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March 2001, this is defined as aiming at an average rate of inflation, meas-
ured as the 12-month increase in the CPI, of as close to 2½% as possible.

Professional analysis and transparency are prerequisites for credible mon-
etary policy. In publishing Monetary Bulletin four times a year, the Central 
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Statement of the Monetary Policy 
Committee 20 May 2020 

The Monetary Policy Committee (MPC) of the Central Bank of Ice-
land has decided to lower the Bank’s interest rates by 0.75 percentage 
points. The Bank’s key interest rate – the rate on seven-day term de-
posits – will therefore be 1%. 

The Committee has also decided to stop offering one-month 
term deposits. This entails that the Bank’s key rate will be more ef-
fective and the Bank’s policy rate signal clearer. Other things being 
equal, this measure should increase liquidity in circulation and further 
strengthen monetary policy transmission. 

According to the Bank’s new macroeconomic forecast, published 
in the May issue of Monetary Bulletin, the outlook is for an 8% con-
traction in GDP in 2020. The predominant factor underlying this fore-
cast is a more than 80% decline in tourist visits to Iceland. The outlook 
is for a steep rise in unemployment, which appears set to reach 12% in 
Q3 and measure just under 9% for the year as a whole. According to 
the Bank’s forecast, economic activity will gradually normalise starting 
in H2/2020. GDP growth is forecast at nearly 5% in 2021. Uncertainty 
is unusually pronounced, however, and economic developments will 
depend on the path the pandemic takes and the progress made in 
unwinding the associated public health measures.

Inflation measured 2.2% in April and has been below the Bank’s 
inflation target since December 2019. The króna has depreciated since 
the pandemic reached Iceland, but this is offset by a steep decline in 
oil prices, as well as a decline in food and commodity prices. Further-
more, inflation expectations are broadly unchanged, and they appear 
to be firmly anchored to the target. According to the Bank’s forecast, 
inflation will rise marginally in coming months due to exchange rate 
pass-through from the depreciation of the króna. The increased slack 
in the economy will weigh heavier as 2020 progresses, however, and 
the outlook is for inflation to measure below 2% in the latter half of 
the forecast horizon. 

More firmly anchored inflation expectations provide monetary 
policy the scope to respond decisively to the deteriorating economic 
outlook. Lower interest rates, together with other actions taken by the 
Bank, will support the economic recovery and contribute to a more 
rapid recovery than would otherwise occur. Fiscal policy measures 
have pulled in the same direction.

The MPC will continue to monitor economic developments and 
will use the tools at its disposal to support the domestic economy and 
ensure that the more accommodative monetary stance is transmitted 
normally to households and businesses.
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Monetary Bulletin 2020/21

The global economic outlook seemed to be improving at the beginning 
of the year but darkened suddenly when the COVID-19 pandemic began 
to spread within and between countries. Governmental authorities the 
world over have taken aggressive action in a bid to curb the spread of the 
disease. Entire regions have been locked down, public gatherings banned, 
domestic and international travel restricted, and borders closed. These 
pandemic response measures have caused enormous disruption to the 
world economy, giving rise to the deepest global peacetime contraction 
since the Great Depression in the 1930s. 

The current crisis is also unique in that it has brought some econom-
ic activities to a virtual standstill and profoundly affected the lifestyles of 
much of the world’s population, owing to the curfews and other similar 
restrictions that have been in place for several weeks. Uncertainty about 
when economic activity will start to normalise is therefore unusually pro-
nounced, and the future will depend not least on how the pandemic is 
finally quelled. 

In Iceland, as in other countries, the economic outlook has changed 
radically. Instead of the nearly 1% GDP growth forecast in the February 
Monetary Bulletin, the Bank now expects a contraction of 8% this year, 
Iceland’s steepest single-year contraction in a century. A major factor in 
this is the prospect of a more than 80% year-on-year decline in tourist 
visits in 2020. Exports as a whole will therefore contract by nearly one-
third, the largest single-year contraction in the history of Iceland’s national 
accounts. Unemployment is set to peak at about 12% in Q3/2020. It is 
forecast to average almost 9% in 2020 as a whole, which would be the 
highest unemployment rate ever measured and markedly above its level 
after the financial crisis a decade ago. 

According to the baseline forecast, economic activity will gradu-
ally normalise in H2/2020, but tourist visits are not expected to resume 
to any significant degree until 2021. Because of this year’s contraction 
and the resulting output slack, the outlook is for robust GDP growth in 
2021, provided that efforts to subdue the pandemic are successful and 
the lockdown can be lifted. 

Even though the outlook is for robust output growth in 2021 and 
2022, the pandemic is set to cause long-lasting damage to the domestic 
economy. If the forecast materialises, output in 2022 will be about 6% 
below what was forecast in February, which corresponds to roughly 180 
b.kr. The final outcome is highly uncertain, however.

With the recent depreciation of the króna, inflation is expected to 
be higher in coming months than was forecast in February, although it 
is still expected to be at or below the Bank’s inflation target. Offsetting 
the lower exchange rate are the plunge in global oil prices and an overall 
decline in global food and commodity prices, although shortages and 
various types of production problems have pushed some goods prices 
upwards. As 2020 progresses, however, the impact of the sizeable slack 
that has opened up in the economy will carry the day, and inflation is 
therefore expected to be below 2% in the latter half of the forecast ho-
rizon.

1.	 The analysis presented in this Monetary Bulletin is based on data available in mid-May. The 
COVID-19 pandemic has affected the activities of the Central Bank of Iceland, just as it has 
affected other firms and institutions. As a consequence, the May 2020 issue of Monetary Bulletin 
is being published in a different and more condensed format than usual. Owing to the high level 
of uncertainty about the effects of the pandemic on the economic outlook, the forecast appendix 
also shows fewer economic variables than usual.
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I The global economy

The COVID-19 pandemic has caused severe disturbances in the 

global economy …

The global economic outlook has deteriorated markedly as a result of 
the COVID-19 pandemic. The disease has spread all over the world, 
infecting over 4.7 million and causing more than 315,000 deaths as of 
this writing. Governments the world over have put broad public health 
measures in place in order to curb the spread of the disease, reduce 
strain on healthcare systems, and mitigate the health repercussions 
of the illness. A large proportion of the global population has been 
placed under curfew, quarantine, or other comparable restrictions. 
Workplaces and schools have been closed in many areas, and large 
gatherings have been prohibited. Borders have been closed virtually 
worldwide, with only essential travel permitted.

Although these measures are deemed necessary to slow the 
spread of the disease, the economic impact is colossal. Global value 
chains are in disarray, and companies in services sectors such as trans-
portation, tourism, and recreation are deeply affected. The public 
health measures have had a profound impact on households’ spend-
ing decisions and have greatly reduced overall demand. World trade 
has declined and is now more costly and complicated than before. 
Increased uncertainty due to the pandemic, large-scale layoffs, and 
income losses for households and businesses have caused a chain re-
action in domestic economies and spilled across borders, causing even 
further economic distress. Governmental authorities the world over 
have taken aggressive policy action to mitigate the impact of the eco-
nomic shock on households and businesses (for further information on 
the economic impact of the pandemic, see Box 1). 

… but infection rates appear to be declining in many areas

Even though the global number of infections is still rising, it appears 
that the pandemic is on the decline in many countries. The number of 
new infections has fallen, particularly in places that adopted the most 
rigorous public health measures early on (Chart I-1). Many countries 
have therefore relaxed containment measures and announced time-
tables for further easing. Companies have begun to re-open for busi-
ness, schools are starting to return to normal, and increasing numbers 
of people are going back to work. Economic activity has therefore 
picked up again in many areas, although the recovery is likely to be 
slow and gradual. It can be expected to take some time before public 
health measures are fully lifted and economic activity returns to nor-
mal. Just how strong and lasting the impact on overall demand will be 
is highly uncertain, as is the degree to which households will postpone 
planned consumption spending or abandon it altogether. Businesses’ 
investment plans are also up in the air, particularly in the tourism in-
dustry and other services sectors, a situation compounded by the 
uncertainty about when borders will completely re-open. Countries 
around the world are in different positions in their fight to contain 
the pandemic, and this divergence will probably slow down the global 

1. Central Bank baseline forecast Q1/2020 for main trading partners.
Sources: Refinitiv Datastream, Central Bank of Iceland.
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economic recovery. The main uncertainty centres on developments in 
the pandemic itself, however: how quickly it can be controlled, wheth-
er relaxation of restrictions results in a resurgence, and whether and 
when a vaccine can be developed.

The global economy seemed to be picking up at the beginning of 

the year …

Although 2019 saw the weakest global output growth in a decade, 
there were signs of a gradual recovery at the beginning of this year. 
Manufacturing appeared to be picking up, and pessimism among cor-
porate executives in major advanced economies was on the wane. Key 
factors in the brighter outlook were the interim agreement signed in 
mid-January by the US and China, in partial resolution of their trade 
dispute, and the agreement reached between the UK and the European 
Union (EU) regarding the UK’s exit from the EU. The labour market 
situation in advanced economies was favourable as well, supported by 
robust growth in services sectors.

… but everything changed when the pandemic struck

All of this changed when COVID-19 began to spread around the 
world. The severe economic repercussions quickly became clear in Chi-
na, where the illness was first detected. Indicators of economic activity 
that suggested a sharp contraction in Q1 were confirmed when figures 
for the period showed a 6.8% year-on-year contraction in GDP. 

Advanced economies also recorded a strong contraction in Q1, 
albeit a small one in comparison with the expected outcome for Q2. 
Preliminary figures suggest that GDP in the US contracted by 1.2% 
between quarters in Q1 and grew by only 0.3% year-on-year. The 
year-on-year contraction was much stronger in the UK (1.6%) and 
the eurozone (3.3%), owing mainly to a nearly 5% contraction in the 
southern part of the area. The contraction among Iceland’s main trad-
ing partners is expected to average 2.2% in Q1, about the same as 
that measured in Q4/2008, at the beginning of the post-crisis reces-
sion (Chart I-2). 

Unprecedented contraction expected in Q2/2020 …

For advanced economies, the outlook for Q2 is for the deepest con-
traction in the history of quarterly national accounts data. Purchasing 
managers’ indices (PMI) have fallen precipitously, particularly in ser-
vices sectors, and are at the lowest ever measured (Chart I-3). New 
applications for unemployment benefits have exploded in the US, with 
over 36 million jobless added to the unemployment rolls from the time 
lockdown measures were imposed through early-May (Chart I-4). The 
US unemployment rate had risen to 14.7% by April, its highest in 
more than eight decades. Other advanced economies have also seen 
a surge in unemployment. Households and businesses are increasingly 
pessimistic, and uncertainty about the global economic outlook is on 
the rise. Trading partner GDP is projected to shrink by over 11% year-
on-year in Q2, more than double the largest single-quarter contrac-
tion during the Great Recession in 2009, which measured nearly 5%. 

1. Markit composite output purchasing managers’ index. The index is 
published monthly and is seasonally adjusted. An index value above 50 
indicates month-on-month growth, and a value below 50 indicates a 
contraction.
Source: Refinitiv Datastream.
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… and the largest peacetime contraction in global GDP since the 

Great Depression

Although it is expected that the global economic contraction will begin 

to recede in Q3, a steep downturn in 2020 as a whole is clearly in the 

offing. According to the most recent forecast from the International 

Monetary Fund (IMF), the global economy is expected to shrink by 

3% in 2020, whereas in January the Fund projected more than 3% 

growth for the year. If this forecast materialises, it will be the deepest 

peacetime contraction since the Great Depression in the 1930s, and 

much larger than the 0.1% downturn during the Great Recession a 

decade ago (Chart I-5). Advanced economies are forecast to shrink by 

6.1% and emerging market and developing economies by 1% (2.2% 

if China is excluded). It will also be the first time since the Great De-

pression that a contraction has been measured in both of these groups 

at the same time. The IMF also projects that world trade will contract 

by about 11% this year, broadly the same as in 2009.

Similarly, the contraction among Iceland’s main trading partners 

is forecast at 6.4%, whereas the Central Bank’s February forecast as-

sumed a trading partner growth rate of 1.6%. The economic outlook 

has deteriorated markedly in all countries, but most in the eurozone, 

where a contraction of 7.5% is forecast. If the forecast materialises, 

the contraction in 2020 will be nearly twice that in 2009, on average 

(see Box 1).

Strong GDP growth forecast for 2021, but the outlook is highly 

uncertain

Just how deep and protracted the 2020 crisis will be is highly uncer-

tain, particularly because it is unknown how the pandemic will play 

out and how successfully healthcare systems will be able to combat it. 

The IMF forecast assumes that the pandemic will peak in Q2 and then 

begin to subside. As it tapers off, public health measures adopted to 

curb the spread of the disease will be phased out gradually. Accord-

ing to this, the Fund assumes that global GDP growth will rebound to 

5.8% in 2021; however, this depends on how persistent the pandemic 

proves to be. Many economies are dealing with various other shocks 

as well, such as large-scale capital outflows and a steep drop in com-

modity prices. The Fund considers the risk to its forecast to be concen-

trated on the downside. The global contraction could turn out twice 

as large as the IMF has forecast if the pandemic recedes more slowly, 

and the 2021 recovery could evaporate altogether if another wave of 

COVID-19 infections occurs. On the other hand, if a vaccine is de-

veloped, the global economy could recover earlier and more strongly.

Global financial markets upended by the pandemic …

The changed economic outlook and the surge in uncertainty caused 

by the pandemic have put global financial markets into a tailspin. Un-

certainty about global economic developments can be seen in wide 

swings in international asset prices, with share price volatility, for in-

stance, roughly at the peak seen in the Great Recession a decade ago 

(Chart I-6). Investors have fled to safe assets such as gold and US 

1. VIX (CBOE Volatility Index) indicates the implied volatility of the 
S&P 500. Weekly data through 15 May 2020.
Source: Federal Reserve Bank of St. Louis FRED-database.
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Treasury bonds, and global share prices toppled when the pandemic 

struck, although they have partially recovered since then (Chart I-7). 

Furthermore, risk premia and interest rate spreads on riskier assets 

have risen steeply. In addition, capital outflows from emerging market 

economies have increased sharply to nearly four times the post-crisis 

level a decade ago.

 

… with the plunge in oil prices adding fuel to the fire

Global oil prices have collapsed since January. The price of Brent crude 

has fallen to a two-decade low, and other benchmark products are at 

or near historical lows. Oil prices in the US fell the most and, in mid-

April, turned negative for the first time in history, with sellers willing to 

pay buyers to take supplies off their hands because of a lack of storage 

space. 

The fall in global oil prices mainly reflects declining worldwide 

demand for oil, which in turn reflects measures taken by governments 

around the world to slow the spread of COVID-19. Motor vehicle traf-

fic has declined substantially, and passenger transport by air has virtu-

ally halted. In addition to this, oil supplies are very uncertain since the 

collapse of negotiations between OPEC and non-OPEC oil-producing 

countries concerning a further reduction in supply. Even though an 

agreement providing for dramatically reduced production was reached 

in early April, prices have remained low, owing to the glut of supply 

and the accumulation of inventories. Brent crude has fallen in price by 

just over 50% year-to-date and is now selling at 32.5 US dollars per 

barrel. Futures prices suggest that the price of oil will gradually inch 

upwards over the course of the year, to an average roughly 46% be-

low the 2019 average (Chart I-8). 

Central banks worldwide have adopted unprecedented measures

Global inflation has subsided again since the onset of the pandemic, 

and inflation expectations have fallen once more, after years of at-

tempts by central banks to bring them up to target finally appeared 

to be bearing fruit. Central banks all over the world have therefore cut 

interest rates again and taken a range of other measures to ease the 

monetary stance and boost financial system liquidity, with the aim of 

supporting demand, keeping inflation at target over the medium term, 

and ensuring that the financial system functions as normally as possible.

Central bank measures are broad in scope and have been im-

plemented quickly. Interest rates have been slashed, particularly in 

economies where there was scope to lower them (Chart I-9). In many 

economies, financial institutions’ access to liquidity facilities has been 

expanded, and other measures have been taken to boost households’ 

and businesses’ access to liquidity. Many central banks have also 

started large-scale government bond purchases in order to ensure that 

the crisis-driven increase in governments’ borrowing needs does not 

push bond rates upwards. Some central banks have even begun buy-

ing corporate bonds or lending directly to companies. They have also 

both tapped and expanded US dollar credit lines among themselves in 

response to surging worldwide demand for dollar liquidity. In addition, 

Chart II-1

Central Bank of Iceland key interest rate1

1 January 2015 - 15 May 2020

1. The Central Bank's key interest rate is the rate on seven-day term 
deposits.
Source: Central Bank of Iceland.
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the US Federal Reserve began offering other central banks access to 

US dollar liquidity through a temporary repurchase agreement facility.

These measures by leading central banks, the decline in infla-

tion expectations, and market agents’ concerns about the worsening 

economic outlook have shown recently in a steep decline in long-term 

interest rates in advanced economies, particularly in the US, where 

long-term rates are at an all-time low (Chart I-10).

II Monetary policy and domestic financial  
markets

The Central Bank has lowered interest rates and adopted a num-

ber of other measures

Since the effects of the COVID-19 pandemic began to show in Ice-

land, the Central Bank Monetary Policy Committee (MPC) has low-

ered the Bank’s key interest rate by 1 percentage point. The key rate 

has therefore been lowered by 2.75 percentage points since May 2019 

(Chart II-1). Prior to the publication of this Monetary Bulletin, the 

Bank’s key interest rate – the rate on seven-day term deposits – was 

1.75%, its lowest ever. The Bank has also taken a number of other ac-

tions to ease the monetary stance and boost financial system liquidity, 

in order to shore up demand, support increased access to credit, and 

preserve financial system stability (see Box 2). The Bank’s real rate has 

fallen in line with the decline in nominal interest rates, and the interest 

rate differential with abroad has narrowed. 

The yield on ten-year nominal Treasury bonds has also fallen, 

measuring 2.5% just before this Monetary Bulletin went to press 

– 1.7 percentage points lower than it was a year ago (Chart II). It 

actually rose temporarily in mid-March, in the wake of news about 

the Treasury’s increased borrowing need, which investors were con-

cerned would reduce market liquidity and push bond rates upwards. 

The rise in yields reversed several days later, however, after the MPC 

announced the Bank’s intention to begin buying Treasury bonds in the 

secondary market so as to ensure even further that the more accom-

modative monetary stance would be passed on to households and 

businesses (see Box 2).

The króna has depreciated during the pandemic, as have many 

other currencies

The króna began to depreciate in late February, after the pandemic 

spread to Iceland, and by mid-March it had fallen a full 8% (Chart 

II-3). Just before this Monetary Bulletin went to press, the króna had 

fallen by 12% in trade-weighted terms since end-February and by 

14% year-to-date. The currencies of other advanced economies, com-

modity-exporting countries in particular, have weakened as well, as 

the pandemic has prompted investors to flee in greater numbers to 

%

Chart II-4

Change in trade-weighted exchange rate of 
various OECD currencies1

Change in trade-weighted exchange rate in 2020 through 15 May. 
Currencies are those of the United States (US), Japan (JAP), Switzer-
land (CHE), euro area (EUR), Denmark (DEN), Sweden (SWE), the 
United Kingdom (UK), Canada (CAN), Australia (AUS), Hungary 
(HUN), New Zealand (NZL), Turkey (TUR), Norway (NOR), Iceland 
(ICE), and Mexico (MEX).
Sources: Refinitiv Datastream, Central Bank of Iceland.

-25

-20

-15

-10

-5

0

5

10

IC
E

N
O

R

TU
R

N
ZL

H
U

N

A
U

S

C
A

N

SW
E

U
K

D
EN

EU
R

C
H

E

JA
P

U
S

M
EX

Index

Chart II-3

Exchange rate of the króna1

2 January 2017 - 15 May 2020

1. Price of foreign currency in krónur (narrow trade index).
Source: Central Bank of Iceland.

Trade-weighted exchange rate index

140

150

160

170

180

190

200

210

220

2017 2018 20202019

%

Chart II-2

Government-guaranteed bond yields¹
2 January 2015 - 15 May 2020

1. Based on the zero-coupon yield curve, estimated with the 
Nelson-Siegel method, using money market interest rates and 
government-guaranteed bonds.
Source: Central Bank of Iceland.

0

1

2

3

4

5

6

7

8

5-yr, nominal

5-yr, indexed

10-yr, nominal

10-yr, indexed

2018 20192015 2016 2017 ‘20



MONETARY BULLETIN

M
O

N
E

T
A

R
Y

 
B

U
L

L
E

T
I

N
 

2
0

2
0

•
2 

10

safe assets and currencies, which are popular options during times of 

global uncertainty (Chart II-4). 

Shocks to the tourism industry and other export sectors prob-

ably weigh heaviest in the recent depreciation of the króna, however. 
The interest rate differential with abroad has narrowed and net capital 
outflows due to new investment have increased, particularly outflows 
relating to sales of listed equities, although foreign investors have 
also sold domestic Treasury bonds in greater measure than before. 
There have been offsetting capital inflows, though, including inflows 
linked to a non-resident investor’s acquisition of a stake in a domestic 
real estate company. Furthermore, Icelandic pension funds’ currency 
purchases have declined in the wake of their decision to temporarily 
refrain from buying foreign currency. The Central Bank has also inter-
vened in the foreign exchange market, selling foreign currency for just 
over 17 b.kr.

The average exchange rate of the króna is now some 15% lower 
than was assumed in the Bank’s February forecast. The baseline fore-
cast is based on the assumption that the trade-weighted exchange rate 
index will hold relatively steady at its current level over the forecast 
horizon (Chart II-5). If this assumption is borne out, the real exchange 
rate in 2020 will be relatively close to the level seen in H2/2015, when 
the tourism boom had just begun.

Corporate lending growth has lost pace, and credit spreads have 

risen even further

Growth in corporate lending slowed markedly as 2019 progressed, 
in line with the overall slowdown in economic activity, and annual 
growth has averaged less than 1% since late last year (Chart II-6). 
Growth in lending to all sectors has eased, and credit to retail, whole-
sale, and services companies has contracted. On the other hand, 
growth in lending to households has not yet slowed down but instead 
has held broadly unchanged at 6-7% since mid-2019. There are no 
signs that households have reduced access to credit since the onset of 
the pandemic, either, and residential mortgage rates have continued 
to fall in tandem with Central Bank rate cuts. Credit spreads on corpo-
rate loans have risen still further, however, and rates on new corporate 
loans are now about 5 percentage points above the Central Bank’s key 
rate (Chart II-7).

Share prices have fallen, and house price inflation continues to 

ease

Share prices have tumbled in 2020 and most companies on the Nasdaq 
Iceland exchange have seen their share pirces fall. Icelandair shares 
have fallen the most, or by almost 74% year-to-date. House price 
inflation has lost pace as well, single-family home prices in particular. 
House price increases are expected to continue easing as the economic 
slowdown and increased uncertainty make their mark on the real 
estate market. In addition, the supply of newly built properties has 
risen recently, as has the number of older homes available for sale.

Index 

Chart II-5

Exchange rate of the króna  2005-2022¹

1. The trade-weighted exchange rate index (TWI) is based on a 
narrow trade basket. Real exchange rate in terms of relative 
consumer prices. Central Bank baseline forecast 2020-2022. Broken 
lines show forecast from MB 2020/1.
Source: Central Bank of Iceland.
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Chart II-6

Credit system lending1
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1. Credit stock adjusted for reclassification and effects of Government 
debt relief measures. Excluding loans to deposit institutions, failed 
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Source: Central Bank of Iceland.
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III Demand and GDP growth

Abrupt reversal in private consumption as Q1 advanced …

Following years of rapid growth, private consumption slowed down 
last year as it increased by 1.6%. Early in Q1/2020, consumption 
spending appeared to be growing at about the same pace as in 2019, 
but the situation changed abruptly in March, when the pandemic took 
hold in Iceland and the authorities adopted various public health meas-
ures in a bid to contain the spread of the disease. Road traffic data for 
the greater Reykjavík area indicate that the impact in March and April 
was substantial, reflecting changed consumption patterns, large num-
bers of people in quarantine or isolation, and a surge in telecommuting 
(Chart III-1). The same can be seen in payment card turnover, which 
contracted strongly after the public health measures were imposed. 
Households have also grown significantly more pessimistic. The Gallup 
Consumer Confidence Index fell steeply in April, measuring at its low-
est since October 2010 (Chart III-2). Households were especially pes-
simistic about the current situation, and for the first time in four years 
they were more pessimistic about the present than about the situation 
six months ahead. In May, however, the index rose from the previous 
month, reflecting greater optimism concerning the economic outlook 
in the next six months.

… with a steep contraction expected in Q2

Private consumption is estimated to have contracted year-on-year in 
Q1, for the first time since Q3/2010, but an even sharper contraction 
is expected in Q2. This is particularly the case for the spending catego-
ries affected most strongly by restrictions on gatherings and travel. As 
is discussed in Box 1, the authorities’ public health measures can be 
expected to have a strong direct impact on roughly 40% of household 
spending. To some extent, this will be offset by increased spending 
on groceries, however, and firms have tried to adapt to the situation 
with expanded e-commerce and home delivery services. Added to 
the direct impact of the public health measures are the indirect ef-
fects of higher unemployment, reduced real disposable income, and 
increased uncertainty, all of which discourage households from spend-
ing, particularly on consumer durables and other big-ticket items that 
can be postponed. Moreover, households’ spending abroad has virtu-
ally halted as the restrictions on travel have taken effect. This can be 
seen clearly in itemised payment card turnover figures, which show, 
for instance, that spending on services that were greatly affected by 
the public health measures, such as restaurants and recreation, con-
tracted by more than 60% year-on-year in April, and spending on 
miscellaneous specialty goods declined by nearly 10% (Chart III-3). 
However, high-frequency data suggest that activity bottomed out in 
April, and data on road traffic and payment card turnover suggest an 
uptick in household demand in early May, when the number of infec-
tions started to fall and lockdown measures were eased (Chart III-1). 
Nevertheless, these indicators imply that consumption will contract by 
nearly one-fifth year-on-year in Q2, broadly the same as in Q4/2008 
and Q1/2009.

1. Daily traffic along three main routes in the capital area (thousands of 
vehicles). The figure for May shows traffic in the first half of the month. 
2. Debit and credit cards issued in Iceland. Domestic turnover is deflated 
with the CPI excluding housing. Foreign turnover is deflated with the 
import-weighted exchange rate index (b.kr.). Turnover in May is estimated 
from daily card turnover in Iceland for the first ten days of the month and 
foreign turnover for the previous month.
Sources: Statistics Iceland, The Icelandic Road and Coastal Administration, 
Central Bank of Iceland.

Chart III-1

Indicators of economic activity in H1/2020

Motor vehicle traffic1

2018 2019 2020

Payment card turnover2

100

110

120

130

140

150

160

170

180

190

50

55

60

65

70

75

80

85

JMAMFJJMAMFJ

1. The Gallup Consumer Confidence Index is a measure of  consumers' 
sentiment about the economy and the labour market.
Source: Gallup.
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Chart III-3
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Largest contraction in private consumption in a decade

Developments in private consumption for the rest of 2020 will be de-
termined largely by how successful the easing of public health meas-
ures turns out to be. Demand for various services that were unavail-
able during the partial lockdown can be expected to increase strongly 
once those services become available. Nevertheless, broad restrictions 
are still in place, and the economic shock will have a long-lasting im-
pact on incomes and jobs. For 2020 as a whole, private consumption 
is forecast to contract by more than 7%, with the decline in overseas 
spending weighing heaviest. If this forecast materialises, this year’s 
contraction in private consumption will be the largest since 2009, 
when it measured 12.6% (Chart III-4). The steep decline in house-
holds’ real disposable income weighs heavily in this, albeit offset by 
reduced tax burdens, increased transfer income, and payment defer-
rals. Private consumption is expected to rebound strongly in 2021, 
however, as households’ disposable income will rise and they are ex-
pected to tap into savings accumulated in recent years. 

The economic crisis will affect many companies’ investment 

plans …

Business investment contracted in 2019, as it did in 2018. Last year’s 
contraction, which measured 17.5%, stemmed mostly from general 
business investment (i.e., excluding energy-intensive industry, ships, 
and aircraft), although the sale of WOW Air’s aircraft out of the 
country contributed significantly as well. 

The ongoing economic shock has a major impact on many firms’ 
investment plans. Firms in sectors directly affected by forced business 
closures are likely to postpone or abandon investment plans, and most 
companies are changing their plans in response to declining domestic 
and foreign demand. Rising credit spreads on new loans and generally 
tighter access to credit are also likely to affect companies’ investment 
plans, not least in the case of smaller firms that rely heavily on external 
funding and have limited liquid assets to use for investment. This can 
be seen in the Central Bank’s March 2020 survey of firms’ investment 
plans. According to the survey, executives expect to invest slightly less 
this year than in 2019. If 4 b.kr. in additional investment by Keflavík 
Airport operator Isavia is excluded, the survey indicates a year-on-
year contraction of 6%. It should be noted that the Bank’s survey was 
conducted before the full impact of the pandemic came to the fore. 
In addition, only large companies are included in the survey, whereas 
smaller firms are likely to have revised their investment plans even 
more than their larger counterparts. After taking this into account, as 
well as the fact that the survey does not include planned investment 
in ships, aircraft, energy-intensive industry, and hotel construction, it 
is possible that the Bank’s survey underestimated the contraction in 
business investment in 2020. On the other hand, there are signs of 
robust year-on-year growth in business investment in Q1, although 
this is mainly due to negative base effects from the steep contraction 
in Q1/2019, when WOW Air’s aircraft were sold out of the country. 
Based on all of this, the Bank’s baseline forecast assumes that aggregate 
business investment will contract by more than 6% this year (Chart III-

1. Central Bank baseline forecast 2020-2022. Broken line shows fore-
cast from MB 2020/1.
Sources: Statistics Iceland, Central Bank of Iceland.

Chart III-4
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5). The contraction is set to be even larger if investments in ships and 
aircraft are excluded.

… and total investment is set to contract markedly in 2020

In addition to the aforementioned contraction in business investment, 
the outlook is for a contraction of nearly one-fourth in residential in-
vestment this year, in line with key high-frequency indicators and a 
steep decline in housing starts, according to the count carried out by 
the Federation of Icelandic Industries this spring. On the other hand, 
the count shows an increase in the number of homes that are weather-
proof or further along in the construction process. As a result, many 
contractors have capital tied up in unsold assets, making financing of 
new projects more difficult. Added to this is the uncertainty caused by 
the pandemic, although this is offset to a degree by the authorities’ 
decisions to accelerate and expand previous public investment plans 
and to increase value-added tax reimbursements for new real estate 
construction (see Box 2).

The Bank’s baseline forecast assumes a large contraction in total 
investment in Q2, after relatively robust growth in Q1. As the year 
progresses, however, investment is expected to pick up gradually, 
supported by Government measures and pent-up investment needs, 
including investment needs relating to projects that had been post-
poned. Investment in tourism will probably take longer to recover, 
however. Total investment is projected to contract by more than 6% 
in 2020 as a whole and then start to rise again in 2021 (Chart III-5). 
Developments in the pandemic itself, the public health response meas-
ures, and restrictions on international travel could change the outlook 
considerably, however.

Large fiscal deficit expected in 2020

The sudden economic downturn will have a profound impact on the 
Treasury outcome this year, in addition to the effects of Government 
measures designed to soften the economic blow caused by the pan-
demic. As is discussed in Box 2, the Government measures are large 
in scale and scope; therefore, a sizeable fiscal deficit is all but assured 
this year. This is the second year in a row that the Government has 
put broad-based economic response measures in place. In 2019, the 
Treasury outcome was negative by 0.7% of GDP, most of it due to 
Government measures to mitigate the impact of WOW Air’s insolven-
cy. The deficit in 2020 is expected to total about 12% of GDP, similar 
to the deficit on the overall balance in 2008 (Chart III-6). The final 
Treasury outcome for the year is highly uncertain, as it will depend not 
only on economic developments but also on whether additional meas-
ures must be adopted to support the economy during the pandemic. 
In this regard, the authorities benefit from the considerable fiscal space 
available to the Treasury, given its low debt level.

Goods and services exports contracted in 2019, for the first time 

since 2006

Exports of goods and services contracted by 5% year-on-year in 2019, 
closing out a decade of growth averaging over 5% per year. Services 

1. General business investment excludes ships, aircraft, and energy-
intensive industry. Central Bank baseline forecast 2020-2022. Broken 
line shows forecast from MB 2020/1.
Sources: Statistics Iceland, Central Bank of Iceland.
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Treasury balance outcome 2005-20201 

1. The primary balance is adjusted for one-off items. For 2016 through 
2020, both the overall balance and the primary balance are adjusted for 
stability contributions, accelerated write-downs of indexed mortgage 
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Sources: Ministry of Finance and Economic Affairs, Statistics Iceland, 
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exports declined steeply as a result of WOW Air’s collapse and the 
grounding of Icelandair’s new Boeing 737 Max jets. The failure of the 
capelin catch and production difficulties in one of the large aluminium 
smelters caused exports of marine products and aluminium products 
to contract as well.

Tourism industry battered by the pandemic …

The COVID-19 pandemic has upended the global economy and world 
trade, dealing an especially heavy blow to international air transport 
and tourism. Tourist arrivals declined steeply in March, and in early 
April, travel to and from Iceland virtually halted (Chart III-7). Travel 
exports are estimated to have fallen precipitously in Q1, owing mainly 
to a nearly 30% decline in tourist numbers. The contraction will be 
even sharper in Q2, with international passenger flights all but non-
existent. The forecast assumes a minor rebound in H2/2020 and a 
contraction of more than 80% year-on-year for 2020 as a whole. 
Tourism is expected to recover further in 2021 (see also Box 1).

… and the outlook for marine product exports has deteriorated as 

well

In spite of a downturn in demand and a 10% contraction in marine 
product exports, fishing industry export revenues increased slightly 
year-on-year in Q1. Product prices have remained favourable, and the 
depreciation of the króna has supported revenues in the sector. It is 
obvious, though, that the pandemic will cause serious difficulties in 
the fishing industry in the near future, and there are already signs of 
a significant contraction in export volumes in Q2. According to the 
survey taken by the Central Bank among fishing companies after the 
pandemic struck, demand for marine products has changed significantly 
and distribution of products to merchants has been disrupted. The 
impact on processing volumes, exports, and inventories varies from 
one company to another, however. Sales of frozen-at-sea products 
to European markets have declined, and hotels’ and restaurants’ 
demand for fresh and frozen-at-sea products dried up almost entirely 
when tourism in trading partner countries came to a virtual halt and 
restaurants were subjected to widespread closures. There are also signs 
that the largest fisheries have cut back on their fishing. The baseline 
forecast therefore assumes that marine product exports will be down 
by roughly 12% year-on-year in 2020, the largest contraction in 
volume terms since the early 1980s. 

The outlook for other goods exports has deteriorated as well. 
Exports of high-tech food manufacturing equipment and medical 
products are expected to fall markedly, and aquaculture exports are 
projected to increase less than previously forecast. In addition, alu-
minium product exports are projected to contract by 1½% this year, 
somewhat more than was forecast in February.

Exports forecast to show the largest contraction in the history of 

Iceland’s national accounts

On the whole, exports of goods and services are expected to contract 
by nearly one-third in 2020 (Chart III-8). This would be the largest 

1. Seven-day moving average. Passenger numbers for 2019 excluding 
WOW Air. The dates of the data for 2019 have been shifted so that the 
same days of the week are compared (Thursday 5 March 2020 is there-
fore compared with Thursday 7 March 2019).
Source: Isavia.
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single-year export contraction in the history of Iceland’s national ac-
counts, bringing total exports back to their 2010 level. The main driver 
of the decline is a nearly 53% contraction in services exports, although 
goods exports are set to contract by more than 9%. This is a much 
larger contraction than was forecast in February, reflecting the severe 
repercussions of the pandemic and the response measures for Iceland’s 
export sector. The outlook is for a relatively robust recovery in 2021, 
however, once the impact of the pandemic has begun to recede. Year-
on-year growth is projected at almost one-fourth, owing mainly to a 
surge in services exports and a turnaround in marine product export 
growth.

Current account surplus set to shrink significantly despite a 

strong contraction in imports

The steep decline in goods and services exports is also reflected in a 
reduced need to import inputs for the export sector, such as jet fuel, 
transport equipment (including rental cars), and alumina. Furthermore, 
Icelanders’ overseas spending has fallen markedly, and aircraft leasing 
has declined significantly as well. Added to this is a reduction in 
imports because of the domestic economic contraction. The outlook 
is for goods and service imports to contract by one-fourth this year, 
following a nearly 10% contraction in 2019. 

Although reduced imports and improved terms of trade pull in 
the opposite direction, the headwinds facing Icelandic exporters are 
expected to result in a trade deficit in H1/2020. A rebound is forecast 
for H2, however, and a trade surplus of 1½% of GDP is forecast for 
the year as a whole, as compared with last year’s surplus of 4.7%. The 
current account surplus is set to shrink even further as the primary 
income flips from a surplus to a deficit, owing to a weaker operating 
performance from Icelandic-owned foreign companies (Chart III-9). 
According to the baseline forecast, the current account surplus will 
grow again in 2021, although it will remain below the February fore-
cast for the entire forecast horizon. 

Outlook for the largest single-year output contraction in a 

century …

GDP growth gained pace in Q4/2019, measuring 4.7% for the quar-
ter and 1.9% for the year as a whole, 1.3 percentage points more 
than was assumed in the Bank’s February forecast. In part, this reflects 
Statistics Iceland’s downward revision of year-2018 GDP growth by 1 
percentage point, although the contribution from net trade turned out 
more favourable than was projected in February.

High-frequency indicators suggest that economic activity grew 
in January and February 2020 at a rate similar to that in 2019. In 
March, however, the pandemic began to take hold and economic ac-
tivity slowed abruptly. The full effects of the pandemic will show in 
Q2, however, particularly in tourism, recreation, and restaurant ser-
vices, as well as wholesale and retail trade. GDP is estimated to have 
contracted by almost 2% year-on-year in Q1, whereas the contrac-
tion in Q2 is expected to reach almost 15%. If this forecast material-
ises, it would be the largest single-quarter contraction in the history 

Chart III-9

Current account balance 2015-20221

% of GDP

1. Balance on secondary income included in the balance on primary 
income. Central Bank baseline forecast 2020-2022. Broken line shows 
forecast from MB 2020/1.
Sources: Statistics Iceland, Central Bank of Iceland.
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of quarterly national accounts data in Iceland, and far larger than the 
previous record of 8.7% in Q4/2009. As Chart III-10 indicates, the 
steep decline in tourism and other services sectors weighs heaviest, 
with activity in those segments of the economy down by about half 
between years. 

The baseline forecast assumes that the authorities’ public health 
measures will continue to be eased gradually in coming weeks. 
Accordingly, economic activity will slowly and steadily return to 
normal, although the effects of the pandemic will still be felt in the 
tourism industry and in households’ and businesses’ appetite for major 
expenditures. The year-on-year contraction in GDP is expected to 
ease as H2 progresses, although it will remain sizeable. If this forecast 
materialises, the contraction for 2020 as a whole will measure 8%, the 
largest in a single year since 1920 (see Box 1) and considerably larger 
than the post-crisis contraction of 6.8% in 2009. However, the baseline 
forecast indicates that the contraction will be slightly smaller in 2020 
than in the post-crisis period when the 3.4% contraction in 2010 is also 
included. 

… and despite a strong GDP growth forecast for 2021, the 

impact of the pandemic will be long-lasting

The GDP growth outlook for 2021 is also significantly changed rela-
tive to the February forecast. Growth is now forecast to be well above 
its long-term trend rate, reflecting a recovery from a very low level 
of activity and the sizable spare capacity in the economy after the 
2020 contraction. GDP growth for 2021 as a whole is forecast at just 
under 5%. Growth is expected to ease as 2021 advances, and even 
more over the course of 2022, when it is projected at just under 3%, 
broadly in line with the February forecast (Chart III-11). As is discussed 
in the alternative scenarios in Box 1, the economic outlook is highly 
uncertain, and the effects of the pandemic could persist longer than 
is assumed in the baseline forecast. This year’s contraction could eas-
ily exceed 10%, and the recovery in 2021 could turn out weaker, if 
the public health measures remain in place longer or another wave 
of the pandemic strikes and the contraction in tourism proves deeper 
and more protracted. On the other hand, the economy could rebound 
more strongly if tourism returns more quickly to normal. In that case, 
the contraction in 2020 could be reduced to just under 6% and the 
rebound in 2021 turn out stronger.

If the baseline forecast is borne out, year-2020 GDP will be more 
than 8% below the February forecast, and in spite of strong growth 
next year, output will not return to the 2019 level until 2022. The level 
of output that year will nevertheless be about 6% below the level 
forecast in February, which corresponds to a loss in output of roughly 
180 b.kr. at 2019 prices (Chart III-12). The outlook is very uncertain, 
however, and according to the alternative scenarios in Box 1, the loss 
in output could range from 4-8%, or 120-240 b.kr.

Chart III-12

GDP 2015-20221

1. Central Bank baseline forecast 2020-2022. Shaded area shows the 
range of possible outcomes based on the alternative scenarios discussed 
in Box 1. Broken line shows forecast from MB 2020/1.
Sources: Statistics Iceland, Central Bank of Iceland.
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GDP growth and contribution of underlying 
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1. Central Bank baseline forecast 2020-2022. Broken line shows 
forecast from MB 2020/1.
Sources: Statistics Iceland, Central Bank of Iceland.
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GDP growth 2020 and sectoral contributions1

1. Contribution of sectors derived from their share in gross domestic 
factor income in 2019.
Source: Central Bank of Iceland. 
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IV Labour market and factor utilisation

Significant job losses and reduction in working hours expected in 

Q2

According to the Statistics Iceland labour force survey (LFS), total 
hours worked declined by 1.4% year-on-year in Q1/2020. Of that 
total, the number of employed persons fell by 0.3%, whereas the most 
recent pay-as-you-earn (PAYE) register indicates a 2.1% year-on-year 
reduction in job numbers (Chart IV-1). The impact of the COVID-19 
pandemic on Q1 figures was limited but will emerge in full in Q2. By 
mid-May, the Directorate of Labour (DoL) had received over 38,000 
applications for partial unemployment benefits to offset reduced em-
ployment percentages under the Government’s part-time option (see 
Box 2). In comparison, the number of people receiving those benefits 
during the post-crisis period a decade ago peaked at just over 2,000.2 
Roughly 18% of employed people have applied for these partial bene-
fits after their working hours were cut by an average of 60 percentage 
points. According to this, the average work week could be shortened 
by more than 4 hours, or 11% (Chart IV-2). This estimate is most 
likely too high, however, as some of the applications may have been 
rejected and a few large firms recently decided to withdraw from the 
partial unemployment programme. Furthermore, this does not include 
the impact on other groups’ working hours, the impact of applicants 
losing their jobs, and the possibility that some employees will be able 
to return to work before the end of the quarter.

Unemployment has increased sharply, even though a portion of 

the adjustment will show in reduced labour participation and 

increased part-time work

In spite of a lower labour participation rate and a surge in the num-
ber of part-time unemployment benefit recipients, the jobless rate has 
risen steeply. The number of persons on the unemployment register 
surged to over 17.8% of the labour force as of April, although the 
DoL estimates that the rate could subside in May (Chart IV-3). In this 
context, however, it should be noted that the DoL classifies recipients 
of part-time benefits as unemployed even though they still have jobs.3  
Excluding this group gives a rise in the unemployment rate from 5% 
at the beginning of the year to 7.5% in April. Even though the out-
look is for a small decrease in May, unemployment will likely rise again 
after the end of the termination notice period following a number of 
mass lay-offs at the end of April. Seasonally adjusted unemployment 
according to the LFS has also risen, measuring 3.9% in Q1, almost 1 
percentage point above the Q1/2019 level. It is set to rise in Q2 and 

2.	 During the post-crisis period, it was permissible to reduce working hours to as low as 50% 
and still be eligible for part-time benefits. Under the current arrangement, however, work-
ing hours can be cut to 25%. 

3.	 The DoL calculates the sum of partial benefit ratios to obtain the total number of 
unemployment days per month and then uses that to calculate the average number of 
unemployed individuals in order to obtain the unemployment rate. For example, if four 
individuals each receive benefits to compensate for a 25% decline in their employment 
percentage, they will be classified collectively as a single unemployed person. According 
to the LFS, however, these individuals would all be classified as employed.

Chart IV-1

Number of employed persons1

Q1/2006 - Q1/2020

Year-on-year change (%)

Employed persons

Wage earners aged 16-74

Total wage earners

1. Employed persons according to Statistics Iceland's labour force 
survey and wage-earners according to the Directorate of Internal 
Revenue’s PAYE register. Wage-earners aged 16-74 includes 
individuals on childbirth leave and self-employed persons; figures 
from Q2/2019 onwards are Central Bank estimates. The category 
"all wage-earners" excludes these groups but covers all age groups; 
the Q1/2020 figure is based on January values. 
Sources: Statistics Iceland, Central Bank of Iceland.
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Chart IV-2

Average hours worked and partial 
unemployment benefits1

Q1/2006 - Q2/2020

Usual hours per week

Average hours worked

Possible effect of partial unemployment benefits

1. The possible effect of partial unemployment benefits shows only 
the effect of 18% of employed persons working 40% of their 
previous hours in Q2/2020. Seasonally adjusted figures. 
Sources: Statistics Iceland, Central Bank of Iceland.
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Chart IV-3

Registered unemployment1

October 2019 - May 2020 

1. Directorate of Labour forecast for May.
Source: Directorate of Labour.
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even further in Q3, with data from Google’s search engine indicat-
ing that it could reach 16% during the quarter (Chart IV-4). This is 
probably an overestimate, however, as some of those searching for 
information on unemployment benefits could end up on partial un-
employment benefits rather than becoming unemployed. Long-term 
unemployment has also begun to rise and was up by 0.7 percentage 
points in Q1 relative to Q1/2019.

Foreign labour force still growing, but a reversal could lie ahead

Iceland’s foreign labour force continued to grow in Q1/2020. Year-on-
year population growth measured 2% during the quarter, including 
1.4 percentage points due to immigration of foreign nationals. The 
outlook is for very little travel to and from Iceland while the pandemic 
is ongoing. Some of the foreign workers who have moved here in 
recent years could therefore leave again once transportation is more 
readily available, particularly those without either a job or any entitle-
ment to benefits.

Outlook for a marked decline in total hours worked and a rise in 

unemployment …

The post-pandemic outlook for the Icelandic labour market is quite un-
certain, but it is clear that jobs will be lost and unemployment will rise. 
Total hours worked are projected to decline in 2020 by more than 11% 
year-on-year, which would be the largest single-year drop in the history 
of the data. Uncertainty about developments in unemployment is unu-
sually pronounced, as some of the adjustment in the labour market will 
take place through workers exiting the job market or being measured 
as outside the market, given that many will consider it rather pointless 
to look for work in the current environment. In addition, some will shift 
to part-time employment, which will probably increase, particularly as a 
result of the Government’s provision of part-time unemployment ben-
efits. According to the baseline forecast, unemployment will measure 
about 12% in Q3 and average just under 9% in 2020 as a whole, the 
highest unemployment rate ever measured and more than 1 percent-
age point above the average in 2010, the post-crisis peak (Chart IV-5). 
A relatively robust turnaround is expected in 2021, when unemploy-
ment will begin to fall once again. It will remain high, however, and 
long-term unemployment is likely to continue to rise.

… and a large output slack has opened up

It is unusually difficult to estimate resource utilisation under conditions 
like those currently prevailing, not least because surveys on major 
firms’ capacity utilisation reflect the situation as it was just before 
the pandemic hit. In addition, developments in potential output will 
depend on whether foreign labour importation resumes and whether 
some of the foreign workers in Iceland leave the country. There is also 
considerable uncertainty about how much and how lasting an impact 
the pandemic will have on value chains and international business 
relationships, how long it will take companies to bring their production 
lines back to normal, and how strong and persistent the impact of the 
pandemic on labour participation and skills proves to be.

Chart IV-4

Unemployment and Google searches1

Q1/2006 - Q3/2020

% of labour force

Unemployment (LFS)

Google searches

1. Google searches are based on the relative popularity of the words 
"unemployment benefits" or "Directorate of Labour" in Google's 
search engine. The Q2/2020 figure is the average for the quarter to 
date. The time series is lagged by one quarter and is given the same 
mean and standard deviation as unemployment. Unemployment is 
seasonally adjusted. 
Sources: Google Trends, Statistics Iceland, Central Bank of Iceland.
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1. Central Bank baseline forecast 2020-2022. Broken line shows fore-
cast from MB 2020/1.
Sources: Statistics Iceland, Central Bank of Iceland.

Chart IV-5

Unemployment rate 2005-20221 
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1. Central Bank baseline forecast 2020-2022. Broken line shows fore-
cast from MB 2020/1.
Source: Central Bank of Iceland.

Chart IV-6

Output gap 2005-20221 
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It is likely, though, that departures of foreign workers and 
increased long-term unemployment due to the pandemic will cause 
growth in potential output to slow markedly this year. Nevertheless, a 
large output slack will open up this year because of the deep economic 
contraction that is forecast (Chart IV-6). This year’s slack in output 
is estimated at 6% of potential output, much more than in 2010, 
although at that time the contraction in potential output also offset a 
contraction in GDP. The slack is assumed to narrow somewhat in 2021 
but remain open throughout the forecast horizon. 

V Inflation

Inflation below target in 2020 to date

Inflation measured 2.1% in Q1, slightly above the February forecast of 
1.9%. It rose to 2.2% in April and has therefore been below the Bank’s 
2.5% inflation target since December 2019 (Chart V-1).4 Underlying 
inflation is above target, however, and had risen to 3.1% by April, 
according to the average of various measures of underlying inflation.

The króna has depreciated, but falling global prices partly offset 

the impact …

Imported twelve-month inflation has fallen in the past year, measuring 
only 1.5% in March 2020. Since the end of February, however, the 
króna has depreciated by about 12%, although it is uncertain how 
much this will affect imported goods prices. To some extent, firms 
could pass the increased cost of imported inputs and goods through 
to prices, particularly if the currency depreciation persists, although 
the drop in demand and the larger slack in the economy are likely to 
discourage such efforts. Furthermore, global food and beverage prices 
have fallen recently, after an uptick in late 2019, although this is offset 
by consumers’ hoarding of necessities and by temporary disruptions 
of both goods transport and global value chains as a result of the 
pandemic (Chart V-2). Commodity prices have also fallen steeply since 
the pandemic struck, to their lowest in four years.

Global oil prices have also all but collapsed, as previously 
discussed, and futures prices suggest that they will be down by an 
average of 46% year-on-year in 2020 (Chart V-3). International 
forecasts also assume that global food and beverage prices will fall by 
over 1% this year, and commodities by over 5%. The outlook is for 
trading partners’ export prices to fall marginally between years and for 
inflation to measure below 1% in those countries. The Bank’s baseline 
forecast therefore assumes that relative import prices will rise this year 
by 3%, slightly above the inflation target.

4.	 The interest component of imputed rent has lowered inflation in the past year, as real 
mortgage interest expense has fallen in response to Central Bank rate cuts. Annual inflation 
is estimated to have been approximately 0.5 percentage points lower as a result. 

Chart V-1

Headline and underlying inflation1

January 2014 - April 2020

12-month change (%)

CPI

Underlying inflation

Inflation target

1. Underlying inflation is the average of inflation according to a core 
index (which excludes the effects of indirect taxes, volatile food items, 
petrol, public services, and real mortgage interest expense) and 
statistical measures (weighted median, trimmed mean, a dynamic 
factor model, and a common component of the CPI).
Sources: Statistics Iceland, Central Bank of Iceland.
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Chart V-2

Global commodity prices1

January 2018 - April 2020

Index, 2010 = 100

Food

Beverages

Raw materials

1. Food includes various comestible oils, various meal and grains, meat, 
and fruit. Beverages include cocoa, coffee, and tea. Raw materials 
include timber, cotton, rubber, and tobacco.
Source: World Bank.
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Chart V-3

Indicators of developments in international 
prices in 2020

Year-on-year change (%)

1. Forecasted annual price change of oil, commodities, food, and 
beverages, in USD. 2. Forecasted annual change in export prices, 
based on a trade-weighted average. 3.  Forecasted inflation in trading 
partner economies, based on a trade-weighted average. 4. Forecasted 
annual change in real exchange rate of imports (price of imports 
relative to price of domestic production).
Sources: World Bank, Central Bank of Iceland.
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… and inflation expectations have not risen

Market agents expect inflation to be at the target in coming years, 
according to the Bank’s recent survey (Chart V-4). Market expecta-
tions are therefore broadly unchanged despite the recent deprecia-
tion of the króna. Surveys of corporate and household expectations 
sketch out a similar picture. As Chart V-5 shows, the breakeven infla-
tion rate in the bond market has fallen since the króna began to slide 
in late February. This is unlike the pattern seen following the autumn 
2018 depreciation, when uncertainty about the outcome of ongoing 
wage settlements and WOW Air’s financial position was escalating, 
although this year’s depreciation is somewhat larger. It is likely that, to 
some extent, the two situations differ because the cyclical position was 
very different in autumn 2018, when there was still a positive output 
gap and unemployment was low.

Outlook for below-target inflation throughout the forecast 

horizon

The baseline forecast assumes that because inflation expectations are 
firmly anchored, the effects of the recent depreciation of the króna 
will taper off relatively quickly. Wages are expected to rise in the near 
future, in line with private sector wage settlements, although there has 
been some pressure from employers to review contractual pay rises or 
find other ways to lower firms’ wage costs temporarily. Given the slack 
in the economy and the rise in unemployment, it is considered likely 
that firms will be able to reduce their wage costs somewhat.

Even though the outlook is for a considerably larger slack in the 
economy than was forecast in February, inflation is expected to be 
higher for much of this year than was forecast at that time. This is 
due to a less favourable initial position and the effects of the recent 
depreciation of the króna. Inflation is projected to measure 2.4% in 
Q2 and Q3/2020 and then ease to 1½% by mid-2021 before inching 
up to 2% later in the forecast horizon. All of this is highly uncertain, 
however, particularly the short-term outlook, as the effects of the de-
preciation of the króna, temporary disruptions in manufacturing, and 
shortages of goods could be underestimated. There is a roughly 50% 
probability that inflation will be in the ½-2¾% range in one year and 
in the 1-31/3% range by the end of the forecast horizon. 

Sources: Statistics Iceland, Central Bank of Iceland.

Year-on-year change (%)

Chart V-6

Inflation forecast and confidence intervals
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1. Comparison of developments in the exchange rate of the króna and the 
breakeven rate in the bond market over 50 days following two periods of 
elevated uncertainty. Initial date = 100 for the exchange rate and = 0 for 
the breakeven rate.
Source: Central Bank of Iceland.
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Chart V-4
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1. Market agents' inflation expectations based on Central Bank survey 
taken 4-6 May 2020.
Source: Central Bank of Iceland.
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Box 1

The economic impact 
of the COVID-19 
pandemic

The COVID-19 pandemic has spread all over the globe. As of mid-
May, there were more than 4.7 million confirmed cases and over 
315,000 deaths. Roughly half of the global population has been 
under curfew or subject to other restrictions on their activities for 
some time. The economic impact of the pandemic has been virtually 
unprecedented, shattering the global economic outlook in near-record 
time. The same is true for Iceland. This Box discusses the impact of 
the pandemic on the global economy and the way its macroeconomic 
effects are estimated in the Bank’s baseline forecast. It should be 
noted, however, that the economic outlook is highly uncertain as 
a result of the pandemic. In order to illustrate this uncertainty, two 
alternative scenarios are presented at the end of this Box.

How has COVID-19 affected the global economy?
To date, the economic impact of the pandemic stems primarily from 
actions taken by government authorities in an attempt to slow the 
spread of the disease. In early February, the Chinese authorities de-
cided to lock down provinces in the country that generate a large 
part of China’s output. The Italian authorities adopted comparable 
measures in early March, followed shortly after by other govern-
ments the world over. Large gatherings have been banned, domestic 
travel restricted, and many schools closed. In many instances, bor-
ders have been closed as well, and air transport has virtually halted.

These measures have been considered necessary to contain 
the virus but have unavoidably affected consumption decisions and 
overall demand, value chains, travel, and the cost of doing business. 
Overall activity has therefore been severely affected in individual 
countries, with cross-border spillovers further magnifying the con-
traction.

The impact of the pandemic response measures falls into three 
main categories. First is the supply-side impact, with firms having 
increasing difficulty maintaining normal production levels in the face 
of a shortage of inputs. The difficulty could stem, for instance, from 
personnel shortages due to worker illnesses or quarantine, or from 
a lack of inputs from other suppliers struggling with the same situ-
ation. Furthermore, moving supplies from one location to another 
can prove complex because of regional closures, as was the case in 
China during the first stages of the pandemic. The disease could also 
cut into productivity, as it complicates the conduct of business be-
tween companies and between countries and companies must split 
activities up between business locations or arrange for employees to 
work from home.

Second is the contraction in demand resulting from the pan-
demic. The disease causes increased fears among the general public 
and exacerbates uncertainty, which leads to more cautious spend-
ing decisions. Fear of infection also causes people to avoid crowded 
places and put off travel plans. In many areas, curfews and bans on 
gatherings have been imposed, causing demand to contract even 
more, and the bleaker economic outlook has discouraged house-
holds and businesses from spending.

Added to this is the impact on financial markets. The uncer-
tainty resulting from the pandemic has shaken markets all over the 
globe, causing large-scale capital flight from emerging market econ-
omies and making credit to households and businesses less acces-
sible and more expensive than before.

Estimated impact of the pandemic on the domestic economic 
outlook
Because of the high level of uncertainty and the virtually unprec-
edented nature of the current situation, forecasting likely economic 
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BOXES

developments is unusually difficult at present. Under conditions like 
these, economic forecasts change rapidly as new information emerges 
– not least information on the progress of the disease itself. In order 
to assess the impact of the pandemic on the domestic economy and 
the economic outlook, the Bank uses its macroeconomic model to 
estimate the impact of economic shocks that are directly or indirectly 
attributable to the pandemic, in addition to relying on the most 
recent data and leading indicators. 

Abrupt reversal in the global economy
The assessment of economic developments among Iceland’s main 
trading partners is based on the most recent forecasts and analyses 
of the global economic outlook. It is assumed that all advanced 
economies will suffer a significant economic contraction and that 
GDP growth will slow markedly in the largest emerging market 
economies. The outlook globally is for an economic contraction 
much larger than the contraction after the financial crisis in 2009. 
For example, a new forecast from the International Monetary Fund 
(IMF) expects global output to contract by 3% this year compared 
to 0.1% in 2009.

As Chart 1 indicates, the GDP growth outlook for Iceland’s 
main trading partners has changed dramatically from the February 
forecast. Instead of growing by 1.6%, trading partners’ GDP is now 
forecast to contract by 6.4%, a change of 8 percentage points from 
the previous forecast. This is nearly twice the size of the contraction 
Iceland’s trading partners suffered in 2009, when GDP growth con-
tracted by an average of 3.6% year-on-year (Chart 2). 

Steep decline in tourism and marine product exports
In a departure from a typical economic contraction, this time the ser-
vices sector has borne the brunt of the shock, reflecting the severe 
impact that the lockdown measures have had on the sector. Travel 
restrictions have also had a profound impact on air transport and 
tourism worldwide. Domestic travel has declined significantly, and 
international air travel has been virtually at a standstill since mid-
March. The economic repercussions of such a stoppage are severe, 
particularly for a country like Iceland, whose economy is heavily reli-
ant on its tourism sector (Chart 3). The Bank’s current baseline fore-
cast assumes almost no tourists entering the country in Q2, followed 
by a minor rebound in H2/2020 (Chart 4). This situation is expected 
to last into next year, with fewer than 400,000 tourists projected to 
visit Iceland in 2020 as a whole – a decline of more than 80% rela-
tive to both the year 2019 and the Bank’s February forecast. If the 
forecast materialises, this amounts to an 84% decline from 2018, 
when tourist arrivals peaked at 2.3 million. Because of this abrupt 
decline in tourist arrivals, services exports are set to decline by more 
than 50% between years; however, this is offset to a degree by a 
sharp contraction in imports, which is due partly to the steep drop 
in both Icelanders’ overseas travel and domestic tourism operators’ 
demand for imported inputs.

Furthermore, there are signs that the pandemic has signifi-
cantly affected other export sectors, not least marine product ex-
ports, owing to disruptions in distribution and sales abroad, which 
have compounded the changes in consumption patterns that have 
come in the wake of widespread restaurant closures in trading part-
ner countries. The baseline forecast assumes that marine product 
exports will contract by more than 12% year-on-year in 2020, as 
compared with the 2.6% contraction projected in February. If this 
forecast materialises, it will be the largest marine sector contraction 
since the early 1980s.

1. Comparison of  GDP growth in 2009 and the GDP growth forecast 
presented in MB 2020/2. The data refer to the United States (US), the 
United Kingdom (UK), Denmark (DEN), euro area (EUR), Japan (JAP), 
China (CHI), Norway (NOR), Sweden (SWE), and the trading partner 
average.
Sources: Refinitiv Datastream, Central Bank of Iceland.
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1. Comparison of  international GDP growth assumptions presented in 
MB 2020/1 and MB 2020/2. The data refer to the United States (US), 
the United Kingdom (UK), Denmark (DEN), euro area (EUR), Japan 
(JAP), China (CHI), Norway (NOR), Sweden (SWE), and the trading 
partner average.
Sources: Refinitiv Datastream, Central Bank of Iceland.
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1. Weight of tourism in GDP in 2018 or latest year avaliable. The countries 
are Spain (ESP), Mexico (MEX), Iceland (ICE), Portugal (POR), France 
(FRA), Greece (GRC), Austria (AUT), Italy (ITA), New Zealand (NEZ), 
South Korea (KOR), the Netherlands (NLD), Germany (GER), Ireland 
(IRL), Norway (NOR), the United Kingdom (UK), Australia (AUS), 
Sweden (SWE), the United States (US), Switzerland (CHE), Finland (FIN), 
Denmark (DEN), Belgium (BEL), Canada (CAN), and Japan (JAP).
Sources: OECD, Statistics Iceland.

Chart 3
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BOXES

Increased uncertainty and tightening of financial conditions
Uncertainty in domestic and international financial markets has 
increased substantially in the wake of the pandemic. This height-
ened uncertainty can be seen, for instance, in financial institutions’ 
reduced appetite for lending and a rise in risk premia and credit 
spreads. The Bank’s baseline forecast therefore assumes that corpo-
rate credit spreads will rise by 1 percentage point, in addition to a 
similar increase late in 2019 (see Monetary Bulletin 2020/1).

Public health measures lead to a sharp contraction in private con-
sumption 
Tighter financial conditions cut into private sector demand, exac-
erbating the impact of the poorer outlook for employment and in-
come. This is compounded by the sharp contraction in private con-
sumption due to temporary self-quarantine, the ban on gatherings, 
and absences due to illness. In order to estimate these effects, it is 
important to look first at the composition of households’ consump-
tion spending. An estimated one-fourth of private consumption 
is strongly and directly affected by these factors (Chart 5).1 Chief 
among the categories affected are households’ spending abroad and 
their spending on domestic travel, restaurants, and various types 
of recreation and personal service. Added to these is consumption 
spending on consumer durables and semi-durables, which house-
holds are likely to postpone or shelve indefinitely because of public 
health measures taken by the authorities. These expenses account 
for nearly 17% of total household spending; therefore, about 40% 
of households’ consumption spending is likely to be significantly 
and directly affected by the public health measures. The impact on 
spending on alcoholic beverages, tobacco, and motor vehicle opera-
tion is less obvious, and the impact on purchases of food, beverages, 
and fixed household expenses such as housing, healthcare, and edu-
cation is probably limited.

The baseline forecast assumes that the authorities’ public 
health measures will continue to be eased in coming weeks, after 
having been in place since mid-March. Over this period, there has 
presumably been very limited spending on the private consumption 
components most strongly affected by the pandemic and related 
public health measures. Some portion of this spending will probably 
be shifted to the latter half of the year, however. It can also be 
expected that a share of the contraction in some of the most 
strongly affected expenditure items – restaurants, for example – 
will shift to other forms of consumption, such as conventional food 
and beverage purchases. It is clear, however, that the public health 
measures will have a profound impact on private consumption in 
2020, with direct effects of the measures causing a sizable share 
of the year’s contraction, particularly in Q2. These effects come on 
top of, and amplify, the typical contractionary impact of increased 
pessimism, reduced labour demand, and falling income.

The pandemic has a large impact on the labour market
The pandemic and the temporary business closures caused by it 
have a profound impact on the labour market. A large number of 
companies are faced with a steep drop in revenues and a virtual halt 
to their business activities. As a result, unemployment has surged, 

1.	 In official Statistics Iceland data on the classification of private consumption, individual 
components are not adjusted for spending by foreign tourists in Iceland. Foreign tourists’ 
spending as a whole is deducted when the components are summed up, however. Here 
the individual components have been adjusted for foreign tourists’ spending, based on 
Statistics Iceland’s categorisation of tourists’ spending by private consumption compo-
nent.

1. Adjusted for the contribution of foreign tourists to each private 
consumption subcomponent, which is based on Statistics Iceland’s 
preliminary estimate of the distribution of foreign nationals’ spending 
in Iceland in 2019. The darker colours reflect a stronger direct impact.
Sources: Statistics Iceland, Central Bank of Iceland.

Chart 5

Classification of private consumption 
by probable scope of direct impact of 
COVID-19 on household spending1
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1. MB 2020/2 forecast of tourists travelling through Keflavík Airport and 
comparison with MB 2020/1 forecast and year-2019 figures.
Sources: Isavia, Central Bank of Iceland.

Chart 4

Assumptions on tourist visits to Iceland 
in 20201

Thousands

2019

2020 per MB 2020/1

2020 per MB 2020/2

0

200

400

600

800

1,000

1,200

H2/2020H1/2020



M
O

N
E

T
A

R
Y

 
B

U
L

L
E

T
I

N
 

2
0

2
0

•
2 

24

BOXES

although Government measures to protect jobs and keep companies 
running have compensated somewhat (see Box 2). The baseline 
forecast also assumes that inward migration of foreign labour will 
be significantly reduced as long as border closures remain in effect 
and air travel is limited and that a fraction will leave the country 
once travel restrictions are eased. Furthermore, the pandemic causes 
a substantial loss of work hours for employed people, owing to sick 
leave and quarantine. This includes the direct impact on workers who 
are ill or in quarantine and the indirect impact on those who miss 
work because of cutbacks in pre-school and primary school activities 
or because of illness among family members.

Largest single-year contraction in a century
As is discussed in the main text of this Monetary Bulletin, it is as-
sumed that GDP will contract by 8% this year, which corresponds 
to a close to 9 percentage point downward revision relative to the 
Central Bank’s February forecast. The change in the 2020 output 
growth outlook for Iceland is therefore larger than in trading partners 
on average and would constitute the largest single-year contraction 
in Iceland since 1920 (Chart 6). According to the baseline forecast, 
it will therefore be larger than the one in 2009, although the overall 
contraction following the financial crisis a decade ago is larger when 
the additional contraction in 2010 is also taken into account. 

Alternative GDP growth outlook scenarios
As has been emphasised previously, it is highly uncertain how deep 
the current crisis will be and how quickly economic activity will nor-
malise afterwards. The main uncertainty centres on how long the 
pandemic will last and whether it will resurface again after public 
health measures are relaxed. Furthermore, it is uncertain how exten-
sive and persistent the impact on global value chains and food manu-
facturing will be, and when borders will re-open for international 
travel. By the same token, it is highly uncertain how much, and for 
how long, the self-quarantine and the ban on gatherings will affect 
private consumption, and to what extent households will postpone 
consumption decisions or abandon them altogether. 

The baseline forecast assumes that economic activity will grad-
ually start to return to normal in Q3/2020. This forecast could prove 
overly optimistic, however, if the pandemic turns out more persis-
tent than is currently assumed. Chart 7 shows an alternative scenario 
wherein public health measures persist longer into H2 and uncertain-
ty increases further, leading to higher risk premia and greater caution 
in spending decisions. In this example, the economic contraction will 
exceed 10% this year, and the recovery in 2021 will be weaker. The 
possibility cannot be excluded that the rebound will prove strong-
er, however. This could for example occur if the pandemic subsides 
more quickly, thus leading to a stronger rebound in tourism. Less un-
certainty and more optimism concerning the economic outlook could 
also support increased consumption and investment spending. In this 
example, the contraction in 2020 could turn out less than 6%, with 
a stronger rebound in 2021. 

1. Recessions since 1882 in which GDP contracted by more than 5%, 
based on annual data. Pre-1945 data are from the National Economic 
Institute, and post-1945 data are from Statistics Iceland.
Sources: National Economic Institute, Statistics Iceland, Central Bank 
of Iceland.

Chart 6

Iceland's seven deepest recessions 
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Box 2

Macroeconomic policy 
measures in response 
to the COVID-19 
pandemic

The COVID-19 pandemic and government measures to curb the 
spread of the disease have caused the global economic outlook to 
change radically in a short period of time (see Box 1). Many com-
panies have scaled down operations significantly, and both domestic 
and foreign demand have all but collapsed. In addition, domestic 
and international financial markets have been highly volatile. The 
economic contraction has been unusually sharp and sudden, but a 
rebound is expected to begin in H2. The chief task of macroeco-
nomic policy is to mitigate the economic impact of the pandemic to 
the extent possible and support households and businesses through 
the most difficult period. The aim of such mitigation is to minimise 
the probability of permanent damage to households and businesses, 
thereby maximising the strength of the economic recovery once the 
pandemic recedes. 

Monetary policy measures
Since the pandemic struck, the Central Bank of Iceland has taken a 
wide range of actions to ease the monetary stance and boost finan-
cial system liquidity, in order to shore up demand, support increased 
access to credit, and preserve financial system stability. In this way, 
the Bank attempts to achieve its set objectives; i.e., to ease the eco-
nomic contraction so that inflation can be held at target and finan-
cial stability can be ensured.

Central Bank cuts interest rates by 1 percentage point
The Central Bank Monetary Policy Committee (MPC) lowered the 
Bank’s key interest rate by 0.5 percentage points at two consecutive 
meetings, on 11 March and again on 18 March, bringing the key 
rate to 1.75% (Chart 1). Even before these reductions, the key rate 
was at its lowest ever. The objective of the rate cuts was to ease the 
monetary stance in response to the worsening economic outlook, 
which stemmed from the spread of the virus and the negative 
economic impact of public health measures taken in Iceland and 
abroad to curb the spread of the disease. 

Liquidity boost
In order to stimulate demand even further, the Bank adopted wide-
ranging measures aimed at easing financial institutions’ access to 
liquidity, thereby facilitating lending to households and businesses.

On 11 March, the MPC announced changes to minimum re-
serve requirements; i.e., the amount deposit institutions must hold 
with the Central Bank as liquid assets. Minimum reserve require-
ments fall into two categories: average reserve maintenance and 
a fixed reserve requirement. The average reserve maintenance re-
quirement – the requirement that deposit institutions hold in reserve 
a specified percentage of their liquid assets, on average, over any 
given reserve maintenance period – was lowered from 1% of short-
term funding to 0% (Chart 2). Although the fixed reserve require-
ment – the portion of liquid assets that deposit institutions must hold 
in reserve at all times – remained unchanged, its treatment under the 
Rules on Liquidity Coverage Ratio (LCR) was changed. With this, 
credit institutions’ LCR increased, even though the fixed reserve re-
quirement was unchanged. As a result of these changes in reserve 
requirements, deposit institutions’ liquidity position was strength-
ened by approximately 40 b.kr. 

On 18 March, the Bank’s Financial Stability Committee (FSC)
announced that financial institutions’ capital requirements would be 
eased so as to bolster their lending capacity and their ability to re-
structure distressed households’ and businesses’ debt. The counter-

% of reserve base

Chart 2

Minimum reserve requirements1

1 January 2018 - 15 May 2020

1. A financial institution's minimum reserve requirement is a percentage 
of its reserve base, which includes deposits and its own bond issues 
with a maturity of up to two years.
Source: Central Bank of Iceland.
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Central Bank of Iceland key interest rate1

April 2019 - May 2020

1. The Central Bank’s key interest rate is the rate on seven-day term 
deposits.
Source: Central Bank of Iceland.
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cyclical capital buffer – the special capital buffer that had been built 
up in recent years so as to bolster financial institutions’ resilience – 
was lowered from 2% to 0% and will remain there for at least two 
years. All else being equal, this measures should give credit institu-
tions additional scope to expand their loan portfolios by 12.5%, or 
350 b.kr. 

On 27 March, the Central Bank announced that it would tight-
en financial institutions’ access to one-month term deposits with the 
Bank. These deposits have been one of financial institutions’ main 
avenues for investing króna-densminated liquid assets and comply-
ing with liquidity requirements, as Treasury bonds have been in short 
supply. The commercial banks have held a large share of their liq-
uid assets in these accounts, and interest rates on them have been 
somewhat above the Central Bank’s key rate. Reducing the supply 
of term deposits in this manner forces the banks to find other uses 
for this excess liquidity; i.e., hold it in current accounts or seven-day 
term deposits or, alternatively, to use it to buy Treasury bonds or 
increase other assets, such as loans.

On 8 April, in order to ensure that deposit institutions have 
access to adequate liquidity, the FSC and the MPC introduced a spe-
cial temporary collateralised lending facility and an expanded list of 
eligible collateral. This measure was designed primarily to guaran-
tee smaller deposit institutions sufficient access to liquidity while the 
pandemic is ongoing.

Secondary market purchases of Treasury bonds
On 23 March, the MPC announced that the Bank would begin 
buying Treasury bonds in the secondary market. The purpose was to 
ensure even further that the more accommodative monetary stance 
would be transmitted normally to households and businesses. It 
was announced that the Bank will purchase bonds for up to 150 
b.kr., or about 5% of GDP. Further details on the purchases were 
announced on 22 April, and in early May the Bank began buying 
Treasury bonds. The Bank announced that it will purchase bonds for 
up to 20 b.kr. in Q2. 

This measure is particularly important under the current 
circumstances, where it is foreseen that the Treasury will need to 
borrow significant amounts via Treasury bond issuance in order 
to finance pandemic response measures. Because of this, there 
was a risk that the increased Treasury bond supply would push 
market rates upwards, thereby disrupting the transmission of the 
more accommodative monetary stance to the long end of the yield 
curve. The impact of these Central Bank measures could be seen 
immediately after the MPC’s 23 March announcement, with long-
term interest rates falling by 0.37 percentage points (Chart 3). 

Other Central Bank measures
The Central Bank had announced previously that, effective 1 April 
2020, deposit institutions would be the only institutions authorised 
to hold deposits with the Central Bank. This forced the deposits of 
other financial institutions and Government institutions into the fi-
nancial system, thereby strengthening deposit institutions’ liquidity 
and supporting monetary policy transmission.

The Bank has also intervened in the foreign exchange market 
in recent months in order to mitigate excess exchange rate volatil-
ity. Furthermore, the Bank has urged the pension funds to reduce 
the amount of foreign currency they purchase to finance foreign 
investments until the economic situation normalises. Moreover, the 
Central Bank has obtained access to the US Federal Reserve’s tem-
porary repurchase agreement facility, which grants the Bank access 

%

Chart 3

10-year Government-guaranteed bond yields1

1 January 2018 - 15 May 2020

1. Based on the zero-coupon yield curve, estimated with the 
Nelson-Siegel method, using money market interest rates and 
Government-guaranteed bonds.
Source: Central Bank of Iceland.
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to US dollar liquidity against collateral in US Treasury securities from 
the Bank’s international reserves. Finally, the Bank has instructed the 
boards of financial institutions to refrain from using their improved 
liquidity position and reduced capital requirements to pay dividends.

Fiscal policy measures
The main objectives of the Government’s fiscal policy measures have 
been, on the one hand, to mitigate the shock suffered by those 
households and businesses that are most vulnerable to the impact 
of the pandemic and, on the other hand, to protect jobs and compa-
nies during the pandemic and support a strong economic recovery 
when it recedes. 

Policy measures and their scope
 In March and April, the Government introduced over twenty meas-
ures aimed at softening the economic blow from the pandemic. The 
scope of these measures is estimated at nearly 352 b.kr., or around 
11.9% of year-2019 GDP. The measures that directly affect the fis-
cal budget amount to 4.2% of GDP, which is similar to the measures 
announced in Norway and Denmark (Chart 4). 

From an economic perspective, the measures centre mainly on 
two areas: reducing distressed households’ and businesses’ income 
losses and supporting economic activity during a steep contraction in 
private sector demand. Also introduced were special measures aimed 
at improving the position of students and protecting individuals with 
delicate health or difficult social circumstances (Table 1). 

Firms helped to withstand temporary revenue losses
One of the broadest aspects of the Government assistance lies in 
measures to support companies through a period of substantially re-
duced revenues stemming from the pandemic and the actions taken 

Measure 	 Scope (b.kr.)

Government-guaranteed bridge loans to businesses1	 70.0

Support loans1	 40.0

Deferral of tax payments1	 75.0

Corporate income tax netting1	 13.0

Closure subsidies3	 2.5

Expedited reduction of bank tax2	 11.0

Deferral of payments of import levies and cancellation 
of customs processing fees1, 2	 13.6

Part-time employment option3	 38.0

Wage payments during termination notice period3	 25.0

Wage payments in quarantine3	 1.0

Supplemental child benefit3	 3.0

Additional authorisation for third-pillar pension withdrawal4	 10.0

Special tourism-centred measures2, 3	 4.6

Special support for media, local governments, and front-line workers3	 4.7

Innovation and R&D2, 3	 5.2

Student jobs initiative and artists’ stipends3	 2.5

Measures for students and vulnerable groups3	 4.7

Increased VAT reimbursement for property construction and maintenance2	 8.0

Special investment initiative3	 20.0

	1. Affects firms’ balance sheets and cash flow statements. 2. Entails reduced Treasury revenues 3. Entails increased Treasury 
expenditures 4. Increases households’ cash balances for consumption spending. 

Sources: Government of Iceland, Central Bank of Iceland.

Table 1 Fiscal policy measures in response to COVID-19

% of GDP

Chart 4

Pandemic response – international comparison 
of fiscal measures1

1. Only those measures that directly affect the national treasury’s 
profit and loss account are included.  
Sources: Government of Iceland, International Monetary Fund, 
Central Bank of Iceland.
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in an attempt to hinder the spread of the disease. The Treasury will 
guarantee up to 70% of bridge loans to companies deemed viable. 
The amount of the Treasury guarantee is up to 50 b.kr., and the 
impact of the measures on firms’ balance sheets and cash flow is 
estimated at 70 b.kr. 

As a further measure to counteract smaller companies’ liquidity 
problems, the State will also grant support loans of up to 40 m.kr. 
per company, for a minimum term of thirty months. The first 10 
m.kr. will be guaranteed in full by the State, as will 85% of the 
loan amount over and above that. Loans of up to 10 m.kr. will 
bear interest equivalent to the Central Bank key rate, but for loans 
beyond that, the lender is allowed to charge a moderate credit risk 
premium. An estimated 40 b.kr. will be loaned in this manner, and 
both support loans and bridge loans will be processed through the 
commercial banks. 

Firms experiencing operational difficulties will also be author-
ised to defer up to three payments of pay-as-you-earn tax (PAYE) 
and payroll tax until 2021. This measure will improve companies’ 
liquidity by an estimated 75 b.kr. Another measure designed to im-
prove companies’ liquidity by a further 13 b.kr. is a new authorisa-
tion to carry year-2020 operating losses back to offset 2019 profits, 
thereby lowering their income tax payments.

Businesses that were forced to close for public health reasons 
will be eligible for closure subsidies of up to 2.4 m.kr. per company, 
to compensate for a portion of lost revenue and help them to cover 
fixed costs during the closure period. The scope of these closure 
subsidies is estimated at 2.5 b.kr. 

In addition, a reduction of 11 b.kr. in the tax on financial 
institutions has been expedited, customs processing fees are 
cancelled through year-end 2020, and payment due dates for 
import levies have been deferred by four months. The Treasury will 
relinquish a total of 13.6 b.kr. in revenues because of these changes 
in fees and levies. 

Mitigating households’ income losses
The Government will also guarantee that workers receive income in 
spite of a temporary reduction in working hours. First, the Treasury 
will pay income-linked unemployment benefits proportional to the 
reduction in employment percentage if the employer must scale 
down operations because of pandemic response measures. Through 
30 June 2020, workers must be employed at least 25% to qualify 
for the measure, and from 1 July through 31 August they must be 
employed at least 50%. The measure is set to expire on 1 September. 
For those covered by this measure, the sum of labour income and 
unemployment benefits may not exceed 90% of the worker’s 
average total monthly wages, and may never exceed 700,000 kr. 
per month. For jobs that pay 400,000 kr. per month or less for a 
100% position, full monthly wages are guaranteed. Although 
an assessment has yet to be finalised, the cost of this measure is 
expected to total about 38 b.kr. 

Second, firms will be given the opportunity to apply for Gov-
ernment support to cover a portion of wage costs during employees’ 
termination notice period. This support will take the form of a pay-
ment not to exceed 633,000 kr. per month for up to three months. It 
is limited to those companies that have suffered at least a 75% loss 
in revenue and envision continued revenue losses at least through 
end-2020. It is estimated that up to one-fourth of companies have 
suffered such losses. The Government support will be capped at 
85%, and the measure is available from 1 May through 30 Septem-
ber 2020. The estimated cost to the Treasury for this measure is 25 
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b.kr. Third, the Treasury will reimburse employers for wages paid to 
workers in quarantine and will pay self-employed individuals 80% of 
their 2019 income, up to 633,000 kr. per month. The estimated cost 
to the Treasury for this measure is 1 b.kr.

Incentives for increased economic activity
The Government measures also include other incentives to support 
economic activities and mitigate the adverse impact of the pandem-
ic on the domestic economy. Families with children will be paid a 
special supplemental child benefit, at an estimated total cost of 3 
b.kr. Furthermore, the authorisation for early withdrawal of third-
pillar pension savings has been expanded, and the Government’s 
estimates assume that the scope of this measure will be 10 b.kr., 
some 4 b.kr. of which will revert to the Government in the form of 
income tax. These measures increase households’ cash balances for 
consumption spending.

Special support for tourism
In order to provide special support to domestic tourism operators, 
the bed-night tax has been cancelled through end-2021, and pay-
ment due dates for the first three months of the year have been 
deferred until February 2022. The Treasury also plans to allocate 1.5 
b.kr. to the issuance of special gift certificates to all adults in Iceland, 
which can be used to pay for domestic tourism, and another 1.5 b.kr. 
will be allocated to a dedicated marketing campaign advertising Ice-
land as a tourist destination. The total scope of these special tourism 
support measures is estimated at 4.6 b.kr.

Other support measures
It has been decided to provide special support to privately operated 
news media companies totalling up to 350 m.kr., in partial 
compensation for revenue losses. There are also plans to support 
the municipalities that have suffered most from the pandemic 
response measures, the Suðurnes peninsula in particular. In 
addition, investment by local governments will be supported with 
an expansion of the “Back to Work” initiative, and the Real Estate 
Fund of the Local Authorities' Equalisation Fund will be authorised 
to grant subsidies to municipalities. Healthcare employees and 
others fighting COVID-19 on the front lines will receive special 
wage bonuses totalling 1 b.kr. These measures together total 4.7 
b.kr. Incentives for research and development (R&D) will also be 
strengthened and financing for innovation expanded. The estimated 
cost to the Treasury for this measure is 5.2 b.kr. 

Other measures will be taken to address various groups’ spe-
cial needs due to the pandemic and its repercussions. The Govern-
ment will offer up to 3,000 new summer jobs for students. It has 
also been decided to increase the number of artists receiving Gov-
ernment stipends by up to 40%. The estimated cost to the Treasury 
for this measure is 2.5 b.kr. Funding is also being allocated to new 
measures intended to strengthen job-seekers’ skills. Moreover, fund-
ing will be dedicated to new social and mental health measures to 
protect vulnerable groups. The estimated cost to the Treasury for 
these measures is 4.7 b.kr. 

Increase in investment funding and incentives
The “Back to Work” initiative will be expanded so that value-
added tax (VAT) on labour for property construction, maintenance, 
and renovation will be reimbursed at a rate of 100%, up from the 
previous 60%. VAT on labour for car repairs will be reimbursed as 
well. With this programme, which will remain in effect through the 
year-end, the Treasury will relinquish about 8 b.kr. in revenues. 
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Finally, the Government has decided to expedite large-scale 
investment projects and increase total planned public investment by 
20 b.kr. relative to the previous plan. Chief among these projects 
are investments in construction of traffic structures and other infra-
structure. In addition, Government-owned companies will expedite 
investments totalling roughly 10 b.kr. 
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Appendix 1 

Forecast tables

Table 1 Main economic indicators1

			   2018	 2019	 2020	 2021	 2022

 Private consumption	 4.7 (4.7)	 1.6 (2.0)	 -7.3 (2.4)	 6.4 (2.5)	 3.4 (3.1) 

 Public consumption	 3.9 (3.5)	 4.1 (2.9)	 3.1 (2.5)	 1.2 (2.4)	 2.6 (2.5)

 Gross capital formation	 -1.1 (4.0)	 -6.3 (-6.9)	 -6.2 (0.3)	 2.9 (3.0)	 2.8 (1.3)

	 Business investment	 -11.5 (-4.1)	 -17.5 (-17.4)	 -6.3 (1.2)	 -0.1 (-0.3)	 4.2 (1.7)

	 Residential investment	 15.5 (16.2)	 31.2 (30.1)	 -23.0 (-4.6)	 9.5 (5.3)	 8.2 (4.5)

	 Public investment	 30.6 (28.3)	 -10.4 (-9.7)	 21.5 (4.7)	 3.8 (10.7)	 -6.4 (-4.6)

 Domestic demand	 3.5 (4.6)	 -0.1 (-0.4)	 -3.9 (2.1)	 3.7 (2.6)	 3.0 (2.5)

 Exports of goods and services 	 1.7 (1.7)	 -5.0 (-5.8)	 -31.6 (-1.4)	 23.6 (3.6)	 8.3 (3.0)

 Imports of goods and services	 0.8 (0.8)	 -9.9 (-8.5)	 -24.6 (1.5)	 21.2 (4.0)	 9.2 (2.8)

 Gross domestic product (GDP)	 3.8 (4.8)	 1.9 (0.6)	 -8.0 (0.8)	 4.8 (2.4)	 2.8 (2.6) 

					   

 Contribution of net trade to GDP growth (percentage points)	 0.4 (0.4)	 2.0 (1.0)	 -4.3 (-1.2)	 1.2 (-0.1)	 -0.1 (0.2)

 Unemployment (% of labour force)	 2.7 (2.7)	 3.6 (3.6)	 8.7 (4.2)	 7.2 (4.1)	 6.3 (3.7)

 Output gap (% of potential output)	 2.4 (2.4)	 1.4 (0.4)	 -6.0 (-0.8)	 -1.6 (-0.4)	 -0.9 (-0.2)

 Current account balance (% of GDP)	 3.1 (2.8)	 5.8 (4.7)	 1.3 (3.8)	 2.5 (3.6)	 2.2 (3.6)

 Trade-weighted exchange rate index2	 166.7 (166.7)	 181.0 (181.0)	 203.9 (182.9)	 209.4 (185.4)	 207.8 (185.4)

 Inflation (consumer price index, CPI)	 2.7 (2.7)	 3.0 (3.0)	 2.3 (1.9)	 1.7 (2.1)	 1.6 (2.2)

 Inflation in main trading partners3	 2.0 (2.0)	 1.5 (1.5)	 0.7 (1.6)	 1.4 (1.7)	 1.7 (1.8)

 GDP growth in main trading partners3	 2.3 (2.3)	 1.8 (1.7)	 -6.4 (1.6)	 5.0 (1.6)	 2.4 (1.6) 

1. Year-on-year change (%) unless otherwise specified (figures in parentheses are from the forecast in MB 2020/1). 2. Narrow trade-weighted basket. The index has been recalculated 
so that on 2 January 2009 it was assigned a value equivalent to that of the now-discontinued Exchange Rate Index. 3. Forecast based on Consensus Forecast, Global Insight, IMF, 
and OECD. 

Sources: Consensus Forecasts, Global Insight, IMF, OECD, Refinitiv Datastream, Statistics Iceland, Central Bank of Iceland.

Table 2 Quarterly inflation forecast (%)1	

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

	 Measured value

 2019:2	 3.4 (3.4)	 4.3 (4.3)

 2019:3	 3.1 (3.1)	 1.3 (1.3)

 2019:4	 2.5 (2.5)	 2.5 (2.5)

 2020:1	 2.1 (1.9)	 0.2 (-0.4)

	 Forecasted value	

 2020:2	 2.4 (1.9)	 5.4 (4.3)

 2020:3	 2.4 (1.8)	 1.5 (0.6)

 2020:4	 2.3 (1.8)	 2.1 (2.6)

 2021:1	 2.2 (2.1)	 0.0 (0.7)

 2021:2	 1.6 (2.1)	 2.8 (4.5)

 2021:3	 1.5 (2.1)	 1.0 (0.7)

 2021:4	 1.4 (2.2)	 1.7 (2.9)

 2022:1	 1.5 (2.2)	 0.5 (0.9)

 2022:2	 1.6 (2.2)	 3.4 (4.5)

 2022:3	 1.7 (2.2)	 1.1 (0.6)

 2022:4	 1.8 (2.3)	 2.2 (3.1)

 2023:1	 1.9 (2.4)	 1.1 (1.2)

 2023:2	 2.0	 3.8 

1. Figures in parentheses are from the forecast in MB 2020/1. 

Sources: Statistics Iceland, Central Bank of Iceland.
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