











cupational pension funds have been increasing their share in pensions
relative to the public system as they approach maturity and means
testing reduces the public pension. Payments totalled €505 million
(46.1 b.kr.) —3.6% of GDP —in 2007.

It is mandatory to pay at least 12% of total wages and salaries to
pension funds. Formally, this 12% is split between a 4% contribution
from the employee and an 8% contribution from the employer. The
funds have grown by leaps and bounds over the past two-and-a-half
decades, as their coverage has become almost total and the return on
their assets has been strong. Assets were equivalent to over 130% of
GDP at the end of 2007. Pension funds in Iceland are large relative
to GDP by international comparison, as Iceland was the OECD leader
with respect to this criterion in 2006.

At the end of 2007, there were 31 fully operational pension
funds in Iceland, including 12 with employer guarantees from the state
government, municipalities, or banks. Under current legislation, funds
without employer guarantee are required to be fully funded. The ten
largest pension funds held about 80% of the net assets of all pension
funds in 2007, and the two largest funds accounted for 35%. The av-
erage fund had net assets of around €504 million (46 b.kr.), while the
largest had assets of just under €3.5 billion (317 b.kr.).

The benefits paid by occupational pension funds without em-
ployer guarantee will ultimately depend on their net return and will
therefore vary from one fund to another. However, the investment risk
is borne collectively by the members of each fund, and there are no
individual accounts as in pure defined contribution plans (DC plans). It
has been estimated that, at full maturity, a typical general occupational
pension fund will be able to pay a pension amounting to 50-60% of
full-time earnings, giving a total replacement ratio of 60-70% when
the basic public pension is added.

In the third pillar of pension saving, employees are allowed to
deduct from their taxable income a contribution to authorised individ-
ual pension schemes of up to 4% of wages. Employers must match the
supplementary contribution up to a limit of 2%. The pension schemes
must be authorised by the Ministry of Finance. They are in most cases
defined contribution individual accounts. The pension saving is not
redeemable until the age of 60 and must be paid in equal instalments
over a period of at least seven years. It is estimated that 66% of wage
earners were paying into such schemes in 2007.

Pension funds used to invest most of their assets in government-
guaranteed bonds, housing finance, and loans to members. During
the last decade, a significant shift took place in the asset allocation of
pension funds, with the shares of equities and foreign assets increasing
strongly. The proportion of equities was just over 1% of total assets in
1990 but had increased to 35% in 2007. The share of foreign assets
rose from less than 2% in 1995 to almost 28% at the end of 2007.
Current legislation sets a 60% upper limit on the share of equities in
a pension fund's portfolio and restricts exposure to exchange rate risk
to 50% of net assets.

The build-up of the pension funds has contributed greatly to the
development of financial markets in Iceland. Pension fund assets are
estimated at 20.5% of the size of the credit system in 2007. During
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that same year, the funds held 21% of the stock of marketable bonds
and 43% of the stock of housing bonds. At the end of 2007, the
funds owned domestic equities and shares in equity funds amount-
ing to around 10% of the size of the organised equity market. This
figure underestimates their scope, however, due to extensive cross-
ownership of listed companies. Finally, the foreign asset accumula-
tion of the pension funds is very significant in terms of the national
economy. Pension funds' foreign assets accounted for just over 27 %
of all foreign portfolio assets of Icelandic residents at the end of 2007
and just over 7% of total foreign assets as recorded in the international
investment position.



5 Financial markets and infrastructure

Overview

Structural and legislative reforms, along with the expansion in financial
services and activity that they have engendered, have made Iceland’s
financial system more international in character and broadly on a par
with European norms. Under its obligation to transpose into national
law all existing and future EU legislation in the field of financial serv-
ices, Iceland has implemented all the EC directives on banking, insur-
ance and securities trading whose general objective is to accomplish
an integrated European market for financial services, in particular with
respect to the right of establishment, provision of services, prudential
rules and capital movements. Furthermore, the Icelandic authorities,
in close cooperation with market participants, have been implement-
ing policy objectives and specific measures on the basis of the EU's
Financial Services Action Plan aimed at enhancing harmonisation,
competition and effectiveness of financial services, payment systems
and electronic commerce throughout Europe.

A new Act on the Central Bank of Iceland entered into force in
2001. It simplified and clarified the objectives of the Central Bank,
provided full independence for applying its monetary instruments, and
increased its financial independence. The Central Bank of Iceland is
committed to modern central banking principles such as transparency,
accountability and independence. It pursues an inflation-targeting
monetary policy and promotes financial stability.

Table 5.1 Financial market liberalisation in Iceland:
some important steps

Event Year
Financial indexation permitted 1979
Liberalisation of domestic bank rates 1984-86
Iceland Stock Exchange established 1985
Interest Rate Act — Interest rates fully liberalised 1987
Stepwise liberalisation of capital movement begins 1990
Treasury overdraft facility in the Central Bank closed 1992-1993
New foreign exchange regulation marks the beginning

of liberalisation of cross-border capital movements 1992
Interbank market for foreign exchange established 1993
Iceland becomes a founding member of the EEA 1994
Long-term capital movements fully liberalised 1994
Short-term capital movements fully liberalised 1995
Foreign direct investment liberalised in accordance with EEA Agreement 1995
Interbank money market 1998
Interbank FX swap market 2001
Privatisation of state-owned banks completed 2003

OMX Nordic Exchange Iceland and the Icelandic Securities
Depository

There is currently one authorised stock exchange operating in Iceland
where public listing of securities and securities trading are carried out:
OMX Nordic Exchange Iceland, a part of NASDAQ OMX Group Inc.,
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(OMX ICE, previously Iceland Stock Exchange, ICEX). OMX ICE is
also licensed to operate a regulated OTC market. In 2006, the Ice-
land Stock Exchange, which was founded in 1985, merged into OMX,
which owned exchanges in all the Nordic and Baltic countries except
that in Norway. In 2007, it merged into NASDAQ OMX Group, Inc.
the world's largest exchange company, which provides trading, ex-
change technology and public company services on six continents.

Electronic issue of securities and registration of title to electronic
securities can only be carried out by a licensed securities depository.
The Icelandic Securities Depository is a registry, depository and clear-
ing house for securities in dematerialised (electronic) form. Settlement
of bonds takes place on a T+1 basis, while equity transactions are set-
tled on a T+3 basis. The Icelandic Securities Depository is also owned
by NASDAQ OMX Group, Inc.

Table 5.2 Selected legislation in the field of financial
services

Act on the Central Bank, No. 36/2001

Act on Activities of Stock Exchanges and Regulated OTC markets, No. 34/1998

Act on Electronic Registration of Title to Securities, with Amendments, No. 131/1997
Act on official Supervision of Financial Operations, with Amendments, No. 87/1998
Act on Financial Undertakings, No. 161/2002

Act on Undertakings for Collective Investment in Transferable Securities (UCITS)

and Investment Funds, No. 30/2003

Act on Insurance Activities, with Amendments, No. 60/1994

Act on Insurance Contracts, with Amendments, No. 30/2004

The Act on the Mandatory Guarantee of Pension Rights and the Operation of Pension
Funds, No. 129/1997

Act on Co-operative Societies, No. 22/1991

Act on Deposit Guarantees and Investor-Compensation Scheme, No. 98/1999

Act on Housing Affairs, No. 44/1998

Act on the New Business Venture Fund, No. 61/1997

Act on Measures against Money Laundering and Terrorist Financing, No. 64/2006
Act on Securities Transactions, No. 108/2007

Act on Covered Bonds, No. 11/2008

Bond market

The Icelandic bond market consists of a primary market, which usu-

ally takes the form of bond auctions, and a secondary market that is

operated primarily on OMX ICE. Icelandic bond issues can be broadly
divided into four categories:

1. Government bonds, issued by the Treasury, which are indexed
against inflation and paid up with accrued interest at maturity.

2. Treasury notes and Treasury bills, which are non-indexed, zero-
coupon bonds.

3. Housing Financing Fund (HFF) bonds, housing authority bonds and
housing bonds, which are indexed, interest-bearing bonds in an
annuity format.

4. Bonds that are issued by government agencies, private firms, or
institutions such as banks.



An active market-making programme on the stock exchange
ensures sufficient liquidity in the market for benchmark government
bonds, HFF bonds, housing bonds and Housing Authority bonds. A
primary dealer system is also in place for Treasury notes and bills. Most
new issues are registered in the Icelandic Securities Depository, and
trading is conducted on a delivery-versus-payment (DvP) basis. Sev-
eral categories of bonds are registered in Clearstream. HFF bonds are
registered in Euroclear, but a large share is sub-registered in the Icelan-
dic Securities Depository.

The Icelandic bond market has several features that set it apart
from bond markets in other countries. First, indexed bonds dominate
the market. The bulk of issues with a maturity exceeding 5 years are
linked to the CPI. Second, the majority of bonds carry a state guar-
antee, including HFF bonds, the market's most liquid issues. Third,
yields on the Icelandic bond market have been high by international
comparison. Over the past decade, real yields of indexed housing and
government bonds have fluctuated in the range of 3.5% to 8%. They
were around 4.7 % at the end of June 2008, at which time there were
407 listed bonds and bills with a market value of €13.2 billion (1,654
b.kr.). Turnover on the bond market was €26.6 billion (2,430 b.kr.) in
2007 and €27.3 billion (3,421 b.kr.) from January to June 2008.

Equity market

Market capitalisation of Icelandic equities has increased in recent years,
as equity prices rose 60% on average in 2003-2006. After mid-2007
and the onset of the turmoil that has affected all international markets,
equity prices fell considerably, with the decline measuring one-third by
July 2008.

In the beginning of July 2008, a total of 22 companies were list-
ed on the OMX ICE main list; one company on the alternative market,
which is an organised but not officially recognised market, and three
companies on the First North (small cap) securities market; where se-
curities are officially listed and traded. Market capitalisation of listed
companies at the end of 2007 was €28.2 billion (2,570 b.kr.), or 201%
of 2007 GDP. Turnover in shares was €33.7 billion (3,078 b.kr.) in 2007
and €19.8 billion (2,484 b.kr.) over the first six months of 2008.

Money market

The money market consists of a secondary market in Treasury bills,
bank bills and other short-term bonds on the stock exchange, and the
interbank loan market. Turnover on the secondary market on OMX
ICE was €661 million (60.3 b.kr.) in 2007 and €275 million (34.5
b.kr.) from January to June 2008. The interbank market is operated
by the Central Bank of Iceland, and trading involves unsecured loans
between the members of the market. Members must display indica-
tive bid and ask yields on various maturities, ranging from overnight to
12-month loans. Trades must be reported to the Central Bank. Once
a day, the Central Bank fixes REIBID and REIBOR rates for the market.
Turnover on the interbank market for domestic currency amounted to
€14.9 billion (1,356 b.kr.) in 2007 and €4.9 billion (617 b.kr.) over the
period January-July 2008.
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Chart 5.2
Equity market: Monthly trade volume and prices
At month-end January 2004 - July 2008

Dec. 31, 1997 = 1,000 EUR millions
7,000

6,000

5,000

4,000

3,000

2,000

1,000

2004 2005 2006 2007 0
Bl Trade volume (right)

— OMXI15 price index (left)

Source: OMX Nordic Exchange in Iceland (OMX ICE).

800¢C

ANV1321 40 AWONOD3



w

ECONOMY OF ICELAND

2008

50,000

40,000

30,000

20,000

10,000

FINANCIAL MARKETS
AND INFRASTRUCTURE

Chart 5.3

Volume traded in the interbank market
for foreign exchange 1997-2008"

EUR millions

1. Data until July 2008 inclusive.
Source: Central Bank of Iceland.

Foreign exchange market

In operation since 1993, the foreign exchange market is an interbank
market run by the Central Bank of Iceland. Market participants are
the three largest commercial banks. The Central Bank of Iceland is
the fourth participant but has not been an active market maker for a
number of years. The Central Bank has purchased foreign exchange in
the interbank market on behalf of the Treasury and to boost its own
reserves for the past four years, but in 2008 no such purchases have
been made. Market makers are subject to rules issued by the Central
Bank, which were last changed in the beginning of 2003.

Activity on the market is highly variable. Total turnover in 2007
was €39.96 billion (3,645 b.kr.), while in the first six months of 2008
it was €36.3 billion (4,555 b.kr.). In 2008 the Icelandic kréna has de-
preciated significantly against other currencies — for example, 37.4%
against the euro — after having been quite strong in recent years.

In 2007, issuance of Glacier bonds (kréna-denominated Euro-
bonds) was €3.0 billion (271.8 b.kr.). Issuance from January to July
2008 amounted to €0.8 billion (102 b.kr.), a significant decrease from
the years before. While most Glacier bonds mature in 1-2 years, the
longest issue spans 10 years. The outstanding Glacier bond stock
amounted to €2.7 billion (334.8 b.kr.) at the end of July 2008. Gla-
cier bonds scheduled to mature in the second half of 2008 amount to
€0.87 billion (108 b.kr.), and in 2009, Glacier bonds in the amount of
€1.4 billion (178 b.kr.) will mature.

Launched in November 2001 was an informal FX swap interbank
market for which the Central Bank of Iceland issued rules in March
2002. Turnover in the swap market was USD 619 million and €18 mil-
lion in 2007, and USD 361 and €6 million from January to June 2008.
Other derivative instruments are used in Iceland but not in a formal
market.

Financial stability and the Central Bank

Article 4 of the Central Bank Act stipulates that the Bank shall under-
take such tasks as are consistent with its role as a central bank, such as
to maintain external reserves and promote an efficient and safe finan-
cial system, including payment systems domestically and with foreign
countries.

In performing its important role of promoting an efficient and
safe financial system, the Central Bank of Iceland focuses on assessing
the risk of liquidity problems among financial companies and problems
in payment and securities settlement systems that could be systemi-
cally important. It also promotes efficiency and positive development
of the financial system. Financial stability is an important precondition
for economic stability, and vice versa. Central Bank activity in this field
must be undertaken in such a way that markets and decision-makers
take the Bank's views into account so as to contribute to an effective
and safe financial system. One important way to achieve this is with
the annual publication of the Central Bank's Financial Stability report.
In 2008, many of the factors that were considered cause for concern
in the 2007 Financial Stability report had materialised, such as depre-
ciation of the kréna, falling equity prices, a cooling real estate market,



and rising interest rate premia. In the latest Financial Stability report,
published in May 2008, the Central Bank's finding was that it was
likely that a range of risks would have to be faced, but efforts must be
made to minimise the probability of a financial crisis that could harm
potential output and erode living standards. Nonetheless, the Central
Bank's assessment was that the financial system was broadly sound.
It was believed capable of withstanding shocks to the economy and
financial markets, mediating credit and payments, and redistributing
risks appropriately.

In its work on financial stability, the Central Bank has taken into
account international agreements and other standards for best prac-
tice, as well as considering the work of leading foreign central banks
in this field. Because of the increasing prevalence of banks with cross-
border establishments, in 2003 the central banks of the five Nordic
countries signed a memorandum of understanding (MoU) on manag-
ing financial crises. In 2006, the Office of the Prime Minister, Ministry
of Finance, Ministry of Commerce, Financial Supervisory Authority and
Central Bank of Iceland published an MoU on consultation concerning
financial stability and contingency plans.

Supervision and deposit insurance

Since 1999, The Financial Supervisory Authority (Fjarmalaeftirlitid,
FME) has handled supervisory tasks formerly assigned to the now-
disbanded Bank Inspectorate of the Central Bank and the Insurance
Supervisory Authority. The Central Bank's role centres on oversight
and prudential regulation.

The FME has a Board of Directors appointed by the Minister of
Business Affairs. The institution supervises commercial banks, savings
banks and other credit institutions, insurance companies, companies
and individuals acting as insurance brokers, undertakings engaged in
securities services, UCITS, management companies, stock exchanges
and other regulated markets, central securities depositories, and pen-
sion funds. The FME also supervises other activities as authorised in
accordance with specific legislation.

The main task of the FME is to ensure that the activities of the
above institutions and firms are conducted in accordance with the
relevant laws and regulations and that they remain sound in other
respects. These institutions and firms are obliged to provide all the
information considered necessary by the FME to facilitate statutory
supervision of their activities.

New international capital standards for financial companies took
effect at the beginning of 2007. They are based on the Basel Commit-
tee on Banking Supervision's Revised International Capital Framework
(Basel 11). Basel Il replaces an earlier Capital Accord originally dating
from 1988. Under the new Basel Il rules, financial companies were
allowed to defer calculation of capital adequacy ratios and risk base
according to the new rules until January 1, 2008.

By law, the Central Bank of Iceland sets rules for credit institu-
tions' liquidity ratio — that is, the ratio of liquid claims to liquid liabilities
— and for their foreign exchange balance. Other prudential regula-
tions on financial markets are either sanctioned by law or adopted by
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government minister or the FME. The regulation on liquidity aims to
ensure that credit institutions always have sufficient liquidity to meet
foreseeable and conceivable payment liabilities over specific periods.
For instance, the ratio of claims to liabilities that fall due or can be
liquidated within 3 months must not be lower than 1. Limits are stipu-
lated for the balance of foreign-denominated assets and liabilities. The
general rule is that total foreign exchange exposure is limited to 10%
of equity.

A Cooperation Agreement between the FME and Central Bank
of Iceland is in place. The main aim of the Cooperation Agreement is
to make clear the responsibility of each party and the division of tasks
between them, both with respect to each other and vis-a-vis compa-
nies in financial markets and the general public. Contingency exercises
are held on a regular basis.

A Depositors' and Investors’ Guarantee Fund (the Fund) is in
force in Iceland. The commercial and savings banks contribute 0.15%
of their deposits to the Fund each year (until the limit of 1% of total in-
sured deposits is reached). Since the beginning of 2000, the Fund has
been a private institution. A separate department of the Fund provides
insurance for securities investors. The Fund is supervised by the FME.



6 Public sector

The size of the government sector
Compared to its neighbours, Iceland has a relatively small public sec-
tor, with expenditures of around 43% of GDP in 2007. This is lower
than in the Nordic countries (48%) and euro area countries (46%), but
higher than in the US or Japan. The expenditure ratio has fallen by 2%
percentage points since 2003, after a 4%2 percentage point rise from
1998-2003. The rise was concentrated in health, social services and ed-
ucation, while the subsequent fall seems to be primarily related to high
output growth, falling unemployment and shrinking interest costs.
Several factors should allow Icelanders to get by with a relatively
small government sector: historically low unemployment, compara-
tively low spending on social affairs, and the historical absence of de-
fence expenditure. Furthermore, fully funded pension funds, organ-
ized by occupation, are gaining importance and have become more
significant in terms of benefit payouts than the public pay-as-you-go
system, which is the dominant pillar in many other OECD countries
(see Chapter 4). The relatively young population and high retirement
age also help to lower overall pension expenditures. Compared to
either the EU (before the latest accessions) or the Nordic countries,
the latest available figures from 2006 on government expenditures by
function show that low outlays on social affairs and defence are coun-
terbalanced to some degree by greater spending on other categories,
notably health care, recreation, education and economic affairs.

General government finances

Iceland, like many other OECD countries, ran up a relatively large pub-
lic sector deficit in the late 1980s and early 1990s, with deficits aver-
aging 3% of GDP in 1985-1995. Finances consolidated after 1995,
and boom-related surpluses were recorded in 1999-2000. There was
a brief return to deficit as the economy cooled in 2002-2003. Since
then, surpluses have risen to 5% of GDP in 2005, 6%2% in 2006 and
5% in 2007. The fiscal balance has been well above the OECD aver-
age since the mid-1990s. Treasury forecasts from April 2008 predict a
surplus of 3%2% of GDP in 2008.

General government revenues amounted to 48%2% of GDP in
2007, but the ratio is expected to fall this year with the cooling of the
economy and a weaker krona. Increased spending on transfers and
fixed investment raised the ratio of general government outlays to
GDP by 1% percentage points to 43% in 2007.

General government debt rose significantly during the recession in
the late 1980s to mid-1990s. Net debt peaked in 1995 at 38% of GDP.
With stronger growth, improving government finances and revenue
from privatisation, it fell to around 7% of GDP at the end of 2007.

Division of responsibilities

The government sector in Iceland is organised on two levels, the central
government as described in the Treasury accounts, and local govern-
ments. Separate sets of social security accounts are maintained, but
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their expenditures and revenues are authorised through the Treasury
budget. Since the early 1990s, local government expenditures have
climbed from 10% of GDP to around 13 %, while the central govern-
ment has shrunk from 35 to 31% of GDP, in large part because of a
shift of school expenditures and commensurate revenues from the state
to the local authorities.

The central government regulates local governments and their
authority to collect revenue, and collects directly more than 80% of lo-
cal government tax revenues. It also administers and finances the social
security sector of government.

The central government is responsible for police, courts, foreign
affairs, upper secondary and higher education, health services, institu-
tional care for the disabled and elderly, general support and services
for industry, and most infrastructure construction and maintenance
not obviously specific to particular municipalities. It administers benefit
programmes for elderly and disabled persons, unemployment benefits,
rebates on mortgage interest payments for owner-occupied housing,
child benefits, and parental leave at childbirth. These programmes are
means-tested, although to varying degrees. Recently, income replace-
ment to the unemployed was changed from a single rate close to mini-
mum wages to linking the first three months of compensation to previ-
ous income, albeit with a cap.

Local governments are responsible for local planning, most lo-
cal infrastructure, day care and education from pre-school through the
lower secondary level, and welfare services of various kinds, in particu-
lar services for the elderly except for health care. They are also respon-
sible for meeting the housing needs of low-income households. Local
governments provide supplementary assistance to general programmes
of pensions and income support run by the central government.

Central government finances
Central government revenues amounted to 36% of GDP in 2007 ac-
cording to preliminary national accounts figures from Statistics Iceland.
The composition of central government revenues in 2006 is shown in
Chart 6.5. The noticeably large share of taxes on goods and services
puts Iceland in first place among OECD countries for such taxes, either
as a percentage of GDP or as a percentage of total taxes.
Discretionary expenditures of the central government are quite
low and have been falling. In particular, expenditure on fixed capital
and capital transfers fell from around 4%2% to around 2% of GDP
from 1990 to 2006, rebounding to 3% in 2007. It is expected to rise to
4% % in 2009 as a result of a government plan to counter the contrac-
tion of the economy and strengthen infrastructure. The government
has outlined a medium-term programme aiming to keep real growth
in public consumption below 2% per year and the growth of income
transfers below 2.5%. The composition of central government expen-
ditures in the latest available year is shown in Chart 6.6, with health
and social protection accounting for almost half of all spending.
Treasury revenues have been strongly procyclical in Iceland for
three main reasons: first, a pre-determined level of tax-exempt income
translates growth spurts into revenue bonuses; second, 40% of Treas-



ury revenues come from taxes on consumption goods, falling heavi-
est on luxury durables, most of which are imported. Such revenues
are sensitive to the cycle as well as to (procyclical) exchange rates.
Third, since 1997, taxes on corporate profits and the financial income
of households have grown from 5% to 12% (in 2006) of Treasury
revenue. Although experience is limited, both must be expected to be
very sensitive to fluctuations.

Treasury surpluses, privatisation revenues, reduced lending activ-
ity and strong economic growth contributed to a fall in gross Treasury
debt from 50% of GDP in 1995 to around 23% in 2007, while net
debt, taking account of Treasury deposits with the Central Bank, has
been reduced from 33% of GDP to an estimated surplus of 3% at the
end of 2007. Furthermore, since 1999 the Treasury has made an effort
to pre-fund civil service pension liabilities, which are not generally clas-
sified as debt under the OECD's national accounts standards. These
liabilities rose from 13% of GDP in 1989 to 22% in 2000, but have
since been trimmed back to 17 % of GDP at the end of 2006 in spite of
rising individual benefits and upward revisions of lifespans.

Local government finances

The local government sector broke a 14-year string of deficits in 2005
and remained in surplus in 2006 and 2007. Local government outlays
have run at 12-13% of GDP in the past five years, up from an average
of 7% of GDP in the early 1980s, mainly because of new and expand-
ed tasks in the area of primary education and day care. Local govern-
ment revenues are dominated by a flat-rate, no-exemptions municipal
income tax, which accounts for 54% of revenues, with property taxes
and a Treasury-funded revenue sharing programme contributing 11%
and 9% respectively in 2007. Education, from preschool to the age of
15, accounts for more than a third of expenditures, with culture and
recreation and welfare expenditures each accounting for about 15%.
Expenditure is shown in more detail in Chart 6.9.

In spite of the deficit history, local government debt has been
low and steady. Gross debt hovered around 7% of GDP in the period
1994-2004, falling to 5% in 2006, while net debt stayed around 5%:%
of GDP through 2002 but shrank to 3%2% by the end of 2006. The
seeming contradiction between deficits and steady debt is explained
by asset sales, economic growth, and a 15% strengthening of the real
exchange rate from 1994 to 2006.

The tax system
The central government or Treasury derived around 79% of revenues
from taxes in 2007." The comparable ratio at the local government
level was 77 % . Of Treasury revenue, 32 % came from taxes on income
and wealth, 9% from payroll taxes, around 30% from value-added
tax, and 17% from various excise taxes on imports, production and
consumption.

A 22.75% tax is levied on individuals' personal income over €9.8
thousand (1.14 m.kr. in 2008) per annum. In addition to the state

1. According to national accounts figures from Statistics Iceland.

26

% of GDP
10

5 % of private consumption

PUBLIC SECTOR

Chart 6.7

Central government finances 1993-2007
Financial balance and net position’

% of GDP

— Central government financial balance (right)

— Net position of central government (left)

1. Including Treasury deposits with Central Bank.
Sources: Ministry of Finance, Statistics Iceland.

Chart 6.8
Cyclicality of indirect taxes 1988-2007

% of GDP
6

T T T T T T T T
‘88 90 '92 '94 '96

T T T T T T
‘98 ‘00 '02 ‘04 'O6

—— Output gap (right)
— Indirect taxes (left)

Source: Central Bank of Iceland.

Chart 6.9
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Chart 6.10
Local government finances 1993-2007
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Sources: Ministry of Finance, Central Bank projections.

income tax, a flat municipal tax is levied on personal income. It ranges
from 11.2% to 13%, depending on locality. The state and local gov-
ernment taxes are levied jointly, and the state pays local governments
the tax for persons whose income is below the overall tax-exempt
level. Pension fund contributions and certain public income support
payments are exempt.

The Treasury taxes interest, dividends, rental income and per-
sonal capital gains of individuals at a lower rate of 10%. Property taxes
accrue to local governments. Rates vary by community. In 2007, the
average rate was 0.29% on residential property and 1.6% on com-
mercial property.

The corporate income tax was lowered from 50% in 1991 to
18% in 2002 and to 15% in 2009 on 2008 corporate profits. Capital
income of corporations is treated like other revenue for tax purposes.
A payroll tax of 5.34% is charged on wages. It is earmarked for unem-
ployment and disability benefits and parental leave after childbirth. It
was cut from 5.79% at the beginning of 2007.

The largest source of central government revenue, accounting
for 32% in 2006, is value-added tax, levied at 24.5% on most goods
and services. Food, indoor heating, books, newspapers, magazines
and some services are taxed at 7%. The lower rate was cut from 14%
in March 2007. A few specific categories of goods and services are
exempt, notably financial services, education, health services and pas-
senger transportation.

A general excise tax is levied on a range of goods at three rates
of 15% to 25%, while unit fees are charged on some goods. Customs
duties range from 0% to 30% of cif value, although most imports
from the EU as well as Iceland’s EFTA partners — Norway, Switzerland
and Liechtenstein — are exempt. Revenue from general excise taxes
and import duties has fallen from around 20% of Treasury revenues in
the early 1980s to around 2% in 2006. Taxes on imports and owner-
ship of motor vehicles and excise taxes on motor vehicle fuel made
up 6% of Treasury revenues in 2006, while around 3% derived from
charges on the sale of alcohol and tobacco.

Table 6.1 Main features of the tax system in Iceland

%

State income tax’ 22.75
Municipal income tax’ 11.2-13
State tax on financial income? 10
Corporate income tax 15
Payroll taxes 534
Value-added tax

General rate 24.50

Low rate? 7.0
Property taxes*

Commercial and certain public property 1.60

Residential property 0.29

1. Incomes up to €9.8 thousand per person are exempt from income taxes. Municipalities receive a flat rate, so
the exemption falls entirely on the Treasury. Pension fund contributions are exempt up to a point. 2. Interest,
dividends, realised capital gains and rental income of persons. 3. Food, hotel rooms, heating, books, newsprint,
CDs and television and radio subscriptions. 4. Weighted averages for 2007.

Sources: Association of Local Authorities, Internal Revenue Directorate.



In total, the Treasury and local government taxes described
above accounted for 80% of general government revenues and 93%
of tax revenues in 2006. Non-tax revenue accounted for 14% of gen-
eral government revenue, mostly in the form of service charges, inter-
est income and dividends. Privatisation proceeds are not counted as
revenue under national accounts definitions. The ratio of total general
government revenue to GDP rose by a percentage point to 48% be-
tween 2005 and 2006, and to 48%:% in 2007, compared to a weight-
ed average of 39% for the OECD as a whole, 45%2% for the euro area,
and 55% for the Nordic countries in 2007.

Government holdings in the business sector

In Iceland, both central and local government were traditionally heavily
involved in the business sector, notably in the operation of utilities and
banking institutions. Over the last 20 years, the central government
has pursued an extensive programme of privatisation. The most recent
privatisation, in early 2007, was the Treasury's share in a geothermal
hot water and electricity utility, owned mainly by local governments in
Southwest Iceland. The Treasury did, however, consolidate its hold on
the national power company Landsvirkjun by buying the 48% share
previously held by local governments. The company is now wholly
owned by the state.

After the most recent sales, the state's most important business
holdings are in the production and distribution of electricity and postal
services, as well as in the Housing Financing Fund (HFF), the Student
Loan Fund, and a few smaller financial institutions, altogether respon-
sible for around 10% of credit in the economy at the end of 2006.

Local governments still own a considerable share in electricity
production, even after selling their share in Landsvirkjun. Local gov-
ernments own almost all the geothermal power companies, which
supply heating to most homes in Iceland and, on an increasing scale,
electricity to the aluminium industry. Many own their local distributor
of electricity, and they generally own operating companies for har-
bours.

Table 6.2 Highlights of central government privatisation

Years Company sold Million EUR % of total
2005 Iceland Telecom 860 50
1999-2003 Bunadarbanki 199 12
1998 and 2003 Landsbanki 251 15
1998-1999 FBA investment bank 184 11
2007 Sudurnes Regional Heating 88 5
1998 and 2003 Iceland Prime Contractor 28 2
2005 Agricultural Investment Fund 37 2
2002 Icelandic Alloys (ferrosilicon) 14 1
1991-2007 Other 59 3
1991-2007 Total 1,720

Sources: Executive Committee on Privatisation, Central Bank of Iceland.

PUBLIC SECTOR

800¢C

ANV1321 40 AWONOD3



N
(0)

ECONOMY OF ICELAND

2008

PUBLIC SECTOR

Government guarantees

Besides debt on the books of government entities, the state and lo-
cal governments guarantee certain debts of various enterprises. State
guarantees must now be authorised explicitly in budget legislation
and, in recent years, have been confined to government enterprises
and institutions related to government. Local governments are now
legally prohibited from granting loan guarantees except to their own
subsidiary institutions.

The Treasury accounts for 2007 show that the government has
outstanding guarantees equivalent to 62% of GDP. Some 81% of
this represents government backing of residential mortgages through
the HFF, a state-owned investment fund with a considerable share of
household mortgage lending in Iceland. Another €1.2 bn, or 13% of
the guarantees, are for the debt of Landsvirkjun, the national power
company. Landsvirkjun's debt at the end of 2007 stood at €2.4 billion.

Until mid-year 2004 HFF operated a housing bond system,
which was not a traditional mortgage loan system but a bond swap
system. In mid-2004, the HFF discontinued the housing bond system
and issued HFF bonds to finance its new cash loans to households. The
new HFF bonds are linked to the CPI, have no call option, and mature
in 2014, 2024, 2034 and 2044 respectively. HFF bonds are listed on
OMX ICE and registered with Euroclear.

Table 6.3 Treasury guarantees at the end of 2007

Million EUR % of total
Housing Financing Fund 7,198 81
Regional Development Institute 118 1
National Power Company 1,162 13
Landsbanki 52 1
Other 385 4
Total Treasury guarantees 8,915 .
Percentage of 2007 GDP . 62

Source: Treasury Accounts 2007.

Treasury foreign debt

From 2001 until November 2006, the Republic of Iceland was a mod-
est borrower in international markets. The balance on government fi-
nances and the retirement of debt with proceeds from privatisation
have contributed to a gradual reduction in the ratio of Treasury foreign
debt to GDP in the past years. In November 2006, however, the Treas-
ury made a Eurobond (EMTN) issue of €1 billion (90 b.kr.), the entire
proceeds from which were used to strengthen the foreign reserves of
the Central Bank of Iceland. The fixed-rate notes mature on December
1,2011.

At the end of July 2008, the Treasury's total foreign debt
amounted to USD 2.6 billion (209 b.kr.). Long-term debt was USD
2.4 billion, and short-term debt was USD 240 million. Around 30.9%
of the Treasury's foreign obligations were denominated in US dollars,
50.2% in euros, 6.0% in Japanese yen, 5.6% in sterling, and 87.3%



in Swiss francs.

Currently, 96.4% of the Treasury's total foreign debt carries fixed
interest rates. The average maturity of foreign long-term debt was
approximately 3.13 years and the average duration 2.73 years at the

Table 6.4 Republic of Iceland foreign bond issues

Currency Amount Issue date Maturity
EUR 250,000,000 10.4.2002 10.4.2012
EUR 150,000,000 30.9.2002 30.9.2009
EUR 150,000,000 12.5.2003 12.5.2008
usb 200,000,000 10.3.2004 10.3.2014
EUR 1,000,000,000 1.12.2006 1.12.2011

end of July 2008.

The Republic of Iceland has established three financial pro-
grammes to facilitate its financing requirements. These are a Euro-
Commercial Paper (ECP) programme amounting to USD 500 million,
a United States Commercial Paper (USCP) programme amounting to
USD 1 billion, and a Medium-Term Note (MTN) programme amount-
ing to USD 2 billion. The ECP programme was originally established
in 1985, and the MTN and USCP programmes were introduced in
2001. The Treasury also has a committed credit facility under a five-
year agreement in the amount of USD 250 million. This is a syndicated
bank facility from 2005.

Under a special agreement with the Minister of Finance, the Cen-
tral Bank is responsible for the implementation of foreign borrowing
for the Treasury. Since October 2007, the Central Bank has handled
the borrowing and debt management functions previously assigned to
the NDMA.

The Republic of Iceland has never defaulted on its debt and has
always paid when due the full amount of principal, interest, and sink-
ing fund instalments for all internal and external obligations.

Credit ratings
Iceland’s Aaa ratings with Moody's were placed on negative outlook
in March 2008, and in May the rating agency downgraded the gov-
ernment bond ratings to Aa1 from Aaa and lowered the foreign cur-
rency country ceiling for bank deposits to Aa1 from Aaa. In its analysis
on Iceland in May, Moody's said that the “downgrade reflects the
country's potential liquidity constraints given the scale of possible, al-
though highly unlikely, foreign currency needs because of its bank-
ing system contingent liabilities.” In addition, the analysis mentioned
“the many strong credit features that substantiate Iceland's very high
rating, including low direct government debt, highly advanced eco-
nomic development, economic vibrancy, favorable demographics, and
a fully funded pension system, not to mention its remarkable flexibility
to handle shocks. These characteristics differentiate it very positively
from other Aa and even many Aaa rated governments."

On April 17, 2008, Standard & Poor's Ratings lowered the long-
term foreign currency rating on the Republic of Iceland to A from A+
and its long-term local currency rating to AA- from AA. The A-1 short-

PUBLIC SECTOR
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term foreign currency and A-1+ short-term local currency ratings were
both affirmed. The outlook is negative. In its report, S&P stated that
“the downgrade of the sovereign reflects increasing economic policy
challenges, largely due to pressure on Iceland's external funding for
the nation's commercial banks. Iceland’s banks rely on wholesale fund-
ing, particularly from overseas, and higher funding costs are hurting
their profitability and growth.”

On April 1, 2008, Fitch Ratings revised the outlook for the Re-
public of Iceland’s long-term foreign and local currency Issuer Default
ratings to negative from stable. The long-term foreign and local cur-
rency were affirmed at A+ and AA+ respectively, as were the short-
term of F1 and the country ceiling of AA-. Fitch stated that should it
“decide that the credit profile of Iceland’'s major banks has deterio-
rated, downward pressure on Iceland's sovereign ratings could result,
if Fitch judges that the risks to macroeconomic stability and sovereign
creditworthiness arising from distress in the banking system have ma-
terially increased.” Also, the rating agency said “that the sovereign's
credit fundamentals remain strong, with net general government debt
of just 8% of GDP, a succession of budget surpluses since 2004 and
a very low debt service burden. In addition to this favourable credit
profile, the authorities have a range of financial options open to them,
including the issuance of foreign as well as domestic debt and draw
downs of committed credit lines from major international financial in-
stitutions”.

R&l Rating of Japan announced its first rating for the Republic
of Iceland in June 2007, assigning it a foreign currency issuer rating
of AA+. The outlook is stable. The rating has not been revised since it
was initially assigned.

Table 6.5 Ratings for Icelandic Treasury bonds 2008

Foreign currency Domestic currency

Affirmed Long-term Short-term Long-term Short-term Outlook

Moody's May 2008 Aal P-1 Aal P-1 Stable
Standard & Poor’s April 2008 A A-1 AA- A-1+  Negative
Fitch April 2008 A+ 51 AA+ Stable

R&l Rating of Japan  June 2007 AA+ Stable



7 Monetary policy

The Central Bank

The Central Bank of Iceland was established as a separate institution
in 1961. The current Central Bank Act entered into effect in May 2001
and involved substantial changes from the previous Act. In the new
Act, ensuring price stability was defined as the Bank’s single main
objective. Furthermore, the Bank was granted instrument and finan-
cial independence, transparency and accountability provisions were
strengthened, and others were added which serve to boost the capital
position of the Bank.

The legislation granted the Central Bank of Iceland full inde-
pendence to implement monetary policy in accordance with the infla-
tion target, and formally closed any direct access by the government
to Central Bank financing. At the same time, it aimed to improve the
transparency of monetary policy and make the Bank more account-
able towards the government and the public at large. Monetary policy
decision-making authority remained vested in the Board of Governors,
which consists of three governors appointed by the Prime Minister to
seven-year terms. The new Act specifically authorised the adoption of
an inflation-targeting policy.

The activities of the Central Bank have evolved over the years.
Foreign exchange controls, for example, were removed with the lib-
eralisation of capital flows in the early 1990s, and the supervisory
responsibilities of the Bank were moved to a separate Financial Su-
pervisory Authority (FME) at the beginning of 1999 (see Chapter 5).
In recent years the Central Bank, like its counterparts in many other
countries, has placed increasing emphasis on monitoring financial sta-
bility. The 2001 Act required the Central Bank to promote financial
stability (see pp. 36-37).

Inflation targeting

In 2001, Iceland joined a growing number of countries that have
adopted a formal inflation target as a framework for monetary policy.
The inflation target was specified in a joint declaration of the govern-
ment and the Central Bank of Iceland on March 27, 2001, as inflation
of 2%2%, measured in terms of the twelve-month rate of change in
the consumer price index (CPI). The aim is to keep the rate of inflation
on average as close to the target as possible. If it deviates from target
by more than 1%:% in either direction, the Central Bank is obliged
to submit a report to the government, explaining the causes for the
deviation, how it intends to respond, and when it expects the infla-
tion target to be reached again. The report shall be made public. Four
such reports have been compiled and published to date: in July 2001,
February 2005, September 2005 and September 2007.

By defining the role of the Central Bank in the formulation of
monetary policy, the current legislation has brought the Bank into line
with best practice around the world. It sets price stability, as defined
by the inflation target, as the main goal of monetary policy. Hence,
monetary policy may only be applied to achieve other economic goals
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insofar as the Central Bank deems this to be consistent with the infla-
tion target.

The Central Bank publishes forecasts three times a year, project-
ing inflation and other key economic variables. The forecast horizon
spans three years, and the baseline forecast is based on a policy rate
path that the Central Bank’s staff considers consistent with the infla-
tion target. Although the policy rate path in the baseline forecast does
not entail a declaration or commitment by the Board of Governors, it
should be regarded as an important indicator of the policy rate level
required under the current outlook to ensure that the inflation target
is attained within the forecast horizon. The forecast serves as an im-
portant guide to monetary policy decisions and is also a key tool for
communication of monetary policy outside the Bank.

The inflation targeting regime represents a significant departure
from previous monetary policy regimes of different types of currency
pegs. Iceland has a long history of using the exchange rate as a mon-
etary anchor, although with a varying degree of commitment, as can
be inferred from Table 7.1.

Under the current regime of inflation targeting, the currency
floats freely without Central Bank intervention. Under provisions in
the Act, the Bank may temporarily limit or halt trading in the domestic
foreign exchange market and may temporarily suspend its own quota-
tion of the rate of exchange of the kréna. However, these authorisa-
tions have not been exercised.

Table 7.1 Monetary policy arrangements in Iceland
since 1970

1970-1973 After the collapse of the Bretton-Woods system, the Icelandic kréna follow-
ed an adjustable peg against the US dollar.

1974-1983 Implementation of exchange rate policy became increasingly flexible and
can be described as a managed float. The krona was first pegged against
the US dollar and then against various baskets of trading partner countries’
currencies.

1984-1989 Exchange rate policy became more restrictive, with increasing emphasis
on exchange rate stability. In 1989, however, the kréna was devalued ten
times in small increments.

1990-1995 More emphasis was again put on exchange rate stability as the anchor
of monetary policy. Until 1992 the currency peg was specified against a
basket of 17 currencies, weighted according to merchandise trading shares,
with £2%% fluctuation bands. The basket was redefined in 1992, with the
ECU given a 76% weight, the US dollar 18% and the Japanese yen 6%.
The krona was devalued twice in this period, in November 1992 by 6% and
in June 1993 by 7%2%.

In September 1995, the fluctuation band was widened to +6% in response
to the abolition of capital controls. The currency basket was also changed.
The new basket contained 16 currencies, weighted by their share in Ice-
land's trade in goods and non-factor services.

1996-2000 Fluctuation of the kréna within the bands increased as the foreign ex-
change market deepened and the emphasis on price stability relative to
exchange rate stability increased. Reflecting this, the exchange rate band
was widened to +9% in February 2000.

2001- The exchange rate target was abolished in March 2001 and an inflation
target adopted. The target requires approval by the Prime Minister but the
Central Bank has full independence in setting monetary policy to attain this
target without interference by the government.’

1. The current framework for monetary policy has been described in detail in the Central Bank's Monetary
Bulletin 2001/2, available on its website (www.sedlabanki.is).



Monetary instruments

The main monetary instrument of the Central Bank of Iceland is the
interest rate in its weekly auction of collateral loans — the policy inter-
est rate. Usually the Bank auctions one-week loan agreements. So far
the auctions have been fixed-price, with unlimited access subject to
collateral. Collateral loans are secured against eligible securities that
the Bank approves. This liquidity facility was previously known as “re-
purchase agreements” but was renamed in June 2007 because it does
not, in strictly technical terms, qualify as such. At the end of July 2008,
outstanding collateral loans with the Central Bank amounted to €4.7
billion (425.5 b.kr.) as opposed to €2.2 billion (198 b.kr.) a year earlier.
The policy rate of the Central Bank of Iceland is currently 15.50%.

The Central Bank has issued weekly tied deposits with a maturity
of one week. In March 2008, the Central Bank of Iceland issued cer-
tificates of deposit that are electronically registered and fully transfer-
able. The size of the issue was 75 b.kr., and it matures at the end of
September 2008.

The Central Bank offers an overnight loan facility to the banks,
subject to collateral requirements. Central Bank CDs can be pledged
against collateral loans and overnight loans. Banks are subject to re-
serve requirements and may deposit money at will on an interest-
bearing account with the Central Bank. The required reserve base is
the balance sheet total less equity and interbank liabilities at the end
of the preceding month.

The required reserve ratios are in line with those of the European
Central Bank; that is, 2% of specific bank liabilities with a maturity of
less than two years, and 0% of other liabilities.

The Central Bank of Iceland may also intervene in the interbank
foreign exchange market and participate in the interbank FX swap
market. The Bank has not intervened in the FX market since October
2001.

Foreign exchange reserves

One of the functions of the Central Bank is to manage Iceland’s foreign
exchange reserves. Investment guidelines for the reserves are laid out
in a resolution by the Board of Governors. The resolution prescribes
the minimum amount of reserves, their currency composition, and
the investment categories of the portfolio. Currently, the size of the
reserves should not be smaller than the value of 3 months’ merchan-
dise imports. The portfolio consists mainly of deposits and investment
grade bonds. The Central Bank holds a small position of gold reserves
amounting to about 64 thousand ounces, and Iceland has a quota of
SDR 117.6 million at the International Monetary Fund.

On November 22, 2006, the Republic of Iceland made a Eu-
robond (EMTN) issue of €1 billion (90 b.kr.), the entire proceeds from
which were used to strengthen the foreign reserves of the Central
Bank of Iceland. The fixed-rate notes mature on December 1, 2011.

At the end of July 2008, the foreign exchange reserves amount-
ed to about €1.8 billion (227 b.kr.), the equivalent of 17.7% of esti-
mated 2007 GDP.

MONETARY POLICY

Chart 7.1
Central Bank of Iceland interest rate corridor
Weekly data, January 6, 1999 - August 20, 2008
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8 Domestic and foreign debt

Foreign debt

Iceland’s external indebtedness is high by international comparison
and has risen sharply since the mid-1990s. The net international in-
vestment position (IIP) was negative by €17.4 billion (1,584 b.kr.) at
the end of 2007, equivalent to 124% of GDP. The net debt position
- i.e., net liabilities excluding venture capital — was negative by €34.1
billion (3,112 b.kr.), equivalent to 243 % of GDP for that year. Iceland’s
international investment position has changed sharply in the recent
term. Both foreign assets and foreign liabilities have mushroomed in
the space of a very few years, but liabilities have grown by consider-
ably more than assets. Therefore, as a proportion of GDP, net IIP is
very negative and net foreign liabilities at one of the highest levels in
the world (see Chart 8.1). At the same time as foreign liabilities have
grown, net interest and dividend payments to abroad have soared and
weigh heavily in the current account deficit. In the standard methodol-
ogy, both outward and inward foreign direct investment are recorded
at book value. Because it is generally assumed that asset prices will
rise over the long term, and because official statistics on the IIP do not
fully reflect the market value of foreign assets, assets may be under-
reported, thus exaggerating the negative IIP to some extent.!

Iceland's total foreign debt amounted to €78.3 billion (7,138
b.kr.), the equivalent of 558% of GDP at the end of 2007, up from
432% of GDP at the end of 2006. Deposit money banks accounted for
84% of Iceland’s total foreign debt. Public sector debt amounted to
€2.8 billion (244 b.kr.) at the end of 2007, while debt of other sectors
(other credit institutions and businesses) was €7.7 billion (703 b.kr.).
Foreign debt has increased considerably in 2008 due to the deprecia-
tion of the kréna.

The increase in debt in recent years largely reflects the growth of
the foreign investment stock. Icelandic banks have played a major role
in brokering foreign capital for domestic investors and have invested
extensively abroad on their own account. In addition, a sizeable share
of the banks' extra foreign debt has been used to fund domestic lend-
ing, some of which has then been used to invest abroad.

Central and local government, on the other hand, were not re-
sponsible for the increase in foreign debt, as the public sector has re-
tired a substantial amount of its foreign debt over the last decade.
General government gross debt as a percentage of GDP in Iceland is
one of the lowest of the OECD countries (see Chart 8.2).

Private debt

Of total foreign debt, the private sector was responsible for some
96%%, or 539% of GDP, by the end of 2007, as opposed to 37% of
GDP in 1997. This entails a considerable increase from 2004 because
balance sheets of both households and corporations have swelled
enormously since that time.

1. For further discussion on this subject, see Daniel Svavarsson (2008), “International invest-
ment position: market valuation and the effects of external changes”, Monetary Bulletin
2008/1.

Chart 8.1
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Chart 8.3
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Low private sector savings and the financial liberalisation of the
mid-1990s account for the rapid increase in foreign debt during the
recent decade. The robust economic expansion over the last ten years
and strong demand for credit raised domestic interest rates, which in-
duced companies, especially those with income in foreign currency, to
borrow abroad. The majority of Icelandic corporate debt is external,
either direct or intermediated by banks, but most of it is intrinsically
hedged — namely, matched by export revenues.

High levels of foreign indebtedness by international comparison
and the increase in indebtedness in recent years must be viewed in
the context of country-specific factors such as high domestic and for-
eign investments and changes in the balance sheets of households and
companies over the past decade.

The household balance sheet

Households in Iceland rank among the most indebted in the world. Ac-
cording to OECD data (see Table 8.1), only Danish and Dutch house-
holds had higher ratios of indebtedness to disposable income in 2006.
A major reason for the rise in household debt over the past two dec-
ades is improved access to credit. It was not until the 1980s that wide-
spread credit rationing was lifted and interest rates became increas-
ingly market-determined. When real interest rates turned positive with
the widespread indexation of financial instruments in the 1980s, banks
became more willing to lend. A major overhaul of the public housing
fund in 1990 towards a market-based system greatly improved access
to housing financing. At the end of the summer of 2004, the banks
entered into competition with the Housing Financing Fund (HFF), of-
fering mortgage loans and refinancing without maximum loan limits
and at lower interest rates than before. Moreover, because they did
not require that a property transaction take place when they granted

Table 8.1 Household liabilities 2006

% of disposable income

Australia 191
Austria 87
Belgium 83
Canada’ 129
Denmark 308
Finland 112
France 89
Germany’ 105
Iceland 213
Italy’ 69
Japan’ 131
Netherlands 248
Norway 204
Portugal 141
Spain 133
Sweden 144
United Kingdom' 169
United States’ 140

1. Figures are from OECD Economic Outlook No. 83 (June 2008).
Sources: OECD Data Warehouse August 2008, Central Bank of Iceland.



mortgages, some mortgage equity withdrawal for consumption took
place. Due to the extended mortgage loan maturities and refinancing
at lower interest rates, the increase in household debt did not produce
a correspondingly greater debt service burden until 2007, when debt
service as a proportion of disposable income rose by two percentage
points from the previous year. Household debt service is relatively im-
mune to short-term interest rate movements because 80% of the total
stock is CPl-indexed at fixed interest rates. Furthermore, as interest
rate differentials are wide, households have increasingly turned to for-
eign currency-denominated loans in recent years. Foreign borrowing
and the accompanying currency risk grew considerably in 2007, and
the debt service of these foreign loans has increased due to the depre-
ciation of the kréna in the first half of 2008. As a proportion of total
household debt in the credit system, foreign-currency loans increased
from 8.4% at year-end 2006 to just under 13% at the end of 2007.
As a proportion of household debt owed only to deposit money banks,
they amounted to almost 25% at the end of Q2/2008, compared to
16% the year before.

At the beginning of the 1980s, household debt was around 26%
of disposable income and 17% of GDP, but by the end of 2007 debt
to financial institutions had reached 226% of disposable income and
121% of GDP. In pace with its rising debt, the asset position of the
household sector has strengthened and, if pension funds assets are
included (see Chapter 4), so has its net worth. While debt rose from
93% of disposable income in 1990 to 226% in 2007, the value of the
households' stake in pension funds showed similar growth, from 70%
of disposable income to 240%. Therefore, in spite of a large increase
in indebtedness, the net equity of households has improved, especially
when pension fund reserves are taken into account. Increasing house-
hold debt is also to some extent a question of terminology because
it encompasses only debt for which bodies within the monetary sys-
tem are creditors. Before the introduction of the housing bond system,
some housing debt was between buyers and sellers, so that a lower
level of debt to the monetary system was recorded. Furthermore, in-
flationary effects decreased the real value of household debt before
general indexation of loans was introduced in 1979.

Data on financial assets are not as reliable as data on real as-
sets. The main sources of information are tax returns for dwellings
and automobiles and financial sector series collected by the Central
Bank. The total value of household assets including pension reserves is
estimated at almost eightfold disposable income, valued at the end of
2007. Equity holdings represent a particular problem, since Icelandic
tax returns report a monetary face value (equivalent to the number
of shares) rather than market value. Finally, note must be taken of
the very strong position of Icelandic pension funds, whose reserves
are counted as household assets in the OECD financial accounts and
whose existence clearly influences the need and demand for other
kinds of household saving.

Net wealth of Icelandic households excluding pension reserves
was around 308 % of disposable income at the end of 2007 and 548%
including pension reserves. The net wealth of Icelandic households is
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Chart 8.5
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1. New classification of lending from 2003.
Source: Central Bank of Iceland.

broadly within the range of the G7 countries if pension fund assets
are included, but lower if they are excluded.? It must be acknowledged,
however, that both real estate prices and share prices in Iceland increased
considerably in recent years until 2007 and therefore boosted the asset
side of the household balance sheet. However, by August 2008, share
prices had dropped by 48% from a year earlier due to the turmoil in
global financial markets and the liquidity crisis, and real housing prices
had decreased by 9%.

Corporate balance sheets

Icelandic corporate debt is also high compared with other countries for
which data are available. At the end of 2007, total corporate debt was
more than three times Iceland’s GDP, the highest figure for the Nordic
countries both throughout recent years and across industries. There
are various factors explaining the relatively high debt leverage among
Icelandic corporations.

Like households, Icelandic corporations were relatively debt-free
at the end of the negative real interest rate era in the early 1980s. As
real interest rates turned positive around that time, corporate debt rose
relative to GDP but then remained roughly stable for 15 years by this
criterion. Liberalisation of the domestic financial markets in the late
1980s was followed by external liberalisation in the first half of the
1990s. With liberalisation of capital flows and the expansion of bank-
ing system balance sheets since 1997, the debt of Icelandic corpora-
tions has climbed from 80% of GDP to 308% in 2007. Businesses have
also gradually increased their share of foreign-currency denominated
debt. At the end of June 2008, 67% of corporate debt with deposit
money banks was denominated in foreign currency.

A significant amount of increased corporate debt lies with com-
panies that have been expanding their operations overseas through
acquisition of foreign companies (FDI) and the formation of foreign
subsidiaries. A large part of the €8.6 billion (782 b.kr.) increase in cor-
porate debt in 2007 can be traced to overseas expansion. The funding
of this considerable increase in outward investment by Icelandic resi-
dents has mainly been intermediated by domestic banks.

The stock market is young and not as well developed as the bank-
ing sector, which causes firms more difficulties in raising funds by issu-
ing equity than by issuing debt. However, the stock market has been
fairly large relative to GDP and grew rapidly over the last decade.

Important sectors like fisheries, power generation and transport
are very capital-intensive, and high capital formation in these sectors
has been ongoing in recent years. Small and medium-sized companies
are the backbone of the Icelandic business sector, and due to their
small size they must be financed through the banking sector.

Corporate assets have also increased astronomically, but their
true value is surrounded by great uncertainty. Leveraged purchases of
shares and direct acquisitions of foreign companies are largely respon-
sible for the growth of Icelandic companies’ balance sheets in recent
years. It is also clear that real estate prices soared in the last few years.

2. OECD Economic Outlook No. 83 (June 2008).



In real terms, the price of business premises was 150-170% higher at
the end of 2007 than it was a decade before.

Other explanatory factors

It is necessary to highlight important underlying factors that explain
Iceland’s relatively high levels of indebtedness by international com-
parison. In a recent report on Iceland, the IMF pointed out that its
“cross-country analyses supported the view that the deviation of Ice-
land's international investment position with respect to comparable
economies was largely explained by demographic factors.” The IMF
report also stated that “private sector borrowing appears rooted in
demographic trends and the build-up of substantial private assets —
rather than weak public finances or market distortions.”* The age
structure of Iceland’'s comparatively young population, which reduces
aggregate saving due to life-cycle behaviour, therefore accounts for a
large part of its external liabilities.

3. IMF country report No. 05/366: Iceland — selected issues: “Corporate leverage: How dif-
ferent is Iceland?”
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9 Appendix

Table A1 Economic development’

2007 2007
Population size at year-end (thous.) 313.4 Labour force participation rate, males (%) 87.5
Labour force participation rate, females (%) 78.6
Average annual population growth (%) Rate of unemployment (% of labour force) 1.0
in last 10 yrs. 1.4
in last 20 yrs. 12 Infant mortality (% of 1,000 live births) 1.3
in last 30 yrs. 11 Life expectancy (males) 79.4
Life expectancy (females) 83.0
GDP in billions of ISK 1,279 Live births per 1,000 inhabitants 14.6
GDP in billions of EUR 14.6 Energy consumption per 100,000 inhabitants (PJ) (2006) 176.2
GDP in billions of USD 20.0 Physicians per 1,000 inhabitants (2006) 3.6
Passenger cars per 1,000 inhabitants (2006) 641
GDP/capita in thous. EUR 46.9 Access to Internet (% of population, 16-75 yrs.) (2008) 91
GDP/capita in thous. USD in terms of PPP 37.9
Rank among OECD countries 15 Exports as a share of GDP 35.3
International investment position at year-end -123.8
Average annual growth rate of GDP (%) Government revenue as a share of GDP 48.3
in last 10 yrs. 4.4 Government expenditures as a share of GDP 431
in last 20 yrs. 28 General government gross debt as a share of GDP 26.1
in last 30 yrs. 33
Average annual inflation rate (%)
in last 10 yrs. 4.3
in last 20 yrs. 6.1
in last 30 yrs. 171

1. Data refer to 2007 unless otherwise indicated.

Sources: Directorate of Labour, OECD, Statistics Iceland, Central Bank of Iceland.
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Table A2 Structure of the economy

At current prices Average volume
(million EUR ) % of GDP change (%)
A Components of GDP 7990 2000 2007 17990 2000 2007 1967-2007  1987-2007
Private consumption 2990 5,708 8,523 59.8 60.6 58.4 4.0 3.5
Public consumption 996 2,206 3,589 199 234 246 4.8 33
Gross capital formation 973 2,154 4,014 195 229 275 4.8 6.3
National expenditure 4,934 10,102 16,159 98.7 107.3 110.6 4.2 3.9
Exports of goods and services 1,682 3,162 5,157 336 336 353 4.3 3.6
Imports of goods and services 1,617 3,847 6,712 323 409 46.0 5.4 5.8
GDP 5,000 9,416 14,605 100.0 100.0 100.0 3.7 3.1
Current account balance -104  -956 -2,266 -2.1 -10.2 -155
% of GDP

B GDP by sectors 1973 1980 7990 2000 2007
Agriculture 52 4.8 2.6 2.0 1.4
Fishing 7.2 8.0 9.6 71 4.4
Mining and quarrying 0.1 0.1 0.2 0.1 0.1
Manufacturing 20.9 20.2 16.3 14.0 10.9

Fish processing 8.2 7.8 4.7 29 4.4
Electricity and water supply 29 4.2 3.9 34 43
Construction 12.0 8.7 8.4 8.7 1.1
Wholesale and retail trade 10.6 10.1 11.8 11.5 10.9
Hotels and restaurants 1.2 1.1 2.0 1.9 1.6
Transport, storage and communication 9.3 7.7 8.0 8.7 5.9
Finance, insurance, real estate, etc. 15.2 17.9 17.7 19.0 27.3
Other service activities 15.2 17.2 19.6 236 22.0
Total industries 100 100 100 100 100.0

Thous.
man-years Percentage breakdown’

C Employment by sectors 1997 1963 1970 1980 1990 1997 20007 20077
Agriculture 5.207 13.4 12.4 7.9 4.9 4.0 2.8 3.4
Fishing 6.115 6.6 6.4 5.3 5.7 4.7 4.0 25
Fish processing 7.598 9.7 7.8 9.1 6.1 5.9 43 1.6
Manufacturing industry 15.282 15.6 15.2 15.2 12.5 11.9 12.1 9.2
Construction, electricity and water 11.638 111 11.4 11.0 10.8 9.0 8.0 9.8
Wholesale & retail trade, restaurants & hotels 20.118 13.7 13.5 13.4 14.5 15.6 17.8 17.8
Transport, storage and communication 8.817 9.6 85 7.3 6.7 6.8 7.3 6.3
Finance, insurance, real estate, etc. 11.537 2.7 4.0 5.4 8.1 9.0 1.3 14.6
Providers of government services 25.300 9.5 12.4 15.7 18.2 19.6 6.8 5.0
Other services 9.202 7.0 6.9 7.2 7.4 7.1 5.9 71
Other 8.018 1.0 1.4 2.4 4.9 6.2 19.6 223
Total number of employed 128.832 100.0 100.0 100.0 100.0 100.0 100.0 100.0

1. Figures for the period 1963-1997 show number of man-years by industry. Since 2000, data have been compiled from PAYE returns and show number of employed persons by
industry.

Sources: Statistics Iceland, Central Bank of Iceland.



Table A3 Structure of foreign trade

A Exports and imports by basic categories 1990-2007

At current prices (million EUR)

APPENDIX

% of total exports or imports

1990 1995 2000 2007 1990 1995 2000 2007

Exports of goods and services 1,684 1,925 3,161 5,121 100.0 100.0 100.0 100.0
Imports of goods and services 1,615 1,728 3,837 6,623 100.0 100.0 100.0 100.0
Merchandise exports (fob value) 1,247 1,392 2,056 3,483 74.0 72.3 65.0 68.0
Marine products 941 1,001 1,301 1,457 55.9 52.0 41.2 285
Manufacturing goods 255 298 643 1,354 15.1 15.5 203 26.4
Other goods 51 92 112 672 3.0 4.8 35 13.1
Merchandise imports (fob value) 1,180 1,233 2,572 4,497 73.1 71.3 67.0 67.9
Consumption goods 418 817 704 24.2 213 10.6
Capital goods 321 795 657 18.6 20.7 2.9
Industrial supplies 493 960 3,137 28.6 25.0 47.4
Services exports 437 533 1,105 1,638 26.0 27.7 35.0 32.0
Transportation 174 207 533 678 10.3 10.8 16.9 13.2
Travel 119 143 247 463 7.0 7.4 7.8 9.0
Other services 145 183 324 497 8.6 9.5 10.3 9.7
Services imports 435 495 1,265 2,125 26.9 28.7 33.0 32.1
Transportation 132 160 450 605 8.2 9.2 11.7 9.1
Travel 224 217 511 973 13.9 12.6 13.3 14.7
Other services 79 118 304 547 4.9 6.8 7.9 8.3

B Merchandise exports by commodity groups (fob value) 1990-2007

At current prices (million EUR)

% of total merchandise exports

1990 1995 2000 2007 1990 1995 2000 2007

Total merchandise exports 1.247 1.392 2.056 3.483 100.0 100.0 100.0 100.0
Marine products 941 1.001 1.301 1.457 75.5 71.9 63.3 41.8
Salted and dried fish 177 161 280 265 14.2 11.6 13.6 7.6
Fresh fish 161 81 151 282 12.9 5.9 7.3 8.1
Whole-frozen fish 70 149 130 128 5.6 10.7 6.3 37
Frozen fish fillets 349 278 376 413 28.0 20.0 18.3 11.8
Frozen shrimp 60 184 137 73 4.8 13.2 6.7 2.1
Fish meal 42 56 128 119 3.4 4.0 6.2 3.4
Fish oil 14 29 26 48 1.1 2.1 1.3 1.4
Other marine products 67 63 73 130 5.4 4.6 35 37
Agricultural products 24 25 35 40 1.9 1.8 1.7 1.1
Manufacturing products 255 298 643 1.354 20.4 21.4 313 38.9
Aluminium 129 147 381 916 10.4 10.6 18.6 26.3
Ferrosilicon 33 38 53 91 2.6 2.8 2.6 2.6
Other manufacturing products 93 113 208 347 7.4 8.1 10.1 10.0
Other products 27 68 76 632 22 4.9 3.7 18.2
Ships and aircraft 16 49 43 544 13 35 2.1 15.6
Other products 11 19 33 88 0.9 1.3 1.6 25

Sources: Statistics Iceland, Central Bank of Iceland.
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Table A3 (continued) Structure of foreign trade

C Merchandise imports by economic category (fob value) 1990-2007

At current prices (million EUR)

% of total merchandise exports

1990 1995 2000 2007 1990 1995 2000 2007

Total merchandise imports 1,186 1,236 2,579 4,511 100.0 100.0 100.0 100.0
Food and beverages 90 123 207 295 7.6 10.0 8.0 6.5
Primary, mainly for industry 4 29 64 61 0.4 2.4 25 1.4
Primary, mainly for household consumption 25 16 21 46 2.1 1.3 0.8 1.0
Processed, mainly for industry 10 " 12 17 0.8 0.9 0.5 0.4
Processed, mainly for household consumption 52 67 110 171 4.4 5.4 43 3.8
Industrial supplies not specified elsewhere 31 344 597 1.167 26.2 27.9 23.2 25.9
Primary 12 14 28 49 1.0 1.2 1.1 1.1
Processed 299 330 569 1.118 25.2 26.7 221 24.8
Fuels and lubricants 117 87 238 401 2.9 7.1 9.2 8.9
Primary 3 3 6 12 0.2 0.3 0.3 0.3
Motor fuel 25 18 50 79 2.1 1.4 1.9 1.8
Other 89 66 182 310 7.5 5.4 71 6.9
Capital goods (except transport), parts and accessories 219 264 611 980 185 21.3 23.7 217
Basic capital goods 136 169 417 655 115 13.7 16.2 145
Parts and accessories 83 94 193 324 7.0 7.6 75 72
Transport equipment 218 154 440 958 18.4 12.4 17.0 21.2
Passenger motor cars (excl. buses) 42 55 168 322 35 4.4 6.5 71
Transport equipment (excl. ships, aircraft) 24 17 67 146 21 1.4 2.6 3.2
Other, non-industrial 3 3 6 31 0.3 0.2 0.2 0.7
Parts and accessories 36 35 63 127 31 2.8 25 2.8
Ships 19 35 80 38 1.6 2.9 3.1 0.8
Aircraft 94 10 54 294 7.9 0.8 2.1 6.5
Consumer goods not specified elsewhere 229 261 484 706 19.3 211 18.8 15.6
Durable 51 54 117 213 43 43 45 47
Semi-durable 92 104 189 251 7.7 8.4 7.3 5.6
Non-durable 85 103 178 242 7.2 8.4 6.9 5.4
Goods not specified elsewhere 2 3 3 4 0.2 0.2 0.1 0.1

Sources: Statistics Iceland, Central Bank of Iceland.



Table A3 (continued) Structure of foreign trade

D Geographic distribution of foreign trade (f.o.b. value) 1970-20077

APPENDIX

Share of total Million EUR
Merchandise exports 1970 1980 1990 2000 2007 2007
European Union 52.8 52.3 70.7 67.4 74.4 2,597.6
Euro area 25.4 30.2 37.6 423 55.5 1,933.2
Other EU countries 27.4 22.0 33.1 251 18.9 662.1
United Kingdom 13.2 16.5 253 19.3 13.2 460.4
Other Western European countries 2.8 23 3.4 7.8 6.3 218.1
Eastern Europe and former Soviet Union 9.6 8.8 2.9 1.4 2.1 721
Russia 6.8 5.4 25 0.4 1.4 47.8
United States 30.0 21.6 9.9 12.2 53 183.2
Japan 0.1 15 6.0 5.2 4.2 145.8
Other OECD countries 0.5 0.6 0.5 2.0 0.6 219
Developing countries 4.2 12.9 55 3.0 2.4 79.6
Other countries 0.0 0.0 1.1 1.0 4.7 160.9
Total 100.0 100.0 100.0 100.0 100.0 6,582.7
Merchandise imports
European Union 64.9 58.0 59.9 57.0 59.9 2,9249
Euro area 32.0 33.2 355 335 30.9 1,508.4
Other EU countries 33.0 24.8 24.4 23.6 28.6 1,396.4
United Kingdom 14.3 9.5 8.1 9.0 5.4 261.1
Other Western European countries 5.4 8.1 5.2 9.7 7.6 373.0
Eastern Europe and former Soviet Union 10.4 10.9 6.5 5.7 1.2 60.2
Russia 7.2 9.7 5.0 1.8 1.1 55.9
United States 8.2 9.4 14.4 11.0 13.5 657.1
Japan 29 4.0 5.6 4.9 4.7 230.2
Other OECD countries 0.4 5.8 3.7 45 3.5 1741
Developing countries 7.2 2.7 3.1 5.6 6.9 550.1
Other countries 0.6 1.1 1.4 1.5 2.1 97.7
Total 100 100 100 100 100.0 8,289.1

1. In data prior to 2000, country groups are based on the year 2000.

Sources: Statistics Iceland, Central Bank of Iceland.
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Table A4 National accounts overview

At current prices (million EUR)

Volume change on previous year (%)

2003 2004 2005 2006 2007 2003 2004 2005 2006 2007
Private consumption 5,553 6,085 7,811 7,814 8,523 6.1 6.9 13.0 4.4 4.2
Public consumption 2,529 2,675 3,234 3,253 3,589 1.8 21 35 3.9 33
Gross fixed capital formation 1,936 2,507 3,727 4,484 4,014 1.1 28.1 35.7 204 -14.8
Industries 1,121 1,496 2,574 3,149 2,433 20.9 33.9 60.2 211 -254
Housing 490 581 748 849 1,034 3.7 14.2 11.9 16.5 13.1
Public works and buildings 324 430 405 486 547 -5.9 29.1 -175 227 4.3
National expenditure 10,017 11,267 14,773 15,551 16,126 5.7 9.9 15.8 9.3 -2.3
Exports of goods and services 3,327 3,636 4,152 4,265 5,157 1.6 85 7.2 -5.1 18.1
Exports of goods 2,105 2,322 2,495 2,775 3,493 -1.1 9.2 -0.1 -1.5 223
Exports of services 1,222 1,314 1,657 1,490 1,664 7.2 71 20.1 -10.4 10.2
Imports of goods and services 3,624 4237 5,781 6,659 6,712 10.7 14.5 29.4 10.2 -1.4
Imports of goods 2,289 2,742 3,686 4,560 4,497 7.2 15.8 253 16.9 -4.7
Imports of services 1,336 1,495 2,095 2,099 2,214 171 12.4 37.0 -1.7 5.7
Gross domestic production (GDP) 9,703 10,656 13,133 13,312 14,605 2.4 7.6 75 45 3.8
Current account balance -463 -1,047 -2,119 -3,378 -2,282 . . .
Current account balance, % of GDP -4.8 -9.8 -16.1 -264  -15.6
Source: Statistics Iceland.
Table A5 Financial sector indicators
Financial institutions (number, unless otherwise indicated) 2000 2005 2007
Commercial banks 4 4 5
Savings banks 25 24 20
Number of employees in commercial banks and savings banks, year-end” 3,046 3,884
Total assets of commercial and savings banks (billion EUR)" 9.6 51.6 106.2
Credit undertakings 12 11 13
Undertakings engaged in securities 11 11 16
Pension funds 56 45 37
Insurance companies 12 12 13
Financial markets
Listed companies on Iceland Stock Exchange (ICEX), now OMXI 75 24 26
Market capitalisation of listed companies at end of period (billion EUR) 5.0 243 28.2
Market capitalisation of listed companies at end of period (% of GDP) 59.0 182.3 201.0
Annual turnover in listed equities (billion EUR) 2.7 15.2 337
Annual turnover in listed bonds (billion EUR) 4.6 16.7 26.6
Annual turnover on the Icelandic interbank market for foreign exchange (billion EUR) 10.6 26.3 40.0
Annual turnover on the interbank currency swap market (billion EUR) 0.6 0.4
Annual turnover on the interbank market for krénur (billion EUR) 7.2 20.0 14.9

1. Parent company basis.

Sources: Financial Supervisory Authority, OMX Nordic Exchange Iceland, Central Bank of Iceland.



Table A6 Government sector indicators

General government revenues and expenditures

APPENDIX

% of GDP 1999 2000 2001 2002 2003 2004 2005 2006 2007

Revenue 43.1 435 41.8 41.6 42.7 441 47.0 48.0 48.3

Taxes 36.8 371 353 35.2 36.7 37.9 40.6 41.4 413
On income and wealth 17.7 18.5 18.9 18.9 19.4 19.5 21.0 21.6 221
On prod./imports/consumption  19.1 18.6 16.4 16.4 17.2 18.3 19.6 19.8 19.1

Interest 1.3 1.4 1.8 1.8 1.3 1.1 1.0 1.7 23

Other income 5.0 4.9 4.7 4.5 4.7 5.1 5.5 4.8 4.7

Expenditure 41.9 41.8 425 441 455 44.0 42.1 41.6 43.1

Public consumption 22.9 234 23.6 25.4 26.0 25.1 24.6 24.4 24.6

Interest 3.4 3.4 3.4 3.0 2.7 2.4 2.2 2.2 23

Subsidies 1.8 1.8 1.8 1.8 1.9 1.8 2.0 1.7 1.6

Current transfers 5.9 5.8 5.8 6.6 7.6 7.3 6.7 6.3 6.6

Fixed investment 4.7 4.1 4.5 3.9 3.6 3.9 3.1 3.9 4.3

Capital transfers 0.9 0.8 1.0 0.7 0.9 0.8 0.7 0.7 0.9

Other 1.0 1.1 1.1 1.2 1.2 1.1 1.1 1.0 15

Depreciation -2.0 -2.0 -1.9 -1.9 -1.9 -1.8 -1.8 -1.8 -1.8

Cost of goods sold 34 3.4 3.3 33 35 35 35 3.2 3.1

Government expenditure by function

General government, % of GDP

Administration and safety 4.4 4.2 4.6 4.5 4.6 4.3 43 4.1

Education 7.5 7.5 7.7 8.3 8.3 8.2 8.3 8.3

Health services 8.3 8.0 7.9 8.7 8.9 8.5 8.1 7.9

Social security 7.6 7.7 7.9 8.7 9.7 9.5 9.1 8.3

Other social affairs’ 4.2 4.3 4.1 4.7 4.7 4.8 4.4 4.9

Economic services 6.7 6.8 7.0 6.4 6.6 6.3 5.8 5.9

Interest expenditure 35 3.4 3.4 3.1 2.8 25 23 23

Central government, % of GDP

Expenditure 31.6 31.2 31.7 32.2 33.7 32.0 31.0 30.0

Administration and safety 4.1 4.2 4.3 4.3 4.5 4.3 4.1 4.1

Education 3.0 2.9 3.2 33 3.4 3.4 3.4 3.3

Health services 8.1 7.8 7.7 8.5 8.7 8.3 8.0 7.8

Social protection 6.5 6.6 6.6 6.7 7.4 7.2 7.3 7.0

Other social affairs’ 1.7 1.8 1.7 1.7 1.8 1.8 1.7 1.7

Economic services 5.3 5.3 5.4 5.3 5.6 5.1 4.7 4.4

Interest expenditure 2.9 2.8 2.8 2.4 2.2 2.0 1.8 1.7

Local government, % of GDP

Expenditure 11.8 12.0 12.4 13.1 12.9 12.9 12.6 13.5

Administration and safety 1.1 0.8 1.1 1.0 1.0 1.0 1.0 0.9

Education 4.5 4.6 4.6 5.0 4.9 4.8 5.0 5.0

Health services 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1

Social protection 1.6 1.6 1.8 21 2.2 2.1 2.1 2.0

Other social affairs’ 25 2.6 25 3.0 3.0 3.1 2.8 33

Economic services 1.4 1.6 1.6 1.2 1.1 1.3 1.2 1.6

Interest expenditure 0.6 0.6 0.6 0.6 0.6 0.5 0.5 0.6

1. Culture, religion, recreation, housing and community affairs, environmental protection.

Source: Statistics Iceland, March 2008.
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Table A7 Balance of payments

Million EUR 1990 1995 2000 2005 20077
Current account -104 40 -956 -2,119 -2,282
Balance on goods, services and income -101 44 -946 -2,097 -2,238
Export 1,747 1,988 3,318 5,303 8,810
Imports -1,848 -1,944 -4,264 -7,400 -11,047
Balance on goods and services 67 197 -676 -1,606 -1,492
Exports 1,682 1,925 3,161 4,136 5,131
Imports -1,615 -1,728 -3,837 -5,742 -6,623
Balance on goods 65 159 -516 -1,191 -1,004
Merchandise exports f.0.b. 1,245 1,392 2,056 2,495 3,493
Marine products 941 1,001 1,301 1,409 1,457
Aluminium and ferro silicon 162 185 435 538 1,007
Ships and aircrafts 16 49 43 123 544
Other goods 126 157 276 423 485
Merchandise imports f.0.b. -1,180 -1,233 -2,572 -3,686 -4,497
Investment goods -219 -264 -611 -860 -980
Transport equipment -218 -154 -440 -745 -958

Fuels and lubricants -117 -87 -238 -346 -401
Industrial supplies -311 -344 -597 -884 -1,167
Consumer goods -315 -384 -687 -851 -991
Balance on services 2 38 -160 -414 -487
Exports of services, total 437 533 1,105 1,641 1,638
Transportation 174 207 533 874 678
Air transport 94 130 416 724 536

Sea transport 80 78 117 150 142
Travel 119 143 247 330 463
Other services 145 183 324 438 497
Conmunications services 12 18 11 7 10
Insurance services 5 4 6 7 9
Government services 95 79 116 69 9
Other n.i.e. 33 82 191 355 468
Imports of services, total -435 -495 -1,265 -2,056 -2,125
Transportation -132 -160 -450 -711 -605
Travel -224 -217 -511 -788 -973
Other services -79 -118 -304 -558 -547
Conmunications services -9 -14 -2 -35 -33
Insurance services -12 -16 -6 -33 -21
Government services -7 -9 -17 -18 -18

Other n.i.e. -51 -80 -280 -472 -475

Balance on income -168 -153 -269 -491 -746
Receipts 65 63 157 1,167 3,679
Compensation of employees 36 39 76 59 18
Investment income 29 24 81 1,107 3,661
Dividents and reinvested earnings 5 -1 28 811 1,983
Interest payments 24 25 53 296 1,678
Expenditures -233 -216 -427 -1,658 -4,425
Compensation of employees -9 -4 -12 -20 -39
Investment income -224 -212 -415 -1,638 -4,385
Dividents and reinvested earnings -6 -10 -9 -847 -984
Interest payments -218 -202 -406 -791 -3,401
Current transfer, net -3 -4 -10 -22 -44
Public transfer, net -5 -7 -11 -20 -41
Private transfer, net 2 3 1 -2 -3

1. Preliminary figures. 2. Positive number represents inflow of capital due to foreign borrowing or decrease in assets. Negative number accounts for outflow of capital, debt repayments
or increase in assets.

Source: Central Bank of Iceland.



Table A7 (continued) Balance of payments

APPENDIX

Million EUR 7990 1995 2000 2005 20077

Capital and financial account 126 -5 1,137 1,774 1,954

Capital transfer, net 2 -3 -3 -22 -22

Financial account? 124 -1 1,141 1,796 1,975

Financial account excl. reserves 181 2 1,061 1,856 2,052

Direct investment, net 8 -26 -241 -3,232 -6,6719

Abroad -9 -19 -427 -5,715 -8,872

Equity capital -4 -4 -437 -4,154 -6,343

Reinvested earnings -5 2 -6 -695 -1,656

Other capital 0 -17 16 -865 -872

In Iceland 17 -7 185 2,483 2,252

Equity capital 1 5 228 1,316 1,483

Reinvested earnings -10 2 -21 803 684

Other capital 27 -14 -21 364 86

Portfolio investment, net 20 120 689 9,822 -4,975

Assets 0 -49 -599 -3,777 -5,550

Equities 0 -34 -670 -2,633 -2,002

Debt securities 0 -16 71 -1,144 -3,548

Bonds and notes 0 -14 67 -1,146 -3,546

Money market instruments 0 -2 4 1 -2

Liabilities 20 169 1,288 13,599 576

Equities 0 0 -17 67 143

Debt securities 20 169 1,305 13,532 433

Bonds and notes -1 145 1,247 13,433 59

Money market instruments 21 24 58 99 373

Financial derivatives, net -1 0 -1 0 0

Assets -1 -13 17 0 0

Liabilities 0 12 -18 0 0

Other investment, net 153 -91 614 -4,734 13,646

Assets -40 20 -98 -8,788 -12,294

Loan 0 0 -43 -7,452 -6,157

Deposits -21 29 -35 -1,350 -6,197

Trade credits 0 -1 0 3 22

Other capital -20 -8 -20 11 38

Liabilities 193 -111 712 4,054 25,940

Loan 180 -120 713 3,680 14,371

Long-term borrowing 200 -187 383 2,073 5,875

Short-term borrowing -20 67 330 1,607 8,495

Deposits 0 3 -14 314 11,538

Trade credits 14 1 1 56 32

Other capital -1 5 12 3 0

Reserve assets -57 -3 80 -60 -76

Net errors and omissions -22 -36 -181 345 328
Memorandum items:

Debt liabilities, net 214 58 2,017 17,586 26,373

Long-term borrowing, net 199 -42 1,630 15,505 5,935

Monetary authorities -1 0 0 0 0

General government 13 149 67 -279 84

Deposit banks -12 -99 1,048 14,485 2,291

Other sectors 198 -93 515 1,299 3,560

Short-term borrowing, net 15 100 387 2,080 20,438

Monetary authorities -1 16 148 0 -1

General government 21 24 158 -162 0

Deposit banks -8 57 -29 2,183 20,552

Other sectors 2 4 110 59 -113

Conversion rate: ISK per EUR 74.29 83.76 72.61 78.14 87.60
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Table A8 Projected external debt service'

Principal
Million EUR 2008 2009 2010 2011 2012 2013 thereafter Total
General government
Principal 197.3 173.5 53.1 1,240.9 350.8 4.0 228.8 2,248.3
Interest? 89.6 85.1 80.8 79.0 32.1 14.7
Total 286.8 258.6 133.8 1,319.9 382.9 18.7
Central government
Principal 173.1 159.5 0.0 1,224.3 306.1 0.0 213.7 2,076.7
Interest? 83.5 79.8 76.5 76.5 30.6 141
Total 256.5 2393 76.5 1,300.8 336.7 141
Local government
Principal 24.2 14.0 53.1 16.6 447 4.0 15.1 171.6
Interest? 6.1 5.3 43 25 1.5 0.6
Total 30.3 19.3 57.4 19.1 46.3 4.6
Financial institutions
Principal 4,718.9 9,435.7 9,417.1 7,092.7 7,034.5 847.3 8,537.8 47,084.0
Interest? 2,261.3 1,979.5 1,538.9 1,174.2 763.9 493.1
Total 6,980.2 11,415.2 10,956.0 8,266.9 7,798.4 1,340.4
Banks
Principal 4,704.4 9,422.3 9,404.1 7,074.7 7,000.3 829.8 7,938.2 46,373.8
Interest? 2,232.7 1,951.6 1,511.7 1,147.6 738.6 468.8
Total 6,937.1 11,374.0 10,915.8 8,222.3 7,739.0 1,298.6
Other credit institutions
Principal 14.5 13.4 13.0 17.9 34.1 17.5 599.7 710.1
Interest? 286 279 27.2 26.6 253 243
Total 43.1 413 40.2 445 59.4 41.8
Other sectors
Principal 587.9 1,648.5 1,642.1 326.7 1,451.8 168.3 2,034.9 7,760.2
Interest? 382.2 3443 244.0 180.6 134.3 89.0
Total 970.1 1,992.8 1,786.1 507.3 1,686.1 257.3
Total payments
Principal 5,504.1 11,257.7 11,012.3 8,660.2 8,837.1 1,019.6 10,801.6 57,092.5
Interest? 2,733.0 2,408.9 1,863.7 1,433.9 930.3 596.8
Total 8,237.1 13,666.6 12,876.0 10,094.1 9,767.4 1,616.4

1. Based on debt outstanding at end of year 2007. Conversion rate: ISK per EUR = 62.00. 2. Floating interest rate: LIBOR-USD is assumed at 5.0% and EURIBOR at 4.5% per year.

Source: Central Bank of Iceland.
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