
 

Growth period over for now - policy rate 
cuts on the horizon   
 

After a period of continuous economic growth since 2011, a turning point has been reached in the 

economic cycle. Following shocks in the fishing and tourism sectors, the outlook is for economic 

contraction this year. This contraction will be slight and short-lived. Despite above trend growth in 

the past several years, the economy is much better balanced and more robust than at the end of 

previous expansion periods in Iceland. A combination of relatively high policy rates and strong 

Treasury position enable firm application of policy instruments to soften the impact of contraction 

and lay the groundwork for sustainable development as early as next year.  

Economic growth was 4.6% in 2018, according to 

preliminary figures from Statistics Iceland. This 

growth rather outstrips our forecast of 3.9% from 

October of last year. At that time, we expected growth 

to be 2.6% in 2019. Major shocks in key domestic 

export sectors, tourism and fisheries (bankruptcy of 

WOW air and capelin catch failure) have negatively 

impacted the outlook. Instead of conservative growth, 

we now forecast a 0.5% contraction of GDP this year. 

We do, however, expect the contraction period to be of 

short duration and to see around 2.5% growth already 

in 2020, driven by increased public investment, 

investment in housing, private consumption and a 

slow turn-around in the travel sector. For 2021, we 

forecast 2.9% GDP growth, driven mostly by private 

consumption and export growth. We expect tourist 

numbers to grow by 5% next year and 8.7% in 2021. If 

the forecast proves accurate, tourist numbers in 2021 

will be slightly lower than at the peak in 2018. 
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Long monetary policy easing process on the 

horizon 

Inflation measured 3.1% in Q1 of 2019. We expect it to 

peak at 3.6% in H1 of 2020. Going forward, we expect 

inflation to trend back below target, 2.5%, in Q2 of 

2021.  

There is less uncertainty about wage developments in 

coming years, since the signing of 4-year collective 

bargaining agreements. This, along with a relatively 

stable ISK exchange rate, despite the recent economic 

set-backs, will alleviate long-term inflation 

expectations, pushing them back down towards target 

again. Increased economic slack will also have an 

increasingly cooling effect on inflation and inflation 

expectations until mid-2020. That, along with the CB’s 

interventions on the FX market designed to reduce 

short-term fluctuation in the ISK exchange rate, 

creates significant room to lower policy rates. There 

are two scheduled rate decisions under the 

incumbency of the current CB Governor, in May and in 

June. We deem it likely that the CB’s Monetary Policy 

Committee (MPC) will lower policy rates by 0.25 

percentage points on both occasions and that the CB’s 

key rate, i.e. the 7-day term deposit rate, will be 4.0% 

as of mid-2020. With inflation trending back to target 

in the latter part of the period, we think it likely that 

the real interest rate could reasonably be kept 

unchanged, which necessitates a further policy rate cut 

of 1 percentage point in 0.25 percentage point 

increments, until mid-2021. The CB’s interest rate on 

deposits could have been brought down to 3.0% at the 

forecast horizon. 

Various uncertainties could significantly affect 

the forecast 

The coming turnaround in economic development 

increases the risk of economic mismanagement having 

a negative impact on the necessary adjustments, both 

in monetary policy and fiscal management. The 

uncertainty about the number of travellers to visit 

Iceland in coming years can have significant effects on 

the country’s largest export sector. The forecast 

assumes a roughly 14% decrease in tourist numbers 

this year, returning to conservative growth in the 

following two years. If the decrease turns out to be 

sharper than the forecast assumes, the contraction 

may deepen considerably this year and economic 

recovery in coming years slow down.  

The ISK exchange rate is another weighty uncertainty 
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factor as regards inflation. Uncertainty about the 

exchange rate is in part linked to the tourism sector 

and also to uncertainty about incoming and outgoing 

investment. In addition, there is considerable 

uncertainty about housing price developments. 

Housing prices have and will remain a deciding 

contributing factor of inflation in coming semesters.  

Finally, a number of international factors, outside of 

the influence of the Icelandic economy, such as 

economic developments in main trading partner 

countries, the US-China trade conflict, fluctuations in 

oil prices and other commodities, could have a 

considerable influence on both inflation and the 

economic outlook in Iceland. 

  

    

ISK bn

GDP and key components 2018 2019 2020 2021

Gross  Domestic Product 2.803 -0.5  (2.4) 2.5  (2.2) 2.9  (1.9)

Private consumption 1.422 1.8  (3.2) 2.2  (3.0) 2.5  (3.5)

Publ ic consumption 661 3.0  (2.6) 2.0  (2.3) 2.0  (2.0)

Capita l  formation 623 -5.7  (0.8) 6.7  (2.3) -0.5  (-1.9)

Industria l  investment 398 -13.6  (-2.8) 6.3  (-2.4) -0.9  (-6.7)

Investment in res identia l  hous ing 121 5.0  (5.0) 0.0  (10.0) -5.0  (5.0)

Publ ic sector investment 104 12.0  (10.0) 15.0  (10.0) 5.0  (5.0)

Total  national  expenditure 2.717 0.0  (2.5) 3.1  (2.7) 1.7  (1.9)

Exports  of goods  and services  1.323 -5.5  (2.9) 0.9  (1.7) 4.1  (1.4)

Imports  of goods  and services  1.237 -4.0  (3.0) 2.3  (2.6) 1.5  (1.4)

Policy rates and inflation 2019 2020 2021

Pol icy rates  (year-end, %) - lending rates 4.75  (5.75) 4.25  (5.50) 3.75  (4.75)

                    - interest rate on depos its 4.00  (5.00) 3.50  (4.75) 3.00  (4.00)

Inflation (annual  average, %) 3.3  (3.7) 3.4  (3.4) 2.5  (2.9)

EUR exchange rate (year-end) 140  (138) 139  (139) 138  (139)

Real  estate prices  (change in annual  average, %) 3.8  (4.0) 4.2  (6.0) 4.3  (8.0)

Labour market 2019 2020 2021

Purchas ing power of wages  (change from previous  year, %) 2.4  (1.1) 2.0  (0.9) 3.6  (1.3)

Unemployment (% of labour force) 4.5  (2.7) 4.0  (3.0) 3.5  (3.0)

Trade balance 2019 2020 2021

Goods  and services  balance 1.1  (1.2) 1.8  (0.8) 3.4  (0.8)

Trade balance 1.2  (0.7) 2.0  (0.3) 3.6  (0.3)

 Numbers  in brackets  are from Economic Research's  October 2018 forecast 

Volume change from previous  year

Anual  average

% of GDP

Overview of macroeconomic forecast of Landsbankinn Economic Research.
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Outlook for moderate and stable growth of private consumption  

Private consumption grew by 4.8% in 2018, according to preliminary figures 
from Statistics Iceland. In our last macroeconomic forecast, from October 2018, 
we lower growth, or 4.3%. At the time, there were strong indications of a 
drastic contraction in private consumption growth in H2 of 2018 and the CB’s 
data indicated a contraction in domestic credit card turnover.  Confidence 
levels plummeted and consumer goods import decreased in autumn.  

Since then, it has transpired that the CB’s payment 

card data was flawed and that turnover was much 

more robust than the data suggested. We deemed the 

outlook for coming years to be fair, despite 

considerably slower growth than in previous years, or 

just over 3% average growth as compared with just 

under 7% in recent years. Various events have soured 

the outlook since, especially as regards this year. As a 

result, we have revised our forecast downwards and 

now assume over 2% average growth in private 

consumption in the next 3 years. 

Strong consumption capacity - what about 

readiness? 

Household consumption capacity will stay fairly strong 

in coming years. Important bargaining agreements 

have been concluded on behalf of a large part of the 

private sector. Provided that inflation is restrained 

within the next year and a half, purchasing power and 

disposable income can be expected to continue to 

grow, yet at a more measured pace than in the past 

three years. At the same time, household savings have 

increased in recent years and there is growing general 

awareness of the effects of explosive consumption on 

the environment and the climate. 

Varied impact of private consumption on 

economic growth 

Private consumption accounts for around half of GDP. 

Changes to private consumption can have a significant 

effect on economic growth. The lion’s share of supplies 

for private consumption is imported, with their import 

value deducted in the measurement of economic 

growth. Changed consumption patterns can thus also 

affect economic growth. If consumption is increasingly 

directed at imported goods, such as electronics, 

furniture, clothing, cars and travel abroad, this leads to 

less economic growth than if consumption is directed 

at domestic consumables, services and housing, to 
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name a few examples.  

The private consumption of Icelanders abroad has 

increased considerable in the past few years yet this 

increase does not impact growth as it is wholly 

imported. In 2010, the spending of Icelanders abroad 

accounted for around 7.5% of private consumption. 

This ratio had risen to 12.9% in 2018 with 

consumption abroad amounting to ISK 183 bn. We 

expect this ratio to drop somewhat in coming years 

due to depreciation of the ISK this past year and the 

probability of rising air fares.  

Error in payment card data indicated contraction 

One of the best short-term indicators of Icelandic 

household consumption is data on payment card 

turnover published monthly on the CB’s website. This 

has generally been considered a reliable short-term 

indication of household consumption developments. 

The CB’s data showed a significant cooling of domestic 

payment card turnover in the past 6-9 months; even a 

contraction toward the end of 2018. This information 

turned out to be unreliable. The CB has now published 

corrected figures several times, both towards the end 

of last year and in recent months. The corrections 

show more turnover than indicated by the original 

data. The magnitude of the error amounts to tens of 

billions of ISK. While the corrected data indicates 

more vigorous household consumption in recent 

months, it is none the less clear that the increase has 

slowed down in Q1 of 2019 as compared to the same 

period last year. Payment card turnover with domestic 

retailers increased by 1.6% in the first 3 months of the 

year as compared to 6% in the same period last year. 

The CB’s earlier figures showed a contraction of 1.7% 

in the first 2 months of the year, which indicated that 

we were headed for a contraction in private 

consumption this year.  

Import developments in 2018 are not in line with 

private consumption growth. 

Vehicle import contracted by just under 20% last year 

in terms of import value at a fixed exchange rate. 

Vehicle import contracted by another 36% in Q1 of this 

year. Import of consumer goods increased by a mere 

0.8% last year, despite a 4.3% growth in private 

consumption, according to figures from Statistics 

Iceland, and a 5.5% increase in tourist numbers. 

Actually, the import figures from general consumables 

in 2018 deviate from previous years, when growth 
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measured 15-22%, to such a degree that we consider 

an upward revision likely. If that turns out to be the 

case and other things remaining equal, economic 

growth in the period will be less than indicated by 

preliminary figures.  

Confidence levels rise somewhat  

Gallup's Consumer Confidence Index (CCI) dwindled 

more or less constantly throughout 2018. In recent 

months, confidence levels have begun to rise and the 

index is approaching 100, which indicates an equal 

number of positive and negative respondents. Positive 

respondents were 58% in April of last year.  

Strong household asset position and 

purchasing power developments in recent years 

The increase in purchasing power of wages and 

disposable income has been unprecedented in recent 

years. Household wealth has also increased alongside 

rising savings levels, repayment of liabilities and rising 

real estate prices, with real estate forming the largest 

asset class of households. Purchasing power is 

expected to increase in coming years, as are the real 

prices of real estate, yet at a more measured pace than 

in previous years. Taken together, these factors will 

support continued growth in private consumption in 

coming years. On the other hand, unemployment 

levels are expected to be higher in the coming 3 years 

than the previous 3 years. We expect increased slack in 

the economy to be counteracted by considerable policy 

rate cuts, which will stimulate private consumption 

and investment.  
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Strong labour market gives in - unemployment levels rise 

According to figures from Statistics Iceland, around 208,000 persons are 
estimated to have been in the labour force in March of 2019, which is 
equivalent to an 82% participation rate. Out of the figure, 203,000 were 
employed and 6,000 were unemployed. Unemployment was therefore 3% of the 
labour force, which is similar to previous months.  

Registered unemployment inches upwards 

There are two different measurements of  

unemployment in Iceland, variously used by Statistics 

Iceland and the Directorate of Labour. These 

measurements build on differing methodologies and 

yield different results. Statistics Iceland bases its 

figures on monthly sample surveys in which people are 

asked about their employment status. Figures from the 

Directorate of Labour show the number of persons 

registered as unemployed and receiving 

unemployment benefits.  

Unemployment as measured by Statistics Iceland has 

not increased in the past months. Registered 

unemployment as measured by the Directorate of 

Labour has, on the other hand, increased considerably 

in recent months, or by an entire percentage point 

since December 2018, from 2.7% to 3.7%.  

Unemployment has increased most in the Suðurnes 

peninsula around the international airprt since 

December, or by 2.1 percentage points, and the capital 

area is the runner up with an increase of 1.2 

percentage points. Changes in other regions are much 

less pronounced.  

The 12-month running average as measured by 

Statistics Iceland has held fairly steady over a period of 

almost two years. Conversely, figures from the 

Directorate of Labour show an increase in registered 

unemployment in the past couple of months. 

According to those figures, registered unemployment 

was 3.7% in April as compared with 2.3% in April of 

2018.  

Major lay-offs were expected in the wake of WOW air’s 

bankruptcy and the Directorate of Labour estimates 

that around 1600 persons received notice in March. 

Had all of these people registered for unemployment at 

once, unemployment levels would have risen to 4% 

immediately. A portion of these employees will have 

taken up work elsewhere fairly quickly and several are 

not entitled to unemployment benefits. 
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Participation rate continues to decline 

The employment participation rate declined from 

spring 2017 to mid-2018 and was 81% in Q1 2019 as 

compared with 80.7% at the same time last year.  

A look at the 12-month average shows that 

participation contracted by 0.3 percentage points from 

March 2018 to March 2019. Going by this yardstick, 

employment participation is now similar to what it was 

in early 2015. Participation picked up at that point and 

then contracted again last year.  

Work hours remain stable 

Weekly work hours averaged 38 in Q1 this year, up 

from 0.4 hour as compared with the same period the 

previous year. The 12-month average shows that work 

hours were 0.1 hours shorter in March 2018 and were 

fairly stable going by that measurement throughout 

2018.  

Use of manpower continues to increase  

Considering the number of employed persons and 

weekly work hours together shows a continuous 

increase in the use of manpower in 2018, and the trend 

has continued in Q1 2019. This is mostly due to the 

steady increase in the total number of persons in the 

labour force: the number of work hours grew by 2.3% 

in Q4 2018 and 1.8% in Q1 2019. This increase is a 

clear sign of a strong labour market. It should be noted 

that the figures are dwindling somewhat in line with 

increased labour market slack.  

Foreign nationals important 

The import of foreign labour has been brisk in recent 

years. Between Q1 2016 and Q1 2019, the net increase 

in foreign nationals in the age bracket 20-59 was 

17,700, according to figures from Statistics Iceland. If 

these figures are accurate, the increase should have 

corresponded to that figure. Other figures from 

Statistics Iceland show that foreign nationals in 

Iceland increased by around 18,000, providing a level 

of confidence in the figure.  

At the same time, employed persons increased by 

15,300, according to Statistics Iceland’s labour market 

survey. Foreign nationals thus appear to account for a 

large portion of the increase in employed persons. 

Pessimism among management increases 

The results of Gallup’s poll of the managers of 
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Iceland’s 400 largest companies show a much more 

pessimistic view of conditions of the economic 

situation than ever since 2014. It will be exciting to 

learn from the next poll whether the newly concluded 

collective bargaining agreements contribute to more 

optimism.  

New wage agreements reduce uncertainty 

Clearly, the great uncertainty surrounding wage 

agreements affected confidence and the labour market 

mood. Various negative events further compounded 

the situation, such as the capelin catch stop, difficulties 

in the construction market and the bankruptcy of 

WOW air.  

While expectations may have improved, 

unemployment will increase somewhat in the coming 

6-18 months, though not by as much as previously 

feared. Economic Research forecasts  4.5% registered 

unemployment this year, 4% next year and 3.5% in 

2021. 
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Similar wage development 

According to figures from Statistics Iceland, the wage index rose by 5.6% YoY 
in March, the lowest YoY change since May 2015. The annualised wage increase 
has been fairly steady at just over 7% for a year, from spring 2017 to spring 
2018, when it dropped to around 6% and has since decreased a little.  

Purchasing power will not dwindle 

The purchasing power of wages has remained stable in 

recent months, up by 2.5% in March 2019 as compared 

to March the previous year. Since the beginning of 

2015, the purchasing power of wages has grown by 

over 24%, or by 6% annually. This is a remarkable 

increase, both historically and compared to other 

countries. In previous years, the negotiated increase in 

purchasing power has often nigh evaporated at the end 

of the contract period, sometimes disappearing 

altogether. The last contract period is unique in this 

regard, both in terms of the success achieved and the 

preservation of purchasing power. 

New collective bargaining agreements 

At the beginning of April, collective bargaining 

agreements were concluded between the member 

associations of the Icelandic Federation of Labour 

(ASÍ) and the Confederation of Icelandic Employers 

(SA). The agreements provide for a rise in ISK, shorter 

working hours and, in addition, the government issued 

a statement promising improved terms in various 

fields, including tax cuts. 

The agreement is for a term of four years, expiring on 1 

November 2022. Wage increases are twofold, on the 

one hand an ISK 90,000 increase of rate schedules for 

the entire period and, on the other hand, an ISK 

68,000 wage increase for the entire period. 

Subsequently, skilled members of ASÍ have concluded 

similar agreements and it appears that the agreement 

will serve as a model for other contracts in the private 

sector.  

The effects of direct wage increases provided for in the 

agreement can be supposed to average 3-4% annually 

and the resulting moderate wage drift will push the 

wage index upward, yet increases will not be of the 

same magnitude as in the previous contract period.  

Changes to taxation system an important factor 

According to the government’s statement, the aim is to 
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move to a three-tiered taxation system with a new low-

income bracket. The aim of these changes is to lower 

the tax burden on the lowest income group by ISK 

10,000 per month. A bill proposing these amendments 

is scheduled to be submitted this fall and the exact 

implementation of these measures have yet to be 

introduced.  

Considering the effects of the bargaining agreement 

during the first year only, i.e. the first two wage 

increases and assumed changes to income tax based on 

a monthly income of ISK 350,000, a loose estimation 

shows a direct wage increase of 11.7% and a 12.9% 

increase in disposable income during the year, if the 

taxation changes are implemented. Having regard for 

inflation forecasts, this will lead to a significant 

increase in purchasing power for groups in the income 

bracket. 

Number of bargaining agreements yet to be 

concluded 

While collective bargaining agreements represent a 

large milestone, it cannot be forgotten that agreements 

for almost the entire public sector have expired and 

the rest expire in June. 

It can in no way be taken for granted that large groups 

in the public sector will model their collective 

agreements on the private sector. Negotiations in the 

public sector are off to a slow start and no big news can 

be expected until after the summer holiday season.  

Wages of the large groups 

A look at changes in the wages of the large groups in 

the labour market over a period of one year, from Q4 

2018 to Q4 2019, shows that wage increases in the 

private and public sectors have been similar, at around 

6%. Wages of state employees rose most while wages 

paid by municipalities increased least. This is a 

repetition of last year's developments.  

History unequivocally shows that wage developments 

in the public and private sector are similar in the long 

term. There are always some fluctuations over shorter 

periods - these tend to level out with time. If we 

consider the change from the beginning of 2015, public 

sector wages had increased by 35.4% while private 

sector wages increased by 34.6%. This is a mere 0.6 

percentage point difference. Obviously, the wages of 

the large groups in the labour market have developed 

along the same general lines in the past five years.  
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Housing price increases slow significantly 

In March, housing prices in the capital area had risen by 4.3% over a 12 -month 
period. The price of multi-family dwellings had risen by 3.5% and single -family 
dwellings by 6.6%. The real estate market has calmed down since mid -2017.  

Real prices remain stable 

The consumer price index less housing prices rose by 

2.4% between years until March 2019, or just over a 

percentage point less than real estate prices. Real 

housing prices in the capital region rose by 1.8% 

during the same 12-month period. A longer view shows 

that conservative increases in real estate prices in the 

past months have more or less kept pace with 

inflation, less housing. Real prices of residential 

housing have thus showed positive development 

despite moderate increases in nominal prices. Real 

prices peaked in October 2007, just before the 

economic crisis, only to plummet. Prices reached 

former heights in April 2017 and have since increased 

by around 10%. 

The increase in real prices during the past 12 months is 

much less pronounced than in the previous 2 years. 

Corresponding figures were 8.0% for March 2018 and 

23.1% for March 2017. 

Business volume remains high 

Transactions in the first four months of the year were 

on average 5% more numerous than in the same 

period the previous year yet fall just short of the 

average number of transactions in 2018. The real 

estate market looks to be fairly stable as regards 

business volume. 

Risk of imbalance? 

An estimated 7,700 new apartments will be finalised in 

the capital region this year and over the next two 

years. At the same time, there appears to be 

considerable excess demand for small and affordable 

apartments. It is nearly certain that the largest part of 

the new apartments soon to enter the market are too 

large and expensive to meet existing demand. Most of 

the proposals intended to solve this putative problem 

involve a massive increase in the construction of small 

and affordable housing. There is some risk that the 

supply of a large part of apartments currently in the 

planning and construction stages can far exceed 
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demand in coming years.  

Appreciable uncertainty ahead 

A detailed description of the government’s plans for 

action as regards housing has not yet been released; 

the statement contained comprehensive promises for 

improvement in the market. 

As mentioned above, the market is currently well 

supplied with new apartments that do not meet 

consumer needs. If it is revealed that the authorities 

plan extensive construction of smaller and cheaper 

apartments, this could lead to a holding pattern in an 

already sluggish market. While the purchasing power 

of disposable income will not increase at the same 

rapid pace as in previous years, it will increase more in 

the lower income brackets. Purchasing capacity may 

increase as a result, leading however to a wait for 

affordable options.  

Economic Research expects the real price of 

apartments to increase by around 1% in coming years. 

We assume that housing prices will increase by 4% per 

annum on average in the next three years. 
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Gross capital formation contracts this year 

As is most often the case during boom periods, investment in the economy has 
increased significantly in the past years. Investment is the most v olatile item in 
the national accounts, growing proportionally fast in growth periods and 
contracting sharply during downswings. Last year, total capital formation in 
the economy increased by 2% which is considerably less than in the previous 
three years, when growth ranged between 12-21%.  

The limited growth of capital formation last year was 

due to a contraction in business investment with a 

concomitant increase in public investment and 

housing investment. Business investment contracted 

by 5.4% for the first time since 2013, when it 

contracted by 2%. This contraction in business 

investment is the largest since 2009, when it was 52%.  

Investment levels decreased last year  

Over the past years, business investment has increased 

far faster than economic growth, leading to business 

investment weighting ever more heavily in GDP. In 

2017, business investment less energy-intensive sector 

accounted for 12.2% of GDP, reaching its highest value 

this century except for 2006, when it was 13.1%. By 

comparison, this ratio was 4.3% in 2009 and has been 

growing since. This ratio fell to 11.5% last year due to a 

contraction in business investment and will drop to 

10.9% this year, if our forecast proves correct.  

Considerable contraction in Business 

investment 

We expect total capital formation in the economy to 

contract this year for the first time since 2010. We also 

forecast contraction in our October forecast. That we 

forecast a deepening of the contraction now is due to a 

deeper contraction in general business investment and 

also in investment in seafaring vessels and aircraft. 

Contraction in capital formation this year is driven 

solely by contraction in business investment and we 

forecast a considerable growth in both public 

investment and housing investment. We expect 

business investment to contract by 13.6% this year, 

both due to a contraction in general business 

investment but more due to a contraction in 

investment in seafaring vessels and aircraft. That 

contraction can largely be traced to the sale by WOW 

air of four passenger jets to Air Canada, which is 

deducted from investment in seafaring vessels and 
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aircraft. We expect capital formation to grow by 6.3% 

next year, driven by an increase in business and public 

investment. In the former instance, growth will 

primarily be driven by investment in seafaring vessels. 

In the last year of the forecast period, we expect a 

slight contraction in capital formation, by 0.5%. That 

year, we expect a contraction in housing investment, a 

slight contraction in business investment and growth 

in public investment.  

Uncertainty about trends in business investment 

There is considerable uncertainty about the direction 

business investment will take in the coming 6-18 

months, due, among other factors, to inconsistent 

indicators. Management expectations for the next 6 

months have seldom been dimmer. Their assessment 

of current conditions has plummeted fast recently and 

now scores under 100 on the confidence index. On the 

other hand, conditions for increased business 

investment have seldom been as favourable. Corporate 

equity ratios are at an all-time high and leveraging of 

underlying operations is low.  

In our view, management expectations will weigh 

more heavily than investment capacity, in addition to 

which YoY depreciation of the ISK will contribute to 

contraction in business investment. We forecast a 6% 

contraction of general business investment this year. 

This would be the first time since 2010 that general 

business investment contracts between years. Last 

year, more sectors reduced their investment activity as 

compared to the previous year than increased it. That 

the percentage of sectors increasing investment drops 

below 50% has not occurred since 2010. Among the 

sectors reducing their investment activity last year 

were purchase/sale and management of real estate, 

construction companies, food and beverage 

production, fisheries and seafood production, and 

lastly transport, travel agencies and transport 

agencies.  

How will a stronger ISK affect investment in the 

economy?  

The ISK exchange rate and its future development are 

a key element in the investment decisions of many 

companies. Historically, business investment has 

followed ISK exchange rate developments fairly 

closely. A strong ISK has been paralleled by increased 

investment. Mainly, this is because a large portion of 

business investment involves import. A strong ISK 
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lowers investment cost measured in ISK and many 

take advantage of the exchange rate to increase 

investment. The ISK weakened considerably last year 

as compared to the previous year, most likely 

contributing to the contraction in business investment 

between years. The average ISK exchange rate this 

year to date is significantly weaker than last year’s 

average exchange rate and this will drive even more 

contraction of business investment this year.  

Weighty sale by WOW air of four passenger jets 

The Icelandic aviation landscape changed drastically 

with the failure of WOW air in March. In its strong 

growth period in previous years, the company made 

some heavy investments.  

Investment in aircraft is in the form of import and as 

such does not affect economic growth. Similarly, the 

sale of aircraft across borders reduces investment yet 

does not affect economic growth. In Q1 this year, 

aircraft export amounted to ISK 17.3 bn, and this 

amount is most likely the sale of the four jets by WOW 

air to Air Canada. This transaction will have a large 

impact on investment in seafaring vessels and aircraft 

this year and represents the largest sale of aircraft out 

of Iceland in recent history.  

Last year, Icelandair took purchase of three Boeing 767 

Max jets and another three this spring. These aircraft 

have all been grounded due to issues with their control 

system. Initially, the plan was for Icelandair to 

purchase part of these jets and they would then have 

entered national accounts as an investment. They were 

however purchased and sold directly into leasing and 

as such are not entered into national accounts as an 

investment. We assume that the three 767 Max jets the 

company intends to take delivery of this summer will 

also be lease-to-purchase, as will the aircraft the 

company plans to purchase in 2020 and 2021.  

Heavy investment period in seafaring vessels 

not over 

The great investment spike in Icelandic fishing vessels 

has not yet subsided and several new vessels are 

expected to join the fleet this year and in coming years. 

This investment along with that of previous years, will 

have a considerable regenerative effect on the fishing 

fleet, lowering its average age significantly.  

Uncertainty about heavy industry investment 

There is still considerable uncertainty about the 
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construction of Thorsil’s silicon plant in Helguvík. 

Thorsil’s estimated investment amounts to USD 275 

million, or ISK 33.6 billion, yet the investment has not 

been fully funded. Some pension funds have backed 

out of the investor group and the project must seek 

further funding before it can be realised.  

The forecast assumes that Thorsil will begin 

construction next year. We do, however, consider it 

quite uncertain whether the project will in fact 

materialise. Expected returns on the undertaking are 

presumably somewhat lower now than originally 

planned, as a stronger ISK has eroded the 

competitiveness of exports. In addition, the precedent 

set by both other plants in Iceland, PCC at Bakki and 

United Silicon, should give potential investors pause, 

as they have undergone significant operational 

difficulties and the latter ended in bankruptcy. 

Whether the plant is constructed or not, it is clear that 

the effect on GDP and economic growth will be 

negligible in both the short and long term.  

United Silicon might be written down to some degree 

in Statistics Iceland’s national account, as the 

company’s operation has been suspended and it is 

uncertain when and wheather it will commence 

operation again. No decision has been taken to that 

effect and we will not write down investment in United 

Silicon at this time.  
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Will too many apartments be built in the capital area? 

Figures from Statistics Iceland show that the construction of 2300 apartments 
was completed in Iceland in 2018, an increase of just over 500 as compared to 
the previous year. At the same time, construction was begun on around 2500 
apartments, which is a decrease of 300 between years.  

Information about construction activity has not 

improved in the current boom period and construction 

volume, location and type of housing is as much 

guesswork now as before.  

Count of Federation of Icelandic Industries 

remains best source 

The Federation of Icelandic Industries (SI) have 

counted apartments under construction in the capital 

area and main population centres twice per annum for 

several years. SI’s count has in the past years been the 

only reliable source of information about housing 

construction.  

SI’s newest information about building volume is from 

March 2019. According to those figures, housing 

construction continues to increase, yet growth is 

slowing down. The number of apartments under 

construction that were weathertight and further along 

increased by 12% from the previous count in October 

2018, while the number of non-weathertight 

apartments under construction decreased by 4%. This 

strongly suggests a reduction on construction activity. 

This development is even more evident if construction 

of multi-family dwellings is considered seperately. In 

that asset class, apartments under construction that 

were weathertight and further along increased by 24% 

from the previous count, while the number of non-

weathertight apartments under construction decreased 

by 12%. Multi-family dwelling projects seem to be less 

likely to commence now.  

What does the future hold? 

SI has generally published a forecast about 

construction activity in relation with its count.  

According to SI’s forecast, construction will commence 

on fewer apartments this year than in 2018, with 

activity picking up again and increasing in 2020 and 

2021. Completed apartments increase in number all of 

the years.  

During the 6-year period (2016-2021), around 12,300 
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apartments will be completed, or just over 2,000 per 

annum on average. A committee formed this winter, 

comprised of representatives from the State, 

municipalities and parties from both sides of industry, 

found that unmet demand for apartments was for 

around 5-8,000 apartments. Around 7,700 apartments 

will be completed in 2019-2021, according to SI’s 

forecast, which will meet this demand in  part. 

Supply and demand gap 

There is an obvious discrepancy between supply and 

demand for small, affordable and simple apartments 

and the large, more expensive apartments under 

construction. That being said, there are no official 

numbers to confirm or describe this gap. 

In 2018, new sold apartments averaged 103 m2 and the 

same held true for the first three months of 2019. This 

indicates that not a lot of small, new apartments are 

being sold.  

Too dear for large group of buyers 

According to a recent report from a work committee 

on lowering the threshold for young adults and lower 

income bracket individuals to enter the housing 

market, the common price of first housing was around 

ISK 40 million. Most general lending rules currently 

provide that a buyer must supply ISK 6 million in 

capital upon such a purchase.  

Will we see an unbalanced market? 

There is a great deal of construction currently in 

progress yet this is slowing down in many areas. 

Economic Research expects to see a 5% increase in 

housing investment this year, an unchanged position 

next year and a 5% decrease in 2020. Extensive 

construction plans linked to statements made in 

relation to bargaining agreements will have a 

significant impact on developments, if they come to 

fruition. 
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Great increase in public investment  

Total investment by both central and local government increased by 21.2% in 
real terms last year and by 23.3% in 2017, constituting a considerable 
increase. Not all of the amount represents construction work. Completion and 
delivery of the tunnel under Hvalfjörður to the State in Q4 classifies as public 
investment, had a significant impact on figures and will also affect 
comparisons between 2018 and 2019. This was also the case with amendments 
to lending authorisations for the Vaðlaheiði tunnel and public investment in 
2016 and 2017. 

According to the public financial plan, public 

investment will be considerable and equally 

distributed in coming years. Main current and 

scheduled projects are construction of a new national-

university hospital, a campaign in transportation/road 

construction, helicopters for the Icelandic Coast 

Guard, a Vestmannaeyjar ferry and construction of 

nursing homes, in addition to which municipal fiscal 

budgets suggest an increase in investment on that level 

of government. Delays and shifting of projects have 

already affected the division between years, such as 

delivery of the Vestmannaeyjar ferry.  

The need for investment in infrastructure is obvious. 

According to plans, emphasis will be placed on 

increasing public investment in infrastructure 

alongside diminishing tension in the economy and 

decreasing industry investment. Amounts allocated to 

investment in transport infrastructure have not been 

higher in real terms since 1998, excluding the years 

2008 and 2009. Dividend payments from financial 

undertakings, partly or wholly owned by the State, will 

be funnelled to finance projects in transport 

infrastructure in part. 

According to the fiscal budget, public investment is 

expected to be 3.3% of GDP this year and to increase to 

3.6-3.7% in 2020-2021. Economic Research expects 

developments to be rather quicker, both due to great 

political pressure for maintenance and renewal of 

infrastructure, but also because the considerable 

reduction in business investment creates room for 

government action.  

Economic Research assumes that public investment 

will increase by 12% this year, 15% in 2020 and 5% in 

2021.  
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Public operations 

The financial policy of the government, approved last year, demonstrated 
obvious intentions to chart a middle course between the demand for increased 
spending and maintaining the equilibrium in public finances provided for by 
law on public sector finances and effective economic management.  

Treasury expenditure was increased by 7% nominal 

value between years in the annual budget for 2019, 

well beyond price level development and increased 

GDP. The strict framework of the financial policy and 

fiscal budget provided for by laws on public finances 

appears to have stabilised public finances as compared 

to previous years.  

Treasury balance  

The National Treasury holds the largest role of all 

public entities. As regards Treasury balance, the 

financial policy assumes a 1% surplus of GDP this year. 

In 2020-2022, the overall balance is expected to 

decrease slowly to 0.9% in 2020 and 2021. These goals 

have been lowered somewhat in recent years and 

possible revision thereof is now up for debate, in light 

of worsening economic conditions. The possibility of a 

new financial policy has been mentioned. 

The municipalities  

The operating outcome of Group A municipal 

operations is estimated to have been negative by ISK 

1.2 bn in 2018. The fiscal budget assumes a positive 

operating outcome of just over ISK 5 bn this year, or 

0.2% of GDP, and 0.2% of GDP in 2020. In the years 

to come, a steady surplus of around 0.2% of GDP is 

expected. 

Public debt decreases 

Public debt is measured differently for the purposes of 

the financial policy, with pension commitments and 

accounts payable excluded from liabilities but 

deducting funds and bank deposits. Public debt has 

decreased greatly in recent years and the policy 

assumes that public debt will have dipped under 30% 

of GDP towards the end of 2020. In order to achieve 

these goals, irregular income items are necessary in 

coming years, such as sale of assets and irregular 

dividends. 

National debt is paramount to the overall picture. 

Under the aforementioned debt rule, the National 
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Treasury’s total debt will have decreased to below 25% 

of GDP at year-end 2019 and be a maximum of 20% of 

GDP at year-end 2022. In 2019-2021, an estimated 

ISK 120 bn in dividend payments from state-owned 

financial undertakings is assumed to be forthcoming to 

pay off debt.  

The fiscal budget assumes that an additional ISK 7 bn 

payment will be made to the B division of the Pension 

Fund for State Employees to meet unfunded 

obligations of the Fund, amounting to just under ISK 

620 bn at year-end 2017. 

The Treasury’s interest expenses have also decreased. 

According to the 2019 annual budget, interest 

expenses will be ISK 60.4 bn, down from ISK 71.2 bn 

in 2018, or 15.2%. 

Public consumption increases in coming years 

 Public consumption has increased greatly in recent 

years. It grew by 3.3% in real terms in 2018 and 3.6% 

in 2017. Wage cost forms a large part of public 

consumption and was just over 60% last year, up from 

53% in 2011. Increased spending on public 

consumption will not necessarily be reflected in 

improved service. Upcoming bargaining agreements 

for public officials will affect the development of public 

consumption in this regard.  

The fiscal budget assumes that the ratio of public 

consumption of GDP will fall somewhat in coming 

years. Public consumption accounts for 60% of 

Treasury expenses and has in recent years been 

difficult to keep in check. The Financial Stability 

Council has repeatedly pointed out that the 

government has not reigned in expenditure in line with 

the economic cycle.  

It is undeniably of interest how little emphases in 

public finances have changed in recent years, despite 

drastic changes to governments. This could indicate 

that politicians largely agree on the large picture in 

National finances and, in addition, the financial 

budget does not allow for much leeway.  

The government promised extensive action in relation 

to bargaining agreements in early April. No details 

about these promises have been forthcoming, neither 

as regards amounts nor timing. The expenditure from 

many upcoming plans is likely to be extensive and will 

not fit easily within the constraints of the current 

financial policy. 

Economic Research considers it unlikely that public 
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consumption expenses can be controlled to the 

proposed extent. Public consumption increased by 

3.3% in real terms last year, despite goals to reduce the 

increase. We expect public consumption to increase at 

a similar pace this year, or by 3%, and then by 2% in 

both 2020 and 2021. The ratio of public consumption 

in GDP will increase considerably this year and remain 

fairly steady in 2020 and 2021. 
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Bankruptcy of WOW air has a large impact on export and 
consequently economic growth 

One of the characteristics of the current upswing has been the great growth  in 
export which can for the most part be traced to the astronomical growth in 
tourism in Iceland in recent years. From 1980 to 2008, the part of export in 
GDP fluctuated within rather narrow limits, or 26 -32% of GDP. With the 
devaluation of the ISK, the ratio rose to 37% in 2009. The growth in tourism 
has since driven the ratio even higher and it reached 45% in 2017. This is more 
than twice the average ratio of export in GDP in 1980 to 2008. The ratio 
contracted slightly last year yet remained high in hist oric terms, or just under 
44%. Economic development in Iceland has thus become much more sensitive to 
fluctuations in export, especially any changes to the travel industry.  

Heavy contraction in tourism 

Export increased by 1.6% in real terms last year, the 

lowest growth figure since 2010. In 2018, growth was 

driven by a 3.5% increase in goods export, which 

differs from previous years. Services export increased 

by a mere 0.1%, the lowest growth number since 2008, 

when it contracted by 8.3%. This slack growth increase 

can be traced back to much less growth in the travel 

industry last year as compared to previous years. 

Tourist numbers increased by 5.5% only, which is the 

lowest increase since 2010, when traveller numbers 

declined by 1.1%. The significant growth in goods 

export seen last year is due to a large increase in the 

export of marine products, mainly cod. That increase 

can in turn be explained by lower catches in 2017, 

caused by the seamen’s strike in the first two months 

of the year. 

Significant change from October forecast 

Our export forecast for this year has changed 

considerably since October, mainly due to the 

bankruptcy of WOW air. We forecast a 5.5% 

contraction in export as compared to 2.9% growth last 

year. Cushioning the effect of WOW air’s bankruptcy 

on export figures is the rather considerable export of 

seafaring vessels and aircraft. That export is made up 

mostly of the sale of four passenger jets by WOW air to 

Air Canada for ISK 17.3 bn in January. The sale of 

these jets is deducted from business investment and 

therefore has no impact on economic growth. We 

forecast positive export growth in 2020, or 0.9%, and 

4.2% growth in 2021. We expect growth in the travel 

industry in both 2020 and 2021 which will have a 

significant impact on total export numbers those same 
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years.  

Great uncertainty in Icelandic tourism 

Development of the Icelandic travel industry in coming 

years is subject to high uncertainty. The key 

uncertainty factor is flight availability to and from 

Iceland, as it more or less controls arrival numbers. 

There is no great uncertainty about seat supply this 

year, as both Icelandair and international airlines have 

submitted scheduled supply numbers up to and 

including October 2019. Icelandair originally assumed 

a 13.9% increase in seat supply between years, yet 

those assumptions are pre-WOW air bankruptcy. We 

expect that Icelandair will increase the supply more for 

the entire year. The increase will not suffice to pick up 

the slack created by the bankruptcy of WOW air and 

diminished seat supply by international airlines. There 

is a great deal of uncertainty about seat supply in 2020 

and 2021, both as regards supply by Icelandair and 

also international airlines. It is clear that the ISK 

exchange rate, oil prices and ticked prices, to name but 

a few factors, will affect supply. We consider it likely 

that both Icelandair and international airlines will 

increase their seat offering next year. Icelandair will 

increase its offering most.  

Forecast 14% reduction in foreign travellers 

We expect international tourist numbers to fall by 14% 

this year only to increase by 5% next year and 8.7% in 

2021. Both years, Icelandair will contribute to total 

growth many times over what international airlines 

will. We forecast a 15% increase in Icelandair’s seat 

supply next year and a 10% increase in 2021. We 

forecast a 5% growth in seat supply by international 

airlines in both 2020 and 2021. If the forecast holds, 

the number of international tourists will come to just 

under 2 million this year, which is a 14% decrease from 

2018. Next year, numbers will rise to 2.1 million and 

2.3 million in 2021, which will be slightly less than 

when numbers peaked in 2018.  

Tourist numbers are not entirely determined by seat 

supply. Other factors include: 

• Air fares have risen with the bankruptcy of WOW 

air and Icelandair’s fares were already 

considerably higher than WOW air fares in 

previous years. The bankruptcy of WOW air will 

most likely lead to higher air fares which will 

reduce the number of travellers somewhat. 

• The passenger load factor (PLF) can be expected to 
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improve somewhat, at least in the short term, 

following the bankruptcy of WOW air. On the 

other hand, many travellers who had determined 

to visit Iceland will not be hindered by higher air 

fares. In the long term, higher air fares brought on 

by WOW air’s bankruptcy could reduce the PLF of 

Iceland-bound planes.  

• The ISK is considerably weaker this year to date 

than on average last year. This increases the 

purchasing power of international travellers and 

will, all other things remaining equal, boost travels 

to Iceland. 

• Around half of Icelandair and WOW air passengers 

in 2018 were transit passengers. Increased seat 

supply does not necessarily lead to a concomitant 

increase in tourist numbers. If the ratio of transit 

passengers in the PLF also changes, changes to 

tourist numbers may be more or less than changes 

to the seat supply. The ratio of transit passengers 

flying Icelandair was lower in Q1 than the same 

period last year and we think it likely that the ratio 

will be lower for Icelandair for the entire year, as 

compared to 2018. Transit passengers make up 

only a marginal number of passengers with 

international airlines. 

Capelin catch failure and bleak outlook  

Export growth this year is somewhat coloured by the 

capelin catch failure. No catch quota was issued for 

capelin this season and the outlook for next year is 

rather bleak, as stock recruitment has been poor. This 

is unwelcome news as capelin has been one of the most 

important stock in seafood export over the past 

decades.  

Uncertainty about silicon export in coming years 

The operation of the two silicon plants constructed in 

Iceland in recent years has been challenging. United 

Silicon went bankrupt and production at PCC at Bakki 

has not been without difficulty. The managers of 

Thorsil have over a period of several years attempted 

to construct a silicon plant in Helguvík. We assume 

that construction of Thorsil's plant will commence this 

year and for production to start in 2021. The impact of 

production by Thorsil, when and if that plant becomes 

operational, will have limited effect on export.  

Import contracts this year  

Import has grown in recent years, alongside the 
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economic upswing. In historical terms, import growth 

in Iceland has been driven by private consumption and 

business investment. Low import figures last year are 

due to a 5.4% contraction in business investment, 

whereas private consumption growth was robust at 

4.8%. We expect to see a 4% contraction in import this 

year, for the first time since 2009. The contraction in 

import is based on our assumption of a 13.6% 

contraction in business investment. ISK depreciation 

has compounded the effect by increasing the amount 

of domestic private consumption to the detriment of 

international goods, which decreases import. We 

expect 2.3% import growth next year, and 1.5% in 

2021.  
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Reduced economic growth and inflation forecast for Iceland’s 
trading partner 

The International Monetary Fund’s (IMF) April forecast assumes rather less 
economic growth and inflation in Iceland’s main trading partner countries as 
compared to its October 2018 forecast. The IMF concludes that following 
strong economic growth in 2017 and in H1 of 201 8, the global economy has 
cooled significantly in H2 of 2018 because of various influences on the world’s 
largest economies. These influencing factors include the trade war between the 
US and China, falling expectations, tighter financial conditions and po litical 
and financial uncertainty in several countries.  

Reduced growth in the Eurozone largely 

explains less growth in trading partner countries 

The IMF now expects economic growth in Iceland’s 

trading partner countries to be 1.8%, when weighted 

with the ratio of Iceland’s 14 largest foreign trade 

partners. The IMF had previously forecast 2.2% 

growth. A poorer outlook for the Eurozone is the 

largest influencing factor hindering growth. Economic 

growth in the Eurozone is expected to be 1.3% this 

year. The IMF now forecasts lower growth in 11 of 

these 14 countries with growth in 3 of the countries 

outstripping the October forecast.  

Lower inflation throughout the forecast period 

The IMF has lowered its inflation forecast for Iceland’s 

main trading partner countries for the entire period. 

The IMF expects inflation to average 1.9% during the 

period 2019-2023 and had previously forecast 2.1% 

average inflation during the period in October. 

Inflation will be lower for all coming years as 

compared to the October forecast. Lower inflation will 

support similar development in Iceland, as a 

significant part of domestic consumables are imported.  

Significantly lower inflation forecast for this year 

The IMF forecasts 1.6% inflation in Iceland’s main 

trading partner countries this year, down from a 

forecast of 2% in October. The lower inflation forecast 

is primarily the result of a lower inflation forecast for 

the Eurozone. The forecast inflation in the Eurozone is 

now 1.3% instead of 1.7% previously.  

Oil prices have risen again while aluminium 

prices continue to decline  

Oil prices have risen again in recent months after 
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hitting a temporary low under USD 60 per barrel in 

December and January.  

Aluminium prices have quite obviously trended 

downward since reaching a temporary peak at around 

USD 2,300 per tonne just over a year ago. Average 

prices in the first half of May were just over USD 1,800 

per tonne, the lowest price level since January 2017 

when they hit USD 1,783. Recent price developments 

appear to be linked to the development of global prices 

of other metals, which have also been decreasing. A 

majority of actors agree that demand for aluminium 

outstrips supply and that prices are likely to increase 

again as a result.  0
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We expect a current account surplus despite WOW air bankruptcy 
and capelin failure 

The total trade surplus in 2013-2017 amounted to just over ISK 670 bn, or ISK 
110 bn per annum on average. These amounts are high and unique in the 
country’s economic history. A sustained surplus on foreign trade has 
contributed to vastly improved national  debt during these years and allowed 
the CB to amass a sizeable foreign exchange reserve. 

We anticipate slightly less favourable trading 

terms this year 

During the first five months of 2019, the price of 

aluminium in USD was 11.5% lower than in 2018 and 

oil prices 7.8% lower. Oil prices have risen somewhat 

within a year and are now similar to average 2018 

prices.  

For the year as a whole, we expect marine product 

prices to increase by 5% as compared to the previous 

year, aluminium prices to be 10% lower and oil prices 

4% lower. Taken together, this will lead to slightly less 

favourable trade terms and we forecast an ISK 10 bn 

lower current account balance compared with 

unchanged trading terms.. 

WOW air bankruptcy and capelin catch failure 

impactful  

We expect the goods and services balance to contract 

by just over ISK 57 bn this year and to be ISK 29 bn, as 

compared to an ISK 86 bn surplus last year. This takes 

into account export of seafaring vessels and aircraft, 

including the sale by WOW air of 4 jets to Air Canada. 

Excluding this sale, the underlying goods and services 

balance contracts by ISK 78 bn year over year. 

Factor income surplus  

The country's net foreign debt position has changed 

drastically as a result of the high trade surplus. At the 

end of 2018, the national foreign debt position was 

positive by ISK 280 bn, just under 10% of that year’s 

GDP. In addition, the interest spread on foreign assets 

and foreign debt has closed somewhat in recent years. 

Overall, we expect an ISK 15 bn surplus on factor 

income during the forecast period. We do, however, 

expect an ISK 10 bn deficit on current transfers. 

Forecast continued current account surplus 

We expect a total ISK 35 bn current account surplus 
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this year, ISK 55 bn next year and ISK 105 bn in 2021. 

Underlying cash flows 

Key developments in the FX market during the 

forecast period are as follows: 

• We expect currency inflow from foreign trade to be 

rather less this year than the current account 

surplus. This is largely because the export of 

seafaring vessels and aircraft does not bring any 

currency inflow. We expect cash flow from foreign 

trade to contract by around ISK 80 bn YoY and to 

be just under ISK10 bn this year.  

• Net currency inflow from new investment in the 

first 3 months of 2019 amounted to ISK 12.5 bn. 

Capital controls on outstanding off-shore ISK were 

lifted in March. These amount to a total of ISK 84 

bn. There has been little outflow of these ISK to 

date. We expect net inflow of currency from new 

investments during the forecast period.  

• Pension funds have been very active on the buy 

side of the FX market in previous years and 

purchased over ISK 100 bn in 2018. During the 

first three months of the year, foreign assets have 

increased less than price changes on international 

markets. At the end of March, foreign assets 

formed 28% of the pension funds’ asset portfolios. 

This ratio peaked at 30% at year-end 2008. We 

expect these purchases to decrease somewhat, yet 

to remain considerable. 

• Over the past two years, the deposits of domestic 

parties to domestic FX accounts have increased 

considerably. These developments have continued 

year to date but we expect to see a turnaround next 

year. 

• Over the past two years, new lending by 

commercial banks in foreign currency to domestic 

parties has contracted between years. Going by the 

general economic contraction this year, this trend 

is unlikely to change this year. 

• After a period of high activity on the buy side of 

euros on the FX market, the CB has mostly 

remained dormant this year to date. Following the 

loosening of capital controls on outstanding off-

shore ISK in March, the Governor of the CB 

declared that the CB would not allow outflow of 

these ISK to affect the exchange rate and that the 

CB would meet outflow with ISK purchases. The 

CB’s currency reserves are robust and could 
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mitigate capital outflow due to these off-shore ISK 

many times over. We are not entirely sure how or 

indeed whether the CB can distinguish between 

capital outflow from off-shore ISK and other 

outflow.  

Based on our expectation for turnover in the FX 

market, we rather expect the ISK to depreciate this 

year and to appreciate slightly again in 2020 and 2021. 

Our forecast expects the EUR to cost ISK 140 at year-

end, decreasing to ISK 139 at year-end 2020 and ISK 

138 at year-end 2021.  
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Manageable inflation and lower interest levels 

The consumer price index (CPI) rose by 0.37% between months in April  
bringing the headline number to 3.3% as compared with 2.9% in March. 
International air fares rose by 20.6% between months, accounting for m ost of 
the change. This increase was due mostly because of Easter falling on April this 
year - air fares generally increase considerably around Easter. 

Inflation in Q4 2018 was 3.3%, or 0.2 percentage 

points higher than our October forecast. Inflation 

decreased in Q1 this year, measuring 3.1%, which is 0.3 

percentage points less than we expected in our October 

forecast. 

Uncertainty about impact of bargaining 

agreements 

Collective bargaining agreements were a key 

uncertainty factor in the compilation of our October 

forecast. The largest workers’ association in the private 

sector recently concluded bargaining agreements. The 

agreement provides for a fixed raise in ISK instead of 

percentage change. It remains to be seen whether 

higher-income groups will accept a similar ISK raise 

and lower percentage raise. It is nevertheless clear that 

the agreement will support rather more favourable 

inflation developments during the forecast period than 

feared. 

Imported goods no longer contribute to 

decrease 

Following a consecutive negative contribution since 

2014, the contribution of imported goods (less alcohol, 

tobacco and fuel) to 12-month inflation was positive 

for the first time in October 2018. Since then, the 

contribution of imported goods has increased and had 

a 0.7% positive impact in April. The outlook for trade 

term developments and the ISK exchange rate 

indicates that the impact of imported goods on 

inflation in coming years will be to increase it, yet 

within moderate terms. 

Imputed rent 

In recent years, real estate price has been the main 

driver inflation of in Iceland. At its peak, in summer of 

2017, the annualised increase of imputed rent was 24% 

and the contribution of housing cost to inflation 4.1 

percentage points. 

We assume that real estate prices will increase by 4% 
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per annum on average during the forecast period. If 

this is the case, the impact of rising housing prices on 

the index will be between 0.6 and 0.7 percentage 

points. 

A note on international air fares 

International air fares weigh 1.4% in the consumption 

of Icelanders, according to the latest figures from 

Statistics Iceland in March. Despite this seemingly 

negligible weight, international air fares can have a 

significant impact on inflation in the short term, as 

this item can fluctuate by tens of percentage points 

between months. 

International air fares have fallen a great deal since 

2014. At the beginning of the period, jet fuel prices fell 

alongside decreasing air fares. Since 2016, jet fuel 

prices have risen considerably while air fares 

continued to decrease. We expect a turnaround in this 

development and for air fares to increase during the 

forecast period, both due to higher fuel prices but also 

less competition following the bankruptcy of WOW air. 

Inflation expectations 

In H2 of 2018, inflation expectations increased 

considerably and rose above the inflation target, based 

on both the bond market break-even inflation rate, a 

review of market expectations and Gallup’s poll of 

largest companies. Expectations appear to have 

peaked in Q4, falling steadily since. Inflation 

expectations remain above the CB’s target. 

We expect inflation to remain well above target 

until mid-2020 and to trend down to target after 

that.  

We have lowered our long-term inflation forecast from 

October. In broad terms, three factors account for this 

change. Firstly, inflation fell between quarters in Q1, 

contrary to expectations. Secondly, the ISK exchange 

rate has held steady despite the bankruptcy of WOW 

air. Thirdly, collective bargaining agreements were 

more moderate than we expected in October. We now 

expect inflation to peak at 3.6% in H1 of 2020 and to 

trend back down to target after that.  

Economic slack calls for rate cuts 

In November, the Monetary Policy Committee of the 

Central Bank of Iceland raised policy rates by 0.25 

percentage points. Following the increase, the CB’s key 

rate, i.e. the 7-day term deposit rate, was 4.5%. The 
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MPC reasoned that at the time, increased inflation and 

inflation expectations had lowered the CB’s real 

interest rate in excess of what was desirable under the 

current economic conditions. 

Inflation is now similar to what is was in November. 

On the other hand, inflation expectations and the 

break-even inflation rate on the bond market have 

decreased and the outlook is for a contraction in GDP 

this year. We deem the conditions ripe for policy rate 

cuts. We expect the initial rate cut to happen already in 

May and for the MPC to lower rates by 0.25 percentage 

points and by another 0.25 percentage points in June.  

If our inflation forecast proves accurate, inflation will 

subside quickly toward target in H2 of 2020. This will 

create leeway for further policy rate cuts by up to 0.75 

percentage points. All things remaining equal, we 

expect the CB’s key rate to fall to 3.0% by H2 2021, one 

and a half percentage point lower than the current 

interest rate level.  
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