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1. Overall Policy Framework

The PreAccession Economic Programme (PEP) is prepared on the basis of the government's- medium
term fiscal programmethe 20/20 strategy adopted by the government in January 2011 and policy
commitments related to Iceland's cooperation with the InternatibNonetary Fund (IMF). The PEP

is prepared by the Ministry of Economic Affairs with contributions from relevant ministries and
institutions.

The main objective dhe government'seconomic policy in the nederm is to lay thefoundationfor

a sustainableconomic recovery following the collapse of the banking sector in October 2008.
Inflation has subsided quickly as the exchange rate has stabilized thus allowing for extensive interest
rate cuts from March 2009. Preliminary national account data suggestgtbwth has resumed in

the third quarter of 2010, thus ending the longest and deepest recession since leeland
independence.

To support this nascent growth, private sector debt restructuringtfesen at the forefront of

economic policy in recent month3he existing frameworksr households and corporate debt
restructuringwere modified in December 2010. The objective of these changes was to establish a fair
and efficient process to facilitate a faster reduction of the private sector debt overhangh wghi

essential to boost consumption and investment.

Large steps have been taken towards an improved fiscal stance since late 2008 when the financial
crisis hit government finances hard. The 2011 budget foresees a return to a primary surplus when
certain profitable investment projects, which will be financed through user fees, are excluded. The
overarching objective of fiscal policy is to return general government back to an overall surplus by
2013 as was prescribed in the government's medienm fiscal pogramme presented to parliament

in mid-2009. At the same time, the fiscal framework is being adapted to international best practice,
with a longer budget horizon and stronger folla.

Exchange rate stability temporarily replaced price stability astionetary policy objective in late
2008. The exchange rate has strengthened and later stabilized since November 2009 without
interventions from the Central Bankhd@ overarching challenger monetary policywill be to ensure
that interest rate decisionare carefully coordinated with the eventual and gradual lifting of capital
controlsimposed in late 2008n a manner that preserves currency and financial stabflityevised
strategy for capital account liberalization will be presented by-Eatiruary P11. The execution of
this strategy and development of a more robust monetary policy framework will be of central
concern to economic policy in the near future. It is important that this work leads to increased
economic stability going forward.

Finally, @illy restoring the health of the banking system remains a key objed¥®leies in this area

are focused on contired strengthering ofbank balance sheets and impexysupervision and
regulation.As a member of the European Economic Area, Iceland'seftinnaincial sector framework

will largely depend on developments in the European Union. The same is true for much of the legal
framework forthe generabusiness sector.

As the economy emerges from the crisis, the government continues to put great ersjpimasi
preserving the flexibility of the Icelandic labour market to support economic growth that leads to
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employment growth. As before, Iceland intends to be at the forefront among OECD countries in
implementing international best practice in this field.

The policies put forward in the PrAccession Programme are intended to build a foundation for
sustainable growth to support a Nordic welfare society based on equality and fairness.
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2. Economic Outlook

The macroeconomic assumptionsderpinningthe mediumterm fiscalprogrammeand theannual

budgets are developed by an independent research division within Statistics Iceland. The most recent
forecast was updated in November/December 2010.

The economic programme is largely defined by the effects of thadinhcrisis thaengulfed the

Icelandic economy i@ctober 2008. The economy has, howevaredbetter than initiallyforecast

As the effects of the financial crisis are overcome and the capital account is liberalized, international
developments wilhave an ever increasing impact damesticeconomicstability and growth.

External assumptions underlying the forecast are based on the most recent IMF World Economic
Outlook. Itforecastamoderate growth amondceland'smost important trading nationsAluminium

and fisheries exports account for approximately@®percentof merchandise exports. Price

increases for aluminium and marine products are expected to moderate following somewhat large
price increases in 2010. The forecast assumes that averagefprialuminiumwill rise by7 percent

in 2011 and around percentin 2012after a28 percent increasén 2010. The forecast assumptions

for aluminium and oipricesare based on forward prices in international markets as well as specialist
estimates.Modest price increases are forecast for marine goods in 2011 and 2012 after a 6 percent
increase in 2010.

Overall the Icelandic economy is forecast to gain momentum following two years of falling output as
the effects of the financial crisis have materiatis Positive GDP growth of 2 percent is expected in
2011 and over the medium term a modest but robust growth of around 3 percent is forecast.
Inflation should remain close to or below 2 percent for the next two years and unemployment is set
to decline fromcurrent levels to around 4.5 percent in 2013.

Going forwardrisks are seen to be evenly balanced as important milestones have already been
achieved in establishing internal and external balance. The competitive position of domestic
industries has improwksignificantly, effects of the financial turmoil are largely behind us, and

policies have been adjusted accordingly. Nevertheless important tasks remain, in particular balance
sheet restructuring needs to be accelerated in order for households and aiipas to push the
economy on to a sustainable growth path.

2.1 Recent Economic Developments
The economy continude process the effects of financial crisis of October 2008 and adjustment
following overheating of the prerisis years. After seven contiows quarters of economic
contraction in seasonally adjusted terms, the economy grew bpdr@entin the third quarter of
2010 compared with the preedingquarter. These preliminary figures suggest somewhat weaker
growth than had been forecast. Privatensmmption contributed to economic growth while all other
sub-categories had a drag on growtfihe economy contracted by 1p&rcent ompared with the

! As was stated by Statistics Iceland in December 2010: During economic turbulence, like at present time, major
structural changes have effects on seasonally adjusted results that can be more volatile than would be the case
otherwise. For small countries égular items also have great impact on seasonally adjusted results and make it
more difficult to detect seasonality in the data and quarterly GDP estimates can become even more unstable.
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previous year while domestic expenditure fell by pescentin nonseasonally adjusted termBor
the first nine months of 2010, GDP decreased bypgfEentcompared with same period of the
previous yeaafter a 6.8 percent contraction in 2009.

FIGURE: GROSS DOMESTIC PRODU
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Private consumption increased by i&rcentin thethird quarter of 2010 in seasonally adjusted

terms following two consecutive quarters where private consumption contracted-déasonally
adjusted figures show a lp&rcentgrowth in private consumption compared with the same period

in 2009. This contras with a 3.4percentcontraction in the second quarter of 2010 compared with

the yearearlier period. Recent highiequency data, such as payment card turnover, indicate
continued growth in private consumption in the last three months of 2at® governrant policy to

allow early withdrawal from the private pension scheme may have had positive impact on the private
consumption. The total amount of withdrawal from the beginning of year 2009 until third quarter of
2010 is about ISK 39 billion. A more detitiiscussion about the private pension scheme is in

chapter 3.4.

The seasonal results should therefore be interpreted with care.
https://hagstofa.is/lisalib/getfile.aspx?ItemID=11967
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FIGURE: PRIVATE CONSUMPTION
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Government consumption has been curtailed since the beginning of 20§8vasnment finances
adjust are adjusted to the neveality. The contraction amounted to Oercentin seasonally

adjusted terms in the third quarter of 2010 compared with the three earlier months. Compared with
the yearearlier period, government consumption fell byp@rcentin nonseasonally adjusted terms.

Investment declined by a further 5g&rcentin the third quarterof 2010from the previous three
months. Tlis follows acontractionof 50 percenton 2009 Investmentis nowat a historically low
levelat 12 percent of GDPBusiness investment fell by 6rcentwhile government investment
increased by 0.6ercentand housing investment by 4percent In norseasonally adjusteterms,
investment fell by 10.®ercentin the third quarter compared with the same period in 2009.

Net exports of goods and séces declined in the third quarter of 2010 compared with the three
earlier months in seasonally adjusted terms. Exports increasedly®.8 percentas exports of

goods fell by 1.percent Service exports grew on the other hand by @etcent Imports hcreased

by 6.8percentduring the same period, driven by an gércentgrowth in the imports of goods while
imports of services remained relatively stable with aje8centgrowth. Norseasonally adjusted
numbers show a 0.fiercentcontraction in exportand a 1.6ercentincrease in imports compared
with the yearearlier period. The export base is relatively small and narrow with fisheries and
aluminium products representing nearly pBrcentof regular goods exportsBoth of these sectors
are resourceconstrained and have therefore not been able to increase production despite the low
real exchange rate.

2 Regular exports exclude trade in airplanes and ships.
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FIGURB: VOLUME CHANGE IN X' S
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Theservice sector appears to have adjusted to the new loweregahange rate, as welk certain
other nonresource bound sectors, such as figarmaceuticasector.Regular exports outside the
resource constrained sectors rose by@fdcentin the first eleven months of 2010. Nearly half of this
increase results from increased pharmaceutical exports. This trend is expected to continue as the
largest pharmaceutical factory increased its production capacity tpeb&entat the beginning of
2011.

Labour market

The financial crisis had a strong impact on the labour market, especially in the first 6 months after
October 2008. Unemployment rose from 1.6 percent in 2008 to 8.0 percent in 2009 and was 8.2
percent in 2010, thus leaving unemploymextit7 to 9 percent in the last two years. A certain level of
flexibility in the labour market is reflected by the depreciatiof real wages, which fell 18/4 percent

in 2008 and 3.6 percent in 2009. In 20hOwever, real wages appreciated by 2.0 percent.
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FIGURE: UNEMPLOYMENT AND RBAXAGES
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Longterm unemployment, the share of those unemployed who have been without a job for more
than 1 year, has been rising steadily since the last quarter of 2008. In 2009 theldong

unemployment reached 0.5 percent while it was 0.05 percent the year before, and in 2010 it rose to
1.7 percent. As displayed in figusever half of those who are unemployed have been so for 3
months or longer. There is, therefore, an increased likelihood iy istructural unemployment.

FIGURE: LONG TERM UNEMPLOYWME
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In 2010 the participation rate was 81.1 percent and increased by 0.2 percent on an annual basis
compared to the year before. The participation rate rose duringfitis¢ two quarters in 2010,
compared to the previous year, but has fallen during the last two quarters. The number of parsons
full time employed fell by 9.5 percent in 2009 ah@ percent in 2010. At the same time the number
of persons employed in patime increased by 6.6 percent in 2009 and 4.9 percent in 2010. The
labour market seems to be adapting to the new conditions by offering part time work instead of
dismissal.
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Thetotal populationin Icelandin 2010 was 317.6 thousanfallingby 0.5 percentfrom the previous
year. The workingige population were 213.1 thousands in 2010 and @mted byl.2 percentfrom
the previous year. This ¢®ntrarythe evolution of the last decade where the annual growth of both
total population and workingage populéion wasaroundl - 3.5 percent The reason for the recent
population contraction isnainlyemigration of both Icelandic and foreign citizens from Iceland.
Likewisean influential factor on populatiogrowth in Icelandduring the precrisisyearswasnet
immigration of foreign citizens at workirage. When the economy was expanding between 2003
and 2008 the labour market attracted foreign citizens in sectors such as construction inéicptng

6 shows how foreign citizens have immigediat the same timeslicelandic citizens have emigeat
andthe population growth.

FIGURB: NET IMMIGRATION ANEIDPULATION GROWTH
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Inflation, exchange rate and interest rates

The exchangeate of the kréna appreciateldy almost20 percentbetweenNovember 200%nd

August 2010following a revisiorof the capital controls regime. From that poin, the exchange

rate has remained stable even though the Central Bank began weekly purchases of foreign exchange
at the end of August 2010 to builg the foreign currency reserves.

With a stable exchange rate and limited demand pressures, inflation has fallen fast from its peak of
18.6percentin January 200 1.8 percent in January 20IThe relatively stable exchange rate and
falling inflation tas allowed the Central Bank of Iceland to cut interest rate frorpek8entin March

2009 to the current policy rate @f.5 percent, with effective interest rate even loweraabund 3.75
percent Interest rate decisions remain focused on exchange rataldiaand are affected by the

capital account liberalization strategy.
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FIGURE: INFLATION SUBCOMP®NIS
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Financial markets remain weak following the bank failure. @figndful ofdomestic companies are
traded on the stock exchangm a relatively active basi$he only active capital market is in
governmentand government guaranteeldonds. That market remains relatively sensitive as
developments in the second half of 2010 demoagtd whenbond marketvolatility rose as market
participantsbecame uncertain over the speed of capital account liberalization. The restructuring of
an active capital market is vitally important for economic recovery. The government has, therefore,
put great emphasis on rapid debt restructuring that would allow restructured healthy companies to
form a new foundation of the domestic capital market.

2.2 Medium-term macroeconomic scenario

2.2.1Real sector
Preliminary figures from Statistics Iceland indicatgpercentdeclinein GDRn 2010 ,largely due to
contraction in investments and public consumption. In 2011, a positive GDP growth is forecast
following an unusually protracted contraction. With a stroegoveryin investment and a gradual
pick up in private consumption, GDP growth is expected at aroypat@ntin the current year
increasing further to a Bercentannual growth rate in 2012 accordingttee Statistics Iceland
forecast.

Economystill faces chaknges

Economic activity remains weak following the banking crisis in.20@8der to fully appreciate the

enormous change which has taken place, a quick backward glafigere 8is helpful. Most notable
is the change in investment expenditure whiclaged in2006 after doublingrom the level in 2000.
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FIGURB: GDP AND INVESTMENT
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Relative to the peak, investment in 20ikforecast to decline in real terms by f2rcent

Contraction of large energy intensive investment projeéstsiportant, but fluctuations of this
magnitude are nevertheless unique in recent histasycan be seen in figure 8ther demand
components such as consumptidagth private and public, show similar pattern peaking in 2007 or
2008 but have since then declined. Private consumption has decreased in real termpdoyg&it
since 2007 in line with falling real incom&sgure 9 shows the annual real growth of private
consumption, government congption, investment and gross domestic product.

FIGURE: ANNUAL REAL GDP GRIW
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In previous business cyclpsvate consumption has followed a similar pattern as changes in
household purchasing power show up asomparablechange in private consumption.
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FIGURBRO: PURCHASING POWER ANEINSUMPTION
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Annual change in purchasing pow:

Real economy resilience

Since 2008 sectors have fared differently with respect to output, with the construction and financial
servces sectors leading on tlmwnside. According to preliminary estimates, the overall output
decline in these two sector @&ound 30 percenandthe number of jobs lost is 5,700 thousand or 3
percentof the total labour force. With output decline strongly concentrated to constructad

financial services, output decline in other sectors Waercentas measured by sector contribution

to GDP growthcompared with 10.5 percent overall decline in 2€@8.0,and overall number of jobs
lost wasaround 5thousand. Consequently, the reedonomy excluding construction and financial
serviceshas shown considerable resiliengeder theweightof the banking crisis.

TABLHE: PRODUCTION BY SECI Q6052010

estimate

Volume index 2005 2006 2007 2008 2009 2010

Total Economy 100 106.3 114.2 113.9 105.4 102.3
Construction 100 113.5 129.4 134.1 116.5 -
Financial services 100 119.3 136.0 140.9 122.5 -

Subtotal 100 116.2 127.6 121.2 92.8 86.3
Other sectors 100 104.3 111.5 112.4 108.1 105.6

% change from previous year

Total Economy 7.0 6.3 7.4 -0.3 -7.4 -3.0
Construction 17.8 13.5 6.2 -13.1 -35.0 -
Financial services 18.1 19.3 14.0 3.6 -13.1 -

Subtotal 17.9 16.2 9.8 -5.0 -23.4 -7.0
Other sectors 5.0 4.3 6.9 0.8 -3.8 -2.3

Source: Statistics Iceland, own calculations
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Clearly the fall in the real exchange rate of the Icelandia&has played a crucial role in enhancing
the competitive position of Icelandic industries, alomigh other factors such as moderate cost
pressures in the wake of the banking crisis. Since 200&xchange rate has fallen by around 40
percenttranslating into a significarfall in the real exchange rate. The real exchange rate, as
measured by relatie wage cost, is currentB5 percentbelow the 19962008 historical average, and,
measured by relative price20 percentbelow the historical average. This has allowed industries
such as tourism and export sectors not bound by natural resource consti@imther supply factors,
to expand in spite of the crisis.

FIGURE1 REAL EXCHANGE RINEEX
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As the exchange rate figrecastto remain broadly unchanged over the medium term, the economy is
expected to maintain its favourable competitive position, allowing for continued robustness of
growth sectors.

Investments

Large energy intensive investments projects have been high on the agenda, with the Helguvik green
field aluminium projectind the enlargement of the Straumsvik aluminium plant as frontrunners. The
Helguvik project is already well under way, but in 2010stmittion work was stopped, primarily due

to uncertainties regarding energy delivery. Previously, the Statistics Icefanecasts have included

both these large projects, but the latest forecast a delay until 2012 is presumed for the Helguvik
project. As for the Straumsvik enlargement project, however, it is assumed to get underway already
this year. The total impact of these two projects is estimated at ISK 25 bn in the current year and ISK
40 bn in 2012, amounting to 1.5 percent of GDP in 2011 ahg&cent of GDP in 2012

Despite a strong competitive position, business investments expenditure has remained low. Real
interest rates have not fallen particularly fast given the overall weakness of the economy. Measuring
the real rate by the Centréankpolicy rate and corresponding one year inflation forecast, the real
rate remaired around2 percentthrough 2010
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FIGUREZ2: FORWARD LOOKING RBAILICY RATE
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More importantly, however, falling domestic demand, weak world ecoramitiook and financial
distress has held back investmentpenditure in Iceland as elseette.

FIGURE3: FOREIGN CURRENCYRIIHATE DEBT RATIOT@F TOTAL DEBT
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With high corporate debt prior to the crisis, Icelandic firms cotlseface an unusually challenging
debt restructuring task given the huge impact of the currency depreciatioheashare of foreign
currency deoeminated debt was above ffkercentof total debt when the crisis occurre8ince then
this debt overhandhas fallen, but still remains high.

Unfortunately, corporate debt had been held back by several factors, both legalrgadizational
In the meantime balnce sheet problems persist andrporate loans remain noperforming in the
banks. In the latest Rancial Stability Report by the Central Bank,4penforming loans in the new
banks, both corporate and household, are reported as high geeddent
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Solving the corporate debt issue is, according to Icelandic authorities, a key pgeiefnr increased
business investments. In order to speep this process, authorities have in-operation with the
business community and banks, initiated a campaign initially targeted at small and medium sized
companies. Larger corporate restructuring projects haveasbéen handled by the banks without
government intervention.

The banks are well equipped tarry out successfully debt restructuring, as they were well
provisioned when they were set up following the financial crisis. The three large commercial banks,
Landsbanki, islandsbanki and Arion Bank acquired these loans on a fair value #@%pericent of

book value on average. So far only a small proportion of these loans has been restructured.
Corporate debt therefore remains largely nparforming. As log as this stangtill remains,

increased business sector investment will not be forthcoming (see further discussion of the debt
restructuring framework in chapter 4.1).

Medium term outlook

Over the medium term the main challenge will be to regain momeniuthe economy following the
crisis and overexpansion in the preceding years. With corporate balance sheets badly impaired and
important restrictions regarding access to international financial markets, as financial sector
restructuring is not fully achieed, the risk of a low growth scenario is significant. However,

important factors are pulling the economy on to a higher medium term growth path.

Now that the inflationary spike following the currency depreciation in 2P089 is over, effects of

the favouable real exchange rate will continue to provide opportunities to Icelandic business both
domestically and abroadn addition, acorporate balance sheet restructuring gets under way in full
force, Icelandic businesses will regain financial soundndewiad) them to expand and increase
employment. Finally, as restrictions on capital movements are removed as conditions become ripe,
capital market access will be normalized.

A successful implementation of these policies will pave the way for a modestltiugt GDP growth
in the medium term of around 3% annuallgvéstment should pick up form extremely low levels,
and in the latest Statigs Icelandorecast, business investment excluding large scale energy
intensive projects will increase gradually ashare of GDP and reach 12 percan2015.
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FIGURE4: INVESTMENPERCENJFGDP
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Inflation will be at or below the old Central Bank inflation target of 2.5 percent and unemployment
should fall from current highs to around 4o&rcent in 2015.

TABLE: MEDIUM TERM FORECAST

prel. estimate forec. forec. forec. forec. forec.
Annual change, percent 2009 2010 2011 2012 2013 2014 2015
Private consumption -16.0 -0.2 2.6 2.9 3.7 3.3 2.8
Public consumption -1.7 -3.7 -4.3 -2.2 -0.3 1.4 15
Gross fixed capital formation  -50.9 -4.6 14.9 24.0 15.0 5.6 3.4
National expenditure -20.9 -1.9 2.4 5.0 4.9 3.3 2.6

Exports of goods and services 7.4 -0.1 1.0 2.0 2.4 4.0 3.6
Imports of goods and services -24.1 2.7 2.0 6.0 5.9 3.7 3.1

Gross domestic product -6.8 -3.0 1.9 2.9 3.0 3.5 3.0
Inflation (CPI) 12 5.4 2.3 25 25 25 25
Real exchange rate -18.4 6.4 2.9 1.5 1.1 1.1 0.2
Unemployment rate 8 8.2 7.3 5.6 4.5 4.3 4.4
Wage rate index 3.9 4.6 4.4 4.4 4.8 4.9 4.9

Source: Statistics Iceland

2.2.2Inflation
Inflation has fallen rapidly in recent months from arounpéfcentin early 2010 tdelow 2 percent
now in early 2011 and seems set to decline even further. Thetpassgh effect of the currency
depreciation on domestic prices seem to be completed judging from previous spikes, the overall
impact of currency movements looks familiar despite thesurally strong decline of domestic
demand.
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FIGURES: INFLATION AND THEEEX¥ANGEARTE
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According to the latest forecast from the Central Bank, inflation should remain close to or below 2
percentfor the next two years, the lowest inflation since 1998 as the exchange rate remains stable o
even appreciates slightly. Furthermore both the Central Bank and Statistics Iceland forecast a
negative output gap in the coming years, contributing to a loinBation pressure. Here the

influence of labour market and demand conditions on inflation is of paramount importance.

FIGUREG: INFLATION AND UNEMPYMENT
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Figurel6displays the unemploymernflation trade-off on a monthly bais since 200Q.0w
unemployment ibviouslylinkedto rising inflationas pressure in the labour market usually leads to
a surge in wage inflation which sooner rather than later translates into price increases. Thé NAIRU
identifiesthe equilibrium unemfoyment rate which leads to stable inflation, which in Icelaiag

®Non Accelerating Inflation Rate of Unemployment
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beenassumed to be around Bercent* Data seems to confirm this view as prior the financial crisis,
unemployment below this level almost exclusively is associated with rising inflatidre &ftermath

of the financial crisis this correlation seems to have broken down as unemployment surged from
around 2percentin late 2008 to around Percentin 2009 where it still remains. Inflation, however,
has fallen rapidly from around Zfercentin early 2009 to below percentin early 2011.

By increasing unemployment benefits and other labour market measures, government policies may
have somewhat reduced labour market flexibility, at least temporarfiyese measures are mainly
targeted at peoplevho have lost their jobs as a result of the crisis and may well have led to increase
in the equilibrium in the labour market as measured by the NAIRU. Here, the overriding issue relates
to whether or not government policy will have a permanent negativeaohpn longterm

unemployment, i.e. those who have been unemployed for more than one year. So far long term
unemployment has risen considerabhs was discussed above

Recent OECD research indicates that the financial crisis will have a lasting niegeadisteon long

term unemployment in almost all OECD countri€r Iceland, the effect is expected to be relatively
modest less than Jpercent,and the impact on the NAIRU should be even lower. This supports the
result that inflation can remain close tw even below the current rate as GDP growth picks up and
unemployment fal significantly.

Inflation according to the Central Bank inflation forecast will i8p&rcentin 2011 and 2012 rising

to 2.3 percentin 2013. Unemployment will, according to tlentral Bank forecast, be around 4
percentin 2013 close to the posirisis NAIRU. Statistics Iceland expects inflation to be a bit higher,
2.3 percentin 2011and 2.5 percentin 2012.

2.2.3 Monetary and exchange rate policy

The IMF programme and the troduction of temporary capital controls

Following the banking and currency crisis in 2008 and in accordance with the joint economic policy
agreed upon by the Icelandic authorities and the IMF in November 2008, the main focus of monetary
policy in theaftermath of the crisis has been to stabilise the kréna. Stabilising the currency using
conventional tools would probably have called for much higher interest rates, which would have
amplified the contraction. In the absence of controls, limited foreigthexge reserves made foreign
exchange market intervention untenable as a tool for stabilising the kréna, especially given the
sizable short term exposure of ngasidents to the kréna and the general lack of confidence in the
currency and fiscal sustainéibi. Hence, temporary capital account restrictions were imposed in
December 2008These measures were notified under article 43 of the EEA Agreemezft

November 2008An important goal of this interim objective was to create a shelter for the private
sector debt estructuring A stable exchange rate was also deemed key to bringing inflation into line
with the inflation target.The capital controls framework is reviewed every six months and all changes

*In the Central Bank of Iceland macro model QMM the NAIRU is set as 3% under normal conditions
®See S. Guichard,E. Eusticelli: Assessing the Impact of the Financial Crisis on Structural Unemployment in OECD
Countries, OECD (2010)



26

have been notified to the Joint Committee of the Extfheement and the Standing Committee of the
EFTA States.

The government approved in August 2009 a strategy for lifting capital controls proposed by the
Central Bank. In accordance with this strategy, @eamtral Bank took the first step in the removal of

the capital controls at the end of October 2009, by permitting inflows of foreign currency for new
investments and potential outflows of foreign currency that may derive from such investments in the
future. There is still uncertainty present regarding thect timing of further liberalisation of the

capital controls, but no fundamental changes will be madthtocurrent rules before March 2011

By that date, a revised strategy for lifting of controls will be approved by the government and
published. Theavised strategy is developed by the Central Bank, in cooperation with the Ministry of
Economic Affairs, Ministry of Finance and the Financial Supervisory Authority in light of market
developments and experience since the wsjtion of controls

While theremoval of the controls is a priority, it will be done gradually and appropriately sequenced

to preserve the stability of the kréna during the phase of capital account liberalisation. The key
conditions for lifting the capital controls are macroeconomabidity, including the implementation

of a credible plan for fiscal sustainability and declining inflation, a sound financial system and an
adequate level of foreign exchange reserves. Two of these conditions have been broadly met, but the
financial systenis still not fully prepared for lifting the controls.

Although capital controls have permitted a more rapid lowering of interest rates than otherwise, the
focus on exchange rate stability may have contributed to somewhat tighter monetary policy than
would be warranted by inflation prospects and the degree of slack in the economy. The scope to
soften the contraction in the real economy has thus been more limited than otherwise. As the
programme has progressed, the inflation outlook has regained more impogtin monetary policy
decisions, in accordance with the legally mandated {@mgn monetary policy regime.

Interest rate developments

At the beginning of 2009 the most important Central Bank interest rate for the development of
short-term market rates (hen the seven day collateralised lending rate) wapdi@ent At yearend
the Central Bank rate that has the greatest impact on stenrh interest rate developments (the
maximum bid rate on 28 day certificates of deposit) was p&tsent®

®The Central Bank intesérate that 5 most important in determininghort-term market rates may varyor a
long while, the Bank' -day collateral lending rate was the determinant of market rates, but séacky in
2009, the interst rate on deposit institutiongturrent accaints with the Bank and the interest on certificates
of deposit have been most important in interest rate formati&or further discussion, sédonetary Bulletin
2009/4, pp. 78 and 2123.
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TABLB: CENTRAL BANK INTERRBTES

Current 28-day CDs 7 day collateral Overnight
account (maximum) lending rate lending rates

8. Dec. 10 35 4.3 4.5 55
3. Nov. 10 4.0 5.3 5.5 7.0
22. Sep. 10 4.8 6.0 6.3 7.8
18. Aug. 10 5.5 6.8 7.0 8.5
23.Jun. 10 6.5 7.8 8.0 9.5
5. May. 10 7.0 8.3 8.5 10.0
17. Mar. 10 7.5 8.8 9.5 10.5
27. Jan. 10 8.0 9.3 9.5 11.0
10. Dec. 09 8.5 9.8 10.0 11.5
5. Nov. 09 9.0 10.3 11.0 13.0
24. Sep. 09 9.5 10.0 12.0 14.5
13. Aug. 09 9.5 G 12.0 16.0
2. Jul. 09 9.5 C 12.0 16.0
4. Jun. 09 9.5 C 12.0 16.0
7. May. 09 9.5 C 13.0 17.0
8. Apr. 09 12.5 C 15.5 19.5
19. Mar. 09 14.0 C 17.0 21.0
29. Jan. 09 18.0 C 18.0 22.0

Source: Central &k of Iceland

Monetary easing continued throughout 2010. Followihg MPCs December meeting, the current
account rate was 3.percent the maximum bid rate on 28ay certificates of deposit was 4.25
percent the severday collateralised rate was 4gercentand theovernight lending rate was 5.5
percent At the Decembemeeting the Banls interest rate corridor was narrowed by 1 percentage
point, to 2.0 percentage points, with the aim of reducing the volatility of skemrnh market rates and
moving the overnight interbank rate clast the centre of the corridor (see bk 3).

Future changes to monetary policy framework

On 20 December 2010 the Central Bank of Iceland published a report on domestic monetary policy
and submitted it to the Minister of Economic Affairs. The report summarises the Baaln

viewpoints conceting Icelants future exchange rate and monetary policy regime after the
completion of the economic programme of the Government and the IMF in 2011 and the lifting of
the capital controls. The report covers possible reforms to the framework for monetdioy frased

on inflation targeting, including how systemic foreign exchange market intervention, macro
prudential tools, and improvements in the interaction between monetary policy and fiscal policy can
contribute to enhanced economic stability. While tleport aims to provide an overview of possible
improvements, actual policy must be adapted more closely to Icelandic conditions once the future
framework has been decide@he Ministry of Economic Affairs is currently reviewing the Central
Bank's proposabi the future changes to the monetary policy framework. Some of the proposed
changes, including increased magnaudential tools, will have to be developed in line with other
reform of the financial market legislation currently under way (see chap®r 4
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2.2 4 External sector
The balance on goods and services was in a substantial deficit in the period £@I®But turned
positive towards the end of 2008 following the financial crisis. The surplus on the goods account
grew steadily in 2009 and remained positive each mont20ih0.

As in previous downturns, the deficit on the balance on goods and services building up in the period
of 20032008 was eradicated through a sharp compression of imports, stemming from a sharp
depreciation of the krona and a large contraction in dmtic demand. From March 2010 imports

have been on the rise again. In spite of this, the goods surplus for 2010 was considerably larger than
in 2009. As a result, it can be expected that once imports stabilise, they will be lower than during the
upswing beause imports as a share of GDP are now close to theitémngaverage after rising far

above that value during the prerisis years.

Export values have been rising briskly for the past few years, on the back of, amongst other things,
increasing aluminim production. Export values continued to increase somewhat in 2010 on the back
of marked improvements in terms of trade. The global recession has had a limited affect on Icelandic
export volumes. Both marine and aluminium production (the largest shaleetz#ndic exports) has

been at full capacity, and given the weak kréna the traded goods sector has been highly competitive.
Revenue from tourism has grown despite the global recession while outlays of residents have
contracted. This has contributed a gradimprovement on the service account, which turned into
surplus in 2009 for the first time since 1997. The surplus on the service account has continued to
improve in 2010The European EcondmArea continues to be Icelasdnain trading partner, with

822 percent of all exports in the first eleven months of 2010 going to EEA counsiirall decline

from the same period in 2009 when 83.2 percent of all exports when to the EEA. Imports are
somewhat more diversified, with 60.8 percent of all imports owrgjimy from the EEA in the first

eleven months of 2010 compared with 64.5 percent in the year earlier period.

The current account deficit increased enormously in the period of Z0WB, in large part due to a
substantial deficit on the income account, whigeaked at almost 2percentof GDP in 2008.
Measured deficit on the income account has remained quite large in 2009 and the first three
guarters of 2010. The deficit in the balance on income is due in large part to a negative interest
balance. This dodsowever not reflect actual flows of funds. A large share of interest expense
derives from unpaid accrued interest on the deposit money banks (DMBs) in wimglipgpceedings.

A substantial share of this interest will never actually be paid and will digafpem official statistics

on factor income when the bankruptcy proceedings for these banks are finally concluded. Therefore,
in order to gain a clearer view of future payment obligations and of actual payment flows to and
from Iceland during the periodt, is useful to consider the balance on income excluding these DMBs.
If the income account balance is adjusted for accrued income and expense of DBMs in-wmding
proceedings the deficit on the income account balance was much lower in 2009 than in t@ugre
year and has continued to decline in 2010.
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FIGURR7: BALANCE OF PAYMENAERCENT OF GDP
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Excluding accrued interest of DBMs in windiqgproceedings, the current account moved into

surplus in 2009, which increased furtharthe first three quarters of 2010. According to the latest
estimate, a surplus of percentof GDP will be registered in 2010, excluding the DMBs. Furthermore,
it should be noted that a single multinational company with headquarters in Iceland bugdimit
domestic activity account for a large part of Iceland’s net external debt. Due to the company’s
limited domestic operations, the net debt of the company should be of no consequence for Iceland’s
external debt sustainability.

It is expected that the ingoe account deficit will continue to decline in 2011, but rise again in 2012
with international interest rates gradually normalising. At the same time it is assumed that the
surplus on the goods and service account will be declining, albeit slowly, asrfestic recovery
gathers pace. The current account surplus, adjusted for accrued income and expense of DMBs in
windingup proceedings, will therefore gradually decline over the next 3 years.

2.2 5 Financial sector
The total assets of the financial systemaunted toISK7,600 m end-June 2010. Banks and savings
banks, collectively referred to as deposit institutions or deposit money banks (DMBSs), are the largest
entity in the financial system. Their assets amounted to nd&#§3,000 n, or about twotimes GDP
When Byr Savings Bank failed in April 2010, their assets were transferred to a new commercial bank,
Byr hf. With that transaction, the savings bank system contracted sharply, and kupeadhe total
assets of currently operating savings baaksounted to only about percentof total DMB assets.

" Five commercial banks and twelve savings banks are curmgmehating in Iceland. Nine other credit
institutions operate in Iceland: one investment bank, three payment card companies, two investment funds,
and two asset financing companies, as well as the Housing Financing Fund (HFFparttateortgage
creditfund.
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The assets of credit institutions other than commercial and savings banks td@K&d 45 . The
vast majority of these are Housing Financing Fund (HFF) assets.

TABLE: FINANCIAL SYSTEMS ASSETS

Bn. ISK 31.12.2009 30.06.2010
Banking system 3,910 3,994
-Commercial banks 2,573 2,796
-Savings banks 383 150
Miscellaneous credit institutions 1,194 1,145
-Housing Financing Fund 795 833
Pension funds 1,848 1,900
Insurance companies 129 137
UCITS and investment funds 200 264
Government credit funds 148 157
Total assets 7,430 7,597

Source: Central Bank of Iceland
Internal transactions not includedNon-resident entities not included

Commercial banks

Inthe autumn of 2010, there were five commercial banks operating in Ic€l@odether,

commercial banksassets constitute some g¥ercentof total DMB assets. The activities of the new
commercial banks extend mostly to domestic operations. The year 204 @heasecond full
operational year for the new commercial banks. The banjsrating results for the years were
strongly influenced by the recession and reflected great uncertainty in the aftermath of the financial
crisis. In spite of this, their combineéturn on equity in 2009 and first half of 2010 measured
between 16 and 1percent Net interest income is the barikargest income item. Other major
income items are service income net of service expense and exchange rate and trading gains on
financialoperations. In 2009 and first half of 2010, there was considerable income from the rise in
the appraised value of the loan portfolios the banks took over from their predecessors.

At the end of June 2010, the book value of the commercial baoted lending was just undelSK

2,000 . Slightly over half of the banleans are exchange radinked and about ondourth are
inflation-linked. The commercial barikeans to companies represented about pércentof total

lending, while some 2gercentof loanswere to individuals and percentto nonresidents. Since the
banks failed in the autumn of 2008, demand for new loans has been negligible. In June, the book
value of the three largest commercial banking grduptal lending amounted tdSK1,765 n,

slightly more than at the beginning of the year. At the same time, loan loss provisioning amounted to
just overlSK128 n, or about 7.3percentof total lending.

The balance of the banksredit provisioning accounts reflects loan impairment after the
establishment of the new banks. When the new banks were established, a portion of the loans from
the old banks was transferred to the new ones at a substantial discount, as it was clear that

8 The restructuring of the financial sector is discussed further in chapter 4.2.
°The five commercial banks are NBI hf., Arion Bank hf., Islandsbanki hf., MP Bank hf., and Byr hf.
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impairment would be significant and, in many cases, the liketihafdull recovery negligible. In
recent months, debts have been restructured

When the new banks were established, sizeable imbalances between faleigrminated assets

and liabilities resulted. A large majority of the old bdrdssets took the form dbreign

denominated loans, while the corresponding liabilities remained in the estates of the old banks. The
imbalance far exceeds the limits set forth in Central Bank rules and therefore increases financial
undertakingsreserve requirements. The marketrfhedging instruments is virtually nganctional in
Iceland, and the capital controls limit domestic financial undertakiagsess to foreign hedging

options. Consequently, the banks have few options for correcting the situation while confidence in
the Icelandic financial markets is limited and risk aversion is significant. Ever since the banking system
collapsed, the commercial banks have worked towards reducing their foreign currency imbalances. In
recent months, the Central Bank has sought ways tsesdse banks and savings banks temporarily

in reducing these imbalances. This will be done through eros®ncy interest rate swaps, whose
purpose is to reduce the imbalances that can be traced to ford@grominated assets generating

foreign exchangeavenues to operations. In end 2010 the Central Bank of Iceland negotiated
contracts amounting téSK48 In. In all likelihood, the Supreme Court judgments on exchange rate
linked loans will affect the book value of the imbalances between assets aniidiatienominated

in foreign currency. It can be assumed that loan contracts containingbimmling exchange rate

linkage clauses will henceforth be specified in Icelandic krénur. The book value of the imbalance will
then be reduced by an amount equivald@ntthe change, reducing the institutiGsaineed for

economic capital.

The vast majority of the commercial bahkending comes from deposits. The banather

borrowings remain limited, with the exception of a foreign currency denominategeHd bond

issted by NBI to Landsbanki islands hf. as a part of remuneration for the difference between
appropriated assets and liabilities. Consequently, the bdigkgdity risk centres in large part on the
possibility of largescale withdrawals, as well as uncertaiflows from their loan portfolios. Many
customers are in genuine financial distress, which reduces payment flows from loans and thus affects
inflows of liquid assets.

Nearly 8Qpercentof the banksdeposits are sight deposits; therefore, the banks mesprepared

for largescale withdrawals at any given time. Once investment options increase in number and risk
aversion diminishes, the banks can expect a share of their deposits to shift over to other investment
forms.Possible change in the blankeiwgmment guarantee of depositscf. official declarations

that deposits in Icelandic banks are guaranteed incfulight also affect investorghoices.

Moreover, nonresidents hold about 16ercentof commercial bank deposits, and the old banks hold
about6 percent Consequently, the banks must be prepared for the expatriation of a portion of these
deposits, with the accompanying impact on their liquidity and on foreign exchange market flows.

The Central Bank sets rules governing credit institutibepsidity. In addition to the Central Bank
rules, the Financial Supervisory Authority has demanded that the largest commercial banks hold
liquid assets equal to at least percentof all deposits and cash equivalent to at leagptEegscentof
sight deposits. Theommercial banks have met the Central Badiquidity requirements and the
Financial Supervisory Authorigyequirements for deposit payout ratios.
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The capital base of the largest commercial banking groups tottgké4D0 n as of endJune 2010,

includng subordinated loans amounting to just und8kK50 In. The capital base therefore consists

of share capital and accumulated operating revenues. The beag#al ratio, according to the

pertinent provisions of the Act on Financial Undertakings, wa&{détcentat the end of June 2010

after rising by 1.9 percentage points since the beginning of the year. At the end of June, Arion Bank,
islandsbanki, and NBI met the Financial Supervisory AuthotiBpercentminimum capital

adequacy requirement. Byr waindergoing financial restructuring but has now reached agreements
with its creditors. In November 2010, MP Bank had assessed its economic capital and was attempting
to strengthen its capital position in consultation with the Financial Supervisory Agthori

Savings banks and Housing Financing Fund

The restructuring of the savings banks has been underway for some time. The Central Bank of Iceland
was the principal creditor of five of them. This situation stems from the March 2009 collapse of
Sparisjodabanki islands (SPB), after which the Central Bank was forced to take over all savings banks
deposits with SPB. In order for the Central Bank to be able to meet those obligations, claims against
the savings banks were transferred to the CentrailBaith a decision by the Financial Supervisory
Authority on the disposal of SRBassets and liabilities.

In December 2010 the Central Bank of Iceland concluded contractual agreements concerning the
debt of five savings banks that did not meet minimurpita adequacy requirements in the wake of
the banking collapse. The savings banks in question are: Sparisjédur Bolungarvikur, Sparisjodur
Nordfjardar, Sparisjédur Svarfdeela, Sparisjédur Vestmannaeyja, and Sparisjédur bPorshafnar og
nagrennis. In additior§parisjédur Suddpingeyinga and Sparisjodur Hoféhverfinga have paid their
debts to the Central Bar{see chapter 4.2)

The Housing Financing Fim@HFF) assets totall¢8K833 n as of endJune 2010. Some $frcent

of HFFs assets are loans, which irased by $¢ercentfrom yearend 2009. At endlune 2010, the

Fund owned 739 residential properties appropriated in satisfaction of claims, as opposed to 347
properties at yearend 2009. The HFF finances mortgage lending by issuing HFF bonds. Tee Fund
bond issues totalledSKB09 n as of endJune, after increasingpercentsince the beginning of the
year. The Housing Financing Fisngpperations generated a loss of approximat&lill.7 n in the

first half of 2010. In comparison with the same period @2, net interest income fell sharply,

deposit interest on liquid assets declined, and freezing of interest payments increased. It is clear that
the HFF must increase its interest rate differential in order to cover operating expenses and
increased impairrant. In the first half of 2010, loan impairment rose in line with default ratios, which
increased from 5.percentat yearend 2009 to 6.percentat endJune 2010. The Fulsdequity

totalled ISK8.4 m as of endJune, and its capital adequacy ratio wasyah1percent down from 3
percentat yearend 2009. The Furgllongterm goal is to maintain an equity ratio over fércent

In December 2010, thieelandic parliament &lingi agreed to strengthen Fund’s equity by ISKr83 b
(see chapter 4.2).

Legal,regulatory and supervisory framework
The legal framework for the financial system is based on Iceland's membership of the European
Economic Are&Since 1999, the Financial Supervisory Authority (Fjarmalaetftirlitid, FME) has handled



33

the supervisory tasks fmerly assigned to the now disbanded Bank Inspectorate of the Central Bank
and the Insurance Supervisory Authority. The FME supervises financial undertakings and parties
operating in financial and insurance sectors, while the Central'Banle centres omversight and
prudential regulation. A Cooperation Agreement between the FME and Central Bank of Iceland is in
place. Its main aim is to clarify the responsibility of each party and the division of tasks between
them. By law, the Central Bank of Icelaetksrules for credit institutioridiquidity ratio¢ i.e., the

ratio of liquid claims to liquid liabilitiesand for their foreign exchange balance. Other prudential
regulations on financial markets are either provided for by law or adopted by the FME.

Main vulnerabilities and resilience factors

DMBs'asset quality.The assessment of the bahksd savings bankassets is still subject to
considerable uncertainty, and balance sheet mismatches remain. Uncertainty related to exchange
rate-linked items has &en reduced. The economic contraction was prolonged, and the position of
businesses and households is weak.

Funding and limited market activityDeposits are the backbone of the pastsis banksand savings
banks funding. They are usually a more reliable source of funding than-skiont borrowings in the
whole sale credit market, but some volatility due to transfers of deposits between institutions is to
be expected. Funding is now protected by the capital cdstamd by Government declarations of
guarantee. The interbank, bond, equity, and currency markets are weak. Foreign direct investment
and access to foreign credit markets remain limited.

Flaws in regulatory framework and supervisiomhe collapse revealea number of flaws in
regulatory instruments and financial supervision. Correcting them will take time. A strategy to
combat systemic risk has yet to be formulated, as has the institutional framework for such a strategy.

Economic outlookThe gvernments economic programme and monetary policy have succeeded in
stabilising the currency, brimg inflation down to target and fortifyng public sector finances. The
Treasury has taken on substantial financial burdens as a result of the collapse, but its debt is
manageable and on a downward trend. A sizable trade surplus will underpin exchange rate stability
in the years to come.

Financial system reconstructiomhe reconstruction of the financial system is well advanced. The
banks operations now centre on sengdo domestic firms, institutions, and households. The sphere
of activity of banks and savings banks is small in comparison wiitrigie levels. Nevertheless, the
size of the system does still pose significant long term risk to the economy. Hendebé& wi
necessary to streamline the financial system further, with mergers and other actions, in order to
reduce costs.

Institutional and supervisory framework and payment systenWork on improving the

international regulatory framework, as well as thatlwe EU/EEA, is underway. Corresponding
improvements will be implemented in Iceland, including more effective monitoring of systemic risk
and authorisations for mitigation action. The Financial Supervisory Authority has formulated a new
policy, and a reviewf legislation pertaining to supervisory activity and financial system stability is in
the offing. It is hoped that new core and support structure for payment intermediation will be
implemented at the end of the current year.
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Exchange ratdinked loang®

In June, the Supreme Court of Iceland ruled that two asset leasing agreements were actually loan
agreements. Because the principal, disbursed loan amount, and repayments according to the
contracts were specified in Icelandic krénur, the contracts wereidensd loan agreements in
Icelandic kronur. According to the Supreme Caurtterpretation of the Act on Interest and Price
Indexation, no38/2001, it is unlawful to link obligations in Icelandic kronur to the exchange rate of
foreign currencies. The Breme Court therefore ruled that the exchange rate linkage provisions of
the loan agreements were not binding.

In the wake of these Supreme Court judgments, disputes arose concerning whether the interest rates
specified in loan agreements with ndaindingexchange rate linkage clauses were binding. In
September 2010, the Supreme Court ruled that the interest rate provisions of the aipewified
agreements should be set aside and the general-indexed interest rate published by the Central

Bank shoulgbrevail, in accordance with the Act on Interest and Price Indexation, no. 38/2001. The
Supreme Couls$ conclusion was in line with guidelines issued by the Central Bank and the Financial
Supervisory Authority on 30 June 2010. The Supreme Court judgmatesgplicitly that loans in

foreign currency do not fall under the rules governing indexation of loans in Icelandic krénur.

In December dgislation regarding unlawfully foreigtenominated loans to Icelandic households
came into force following its enatient by parliamentThe aim is to guarantee natiscrimination
among individuals who took exchange rdittked mortgages and motor vehicle loans, irrespective of
whether the form of the loan agreement in question was deemed unlawful or not. An estimated
37,000 households have exchange Hitiked loans. As a result of the Supreme Court ruling,
householdsdebt may decline bySK40-50 In in nominal terms, but uncertainty about the values of
exchange ratdinked loans to households has been eliminated far thost part. The law contains a
general provision stating that, if an agreement has been reached concerning unlawful interest or
indexation, both shall be reviewed, and the interest at any given time shall be equal to the interest
rate published by the Céral Bank in accordance with Act no. 38/2001, with reference to the lowest
non-indexed or indexed interest rate on new loans granted by credit institutions. According to the
law, this interest shall be calculated from the date the monetary claim was esdtedl This

eliminates the uncertainty concerning the interest rate on unlawful exchangelirdted loan
agreements. Significant uncertainty concerning the legality of exchangdim&eal loans to legal
entities remains, but previous Supreme Court ruisgt floor under the possible impact to the
bank’s balance sheet.

All of Icelants financial undertakings have concluded a large number of exchangtniegd loan
agreements, and a variety of contract forms have been used. Based on the results ahgexaryt

work done by the Central Bank and the Financial Supervisory Authority the impact of the above on
the three largest commercial barilcapital ratios is manageable. The impact on the capital ratios of
smaller financial companies could be greaterhaitgh the financial system as a whole would not be
threatened.

10 Exchange ratéinked loans and their classification were discusisel@ngth in Financial Stability 2010/2,
published by the Central Bank of Iceland in November 2010-2118
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3. Public Finance

3.1 General government balance and debt

3.1.1 Policy Strategy and mediuterm objectives
Government finances were hit hard by direct costs from the financial drislsding recapitalization
of the Central Bank and commercial banks, and a sharp fall in revenue and rising expenditures during
the recession. To counter the rapidly deteriorating fiscal stance, the Minister of Finance presented to
Althingi amediumterm fiscal programmédor the central government that outlines a return to a
primary surplus by 2011 and an overall surplus in 26 Tisprogrammeis considered
cornerstone of the governmerlst economic policy according to the 2088alition ayreement

FIGUWREL8: CENTRAL GOVERNMENCOME BALANCEERCENJF GDP
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Figure 18 shows the breakdown of the fiscal expenditures caused by the financial crisis. It includes
the estimated general government deficit until 2013 and the estimaest of the proposed Icesave
agreement.

 An updated programme was published alongside the 2011 budget.
12 Irregular items such as the sale of Landsiminn (2@B) Jost claims (2008hd the sale prafs from the
Avens deal is not includedfigures 1 and 2.
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FIGURERS: BREAKDOWRNF THE FISCAL EXPENBE DUE TO THE BMWG CRISIS
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The fiscal path has been a central commitment in Icéiondoperation with the International
Monetary FundIMF) The governmeris Letters ofIntent underline the governmerg intentionto
use the central government finances and a stricter fiscal fraank for the local government®
move the general government balance back into surplus on a similar time path asntinel c
government balancel hiscommitmenthas beermanifested in thebudgets for2010 and 2014And
updatesto the mediumterm fiscal programme. The speedthé adjustment is broadly similar to
that experienced by the Nordic countries in the 1980s and)$3hd based on Icelaisdown
substantial fisal adjustment in the 1990s. The commitmeésitfront loaded, with the larga share of
the burden falling on 2010 and 2011.

FIGURERO: GENERAL GOVERNMERIMARY BALANCEERCENJIF GDP
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The fiscal path will pave the way for declining government debt. Over the medium government

debt is to fall below the current Maastricht ceiling of 60 percent of GDP. In thetdong however,
government debt needs to decrease further as statid bbw debt is extremely important to ensure
economic stability for a small economy in such a volatile environment. As government debt has risen
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rapidly in the current crisis, debt management has also been strengthened substantially with
increased resours and more transparency, including through a debt management strategy
published in early 2011.

Central government debt has risen from approximately ISK 311 billion in 2007 to about ISKn1,285 b
at theend of 2010. This is equivalent to p8rcentof GDPGovernment debt will gradually be

reduced below 7(@ercentof GDP by yeagnd 2014. The net debt is 4&rcentof GDP at the end of
2010 and is expected to be reduced to approximatelp&fentof GDP by yeaend 2014. Cash at

hand and receivables are suécted from gross debt toalculate net debt. Cash position and
receivables amounted to ISK 644 billion at the end of 2010.

FIGURR1: CENTRAL GOVERNMEMBD
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Operational conditions for municipalities are also challenging as revenues have decreased while
expenditure has risen as demand for social services has incredsed debt and liabilities of
municipalities (Apart) at end-2010 amounted to 14.7 percenf GDP but 9.2 percent excluding
liabilities and shorterm debt. Fnancial assets of municipalities-part) amounted to 9 percent of
GDPat end-2010 and haveontractedsteadily in recent years.
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FIGUREZ2: LOCAL GOVERNMENT DEBBID LIABILITIES
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The government's goal ie defend the Nordic welfare model during the adjustment period by
preserving the key components of the welfare system and utilizing government finemeesn the
burdens resulting from the recession. Automatic stabilizers were therefore allowed to ofatigte

in 2009 while revenue measures took most of the burden in 20bGhe other handthe 2011
budget puts increased burden on expenditure measupesting on balance a slightly more emphasis
on expenditure measures over the whole adjustment periextensive consultatiobetween the
government andhe social partnerdas takerplace to form broad consensus abdbe foundations
underlying the fiscal adjustmeépath. Broad support for the overall objectives of the fiscal policy is
of fundamental importance tenaure successful implementation adstainable public financda

the future. The fiscal programme is not expected to be affected by the Copenhagaiacias
economic policy has long been guided by Icelaniembership of OECD and the Eurp&conomic
Area since 1994

3.1.2 Actual balances and medium term perspectives

Central government

The governmens mediumterm fiscal programme foresees a fronailled improvement in the
primary balance of an average c#i®ercentof GDP annually from 2010 to 20T3uring this period
the central government primary balance Wi transformedrom a deficit ofaround 5percentof

GDP in 200%according to Statisticlceland national accounts, approximately 5.5ercentsurplus

in 2013. The total turnaround in the primary balartheoughout the programme perios 14.4
percent of GDP when compared with the situation in 2@09 when the primary deficit was
expectedto reach 9 percent of GDP before the government enacted its first budgetary measures.

The share of central government revenue to GDP is to increase fronp@&&@ntat mid-2009 to
29.9percentof GDP by 2018ue to theimproved economic situation angbscific tax measures
detailed below. The share of primary expenditure to GDP is to fall fromp&Bceéntto 24.5percent
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during the same period. Of the total adjustmehtLILINR E A i6to éofé fiomriding revenue and
W by reduced expendituréNet interest costs are estimated at ISK 52.7 bn in 208t.interest costs
are expected to rissomewhat in 2012 before decreasing slightly in 2013 and 2014.

Medium-term fiscal programmes are subject to extensive uncertainties, not Inasicha delicate
macrceconomic environment. Revenue and expenditure measures are therefore under constant
revision toensurethe required adjustmentargetsset out in the programme.

2010 results

Thecentral governmernit primary balance is expected to have improved lpgrtert of GDP on
accrualbasisin 2010compared with the 2009 results, excluding ISK 17.5 bradhand irregular

income resulting from the soalled Avens AgreemeritGovernment revenue regained strength in

late 2010 after underperformance for most of the year according to monthly cash data (see figure
below). Expenditures were also lower than forecast, mostly due to less unemployment than forecast,
thus allowing folover-performancein cash terms for 2010. Even though the budget process is based
on accrual accounting, the IMF programme progress is measured on cash basis. Monthly reliable cash
numbers also assist the government in reacting swiftly when actual outconfes fdifm budget
forecastsFigure 23isplays accumulated central government revenue 2010 (excluding Avens) as a
percentage departure from budget forecast.

FIGURE3: ACCUMULATED CENTRAL, REV2010 PERCENDEPARTURE FROM BUDGERACAST
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¥ The Central Bank of Iceland, on behalf of the Treasury, sold Housing Financing Fund (HFF) bonds owned by
the Treasury to 26 pension funds in May 2010. The Treasury and the (@attaacquid the bonds following
Landsbanki'sollapse and with agreements with Banque centrale du Luxembourg and the liquidator of
Landsbanki Luxembourg on 18 May 2010. The total nominal value of the bonds is ISK 90.2 bn, and the sale is
made with theaim of expanding the foreign exchange reserves. Furthermore, it reduces the Treasetry
foreign-denominated debt, which had increased because of the financing of the aforementioned purchase.
According to the agreement, the pension funds will sell foreigsets and pay for the bonds in euros, remitting

a total of EUR 549 million. This transaction increases the Central Bank of leétaiaiyn exchange reserves by

ISK 82 bn (512 million euros), or by 17 percent.
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2011

Thegovernmentbudget foresees a primary surplus in 2011 offiegcentof GDP, or ISK 15.4 bn on
accrualbasis. This implies an improvement in the primary balance gb&.&ntof GDP. The
outcome on cash basis is slightly lower at @eBcentof GDP, or ISK 5.2 bn. The 2011 budgetary
measures are estimated at ISK 44 bn, with % on the expenditure side and % on the incofseeside
further chapter3.1).

TABLE: CENTRAL GOVERNMERTIMIATED INCOME BAIGE ON ACCRU BASIS, 2012014

Estimation  Budget Forecast
In billions of ISK 2010 2011 2012 2013 2014
Total revenue 477.7 472.5 533.2 599.4 629.3
Total expenditure 564.6 509.8 526.8 550.5 579.9
Balance -86.9 -37.3 6.4 48.9 49.4
Interest income 27.7 20.9 225 29.4 32.3
Interest expenditure 70.4 73.6 78.8 83.5 86.4
Primary balance -44.2 15.4 62.7 103.0 103.5
Percentage of GDP
Total revenue 30.7 29.0 30.9 32.8 325
Total expenditure 36.3 31.3 30.5 30.2 30.0
Balance -5.6 -2.3 0.4 2.7 2.6
Primary balance -2.8 0.9 3.6 5.6 5.4

Sources: The Ministry of Finance and the Ministry of Economic Affairs

Table5 shows the expected central government outcome on accrual basis. It includes the necessary
measures tensurefiscal developments in line with the programme outlined in the governrsent
Letters ofIntent to the International Monetary Fund.

20122013

The mediuraerm fiscal programme foresees a positive overall balance by 2012 andplus of 2.6
and 2.7 percenbf GDP in 2013 and 2014, respectivélye expected interest costs from the
proposed Icesave agreement are excluded from these calculationsuigber the section on
contingent liabilitiesn chapter3.2.1).

The primary balance is to improve by pércentof GDP in 2012 andrcentin 2013. The medium
term programme foresees a primary surplus of pecentof GDP in 2013 (Bercenton cash basis)
and an overall surplus of 2pércentof GDP. From that point onward, the current programme
foreseesa continued surplus of a similar magnitude. This should set central government debt on a
continuous downward path, thus allowing for decreasing interest rate costs.

The mediuraerm projections entail rising government income in 284?14 largely due tgoositive
effects of economic growth, including rising private consumption. The rate of prireagyueto
GDP is expected to grow by Jhércent pointsrom 2010 to 2014 when the rate will stand at 30.9
percent Primary expenditure is expected to decredseing the same period by 6fBrcentpoints
of GDP, largely due to a #@rcentfall in unemployment benefits as well as strong expenditure
restraintin other areas.
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Revenue measures

Thegovernment introduced itéirst revenue measures at the end of 2008. Further changes were
approved bythe Althingiin May and June 2009 to support the goals set out in the medam
fiscalprogrammeand Letters of IntentThe revenue measures includeshtporary and permanent
measuresthat allowed for an oveperformance of the 2009 budget. The mahrust for the fiscal
adjustment in the 2010 budget was again on the revenue side. Even though the adjustment in 2011
will largely be on the expenditure side, negwenue measures fdhe year 02011 are expected to
result in increased income of ISK 11 bn, leathegentral government tax revenue at around 27
percentof GDP in 2010 and 2011.

TABLEB: CENTRAL GOVERNMERYERNUES, 2012014

Accrual accountingbn.ISK in 2011 2012 2013 2014

current prices

Total revenue 472.5 533.2 599.4 629.3
Tax revenue 434.4 499.6 558.7 585.3
Interest revenue 20.9 22.5 29.4 32.3
Primary revenue 451.6 510.7 570.0 597.0

Tax revenue as % of GDP 26.7 28.9 30.6 30.3

Primary revenue as % of GDP  27.7 29.6 31.2 30.9

Source: The Ministry of Finance

Even though increased economic activity will lead to rising government revenue during the
programme period, extensive revenue measures have been, and continue to be, required for the
mediumterm fiscal strategy to succee@lable7 showsthe effects of the revenue measures for 2609
2011.
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TABLE: EFFECTS OF INCOMETRRAINT MEASURES

Accrual accounting, bn.ISK current prices 2009 2010 2011
Higher income tax rates 10.8 14.7 21.9
Higher social securitgontribution 6.0 24.4 255
Excise taxes in ISK amounts and user fees 6.5 12.0 12.8
Increase in the higher VAT rate - 4.0 4.3
New netwealth tax and higher inheritance tax - 3.5 6.2
New environmental and resource taxes - 4.7 6.7
Other 0.4 4.6 4.6
Total excluding effects of pension prepayment 23.7 67.9 82.0
Prepayment of personal pension plans 5.3 4.8 3.9
Total including effects of pensh prepayment 29.0 72.7 85.9

Source: The Ministry of Finance

The revenue strategy for 2012 to 2014 relies on unchanged tax measure throughout the period, i.e.
that temporary measures will remain unchanged or that new and equal measures will replace those
that expire. Social security contributions will also remaichanged throughout the period.

Moreover, taxes that are based on a certain krona amount will be adjusted annually to inflation.

Increased tax revenue depends of course on economic developments. As presented in chapter 2, the
budget macreconomicassumptims are derived from a forecast developed by an independent office
within Statistics Iceland. According to the forecast, growth will resume in 2011. Moreover, the wage
share of factor income is set to rise in addition to rising share of private consunipt®DP. Both of

these developments will lead to rising tax revenue given unchanged tax rules. If the economic
recovery proves less robust than currently forecast, the government is determined to align the
strategy in light of neveircumstancesFurther rediction inspending could therefore be needed if

the government revenue does not raise the economic growth rebounds
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Bn.ISK Estimation Estimation Budget Budget
2010 2010 2011 2011
Accruals Cash Accruals Cash
Tax income 421.030 401.167 434.382 416.416
Taxes on personal income and profits 119.200 115.000 114.000 110.000
Taxes on corporate income and profits 21.500 17.500 26.400 22.000
Socialsecurity taxes 62.332 59.153 64.572 62.056
Net wealth tax 8.402 7.932 10.658 10.068
Value added tax 126.900 122.000 132.000 126.700
Other taxes on goods and services 68.289 65.924 72.368 71.810
Other taxes 14.407 13.658 14.384 13.781
Other current revenue 35.154 35.433 29.778 29.688
Dividends and rental income 1.179 1.179 2.226 2.226
Interest income and other property income  27.628 27.908 20.867 20.777
Other 6.347 6.346 6.685 6.685
Asset sales 19.800 19.800 600 600
Cost sharing transfers 1.708 1.709 7.704 7.704
Total income 477.692 458.109 472.464 472.464
% of GDP
Tax income 27.1 25.8 26.7 25.6
Taxes on personal income and profits 7.7 7.4 7.0 6.8
Taxes on corporate income arptofits 1.4 11 1.6 14
Social security taxes 4.0 3.8 4.0 3.8
Net wealth tax 0.5 0.5 0.7 0.6
Value added tax 8.2 7.8 8.1 7.8
Other taxes on goods and services 4.4 4.2 4.4 4.4
Other taxes 0.9 0.9 0.9 0.8

Source: The Ministry of Finance
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The revenue measurese mainlybasedon eight categories:

1. Higher income taxesThe personal income tax rate was increabgd..35 percent points at
the beginning of 2009. The personal tax credit was increased pgr2éntat the same time,
thus raising e tax exempt rate substantially. In 909, a temporary higincome tax was
levied on personal and interest income above a certain limit for the remainder of the year.
At the beginning of 2010, a tax exempt bracket was introduced into the capitay$tens
and the tax rate increased from 10 to p8rcent.The personal income tax system was
transformed at the same time with the new personal income tax brackets rejagthe
previous singldracket systemThe personal tax credit waasoincreased bySK 24,000 a
yearto ISK 530,46@While the previous indexation of the credit was abolished. In 2011, the
capital and corporate income tax rates were increased from 18 fpe2€ent

2. Increased social security contributio:hecontribution to thesocialprotectionwas
increased byL.65 percent points in mi@009 and a furtheto 1.66 percent points at the
beginning of 2010. T& decisiorwas,in part, takento fund unemployment benefit
expendituredue torapidly risingunemployment ratgsee chapter 8).

3. Increased excise taxes and user feEscise taxes on fuels, alcohol and tobacco teaen
raisedin three steps since December 206%st, the &cise taxes were increased at the
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beginning of 2011 by gercentto keep the real value unchangétiSecondtobacco taxes
were increased by 3 percentage points. Moreover, special excise taxes were levied on duty
free sales of alcohol and tobacco at airports pedcentof the normal excise tax for alcohol
and 40percentof the tax on tobacco. Some of these taxghich are levied as a kréna
amount rather than a percentage rate, had remained unchanged for a number of years prior
to the crisis. Their real value had therefore declined substantially. A special tax on products
with highsugar content was also introdad in the fall of 2009n addition, anumber of
service fees were raised at the beginning of 201 largest revenue impact comes from
highercourt fees.

4. Rise in the higher VAT brackeékhe higher VAT bracket wesisedfrom 24.5 to 25.5ercent
at the beginning of 2010. Furtheéax changeshave been studiedncludingbroadening of the
tax base and a new middle tax bracket. Tax income from the higher VAT rate is expected
increase the government revenusy ISK 4 bn annually.

5. New netwealth tax. A new temporary 1.2percentnet-wealth tax wasmposedon assets
above ISK 90 m for individuals and ISK 120 m for coapthe beginning of 2010. The tax
rate was increased to 1fercentfor 2011 and the asset ceiling for lowered to ISKn/for
individuals and ISK 100 m for couples. The tax is set to expire in 2012. Offsetting revenue
measuresare beingconsidered The inheritance tax was also raised from 5 tqp&fcentat
the beginning of 2011.

6. New environmental and resource taxeé.carbon tax on liquid fuelanda resource tax
(energy tax) on electricity and hot waterere imposed in the 2010 budgd®reviously, the
carbon tax was based on price of emission permissions on the EU ETS. The tax was 50
percentof the EU ETS price for BDbut increased to 7%ercentin 2011. These tax measures
are set to expire at the end of 2012. Taxation of automobiles waschkagedn 2011 to
reflect the carbon footprint. Thesabovementionedamendments are not expected ttave
significant effecon government revenue.

7. A new bank taxIn line with developments in number of neighbouring countriesew tax
on banks liabilitieswasintroduced at the beginning of 2011. The tax is consistent with
2LJ0A2ya& ARSYUAFTASR Ay LaC wnanmn a! CFAN YR
The tax is to return ISK 1 bn annualhd will berevised during 2011 in light of further
international developments and experience.

' Due to lower than expected inflation in 2010, these taxes increase slightly in real terms.
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TABLBE: MAIN TAX CHANGES2011

Adoption Measure Before After
Capital income tax 1.1.2011 2% 18.0% 20.0%
Corporate income tax 1.1.2011 2% 18.0% 20.0%
Inheritance tax 1.1.2011 5% 5.0% 10.0%
Net wealth tax 1.1.2011 0.25% 1.25% 1.50%
Excise tax on alcohol in duty free 1.1.2011 10% of normal excise duty
Excise tax on tobacco in duty free 1.1.2011 40% of normal excise duty
Excise tax on tobacco 1.1.2011 3% Number of categories
Carbontax on gas and diesel fuel 1.1.2011 ISK 1.45 ISK 2.90 ISK 4.35
Carbon tax on petrol 1.1.2011 ISK 1.20 ISK 2.60 ISK 3.80
Carlon tax on jet and airplane fuel 1.1.2011 ISK 1.40 ISK 2.70 ISK 4.10
Carbon tax on fuel oil 1.1.2011 ISK 1.75 ISK 3.60 ISK 5.35
Automobile tax 1.1.2011 New reference for carbon emission
Excise tax on vehicles 1.1.2011 New reference for carbon emission
Bank tax 1.1.2011 0.041% 0.000% 0.041%

The table presents the maitax changes in the 2011. It does niviclude the 4% increase in excise
taxesintended to secure unchanged real value of kréna amount taggen though inflation was
below the forecast.

Source: The Ministry of Finance
Thesetax measures are expected to return the central governti&K 8 biin revenue during 2011

TABLHAO: THE EFFECTS OF ZDAX MEASURES

Accruals, bn.ISK

Capital gains tax 15
Corporate income tax 0.5
Inheritance tax 1.0
Net wealth tax 15
Excise tax on tobacco and alcohol i3
Carbon tax 1.0
Automobile tax 0.2
Bank tax 1.0
Total excluding effects of pension payments 8.0
Extended permission for pension withdrawals 3.0
Total including tax withdrawals 11.0

Source: The Ministry of Finance

8. Taxation of personal pension plan prepaymerithe Althingi authorised temporary
permission for peopléefore the age 060 to withdrawal from third pillar private pension
schemes in 200@ee further the section of the private pension schermaederchapier 2.4).
Personalncome tax from the private pensi@themegeturned ISK 3.6 bn in 2009 and ISK 5
bn in 2010. A further ISK 3 bn is expedi@deturn in 0of2011. It should howevdre noted, ,
that this measure isot a new revenue measure but rather amer-temporal transfer of tax
revenue to the present from the future date when the pension plans would have been paid
out (see further discussion on macroeconomic implicationshiapter?2).

Further amendments have been made to the tax system to spuiain sectors. Thdeductibility of

VAT on work related to renovation and maintenance of housing has been increased and a special tax
deduction for the same purpose been introduced. The tax code was also amended in 2010 to assist
further research and development as is presented in chagte
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Expenditure measures

Thelargest share of the expenditure measures under the mediemm programme take place in

2010 and 2011Previously announced expenditure increases walsoretracted in 2009in addition

to general expenditure restraint deip automatic stabilizers being allowed to work fully to reduce

the effects of the crisisAccording to the mediurterm fiscal framework, the central governmest

primary expenditure will stand at ISK 378.6 bn in 201iis amounéxcludescertain irregula

expenditures, estimated at ISK 132.4 bn for 2011, that are not a part of regular operations and can be
expected to fluctuate substantially between yeagee Table 11From 2012 to 2014, primary

expenditure is allowed to grow by percentof GDP annubj.

TABLEL IRREGULAR ITEMSDANOTAL EXPENDITURRAME

Bn.ISKn current prices Budget Programme

2011 2012 2013 2014
Total expenditure 509.8 526.8 550.5 579.9
Irregular expenditure
Pension expenditure 5.4 5.5 5.7 5.8
Governments capital gains tax 2.2 2.4 2.4 25
Tax write-offs 10.0 10.0 10.0 10.0
Unemployment 23.0 19.0 15.9 15.4
Local governments equalization func 13.8 12.9 14.1 14.8
Government guarantees 3.1 3.1 3.1 3.1
Lost claims and benefits 0.1 0.1 0.1 0.1
Interest costs 73.6 78.8 83.5 86.4
Total irregular expenditure 131.2 131.8 134.8 138.1
Expenditure frames 378.6 395.0 415.7 441.8

Source Ministry of Finance

The governmens mediumterm fiscal programme presents expenditure developmertsording to
economic activity, divided between current expenditure, interest, transfer payments, maintenance
and capital expenditure. The programmein part based on demographic assumption and of
planned changes to ministry expendituremmitments, iter alia according to expenditure on
temporary projects, foreseeable weaknesses anévaluation of the main calculatl and structural
expenditures.

The mediurterm fiscal programme calls for government wage restraint in addition to tteels
percentcut in public officials salaries in 2009. Wages of government employees are expected to grow
by 2percentannually from 2012 while transfer payments are set to increase in line with inflation.
Unemployment expenditure is to develop in line with the Statsstaeland economic forecast.

Interest coss dependon composition of the debt stogknd interest rate categories.

Most other current expenditure, own income and transfer payments are set to rise in line with
inflation. The programme assumes an annupé&entstructural increase in child benefits and a 4
percentincrease in the interest rate rebate. In addition, a special government programme was
announced in December 2010 to continue the ISK 2 bn temporary interest rate rebate from 2009
2010 (as a panf the household debt restructuring strategy seteapter 41). No additional real
increases are planned apart from cost from demographic devedoyisrelated to rising old age
disability benefits and rising cost of medication. Other demand pressuresdinglrising number of
students, will have to be offset with other expenditure. In accordance with the improved fiscal
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framework, the mediurrterm fiscal programme includes ISK 5 bn undefined expendihizh is to
offset changes in the price level andaxpectedbut unavoidable commitments that may come due
each year.

Expenditure measures for 2010

Expenditures were reduced by ISK 43.8 biméngovernment budget2010 compared with the 2009
budget. This equals a decrease of Berfcentyearon-year, excluding int&st expenditure and
irregular items such as tax writdfs and pension fund liabilities. The improvement is partially due to
annual effects of measuregbat werefirst introduced in 2009Thenew measures are estimated at
ISK36 bn Restraint on wage and benefit increases preventedadditionallSK 11 bn expenditure
increase thatvould otherwise have taken place. Total expenditure measures and effects of this
expenditure restraint are estimated to have cut expenditure by altof ISK 55 bn. The slight over
performance in primary expenditure during 2010, the final numbers for the budget outcome will
likely shav an even larger improvement.

TABLE2: EXPENDITUREEASURES, 202910

Accruals bn.ISK Reduction Turnover Reduction
2010 2009 %
Current expenditure -14.0 198.9 -7.0%
Transfer payments -15.9 206.0 -7.7%
Investment and maintenance -13.9 43.7 -31.8%
Total -43.8 448.6 -9.8%

Source Ministry of Finance

Current expenditure was reduced ByK 14 bn in 2010, with @rcentcut in the cost of the
administration and supervisory institutionsp@rcentcut in education and a percentreduction in
cost of health care facilities and institutions thabvide servicefor handicapped.

Transfempayments were reduced by ISK 15.8 bn through changes to the benefit system, reduced
development assistance and a cut in various grants. The largest cost saving measure was an ISK 4.4
bn cut in pension payments, by among other things, increased meansgébgnefits to those with

the lowest income were not cut). Health insurance cost was also cut by ISK 3.6 bn by revising
government participation in medication costs and less specialist services. Payments for parental
leave were cut by a total of ISK 1.6Hpnlowering the maximum payment and increased means

testing.

Maintenance and capital expenditure was cut by ISK 13.9 bn, thereof ISK 12.3 bn in reduced
investment in roads. After these cuts, government investment is expectédlltm 1.4 percentof
GLP after an average expenditure of Jhércentof GDP for most of the previous decade.

Expenditure measures for 2011

A total of ISK 33 bn in new expenditure measures are to be carried out in 2011. Thereof, ISK 28 bn
comes from new measures while ISK 5 blh@@me from cuts in expenditure that would otherwise
have taken place. Irregular items, such as interest payments and pension liabilities are excluded.
Health insurance cost is reduced by onlye3centwhile expenditure on social services, secondary
education and law enforcement is reduced byp&rcent Most other expenditures are cut by 9

percent The measurem 2011are based onhree main categories:
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1. No increases in government wage costs or reference amounts for the main benefit and grant
categories. These actiomsll reduce costs by ISK 5 bn compared with original medanm
fiscal programme.

2. Expenditure cuts in certain large categories will resutavings of ISK 10 bn. ThefidSK 3
bn will bespenton road construction.

3. Expenditure related to parental leawdll alsobe cut in addition to cuts in the child benefit
scheme through increased means testing.

TABLE3: EXPEDITURBMEASURES, 202011

Accruals, bn.ISK current Reduction Turnover Reduction
prices 2011 2010 %
Current expenditure -12.7 204.8 -6.2%
Transfer payments -11.4 2115 -5.4%
Investment and maintenance -3.9 27.7 -14.1%
Total -28.0 444.0 -6.3%

Source Ministry of Finance

In light of the deteriorating economic situation, the government has announced addisapport to
the economy with a moderate amourdf spending on higheturn road infrastructure projes The
projectwill be financedhrough user fees. The total cost of the projects is estimated at Re?&ent
of GDP, or 36 bn, during the 202015 and isestimated to have a high internal rate of return in
international comparison (see furthehapter3.3).

Medium-term expendituremeasures

Extensive restructuring of the governméninstitutional structure is expected to result in a large part
of the required expenditure cuts over the medium term. This includes the reduction of the number of
ministries from 12 to 9 and alignment ivfstitutions accordingly. These measures are to result in
savings of at least 5 to Jercentfrom improved efftiency of spending.

Net interest cost

The central government received net interest income from 2006 until 2008. The collapse of the
financial gstem and the current recession have led to a sharp revision, with net interest cost
amounting to ISK 40 bn in 2009. Net irgstrcost is expected at between ISK 47 bn and ISK 56 bn
annually until 2014.

Interest cost for 2010 was close to ISK 43 bn, Ilyd&K 16 bn lower than expected in the budget.

First, interest on issued government paper has been lower than expectbe atset despite

extensive issuances. Second, less was drawn on committed external bilateral financing than initially
planned. Thid, the ISK 270 bhond issued to the Central Bank was reduced by ISK 134 bn at the end
of 2009 with the Central Bank buying claims overtaken by the government at the end of 2008. Local
government net interest cost was also negative byll8n as local government debt has risen
sharply following the crisis as discussedhapter3.1.

The 2011 net interest cost is expectiedreachlSK 52.7bn, or around ISK 10Higher than the
outcome in the year of 2010nterest income is expected talf by ISK 7 bn while interest cost is
expectedto rise by ISK 3 bn. The rising interest cost is largely the result of increased government
bond issuances and further draslown on committed external financing. Intmst cost related to the
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refinancing of tle commercial banks should fall as theerehce rate on those bonds will fall further.
Lower interests will reduce interest income. A draw down of ISK 20 bn from the goverament
accounts in the Central Bank will also reduce interest income.

Tablell shows how net interest cost is expected to grow in 2012 before it starts a gradual decline.
This development is based on success of the medarm fiscal programme. Higher intest rates

are forecast to offset that improvement to some extent. Around8DQpercentof interest payments

are due to domestic commitments.

Local and General Government

Substamial effort is required from both central and local governments to secure the required
improvement in general government finances. The fiscal tightenasglargely been borne by the
central govermentwhile local government finances have been allowed to remain relatively
unchanged. Going forward, however, the local government sector will need to shoulder a larger
share of the burden.

Local government fances have been hit hard by the financial crisis, even though the effects have
been much milder than on the central government. Local government income fell pgré&ntin

real terms between 2007 and 2009 after having risen substantially in the precgeting, Real
expenditure decreased also in 2009 after having risen in line with rising real income from 2005. The
central government real expenditure decreased byp2Bcentin 2009 after having increased
substantially in 2008 due to costs related to then@al Bank refinancing. Central government

income fell in real terms by 2dercentin 2009. Both levels of government have therefore

experienced a large fall in incomehich the central government has countered by rising tax income
and lower expenditurelLocal governments have on the other hand largely had to rely on expenditure
cuts, even though certain local governments had some room for increasing tax rates and service fees.
The central government has therefore borne the majority of the burden fronfitreacial crisis, not

least through rising interest income and a large increase in unemployment benefits.
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FIGURR4: LOCAL GOVERNMENTANICES, PERCENT OP GD
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Local government revenue has fallen by 1.8 percent points from 26614s expected to have been
12.4percentof GDP in 2010. Local government expenditure is expected to have decreased by 0.7
percent points during the same period to 12&rcentof GDP in 2010. Local governments recorded a
deficit of 0.4percentof GDPand the primary deficit was 0.@ercentof GDP Investment represented

10 percentof local government expenditure in 2009. This is a sharp turnaround from therisie

years of 2006008 when this level reached p&rcent The share of investment fell thier to 6.8
percentin 2010.

Icelandic local governments play a larger role on average than theis pathin the OECPountries,
due to their relative fiscal autonomgndvolatile revenue posts. To reduce risk, imprdve
coordination and ease the requileburden sharing the central and local governments have been
working on improving the local government fiscal framework as is explained in chapter 3.5.

The local governments primary and overall balances are set to improve in the coming years in
accordancewith the targets set out in economic programme with the IMF. Local government
revenue is set to remain nearly unchanged from the current |éweerms of GDRf certain changes
to the division of labour between the two government levels are exclud@ieére is not a large scope
when it comes to@venue measurefor local governments which means that overall, performance
on the income balance will have to take place on the expenditure side.
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FIGURES5: GENERAL GOVERNMHENNANCES, PERCENTGOP
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3.1.3 Structural balance
Following the financial crisis, a systematic analysis of the structural balance has not been presented
by Icelandic authorities. In the previous methodology the structural balance was approximated with
an estimation of income and expenditure sensitivity towards the output gap. The income business
cyclefactor was obtained by rectifying real income with the busirggde by using tax income
elasticity towards the businesg/cle. The expenditure businesgclefactor is on the other hand
obtained by adjusting total expenditure with the businesgle for the difference between measured
unemployment and NAIRU.

With the benefits of hindsight, it is obvious that the methodology and parameter values used in thi
exercise greatly overestimated the structural component given an artificial confidence of the fiscal
stance in the run up to the crisis.

Icelandic authorities are now considering a revised methodology in order to improve fiscal analysis
and intend to drav on international experience in this regard as many other economies are faced
with similar issues.

3.1.4Debt levels and developments

3.1.4.1Institutional Structure
The Act on the National Debt Management (no. 43/1@8h amendnents) stipuktes thatthe
Ministry of Financés responsible for and implements debt management and State guarantees. The
Act also gives the responsibility of liability management to the Ministry of Finance, which in turn has
made an agreement with the Central Bank of Icelandie provision of advice and the execution of
GKS ¢NBIFadaNE4Ya RSoO6G YIFylFr3aSySyidio ¢KS FaINBSYSy

Sy

Y2YSGOFINE LRftAOE KFAa y2 AYLIOG 2y (GKS ¢NBI adz2NEQa
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Agreement with the Central Bank of Iaaid

The Ministry of Finance has made an agreement with the Central Bank of Iceland on the provision of

advice and the implementation of Treasury debt management. The purpose of this Agreement is to
promote a more economical, efficient and effective debt adstnation for the Treasury, based on

GKS aAyAadNR 2F CAYylIyOSQa RSold YIFIyF3aSYSyid adNI GS

The Government Debt Unit within the Central Bank of Iceland administers debt affairs and debt
implementation in accordance with guidelines set by the Minisfrizinance This Unitis responsible

for ensuring that borrowing and liability management are in harmony with the policies set by the
Ministry. It handles the regular disclosure of information on the Treasury's domestic and foreign loan
stock to market participats, and publishes information on auction days and planned volume of
issuance for the year on the basis of the Government's estimated borrowing requirement. It also
issues press releases on behalf of the Ministry of Finance.

Debt Management Consultative Camittee

The Minister of Finance appoints a Consultative Committee on Debt Management, which comprises
representatives from the Ministry and the Central Bank of Iceldih@éCommittee acts as a forum

for the exchange of opinions on the position and prospegftfinancial markets, and the Treasury's

debt management and borrowing plans, both domestically and abrbatiouldalsointend to

facilitate enhancements to the domestic credit market, where necessary.

The committee submits proposals to the Ministérinance concerning the form of individual series

of government securities, maturities, size, proposed markaking auction arrangementand

ONRGSNRI F2NJ 6KS NRal YI yl JrBdorSegtit and ifiterniaio®al ¢ NB | & dzNB
markets.Furthemore, K S 02 YYAGGiSS RA&a0dzaasSa IyR LINROS&aasSa
Calendar for the domestic and international markets. The calendar specifies the volume of issuance

for the year, issuance dates and the measures that are being envisaged foetiemarket that

year. The calendar needs to be endorsed by the Ministry of Finance and is later announced to market
participants.

3.1.4.2Guidelines for debt management
ThecSY G NI f F2OSNYYSyiQa 20SNIff YIFEAY RSo0G YIFyl3aSys

1. Tog/adzNE (GKIFG GKS 32 @3SNY YSy (i atiors Arg rhey aDthégdst y SSRa |
possible cost over the medium to lotgrm, consistent with a prudent degree of risk;

2. ¢2 SadlrofArak | &adzadlAylrofS RS0l aSNIAOS- LINRPFAC
term payment capacity;

3. To promote the maintenance and further development of efficient primary and secondary
markets for domestic government securities;

4, Tobrd RSy (KS 3JI20SNYYSyliQa Ay@dSaiz2Nl olFlaS YR RAG!

In order to meet the demand for new government securities issues and to increase the liquidity of
marketable series, endeavours will be made to exchange-marketable Treasury debt with
marketable securities as market conditions permit. .
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TABLH4: COMPOSITION OF THEEASUR'® DEBT PORTFOLIO

Debt portfolio categories composition
Nominal 60-80%
Inflation-linked 20-40%
Foreign currency 0-20%

*excludes loans tstrengthen foreign currency reserves
Source: The Ministry of Finance

The main guidelines for the debt portfolio are:

1. The redemption profileThe redemption profile of government securities should be as smooth as
possible over time, with similar finaize of individual issuances.

2. Benchmark seriesto establish liquid benchmark issues of Treasury bonds by taking into account
GKS ¢NBFadNEQa 2dziaidll yRAYy3d R2YSAGAO tAlLO0ATAGAS
issues.

3. Proportion of shortterm financing.¢ 2 € A YA G G KS LINE LJ2 Ndernzlgbt, 2 F (G KS
(i.e. debt maturing within a twelvenonth period), less any undrawn credit facilities, to a
YFEAYdzZY 2F om: 2F (GKS SYyGANB ¢NBIF&dNEQ& (2Gl €

4. Duration. The average time to matity of the debt portfolio should be at least 4 years.

The @vernment recognizes the importance of clear and measurable quantitative targets, by which it
can evaluate its debt sustainability. The targets are based on Iceland's economic programme with
IMFand macroeconomic assumptions. The meditegmm baseline projections show that between

2011 and 2014:

1. Debt to GDP will be below 70% by 2014 and below 60% in thetdomg
2. Redemption to GDP will be below 6%;
3. The deposit on Treasury Single Account will amdoit least ISK 80 billion.

These targets are subject to revision in the macro and fiscal assumptions. The government will
update them as circumstances require.

Domestic issuance plan

The financing needs of the Treasury will be funded through issudrg@vernment securities in the
R2YS&a0GAO YIFINYL SO YR I RSONBI &S Ay GKSTheseNB | a dzNE Q4
needs arebased on budget assumptions made by the Ministry of Finance in relation to its economic
programme. Net borrowing requement is the sum of net cash provided by operating activities and

financial transactions.

¢KS ¢NBlFadaNEQa RSLRaAda Fd GKS [/ SyaNrft . Lyl 27F L
yearend 2010. The present stock is sufficient to cover the mi@s of Treasury bonds and bills in

2011. At any given time, the Treasury aims to hold deposits in its account at the Central Bank

amounting to at least ISK 80 billion.
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The structure of the marketable series will be designed so that each series rohbigheto ensure
active price formation in the secondary market. The aim is to issue a relatively stable amount of
Treasury bonds through the year and to tap a number of benchmark points on the yield curve. To
fulfil these aims, each year the benchmark B bond series will be issued with maturities of 2, 5
and 10 years. Long#erm nominal bonds and medium to losigrm inflation-linked bonds will be
issued irregularly, depending on the Treasury's financing needs.

In the beginning of 2011, changes wenade to the issuance setup of Treasury bills. Issuance of

Treasury bills will mainly be focused on maturities of 3 and 6th®The issuing amount will be

Tt SEAO0EST Ay 2NRSNI G2 YSSG GKS ¢NBIlI adaNEQA FAYIl yC
will be ISK 120 billion. Issuance is expected to be reduced to below ISK 100 billion in the perod 2012

2014.

TABLHES: ISSUING PLAN

Series Maturity Issuing amount Frequency of issue
Treasury bills 3 and 6 months ISK 5-50 billion Monthly
Treasury bonds 2 years ISK 40-100 billion Annually
Treasury bonds 5 years ISK 40-100 billion Annually
Treasury bonds 10 years ISK 40-100 billion Annually
Treasury bonds Long-term ISK 40-100 billion Irregular
Inflation -linked Treasury bonds Long-term ISK 30-100 billion Irregular

Source: The Ministry of Finance

One of the objectives of debt management, as discussed above, is to ensure that the redemption
profile of the Treasury bonds is as even as possible in the long run. The target range for the maturity
of domestic Treasury bonds each year is ISKO@bn. Tis reduces the repayment risk at the same

time as liquidity in each series is supported. For those years where redemptions exceed the target
range, measures will be taken to reduce the redemption amount.

The average time to maturity of domestic TreasiwegLgities is set to be at least 4 years. The

Treasury has targeted efforts towards lengthening the duration of its portfolio and has, among other
things, issued lfyear Treasury bond in 2009 and-{€ar inflationlinked Treasury bond in 2010 for

that purpacse.

Foreign borrowing

The government's foreign currency borrowings are mainly done to strengthen foreign reserves going
forward. The foreign currency borrowing strategy is aimed at securing regular access to international
capital markets and to maintain a well diversified investor base. In order to do gpteenment

aims at a regular issuance of marketable bonds. The main pugddhés strategy is to refinance

already outstanding marketable bonds and over time to replacemarketable, i.e. IMF programme
related, with marketable instruments.

The Central Bank manages the reserves and uses the profile of foreign currency toedxay a
benchmark for currency composition and duration of reserve assets. The aim is to minimize
fluctuations in the value of the Central Bank's net assets in foreign currencies. This is in broad terms
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an asset and liability strategy where the govermti® and Central Bank's balance sheets are looked
at on consolidated basis. Debt, totalling EUR 921 million, falls due in the méeliomm

FIGURRG: REPAYMENT PROFILEFER.OANS
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At the beginning of 2010 the amount of extermibt maturing in 2011 and 2012 used to be larger.
During 2010, the Government bought back part of the external debt amgtd approximately

EUR 629 million of the EUR 1,550 million external det#suring in 2011 and 2012. Part of external
debt is relded to the programme which is supported by the IMF. The aim of the Icelandic authorities
is not to use the programme related liquidity sources for funding the fiscal deficit but to stabilize the
foreign currency market and to allow for the lifting of capitontrol restrictions.

3.1.4.3 Central government debt and debt portfofi
Marketable securities comprise Treasury bonds, Treasury bills and marketable bond to refinance
financial institutions. At the end of 2010, total outstanding marketable secuatiesunted to
approximately ISK 722 bn, having increased from ISK 126 bn since 2007. The Treasury issued a special
government bond to finance capital contributions and subordinated loans to financial institutions.
The series” maturity is in 2018. Outstarglemmount at yeaend 2010 is ISK 226 bn. Norarketable
debt consists of bond issued to refinance the Central Bank of Iceland and other domestic liabilities. In
2008, the government issued aygar inflationlinked bond to recapitalize the Central Bank of
Iceland after the collapse of the banks. At yead 2010, outstanding amount is ISK 164 Time
initial amount was ISK70bn. or 18 percent of GD®ther nonmarketable debt is mostly
FGOGNROGdzllI 0t S (2 GKS ¢ NB I Qtakdsin Qandsvirkiup.dithederaie infagon 2 T Y d
linked annuity loans with a maturity in 2034.
[2Flyas gKAOK INB O2y iGNl OGSR gAGKAY (KS FNIYSH2N]

programme, will be used to strengthen the currency reserves of the @leBémk. The bilateral loans,
which are from Denmark, the Faroe Islands, Finland, Poland and Swedamtiso ISK 228 billion

1o Contingent liabilities are discussed in chapter 3.2
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(EUR 1.76n) and will be disbursed directly to the Central Bank of IcefAfithe Faroese loan has

already been fully disbursedjaivalent to ISK 6 billion (DKK 300 miljiorheother loansare paid in

aidl3Saz a GKS LaC NB@GASga LOStIYyRQa SO2y2YAO LN
Nordic loans and approximately third of the loan from Poland have been drawn. Furtheiddmwns

will be made as financing gap require.

At yearend 2010, the Treasury's borrowings in relation to the economic programme amounted to
ISK 114 bn. Other foreign currency loans to strengthen the foreign currency reserves amount to ISK
202 bn. Thestans are a Eurobond issue of EUR 638 million, a syndicated loan of EUR 75 m and a
Eurobond issued this year of EUR 373 million. The Treasury has contracted other foreign loans to
finance itself in previous years, which how amount to approximately ISK.6Chie proportion they

make up of the total debt portfolio has been steadily decreasing.

¢tKS f2Fya FTNRBY (GKS LacC |4 GKS FY2dzyd 2F L{Y Hpn
economic plan and are paid directly to the Central Bank ofricel@he bilateral loan from Norway

amounting to ISK 74 billion (EUR 480 million) is also paid to the Central Bank. These loans are used to
strengthen the currency reserves of the bank and are not part of the central government debt.

In September and Decdyar 2011, two foreign currency reserve loans for a total amount of EUR 713
m, equivalent of ISK 110 bn, will mature. Also, other foreign currency repayments amount to
equivalent of ISK 9 billion. The government bond, which was issued to recapitalisentrad 8ank

of Iceland, matures in 2014. The government bond is inflatiidred, for the nominal amount of ISK
164 billion. Bilateral loans from Denmark, Finland and Sweden to the Treasurylan e the

Central Bank. At the end of 2014, the repaymehbilateral loans will commence and will be paid in
equal instalments over a period of 7 years.

FIGURE7: COMBINATION OF CENTRBOVERNMENT DEBBM ISK

Foreign debt;
61.0; 5%

Debt to increase
foreign currency
reserve in CBI;

281.7
21% Treasury notes,
bills and bonds;
502.5
38%

Other domestic
liabilities; 57.6

4%

Recapitalisation
of commercial

and savings Recapitalisation
banks; 246.2 of CBI; 163.7
19% 13%

16 Foreign exchange rate November"22010, EUR/ISK 1%2.
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Source: The Ministry of Finance

The Treasury endeavours to offebead range of securities with varying maturities. The objective is

to appeal to a broad base of investors and limit financing costs. Financial institutions are the largest
investors of Treasury securitiegith 33% of outstanding Treasury securities. Targe ownership of
financial institutions is mainly because the new banks where capitalized with a special Treasury bond
issue, RIKH 18 1009, for ISK 193 billion. Foreign investors are the second largest group of holders of
Treasury securities and are estited to hold 30% of the securitiésPension funds are the third

largest group of investors of Treasury securitigh 12% of outstanding Treasury securities. Mutual

and investment funds are the fourth largest holders of Treasury securities. Investmeéntatual

funds have increasktheir investment in Treasury securities as their investors have become more

risk averse. Also, the stock market has yet to recover and investment in foreign markets is not
possible because of capital control.

3.1.44 Local geernment debt
Municipalities haven recentyear&k | R O 2 TF-terin débtirNdrelige gliency and they have
risen substantially by the devaluation of the krona. L-tergn debt in domestic currency has also
risen substantially as local governments are now only able to finance their deficit orctimaén
balance in domestic marketlowever, the extensive increase in shtetm debt recorded in recent
years has slowed down. Public private partnerships projects gained favour among local governments
in recent years, especially in construction projectereithe projects aréinanced bya private
company and then leased to the municipalitydera longterm contract. Some municipalities have
also sold properties to private companies or institutitihat have then relent. In thoseinstances,
the companie®r institutionsare at least in 50 percent ovenship of the municipality and is operated
as a financially independent unit(Ert companies)This has allowed debt to move dflance
sheet, even though the projects remain a letegm liability for the municipality in question.

3.1.5 Budgetarymplications of major structural reform
In reference to the coalition agreement from 2009, the parties agreed to reduce the number of
ministries from 12 to 9 and alignment of institutions accordingly. These measateds result in
savings of at least 5 to 10 percent from improved efficiency of spending. In the beginning of 2011,
the number of ministries was 10 and the government is already preparing the last step by merging
the Ministry of Industry, Energy and T@m and Ministry of Fisheries and Agriculture.

The Ministry of Fisheries and Agriculture is preparing a bill for amendment to the fisheries

management, which is expected to result in revenue increases. This bill provides, among other
things, changes on #éregional quota and exploitation right.

3.2 Sensitivity analysis and a comparison with earlier projections

" In the Icelandic Securities Depository systéoneign investors are defined as legal entities with foreign 1D
numbers, however, it should be noted that some of these foreign ID numbers may belong to foreign
investment companies owned by Icelanders.
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No sensitivity analysis has been performed for the main components of the Icelandic economy,
whereas regular analyses have beradefor the main risk components of fiscal finances.

3.2.1Contingent liabilities
Those borrowers that have a Treasury guarantee on its debt or intend to borrow abrtiad wi
government guarantee mustccording to Act no. 43/199@equest its opinion regardnits
borrowing plans. The Ministry of Finance concluded an agreement with the Central Bank where the
latter would administer this provision in the same manasit administers the foreign borrowing
transactions of the Treasurfhe Government Debt Unitso handles the administration of State
Jdz2r Ny} yiSSa FyR FaaSaaSa (GKS ¢NBI ad2NEQa NRA]l RdzS
with opinions on State guarantees and grants such guarantees, on the basis of parliamentary
decisionsin November 200, the total guarantees of the Treasury amountedSK1,330.8bn,
equivalent to abouB6 percentof GDP.

FIGURRS8: STATE GUARANTEES
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The guarantees of the Treasury have increased in recent years, mostly due to borrowindHsFthe
(Housing Finance Fupdnd Landsvirkju(Electricity Production Companylhe share of thelFHn
total guarantees is 68.4 perceat the end 02010 and thaobf Landsvirkjun 26.4 percentotal
guarantees decreased by 1.6 percent between 2009 and 2010.

TABLEG: STATE GUARANTEESIOWEMBER 2010

BnISK Share Change
20092010
Housing Financingund 909.9 68.4% 3.6%
Landsvirkjun 351.5 26.4% -10.2%
Other 69.4 5.2% -15.3%
Total 1,330.8 100.0% -1.6%

*Provisional figures, enéNovember 2010
Source: Government Debt Management
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3.2.1.1 The Housing Financikgnd
According to the Housing Act no. 44/1998, the HFF is entrustedhgttask of providing loans for
home purchases in Iceland and is supervised by the Financial Supervisory Authority. According to
Regulation no. 544/2004 on the finances and risk management of the HFF, the Fund shadl thanag
resources entrusted to for ensuring as good lending terms as possible and to minimise the risk of
the Treasury arising from the Fund's commitments. For this purpose, the HFF must establish a risk
management policy. In preparing such a policy, the HFF must take into considerhdansdelines
of the Financial Supervisory Authority on internal monitoring and risk management of financial
undertakings. The policy is reassessed annually and amended as needed. The Board of the HFF turns
in a report to the Minister of Welfare and thenlaincial Supervisoriuthority on the progress of its
risk management policy along with key figures from the operation of the Fund. In its report, the Fund
must report on the development of neperforming assets, the proportion of loans out of the total
loan book that is under special management, the redemption of the issued housing bonds of the
Fund and the redemption of outstanding mortgage bonds as well as interest rate developments on
new loans. The report should further include an assessment of tleikds the interest risk on loans
extended and the state of the writeff account. Finally, the report should discuss prospective write
offs and the impact of early repayments and redemptions on the finances of the Fund.

The HFF is authorised to keeplitgiid funds in interesbearing bank accounts, in securities' trading
or in other recognised means of investment in the short and long run. Recognised means of
investment include purchases of financial contracts or debentures issued by specified cautidsrp
or unit shares in investment funds that invest in securities issued by them. The Fund is also
authorised to conclude agreements on the purchase of specified mortgage bonds or ifiesestg
assets based on the cash flow from such bonds. The mdistg bonds of the HFF amountedI&K
808 bn at the end of 2010.

The lending risk of the HFF has increased due to the recession. k2Q000the loan losses of the

Fund were largely due to individual borrowers, whereas in the ZIO-period the loarlosses of

legal entities (companies) have increased, particularly due to rental housing. For this reason, special
write-offs have taken place on rental housing loans in 2009 and 2010, amounting to ISK 650 m.
Furthermore, a special entry into the writdf account of ISK 1,126 m has been made in 2009 and
2010 due to homes taken over from bankruptcies that have been or will be auctfbriéw above
amounts are included in the table below. As at Jun® 3010, the writeoff account stood atSK 3.7

bn in addiion to thelSK 1,126 m due to homes under auction.

The number of bankruptcies and homes taken over has increased sharply. At the end of last year, the
Fund owned about 822 housing units that it had purchased at auction.

'8 The writeoffs due to rental housing loans ISK 680and homes taken over because of bancruptcies ISK
1,126 m. do not cover the total accumulated contribution amount to watts made by the Housing Finance
Fund in 2009 and 2010.
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TABLEL7: HOUSING UNITS PURCHB&T AUCTION, CONRTIONS TO WRHIEFS AND THE CAD RAT

Number of housing units Contributions to write-offs Capital adequacy ratio
purchased at auctions

2000 86 564
2001 99 365
2002 130 748
2003 164 937
2004 123 755 5.6%
2005 55 394 6.0%
2006 i 498 6.3%
2007 123 295 7.0%
2008 212 807 4.6%
2009 321 2,121 3.0%
2010 537 1,492 2.1%

Source: Housing Finaimg Fund

At the end of 2010, the equity ratio of the HFF was 2.1 percent, whereas the Fund is obligated to
maintain a minimum equity ratio of 5 percent pursuant to the regulations of the Financial
Supervisory Authority on the equity and equity ratios of finanamartakings. When the equity

ratio declines below 4 percent, the Fund must report to the Ministry of Welfare and propose
measures to restore the ratio to 5 percent. A special committee of the Ministry estimated the
financial need of the Fund in the latthalf of 2010, based on the business plan of the Fund and the
development of its loan book. In December 2010, the Althingi charged the Treasury with the task of
restoring the equity of the HFF, as further discussed in chapter 4.2 on the refinancing ahthe F

3.2.1.2 Landsvirkjun
The Board of Directors of Landsvirkjun sets the policy for risk management that is defined as
acceptable risk limits in each risk category. With active risk management, efforts are made to
mitigate uncertainty with respect to cadlow and the balance sheet of the company. Risk is created
through the unfavourable development of financial risk elements that are defined as changes in the
world price of aluminium, interest rates, the exchange rate and liquidity. According to Act no.
43/1983 on Landsvirkjun, the company must seek the consent of the Minister of Finance if new
commitments or guarantees exceed 5 percent of the principal (equity book value at the end of the
previous year) in each year.

The financing of Landsvirkjun is mainly in US dollars since the majority of its revenue is in that
currency. The main elements of risk for Landsvirkjun relate to its refinancing and the development of
the aluminium price. The management of the aluminiurit@risk of Landsvirkjun consists of cyclical
mitigation on the cash flow through derivative contracts in concert with its authorisations and the
longterm aims of the company. Landsvirkjun has recently concluded an energy supply contract with
Rio Tinto Adan that is tied to the US consumer price index instead of the aluminium price, thereby
reducing the risk attached to the aluminium price.
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In 2010, Landsvirkjun was the first Icelandic borrower to issue debt in the international market
following the finarial collapse. The largest redemption dates in the near future are in 2011 and
2012. The equity of the company is robust, cash at hand and undrawn credit lines ensure that the
company can meet all its financial commitments well into 2013. According tmémagement of
Landsvirkjun, the cash flow from operations will also be used to reduce debt in future years. Itis
therefore seen as unlikely that the state guarantee will be needed over the next several years.

3.2.1.3 Icesave
The Icelandic authorities hawbeen engaged in formal discussions with the Dutch and UK authorities
on the Icesave issue arising from the Emergency Act passed by the Althingi following the financial
collapse in October 2008. Discussions have been held as to whether the Icelandittiasth@uld
0S 20fA3FTGSR G2 LI & emPoo o6y 2 GKS bSUKSNIIYRA
Icesave deposit accounts in the branches of the old Landsbanki.

The negotiating committees of the three governments concluded an agreement abthmittee

level in December 2010. In continuation thereof, the government presented a bill to the Althingi
based on the agreement, requesting authority for the government to undertake the commitments
embodied in the agreements. The conclusions of the nagjog discussions provide for a

redemption and indemnity agreement between the governments in question an®#positors

and InvestorsGuarantee FundThe agreement stipulates that the Guarantee Fund will repay to the
UK and Dutch authorities the amiots they paid to fulfil the minimum deposit insurance amounts to
depositors. In return, the Guarantee Fund would receive a commensurate share of the claims on the
bankrupt estate of the bank and supervise the recovery thereof. It is assumed that the Gaaran
Fund will use the funds already at hand for repayment, after which payment will be paaideassu

as assets are recovered from the Landsbanki estate up to the end of June 2016. The actual
government guarantee underlying the agreement is only tieda)driterest payments up to June
2016 and (b) the share that has not been recovered from the bank estate after that point in time.

The interest provisions of the agreement are twofold:

1. Interest rates are fixed until the middle of 2016. The interest rat¢h@nDutch part of the
loan is 3.0 percent and 3.3 percent on the UK part. The average interest rate is therefore 3.2
percent. According to the agreement, no interest is calculated on the commitment until after
October £'2009. Accrued interest for 20091@ 2010 is paid at the beginning of 2011.

2. Interest will be paid quarterly as of the beginning of 2011 until the middle of 2016. In the
latter phasejnterest on the outstanding principal of the loan after the middle of 2016 will be
at the CIRR rate (the @mnercial Interest Reference Rate).

The Icelandic negotiating committee has assessed the expected cost that may be incurred by the
Icelandic state in implementing the agreement. The estimate is based on the assessment of the
resolution committee of Landsbé&i regarding the recovery of assets from thenkaipt estate,

prospects fopayments to creditors and the assumptions of the Central Bank of Iceland on the
development of exchange rates. The conclusion of the assessment is that the cost incurred by the
Treasury would be less thd8K 50 bn or about 3 percent of GDP. This assessment takes account of
the fact that about SK 20 bn have already been allocated from the Guarantee Fund towards the
commitments.
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The risk elements of the agreements are mainly tfo&k the recovery of assets from the estate, the
timing of repayments and the prospects for the exchange rate. The Landsbanki resolution committee
has gained full authority over the assets of the bank in the UK and the Netherlands and has thereby
reducedthe uncertainty related to the assets of the bank. The resolution committee states in its
report to the meeting of creditors on Novembe? 2010 that the allocation towards priority claims

will amount to 86 percent. The assessment of the resolution committee of the value of assets has
turned out to be realistic and cautious compared to the three previous assessments. Still, it cannot
therebybe concluded that there will be unforeseen changes in the prospects for asset recovery. The
recovery could turn out to be worse but also better. If delays would develop in the payments from
the Landsbanki estate, the accrued interest on the principal wbaltigher. Such delays could

primarily arise if creditors decide to proceed with the claim before the courts. Finally, the exchange
rate of the kréna, as well as the exchange rate between other currencies, will have an impact on the
total cost to the Treaury. So far, the strengthening of the kréna exchange rate has helped lower the
commitment. The conclusion that the total cost to the Treasury of the Icesave agreement will be
below ISK 50 bn is based on the calculating assumptions of the Central Bathietkiitna exchange

rate will strengthen in coming years.

The agreement includes two economic stipulations. A ceiling is placed on annual payments from the
Treasury and that the lending period will automatically be extended if the remaining balance of the
principal of the commitments of the Guarantee Fund exceeds a certain amount in a defined
proportion to the remaining balance. The provision is there to ensure unequivocally that the
repayment of the Icesave commitments will always be within manageabits.liThe ceiling on the
annual payments of the Treasury after 2016 will be limited to 5 percent of Treasury revenue in the
previous year. Should the amount equivalent to this proportion of Treasury revenue be lower than
1.3 percent of GDP, the limit onpayments shall be based on that GDP ratib the remaining

balance of the principal of the commitment of the Guarantee Fund falls below the equivaliSK of

45 bn it shall be paid in full within 12 months, i.e. in the latter half of 2016 and the &ilsoh2017.

If the remaining balance turns out to be higher, the repayment period will be extended by one year
for each ISK 10 bn, provided that the remaining balance would be paid up by the end-péar30
period as of 2016. The outstanding amount sbhellpaid before the end of a 3gear repayment

period commencing in 2016.

3.3 Quality of public finances
The spring 2009 coalition agreemestatesthat the foundations of economic policy must rest on a
sound economic program and the charting of a fgaar fiscal policy that is aimed at restoring the
fiscal budget back to balance within an acceptable period. For this purpose, the government has
established goals for fiscal finances in cooperation withlMF as part of the restoration of the
Icelandic eanomy. These plans of the government were further outlined in a special report on
achieving a balance in fiscal finances in the years-2003 that the Minister of Finance presented
to the Althingi in June 2009 (see furtharchapter 3.1

913 percent of GDP is currently about ISK 20 billion.
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3.3.1Treasuy finances
The central government administration has since 1997 usedcalded frame method for drawing up
the fiscal budget. The main point of this work method is that the entire fiscal budget drafting
processj.e.from the government down tindividual government agencieshouldbe based on the
limited resources at disposal at each time. The organisation of this process is intended to involve all
parties in the fiscal budget proce@ainistries, agencies and the Althingnd that they take
responsibility for prioritising their tasks. Such guidance of fiscal policy takes place through the setting
of budget frames based on the fiscal policy laid down by the government after which the ministries
prioritise their tasks within the frames. The frarbudget method is periodically revisdd.addition,
the Financial Management Agency publishes monthly data on revenue and expenditure according to
the fiscal budget and the data are accessible on the web of the Agency.

Regulation no. 1061/2004 on the plementation of the fiscal budget deals also with the budget
planning of government agencies with reference to the setting of goals under the performance
management criteria for government operations. The goal of the plan is threefold. First, to improve
and strengthen the setting of goaler the operation of government agencies. Second, to improve
the measurement of performance and third, to strengthen all enforcement by systematically
reporting on perfornance incomparison with plans. For this purpose nistries have concluded a
number of performance agreements with government agencies. The agreements contain an
understanding of the shotterm and longterm plans for operations, the drafting of annual reports,
points of enphasis in the work of the agepand a definition of the role and principal goals of
agencies. Through such agreements with agencies, a certain interrelationship is created between
ministries and its agenciellinistries must formally commeron the plans of agencietn addition,
agencies must frequently improve their reports compared to earlier practice. In November 2010, a
working party on performance management under an intanisterial working group and a group of
agency managers presented proposals on a new arrangement for perfoamanagement.

Amongst the proposals, it is recommended that the role of ministries in the performance
management process be strengthened by disseminating information and-koanbetween

ministries on performance management and its relationship to opfaets of the management and
operation of agencies and ministries.

Central government investment

Ministries regularly present their investment pla@ne of the initiatives involves investments in
highreturn road infrastructure projectashich will be funed with user feesThe projects would

amount to about 2¥aercent ofGDP 2014And are to be implemented over 2011 to 2015. The
estimated internal rate of return on the largest projects is between 16 to 20 percent, which is in line
with international benchmeks. For example, the average economic internal rate of return of
investment projects sponsored by the EU is 15.5 percent, with a standard deviation of 9.6 ffercent

The Interior Ministry has a communications council that is preparing a twelae commuications
plan that will be presented to the Althingi in March 2011. The plan is aimed at strengthening
employment and accelerating investment projects through changed project financing. The plan
assesses various ways and means for road projects and tleditfem each alternative, taking

0 European Commsson, 2008;'Guide to CosBenefit Analysis of Investment Projécts
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account of the initial cost, the cost of maintenance, the period of construction, the development of
traffic and traffic accidents. The benefit analysis takes account of the present discounted value of
revenue over cost asell as the internal rate of return. Such reporting greatly facilitates future
decisionmaking and performance management planning of government investriethe affairs of
road infrastructure the government is targeting three investmergjects: Sudrlandsbraut,
Vesturlandsvegur and Vadlaheidaugp Tablel8 shows the profitability estimate for each project
where different solutions are being evaluated.

TABLHES: AN ASSESSMENT OF R@AONSTRUCTION PRIJX:

Projects Initial capital Income (NPV) Internal Rate  Income/Expenditure
expenditurebn ISK bn ISK of Return ratio
(NPV)

Sudurlandsbraut
Solution | 12.100 37.000 16% 3.17
Solution I 11.600 37.500 17% 3.37
Solution Il 9.600 31.200 17% 3.39

Vesturlandsvegur
Solution | 5.100 8.000 10% 156
Solution I 2.300 7.000 17% 2.96
Solution Il 2.000 6.500 20% 3.18

Vadlaheidagong
Solution | 8.000 9.000 7% 1.07

Source: Ministry of Economic Affairs

3.3.2Local government finances
In October ¥ 2009, the Minister of Transport, Communications and Local Government and the
Minister of Finance on behalf of the Treasury and the Chairman and Director of the Association of
Local Authorities signed an agreement on guidelines for an economic managegneaitreent
between the central government and local governments. The parties to the agreement stated that,
with respect to economic management, the finances of the public sector must be viewed as one
whole and it is therefore necessary that the responsilddips stay in continuous consultation and
cooperation. The guidelines define several main goals for the cooperation as were pointed out by the
IMF for improvement in the financial relations between the central and local governments. The
guidelines also mvide for the setting of fiscal rules for local governments that would ensure that the
goals for achieving a balance operations are reachednd place a limit on the indebtedness of local
governments. These issues are under active consideration in thidrwgoparty on cooperation
between the central government and local governments on economic issues (see fthrdper3.5
on the proposals of the group). Alongside this work, a committee was appointed in 2009 to draft
proposals for amendments to the prest Local Government Act that relates to local government
finances (see further undehapter3.5). Another committee working under the auspices of central
local government cooperation is entrusted with the role of revising the Local Government Revenue
Ad no. 4/1995 and present proposals on the broadening and strengthening of revenue sources. This
committee turned in its report in October 2010. The committee proposes that the local government
income tax rate be raised and the future organisation of impgsi local property tax be reorganised
and that the Treasury enters into agreement with the Local Government Loan Fund on the financing
of investment projects for local governments that are burdened with substantial repayments of
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foreign loans over the néxwo to three years. The agreement should be for 20 years and should
have as its goal to lighten and facilitate the repayment burden of local government and distribute
repayments over a longer period.

Local government policy

At the beginning of 2011, thgovernment issued a plan for coordinated action between the central
government and each individual region, thus creating a new concerted regional policy. The proposed
plans would cover the financing of projects in a ldegn investment program through a
coordination of economic growth efforts, cultural progress initiatives and the reorganisation and
alignment of the support systems for employment and regional policy. The prioritisation of
investment projects in each region will be decided by the peoptaefegion. The priorities should
take account of plans for regional policy programs, thesedtaining use of energy, natural
resources and the products of each region, the simplification and reorganisation of the support
system for employment and remial development of each region and the policy for the cooperation
of educational institutions and the centres for knéww and initiative development in each region.

3.4 Sustainability of public finances
Total public expenditure in 2009 amounted to 158.3 bn or about 5percentof GDP. Health
expenditure accounted for 8 Bercentof GOPin 2009 and social security asdcialwelfare to 11.3
percent

3.4.1The health system
Health care gpenditure amounted to ISK 125 bn in 2009, having increasegbycéntfrom the
previous year. The share of health expenditure out of GDP is high in Iceland compared with OECD
countries or 8.Jpercentcompared with an average 6f5percent. It should however be notebat
83 percentof the total health expenditure incelandis paid by the public sector. Total expenditure
on health, both of the publiand private sectors are just above the average for the OECD countries
or 9.1 percentof GDPagainst an OECD average of 8.9 percent. The small size of the countrgand th
low population density also lead to the high level of health expenditure in Iceland.

The increase in health expenditure in real terms has on the other hand not been unfavourable since
it amounted to 1.6 percent between 2000 and 2009 whereas real GDéased by 1.4 percent in

the same period. Compared to the average of health expenditures in the EU, the increase in real
terms appears to be modest in Iceland, since it is not uncommon that the growth in health
expenditures is twice as fast as or more tliae growth in real GDP.



66

FIGURES: REAL ANNUAL HEALTHREANDREAL GDBROWTH
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Should Iceland succeed in containing the real growth in health expenditure and keep it in line with
overall economic growth, it will undoubtedly help the sustainability of government expenditure. The
Ministry of Welfare is working on a new health care gianthe period until 2020. The main aim of

the plan is to increase the density of the hospital system and improve public health (especially of
disadvantaged social groups). General public health, measures to strengthen health centre services
and improve ooperation amongst medical specialities will be a priority.

3.4.2 Social security and social welfare
Social security and social welfare are the largest expenditure items of the public sector, amounting to
ISK 169.3 bn in 2009, increasing by 28 percenbminal terms from the previous year. This sharp
increase is largely due to increased unemployment compensation and an expansion in
unemployment benefits (see furthén chapter4.3). Social welfare benefits have also increased. Such
benefits are paid to grsons without a job who do not qualify for disability payments or
unemployment compensation. In addition, disability payments increased by close to 17 percent
between 2008 and 2009 and payments were also increased for equalising the disability burden of
pension funds.

3.4.3The pension system
Status of the Icelandic pension system differs in many respects from those of other European
countries. The imbalance between generations is lower in Iceland, in part because of a higher birth
rate and because Icelders retire much later from the labour market and into the pension system
than is common in many other countries. The disability burden of the Icelandic pension system is not
particularly heavy in comparison with other OECD countries, although this expenidém has been
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increasing in recent yeargigure30 shows the ratio between pensioners and persons of working

ageq the old-age dependency ratiqg and how it is forecast to develop until 2050. Pensioners are
defined as persons 65 years or older, wdees person of working age are defined as being between

15 and 64 years of age. The public retirement age in Iceland is however 67 years compared with 62.7
years on average in the OECD countries. The average-afjeldependency ratio for the E25

countries is expected to increase from 26 percent in 2010 to 53 percent in 2050. This ratio is
somewhat lower in Iceland, at 18 percent in 2010, but is expected to increase to 38 percent by 2050
according to the population forecast of Statistics Iceland.

FIGURBO: OLDAGE DEPENDENRATIO
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3.4.3.1The structure of the pension system
The Icelandic pension system rests on three pillars: Ainaxced social security system, a funded,
compulsory employmentelated system of pension funds and an optional private pension scheme.

The social security systenthe social security system agldage pensions, divided into a minimum
pension and a supplementary pension. The minimum pension is for all pensioners, regardless of their
source of income. Persons with no right to payment from an employmaated pension fund (see
chapter2) and/orother income receive full payment from social security. The supplementary

pension is incomeelated. The supplementary pension is estimated to have amounted to 15 percent
of the average income of unskilled labourers, whereas theaglel pension from sodiaecurity can

amount to up to 70 percent of income, including the supplementary pension. Furthermore, the social
security system pays disability pensions as well as benefits to surviving spouses and children.

Employment related pension fund€Employmenirelated pension funds are compulsory, passed into
law in 1974. According to present law, cf. Act no. 129/1997 as amended, a minimum of 12 percent of
all employment income must be paid to a funded pension fund that provideagedand disability
pensions dr the rest of the pension fund member's life. The employer [Bysrcent of the total
percentage and the employee the remainder. Those persons on childbirth leave (the right of both
genders) pay into the pension fund during their leave period. Paymémtifund commences as
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soon as an individual begins working, whether in a temporary or a permanent job. The pension
accumulation of persons is therefore continuous, unless that person leaves for study or leaves the
country.

Many present pensioners receil@v pensions from pension funds because their pension rights are
not fully matured. In addition, the employment participation of women has long been limited, since
they entered the labour market later. This has led to lower rights for women from pensis.f The
pension funds system has therefore some way to go before becomingustiining, i.e. when the
pension funds can replace the role of the social security system.

Private pension scheme&mployees can choose to contribute towards private pemsithemes in
addition to the compulsory pension system. The aim of the scheme is to encourage persons 16 to 70
years of age to increase their savings, thereby helping them, if they can, leave the labour market
earlier or reduce their workload without sidicantly reducing their income. Furthermore, the private
pension scheme is designed to reduce somewhat the burden on the pension system in the future.
Employees can deduct up to 4 percent from their taxable income paid into certified private pension
schenes, with employers making a courteontribution of upto 2 percent. The period gfayments

from such a scheme can commence at the age of 60 yeWithdrawals from private pension

schemes are subject to central and local government income tax as ifvéreyregular income from
employment.

In March 2009 the Althingi passed an amendment to Act no. 129/1997 that authorised a temporary
withdrawal from private pension schemes before the age of 60 years and up to a limit of ISK 1
million. This temporary prosion was to be in effect from March'2009 to October $2010. Before

the end of 2009 the Althingi decided to extend the period until AgH2a11 and at the same time
permitting persons to withdraw up to ISK 1.5 m in addition to the ISK 1 m pernaitidigr, i.e. a

total of ISK 2.5 m. The withdrawal must be spread over a period of up to 18 months, net of central
government and local government income tax. When the private pension schemes were opened for
such withdrawal, they were estimated to holdaii ISK 300 bn, owned by 120,000 persons of which
about ISK 200 bn were liquid withdraw able funds. Of this amount, it was estimated that 40 percent
would be above ISK 1 m, a total of ISK 80 bn. In the first two months after withdrawals were
permitted, a btal of 20,046 persons had made withdrawals from the schemes, close to 17 percent of
the total number of members. By the end of 2010 48,469 members, or 40.4 percent of the total
number of fund members, had availed themselves of this right. The total veitvels amounted to

ISK 37.6 bn in the end of 2010, equivalent to 2.4 percent of GDP.

3.4.3.2Assets and commitments of pension funds
On the whole, the challenges facing the pension funds in Iceland appear light in comparison with
pension systems of mostleer developed countries. In assessing the problem facing countries
regarding pension payments, one may look at the net assets of pension funds in relation to GDP on
one hand and a forecast on the proportion of pensioners in OECD countries by 2050 ¢imethe o
Figure31 shows that the assets of Icelandic pension funds in relation to GDP are amongst the highest
within OECD countries at the same time as the forecast for the pensioner dependency ratio will by

“The employers contributes a minimum of 1 percent if the person contributes 2 percent to a private pension
scheme and 2 percent if the person contributes 4 percent.
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2050 be amongst the lowest. By contrast, countries such as Spain, Italy and Portugal have fairly low
pension fund assets at their disposal, whereas their forecast dependency ratio is quite high. The need
for increased taxation in Iceland due to increaseaigion is therefore limited in comparison with

other OECD countries.

FIGURBL NET ASSETS OF PENSIONDS AND OLAGE DEPENDENCY RANI2050
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The pension funds are divided into two groups, those of employees in the pulilic aed those in

the general labour market. Their yield on invested funds can differ but they are required to maintain
a 3.5 percent yield on their assets. The average yield in the past ten years has not reached this goal,
having been 2.7 percent accorditgthe calculations of the Financial Supervisory Authority. At the

end of 2009total assets of thgension fundsvereISK 1,775 bn compared to a GDP of ISK 1,501 bn

in 2009. The net assets of the Icelandic pension funds therefore amounted to 118.3 tpafrGiDP,

one of the highest ratios IOECzountries.
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According to the Pension Fund Act, a balance must be maintained between the assets and
commitmentsof pension funds. If an actuarial review shows a disparity of 10 percent or more or
greater than 5 percent continuously for five years, the pension fund must resort to appropriate
measures to restore a balancetween assets and commitments. December 2* 2009, a

temporary provision was extended under which the pension funds were permitted to have a

disparity of up to 15 percent between assets and future pension commitments, based on an actuarial
review for 2009, without amending the articles of the ¢Lim question. A total of 26ccupational

private sectopension funds were in a negative actuarial position by the end of 2009 of which 3

funds had a disparity greater than 15 percent and must therefore cut their pension payments. The
pension funds that enjoy the guarantee of the central government or locgmgoents are exempt

from the provisions of the Pension Fund Act that deal with the balance between assets and liabilities
of pension funds. The position of these funds has not changed much between years, whereas nearly
all departments of the Government Froyees Pension Fund are underfunded. The net pension fund
commitments of the central government towards pension funds amounted to a total of ISK 339 bn at
the end of 2009, equivalent to 23 percent of GDP. The estimate of this commitment is in part based
on a yield of 2 percent in excess of wage increases, rising life expectancy, birth rates, marriage status
and a 50 percent future disability of the average disability probability.

It is evident that the pension funds will hardly be able to fulfil thaympent commitments, ceteris
paribus Iceland also faces the problem as other countries that the number of pensiaiiers
increase in relative terms to persons of working age and their pension rights will increase, in addition
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to the fact that the disabilitppurden has been increasing. These factors will place an increasing
burden on the pension funds in the future and cut pension payments by a substantial margin. A
committee was appointed in 2010 to review the pension fund system and present proposals as to
how the future problems of the funds shall be met. The committee must consider, among other
things, the increase in pension premiums, an increase in the retirement age and the investment
policies of the funds. The committee should also consider the péssitfi simplifying the pension

fund system through interplay of the social security system and the funded pension fund system. The
committee will turn in its report in 2011.

3.5Institutional featuresof public finances
Following the collapse of the faimcial system, a plan was drawn up Teeasunyfinances in
cooperation with the IMF with the aim of restoriffigeasuryfinances and the economy to balance,
therebycreating conditions for a renewed economic expansion (see chapters 3.1.1 and 3.1.2.).

3.5.1 Treasury finances
The governmenis plan for achieving a balance in Treasury finances is primarily based on four main
pillars:

1. Numerical goals to guide the adjustment of central government finances until 2013 (see chapters
3.1.1and 3.1.2)).

2. The framewok of Treasury finances is to be strengthened, in part based on the plan for
achieving a balance in Treasury finances. With the passage of the 2011 fiscal budget, a fixed
expenditure frame in nominal terms was for the first time set for the two years.Heoyears
2011 and 2012, the frame for total expenditure is fixed in nominal terms, provided that the
deviation from price assumptions will be less than 1.5 percent. An annual unallocated budget
appropriation of ISK 5 bn will be used to meet unforeseenal®ris from price assumptions and
commitments. All other decisions and deviations must be met within the overall frame. The
overall frame will therefore not be amended at a later stage. Increases that may be decided for
individual expenditure categories raube offset with commensurate cuts in other categories. In
the formulation of this policy, it is assumed that the guidelines for expenditure frames for 2013
and 2014 may be revised in the spring of 2012 when drafting of the 2013 budget with respect to
wage and price assumptions and possible change in circumstances. Ministries and government
agencies have a better overview over their finances when viewing developments more than one
year ahead. This will provide an opportunity to prepare necessary expeadistraint
measures more clearly against a deeper background.

3. In addition, the National Audit Office issueportsto the Althingieach yeaon the
implementation of the budget. The report should publish the conclusions of the Office as to how
agenciesmplement the provisions of the budget, the Government Financial Reporting Act and
Regulations on the implementation of the budget. Furthermore, the budget forecast is now
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based on macroeconomic assumptions from the independent research department iagtiSsat
Iceland rather than from the Ministry of Finance as before.

4. The Ministry of Finance has strengthened its debt management capacity following the sharply
increased issuances of government bonds. Schedules for bond issues have been strengthened
and the debt management plan for the next several years has been drawn up and will be
published in early 2011.

5. The financial framework of local governments will be strengthened. The finances of many local
governmentshavedeteriorated sharply since 2008.

Theprogrammefor Treasury finances is intended better support the Central Bar&kmonetary

policy and the joint inflation target of the Bank and the governmdntherefore constitutes an
important step towards the future coordination of fiscal and momgtpolicy where both tools of
economic management will be used to direct the economy in the same direction, unlike the train of
events prior to the financial collapse.

3.5.2. Fiscal rules for local governments
The finances of many local governments haveederated in recent years. This differs from
developments in earlier years, since many of the larger local governments are currently in dire
financial circumstances, whereas that happened mostly in smaller local governments before. At
present, nine out ofen of the largest municipalities@ amongst the 25 most indebted wittebt
exceeding 100 percent of the annual revenue.

In the autumn of 2009, a consultative committee of the central government and local governments
on economic issues and financiaugence was appoted and charged with drawing up

amendments to the current Local Government Act regarding the finances of local governments.
These proposals are now at hand. A bill based on the ctirets proposals is expected b

presented to the Althigi during its current 2022011 session.

The committee proposed that the following fiscal rules be entered into the Local Government Act, cf.
Act no. 3/1998:

1. The balance rule for current operationt:ocal governments shall be obligated to balance total
consolidated current revenue and expenditure (Parts A and B) over eachytbaegeriod. This
means that the room for manoeuvre in the budget for the next year will depend on the
operation results ofhe previous year and the estimated outturn for the current year. The
balance rule for current operations is based on a thyear period. The reason for opting for a
three-year period rather than each fiscal year is that the impact from business cydlhes of
economy is mitigated thereby. The rule provides increased possibilities for economic
management and that the local government finances will be based on the state of the business
cycle at each point in time, based on the condition of maintaining anbealaver a threeyear
period. The balance of local government finances is defined as the balance between expenditure
arising in the normal operation of the local government and revenue from regular activities,
taking account of financial items. The rulsatovers the revaluation of assets and debt, such as
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due to exchange rate changes that have an impact uporbétence.

2. The debt ruleiLocal governments will be required to limit debt and debt commitments of the
consolidated parts A and B to 150 percefnthe defined consolidated revenue. Local
governments with debt exceeding 250 percent of such revenue shall be prohibited from raising
new debt except for refinancing. One exception to the debt rule must be made: For the City of
Reykjavik. Due to the higlebt of Reykjavik Energy (Orkuveita Reykjavikur) the consolidated
debt of the City is high, even if the finances of part A are quite good. It is also taken into account
that investment in the energy sector is by its nature finamdensive and with a log repayment
period. For this reason, it is proposed that a special debt rule shall apply to the capital and that it
will be required to align its consolidated debt to the general debt rule over a number of years.

The local governments with the best fimaes will be given more flexibility than those worse off. This
is an important part of the Committéeg proposals. It is therefore proposed that local governments
be divided into three groups, depending on their standing with respect to the above fisesl Tiiis

is intended to encourage local governments to gain increasing control over their finances by
exercising restraint in their fiscal finances. It is proposed that the monitoring of local government
finances will be based on the following categories.

1. Local government with debt below 150 percent of revenue and with a surplus on operations for
the past three years together. The monitoring of this group will largely bbamged from what
it is today.

2. Local governments with debt in the range of 150 petde 250 percent of revenue or a deficit
on operations over the past three years together. Local governments in this category must
prepare a careful financial plan and firmly implement it. Outside monitoring must be in place
regarding borrowing and invasient possibilities.

3. Alocal government with debt in excess of 250 percent of revenue or has not followed the
repeated instructions of the monitoring committee regarding its finances. Local governments in
this category must make a binding agreement with ¢fowernment or be placed under financial
management.
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TABLAO9: FISCAL RULES FORHHRATEGORIES FOBRALOGOVERNMENTS

Category 1 2 3
Demr/;‘;‘ée”“e Below 150% 150% to 250% Over 250%

In balance or surplus for the
past 3 years
(t-2, -1, t)

OR a deficit for the past three
years

Operating balance

Agreement with the
government or direct
intervention or
bankruptcy
5-10 year adjustment
period; a 3year
adjustment, a financial

Balance or surplus on
average over 3 years
(t-1, t, t+1)

A balance and a sulfficient surplt
to reduce debt to below 150%
within 10 years as a first step

The goal of the
plan

5-10 year adjustment period; & 3
year adjustment, a financial plar

The presentation

of a financial plan 3-year plan, a financial plan

plan
Confirmation of a  Local government agrees tc EFS agrees to a stepse EFS agrees to each
financial plan a 3year and a financial plan adjustment step
. Present upper limits on Present upper limits on income An income tax
Tax levies .
income and propertyaxes and property taxes surcharge
Reports within
the year Quarterly Quarterly Monthly
L|m|'Fs on May invest and borrow in IS| May °T"-‘/ only invest in ISK. anc
borrowing and . . borrow in ISK from the Municipa EFS must agree
. and foreign currencies
investments Loan Fund

Projects in excess of 12.5

percent of revenue must be

assessed by a recognised,
independent expert

Projects in excess of 12.5 perce

of revenue must be assessed by

recognised, independent experi
and confirmed by EFS

Confirmation of
projects

All new projects must
be approved by EFS

Source: Ministry of Economic Affairs

Further improvements for the future

During the period when balance is being restored to the economy, public finances will primarily be
guided by presented nominal figures provided in the medienm programme. At present, when

the period of cooperation with the IMF is drawing to an end, preparations are under way to lift

capital controls and draft a future monetary policy, firm fiscal rules for both the central government
as well as local governments are being considered along with a further strengthening of the frame for
public finances.
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4. Structural reform objectives

4.1 Enterprise sector
Commercial banks, investment funds and companies such as telecoms were privatized in the late
1990s. In wake of the financial crisis, the Treasure has once more become a large shareholder in the
financial sector (see chapter 4.2). At the end of 2009 tleaJuiry had a majority ownership stake in
18 public limited companies and partnerships as is shown in 2@beurrently, thereare no plans
for privatisation.

TABLER0O: PUBLIC OWNERSHNWTHE BUSINESS SET

Public Equity ratio %
ownership %

Austurhéfn TR efh 54 -0.7
Flugstodir ofh 100 531
islandspostur hf 100 50.7
Keflavikurflutvéllur ohf 100 20.6
Landskerfi békasafna hf 522 95.9
Matis ohf 100 36.6
Neydarlinan hf. 733 126
Rannsokna og haskolanet islands hf. 98 713
Rikisutvarpid ohf. (RUV) 100 9.3
Teeknigardur hf. 56.3 285
Visindagardur Haskéla islands hf. 100 99.9
Visindagardurinn ehf. 80.8 91.9
préunarfélag Keflavikurflugvallar ehf. 100 84.8
Oryggisfjarskipti ehf. 75 36.4

Source: Financial Managemewtuthority

TABLR1: PUBLIC OWNERSHWTHE ENERGY SECTOR

Public Equity ratio %
ownership %

Eignahlutir ehf. 100 18
Landsvirkjun 99.9 326
Orkubu Vestfjaroa 100 87.7
Rarik ohf. 100 44.8

Source: Financial Managemewtuthority

4.1.1Debt restructuring of companies
In December 2010, the government, lending institutions and employer associations announced a
programme with the goal of restructuring the debt of small and medsgired enterprises. The debt
restructuring had gone slowly, and up to 7,000 companies armagtd to have negative equity
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part of these debts have resulted from loans taken in foreign currency (the impact on the financial
system is discussed in gitar 2.2.5).

The programme entails expediting the processing of viable small and mesitrech enterprises'

debts. The programme is based on parties’ mutual understanding to the effect that debts shall not
exceed the company's value as a going concerngdkernment will contribute to thiprocess by
postponing orrelinquishing feesmposed, as relevant. It is anticipated that this restructuring preces
will be fully operationaht the end of May 2011. Further pressures is being levied on the banks to
finalize this process through increased monitoring by government agencies and committees,
including the FME and monthly dissemination of data on progress made.

Lending institutions will continue working on solving the problems of-ivdebted large compass,
e.g. through extension of loans, writlown of debts against increased equity contribution or
conversion of debt to share capital in collaboration with owners.

4.1.2Competition surveillance
The EEAgreement @als with obligations originating in Eyor@an legislation in the area of
competition. Competition policy in Iceland has therefore been based, to a great extent, on European
competition rules. The competition Act, no. 44/2005 deals with a ban on illegal collusion, abuse of a
marketdominant positbn and rules on merger, in accordance with European legislation.

In recent years, policy in this arealcelandhas been directed at strengthening competition. In 2005

a new Competition Act entered into force that, among other things, built uponrttreduction of

the Council of Ministers' Regulation nos. 1/2003 and 139/2004 through theAgEe&ment Further

steps were taken in 2007 when the Prime Minister's Office published a report, entitled "Penalties for
Economic Crimes". Among other things, teport discussed penalties for violations of the

Competition Act. Consequentlihe Competition Act was amended by Act no. 52/2007. Following the
amendments, administrative fines can be applied against companies, while individuals can be subject
to adminktrative fines, fines imposed by courts or imprisonment. Fines can be up to 10 percent of
the previous operating year's turnover of a company or affiliated company involved in the offence.
An employee or manager of a company or affiliated company, winwd@vied in, encourages or

orders collusion violating articles of the Competition Act, shall be subject to fines or imprisonment
for up to six years. The Competition Act was also amended with Act no. 94/2008, which tightened up
rules on merger, moving therloser to the rules of the European Union on merger according to
European Council Regulation no. 1/20B8rthermore,a parliamentary bill on amendments to the
Competition Act is currently uter discussion in Althingi.éhacted into law, the Competition

Authority will be authorized to take measures regarding conditions or behaviour negatively affecting
competition even though prohibitive rules of the Competition Act have not been broken.

The Government of Iceland does not anticipate a need for furthangés in policy, framework or
legislation in the field of competition affairs in connection with membership of the European Union,
except for the institutional changes entailed in the European Commission taking over the duties that
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the EFTA SurveillancethAarity (ESA) has had regarding monitoring of the implementation of the EEA
Agreement.

4.1.3 Direct foreign investment in the Icelandic economy
Foreign direct investment in the Icelandic economy has never been substantial in an international
comparisonThis might be due to the small market size of Iceland as well as its location. The
incentive for foreigners to invest in Iceland has mostly been in eAatgpsive industry. This is
largely due to competitive energy pri¢dand the largely renewable naterof the energy source. In
addition, the government has long encouraged endrggnsive industry projects,e. Althingi passed
specialized acts regarding enefigyensive industryd permit related tax incentivesn 2009 direct
investment by foreign pies in Iceland (flow) was about ISK 9.4 bn and had then decreased by 88
percent from the year before.

4.1.3.1 Improved legal environment
In July 2010, Alihgi passed a new Act on incentives for initial investments in Iceldmpurpose of
this Act § to promote initial investment in commercial operations, the competitiveness of Iceland
and regional development by specifying what incentives are permitted in respect of new investments
in Iceland and how they should be us@the authorization of the g@rnment to grant incentives in
the form of regional aid are restricted by the obligations of the government of IceladdriArticles
16¢64 of the EEAdkeement, as ratified by Act No. 2/1003 on the EEA, showing in which areas in
Iceland regional aid mayelgranted in the years 2007 to 20IFhis At will expire 31 December 2013
but one year beforéhe Minister of Industry shall appoint a committee to assess the success
achieved in the implementation of the Act and submit a proposal on whether its terifieutt e
should be extended following a review of the provisions of the Act.

A general incentive in respect of an investment project, are taken as a percentage or payroll cost of
the investment project in question. The Act permits investment in form of neasiments of small

and mediumsized enterprises, form of enterprises in respect of environmretated, which contain
improvement or innovation in environmental protection or form of investment in research and
development projects.

LOSt I yRQA tmer iNBewaKistll g WS a2F (KS 62NI RQa Y2ad NBaidN
reports. The reasons for Iceland's poor performance, in the OECD's opinion, are the limitations

(stipulated in the Act no. 34/1991) set on foreign investors' ownership shdighieries and

processing, harnessing and production of power and distribution, along with ownership in flight

operations, cf. The limitations are mostly directed at countries outside the EEA, but in the fisheries

sector, all foreign parties, regardlessrationality, are forbidden to own more than 25 percent of

share capital or initial capital in fisheries companies and no more than 49 percent shall be owned

indirectly. Also, foreign states, local governments or other foreign governments are forbidden to

invest in business enterprises except by special licendeedflinister of Economic AffairaChanges

to this act are currently being studied inetMinistry of Economic Affairsith the intention to clarify

2 Energy price not available
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the government's policy on foreign investmentiegigthening thdegal framework and enhancing
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4.1.4 Energy resources
Iceland possesses extensive renewable energy resources. About 75 percent of all primary energy use
is currently met with energy from domesticrrewable energy resources, i.e. hydroelectric potential
and geothermal energy. Currently, the total energy potential of these resources is estimated@at 30
TWh/a of electric energy. Today, about 17 TWh/a are being utjitsedeof 80 percent are used by
energy intensive industriesn recent years electricity production has increased substantjalyout
119 percent between 2000 and 2009. According to the Energy Forecast Committee's calculations, the
future producible energy, based on a sustainablesailon period of 10800 years will rage
between 30 TW/a and 50 TW/a

4.1.4.1 Changes in the legal environment
The passage of Act no. 65/2003 transposed EU legislation on competition in energy production. With
the legislation, natural exclusive sales qa@mnents of the electric energy system (transport and
distribution) were separated from the competition elements (production and sales). Following
enactment of the law, the administration and operating environment of energy companies changed,
e.g. regardindegal status, operating form and organisation. Moreover, government parties (the
state and municipalities) sold their share in harnessing completely or in part to private parties (see
ownership share of governmental parties in energy companies under ehdyt).

In 2008, Althingi enacted important amendments to legislation in the field of resources and energy.
The amendments aimed at setting general rules on ownership of energy companies and clarifying the
boundaries between the competitive and excledwlicensed aspects of their operations. The
purpose was to ensure that all of the most important hydroelectric and geothermal energy rights
would continue to be owned by the State and municipalities. The amendments covered the following
points:
1. Only theState, municipalities or companies owned by them may own energy resources.
However, they may temporarily grant a right of use for the production and sales rights for up to
65 years at a time. A holder of a temporary right of use has a right to discussiext@f the
right after half of the agreed period of use has passed. When determining who shall be granted a
right of use, equality must be observed, and efficient utilization of resources and investments in
structures must be promoted.
2. There are more deliled stipulations regarding the separation of production and sales of energy.
It should be mentioned in this regard that distribution and heating utilities may not engage in
other operations than those necessary to enable them to perform their dutiesdardance
with exclusive licenses and relevant laws. It nevertheless continues to be permissible to run all
exclusively licensed operations within the same company, such as a distribution utility, a hot
water utility, a water utility and sewage utility. &xsively licensed companies may also engage
in other activities that can be equated with exclusively licensed operations, such as the
operation of heating utilities not having an exclusive license for operations. On the other hand,
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an exclusive license lder may not engage in any competitive operations if the company's
annual income from operations exceeds ISK 2 bn, in which case it is mandatory to transfer that
part of the company into an independent company.

3. Distribution companies categorized as exiladicense holders in energy company operations
and having a natural monopoly have to be at least-tiwods owned by governmental parties.

In addition to the abovespecified amendments, emergency eleciitergy system collaboration

(EESC) was incorporated into Electric Energy Act no. 65/2003. The collaboration is between energy
companies, major users and government parties. Its function gavide assistance and coordinate
measures during danger imminent to the production, transport or distribution of electric energy
and/or major users. Participants in EESC are obligated to set up a contingency plan, providing for
measures and contact parss and relevant parties during emergencies. In addition, guarantee of
origin of electric energy produced from renewable energy sources was incorporated into the
legislation, in accordance with provisions of the European Parliament and Council's Directive
2001/77/EC. A system has been established to ensure and verify certifications of the guarantee of
origin of electric energy produced from renewable energy sources.

4.1.4.2Energy policy
A task force under the ausgs of the Ministry of Industrizas formulatedenergy policy for Iceland.
It is intended to take into @count possible and conceivabteethods to manage the utilization of
energy with respect to sustainability, economic builal and stability. The task force is also intended
to discuss possikiies of utilizing energy resources, expertise and experience in energy affairs for job
creation over the medium term. The task force is also mandated with formulating a proposal on the
prioritisation of energy utilisation andow the use of fossil fuels drcarbon dioxide emissions can be
reduced through improved energy efficiency, enesgying, economic incentives and the
development and utilisation of ecologically friendly energy sources for automobiles, equipment and
ships. Today, over 30 percent oflexeders' final energy use is obtained from imported fossil fuel,
which corresponds to about 12.5 percent of total product imports to Iceland. The highest proportion
of fuel (about 40 percent) goes to automobiles, about 29 percent to fisheries and ab@er@ént
to flight and maritime communications.

The task force recently published a report (a draft for comment) on an energy policy for Iceland. The
report addresses the guidelines and main goals regarding energy affairs in Iceland. The guidelines
entail that the management ofceland'senergy resourceshall bebased on the principle of

sustainability for the benefit of the community and general public. The policy goals include that
Icelanders' energy needs shall be met securely over the long andrsinpthat there shall be

respect for the environment, nature and Iceland's distinctive feature; that the nafat enjoy

economic benefitfrom joint energy resources, and the supply of energy shall be tailored to a diverse
economy.

It is the task fote's view that there are possibilities in Iceland for increased energy security and
decreased greenhouse gas emissions, and that it will be possible to fulfil demands for an increased
proportion of renewable energy in transport and communications by redythie use of imported
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fossil fuels. In thisontext,the Ministry of Industry has spearheadeliistercollaboration under the
name "Green EnergyEcological Energy in Transport and Communications”. The aim is to increase
the proportion of ecological domestic energy sources in transport and communications while
reducing imported fossil fuel.

The task foce lays out many proposals and means in its policy. The focal point is that an utilisation
license for governmenbvwned resources shall in the future be for-28 years at a time, instead of

65 yearsas currently stipulated in thech However, it shalldmade easier, insofar as possible, for a
lessee not in default and fulfilling set conditions, e.g. regarding responsible handling of resources, to
get an extension to a license. The task force also proposes establishing a special resources fee for the
lease of water and geothermal rights, and that it will be a duty, as part of an environmental impact
assessment, to present an assessment of the environmental cost and opportunity cost of lost values
of nature.

4.2 Financialsector
Restructuringandrevitala I G A2y 2F GKS FAYlIyOAlIf aeadasSy KIFa o8
for the past two years. The task is essentially-gvonged: on one hand, refinancing of banks and
savings banks and, on the other, reshaping of the financial market's institliioddegal
environment.

4.2.1Refinancing of financial companies
Upon the fall of the banks in October 2008, Althingi passed thmaled Emergency Act, no.
125/2008. Shortly thereafter the Treasury took over all Icelanders' commercial bawdanis
were founded and~ME appointed resolution committees for the old banks. Refinancing of the new
commercial banks followed and was formally completed in January 2010. Following the completion
of the banks' refinancing, the biggest share of the banking system came undemtnel of the
claimants of the old banks through their resolution committees. On the other hand, the Treasury
became the largest shareholder in Landsbanki and a minority owner in both islandsbanki and Arion
Bank. The two latter banks were granted subortitbloans from the Treasury.

The savings bank system has sustained substantial damage. Their number has fallen from 20 in 2008
to only 10 now three years later. After agreements on the settlement of savings banks' debts were
signed at the end of Decemb2010, the Treasury acquired a major share in six savings banks (see
chapter 2.2.5).
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TABLER2: COMMERCIAL BANKS ABBVINGS FUNDS

Public State  Subordinated
ownership equity  loans bn.ISK

end of year 2010 % bn.ISK
CommerciaBanks
Arion banki 130 9.9 295
Landsbanki 813 1220 -
islandsbanki 5.0 33 25.0
Savings Funds
Sparisjédur Bolungarvik 90.9
Sparisjodur Svarfdeela 90.0
Sparisjédur Norofjardar 495
Sparisjédur bérshafnar og 87.8
nagrennis
Sparisjédur Vestmanneyja 55.3
SpKef sparisjédur 1000

Source: Financial Management Authority

The savings banks perform an important function in the Icelandic financial market. This applies not
least in rural areas where the savings banks often provide the only financial services. The
government has therefore put great emphasis on the savings bgstiem restructuring and

providing it with a sound framework in the future.

Financial restructuring of the savings banks began at the start of 2009 when eight savings banks
applied for equity capital contributions under provisions of the Emergency Aets@vings bank

withdrew its application and acquired initial capital elsewhere. Two of the biggest savings banks, Byr
and Sparisjodurinn i Keflavik, did not reach necessary agreements with their creditors and collapsed
in April 2010. New financial compasiwere founded on their ruins, Byr hf. and SpKef Savings Bank.
Agreements have been made on remuneration between the new and the old savings banks. Financial
restructuring of five smaller savings banks was originally based on the foundation of the Ecyergen
Act, but after time had passed, the status of the savings banks proved to be worse than previously
thought. It was therefore clear that the creditors would have to be involved in negotiations to make
the banks' financial restructuring possible.

Undera decision of FME in April 2009, the Central Bank of Iceland became the main creditor of the
savings banks. The Central Bank also received claims as payment when it was mandated with taking
over the savings banks' deposits at the Sparisjodabanki islamts(lk) following its collapse. In
collaboration with the Ministry of Finance, the savings banks were offered to negotiate settlement of
their debts with the Central Bank upon fulfilment of certain conditions. The FME then agreed that the
savings banks wdd enter into final negotiations with the Central Bank and other creditors regarding
their financial restructuring, provided that the FME's demands were met. In June 2010, the European
Surveillance Authority approved the restructuring plans for five saviragnks. The Central Bank

sought to ensure the value of the claims that it got as payment for deposits. The savings banks that
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previously did not fulfil conditions on minimal equity capital withdrew their applications for initial
capital contribution fronthe state on the basis of Act no. 125/2008.

Upon the fall of the major banks, the Central Bank acquired claims against more financial companies.
Part of these claims was immediately transferred to the Ministry of Finance after the fall of the

banks, butanother portion remained in the Central Bank. A consultant was obtained to analyse the
most efficient arrangement for administering these claims, and the conclusion was that it was both
most advantageous and efficient to transfer all of them to a holdorgmany owned by the Central

Bank. All of the claims acquired by the Central Bank upon the collapse were therefore transferred to
Eignasafn Sedlabanka islands, hf (Portfolio of the Central Bank of Iceland hf) at the beginning of this
2010, where they will & processed.

Icelandic State Financial Investments (ISFI), founded by an Act no. 88/2009, handles the Treasury's
share in banks and savings banks. The function of ISFI is to ensure good administration and business
practices, build up the state's owneliphpolicy each time and supply funds on behalf of the Treasury,
based on authorizations in the budget act. The operations of Icelandic State Financial Investments
are intended to emphasize the revitalisation and buifla dynamic domestic financial marketd
promote active and normal competition in the market. It is also intended to ensure transparency in
all decision making regarding the state's participation in financial activities and ensure active
dissemination of information to the public. One of lISEasks is to make proposals to the Minister of
Finance on whether and when specified ownership shares in financial companies will be offered for
sale on the general market, taking into account the agency's goals and the current law and goals on
distributed ownership. ISFI shall have completed its work not later than 2014.

The Housing Financing Fund (HFF) is an independeniastated agency; about 70 percent of all

housing mortgages are granted by the fund. Under the auspices of the FME, a detailed appraisal of

GKS 1 ccQa aaSaa ¢l a 02y RdzQsesBrthe sfinanO@Q iR Yy OS & A (
banks, as the Fund lost substantial amounts following the banking collapse (see chapter 3.1.1). The

fund has now been refinanced in accordance with regulations. The 2011 budget provides for the fund

to reserve about ISK 33llon for this task. Part of that amours$ intended for cover costs related to

measures for introduced for indebted households. At the end of March 2011, plans call for

introducing a parliamentary bill in Althingi to improve the Fund's framework fofuhee, including

placing it under FME's comprehensive monitoring.

4.2.2Effect of judgement on exchangete indexed loans
As explained in chapter 2.2.5, the Supreme Court of Iceland ruled in June 2010 that widely used
exchangerate indexed loans werdlégal. In light of possible financial shocks, authorisation was
granted, in a supplementary budget act in 2010 and the 2011 Budget 2011, to refinance the three
commercial banks if necessary. A detailed appraisal by the FME of the possible cost of unlawful
exchangerate indexing nevertheless indicates that the banks' equity capital will be acceptable
despite the effect of these conclusions. It must therefore be deemed unlikely that the Treasury will
have to supply the banks with additional funding on acdafrthe ruling.
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FME will nevertheless continue to closely monitor the banks to ensure their financial strength, taking
into account the effect of exchangate indexed loans and other risk factors, such as loans in

default. In this regard, FME will upats appraisal quarterly in 2011 and 2012 regarding the loans

that could conceivably be affected by the rulings. FME will also formally request the banks to transfer
loans into depreciation accounts that are deemed likely to include unlawful exchatgéedexing.

In addition, FME will complete an Internal Capital Adequacy Assessment Process (ICAAP) of the banks
before the end of March 2011. This will provide a clearer and deeper picture of the banks' financial
status.

Following a Supreme Court rulimgSeptember 2010 regarding appropriate interest rates on illegal
exchangerate indexed loans, the Minister of Economic Affairs introduced a parliamentary bill in
Althingi, amending the Act no. 38/2001 on Interest and Indexing (the "Exchrateggeoan Bill.

According to the bill, lending institutions are given a8y period to calculate unlawful exchange

rate indexed automobile loans and resdtate mortgages. Althingi enacted the parliamentary bill

into law in December 2010, and the act entered intoctin January 2011. The act aims at efficiency

in remedying, calculating and repaying unlawful exchamge indexed loans, despite a high degree

of complexity, for example, because of ownership changes, guarantors' payments and different types
of loan catracts?®

4.2.3Reshaping of institutional and legal environment
Substantial changes have been made to the Act on Financial Companies since the collapse of the
banking system, including proposals set out in Kaarlo Jannari's report on rules and mowitoring
banking operationg

Among the amendments made is to provide formal status to risk management within financial
undertakings. An absolute ban has been imposed on granting loans collateralised by own shares or
initial shares; rules regarding loans toateld parties have been tightened; more stringent demands
are now made for increased transparency in the ownership of companies and more encumbrances
have been set on the financial companies regarding the provision of documents to monitoring
agencies. Morstringent demands are also made regarding the qualifications and qualification
requirements of directors, managing directors and directors of pension funds. Rules have also been
set on bonuses and employment termination agreements.

New rules have been sby the FME on related parties, major risk obligations, loans and foreign
currency and cash management. In this regard, the FME is preparing an establishment of a database
of claims over ISK 300 million, in order to obtain a better overview of majooblikations of the

financial system. The databass expected to be operational the summer of 2011. Further changes

in the rules and legal framework of financial companies are being prepardadiimgrules on equity
capital, calculations of financisirength and operational authorizations for the individual types of
financial companies.

Z http://eng.efnahagsraduneyti.is/Publications/nr/3190
% nhitp://eng.forsaetisraduneyti.is/media/frettir/KaarloJannari__2009.pdf
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Further work is being carried out under the auspices of the Ministry of Economic Affairs to review the
legal environment of the FME and Central Bank of Icelandwittlsis intended to take into account

the responses of neighbouring states to financial shocks and investigate the desirability of merging
the Central Bank of Iceland and FME. It is however important that the framework and regulatory
structure of both insitutions take into account the work now on going under the leadership of the
Ministry of Economic Affairs to formulate the future monetary policy framework.(see chapter 2.2.3).

A new bill on Depositors' and Investors' Insurance system is currentlyebiiie Althingi. The bill

reflects, among other things, EU's insured amounts. In the meantime, however, individuals' deposits
are fully insured in accordance with the government's declaration in October 2008. The declaration
will only be changed in cardfy managed and developed penounced steps, as trust in the

financial system grows, in consultation with the Central Bank and the FME. The two institutions will
submit reports to the Minister of Economic Affairs on the financial system's resilienceebefo
depositors' insurance will be abolished.

The Icelandigovernment will closely followevelopments in Europe as the legislation on the
financial market in Iceland falls under the EEA Agreement. Under current conditions the Icelandic
banks are well preared to meet the Basdll requirements as the FME requires minimum Tierl
capital of 12 percent and overall equity capital of 16 percent. Currently all the commercial banks
meet these requirements.

TABLER3: THE CAD RATIO OF THEMMERCIAL BANKS

EndSeptember 2010 CAD Ratic
Arion banki 181
Landsbankinn 17.3
islandsbanki 226

Source: Quarterly reports of each financial institution

4.2.41improved coordination regarding financial stability
In addition to improvements in the regulatory structure of the financial market, the organization of
the financial stability framework has been developed further.. The transfer of legislation pertaining
to the Central Bank to the new Ministry of Econo#sftairs in October 2009, which previously
supervised legislation on the FME, was an important step in that direction.

In order to strengthen coordination of matters pertaining to financial stability, the Prime Minister,
Minister of Economic Affairs, Miter of Finance, Central Bank Governor and Director General of the
FME have signeah agreement on a special committee on financial stability. The committee is
intended to be a consultation forum on matters relating to financial stability and cooperaiibimw

the EEA as a national standing committee. A representative from the Ministry of Economic Affairs
leads the committee. The committee is obligated to regularly provide a ministerial committee on
economic affairs.
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Lastly, the Central Bank and the FNHve entered into a new collaboration agreement. Among the
main innovations in the agreement is that the Director General of the FME and Central Bank
Governor shall meet at least twice a year, along with the senior officials of both institutions. At the
meetings systemic risk in the Icelandic financial system is assessed. Among other things, the agenda
of the meetings includes factors relating to the national economy, risks in the operations of financial
companies, interaction ahternal and externatiskfactors the status of payment systems, laws and
regulations on financial operations and improvement of contingency plans.

4.3 Labour market
The Icelandic labour market has adapted relativglickly to profoundly changegiconomic
conditions. This can mainly be attribot¢o labour market flexibilityReal wages have decreased
substantially (see chapter 2) without major unrest in the labour market; manpower has emigrated
from the country; people have gone from working tadying, and many have reduced their working
hours. All of these factors have led to a fall in labswpply, hampering the rise ahemployment.
With significaniabour hoarding, the risk for a jobless recovery is significant going forward.
Therefore, tle importance of new investment projects is obvious, and consequently the Icelandic
government has announced measures to assist companies, as mentioned in chapter 4.1.3.

4.3.1 Labour markeparticipation
On 1 January 2010 the total population domiciled in Iceland was 317,630, i.e. 1,738 people fewer (0.5
percent) than the previous year. Data on people moving to and from Iceland shows that in 2009,
4,835 more people emigrated from the country than immigchaten absence if this, it can be
supposed, all other things being equal, that unemployment would have b&epetcent greater
than otherwise. Statistics Iceland's population forecast indicates a similar outcome regarding
emigration in 2010. In 2012013 Statistics Iceland forecasts insignificant net migration.

TABLE4: POPULATION AND IMMRBTION

Net Annual population
immigration change percent
2007 5,132 2.6
2008 1,144 25
2009 -4,835 12
2010* -3,968 -0.5
2011* -2,000 -0.4
2012* -363 0.2
2013* 183 0.7

Source: Statistics Iceland

Although the labour participation rate in Iceland has decreased since the collapse, it is still high,
compared with European countries. In 2010 job participation rate (agetd) was oraverage 81.0
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percent, compared with the average 63.5 percent in the BUW. The rate of men was 84drcent
and of women 77& percent.The demand for labour decreased considerably between the years 2007
to 2010. The number of those working ftithe deceased byo.2 percent between 2007 and 2010,
and the number of people in pattime employmenticreased at the same time by &rcent. In
2010 the percentagef men working fultime was 86.(ercent and women 62.2 percent. Also, the
total number of workhours decreased by.7 percent for those having jobs in the criterion week
from 2007 to 2010.
TABLER5: LABOUR MARKET PARFATION

Iceland

2007 2008 2009 2010

Labour participation (16-74) 833 826 810 810
Female 786 777 771 776
Male 876 871 847 844
Employment rate. (1674) 813 801 751 749
Female 768 757 727 724
Male 85.6 84.2 774 774
Fully employed. (1674) 777 788 759 746
Female 626 653 631 622
Male 902 900 874 860
Hours worked 419 41.6 39.6 395
Female 356 358 349 348
Male 469 462 438 436
Unemployment. (1674) 2.3 3.0 7.2 7.6
Female 23 2.6 5.7 6.7
Male 2.3 3.3 8.6 8.3
Youth unemployment (1624) 7.2 82 160 162

Longterm youth unempl. Year or longer (16-24) 24 13 2.9 9.6
Source: Statistics Iceland

In 2009 66 percent of the workforce had education beyond compulsory school, and of those who
were working during the year, about 30 percent of employees had a university degree. On the other
hand, the proportion of the labour force in Iceland that has finisheplensecondargchoolis below

the average in EI27. In 2009, the proportion in Icelaneas 37.4 percent compared wit9.9

percent on average in the E2F. The reason for this low proportion in Iceland is not due to low
enrolment in the upper secualary sclools but rather a higldrop-out rate. The aim of the Iceland's
Strategy 2020, mentioned earlier in this chapter, is to decrease the number of those who have not
formally acquired an upper secondary school in age group 20 to 66, from 33.8 percent to d8tperc
before the year 2020. Looking at university education, the proportion of those completing university
studies is around and above average, compared with other European countries. In 2009 the
proportion in Iceland was 29.6 percent compared with 28.7 @etron average in the ERY.

Although unemployment has increased in all educational groups, unemployment in Iceland, as in
other countries, is inversely related to education. According to Statistics Iceland's measurements,
those with compulsory schoolingere about 53 percent of the unemployed in 2009, compared with
16 percent of those with a university education. Focusing solely on education groups reveals that the
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employment participation rate is lowest among those with compulsory schooling, but hifgirest
those with university educations. Likewise, more are working and fewer are unemployed in the group
having more education.

TABLE6: EDUCATION AND LABOURRKET PARTICIPATION

Total Labour Employed Un- In Labour Employed Un-
Force employed force employed

Level of education

Total 1000 1000 1000 80.9 75.1 7.2
Primary education 338 323 52.7 74.3 65.9 112
Secondary 374 378 313 80.9 76.0 6.1
education

University 28.6 29.6 16.0 912 87.6 4.0
education

SourceStatistics Iceland

The government has taken various measures to fight against the unemployment trend, particularly
measures against loAgrm unemployment and unemployment of young people. In parallel with
government measures, the Act on Unemploymérgurance has been amended, with the goal of
injecting more steadfastness in the implementation of unemployment compensation and reducing
compensation fraud.

4.3.2 Paymerd from the Unemployment Insurance Fund
In December 2010 amendments to Act no. 5/2@00BUnemployment Insurance entered into force.
First, the amendments provide those who have been paid unemployment compensation for the first
time 1 March 2008 on later a right to unemployment compensation for four years instead of three. In
this regard casideration was particularly given to the fact that letegm unemployment had
increased, and it was anticipated that there would be more than 2000 people aeyeb?011
finishing their threeyear continuous compensation period, based on the situatiaheaistart of
2011. This measure is deemed important, with the goal of keeping job seekers and, at the same time,
reducing the incentive to enter the disability system. Nevertheless the measure has a short validity
period (through 30 June 2011) when a @@ntturnaround in the economy is anticipated. Second, the
amendment entails an extension of the temporary provisions authorising payment of unemployment
compensation against reduced work percentage, for the authorisation would otherwise have expired
at theend of 2010. Wage earners' work percentage will nevertheless be cut by at least 30 percent
instead of 20 percent as previously, so that those affected will be eligible for proportional payments.
This is done for the purpose of achieving goals in staniia. By taking these measures it will
continue to be more difficult for those who are unemployed to seek work, but since unemployment
is still high and job creation is not expected to pick up until around20idl, this authorisation was
extended througt80 June 2011.

The Unemployment Insurance Fund is financed by an employment insurance fee, paid by employers
on wage earners' total wages. In 2009 the fund could not sustain itself, and the Treasury had to make
up the difference, totalling ISK 14,461 roitli In 2010 a state contribution to the fund is anticipated.
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An extension of compensation to four years is estimated to increase the fund's costs by ISK 640
million in 2011; on the other hand, the proportion of unemployment compensation is expected to
decrease the fund's costs during the year by a total of ISK 470 million.

TABLE7: NUMBER OF BENEFITHHEENTS AND UNEMRMIMENT SPENDING, EBXI

Total
outlays
Total Females Males bn.ISK  Surplus/Deficit
2007 5,241 3,012 2,229 3,054 1,742
2008 12,014 5,019 6,995 5,299 371
2009 31433 12486 18947 26,422 -14,861
2010 est 26,276 11,113 15163 28,350 -13,844

Source: Directorate of Labour

4.3.3 Participation rate of job seekers in labour markgtogrammes
While an individual accepts unemployment compensation, it is assumed that the person will follow a
certain job search plan. The individual is also offered participation in labour market remedies and
receives special grants from the Unemployment Insurance because of participation in remedies
and/or because of moving residence within the country due to a job offer. The goal is to promote the
job seeker's being active and facilitate getting off the unemployment rolls and out on the job market
or acceptingvork or vocational training far from his domicile.

The Directorate of Labour supervises job market remedies and offers participantsigbdd and
study-related remedies. For a jetelated remedy, an agreement is signed with a company or
institution onhiring a job seeker for vocational training, trial employment or job rehabilitation. The
job seeker agrees that the Directorate of Labour shall pay his base unemployment compensation, in
addition to an 8 percent matching contribution to a pension fundeatly to the company or

institution paying him wages. With a study agreement, the job seeker undertakeslptbd studies,
which he has chosen for himself, in collaboration with an advisor at the Directorate of Labour,
following an assessment of hislikiand an evaluation of his position. The Directorate of Labour pays
him unemployment compensation at the same time. Other remedies offered by the Directorate of
Labour are agreements on up to six month employment in developing business ideas, witlathe go
of implementing the ideas. The agency is also authorised to enter into a separate entrepreneurial
agreement with a company or institution planning to launch a new business concept, such as an
innovation project or product development project, not eniiag violations of competition policy.
Finally, the agency can enter into an agreement on a temporary intensive project or volunteer effort
beyond statutory and usual operations at companies or institutions.

Table 2&hows that in 2010 the number of parifpants increased substantially from 2009. Most of
the increase was in jokelated courses, stemming chiefly from how easy it was to implement such
remedies. It is more difficult to get job seekers into job training because of the lack of jobs.
Nevertheles, job training is the most productive remedy since the workplace, more often than not,
benefits from hiring those involved to work when the training is finished.
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TABLER8: PROGRAMMES FOR UNERFED

Internships and Total
Occupational provisional outlays,
courses  Apprentices contracts Other bn.ISK
Percent of unemployed
2009 7.0 4.3 1.7 7.2 724
2010 213 5.1 2.6 17.8 1,370

Source: Directorate of Labour

4.3.4 Specialprogrammesfor youths
By age group the greatest unemployment is among young people, agé. Ttis group is generally
more subject to fluctuation than other age groups and has achieved little foothold in the labour
market. In November 2010, 2,329 youths in Iceland, ag24l%ere unemployed according to the
rolls of the Directorate of Labour, i.e. about 17 percent of the unemployed. If tH92&ge group is
included, the proportion is 33.4 percent. A majority of them (70 percent) has only finished
compulsory school. The progmn is still higher among the youths that have been outside the labour
market longer than six months, 73 percent.

In1 January 2010, a programme was launched called "Youth to Aciibe"goal of the programme

is for no more than three months to passm when an individual, age 1, becomes unemployed

until he is offered work, study opportunities, vocational training or participation in other worthwhile
projects.In April 2010 employment agencies throughout Iceland began reaching out to all youths in
this age group and offering them patrticipation in job or study remedies. A number of optional
projects are offered, such as computer science and business administration, computer repair, music,
languages, artistic creation, food preparation, driving aaduyequipment handling courses,

hygiene or sefmprovement. At the end of November 2010, a total of 8,630 youths looking for work
had accepted offers to participate in some remedy, which is about 52 percent of all of those covered
by the programme. Of #ise, 3,985 had completed at least one remedy lasting from one hour up to
six months. From the start of 2010 through the end of November 2010 the total cost of the remedies
was about ISK 341 million, and the Directorate of Labour is now working on evgltrainresults.

4.3.5Education policies
New legislation from 2006 to 2008, part of a foundation for a lifetime education policy, has come
into force for all levels of schooling, from university to preschool, along with teacher education. The
legislation stipulates improved quality of teacher education, better ties between education and social
partners, and certification of formal and informal education. Emphasis is placed on cooperation
between education and research, entrepreneurial effort, innovaaod democracy, both within the
system as a whole and within each school and university. The policy "Education and Training 2010" is
currently being implemented through changes in curricula, and regulations are based on power
distribution, key skills, cukular goals and NQF (a criterion framework on education and degrees).
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4.4 Agriculture
Agricultural policy aims at ensuring farmers' ability to make a living, provide consumers with a
sufficient supply of products at an advantageous price, maintain sedtte in rural areas and ensure
food and feed security. On accession, a competent authority must be defined that is responsible for
domestic implementation of the Common Agricultural Policy (CAP) and sees to domestic policy
formulation as well as on the Hevel. In most member states, this party is the Ministry of
Agriculture.

It is clear that with Iceland's membership of the EU, the operating environment in Icelandic
agriculture will be completely changed, and the entire legal framework will have to mwes. The
Icelandic agricultural system builds for the most part on produetelated agricultural grants, direct

or indirect. Animal husbandry is the most common form, while field cultivation, other than for
growing feed, is less important, making Igelec agriculture distinct from that in EU member states,

in that respect. Production support for milk production, shéeisbandryand vegetable production

in the Budget Act 2011 totals about ISK 10.6 billion, which amounts to around 2 percent of the state'
total expenditure. The ownership of the 4,000 farms in Iceland is mostly by private parties, but 8
percent of farms are publicly owned. The goal is to review the agricultural support system, with
emphasis on facilitating recruitment.

A great deal dependsn the outcome of membership discussions regarding how changes in the
Icelandic agricultural system will be arranged. The EU's agricultural policy generally falls outside the
purview of the EEA Agreement, and no directives have therefore been adopteid sréa. All

legislation regarding implementation of the agricultural system in Iceland must be reviewed. This
includes review of the Act on Production, Pricing and Sale of Agricultural Products, no. 99/1993, and
Agricultural Act, no. 70/1998. The revidas to take into account current agreements with the
Farmers' Association of Iceland on agricultural production.

The Ministry of Fisheries and Agriculture is now preparing a detailed evaluation of the changes
required to harmonise the Icelandic agricultbsystem with the EU's demands upon membership.
Such changes will entail establishing a special payment agency for agricultural supports and an
Integrated Administration Control System (IACS). The payment agency will see to the actual
implementation of thepolicy in Iceland, implementation of a support system, monitoring,
intervention in the market and monitoring of imports and exports in respect of third states. The
agency falls under the first pillar of the CAP regarding agricultural product produdtiemeiv
system will be more costly than the current one, and it will also be necessary to strengthen the
ministry upon membership.

Today, many parties are involved in implementation of agricultural policy in Iceland, for example, the
Farmers' Association é¢eland, agricultural federations, municipal feed supply monitors, the
Agricultural Productivity Fund and the Icelandic Food and Veterinary Authority. Many of the tasks
that the payment agency is intended to execute are already administered by thesegpartceland,

and transfer of tasks would therefore often be involved. Under the rules of the EU, the agency can
entrust parties with specified tasks as its agents, but then the defects of distributed administration
must be taken into account. The paymegency must be operating and prepared to pay subsidies
and accept contributions from the EU's funds from the first day of membership.
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Subsidies from CAP are allocated in Euros to a member state that has adopted the currency, but in
the member state's cuancy if it has not adopted the Euro. This means that if the exchange rate of
the currency falls, the farmer does not get higher subsidies that year. The context of a criterion
exchange rate of the Icelandic ki must be considered carefullith respect b the Euro for

subsidy amounts and currency issues in the area of agriculture.

Iceland has adopted most of the EU's legislation in the area of organic agricultural production. Work
is going on to harmonise a new regulation, no. 834/2007, and derivativeat@mns with the EEA
Agreement. A comparable quality control system will be introduced for conservation of geographical
labelling and traditional special products. Improvements must be made in the collection for and
processing of agricultural accountirand that task is now done by the Agricultural Statistical Service.

The introduction of CAP in Iceland will involve substantial change in the market environment. Market
subsidies for agriculture in Iceland primarily involve protective duties. Duties a@s@dmpn most
unprocessed and originally processed agricultural products produced in Iceland, while others are
generally dutyfree upon importation. Duty quotas are employed to facilitate the importation of a
limited quantity of specified products for a spfied period or a limited or unlimited quantity of

specified products for a specified period, depending on needs on the domestic market. Duties are
also imposed on several processed agricultural products produced in Iceland.

Export compensation to compeate farmers for differential between domestic prices and world

market prices upon export to third states was abolished in Iceland in 1992, however, it persists in the
EU. A report is being prepared to shed light on the price competitiveness of Icelarididtare by
agricultural branch in respect of agriculture within the EU.

The working environment of cattle farmers and product centres will suffer major changes upon
membership in the EU. A system exists in Iceland, which limits the quantity of milk dontestic
market and ensures specified support for the production quota. The EU will abandon milk production
guotas in 2015 and have initiated preparation for thetfi@eoming changes. Huge investment has

taken placdn Icelandic milk quotas that needs toe considered. Recently the first ovére-counter
market was establishefibr milk support targets under the auspices of the Icelandic Food and
Veterinary Authority. The market's purpose is to meet the industry's needs for necessary transfer
within it, inaease the transparency of trading and, at the same time, prevent pricing of milk supports
that works against the interest of consumers and the industry itself. General rules of competition in
force in Iceland reflect EU legislation in the issue categaey éwough the EEA Agreement does not
cover agricultural policy. A legal evaluation will be prepared of the effect of the EU's competition
rules, specifically regarding the dairy industry.

In all membership agreements, new states have been granted leewsydrio adapt to the main
aspects of the agricultural system. There are also examples of agreements made for changes in EU
legislation to take into account circumstances in candidate states.

The second pillar of the agricultural policy pertains to rueatelopments. No comparable integrated
policy on rural development exists in Iceland, but a certain correspondence can be found in the
Agricultural Productivity Fund, forestation, land reclamation and the quality control project in sheep
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husbandry. Introdution of the policy in Iceland therefore calls for a review of the current
arrangement, revision of laws and regulations and new legislation in some areas.

The goal of supporting rural development is to promote increased competitiveness of agriculture and
forestry by supporting reorganization, development and innovation. There are also goals to improve
the environment and profile of the land by supporting land utilization of the land improvement
projects. Finally, by improving the quality of life in ruraas and stimulating diversity in working
patterns.

When formulation of a rural development policy for Iceland has started, there will be an exhaustive
list of the legislation that will require amendments. A considerable part of the projects and
operationsnow provided support in Iceland will be accommodated with him the EU's rural
development policy. It will therefore rather involve reorganization, redefinition and harmonisation.

A domestic plan will also have to be formulated and approved regarding supipontal

development within the framework of the joint policy. An act will have to be passed on how this
policy formulation shall be organised, who will be involved in defining it, in what way, and who will
be responsible for overall implementation of tpelicy. It is also likely that statutory authority will be
required to define the parties having the functions, as stipulated regarding member states being
obligated to see to implementing and monitoring, whether new units will be established to take care
of these functions, or they will be entrusted to parties within the current administrative system.

Upon membership a managing authority must be specifically designated for rural development
funds, which in most states is the Ministry of Agriculture. A Mwoing Committee must be
established to ensure effective implementation of the rural development committee. The payment
agency also has administrative functions to perform regarding implementation of the policy, and
finally states must establish adminiation of a national rural network to ensure consultation of all
parties within the policy, collect and analyse information, prepare various plans and conduct
monitoring measures.

It does not seenthat special systemic changes are required regarding theagement of fisheries
resources, but one agency will have to be designated as the competent authority in communications
with the EU. At this time a comprehensive review of the EU's fisheries policy is underway. A new
basic regulation is scheduled to entata force on 1 January 2013. Iceland's membership would
hardly come to pass before completion of the review, and there is therefore some uncertainty
regarding which rules will be enforced on fisheries within the EU in the future.

Review is underway of theelandic fisheries management system, with the goal of conserving
fishing stocks, promoting efficient utilisation of resources, strengthening employment, strengthening
settlement, creating an accord between the nation and ownership and utilisation ohenari

resources and, finally, laying a foundation for retirement andisposition of catch authorisations

over a 20 year period. A recently released report of a task force on review of the Fisheries
Management Act lays a foundation for this work.
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4.5 Administrative reform
From the collapse of the banking system, considerable changes have been made in the
administration of economic affairs as there was an evident shortage of collaboration and
consultation on economic management. In addition, increased fundas been granted to the FME
(the Financial Supervisory Authority), the biggest part of which is financed by a fee imposed on
regulated financial undertakings.

One of the most important changes in the administration of economic affairs the last sgearal

was the founding of a special Ministry of Economic Affairs in October 2009. With the founding of the
ministry, legislation of a large part of the financial market was merged into one ministry. Legislation
pertaining to the Statistics Iceland and gesleeconomic management were also transferred from

the Office of the Prime Minister to the new Ministry of Economic Affairs.

These amendments constituted an important step in harmonizing proposals of the Finnish financial
specialist Kaarlo Jannari on rgarg all legislation regarding the financial market under one ministry.
Nevertheless, the step was not fully taken since legislation on pension funds was left in the Ministry
of Finance, and legislation on the Housing Financing Fund continues to be baddéinistry of

Welfare. Regarding the affairs of the Housing Financing Fund, increasing effort has been made to
coordinate the forces of different ministries involved in the fund's affairs. In order to improve
integration of the two ministries how handlireconomic affairs, i.e., the Ministry of Economic Affairs
and the Ministry of Finance, a special Ministers' Committee on Economic Affairs was founded.
Participating in the committee are the Prime Minister, Minister of Economic Affairs and Minister of
Finarce. Other ministers join the committee in accordance with the matter under discussion.

4.5.1 Additional funding for the Financial Supervisory Authority
There was a great deal of turbulence in the operating environment the FME following the banking
collapse. These changes reflected the scope and organization of the monitoring. The FME has since
the crisis received addition financing both through the Treasury and higher fees on financial
undertakings. The imposition of monitoring fees in 2010 is exdtiah at about ISK 1.153 bn, while the
Budget Act for 2011 provides for ISK 1.619 bn, i.e. an increase of about 40 percent between years
The increased resources of the FME have been translated into rising staff numbers with nearly 100
employees at FME atarend 2010, up from 45 in 2006 and 60 just following the crisis. The number
of full-time equivalent positions is expected to increase to 117 at the end of 2011. It is estimated that
about 17 fullitime equivalent positions in the above figures will be frary jobs because of the
great scope of investigative tasks in the period 2011 to 2013, related to the banking collapse.

The financing of FME is expected to follow the Bank for International Settlements' Core Principles for
Effective Banking Supervisiofhe core principles form a framework that was followed when legal
provisions on the Financial Supervisory Authority's operations were originally drafted as well as upon
their later revision. By ensuring adequate resources for the Financial Supervisboyi#is

operations, a suitable legal framework for monitoring, effective provisions for powers to address
compliance and independence in respect of other interests than those entailed in operational
independence, the agency ought to be able to work icoadance with these core principles. Before



94

the end of March, internationally recognized experts will finish an assessment of whether the FME's
framework stands up under these core principles. Upon completion of this assessment, a strategic
plan will be deeloped on how to deal with the items that are not fully met.

4.5.2The Special Investigation Commission (SIC)
The Special Investigation Commission (SlB)atted its report to Althingin April 12 2010. The
Commission was established by Act No. 142/2008&\lthingi in December 2008, to investigate and
analyse the processes leading to the collapse of the three main banks in Iceland. Members of the
Commission are Supreme Court Judge, Mr. Pall Hreinsson, Parliamentary Ombudsman of Iceland, Mr.
Tryggvi Gunmason, and Mrs. Sigriour Benediktsdottir Ph.D., lecturer and associate chair at Yale
University, USA. The aim of the report was to portray as comprehensively as possible the events that
lead to the collapse of the banks and seek to answer what causedaiiaie ?

4.6 Additional reform areas

4.6.1Indebtedness of households
Following the collapse in October 2008, the government introduced various measures on behalf of
households and companies. In November 2009, an act entered into force on measurdzatfrobe
individuals, households and companies because of the banking and currency collapse. The act laid
out a general framework and rules about specialised data adjustment that claimants and debtors
make between themselves on debt concessions. Crediterehbligated to set rules for themselves
on the implementation of specialised debt measures and publish them where they are accessible to
everyone. Also, parties subject to the FME's monitoring are obligated to set working procedures for
themselves approwt by the FME. They shall take into account the assessed status of debtors,
payment ability, conditions on terms, objectivity in decisions taken by claimants and the perspective
of competitiveness. The act also stipulates that the Minister of EconomicsAstzall appoint a
committee to monitor the implementation of specialised debt measures carried out by parties
subject to monitoring on the financial market. The committee was formed in2G@P and has now
submitted two status reports to the minister.

Inthe fall of 2010 the government began a separate inquiry into the payment and debt problems of
households, utilisation of the remedies that had already been implemented and proposed further
solutions to the problems of households. The inquiries were mad®liaboration with stakeholders.
Following this the government, financial companies and pension funds presented new measures to
respond appropriately to the problem of delayed debt restructuring. Different circumstances of
households were taken into acant, and the measures were therefore diverse. The measures
covered the following aspects:

1. Collateralised households were offered to have their real estate mortgages adjusted to the value
of the collateralised real estate, totalling up to 110 percent & #alue of the asset, upon
fulfilment of certain conditions. Concessions of collateralised debts under this remedy can be up
to ISK 4 million for an individual and ISK 7 million for a couple, people in the cohabitation and

* Selected chapters from the SIC report can be found on the Althingitwbl/sic.althingi.is/


http://sic.althingi.is/
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single parents. Further concessowill be considered after a detailed survey of the asset

position and assessment of the ability to pay. The maximum concession in those instances is up
to ISK 15 million for individuals and ISK 30 million for people with chil@ihencost of the
HousingFinancing Fund for this measure is estimated to be ISK 10 billion and it will cover about
9400 households indebted to the funidithis measure is not sufficient, plans call for a specialised
debt measure to be applied, and housing loans will be decrebgen to 70 percent of the

property value. Up to 30 percent of the asset value is then put into an intérest nopayment

loan for three years, and debts exceeding 100 percent are written off.

2. Mortgage interest rebates have been available to househaiabwill increase in 2011. The
maximum mortgage interest rebate for single people will be ISK 400,000 instead of ISK 247,000
and for a single parent ISK 500,000, instead of less than ISK 318,004. For couples or people who
are cohabiting, the maximum rebawill be ISK 600,000, up from over ISK 408,000. Assistance
will also be extended to households with heavy debt burdens and low and middle income levels.
This increase will cost the Treasury more than ISK 2 billion (see chapter 3.1.2).

3. Individuals and howeholds are offered remedies in 2011 and 2012 to subsidise interest costs
because of residential housing. The subsidy is independent of income but is not applicable when
a borrower's net ownership exceeds a specific limit. It is anticipated that the payouedéen of
households can decrease by up to ISK 2063000 per year. The goal is for lending
institutions to be involved in financing these costs. The cost of this measure is estimated at about
ISK 6 billion (see chapter 3.1.2).

4. A special campaign waset up to reach households in default.

4611550 G2NEQ hYodzZRaYl Yy
¢tKS hTFAOS 2F (GKS 5S0iG2NEQ hYodzRaYly gl & Sadlof A
Office for Households' Finances. The DO's role is to protect debtors' interests ancegtmsd with
substantial payment difficulties assistance at no cost. In parallel with this function, the DO provides
assistance in drafting agreements on payment adjustment and prepares a living standard criterion,
cf. Act no. 101/2010.

FIGURB3: DO'S ACTIVITIES BYAREND 2010
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SourceThe Debtors' Ombudsman. Includes cases referred from the Advisory (
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The activities of the Ombudsman for Debtors have increased substantially. The number of employees
has doubled, and a new branch has been opened in Reykjanesbaer. There are now 59 employees and
about 1700cases are being processed at the office. Lending institutions defray the costs of

operations of the Ombudsman for Debtors with payment of a special fee.

4.6.2 Research and development
International measurements show that the government funding for redearad development in
Iceland has in recent years produced diverse innovation and a strong position for the sciehees in
international arena. In 2D the total contribution for research and development was ab8ud
percent of the GDBRnd from government.3 percent, which is comparable to the average
contribution in European states.

TABLER9: R&D OUTLAYS, PERCERIGDP

Total R&D Outlays Public R&D Outlays
2007 2.7 1.0
2008 2.7 12
2009 3.0 13

SourceStatistics IcelandThe Icelandic €htre for Research (Rannis

The policy of the Science and Technology Policy Council forZZd®emphasises that with a
harmonized campaign of individuals, government institutions, universities and companies, there will
be new value anéven new industries in the economy interacting with the sciences and innovation.
The policy emphasises reinforcing collaboration of Icelandic innovation companies and institutions
with other countries on financing research and tax concessions. Emphalsis jgaced on better

and more coordinated information on quality and results of research at universities, institutions and
companies.

In January 2010 Act no. 152/2009 entered into force. Its goal is to improve competitive conditions of
innovationcompanies and strengthen research and development effort by providing innovative
companies a right to a tax deduction for costs of innovation projects and providing individuals and
legal entities with incentives to invest in innovative companies, giveaifipe conditions. The act
increased the tax deduction from 15 percent to 20 percent, the maximum cost to calculate a
deduction doubled from ISK 50 m to ISK 100 m, and the maximum cost for purchased services from
acknowledged parties doubled from ISK 750niSK 150 m. Also, rules were put in place on how high

a combined grant from public parties, including a tax deduction, may be as a proportion of the cost
of an individual research or development project for small, medgimed and large companies.

Smalle companies are authorised to accept a higher proportion of the cost of a project from the
government than the larger companies.
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4.6.3 Information society
Iceland is below the average in EU states regarding the supply of electronic information available
from the government, according to measurementdted Cap Gemini Survepnducted for the
European Union, but Iceland ranks high when it comes to the use of information.

TABLBO: INFORMATION SOCY:=2009

Iceland
E-Governmentavailability, percent of total 75
EGovernment supply, percent 55

Source: Eurostat

In 2008, the policy "Netriki islands" was launched, and became the government's signpost for
development of electronic administration and utilisation of information technology for 2.
The policy is thre@ronged, focusing on services, efficiency degtelopment and comprised of a
total of 65 measures. Implementation of the policy is going somewhat slower than planned as a
result of the economic crisis arekpenditures have decreased

One of the biggest projects that the government is how launctarigiprove electronic information
services is public certificatiohlsages of such certificates are seen as a key enabler for the
information society and one of the most important projects withig@vernent. The Icelandic
Government cooperates with Iceldit banks were certificates for authentication and qualified
signatures are being distributed on bank cards. In the beginning of 2011 around 55 thousand bank
cards have been issued to citizens and it is estimated that around 200 thousand cards wikéave b
issued at the end of the year.

4.6 4 Telecommunications
The PFS (Post and Telecommunication Administration) in Iceland monitors with regular intervals
operation and services of all telecommunication service providers according to the legal framework
for electronic communications and postal services as influditgadirectives of the EU and domestic
legal acts and regulations. PFS regularly pubdiahspecial statistical report on the electronic
communications market. The report contains information on the principal figures pertaining to the
electronic communicdons market and the companies operating in the market. The intention is to
improve the quality of information disclosure and to increase transparency in this market, in line with
recent demands to this effect.

A parliamentary bill to amend Act no. 81/2008 Telecommunicationis now before AlthingiThe

goal of the bill is to harmonise all action plans on telecommunications under a single
communications plan. The plan is to cover all telecommunications, postal affairs and electronic
communications. The gpoach of the communications plan is thus intended to be broader than a
telecommunications plan since it will provide a comprehensive overview of different communication
modalities in Iceland and their interaction; in addition the communications plan takesccount

the goals of the Government's Strategy 20/20, which masitioned earlier in this paper



Annex Statistical Appendix

TABLB1: MACROECONOMIC PROSPE

Year
2012

2.9
6.0

29
-2.2

23.2
-0.005

2.0
6.0

4.3
-0.001

-11

Year
2013
2.3

1.9
2.4
2.7
2.2
1.9

Percentages unless otherwise ESA Code Year Year Year Year
indicated 2009 2009 2010 2011
Level Rate of change
(bn
EUR)
1. Real GDP at market prices Bl*g 7.402 -6.8 -3.0 1.9
2. GDP amarket prices Bl*g 11.569 15 3.6 4.8
Components of real GDP
3. Private consumptiorexpenditure P3 4.013 -16.0 -0.2 2.6
4. Government consumption P3 1.686 -1.7 -3.7 -4.3
expenditure
5. Gross fixed capital formation P51 1.678 -50.9 -4.6 14.8
6. Changes in inventories and net P52+ 0.003 0.021 -0.004 -0.005
acquisition of valuables (% &&DP) P53
7. Exports of goods and services P6 2.860 7.4 -0.1 1.0
8. Imports of goods and services P7 2.851 -24.1 27 2.0
Contribution to real GDP growth
9. Final domestic demand 7.4 -208 -1.6 21
10. Change in inventories and net ~ P52+P53 0.0 -0.024 -0.025 -0.001
acquisition of valuables
11. External balance of goods/services  B11 0.0 12.1 -09 -0.2
TABLB2 PRICE DEVELOPMENTS
Percentage changes, annual averages ESA Code Year Year Year Year
2009 2010 2011 2012
1. GDP deflator 92 64 27 2.7
2. Private consumption deflator 154 49 29 1.7
3. HICP 16.2 7.5 - -
4. National CPI change 120 54 25 26
5. Public consumption deflator 10.0 33 18 29
6. Investment deflator 177 33 23 24
7. Export price deflator (goods & services 125 84 28 3.0
8. Import price deflator (goods & services 248 45 23 19

1.6

98

Year
2013

3.0
5.7

3.7
-0.3

14.6
-0.005

24
59

4.3
-0.001

-1.0
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TABLB3: LABOUR MARKET DEVEMERITS

ESA Year Year Year Year Year Year
Code 2009 2009 2010 2011 2012 2013

Level Level/Rate of change

1. Population (thousands) - 319.2 318.0 317.0 316.8 318.2
2. Population (growth raten %) - 0.0 -04 -03 01 0.5
3. Workingage population (persons) - 209.5 207.1 206.1 206.4 207.3
4. Participation rate - 76.6 774 776 777 779
5. Employment, persons - 147.6 147.3 148.4 1515 154.2
6. Employment, hours worked - - - - - -

7. Employment (growth rate in %) - 9.8 -0.2 0.7 2.1 1.8
8. Public sector employment (persons) - - - - - -

9. Public sector employment (growth in % - -0.8 -14 - - -
10. Unemployment rate - 8.0 8.1 7.2 5.6 4.5
11. Labour productivity, persons - 15 -23 15 0.8 1.2
12. Labour productivity, hours worked - - - - - -
13. Compensation of employees D1 - -7.0 6.9 5.1 6.9 6.9

TABLB4: SECTORAL BALANCES

Percentages of GDP ESA code Year Year Year Year Year
2009 2010 2011 2012 2013
1. Net lending/borrowing visa-vis the rest of the world B.9 9.9 - - - -
of which:
- Balance ofgoods and services 9.2 9.7 9.3 8.1 6.7
- Balance of primary incomes and transfers -11.0 -12.6 -13.0 -129 -12.2
- Capital account -8.1 - - - -
2. Net lending/borrowing of the private sector B.9/ EDP B.¢ 19.8 - - - -
3. Net lending/borrowing of general government 99 60 -26 01 28

4. Statistical discrepancy - - - - -
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TABLBS: GDP, INVESTMENT ABBOSS VALUE ADDED

ESA
Code

Year
2009

GDP and investment

GDPevelat currentmarket prices (in domestic
currency)
Investment ratio (% of GDP)

Blg

1502.2 1551.0 1622.9 1715.7

13.8

Year
2010

13.2

Year
2011

14.8

Year
2012

17.7

Growth of Gross Value Added, percentage changes at constant prices

1. Agriculture

2. Industry (excluding construction)
3. Construction

4. Services

TABLB6: EXTERNAL SECTOR DEYMENTS

Billion Euro unless otherwise indicated

. Current account balanc@o of GDP)

. Export of goods

. Import of goods

. Trade balance

. Export of services

. Import of services

. Service balance

. Net interest payments from abroad

. Other net factor income from abroad
10. Current transfers

11. Of whichfrom EU

12. Current account balance

13. Foreign direct investment

14. Foreign reserves

15. Foreign debt

16. Of which public

17. O/w: foreign currency denominated
18.0/w: repayments due

19. Exchange rate \&-vis EUR (engear)
20.Exchange rate vig-vis EUR (annual average
21. Net foreign saving

22. Domestic private saving

23. Domestic private investment

24. Domestic public saving

25. Domestic public investment

© 0 N O OB~ WN P

% of GDP
bn NCU
bn NCU
bn NCU
bn NCU
bn NCU
bn NCU
bn NCU
bn NCU
bn NCU
bn NCU
bn NCU
bn NCU
bn NCU
bn NCU
bn NCU
bn NCU
bn NCU
NCU/EUR
NCU/EUR
% of GDP
% of GDP
% of GDP
% of GDP
% of GDP

Year
2009
2.2
2.9
2.4
0.5
1.7
1.4
0.3
-0.9

87.3

172.7
179.9

Year

2010
-2.9

-1.158

-0.046

-0.279

4.116

162.0
153.8

Year

2011
-3.6

-1.296

-0.040

-0.376

Year

2012
-4.9

-1.372

-0.043

-0.540

100

Year
2013

1808.5

19.7

Year

2013
-5.8

-1.378

-0.046

-0.674



TABLB7: GENERAL GOVERNMENDBETARY PROSPECTS

ESA code

Year

2009
Level

Net lending (B9) bypub-sectors

1. General government
. Central government
. State government

. Local government

a A W N

. Social securitjunds

. Total revenue
. Total expenditure

. Net borrowing/lending

© 00 N O

. Interest expenditure

p.m. 9a. FISIM

10. Primary balance

11. Total taxes (11 ¥la+11b+11c)
11a. Taxes on production and imports

11b. Current taxes on income and
wealth
11c. Capital taxes

12. Social contributions

13. Property income

14. Other (14 = 1§11+12+13))
15 = 6. Total revenue

p.m.: Tax burden (D2+D5+D61+D91
D995)

S13
S1311
S1312
S1313

S1314

-200.100
-191.684
0.000
-12.876

4.400

General government (S13)

TR
TE

EDP.B9

EDP.D41 incl.

FISIM

653.600
853.700
-200.100

49.497

0.000

-200.187

Components of revenues

D2

D5

Da1
D61

D4

TR

500.772
230.100

269.500

0.500
41.644
57.047
54.137

653.600

542.400

Year

Year

Year
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Year Year

2009 2010 2011 2012 2013

-9.9
-8.2
0.0
-1.0

-0.7

40.9

50.8
-9.9
6.6

0.0

-6.5

30.6
13.9

16.7

0.0
3.1
3.6
3.7
40.9

33.7

% of GDP

60 -26 01 28

56 23 04 27

04 03 -02 0.1

432 419 437 459
492 445 436 430
60 -26 01 28

50 51 53 5.1

00 00 00 00

30 09 39 6.1

30.8 31.1 319 325
40 40 40 41

24 21 20 21

60 47 58 7.1

432 419 437 459
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TABLE 31CONTINUED)

ESA code

Year Year Year Year Year Year
2009 2009 2010 2011 2012 2013
Level % of GDP

Selected components of expenditures

16. Collective consumption P32
17. Total social transfers D62 + D63
17a. Sociafransfers in kind P31 = D63
17b. Social transfers other than in kind D62

367.309 26.4 248 229 212 20.5
89.778 8.1 - - - -

89.778 81 75 75 69 65

18 = 9. Interest expenditure (incl. FISIN EDP.D41 + FISII 49500 66 50 51 53 51

19. Subsidies D3
20. Grosdixed capital formation P51
21. Other (21 = 2216+17+18+19+20)

22. Total expenditures TE

p.m. compensation of employees D1

27326 19 17 16 15 14
66.002 35 26 23 24 25
253.785 4.3 - - - -

853.700 50.8 49.2 445 43.6 43.0

216.2 149 140 130 121 118

TABLBS8: GENERAL GOVERNMENXPENDITURE BY FUNII |

Percentages of GDP COFOG Cod' Year Year Year Year Year

1. General public services
2. Defence

. Public order and safety

3

4. Economic affairs

5. Environmental protection

6. Housing and community amenities
7. Health

8. Recreation, culture and religion

9. Education

10. Social protection

11. Total expenditure (item 7 = 22 in Table

2009 2010 2011 2012 2013
1 102 - - - -
2 00 - - - -
3 16 - - - -
4 6.0 - - - -
5 0.7 - - - -
6 05 - - i ]
7 83 - - - -
8 3.7 - - - -
9 85 - - - -
10 11.3 - - i )
TE 50.8 49.2 445 436 43.0
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TABLB9: GENERAL GOVERNMENMBDDEVELOPMENTS

Percentages of GDP ESA code Year Year Year
2009 2010 2011
1. Gross debt 92,5 96.3 100.8
2. Change in gross debt ratio 224 3.8 4.5
Contributions to change in gross debt
3. Primary balance 65 30 -09
4. Interest expenditure (incl. FISIM 6.6 5.0 5.1
5. Stockflow adjustment 93 42 04
of which:
- Differences between cash and accrua - - -
- Net accumulation of financial assets - - -
of which:
- Privatisation proceeds - - -
- Valuation effects and other - - -
p.m. implicit interest rate on debt 95 5.6 5.5
Other relevant variables
6. Liquid financial assets - - -
7. Net financial debt (7 = 16)
TABLEO: CYCLICAL DEVELOPMENT
Percentages of GDP ESA Code Year Year
2009 2010
1. Real GDP growth (%) Blg -85 -25
2. Net lending of general government EDP.B.9 9.9 -6.0
3. Interest expenditure (incl. FISIM recorded as EDP.D.41 + 6.6 5.0
consumption) FISIM
4. Potential GDP growth (%) - -
Contributions: - -
- labour - -
- capital - -
- total factor productivity - -
5. Output gap (in % of potential output) - 2.1
22.0

6. Cyclical budgetary component -
7. Cyclicallyadjusted balance () =
8. Cyclicallyadjusted primary balance (B) -

Year
2012

94.4

-6.4

-3.9
5.3
-7.8

5.6

Year
2011
2.2
-2.6

51

Year
2013

88.7

-6.1
51
-4.8

5.7

Year
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Year

2012 2013

2.9
0.1

5.3

3.0
2.8

51
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TABLE1: DIVERGENCE FROM AREN) PROGRAMME

Year Year Year Year Year
2009 2010 2011 2012 2013

1. GDP growth{% points)
Previous update - - - - -

Latest update - - S - -
Difference - - - - -
2. General government net lending (% of GDP)
Previous update - - - - -
Latest update - - = - i
Difference - - - - -
3. General government gross debt (% of GDP)
Previous update - - - - -
Latest update - - = - i

Difference - - - - R
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TABLE2: LONGTERM SUSTAINABILIOF PUBLIC FINANCES

Percentages of GDP

Total expenditure
of which:
- Agerelated expenditures
- Pension expenditure
- Social security pension
- Old-age and early pensions
- Other pensions (disability, survivors)

2000 2005 2010 2020 2030 2040 2050

- Occupational pensions (if in general government) - - - - - - -

- Health care

- Longterm care (this was earlier included in the - - - - - - -

health care)
Education expenditure
Other agerelated expenditures
Interest expenditure
Total revenues
of which: property income

of which: from pensions contributions (or social - - - - - - -

contributions, if appropriate)

Pension reserve fund assets

of which: consolidated public pension fund assets - - - - - - -

(assets other than government liabilities)

Labour productivity growth

Real GDP growth

Participation rate males (aged 264)
Participation rates females (aged 284)

Total participation rates (2664)
Unemployment rate

Population aged 65+ over total population

286.2 4333 - - - - -
54.8 82.9
51.2 85.6 - - - - -
23.0 225 - - - - -
297.8 4835 - - - - -
181 26.2 - - - - -
Assumptions

2 3.1 - - - - -
4.3 7.5 - - - - -
1.3 2.1 - - - - -
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TABLE3: BASIC ASSUMPTIONS THE EXTERNAL ECONOEINVIRONMENT

Variable
(annual growth rates in %, Year
if not otherwise stated) 2009

change*

Interest rates(in % p.a., annual averages)

- Shortterm interest rate - -2.6
(annualaverage)
- Longterm term interest - -2.6

rate[3] (annual average)

Assumptions for

Year
2010

change*

Year
2011

change*

2.4

-0.4

Exchangerates | yy dzl f -& YJSRI IS GA | GA 2y 0

Exchange rate via-¥A & - -35.3

P {5 Kk € -

Nominal effective exchange -34.2
rate

Real effective exchange rate
*%

-18.4

1
'
w
(e}

GDP (in real terms) (trading
partners)

- World, excluding EU - -

- EU 27 = =
World trade (in real terms)

Country export markets - -
World imports - -10.5
International prices

World import prices - 0.1
(trading partners)
03d22R&Z Ay €t

Oil Prices - -35.8
(Brent¢ USD per barrel)

6.2

6.4

15

5.7

1.7

25.0

3

2.1

2.9

2.3

3.9

1.5

4.5

Year
2012

change*

0.1

0.5

0.6

0.6
15

2.4

2.9

1.7

5.2

Year
2013

Comments

Trading
partners
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TABLE4MATRIX OF POLICY Q@NMMENTS

Description of policy Year
2010
Increased interest rebate

A. Implementation profile* X

B. Net direct budgetary impact (if any) ISK 2 bn

B.1 Direct impact on budgetary revenue -

B.2 Direct impact on budgetary expenditure -
Total net budgetary impact

Total impact on budgetary revenue -

Total impact onbudgetary expenditure ISK 2 bn

Year

2011

ISK 2
bn

ISK 2
bn

Year

2012

ISK 2
bn

ISK 2
bn

Year

2013
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