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Our forecast: 0.8% rise in CPI in February
Headline inflation will rise to 0.9%
End-of-sale effects explain half of the
increase
Housing and travel components contribute
to increase
Inflation forecast at 2.5% for 2015 as a
whole
Inflation forecast at 2.8% for 2016 as a
whole
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CPI to rise 0.8% in February
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We project that the consumer price index
(CPI) will rise by 0.8% month-on-month in
February. If this forecast materialises,
twelve-month inflation will rise from 0.8%,
its nadir this century, to 0.9%. Inflation
remains below the lower deviation limit of
the Central Bank’s (CBI) inflation target,
however, for the third month in a row.
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For the short term, inflationary pressures are
limited. We expect inflation to remain close
Source: Statistics Iceland and ISB Research
to the lower deviation threshold of the
inflation target in the first half of the year and then rise to target by the year-end. We then expect it
to rise futher as the economy picks up, although it will remain fairly close to target. Statistics Iceland
(SI) is scheduled to publish the February CPI at 9:00 hrs. on 26 February.
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End-of-sale effects explain half of the increase
As is customary in February, end-of-sale effects have a strong upward impact on the CPI
measurement. We expect clothing and footwear prices to rise by nearly 7.0% in February (0.29% CPI
effect). End-of-sale effects from all goods categories are estimated to raise the CPI by about 0.4%.

Housing and travel components push the CPI upwards
The housing component of the CPI will raise the CPI by 0.16%, according to our forecast. Three
factors are at work here. First of all, our price survey indicates that house prices have risen markedly
during the measurement period (0.09% CPI effect). Second, the end of the Government-sponsored
“Back to Work” initiative, which provided for a full rebate of value-added tax on home maintenance
work, raises the index by 0.05%. And third, we estimate the CPI effect of paid rent at 0.03%.
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The travel and transport component of the
CPI will raise the index by 0.13% in February,
according to our forecast. The increase is due
primarily to a 2.5% rise in fuel prices (0.09%
CPI effect) and increased international
airfares (0.06% CPI effect). Presumably, the
increase in fuel prices reflects the recent
upturn in global oil prices, putting an end to
the virtually uninterrupted slide beginning in
mid-2014. This last increase is somewhat
surprising, however, as competition has
grown and petrol prices have fallen steeply in
recent quarters, although the last few weeks

have seen prices climbing.

Food and beverage prices stand still
After a 2.6% rise in January, we expect food and beverage prices to remain more or less flat in
February. Actually, it is a little surprising that some of the items in this category should be broadly
unchanged according to our price survey. One such item is bread: Baked goods producer Myllan
announced recently that its prices to retailers had fallen by 1.5-3.2% because of the depreciation of
the euro against the ISK. In addition, the cancellation of the sugar tax at the end of 2014 appears to
have passed through to prices only partially, although the retail price of sugar itself has fallen
dramatically since the beginning of the year.

Inflation to remain low in the near term
We expect the CPI to rise by 0.3% in March, 0.2% in April, and 0.2% in May. According to this, the CPI
will rise by 0.4% in Q1, and inflation will average 0.9% for the quarter. End-of-sale effects are usually
quite significant in March. In other respects, we anticipate relatively stable prices in coming months
— unless domestic costs rise sharply in the wake of forthcoming wage settlements.
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however, and if our forecast materialises,
Iceland will see its longest period of low, stable inflation in a decade and a half.
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The uncertainty in the forecast is concentrated on the upside, however, for two reasons. First of all,
the upcoming wage settlements could generate more rapid rises in nominal wages than we expect,
and second, we base our forecast on the assumption that the exchange rate will remain close to its
current level, as the ISK has been extremely stable in recent quarters. This could change, however, if
steps taken towards lifting the capital controls are accompanied by increased exchange rate volatility
and elevated risk of massive foreign exchange outflows, at least temporarily.
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