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Policy rate setting: CBI will be forward looking, raise rates 25 bps

We predict the Central Bank of Iceland (CBI) will raise its policy rates 25 bps at its interest
rate decision on October 3. A sharp depreciation in the ISK exchange rate since the Monetary
Policy Committee’s (MPC) last meeting is the main catalyst in our prediction, since the
inflation outlook has deteriorated due to the pass-through which is sure to follow. The
minutes of the last MPC meeting indicate that the members of the committee were ready and
willing to hike policy rates as soon as the exchange rate faltered.
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Policy rate setting: CBI will be forward looking, raise rates 25 bps

We predict the Central Bank of Iceland (CBI) will raise its policy rates 25 bps at its interest rate
decision on October 3. A sharp depreciation in the ISK exchange rate since the Monetary Policy
Committee’s (MPC) last meeting is the main catalyst in our prediction, since the inflation outlook has
deteriorated due to the pass-through which is sure to follow. The minutes from the last MPC meeting
indicate that the members of the committee were ready and willing to hike policy rates as soon as the
exchange rate faltered.

Where is the CBI looking?
In our opionion, there are two conflicting points of view regarding the Bank’s course of action:

¢ It might be backward looking and decide to keep policy rates unchanged, since inflation in the
last few months has been lower than was predicted in Q2 and Q3.

e It might be forward looking and decide to continue the gradual rise in rates that has been
ongoing since mid-year 2011 on account of the deterioration in the inflation outlook due to the
depreciating ISK, as well as high expectations of inflation.

Whether the members of the MPC will prove to be forward looking or not, we are sure of this: Their
statement will be more hawkish in response to recent exchange rate developments. Even the minutes
from their last meeting support the notion that they might respond by raising rates. Despite the
substantial appreciation of the ISK in the weeks preceding the last policy rate decision on August 22
and a matching improvement in the inflation outlook (albeit a temporary one), the committee debated
raising rates 25 bps. The paragraph that followed is crucial:

Four members voted in favour of the Governor’s proposal, in view of the recent tightening of the
monetary stance. They also considered it appropriate to wait and see how sustainable the
appreciation of the krdna, and therefore the recent disinflation episode, would prove to be.

-Minutes of the Monetary Policy Committee meeting, August 2012

This clearly implies that the committee did not assume the ongoing tightening of the policy stance to
be consummated in August. On the contrary, it wanted to slow down, give the economy some
breathing space and see how the ISK would behave. In addition, the committee reiterated that “[...]
There was [..] a significant risk that high inflation expectations would lead to higher and more
persistent inflation than forecasts provided for.”

All signs point to the conclusion that the MPC is both ready and willing to address the deterioration in
the exchange rate, as well as persistent inflation expectations, with a hike in the policy rate, which we
believe will amount to 25 bps on October 3.

The ISK has dampened expectations: Now is the chance

In spite of inflation expectations being well above the 2,5% inflation target of the CBI, with the Bank’s
market expectation survey placing year ahead inflation expectations at 4,8% in Q3, they nevertheless
dropped 0,7% from the survey published in Q2. We attribute this to the fact that both firms and
households in Iceland are noticeably backward looking, so expectations of inflation might have been
dampened substantially by the disinflation episode of the past few months, partly thanks to the
temporary appreciation of the ISK.

A considerable challenge to the effectiveness of monetary policy in the Icelandic economy is a lack of
credibility on the CBI’'s part. Therefore, it shouldnt be surprising that the MPC seems concerned with
anchoring expectations to the Bank’s inflation target. In light of the help offered by the recent
temporary appreciation of the ISK with doing just that, it might be tempted to seize the chance and
raise rates to keep expectations from climbing again once the ISK starts giving way.
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Exchange rate and inflation premium developments
- inflation premium calculated as RIKB19 yield (nominal) minus HFF24 vyield {Indexed)
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The ISK is still the catalyst

At the last policy rate decision on August 22 the CBI kept rates unchanged and thereby paused a
tightening of the monetary stance that had been ongoing since rates hit bottom during mid-year 2011.
Like mentioned earlier, the inflation outlook had improved in the run up to the meeting, mostly due to
the temporary appreciation of the ISK. The substantial appreciation meant that the exchange rate
criteria of the Bank’s updated inflation forecast was quite optimistic. The bank’s model is like most
other macroeconometric models (optimism in means optimism out) so the criteria made the bank’s
forecasted inflation outlook unrealistically optimistic as well. Unfortunately for the bank the ISK started
losing ground almost as soon as their updated forecast was published, making the criteria unrealistic
from the start.

EUR/ISK exchange rate
- Sharp depreciation since the CBI's latest forecast was published in Monetary Bulletin 2012/3
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Deteriorating inflation outlook

If we adopt the Bank’s practice of assuming an unchanged exchange rate from the current level
throughout the forecast period, we might conclude that forecasted inflation lies somewhere between
the forecasts published in Monetary Bulletins in Q2 and Q3. Below we have calculated a probable
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inflation forecast for the outlook in Q4 that fits between the other two at a ratio corresponding to
probable exchange rate criteria in Q4.

CBI inflation forecasts CBI exchange rate criteria
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It can’t be overlooked, however, that the rate of inflation in Q3 has been considerably lower than the
CBI forecasted in August; 4.3% instead of 4.7%. This might cause the Bank to consider the inflation
outlook to be more favorable than it otherwise would have. It might even bring the MPC to think it has
some headroom to halt the tightening of the policy stance a bit longer, and wait to raise policy rates
until further down the road. Like stated before, however, we do not believe the scenario will unfold that
way - the MPC won't be able to overlook the sizable drop in the exchange rate and will proceed to raise
rates 25 bps on October 3. Additionally, we believe the bank has room for a further 50-75 bps bump
before year-end.
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Monthly change in CPI
- The inflation rate was substantially less in Q3 than forecasted, placing CBI in a more comfortable position
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The content of this release has been prepared by the Research Division of Arion Bank hf. The Research Division bases its information on data
information services and news services, both foreign and domestic, which it considers reliable, along with its own interpretations and evaluations of
public information. Arion Bank hf. accepts no responsibility for the accuracy of this information nor any liability for transactions based on this
information. In relation to this it should be noted that any of the Research Division's discussion may be an abridged version of more extensive
analysis and research and conditions of financial markets change rapidly. For these reasons the recommendations and forecasts of the Research
Division can change without notice, but they do reflect the opinions of the Research Division's employees at the time that they are expressed.
Those parties who are interested in initiating transactions are advised to contact an expert at Arion Bank hf. before any decision is made. It should
also be noted that Arion Bank hf., its employees and other parties associated with the Bank may have vested interests concerning particular
organizations, which the Research Division's published material may pertain to at any given time.
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