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prepare for the challenge of smoothly financing high near-term deficits and
managing contingent liabilities, both of which will help ensure that fiscal
sustainability is also supported from the financing side.

Iceland’s financing gap remains broadly the same, but is distributed differently

over the program period (Table 11). Higher estimates of external debt and debt service
ceterus paribus raise the gap, but program refinements including faster fiscal adjustment and
a more gradual capital account liberalization both reduce and redistribute the gap, including

into 2011.
Iceland: Financing Needs, 2008-11
(in billions of US dollars)
Original program 1/ Current projection
2008 2009 2010 2011 2008 2009 2010 2011
Overall balance -18.5 -2.0 0.1 0.1 -18.7 -0.3 -2.6 -0.3
Financing 18.5 2.0 -0.1 -0.1 18.7 0.3 2.6 0.3
Reduction in reserves -3.0 0.6 -0.7 -0.1 -0.9 -1.4 0.4 0.0
Accumulation of arrears 10.3 0.0 0.0 0.0 18.8 -5.6 0.0 0.0
Extraordinary Financing 11.2 1.4 0.6 0.0 0.8 7.3 2.2 0.3
Fund 0.8 0.6 0.6 0.0 0.8 0.3 0.7 0.3
Bilateral (earmarked / non-cash) 8.2 0.0 0.0 5.6 0.0 0.0
Other identified new financing 0.0 1.4 1.5 0.0
Residual financing gap 2.2 0.8 0.0 0.0 0.0 0.0

38.

Source: Central Bank of Iceland, Fund staff estimates and calculations.
1/ Original program as in Request for Stand-By Arrangement, November 15, 2008 (EBS/08/124).

Financing assurances are in place (MEFP €24):

The terms and conditions of Nordic loans, amounting to $2.5 billion, have been
finalized. Their disbursement has been linked to resolution of the Icesave dispute with
the U.K. and Netherlands over deposit insurance liabilities. After protracted
discussions, the three governments have reached an agreement on this, and the
authorities expect parliamentary approval of the deal by the time of the next review.
The resulting short delay in disbursement of the Nordic loans can be accommodated
within the program.

A loan from the Faroe Islands ($50 million) has already disbursed, and a loan from
Poland has been agreed ($200 million), and will disburse alongside the next 3
program reviews. A $500 million loan originally committed by Russia is no longer
expected, but the $250 million in over-financing in the original program, an expected
macro-stabilization loan from the EU ($150 million), and use of an existing repo
facility with the BIS ($700 million, of which $214 million is outstanding) will more
than offset this.

The exchange restrictions that capital controls have introduced have not led to any
arrears. A financing assurances review under the Fund’s lending into arrears policy is
thus not required (19)
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The extraordinary financing from the Fund and bilaterals provides room for adjustment, and
helps bring the ratio of gross reserves-to-short-term debt (on a residual maturity basis) to
about 70 percent by 2011, up from 50 percent at end-2008 (including debt subject to capital
controls). To support reserves, the authorities and staff agreed that it would be appropriate to
use the SDR allocation to increase them.

39. Staff believes that the modified program puts Iceland in a position to fulfill its
obligations to the Fund in a timely manner despite higher debt. Fund credit outstanding
would peak in 2011 at 52 percent of Iceland’s gross reserves (compared to 38 percent in the
original program). Peak payments would be in 2012—14 at a still manageable 10 to 16 percent
of gross reserves. The gradual pace of capital account liberalization, geared to the level of
reserves, offers some comfort that payments can be met, even if the external financing
environment remains weak for a number of years. The past pattern of import compression in
Iceland in response to shocks—reflecting consensus of the government, labor and business
towards demand reduction policies and competitiveness-improving wage policies—offers
comfort about an ability to handle export price shocks despite high debt-service to export
ratios.

Iceland: Indicators of Fund Credit 2008-15
(in millions of SDR)

2008 2009 2010 2011 2012 2013 2014 2015

Existing and prospective Fund credit

Disbursements 560 306 420 210 0 0 0 0
Stock 1/ 560 866 1286 1496 1216 752 371 135
Obligations 0 5 14 18 297 477 388 239
Principal (repurchases) 0 0 0 0 280 464 381 236
Charges and interest 0 5 14 18 17 13 7 3
Stock of existing and prospective Fund credit
In percent of quota 476 736 1093 1272 1034 639 316 115
In percent of GDP 51 114 158 173 133 78 36 1.3
In percent of exports of G&S 116 235 317 348 264 156 7.3 2.5
In percent of gross reserves 243 274 439 509 389 250 11.8 4.3
Obligations to the Fund from existing and prospective Fund arrangements
In percent of quota 0 4 12 16 253 405 330 203
In percent of GDP 0.0 041 02 02 33 50 38 2.2
In percent of exports of G&S 0.0 041 03 04 65 99 717 45
In percent of gross reserves 00 02 05 06 95 159 124 7.6

Source: IMF staff estimates and projections.

1/ End of period. Assumes use of new general SDR allocation, in 4Q09.

40. There are large risks, but strict implementation of the program and specific
elements of program design would help to mitigate them:

. Most prominently, higher-than-expected net external debt liabilities could arise
through financial sector resolution (including due to poor asset recovery). The
authorities emphasized that agreements with creditors of two banks—their aim—
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would reduce risks of litigation. Regarding asset recovery, the program makes
somewhat conservative assumptions to help avoid surprises, and the debt remains
sustainable in an extreme no asset recovery scenario.

o Inadequate government debt management in the face of a rapid and premature
liberalization of the capital account could create a fiscal financing crisis. On the debt
side, problems could arise through the substantial stock of contingent liabilities or via
the lumpy debt maturity structure. The articulation of consistent debt management
and capital control liberalization plans will help to guard against this.

41. Nonetheless, mitigating other large risks would require enormous policy efforts.
Litigation over depositor preference is a key risk (this was introduced on the eve of the crisis
and gives depositors first claim to recovery during bank resolution). While it would likely
take years to play out in court, a full award against the government could add some $5 billion
or about 40 percent of GDP to public and external debt. This would present a great challenge
to both public and external debt sustainability. In theory, this could be addressed by
government asset sales or an even tighter fiscal stance, although public support for such a
strategy is far from a certainty.

42.  Discussions about the Safeguards Assessment led to an agreement on
modifications to the CBI’s external audit arrangements (MEFP §25). The authorities
indicated that the current procedures were working reasonably well. These involve an annual
audit overseen by the Auditor General of Iceland, conducted by the well-regarded
independent body, the National Audit Bureau (NAB), and then reviewed by parliament and
made public. Nonetheless, they have modified their arrangements to bring them more into
line with international standards (most central banks leverage the experience of private sector
auditors). Thus, the authorities have appointed an international audit firm under the auspices
of the Auditor General to conduct annual external audits of the CBI in line with international
standards, starting with financial year 2009.

IV. STAFF APPRAISAL

43. The crisis is taking the expected toll on the macroeconomy, but some positive
signs are emerging. Measured by growth and unemployment, 2009 will be a difficult year.
However, the imbalances that marked Iceland’s unsustainable boom—high inflation and an
enormous current account deficit—have rapidly unwound. Financial markets have also
stabilized and the exchange rate is holding around post-crisis lows.

44. Timely policy implementation has proven difficult, and is a major challenge
going forward. Iceland’s political crisis contributed to delays, but so did administrative
bottlenecks within Iceland’s small institutions. Going forward, the complex program is likely
to continue to challenge Iceland’s administrative capacity. In this situation determined and
full political support for the program is essential.



32

45. The program has been brought back on track. The new government is committed
to program objectives. Targets for reserves, the fiscal balance and credit are all now
cumulatively on course, and key actions have been taken to advance bank restructuring,
review the financial sector supervision framework, and approve a medium-term fiscal
consolidation plan. The staff supports the authorities’ request for waivers for nonobservance
of the performance criteria covering the central government net financial balance and net
international reserves and as of end-December 2008; and covering the recapitalization of
banks by end-February 2009.

46. Upward revisions to external debt numbers underscore the scale of Iceland’s
challenge, and call for stronger policies going forward. A high level of external assets
offers some comfort about the level of debt, but maintaining a robust downward path for debt
requires stronger policies. The agreed combination of more rapid fiscal adjustment, more
gradual capital control liberalization, and an enhanced focus on private sector debt
restructuring should suffice. Determined and timely policy implementation will be needed
going forward.

47. The central bank must keep its focus on preserving currency stability. Balance
sheet exposures remain a deep concern, and recent currency weakness underscores the risks
of inflation pass-through. Against this backdrop, the staff believes that the CBI has been too
aggressive at times in reducing interest rates. Sharp and destabilizing interest rate reductions,
of the sort undertaken in May, must be avoided. The tightening bias adopted by the CBI in
July remains appropriate for now. Looking forward, as financial sector restructuring and
fiscal consolidation improve confidence, room could open up to cautiously loosen policy.

48. Capital controls remain an essential feature of the policy mix, and must be
removed gradually as preconditions are satisfied. Prospective capital outflows remain too
large to address through interest rate policy alone, and too large for a rapid release. The
removal of controls can be initiated as balance of payments developments permit and once
financial sector stability is solidified. Against this backdrop the staff has been concerned
about measures advocated by the CBI to accelerate the pace of liberalization. The
government and central bank must scale back expectations about rapid removal, and with
liberalization set to be very gradual, focus on tightening the administration of controls. The
strategy now agreed marks a turn in the right direction.

49. The capital controls give rise to a restriction subject to IMF jurisdiction under
Article VIIL. In light of the circumstances, including that the exchange restrictions are
imposed for balance of payments reasons, non-discriminatory and temporary, staff supports
the authorities request for the temporary approval of these measures, as well as their request
for a waiver of the continuous performance criterion on the non-introduction of exchange
restrictions during the period of the arrangement.
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50. Progress with financial system restructuring has been slow, but important
milestones are now being reached. Disagreement on process between the authorities and
creditors along with technical complexity have substantially delayed bank recapitalization
and discussions on compensation. These difficulties have now been largely overcome, and
recent negotiations have produced agreements with creditor representatives for Kaupthing
and Glitnir. Focus must now turn to bringing Landsbanki discussions to a conclusion, to
allow recapitalization by end-November.

51. However, much remains to be done to fully stabilize the financial sector. The
focus must begin to shift to operationally restructuring the new banks and resolving
remaining undercapitalized savings banks. Supervision needs to be overhauled in line with
recommendations made by the independent expert, to ensure that the practices that led to
Iceland’s financial crisis cannot recur.

52. An efficient framework is needed for targeted private sector debt restructuring.
Alleviating distress in a targeted manner will complement financial sector restructuring
efforts, and help revive the economy. In light of binding fiscal constraints, the focus should
be on market-based voluntary workouts, underpinned by measures to strengthen the legal and
insolvency framework.

53. The accelerated pace of fiscal consolidation is crucial to program success. It will
help underpin better debt dynamics and limit financing risks. The medium-term consolidation
plan is welcome, and work must continue to identify remaining needed measures for outer
years, in consultation with the government’s social partners. The plan must also be
complemented with a full strategy to manage public debt, and by implementation of actions
to improve budget management and the fiscal federal framework.

54. The stronger policy commitments made by the authorities are needed to help
mitigate risks, which are considerable. Navigating the restructuring of government,
financial sector, and private non-financial sector balance sheets in the present global
environment presents risks of litigation, fiscal financing failures, and delay-driven loss of
confidence. All of these could fundamentally disturb the downward path for Iceland’s debt.
Program design contains these risks by an appropriate pace and sequencing of capital account
liberalization, coordinated debt management and capital control liberalization plans, and by
the negotiated approach to settling creditor claims.

55. Implementation of the IMF-supported program represents the best opportunity
for Iceland to extricate itself from high debt and a deep post-crisis recession. Staff
support the authorities’ request for completion of the first review under the Stand-By
Arrangement, the extension of the arrangement, and the corresponding rephasing.
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Figure 1. Iceland: Recent Economic Developments

Demand appears to be dropping...
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Figure 2. Iceland: Monetary and Exchange Rate Developments

The exchange rate remains just above late-2008

lows...

Icelandic Krona per Euro
Narrow exchange rate index

-
Yo
P TR A .

N N
w?

Oct-08 Feb-09  Jun-09 Oct-09

The central bank has considerbly lowered its
policy rate...

(percent)

Current account

— — — Overnight loan

Source: Central Bank of Iceland.

275

250

225

200

175

150

125

100

25

0

...and the offshore-onshore spread has narrowed.

400 400
------ Onshore, Krona/Euro
350 ———— Offshore, Krona/Euro 4 350
300 | 4 300
250 f 4 250
200 4 200
150 | 4 150
100 L L L L 100
Jun-08 Oct-08 Feb-09 Jun-09 Oct-09
...and is intervening less in the domestic forex
market amid low turnover.
0.6 0.6
| (billions of USD)
O Turnover
0.4 - {04
B CBI net sale
0.2 4 4 0.2
0.0 - 0.0
Oct-08 Jan-09 Apr-09 Jul-09




36

Figure 3. Iceland: Financial and Asset Markets Developments

Yields on T-notes have fallen with lower inflation ...while sovereign sprgads h?ve
expectations... remained high.

20 20 1600 1600
Iceland sovereign spreads

(basis points)
1200 4 1200

(percent)

800 F 4 800
Iceland CDS 5Y
: Spread ISL-DEU 10
5 F Treasury note maturing 05/17/2013 7 5 400 P 400
------ Treasury note maturing 12/10/2010
0 1 1 1 1 1 0 0 1 1 1 1 0
Jun-08 Sep-08 Dec-08 Mar-09 Jun-09 Sep-09 May-08 Sep-08 Jan-09 May-09 Sep-09
House prices continue to fall... ...while the equity market has stabilized.
10 0 0
(12-month change, in percent) (12-month change, in percent)
5 F .
20 OMXI-Main 4 20
0 \ . e [ EP R OMXI-15
5k -40 4 -40
10F ~
i > — - Nominal 60 1 -60
AN
-15 F \.—\:——Real
-80 1 -80
20 } N~ T
-25 -100 -100
Jun-08 Sep-08 Dec-08 Mar-09 Jun-08 Sep-08 Dec-08 Mar-09 Jun-09

Source: Central Bank of Iceland.



37

Figure 4. Iceland: Developments in Household and Corporate Sectors
Corporate bankiruptcies are rising fast... ...and many companies are having difficulties in debt servicing.
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Figure 5. Iceland: Fiscal Financing and Debt Management

Financing needs are large...
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Figure 6. Iceland: Macroeconomic Outlook Compared to the Original Program, 2007-2014

Growth in 2009 is stronger, but the rebound weaker...

...with inflation initially lower, but more persistant.
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Figure 7. Iceland: Macroeconomic Outlook Compared to Previous Crises

Iceland's recession is expected to be deeper... ...and to involve a larger initial burst of inflation.
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Figure 8. Iceland: Tax Collections and Tax Rates

There is room to raise personal income tax ...as well as collections of corporate income tax.
collections...
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Table 1. Iceland Quantitative Performance Criteria Under the 2008—09 Economic Program.

Perfo.rmzlance Indicative Targets Prior Action Performance Criteria
Criteria
Dec08 1o 08 Mar 09 Mar 09 Jun 09 Junog P15 gonis Oct 09 Dec 09
Program Actual Ceiling/Floor Actual Ceiling/Floor Actual Ceiling Actual Ceiling/Floor  Ceiling/Floor
1/ 2/ 3/ 4/ 5/ 5/ 5/
(In billions of Krona)
1. Floor on the change in the central government net financial balance 6/ -12 -117 -55 1.7 -55 -51 -175 -200
2. Ceiling on the change in net domestic assets of the Central Bank of Iceland 20 20
7/
3. Ceiling on the change in net credit of the Central Bank of Iceland to the 25 2.1 50 28.9 50 -27.5 --
private sector
4. Ceiling on the change in the domestic claims of the Central Bank of Iceland 25 7.8 25 -31.1 25 41.4 70 70
to the central government (indicative target for end-October and end-
December)
(In millions of U.S. dollars)

5. Floor on the change in net international reserves of the Central Bank of -500 -543 -500 -70 -500 -28.9 -96.6 -82.9
Iceland 7/ 8/
6. Ceiling on the level of contracting or guaranteeing of new medium and long 4000 0 4075 54.5 4150 54.5 3500 3500
term external debt by central government 9/
7. Ceiling on the stock of central government short-term external debt 9/ 650 137.0 650 189.4 650 281.8 1400 1500
8. Ceiling on the accumulation of new external payments arrears on external 0 0 0 0 0 0 0 0

debt contracted or guaranteed by central government from multilateral or
bilateral official creditors 10/ 11/

1/ From October 22, 2008 to December 31, 2008 (unless otherwise indicated).

2/ From January 1, 2009 to March 31, 2009.

3/ From April 1, 2009 to June 30, 2009.

4/ Prior action for the first review. Defined as NIR, cumulative from January 1, 2009.

5/ Cumulatively from January 1, 2009 (unless otherwise indicated).
6/ Dec 08 target defined from Oct 1 2008 to Dec 31 2008. At end-Sep 08, the central government net financial balance was kréna 4.28 billion, after contributions to the government employees pension fund. The net financial

balance excludes the capital injection cost of bank and central bank recapitalization and excludes the increase in debt from guaranteeing the repayment of depositors in foreign branches of Icelandic banks.
7/ Excluding changes due to central bank recapitalization bond and adding back the effect of the transfer of collateral from the CBI to the government as described in the Technical Memorandum of Understanding.
8/ (-) indicates decrease. NIR is the difference of gross foreign assets and foreign liabilities (including all foreign currency deposits and other liabilities of financial institutions and the general government at the CBI). Excludes
new SDR allocation.
9/ Excludes IMF and excludes official bilateral loans for deposit insurance. Short term external debt has an original maturity of up to and including one year. Medium and long-term external debt has an original maturity of
more than one year.
10/ Applies on a continuous basis.
11/ On October 20 the central government had no arrears to multilateral and official bilateral creditors

(44



Table 2. Iceland Structural Conditionality Under the 2008—09 Economic Program

Structural Conditionality

Status

Prior actions for the First Review

Implementation of monetary policy towards the currency stability objective, and in line with reserve
targets.

Approval by cabinet of a strategy to phase out capital controls.
Approval by cabinet of a medium-term fiscal consolidation plan.

Recapitalize New Kaupthing and Islandsbanki, using tradable government bonds issued on market
terms, to raise the capital adequacy ratio to at least 12 percent.

Done

Done
Done

Done

Structural Performance Criteria

A capital injection into the three new banks, made using tradable government bonds issued on market
terms, to raise the capital adequacy ratio to at least 10 percent. By end-February 2009.

An experienced banking supervisor to provide an assessment (to be published) of the regulatory
framework and supervisory practice, including the framework of rules on liquidity management,

Not observed (see prior action and
new structural benchmark)

connected lending, large exposures, cross-ownership, and the “fit and proper” status of owners and Done
managers, and propose needed changes. By end-March 2009.
Structural Benchmarks
e Develop a strategy for asset recoveries. By end-November 2008. Done.

Prepare plans to embark on medium-term fiscal consolidation. By end-2008.
FME to review the business plans of each of the new banks. By January 15, 2009.

International Auditing Firm to conduct valuations of the old and new banks using a methodology in
accordance with international best practice. Complete by end-January 2009.

Improve the medium term fiscal framework. By end-June 2009.

Implemented with delay (see prior

action)
Done.

Done.

Implemented with delay in mid-July.

New Structural Benchmarks

A capital injection into New Landsbanki, using tradable government bonds issued on market terms, to
raise the capital adequacy ratio to at least 12 percent. [By end-November, 2009]

Completion of the program of savings bank recapitalization, meeting FME and Ministry of Finance
requirements. [By end-November, 2009]

Approval of legislation to address deficiencies in bank regulatory framework and supervisory practice.
[By end-December 2009]

Approval by cabinet of a medium-term public debt management plan [By end-December 2009].

57
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Table 3. Iceland: Selected Economic Indicators 2005-09

2005 2006 2007 2008 2009
Prog. Est. Prog. Adj. Prog.
(Percentage change unless otherwise noted)
National Accounts (constant prices)
Gross domestic product 7.5 4.3 5.6 1.6 1.3 -9.6 -8.5
Total domestic demand 15.8 8.8 -0.1 -9.1 -8.7 -19.7 -20.7
Private consumption 12.7 3.6 5.6 -8.7 -7.8 -23.7 -17.0
Public consumption 3.5 4.0 41 3.2 4.6 29 -0.1
Gross fixed investment 35.7 21.6 -12.2 -19.7 -20.4 -33.6 -50.6
Export of goods and services 7.5 -4.6 17.7 121 71 1.9 -1.5
Imports of goods and services 29.3 10.4 -0.7 -15.2 -18.3 -23.1 -30.5
Output gap 1/ 24 3.2 55 4.6 2.2 -5.4 -3.2
Selected Indicators
Nominal GDP (bln ISK) 1,026.7 1,168.2 1,301.4 1,490.1 1,476.5 1,495.1 1,4725
Central bank gross reserves (bln ISK) 67.3 167.8 162.8 686.5 429.3 562.7 617.5
Unemployment rate 2/ 21 1.3 1.0 14 1.6 57 8.6
Real disposable income per capita 6.6 -2.0 5.4
Consumer price index 4.0 6.8 50 12.7 12.4 14.3 11.7
Nominal wage index 6.5 9.1 9.3 6.7 6.1 23 3.3
Nominal effective exchange rate 3/ 10.4 -10.7 2.7 -40.8 -40.4 -18.4 -34.2
Real effective exchange rate (CPI) 3/ 12.7 -6.8 5.7 -22.9 -20.7 -5.6 -18.0
Terms of trade 1.0 3.5 0.1 -1.4 -6.1 -1.7 -8.5
Money and Credit
Base Money 231 254 182.0 83.3 -21.6 24.4
Deposit money bank credit (end-period) 76.0 44.4 56.6
of which to residents (end-period) 54.7 33.6 28.3
Broad money (end-period) 23.2 19.4 56.6 36.3 8.3
CBI policy rate (period average) 4/ 10.5 14.1 13.8 15.4
Public Finance (in percent of GDP)
General government 5/
Revenue 471 48.0 47.9 43.8 44.3 40.0 38.4
Expenditure 422 41.7 425 44.0 448 53.5 52.7
Balance 4.9 6.3 5.4 -0.2 -0.5 -13.5 -14.4
Structural balance 6/ 2.9 3.6 1.3 -3.4 -2.1 -8.7 -10.2
Balance of Payments (in percent of GDP)
Current account balance -16.1 -25.6 -19.9 -10.7 -35.8 1.0 -3.5
Trade balance -12.2 -17.5 -10.1 0.1 -2.3 10.3 8.6
Financial and capital account 13.9 44.0 -12.5 -102.1 78.6 -15.7 6.8
Net errors and omissions 2.6 -11.1 32.9 25 -33.4 0.0 -5.3
Gross external debt 7/ 284.4 433.5 566.2 670.2 192.9 159.5 306.9
Central bank gross reserves (in months
of imports of goods and services) 1.8 3.5 3.4 11.0 75 9.9 12.7

Sources: Statistics Iceland; Central Bank of Iceland; Ministry of Finance; and staff estimates.

1/ Staff estimates. Actual minus potential output, in percent of potential output.

2/ In percent of labor force.

3/ A positive (negative) sign indicates an appreciation (depreciation).

4/ Data prior to 2007 refers to annual rate of return. 2007 and on, refers to nominal interest rate.

5/ National accounts basis.
6/ In percent of potential GDP.

7/ Including old banks before 2007 and in 2008 program.
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Table 4. Iceland: Money and Banking
(In billion of Krona, unless otherwise noted)

Sep-08 Oct-08 Dec-08 Mar-09 Jun-09 Sep-09 Oct-09 Dec-09
Est. 1/ Est. Est. Est. Est. Proj.
Central Bank
Net foreign assets 2/ 123 -21 -96 -98 -112 -138 -143 -158
Assets 308 382 429 383 384 435 430 415
Liabilities 185 403 526 480 496 573 573 573
Net domestic assets 72 242 228 256 257 309 309 315
Net claims on the public sector -197 -180 39 20 63 82 92 112
Net claims excluding recap bond -197 -180 -231 -259 -218 -205 -195 -175
Recapitalization bond 0 0 270 279 282 287 287 287
Net claims on banks 3/ 378 587 299 396 385 410 400 386
Others, net -109 -164 -110 -160 -191 -183 -183 -183
Base Money 4/ 166 124 132 158 146 171 166 164
Currency issued 16 26 24 22 24 25 24 24
DMB deposits at the central bank 150 98 107 136 122 146 142 140
Banking System
Net foreign assets -2,842 -269 -295 -197 -207 -190 -190 -190
Net domestic assets 4,256 1,442 1,382 1,867 2,041 2,035 2,035 2,035
Net claims on the central bank -378 -587 -299 -396 -385 -410 -400 -386
Credit to private sector 5,297 2,546 2,501 2,271 2,220 1,777 1,777 1,777
Credit to government 45 46 50 50 50
Other items, net -663 -516 -820 -53 160 618 608 594
Domestic deposits 1,413 1,174 1,087 1,669 1,834 1,845 1,845 1,845
Local currency 1,267 979 909 1,501 1,637 1,647 1,647 1,647
Foreign currency 146 195 178 168 198 198 198 198
Consolidated Financial System
Net foreign assets -2,719 -289 -391 -295 -318 -328 -333 -348
Net domestic assets 4,145 1,958 2,068 2,082 2,231 2,237 2,227 2,212
Net claims on the public sector 5/ -197 -180 39 65 109 132 142 162
Net credit to private sector 5,297 2,546 2,501 2,271 2,220 1,777 1,777 1,777
Other, net -955 -407 -472 -255 -99 327 307 272
Broad Money (M3) 1,426 1,668 1,676 1,787 1,913 1,909 1,894 1,864
Memorandum items:
Base money (y-o-y percentage change) 50 37 -22 -3 100 3 34 24
Broad money (y-o-y percentage change) 22 44 36 28 38 34 14 8
Credit to private sector (y-o-y percentage change) 68 -19 -28 -46 -49 -66 -30 -29
Money velocity (GDP/base money) 8.6 11.6 11.2 9.5 10.4 9.0 9.0 9.0
Broad money velocity (GDP/M3) 1.0 0.9 0.9 0.8 0.8 0.8 0.8 0.8
Multiplier (M3 / base money) 8.6 134 12.7 11.3 131 1.1 11.4 11.4

Sources: Central Bank of Iceland; and Fund staff estimates

1/ Estimates using balance sheet data as of Oct. 15 for the 3 new banks. As balance sheets of the new banks have not been finalized, the items under the banking system
and consolidated financial system remain estimates for all periods after October 2008. Estimates of the new banks' balance sheets were updated periodically.
2/ NFA is defined by the TMU. In particular, foreign liabilities include fx deposits of DMBs and government.

3/ Net claims on banks is the difference between CBl's lending to banks and banks' holding of certificates of deposits.
4/ Base money includes currency in circulation and DMBs deposits at the central bank in krona.

5/ Net claims on the public sector of the consolidated system include only net claims of the central bank up to January 2009. Starting Feb 2009, the data also include
oustanding government bonds held by the banks.
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Table 5. Status of the Financial Sector in Iceland

Pre-crisis (position as of

September 2008) 2/ Post-crisis 2/ Status
(in ISK (in percent of (in ISK (in percent of
millions) GDP) millions) GDP)
A. Total assets in the commercial banks 1/
Old banks
Landsbanki 4,524,162 309 1,743,000 121 Moratorium
Glitnir 3,684,458 251 2,370,600 165 Moratorium
Kaupthing 4,843,616 331 2,937,000 205 Moratorium
New banks
New Landsbanki 929,369 63 Capitalization in progress
Islandsbanki 624,305 43 Capitalization completed
New Kaupthing 638,857 44 Capitalization completed
B. Total assets in the saving banks
Icebank 331,764 23 188,211 13 Moratorium
SPRON 275,148 19 226,075 16 Moratorium
BYR sparisjodur 247,329 17 253,209 18 Capitalization plan under consideration
Sparisjédur Keflavikur 100,178 7 100,806 7 Capitalization plan under consideration
Sparisjédur Myrasyslu (SPM) 44,536 3 35,514 2 Merged into New Kaupthing
Other saving banks 74,101 5 53,282 4 Pending recapitalization
C. Total assets in investment bank
Straumur 768,951 52 660,275 46 Moratorium
D. Total assets in other credit undertakings 3/ 658,245 45 609,739 42

Source: Central Bank of Iceland and FME, Iceland.

1/ Numbers for the old banks under moratorium in post-crisis, as reported previously in the Briefing paper under First Review of SBA.

Numbers for new banks under post-crisis are preliminary estimates.

2/ Financial positions under post-crisis for saving banks as of March 17, 2009 provided by FME, for investment bank Straumur as of end-Jan 2009,
and for other credit undertakings as of end-Dec 2008.

3/ Exclude the balance sheet of the Housing Financing Fund (HFF).
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Table 6. General Government Operations 2007-2014 (GFS, modified cash, percent of GDP 1/)

2007 2008 2009 2010 2011 2012 2013 2014
Prog. Est. Prog. Proj. Proj. Proj. Proj. Proj. Proj.
Total revenue 2/ 47.9 43.8 44.3 40.0 38.4 40.5 43.1 44.5 45.4 44.5

Taxes 37.6 33.4 33.9 30.0 29.7 32.6 35.0 36.3 37.6 36.8

Taxes on income and profits 18.5 16.4 17.8 14.7 15.8 16.8 18.7 19.5 19.8 19.3
Personal Income Tax 13.8 12.6 131 124 12.5 14.4 16.0 16.4 16.7 16.2
Corporate Income Tax 25 1.7 2.0 1.3 0.9 1.0 1.2 1.6 1.6 1.6
Capital gains tax, rental income 22 21 24 11 2.4 1.4 1.4 1.4 1.4 1.4

Taxes on payroll and workforce 0.0 0.0 0.2 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Taxes on property 24 21 22 1.9 1.7 15 1.7 1.7 1.7 1.7

Taxes on goods and services 16.1 14.4 13.2 12.9 11.4 13.3 13.8 14.3 15.2 14.9
VAT 10.6 9.4 8.6 8.4 7.2 7.6 7.9 8.3 9.2 8.9
Other taxes on goods and services 55 5.0 4.6 4.5 4.2 5.7 5.8 6.0 6.0 6.0

Taxes on international trade 0.4 0.4 0.4 0.3 0.3 0.3 0.3 0.3 0.3 0.3

Other taxes 0.1 0.1 0.1 0.1 0.5 0.6 0.6 0.6 0.6 0.6

Social contributions 31 2.8 2.8 2.8 29 3.2 3.1 3.2 2.8 2.8

Grants 0.1 0.0 0.1 0.0 0.1 0.1 0.1 0.1 0.1 0.1

Other revenue 71 7.6 7.4 7.3 5.7 4.6 4.9 4.8 4.9 4.8

o/w Interest income 23 25 3.1 2.2 3.4 25 3.0 3.0 3.0 2.9
Discretionary revenue measures 2/ 0.0 0.0 0.0 0.0 1.4 5.6 6.6 7.2 71 5.9
Total expenditure 2/ 3/ 42.5 44.0 44.8 53.5 52.7 51.4 49.9 471 44.7 43.3
Current expense 3/ 40.0 40.7 42.2 49.8 51.1 50.9 50.0 47.5 45.0 43.4
Compensation of employees 14.9 16.2 14.6 17.3 15.9 15.5 15.1 14.6 14.1 135
Use of goods and services 10.9 9.5 11.6 10.8 12,5 12.1 1.7 11.4 11.1 1.4
Consumption of fixed capital 1.8 1.5 1.8 1.7 1.9 1.9 1.9 1.9 1.9 1.8
Interest 9/ 26 21 34 7.3 9.5 10.7 114 10.6 9.6 8.7
Subsidies 1.8 1.6 1.9 1.6 2.0 1.9 1.7 1.6 1.6 1.5
Grants 0.2 0.2 0.2 0.2 0.2 0.2 0.2 0.3 0.3 0.2
Social benefits 5.8 6.9 6.1 8.0 6.8 6.4 5.9 52 4.6 4.4
Other expense 22 2.6 26 29 24 2.2 21 2.0 1.9 1.8
Nonfinancial assets 2.5 3.3 2.6 3.7 1.6 0.5 -0.1 -0.4 -0.3 -0.1
Non-financial assets, acquisition 4.2 4.8 4.5 54 3.5 2.4 1.7 15 1.6 1.7
Consumption of fixed capital (-) -1.8 -1.5 -1.8 -1.7 -1.9 -1.9 -1.9 -1.9 -1.9 -1.8
Discretionary expenditure measures 2/ 0.0 0.0 0.0 0.0 -0.6 -2.9 -4.4 -5.2 -5.3 -4.0
Net lending/borrowing 3/ 5.4 -0.2 -0.5 -13.5 -144 -10.9 -6.8 -2.6 0.7 1.2
Net lending/borrowing incl. write-offs 5.4 -28.3 -13.6 -23.5 -34.2 -10.9 -6.8 -2.6 0.7 1.2
Stock of debt 4/

General government gross debt 4/ 28.7 108.9 70.0 108.6 125.2 136.0 135.1 131.7 1247 1147
Domestic 15.3 43.7 46.1 60.4 76.4 78.2 79.6 775 71.9 65.8
Foreign currency 4/ 13.4 65.2 23.9 48.2 48.8 57.8 55.5 54.2 52.8 48.9

of which:
Bilateral loans to support CBI reserves 0.0 0.0 0.0 0.0 8.2 17.2 16.6 15.6 14.9 12.4
Net present value of depositor guarantees 5/ 0.0 47.0 0.0 32.8 17.2 19.5 20.9 21.7 22.0 21.9
Other 13.4 18.2 23.9 15.4 23.3 211 18.0 16.9 15.9 14.6
General government net debt 6/ 10.3 90.6 41.3 97.0 89.5 97.6 101.6 100.4 95.0 88.5

Structural Balances 7/

Structural balance 1.3 -3.4 -2.1 -8.7 -10.2 -8.1 -5.4 -1.7 1.6 1.2
Structural primary balance 22 -3.8 -1.3 -3.9 -3.7 -0.2 2.8 5.8 8.0 6.9

Memo Items

Nominal GDP (billion ISK) 1,301 1,490 1,476 1,495 1,472 1,520 1,573 1,642 1,732 1,845

Primary balance (excl. interest income) 3/ 5.8 -0.6 -0.3 -8.5 -8.3 -2.7 1.6 5.1 7.2 6.9

Change in structural primary balance/fiscal impuls 2.2 -5.6 -3.5 -0.1 -2.4 3.6 3.0 3.0 2.2 -1.1

Government guaranteed debt 8/ 62.5 . 84.4 . . . . . . .

Change in the primary balance 3/ -1.0 -6.4 -6.1 -7.9 -8.0 5.6 4.4 3.5 21 -0.3

Write-off claims on banks 10/ 0.0 28.1 13.0 10.0 19.9 0.0 0.0 0.0 0.0 0.0

Sources: IceStat, Ministry of Finance, and Fund staff estimates.

1/ Historical data are semi-accrual; projections are modified cash. Data are presented in GFS format, with program columns converted from national accounts to GFS. As a result,
depreciation is no longer counted as capital revenue, and aggregate revenue and expenditure ratios are adjusted accordingly.

2/ Measures needed have been reflected about equally divided between tax and expenditure measures, except in 2009 where revenue measures are expected to dominate.

Measures are counted cumulatively from 2009 onward.

3/ Excluding write-off claims on banks. Write-offs in 2008 are the result of central bank recapitalization and securities lending contracts that failed after the bank collapse.

Write-offs in 2009 relate to an estimate of the NPV of depositor guarantees (liabilities not recovered by assets) and retroactive interest paid to new banks to compensate for late capitalization.
4/ Includes bilateral loans to support foreign currency reserves at the Central Bank of Iceland (CBI), which under the original program were assumed to be direct CBI liabilities.

Loan from the Norwegian government directly to the CBI is excluded from general government debt. Includes the estimated net present value of the oustanding guarantee, net of asset recovery,
on the UK/Dutch IceSave loans to the Icelandic Depositors' and Investors' Guarantee Fund. Does not include Fund liabilities.

5/ For the program column this reflects the outstanding value of the UK/Dutch IceSave loan.

6/ Gross debt minus liquid assets at the CBI (including liquid assets from bilateral loans to support CBI reserves).

7/ In percent of potential GDP.

8/ State guarantees only. Excludes guarantee on IceSave loans.

9/ Includes interest accrued on depositor guaranteed loans.

10/ For 2009, retroactive interest paid to new banks to compensate for delayed capitalization is treated as a write-off claim.





