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Economy of Iceland is a triennal publication. Economy of Iceland describes the structure of the 

Icelandic economy and is intended to serve as background material for understanding its  fundamentals 

and evolution. 

The publication does not provide a detailed account of recent developments. A more up-to-date analysis 

of recent developments and prospects is provided in the Central Bank’s quarterly Monetary Bulletin and 

semi-annual Financial Stability reports. The Bank‘s Annual Report describes the Central Bank of Iceland‘s 

general activities during the respective year.

In Economy of Iceland, monetary figures are generally presented in euros; however, in certain instances, 

amounts are expressed in US dollars. The amount in Icelandic krónur is included in parentheses, as 

most figures are originally in krónur. Stocks at the end of the period are calculated using the period-end 

exchange rate, whereas flows are calculated using the average exchange rate for the period. The analysis 

presented in this publication is based on data available in August 2022.
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Country and people I
This chapter gives an overview of the country of Iceland – its geography and the main characteristics of its 
people, society, and political and institutional structure – and of Iceland as a welfare state. It also reviews 
Iceland’s external relations and its status in a global context.

Geography
Iceland is an island located in the North Atlantic, 
between Norway, Scotland, and Greenland. It is the 
second-largest island in Europe and the third-largest in 
the Atlantic Ocean, with a land area of some 103 thou-
sand square kilometres, a coastline of 6,088 kilometres 
and a 200-nautical-mile exclusive economic zone (EEZ) 
extending over 758 thousand square kilometres in the 
surrounding waters. 

Iceland enjoys a warmer climate than its north-
erly location would indicate because a part of the Gulf 
Stream flows around the southern and western coasts 
of the country. In the capital, Reykjavík, the average 
temperature is about 12°C in July and just above 0°C 
in January.

Iceland is mostly mountainous and of volcanic 
origin, with the highest peak reaching 2,110 metres. 
Lowlands stretch from the coast towards the interior, 
mainly in the south and the west. Several glaciers, one 
of them the largest in Europe, distinguish the land-
scape. The coasts are rocky and of irregular outline, 
with numerous fjords and inlets, except for the south, 
where there are sandy beaches with no natural harbours. 
Only around 23% of the total land area is classified as 
vegetated land, most of it located in the southern and 
western part of the country and in several fertile valleys 
stretching from the coast. 

Iceland is endowed with abundant natural resourc-
es. These include the fishing grounds around the island, 

Geography of Iceland1

1. The size of Iceland is 103,000 square kilometers.

Source: Statistics Iceland.
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Chart I-1

Population of Iceland1

1. Population 1 January each year.

Source: Statistics Iceland.
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within and outside the country’s 200-nautical-mile EEZ. 
Furthermore, Iceland has abundant hydroelectric and 
geothermal energy resources. 

People
Iceland was settled in the ninth century A.D. The majority 
of the settlers were of Norse origin, with a smaller Celtic 
element. A general legislative and judicial assembly, the 
Alþingi, was established in 930, and a uniform code of 
laws for the country was established at the same time. In 
1262, Iceland entered into a union with the Norwegian 
monarchy. When the Kalmar Union was dissolved in 
1523, Iceland came under Danish rule, which lasted 
for more than five hundred years. Iceland was granted 
a new constitution in 1874 and obtained home rule in 
1904. With the Act of Union in 1918, Iceland became 
a sovereign state in a monarchical union with Denmark. 
In 1944, Iceland terminated this union with Denmark 
and founded a republic. The native language, Icelandic, 
belongs to the Nordic group of the Germanic languages.

With only 3 inhabitants per square kilometre, 
Iceland is one of the least densely populated countries 
in Europe. On 1 January 2022, Iceland’s population was 
just over 375 thousand. In 2000–2021, annual average 
population growth was 1.4% and the natural increase 
(births less deaths) 0.6%. Around 64% of the population 
live in the capital city of Reykjavík and its surrounding 
municipalities. The largest town outside the capital area 
is Akureyri, located in North Iceland, with a population 
of 19 thousand. Most of the remaining inhabitants live 
in small towns along the coast.

As in other advanced countries, the population of 
Iceland is ageing, but at a relatively slower pace than 
in most OECD countries. In 2021 the ratio of the total 
population aged over 65 to the population of working 
age was 25%, tenth-lowest in the OECD.

Society and the welfare state
Iceland is a modern welfare state that guarantees its 
citizens access to universal health care, education, and a 
high degree of social security. In international compari-
son spending on social protection measures lower than 
in most countries due to the structure of the pension 
fund system (see Chapter 2). Public spending on health, 
education, social security, welfare, and other social 
affairs increased during the COVID-pandemic, reaching 
a peak at 27.8% of GDP in 2020 but decreased slightly 
in 2021 when it amounted to 27.4% of GDP.

Life expectancy, which is among the highest in the 
world, and one of the world’s lowest infant mortality 
rates (2.9 per 1,000 live births in 2020) testify to the 
advanced state of health care in Iceland, both primary 
health care and hospitals. The Icelandic health care sys-
tem is a tax-financed universal system for all persons 
who have had legal residence in Iceland for more than 
six months. Health care services are provided mainly 
free of charge, although user charges have been on the 
rise. The main exception is dental health care, where 
adult patients are charged the full cost of service, while 
children under 18 years of age pay only a nominal fee.

Age structure of the population in selected countries 
20211

1. Ranked by share of population 65 and over.

Sources: World Bank, Statistics Iceland.
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The standard of education is high, and public 
education is compulsory between the ages of 6 and 
16. Good command of English and the Scandinavian 
languages is widespread. Education is offered free of 
charge or for a nominal fee at three levels. First, there 
are ten years of compulsory education at the primary 
level (age 6-16). This is followed by three years at the 
upper secondary level, which provides general education 
and vocational training in a wide range of fields. Finally, 
higher education is offered at several universities. 

In Iceland, as in most OECD countries, university 
enrolment among those completing secondary educa-
tion has increased substantially in recent years. In 2020, 
41% of the adult population held a university degree, up 
from 29% in 2005. The ratio of pre-school enrolment is 
also one of the highest among OECD countries.

Institutional framework
Political and judicial system

Iceland is a constitutional republic with a multi-party 
parliamentary system of government. The Constitution 
was adopted on 17 June 1944, when the Republic was 
established. Legislative power is vested in Parliament 
(Alþingi) and the president, in that bills of legislation are 
passed by Parliament and submitted to the president 
for confirmation by his or her signature. Upon such 
confirmation, the bill in question acquires the force of 
law. The Government must be supported by a majority 
of Parliament in order to remain in power. The 63 mem-

bers of Parliament are elected from six constituencies 
on the basis of proportional representation, for a term 
of four years. Over the past thirty years, the participa-
tion of women in politics has increased significantly and 
their share of seats in Parliament is currently 47,6%. The 
president is the head of state and is elected for a term of 
four years by a direct vote of the electorate.

Since Iceland gained autonomy from Denmark in 
1918, its governments have normally been formed by 
a coalition of two or more political parties that have 
together held a majority in Parliament. The most recent 
election was held on 25 September 2021. The results of 
the elections were as follows: the Independence Party 
obtained 24,4% of votes and 16 seats; the Progressive 
Party 17,3% and 13 seats; the Social Democratic Alliance 
9,9% and 6 seats; the Left Green Movement 12,6% and 
8 seats; the Centre Party 5,4% and 3 seats; the Pirate 
Party 8,6% and 6 seats; the People’s Party 8,8% and 6 
seats; and the Reform party 8,3% and 4 seats. A coali-
tion government of the Independence Party, the Left 
Green Movement and the Progressive Party (with a total 
of 37 seats) took office for a second consecutive term 
in November 2021. General elections are generally held 
every four years, but the Constitution allows for early 
dissolution of Parliament, which triggers early elections.

Iceland’s judicial system is divided into three levels: 
District Courts, which are the courts of first instance; 
a new court of the second instance (Court of Appeal), 

Life expectancy at birth 20211

1. 2021 or latest.

Source: OECD.
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introduced on 1 January 2018; and the Supreme Court, 
which holds the highest judicial power in Iceland. The 
Constitution provides for the courts’ independence, 
according to which judges have judicial power, shall only 
abide by the law in their official duties, and cannot be 
discharged from office except by judicial decision.

Central Bank of Iceland 

The Central Bank of Iceland was established by an Act 
of Parliament in April 1961. The Bank is an independ-
ent institution owned by the State but under separate 
administration. The Prime Minister’s Office oversees 
matters pertaining to the Central Bank, insofar as they 
belong to the political sphere. The Bank has a seven-
member Supervisory Board elected by Parliament. The 
objective of the Central Bank is to promote price stabil-
ity, financial stability, and sound and secure financial 
activities. An inflation-targeting regime was adopted in 
2001. Decisions on the use of monetary policy instru-
ments are taken by the Monetary Policy Committee (see 
Chapter 5). Decisions on the application of the Central 
Bank’s financial stability policy instruments are taken by 
the Financial Stability Committee. As of 1 January 2020, 
the Central Bank is responsible for the tasks entrusted 
by law and Governmental directives to the Financial 
Supervisory Authority, and the financial supervision is 
now part of the Central Bank. Decisions entrusted to the 
Financial Supervisory Authority by law or Governmental 
directives fall under the remit of the Financial Supervision 
Committee.

External relations 
Iceland participates actively in international cooperation. 
It belongs to the group of Nordic countries that includes 
Denmark, Finland, Norway, and Sweden, as well as 
Greenland and the Faeroe Islands. The Nordic countries 
have wide-ranging cooperation in a variety of fields, 
including economic affairs and international representa-
tion, in which the Baltic countries also play an active part. 
Iceland is a member of the Nordic Council, the Nordic 
Council of Ministers, and specialised institutions such as 
the Nordic Investment Bank. Iceland is also a member of 
the Arctic Council and a number of other regional bodies.

Iceland became a member of the United Nations 
in 1946 and is an active participant in most of its affili-
ated agencies. It is a founding member of the Bretton 
Woods institutions established in 1945, the International 
Monetary Fund (IMF), and the International Bank for 
Reconstruction and Development (World Bank). The 
Central Bank of Iceland is a shareholder in the Bank for 

International Settlements (BIS) and participates actively 
in its activities.

Iceland is a founding member of the North Atlantic 
Treaty Organization (NATO), established in 1949. The 
United States maintained a permanent military presence 
in Iceland from 1951 until 2006. The bilateral defence 
agreement between Iceland and the United States 
remains in effect. 

Iceland is one of the original members of the 
Organisation for Economic Cooperation and Development 
(OECD) and of the European Bank for Reconstruction 
and Development (EBRD). It joined the Council of 
Europe in 1950 and has participated in the Organisation 
for Security and Cooperation in Europe (OSCE) since the 
organisation’s inception in 1975. 

In 1964, Iceland became a party to the General 
Agreement on Tariffs and Trade (GATT), the predecessor 
to the World Trade Organization (WTO). Iceland joined 
the European Free Trade Association (EFTA) in 1970 and 
entered into a free trade agreement with the European 
Economic Community in 1972. In May 1992, the mem-
ber states of EFTA and the European Union signed an 
agreement to establish a zone for the free movement 
of goods, services, capital, and persons, the European 
Economic Area (EEA), which took effect on 1 January 
1994. Through this agreement, Iceland is a part of the 

Table 1 Iceland’s membership of international 
organisations and institutions  

 Year of association

International Monetary Fund (IMF) 1945

International Bank for Reconstruction and Development (World Bank) 1945

United Nations (UN) 1946

North Atlantic Treaty Organization (NATO) 1949

Organisation for Economic Cooperation and Development (OECD) 1949

Bank for International Settlements (BIS) 1950

Council of Europe 1950

Nordic Council 1952

International Finance Corporation (IFC) 1956

International Development Association (IDA) 1961

General Agreement on Tariffs and Trade (GATT) 1964

European Free Trade Association (EFTA) 1970

Nordic Investment Bank  1975

Organization for Security and Cooperation in Europe (OSCE) 1975

European Bank for Reconstruction and Development (EBRD) 1990

Western European Union (WEU) 1992

Barents Euro-Arctic Council (BEAC) 1993

European Economic Area (EEA) 1994

Council of Baltic Sea States (CBSS) 1995

World Trade Organization (WTO) 1995

Arctic Council 1996

Implementation of the Shengen agreement           2001

Asian Infrastructure Investment Bank (AIIB)  2016
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single market of the European Union. Iceland is a party 
to numerous free trade agreements with other countries 
through its EFTA membership. Furthermore, Iceland has 
negotiated bilateral free trade agreements with China, 
Greenland, and the Faeroe Islands. Iceland signed an 
association agreement on participation in the Schengen 

cooperation in December 1996 and fully implemented it 
in March 2001, which ended internal border checkpoints 
and controls. Iceland is a founding member of the Asian 
Infrastructure Investment Bank and ratified its Articles of 
Agreement in 2016.
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This chapter focuses on the structure of the Icelandic economy, with particular emphasis on size, composi-
tion of output and expenditure, and foreign investment. Different sectors of the economy are analysed, 
particularly to include recent developments and the contribution of each sector to GDP. Furthermore, the 
labour market and pension system in Iceland are discussed. The chapter also presents a review of Iceland‘s 
international investment position, describes changes in foreign direct investment, and provides figures on 
external debt and asset levels. Finally, it describes corporate and household balance sheets in Iceland. The 
Icelandic economy displays the characteristics of an advanced economy, with high income levels and a rela-
tively large services sector. Its distinguishing features are its large marine and energy sectors based on ample 
resources, a large and growing tourism sector, and a high labour participation rate. 

Macroeconomic framework
Size and income level

The Icelandic economy is the smallest within the 
OECD in nominal terms, generating GDP of 21.5 bil-
lion US dollars (2,928 b.kr.) in 2021. This amounted 
to around 1/1000 of the US economy, 1/16 of the 
Danish economy, and a little over 1/4 of the economy 
of Luxembourg. The small size of the Icelandic economy 
mainly reflects the country’s small population, which 
was about 376,000 on 1 January 2022. According to 
World Bank data, GNI per capita measured in terms of 
Purchasing Power Parities (PPP) amounted to roughly 
52,000 US dollars in 2020, the twentieth-highest in 
the world and the thirteenth-highest among the OECD 
countries. Iceland’s GNI per capita is higher than that in 
Finland and above the EU average, but lower than in the 
other Nordic countries.

Drivers of growth

Historically, Iceland’s prosperity has been based largely 
on its comparative advantages in abundant marine and 
energy resources, with investment and services the main 
drivers of growth. Following the financial crisis in 2008, 

the country’s favourable competitive position sparked a 
growth spurt in tourism and related activity, which con-
tinued to grow rapidly until 2018. This affected other 
services and, later on, construction activity. Terms of 
trade developed favourably alongside growth in tour-

Structure of the economy II

Chart II-1

1. World Bank data on PPP adjusted national income per capita.

Source: Thomson Reuters.
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ism. This boosted national income, which in turn helped 
support a substantial increase in household demand 
and private consumption. Like many other countries, 
Iceland suffered an economic shock in the wake of the 
COVID-19 pandemic in 2020, with widespread effects 
across all sectors. The composition of the economic con-
traction was somewhat different from other advanced 
economies, however, due to the relative importance of 
tourism, which was drastically affected by the virtual 
collapse of international air travel during the pandemic 
(see Box 2.1). Other services sectors were also affected 
by the decline in tourist numbers and public health 
measures, which caused a marked change in the compo-
sition of private consumption. After a sharp contraction 
in 2020, robust domestic demand and favourable terms 
of trade boosted the recovery in 2021, and the economy 
has moved towards its pre-pandemic composition. 
Looking ahead, further near-term growth is expected in 
exports of services, tourism in particular, as the sector 
continues to recover from the pandemic. Other export 
sectors – including aquaculture, pharmaceuticals, intel-
lectual property, and other technical services – are also 
expected to continue growing in the coming term.

Breakdown of GDP by sector 2021

Source: Statistics Iceland.
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Chart II-3
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Policy responses during the COVID-19 pandemic and the road to recovery

The COVID-19 pandemic began to spread in early 2020, and 

governmental authorities the world over adopted a broad 

range of public health measures. Public gatherings were 

limited, curfews were imposed, travel was restricted, and 

the operations of many companies were scaled down signifi-

cantly. The pandemic and the associated response measures 

to safeguard public health caused a severe economic contrac-

tion worldwide. Iceland quickly felt the effects, particularly in 

the tourism sector, which weighed heavily in the domestic 

economy (Chart 1).

At the beginning of the Covid-19 pandemic, Iceland’s 

foreign liabilities were at a twenty-year low, its international 

reserves ample, and its net international investment position 

(NIIP) positive and at its most favourable level since World 

War II. Private sector debt was also at its lowest level since 

the global financial crisis. Furthermore, sizeable fiscal policy 

buffers had been accumulated over the previous decade, as 

the ratio of public debt to GDP had declined by more than 

50 percentage points since the financial crisis, providing 

ample space for significant fiscal stimulus at the onset of the 

pandemic. Moreover, pension fund assets were equivalent 

to 173% of GDP at year-end 2019, greatly enhancing the 

resilience of the economy. 

The domestic economy was therefore well positioned 

to face deteriorating external conditions, and there was ample 

space for policy action. Fiscal and monetary policy responses, 

together with more accommodative macroprudential and 

regulatory policies, supported households and firms during 

the pandemic while preserving social, economic, and financial 

stability. The response included cutting the Central Bank’s key 

interest rate to a historical low and announcing changes to 

the Bank’s liquidity management framework. Furthermore, 

Box 1

GDP in Iceland and its main trading partners 
2000-2021

Sources: Eurostat, U.S. Bureau of Economic Analysis, Refinitiv Datastream, Statistics 
Iceland.
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the Bank announced that it would purchase Treasury bonds, 

for the first time in its history, ranging up to a maximum 

amount of 150 b.kr. (5% of GDP) to ensure that the more 

accommodative monetary stance would be transmitted to 

households and businesses. However, there was limited need 

for this facility.1 The Bank established special temporary credit 

facilities in the form of collateralised loans and temporarily 

expanded the list of securities eligible as collateral, owing 

to potential uncertainty about financial institutions’ liquidity. 

Financial institutions’ capital requirements were eased so as 

to afford them greater scope to restructure distressed house-

holds’ and businesses’ debt while maintaining lending capaci-

ty. The countercyclical capital buffer was lowered from 2% to 

0%, giving credit institutions additional scope to expand their 

loan portfolios by 12.5%, or 350 b.kr. Furthermore, owing 

to the substantial uncertainty prevailing in 2020, the results 

of the 2019 SREP assessment concerning additional capital 

requirements (Pillar II-R) were not changed, and supervisory 

stress tests were suspended in line with European Banking 

Authority (EBA) guidelines. 

The Bank intervened in the foreign exchange mar-

ket as it deemed necessary in order to mitigate short-term 

exchange rate volatility. From September 2020 till May 2021, 

the Bank conducted regular foreign currency sales with the 

aim of deepening the market and improving price formation. 

1 The Central Bank was not very active in the bond market in 2020-
2021. In total the Bank bought Treasuries for 20 b.kr. (0,6% of GDP), 
and decided to stop submitting bids for the time being in August 2021.

The overriding aim of fiscal policy was to protect firms 

and households, particularly those most directly affected by 

the crisis. By protecting the integrity of the most affected 

firms, including in tourism, and by providing investment 

initiatives, fiscal support played a key role in preserving pro-

duction capacity and laid the groundwork for a new period 

of sustainable growth. In addition to significant support from 

automatic fiscal stabilisers, the authorities provided assistance 

through countermeasures in form of foregone revenues, vari-

ous support programmes, and investment initiatives. These 

measures amounted to 3.3% of GDP in 2020 and 3.6% 

of GDP in 2021. From 2019-2021, the cyclically adjusted 

balance of the general government budget deteriorated by 

more than 4½% of GDP, roughly the same as in Norway over 

the same period but more than in other Nordic countries and 

the euro area (Chart 2). The above-mentioned automatic fis-

cal stabilisers widened the deficit further, from 1.5% of GDP 

in 2019 to 8.9% in 2021.

The magnitude of the COVID-induced shock varied 

widely from one country to another. In Iceland, the contrac-

tion measured 6.8%, and its composition was different from 

that in most other advanced economies, reflecting the impact 

of the pandemic on the tourism industry. Economic activity in 

Iceland’s main trading partner countries shrank by an aver-

age of 4.9% in 2020, particularly in Spain (10.8%), the UK 

(9.3%), and Italy (9%). The contraction was considerably 

smaller in the US (3.4%) and the Nordic countries (2.5%, 

on average). 

The main reason economic activity in Iceland contract-

ed as much as it did in 2020 was the steep decline in exports. 

This was particularly the case for tourism-related exports, as 

international passenger flights were severely limited after the 

pandemic struck, owing to tight travel restrictions and border 

closures all over the world. Pandemic-related restrictions on 

Change in cyclically adjusted primary balance 
2019-2021

Source: IMF's Fiscal Monitor April 2022.
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Private consumption 

Other domestic demand

External trade

GDP growth

Size and composition of 2020 economic contraction¹

1.  The contribution from other domestic demand is the sum of the contributions from 
public consumption, gross capital formation, and inventory changes, plus possible 
errors and omissions, as the sum of components may not equal GDP growth because 
of chain-volume linking in the national accounts. Figures for Norway exclude the 
production and shipping of oil and gas.

Sources: Norges Bank, OECD, Statistics Iceland.
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international travel were felt more in Iceland than in most 

other advanced economies, as the weight of tourism in the 

domestic economy was about double the OECD average 

before the COVID crisis (Chart 4). Iceland’s tourism exports 

contracted by 76% in 2020, and total services exports fell 

by 51%. The pandemic also triggered contractions in other 

export sectors. Exports of goods and services shrank by 30% 

in 2020, about three times the OECD average (Chart 5). 

Even though imports also contracted more in Iceland than 

elsewhere in the OECD, or by 21.5%, the contribution of net 

trade to output growth was negative by nearly 5 percentage 

points. Therefore, about ¾ of Iceland’s economic contraction 

in 2020 was due to a negative contribution from external 

trade. Thus the composition of Iceland‘s contraction in GDP, 

although different from that in most other advanced econo-

mies, was broadly similar to that in countries that rely heavily 

on tourism (Chart 1).

Iceland’s recovery has also been slower than the 

trading partner average, owing to the lagged recovery of 

the tourism sector. At year-end 2021, output in Iceland 

was 1.2% above its 2019 level, whereas in trading partner 

countries it was 2.6% above the 2019 level. Iceland’s year-

2021 GDP growth was driven instead by domestic demand. 

Among the factors contributing to the economic recovery 

were low interest rates, a decade of real wage growth, and a 

steep drop in unemployment in 2021, with labour participa-

tion bouncing back to its 2019 level.

Although the tourism sector has recovered more slowly 

than other sectors, its recovery has nonetheless been more 

rapid both domestically and internationally than had been 

expected in the wake of the pandemic. In June 2022, inter-

national air traffic in Europe was already back to 80% of the 

2019 level, and traffic between North America and Europe 

was over 12% above its 2019 level. Euro-Asia flight traffic 

is still far below its 2019 level, however. Because Iceland 

relies mainly on tourists from Europe and the US, the tourism 

sector recovered rapidly in summer 2022. The number of 

tourists visiting Iceland reached 96% of its 2019 level, and 

foreign tourists’ spending in Iceland looks set to exceed the 

2019 level in summer 2022.

Debt levels have risen in the wake of the COVID crisis 

– mainly government debt, which is nevertheless fairly low.2 

General government debt had declined markedly during the 

years leading up to the pandemic, measuring 66% of GDP 

at the end of 2019, down from 138% in 2011. Large fiscal 

deficits incurred in 2020 and 2021 as a result of pandemic 

response measures increased government debt to 75% of 

GDP by the end of 2021. Credit to households grew as well. 

Increased demand for mortgage loans in the low interest rate 

environment after the pandemic has supported household 

lending. Lending to households increased by 9% in 2020 

and by a further 10% in 2021, to 84% of GDP at the end of 

2021 (74% at year-end 2019). Corporate lending remained 

subdued during the pandemic, as it had been since late 2019.

Over the course of 2022, the government steadily 

withdrew its COVID-related support measures, and the fiscal 

deficit shrank rapidly. Central government debt-to-GDP ratio 

is expected to halt in 2022, and the fiscal stance is expected 

to tighten more during the year than was previously assumed. 

According to the most recent fiscal budget proposal, the 

stance could tighten by an additional 1½% of GDP in 2023.

The Central Bank of Iceland began raising interest rates 

in May 2021, after the economic outlook began to improve. 

Over 75% of the population aged 16 and over was vac-

2 Total government debt excluding pension liabilities and accounts pay-
able.

Exports in 2020 in selected OECD countries¹

1. Seasonally adjusted volume indices for exports of goods and services. 

Source: OECD.
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cinated by then, and the pandemic-related restrictions that 

had affected day-to-day life had been lifted. In September 

2021, the Financial Stability Committee decided to increase 

the countercyclical capital buffer back to 2%, effective in 

September 2022, as uncertainty about financial institutions’ 

position had receded and loan quality had improved. As a 

result, cyclical systemic risk had returned at least to its pre-

pandemic level. Interest rates were raised rapidly in 2022, 

and by September they had been increased by 4.75% from 

the trough, as the inflation outlook had deteriorated and 

GDP growth looked set to measure nearly 6% for the year 

as a whole.

Composition of output and expenditure

As in other developed economies, services form the bulk 
of economic activity, accounting for nearly ¾ of GDP in 
2021. The marine sector accounted for 7% of GDP in 
2021 and remains one of the pillars of export revenues, 
together with energy-intensive exports and tourism-
related services. Manufacturing (excluding marine prod-
ucts) accounted for roughly 10% of GDP in 2021, and 
construction accounted for nearly 8%. Financial ser-
vices (other than insurance services and pension funds) 
accounted for an average of 4.9% of GDP in 2015-2021. 

Private consumption contributed an average of 
about 50.4% of GDP in 2015-2021, and gross fixed 
capital formation contributed 21.3%, respectively. The 
investment-to-GDP ratio fell well below its long-term 
average of 21% of GDP following the financial crisis in 
2008, but it has been rising over the past decade and 
exceeded 23% in 2021. The ratio of public consumption 
to GDP has averaged around 25% of GDP in the past 
decade, well above the OECD average of 19% of GDP.

Foreign trade

Iceland is a fairly open economy, with imports and 
exports of goods and services amounting to 40% and 
38% of GDP, respectively, in 2021. This is relatively 
low in historical terms, however, due to effects of the 
COVID-19 pandemic. In the period from 2010 through 
2021, trade openness, measured as the ratio of imports 
and exports of goods and services to GDP, averaged 
91%, well above the OECD average. Although trade 
still involves a relatively large share of primary products 

and commodities, exports have diversified significantly 
since the turn of the century. Openness is nevertheless 
restricted by factors such as geographic distance from 
major population centres, limited intra-industry and 
transit trade, and protection of domestic agriculture.

Imports by type 2021
Percentage of total imports

Source: Statistics Iceland.
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Exports by type 20211

Percentage of total exports

1. The composition of exports in 2021 differs from previous years due to the effects of 
COVID-19 on tourism-related exports.

Source: Statistics Iceland.
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Marine products and manufactured goods have 
been the mainstay of goods exports in the 21st cen-
tury. Aluminium holds the largest share in manufac-
tured goods, although exports of ferrosilicon and other 
manufactured goods have grown in importance as well. 
The share of aquaculture in total goods exports has 
also been gradually increasing in the last decade – from 
0.5% in 2011 to roughly 5% in 2021 – and is expected 
to continue growing. Furthermore, exports of services 
have increased as the economy has grown and become 
increasingly service-oriented. Tourism has soared over 
the past decade and has been one of the main drivers of 
export growth (Chart 2.4). 

Iceland imports a wide range of manufactured 
goods and commodities, reflecting both the small size of 
the economy and the limited range of natural resources. 
Imports of industrial supplies accounted for 28% of total 
goods imports and 20% of total imports in 2021. Capital 
goods constituted 23% of total goods imports and con-
sumer goods 32% (16% and 22%, respectively, of total 
imports in 2021), while services contributed 29% of 
total imports (Chart 2.5).

Iceland’s ratio of services trade to total trade rose 
rapidly with the growing tourism sector after the 2008 
financial crisis, averaging 46% in 2016-2018. In 2021 it 
had fallen to 33%, broadly in line with its share at the 
beginning of the century, due to effects of the COVID-
19-pandemic. The US dollar and the euro are the most 
common currencies used for services exports in Iceland, 
accounting for 22% and 35% of total services exports 
(Chart 2.6), respectively, in 2021. The pound sterling, 
at 14%, is the only other currency with a share over 
10%. In the past decade, the geographical distribu-
tion of exports has been influenced by the increased 
share of tourism in total exports, causing the share of 
North America to rise, as visitors from the United States 
account for the largest share by nationality. 

The geographical composition of services exports 
differs from goods exports, which are concentrated to a 
greater extent in European countries. In 2021, 66% of 
goods exports went to European Economic Area (EEA) 
member countries, which were also the source of 47% 
of imports. Currently, Iceland’s largest trading partner 
countries are the Netherlands, the US, Germany, the 
UK, Norway, and Spain. Trade with China has increased 
over the last decade, and China is now Iceland’s seventh-
largest trading partner. In terms of currency, the euro 
area constitutes the largest goods trading area, account-
ing for 35% of imports and 61% of exports. In recent 
years, Iceland has generally had a trade surplus with 
the Netherlands, the Iberian countries, the US, France, 
and the UK, but a deficit with its Nordic neighbours, 
Germany, Brazil, China, and Ireland.Nordic neighbours, 
Germany, Brazil, China, and Ireland.

Sectoral developments
Manufacturing and energy-intensive industries 

The production structure of Iceland’s manufacturing 
sector is unique among industrialised countries. First, 
the manufacturing sector is dominated by aluminium 
production, which has accounted for an average of 
roughly 70% of total manufacturing in the past decade. 
Food processing equipment for export has also been an 
important subsector in the manufacturing industry, but 
production of machinery and other investment goods is 
relatively limited. The majority of Iceland’s manufactur-
ing goods are exported, and exports of aluminium prod-
ucts accounted for roughly 72% of total manufacturing 
exports in 2021 (Chart 2.8). 

Composition of goods export by product categories

Chart II-7

1. Manufacturing services are included under energy-intensive industrial goods as in 
Statistics Iceland's trade figures.

Source: Statistics Iceland.
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Iceland’s aluminium industry is based primarily on 
competitive energy costs, strategic location, a skilled 
labour force, and access to green and sustainable 
energy. Production rose sharply in 2008 and 2009 but 
has re mained relatively stable in recent years, averaging 
around 870,000 mtpy since 2017 (Chart 2.9), or around 
1.3% of global aluminium production.1 Production is 
estimated to remain relatively stable in the coming term. 
A number of other export-oriented manufacturing com-
panies have emerged in the last two decades, most of 
them focusing on product innovation, R&D, information 
and communications technology (ICT), and strategic 
marketing.

Marine sector

Throughout most of the twentieth century, the marine 
sector was of key importance to the Icelandic economy. 
Its share of total exports has declined since the early 

1  International Aluminium Institute, 2022.

1990s, however, due to growth in other export sectors.
Its contribution to GDP has fluctuated between 

5% and 10% in the past decade, in part due to fluctua-
tions of the exchange rate of the króna (Chart 2.10). 
Fisheries and fish processing are still one of the main pil-
lars of export activities in Iceland: in 2021, 39% of goods 
exports and roughly 24% of all revenues from goods 
and services exports came from fisheries, although the 
negative impact of COVID-19 on tourism somewhat 
affected its share in 2021 (see Box 2.1). 

The marine sector is highly diversified in terms of 
species, processing methods, and markets. Fishing and 
processing of groundfish and pelagic species are the prin-
cipal focus of Iceland’s marine sector. The introduction of 
value-added processing techniques and implementation 
of high-scale automatisation has led to increased effi-
ciency and profitability of the sector in recent decades. 
Value has also been boosted by a shift towards fresh 
seafood products instead of frozen and salted products. 

Aluminium production

Chart II-9

Source: Statistics Iceland.
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1. Medicinal and pharmaceutical products are included until 2002.

Source: Statistics Iceland.

%

Aluminium (left)

Ferrosilicon (left)

Medical and pharmaceutical products (left)

Other¹ (left)

Share in total goods exports (right)

0

20

40

60

80

100

0

12

24

36

48

60

‘20‘15‘10‘05‘00‘95‘90

%

Fish catch by Icelandic vessels

Chart II-10
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1. Revenues from tourists in Iceland and abroad is the sum of “Travel” and Item 
1.2.1, “Passenger transport by air”. Annual data.

Sources: Statistics Iceland, Central Bank of Iceland.
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The individual transferable quota system

Fishing of all commercially important marine species is regu-

lated under the individual transferable quota (ITQ) system. 

The current quota system is based on the following factors:

• Each year, the total allowable catch (TAC) is set by 

the Minister of Food, Agriculture, and Fisheries, after 

the Minister has received advice from the Marine and 

Freshwater Research Institute based on a biological 

assessment of the stocks and forecasts of near-term 

developments.

• The quota shares that determine each year’s quotas 

must be registered to a fishing vessel.

• A vessel’s annual quota for a species is equal to its quota 

share for that species multiplied by the TAC, after adjust-

ing for special allocations amounting to 5,3% of TAC; 

e.g., for regional support and coastal fisheries of small 

vessels.

• Quota shares and annual quotas are transferable and 

can be traded on the quota market, subject to certain 

restrictions.

The law prescribes maximum holdings of quotas, or 

12% of aggregate quotas of all species, by individual fish-

ing companies, measured in value terms by socalled “cod 

equivalent kilos”, a relative price index of landing prices by 

species. Regulations also cover  maximum holdings of the 

more important individual species range 12-20% for indi-

vidual companies. The fishing fee for each calendar year is 

calculated on the basis of earnings before taxes (EBT) from 

catching of each species two years prior to the levy. The fish-

ing fee in 2021 was approximately 53 million euros (8 b.kr.), 

or 5.5% of the total 2019 catch value. The fee is part of the 

State budget. 

Box 2

Furthermore, fisheries companies have enhanced their 
efficiency through mergers, acquisitions, and vertical inte-
gration of all parts of the value chain in recent decades. 
The comprehensive fisheries management system (FMS) 
based on individual transferable quotas (ITQ) was imple-
mented in 1990 to manage the fish stocks and promote 
sustainability and economic efficiency (see Box 2.1).

Iceland’s aquaculture industry has developed rela-
tively rapidly in recent years, increasing from 15,000 
tonnes of production of ungutted fish in 2015 to more 
than 50,000 tonnes in 2021. Growth has been strong-
est in salmon farming, although production of Arctic 
charr and rainbow trout has increased significantly as 
well (Chart 2.12). Reasonable growth is expected in the 
years to come. 

Aquaculture production in Iceland

Chart II-12

Source: Statistics Iceland.
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Tourism and transport

Tourism grew rapidly in Iceland in the decade preceding 
the COVID-19 pandemic and established itself as the 
third main pillar of the Icelandic economy. The number 
of foreign tourists increased from 470,000 in 2008 to 
2.3 million in 2018, and tourism-generated foreign 
exchange revenues averaged 40% of total export rev-
enues in 2016-2018, compared to 20% in 2009-2012. 
The number of employees on tourism operators’ payroll 
nearly doubled from 2010 to 2018, to around 15% of 
total employment. The pandemic hit the sector hard, 
however, when international air travel shut down almost 
overnight in March 2020 and the travel industry came to 
a virtual standstill globally. Icelandic tourism had already 
sustained a blow in 2019, when one of the country’s air-
lines collapsed, resulting in a 14% contraction in tourist 
arrivals in 2019, followed by the pandemic-induced con-
traction of 76% in 2020, which pushed tourist numbers 
back to 2008 levels. The sector has recovered rapidly, 
however, with tourist numbers projected to reach 1.7 
million in 2022. Growth is likely to continue in coming 
years as tourism recovers internationally. The US and the 
UK have accounted for the largest number of tourists, 
with a combined average of 42% of the total in 2016-18 
and 38% in the first eight months of 2022. The recovery 
has centred on North America and Europe, whereas it 

has lagged in other markets, particularly Asia which had 
been growing before the pandemic.

The rapid increase in tourism is also reflected in air 
traffic at Keflavik Airport. In 2010, three airlines offered 
scheduled flights from Keflavik, but by summer 2018, a 
total of 28 airlines offered 96 destinations. The summer 
of 2022 was close to its pre-pandemic level, with a total 

Sectoral limitations on foreign direct investment

The only restrictions on investment by non-residents in 

Iceland apply to foreign direct investment in fisheries and 

primary processing of fish, energy production and distribu-

tion, aviation companies,1 and real estate.2 Restrictions on 

investment in the fisheries sector have the purpose of pro-

tecting the nation’s exclusive rights to the fishing grounds 

surrounding Iceland. Direct foreign ownership of fisheries 

is prohibited, but domestic companies that are up to 25% 

1 Act on Foreign Investment in Enterprises, no. 34/1991.

2 Act on the Right of Ownership and Use of Real Property, no. 19/1966. 
Exemptions may be granted to either individuals or legal entities, for 
which it is necessary to acquire the right of ownership, or the right 
of utilisation, over properties and the appurtenant property rights for 
direct utilisation in their business operations, or to individuals if they 
are considered to have a close connection with Iceland; for example, 
through marriage to an Icelandic citizen. Moreover, if an exemption 
is granted, the permit shall pertain to a specific property, the size of 
which shall not exceed 3.5 hectares, and the owner may not own 
other properties in Iceland. Exemptions may be granted from the con-
ditions regarding size and number of properties if it is demonstrated 
to be necessary for the owner’s business operations, in which the size 
of the property may not exceed 25 hectares.

foreign-owned (33% in certain circumstances) may own fish-

ing companies. Energy harnessing rights and production and 

distribution of energy are restricted to EEA entities. Entities 

domiciled outside the EEA may not own more than 49% of 

shares in Icelandic aviation companies. No non-EEA entities 

may acquire the right to own or use real property in Iceland, 

including fishing and hunting rights, water rights, or other 

real property rights, whether by free assignation or enforce-

ment measures, marriage, inheritance, or deed of transfer, 

unless an exemption is granted by the Minister. Furthermore, 

before disposing of farmland, either indefinitely or for longer 

than seven years, non-resident persons must acquire permis-

sion from the relevant Minister.3

3 Act on Farmland, no. 81/2004. The requirement for permission from 
the Minister is subject to two conditions: (1) the real property is a farm, 
and the receiver of the rights and affiliated entities own five or more 
farms exceeding 50 hectares in size in total; or (2) if the receiver of the 
rights and affiliated entities own properties that fall under the scope of 
the Act on Farmland exceeding 1,500 hectares or more in size.

Box 3

Number of foreign tourists, hotel bed-nights and 
revenues from tourism

Chart II-13

1. At constant exchange rate 2021.

Source: Statistics Iceland.
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of 24 airlines offering flight services from Keflavik Airport 
to 76 destinations. 

Iceland’s two main shipping lines operate sched-
uled services to major ports in Europe and the east coast 
of the US. Both of them operate transport networks on 
land and sea in Iceland, Europe, and North America, as 
well as offering freight forwarding around the world.

Financial sector

Four commercial banks and five savings banks are cur-
rently operating in Iceland, and the State is the majority 
owner of one of the commercial banks. At year-end 
2021, financial sector assets (including insurance compa-
nies and pension funds) amounted to 470% of GDP and 
accounted for 3% of total employment (see Chapter 3 
for a detailed discussion of the financial system).

Technology and communications

The information and communications technology (ICT) 
has diversified and grown significantly in the last 10-15 
years. Although its share in the business economy 
remained relatively stable, operating income in the ICT 
sector has doubled in real terms over the past decade.4 
Around 1800 companies of varying size are active in 
the ICT sector, offering a wide range of services; e.g., 
specialising in medical, computer games, cloud com-
puting via data centres, logistics support activities, and 
operating management systems. Most of the technology 
businesses are engaged in export activities, owing to the 
small size of the home market. Exports of ICT services 
have increased by approximately 50% over the past five 

4 The term business economy refers to all companies excluding pharma-
ceuticals, financial, and insurance firms.

years, and the sector’s share of total service exports has 
grown substantially. Iceland’s telecommunications infra-
structure is extensive, modern, and robust, with fibre-
optic internet connections and 5G mobile networks both 
widely available and commonly used. In 2021, 98% of 
Icelandic households were internet-connected, and 98% 
of the population were regular users of the internet, the 
highest percentage in Europe.

Agriculture and farming

Approximately a fifth of the total land area of Iceland 
is vegetated land or pasture. Roughly 6% of this area 
is cultivated, with the remainder used for grazing or 
left undeveloped. Meat and dairy products are mainly 
for domestic consumption, and the principal crops are 
hay, cereals for animal feed, root vegetables, and green 
vegetables, which are cultivated primarily in green-
houses heated with geothermal water. Imports of meat, 
dairy products, and some vegetables that compete with 
domestic production are subject to tariffs, import quotas, 
and non-tariff import restrictions.

Icelandic agriculture is heavily subsidised, with total 
on-budget transfers to agriculture averaging around 1% 
of GDP in recent years. In terms of the OECD producers 
support estimate (PSE), Icelandic agriculture has one of 
the highest PSEs in the OECD, at 58% in 2021, as com-
pared with the EU15 average of 17.6%.

Other characteristics of the Icelandic 
economy
Energy and the environment

Iceland is at the forefront globally in the use of renewa-
ble energy resources. Of the total primary energy supply 
in Iceland, nearly 90% is from renewable resources, up 
from 77% in 2000, compared to an average of 40% in 
the other Nordic countries and 11% in the OECD coun-
tries. Electricity production per capita is the highest in 
the world, at approximately 55 megawatt hours (MWh), 
as compared with the EU average of less than 6 MWh. 
Total installed hydropower is around 2,000 MW in more 
than 80 power plants of various sizes, which generate 
70% of used electricity. The remaining 30% is gener-
ated with geothermal power from six geothermal power 
plants. Iceland has large potential sources of renewable 
energy, and its hydropower and geothermal resources 
have only been partly harnessed. Iceland is the only 
country in Europe that still has a considerable amount of 
large-scale hydropower and geothermal yet to harness. 

Iceland ratified the 1992 United Nations Framework 
Convention on Climate Change (UNFCCC) in 1993. In 

Nationality of tourists

Chart II-14

1. Norway, Denmark, Sweden, Finland. 2. France, Netherlands, Italy, Spain, 
Switzerland, Germany. 

Source: Statistics Iceland.
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1995, the Government of Iceland adopted an imple-
mentation strategy based on the commitments of the 
Framework Convention. An agreement to conserve 
biodiversity was signed by authorities at the Convention 
on Biological Diversity, CBD, in Rio de Janeiro. The 
agreement entered into force in Iceland 1994. A total 
of 196 countries have signed the agreement aiming 
at safeguarding biodiversity through various measures 
including wetland restoration, protecting fragile ecosys-
tems or natural surroundings, and promoting sustainable 
use of resources.

Because almost 100% of Iceland’s stationary ener-
gy comes from renewable sources, climate mitigation 
actions focus on reducing emissions from transport and 
fisheries and increasing carbon uptake through affor-
estation and revegetation. The Icelandic government 
announced in 2017 that Iceland aims to be carbon-
neutral before 2040.

Greenhouse gas emissions from Icelandic industry 
are regulated in a manner comparable to that applying 
to EU Member States, within the EU Emissions Trading 
System (ETS). About 40% of Iceland’s greenhouse gas 
emissions fall under the ETS system. Iceland ratified 
the Paris Agreement in September 2016 and aims to 
participate jointly with EU Member States and Norway 
in reducing net emissions by 55% relative to 1990 
levels by 2030. The Icelandic government has set an 
independent national target of a 55% reduction in 
emissions for which Iceland is directly responsible by 
2030, relative to 2005 levels. According to the Climate 
Act, Iceland’s Government Offices, municipalities, state 
entities, and companies controlled through a majority 
state ownership shall set for themselves a climate policy 

with defined objectives for a reduction in greenhouse 
gas emissions and carbon offset of their activities. The 
Climate Action Plan, published in June 2020, is Iceland’s 
main instrument for the fulfilment of its commitment 
under the Paris Agreement – specifically, its emissions 
reduction goals for 2030. It is also the main instrument 
for Iceland’s attainment of its stated goal of carbon neu-
trality by 2040. Emphasis is on a rapid transition to clean 
energy in transport and increased efforts in the land use, 
land use change, and forestry (LULUCF) sector, where 
Iceland has great mitigation potential in afforestation, 
revegetation, and wetland reclamation. The Climate 
Action Plan addresses all major sources and sinks, how-
ever, and outlines climate mitigation measures in trans-
port, fisheries, energy, industry, chemicals, agriculture, 
waste management, and LULUCF. 

Labour market

Over the past decade, the Icelandic labour market has 
had a participation rate of around 85%, one of the high-
est in the OECD. The participation rate among women 
has also been very high in international comparison. 
Female participation is the highest in the OECD coun-
tries, with women accounting for 46% of the labour 
force and supplying 39% of total hours worked in 2021. 
Participation rates among the young (aged 15-24) and 
the elderly (aged 65 and over) are also among the high-
est in the OECD. Furthermore, Icelanders tend to work 
long hours. In 2020, 41% of the adult population held a 
university degree, up from 31% in 2010.

Primary energy consumption by source in Iceland

Source: National Energy Authority.
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The Icelandic labour market is quite flexible, with 
substantial labour mobility, flexible hours, and variable 
participation and wages. A comparison with other OECD 
countries shows that Icelandic companies have consider-
able flexibility to lay off workers. Companies can easily 
adjust to demand by expanding or reducing staffing 
levels or by raising or lowering the number of hours 
worked by those already employed; furthermore, the 
number of part-time and full-time employed varies with 
the business cycle. 

There is also some flexibility in labour force supply. 
In particular, there is a strong connection between net 
emigration of Icelandic nationals and output growth; 
moreover, migration of foreign nationals in tandem 
with the business cycle increased substantially with 
the expansion of the pan-European labour market. 
Moreover, even in the case of significant shifts in sectoral 
or regional employment, a high degree of labour mobil-
ity prevents large differences in regional unemployment 
from emerging.

Some 90% of the labour force is unionised, and 
employers are highly organised as well. This has given 
rise to wage-setting that is characterised by significant 
centralisation and coordinated bargaining, most fre-
quently by national federations, and it leads to more 
or less nationwide settlements that provide for the 
minimum wage increases. In addition, the tailoring of 
the national framework for wage agreements in sectoral 
and firm-level negotiations makes it possible to take 
specific local conditions into account. The Government 
has frequently been involved in wage settlements, either 
through tax concessions and social transfers or through 
legislative acts aimed at accomplishing moderate settle-
ments. 

Pension system 

The main characteristic of Iceland’s three-pillar pension 
system is the relatively large role of mandatory auton-
omous occupational private pension funds. In 1969 
these funds became generally available to wage-earn-
ers by means of collective labour market agreements. 
Contributions to the pension funds were made man-
datory by law in 1974, as a result of a wide-ranging 
tripartite collective agreement among labour unions, the 
Confederation of Icelandic Employers, and the State. 

The Pillar I pension is a social security system with 
the main goal of ensuring the livelihood of workers una-
ble to work because of old age or disability. The system is 
unfunded and provides old-age pensions, disability pen-
sions, and maternity and survivors’ pensions. The system 
is financed directly with taxes, without direct contribu-
tions from workers. Adjustments of pension amounts are 
made through the State budget, taking account of wage 
trends and the consumer price index. In order to enjoy 
full benefits, individuals must have lived in Iceland for at 
least 40 years between the ages of 16 and 67. Benefits 
depend on income, which can result in zero benefits for 
individuals with relatively high income at retirement.

The Pillar II mandatory private pension is provided 
by 21 autonomous pension funds. The minimum contri-
bution rate by law is 12%, with a targeted replacement 
rate of 56%, based on 40 years of average CPI-indexed 
career income. Nevertheless, most employees benefit 
from a 15.5% contribution provided for in collective 
wage agreements. The employee contribution of 4% 
is levied on the pension fund member’s gross pre-tax 
income. At retirement, the payout phase is by default a 
lifelong annuity. The pension funds are the main provid-
er of retirement income in Iceland, accounting for close 
to 58% of old-age benefits paid, while the social security 
system accounts for 36%. The coverage ratio in the Pillar 

Participation rate and hours per week in OECD 
countries 20211

1. The chart shows labour participation among the population aged 15-64 in all 
countries except Iceland, which shows participation for the group aged 16-64.  Hours 
per week are annual hours actually worked per worker for the total economy divided 
by 52 calendar weeks. 2020 figures or latest.

Sources: OECD, Statistics Iceland.
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II system is about 90% of the working-age population, 
with nearly 225,000 members contributing in 2021. 

The Pillar III voluntary personal pension scheme 
was set up as part of the general pension reform of 1997, 
following the passage of new legislation on tax incen-
tives for voluntary personal pension savings. The reform 
made it possible for employees to deduct contributions 
to personal pension schemes from their taxable income. 

The personal pension savings programme came 
into effect in 1999. Employees’ maximum tax-deductible 
contributions under the programme amount to 4% of 
their gross earned income. In addition, according to col-
lective wage agreements, employers contribute a mini-
mum of 2% to employees’ voluntary pension savings 
if employees match the amount with at least the same 
percentage. The total contribution can therefore range 
up to 6% of the employee’s gross earned income. 

Voluntary participation in the personal pension 
scheme is relatively high, with a coverage ratio close to 
50% of the working-age population. Five types of per-

sonal pension products are currently available. In most 
cases, when fund members reach age 60, they can with-
draw their voluntary pension savings as a programmed 
withdrawal or as a single lump-sum payment. The per-
sonal pension savings schemes offered by Icelandic pen-
sion providers are classified as defined contribution (DC) 
plans, where pension benefits are determined by invest-
ment returns. However, there are also a few foreign 
programmes with some guaranteed saving components.

External position
Net international investment position

Iceland’s international balance sheet expanded rapidly 
after the capital account liberalisation of the 1990s and 
grew even further following the privatisation of the 
banks in 2002-2003.5 In 2008, before the financial cri-
sis, gross external liabilities amounted to approximately 
900% of GDP and gross external assets around 700% of 
GDP, resulting in a negative net international investment 
position (NIIP) in the amount of about 200% of GDP. 
The NIIP continued to worsen as a result of the financial 
crisis but improved radically in the post-crisis period, 
through debt repayment facilitated by the current 
account surplus, debt write-offs due to bankruptcies of 
private sector entities and other factors, and composition 
agreements of the failed financial institutions’ estates 
in late 2015 (see Box 5.1). With the settlements of the 
failed financial institutions at year-end 2015, the NIIP 
improved to -5% of GDP, the country’s most favourable 
position in about half a century. Since then, the NIIP has 

5 See, for example, Central Bank of Iceland Special Publiction no. 14: 
Iceland‘s balance of payments, external position, and vulnerabilities.
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Sources: Statistics Iceland, Central Bank of Iceland.
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1. Excluding failed financial institutions from 2008-2014 and SPEs from 2013.

Sources: Statistics Iceland, Central Bank of Iceland.
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Old-age dependency ratio 2050

1. Population aged 65 years and over per 100 persons aged 15-64 years 2050. Value 
for the size of pension funds in Iceland is for 2021.

Sources: OECD, United Nations.

Size of the pension funds as % of GDP

Netherlands

Iceland

Switzerland

Australia

United Kingdom
Canada
United States

Chile
Israel

Finland
Denmark

Ireland

New Zealand

Japan

Mexico

Estonia
Slovak Republic

Norway

Portugal

Spain

South Korea

Czech Republic

Poland

Italy

Belgium

Germany
Austria

Slovenia

Turkey

Hungary

Sweden
Luxembourg

Latvia

Greece

France

25

35

45

55

65

75

85

0 20 40 60 80 100 120 140 160 180 200 220

Size of the pension funds as % of GDP

https://www.cb.is/library/Skraarsafn/Special-Publications/Special_publication_14_enska_bop_ext_posistion.pdf


ECONOMY OF  ICELAND 2022 23

continued to improve. In 2017, it turned positive for the 
first time since measurements began, and by end-2021 
it was positive by 40% of GDP. Iceland’s NIIP is rather 
favourable in comparison with other OECD countries 
and is now somewhat better than in the euro area as a 
whole.

Foreign assets and liabilities

At year-end 2021, gross external assets totalled 158% 
of GDP. This includes FDI assets, at around 17% of total 
assets, international reserves, at 18% (which is consider-
ably higher than before the financial crisis), and portfolio 
assets (held largely by pension funds), at 55%. Other 
investment accounted for 10% of total assets, almost 
half of it in the form of deposits.

Gross external liabilities declined considerably due 
to debt write-offs and deleveraging by private entities 
after the financial crisis. They amounted to 118% of 
GDP at year-end 2021, broadly the same as at the turn 
of the century. The share of FDI liabilities was greater 
than in the pre-crisis era, however, at 31% of total 
liabilities. External portfolio debt amounted to 43% of 
total liabilities, and other investments (mostly loans) 
accounted for 26% of total liabilities at year-end 2021. 
The decline in external liabilities after the financial crisis 
went hand-in-hand with the decline in external assets as 
the process of winding up the failed financial institutions’ 
holding companies progressed.

Based on debt with a known payment profile, the 
short-term debt ratio is low in historical context.6 Foreign 
short-term debt based on original maturities equalled 
7% of GDP at the end of 2021 and has been broadly 
unchanged in recent years. In comparison, short-term 
debt was around 20% of GDP at the turn of the century 
and rose rapidly during the lead-up to the financial cri-
sis, reaching a pre-crisis peak of around 350% of GDP. 
Highly liquid króna-denominated assets held by non-
residents – such as domestic Treasury bonds and deposits 
– are also low in historical context, at around 3% of GDP, 
after peaking at roughly 40% just after the crisis.

In recent years, currency depreciation has influenced 
the NIIP differently than it did in the pre-crisis period. At 
year-end 2021, 98% of external assets were denomi-
nated in foreign currency, as opposed to only 79% of 
external liabilities. As a result, a depreciation of the króna 
increases the value of external assets relative to liabilities, 
leading to a material improvement in Iceland’s NIIP. This 
mitigates the risk associated with currency depreciation. 

6 Excluding equity securities, unit shares, equity in foreign direct invest-
ment, and debt relating to derivatives.

Net international investment position 
of OECD countries

1. The dots show the NIIP for year-end 2009. 2. Based on underlying 
position for Iceland, i.e., adjusted for the effects of settling the failed 
banks' estates.

Sources: IMF, Statistics Iceland, Central Bank of Iceland.
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Sources: Statistics Iceland, Central Bank of Iceland.
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1. External liabilities, excluding FDI, derivatives, equity and unit shares.

Sources: Statistics Iceland, Central Bank of Iceland.
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Public sector foreign assets and liabilities

Iceland’s positive current account balance during the 
post-crisis period resulted in financial outflows. Since 
year-end 2014, these flows have been used, among 
other things, to build up the international reserves 
and reduce public sector debt. At year-end 2021, the 
reserves amounted to 30% of GDP, up from 12% of 
GDP at the end of 2007. The public sector retired a 
substantial amount of its debt during the pre-crisis 
period. The depreciation of the króna in 2008 and the 
need to strengthen the Central Bank’s international 
reserves increased the external liabilities of the general 
government and the Central Bank from 23% of GDP at 
year-end 2007 to the post-crisis peak of 64% of GDP at 
year-end 2011 (see Chapters 4 and 5). Only a portion 
of the increase in public sector foreign debt had a direct 
effect on the NIIP, however, as loans taken to expand 
the reserves were mostly offset by assets. By year-end 
2019, public sector external liabilities had fallen to 12% 
of GDP, but since then they have risen to 15% of GDP 
as a result of COVID-19 mitigation measures taken by 
the Central Bank of Iceland (see Box 2.1). 

Private sector foreign assets and liabilities

The private sector NIIP turned positive in the beginning 
of 2019 and has continued to grow, reaching 26% of 
GDP at year-end 2021. Total foreign assets amounted to 
129% of GDP, and liabilities came to 103% of GDP. The 
private sector NIIP has undergone major changes in the 
past two decades. In the years before the financial crisis, 
the deterioration in the NIIP was due mainly to a surge 
in private sector debt intermediated by the domestic 
banking sector. The NIIP worsened further as a result of 
the financial crisis but has recovered quickly since then, 
especially following the composition agreements reached 
of the failed financial institutions at year-end 2015. The 

capital controls introduced in 2008 were lifted almost 
entirely in March 2017 and fully abolished with the pas-
sage of the new Foreign Exchange Act in June 2021 (see 
Box 5.1). The private sector NIIP has improved markedly 
at the same time, mainly as a result of asset accumulation 
by pension funds, which hold a large share of Iceland’s 
private sector external assets. By year-end 2021, the pen-
sion funds’ external asset holdings had reached a peak 
of 16.3 billion euros (2.416 b.kr.), or around 75% of 
Iceland’s GDP, and had more than doubled in size since 
year-end 2018. In 2021, the pension funds owned almost 
half of Icelandic residents’ total external assets and 86% 
of total external portfolio holdings. Pension funds’ exter-
nal debt amounted to roughly 9% of GDP at year-end 
2021, reflecting their obligations to residents abroad. 
Private sector NIIP excluding the pension funds was 
negative by 40% of GDP at year-end 2021, a slight dete-
rioration from year-end 2015 but a large improvement 
from the pre-crisis trough of -102% of GDP in 2008.

Inward and outward foreign direct investment

At the end of 2021, the outward stock of FDI assets was 
25% of GDP and the inward stock 36% of GDP.7 Capital 
flows during the post-crisis period were influenced by 
the capital controls, which restricted capital outflows and 
probably influenced FDI inflows as well. Furthermore, 
certain types of investment by non-residents are restrict-
ed in Iceland; i.e., investment in fisheries and energy 
companies (see Box 2.2). Post-crisis FDI flows have 
mainly been related to the winding-up of the failed 
financial institutions, the restructuring of international 
pharmaceutical companies’ position, and delisting of 
special-purpose entities with substantial gross assets and 
liabilities but with little effect on the NIIP. After the capi-
tal controls were lifted in March 2017, FDI inflows and 
outflows have both averaged 0.4% of GDP per quarter.8

7 Excluding special purpose entities (SPEs).

8 Excluding flows related to pharmaceutical companies, holding compa-
nies of failed financial institutions, and special-purpose entities.

Table 2.1 Breakdown of external liabilities, loans, and debt securities.    

% of GDP 1999 2003 2007 2009 2013 2015 2017 2021

Loans 42 42 155 306 215 15 12 13

 Short-term loans 6 13 81 190 135 1 0 0

  Long-term loans 35 30 74 116 80 14 12 12

Debt securities 32 84 241 404 282 38 38 38

  Short-term debt 0 2 0 0 0 0 0 0

  Long-term debt 0 67 222 381 272 27 28 36

Bonds and bills denominated in krónur¹ 0 2 12 22 11 11 10 2

Source: Central Bank of Iceland.
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FDI assets and liabilities¹        

Chart II-26

1. Excluding SPEs from 2013.

Sources: Statistics Iceland, Central Bank of Iceland.
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Household and corporate balance 
sheets
Iceland’s private sector balance sheet has strengthened 
over the past decade, owing to robust GDP growth, 
rising asset prices, reduced debt, and financial restruc-
turing. The private sector debt-to-GDP ratio is low com-
pared to neighbouring countries at present, measuring 
around 167% at year-end 2021. The private sector‘s 
non-performing loan (NPL) ratio has hovered around 
1.5-2.5% since year-end 2014, after having peaked at 
20% in 2010, indicating an overall robustness of balance 
sheets and strong resilience.

Household balance sheets

The ratio of household debt to GDP was 84% at the 
end of 2021, well below the 2009 peak of 125% (Chart 
2.27). This dramatic change in household debt contrasts 
sharply with that in most of the other Nordic countries, 
where household debt levels have risen. Debt restructur-
ing, write-offs due to Supreme Court decisions declaring 

exchange rate-linked loans illegal, and Government debt 
relief measures have been influential factors in reducing 
Iceland’s household indebtedness. Furthermore, for some 
time households were more hesitant than before to take 
on debt, and many of them made extra payments on 
their outstanding loans. Since mid-2017, households have 
been permitted to channel their third-pillar pension sav-
ings payments directly to their mortgage loans, and first-
time buyers have been able to allocate it savings tax-free 
towards a down payment on a new home. From 2017 to 
2020, the household debt-to-GDP ratio remained rela-
tively stable, after declining each quarter since 2009. It 
then jumped nearly 10 percentage points in 2020, partly 
due to the pandemic-induced drop in GDP, although 
households also used the opportunity to increase their 
debt levels while interest rates were at a historical low. 

Overall, households’ financial position has improved 
considerably in recent years. Supported by strong and 
nearly continuous GDP growth since 2011, employment 

Private sector debt¹                  

Chart II-27

1. Debt owed to financial undertakings and market bonds issued. Excluding debt 
owed by holding companies.

Sources: Statistics Iceland, Central Bank of Iceland.
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1. Excluding SPEs from 2013.

Sources: Statistics Iceland, Central Bank of Iceland.
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1. Non-financial corporations, households and non-profit institutions serving house-
holds. 2. Loans and debt securities.

Sources: Eurostat, Statistics Iceland, Central Bank of Iceland. 
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growth has been robust, and real disposable income rose 
by an average of nearly 7.8% per year from 2011 to 
2021. From 2014 to 2020, growth in disposable income 
outpaced growth in private consumption, resulting in 
an increase in household saving. Higher asset prices 
have also strengthened households’ equity position. 
Households’ net wealth relative to disposable income 
has therefore increased markedly. Excluding pension 
assets, households’ net wealth amounted to 390% of 
disposable income at the end of 2020. The household 
debt-to-income ratio measured 162% at year-end 2020, 
an increase of 12 percentage points from 2017.

Corporate balance sheets 

Corporate balance sheets are strong overall. Icelandic 
companies’ equity ratio was a historically high 43% at 
year-end 2020. Higher corporate equity ratios are mainly 
the result of deleveraging and declining debt, although 
rising asset prices have played an increasing role since 
late 2014. Nevertheless, developments in equity ratios 
have differed from one sector to another in recent years. 
The tourism industry saw its equity ratio fall by 40 per-
centage points as a result of the Covid-19 pandemic, to 
only 14% by year-end 2020.

At year-end 2021, total corporate debt – i.e., loans 
from both domestic and foreign financial institutions 
and outstanding marketable bonds – totalled 83% of 
GDP. The ratio rose sharply in 2020, in the wake of the 
Covid-19 pandemic, owing to the sharp drop in GDP, 
but declined again as GDP growth rebounded in 2021. 
Around one-third of corporate debt is denominated 
in foreign currencies, and around 80% of the foreign-
denominated debt stock is in euros. A vast majority of 
foreign-denominated debt is owed by companies oper-
ating in export sectors – mainly fisheries, tourism, and 
industry – whose income is mainly in foreign currencies; 
therefore, it does not represent foreign exchange risk. The 
proportion of foreign-denominated debt declined mark-
edly from its 2008 peak of 72% during the years imme-
diately following the financial crisis. In recent years, it has 
mostly fluctuated in line with exchange rate movements.

Household debt in selected European countries       

Chart II-29

Sources: OECD, Central Bank of Iceland.
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1. Commercial economy excluding pharmaceuticals, financial, and insurance 
companies (ISAT no 03-20, 20-63, 68-82, 95-96).

Sources: Statistics Iceland, Central Bank of Iceland.
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1. Pension fund assets are based on payouts after deduction of 30% income tax.

Sources: Statistics Iceland, Central Bank of Iceland.
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IIIFinancial system

This chapter describes the Icelandic financial system. It covers the credit system, including deposit money 
banks (DMB), commercial banks’ financial position, the Housing Financing Fund (HFF), and the pension 
funds, as well as Iceland’s bond, equity, and foreign exchange markets.

Overview of the credit system
At year-end 2021, total assets in the credit system 
amounted to roughly four and half times Iceland’s GDP.1 
Pension funds have the largest share, or about 44% of 
financial system assets. The combined assets of DMBs 
amounted to about 150% of GDP. The three largest 
banks represent 95% of the DMB sector and are classi-
fied as domestic systemically important banks (D-SIB) by 
the Central Bank’s Financial Stability Committee. 

At the end of 2021, four commercial banks and 
four savings banks were operating in Iceland. There are 
no foreign banks operating in Iceland. The Icelandic 
State holds 98.2% of shares in the largest commer-
cial bank, Landsbankinn hf., and 42.5% of shares in 
Íslandsbanki hf.2 The third large commercial bank, Arion 
Bank hf., has been wholly owned by private entities 
since the Icelandic Government sold its 13% stake in the 
bank in February 2018. The three largest shareholders 
in Arion Bank are Iceland’s three largest pension funds. 
The four savings banks are small compared to the com-
mercial banks, with total assets amounting to less than 
1% of total DMB assets. The activities of the commercial 
and savings banks are directed primarily towards serving 
the domestic economy.

1 The credit system consists of the banking system, pension funds, insur-
ance companies, mutual funds, investment and Institutional investment 
funds, State loan funds, and other credit institutions.

2 At the beginning of 2021, Íslandsbanki was wholly owned by the Icelan-
dic State. In summer 2021, the State sold 35% of its stake in Íslandsbank,i 
and in spring 2022 it sold an additional 22.5%. 

Financial system: Assets as % of GDP1

1. Parent companies.

Sources: Statistics Iceland, Central Bank of Iceland.
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Commercial banks’ financial position

In recent years, Iceland’s D-SIBs have generated strong 
profits, and their capital position is robust. Until 2017, 
a significant portion of the banks’ profit stemmed from 
temporary items such as write-ups and sales of holdings 
in companies and upward loan valuation adjustments, as 
the D-SIBs obtained part of their assets from the failed 
Icelandic cross-border banks at a discount in autumn 
2008. The restructuring of the banks’ asset portfolios was 
largely completed in 2017, and since then the banks have 
mostly relied on core operations to generate profits; i.e., 
net interest income and net fee and commission income. 

The Icelandic banks were affected by the Covid-19 
pandemic. The overall economic situation worsened in the 
wake of the pandemic, but the effects varied from one 
sector to another. The pandemic had little impact on some 
sectors – and even had a positive impact on some – while 
other sectors such as tourism and some parts of the ser-
vice sector were hit hard. Households were generally well 
prepared to weather the storm following the pandemic.

The banks supported businesses and households 
affected by the pandemic by offering, payment morato-
ria and loan freezes to all who requested them, and in 
some instances, borrowers had the option of restructur-
ing or refinancing their debt. These loans are classified 
not as non-performing, but as forborne and perform-
ing. The ratio of non-performing loans therefore inched 
higher between 2019 and 2020. At year-end 2021, the 
ratio of non-performing loans was lower than before 
the pandemic. At that time, 13% of corporate loans and 
2% of household loans were classified as forborne. The 
minimum probation period for forborne exposures is two 
years, and in order for a loan to no longer be classified 
as forborne, full payments must be made for twelve 

months. A majority of customers with forborne loans 
have begun to make full or partial payments on them. 

Some 75% of the commercial banks’ total assets 
take the form of loans to customers. In 2020 and 2021, 
the D-SIBs’ assets grew by 21%. The increase was driven 
mainly by increased mortgage lending to households, as 
mortgage interest rates were very favourable because 
of the Central Bank’s low key interest rate. Demand for 
non-indexed mortgage loans has been especially strong. 
At year-end 2021, total D-SIB lending to households and 
businesses amounted to the equivalent of 23.7 billion 
euros (3,493 b.kr.), with 63% non-indexed, 23% indexed 
to the CPI, and around 14% foreign-denominated.3 

The Basel III capital buffers have been incorpo-
rated into the Icelandic legal framework. The buffers are 
four: the systemic risk buffer (set at 3%), the buffer for 
other systemically important institutions (set at 2%), the 
countercyclical capital buffer (set at 2%), and the capital 
conservation buffer (set at 2.5%). The countercyclical 
capital buffer, which was set at 0% in March 2020, was 
raised to 2% of risk-weighted assets in September 2022. 
As of September 2022, capital buffers imposed on the 
D-SIBs total a combined 9.5% of risk-weighted assets.

At the end of 2021, the D-SIBs’ combined capital 
adequacy ratio was 26.7%, an increase of 1.1 percent-
age points from the prior year. Their capital ratio adjust-
ed for proposed dividend payments was 25.4%. The 
D-SIBs’ dividend-adjusted Tier I capital ratio was 23.1%. 
The D-SIBs must meet the Central Bank’s minimum 
capital requirement, which ranged between 17.8% and 
18.9% as of year-end 2021. The D-SIBs’ capital ratios 
were 5-8 percentage points above the required level, 
after adjusting for dividend payments planned for 2022. 

3 Foreign-denominated loans granted to export sectors with revenues in 
foreign currencies. Household debt is not denominated in foreign cur-
rencies.

Commercial banks' assets1

1. Parent companies. 

Source: Central Bank of Iceland.
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The D-SIBs’ leverage ratio, a measure of equity 
relative to total non-risk-adjusted assets, was 13.8% at 
year-end 2021. Individual leverage ratios for the three 
banks ranged between 12.6% and 14.9%. The D-SIBs’ 
leverage ratios are therefore well above the 3% statu-
tory minimum and among the highest in Europe.

The majority of the D-SIBs’ funding is in the form 
of deposits and marketable bonds. At year-end 2021, 
deposits comprised about half of their funding. Most 
of the deposits (96%) were held by Icelandic residents. 
The banks’ market funding has increased in recent years, 
comprising 28% of total funding at year-end 2021. The 
banks issued foreign-denominated bonds for a total of 
1.5 billion euros (223 b.kr.). In October 2021, Arion 
Bank issued Iceland’s first foreign-denominated covered 
bond, in the amount of 305 million euros (45 b.kr.). 
The banks’ ample foreign liquidity gives the D-SIBs the 
flexibility to retire all of their foreign-denominated year-
2022 maturities without refinancing. As a result, their 
refinancing risk remains limited despite rising premia on 
their foreign issuance. 

The Central Bank of Iceland sets rules on credit 
institutions’ minimum liquid assets (liquidity coverage 

ratio, LCR). The LCR rules assume that banks must 
always have sufficient high-quality liquid assets to cover 
net outflows for the next 30 days under stressed condi-
tions. The banks must fulfil requirements (100%) for 
all currencies combined and for all foreign currencies 
combined. The liquidity ratio in Icelandic krónur must be 
at least 50%. At year-end 2021, the D-SIBs’ combined 
liquidity ratio in all currencies was 176%, well above the 
100% minimum required under the Central Bank rules. 
At that time, the liquidity ratio in foreign currencies was 
514%, whereas the ratio in Icelandic krónur was 132%. 
In 2020, the D-SIBs’ liquidity ratios rose in response to 
measures implemented by the Central Bank, including 
measures relating to changes to reserve requirements. 
The banks paid no dividends in 2020, which had a posi-
tive effect on their liquidity. From mid-2020 onwards, 
their liquidity ratios began to fall alongside the surge in 
residential mortgage lending.

Commercial banks' funding1

1. Parent companies. 

Source: Central Bank of Iceland.
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The Central Bank also sets rules on credit institu-
tions’ minimum net stable funding ratios, which took 
effect on 28 June 2021. The rules introduced a 100% 
overall stable funding ratio, superseding the previous 
rules requiring that commercial banks maintain a 100% 
funding ratio in foreign currencies. The funding ratio is 
intended to ensure a minimum level of stable one-year 
funding, thereby restricting the degree to which com-
mercial banks can rely on unstable short-term funding 
to finance long-term lending. All of Iceland’s commercial 
banks met the funding requirements by an ample margin 
as of year-end 2021. The Central Bank of Iceland also 
sets rules on credit institutions’ foreign exchange bal-
ance in order to limit foreign exchange risk by prevent-
ing credit institutions’ foreign exchange balances from 
exceeding defined limits. The permissible open foreign 
exchange balance is 10% of the capital base for D-SIBs 
and 15% for other credit institutions. All of Iceland’s 
commercial banks met the foreign exchange require-
ments by a sizeable margin as of year-end 2021.

The Housing Financing Fund

The Housing Financing Fund (HFF) was an independent 
Government institution that originally served primar-
ily as a lending institution granting mortgage loans to 
individuals, municipalities, companies, and organisations 
in order to finance home purchases and construction 
projects. In 2016, the HHF’s role was changed, and it 
became an independent Government institution respon-
sible for implementing housing policies rather than oper-
ating as a loan fund. In 2019, its activities were changed 
once again. The roles, tasks, and duties of the Fund 
that belonged to the Housing Agency’s operations of 
the Fund were merged with the Construction Authority 
to establish a new institution called the Housing and 
Construction Authority (HCA). The HFF itself was 
renamed IL Fund and its role modified again. The IL Fund 
now handles the tasks, rights, and obligations of the HFF 
that were not transferred to the HCA. Most of the assets 
and liabilities that belonged to the HFF now belong 
to the IL Fund. The Ministry of Finance and Economic 
Affairs is responsible for IL Fund operations. The IL Fund 
is no longer an active financial institution and will not 
issue new loans or issue additional market bonds.

Pension savings

The Icelandic pension fund system consists of mandatory 
second-pillar occupational pension savings and volun-
tary third-pillar personal pension savings. The mandatory 
segment is provided by 21 autonomous pension funds. 
It consists of a defined benefit (DB) system for civil 

servants’ B schemes, guaranteed by the employer, and 
a defined contribution system (DC) for private sector 
employees and civil servants’ A schemes. The DC system 
is fully funded and consists of mutual insurance divisions 
where all risks are borne collectively by the members. 
About 85% of total pensions saving assets are under the 
mandatory segment. 

The voluntary third-pillar pension savings system is 
provided by 13 autonomous pension funds, five domes-
tic banks, and two foreign providers that offer pension 
insurance products. The pension funds are the largest 
providers, with about two-thirds of third-pillar savings, 
while the remaining third is held by the other providers. 
The voluntary third-pillar system is a pure DC system 
with individual accounts and without any guaranteed 
components, apart from the pension products offered by 
the two foreign providers. 

The pension funds’ activities are supervised by 
the Central Bank. Their investment policies are subject 

Size of the Icelandic pension system

Sources: Central Bank of Iceland.
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Real-time gross settlement system

Sources: Central Bank of Iceland.
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to investment limits defined in the Act on Mandatory 
Pension Insurance and on the Activities of Pension Funds, 
no. 129/1997. The Act set limits on currency risk, coun-
terparty risk, and asset classes based on the principle of 
diversification. The Central Bank maintains a risk-based 
and forward-looking approach to supervision of pension 
funds, analyses the main risk factors in their operations, 
and assesses the potential implications for financial stabil-
ity due to the relative size of pension savings. 

In 2021, Iceland’s total pension savings were 
equivalent to 219% of GDP, the highest in the OECD, 
surpassing both Denmark and the Netherlands. The 
Icelandic pension funds are dominant players in the 
Icelandic capital markets, holding a combined 50% of 
listed securities. As of year-end 2021, the majority of the 
mandatory pension funds’ assets were domestic. The 
share of foreign assets has increased gradually in recent 
years, to nearly 40% of total assets by year-end 2021.

Pensions fund assets are allocated mainly to col-
lective investment funds (UCITS), equities, and govern-
ment bonds, which account for 27%, 20%, and 17%, 
respectively, of total assets. Furthermore, the mandatory 
pension funds participate in direct mortgage lending to 
households and businesses. About 8% of their assets are 
mortgage loans granted mainly to fund members.

Payment intermediation
The Central Bank of Iceland is responsible for the opera-
tional soundness of systemically important payment sys-
tems. Furthermore, the Bank is responsible for oversight 
of systemically important financial market infrastructure, 
including the Nasdaq CSD SE securities settlement 
system; for supervision of individual payment service 
providers, including their infrastructure; and for central 
securities depositories. In carrying out this role, the Bank 
applies the Principles for Financial Market Infrastructures 
(PFMI) laid down by the Committee on Payments and 
Market Infrastructures (CPMI) and the International 
Organization of Securities Commissions (IOSCO).

The interbank system in Iceland is divided into two 
components: a gross settlement component (RTGS) and 
a retail component. The RTGS component handles inter-
bank foreign exchange market transactions and large-
value payments of 10 m.kr. or more that are transferred 
between the Central Bank and deposit financial institu-
tions. In 2021, an average of 555 payments totalling 125 
b.kr. were settled in the RTGS component each banking 
day. The RTGS component also handles securities settle-
ment and retail payment systems settlement. Payment 
in amounts of less than 10 m.kr. are routed through the 
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retail component and settled in the RTGS twice a day. An 
average of roughly 133,000 transactions per day were 
routed through the retail component of the interbank sys-
tem in 2021, with daily average turnover totalling 13 b.kr. 

The systems use central bank money during the settle-

ment process. 

The Central Bank of Iceland has the exclusive right to 
issue banknotes and coin in Iceland. The currency is 
called the króna (pl. krónur). A total of five denomina-
tions of banknotes (10,000, 5,000, 2,000, 1,000, and 
500 kr.) and five denominations of coins (100, 50, 10, 5, 
and 1 kr.) are valid as legal tender in Iceland. The value 
of banknotes and coin in circulation at year-end 2021 
was 556 million euros (82 b.kr.), or around 2.5% of GDP.

Iceland is currently among the most digitised 
countries in the world. When Icelandic households buy 
goods and services, they use electronic payment solu-
tions in 97% of cases.4 Today, most of electronic pay-
ments are card-based (VISA and MasterCard).5 Credit 
card use is much more widespread in Iceland than in the 
other Nordic countries. Nearly 50% of card payments in 
physical trade, in terms of both turnover and number of 
transactions, are made with credit cards. Younger people 
are more likely to use payment apps in smart devices; 
however, all age groups use them. 

Financial and foreign exchange 
markets
The Nasdaq Iceland stock exchange and the central 

secur ities depositories

Iceland currently has one authorised stock exchange, 
operated by Nasdaq Iceland hf., where public securi-

4 Gallup survey on household payment behaviour, October 2020. The re-
sult indicate, households that shop on a weekly basis or more often, as 
most households do, .

5 Some payment solutions are cardless BNLP (buy-now-pay- later) solu-
tions processed and cleared in the RB claim system, sometimes called the 
“payables pool”.

ties listing and securities trading are carried out. Nasdaq 
Iceland hf. is a part of the Nasdaq Group and is licensed 
to operate a regulated market as well as a multilateral 
trading facility (MTF), the First North Iceland market. 
Both issuer rules and trading rules are largely harmonised 
with the sister exchanges run by Nasdaq in the Nordic 
countries (Stockholm, Helsinki, and Copenhagen). 

Iceland has two authorised central securities 
depositories, Nasdaq CSD and Verðbréfamiðstöð Íslands 
hf. (VBM). A central securities depository (CSD) is a 
registry, depository, and clearing house for securities in 
dematerialised (electronic) form. The main role of the 
CSD is to provide centralised registration and notary ser-
vices for dematerialised securities in the Icelandic market 
and to maintain securities accounts at the top-tier level. 
The CSD is responsible for settling transactions with 
dematerialised securities. It also provides shareholder 
registry services to issuers, processes corporate actions, 
and provides information services. Settlement is carried 
out using central bank money. 

Nasdaq CSD SE operates regional central securi-
ties depositories in the Baltic countries and Iceland, with 
offices in Estonia, Iceland, Latvia, and Lithuania. Nasdaq 
CSD Iceland merged with Nasdaq CSD SE in May 
2020. Nasdaq CSD is also a national numbering agency 
(NNA), assigning international securities identification 
number (ISIN) codes to instruments issued in Iceland. 
Verðbréfamiðstöð Íslands hf. is a newly established CSD 
in Iceland. In November 2021, the first listed security 
was registered electronically at VBM. 

Bond market

The Icelandic bond market consists of a primary market 
and a secondary market that is operated primarily on the 
Nasdaq Iceland exchange. Icelandic bond issues can be 
divided into three broad categories:
1. Nominal and inflation-indexed Treasury bonds. 

These are the largest bond series in the Icelandic 
market, amounting to 29% of market value at the 
end of June 2022 (6.8 billion euros, 949 b.kr).

2. Housing Financing Fund (HFF) bonds, which are 
inflation-indexed, interest-bearing bonds with an 
annuity format. Their market share was 22% at the 
end of June 2022, and their market value was 5.2 
billion euros (725 b.kr.).

3. Bond issued by Government agencies, private cor-
porations, or institutions such as banks. Their share 
of the market amounted to total 50% at the end of 
June 2022 (11.8 billion euros, 1.640 b.kr.).

Payment apps in smart devices

Source: Central Bank of Iceland.
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total issuance. Second, indexed issues are prominent in 
Iceland’s domestic market (31%), as all HFF bonds are 
indexed to the CPI, although indexed bond issuance has 
diminished in recent years.

Equity market 

As of August 2022, a total of 22 companies were listed 
on the Nasdaq Iceland Main List and another seven 
companies on the Nasdaq First North market. About 
80% of the companies listed on the Icelandic stock 
exchange belong to the financial services, industrial, and 
consumer defensive sectors. Iceland is currently classified 
as a secondary emerging market by FTSE Russell and a 
frontier market by MSCI.

The market capitalisation of Main List companies 
was 15.6 billion euros (2.211 b.kr.) as of end-August 
2022, or approximately 68% of year-2021 GDP. Total 
equity market turnover with Main List shares amounted 
to 7.1 billion euros (1,060 b.kr.) in 2021. 

Money market 

The money market consists of the interbank loan market 
and a secondary market. Secondary market trading is 
concentrated largely in very short-term Treasury bonds, 
Treasury-guaranteed bonds, and Treasury bills. Treasury 
bill turnover in the secondary market totalled about 60.3 
million euros (9 b.kr.) in 2021. 

The Central Bank of Iceland oversees the interbank 
market for krónur, where trading consists of unsecured 
loans between market makers. Members must submit 
indicative bid and ask quotes on various maturities rang-
ing from overnight to six months.6 The vast majority of 
trading on the market is concentrated in a duration of 
one week or less. Once a day, the Central Bank fixes 

6 Effective 1 July 2020, the Central Bank discontinued listing nine- and 
twelve-month interest rates in the interbank market for krónur.

The Icelandic bond market has several features that 
set it apart from bond markets in other countries. First, 
public entities are the largest issuers of listed bonds. By 
mid-2022, the market value of bonds issued by public 
entities or firms owned by them amounted to 62% of 
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Sources: Central Bank of Iceland.
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Table 2 Bond market - market value 30.6.2022  

 Values in EUR millions Share%

Treasury securities total 6,830 29 

 Treasury bills 619 

 Treasury bonds 4,171 

 Treasury bonds - CPI Indexed 2,040 

Housing Financing Fund 5,217 22 

Bank bonds 4,496 19 

Corporate bonds 3,400 14 

Municipal bonds 2,174 9 

Sustainable bonds 1,096 5 

Foreign bonds 443 2 

Loan institution bonds 93 0.4 

First North Ice Fixd Income 67 0.3 

Premium bonds 42 0.2 

Total value 23,858 
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REIBID and REIBOR rates for the market. There are four 
participants in the market: Arion Bank, Íslandsbanki, 
Landsbankinn, and Kvika banki. Market turnover totalled 
134 million euros (20.7 b.kr.) in 2021.

In April 2022, the Central Bank started calculat-
ing and publishing a reference rate for Icelandic krónur, 
IKON (Icelandic króna overnight). IKON is calculated 
as the weighted average of interest rates on unsecured 
overnight deposits denominated in Icelandic krónur held 
by obliged entities. The interest rate is calculated from 
the agreements financial institutions make with their cus-
tomers when they accept deposits at fixed rates for fixed 
commitment periods. IKON differs from the REIBOR rate 
in that the latter is based on bids rather than on com-
pleted transactions. Data for the IKON rate are submitted 
by the commercial banks, the same participants as in the 
REIBOR market. Average daily turnover for IKON through 
31 August 2022 was 131.2 million euros (18.5 b.kr.).

Foreign exchange market 

The exchange rate of the Icelandic króna is determined 
in the interbank foreign exchange market. In addition to 
the Central Bank of Iceland, three financial institutions 
are authorised to participate in the interbank foreign 
exchange market and are designated as market makers: 
Arion Bank, Íslandsbanki and Landsbankinn. Market 
makers are obliged to maintain active bid and ask quotes, 
where prices are quoted in krónur per euro and each bid 
submitted is in the amount of one million euros. The mar-
ket is open from 09:15 hrs. to 16:00 hrs. on weekdays. 

The Central Bank of Iceland is a participant in the 
interbank foreign exchange market. The Bank carries 
out a supervisory role and publishes the daily official 
exchange rate of the króna. The Central Bank is not a 
market maker and is not required to maintain active 
bid-ask quotes. However, the Bank may conduct trans-
actions with market makers at any time during the mar-
ket’s hours of operation and intervenes in the interbank 
market by buying or selling krónur in exchange for euros 
to reduce short-term volatility.

Turnover in the foreign exchange market was 
2,415 million euros (363.1 b.kr.) in 2021, and the 
Central Bank’s share was 506 million euros (76.5 b.kr.), 
or 21%.

Interbank foreign exchange market turnover and 
Central Bank share
Q1/2012 - Q2/2022

Sources: Central Bank of Iceland.
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This chapter describes the public sector in Iceland, central and local government finances, the structure of 
the tax system, and government balance sheets. Recent developments in Iceland’s sovereign credit ratings 
are discussed as well.

General government finances and 
size of the government sector
In 2021, Iceland’s general government gross debt 
amounted to 75% of GDP as defined by the Maastricht 
criteria.1 Gross general government debt amounted 
to 138% of GDP in 2011, but after declining steadily 
from 2012 through 2018, the debt ratio reached 66% 
in 2019, just prior to the pandemic. The pandemic and 

1 In 2020, Statistics Iceland revised the public sector accounts. Among oth-
er changes introduced with the revision, the Housing Financing Fund and 
the Student Loan Fund are now included in government debt figures. 
Year-2019 gross debt rose by 35% and financial assets rose by 45% as a 
result of the revision.

government countermeasures caused the debt ratio to 
rise (see Box 2.1). According to the government’s most 
recent fiscal budget proposal, the debt-to-GDP ratio will 
come to halt in 2022.

In 2021, Icelandic general government expenditure 
amounted to 49.4% of GDP (Chart 4.1). Several fac-
tors contributed to a relatively small government sector 
compared to the other Nordic countries: comparatively 
limited spending on social affairs, in part due to a rela-
tively young population; historically low unemployment; 
and the historical absence of defence expenditure (Chart 
4.2). Furthermore, well-funded private pension funds, 
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organised by occupation, accounted for 58% of first- 
and second-pillar pension benefits in 2021. 

In 2010-2019, general government revenues aver-
aged nearly 44% of GDP. Revenues declined in 2020 as a 
result of the pandemic, and in 2021 they measured 40.5% 
of GDP, the lowest ratio in more than two decades. 

Income tax in Iceland is similar to the average in 
the other Nordic countries, but higher than in the UK 
and US (Chart 4.3). Taxes on goods and services in 
Iceland have been broadly similar to those in compari-
son countries, albeit considerably higher than in the US. 
Social security contributions in Iceland are lower than 
those in comparison countries.

Central government finances

Since 2010, central government revenues have averaged 
just over 32% of GDP.2 In 2021, they equalled 29.2% 
of GDP, following a significant decline resulting from the 
pandemic. 

The composition of central government revenues in 
2021 is shown in Chart 4.5. Direct taxes generate nearly 
44% of total revenues, while indirect taxes constitute 
just under 39%. By design, Iceland’s central government 
revenues are strongly cyclical for three main reasons. 
First, the state personal income tax, which accounts for 
some 21% of central government revenues, has a pro-
gressive predetermined bracket structure (see Box 4.1). 
This implies that greater-than-expected income growth 
translates into a higher-than-expected ratio of taxes to 
total income. Second, nearly 39% of central govern-
ment revenues come from taxes targeting consumption 
of goods and services. These taxes fall most heavily on 

2 Revenues adjusted for irregular and one-off items. 

Importance of tax categories 2020

Sources: OECD, Central Bank of Iceland.
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durables, most of which are imported. Such consumption 
has proven highly sensitive to the business cycle, balance 
sheet effects, and the cyclical real exchange rate. Third, 
revenues from taxes on corporate profits, households’ 
financial income, and certain financial transactions are 
by nature sensitive to the business cycle. Combined 
central government revenues from taxes on consump-
tion equalled 11.1% of GDP in 2021, slightly below the 
average of 11.4% since 2010. The payroll tax, or social 
security contribution, amounted to 3% of GDP in 2021. 
The payroll tax rate was lowered incrementally from 
2018, thus reducing the share from 3.5% of GDP in 
2010-2019 to 3% from 2020 onwards.

The composition of central government expendi-
tures in 2020 is shown in Chart 4.6. Health and social 
protection account for more than half of expenditures. 
This is a considerably larger share than in the previous 
decade, owing not least to an increase in social protection 
expenditures in response to the effects of the pandemic. 

Central government interest expense accounted 
for around 19% of total expenditures in 2010-2019. 
In 2020, however, as domestic interest rates declined, 
the government’s interest burden fell to just under 10% 
in 2020. With rising interest rates and accumulated 
deficit spending since the pandemic, this share is likely 
to increase again.

In December 2015, Parliament passed a new Act 
on Public Finances, which imposes stringent rules on 
operational performance and developments in the debt 
level (see Box 4.2). The medium-term fiscal framework 
is designed to address gaps in the previous legal frame-
work from budget formulation to execution. Parliament 
authorised a temporary deviation from the fiscal rules in 
response to the pandemic. This allowed the government 
to support households and businesses to a larger extent 
during the economic downturn inflicted by the pan-
demic and related public health measures. Government 
finances are set to return to the framework laid down in 
the fiscal rules in 2026.

Local government finances

Local government expenditures amounted to 14.4% of 
GDP in 2021. This ratio has risen over the years as local 
governments have assumed increased responsibility for 
education and care of the disabled. Education, from pre-
school to age 16, accounts for 31.5% of expenditures, 
welfare expenditures account for about 22.5%, and 
culture and recreation 16.6%.

Local government revenues in 2021 amounted to 
13.3% of GDP. Taxes account for nearly 80% of rev-
enues, with municipal income taxes contributing 62.5% 

Local government finances

Source: Statistics Iceland.
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and property taxes 13.6%. Since 2010, the local govern-
ment budget outcome has generated a deficit averaging 
0.7% of GDP. In line with that trend, the deficit meas-
ured 1% of GDP in 2021.

The local government debt level was 7.3% of GDP 
in 2021, up from 5.8% of GDP in 2016.3 Adding pension 
liabilities and short-term payable accounts raises the debt 
figure to just over 13.9% of GDP at the end of 2021.

Parliament passed a new Local Government Act in 
September 2011 (see Box 4.2). Multi-year budgeting was 
introduced, as were two fiscal rules. The Act tightened 
budget procedures and financial oversight considerably.

Government balance sheets 
Iceland’s general government gross debt declined stead-
ily in the aftermath of the 2008 financial crisis through 
2019, when it amounted to 66% of GDP. The debt ratio 
increased to 75% of GDP in 2021, following significant 
deficit spending during the pandemic. This is below the 
debt ratio in the eurozone but above that in the other 
Nordic countries (Chart 4.14). According to a recent IMF 
forecast, by 2027 Iceland will again be in the lower half 
of advanced IMF countries in terms of general govern-
ment debt.4

3 Debt as defined by the Maastricht criteria: total financial liabilities less 
insurance, technical reserves, and other accounts payable.

4 International Monetary Fund (2022). Fiscal Monitor, April 2022.

The central government has by far the largest bal-
ance sheet, with assets and liabilities constituting just 
over 88% of the general government balance sheet, 
while the local government share is about 10½%. Social 
security accounts constitute only a marginal share of 
general government accounts in comparison with central 
and local government. As a result, general government 
financial assets and liabilities are largely those of the 
central and local governments.

Central government

The fiscal position of the central government was strong 
prior to the financial crisis, as net financial assets turned 
marginally positive in 2007. Net financial assets turned 
negative by 27.3% of GDP in 2009 and then deterio-
rated further, bottoming out at -41.5% of GDP in 2012. 
The position improved in the following years, peaking at 
-10.5% in 2018. Since then, it has deteriorated some-
what and stood at -27.1% of GDP in 2021. 

At the beginning of the 2010s, loans constituted 
the largest single asset class of the central government, 
owing mostly to the Housing Financing Fund and the 
Icelandic Student Loan Fund. Gradually, loans decreased 
as banks and pension funds took over the mortgage 
market, and by 2021, stocks and equity holdings were 
the largest asset class of the central government, at 
nearly 35% of GDP.

After a steady post-crisis decline from their peak 
of 157% of GDP in 2011, liabilities have increased from 
84% of GDP in 2018 to 96.7% in 2021. Securities have 
been the largest single item on the liabilities side, account-
ing for up to 60% of total liabilities over the last decade. 
However, their share has declined somewhat recently, to 
52,7% of GDP in 2021, or 54.5% of total liabilities. 

Central goverment liabilities

Source: Statistics Iceland.
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Fiscal deficits have primarily been financed in 
domestic financial markets. However, króna-denom-
inated debt declined over the previous decade, from 
104.8% of GDP in 2010 to around 57% in 2021. At 
year-end 2021, króna-denominated liabilities, including 
pension liabilities, amounted to 86.1% of GDP, down 
from the peak of over 130% of GDP in 2011. Overall, 
total central government liabilities amounted to 96.7% 
of GDP in 2021 (68% according to the Maastricht crite-
ria), after peaking at 157% in 2011. 

Local government

Between 2009 and 2019, local government gross debt 
was on a declining path, assisted by a new fiscal debt 
rule stipulating that debt may not exceed 150% of regu-
lar revenues (see Box 4.2). It had fallen to 5.2% of GDP 
by 2016 but then increased to 7.3% of GDP in 2021.

As is the case with the central government, 
local governments have financed their deficit spending 
primarily in the domestic credit market, with króna-
denominated debt amounting to 7.2% of GDP in 2021, 
and foreign currency-denominated debt 0.4% of GDP 
in the same year. 

Local governments’ financial assets have amount-
ed to 5%-6.9% of GDP over the past decade, measuring 
5.6% of GDP in 2021. There has been little change in 
the division between asset classes of local government 
in recent years. 

Government holdings in the business sector

In 1997-2007, the central government pursued an 
extensive programme of privatisation, which included 
state owned banks. After the privatisation phase came 

to an end, the State’s most important business holdings 
were in Landsvirkjun (the National Power Company), 
the Housing Financing Fund (HFF), and a few smaller 
financial institutions. 

After October 2008, the State recapitalised the 
banking system by establishing new banks. The original 
plan was that the new banks would initially be State-
owned, but according to agreements reached with the 
estates of the old banks, the estates took a significant 
equity stake in the new banks. Initially the State held 
98% in Landsbankinn, 13% in Arion Bank, and 5% in 
Íslandsbanki, at a cost of 1.5 billion euros (196 b.kr.), or 
12% of GDP. With the settlement of the Glitnir Bank 
estate through composition agreements based on stabil-
ity conditions in late 2015, the State received a 95% 
stake in Íslandsbanki in addition to its previous 5%, mak-
ing it the sole owner of the bank. In 2018, in accordance 
with a prior agreement, the 13% share in Arion Bank 
was sold, and in 2021-2022 the State sold 57.5% of the 
shares in Íslandsbanki. In addition, through the stabil-
ity conditions, the State received small shareholdings in 
various companies that have now been sold or are in the 
process of being sold. By the end of Q2/2022, the State’s 
largest holdings in the financial sector were a 98% share 
in Landsbanki and a 42.5% stake in Íslandsbanki. 

Local government holdings are mainly in geo-
thermal production of heat and electricity. Iceland’s 
municipalities own almost all of the geothermal power 
companies, which supply heating to most homes in 
Iceland and, on an increasing scale, provide electricity to 
the aluminium industry. Several local governments also 
own operating companies for harbours. 

Government guarantees

State guarantees must be authorised explicitly in leg-
islation and are generally confined to government 
enterprises and government-related institutions. Local 
governments, on the other hand, are prohibited by law 
from granting loan guarantees except to their own sub-
sidiary institutions.

As of year-end 2021, the central government’s 
outstanding guarantees amounted to 26% of GDP. 
Some 85% of this represents government backing in 
relation to IL Fund, an entity established when the 
Housing Financing Fund (HFF) discontinued operations. 
The IL Fund is responsible for the administration and 
processing of the HFF‘s assets and liabilities. Almost 
7% of outstanding guarantees are due to loans to the 
Government Student Loan Fund (LÍN), and around 
3.5% of are related to Landsvirkjun, the National Power 
Company. A further 3% of total guarantees stem from 

Local government liabilities¹

1. The Maastricht definition of gross government debt does not include pension 
liabilities and is more akin to loans and bonds.

Source: Statistics Iceland.

% of GDP

Chart IV-12

ISK loans and bonds 

Foreign loans

Pension liabilites

Total debt 

0

2

4

6

8

10

12

14

16

‘20‘18‘16‘14‘12‘10‘08‘06‘04‘02‘00



ECONOMY OF  ICELAND 2022 40

supplemental and support loans to businesses and a 
revolving credit facility to Icelandair which was discon-
tinued in early 2022, all due to pandemic-related meas-
ures introduced by the government.

Treasury foreign debt 

Under a special agreement with the Ministry of Finance 
and Economic Affairs, the Central Bank is responsible for 
the administration of both domestic and foreign borrow-
ing for the Treasury. The Republic of Iceland has never 
failed to honour its financial obligations and has always 
paid when due the full amount of principal and interest 
on all domestic and foreign obligations.

In recent years, the Republic of Iceland has been 
a regular borrower in the international markets. New 
Treasury loans in foreign currencies have primarily been 
used to refinance outstanding market issues. However, 
the Treasury has also the possibility of issuing foreign 
bonds to finance its operations and investments. 

At the end of July 2022, four foreign bond issues 
were outstanding, leaving the Treasury’s foreign debt at 
2,250 million euros (311.2 b.kr.). 

Republic of Iceland credit ratings

The Republic of Iceland’s credit ratings have been on an 
upward trajectory in recent years. Iceland is currently rated 
A2 by Moody’s and A by S&P Global and Fitch Ratings.

Moody’s Investors Service’s long-term issuer and 
senior unsecured ratings for Iceland have been A2, with 
a stable outlook, since November 2019. In its most recent 
annual credit analysis in July 2022, Moody’s stated that 
Iceland’s credit strengths include the economy’s flexibili-
ty, wealth, competitiveness, and favourable demograph-
ics, all of which support its long-term growth prospects 
and help it to absorb shocks. The country’s track record 
of effective macroeconomic management since the 
crisis in 2008 and its carefully managed capital account 
liberalisation with minimal disruption demonstrated the 
strength of its institutions. Iceland’s main credit weak-
ness is the economy’s small size and concentration in 
a limited number of sectors, which increases its vulner-
ability to sector-specific shocks. Over the longer term, 
further diversification will be key to reducing growth 
volatility. Moody’s also noted that Iceland’s rating would 
be upgraded if the government were able to rebuild its 
fiscal buffers more rapidly. A diversification push that 
leads to a less volatile economic performance would also 
be positive for the rating. Conversely, the rating would 
come under downward pressure if the government devi-
ated significantly from its fiscal consolidation plan, which 
aims to stabilise public debt by the middle of the decade. 

S&P Global Ratings has maintained A/A-1 long- 
and short-term sovereign credit ratings for Iceland, with 
a stable outlook, since March 2017. In its most recent 
publication, from May 2022, S&P affirmed these ratings, 
stating that the stable outlook indicates the expectation 
that Iceland’s economy would continue to recover and 
remain relatively unaffected by the war in Ukraine. The 
agency believes fiscal deficits will continue to decrease 
over the next few years, stabilising the debt-to-GDP 
ratio net of liquid assets. At the same time, ample for-
eign reserves will enable the Central Bank to deal with 
external pressures or exchange rate volatility should 
they occur. According to S&P, the agency could raise 
the ratings if economic growth exceeds expectations, 
which would likely coincide with stronger export growth 
and greater export diversity, reducing external debt or 
mitigating the volatility in Iceland’s terms of trade. The 
agency could lower the ratings if the effects of the war 
in Ukraine became more pronounced; for example, 
through second-round effects due to lower economic 
activity in Iceland’s main trading partners in Europe or 
a shift in global travel preferences. The latter could also 
occur if the pandemic re-emerged, particularly in the 
form of new and more malignant variants.

Fitch Ratings’ Long-Term Foreign-Currency Issuer 
Default Rating (IDR) for Iceland has been A since 
December 2017. Fitch announced its most recent rat-

General government debt¹

1. Central Bank baseline forecast 2018-2020 from Monetary Bulletin 2018/2. Gross 
debt according to Maastricht criteria and net debt according to the definition in the Act 
on Public Sector Finances.

Source: Statistics Iceland.
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Table 4.1 Republic of Iceland foreign bond issues1

 Issue   Loan facility Out standing
Type date Maturity Currency  amount amount

Eurobond (MTN) 2017 2022 EUR 500 500

Eurobond (MTN) 2019 2024 EUR 500 500

Eurobond (MTN) 2020 2026 EUR 500 500

Eurobond (MTN) 2021 2028 EUR 750 750

1. Figures are as of 31 July 2022. Amounts in millions.

Source: Central Bank of Iceland.
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ing action for Iceland in March 2022, when it changed 
the outlook from negative back to stable. After having 
affirmed the rating in September 2022, Fitch stated that 
Iceland´s rating was driven by its very high income per 
capita and very strong governance and human develop-
ment indicators, which are more similar to those of ‘AAA’ 
and ‘AA’ rated countries. A favourable demographic 

composition also supported growth potential. The rat-
ing was constrained by the high but declining public 
debt burden, the small size of the economy, and limited 
export diversification, which result in vulnerability to 
external shocks and balance of payments risks. Fitch 
also noted that a sustained economic recovery beyond 
2022 and sharp and sustained decline in the government 
debt-to-GDP ratio were factors that could lead to a posi-
tive rating action. On the other hand, evidence that the 
Government’s economic and fiscal strategy would lead 
to a resumption of an upward trajectory of the govern-
ment debt-to-GDP ratio over time, as well as renewed 
economic weakness or an adverse shock, were factors 
that could prompt a negative rating action. 

Table 4.2 Republic of Iceland credit ratings    

 Foreign currency  Domestic currenc

 Current  Long- Short- Long- Short-  Out-
 rating from term  term  term term look

Moody’s Nov. 2019  A2 P-1  A2 P-1  Stable

Standard & Poor’s March 2017  A A-1  A A-1  Stable

Fitch March 2022  A -  A F1+  Stable

Source: Ministry of Finance and Economic Affairs

The tax system 
In 2021, the central government derived around 84% of 

its revenues (24,6% of GDP) from taxes and social security 

contributions, as compared with 78.8% (10.5% of GDP) for 

local government. 

The personal income tax is levied jointly by the central 

and local governments. The local government tax, a flat 

percentage of total taxable income, varies slightly by munici-

pality, averaging just below 14½% in 2022. The central 

government tax is progressive, with a rising marginal rate and 

a zero-tax bracket structured as a rebate on taxes due. The 

result is a three-bracket overall tax structure. The rates and 

thresholds are shown in Table 1. 

In principle, taxes are levied on each individual, but 

couples may share the rebate (i.e., the zero bracket), and the 

higher-earning spouse may utilise up to half of the unused 

portion of the lower-earning spouse’s 23.5% bracket.

The central government taxes individuals’ financial 

income – dividends, rental income, interest, and capital gains 

– at a rate of 22%, with an exemption for interest income 

up to 2,130 euros per person per year (300,000 kr.) and an 

exemption for 50% of rental income earned by individuals. 

The corporate income tax is currently 20% of profits. 

There is a payroll tax of 6.35% of the applicable wage bill. The 

payroll tax is earmarked for financing unemployment benefits, 

maternity/paternity leave, and other similar expenses. The 

payroll tax has ranged from 5.34% to 8.65% since 2008, 

varying in tandem with developments in unemployment.

Parliament has adopted three measures of taxation on 

financial enterprises: i) A tax based on the debt of financial 

enterprises, introduced for 2011 at 0.041%. In 2014, the 

rate was raised to 0.376% and the tax was extended to 

include financial institutions in winding-up proceedings, in 

order to finance the government’s household debt relief 

programme. This tax was lowered to 0.145% in 2021; ii) An 

additional payroll tax on financial enterprises, introduced for 

2012 at 5.45%, now 5.5%; iii) An additional 6% charge on 

profits in excess of 1 b.kr., also introduced for 2012. Taxation 

of property and financial transactions is in three main parts: 

i) Property taxes levied by local governments on the assessed 

value of real estate. In 2021, property taxes averaged 

0.248% on residential property; 1.320% on schools, health 

care centres, and other like institutions; and 1.574% on com-

mercial property; ii) A stamp tax collected by the central gov-

ernment, yielding around 0.2% of GDP. After a simplification 

in 2014, the stamp tax applies only to transfer of deeds. It is 

set at 0.8% of the value if the deed holder is an individual, 

but 1.6% for corporations and other legal entities; and iii) An 

estate tax with a main rate of 10% (0.1% of GDP). 

The largest source of central government revenues is 

the value-added tax on domestic business, yielding 8.8% of 

GDP and nearly 30% of revenues in 2021. A rate of 24% 

is charged on most goods and services, while food, accom-

modation, road tolls, books, newspapers and media subscrip-

tions, audio recordings, indoor heating, and selected services 

are taxed at 11%. Some categories of goods and services are 

exempt, including financial services, travel agencies, health 

services, childcare, education, cultural and athletic events and 

services, passenger transportation, postal services, the activi-

Box 4
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Table 1 Main features of the Icelandic tax system in 2022 
   20221 Revenues 2021 % of GDP

Central government personal income tax2  6.1%

 First bracket/income between3 17%/0-31,550 euros (0-4.44 m.kr.)  

 Second bracket/ income between 23.5%/ 31,550-88,565 euros (4.44-12.5 m.kr.)  

 Third bracket/ income over 31.8%/ 88,565 euros (12.5 m.kr.)  

Personal tax rebate against combined income tax 4,590 euros (645 t.kr.)

Local government personal income tax   8.4%

 min/average/max4 12.44%/14.45%/14.52%  

Zero bracket for combined income tax3 14,600 euros / 2.05 m.kr.  

Tax on individuals’ financial income5 22.0% 1.0%

Payroll taxes 6.35% 3.0%

Corporate income (profit) tax 20.0% 2.0%

Property taxes   2.1%

 Residential property, average/max 0.248%6/0.625%  

 Hospitals, schools and related, avg./max 1.32%  

 Commercial property, average/max  1.574%6/1.650%  

Value-added tax   8.8%

 General rate 24.0%  

 Reduced rate 11.0%  

1. Based on average EURISK exchange rate year-to-date. 
2.  Couples are taxed individually, except that a) couples may share their rebates or double zero brackets; and b) a person may utilise up to half of their spouse’s unused 23.5% 

bracket up to a maximum of 21,116 euros (3.58 m.kr.). 
3. The zero bracket is due to the 645,000 kr. Treasury rebate against the combined income tax rate of 17% +14.45%. 
4. Municipalities under financial duress may raise their rate by an extra 10%. 
5. Interest income up to 943 euros (300,000 kr.) and 50% of rental income from residential housing is exempt. 
6. Average from 2021.

Sources: Association of Local Authorities, Directorate of Internal Revenue, Parliament of Iceland website (www.althingi.is), Statistics Iceland.

ties of writers and composers, and the services of priests/

ministers and funeral parlours. 

There are central government excise taxes and cus-

toms duties on imports of motor vehicles and on fuel (ear-

marked in part for road construction), as well as an annual 

licence tax on vehicles. A general excise tax is levied on a 

range of goods at three rates – 15%, 20%, and 25% – while 

unit levies are charged on some goods. Alcoholic beverages 

and tobacco are also taxed. Customs duties range from 0% 

to 30% of the CIF value, although most imports from the 

EU, as well as Iceland’s EFTA partners (Norway, Liechtenstein, 

and Switzerland), are exempt under the EEA Agreement. 

Higher duties apply to various agricultural products. Central 

government excise taxes (including those on motor vehicles 

and fuel), tariffs, and user taxes accounted for around 2.8% 

of GDP and 9.4% of central government revenues in 2021. 

Box 5

Iceland’s fiscal framework
The fiscal impact of the financial crisis and the extent of fiscal 

consolidation required thereafter helped to build the political 

consensus needed to implement reforms to the fiscal frame-

work. Two acts of law have been passed over the past dozen 

years: the Local Government Act in September 2011 and the 

Act on Public Finances in December 2015.1  

1 The IMF‘s Fiscal Affairs Department (FAD) played a key role in the 
process by providing numerous recommendations in the four reports 
prepared by technical advisory missions. The aim of the reports was to 
put Iceland’s fiscal framework at the forefront of international budget 
practice.

The Local Government Act 

Local government reforms were quite extensive. First, two 

numerical fiscal rules were adopted so as to provide a long-

term anchor and a medium-term fiscal path that is quantified 

in a required multi-year budget. Second, municipalities are 

subjected to a three-tiered approach to external financial 

monitoring based on the principle of earned autonomy. Third, 

there are sanctions, ranging from mild to severe, for violating 

the fiscal rules. Fourth, local governments are monitored by 

an independent external body, the Municipal Fiscal Oversight 

Committee (MFOC). 
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The two numerical rules are a balanced budget rule 

and a debt ceiling rule, and both extend to Parts A and B2 of 

the budget. The first rule prohibits municipalities from run-

ning operating deficits within a rolling period of three years. 

The second rule subjects municipalities to a maximum debt-

to-revenue ratio of 150%. The definition of debt is broad 

and includes all liabilities and obligations. 

The MFOC’s task is to monitor local government 

finances, including accounting practices and budget pro-

posals, and compare them to the criteria in the Local 

Government Act and any regulations deriving therefrom. The 

Committee subjects municipalities to three-tiered monitoring, 

which entails classifying the municipalities into one of three 

categories based on whether, and by how much, they are in 

breach of the rules. Both the autonomy and the degree of 

external monitoring to which a municipality is subjected vary, 

depending on its category. The MFOC has the authority to 

impose sanctions on municipalities that are in breach of the 

rules and to recommend to the Minister of Infrastructure that 

a municipality’s fiscal powers be suspended and vested in a 

financial management board.

The Act on Public Finances 

The Act on Public Finances represents a vast improvement 

over the previous legislation, as it addresses the gaps, loop-

holes, and inconsistencies in the old legal framework that 

weakened fiscal discipline. Many features of the former 

Financial Reporting Act were preserved, and a number of 

processes and best practice guidelines have been elevated to 

the statutory level.3 The scope of the Act has been expanded 

to include all sections of central and local government budg-

ets and all public corporations. Ministerial responsibilities 

were also expanded considerably. 

The main objective of the legislation is to provide for 

sound macro-fiscal policy based on comprehensive medium-

term budgeting and reporting. The medium-term fiscal 

framework (MTFF), the cornerstone of the current Act, is 

designed to address gaps in the old legal framework from 

2 Falling under Part A are activities operated directly through the Treas-
ury or municipal account, while Part B includes the operations of 
State-owned companies.

3 The FAD‘s third report contained 46 very specific recommendations. 
Most of the recommendations were incorporated into the Act on Pub-
lic Finances, some with variations.

budget formulation to execution. The objective is to set up 

a transparent and credible MTFF that serves the purpose of 

mapping out macroeconomic and fiscal policymaking. The 

Act establishes a procedural fiscal rule that maps out a five-

year general government fiscal path with the following three 

fiscal rules:

1. The overall result over a five-year period must always 

be positive, and the annual deficit may not exceed 

2.5% of GDP. 

2. Total debt, excluding pension obligations and accounts 

payable, but including cash balances and deposits, may 

not exceed 30% of GDP.4  

3. If the net debt ratio rises above 30%, the excess por-

tion must decline by an average of at least 5% ( 1/20) 

per year in each three-year period.

Every new government is obligated to formulate and 

submit to Parliament, as a proposed parliamentary resolu-

tion, a fiscal strategy plan setting out the five-year fiscal path 

according to the procedural fiscal rule. Each year throughout  

the term of the five-year plan, the Minister of Finance and 

Economic Affairs shall present a fiscal plan or a medium-term 

fiscal strategy to Parliament.5 An independent fiscal council 

assesses whether the fiscal policy and fiscal plan are in line 

with the fundamental values and fiscal rules in the legislation.

When the fiscal budget is implemented, each minister 

must report to the government and the Parliamentary Budget 

Committee on the implementation of the budget. Fiscal 

reporting is an important part of progressive fiscal responsi-

bility laws. The scope of reporting was increased significantly 

with the Act on Public Finances, and reports on budget out-

come are moved forward so that the previous year’s outcome 

is available well in advance of the fiscal plan.

4 This definition of debt is an approximation of the conventional defini-
tion of net debt, where all monetary assets are deducted from liabili-
ties. Here, however, only cash and readily disposable monetary assets 
are deducted. This definition is used in part because the Treasury has 
taken account of loans taken, for example, to expand the Central 
Bank’s international reserves. Those funds have not been used for op-
erations and are available for repayment of the loans. This definition 
gives a clearer picture of how much debt must be paid down with cash 
from operations.

5 This shall be done at the spring legislative session in the form of a 
parliamentary resolution.
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VMonetary policy, financial stability, 
and prudential supervision

This chapter describes the Central Bank’s framework for monetary policy, financial stability, and prudential 
supervision. It explains the objectives and the role of the Bank’s policy committees and describes the main 
monetary, financial stability, and prudential policies, the instruments the Bank uses to attain its objectives, 
and the Bank’s institutional structure.

Institutional architecture of mone tary 
policy, financial stability, and financial 
supervision
The Act on the Central Bank of Iceland, which entered 
into force at the beginning of 2020, stipulates that the 
Bank shall promote price stability, financial stability, and 
sound and secure financial activities. The Bank shall also 
undertake such tasks as are consistent with its role as a 
central bank, such as maintaining international reserves 
and promoting a safe, effective financial system, includ-
ing domestic and cross-border payment intermediation. 

The Monetary Policy Committee, Financial Stability 
Committee, and Financial Supervision Committee operate 
in accordance with the provisions of the Central Bank Act, 
each taking policy decisions and other legally mandated 
decisions in its own field. The Governor and Deputy 
Governors of the Central Bank are members of the com-
mittees whose functions align with their respective duties, 
along with non-Bank members. The three-committee 
structure of the Central Bank fosters policy coordination 
and promotes effective policy implementation.

In 2020, the Central Bank was entrusted with 
powers of resolution with the establishment of a reso-
lution authority within the Bank. Powers of resolution 
entail the authorisation to take decisions on resolution 
procedures and apply resolution measures in the case of 
credit institutions and investment firms that are failing 
or likely to fail.

Monetary policy

Monetary policy framework and objectives

With the approval of the Prime Minister, the Central Bank 
may declare a quantitative target for inflation. In a joint 
declaration issued by the Government and the Central 
Bank on 27 March 2001, the price stability goal was 
defined as an inflation rate of 2½%, measured in terms 
of the twelve-month rate of change in the consumer price 
index (CPI). The Act on the Central Bank of Iceland grants 
the Bank full independence in applying its monetary policy 
instruments so as to achieve the price stability objective.

If inflation deviates from the target by more than 
1½ percentage points in either direction, the Central 
Bank shall bring it inside that range as quickly as pos-
sible. When such deviations occur, the Bank is obliged 
to submit a report to the Government, outlining the rea-
sons for the deviation from target, the Bank’s intended 
response, and the length of time it will take to bring 
inflation back to target, in the Bank’s assessment. 

Since the financial crisis in 2008, the Central Bank 
has used a wider range of monetary policy instruments 
than it did before the crisis (see Table 5.1). Active use 
of foreign exchange intervention supplements other 
conventional instruments in monetary policy implemen-
tation. The Central Bank conducts transactions in the 
foreign exchange market in order to mitigate volatility 
when it considers such intervention warranted and to 
improve price formation in the market. 
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The Monetary Policy Committee

The Monetary Policy Committee (MPC) takes decisions 
on the application of the Central Bank’s monetary policy 
instruments. By law, these decisions must be based on 
the Bank’s price stability objective and a thorough 
assessment of economic and monetary developments 
and prospects. The Committee therefore takes interest 

rate decisions in support of the Bank’s monetary policy 
objectives. It also takes decisions on transactions with 
credit undertakings other than loans of last resort, deci-
sions on minimum reserve requirements, guidance for 
foreign exchange market transactions, and securities 
transactions undertaken with the aim of achieving the 
Bank’s price stability objectives.

The MPC comprises the Governor, who chairs the 
Committee, the Deputy Governor for Monetary Policy, 
the Deputy Governor for Financial Stability, and two 
non-Bank members with expertise in the field of eco-
nomics and monetary policy who are appointed by the 
Prime Minister. The MPC is required to meet at least six 
times each calendar year. 

After each MPC meeting, the Committee publishes 
a statement summarising its decisions and the prem-
ises upon which they are based. The minutes of MPC 
meetings, which are made public two weeks after the 
Committee’s statement, give a fuller account of the deci-
sions and the rationale underlying them. Furthermore, 
the MPC is required to submit a written report on its 
activities to Parliament twice a year.

Monetary policy instruments

The Bank’s principal monetary policy instrument is its 
interest rates on transactions with credit institutions. 
Other policy instruments include open market opera-
tions, decisions on minimum reserve requirements, for-
eign exchange market intervention, and transactions 
with Government securities to attain price stability objec-
tives. Financial institutions subject to reserve require-
ments – commercial banks and savings banks – are 
eligible for access to Central Bank facilities. Icelandic 
branches of foreign financial institutions may also con-
duct transactions with the Central Bank. According 
to the Rules on Central Bank Facilities for Financial 
Undertakings, securities issued in Icelandic krónur by the 
Republic of Iceland are the primary instruments eligible 
as collateral for Central Bank facilities.

Financial institutions’ regular transactions with the 
Central Bank can be divided into two categories: standing 
facilities and open market operations. Financial institutions 
may avail themselves of standing facilities at any time and 
on their own initiative. The facilities offered by the Central 
Bank are deposits and overnight loans against eligible 
collateral. The interest rate on overnight loans forms the 
ceiling of the Central Bank’s interest rate corridor, while 
the current account deposit rate determines the floor.

The Central Bank’s open market operations take 
place once a week. Since 2009, the Bank’s counterpar-
ties have had abundant liquidity. From autumn 2009 

Table 5.1 Monetary policy arrangements in Iceland 
since 1970

1970-1973 After the collapse of the Bretton Woods system, the Icelandic 

króna followed an adjustable peg to the US dollar.

1974-1983 Implementation of exchange rate policy became increasingly 

flexible and can be described as a managed float. The króna 

was first pegged to the US dollar and then to various baskets 

of trading partner countries’ currencies.

1984-1989 Exchange rate policy became more restrictive, with increasing 

emphasis on exchange rate stability. In 1989, however, the 

króna was devalued ten times in small increments.

1990-1995 More emphasis was placed on exchange rate stability as the 

anchor of monetary policy. Until 1992, the currency peg 

was specified vis-à-vis a basket of 17 currencies, weighted 

according to their share in merchandise trade, with ±2¼% 

fluctuation bands. The basket was redefined in 1992, with 

the ECU given a weight of 76%, the US dollar 18%, and the 

Japanese yen 6%. The króna was devalued twice during this 

period, by 6% in November 1992 and by 7½% in June 1993.

 In September 1995, the fluctuation band was widened to 

±6%, in response to the abolition of capital controls. The 

currency basket was also changed. The new basket contained 

16 currencies, weighted by their share in Iceland’s trade in 

goods and non-factor services.

1996-2000 Fluctuation of the króna within the bands increased as 

the foreign exchange market deepened and emphasis on 

price stability relative to exchange rate stability increased. 

Reflecting this, the exchange rate band was widened to ±9% 

in February 2000.

2001-2008 The exchange rate target was abolished in March 2001 and a 

formal 2½% inflation target adopted. The Central Bank was 

granted full independence in the application of its monetary 

policy instruments. The currency was allowed to move freely, 

with limited intervention in the foreign exchange market.

2008- Following the financial crisis, and as a part of Iceland’s IMF 

programme in 2008-2011, monetary policy emphasised 

exchange rate stability together with the inflation target as a 

key ingredient in re-establishing nominal stability and securing 

low and stable inflation. Active use of foreign exchange 

intervention in order to mitigate exchange rate volatility as 

it deems necessary to deepen the market or improve market 

efficacy has become an important part of the post-crisis 

monetary policy framework, dubbed “inflation targeting-plus”, 

which also introduced the use of additional policy instruments 

such as capital flow management measures when needed. 

    Decisions on the application of the Central Bank’s 

monetary policy instruments are taken by the Monetary 

Policy Committee, which was established by law in 2009.
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through May 2014, the Bank offered 28-day certificates 
of deposit (CD) for sale; however, in May 2014 the 
Bank made modifications to its monetary policy conduct 
without changing the monetary stance. Instead of issu-
ing CDs, the Bank offered two types of term deposits: 
seven-day term deposits and one-month term deposits 
issued at the beginning of each month. The objective 
of these changes was to enhance the effectiveness of 
liquidity management and to increase efficiency from 
the standpoint of the Bank’s balance sheet. In order to 
increase liquidity in circulation and further strengthen 
monetary policy transmission, the Central Bank stopped 
offering one-month term deposits in May 2020. 

The Central Bank’s key interest rate – i.e., the rate 
that is most important in determining short-term market 
rates – may vary from time to time. As of this writing, the 
key rate is the rate on seven-day term deposits, owing 
to abundant financial system liquidity. The Central Bank 
offers overnight loans and opened a special liquidity win-
dow in January 2022 through which counterparties may 
take fourteen-day collateralised loans so as to preserve 
financial stability. Counterparties will be prohibited from 
taking loans if they simultaneously hold term deposits 
with the Bank. The Bank imposes minimum reserve 
requirements on entities subject to such requirements. 
These are divided into a fixed reserve requirement and 
an average maintenance requirement. Currently the 
fixed reserve requirement is set at 1% and, as of March 
2020, the average reserve requirement is 0%. 

In March 2020, just after the onset of the COVID-
19 pandemic, the MPC announced that the Central 
Bank was prepared to begin direct purchases of Treasury 
bonds in the secondary market. In the Committee’s 
opinion, the signal effects of the introduction of the 
programme and the limited bond purchases undertaken 
proved successful and prevented a rise in long-term 
Treasury yields when the pandemic struck, but the need 
for the measure proved less pronounced than was antic-
ipated at the time. In August 2021, the MPC agreed that 
the Bank should stop submitting bids but would keep the 
tool at its disposal in case conditions warranted its use.

Financial stability
Policy framework for financial stability

In performing its role of promoting financial stability and 
a sound and efficient financial system, including domes-
tic and cross-border payment systems, the Central Bank 
focuses on assessing risks facing systemically impor-
tant financial institutions, identifying macro-financial 
imbalances, and securing safe and sound operation 

of payment and securities settlement systems. The 
Central Bank regularly analyses risks and threats to the 
stability of the Icelandic financial system in order to 
detect changes and vulnerabilities that could undermine 
financial stability. The Bank communicates its overall 
assessment to markets and decision-makers through the 
publication of its semi-annual Financial Stability report. 

The Financial Stability Committee

The Financial Stability Committee takes decisions on 
the application of the Central Bank’s financial stability 
instruments. The Committee’s role is to assess develop-
ments and prospects for the financial system, systemic 
risk, and financial stability. It is also tasked with discuss-
ing and defining the actions deemed necessary at any 
given time in order to strengthen and preserve financial 
stability, and to this end, the Committee is required 
to direct comments to the appropriate Governmental 
authorities when warranted. In addition, the Committee 
is required to approve Governmental directives and take 
the decisions entrusted to it by law. It is also entrusted 
with deciding which supervised entities, infrastructure 
elements, and financial markets shall be considered 
systemically important and of such a nature that their 
activities could affect financial stability.

The Financial Stability Committee comprises the 
Governor, who chairs the Committee, the Deputy 
Governor for Financial Stability, the Deputy Governor 
for Monetary Policy, the Deputy Governor for Financial 
Supervision, and three non-Bank experts appointed 
by the Minister of Finance and Economic Affairs. The 
Committee is required to meet at least four times each 
year and to submit a written report on its activities to 
Parliament once a year. The Committee issues public 
statements after its regular meetings

Macroprudential policy

Macroprudential policy centres on safeguarding the 
stability of the financial system as a whole by limiting 
systemic risk and safeguarding financial sector resilience, 
thereby reducing the likelihood of endogenous financial 
shocks and mitigating the potential magnifying and 
propagating effect the financial sector can have on exog-
enous shocks. In order to achieve its macroprudential 
objectives, the Central Bank of Iceland is equipped with 
macroprudential instruments. These tools generally take 
the form of rules issued by the Central Bank, which can 
be directed either at financial institutions or at borrow-
ers. For financial institutions, this includes rules on capital 
buffers, foreign exchange balance, liquidity coverage 
ratios, and net stable funding ratios. Borrower-based 

https://www.cb.is/financial-stability/macroprudential-policy/capital-buffers/
https://www.cb.is/financial-stability/macroprudential-policy/capital-buffers/
https://www.cb.is/financial-stability/macroprudential-policy/foreign-exchange-balance/
https://www.cb.is/financial-stability/macroprudential-policy/liquidity-and-stable-funding/
https://www.cb.is/financial-stability/macroprudential-policy/liquidity-and-stable-funding/


ECONOMY OF  ICELAND 2022 47

measures include rules restricting loan-to-value ratios 
and loan-to-income or debt service-to-income ratios for 
consumer mortgages.

Decisions on the application of macroprudential 
tools are taken by the Financial Stability Committee. 
The Committee bases its decisions on an analysis of the 
position of the financial system, the financial markets, 
the economy as a whole, systemic risk, and resilience 
against potential shocks. The Central Bank also carries 
out macro-stress tests to assess resilience against adverse 
macroeconomic scenarios involving key risk factors.

Bank resolution framework

With the passage of the Act on Resolution of Credit 
Institutions and Investment Firms, no. 70/2020 (the 
Resolution Act), the Central Bank was entrusted with 
powers of resolution. This entails the authorisation 
to take decisions on resolution procedures and apply 
resolution measures in the case of credit institutions 
and investment firms that are failing or likely to fail; i.e., 
those that are unable to service their liabilities or are 
highly likely to be unable to do so.

Prudential regulation and supervision
Financial supervision and prudential framework

As a member of the European Economic Area (EEA), 
Iceland incorporates most of the EU financial services 
regulatory framework into national law. As Iceland’s 
competent financial supervisory authority, the Central 
Bank, takes account of EU directives and regulations, as 
well as application and enforcement guidelines from the 
European financial supervisory authorities: the European 
Banking Authority (EBA), the European Insurance and 
Occupational Pensions Authority (EIOPA), and the 
European Securities and Markets Authority (ESMA). 
Supervision of all prudential, business conduct, securi-
ties market, and anti-money laundering and terrorist 
financing measures in the Icelandic financial market is 
conducted by the Central Bank. To fulfil this role, the 
Bank carries out monitoring to ensure that the activi-
ties of regulated entities are in compliance with laws, 
regulations, rules, and company statutes governing such 
activities, and that they are consistent with sound and 
appropriate business practices. 

Supervision is carried out in accordance with the 
Bank’s risk-based approach, which defines the frequency 
with which key risk factors in financial entities’ opera-
tions are examined. Each year the Central Bank publishes 
its Financial Supervision report, which explains how the 
Bank performed its supervisory duties during the previ-

ous year and provides information on key supervisory 
priorities for the coming year. 

The Financial Supervision Committee

The Financial Supervision Committee (FSC) takes deci-
sions entrusted to the Financial Supervisory Authority 
by law or Governmental directive. The Committee is 
authorised to entrust the Deputy Governor for Financial 
Supervision with taking non-major decisions. 

The Financial Supervision Committee comprises 
the Deputy Governor for Financial Supervision, who 
chairs the Committee, the Deputy Governor for Financial 
Stability, and three non-Bank experts appointed by the 
Minister of Finance and Economic Affairs. When the 
Committee takes decisions on the adoption of rules 
of procedure and on the transfer of authority to the 
Deputy Governor for Financial Supervision, as well as 
decisions pertaining to systemically important financial 
institutions’ capital, liquidity, and funding, the Governor 
of the Central Bank takes a seat on the Committee as its 
chair. The Financial Supervision Committee is required 
to submit a written report on its activities to Parliament 
once a year.

International reserves
One of the Central Bank of Iceland’s legally mandated 
functions is to manage Iceland’s international reserves. 
The Central Bank’s international reserves enable it to 
achieve its goals and fulfil its duties under the Central 
Bank Act. The reserves mitigate the effects of external 
risks related to changes in access to foreign credit and 
fluctuations in capital flows to and from Iceland. In addi-
tion, they enable the Bank to help the Treasury meet 
its need for foreign currency and fulfil its foreign debt 
obligations. Adequate reserves also facilitate market 
confidence by ensuring that Iceland is able to service 
its foreign debt. Moreover, they can be used to support 
monetary policy and reduce excessive exchange rate 
volatility due to sizeable capital flows. 

The size of the reserves is generally determined 
with reference to the scope of external trade, the mon-
etary and exchange rate regime, regulatory provisions 
on capital movements and foreign exchange transac-
tions, and Iceland’s foreign liabilities. At any given time, 
the size of the reserves is also determined by the balance 
of payments outlook.

Over the past few years, the international reserves 
have remained relatively stable at around 6 billion euros, 
which is equivalent to 29% of GDP and close to 150% 
of the International Monetary Fund’s (IMF) reserve 

https://www.cb.is/financial-stability/macroprudential-policy/restrictions-on-mortgage-lending/
https://www.cb.is/financial-stability/macroprudential-policy/restrictions-on-mortgage-lending/
https://www.cb.is/financial-stability/macroprudential-policy/restrictions-on-mortgage-lending/
https://www.cb.is/financial-stability/macroprudential-policy/cbi-stress-test/
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adequacy metric (RAM). The Central Bank intervenes in 
the foreign exchange market in order to mitigate short-
term exchange rate volatility. During the COVID-19 
pandemic in 2020 and 2021, the Bank also sold foreign 
currency to market makers on a regular basis to maintain 
liquidity and stability in the foreign exchange market. 
Weighing against outflows from the foreign reserves, the 
Republic of Iceland issued Eurobonds in 2020 and 2021. 
Furthermore, the IMF allocated special drawing rights 
(SDR) to member countries in 2021, resulting overall in 
small changes in the reserves. At the end of June 2022, 
the international reserves amounted to 6.3 billion euros.

Capital account liberalisation 2009-2021 and the new Foreign Exchange Act

In 2009, the year after the onset of the banking and financial 

crisis, Iceland’s external liabilities soared to a record 970% of 

GDP, owing mainly to an extremely leveraged banking sys-

tem. At that time, Iceland had been among the most heavily 

indebted countries in the world for some time. The large 

stock of domestic assets held by foreign investors meant that 

Iceland was faced with a balance of payments problem. As 

a result, it proved necessary to impose restrictions on move-

ment of capital to and from Iceland in November 2008. 

These capital controls were based on the fundamental princi-

ple that movement of capital was prohibited unless explicitly 

authorised, whereas trade in goods and services was exempt 

from the controls unless explicitly prohibited. In the years 

thereafter, the authorities aimed to lift the capital controls as 

soon as possible. This took quite some time, however, and it 

proved necessary to tighten them several times. The capital 

controls were finally lifted in stages from 2015 onwards, 

culminating in a general liberalisation in March 2017. Even 

then, however, there remained some capital account restric-

tions pertaining to derivatives trading and so-called offshore 

krónur. Offshore krónur, which mainly consisted of highly 

liquid króna-denominated assets owned or held in custody by 

non-residents at the time the capital controls were imposed, 

were subject to the restrictions until March 2019, whereupon 

their owners were authorised to convert them to foreign cur-

rency.1 In June 2021, with the passage of the new Foreign 

1 A more detailed definition of offshore krónur can be found in Act 
no. 37/2016.

Exchange Act, no. 70/2021, the remaining capital controls 

were lifted. 

Plans to lift the capital controls focused on resolving 
Iceland’s balance of payments problem

The first capital account liberalisation strategy was introduced 

in August 2009, and the second one followed in March 

2011. Both strategies aimed at resolving Iceland’s balance 

of payments problem, which in the main was threefold. First 

of all, it entailed potential capital outflows due to offshore 

krónur, which equalled 35% of GDP at the end of 2009. 

Second, it involved potential outflows upon the settlement of 

the failed financial institutions’ estates, as 40% of their assets 

were domestic, whereas 95% of claims against them were 

held by non-residents. The  third part of the problem lay in 

resident entities’ pent-up need to invest in foreign assets. The 

final capital account liberalisation strategy was presented in 

June 2015. It was based on the general approach taken by 

the International Monetary Fund (IMF) to capital account 

liberalisation and the fundamental objectives of maintaining 

sufficient foreign exchange reserves and minimising the risk 

of large capital outflows.

Stock of offshore krónur reduced to 14% of GDP in 2015 
with auctions and targeted measures

The first step towards liberalisation was taken in October 

2009 with the New Investment Programme. Under the 

Programme, investments undertaken on or after 1 November 

Box 6

International reserves and repayment profile of Treasury 
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Source: Central Bank of Iceland.

B.EUR

Chart V-1

Foreign reserves Marketable loans

0

1

2

3

4

5

6

7

20242023202230.06.2022



ECONOMY OF  ICELAND 2022 49

2009 using new inflows of foreign capital converted to 

Icelandic krónur were exempted from the capital controls. 

In May 2010, the Central Bank finalised the so-called 

Avens deal, under which the Bank, acting on behalf of 

the Treasury, bought bonds from the Banque centrale du 

Luxembourg and then sold them on to domestic pension 

funds at a profit. This reduced the stock of offshore krónur 

by 8% of GDP. 

The Bank began holding foreign currency auctions 

in May 2011. In these auctions, the Bank solicited bids for 

foreign currency and sold it directly to holders of offshore 

krónur, and simultaneously solicited bids from investors inter-

ested in buying króna-denominated Icelandic Treasury bonds 

in exchange for euros. This was called the Treasury Bond 

Programme. In February 2012, the first auction of offshore 

krónur was held under the New Investment Programme. 

Capital inflows from auction participants had to satisfy 

certain requirements, mainly pertaining to the duration of 

the investment. The aim of the auctions was to thin out the 

stock of offshore krónur and attract long-term investment 

capital to Iceland. The majority of the capital that entered 

through the New Investment Programme was invested in 

bonds, and about 30% was invested in equities (Chart 2). 

Most of the funds were imported or exported via direct 

transactions with the Central Bank, so that currency flows in 

the interbank market for krónur do not reflect total currency 

flows over the period in question.2 With the auctions and 

other measures, the stock of offshore krónur was reduced to 

14% of GDP by the end of 2015.3 The last auction under the 

Bank’s Treasury Bond and Investment Programme was held 

in February 2015. By that time, capital inflows through the 

auctions totalled 262 b.kr., or 12% of year-2015 GDP, and 

the Central Bank bought 158 b.kr. With the passage of the 

Act on the Treatment of Króna-Denominated Assets Subject 

to Special Restrictions, no. 37/2016, in May 2016, owners of 

offshore krónur were separated out so as to facilitate the next 

steps in the liberalisation strategy. Owners of offshore krónur 

2 The capital that entered via the Treasury Bond Programme was not 
routed through the interbank market for krónur, but half of the 
amount that entered via the Investment Programme was converted to 
krónur in the interbank market.

3 See, for example, the table summarising the main measures under-
taken to resolve the balance of payments problem in the publication 
“Central Bank foreign currency auctions – Investment Programme and 
Treasury Bond Programme: The role of auctions in resolving Iceland’s 
balance of payments problem” (in Icelandic), published on the Central 
Bank website in August 2019.

Liberalisation of capital controls

Source: Central Bank of Iceland.
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were authorised to invest in special Central Bank certificates 

of deposit (CBI2016) at 0.5% interest, or in Treasury bills. In 

June 2016, the Central Bank bought offshore krónur for the 

equivalent of 4% of GDP at an exchange rate 25% below 

the onshore rate, and from then until 1 November 2016, 

owners of offshore krónur were invited to conduct trades 

with the Bank at an even higher exchange rate. 

Failed financial institutions’ composition agreements 
confirmed at the end of 2015 

The June 2015 capital account liberalisation strategy entailed 

that the failed financial institutions would be subjected to 

unequivocal stability conditions, on the basis of which they 

could choose from two options – a stability tax or a stabil-

ity contribution – which would mitigate the adverse impact 

that distributions from the estates would have on Iceland’s 

balance of payments. Special amendments were made to 

the Foreign Exchange Act in connection with the financial 

institutions that had concluded winding-up proceedings, 

and a bill of legislation on a stability tax was passed in July 

2015. Thereafter, seven failed financial institutions applied 

for exemptions from the Foreign Exchange Act in connection 

with planned composition agreements with their creditors and 

the winding-up of their estates. The Central Bank determined 

that the composition proposals were in compliance with 

the Foreign Exchange Act, as well as satisfying the stability 

conditions. The composition agreements were approved by 

the District Court in December 2015, and the Central Bank 

granted exemptions from the Foreign Exchange Act shortly 

thereafter. With the composition agreements, the companies 

were declared insolvent and new holding companies were 

established on the basis of the old ones. The holding com-

panies’ role was to administer the assets to be liquidated. At 

the end of 2015 and early in 2016, an enormous amount of 

the failed financial institutions debts were cancelled, stabil-

ity contributions were paid, and foreign liquid assets had 

been applied towards debts owed to their creditors. Iceland’s 

external liabilities therefore declined from 560% of GDP in 

Q3/2015 to just over 190% of GDP in Q1/2016. The net 

international investment position improved markedly as well, 

from being negative by 330% of GDP to being negative by 

3.9% of GDP at the end of Q1/2016. This concluded one 

of the most important chapters in the settlement of Iceland’s 

2008 financial crisis. 

Major steps towards full liberalisation of capital con-

trols on households and businesses taken in October 2016, 

and nearly all remaining controls lifted in March 2017.

Because of the importance of the pension funds to the 

Icelandic economy and in order to meet some of their pent-

up demand prior to liberalisation, the funds were granted a 

special exemption from the Foreign Exchange Act in order 

to invest abroad, ahead of other domestic investors. From 

mid-2015 until the controls were lifted in March 2017, the 

pension funds bought foreign currency for 90 b.kr., or about 

80% of the authorisation granted them.4 In October 2016, 

the Foreign Exchange Act was amended so as to facilitate the 

liberalisation of controls on households and businesses. With 

the passage of those amendments, foreign direct investment 

was unrestricted and investments in foreign-denominated 

financial instruments authorised. Prepayment and retire-

ment of loans was also permitted for the equivalent of 30 

b.kr., purchases of up to one piece of foreign real estate per 

year were authorised, and various other restrictions were 

either lifted or eased. Furthermore, the 30 m.kr. maximum 

was raised to 100 m.kr. as of the beginning of 2017 and 

transfers of deposits were authorised up to that limit. When 

the Rules on Foreign Exchange took effect in March 2017, 

households, businesses, and pension funds were essentially 

unaffected by restrictions on movement of capital. From that 

time on, capital transfers for foreign exchange transactions, 

foreign investment, hedging, and lending transactions were 

permitted. In the main, the transactions that were still sub-

ject to restrictions are derivatives contracts for non-hedging 

purposes and foreign exchange transactions undertaken 

between residents and non-residents without the intermedia-

tion of a financial institution.

After liberalisation in March 2017, restrictions remained 
on offshore krónur but were largely lifted in March 2019 

In March 2017, the Bank bought 112.4 b.kr. in offshore 

krónur at an exchange rate 15% below the onshore rate. At 

this point, the offshore stock had been reduced to 88 b.kr., or 

3.5% of GDP. The restrictions on converting offshore krónur 

to foreign currency were lifted in March 2019. At that time 

the stock of offshore krónur totalled 80 b.kr., or just under 3% 

of GDP. When the new Foreign Exchange Act entered into 

force in 2021 following a comprehensive review of the previ-

ous Act, the last vestiges of the capital controls were removed 

with the repeal of provisions on offshore krónur. At the end of 

June 2021, the stock of offshore krónur totalled 1% of GDP. 

4 At first, the authorisation for foreign currency purchases was granted 
for a few months at a time. By late 2016, Iceland’s foreign currency 
position had improved markedly, and the likelihood of large-scale out-
flows following further liberalisation had diminished. The authorisa-
tion totalled 95 b.kr. for the period from mid-2015 through December 
2016. The funds were granted increased scope for foreign investment 
with a 100 b.kr. authorisation for 2017. The funds’ utilisation of the 
authorisation in 2017 is based on the first two months of the year, as 
the controls were lifted in March and the utilisation ratio assumes that 
the authorisation is spread equally over the entire year.
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The new Foreign Exchange Act, no. 70/2021: A compre-
hensive review of the statutory framework for foreign 
exchange and full removal of capital account restrictions 

With the passage of the new Foreign Exchange Act, no. 

70/2021, the capital controls introduced in November 2008 

were lifted in full. When the Act entered into force, the pre-

vious Foreign Exchange Act, no. 87/1992, was repealed, as 

were the Act on the Treatment of Króna-Denominated Assets 

Subject to Special Restrictions (also called the Offshore Króna 

Act), no. 37/2016, and various rules and regulations relating 

to the capital controls. This removed all remaining capital 

account restrictions pertaining to derivatives trading and 

offshore krónur. The Act did not make large-scale changes 

to the substantive rules that were in effect before its passage 

but was rather a simplification of the statutory framework 

for foreign exchange transactions. The fundamental prin-

ciples were the same as before: foreign exchange transac-

tions, cross-border movement of capital, and cross-border 

payments are unrestricted. Nevertheless, it is ensured that 

the Central Bank has at its disposal the measures needed to 

safeguard economic and financial stability if needed. These 

measures are of two types: on the one hand, preventa-

tive macroprudential policy instruments; and on the other, 

protective measures (controls) for use under extraordinary 

circumstances. 

According to the Act, the macroprudential policy 

instruments are of three types. They are intended to prevent 

the build-up of risk that could jeopardise financial stability, 

and their application is intended to reduce the likelihood that 

it will be necessary to respond to severe disruptions to mon-

etary and exchange rate stability by intervening with broad-

based, costly measures such as capital controls. The first type 

of measure is the authorisation to impose special reserve 

requirements on inflows of foreign currency. The second type 

is the authorisation to adopt rules on credit undertakings’ 

foreign currency-linked lending to borrowers that are unpro-

tected against foreign exchange risk. The third measure is the 

authorisation to set rules imposing limitations on derivatives 

transactions where the Icelandic króna is used in a contract 

against foreign currency. Of the three instruments, only the 

one pertaining to derivative transactions is currently in effect, 

with the Rules on Derivatives Transactions, no. 765/2021. 

The Rules set limits on the total amount of such trading by 

domestic commercial banks in their derivatives books. These 

limits are intended specifically to prevent excessive specula-

tion and position-taking in foreign exchange transactions 

that are generally considered conducive to undermining for-

eign exchange market stability in small economies. 

The protective measures provided for under the Act 

entail authorising the Central Bank to set rules that could, 

among other things, restrict or halt specified categories of 

capital movements or cross-border payments for up to 60 

days, as well as restricting foreign currency transactions and 

requiring the repatriation of foreign currency. This authorisa-

tion, which is also subject to ministerial approval, applies only 

in emergencies that entail a severe risk that financial stability 

will be jeopardised by unrestricted movement of capital, and 

when other measures cannot be taken.

The Act also contains provisions comparable to those 

in the previous law as regards intermediation in foreign 

exchange transactions and the obligation that certain parties 

submit notifications of foreign exchange transactions, cross-

border movement of capital, and cross-border payments. 
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