horizon.

Growth similar for most of the time in the alternative scenarios, but 

will contract faster if the monetary stance is tighter ...

The three forecast paths show very similar prospects for the economy 
in 2006. Further along the horizon, domestic demand and GDP 
growth contract by considerably more in the scenario based on 
applying a monetary policy rule, which raises the policy rate sharply 
to attain the inflation target at the end of the forecast period. The 
baseline forecast and the alternative scenario based on an unchanged 
policy rate show that the monetary stance is too lax, causing a slower 
return to balance. Eventually, however, a contraction is unavoid-
able, whether the stance is tightened or not – the contraction will 
last longer, the weaker the monetary response, and imbalances will 
be more pronounced and take longer to unwind if the stance is not 
tightened in good time. If a timely response is not made, the economy 
will remain in contraction at the end of this decade, whereas healthy 
GDP growth will have been achieved in the scenario with stronger 
monetary policy responses. 

Table I-1  Inflation developments and outlook
Year-on-year changes in the CPI (%)

  Alternative scenario  Alternative scenario

 Baseline with unchanged applying monetary

 forecast policy rate policy rule

Quarter 

2005:1 4.4 4.4 4.4

2005:2 3.2 3.2 3.2

2005:3 4.2 4.2 4.2

2005:4 4.3 4.3 4.3

Annual average 4.0 4.0 4.0

2006:1 4.5 4.5 4.5

2006:2 7.6 7.6 7.6

2006:3 9.5 9.5 9.5

2006:4 10.9 10.9 10.9

Annual average 8.1 8.1 8.1

2007:1 10.8 10.8 10.7

2007:2 11.0 11.1 10.7

2007:3 9.0 9.1 8.4

2007:4 8.0 8.2 7.1

Annual average 9.7 9.8 9.2

2008:1 6.8 7.0 5.6

2008:2 5.7 5.8 4.1

Sources: Statistics Iceland, Central Bank of Iceland.
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... enabling the target to be attained by the end of the 

forecast horizon 

Table I-1 shows the inflation outlook until mid-2008 as projected in 
the Central Bank’s baseline forecast and alternative scenarios. The sce-
nario with an unchanged policy rate produces broadly the same infla-
tion outlook as the baseline forecast. The scenario with endogenous 
policy responses, on the other hand, indicates that inflation can be 
brought down to roughly 4% by mid-2008 and the target attained in 
the following quarter. That scenario implies a much more favourable 
inflation outlook, because its monetary stance is much tighter, even 
though the path is similar. The inference is that, in order to attain the 
target, the monetary stance needs to be tightened by substantially 
more than market agents and analysts have forecast. 

Inflation outlook fraught with uncertainties

Presenting scenarios based on different assumptions underlines the 
uncertainties that shroud the outlook for the coming years. Yet each 
separate scenario is fraught with uncertainties as well. An attempt 
is made to estimate the main uncertainties and show the changes 
implied by their deviations from the baseline forecast. An overall risk 
profile for the baseline forecast is then produced on the basis of these 
special risk factors and the alternative scenarios. The risks are broadly 
unchanged since March, except that short-term inflation is more likely 
to be underforecast now than overforecast. Two years ahead the risk 
profile is basically symmetric, unlike the March forecast which was 
tilted quite sharply to the upside.

50% confidence interval

75% confidence interval

90% confidence interval

Inflation target

CPI

Chart I-2

Central Bank inflation forecast
Forecasting period: Q2/2006 - Q2/2008

Source: Central Bank of Iceland.
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II External conditions and exports

Global economic conditions have on the whole been favourable 
recently and the short-term outlook is fair. Most of Iceland’s trading 
partner countries recorded fairly strong GDP growth in Q1/2006. 
Icelandic exporters have been in a position to take advantage of these 
favourable conditions with the substantial strengthening of their com-
petitive position after the króna depreciated. The real exchange rate 
has fallen markedly in recent months. However, global inflationary 
pressures have been mounting since the last Monetary Bulletin was 
published in March, putting upward pressure on interest rates and 
expectations about how they will develop. Coupled with underlying 
imbalances in the global economy – reflected in the large and widening 
US current account deficit – this development has caused some unrest 
in markets recently, for example volatility in equity and commodity 
markets. A downturn in external financial conditions, connected with 
major shocks or rapid shifts in the world trade position, could prove 
quite detrimental for macroeconomic conditions in Iceland. 

European recovery firms up

GDP growth gained momentum in Europe in Q1/2006 and most 
indications are that the recovery is firming up. Twelve-month growth 
in the euro area in Q1 was 1.9%. Another positive sign is that the 
main driver of GDP growth is increased private consumption, which 
has been sluggish in responding to the recent economic upturn in the 
euro area. Hitherto, GDP growth has mainly been driven by increased 
exports. Joblessness has been steadily declining since the second 
half of 2004. Unemployment in the euro area currently runs at 8%, 
whereas it is 0.3 percentage points higher in the EU as a whole. An 
upbeat outlook in both France and Germany indicates that this trend 
will broadly continue. Industrial production growth has been robust so 
far in 2006, but lags behind the pace experienced in the US. Surveys 
also suggest improved business and household confidence.  

Inflation in Europe driven up by rising energy prices

Sentiment in the euro area may be turning more optimistic, but infla-
tion is on the increase too. Currently at 2.5%, it is 0.5 percentage 
points above European Central Bank (ECB) target. The inflationary 
spike in recent months may be largely traced to higher energy prices. 
On the positive side, energy price hikes have not yet caused major 
rises in the general price level. Core inflation dropped from 1.5% in 
April to 1.3% in May after climbing in the preceding months. If fuel 
hikes persist, however, it will only be a matter of time before they pro-
voke wage rise demands to counter higher household expenditures 
and producer prices.

The ECB has twice raised its minimum bid rate by 0.25 per-
centage points in 2006, most recently in June. It has also indicated 
strongly that further increases could prove necessary. EU-wide infla-
tion has been rising and now measures 2.4%.

According to preliminary estimates, GDP growth in the UK was 
2.2% in Q1 but inflation has also been heading upwards and meas-

Source: Reuters EcoWin.

Chart II-1

International economic developments 
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Economic growth in main trading areas

Volume change of GDP on same quarter in prev. year (%)

-3

-2

-1

0

1

2

3

4

5

6

UK

Japan

Euro area

USA

200620052004200320022001200019991998

Euro area

USA

Chart II-2

Industrial production 
January 2004 - April 20061

Seasonally adjusted index

2000=100

1. USA includes May.
Source: Reuters EcoWin.

96

98

100

102

104

106

108

110

UK

Japan

200620052004



ECONOMIC AND MONETARY
DEVELOPMENTS AND PROSPECTS

M
O

N
E

T
A

R
Y

 
B

U
L

L
E

T
I

N
 

 
2

0
0

6
•

2

10

ured 2.2% in May. The Bank of England has kept its official Bank rate 
unchanged at 4.5% since August 2005, but fairly high growth and 
mounting inflation make a rise more likely.

Strong economic situation in the Nordic countries

The Nordic countries have easily outpaced the euro area for GDP 
growth in Q1/2006, with 5.4% in Norway and roughly 4% in 
Sweden, Denmark and Finland. Denmark’s Nationalbank raised its 
discount rate at the same time as the ECB hike. In Norway, Norges 
Bank upped its sight deposit rate by 0.25 percentage points at the 
end of May after inflation edged above target to 2.7%. Inflation in 
Sweden measured 1.6% in May, below Sveriges Rikbank’s 2% target 
but still well within its tolerance interval. However, alongside higher 
GDP growth and a surge in housing prices, inflation has been picking 
up speed since the beginning of the year, when it was only 0.6%. 
Sveriges Riksbank has responded by raising its repo rate by 0.25 
percentage points three times this year, most recently on June 20. It 
has also strongly indicated the possible need for further hikes in the 
near future.

Robust growth in the US but climbing inflation as well

Revised figures indicate GDP growth of 3.7% in Q1/2006 in the US, 
where the economy is still clearly robust. The bulk of growth is borne 
up by buoyant domestic demand. GDP growth is likely to subdue 
later in the year to match a slowdown in private consumption growth 
when the current surge in housing prices abates and interest rates go 
up. Offsetting this, unemployment has decreased marginally and the 
impact of oil price rises has not been as negative as was expected, in 
the short run at least. The main concern now is that inflation will gain 
pace. Twelve-month inflation jumped from 3.6% to 4.1% in May. 
Although this was mainly due to higher energy prices, core inflation 
(the CPI excluding food and energy prices) also showed a slight rise 
month-on-month. The US Federal Reserve responded to this develop-
ment by raising its federal funds rate by 0.25 percentage points for 
the seventeenth consecutive time at the end of June.

Still no interest rate rises in Japan

In Q1/2006, GDP growth in Japan measured 3%, a steep increase 
from the corresponding quarter in 2005 when it was a mere 0.5%. 
Nonetheless, the growth figure was some way down from the 4% 
recorded in Q4/2005. Inflation has been steadily climbing since 
November 2005 and the twelve-month rate is now 0.5%. This trend 
kindles hopes that the Japanese economy is now perking up after an 
episode of persistent disinflation. Monetary policy is also more likely 
to be tightened in the near future, i.e. the long-standing zero interest 
rate policy will be abandoned. A rise in interest rates in Japan could 
have an indirect effect on the exchange rate of the Icelandic króna, 
because other things being equal, higher interest rates drive down 
expected gains on carry trades, for example foreign bonds in curren-
cies of high-interest rate countries such as the króna.

Chart II-3

Business and consumer confidence in the 
euro area and USA
January 2002 - May 2006

1. Balance shows the difference between the percentages of
respondents giving positive and negative replies.
Source: Reuters EcoWin.
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Rising interest rates and volatile commodity markets

International long-term interest rates have climbed quite steeply since 
the last Monetary Bulletin was published in March and yields on 10-
year Treasury bonds are now above 5% in the US and around 4% in 
the euro area. The main explanations are probably the upbeat global 
economic outlook and an expected tightening of the monetary stance 
in the form of higher policy rates. Rising oil prices and higher risk 
spreads are other possible factors to the upside. 

Oil prices have soared so far this year but have also been vola-
tile towards reports from major oil-producing regions and swings in 
demand. Increased global economic growth has also been reflected 
in higher prices for most commodities. Rising aluminium prices have 
been part of this trend, although the spike in May has now largely 
been reversed. So far, higher commodity prices, especially for oil, have 
only been captured by the CPI to a limited extent.  

Fish catch continues to shrink ...

The total fish catch in the first four months of 2006 was unusually 
skimpy. Only 185 thousand tonnes of capelin were landed, compared 
with 595 thousand tonnes in the corresponding period in 2005. 
Demersal fishing was relatively favourable in terms of the past six 
years, although the catch was 6% down year-on-year. The plunge in 
pelagics and contraction in demersal fishing brought total catch value 
down by almost 16%, measured at constant prices, in the first four 
months of 2006. On the other hand, the pelagic harvest – capelin, 
herring and blue whiting – has mostly been processed for human 
consumption instead of fish meal and oil. In 2005, 70% of capelin 
and herring products were for human consumption, in terms of export 
value. Thus their export value has dropped by far less than catch vol-
ume; processing pelagics for food is estimated to boost catch value 
by at least one-third.

The 2006 demersal catch is expected to finish broadly compa-
rable to the year before, whereas a further contraction is foreseen in 
the shrimp harvest, and by roughly one-quarter in the pelagic catch. 
On these assumptions, marine export production volume is expected 
to decrease by 2% this year. 

The Marine Research Institute (MRI) recently published its status 
report The State of Marine Stocks in Icelandic Waters 2005/2006 

– Prospects for the Quota Year 2006/2007. It paints a fairly bleak pic-
ture of the state of the cod stock and proposes a cut in total allowable 
catch (TAC) of main demersal species from the MRI’s recommenda-
tions the previous year. The report also mentions that the International 
Council for the Exploration of the Seas recommended a zero quota for 
pelagic redfish in 2007. Furthermore, a significant cut is likely in TACs 
for cod in the Barents Sea, which could result in Iceland’s quota being 
slashed or even withdrawn. Little tangible is known about the state of 
the capelin stock this year. All these factors combine to give a forecast 

for a 2% decrease in marine export volume in 2007. 

Chart II-5

Yield on 10-year government bonds 
Daily data January 1, 2003 - June 16, 2006
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Source: Reuters EcoWin. 
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... but marine product prices rise

Marine prices have shown steady increases in foreign currency terms 
since early summer 2004, by 13% in all. Demersal products (exclud-
ing fresh fish) have risen by 16% over the same period (until April 
2006). Prices of frozen-at-sea and fresh fish, which stand closer to the 
end-buyer in the value chain than factory-frozen and salted products, 
have risen the most. Excluding fresh fish, average prices of demersal 
products rose by more than 9% year-on-year in the first four months 
of 2006, and of all marine products by 7%. Fresh fish product prices 
climbed much higher, by 15%. Prices of fish meal and oil products 
soared by 20% over the year until April. Marine product price devel-
opments in the first months of 2006 have been characterised by 
traditional seasonal fluctuations, falling somewhat at the beginning of 
the year. Generally prices level out again towards summer. Exporters 
broadly expect some rise in prices for frozen and salted fish products 
over the rest of the year. However, the market may hardly prove able 
to absorb further increases. Fresh fish seems to be a different matter, 
with ongoing substantial price hikes expected for the rest of the year. 
By mid-June, fish meal had gone up by as much as 80% year-on-
year and prices are expected to remain buoyant throughout 2006. 
In the forecast presented below, marine product prices denominated 
in foreign currency are expected to be 10% higher on average this 
year compared with 2005. In 2007, prices are forecast to rise by 4% 
year-on-year.

Aluminium prices far above the long-term average

Aluminium prices are at their highest for almost two decades and have 
risen by 45% over the past twelve months. Prices peaked in the first 
half of May at 3,250 $/t, but have unwound by one-quarter over the 
following four weeks to roughly 2,500 $/t. High volatility has charac-
terised developments in recent months. On average, sixty-day price 
volatility was 17½% in 2005 but has measured almost 30% so far 
this year and 33% in May.1 Greater volatility is mainly explained by 

Table II-1 Main assumptions for developments in external conditions      

  Change from previous 
 Current forecast1 forecast (percentage points)2

  2006 2007 2008 2006 2007

 Exports of goods and services 1.4 11.2 14.0     -2.0 -1.9

 Marine production for export -2.0 -2.0 0.0     - -4.0

 Aluminium production for export 27.0 60.0 33.0    -4.3 -1.6

 Export prices of marine products 10.0 4.0 2.0     0.5 -

 Aluminium prices in USD3 39.0 -3.0 3.0     12.0 -1.0

 Foreign fuel prices4 26.0 5.0 -3.0    10.0 -0.6

 Global inflation5 2.1 2.0 2.2     0.1 -

 Terms of trade for goods and services 11.0 1.0 1.9     3.8 -0.3

 Foreign short-term interest rates6 3.5 3.9 4.1   0.4 0.4

1. Percentage change year-on-year, except for interest rates. 2. Change since Monetary Bulletin 2006/1. 3. Based on aluminium futures. 4. Based on fuel futures. 5. Consensus 
Forecasts. 6. Based on weighted average forward interest rates of Iceland's main trading partner countries.

Sources: Bloomberg, Consensus Forecasts, IMF, New York Mercantile Exchange, Statistics Iceland, Central Bank of Iceland.

1.    See CRU Monitor, Aluminium, June 2006.

1. Price of aluminium until June 20, 2006.
Source: Reuters EcoWin.

In foreign currency, January 1999 = 100 USD/tonnes
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increased speculator activity, mounting uncertainty about power rates 
in North America and Europe, and industrial disputes in US smelters. 
These factors are also thought to explain the surge in prices and sub-
sequent unwinding in May. Demand fundamentals are still strong and 
are seen as a cushion against lower prices. Global aluminium consump-
tion has grown by 6.5% over the past twelve months, but production 
by 6.1%. The inventory-to-consumption ratio has come down from 
6.7 weeks of inventories in 2005 to 6.3 weeks. High energy prices in 
North America and Europe impose severe limitations on production 
by aluminium smelters in these countries. Demand continues to climb, 
driven by China, where consumption has grown by almost 20% over 
the past year. Aluminium consumption is also rising apace in Eastern 
Europe (6.3% annually), Russia and associated countries (8.3%) and 
Asia excluding China and Japan (5.9%).

Real effective exchange rate now close to its long-term average

The real effective exchange rate, based on relative consumer prices, 
has shed 15% since the beginning of the year. This is a smaller reduc-
tion than the nominal depreciation of the króna over the same period, 
due to higher inflation in Iceland relative to its main trading partner 
countries. 

Little change in assumptions for development of external 

conditions

Assumptions for international interest rates and inflation conditions 
are broadly unchanged from the last Monetary Bulletin in March, but 
the forecast for fuel and aluminium prices has been revised sharply 
upwards for this year and marginally downwards for 2007. As pointed 
out above, fish catch prospects for 2007 have taken a marked turn 
for the worse, and the previous forecast for 2% growth has now 
been revised downwards to a 2% contraction. Accordingly, growth in 
exports of goods and services in 2006 and 2007 is somewhat lower 
than in the March forecast.  

+1 standard deviation

Source: Central Bank of Iceland.
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III Financial conditions

Since the beginning of this year, the policy interest rate has been 
raised three times, by 1.75 percentage points in all. Over the same 
period, inflation expectations have risen by almost as much or even 
more, depending upon the reference used. The policy rate in real 
terms has risen by only half a percentage point relative to market 
inflation expectations and has gone down against household expecta-
tions. Gauged in these terms, the monetary stance has therefore either 
tightened very slightly or eased, in spite of repeated policy rate hikes. 
The króna has depreciated considerably since the end of March. On 
the exchange rate measure, the stance has therefore eased as well, 
both because of the impact on profits in the traded goods sector and 
because foreign borrowing has once again become a more favourable 
option. However, a fair amount of uncertainty surrounds exchange 
rate developments over the next few months due to the wide current 
account deficit, increased likelihood of higher international interest 
rates and uncertainties as to whether foreign issuance of króna-
denominated Eurobonds (“glacier bonds”), the first of which mature 
this autumn, will continue. Although the wider interest rate differ-
ential with abroad and the weaker króna make such issuance more 
attractive, it has not resumed with its initial vigour, in part because 
of changes in investor assessments of the risk profile, depressed carry 
trades in international markets, poor returns so far and tighter condi-
tions for Icelandic banks to take part in the issuance process. 

Yields on nominal Treasury notes have soared since March. 
The rising policy rate, increased inflation expectations and subdued 
demand for non-indexed bonds for swaps connected with glacier 
bond issuance have undoubtedly played a part. Growth of lending by 
the credit system is now at a historical peak, in the teeth of deteriorat-
ing financial conditions, and money supply growth is growing at its 
fastest rate since the 1980s. 

Market agents and analysts appear to expect the policy rate 
to be raised by 0.5 percentage points when the current edition of 
Monetary Bulletin is published, then continue to rise in the coming 
months and peak at the end of the year. Indications about policy rate 
expectations from embedded market prices and analysts’ forecasts 
have converged. One important reason is probably the Central Bank’s 
clearer communication of the prospective policy rate path in the previ-
ous Monetary Bulletin in March.

Financial conditions of households and businesses have slowly 
tightened, although they cannot be called restrictive yet.

Higher inflation expectations ease the monetary stance

Market expectations, measured as the yield spread between Housing 
Financing Fund (HFF) bonds maturing in 2014 and nominal Treasury 
notes maturing in 2013, have soared so far in 2006. The spread is 
now 4.4%, compared with less than 3.2% at the beginning of the 
year. Early in May, expectations measured in these terms were around 
4.6%, the highest figure ever. Households expected 6.6% inflation 
six months ahead in a survey conducted from May 17 to June 3, the 

Chart III-1

Maturity profile of króna-denominated 
Eurobond (glacier bond) issues1

Q3/2006 - Q1/2011

1. Data until June 21, 2006 inclusive. 
Source: Reuters.
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highest value since October 2001. In mid-June, the real policy rate 
based on market expectations was only 0.4 percentage points higher 
than at the beginning of the year, despite being raised three times 
over that period by a total of 1.75 percentage points. Higher inflation 
expectations have clearly had a strong counter-effect on the tighten-
ing imposed by the high policy rate. The monetary stance has actually 
eased since March in terms of household expectations. A household 
confidence survey conducted at the end of February put the real 
policy rate above 6%. It is down to 5.3% in the most recent survey 
despite hikes of 1.5 percentage points in the interim.

Yields on nominal Treasury notes have risen

Yields on nominal Treasury notes have firmed up since March and the 
spread between roughly four- and seven-year maturities has also wid-
ened from previous months. Many explanations are possible and have 
all undoubtedly exerted some impact. The weakening of the króna at 
the end of February kindled inflation expectations, making indexed 
bonds a more attractive option. 

The policy rate increase in March affected yields of nominal 
Treasury notes quite sharply, while the impact of the May hike was 
negligible. The market appears to expect the current series of policy 
rate rises to come to an end within the lifetime of notes with a matu-
rity of roughly four years, and foresees a drop in the longer run. 
Reduced glacier bond issuance is probably a major cause of upward 
pressure on yields.1

Indexed bond yields have also gone up 

HFF bond yields have been volatile and after dropping in February 
they have climbed back to broadly the same level as before Fitch 
Ratings announced its change in Iceland’s sovereign outlook from 
stable to negative. Yields on two shorter HFF bond series have moved 
away from those on two longer series since May. The impact of higher 
inflation expectations on bond yields may well vary according to their 
maturity. 

While the March policy rate increase apparently drove up 
indexed bond yields, the effect of the May hike was limited to the 
shortest series after some rise in the days before it was announced. 
An explanation for this muted response may be that investors foresee 
an end to the policy rate rises shortly, or that inflation expectations 
have gone up.

 
Convergence of forward rates and analysts’ forecasts for 

medium-term policy rate developments

Recently there has been some misalignment between the expected 
policy rate path that can be read from forward rates in the market 
and financial market analysts’ forecasts. Forward rates have implied 
that the policy rate is expected to come down quite rapidly in the 
next few months, despite repeated Central Bank statements to the 
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contrary. Analysts, on the other hand, have forecast that the policy 
rate will continue to rise and remain high, which is more in line with 
the Central Bank’s own communication. 

As pointed out above, this misalignment has been attributed to 
robust demand for domestic short-term securities in connection with 
glacier bond issuance, and to limited supply of Treasury securities. 
Both factors have created a shortage of domestic short-term securities 
and probably temporarily distorted their pricing. Forward rates have 
therefore failed to give reliable indications of the expected policy rate. 
However, they may also have reflected foreign investors’ over-assess-
ment of the prospective strength of the króna before tremors hit the 
foreign exchange markets. 

As Chart III-7 shows, this situation has changed recently. The 
expected policy rate paths signalled by forward interest rates and 
analysts’ forecasts have moved into broad alignment. Analysts gener-
ally forecast a 0.5 percentage-point hike in July (see the survey in Box 
VIII-2). Forward rates and analysts’ forecasts imply continued policy 
rate rises until the autumn, when it will peak at 13-13.5%. This inter-
est rate level is some way higher than indicated by their forecasts in 
Monetary Bulletin in March; the current policy rate is higher than they 
had expected then. Afterwards, the policy rate is expected to enter a 
gradual downward path early in 2007 and reach 9% two years hence. 
The standard deviation in the analysts’ forecasts has also decreased 
sharply compared with Monetary Bulletin 2006/1 in March. Although 
based on few observations, this may indicate less uncertainty about 
policy rate developments.

Market imbalances have adjusted and the Central Bank’s 

message is clearer

Closer alignment between analysts’ forecasts for the policy rate and 
embedded expectations in forward rates indicate some adjustment of 
the imbalances described above. A decline in glacier bond issuance, 
plans by the National Debt Management Agency to step up Treasury 
securities issuance – which will contribute towards deepening the 
market and more efficient pricing – and the establishment of an inter-
national market for swaps of domestic bonds with a maturity of up to 
seven years have enhanced market price formation.

Another explanation for the closer alignment between forecasts 
and expectations may be that some uncertainty has been dispelled 
about how the policy rate will develop. In the last Monetary Bulletin 
in March, the Central Bank delivered a clearer communication con-
cerning policy rate developments two years ahead. The Bank pre-
sented for the first time a policy rate path based on an endogenous 
policy response for attaining the inflation target by mid-2008. That 
path showed that the policy rate would continue to rise quite substan-
tially and the Bank stated that it would raise it as much as was needed 
in order to attain the inflation target within an acceptable time. This 
probably clarified the Central Bank’s message, which ought to facili-
tate monetary policy transmission, i.e. contribute towards heightening 
the impact of policy rate changes across the interest rate spectrum to 
long-term interest rates.

Source: Central Bank of Iceland.

Chart III-7
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Foreign interest rates continue to rise

Both long-term and short-term interest rates in Iceland’s main trading 
partner countries have shown sizeable increases recently as policy rates 
rise in many parts of the world. Despite these increases, Iceland’s inter-
est rate differential with its main trading partner countries, based on 
three-month interbank market rates, has not been wider since March 
2002. Relative to five-year Treasury notes, the differential has increased 
since March, because Icelandic yields have risen by more and the yield 
difference has widened to broadly the June 2001 level. A wider inter-
est rate differential should support the króna. Yields on ten-year US 
Treasury bonds and in the euro area have gone up since March.

Credit system lending growth at a historical peak 

At the end of March, twelve-month growth of lending by the credit 
system reached its highest rate since the end of the inflationary epi-
sode at the beginning of the 1990s, at 39.7%. Corporate lending 
increased by 61.8% and household lending by 25%. Foreign lend-
ing growth of 107.6% was almost entirely accounted for by deposit 
money banks (DMBs). Foreign borrowing has increased in króna 
terms, and conditions for new foreign borrowing are expected to have 
improved following the depreciation of the króna. 

After adjustment for exchange rate movements and inflation, 
twelve-month DMB lending growth has slowed down to roughly the 
same level as in March 2005. Twelve-month indexed DMB lending 
growth also appears to be on a downward path as new mortgage 
lending by banks falls. This has been offset by added momentum 
behind lending by the HFF, which had not raised its mortgage rates 
by as much as the banks until the end of June.

Steep growth in money supply at present  

Money supply growth has surged in recent months on all four criteria 
by which it is measured. Growth over the past half-year has been 
close to the growth rate prevailing in the late 1980s. Measurements 
of money supply are volatile, as shown in Chart III-11, partly due to 
short-term deposits of large amounts in ordinary savings accounts. 
Over the past year the sharpest increase has been in the most liquid 
categories, M1 and M2. Although it has shown wide fluctuations, 
deposit growth has increased firmly in recent months. In the cur-
rent climate of high inflation expectations and several months of 
uncertainty in the equity market, investors might be expected to 
restructure their asset portfolios, opting to deposit funds in high-
interest accounts, preferably indexed, instead of buying shares. Such 
a trend might have been reflected in an increase in M3 in excess of 
other money supply categories, but this appears not to be the case 
at present. Rapid money supply growth must therefore be seen as 
an indicator of large amounts of liquidity which will exert inflationary 
pressure in the long run.

Financial conditions of households and businesses

Financial conditions of households and businesses have probably 
deteriorated in the first half of this year. Interest rates on new mort-

Source: Central Bank of Iceland.
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gages have been raised, although this will only affect new borrowing. 
Banks have also lowered their maximum loan-to-value ratios in recent 
months. The Government has announced temporary reductions in 
the HFF’s loan-to-value ceilings from 90% to 80% and in maximum 
mortgage amounts from 18 m.kr. to 17 m.kr. Nominal interest rates 
have risen, but since inflation expectations have increased at the 
same time, short-term rates have probably not gone up in real terms. 
There is no question about the heavier debt service on foreign bor-
rowing, because the depreciation of the króna is passed through to 
it immediately. Foreign interest rates, which are usually variable, and 
risk spreads have also increased. As pointed out in Monetary Bulletin 
in March, however, foreign borrowing accounts for only a small part 
of household credit portfolios. Furthermore, the depreciation of the 
króna diminishes the expected exchange rate risk for foreign currency-
denominated borrowing, at least in the long run. 

Household and business debt has been mounting and the quar-
terly rate of increase is at a record level. When the banks launched 
their new mortgage loans, it was claimed that households would 
reduce their overdrafts after debt conversion. After an initial reduc-
tion, households have overdrawn more again. However, figures for 
arrears and default do not indicate that households or businesses are 
becoming overburdened by their financial conditions.  

 

Source: Central Bank of Iceland.
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IV Domestic demand and production 

Demand has continued to surge so far in 2006, at a faster pace 
than the Central Bank had projected. According to data from 
Statistics Iceland, national expenditure grew by 13.7% year-on-year 
in Q1/2006. Annualised and seasonally adjusted national expenditure 
is estimated to have increased by 16.1% from the preceding quar-
ter. This is even faster growth than the 14.9% average recorded in 
2005. In its March Monetary Bulletin, the Central Bank forecast that 
national expenditure in 2006 would be 4.7% more than the previous 
year. This forecast can only hold if the rate of increase dwindles to 
almost nothing for the rest of the year. 

GDP growth in Q1/2006 was broadly in line with the figure a 
year before. Statistics Iceland estimates that GDP increased by 5% 
over the twelve months from Q1/2005. Annualised and season-
ally adjusted GDP growth measured 4.1% between Q4/2005 and 
Q1/2006. In March, the Central Bank forecast a rather lower growth 
rate of 4.2% over 2006. Now the outlook has moved to the upside 
and GDP growth for the year is forecast at 4.8%. The estimated posi-
tive output gap remains broadly unchanged at just under 4%. GDP 
growth looks set to shrink in 2007, falling to 1.8%. In spite of cur-
tailed growth, the output gap is projected to remain positive by 3% 
on average in 2007 and not reach balance until 2008. GDP is forecast 
to contract by ½% in 2008 and the output gap will turn negative dur-
ing the latter half of the year.

As explained in the forecast overview in section I, the baseline 
forecast assumes that the policy interest rate will develop in line with 
market agents’ and analysts’ expectations and forecasts. Two alterna-
tive scenarios are calculated. One keeps the policy rate unchanged, 
while the other presents a calculated policy rate path based on a 
simple monetary policy rule which will bring inflation down to 2.5% 
two years ahead. Very little difference is shown in the output gap 
produced by the various paths in 2006, since the impact of a policy 
rate change tends to be transmitted to output and inflation with some 
lag. However, the output gap estimates diverge widely for 2007. The 
forecast based on an endogenous policy rule produces a marginally 
negative output gap, but it is positive by more than 3% in the other 
cases. In 2008 the output gap is negative in all scenarios, most strik-
ingly in the case where the monetary policy rule determines the policy 
rate which leaves it at roughly 5%. This is the size of negative output 
gap needed to bring inflation down to target in Q1/2008. In the other 
cases, the rate of inflation is significantly higher.

Private consumption
Private consumption raced ahead in Q1/2006. Statistics Iceland esti-
mates an increase of 12.6% year-on-year in that quarter. This figure 
is even higher than the average over 2005 when it reached 11.9%. 
In March, the Central Bank had forecast that private consumption 
would grow by 5.4% year-on-year in 2006. For that forecast to hold, 
private consumption growth would need to plummet to 3.3% over 
the remaining three quarters. 

Chart IV-1

National expenditure and GDP growth 
2001-Q1/2006

Source: Statistics Iceland.

-4
-2
0
2
4
6
8

10
12
14
16

2006:120052004200320022001

Volume change on previous year (%)

National expenditure

Gross domestic product

-6

-4

-2

0

2

4

6

2008200720062005

%

Chart IV-2

Estimated output gap 2005 and forecasts 
for 2006-2008

Source: Central Bank of Iceland.

Baseline scenario

Forecast based on unchanged policy rate

Forecast based on monetary policy rule for interest rates

-4

-2

0

2

4

6

8

10

12

14

2007200620052004200320022001

Chart IV-3

Private consumption growth 1997-20071

Volume change on previous year (%)
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Indicators point in various directions

Monthly indicators are always prone to fluctuations and one should 
be careful not to draw too sweeping conclusions from figures for 
individuals months. This applies in particular to the first months of the 
year, because the Easter holidays sometimes fall in Q1 and sometimes 
in Q2. Easter was in April this year but in March in 2005. Data for 
twelve-month growth in March and April, and thus in Q1 and Q2, 
therefore need to be read with particular caution. However, demand 
for consumer durables appears to have clearly diminished, as shown 
by the slump in motor vehicle registrations in April and May 2006 
compared with the same months in 2005 (see Table IV-1). Over the 
period January-April, however, total imports of consumer goods were 
up 15% year-on-year, including a 34% increase in imports of private 
cars. Figures for April reveal that imports of consumer goods rose by 
2.5% at constant exchange rates compared with the same month 
in 2005, but car imports shrank by 13%. Payment card turnover in 
April and May hardly changed year-on-year. Retail payment card use, 
which may be the most effective indicator of private consumption 
developments, is still growing fast, however. Turnover on payment 
cards used by Icelanders abroad has also continued to soar with an 
annualised growth rate of 21% in April and May. Groceries turnover 
in April and May 2006 was 7% up year-on-year in real terms. 

These data could indicate a slowdown in the rate of private 
consumption growth from Q1 to Q2. Gallup’s consumer confidence 
index may provide some indication about the longer-term trend. It 
reveals that households’ confidence about the current situation and 
outlook peaked in February this year. Over the past three months 

Table IV-1  Indicators of private consumption 2005-2006      

 Most recent period
  Change based on
  Quarterly figures     same period in year-to-date
  Q2/2005 Q3/2005 Q4/2005 Q1/2006 Month prev. year figures

Groceries turnover (in real terms) 10.5 9.2 9.5 7.4 May 7.3 7.3

Payment card turnover (in real terms)1 14.4 10.7 4.8 9.3 May -0.7 5.2

 of which domestic 12.8 8.3 1.5 7.6 May -2.4 3.4

 of which abroad 35.7 42.9 49.1 35.6 May 20.7 28.7

Domestic retail debit card turnover 26.7 23.5 13.4 14.3 May 10.4 10.2

Car registrations (increase in number) 64.4 57.8 43.3 37.2 May -22.0 7.4

General imports (volume change)2 17.5 19.5 24.0 30.0 May 24.3 .

Imports of consumer goods (volume change)2 26.9 26.0 27.1 23.3 May 12.6 .

 Private motor vehicles2 66.0 61.3 54.9 51.9 May 15.1 .

 Consumer durables, e.g. household appliances2 38.5 38.7 35.7 12.6 May 12.2 .

 Consumer semi-durables, e.g. clothing2 17.4 17.5 20.6 12.4 May 12.0 .

 Food and beverages2 9.0 8.5 12.4 6.1 May 9.9 .

Imports of investment goods excluding 
  ships and aircraft (volume change)2 26.6 28.4 42.7 48.8 May 48.8 .

Gallup confidence index 9.4 6.2 7.1 3.7 June -18.2 -7.1

 Current situation 34.6 31.5 28.8 14.6 June -10.2 1.8

 Expectations six months ahead -5.9 -10.5 -8.1 -4.1 June -25.0 -14.0

1. Payment card turnover for both households and businesses; the bulk of payment card turnover comes from households. 2. Quarterly figures are year-to-date. 

Sources: Federation of Trade and Services, Housing Financing Fund, IMG Gallup, Land Registry of Iceland, Motor Dealers’ and Services Federation, Statistics Iceland, Central Bank 
of Iceland.

% year-on-year change unless 
otherwise stated
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confidence has plunged, although it crept back slightly from May to 
June. In May the index measured 97, its lowest value since January 
2002, but in June it shifted up to 101. In February the index stood 
at 138. Given the historical correlation between the confidence index 
and private consumption, its development may signal a slowdown in 
private consumption growth later in the year.

Private consumption growth and its determinants

The main determinants of private consumption growth are growth of 
disposable income and household assets, and changes in real interest 
rates and the employment situation. In 2005, private consumption 
increased by 11.9%, in excess of real disposable income growth of 
roughly 8%. Measured by Statistics Iceland’s wage index deflated by 
the CPI for private consumption, real wages per employee increased 
by 4.8%.

Both economic and statistical arguments point to the large con-
tribution that soaring housing prices have made to the recent surge 
in private consumption. Housing prices in Q4/2005 were up 28% 
year-on-year. Combined with a massive increase in equity prices, they 
drove up net household assets1 by 27% in real terms at the end of 
2005 compared with a year before, even though household debt rose 
by 22% in real terms over the same period.

Greater real disposable income and the wealth effect were partly 
offset by higher interest rates in 2005. The impact of interest rate rises 
on indexed lending was not felt until towards the end of the year, 
and was slight compared with the earlier drop in interest rates. Also, 
only a small part of household debt bears variable interest, which is 
much more sensitive to changes in the Central Bank’s policy rate. 
Thus even with a leap in household debt and some rise in interest 
rates, households’ debt service actually went down as a proportion of 
their disposable income. One reason is rocketing disposable income, 
and the other is that new borrowing is generally at a longer maturity. 
Longer average household borrowing counteracts the rise in short-
term interest rates.2  

According to the baseline forecast, net household assets will 
decline over the period 2006-2008, both because of a drop in 
housing prices and because household consumption is expected to 
increase by more than disposable income, reflecting greater scope 
for borrowing on favourable terms against the sharp increase in their 
net assets recently. However, the swelling of assets caused by higher 
housing prices could easily reverse because of increased housing 
supply at the same time as disposable income hardly grows or even 
contracts. There is little historical experience of forecasts for housing 
price developments in a climate like the present, so their reliability is 
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credit institutions’ scope for responding to household liquidity problems with extended 
repayment terms. 

-16

-12

-8

-4

0

4

8

12

16

2008200720062005

Chart IV-7

Private consumption 2005 and Central Bank 
forecasts for 2006-2008

 Volume change on previous year (%)

Sources: Statistics Iceland, Central Bank of Iceland.
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Forecast based on monetary policy rule for interest rates



ECONOMIC AND MONETARY
DEVELOPMENTS AND PROSPECTS

M
O

N
E

T
A

R
Y

 
B

U
L

L
E

T
I

N
 

 
2

0
0

6
•

2

22

questionable. Housing price movements may therefore prove crucial 
for the way economic developments unfold. This introduces a high 
degree of uncertainty into forecasts for private consumption, and also 
for households and credit institutions faced with making decisions on 
consumption and borrowing on the basis of their net assets. 

High private consumption growth forecast this year, then 

a contraction

In the baseline forecast, real disposable income is expected to grow by 
½% this year and housing prices to go down by 2½% in real terms. 
On the basis of these assumptions and data on private consumption 
developments in the first months of this year, the Central Bank fore-
casts private consumption growth beyond 6% in 2006. In 2007, real 
disposable income is expected to grow by 1½% while housing prices 
decline by 12% in real terms and private consumption remains more 
or less stagnant. Lower real housing prices and private consumption 
growth in excess of real disposable income will cause net household 
assets at constant prices (deflated by the price index for private con-
sumption) to shrink by 7% in 2006 and 21% in 2007.

The alternative scenarios forecast a similar level of private con-
sumption this year, but a much sharper difference in 2007. Private 
consumption will shrink by 6% then in the monetary rule-based sce-
nario and by 12% in 2008, which is 4 percentage points more than 
in the baseline forecast.

Public consumption
In its March baseline forecast, the Central Bank estimated that public 
consumption would increase by 2.8% this year, 4% in 2007 and 
2.8% in 2008. One driver of high public consumption in 2007 is the 
government’s takeover of projects previously handled by the US mili-
tary at the Keflavík NATO base. The Bank’s new baseline forecast is 
virtually unchanged. 

Statistics Iceland estimates that public consumption grew by 
3.8% year-on-year in Q1/2006, on the back of a 3½% increase in 
the second half of 2005. In order for the 2006 growth forecast to 
hold, public consumption may only increase by 2½% over the rest 
of the year.

Gross fixed capital formation
The rate of growth of gross fixed capital formation in Q1/2006 implies 
that the figure for the whole year could exceed the Central Bank’s 
March forecast. Its original forecast was for 4.2% growth in total 
investment, comprising a contraction of 1.1% in business investment, 
24.8% growth in residential investment and a 7.5% contraction in 
public sector investment. Statistics Iceland estimates that investment 
grew by 36.6% over the twelve months to Q1/2006, including a 
51.4% increase in business investment and 14.2% in residential hous-
ing investment, and a contraction of 2.2% in public sector invest-
ment. 
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Chart IV-8

Public consumption growth 2001-20071

 Volume change on previous year (%)

1. Data for 2006 are based on Statistics Iceland estimates for Q1/2006 
and the Central Bank's March 2006 forecast for the year.
Sources: Statistics Iceland, Central Bank of Iceland.

Public consumption growth

Central Bank forecast in March 2006 

1. Data for 2006 are based on Statistics Iceland estimates for Q1/2006 
and the Central Bank's March 2006 forecast for the year.
Sources: Statistics Iceland, Central Bank of Iceland.
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Chart IV-9
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1.  Central Bank baseline forecast 2006-2008.
Sources: Statistics Iceland, Central Bank of Iceland.
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Business investment remains buoyant

The current growth episode is characterised by hefty investment 
equivalent to 28.7% of GDP. A comparable ratio can only be found 
thirty years back, in the mid-1970s. Over the period 1991-2004 the 
investment-to-GDP ratio was roughly 20%. The crucial factor here is 
investment in the aluminium industry and associated power plants, 
which was equivalent to almost 9% of GDP in 2005 and is forecast at 
almost 10% this year. 

The forecast for investment in the aluminium and power sectors 
has been revised upwards since March. Part of the explanation is that 
some of the construction work scheduled for 2008 has been brought 
forward. According to current estimates, only 7 b.kr. will be invested 
in the aluminium and power sectors in 2008 (see Box IV-1). It should 
be pointed out that although new power-intensive industry projects 
are being studied, these are not incorporated into the current Central 
Bank forecasts, which follow the principle of excluding such projects 
until they are more or less formally settled.

Other business investment was equivalent to almost 11% of 
GDP in 2005. Little reduction is expected in 2006 and 2007. Strong 
investment is expected in aircraft, tourism and fisheries. Thus no 
crowding out effect can be discerned as a result of the investments in 
the aluminium sector. 

A Gallup survey reveals that almost 48% of companies expect to 
make broadly the same level of investment in 2006 as last year, 26% 
expect more and the same number less. Businesses have been turning 
steadily more pessimistic about their medium-term investments com-
pared with earlier surveys.

Business investment, including the aluminium and power sectors, 
will increase by 3% in 2006, according to the baseline forecast. After 
the 51% growth in Q1/2006 shown by data from Statistics Iceland, 
this will entail a massive turnaround during the year. Business invest-
ment in Q4/2006 is therefore forecast to drop by 20% year-on-year. A 
contraction of 32% is forecast for 2007 and a further 22% in 2008.

By the middle of this year more than 2/3 of ongoing construction 
projects for aluminium smelters and power stations are expected to 
be completed. When these projects wind up in 2009, Iceland’s to-
tal aluminium production will be roughly 800 thousand tonnes per 
year (tpy), an increase of 530 thousand tpy from this year’s 273 
thousand tpy. Plans have been aired for two new smelters, in Helgu-
vík in southwest Iceland for Norðurál (Century Aluminium) and 
near Húsavík in north Iceland for Alcoa. An extension to the Alcan 
plant in Straumsvík, southwest Iceland, is also on the agenda. More 
progress has been made on some plans than others, but all are at the 
exploratory stage, so that it is still very uncertain when they will be 
launched or even if they will materialise at all. 

Alcan has concluded siting agreements with the landowners 
around Straumsvík and an environmental impact assessment (EIA) 
has been made without being challenged. An operating permit has 
also been issued, so that offi cial permission to go ahead is at hand, 
apart from a construction permit from Hafnarfjörður municipal au-

Box IV-1

Major uncertainties 
still loom over further 
aluminium investment 
plans

1. Central Bank baseline forecast for 2006-2008.
Sources: Statistics Iceland, Central Bank of Iceland.
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The current sentiment is favourable but the outlook is poorer 

In a Gallup survey of business sentiment conducted among Iceland’s 
largest companies in May, executives consider the economic situation 
is generally good but will deteriorate over the coming six months. 

A majority of executives expect domestic demand to remain 
unchanged over the next six months and are considerably more down-
beat than in the previous survey in February. Exporters are far more 
optimistic, however; the overwhelming majority expect demand to 
increase over the next six months. Recent developments of the króna 
have been favourable for these companies and most predict higher 
EBIDTA over the next half-year. Sentiment is more upbeat in fisher-
ies, travel and transport and tourism than in the retail and financial 
sectors.

Public sector investment

Forecasting public sector investment is fraught with problems. Budget 
authorisations cannot always be relied upon because they are com-
monly deferred between the years. In March the Central Bank forecast 
that public sector investment would contract by 7½% in real terms 
in 2006 but increase by 23% in 2007 and 18% in 2008. These esti-
mates assumed a 19% cutback in central government investment. 

thority. Also, an agreement has been reached on the sale of up to 
40% of the additional electricity required for the proposed extension. 
Current production capacity is 180 thousand tpy, and the estimated 
280 thousand tpy extension will give a total production capacity of 
roughly 460 thousand tpy one year after it is completed. Construc-
tion of the extension is provisionally timetabled to begin in 2008 and 
fi nish in mid-2010. Power supply development would need to begin 
earlier to enable the smelter to go on stream then. Agreements have 
not yet been made on sale of the remaining 60%.

In the beginning of June, Norðurál signed a memorandum of 
understanding with Suðurnes Heating (Hitaveita Suðurnesja) and 
Reykjavík Energy (Orkuveita Reykjavíkur) on supply of 250 MW of 
energy to a new smelter at Helguvík. It is assumed to be built in 
two stages. Work on Phase 1, with a capacity of 150 thousand tpy, 
could conceivably begin around mid-2010. Phase 2, adding a fur-
ther 100 thousand tpy, would be completed in 2015. In April this 
year, Norðurál signed a conditional site and harbour agreement with 
the local Reykjanesbær municipal authority. A provisional timeta-
ble pinpoints autumn 2007 for the launch of construction work in 
Helguvík. However, a long licensing process lies ahead. For example, 
a formal EIA has not been launched. Only when that assessment 
is made can the authorities decide on issuing an operating permit. 
Also, the power sale agreement made this June will not suffi ce to 
supply Phase 1. Presumably agreements on adequate power supply 
will need to be concluded before construction can begin.

Less progress appears to have been made on preparations for 
the Húsavík smelter than for the Helguvík project or Straumsvík ex-
tension. Only the site has been decided by the developers. Ideas 
for electricity supply are still very vague and in-depth research will 
be needed before it is established whether local geothermal steam 
resources can provide enough. The power supply itself as well as 
the cost of providing it are thus all open to question and will be for 
some while. The entire licensing process also remains, i.e. an EIA and 
offi cial operating permit. 
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Statistics Iceland estimates that public sector investment in Q1/2006 
was 2.2% down year-on-year. Treasury data on a cash basis show 6% 
higher investment outlays and capital transfers in real terms in the first 
four months of 2006 compared with the same period a year before. 
After incorporating this data, this year’s contraction in public sector 
investment is now estimated at almost 10%. Investment in 2007 and 
2008 is expected to be in line with the March forecast, except that 
the Treasury now plans to lease Coast Guard helicopters instead of 
buying them next year. All told, public sector investment is expected 
to increase by 20% in volume terms on average over the next two 
years.  

Hefty residential investment, but less than forecast in March 

Data on residential investment over the first months of the year indi-
cate that the March forecast of almost 25% growth in 2006 was tilted 
to the upside. Recent quarterly figures from Statistics Iceland show 
14.2% year-on-year growth in residential investment in Q1/2006. For 
the March forecast to hold, annualised growth will have to reach 28% 
over the other three quarters. 

Other recent-term indicators for residential investment have 
been quite ambiguous. Huge rises in residential housing prices relative 
to the construction cost index imply high profitability in the sector, 
and this is reflected in the Central Bank’s forecast. The number of 
issued building permits also supports forecasts of large-scale growth. 
Heavy investments in aluminium smelters, power stations and other 
structures make it difficult to read pointers from large imports of con-
struction materials, but these are thought to corroborate forecasts for 
a large increase in residential investment.

Forecasts of the investment stock are complicated by changes in 
Statistics Iceland’s methodology for assessing residential investment. 
Table IV-2 shows changes in Statistics Iceland’s estimates and Central 
Bank forecasts since Monetary Bulletin 2004/4. The figures for 2004 
show how Statistics Iceland’s estimates, on which the forecasts in 
Monetary Bulletin were based, changed from preliminary data in 
March 2005 and up to the most recent figures published in March this 
year. Residential investment is forecast to grow by almost 15% this 
year but by less than 4% in 2007.

Table IV-2  Residential investment growth, year-on-year (%)

 2004 2005 2006 2007

MB 2004-4  8.3 5.8 -

MB 2005-1 3.0 19.5 9.6 -

MB 2005-2 3.0 21.9 9.9 -

MB 2005-3 5.7 12.0 10.0 0.2

MB 2005-4 5.7 11.8 9.5 0.6

MB 2006-1 13.8 10.3 24.8 15.7

MB 2006-2 13.8 10.4 14.9 3.8

Statistics Iceland June 2006 13.8 10.4 14.21 -

1.  Increase from Q1/2005 to Q1/2006. 

1. Data for 2006 are based on Statistics Iceland estimates for Q1/2006 
and the Central Bank's March 2006 forecast for the year.
Sources: Statistics Iceland, Central Bank of Iceland.
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Marginally more investment forecast this year but less in 2007

According to the baseline forecast, gross fixed capital formation will 
grow by almost 5% in 2006, which is a slight upward revision from 
March. Growth in 2006 is broadly the same in the alternative sce-
narios. All scenarios show a sharp drop in investment in 2007 and 
2008. This is most marked in the case where a monetary policy rule is 
applied, where gross fixed capital formation plunges by 26% in 2007 
and 16% in 2008.

Imports
After a surge in import growth in 2005 and fairly strong growth in the 
two preceding years, the Central Bank has been expecting the rate of 
increase to slow down. Imports are still expected to contract in the 
near term. In Q1/2006, total imports were up by 19½% year-on-year, 
measured at constant prices. Merchandise imports were up by 24½%, 
which is broadly unchanged from the 2005 rate. Services imports 
grew by somewhat less, at 9½% measured at constant prices, way 
down from the increase of almost 35% recorded in 2005. However, 
spending by Icelandic travellers abroad in Q1/2006 was 27% more 
than in Q1/2005.

Merchandise imports still rising apace

Data for merchandise imports in April and May give no signs that 
import growth will slow down significantly in Q2. A major turna-
round will therefore be needed in the second half of the year if the 
Central Bank’s March forecast for 4½% growth this year is to hold. 
The sharpest increase in imports of capital and operating goods was 
during the first months of this year, which is attributable to construc-
tion of aluminium smelters and power plants. In all likelihood these 
investments are now peaking. The strong value of the króna over the 
past couple of years has meant that consumer durables have been 
relatively inexpensive, stimulating imports of them. In its initial stages 
the recent depreciation of the króna probably spurred imports of cars 
and other higher-bracket consumer durables, which are likely to wane 
in the near future when the weakening of the currency has been 
transmitted to domestic prices. 

The impact is difficult to quantify both because of the effect of 
the depreciation on the price of the goods themselves and the volatile 
character of such imports, as shown in Chart IV-16 (see further section 
VII on External balance).

Outlook for slower import growth

The baseline forecast for import growth this year has been revised 
downwards since March, to 3½%. In 2007 a much sharper slowdown 
in imports is forecast than in March. A contraction of 6% is now 
expected according to the baseline forecast instead of 1% growth, 
and 11% in the scenario applying a monetary policy rule. It should be 
borne in mind that the March forecast was based on a considerably 
stronger króna than now. Imports are forecast to decline by a further 
2-6% in 2008, and most sharply in the rule-based scenario.

1. Data for 2006 are based on Statistics Iceland estimates for Q1/2006 and 
the Central Bank's March 2006 forecast for the year.
Sources: Statistics Iceland, Central Bank of Iceland.
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GDP growth and the output gap
The past two years have been characterised by a wide positive output 
gap. A sharp turnaround took place in 2004 when the output gap 
turned positive by 2½% after being negative by 2% the year before. 
The main reason for this shift was robust GDP growth of 8.2% in 
2004. As Chart IV-17 shows, the output gap correlates closely with 
GDP growth.3 It also shows the negative correlation between unem-
ployment and the output gap, i.e. a large output gap and strong 
growth are accompanied by low unemployment and vice versa. 

With GDP growth measuring 5.6% in 2005, the output gap 
widened to almost 4%, which is less than previously estimated, 
after Statistics Iceland had revised historical data on the capital stock 
upwards. All things being equal, a higher capital stock reduces the 
measured output gap. 

The Central Bank has revised its GDP growth forecast upwards 
to almost 5% from 4% in March. However, the output gap remains 
virtually unchanged. Growth of just under 2% is forecast for 2007, 
narrowing the output gap to 3%. In 2008, a forecast ½% contraction 
in GDP will turn the output gap slightly negative. 

The current estimate of the output gap is made from the base-
line forecast, whereby the policy interest rate changes in line with 
bond market expectations and financial market analysts’ forecasts. 
Forecasting the output gap is fraught with uncertainties. Chart IV-18 
shows the current output gap estimate (the dark line in the centre of 
the blue path) and the confidence intervals representing the probabil-
ity that the output gap will deviate from the estimate. There is a 50% 
probability that the output gap will fall within the darkest range, the 
75% confidence interval is the lighter range and the 90% confidence 
interval is the shaded range. According to these calculations, there is a 
5% probability that the output gap will be less than 1% in 2007, but 
also a 5% probability that it will be more than 5%.

Other assumptions for the policy rate produce a different prob-
ability distribution. The mean values for the output gap based on the 
three forecasting paths can be seen in Chart IV-2 on p. 19. It shows 
that the output gap and demand reach balance in 2007 if the mon-
etary policy rule is applied to determine the policy interest rate. In this 
scenario there is an even probability that the output gap will be nega-
tive during the year, but a 5% probability that it will be 2% or more.

3.  The methodology for estimating the output gap is described in more detail in Box IV-3, 
Monetary Bulletin 2006/1, 29.

1. Central Bank baseline forecast for 2006-2008.
Sources: Statistics Iceland, Central Bank of Iceland.
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The output gap 1992-20081
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V Public sector finances

Outlook for a sharp reversal in public sector finances over the 

next two years

Public sector finances are heading for a sharp reversal over the next 
two years, as has been pointed out in Monetary Bulletin since it 
presented its initial estimates for 2007 in autumn 2005. The last 
Monetary Bulletin in March forecast a public sector deficit equivalent 
to 1½% of GDP in 2007, which has now been revised to ½%. The 
outlook for 2008 is considerably worse, however. Estimates made 
from the Central Bank’s baseline forecast and Ministry of Finance’s 
medium-term programme show a decrease in public sector revenues 
from 47% of GDP in 2005 to just over 40% in 2008. Expenditures 
remain almost unchanged as a proportion of GDP, at close to 44%. 
Accordingly, the public sector balance will deteriorate from an esti-
mated 3% surplus in 2005 and 2006 to a deficit of roughly 3½% in 
2008. Part of the reason for this reversal lies with the depreciation of 
the króna and rising prices in export product markets, which both raise 
GDP prices by more than domestic prices, especially in 2006. Public 
sector revenues and expenditures fall relative to GDP as a result. 
Besides, public sector expenditures seem set to grow by 10% in real 
terms while revenues fall by the same measure over the period 2005-
2008. In the Central Bank’s alternative scenario applying a monetary 
policy rule, public sector finances show an even greater deterioration, 
as described in more detail below. 

On June 27, shortly before Monetary Bulletin was published, 
the Government announced a reduction in maximum mortgages from 
the Housing Finance Fund (HFF), as well as postponement of state 
investment projects that had not already been launched and talks 
with local authorities on doing the same. Plans to postpone invest-
ment projects are still unformulated so they are not incorporated into 
the following analysis. Because the postponement was announced 
well into this year it will largely be reflected in 2007 and 2008 and 
probably only have a slight impact on the fiscal balance in 2006. More 
difference may be felt in 2007, but figures will not be known until the 
budget for that year is announced. The most crucial factor might be 
if households gain confidence that the government is squaring up to 
join the battle against inflation.

Table V-1 Public sector 2004-20081 

 

   % of GDP 2004 2005 2006 2007 2008

   Public sector revenues 45.6 47.3 44.5 41.6 40.3

   Public sector expenditures 45.3 44.3 41.3 42.2 43.6

   Public sector balance 0.3 3.0 3.1 -0.6 -3.4

   Net public sector debt2,3 19.4 10.2 5.1 5.2 8.4

   Total public sector debt3 36.5 29.0 22.4 20.5 21.6

1. National accounts presentation. 2. Including Treasury liquidity. 3. Excluding pension fund commitments.

Sources: Ministry of Finance, State Accounts, Statistics Iceland, Central Bank baseline forecast 2006-2008.

General government revenues

General government expenditures

Chart V-1

Treasury revenues and expenditures 
2000-2008

% of GDP

Sources: Statistics Iceland, Central Bank of Iceland baseline forecast.

36

38

40

42

44

46

48

200820072006200520042003200220012000

March 2006 estimate

July 2006 estimate

Chart V-2

Changes in fiscal balance estimates 

2000-2008
General government

% of GDP

Source: Central Bank of Iceland.

-4

-3

-2

-1

0

1

2

3

4

200820072006200520042003200220012000



ECONOMIC AND MONETARY
DEVELOPMENTS AND PROSPECTS

M
O

N
E

T
A

R
Y

 
B

U
L

L
E

T
I

N
 

 
2

0
0

6
•

2

29

Table V-2 Treasury 2004-20081 

 

   % of GDP 2004 2005 2006 2007 2008

   Treasury revenues 34.4 36.4 34.0 31.2 30.1

   Treasury expenditures 33.0 32.6 30.2 31.1 32.1

   Treasury balance 1.3 3.8 3.8 0.1 -2.0

   Treasury credit balance2 2.6 11.4 3.8 -0.1 -2.2

   Net Treasury debt3,4 14.6 4.9 0.0 0.1 2.3

   Total Treasury debt4 28.1 20.3 14.2 12.4 12.4

1. National accounts presentation unless otherwise stated. 2. Including liquidity. 3. Excluding pension fund 
commitments. 4. Estimate based on State Accounts presentation.

Sources: Ministry of Finance, State Accounts, Statistics Iceland, Central Bank baseline forecast 2006-2008. 

 

Large revenues produce strong fiscal surplus this year

The outlook is for a similar Treasury result in 2006 to the record set 
in 2005. It is estimated at 3.6% of GDP excluding proceeds from the 
sale of government assets and fluctuations in tax write-offs and pen-
sion commitments. This year’s bright outlook is due to both negligible 
expenditure growth in real terms as result of lower investment and 
financial expenses, and an estimated 1.6% revenue increase in real 
terms on top of last year’s result. Revenue growth is largely driven 
by short-lived conditions forming in the current upswing, e.g. high 
Treasury revenues from corporate income tax, capital income tax and 
stamp duty. These factors offset the erosion of revenues from value-
added tax and import duty caused by the depreciation of the króna 
and easing pressures in the economy.

Treasury close to balance in 2007

The estimates presented here for 2007 repeat the assumption made 
in Monetary Bulletin in March of a cut in the income tax rate and 
unwinding of the special conditions that have boosted revenues from 
corporate income tax, capital income tax and stamp duty, reducing 
Treasury revenues by just over 25 b.kr. Conversely, expenditures will 
increase by 25 b.kr., according to the medium-term programme and 
baseline forecast assumptions. The Treasury will be in broad balance, 
which is some improvement on the outlook foreseen in Monetary 

Bulletin in March, which was heading for an estimated deficit equiva-
lent to 1% of GDP.

According to the Central Bank’s baseline forecast, Treasury 
revenues from indirect taxation will show some increase in 2007, 
due to an appreciation of the real exchange rate. The final stage of 
the Government’s tax cut package is estimated to cost the Treasury 
roughly 14 b.kr., somewhat more than the tax cuts this year. The tax 
restructuring announced to facilitate the wage settlement review in 
June has little effect on costs in 2007 but will be felt more in 2008. 
According to the baseline forecast assumptions, these arrangements 
will then cost the Treasury around 2 b.kr. or more, depending upon 
how mortgage interest allowance is reviewed. 

Treasury revenues from corporate income tax are estimated to 
halve in 2007 to a mere 15 b.kr. after collections of more than 32 b.kr. 
this year. Large financial institutions currently pay the lion’s share of 
this tax. The fall implies an assumption that their profits will be much 
lower this year compared with 2005, although this may be ques-
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tionable. If their profits remain steady the Treasury’s position would 
improve to yield a surplus equivalent to 2% of GDP in 2007. 

Reasons for the increase in Treasury expenditures in 2007 are 
increased public consumption (including defence outlays), larger-scale 
transfers (including higher child allowance and mortgage interest 
allowance) and stepped-up investment in line with the medium-term 
programme. The investment increase is now uncertain in view of the 
latest announcements by the Government.

The balance will continue to deteriorate in 2008

The Treasury balance is expected to continue to deteriorate in 2008, 
leaving a deficit measuring 2% of GDP. Tax revenues will shrink due 
to contracting economic activity and expenditures will outstrip infla-
tion according to the public consumption forecast and Government 
investment plans, insofar as they go ahead. 

Expenditures are expected to increase by 15-20 b.kr. in real 
terms in both 2007 and 2008. Almost half of this growth derives from 
government plans for investment projects to mitigate the contraction 
in those years when investments in the aluminium and power sectors 
come to an end. When those plans were drawn up, the draft budget 
for 2004 assumed that GDP in 2007 would be broadly balanced 
with output capacity. However, the output gap in the Central Bank’s 
baseline forecast for 2007 is still positive by 3%, turning slightly nega-
tive in 2008. Thus there appears to be plenty of scope to defer the 
planned investment projects and distribute them more effectively. 
Similarly, it could be worth considering a deferral of planned public 
consumption expenditures and transfers where possible. The gains are 
fairly obvious if the Central Bank’s baseline forecast is compared with 
the alternative scenario applying an endogenous monetary policy rule. 
Admittedly, there will be a sharper initial contraction in output and 
real wages if counterinflationary measures are launched, but they will 
readjust sooner, and inflation will come down much earlier. Another 
benefit of a coordinated fiscal and monetary mix is to spread the side-
effects more evenly than if monetary policy is given sole responsibility 
for tightening. With coordinated measures, the policy interest rate will 
not need to be raised by as much. The Government’s latest declara-
tion promises steps in this direction.

Local government deficit could increase in the coming year 

Little of note has happened in local government finances since 
Monetary Bulletin was published in March. Preliminary accounts 

Table V-3 Local government 2004-20081 

 

   % of GDP 2004 2005 2006 2007 2008

   Local government revenues 12.3 12.2 11.8 11.7 11.4

   Local government expenditures 13.4 12.8 12.2 12.2 12.6

   Local government balance -1.1 -0.6 -0.4 -0.5 -1.2

   Net local government debt 5.1 5.3 5.0 5.0 6.0

   Total local government debt 8.5 8.8 8.3 8.2 9.3

1. National accounts presentation. 

Sources: Ministry of Finance, Statistics Iceland, Central Bank baseline forecast 2006-2008.
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from Statistics Iceland for 2005 had been released then, as had the 
Association of Local Authorities’ survey of their budgets for that year. 
The Central Bank has not produced independent statistics from local 
government accounts and budgets, nor are requisite data available 
within the year to support forecasting on a quarterly basis. 

The Ministry of Finance has made only minor revisions to its esti-
mates of local government finances between its forecasts in January 
and June. The forecast for local government consumption has been 
revised slightly upwards, however. Recent Statistics Iceland data for 
Q1/2006 seem to corroborate that total public consumption this year 
will exceed earlier estimates, and over and above what can be inferred 
from monthly Treasury figures.

The Central Bank now forecasts an annual increase in local 
government consumption of almost 4%, which is close to its ten-year 
average growth rate, then a drop in investment in 2006 and 2007, 
followed by another increase in 2008. Some 60% of local government 
revenues derive from municipal income tax. During a contraction, 
they track GDP much more closely than central government con-
sumption and other indirect taxes. Real estate taxes are more likely to 
display cyclicality, but account for only 10% of total local government 
revenues. Thus a contraction in national expenditure has a far more 
subdued effect on revenues for local government than for central 
government. The Central Bank’s baseline forecast projects that local 
government revenues will increase in real terms by 4% from 2005 to 
2008, while real Treasury income will shrink by 5%. The local govern-
ment deficit will remain around or below ½% of GDP in 2006 and 
2007, but widen with increasing expenditures and declining revenues 
in 2008. Net local government debt will rise by 1% of GDP to 6%. 
However, further sales of assets and restructuring along the lines fol-
lowed in recent years could keep the book value of debts in check.

Slightly higher structural balance forecast

As mentioned above, the public sector in general and Treasury in par-
ticular are expected to show a strong result in 2006, then reverse over 
the next two years from a surplus equivalent to 3% of GDP to a deficit 
on the same scale according to the baseline forecast. The alternative 
scenario based on endogenous monetary policy responses produces 
a poorer result. The reason is that in 2007-8, much larger slack forms 
in the economy compared with the baseline forecast. In 2008 the real 
exchange rate will decline as well. Over the past quarter-century, con-
sumption has invariably contracted during periods of falling output 
gap and real exchange rate, and is reflected in the revenue forecast. 

Chart V-7 shows the public sector balance along with the struc-
tural budget balance according to the baseline forecast. The struc-
tural balance is calculated by adjusting expenditures and revenues for 
changes in the output gap. Corrections for known changes in tax and 
expenditure rules are incorporated beforehand. Since the output gap 
is the most common gauge of cyclicality, the estimated correlation 
between the output gap and fiscal aggregates is traditionally used to 
estimate the impact of the economic cycle on public sector finances. 
However, this approach is probably too simplistic in Iceland’s case, 
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because real exchange rate volatility, for example, can be crucial for 
the public sector balance. 

The forecast 2006 public sector deficit of 3.4% of GDP is 
broadly in line with the forecast last March. In the current forecast 
the estimated output gap is slightly smaller, implying a slightly bet-
ter structural balance at 1.8%. In 2007, a 0.4% deficit is forecast 
compared to 1.4% in March. With an unchanged estimate of the 
output gap, the structural balance is estimated at -1.7%, also a great 
improvement on March. In 2008, the deficit is forecast to widen by 
2.8 percentage points as a proportion of GDP. This is in part explained 
by a 3% of GDP positive output gap turning into a ½% negative one. 
The structural balance deteriorates by a smaller 1.3 percentage points 
to around 3% of GDP, as shown in Chart V-8.  

In Iceland, the exchange rate exerts a strong influence on 
Treasury revenues. Exchange rate fluctuations tend to follow the cycle 
closely, but not closely enough for their effect to be picked up by the 
output gap. The effect on Treasury revenues is nevertheless quite clear 
and at least in part due to the fact that when the króna strengthens, 
the makeup of consumption shifts in favour of heavily taxed items like 
automobiles and other durables. This is reflected in Chart V-9, which 
shows the deviation of indirect tax revenue from a trend as well as the 
similar deviation of a weighted average of consumption components, 
where the weights reflect approximate taxation. Private consumption 
as a whole does not explain the peaks in revenues, but an average 
weighted by the tax contribution of each component of private con-
sumption comes close in the last fifteen years.
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1.  Total hours worked are the number of persons at work during the reference week multi-
plied by their hours worked.

2. The findings of labour market surveys for 1991-2002 are not fully comparable with those 
after 2003, however, due to changes in measurement methodologies.

3. See the discussion of vacancies in Rannveig Sigurdardóttir: The enigma of the Icelandic 
labour market, Monetary Bulletin 2005/1, 93-103.

Source: Statistics Iceland.
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VI Labour market and wage developments

Unemployment has continued to fall since the last edition of Monetary 

Bulletin was published in March and is now close to the previous 
cyclical low. Labour use has increased but there are indications of a 
pending drop in labour demand. The agreement signed between the 
social partners on June 22 will cause substantially higher wage infla-
tion, well beyond a level compatible with price stability. 

Unemployment close to previous low

So far in 2006, unemployment has been in line with the Central Bank’s 
March forecast in Monetary Bulletin, at 1.5%. Both registered and 
seasonally adjusted unemployment remained unchanged month-on-
month in May at 1.3% and 1.2% respectively. Unemployment is fore-
cast to remain broadly unchanged from the present level throughout 
2006, then begin to climb and reach 3.5% in 2008.

Labour use is still on the increase ...

According to Statistics Iceland’s labour market survey, there was a 
surge in labour use year-on-year in Q1/2006, in terms of both number 
of employed and total hours worked.1 Labour market participation 
increased by 4.3%. The number of people at work in Q1 increased by 
more – just under 5% – due to lower unemployment.

Growing labour use in the first quarter of last year produced a 
significant rise in employment among the most flexible sections of the 
labour force. The participation rate among the youngest age groups 
(16-24) rose from 64% a year ago to 69% in Q1/2006. Also, 10% 
more people were at work in the 55-74 age group and their average 
working hours increased by 3½ hours per week. In Q1/2006, employ-
ment for people aged 25-54, which had remained steadier than for 
other age groups for some while, also ran higher, and so did their total 
hours worked. The number of males at work aged 25-54 increased 
by 7½% and average hours worked by females was up by just over 
one hour per week. Total hours worked by this age group therefore 
increased by almost 7.8%, outpacing the total labour market average 
of 6.8%. 

Labour market participation increased by 1.3 percentage points 
year-on-year in Q1/2006, to 81%. However, participation remains 
some way below the peak reached in 1999-2001, so domestic labour 
use may still grow.2

Vacancies registered at unemployment agencies have increased 
at a much slower pace since autumn 2005. So far in 2006 they are 
down by roughly 40% year-on-year. This does not reflect lower 
demand for labour, however, because now fewer vacancies need to 
be advertised to fulfil qualifications for work permits.3  
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Sources: Directorate of Labour, Central Bank of Iceland.
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... and so is work permit issuance ...

A considerable amount of the excess demand for labour has also 
been met by bringing workers into Iceland. This year’s growth in work 
permit issuance indicates ongoing excess demand, which can only 
be met domestically on a small scale. As it happens, nominal work 
permit issuance fell in May, but only because permits were no longer 
required from nationals of the new EU states visiting Iceland to work 
as of May 1.4  Employers recruiting them must nevertheless notify the 
Directorate of Labour and 323 such registrations were made in May.5  
Bracketing these registrations with work permit issuance produces a 
year-on-year increase in new foreign labour of 165% over the three 
months to end-May. Fewer work permits are likely to be issued for 
hydropower and aluminium sector projects in the coming months, 
because their labour requirement will diminish later this year after 
accounting for more than one-third of new work permits in Q1.

... but more businesses want to keep the status quo on staffing

The latest confidence survey in May among the 400 largest businesses 
in Iceland indicates that employers expect more difficulty in recruiting 
labour in the coming months than they did in the previous survey in 
February.6 Also, fewer expect to take on new employees and more 
want to keep staffing levels unchanged. The change is most marked 
in the retail, financial and insurance sectors.

Easier exchange rate position eases for traded goods sector

Attitudes have also changed in the fisheries and specialised services 
sectors. Many more companies in these sectors want to recruit in the 
next few months compared with the February survey.7 Much of their 
more upbeat outlook is probably explained by a recovery in profit-
ability following the recent depreciation of the króna.

Real wage growth slows despite strong wage drift 

Improved profitability in the traded goods sector is also a likely expla-
nation for the early initiative to make substantial changes in current 
wage agreements which employers proposed on June 2. 

Statistics Iceland’s wage index shows wage inflation so far this 
year in line with the Central Bank’s forecast, but accelerating price 
inflation has eroded real wages sharply. The twelve-month increase 
in the wage index was 8.7% in May, but real wages over the same 
period increased only by 1.1% as the CPI rose by 7.6%. 

As inflation has considerably exceeded the inflation assumptions 
made in private sector wage agreements, they clearly no longer hold 
and wage agreements would most likely either have been reviewed or 
revoked towards the end of the year.

Source: Statistics Iceland.
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4. The new EU states are: Czech Republic, Estonia, Hungary, Latvia, Lithuania, Poland, 
Slovakia and Slovenia.

5. More migrant workers probably arrived from these countries and were registered in June, 
because Icelandic ID numbers must be issued before registration. 

6. Conducted by Gallup on behalf of the Central Bank, Ministry of Finance and Confederation 
of Employers.

7. Specialised services comprise education, software, public sector agencies and business 
services.
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1. Central Bank baseline forecast 2006-2008.
Source: Central Bank of Iceland.
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Social partners’ recent agreement well above a level compatible 

with price stability ...

Under an agreement signed between the Confederation of Employers 
(SA) and the Federation of Labour (ASÍ) and its national member asso-
ciations on June 22, an increment of 15,000 kr. will be added to all 
monthly basic wage rates as of July 1 – equivalent to an estimated 8% 
on average wages of the entire group to whom the settlement applies. 
Both sides hope that this increment will entail extra wage costs only 
in the case of private sector employees who are not paid more than 
the basic rate, because it is assumed that such overpayments will be 
reduced to offset the rise in basic rates. Employees who do not qualify 
for the increment but whose wages have not risen by at least 5.5% 
during the twelve months up to July 2006 will be awarded a rise 
equivalent to the difference, effective from July 1. The agreement is 
discussed in more detail in Box VI-1 on pp. 36-38.

... and a timely monetary policy response was impossible

In the current labour market climate, it seems implausible that the 
social partners will succeed in their aim of confining the wage rises 
to basic wage earners in the private sector. The labour market has 
been under severe pressure recently and businesses have been vying 
to clinch key personnel. This has created workplace wage differen-
tials over and above those already structured into the pay scales laid 
down by wage agreements. The new agreement strives to erase this 
differential by focusing in particular on raising wages of employees 
who have been left behind. Market forces must surely seem likely to 
re-establish at least part of the differential eventually. 

In light of the wage review agreed by ASÍ and SA and the prob-
able wage drift it will catalyse, the Central Bank’s forecast for the rise 
in wage costs this year has now been revised upwards. Productivity 
is not expected to increase from the previous forecast. Unit labour 
costs are now expected to rise by 7½% in 2006 instead of the 6½% 
forecast in March. This will cause strong inflationary pressures from 
the domestic labour market to which monetary policy cannot make 
a timely response. Unit labour costs are forecast to increase by more 
than 8% in 2007 and more than 4% in 2008. Wage rises on such a 
scale are far above a level compatible with the 2.5% inflation target. 
The alternative scenario based on a fixed policy interest rate yields 
broadly the same result as the baseline forecast. In the alternative 
scenario adjusted for the Central Bank’s monetary policy response, 
however, the tighter stance results in higher unemployment in 2007 
and 2008, and thereby smaller rises in wage costs.
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Assumptions underlying the 2004 private sector wage settlements 
have not held
When nationwide private sector wage settlements were made in 
2004, two underlying assumptions were that infl ation would devel-
op in line with the Central Bank’s target and that the cost increases 
entailed by the agreements would be broadly indicative for other 
labour market settlements. Under a review clause, a joint committee 
appointed by the negotiating parties, the Federation of Labour (ASÍ) 
and Confederation of Employers (SA), would convene in November 
2005 and November 2006 to assess whether these assumptions had 
held. If it found that they had not, the contracting parties could 
either review the wage package within the settlement or revoke the 
settlement en bloc. 

In November 2005, the review committee found that the as-
sumptions had not held and the wage section of the agreements 
was renegotiated.1 

Since then, both prices and wages in other sections of the 
labour force have exceeded the underlying assumptions. SA pre-
sented a formal proposal for a wage review on June 2 with the aim 
of preventing a period of uncertainty until the scheduled revision in 
November 2006 and the prospect that wage settlements would be 
revoked in the run-up to next year’s general election. A new agree-
ment was reached on June 22.

Twin aims ...
The main objective of the new agreement is to “change infl ation 
expectations in 2007 by bringing infl ation into line, in the second 
half of that year, with the 2.5% target laid down in the wage agree-
ment and in the Central Bank of Iceland’s infl ation target”.2 Targets 
are set by ASÍ and SA for maximum three-month rises in the CPI 
(see Table). On these assumptions, the twelve-month rise in the CPI 
in Q4/2007 will be close to 3.5%, and thus somewhat above the 
2.5% infl ation target.3 However according to the ASÍ and SA as-
sumptions, the annualised quarterly rise in the CPI would be under 
2.5% in the second half of the year. 

The second objective of the agreement is to “reduce the mis-
alignment that has developed between contractual wage rates in 
the parties’ settlements and those of the public sector” and a two-
point agreement was made to that effect.

Box VI-1

Review of private sector 
wage agreements

 

 

 Social partners’ targets for infl ation developments (%)    
     
 Quarterly change in  Annualised Quarterly year-
 CPI will be below:  quarterly change on-year change

  Q3/2006 3.7 15.6 10.0

  Q4/2006 2.9 12.1 11.7

  Q1/2007 1.2 4.9 11.8

  Q2/2007 1.0 4.1 9.1

  Q3/2007 0.7 2.8 5.9

  Q4/2007 0.6 2.4 3.5

1. See Economic and Monetary Chronicle, Monetary Bulletin 2005/4, 106-7.

2. ASÍ and SA objectives for reducing infl ation, and cooperation between the social part-
ners and the Government in connection with the agreement of June 22, 2006. Posted 
(in Icelandic) on the websites of ASÍ (www.asi.is) and SA (www.sa.is ), June 22, 2006.

3. The infl ation target is defi ned in the Declaration by the Government of Iceland and 
the Central Bank of Iceland on an infl ation target and a change in the exchange rate 
policy from March 27, 2001, which states: “The Central Bank aims at an average rate 
of infl ation, measured as the annual 12-month increase in the CPI, of as close to 2½% 
as possible.”
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... and two-point agreement
The agreement between ASÍ and SA is in two parts. First, the joint 
ASÍ and SA review committee agreed to establish a “safety net” 
ensuring wage-earners a minimum rise of 5.5% over the preceding 
year. Wage-earners whose wages have risen by less shall be award-
ed a rise equivalent to the shortfall from that fi gure. 

Most private sector employees have probably received con-
tractual wage increases of at least 4-5% over the past year. The 
broad private sector wage settlement included an across-the-board 
rise of at least 2.5% on January 1, 2006. A review of pay scales 
added a further increase estimated as costing employers 1%. Fur-
thermore, a one-off payment of 26,000 kr. was made in December 
2005 as part of the November review, which is equivalent to an 
additional 0.65% increase in monthly wages. In its own right, the 
safety net for wage developments will therefore probably not cost 
employers much, although companies might be affected to varying 
extents. The committee’s new agreement also ensures that settle-
ments remain in effect for their original duration, i.e. until the end 
of 2007.

Second, ASÍ and SA, with the latter’s national member associa-
tions, upped all monthly wage rates by a fl at 15,000 kr. as of July 
1. The social partners estimate that the increment represents an 8% 
increase on average wages of the entire group to whom the set-
tlement applies. Wage costs are not expected to rise by this much, 
because employees who are already paid more than the basic rate 
will only receive the difference between their current extra wages 
and the increment. It was also agreed to raise the minimum wage 
for full-time employment from 108,000 kr. to 125,000 kr., or almost 
16%, over the term of the settlement. 

Public sector wages automatically incorporate the minimum rise
Most public sector wage agreements allow for them to be revised 
in line with the fi ndings of the joint ASÍ and SA review committee. 
This means that their agreements will automatically be adjusted to 
incorporate the private sector’s 5.5% safety net for wage develop-
ments. However, since the fl at-rate increment and minimum wage 
hike were not part of the review committee’s fi ndings but a sepa-
rate annexe to the ASÍ and SA national member associations’ settle-
ments, public sector agreements will not be automatically adjusted 
to incorporate this part of the package. 

Government involvement in the agreement  

The Government of Iceland announced the following measures to 
facilitate the agreement between ASÍ and SA:4  

1. The personal income tax rate will be reduced by 1% in 2007 
instead of the announced 2% cut, while the personal income tax 
credit (personal allowance) will be increased by 8.3% over and 
above the previously decided 2.25% increase as of the begin-
ning of next year. The tax-free income threshold will therefore 
be increased by 14% at the beginning of 2007, instead of 8%. 
Also, the personal tax credit will be indexed to the CPI. These 
changes will entail only a negligible increase in cost to the Treas-
ury in 2007, because 1% of its announced 2% income tax cut 
has been withdrawn, but indexation of the personal allowance 
could cut Treasury revenues by 2 b.kr. in 2008.

4. The Government likewise announced its support for the goal of ASÍ and SA to reduce 
infl ation in 2007 and “will cooperate closely with the parties to ensure the implemen-
tation of the economic premises underlying their agreement, especially as regards the 
development of prices.” Posted on the website o f the Prime Minister’s Offi ce (www.
forsaetisraduneyti.is) on June 22, 2006 (in English on June 23).
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2. Legislation on mortgage interest allowance will be reviewed if 
rising housing prices erode these tax credits substantially. It is un-
certain whether this will entail cost increases beyond the budget 
assumptions, because the sharpest rises in housing  prices took 
place after the budget assumptions were decided. 

3. Child allowances will apply to children up to the age of 18 in-
stead of the present 16, at an estimated additional annual cost 
of 600-700 m.kr. 

4. Contributions to adult education and job training will be in-
creased by 120 m.kr. on an annual basis. 

5. The Government will initiate cooperation with the social part-
ners on foreign labour issues and the underground economy. 

6. Basic monthly unemployment benefi t will be increased by 
15,000 kr. to almost 114,000 kr. as of July 1, a rise of more than 
18%. The ceiling for income-related unemployment benefi t will 
also increase from 180,000 kr to 185,000 kr. Based on the cur-
rent level of unemployment this will cost an estimated 350 m.kr. 
per year, but could prove considerably higher if unemployment 
increases in line with forecasts by the Central Bank and others.
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VII External balance

The outlook for the current account this year has been revised 

downwards but a sharper reversal is expected in 2007

The outlook is for a wider current account deficit than was forecast 
in March, for three main reasons. A very large deficit was recorded in 
Q1/2006, as domestic demand grew faster than forecast and exports 
by less. However, a higher policy rate than in the March baseline fore-
cast – where it was assumed to remain unchanged across the horizon, 
as was the exchange rate – will cause demand to contract in 2007 and 
2008 and unwind most of the current account deficit in the space of 
two years. A tighter monetary stance than assumed in the baseline 
forecast would expedite this development. 

Record current account deficit

According to preliminary estimates by Statistics Iceland and the 
Central Bank, the current account deficit in the first quarter of 2006 
was more than 66 b.kr., equivalent to almost 26% of GDP. It widened 
by 7.1 b.kr. from the previous quarter. By comparison, the deficit in 
Q1/2005 corresponded to 14% of GDP. Some 2/3 of the additional 
deficit derived from investment and 1/3 from increased private con-
sumption. 

Roughly 47 b.kr. (71%) of the current account deficit in Q1/2006 
originated in the trade and services account and 19½ b.kr. in income 
and current transfers. The deficit on income widened by almost 3 b.kr. 
from the previous quarter. Of this figure, interest payments were up 
by almost 27%. This was offset by a surge in investment income of 
more than 49%. Since interest payments account for a considerably 
larger share of the balance on income than interest income, however, 
the net effect was negative. 

Merchandise trade deficit widens from the previous quarter

The merchandise trade deficit in Q1/2006 totalled 31½ b.kr., equiva-
lent to 12% of GDP. This is broadly the same figure as in the pre-
ceding two quarters. As before it is driven by robust import growth, 
although exports did increase slightly over the period. A large share 
of the additional deficit was accounted for by imports of capital and 
operating goods, especially for investments in the aluminium and 
power sectors. Imports of capital goods increased by more than 56% 
and operating goods by almost 41%. Consumer goods imports also 
soared in spite of the depreciation of the króna. Imports of consumer 
durables and semi-durables (e.g. household appliances and clothing) 
in the first four months of 2006 were up by more than 14% year-on-
year. Growth slowed down in April, but perhaps only because there 
were fewer working days in that month. Another record for motor 
vehicle imports – close to 3½ b.kr. – was set in March, a month of 
particularly heavy imports. 

Vehicle imports have probably reached a peak for the time 
being. The weaker króna and conceivable saturation after massive 
growth in the car stock in recent years should cut back demand. When 
the króna depreciated it is likely to have caused a shift in expenditure 

Sources: Statistics Iceland, Central Bank of Iceland.
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on imports of cars and consumer durables in March, which fed the 
huge merchandise trade deficit in Q1. Declining car imports can there-
fore be expected for the rest of the year. However, the J Curve will 
initially operate against the deficit unwinding, because goods imports 
that had been decided before the depreciation will first be more 
expensive until demand manages to respond to the higher prices. In 
the second half of the year, the demand effect should kick in with 
increasing force. 

The service account deficit exceeded 15 b.kr. in Q1/2006, 
compared with 9 b.kr. in the same quarter a year before. Services 
imports were up by 13%, measured at a constant exchange rate, 
while exports of services declined by 6%. Tourism receipts increased 
in Q1/2006 by 8½% year-on-year, while tourism expenditure abroad 
by Icelanders rose by 26% to produce a deficit of almost 9 b.kr. on 
this item of the service account. 

Impact of aluminium and power sector investments

No precise figures are available for the share in imports of goods and 
services accounted for by investments in the aluminium and power 
sectors. Estimates by the developers put the total cost of projects 
this year at 113 b.kr. It is estimated that 65% of investment cost 
is deployed on imported goods and services. Distributing this cost 
equally over the year yields a figure of almost 17 b.kr. for imports of 
goods and services for aluminium-related projects in Q1/2006. Hence 
close to 40% of the deficit on the goods and services account and 
almost 28% of the current account deficit in Q1 would be directly 
attributable to investments in the aluminium and power sectors. 
However, even if this impact is excluded the residual current account 
deficit amounts to 18½% of GDP.  

Net external position worsens

The widening current account deficit and weaker króna were reflected 
in a worsening of Iceland’s external position. In Q1/2006, net exter-
nal debt grew by 191 b.kr. Just under 60% of this figure is explained 
by the depreciation of the króna and the remainder by the current 
account deficit. Foreign assets grew by roughly the same proportion 
as foreign debt, namely just over one-quarter. However, the debt 
stock is considerably larger than the asset stock, causing some dete-
rioration in the net external position. Foreign long-term borrowing has 
decreased, but foreign short-term borrowing more than doubled from 
the previous quarter.  

Historical low in national saving

National saving (defined as the difference between investment and 
the current account balance) in Q1/2006 measured only 5% of GDP, 
the lowest ratio ever. The previous low was 8% in Q4/2005. Such an 
unparalleled low level of national saving clearly points to the pres-
ence of exceptional imbalances. According to the inflation forecast, 
however, the current account deficit will reverse rapidly in the coming 
months, boosting national savings in Q3 and Q4 to almost 13% of 
GDP for the year as a whole.

Chart VII-3 
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Sources: Statistics Iceland, Central Bank of Iceland.
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The current account deficit will remain wide this year but shrink 

in 2007 – especially if the monetary stance is tighter

The previous Monetary Bulletin in March pointed out that Iceland’s 
current account deficit in 2005 was a record figure for OECD coun-
tries. Over the past four quarters, the cumulative deficit is even 
greater. However, the current account deficit will narrow significantly 
for the rest of the year, according to the baseline forecast. It is forecast 
at 15½% of GDP for the whole of 2006 and will shrink substantially in 
2007 with a surge in aluminium exports then. It may seem optimistic 
to forecast an unwinding of the current account deficit this year with 
import growth projected to outpace export growth and the deficit in 
Q1 equivalent to 25% of GDP. The chief explanation is that export 
prices are expected to rise by much more than import prices. Arguably, 
there is a risk that this year’s current account deficit will overshoot the 
forecast, given its scale in the first quarter. Figures for April and May 
appear to indicate only a slightly smaller merchandise trade deficit in 
Q2. The deficit will therefore need to unwind very rapidly in the sec-
ond half of 2006 in order for the forecast to hold. 

A tighter monetary stance could contribute to a faster adjust-
ment, but the impact during 2006 would be relatively modest. 
According to the forecast path with endogenous policy responses, the 
deficit in 2007 will be 5½% instead of 8% and a surplus will emerge 
in 2008. Such a development ought to bolster the króna in the second 
half of the forecast horizon and contribute to a slowdown in the infla-
tion rate, as discussed in section VIII.

    
Table VII-1  Current account 2005-2008 

   

% of GDP 2005 2006 2007 2008

Current account balance -16.5 -15.4 -8.0 -1.0

    Goods and services account -12.8 -10.8 -3.9 3.1

    Balance on income1 -3.7 -4.9 -4.3 -4.3

1. Including current transfers. 

Sources: Statistics Iceland, Central Bank baseline forecast June 2006-2008.
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VIII Inflation developments and inflation 
forecast

Inflation developments
The inflation rate has increased sharply since the last Monetary 

Bulletin was published at the end of March. The main explanation 
is that the króna has depreciated at the same time as demand has 
continued to surge. Furthermore, the base effect of the drop in gro-
ceries prices last summer contributes significantly to the year-on-year 
increase, while the impact of changes to the housing component of 
the CPI in May 2005, which lowered inflation temporarily, also passes 
out of the index. In June, the twelve-month rise in the CPI was 8%, 
which is 5.5 percentage points above the inflation target, while infla-
tion measured 4.5% over Q1/2006. 

In recent months the composition of inflation has changed mark-
edly. Housing costs no longer make an overwhelming contribution, 
although 3.3 percentage points of the increase in the CPI can still be 
explained by a rise in the housing component. The twelve-month rise 
in the CPI excluding housing was 6% at the beginning of June, but 
close to zero at its lowest last year and only 1% at the beginning of 
2006. Important contributing factors are the depreciation of the króna 
in recent months and expectations of exchange rate developments. In 
June the króna was more than 8% weaker on average than at the end 
of March.

Higher prices of volatile components such as petrol, fruit and 
vegetables have driven up inflation recently. Nonetheless, the two 
core indices have tracked the rise in the CPI fairly closely. This implies 
that underlying inflationary pressures extend to most components of 
the index. Core index 1 has risen by 7% over the past twelve months 
and Core index 2 by 7.6%. The main reason for the smaller rise in 
Core index 1 is that it includes public services prices, which have 
only risen slightly over the past twelve months. Over the past three 
months, rising prices of housing, new cars, petrol and imported goods 
exerted the most upward pressure on the CPI.

Higher-than-expected inflation in Q2

The inflation forecast published in the March Monetary Bulletin pro-
jected 4.6% inflation in Q1/2006, which was only 0.1 percentage 
point above the actual figure; the forecast was produced towards the 
end of the quarter. An inflation rate of 4.5% was projected in Q2, but 
as it turns out inflation is heading above 7½%. Most of the deviation 
is explained by unfavourable exchange rate developments, but it is 
also possible that cost pressures, which could be unusually salient in 
the present climate, were underestimated.

Temporary reversal in housing price deflation

Housing price inflation had fallen to 12.3% in April, after steady 
decreases since October 2005. This trend reversed in May when the 
base effect of changes made to the housing component of the index in 
May 2005 ceased to affect the twelve-month figures. Statistics Iceland 
had shortened the reference period for real interest rate cost from five 
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1.  The seasonally adjusted decrease was 0.05%.

years to twelve months, which lowered the index value by 0.45% 
in May 2005. Although the change in method no longer affects the 
twelve-month figure, it gives a marginally higher inflation measure-
ment than before, because the impact of higher mortgage interest rates 
affects the index more quickly. At the beginning of June, twelve-month 
housing price inflation exceeded 15%. Besides the base effect, the 
reversal of housing price deflation in May can be attributed to a sizeable 
rise in residential housing prices in the Greater Reykjavík Area. 

Although housing price inflation is beginning to slow down, 
demand for housing still looks firm. Since the beginning of the year, 
housing prices have gone up by a monthly average of 1.2%. Land 
Registry figures for registered housing sale contracts in May 2006 
show a 7.4% increase year-on-year. However, demand is likely to 
contract in the coming months, among other things because mort-
gage interest rates have gone up by 0.3-0.75 percentage points and 
banks have tightened their lending rules and lowered the maximum 
loan-to-value ratio. 

The decline in bank mortgage lending in the past few months 
is offset by increased lending by the Housing Financing Fund, which 
has recently had some competitive edge over the banks. Robust sup-
ply of new housing, tighter credit, falling real wages and dwindling 
consumer confidence all point to a contraction in demand this year. 
Most indications are that housing price inflation will continue to wane 
in the near term. This is reflected in the Central Bank’s forecast for 
housing prices to begin to decline in 2007. 

Few conclusions can be drawn from developments over a short 
period, because monthly fluctuations can be quite large, even after 
seasonal adjustment. According to Land Registry data, housing prices 
in the Greater Reykjavík Area fell by 0.2% between April and May.1  If 
this trend continues over the next few months, housing price inflation 
will fall sharply, with a strong downward impact on overall inflation. 
The housing component accounts for more than 23% of the total CPI, 
of which owner-equivalent (imputed) rent accounts for approximately 
17%. However, higher finance and maintenance costs could offset 
lower market prices of housing. It is also conceivable that paid rent, 
which over the past year has risen by much less than imputed rent, 
will go up when higher interest rates, lower loan-to-value ratios and 
rising inflation make housing less attractive to buy.
 
Depreciation of the króna drives up prices of petrol, new cars and 

food ... 

The króna depreciated sharply following Fitch Ratings’ announcement 
on February 21 that it had changed Iceland’s sovereign outlook from 
stable to negative. The exchange rate index climbed for the next two 
months, peaking at 133.5 on April 21, and has fluctuated in the range 
124-133 since then. One consequence has been a rise in prices of 
imported consumer goods. Their weight in the CPI is just over 34%, 
having been raised from 30.5% in March in the annual revision of 
import trade weights. The higher weight exacerbates the effect of 
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exchange rate movements on the index, as discussed in Box VIII-1 
on pp. 45-46. However, import prices generally track exchange rate 
movements with some lag.

Recently, the main impact of the depreciation has been to drive 
up prices of new cars, petrol and imported food and beverages. The 
twelve-month rise in prices of fuel and lubricants hit a peak in May 
at 21%, but following a drop in petrol prices between May and June 
it slipped back to 18%. Rising world market prices of crude oil to the 
tune of 50% over the past twelve months have also made a signifi-
cant contribution. Prices of new cars have been quick to accommo-
date the depreciation, increasing by more than 10% over the period 
April-June to stand at 8.5% higher year-on-year. 

This relatively sharp response is noteworthy considering that the 
depreciation of the króna in 2001 and appreciation over the past two 
years were not passed through in full to import prices. Demand is still 
firm, the króna has depreciated sharply and the outlook is for ongoing 
pressure on the exchange rate. Under such conditions, import prices 
may adjust to exchange rate movements more quickly. The impact of 
the depreciation will probably continue to be felt in price changes in 
the months to come.

... but the sharp rise in goods prices is also explained by the base 

effect of last year’s supermarket price war

Prices of imported food and beverages have risen by approximately 
7% over the past three months and 15% over the past twelve months. 
Groceries prices showed a 12% twelve-month rise. Besides the depre-
ciation, an important factor has been that twelve-month figures no 
longer reflect the base effect of lower goods prices when supermar-
kets waged a short-lived war for market share in spring 2005. 

Higher prices from domestic producers and short supply of meat 
have also driven up food prices in the past months. Meat prices went 
up by more than 5% over the past three months, clocking up an 
additional 0.15% on the CPI. Prices of dairy products fell by 5.5% in 
May but the effect was reversed with a 7% month-on-month increase 
in June.

 
Services prices have lagged behind wage costs

Private sector services prices went up by 3.6% year-on-year in 
Q1/2006. This is a notably small increase given that the private sector 
wage index rose by 8% over the same period. Prices of private sector 
services have often been more sensitive to wage cost increases than 
at present. This is more likely to indicate that a sizeable increase may 
be pending rather than reflecting gains in productivity.

The twelve-month increase in public services prices has slowed 
down and measured only 0.8% at the beginning of June, after drop-
ping from around 7% in December 2005. At the beginning of 2006, 
prices of public services rose by much less than in previous years, and 
charges for certain types of service such as preschooling were cut. 
Muted rises in public services prices are common in the run-up to 
local and national elections, or in connection with government efforts 
to reduce inflation. 
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Statistics Iceland revises the base of the consumer price index (CPI) 
annually to bring it into line with changes in consumption patterns 
and consumer spending and purchasing. The most recent revision 
was made in March 2006. Index weights are based on the results of 
ongoing household expenditure surveys over a three-year period, 
currently 2002-2004.1 Every time the index base is revised, the pe-
riod is shifted forward by one year. 

Main changes in weight of subindices
When the index base is revised, the weight of various subindices is 
altered. Major changes can have a substantial effect on measured 
infl ation, especially if component prices are volatile. Exchange rate 
movements can infl uence the weight of individual components. For 
example, the high value of the króna in recent years caused im-
ported goods to weigh more heavily in household expenses. In turn, 
the increased weight of imports in the new CPI base magnifi es the 
effect of the depreciation of the króna. 

Main changes in relative weights of CPI subindices in March 
2006 were as follows:2 

• Food and beverages decreased from 14.2% to 13.3%.
• Owner-equivalent (imputed) rent decreased from 17.2% to 

16.8%.
• Motor vehicles increased from 3.4% to 5.9%.
• Fuels and lubricants increased from 4.9% to 6.3%.
• Recreation and culture decreased from 12.4% to 11.7%.
• Domestic goods decreased from 15.8% to 14.4%.
• Imported goods increased from 30.5% to 34.1%.
• Groceries decreased from 16.4% to 15.2%.

The greatest change was in the transport component, which in-
cludes purchases of vehicles, their operation and maintenance, and 
fuels and lubricants. Its weight increased from 13.1% to 16.9%. 
Vehicle imports soared as households took advantage of favourable 
prices caused by the buoyant króna. When the results of the 2004 
consumption survey were included, this drove up the weight of mo-
toring costs in household expenditures. Car imports were at a low in 
2001, which ceased to be an index base year after March. House-
hold expenditures on fuel have also soared.

Housing and utilities, a subindex including owner-equivalent 
(imputed) rent and house maintenance and repairs, fell in weight 
from 27.2% to 26.4%, largely driven down by own housing. Over 
the survey period, a drop in fi nance costs and household debt serv-
ice apparently outweighed the rise in housing prices in 2004.

Medium-term scenario for exchange rate developments and CPI 
base revisions
Imported goods increased as a proportion of expenditures in 2004, 
refl ecting the strong króna. Their larger weight will amplify the ef-
fect that the subsequent depreciation will have on the CPI this year. 
Imported goods will probably weigh even more after the next revi-
sion, which will incorporate survey results for 2005 – a record year 
for imports of motor vehicles and other consumer goods. Increased 
imports and sales of new cars account for one-third of private con-
sumption growth over the past three years, with a 57% increase in 
new vehicle registrations in 2005 alone. Further changes can there-

1. The revision of groceries weights was based on survey findings for 2003-2005.

2. The previous and new bases are compared at constant prices, i.e. the weights for 2005 
have been adjusted for inflation during that year.

Box VIII-1

Revised CPI base
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Inflation expectations continue to climb

Inflation expectations have continued to climb in pace with rising 
inflation and the depreciation of the króna. In Gallup’s household 
confidence survey conducted from May 17 to June 3, households 
expected average inflation of 6.6% over the following twelve months. 
A far higher figure than in the preceding survey, it reflects the jump in 
inflation in April and May and media discussion of it. 

The survey in Box VIII-2 on pp. 47-48 reveals a jump in financial 
market analysts’ inflation expectations for 2006 and 2007 since the last 
survey conducted in mid-March for the previous Monetary Bulletin. In 
March they expected year-on-year inflation of 5.4% on average in 2006 
but now forecast a rate of 7.1%. For 2007 the analysts have upped their 
year-on-year forecast from 4.6% to 5.9%. Two years ahead, however, 
the majority of analysts expect inflation to approach target. 

Measured by the breakeven inflation rate on bonds with a 
maturity of five years, expectations have inched up, but they have 
remained fairly stable in recent months. Market agents expected 
average inflation of 4.3% over the bonds’ maturity between March 
28 and June 27.

Inflation forecast
The forecast presented by the Central Bank in this Monetary Bulletin 
shows once again a rate of inflation two years ahead which is incom-
patible with the target. Since the last forecast in March the Bank has 
twice raised its policy rate, by a total of 1.5 percentage points to the 
current 12.25%. Over the same period the króna has depreciated by 
12% – half of it on top of the figure on which the Central Bank based 
its policy rate hike on May 18.

fore be expected when the period 2003-2005 constitutes the index 
base. On the other hand, neither the impact of the recent deprecia-
tion of the króna on the composition of household expenditures, 
nor a possible contraction in private consumption, will be felt signifi -
cantly until with the index base revision in 2008. Chart VIII-5 shows 
the development of the import-weighted exchange rate index and 
import prices since March 1997.

Of other conceivable changes, the rise in petrol prices in recent 
months will presumably drive up household expenditures in 2006, 
which will be refl ected in the 2008 base revision. Housing price in-
fl ation in 2005 and higher fi nance costs will probably increase the 
weight of own housing when the index base is next revised in 2007 
and 2008. 

Temporal coverage of price collection
Statistics Iceland plans to reschedule its surveys for the CPI and col-
lect prices in the middle of the month instead of the fi rst two days. 
This decision comes after EU Council Regulation No. 6998/06 was 
set, establishing minimum standards for the price collection period 
in the Harmonised Index of Consumer Prices (HICP). Although the 
regulation is only binding for Iceland with respect to the HICP (and 
not the CPI), it would be ineffi cient to maintain two price collection 
periods. The change will be implemented in Iceland with new legisla-
tion entering into force in January 2008, from which time prices will 
be collected for around one week during the middle of the month.

%

Chart VIII-10
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The inflation forecast is presented in a new form in this edition 
of Monetary Bulletin (discussed in Box VIII-3 on pp. 52-55). Three 
inflation paths are presented. The baseline forecast is conditioned 
on the policy rate path over a two-year horizon that is expected by 
market agents and financial analysts (see Chart III-7). Two alternative 
scenarios are presented. One is based on an unchanged policy rate 
across the forecast horizon, like the previous baseline forecast. The 
other is conditioned on a policy rate path that delivers the inflation 
target at the end of the forecast horizon, using a simple, Taylor-type, 
monetary policy rule. In all three cases, the exchange rate of the króna 
is calculated by the macroeconomic model from the interest rate path 

M

V

The accompanying table shows the survey responses of fi nancial 
market analysts in mid-June. Participants in the survey were the 
research departments of Glitnir (previously Íslandsbanki), Kaupthing 
Bank and Landsbanki, and Economic Consulting and Forecasting. 

In addition to the information presented in the table, analysts 
were asked to give an assessment of the Central Bank’s policy 
interest rate path, i.e. on the timing of the policy rate cycle’s peak 
and trough within the forecast horizon, and what the Central Bank’s 
next policy rate decision on July 6 would be.

The main changes from the survey in March are that analysts 
have revised their forecast for output growth downwards, especially 
for next year, with a much higher rate of infl ation in both 2006 and 
2007, and a marginally higher policy rate and a weaker króna across 
the forecast horizon.

Analysts expect infl ation to surge across the forecast horizon
Analysts forecast year-on-year infl ation in 2006 of roughly 7%, 
signifi cantly above their expectations in the previous survey in March. 
The Central Bank’s baseline forecast, which is now based on analysts’ 
forecasts for the medium-term policy rate path and an exchange 
rate path calculated from it using the Central Bank’s macroeconomic 
model, projects infl ation of 8% over 2006. For 2007 the divergence 
between the analysts’ forecasts and the baseline forecast is even 
wider. Survey respondents expect an infl ation rate of just under 6% 
while the Central Bank’s baseline forecast is much higher, at almost 
10%. Two years ahead, analysts also expect somewhat lower 
infl ation (just over 3%) than the Central Bank’s baseline fore cast 
of almost 7%. However, in the Central Bank’s alternative scenario 
with an endogenous monetary policy rule infl ation will be 5½% two 
years ahead.

Growth outlook for 2007 has changed
The analysts’ forecast for output growth for 2006 is broadly 
un changed since March. They are quite unanimous about the growth 
outlook, apart from one who expects a contraction next year. On 
average, market analysts expect 4½% growth this year and 1% in 
2007, which is close to the Central Bank’s baseline forecast.

Forecasters expect an ongoing depreciation of the króna ...
There has been a slight shift since March in the survey respondents’ 
forecasts of the exchange rate, particularly for 2006. The króna has 
continued to depreciate in recent months and they now forecast a 
correspondingly lower value. They foresee an exchange rate index 
of 130 twelve months ahead but a small appreciation a year later. 
Opinions are rather divided about exchange rate developments, 
especially for next year. 

Box VIII-2

Financial market 
analysts’ assessments of 
the economic outlook 



ECONOMIC AND MONETARY
DEVELOPMENTS AND PROSPECTS

M
O

N
E

T
A

R
Y

 
B

U
L

L
E

T
I

N
 

 
2

0
0

6
•

2

48

on which the forecast is based. The current forecast horizon is until 
Q2/2008.

Inflation outlook has deteriorated even further

In spite of a tighter policy stance, the inflation outlook over the next 
two years has worsened considerably since March, as shown in Chart 
VIII-11. The main reasons are the sharp depreciation of the króna at 
the start of the previous forecast horizon, which has already been 

... a rise in the Central Bank policy rate ...
The Central Bank has raised its policy interest rate twice in the past 
few months, on March 30 and May 18, 2006. The policy interest 
rate is now 12.25%. Analysts have revised their March forecasts 
marginally upwards for one year ahead, but left their forecast two 
years ahead unchanged. On average, they expect the policy rate 
to be 12½% one year ahead, dropping back to around 9% two 
years hence. They were also asked to forecast the next policy rate 
decision, and the peak and trough of the policy rate over the next 
two years. Most forecast a hike of 0.5 percentage points on July 6, 
but one expects 0.75 percentage points. Opinions about the peak 
are quite close, in the range 13-14.5%. Most expect the policy rate 
to peak in the second half of this year with a low in 2008 in the 
range 7.5-9%.

... and a sharp slowdown in asset price rises 
On June 15, the ICEX-15 share index stood at 5,413, which was 
12% lower than when the analysts last made their forecasts in 
March. On the present occasion they expect considerably less rise 
in equity prices over the forecast horizon. However, outlooks differ. 
One forecaster believes that equity prices will drop both one and 
two years ahead. 

Finally, respondents expected real estate prices to increase by 
less than in previous surveys, which is in line with indications that the 
market is cooling. One forecaster expects real estate prices to decline 
both one and two years ahead.

Overview of forecasts by financial market analysts1

 2006 2007

  Average Lowest  Average  Lowest Average Lowest 

Inflation (year-on-year) 7.1 6.7 7.3 5.9 5.0 6.7

GDP growth 4.5 4.0 5.1 1.0 -0.1 1.7

 One year ahead Two years ahead

Inflation 5.8 4.7 7.1 3.2 2.4 4.5

Effective exchange rate index of foreign  
  currencies vis-à-vis the króna (Dec. 31, 1991=100) 130 124 135 125 115 127

Central Bank policy interest rate 12.4 11.3 14.5 9.1 7.5 12.0

Nominal long-term interest rate2 8.5 7.6 9.5 7.6 6.6 8.5

Real long-term interest rate3 4.1 3.8 4.5 4.0 3.5 4.5

ICEX-15 share price index (12-month change) 5,811 4,500 6,500 6,556 4,000 7,924

Housing prices (12-month change) 1.9 -5.0 5.0 2.0 -10.0 8.0

1. The table shows percentage changes between periods, except for interest rates (percentages) and the foreign exchange rate index (index points) and ICEX-15 index (index points). 
Participants in the survey were the research departments of Glitnir (previously named Íslandsbanki), Kaupthing Bank and Landsbanki, and Economic Consulting and Forecasting. 
2. Based on yield in market makers’ bids on non-indexed T-notes (RIKB 13 0517). 3. Based on yield in market makers’ bids on indexed HFF bonds (HFF150644). 

Source: Central Bank of Iceland.
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reflected in higher-than-forecast inflation in past months, a faster-
than-expected increase in unit labour costs following recent private 
sector wage agreements, and higher inflation expectations.

In the baseline forecast, the policy rate will continue to increase in 
2006 and peak just above 13% in Q4. It will then gradually decline over 
the forecast horizon to just above 9% in Q2/2008. The króna will depre-
ciate until mid-2007 then appreciate over the remainder of the forecast 
period and stand at roughly 131 at the end of the forecast horizon.

The rate of inflation will remain high for the entire forecast 
period on these assumptions. Inflation looks set to gain momentum 
over 2006 and peak close to 11% in Q2/2007. Afterwards it will slow 
to a forecast rate of just below 6% in mid-2008. This high inflation 
across the whole forecast term implies that there is a very small prob-
ability that the target will be attained unless the monetary stance is 
substantially tightened beyond what market agents expect.

The three inflation paths show broadly the same rate one year 

ahead, but a tighter stance will improve the long-term outlook

The inflation outlook one year ahead has therefore taken a sharp 
turn for the worse compared with the previous forecast in March, 
measured against both the baseline forecast and the two alternative 
scenarios. Further across the horizon, however, the higher policy rate 
starts to affect the path based on endogenous policy responses, bring-
ing inflation back down faster than in the baseline forecast and the 
scenario with an unchanged policy rate. 

As Chart VIII-12 shows, the path based on endogenous policy 
responses indicates a need for much faster policy rate rises in the sec-
ond half of 2006 than are assumed in the baseline forecast, pushing 
the rate up very high at the end of the year where it will remain until 
spring 2007. It then starts to decline to 9% at the end of the forecast 
period, i.e. the same level as in the baseline forecast.

A tighter policy rate in the forecast based on the endogenous 
policy rule will further bolster the króna compared with the baseline 
forecast. The stronger króna, coupled with a tighter monetary stance 
towards domestic demand, is reflected in a rapidly improving inflation 
outlook later along the forecast horizon. Thus inflation will measure 
5½% two years hence, 4% at the end of the forecast period and 
around target by mid-2008. The two forecasts show little divergence 
to begin with, because monetary policy measures have little effect in 
the short run. Chart VIII-13 presents the three inflation paths.

The underlying inflationary pressures remain the same 

The first part of the forecast period is characterised by strong labour 
market pressures and low unemployment. As mentioned above, the 
forecast for wage costs one year ahead has been revised upwards. 
The agreement signed by the Federation of Labour (ASÍ) and 
Confederation of Employers (SA) on June 22 entails wage rises over 
and above those agreed in current wage settlements. More wage 
drift may be expected as a result. Strong labour market pressures also 
make these rises likely to be passed through to prices quite quickly. 
Unit labour costs are therefore rising at a considerably brisker pace 

Chart VIII-13

Different inflation paths

%

Sources: Statistics Iceland, Central Bank of Iceland.
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than in the March forecast, especially in 2006, and far in excess of the 
2.5% inflation target. The króna will continue to depreciate this year, 
partly because of higher inflation expectations. The forecasts for this 
year’s growth of GDP and domestic demand have been upped, with 
capacity pressures fuelling inflation. The output gap remains large in 
historical terms, although it has narrowed slightly compared with the 
March forecast following Statistics Iceland’s revision of historical data. 
While the global inflation outlook over the forecast horizon is broadly 
unchanged from the March forecast, international short-term interest 
rates are marginally higher.

Inflation is driven by strong growth in unit labour costs and 

mounting inflation expectations ...

Wage rises under the new private sector agreement are hardly condu-
cive to easing inflationary pressures one year ahead. On the contrary, 
they will propel the already high rate of inflation and are probably 
so large that they will have a strong effect on inflation expectations. 
If higher expectations become persistent, it will prove costly to rein 
inflation back in. If the inflation target can provide a firmer anchor 
for expectations, inflation is more likely to come down faster than in 
the baseline forecast. Thus the credibility of monetary policy is crucial 
for determining the amount by which the policy rate will need to be 
raised in order to curtail demand and employment to a level that will 
enable the target to be reached within an acceptable time period.

... with a sizeable positive output gap

The outlook is for a sizeable positive output gap during the forecast 
period, although it will gradually close. At the end of 2008 the output 
gap will have turned negative, as GDP growth slows down and enters 
a contraction at the end of the previous year. However, the contraction 
in the baseline forecast is insufficient to prevent a persistent deviation 
from the inflation target. If the policy rate is raised in line with the fore-
cast with endogenous policy responses, GDP and private consumption 
will shrink more quickly and aggregate domestic demand will contract 
sharply in mid-2007. This will turn the output gap negative at the end 
of that year. Beyond the forecast horizon, GDP will begin growing again 
sooner in that scenario, while the contraction will linger on according to 
the assumptions in the baseline forecast. Greater imbalances will accu-
mulate if no response is made, calling for a lengthier unwinding.

The main risk factors remain the same

The current risk factors affecting the forecast are broadly comparable 
with those in the Bank’s last forecast. Although the króna has depreciated 
substantially, there is still a risk that it will weaken by more than expected 
for the first part of the forecast period. The wide current account deficit 
and entrenched inflation expectations compound this risk. Inflation, too, 
could turn out higher for the first part of the forecast period. However, 
falling asset prices, particularly real estate prices, could lower private 
consumption from the baseline forecast assumption. Like the risk of a 
faster-than-expected rise in international interest rates, this could cram 
down domestic demand in the second half of the forecast period.
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The private sector wage agreement could drive wage drift high-
er than is currently forecast, adding to inflation for the first part of the 
forecasting period. Finally, plans for further investment projects in the 
aluminium and power sectors in 2008 could boost confidence before 
they are actually launched, strengthening the króna and domestic 
demand by more than is expected in the baseline forecast. Other risk 
factors have not changed much since March. The main asymmetric 
risk factors to the forecast are presented in Table VIII-1 below. 

Taking account of these changes from the previous forecast 
and the underlying uncertainties, the risk profile is tilted more to the 
upside one year ahead compared with March. However, there is now 
less risk to the upside two years ahead and the probability distribution 
is broadly symmetric. Part of the explanation is that the forecast now 
extends further beyond the end of the aluminium-related investment 
programme. Chart VIII-15 presents the confidence intervals for the 
baseline forecast. Given that macroeconomic imbalances have grown 
since March, it can be inferred that uncertainties about the inflation 
outlook across the forecast horizon have also increased.

Inflation target will not be attained over the forecast period 

unless the policy rate is raised substantially

The three inflation paths presented in this Monetary Bulletin all show 
a rate of inflation over the forecast period which is far above the tar-
get. While these inflation paths are fraught with uncertainties, they 
do underline the low probability of attaining the target within two 

Table VIII-1 Main asymmetric uncertainties in the baseline forecast

Uncertainty  Explanation

Private consumption Increased indebtedness and falling asset prices 

could curtail private consumption growth beyond 

the baseline scenario

Exchange rate developments  Wide current account defi cit and expectations of 

increasing infl ation in the coming years could exert 

downward pressure on the króna

Public sector fi nances  The fi scal stance could be easier than forecast, 

especially with a forthcoming general election

 The impact of planned tax cuts on future income 

expectations could be underestimated 

Wage costs The wage drift impulse from the private sector 

wage agreement could be underestimated

Asset prices Asset prices could fall, reducing private consump-

tion later in the forecast period

Global economy  Foreign interest rates could rise faster and by more 

than assumed, increasing external debt service 

beyond the baseline scenario

Transmission of monetary  If the transmission of monetary policy is stronger

  policy than assumed in the baseline forecast, infl ation 

 could decline faster

Planned investments in   Proposed investments in aluminium-related projects

  aluminium and power sectors in 2008 could spur confi dence and bolster the 

króna and demand

Central Bank risk profi le One year ahead Two years ahead

Monetary Bulletin 2005/4 Upward Upward

Monetary Bulletin 2006/1 Upward Upward

Monetary Bulletin 2006/2 Upward Symmetric

Chart VIII-15

Previous Central Banki inflation forecast
(in Monetary Bulletin 2006/1)

Forecasting period: Q1/2006 - Q1/2008

Current Central Bank inflation forecast

Forecasting period: Q2/2006 - Q2/2008

50% confidence interval

75% confidence interval

90% confidence interval

Inflation target

CPI

%

The charts present the estimated confidence intervals of the forecast 
for the next two years. The entire shaded area shows the 90% 
confidence interval; the two darkest ranges show the corresponding 
75% confidence interval and the darkest range shows the 50% 
confidence interval. The uncertainty increases over the horizon of the 
forecast, as reflected in the widening of the confidence intervals. 
Uncertainty in the forecast is considered to be somewhat less than is 
shown by historical forecasting errors, which reflect volatile inflation in 
the period 2001-2002 immediately after Iceland moved on to an 
inflation target. A detailed description of how the probability distri-
bution is calculated is given in Appendix 3 to Economic and monetary 
developments and prospects, Monetary Bulletin 2005/1.
Source: Central Bank of Iceland.
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years unless the policy rate is raised by much more than the baseline 
forecast assumes. The probability that the target will be attained over 
the two-year baseline forecast horizon is virtually zero, as Table VIII-2 
shows. However, if the monetary stance is tightened in line with the 
alternative scenario based on an endogenous policy rule, the likeli-
hood of attaining the target is significantly greater.

 

Table VIII-2 Probability ranges for infl ation over the next two years
 Infl ation

 Under  In the range Under In the range Over

Quarter 1% 1% - 2½% 2½% 2½% - 4% 4%

Q3/2006 <1 <1 <1 <1 99

Q2/2007 <1 <1 <1 <1 99

Q2/2008 <1 <1 <1 2 98

The table shows the Central Bank’s assessments of the probability of infl ation being in a given range, in 
percentages.

The Central Bank’s macroeconomic and infl ation forecast is present-
ed in a new form in this edition of Monetary Bulletin. A forecast 
based on market expectations of the policy rate path, and on an 
exchange rate path based on this and calculated using the Central 
Bank’s macroeconomic model, now constitutes the baseline forecast. 
The previous baseline forecast, based on an infl ation path assum-
ing an unchanged policy rate, is now presented as an alternative 
scenario.1 Another alternative scenario is presented showing the in-
terest rate path based on an endogenous monetary policy rule. An 
overview of the baseline forecast results is presented in the Tables 
and Charts appendix. Also, the different paths for GDP and its com-
ponents are discussed from a different perspective in section IV on 
Domestic demand and output. The new infl ation forecast presenta-
tion is modelled on that of many major European central banks, in-
cluding the Bank of England and Sweden’s Sveriges Riksbank. Its aim 
is to enhance the Central Bank of Iceland’s monetary policy transpar-
ency even further.

Problems posed by assuming an unchanged policy rate
Monetary policy is basically about managing expectations. Although 
a central bank’s policy rate directly affects only a very limited group 
of fi nancial market agents, the expected future policy rate path has 
important effects on long-term interest rates, and therefore on ex-
penditure decisions of households and fi rms. By signalling the poten-
tial future policy rate path, a central bank can therefore exert much 
more impact on the shape of the yield curve in order to facilitate the 
monetary policy transmission to the economy. This is particularly rel-
evant in a fi nancial system such as Iceland’s where a large proportion 
of fi nancial liabilities bear fi xed interest. 

A forecast conditioned on a constant policy rate does not give 
a clear signal about the future policy rate path, and therefore has 
only a limited effect on market expectations about that path. Neither 
is such a forecast internally consistent, because it either uncouples 
or dampens an important transmission channel of monetary policy, 

Box VIII-3

New presentation of 
the macroeconomic and 

inflation forecast

1. The Central Bank’s macroeconomic model is discussed in New quarterly economic mod-
el, Monetary Bulletin 2006/1, Appendix 1, 59-61, and the Bank’s forecasting methods 
in Central Bank infl ation forecasting methods, Monetary Bulletin 2006/1, Box VIII-1, 
46-7.
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namely the monetary policy response to economic developments 
and its transmission via expectations about how policy rate develop-
ments will infl uence long-term interest rates. Various problems in 
forecasting can therefore result. The forecast may become unstable, 
especially over longer horizons. Interpreting the forecast can there-
fore become problematic, limiting its usefulness.

Central banks can enhance the effectiveness of monetary policy by 
infl uencing expectations
Instead of assuming an unchanged policy rate across the forecast 
horizon, a central bank can attempt to infl uence expectations about 
the policy rate path by conditioning its forecast on market expecta-
tions about the path. One way for the central bank to have such an 
infl uence is to state its view on how realistic these expectations are 
from the perspective of attaining the infl ation target within a specifi c 
period.2 This is the approach adopted by, for example, the Bank of 
England since August 2004, Sveriges Riksbank since October 2005 
and Norges Bank of Norway until it began forecasting its own policy 
rate in November 2005.

Infl ation forecasting using an internal policy rate forecast
Another option is the precedent set by the Reserve Bank of New 
Zealand (RBNZ) and Norges Bank, which present an internal policy 
rate path for the forecast, i.e. the path that the central bank itself 
deems most likely to enable the infl ation target to be attained. The 
RBNZ was the fi rst to present this kind of forecast in 1998, and 
Norges Bank followed suit in November 2005. From a theoretical 
viewpoint, this is the most natural policy rate assumption for the 
forecast. It ensures an internally consistent forecast and facilitates its 
interpretation. Svensson (2005) and Woodford (2004), for example, 
argue that a central bank can have a substantial effect on market 
expectations, as well as enhancing its credibility because the fore-
cast always approaches target within the horizon. A stronger impact 
on expectations will greatly enhance the effectiveness of monetary 
policy. Others, such as Goodhart (2001) and Mishkin (2004), have 
doubted the benefi ts of going this far, fearing that the central bank’s 
message will become too complex and that the policy rate path will 
be interpreted as a commitment to a given medium-term interest 
rate path rather than as a conditional forecast which will change in 
line with changing economic conditions. The experience of New Zea-
land and Norway, however, does not suggest that this is a problem. 
It may therefore be quite feasible for the Central Bank of Iceland to 
adopt this approach as well when more experience has been gained 
from its new macroeconomic model and the results of pioneers in 
this fi eld. By presenting a policy rate path based on endogenous 
monetary policy responses alongside its other scenarios, the Central 
Bank has already taken an important step in this direction, although 
the baseline forecast is still conditioned on a policy rate path.

The baseline forecast has hitherto assumed an unchanged interest 
rate and exchange rate
Hitherto, the Central Bank of Iceland has presented a macroeco-
nomic and infl ation forecast assuming an unchanged policy rate 
and exchange rate from the day of forecast. This baseline forecast 
has been described in more detail than other projections or alter-
native scenarios which have also been presented. The chief aim of 

2. This approach is also more likely to ensure internally consistent forecasting, even 
though a central bank needs to be careful in using external expectations of its decisions 
as an input in its decision-making, as the danger is that nothing will anchor those ex-
pectations, leading to indeterminacy problems (see Bernanke and Woodford, 1997).
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the baseline forecast has been to indicate the probable way that 
economic events will unfold if the policy rate is not changed and 
the exchange rate remains constant. Above all, the baseline fore-
cast has therefore signalled whether the policy rate level at any 
given time is suffi cient to ensure that the infl ation target will be 
attained, thereby contributing to the Bank’s assessment of the need 
to change the policy rate. The assumption of a constant exchange 
rate has also been justifi ed on the basis of the near-random walk 
properties of exchange rates.

An unchanged policy rate and exchange rate are implausible in 
the current climate
When the economy is in reasonable balance a forecast assuming an 
unchanged policy rate and exchange rate may give a fairly accurate 
picture of the economic outlook one to two years ahead. In a cli-
mate with as pronounced macroeconomic imbalances as at present 
– infl ation way above target and a bleak infl ation outlook – an infl a-
tion path based on such assumptions is extremely unrealistic. The 
greater the imbalances, the less informative is the baseline forecast. 
Although it does indicate whether or not the policy rate needs to 
be adjusted, it says little about the scale or timing of such changes 
or their likely impact on economic developments, as discussed in 
previous editions of Monetary Bulletin. 

New presentation of the macroeconomic and inflation forecast 
In an effort to address this problem, Monetary Bulletin has present-
ed alternative scenarios using a variable interest rate and exchange 
rate alongside the baseline forecast. This may be quite important 
when the exchange rate of the króna appears likely to have devi-
ated far from long-term equilibrium and an unchanged policy rate 
would not ensure that infl ation will trend towards target within the 
forecast horizon. The advantage of such a presentation of the mac-
roeconomic and infl ation forecast is that its assumptions for mon-
etary policy responses to a poor infl ation outlook are more realistic 
than in the baseline forecast. 

This edition of Monetary Bulletin presents a new baseline 
forecast conditioned on similar assumptions to the previous alter-
native scenario, with its individual components discussed in rather 
more detail. However, this is not to suggest that its results are nec-
essarily considered to be the most likely course for economic devel-
opments to take, unless the assumptions hold on which it is based. 
The assumptions in the new baseline forecast include the market 
and analysts’ expectations about the medium-term development of 
the policy rate. Based on that interest rate path, an exchange rate 
path is determined by the interaction of uncovered interest rate 
parity and purchasing power parity. The new presentation gives a 
considerably more realistic picture of the Central Bank’s monetary 
policy response to prevailing macroeconomic conditions across the 
forecast horizon. Assigning a certain weight to purchasing power 
parity takes into account the impact that an exceptionally strong or 
weak króna will have on the infl ation outlook. 

Two alternative scenarios
Two alternative scenarios to the baseline forecast are presented. 
One assumes an unchanged policy rate and exchange rate across 
the forecast horizon, and is comparable with the Central Bank’s pre-
vious baseline forecast. The second alternative scenario uses the 
Central Bank’s macroeconomic model to forecast the policy rate by 
applying an endogenous monetary policy rule. In the model, the 
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monetary policy response is determined by the output gap and the 
deviation of infl ation from target. The exchange rate is forecast by 
the same method as in the baseline forecast, i.e. using the mac-
roeconomic model. As pointed out above, the Central Bank may 
give this alternative scenario a higher profi le in the future.
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IX Monetary policy

Inflation outlook deteriorates yet again 

In its Monetary Bulletin published on March 30, the Central Bank 
presented an assessment of the inflation outlook which it deemed to 
have worsened sharply, assuming an unchanged policy interest rate. 
The inflation outlook has now deteriorated even further according to 
the forecast paths presented above. The policy rate has been raised 
twice by a total of 1.5 percentage points since the assessment of the 
outlook in March, by 0.75 percentage points at the end of that month 
and again on May 18. Counteracting this, the króna has depreciated 
sharply, inflation has gained pace and inflation expectations have 
offset the rise in nominal interest rates. Although considerable, the 
Central Bank’s policy rate hikes have hardly managed to maintain the 
tightness of the monetary stance since the beginning of the year. 

When the forecast presented above was compiled, the króna 
had already depreciated some way from the level at the time of the 
0.75 percentage-point hike in May. Although there are vague indica-
tions of a slowdown in recent months, demand growth is still rapid 
and generates intense pressures in both the labour and goods mar-
kets. Macroeconomic imbalances are currently so pronounced – wit-
ness the large current account deficit and output gap – that a slower 
rate of demand growth cannot be expected to suffice to bring the 
economy fast enough back to balance. To do so, domestic demand 
will need to contract. Recent agreements on further wage rises, on 
the back of increases over the past year far beyond a level compatible 
with the inflation target, will delay the adjustment. A delayed adjust-
ment increases the likelihood that it will be disruptive. This must be 
borne in mind when implementing monetary policy, and economic 
policy in general. 

In the last Central Bank forecast in March, inflation measured 
4.5%. In June the rate was 8%, i.e. 3.5 percentage points higher. The 
deterioration has been exceptionally swift and it is clear that short-
term inflation was significantly underforecast in March. The current 
outlook is that inflation in Q3 will be more than 4 percentage points 
above the March forecast and will head as high as 11%, unless the 
pace of monetary policy tightening exceeds market expectations and 
analysts’ forecasts. This serious development entails a great risk that 
higher inflation expectations will become entrenched. If that hap-
pens, an even higher policy rate will be needed to beat inflation back 
down. 

Inflation expectations and weaker króna undermine the monetary 

stance

There is no universal criterion for the monetary stance. Several fac-
tors need to be examined simultaneously to gauge their contribu-
tion at any given time. Until this year, the tight stance was largely 
manifested in the strong value of the króna. Transmission of monetary 
policy measures across the yield curve, on the other hand, has been 
inhibited. Interest rates on indexed loans, for example, have only risen 
slightly and are still much lower than when the banks began compet-

%

Chart IX-1

Central bank policy interest rates

Daily data January 1, 1998 - June 26, 2006

Sources: Reuters, EcoWin, Central Bank of Iceland.
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Chart IX-3

Inflation expectations

Weekly data January 7, 2003 - June 27, 2006

Household and businesses' inflation expectations are based on ex-
pectations over the next twelve months and analysts' expectations 
on twelve-month inflation one year ahead.
Source: Central Bank of Iceland.
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ing with the Housing Financing Fund (HFF) over mortgage loans. As it 
happens, the banks have recently been offering higher rates of inter-
est than the HFF, which has since followed suit. Judging from recent 
HFF bond yields, these rates might remain unchanged for some while. 
Nominal bond rates have risen by more, but much of the explanation 
for the increase in nominal rates lies in higher inflation expectations. 

At the same time as real interest rates have hardly changed, the 
tightening imposed until this year by the strong króna has diminished 
significantly. A strong domestic currency squeezed the traded goods 
sector and helped to keep wage inflation in check under difficult 
conditions, for example in the wage review of November 2005. The 
recent agreement granting a substantial increase to the lowest-paid is 
a clear indication of how much easing has taken place. Conceivably, 
the real exchange rate may not be far from long-term equilibrium. In 
this regard, borrowing in foreign currency is much more favourable at 
the current exchange rate, but this is offset by higher foreign interest 
rates. The depreciation of the króna has strongly affected inflation 
expectations too, and thereby contributed to lower real interest rate 
expectations. 

While interest rates have not risen markedly in real terms recently 
and the restraint coming from a strong exchange rate has diminished, 
international financial conditions have shown a marked downturn. 
Basic interest rates, i.e. on low-risk government bonds, have gone 
up and so has the borrower risk premium, especially for Icelandic 
credit institutions. Since the bulk of funds raised by Icelandic compa-
nies in the international capital market is intermediated by domestic 
financial companies, a significant deterioration in their terms can be 
expected in the near future. Interest rates on the commercial banks’ 
foreign currency-denominated lending have increased by roughly one 
percentage point since the beginning of the year. Nonetheless, rates 
are still very low in real terms relative to the current inflation outlook, 
assuming that the exchange rate remains broadly stable.

Monetary policy needs to respond to the worsening outlook for 

wage developments

For some time the Central Bank has expressed concerns that unit 
labour costs have risen far in excess of a level compatible with the 
inflation target. So far this year the wage index has risen roughly 
8½% year-on-year. Inflationary pressures from these wage rises are 
coming to light now that the króna no longer keeps economic condi-
tions tight. 

Labour shortages have been a growing problem. In the run-up 
to the local government elections this spring, municipalities gave way 
to pressure and raised wages for certain jobs which were difficult to 
man. Wages for selected groups of workers, particularly in the public 
sector, have risen way above market norms. This and rising inflation 
have contributed to growing tension in the labour market and sparked 
claims for all-round increases. In an overheating economy, tensions 
over income distribution can easily cause wage developments to get 
out of hand. Wages have already gone up far beyond the levels laid 
down in the settlements of 2004. The recent agreement made to 

Chart IX-4

HFF bond yields

Daily data July 8, 2004 - June 28, 2006

Source: Central Bank of Iceland.
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The policy interest rate in real terms
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head off a wage review in the autumn entails generous increments. 
The idea behind that agreement, which is described in more detail in 
Box VI-1 on pp. 36-38, is to raise wages for those who have missed 
out on the extra pay that businesses have resorted to offering in order 
to retain key staff, and to dispel the uncertainty posed by the review 
clause in current wage settlements. In a very tight labour market, 
wage raises for the lowest-paid are more likely to creep up the pay 
scale. The inflation outlook has therefore turned substantially bleaker 
as a result of this agreement. Further wage increases now will feed 
domestic demand at a time when the positive output gap is close to its 
peak. The boost to domestic demand and the deteriorating inflation 
outlook could also weaken the króna, which is already under pres-
sure. A firm monetary policy response to these conditions is essential. 
An inevitable consequence of this development would seem to be to 
increase the likelihood of a hard landing later on.

Very large current account deficit calls for a contraction in 

demand

External imbalances are clearly greater than was previously thought. 
The current account deficit in Q1 was equivalent to a record 26% of 
GDP. This is the second consecutive quarter with a deficit of 20% or 
more. Although much of the deficit is attributable to imports of capital 
goods, even excluding them all would still leave a deficit equivalent 
to 16% of GDP. Such a huge deficit is unsustainable in a climate of 
rising interest rates. Admittedly, net exports of aluminium will increase 
this year and in 2007, but a large part of the adjustment will have to 
be made through a contraction in imports of consumer goods and 
services. Broadly speaking, the adjustment may occur through two 
channels. A depreciation of the króna would drive up inflation, erode 
real wages, bring down private consumption and channel it into the 
domestic economy. Alternatively, the monetary policy stance and fis-
cal impulse could cut demand on such a scale, e.g. through increased 
unemployment, that imports would contract. A mix of the two is like-
ly. According to the Central Bank’s baseline forecast, the adjustment 
will take the form of shrinking private consumption and investment 
in 2007 and 2008. If exchange rate developments are less favourable 
than forecast, which cannot be ruled out, private consumption could 
drop even more drastically.

A central bank on an inflation target cannot be impartial 
about which main channel the adjustment will take. The inflationary 
approach is incompatible with the inflation target, although it may be 
unavoidable in the short term. A sufficiently tight monetary stance is 
needed to bring demand down faster without weakening the króna 
excessively and fuelling inflation even further. It is noteworthy to 
compare the GDP growth paths in the baseline forecast and the tight-
er monetary policy scenario – the contraction in the latter seems by no 
means greater. It will take place earlier, however. A tighter monetary 
stance expedites the adjustment, which consequently reduces the 
need for adjustment in the long term. Inflation will in turn be lower, 
with less erosion of real wages. This is an important message.

1. Central Bank baseline forecast for 2006-2008. 2. Data for 2006 show
12-month change (%) of wage index in May.
Source: Statistics Iceland, Central Bank of Iceland.
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Housing price inflation more persistent than was expected

The composition of inflation has undergone a fundamental change 
whereby the twelve-month rise in goods prices is now broadly the 
same as the overall rise in the CPI. The housing component still 
accounts for just under half of the rise in the index, compared with 
¾ a year ago. This turnaround was quite foreseeable. However, the 
reduction in housing price inflation has been marginally slower than 
expected. Irrespective of the base effect of a change in estimates 
of owner-occupied housing prices, residential housing prices have 
continued to climb, although at a markedly slower rate year-on-year. 
The slower rate of housing price inflation has been offset by a leap 
in maintenance costs caused by the depreciation of the króna, and 
higher interest rates also exert minor upward pressure. 

Housing price inflation is likely to slow even more in the coming 
months and a nominal drop cannot be ruled out either, especially with 
a pending surge in housing supply, higher interest rates and lower 
maximum loan-to-value ratios applied by the banks and the HFF. 
Such a development could have sweeping effects and bring about 
more contraction of domestic demand. Developments in the housing 
market are therefore an important indicator to be watched over the 
next few months

Very high interest rates required to bring inflation back to target

The policy rate path described above – calculated using the Central 
Bank’s macroeconomic model and a monetary policy rule set to bring 
inflation to target within roughly two years – should not be taken 
too literally, due to the great uncertainties involved. However, it does 
imply that a very high policy rate will probably be needed to rein in 
inflation within an acceptable period of time. 

Whether or not the policy rate needs to reach the heights 
implied by the monetary policy rule will depend on a number of fac-
tors. Monetary policy transmission across the yield curve is subject 
to high and variable inertia, making it difficult to see how high the 
policy rate must go before it affects the entire interest rate path. In 
recent years, international interest rate developments and the banks’ 
entrance into the mortgage market have delayed the pass-through. 
Changes in external financial conditions and the expected unwind-
ing in the real estate market, however, could cause the higher policy 
rate to bite fairly swiftly. Foreign interest rates and risk spreads have 
already increased substantially and the banks have tightened their 
rules on collateral. If this trend continues – and even gains momentum 
– there could turn out to be less need for policy rate hikes. 

In the opposite direction, a rise in foreign interest rates would 
probably put increased pressure on the exchange rate. It will raise the 
cost of funding the current account deficit and, all things being equal, 
drive it even wider, while the interest rate differential with abroad 
would narrow if domestic interest rates remain unchanged. Given the 
size of the current account deficit, it could prove necessary to maintain 
high interest rates for longer than medium-term domestic demand 
developments may warrant. 

Chart IX-10

Alternative policy rate paths

%

1. Policy rate consistent with attaining the inflation target within the 
next 2-3 years.
Source: Central Bank of Iceland.
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The effect of high measured and prospective inflation on infla-
tion expectations will be an important determinant of how monetary 
policy needs to be tightened. As inflation expectations intensify and 
persist, the policy rate required to bring inflation back to target soon 
enough will be higher, at the cost of lost production and employment. 
If the inflation target provides expectations with a firm enough anchor 
to fall relatively fast, there will be less need for such measures, but 
naturally the Central Bank’s own statements and actions will be an 
important determining factor.

Asset price developments may entail a tough monetary policy 

choice

In many parts of the world the question of monetary policy and asset 
prices is being quite hotly debated, i.e. whether or how monetary 
policy should respond to asset bubbles. In Iceland the debate has 
mainly hinged on the contribution of owner-occupied housing to 
the CPI. Until recently, the housing component accounted for the 
bulk of the rise in the index. The inflation that is now on the cards is 
broader-based, however. The question of whether a rise in the hous-
ing component distorts monetary policy decision-making is thus not 
as pressing as often before. 

Nonetheless, asset price developments will clearly be crucial for 
monetary policy measures in the near term. Housing prices in the 
Greater Reykjavík Area are currently so high that a fall in real terms 
– even in nominal terms – over the coming years must be considered 
likely. Lower housing prices will have a sharp impact on the growth of 
private consumption and investment, not least residential investment. 
Some reduction in housing prices in the years ahead is already built 
in to the Central Bank’s forecasts and is an important driver of the 
contraction in domestic demand that they imply. Given their current 
high level, a faster adjustment of housing prices to long-term equilib-
rium cannot be ruled out. If the current account deficit adjustment is 
faster as well, with a correspondingly large depreciation of the króna 
and resulting inflationary pressures, the Central Bank could find itself 
in the predicament of needing to keep interest rates fairly high dur-
ing an economic downturn. It is not unlikely that the Central Bank’s 
forecasting models underestimate the scale of a contraction that may 
be caused by a simultaneous drop in asset prices and depreciation of 
the króna via the effect this will have on household and business bal-
ance sheets. The alternative option – a laxer monetary stance which 
would contribute to a weaker króna – would also cause a considerable 
contraction through higher inflation and erosion of real wages. Thus 
the opportunity cost of pre-emptive tightening of monetary policy is 
lower than one may conclude on first impression, and in the long run 
it has considerable benefits.

More support for the Central Bank’s struggle against inflation 

would be beneficial

The Central Bank has the necessary instruments at its disposal to rein 
in inflation in the long run, even on its own, and will not flinch from 
using them. However, efforts to solve the inflation problem using 

Chart IX-11
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Daily data January 5, 1999 - June 23, 2006

Source: Central Bank of Iceland.
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monetary policy measures alone in the current climate could prove 
costly. This makes it vital that all possible players should contribute 
towards easing the burden on monetary policy. The Government is an 
obvious candidate. It can contribute to a smaller rise in the policy rate 
with an even tighter fiscal stance. The announced delay of new public 
works projects is laudable, although the scope of these decisions is 
still unclear. The government can also contribute by promoting a swift 
and effective solution to the future role of the Housing Financing 
Fund. It is important to note that the HFF’s interest rates would be 
much higher if they were not backed by a Treasury guarantee and if 
the fund were subject to similar capital adequacy rules to other credit 
institutions. Until recently the HFF provided mortgages at a 90% 
loan-to-value ratio, despite escalating risks that the principal will end 
up higher than the collateral. There is ample cause to ask whether it 
is acceptable for taxpayers to underwrite the consequences of such a 
risky lending policy without the HFF being charged for the govern-
ment’s guarantee. Hence it is to be commended that the government 
has decided to lower the loan-to-value ratio. Financial companies 
have shown more caution in their mortgage lending recently, e.g. 
by lowering their loan-to-value ratios, but greater prudence is called 
for in all areas of lending. Local authorities should also step up their 
cost restraint sharply in the aftermath of the elections and households 
make efforts to reduce their debt. It is food for thought that unit 
labour costs have risen significantly in excess of the inflation target for 
years. An important point is to reach consensus that wage changes 
will in future be compatible with price stability.

Interest rates will rise as much as is needed to rein in inflation

As pointed out above, every indication is that interest rates still need 
to rise substantially in order to rein in inflation. Rising inflation, higher 
inflation expectations, mounting tension over wage distribution which 
fuels excessive wage growth and a current account deficit which prob-
ably heralds major pressure on the exchange rate in the near future 
– all these factors indicate that the monetary stance is still inadequate. 
The Central Bank will continue to raise the policy rate for as long as 
this situation persists, as reflected in its new alternative forecast with 
endogenous monetary policy responses. As ever, therefore, the Bank 
will closely monitor the development of indicators of the transmis-
sion of monetary policy, whose development will be a crucial factor 
in determining how high interest rates need to rise in order for the 
target to be achieved.
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