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Summary

Iceland is resolving the economic problems left by the financial crisis. It is well advanced in
implementing the comprehensive programme agreed with the IMF. The economy stopped
contracting by late 2010 and a consumption and business investment-led recovery is projected to
gather momentum, lifting economic growth to 3 per cent by 2012. Inflation is projected to remain
low and the underlying current account surplus to be sustained.

Much has been done to restore the financial sector to health. The banking system was
recapitalised by the end of 2009 and steps have recently been taken to accelerate private-sector
debt restructuring. Reforms have been made to regulation and supervision to address
shortcomings exposed by the financial crisis. The Central Bank of Iceland (CBI) and the Financial
Supervisory Authority (FME) have signed a co-operation agreement to strengthen macro-prudential
supervision, although policy implementation could be more effective if the FME were merged into
the CBI, thereby expanding the CBI's responsibilities to include prudential regulation and
supervision. A strategy to relax capital controls was recently adopted, with a period of
liberalization likely to span several years.

The monetary policy framework needs to be strengthened. Monetary policy alone has not
been very effective either in countering the credit cycle or in delivering price stability. To improve
performance, the CBI should adopt an inflation targeting regime that places greater weight on
smoothing fluctuations in the exchange rate and is supported by fiscal policy and
macro-prudential regulation. In the event that Iceland joins the EU, it should seek to adopt the
euro as quickly as possible.

The government has begun to put the public finances on a sustainable path. The budget
deficit is set to fall below 3% of GDP in 2011, and a small surplus is projected by 2013. The fiscal
framework has been strengthened but the government should go further by adopting a
medium-term budget balance fiscal rule consistent with a debt target.

Steps are being taken to promote the return to work of workers who lost their jobs. The
government has substantially boosted expenditure on public employment services to offer
appropriate job matching and training services. Additional funds will be made available to give
access to the education system to all persons seeking to complete their secondary education.
Vocational programmes are to be developed, training classes made more relevant and the highly
successful long-term internship programme will be expanded. As unemployment declines, the
temporary extension of unemployment benefit duration should be allowed to end, so as not to
weaken incentives for the unemployed to move into employment.

Challenges to the fisheries management system need to be addressed in a way that
preserves a sustainable and efficient fishery. Iceland has been successful in managing its large
fishing industry thanks to its systems of Total Allowable Catches (TACs) based on scientific
recommendations and the Individual Quota System (IQS), which gives quota holders a strong
incentive to ensure that the resource is managed well. This system could be threatened by
potential policy responses to the perceived unfairness of quotas initially having been given away
and Iceland’s possible accession to the EU. It should be kept in mind that when the quotas were
initially allocated the right to fish was limited, as this was a move from an open access system.
However, there is nothing the government can do now to undo the perceived unfairness of the
initial allocation as most current quota holders purchased their quotas. Nevertheless, to
strengthen political consensus on the quota system, the government should increase the special
resource tax on fishing to a level that neither causes financial difficulties in the industry nor
destroys the quota system. The government should also progressively reduce TACs from the level
compatible with biological sustainability to the level that maximises resource rents where needed
and tax away all of this increase in rent. To maintain the value of the fisheries resource within
the EU, the Iceland authorities plan to negotiate to maintain the power to set TACs on a scientific
basis and to preserve the ITQ system.
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Assessment and recommendations

Iceland is resolving the economic problems left by the financial crisis

Iceland is slowly emerging from a deep recession following the collapse of its main banks. In
November 2008, it agreed a comprehensive programme (Stand-By Arrangement, SBA) with the IMF to
overcome the economic problems left in the wake of the financial crisis. The strategy underlying the
programme consists of putting Iceland on a path to restoring the financial sector to health, returning
public finances to sustainability, preventing capital flight by capital controls, and rebuilding monetary
policy credibility by stabilising inflation at low levels. So far Iceland has fulfilled the main conditions in
each of its IMF SBA reviews, and the SBA is scheduled to conclude in August 2011.

Yet Iceland still has a long way to go to recover fully from the effects of the financial crisis. Output
has finally stabilised following the severe recession (Figure 1), but real GDP (centred 4-quarter moving
average) lingers 11% below its peak in the first quarter of 2008, which was well above sustainable levels.
This decline was one of the largest in the OECD (Figure 2) and the largest in Iceland in recent decades
(Figure 3). Domestic demand has levelled off, but a consumption and business investment-led recovery is
projected to gather momentum over the next two years, lifting economic growth to 3% by 2012 (Table 1).
The main uncertainty to the outlook concerns the timing of large investment projects, which has
increased following the recent vote against the Icesave agreement on 9 April, 2011 (Box 1).

Figure 1. Output has stabilised
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1. Contribution to real GDP growth. The sum of the contributions does not add up to the GDP growth rate
because the data are chain-linked.

Source: Statistics Iceland
12 http://dx.doi.org/10.1787/888932445410
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Box 1. Implications of the vote against the Icesave agreement

In a referendum held on 9 April 2011, Icelanders voted against an agreement to reimburse the UK and
Netherlands governments for the compensation payments (plus interest at 3.0-3.3% per annum) that they
had made to local depositors in Icesave branches of the failed Icelandic bank, Landsbanki. This agreement
would have increased Iceland’s net general government debt by less than 2% of GDP. The estimated
impact was modest owing to a high expected recovery rate from the assets of the Landsbanki estate (they
are expected to cover about 99% of priority claims).

The Icelandic government’s liability under the EU directive on deposit-guarantee schemes will now most
likely be determined through the court of the European Free Trade Association (EFTA). This legal process
is likely to take 12-18 months.

The rejection of the Icesave agreement has not significantly affected the IMF Stand-By Arrangement. The
only likely effect is to delay the fifth review while the IMF assesses the macroeconomic impact of the vote.
The Nordic governments are also expected to continue to provide the funding committed under the
IMF programme (EUR 888 million out of a total of EUR 1 775 million is still available to be drawn down).

The vote has also had little immediate impact on the Iceland government’s foreign currency credit ratings,
which are at lowest investment grade or highest junk grade. The ratings agencies did, however, highlight
that the vote had increased uncertainty about Iceland’s economic recovery and the timing of a return to
stronger credit ratings.

Rejection of the Icesave agreement is likely to postpone the return of the Iceland government to
international capital markets. According to the Central Bank of Iceland, failure of the government to
demonstrate that it can borrow in international capital markets on reasonable terms would delay the
removal of capital controls and retard the restoration of a market-determined exchange rate. These
factors may well hinder foreign direct investment into Iceland, which is important for its economic
recovery. The inability of domestic electricity companies (which are mostly publicly-owned and
guaranteed) to borrow in international capital markets on reasonable terms could constrain investments
in electricity production needed to expand aluminium production. This lack of funds could be overcome
by removing ownership restrictions on electricity resources and privatising electricity companies, but
such policies are not popular in Iceland.
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Figure 2. Output and employment fell more in Iceland than in most other countries
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1. Based on centred 4-quarter moving average data. The trough in output and employment had not
yet been reached by the third quarter of 2010 in Greece and Ireland. The trough in employment had
also not yet been reached in the Czech Republic, Denmark, Greece, Iceland, Italy, Portugal, Spain
and Slovenia.

Source: OECD, OECD Economic Outlook database.
12 http://dx.doi.org/10.1787/888932445429

The increase in unemployment has been large, but the unemployment rate has stabilised at
around 8%, which is a very high rate by Icelandic standards, and could fall to around 7% by the end of
2012. Long-term unemployment has increased markedly and is concentrated among the low skilled. The
fact that there has been labour hoarding will likely weigh on employment growth for some time.

The large current account deficits that Iceland had been running during the boom years were
eliminated in the wake of the financial crisis and, once adjusted to exclude accrued interest payments by
banks undergoing winding-up proceedings, has been in surplus since 2009 (Table 1). This turnaround is
mainly attributable to the sharp contraction in imports caused by the collapse in domestic demand and
the large real exchange rate depreciation (Figures 3 and 4). Export growth has also contributed to the
turnaround, although the increase has not been exceptional by historical comparison (a similar increase
occurred after the peak of the business cycle in the early 1980s) (Figure 3). Growth in exports of goods and
services other than aluminium and marine products, which are subject to capacity constraints, and
aircraft (which distort growth patterns as such exports are large and irregular) have performed
particularly well, having been boosted by the large real exchange rate depreciation (Figure 4). The
underlying current account balance is projected to remain in surplus over the next two years.

The government has made good progress in cutting the large budget deficit left by the financial crisis,
but much consolidation is still required to put public finances on a sustainable path. The general
government budget deficit (excluding one-off transactions) fell by 3% per cent of GDP to 6% per cent in
2010 (7.8% of GDP including the cost of called loan guarantees) and a similar decline is projected in 2011.
The government plans to achieve a primary budget surplus of at least 3% of GDP in 2013 and to increase it
gradually in the following years.
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Figure 3. The boom and bust in the current business cycle were large by historical

comparison®
— 1982 Q3=100 -—-- 19%1Q1=100  ----- 2001 Q4=100 — 2008 Q1=100
125 125 125
A. Real GDP B. Total domestic demand C. Private consumption

100 100 —=

75 75
50 50

e yTNoavown freyaonvTow ooy aonron
200 150 125

D. Business investment * E. Household investment

100

75 |
oL 0 50 &
SPeYVYoauvrow elnptqq'qlouvmeo,c_’ STP9YYonNuvrow
125 - 110 6
G. Imports * B H. Employment I. Unemployment rate
Y ’ Change from base period
) 4|
100 100
2|

75 90 | \/-\e-
0 ===
7
s
50‘?099‘1"\,'001@&&2 802.“."‘."?‘}‘0“‘*‘0‘92 -22,99‘rwouvmw2

1. Based on centred 4-quarter moving average data. The horizontal axis shows quarters before and
after the peak of a business cycle, which has an index value of 100 (zero for the unemployment
rate).

2. Excluding investment in aircraft and aluminium sectors.
3.  Excluding aircraft.

Source: Central Bank of Iceland, Quarterly Macroeconomic Model of the Icelandic Economy;

OECD, Economic Outlook database.
12 http://dx.doi.org/10.1787/888932445448
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Table 1. Demand, output and prices

2007 2008 2009 2010 2011 2012
Percentage changes, volume (2000 prices)

GDP 6.0 1.4 -6.9 -3.5 2.2 2.9
Private consumption 5.7 -7.9 -15.6 -0.2 2.9 2.7
Government consumption 4.1 4.6 =A% -3.2 -4.0 -1.8
Gross fixed capital formation 19.1 -19.7 -50.9 -8.1 14.7 12.4
Final domestic demand 0.4 -8.2 -20.7 -2.3 2.6 3.0

Stockbuilding -0.6 -0.4 -0.0 -0.2 -0.1 0.0
Total domestic demand -0.1 -8.5 -20.7 -25 2.7 3.0
Exports of goods and services 17.8 7.0 7.0 1.1 2.7 3.3
Imports of goods and services -0.7 -18.4 -24.0 3.9 3.8 35

Net exports’ 6.1 10.8 14.4 -1.2 -0.2 0.2
Memorandum items
Consumer price index 5.1 12.7 12.0 5.4 2.7 2.6
Unemployment rate 2.3 3.0 7.2 7.5 7.0 5.8
eneral government financial 5.4 -13.5 -10.0 7.8 2.7 1.4
ﬁiaebri‘l‘iatirggg?’emmem e fTEmsEl 53.3 102.0 120.0 120.2 121.0 120.2
Underlying current account balance® * -16.3 -17.7 2.5 1.5 2.2 3.8

Note: National accounts are based on official chain-linked data. This introduces a discrepancy in the identity
between real demand components and GDP. For further details see OECD Economic Outlook Sources and
Methods (http://www.oecd.org/eco/sources-and-methods).

1. Contributions to changes in real GDP (percentage of real GDP in previous year), actual amount in the first

column.
2. As a percentage of GDP.

3. Includes civil service pension liabilities of around 20% of GDP. These liabilities are excluded from the
Maastricht definition of general government gross financial liabilities.

4. Current account balance excluding CBI data/projections of accrued net income payments by credit

institutions in winding-up proceedings (which in fact will never be paid).

Source: Statistics Iceland and Central Bank of Iceland for data, OECD Economic Outlook 89 for

projections (2011-12).

The Central Bank of Iceland (CBI) has succeeded in cutting inflation from a peak of 18.6% in the year
to January 2009, most of which was attributable to pass-through from the large exchange rate
depreciation caused by the financial crisis, to 2.8% in the year to April 2011, which is close to its inflation
target (2% per cent), and inflation is projected to remain broadly stable through 2012. The main factor
explaining the decline in inflation from the peak is exchange rate stability. This has been achieved
through a combination of capital controls and, at least initially, the maintenance of policy rates at high
levels. Those policy rates have now been cut to around 4%.

The authorities have released a strategy for the removal of capital controls, which reflects concerns
about the sudden exit of a large overhang of kréna holdings of non-residents. However, removal of
capital controls is an important factor in rebuilding trust with international investors and enabling
Icelandic companies to access global capital markets. Moreover, it cannot be delayed indefinitely under
EFTA and OECD rules (Box 2) and indeed will be necessary if Iceland is to satisfy EU accession criteria.
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Figure 4. Real exchange rate depreciation has boosted exports and reduced imports
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1. Real exports relative to total real imports in destination countries for Iceland's exports. Excluding aircraft,
aluminium and marine products.

2.  Based on consumer price index.
3. Volumes.

Source: Central Bank of Iceland, Quarterly Macroeconomic Model of the Icelandic Economy;

OECD, Economic Outlook database.
12 http://dx.doi.org/10.1787/888932445467

Box 2. Iceland's temporary derogation under the OECD Codes on the Liberalisation of Capital Movements
and of Current Invisible Operations

Iceland has notified the OECD that it has implemented exchange and capital controls and invoked the
clause in the Codes authorising a temporary dispensation from its standstill obligations (i.e., not to
introduce such controls). The OECD Investment Committee, which is responsible for monitoring
compliance with the Codes, recently concluded that Iceland was justified in invoking this temporary
derogation due to the financial crisis. The Committee urged Iceland to remove the controls as soon as
possible and requested a progress report within 12 months.

Good progress has been made in restoring the financial sector to health, but much remains to be
done. The new banks created out of the three main banks that failed in October 2008, inflicting severe
losses on creditors other than depositors, were recapitalised by the end of 2009 and, by the end of 2010,
most of the failed savings banks were recapitalised and the Housing Finance Fund (HFF) had received a
capital injection to compensate for losses. After a slow start, progress in restructuring nonperforming
loans (NPLs) has picked up recently and should accelerate further in coming months as the agreements
made between the government and financial institutions to move more quickly on restructuring
household and small and medium-sized enterprises nonperforming loans bear fruit. It may, nevertheless
be some time before domestic credit growth resumes.
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Solid progress has also been made in correcting the weaknesses in prudential regulation, supervision
and deposit guarantee arrangements that had permitted the development of large risks in the Icelandic
banking system. Prudential regulation and supervision have been reformed to prevent the practices that
most contributed to the failure of the banks from recurring and further reforms are planned, notably to
ensure compliance with the revised Basel Core Principles and to implement Basel IIl. An agreement has
also been reached to enhance information exchange and co-operation between the Financial Supervisory
Authority (FME) and the CBI, a key weakness exposed by the crisis. The government has also submitted a
bill to Parliament to make sweeping changes to the Depositors’ and Investors’ Guarantee Fund (DIGF) in
line with reforms being envisaged in the EU.

Restoring the financial sector to health

Financial sector restructuring has been achieved iway
that limits fiscal costs and strengthens market discipline

Restructuring of most of the financial institutions that failed in the wake of the global financial crisis
was completed by the end of 2010. In the days following the passage of the Emergency Act on
8 October 2008, the government created new banks by transferring the three main old banks’ domestic
deposits and assets (written down by 60%) booked through domestic branches, and placed the old banks
in moratorium under the control of Resolution Committees. This process was completed by the end of
2009 when the new banks were capitalised. Creditors of the old banks accepted majority equity stakes in
two of the new banks (Arion banki and Islandsbanki) in exchange for the net assets transferred to these
new banks (the government also purchased subordinated bonds issued by these banks) and the
government took a majority equity stake in the other bank (Landsbankinn). Savings banks, which also
suffered severe damage in the crisis, were mostly restructured by the end of 2010. Restructuring of
financial institutions has given management a mandate for restructuring NPLs and necessary
information about the capital available to support debt write-downs.

The government also had to inject capital equivalent to 2.1% of GDP into the HFF, which is an
independent state-owned agency that is the dominant player in the housing mortgage market, to
compensate for losses on its loan portfolio. The HFF has a public policy mandate to promote security of
tenure and equality of access to affordable housing through the granting of loans to individuals (for the
purchase of private homes) and to local authorities, companies and nongovernmental organisations (for
the construction or acquisition of rental housing). In response to a recent ESA ruling on the
recapitalization of the HFF, the government will soon present a plan to reform it. The government should
target assistance for housing costs more tightly on lower income households and should deliver it
through measures that do not accord policy-related competitive advantages to the HFF as they reduce the
efficiency of financial intermediation services and expose the taxpayer to financial risks. To level the
playing field with other financial intermediaries, the government should increase the HFF’s capital
adequacy ratio to the levels applying to other financial institutions, subject it to prudential regulation
and supervision by the FME, and charge the HFF for the value of its loan repayment guarantee.

With the exception of the state-owned HFF, the Icelandic authorities have consistently resolved
financial institutions by imposing losses first on shareholders and subsequently on non-priority
(i.e., non-deposit) unsecured creditors. This approach has limited the direct impact on net government
debt of restructuring financial institutions to around 5.9% of GDP, reflecting the cost of recapitalising the
banks (3.8% of GDP) and the HFF (2.1% of GDP). There is a possibility of further direct costs (up to
around 3% of GDP) if the EFTA Court finds that the government is liable for the unpaid debt of the Iceland
Depositors’ and Investors’ Guarantee Fund to Icesave depositors. This approach has also strengthened
market discipline, as shareholders and unsecured non-priority creditors have few grounds for expecting
government bailouts to resolve financial institutions, which should reduce the incentives to pursue risky
strategies and hence the probability of future financial crises.

However, the direct fiscal costs of the financial crisis incurred by the Iceland government have not
been limited to the costs of restructuring financial institutions. The main costs were incurred in the
months before the banks failed when the CBI lent to them against collateral of dubious quality (mainly
claims on other Icelandic banks) in what appears with hindsight to have been a strategy of gambling for
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resurrection. Losses on these loans and on bank securities held by the Treasury amounted to 13% of GDP.
In addition, there have been the costs of called loan guarantees (1.5% of GDP). Adding these costs to the
costs of restructuring financial institutions brings total direct fiscal costs of the recent financial crisis to
about 20% of GDP, which is higher than in any other country except Ireland (Figure 5). The CBI has since
tightened rules on collateral eligible for loans.

Figure 5. Direct fiscal costs of the financial crisis over 2007-09

As per cent of 2009 nominal GDP
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1.  OECD estimates up to early 2011 as per cent of 2010 nominal GDP. For Iceland, fiscal costs comprise
losses on loans to the failed banks (12.9% of GDP, of which 11.1 percentage points is attributable to
losses on loans made by the CBI), the net costs of recapitalisation of failed banks (3.8% of GDP), the
costs of recapitalising the HFF (2.1% of GDP) and the cost of called loan guarantees (1.5% of GDP).
For Ireland, these are the estimated costs of bank recapitalisations.

Source: Laeven and Valencia (2010), Resolution of Banking Crises: The Good, the Bad, and the
Ugly, IMF Working Paper WP/10/146; and OECD for Iceland and Ireland.
12 http://dx.doi.org/10.1787/888932445486

Steps are being taken to accelerate privagetor debt
restructuring

With financial institutions restructured, the main remaining requirement for restoring normal
financial intermediation services is to restructure NPLs or to foreclose if that results in smaller losses. In
this way, resources could be freed for financial intermediaries to lend to borrowers with potentially
profitable projects, boosting economic growth. At the same time, firms’ and households’ balance sheets
would be cleaned of debt that they cannot repay, providing a sounder basis for making new investments
in potentially profitable projects. The banks have substantial buffers against which to write down debt
without reducing their capital as they currently carry their loan portfolios in their books at only 50% of
face value on average.

Progress in restructuring the banks’ NPLs or foreclosing has been slow. By late 2010, NPLs had fallen
only to about 40% of the book value of the banks’ loan portfolios from a peak of 45% in late 2008 (Table 2).
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Table 2. Progress in reducing the proportion of non-performing loans (NPL) has been slow*

All loan categories 31.12.2008  31.12.2009 31.08.2010
Performing loans, w/o restructuring 44% 35%
Performing loans, after restructuring 14% 26%

In Qefault by 90 days or payment 45% 42% 39%
unlikely

Total 100% 100%

1. The three largest commercial banking groups. Book value.
Source: Financial Supervisory Authority

The government recognises the importance of private-sector debt restructuring for laying a solid
foundation for future economic growth and to this end has implemented or plans to take measures to
accelerate this process:

1 It has set bank capital adequacy ratios (CARs) at high levels (16%; 12% Tier 1 capital) to
give banks an incentive to reduce uncertainty about the value of their loan portfolios by
restructuring NPLs. Incentives for banks to restructure NPLs should be further
strengthened by requiring capital to be held against the difference between the face
value of loans and their book value.

1 It has passed legislation to reduce uncertainty caused by the Supreme Court ruling that
foreign-exchange-linked-domestic-currency car leases were illegal. This ruling cast into
doubt the legality of all foreign-exchange linked domestic currency loans, undermining
the legal basis for restructuring them. The legislation declares that all such loans to
households are illegal, converts them into Icelandic krona at the exchange rate prevailing
when they were made and stipulates the domestic currency interest rates to apply to the
restructured debt from the date when the loan was made. The legislation was not
extended to cover such loans to firms, which are much larger, out of concern that this
could expose the government to litigation risk.

1 The government and the main lending institutions announced a package of measures in
December 2010 to accelerate household debt restructuring. The measures include a
targeted process for writing down mortgages and tax rebates and subsidies to reduce
mortgage interest costs. To discourage households from holding out for a better deal,
they have been informed that the offer is final and have until mid-2011 to apply to
benefit from it.

1 The government and financial institutions have also signed a non-binding agreement to
accelerate debt restructuring for viable SMEs. Under the agreement, loans to these
companies will be written down to the net present value (NPV) of their cash flows and
lenders will receive an equity stake in exchange, which reduces the incentive for SMEs
that could repay their debts to take advantage of the system. Tax barriers to restructuring
will be removed. All SMEs are to be reviewed by July 2011 and those that qualify are to
receive a restructuring offer.

Debt restructuring has proved to be particularly difficult for mortgages from pension funds as Boards
of Trustees do not have authority agree to actions that could make pension-fund members worse off. In
view of these constraints, the government should no longer permit pension funds to make mortgage
loans to members. Rather, loans to members should be fully secured against their own assets in the
pension fund and limited to a certain percentage of these assets to reduce the risk that the value of this
collateral falls below the value of the loan. This would maintain the attractiveness of saving through
pension funds by allowing members “to borrow from themselves” when need be while drastically
reducing the risk for pension funds of loan losses.
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Micro-prudential regulation and supervision is being
improved

The financial crisis exposed serious shortcomings in micro-prudential regulation and supervision in
Iceland:

1 nothing was done to limit the very rapid growth of the banks, which grew beyond both their
own management capabilities and the regulatory capacity of the FME;

1 the banks had large exposures to their owners, connected parties and key management
personnel;

1 the banks’ equity was weak -it did not provide the intended cushion against losses for
creditors - because a large proportion of shareholdings were financed by loans against the
collateral of the shares themselves and the banks had entered into forward purchases of their
own shares;

1 the banks relied too much on wholesale funding, which tends to be less stable than retail
deposits and dried up as concerns about the banks’ solvency grew;

The Act on Financial Undertakings 2010 addresses most of these shortcomings. It:

1 requires improved risk management and governance in banks (including stronger rules on
executive pay and more stringent requirements to qualify to be a member of the board of
directors);

1  more strictly regulates large exposures and lending to related and connected parties;
1 strengthens fit and proper requirements for major shareholders;

1 increases the discretionary powers of the FME to act;

1 provides for the creation of a special register of large borrowers;

1 imposes restrictions on the acceptance of capital shares in financial institutions as collateral for
loans so as to protect the quality of bank equity; and

1 strengthens audit requirements.

The problem of excessive reliance on wholesale funding was solved with the creation of the new banks,
which are almost entirely funded by deposits. Even so, the CBI has also tightened the liquidity
requirements on the banks.

Additional regulatory and supervision improvements will be made by fully adopting the Basel III
framework. The Icelandic authorities should implement their plan to introduce a leverage ratio and
capital conservation buffer ahead of the international schedule. Further, the authorities should continue
to treat the Basel Ill requirements as a floor to address the small size and high concentration of the
Icelandic financial market. For instance, Iceland’s small currency zone makes it more susceptible to
sudden restrictions in international capital markets; as a result it would be prudent for Icelandic banks to
maintain higher liquidity buffers than banks from larger currency areas.

Macro-prudential regulation is to be strengtied

The majority of the failures in the lead-up to the Icelandic financial crisis were micro-prudential in
nature. Nonetheless, these problems were amplified by the failure of macro-prudential regulation to
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address the high common vulnerability of the banks to the fortunes of Iceland’s large investment groups,
which had highly leveraged positions in foreign equity and commercial property markets.

Steps have been taken to reduce risk correlation, notably excluding cross-linked loans from collateral
eligible for central bank loans, setting up a register for large borrowers, and signing a co-operation
agreement between the CBI and the FME in early 2011, which should allow better identification of
common risks across institutions. When the risks have been identified, targeted tools can be used to
mitigate the risks, such as the Basel III provisions for countercyclical capital ratios and forward-looking
provisioning to address an expansion of credit. The use of such tools could be more effective if the FME
were to be merged into the CBI, thereby expanding the CBI's responsibilities to include prudential
regulation and supervision as suggested in principle by White, (2011). Balance sheet expansions sourced
in wholesale funding were less pronounced in countries where the central bank was the primary
regulator and had strong powers of supervision and resolution (Merrouche and Nier, 2010). Such a merger
would also allow the CBI to be better informed about the solvency of banks, reducing the risk that loans
are extended to banks that are likely to be insolvent, as occurred through the CBI’s liquidity facilities in
mid-2008. To avoid the risk that an identified risk escapes regulation, it is vital that the regulator can
extend the regulatory umbrella to any financial firm that is likely to be systemically important.

The blanket deposit guarantee will eventually be replaced
by limited deposit guarantee arrangements

To head-off a bank-run, the government announced a blanket guarantee of retail deposits when the
new banks were created. This objective was achieved but at the expense of distorting competition
between financial institutions covered and not covered. To avoid these costs, the current blanket
guarantee eventually needs to be replaced by a deposit guarantee arrangement that is not subsidised and
has limited coverage. Such an arrangement would need to conform to EU regulations.

There is already a bill before Parliament to reform the DIGF to reduce distortions to competition,
increase ex ante funding, which proved to be inadequate in the crisis, and more generally to bring the
scheme into line with anticipated EU requirements. The bill introduces a coverage ceiling of EUR 100 000
per depositor per institution and does away with the compensation in full on deposits up to EUR 20 000
under the old scheme. Ex ante funding is to be increased to 1.5% of covered deposits within seven years,
as required by the EU, and eventually to 4%, four times more than the funding ratio before the crisis and
twice the funding rate suggested in a recent analysis of the United States (FDIC, 2010). Since the financial
system in Iceland is far more concentrated than in the United States and almost all other
OECD countries, a high funding ratio as proposed is appropriate. To achieve these funding levels, risk-
adjusted premiums are to be assessed that would comprise a linear fee of 1% of deposits multiplied by a
risk-based element (greater than 1). The move to risk-based premiums is welcome as it reduces
incentives otherwise inherent in deposit guarantee arrangements for financial institutions to pursue
risky strategies. The proposed legislation also stipulates that the government does not guarantee the
DIGF’s liabilities, which was not stated explicitly in the old legislation.

This reform should be complemented by the establishment of statutory authority to intervene in
financial institutions’ operations at an early stage either to reduce the risk of failure or to resolve a failed
institution. Such authority reduces incentives for financial institutions to take advantage of deposit
insurance arrangements by adopting more risky strategies and concomitantly reduces expected payouts
from the deposit guarantee fund. While Iceland created resolution powers through the Emergency Act
of 2008, it now faces the task of legislating permanent intervention powers, as do other European
countries (EC, 2009). The Icelandic government plans to align its legislation on intervention powers with
whatever is decided at the European level.
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Box 3. Summary of recommendations for restoring the financial sector to health

1 Strengthen incentives for banks to restructure NPLs by raising capital adequacy risk
weights on NPLs that have not yet been restructured.

1 Increase the HFF’s capital adequacy ratio to the levels applying to other financial
institutions, subject it to prudential regulation and supervision by the FME, and charge
the HFF for the value of its loan repayment guarantee.

9 Prohibit pension funds for making mortgage loans to members. Rather, pension funds
should only be allowed to make loans to members that are secured against a proportion
of their claims on the fund, thereby reducing the risk of there being insufficient
collateral readily available to cover the loan in the event that it becomes nonperforming.

1  The plan to adopt the Basel III framework should be implemented and the authorities
should continue to phase in portions, such as the leverage ratio, more quickly than
envisioned in the Basel III timeline.

9 The authorities should consider merging the FME into the CBI, thereby expanding the
CBI’s responsibilities to include prudential regulation and supervision, to make macro-
prudential regulation and supervision more effective.

9 The current blanket deposit guarantee should be replaced by the more limited deposit
guarantee arrangements already planned and a permanent statutory authority to
intervene at an early stage in the operations of financial institutions at risk of failing
should be established.

Delivering sound inflation performance and monetary policy

Iceland has not yet established a strong track record for achieving price stability. Even prior to the
financial crisis, inflation had been relatively volatile and slightly higher than is generally considered to be
compatible with price stability (Figure 6). The lack of confidence in the stability of prices results in a
higher inflation risk premium on interest rates, which ceteris paribus lowers investment and reduces
productivity. Further, volatile inflation can distort price signals and reduce the productivity of the
investment that is undertaken (Al-Marhubi, 1998).
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Figure 6. Even before the crisis Iceland experienced volatile and above average inflation
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1. Changes between 2000 Q2 and 2007 Q4 in the harmonized consumer price index for European countries or
the consumer price index excluding housing, financial and insurance services for other countries.

Source: OECD, Main Economic Indicators database; Australian Bureau of Statistics.

12 http://dx.doi.org/10.1787/888932445505

The spike in inflation in the wake of the financial crisis, when inflation reached 18.6% in the year to
January 2009, has largely been transitory. Capital controls and, at least initially, relatively high policy
rates have succeeded in reducing inflation to around the target rate (2% per cent). An important
challenge is to ensure that Iceland has monetary policy institutions that are effective in delivering price
stability, especially after capital controls are lifted.

Nonresident kréna debt claims are being neutralised to
open the way foremoving capital controls

The implementation of capital controls succeeded in limiting capital outflows and the depreciation of
the currency. However, the longer such controls are in place the more they lead to an inefficient
allocation of capital, reduce investment returns and distort market decision making by firms as they try
to minimize or evade the controls (Yellen 2011). .
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The main obstacle to the rapid removal of capital controls is the risk that non-residents seek to
convert their large holdings of Icelandic kréna-denominated bonds and deposits (about 30% of GDP) into
foreign exchange, resulting in a large depreciation of the kréna. To neutralise this risk and hence pave
the way for removing capital controls, the authorities have adopted a plan encouraging non-resident
holders of these assets to convert them into long-term instruments that cannot be sold for several years
or will be allowed to convert into foreign exchange subject to paying an exit tax. Once this overhang is
neutralised, capital controls should be removed as quickly as possible.

Managing the volatility of the exchange rate and
coordinating with fiscal policy is the key to controlling
inflation

The CBI has indicated that, after the IMF programme ends, it favours returning to a form of flexible
inflation targeting with an active intervention policy in the foreign-exchange market and more
co-ordination with fiscal and prudential policy (CBI, 2010). The CBIshould adopt this monetary policy
regime but, in comparison to standard inflation targeting, which focuses largely on consumer price
inflation, the CBI will need to place significant emphasis on reducing the volatility of the exchange rate.
The extra focus on exchange rate stability is necessary to control inflation in Iceland since pass-through
of exchange rate movements to inflation is much stronger than for most other OECD countries (Figure 7).
However, care will need to be taken in the conduct of monetary policy as active exchange market
intervention to defend a fixed exchange-rate level is likely to be ineffective and could result in large
losses for taxpayers. This risk of significant losses to taxpayers is all the more acute given the Icelandic
government’s modest resources available for intervention in relation to those of parties on the opposite
side of the market. Rather, active intervention should seek to slow movements in the real exchange rate
that are clearly out of line with fundamentals. Such intervention will be profitable if it helps to stabilise
the exchange rate and loss making otherwise. With relatively small exchange rate reserves, interest rates
will need to remain the primary monetary policy lever in Iceland.

As a supplement to interest rate movements, fiscal policy and, as noted above, macro-prudential
policy should be better coordinated with monetary policy to reinforce low inflation and exchange rate
stability. For example, prudential regulation could have been used to limit the credit boom before the
financial crisis, reducing the need to raise policy rates to lower inflation. Similarly, a tighter fiscal policy
would have reduced the need for higher policy rates.

Figure 7. Exchange rate pass-through?
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1. Exchange rate pass-through is estimated as the cumulative effect of a 15% exchange rate shock after 8
quarters in a VAR model using the generalised impulse response approach. The estimation period is 1985-
2005, except: Austria (1998), Czech Republic (1993), Estonia (1996), Hungary (1987), Iceland (1988), Israel
(1987), Latvia (1995), Malta (1994), Mexico (1989), Poland (1992), Portugal (1997), Slovakia (1994) and Turkey
(1995).

Source: Pétursson (2008).
12 http://dx.doi.org/10.1787/888932445524
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In the long run, Iceland should adopt the euro

Iceland appears to have the smallest independent, floating currency in the world. Other countries the
size of Iceland either do not have their own currency (Estonia, Luxembourg, Malta) or peg their currency
to that of another country (Barbados, Bahamas, Belize, Brunei, Latvia, Lithuania, Maldives, Netherlands
Antilles). Iceland has applied to join the EU (accession negotiations are currently underway) with a view
to adopting the euro as quickly as possible. Joining the euro area would significantly lower the volatility
of traded good prices and lower overall inflation volatility as nearly half of Iceland’s external trade is with
countries in the euro area or pegged to it (CBI 2010). The reduction in the inflation risk premium and the
elimination of the exchange rate risk premium with respect to the euro would lower domestic real
interest rates, fostering higher capital intensity and increasing productivity, an area where Iceland has
lagged behind the OECD average (OECD 2010d). While Iceland does not appear to be part of the optimal
euro currency area, the costs of losing exchange rate flexibility to respond to idiosyncratic shocks should
nevertheless remain limited owing to Iceland having a very flexible labour market (OECD, 2009a),
although adjusting the real exchange rate through the labour market is slower and possibly more costly
than adjusting it through the nominal exchange rate. Once in the EU, meeting the Maastricht
convergence criteria, some of which Iceland does not currently satisfy, would be challenging.
Nonetheless, the government’s debt reduction and inflation goals should bring it in line with the criteria
even if Iceland decides not to join the EU.

Box 4. Summary of recommendations for delivering sound inflation performance and monetary
policy
9 Take steps to neutralize the overhang of non-resident liquid kréna holdings so as to
pave the way for the removal of capital controls as quickly as possible.

I Promote low inflation by moving to an inflation-targeting regime which places greater
weight on smoothing fluctuations in the exchange rate and is supported by fiscal
policy and macro-prudential regulation.

1 In the event that Iceland joins the EU, adopt the euro as quickly as possible.

Securing sustainable public finances

The financial crisis wreaked havoc with Iceland’s public finances. The general government budget
balance (excluding debt write-offs) plunged from near balance in 2008 to a deficit of 10% of GDP in 2009,
mostly owing to the collapse in revenues (Figure 8). These large budget deficits together with revaluation
losses on foreign-currency debt increased net general government debt from approximately nothing in
2007 to 40% of GDP in 2009. The increase in gross debt was 30 percentage points greater, as there were
substantial borrowings to recapitalise the banks (almost 20% of GDP) and to build up foreign exchange
reserves, both of which entailed corresponding increases in financial assets. These figures do not include
the costs of settling the Icesave dispute, which could amount to up to 3% of GDP.
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Figure 8. Public finances are improving after having deteriorated markedly in the wake of
financial crisis
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1.  Projections of the Ministry of Economic Affairs (2011). Gross debt projections include civil servant pension
liabilities (about 20% of GDP).

2.  Total revenue less property income (on the right scale).
3.  Total expenditures less interest payments (on the right scale).

4.  Primary expenditure and budget balances include a one-off charge of 1.5% of GDP for called loan
guarantees.

Source: Statistics Iceland; Ministry of Economic Affairs, Pre-Accession Economic Programme 2011;

and OECD, Economic Outlook database.
12 http://dx.doi.org/10.1787/888932445543

The government is implementing a demanding fiscal
consolidation programme

To restore Iceland’s public finances to a sustainable path, the government is implementing a fiscal
consolidation programme agreed with the IMF under the SBA. The aim until recently was to increase the
general government primary balance by approximately 13% of GDP between 2009 and 2013 to a surplus
of 6% of GDP, with increases to be front-loaded (about 4% of GDP per year in 2010 and 2011 excluding the
cost of called loan guarantees in 2010 (1.5% of GDP)) (Table 3). The increase in the primary balance up to
2011 reflects central government consolidation measures that are somewhat more focused on
expenditure reductions than revenue increases (Table 4). Subsequently, the increases in the primary
balance were mainly to be achieved through increases in revenues from cyclically low levels. The
Ministry of Finance is currently re-evaluating these targets and the required adjustment in public
finances in light of the evolving economic outlook and lower debt assumption by the government than
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had earlier been anticipated. The revised consolidation plan is expected to aim for smaller increases in
the primary balance and overall balance - to at least 3% of GDP and to a small surplus, respectively - by
2013 than in the original plan. The authorities plan to increase gradually the primary surplus beyond
2013 to bring the gross government debt-to-GDP ratio to below 60% of GDP. The government could also
reduce gross debt by realizing its claims on the new banks when that becomes feasible.

Table 3. General government budget plan®

% GDP
2009 2010 2011 2012 2013

Primary revenue 37.5 39.7 39.8 41.7 43.8
Of which

Total taxes 30.8 31.8 31.1 31.9 325
Social security contributions 3.1 4.2 4.0 4.0 4.1
Other 3.7 3.7 4.7 5.8 7.1
Primary expenditure 44.5 44.0 38.9 37.8 37.7
Of which

Compensation of employees 15.0 14.6 13.0 121 11.8
Other collective consumption 125 12.3 9.9 9.1 8.7
Social transfers 8.2 7.8 7.5 6.9 6.5
Subsidies 1.9 1.8 1.6 15 1.4
Gross fixed capital formation 3.5 2.6 2.3 24 25
Other 3.4 4.8 4.6 5.8 6.8
Primary balance -6.9 -4.3 0.9 3.9 6.1
Net lending 10.0 -7.8 -2.6 0.1 2.8

1. The plan presented in Ministry of Economic Affairs (2011) has been updated with data up to 2010 since
published by Statistics Iceland.

Source: Statistics Iceland for 2009 and 2010, Ministry of Economic Affairs for subsequent years.

The government has endeavoured to limit the impact of consolidation measures on low-income
households, for example by making greater use of means testing, increasing the progressivity of personal
income taxation, and focusing public sector wage cuts on high-income earners. At the same time, budget
room has been made for a temporary extension of the duration of unemployment benefits from three
years to four years (see Chapter 3).
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Table 4. Central government fiscal consolidation measures’

Accrual accounting, difference fromeac h year 6 s baseline, | SK bi
2009 2010 2011 Cumulative
Revenue
Income tax and capital gains tax 10.8 3.9 7.2 21.9
Social security contributions 6.0 18.4 11 25.5
VAT 4.0 0.3 4.3
Excise taxes 6.5 5.5 0.8 12.8
Environment and resource taxes 4.7 2.0 6.7
Net wealth tax and inheritance tax 3.5 2.7 6.2
Prepayment of personal pension plans 5.3 -0.5 -0.9 3.9
Other 0.4 4.2 0.0 4.6
Total 29.0 43.7 13.2 85.9
% of GDP 1.9 2.8 0.8 5.3
Expenditure
Current expenditure -15.3 -14.0 -11.4 -38.9
Transfer payments -9.3 -15.9 -7.8 -30.0
Investment and maintenance -17.7 -13.9 -3.9 -31.1
Avoided wage and benefit increases -5.5 -11.0 -5.0 -21.5
Total -47.8 -54.8 -28.1 -121.4
% of GDP -3.2 -3.6 -1.7 -7.5

1. These figures reflect direct measures for raising new revenue and reducing expenditures. The increase
in the budget balance has been smaller than the measures because the crisis has caused revenues to
fall and expenditures to rise markedly.

Source: Ministry of Finance

The targets of the consolidation programme for both 2009 and 2010 were met. The primary general
government budget deficit was held to 6.9% of GDP in 2009 and cut to 2.8% of GDP (excluding the one-off
cost of called loan guarantees) in 2010. The 2011 budget is designed to achieve a primary surplus of
about 1% of GDP. Consolidation measures are again more focused on the expenditure side of the budget
than the revenue side. Expenditure cuts involve, as before, a freeze on wages and benefits, some selective
cuts in large expenditure items (road construction and child benefits), graded targets for contracting
operational costs and subsidies with more stringent targets for general administration, supervision and
services and more lenient targets for welfare services and medical insurance. The main revenue
measures are an increase in capital income tax and increases in the temporary taxes on wealth, carbon
emissions, electricity and hot water use that were introduced in 2010. Pricing carbon emissions is the
cornerstone of a policy to reduce them at least cost. The taxes on electricity and hot water use, which are
taxes on resource rents, are also efficient as they do not distort economic decisions. The carbon tax
should be increased to the full carbon price in the European Emissions Trading Scheme (ETS) and, along
with the taxes on electricity and hot water use, be made permanent.

The government has implemented institutional reforms to
strengthen fiscal discipline

To increase the likelihood that fiscal consolidation plans are implemented, the government has
undertaken a number of institutional reforms:

I Beginning with the 2010 budget, Medium Term Outlook (MTO) projections have become targets
for the adjustment path of the primary balance and the overall spending envelope supported by
a stronger political commitment from the government. Previously, the plan was viewed more as
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a forecast than a binding and verifiable intention, which led to a tendency for upward drift in
expenditure in each revision of the projections.

1 A two-stage budget approval process has been adopted (i.e., top-down budgeting) in which the
Minister of Finance submits to Parliament a report on fiscal policy and its objectives, including a
revision of the consolidation plan, for a policy discussion. On the basis of the policy report, the
Minister of Finance presents the budget proposal for the next fiscal year to Parliament,
including expenditure frames for ministries and agencies, and it then approves the
appropriation of funds for individual spending categories and projects. The aim is to involve
Parliament in the formulation of policy objectives at an early stage as well as to ensure that all
cabinet members take responsibility for achieving the government’s spending targets and that
individual spending categories are prioritised.

1 The government has imposed limits on and greater scrutiny of carryovers, and no longer
permits drawing on future appropriations.

1 The government has taken steps to reduce earmarking of revenues, as this practice conflicts
with top-down fiscal management.

These reforms should be made permanent and should be strengthened by requiring each minister to
account for ministry performance before Parliament.

The framework for local government finances, which has been relatively unconstrained by central
government, is also being reformed to ensure that local government finances are compatible with the
national fiscal plan. The bill that has been presented to Parliament includes a three-year rolling average
budget balance rule, which requires corrective action if a local government is in breach, and a ceiling on
the ratio of debt to tax revenues (150% of regular local authority income). These reforms are welcome as
fiscal consolidation tends to be more successful in countries that have national or supranational rules
(Guichard et al., 2007).

The adoption of fiscal rules would help to sustain needed
restraint

Iceland will need to sustain fiscal consolidation beyond the horizon (2013) of the IMF SBA to bring
government debt down to a level that leaves room for manoeuvre to cope with adverse developments.
The importance of having room for manoeuvre was highlighted by the financial crisis, which resulted in
public debt increasing sharply but to still manageable levels thanks to low initial levels. Ostry et al. (2010)
estimate that, at the gross general government debt level that they project in 2015 (87% of GDP excluding
civil servant pension liabilities), Iceland is unlikely to have further room for fiscal manoeuvre. As a result,
an adverse development could put public debt on an explosive path if fiscal policy were to follow its
historical pattern. A notable risk to public debt dynamics is that interest rates could rise in relation to
economic growth, for example owing to a global recovery in investment expenditure (Dobbs et al., 2010).
To recreate fiscal room for manoeuvre, the government should gradually increase budget surpluses
beyond 2013. Assuming a general government budget surplus of 3% of GDP from 2015 onwards and trend
growth in nominal GDP of 4% per year, gross general government debt could be reduced from 87% of GDP
in 2015 to below 60% of GDP by around 2020, a faster pace of debt reduction than the minimum stipulated
under the proposed revision to the Stability and Growth Pact for countries with general government gross
debt in excess of 60% of GDP (debt must be reduced at an annual average rate of at least 1/20" of the
excess over 60% of GDP over any three year period). Maintaining such budget surpluses would reduce
general government gross debt to the level prevailing before the financial crisis (33% of GDP excluding
civil servant pension liabilities) by 2025.

Fiscal rules could help to achieve such debt reduction (Guichard etal, 2007; IMF, 2009a). The
government should adopt a medium-term budget balance rule that is compatible with its debt reduction
objectives (IMF, 2009). Such a rule would complement the expenditure targets and top-down budgeting
already implemented. To ensure effective enforcement of the rule, a mechanism should be introduced
that increases the reputational cost for non-respect, such as fiscal responsibility legislation along the
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lines of that in Australia and New Zealand. Such legislation sets out principles of responsible fiscal
management (e.g., run current budget surpluses in each year until government debt has been reduced to
levels that leave room for manoeuvre to cope with adverse developments, such as a financial crisis) and
lays down strict transparency requirements. Government may temporarily deviate from the principles of
responsible fiscal management but is required to explain such deviations, indicate the approach to be
taken to return to the principles and the period of time that this is likely to take.

Box 5. Summary of recommendations for securing sustainable public finances

1 Make the recent fiscal institutional reforms permanent and strengthen them by making
each government minister more accountable for ministry performance before Parliament.

I Gradually increase budget surpluses beyond 2013, the end of the IMF SBA programme
horizon, to reduce debt to a level (such as the pre-crisis level) that restores comfortable
margins of room for fiscal manoeuvre to cope with adverse developments.

I To achieve these debt reduction targets, the government should adopt a budget balance

rule and back it up with suitable enforcement mechanisms, such as fiscal responsibility
legislation along the lines of that in Australia and New Zealand.

Fostering the return to work

There is a risk that unemployment will remain elevated for many years as has occurred following
other advanced countries' financial crises (Reinhart and Reinhart, 2010) (Figure 9). A major risk factor is
the rise of long-term unemployment (those out of work for 6 months or more), which has jumped from
¥ per cent of the workforce in 2007 to 3% in the most recent four quarters. While this long-term
unemployment rate remains low compared with other OECD countries, it is high by Icelandic standards.
As long-term unemployment has increased, the structural unemployment rate is estimated also to have
risen by % percentage point since 2007 to 3% per cent (OECD, 2011).

Figure 9. Unemployment increases persist after large financial crises?
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Source: OECD, Economic Outlook database.
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Making existing labour support programmes more efficient
can reduce the possibility of structural unemployment

Despite factors that mitigate the risk of a large rise in structural unemployment in Iceland, the fact
remains that the longer potential workers are without jobs, the more out of touch with the labour force
they become and the more their skills degrade, making them harder to employ. Labour-market activation
programmes can reduce this risk by exerting pressure on the unemployed to remain in touch with the
labour market and by upgrading their skills, where appropriate.

The government has substantially boosted expenditure on public employment services to enable
them to follow-up on the rising number of cases and offer appropriate job matching and training
services. Such an approach has been significantly linked to lower levels of unemployment in
OECD countries (OECD 2011). There has also been a five-fold increase in the budget for active labour
market programmes (ALMPs) since 2007, which are likely to be particularly important for helping the
out-of-work to maintain contact with the labour market given that the unemployed greatly outweigh the
number of job openings.

Numerous types of skills training classes are available for the unemployed in Iceland - in fact the
long-term unemployed are required to take occasional classes to maintain unemployment eligibility.
However, due to the relative brevity of the courses (many last only a couple of days) and broadness of the
topics, it is unclear how useful some of these courses are in preparing workers for jobs. The list of
approved job skills courses and their duration should be revised, in consultation with the organisations
representing the interests of employers and labour, to best fulfil the goal of moving the unemployed into
jobs.

One of the most useful ALMP programmes in Iceland is a long-term internship where the Icelandic
employment services pay a stipend (the unemployment benefit to which the internee would otherwise
have been entitled) to a company to train the unemployed person for six months. At the end of the
programme roughly half of the workers stay with the company that they interned with. This suggests the
high value of on-the-job training. This programme, which is targeted at the long-run unemployed,
remains quite small with around 700 individuals (just under 15% of the long-term unemployed) because
of weak demand for workers. This programme should be temporarily expanded by easing entry
conditions. However, a subsidy targeted at the long-term unemployed can create labour market
distortions and it may not be advisable to continue the programme once labour market conditions
improve.

After the recovery has taken hold and unemployment has been reduced, the maximum duration of
unemployment benefits should be allowed to decline, as planned, from the current four years, which is
high by international comparison (OECD, 2009b), to three years, the level before the crisis. The extension
of benefit duration has met a social need and is unlikely to have had much effect on unemployment
given that few job openings have been available. However, as the labour market improves, extended
unemployment benefits are likely to be a drag on the labour market as they weaken incentives for the
unemployed to move into employment.

A particularly beneficial form of education and training is for individuals who have not completed
secondary education to do so. This is very effective in increasing their earnings prospects and in reducing
their long-term probability of being unemployed. Unfortunately, some unemployed persons in this
situation have been refused access to the education system owing to budget cuts. However, the
government has recently decided that his policy should be reversed so that all persons seeking to
complete their secondary education will have access to the education system to do so.

Over the long run, increasing educational attainment will be an important factor in avoiding an
increase in structural unemployment as more highly educated persons have a lower risk of being
unemployed. In Iceland between 2000 and 2009, workers with a tertiary education had unemployment
rates 4 percentage points below workers with only a primary education. While the average level of
educational attainment in Iceland is low compared with the OECD average, there has been considerable
progress in raising secondary and tertiary completion rates in the past 10 years. When graduation outside
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of the typical age range is taken into consideration, completion rates are now on the high side of the
OECD average.

Box 6. Summary of recommendations for fostering the return to work

I Guarantee access to the traditional education system for those attempting to re-enter to
complete their secondary education.

I In consultation with organisations representing the interests of employers and labour,
better align job skills training programmes with the needs of the labour market.

Expand internship opportunities as conditions permit.

As the labour market improves, the temporary extension of unemployment benefit
duration to four years should be phased out.

Promoting long-run growth

Energy resources are to be developed subject to
environmental constraints

Iceland has large amounts of low-cost geothermal and hydroelectric energy and considerable scope
to develop it further, which could provide a significant boost to long-run economic growth. However,
doing so is subject to considerable legal and environmental constraints. Legal barriers to entry for foreign
direct investment are quite high, particularly in the electricity production industry. Around 90% of the
resources used in power production are owned by national or sub-national governments, and an
OECD ranking puts Iceland as one of the least open member countries to FDI (Figure 10). In response,
there are plans to revise the FDI law to clarify the authorities’ scope for action, reducing uncertainty, and
to introduce a silence (after 60-80 days) is consent rule. Geothermal and particularly hydroelectric power
raise considerable environmental concerns, which must be dealt with on a project-by-project basis.
There has been a tendency to deliver environmental reports so late that promoters of a project are no
longer interested. To expedite environmental approval, the master plan for Iceland power plants is to be
updated to clarify where environmental barriers, could preclude plant development, although the
relevant legislation has been held up in Parliament for three years.
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Figure 10. Barriers to FDI are high, particularly in electricity, 2006"
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1. The FDI regulation index looks only at statutory restrictions and does not assess the manner in
which they are implemented.

Source: OECD, Going for Growth (2011).
12 http://dx.doi.org/10.1787/888932445581

Producer support to ageulture should be reduced

Agricultural protection in Iceland, as measured by producer support estimates, is double the EU level
and higher than in most other OECD countries (Figure 11). Farmers derive slightly more revenue from
agricultural support measures than from output, valued at global prices. The implicit tax on consumers
from agricultural price policies is estimated to be 33%, compared with 8% in the EU. Overall, the estimate
of the total costs of support is estimated to be 1.2% of GDP.

The high support levels place an additional burden on consumers and taxpayers and weigh on
productivity. They are also incompatible with EU accession. The government should reduce agricultural
support by abolishing quotas, tariffs and excise duties on agricultural products, and reducing other forms
of producer support. This would result in price signals that would encourage the transfer of resources
from the agricultural sector to other sectors in which Iceland has a greater comparative advantage,
thereby increasing GDP per capita. Food prices would be lower as would budget transfers to farmers.

© OECD 2011 26



Figure 11. Agricultural protection is high in Iceland
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