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Introduction

With the collapse of the financial system last @eip the foundations of the Icelandic
economy were radically altered. Fiscal financesewienperiled and the finances of many
businesses and households threatened. The colapssused the revenue of the Treasury to
shrink, expenditure to increase, and the Treassrgurrently run with a record deficit.
Treasury debt will sharply increase and continugréasing for the next two years. This
situation must inevitably be responded to with callimeasures, placing limits on further
indebtedness in order to restore a balance to Uingéisances within acceptable time limits.

In this report, the goals of the Government indlsiinances for the next several years are
summarised. These goals are in line with and asedan the economic program agreed to
with the International Monetary Fund. Their aintasrestore fiscal finances and the economy
as a whole and thereby create new foundationshioetonomy. The intention is to halt the
debt accumulation of the Treasury and create astirgasurplus by the year 2013.

The main goal of fiscal finances in these circumsts is a) to achieve a primary surplus by
2011, b) a total surplus by 2013 and c) that Tngadabt will be no more than 60 per cent of
GDP in the long run.

On the basis of these principles, the Governmesitdnawn up a plan for a balance in fiscal
finances that charts its course in Treasury revg@moeurement for the next several years and
places a limit on its expenditure. In order to retltese targets, the Treasury primary balance
is expected to be:

-7.7 per cent of GDP in 2009
-1.3 per cent of GDP in 2010
3.4 per cent of GDP in 2011
6.5 per cent of GDP in 2012
8.6 per cent of GDP in 2013

In these economic circumstances, it is evident élaty effort must be made to resurrect the
economy. It would be desirable that the goals @f tecovery plan would enjoy a wide
consensus, including the means that will have toided to attain these goals. An emphasis
will be placed on the following:

. Cooperation with the labour market partners. The authorities will endeavour to
reach a far-reaching consensus regarding the gdals plan in order to ensure its
success. For this purpose, it seeks the cooperattiemployers and unions. Discussions
have been held regarding measures that can help atability and these discussions
will continue.

. Working with local governments. Close cooperation between the central government
and local governments plays an important role endffort to reach economic stability.
The plan is based on the premise that public fiearize viewed as a whole. Local



governments must therefore contribute their sharder to attaint the objectives of the
plan.

. Working with other interest groups. The authorities will place emphasis on consulting
and working with other interest groups, such asicseaitizens, disabled persons,
farmers etc. for the purpose of hearing their poift emphasis, before decisions are
taken regarding their interests.

. The economy and creating jobsThe authorities will endeavour to create necessary
conditions for the economy to protect and strengteonomic activity in the country.
This will be done both with general and specificaswges. The recapitalisation of the
banks is about to be completed, making it posgdri¢hem to conduct normal business
again and support households and businesses.dw ddys, discussions will begin on
the participation of pension funds in the financmigvarious investments in order to
bring investment back to an acceptable level.

The authorities will make every effort to ensurattils measures of restraint, including cuts in
public expenditure, will affect households and aedfservices as little as possible, especially
social services and health, and ensure the basial seelfare of all. They will also seek to
protect basic public services, such as schoolsortter to make this possible, it will be
necessary to use public funds for its tasks andcgar in the most efficient manner possible.
It is therefore inevitable that the arrangementd priorities in public operations will be
carefully reviewed. All opportunities for rationsdition in government operations must be
carefully considered.

Along with the above points of emphasis, the adtiesrintend to strengthen the frame of
fiscal finances. In order to achieve results inphesent pressing circumstances, fiscal policy
must be pursued with great perseverance. Thishaile to be achieved with the following

measures:

. Improved fiscal budgeting. Improvements will have to be made in the formulatod
all expenditure goals and fiscal budgeting. Planstrhe made for more than one year at
a time. A four-year frame budget will be drawn wgothe next several months, where
the ground is laid for a revenue and expendituleydn line with the program being
introduced here.

. Fiscal budget discipline will be strengthenedIn order to attain the objectives of the
plan, it must be ensured that the expenditure dimrtder the plan, as expressed in the
fiscal budget of future years, be respected. Restamd savings in central government
operations must be exercised everywhere. In ordeattain these objectives, the
authorities will increase the responsibility of mstnies and agencies and increase the
overall monitoring with current operations. Thehttgi is also working on an effort to
strengthen its role as an overseer of budget imgheation.

This report is divided into the following sections.
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Determined measures to ensure a fiscal balanaeei®bthe main prerequisites for regaining
stability in the Icelandic economy. At the sameejra sound environment would be created
for businesses and households to recover fromrésept difficulties, thus bringing the entire

society back towards recovery and into a new pbapeogress.

l. Economic developments and Treasury finances

The Ministry’s economic forecast, published on ME", expects a major contraction in
domestic demand this year followed by a slow reppwe 2010 and some economic growth
in the years 2012013. The economy should gradually move towardsteebequilibrium,
low inflation, declining current account deficitschan improving employment outlook.

Table 1: Economic forecast 2009-2013 (this table e revised)

2009 2010 2011 2012 2013
Private consumption -24.7 -2.6 4.1 3.8 4.0
Investment -36.3 11.6 17.8 5.3 -5.6
Gross domestic product -10.6 0.2 4.4 3.1 2.2
Current account in p.c. of GDP -2.3 0.4 -0.3 -0.9 0.4
Consumer price index 10.2 15 1.7 2.1 2.1
Unemployment in p.c. of labour for 9.0 9.6 8.0 6.1 4.7

The bank collapse and the following downturn in ¢e@nomy had a very substantial impact
on Treasury finances. The Treasury had for a nunolbgrears been run with a sizeable
surplus that overnight changed to a deficit estaatt 170 billion kronur or more than 10 per
cent of GDP. Net Treasury debt was amongst the dbwmeown in Europe. This changed
virtually overnight; the 2009 Treasury deficit istienated at 170 billion krénur on a national
accounts basis, equivalent to 12.2 per cent of GIDE.change in attributable both to increase
expenditure and to the fact that the Treasury’emae sources were unstable and declined
with the downturn in the economy. In addition torgases in expenditure associated with the
collapse, interest payments increased sharply couat of debt taken over by the Treasury.
The main debt takeovers came from losses of thdr&eBank on loans extended to the
banking system that had to be written off whenliheks collapsed as well as debt that was
created for the refinancing of the banking systéhe following table shows the development
of Treasury expenditure from 2004 to the 2009 estinn per cent of GDP each yéar.

Table 2: Treasury expenditure 2004—2009 in per cemtf GDP

Primary Total
expenditure Interest expenditure

2004 30.0 2.0 32.0
2005 29.1 1.8 30.9
2006 28.3 1.7 30.0
2007 28.8 2.1 31.0
2008 30.2 2.7 32.9
2009 33.1 7.4 40.5

! The discussion in this section is based on natiacebunts standards. Figures differ therefore frioenfiscal
budget and Treasury accounts, but show a similagldpment.



As shown in the table, Treasury primary expendjtuee its expenditure excepting interest,
rose sharply last year but particularly this yéahas increased from 29 per cent of GDP in
the years 2004 to 2007 to more than 33 per cetitedr2009 projection. The increase in the
ratio is due to the contraction in GDP as wellasding expenditure, such as unemployment
benefits. Moreover, interest expenditure is indreafrom around 2 per cent of GDP to more
than 7 per cent, bringing total expenditure fronowth32 per cent of GDP to almost 41 per
cent, an increase of 9 percentage points, basdadi®iyear’s projection. GDP has declined
sharply in 2009, which accounts for a part of theréase in the expenditure ratio. The
increase in expenditure in real terms is accorgit@iver. This is apparent in the following
chart, where the solid lines show the developmémixpenditure and the dotted lines in the
same colour the averages for the years 220d7:

Chart 1: Treasury expenditure in per cent of GDP

Total expenditure = = =Total exp. 2004-2007
Interest = = =Interest 2004-2007
— Primary expenditure = = = Primary exp. 2004-2007
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The revenue side of Treasury finances developetyaonilar lines. The sharp contraction in
the economy has eroded the main tax sources dirdeesury. In addition, the built-in cyclical
effect on fiscal finances of the personal incomeidacausing a loss in excess thereof.

Table 3: Treasury revenue 2004—-2009 in per cent GDP

Direct Indirect Other

taxes taxes revenue Interest Total
2004 12.4 16.5 3.3 0.8 33.0
2005 13.8 17.5 3.3 0.7 35.3
2006 14.3 17.1 2.5 1.4 35.3
2007 14.1 16.4 2.6 1.8 34.9
2008 13.6 13.5 2.3 2.4 31.7
2009 11.0 12.2 2.3 2.8 28.3

Treasury revenue amounted to 35 per cent of GDthanyears before 2008 are currently
estimated at about 28.3 per cent of GDP for 20@Preave thus declined by 6.7 percentage
points of GDP. The loss is largest in indirect tgxieir ratio has fallen by-8 percentage



points on account of the sharp contraction in t@nemy. The revenue loss is also large in
direct taxes, 2.6 per cent of GDP, but due to tekisticity, it falls faster than underlying tax
sources. As in the case of expenditure, the dealii@DP has an impact on these ratios, but
in this case the real decline in revenue is latigen corresponds to the nominal decline in the
revenue/GDP ratio. The following chart illustratbts:

Chart 2: Treasury revenue in per cent of GDP

Direct taxes = = Direct taxes 2004-2007
Indirect taxes = = |ndirect taxes 2004-2007
Total revenue = = Total revenue 2004-2007
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This development of expenditure and revenue ofTiteasury led to a passage of the 2009
fiscal budget with a 153 billion kronur deficit thaorresponds to about 170 billion on a
national accounts basis.

Table 4: Treasury balance 2004-2009 in per cent GiDP

Primary Total Primary Primary
expenditure  expenditure revenue Total revenue balance Total balance
2004 30.0 32.0 32.2 33.0 2.2 1.0
2005 29.1 30.9 34.6 35.3 5.5 4.4
2006 28.3 30.0 33.9 35.3 5.6 5.3
2007 28.8 31.0 331 34.9 4.3 3.9
2008 30.2 32.9 29.3 31.7 -0.9 -1.2
2009 33.1 40.4 255 28.2 -7.7 -12.2

As shown in the table, the Treasury surplus wasaite, whether measured by the primary or
the total balance but has turned into a large eéis is also shown in the following chart.

2 The difference is primarily due to interest ana:@nievaluation of Treasury loans with the CentraikBa



Chart 3: Treasury balance in per cent of GDP
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The primary deficit is currently expected to amotoimore than 8 per cent of GDP, which
means that the amount equivalent to this ratio BiPAs needed to cover the shortfall in
Treasury revenue, excepting interest payments ateiest income. Including interest, the
deficit is equivalent to 12.5 per cent of GDP.

In these difficult circumstances, it was decidedéek the assistance of the IMF for a Stand-
By Arrangement to support the program for restotimg economy and its financial system.
Such a program was drawn up in cooperation betwleemcelandic authorities and the IMF
and was passed by the IMF Board of Executive Darscin December 2008. The program
outlines the main objectives for the years 2@09.1. In support of the program and in order
to help restore stability in the country’s foreigrchange transactions, the IMF lent Iceland
more than 2 billion dollars. In addition, the Nardiountries, Russia and Poland pledged
credits in excess of 3 billion dollars. The Farskmds had earlier promised a loan for this
purpose.

The IMF Arrangement has three main objectives.tHicsrestore confidence in the Icelandic

economy and stabilise the exchange rate. This wprdgent household and business debt
from increasing still further and thus deepen tbeession already in evidence. Second, to
restore the banking system and establish a subtaifiaancial system in order to meet the

need of business and households for financial sesviThird, to restore fiscal finances back
to balance and maintain a surplus on the fiscagbuthereafter to make Treasury finances
sustainable and bring Treasury debt down to anpaabke level over several years.

The following is a discussion of the role of fiséialances in this program. The fiscal finances
constitute one of the key issues in many wayss levident that other objectives, such as
economic stability, an acceptable external debelléor the country and a balance in the
foreign exchange market will not be achieved unfesssl finances are brought onto a sound
footing. Fiscal policy is one of the main taskstbé authorities at any given time. The
confidence in the authorities is to a large extsaged on their firm grip of fiscal finances.

This applies especially in times of difficulty, &sthe case now. The fiscal finances then
become a measure of confidence in the Governmesutsmomic program that will be



scrutinised at home and abroad over the next deyeass. They form the basis for enabling
our neighbouring countries to extend loans to el accordance with their commitments,
based on their confidence that the Icelandic atutésmwill carry out the intentions as outlined
in their economic program.

Il. Fiscal policy in 2009-2013

The main goal of fiscal policy of the present Goweent in these circumstances is (a) to
achieve a primary surplus by 2011, (b) a total Isisrpy 2013 and (c) a surplus on Treasury
finances in the years thereafter, until Treasuhyt @all decline below 60 per cent of GDP.

On this basis, the Government has agreed to aqrofpr the restoration of fiscal finances
back to balance that is the foundation for its @olfor the next several years in raising
revenue for the Treasury and placing limits on atgenditure. In order to attain these
principal objectives, it is assumed that the priyrtzalance of the Treasury will be:

-7.7 per cent of GDP in 2009
-1.3 per cent of GDP in 2010
3.4 per cent of GDP in 2011
6.5 per cent of GDP in 2012
8.6 per cent of GDP in 2013

According to these objectives, the ratios of exptenel and revenue of the Treasury are
estimated to stay within the limits below:

Table 5: Estimates of revenue and expenditure rat®to GDP
(this table will be revised)

Primary Primary Total
Year expenditure revenue expenditure Total revenue
2010 31.0-32.0 28.0 —29.0 37.0-38.0 29.5-30.5
2011 28.0 - 29.0 30.0-31.0 345-35.5 31.0-32.0
2012 26.5-27.5 32.0-33.0 33.0-34.0 33.0-34.0
2013 25.5-26.5 33.0-34.0 31.0-32.0 34.0 - 35.0

On February 24, the Government agreed to a frame program foalfificances for the years
2009 to 2013. It was based on an assessment giqmtssfor fiscal finances as expressed in
the projections underlying the Stand-By Arrangemehtthe IMF for Iceland. Treasury
revenue, expenditure and balance are estimatdtbagsn the following table:



Table 6: Projections for fiscal finances 2009-2013
(Billion krénur, February 2009 calculations)

2008 2009 2010 2011 2012 2013

Total revenue 463.0 408.4 447.4 500.4 550.0 603.5
Total expenditure 485.0 580.9 557.2 557.4 565.5 559.
Revenue balance -22.0 -172.5 -109.8 -57.0 -15.5 344,
Financial revenue 37.9 23.0 13.4 15.3 21.3 27.0
Financial expenditure 41.0 101.2 100.3 95.6 94.8 .186
Financial balance -3.1 -78.2 -86.9 -80.3 -73.5 -59.1
Primary revenue 425.1 385.4 434.0 485.1 528.7 576.5
Primary expenditure 444.0 479.7 456.9 461.8 470.7 73.14
Primary balance -18.9 -94.3 -22.9 23.3 58.0 103.4

At that time, the Treasury deficit was estimated billion kronur this yedrut is expected

to decline year by year. At the time of the agrestnbehind the Stand-By Arrangement and at
the time of the passage of the 2009 fiscal budgetas assumed that these objectives could
be attained without resorting to major fiscal meastthis year, but it would be sufficient to
rescind previous plans for expenditure increashs.iiitention, as expressed in the agreement,
was that restraint measures would commence in g@tGvould include expenditure cuts and
increases in Treasury revenue. By now, it is ewvidéat the original projection of the
agreement with the IMF and thereby the assumptimterlying the 2009 fiscal budget are
not going to be realised without resorting to flscaeasures already this year. These
projections must therefore be revised.

The first IMF review under the Stand-By Arrangemtauk place in March to May 2009. It
revealed that the projections for Treasury financalled for revisions. Following these
revisions, and on the basis of a new economic &sfethe projection for fiscal finances is as
follows:

Table 7. Fiscal finances 2008-2013 (this table wilk revised)
Billion krénur

2008 2009 2010 2011 2012 2013

Total revenue 472.8 397.7 433.6 481.7 532.0 571.8
Total expenditure 483.2 575.3 545.1 534.1 537.1 521.6
Revenue balance* -10.4 -177.6  -1115 -52.5 -5.1 50.1
Financial revenue 40.2 22.6 20.4 17.3 16.0 17.0
Financial expenditure  39.4 83.5 90.0 97.3 104.8 90.1
Financial balance 0.8 -60.9 -69.6 -80.0 -88.8 -73.1
Primary revenue 432.5 375.2 413.2 464.3 515.9 554.8
Primary expenditure  443.8 491.8 455.1 436.8 432.3 431.5
Primary balance -11.2  -116.7  -41.9 27.5 83.7 123.3

* See footnote 3.

% This figure includes the already incurred index pemsation on Treasury debt with the Central Basak it
not entered as expenditure in the fiscal budget.
* See Ministry of Finance: Spring 2009 Economic FasgcMay 20009.



The primary deficit, i.e. excepting capital reverarel expenditure, is currently estimated at
close to 117 billion for the year and is projectedurn to a 27 billion surplus by 2011. It is
also assumed that the total revenue balance, éstimamore than 177 billion this year, will
improve rapidly, with a primary surplus and decimpiinterest payments, leaving a revenue
surplus of about 50 billion by 2013. These figuras, a ratio of GDP, are shown in the
following table:

Table 8: Fiscal finances 2008-2013 (this table wilke revised)
In per cent of GDP

2008 2009 2010 2011 2012 2013

Total revenue 32.3 28.3 29.9 31.1 32.5 33.5
Total expenditure 33.0 40.9 375 34.5 32.8 30.6
Revenue balance* -0.7 -12.6 =17 -3.4 -0.3 2.9
Interest income 2.7 16 14 11 1.0 1.0
Interest expenditure 2.7 5.9 6.2 6.3 6.4 5.3

0.1 -4.3 -4.8 -5.2 5.4 -4.3

Financial balance

29.5 26.7 28.4 30.0 31.5 32.5
30.3 35.0 31.3 28.2 26.4 25.3
-0.8 -8.3 -2.9 1.8 5.1 7.2

Primary revenue
Primary expenditure
Primary balance

* See footnote 3.

In order to attain these objectives, it proves sgagy to resort to restraint measures by cutting
expenditure and raising revenue. The IMF experts the staff of the Ministry of Finance
have also revised the projections on the basisidf sestraint measures for the years 2009
2013 that will prove necessary so that Treasurgrfoes remain within frame limits. This
increased need has emerged due to changed ecoaiocnimstances since the beginning of
this year, in part because Treasury revenue ikealaanemployment higher and some
unexpected expenditure has become inevitable. €bd for adjustment in Treasury finances
is as follows:

Table 9: The need for adjustment in Treasury finanes 2009-2013

Bn. kr. P.c. of GDP

2009 -20 -1.4
2010 -56 -3.9
2011 -43 -2.8
2012 -36 -2.3
2013 -24 -1.4

According to this assessment, the need for additimstraint is estimated at 20 billion krénur
in 2009 and at 119 billion for the 2011 period and 179 billion for the entire periquta
2013. These projections are subject to much unnogriaespecially for the longer term, and
the need must be continuously revised in lighthef stated objectives regarding the fiscal
balance ratios to GDP.

® Based on the June assessment of the IMF, excldigdingreation of a reserve item on the fiscal btdge
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The main purpose of the fiscal adjustment meagaresbring Treasury finances into balance
and create conditions for the repayment of Treadebt. The above projections are based on
the objectives for fiscal finances, as has beecudsed above. It is a matter of debate whether
the adjustment measures are introduced too fapedraps too slowly. In this respect, the
experience of other nations, which have gone tHraugimilar process of adjustment, can be
drawn upon, such as Finland, Sweden and Denmaitheitast two decades of the previous
century.

Chart 4: Comparison of adjustment paths

(Public sector balances in selected countries, fitefitit to surplus
in per cent of GDP; structural primary balancesggP

Finland t = 1993; Denmark t =1982, Sweden t = 168&nd t = 2009.

Iceland, front-loaded adjustment with
initial measures 2009;
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3.0 p.c. in SPB 2011-2013
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2.5 p.c. change in SPB 2011-2014.
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Source: IMF (WEO).

The chart shows the adjustment path for publicosdzdlances in selected countries and two
alternative paths for Iceland. One is based omthm points of the program proposed here,
i.e. that measures would begin by the middle 02@® improvement in the fiscal balance by
3.5 per cent of GDP by 2010 and a 3 per cent ingr@ant a year in 2011 to 2013. The other
alternative path assumes that no measures wilinpéemented this year and that the fiscal
balance will improve by 2.5 per cent a year in 2@013. In the case of weaker and less
front-loaded measures, the adjustment path foalfficances will be slower, the deficit larger
and more permanent and interest payment will blednig

With the help of the Ministry’s forecasting modtie speed of adjustment has been assessed
for economic growth, the Treasury balance and Tmyaslebt. The increased-restraint
alternative assumes that measures are taken eari@rthat the level of restraint would be
raised by 50 per cent a year over and above tlsepr@rojection until the 180 billion goal is
reached and that revenue and expenditure will be &tethat level in subsequent years. In the
easier alternative, the level of restraint would®duced by 50 per cent over the next several
years. The results can be viewed in chafis 5



Bn. kr.
1000

Chart 5: GDP at constant prices

— — Increased restraint

Baseline example

— — Less restraint

11

980

960

940

920

900

880

r s
7
\ »

860

7
//
pd

840

820

e
‘:— 7 7
— 7

7
s
-
//
\ ’///
\s_v

800

2008 2009 2010 2011 2012 2013

As is shown in the chart, economic growth wouldstulated by applying less restraint. The
deficit would be greater and demand in the econangordingly higher. Increased restraint
slows down growth for several years, after whichRGiDrns back up, once the objective of
restraint is reached. The positive effects of lessraint upon GDP will however lead to
adverse effects in other areas that can prove tdisasin the longer run and could easily
cancel the positive effects in a relatively shiomiet

Chart 6 shows that the Treasury revenue balan¢émytove sooner with increased restraint,
as can be expected, but will deteriorate signifigain the long term with less restraint. This
will delay the return of the Treasury by at leaseé year in its effort to restore its balance in
the lesser-restraint alternative.
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Chart 6: Revenue balance, per cent of GDP
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As can be seen in this example, if restraint isgased in excess of the baseline example, the
forecasting model indicates that a higher tax eatd greater expenditure cuts will render
lower tax revenue that in the long run will not irope the Treasury balance to any great
extent over and above the baseline example.

Chart 7 shows that Treasury debt will evolve alemgpificantly different paths, depending on
the choice of alternatives. The lesser alterngtatd will produce a higher debt level, which
will adversely affect the Treasury balance throagiher interest payment and a higher level
of interest rates. Such a path would also incréasaincertainty regarding the credibility of
fiscal finances. Doubts would in turn arise undee tncreased restraint alternative that it
would yield the intended results due to its adveftect on growth and the fiscal balance.



13

Chart 7: Total Treasury debt, per cent of GDP
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As these examples show, there is no simple answetquestion as to how fast to proceed
along the adjustment path. This will in part betatied by the economic situation at hand,
especially the level of Treasury debt. In Icelarntise, the situation is quite difficult and that
has prompted the choice of a fast path for adjustmmeasures as possible.

[I. Ways and means of adjustment

The program for restoring Treasury finances in 22093, as outlined above, means that
stringent restraint must be applied that callsdetermined measures by the authorities. As
observed in the program accompanying the Stand-Byan§ement, such measures will

include both expenditure cuts and an increaseeadury revenue.

The extent of the adjustments necessary is sudhathacceptable conclusion can not be
reached by proceeding along one path or the otloereai.e. only cutting expenditure or

raising revenue. One must proceed along both Eathgitaneously. The choice between the
two will be dictated by several considerations. Tbatraction in the economy and increased
Treasury debt following the bank collapse will iitably reduce the living standards of the
general public. The impact on living standards viié affected, depending on whether
expenditure cuts or revenue increases are impladent

Economic theor¥ as well as the Ministry’s research through itseé@sting modélboth
indicate that an increase in taxes and a cut iremdiure will have differing effects on the
fiscal balance and economic growth. A cut in expieme will do more to reduce the level of
output and slow down economic growth than an irsgea taxes would, at least in the short
run. The reason is that an increase in expenddtitbe Treasury increases demand in the
economy by more than a tax change would, which @vbel reflected, among other things, in

® The theories of J.M: Keynes represent a theoretiasis for such considerations on which many ecdstem
have based their work, such as Paul Krugman, tHeeNerize laureate who has written a great deahese
issues in the wake of the international bankingi€@nd the world recession.

" The Ministry of Finance has used its forecastingleh®o reach conclusions presented in this report.
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public consumption and investment expenditure emallocation side of the national accounts
as well as in increased private consumption thraugtultiplier effect. For the longer run, the
effect could be less pronounced and be more dettaeother aspects. In view of the fact that
the Icelandic economy is in the middle of a reamssit seems more prudent to place
emphasis on tax increases since they would redi@e &hd economic growth less in the
short run.

A cut in expenditure is to some extent possibléenauit causing a significant curtailment of
important services or the continued build-up andghteaance of the country's infrastructure.
Amongst those are the elimination of spending oojegts that yield little and the
reorganisation of public services. Aside from theptons, that admittedly are minor in view
of the adjustment need, it is inevitable that pubkrvices will have to be cut in some areas.
Public services are primarily directed at those wieed care, such as in the health or the
benefit system, and constitutes an important pather standard of living. Public services
are also directed at important social services saschchools, education and research. Heavy
cuts in these areas can impose undue weight ortigersocial groups and cause a relatively
larger cut in their standard of living. It couldsal delay and obstruct possible ways of
preparing for the future. It must also be bornenind that a cut in labour-intensive services
will lead to increased unemployment, both due tweased lay-offs but also because a decline
in the demand by the public sector will have ananotpon general economic activity and is
therefore likely to exacerbate the downturn andytleen the period until a trough is reached.
It is therefore evident, both from a social andrexoic viewpoint, that cuts in expenditure
must be made with care.

An increase in taxes is also difficult. It reducksposable income of households and business
and thus reduces their demand, even if such aamitn would be more than fully offset
with increased demand from the public sector, inagmas the increased revenue is used to
increase public sector demand. Increased taxealsarhave an impact on private investment
that in the long run could have an impact on ecaoagnowth. The impact on household
private consumption can to some extent be direlsyedmphasising user charges that would
offset market failures and negative environmemtgdacts.

It is difficult to find an ideal mix of expenditureuts and tax increases. An inquiry by the
Ministry of Finance directed at the choice betweehO billion expenditure cut on one hand
and an increase in taxes by the same amount iedi¢hat the cut in expenditure for the full
amount, rather than only increasing taxes, woultlece economic growth. This is not a
surprising conclusion, since it is well in agreetmeanth economic theory. It points to the
conclusion that, as long as unemployment is high @rere is great unused production
capacity, it is not sensible to emphasise cutxperditure rather than increase taxes.

In light of the above, a mixture of measures thatexpenditure and increase revenue will be
used to achieve a balance in fiscal finances, tpkiccount of social as well as economic
objectives in accordance with the considerationsaaly discussed above and some that will
be discussed belowrurther decisions regarding measures will be tdkésr when further
preparations have been worked out, and an anahgssbeen made of the impact and
effectiveness of possible individual measures.

Treasury expenditure

Treasury current expenditure amounts to about 45ceet of total expenditure, excluding

irregular items, of which more than 65 per cent tgwards wage costs of the central
government. Current transfers also account for dbgent of expenditure, again excluding
irregular items, and maintenance and investmeni@oper cent. Although some cuts can be
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made without much damage, it must be expectednihaignificant cuts in spending can be
achieved without directing cuts at all these catiego Even if an attempt is made to protect
social-sensitive areas as well as labour-intensiggvity, no significant results can be
achieved without impacting social services suclpession benefits and health services to a
substantial extent, reducing available educatiggodpnities and cutting government staff.

Iceland has placed itself in the ranks of thoséonatthat place a major emphasis on social
welfare and the economic protection of its citizeAs is common in such countries, the
standard of living has been high and comparabléddoest in other countries. Although the
economic impact of the bank collapse is very laagd the living standard of the people has
thus suffered, we are still amongst those natitwas &re best placed in this respect. The
current setback should not prompt an occasiondwiating from the path of a welfare society
by cutting living standards and services for thek® are most vulnerable and at least not by
more than the cut imposed on others. By the sakenfat is maintained that there is an
insufficient occasion to significantly reduce sdaarvices. It is therefore seen as a normal
reference objective that these social objectivegtaia their share in national expenditure
and will not be cut by more than the relative cadtion in the overall economy, i.e.
expenditure on these objectives will maintain thatio to GDP.

The share of the above in total Treasury experaligiquite large. Most transfers are of this
nature, and spending on health, social servicesedndation constitutes a large part of the
current expenditure of government agencies andfeesto individuafs A significant cut in
expenditure can therefore not take place unlessetitems are affected. In reaching such
decisions, one must look further ahead and asskeswve wish to stand at the end of the
adjustment period, i.e. when a balance in fisgarices has been achieved and a surplus has
been created that is necessary to restore a batahce.

As has already been observed, the primary experditfuthe Treasury in the years before the
downturn, 20042007, was 29 per cent of GBFAs the economy has contracted, this ratio
has risen sharply, to an estimated 35 per cent ye&m. These public consumption
expenditures will to some extent decline due taeincreases that will not be compensated
for over the budget, but in other respects, deassimust be taken regarding cuts to bring
them to an acceptable level. By bringing the rafipublic consumption down to the previous
ratio of 29 per cent of GDP, public consumptionl Wwadve been cut by the same percentage as
the rest of the economy, in addition to the faett thccount must be taken of the increased
interest burden of 4 per cent of GDP. If the shafr@ublic consumption is cut further, its
share and that of those who depend on its servicesd inevitably be cut by more than
elsewhere in the economy.

In order to adhere to the goals of the Governmemtdintain a high standard of welfare as in
the past and endeavour to avoid letting the coresezps of the economic collapse affect
those who need the support of the welfare systerst,na the same time as keeping up
essential public services, it is necessary to @ettid extent of the cut in Treasury expenditure
with respect thereto. This is done in this prograyn projection that at the end of the
adjustment period, in 2013, the primary expendifréhe Treasury will not be lower than
they were before the collapse by more than 2 pat;, cerresponding to one-third of the share
in increased interest and surplus to reduce Trgadeiot. This would mean that the primary
expenditure of the Treasury would be 26 per cei@DP, after a balance has been reached in
total expenditure and some surplus has been creategay debt.

® Treasury spending on social security, welfare,thesid education is close to 65 per cent of totpkaditure,
excluding interest and investment.
° In addition, another 2 per cent was paid in irgefer a total of 31 per cent of GDP.
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Table 10. Treasury expenditure 2004-2013
In per cent of GDP

Primary Total
expenditure Interest expenditure
2004 30.0 20 32.0
2005 29.1 1.8 30.9
2006 28.3 1.7 30.0
2007 28.8 21 31.0
2008 30.2 2.7 32.9
2009 331 7.4 40.5
2010 30.0 10.4 40.4
2011 27.2 10.9 38.1
2012 255 10.3 35.8
2013 25.0 8.8 33.8

The changes planned on the expenditure side waitl te a cut in primary expenditure of the
Treasury so that they will be 2—3 per cent lowantthey have been as a ratio to GDP, i.e. the
decline in public consumption will roughly corresgbto the changes in GDP and create
some room for debt servicing. Due to the increasaterest payments, the total expenditure
of the Treasury will be a higher ratio of GDP tharthe early years of the adjustment period
but will approach the earlier ratio towards the .eflde following chart shows the estimated
development of primary expenditure, interest artdltexpenditure in accordance with the
above.

Chart 8: Treasury expenditure in per cent of GDP

Total expenditure = = = Total expenditure 2004-2007
Interest = = =Interest 2004-2007
Primary expenditure = = = Primary expenditure 2004-2007
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Treasury revenue

By using the same approach, i.e. by aiming at Tmyagxpenditure at the end of the
adjustment period end up as a given ratio of G, assuming that the total balance of the
Treasury is given, the decision on Treasury reveasi@ ratio of GDP can be derived as a
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residual. It must be assessed that whether th@we¥&DP ratio is acceptable in foreseeable
circumstances.

Revenue from taxes and charges constitute thestapget of Treasury revenue. Due to the
expansion in most areas of the economy, Treaswgntee increased sharply because of
automatic cyclical effects, even if marginal tatesawere reduced. In an economic downturn,
the decline in Treasury revenue is faster tharheneconomy as a whole, thus reducing the
ratio of taxes to GDP significantly.

Table 11: Treasury revenue 2004—-2013
In per cent of GDP

Direct Indirect Other

taxes taxes revenue Interest Total
2004 12.4 16.5 3.3 0.8 33.0
2005 13.8 17.5 3.3 0.7 35.3
2006 14.3 17.1 2.5 1.4 35.3
2007 14.1 16.4 2.6 1.8 34.9
2008 13.6 135 2.3 2.4 31.8
2009 11.0 12.2 2.3 2.8 28.3
2010 13.1 13.2 2.4 2.7 314
2011 13.7 14.3 2.6 2.9 33.5
2012 14.4 15.1 2.6 2.9 35.0
2013 15.0 16.0 2.6 2.8 36.4

In the years 200642007, total revenue amounted to 35 per cent of G#Eh the economic
collapse, this ratio declined sharply, to 28.3 gemt, as projected for this yedrThe lower
part of the table shows the estimated path of dked tevenue ratio, based on the calculated
adjustment need and the aforesaid objective reggr@ireasury expenditure. According to
this program, the total tax burden at the end efatijustment period will still be lower than in
the years 20042007. The burden of direct taxes will be slightigtter than before, due to the
increase in the social security tax because offitm@ncing need of the Unemployment
Insurance Fund, an increase of about 0.8 per de@Dd. This is shown in the following
chart.

9 In this estimate, account has already been takeheointention of the Treasury to increase its nexeby
close to 10 billion krénur this year.
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Chart 9: Treasury revenue, per cent of GDP
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The chart shows that there is room for tax chatlggsfulfil a substantial part of the need for
adjustment without an increase in the tax burdesvalwhat has previously been known in
this country. It will still be lower than in thosmuntries with which we compare ourselves.
Although the total tax burden will not, accordimgthis program, be higher than it was before,
its distribution needs to be reviewed. The distidouof the tax burden favoured the better off
at the time of the economic expansion. The reaBmrthis are many. The structure of the tax
system led to such developments, if nothing wasedamd the cut in tax rates and the
abolition of some taxes at the time were such ith@inforced this trend. The role of the tax
system in equalising incomes was thus reduced doetttent that there is good reason to

review this aspect especially in the upcoming taanges. This will dealt with more closely
below.

The following table and chart show the conclusiohshe program to achieve a balance in
fiscal finances as well as a comparison of the egapes of expenditure, revenue and balance.
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Table 12: Treasury finances 2004—2013
In per cent of GDP

Primary Total Primary Total Primary Total
P.c. of GDP expenditure expenditure revenue revenue  balance balance
2004 30.0 32.0 32.2 33.0 2.2 1.0
2005 29.1 30.9 34.6 35.3 55 4.4
2006 28.3 30.0 33.9 35.3 5.6 5.3
2007 28.8 31.0 331 34.9 4.3 3.9
2008 30.2 32.9 29.3 31.7 -0.9 -1.2
2009 331 40.5 25.4 28.3 -7.7 -12.2
2010 30.0 40.4 28.7 314 -1.3 -9.0
2011 27.2 38.1 30.6 335 34 -4.6
2012 25.5 35.8 32.0 35.0 6.5 -0.8
2013 25.0 33.8 33.6 36.4 8.6 2.7

Chart 10: Treasury finances, per cent of GDP
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The table and the chart show the main objectives @raracteristics of the program. A
primary balance should be achieved in 2011 andshlalance by 2013. Treasury debt begins
to decline thereafter. Public consumption as @ raiGDP begins to decline from its peak in
the wake of the collapse but adjusts to other exinaggregates over time. By the end of the
adjustment period, 2013, it should be similar t® livel before 2008. Total tax revenue as a
ratio to GDP is expected to grow from their pregemigh and gradually adjust to its previous
level over the adjustment period.

V. Changes in taxes 2002013

The changes that have been made in the tax systemadong period of economic expansion
have weakened the ability of the tax system tceraegvenue for the level of social services
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that has been developed in recent years. In additieere is good reason to adjust the tax
system to the need of increasing social equality.

In the process of raising revenue, the necessagges must be designed to strengthen the
tax system for the future and align it to the dedsafor an efficient and fair tax system, such
as:

. that taxation becomes equitable
. that the tax burden is distributed as fairly asspue

. that the tax system is as neutral as possible wesipect to decision-making in the
economy, whether with respect to investment or comnion

. that the tax system is simple and transparent andell aligned to the present tax
administration.

In addition to fulfilling these demands as muchpassible, it is desirable that the tax system
serves other purposes such as:

. creating a more equal distribution of income
. contributing to social goals and social security

. ensuring that the nation receives as much of aesharthe income from natural
resources as possible

. adjusting for and countering market shortcomingschs as through the use of
environmental taxes

. supporting the goals of the authorities in thedBebf health, social welfare and culture.

The following ideas of a possible increase in resetake account of the above requirements
and objectives. The need for raising revenue imthe several years is very high and must be
met by a contraction in expenditure as well asubhoincreasing revenue. This is particularly

the case because the flow of revenue to the Tredwas declined sharply in the economic

downturn.

Direct taxes

Income taxes

Income taxes in this country consist of the persdnaome tax (including the local
government income tax), the capital income tax @nedcorporate income tax. The personal
income tax (including the local government inconag)thas been the largest source of
revenue for the public sector. Their share in Tugasevenue has increased to 38.5 per cent
of the total in 2008. In per cent of GDP, the sh&rdirect taxes of the Treasury averaged 14
per cent in 200582007. This ratio is expected to decline below 12qamt in 2009, a decline
of 2 percentage points of GDP. The social sectiaixyis included in these figures, since it
moves mostly in tandem with wages; most of the idecstems from the income tax on
individuals and companies. The reasons are twofold.one hand, nominal incomes have
declined somewhat, but the main cause is that ieear automatic link between income and
taxes so that a proportional change in taxes igrigater than in incomes. In the expansion of
recent years, the revenue increment resulting ftbis link was only used for cyclical
mitigation to a minor extent but instead used #or tuts. The drop in the current downturn
shows therefore up to a full extent in the decimé&x revenue. A change in income taxes by
each one percentage point of GDP leads to a lidrbilihpact on the Treasury. If the ratio of
income taxes to GDP were increased to the 200®/ average, it would increase Treasury
revenue by more than 30 billion kronur.
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The personal income tax

Taxes on personal income consist of the persorahie tax (including the local government
income tax) that is imposed on wages, pensionsaettthe capital income tax. The changes
in the personal income tax system, along with tixeetbpment of incomes in recent decades
has led to an increase in income taxation as medsarper cent of total incomes. This ratio
has increased from more than 17 per cent t22Der cent in the years 26@D07 or by an
average of 45 percentage points, as can be seen in the folipwable. It is notable that this
increase in the tax burden has taken place deth@tdecline in tax rates and the abolition of
the surtax on higher incomes.

Table 13: Income taxes as a ratio of total personahcome 19932007 (assessment years),

billion kr.
Income tax
Assessment Capital Total General Surtax on Local gvt. Capital Total in p.c. of

year Wages income income inc.tax income inc. tax inc. tax inc. tax total income
1993 226.9 6.3 233.2 24.1 0.0 16.0 40.1 17.2
1994 229.5 6.2 235.7 27.7 0.4 16.1 44.3 18.8
1995 239.7 4.8 244.5 26.0 0.5 20.4 46.9 19.2
1996 2534 5.6 259.0 27.6 0.4 215 49.4 19.1
1997 276.2 7.6 283.8 32.3 0.4 23.1 0.1 56.0 19.7
1998 2975 14.0 3115 28.5 0.5 32.6 1.3 63.0 20.2
1999 339.2 149 354.1 33.9 0.9 37.3 1.4 73.6 20.8
2000 377.2 249 402.1 38.3 1.2 42.3 2.4 84.2 20.9
2001 419.9 329 4528 44.7 15 47.1 3.2 96.5 21.3
2002 463.8 41.6 505.4 51.2 14 55.1 4.1 111.8 22.1
2003 495.7 459 541.6 54.4 1.7 59.0 4.5 119.6 22.1
2004 520.0 63.9 583.9 57.4 1.3 61.9 6.3 126.9 21.7
2005 565.9 74.6 640.5 65.8 14 67.6 7.4 142.1 22.2
2006 625.7 120.0 745.7 70.5 1.0 75.6 11.9 159.0 21.3
2007 705.2 159.8 865.0 81.9 0.0 88.8 16.3 187.0 21.6

Source: The Icelandic tax system, report to theidtin of Finance, September 2008 (in Icelandic only

In addition to increasing the tax burden, thiste@n erosion of the income-equalising role of
the tax system, as it transferred the tax burdam fnigher-income earners to those with lower
income. The main reason was that the standard ie¢arcredit did not increase in line with
wage developments, and a low tax on capital incfmedividends, sales profits, interest and
rent) was adopted, which distorted the tax systemarious ways and created an internal
inconsistency where some tax bases were in nort@nak and others in real terms. The table
shows the comparison of income, taxes and tax kgt@scome stages for the years 1993 and
2005. It clearly shows the great change in thebtaxlen over this period and how the burden
has shifted.

One can read from the table that in 1993 aboutet=cent of married couples fell below the
tax-free income threshold or received higher bémdfiom the tax system (child benefits,
interest tax credits) than the amount of theirliakility. In 2005, only 5 per cent of married

couples were below this threshold. The tax burdeth® lowest quartile of married couples
increased by more than 10 per cent between thoses,yehereas the tax burden of the
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highest-income quartile rose by less than 2 pet aed in fact declined considerably for the
highest-income decité

Table 14: Average tax ratios of married or co-habiing couples in 1993 and 2005.

(Assessment years. Total income and wages for eaomie group, millions of krénur)

Tax ratio
1993 2005 Total wages Total income Change

Income | Total Total Total Total Total  Total
range wages income | wages income | 1993 2005 1993 2005wages income

0-5 2.022 2.163 4.677 5.545 -7.8 -04 -125 -25 39 .010

5-10 3.228 3.347 7.501 8.294 -5.3 6.5 -6.1 716 11.8 13.6
10-15 3.677 3.801 8.747 9.653 -3.3 101 -3.0 10.6 134 513
15-20 4.086 4.224 10.038  11.036 0.8 12{3 0.9 12.4 115 511
20-25 4.520 4.650 11.434  12.428 4.3 142 4.1 14.4 9.9 310.
25-30 4.944 5.070 12.784  13.760 7.3 159 7.5 16.3 8.6 8.7
30-35 5.352 5.466 14.062  15.020 10.1 17|8 9.8 17.9 77 0 8.
35-40 5.755 5.864 14996  15.928 12.3 19|11 12.2 19.3 68 .1 7
40-45 6.147 6.257 16.040  16.994 14.5 202 14.3 20.3 57 9 5
45-50 6.548 6.658 17.093  18.087 16.4 21{4 16.2 21.3 50 .1 5
50-55 6.949 7.060 18.152  19.207 18.2 22(4 17.7 22.2 42 5 4
55-60 7.367 7.481 19.255  20.414 19.5 232 19.0 28.2 38 .1 4
60-65 7.821 7.947 20.430 21.708 205 2411 20.2 23.9 36 .7 3
65-70 8.245 8.374 21.701 23.104 217 2419 214 24.5 32 .1 3
70-75 8.712 8.847 23.092 24704 228 25(5 22.6 25.0 27 4 2
75-80 9.331 9.481 24706  26.606 24.1 261 23.7 25.5 21 7 1
80-85 | 10.099 10.280| 26.687 29.098 25.2 26.9 24.9 26.2 1613
85-90 | 11.140 11.357| 29.399 32.804 26.9 27.9 26.4 26.5 090.1
90-95 | 12.711 13.029| 33.819 39.736 29.0 29.0 28.3 26.7 1 -0. -1.6
95-100 | 18.112 19.631| 51.896 115.903 35.2 315 32.9 17.8 .7 -3 -15.1
Total: |146.764 150.987| 386.509 480.027 20.0 2316 19.4 20.9 3.6 15

Source: The Icelandic tax system, report to theidtn of Finance, September 2008 (in Icelandic only

One of the main causes of this development, intiadio relatively small changes in the
standard personal tax credit, is the low taxatibrcapital income, the share of which in
personal income has steadily increased from lems Bhper cent of total income in 2000 to
nearly 20 per cent in recent years. The reasohaisfinancial assets have greatly increased
and become concentrated in few hands. A shift @onme from wages to capital income has
also taken place, for tax reasons. The low taxadiooapital income, coupled with the low
corporate tax rate, has led to a disparity of ugSgper cent in the taxation of income that
many people have taken advantage of by establigiingte limited companies that do little
but sell the labour of their owners.

It is possible to increase personal taxation byentban 2 per cent of GDP without exceeding
previously known limits that have been considereteptable. This could yield 385 billion
kronur in extra revenue. The elimination of taxpdisties due to capital income and private
limited companies, along with the elimination oédits and deductible items could yield an
additional 5 billion for a total of 3810 billion kronur.

™ An increase in the tax burden over this period il mean that living standards decline, sinceetiveais a
sharp overall increase in income over the period.



23

The review of the personal income tax system datlsome preparation and can for practical
reasons only be made at the turn of the year. Theisato let such a revision, or a phase
thereof, take effect at the beginning of Januar$02(A\ temporary measure is planned for
2009 with surtax rates on high general income agt bapital income that together could
yield an additional 3 billion krondf.

The corporate income tax

The present system of taxing corporate profits etidgsa number of problems. The first is
the disparity vis-a-vis other taxpayers, since tloeporate tax rate plus the taxation of
dividends gives a total tax rate of at most 23.6 gat, compared to up to 36 per cent on
wage income. This disparity has led to a considerahift in income, as noted above. By
increasing the taxation of dividends, this disgaci&n be reduced. To eliminate it altogether,
the corporate tax rate must also be raised. Thereother reasons in favour of such an
increase.

Table 15: The taxation of profits and dividends

Corporate

income tax Dividends Total
Iceland 18.0 10.0 26.2
Denmark 28.0 43.0 59.0
Finland 26.0 28.0 40.5
Norway 28.0 28.0 48.2
Sweden 28.0 30.0 49.6
UK 30.0 325 475
OECD avg. 28.4 30.5 43.8

Source: The Icelandic tax system, report to theidtin of
Finance, September 2008 (in Icelandic only).

This table shows that Iceland taxes profits of gmises far more lightly than comparable
countries. The total taxation of corporate profafier the payment of dividends, reaches a
maximum of 23.5 per cent compared with an averdgkl@er cent in the OECD countries
and between 40 and 50 per cent in the other Naowliatries. One of the reasons given for the
cut in the corporate tax rate has been that thayidvorobably increase the inflow of foreign
investment. This has not turned out to be the c&seeign investment, other than in
aluminium smelters due to the intermediation of @®vernment, has been scant, whereas
Icelandic investment abroad has increased.

The low taxation of companies has an impact orofferations of foreign-owned companies
in this country. The corporate tax revenue fromhscgmpanies is constitutes a large part of
the yield of the country from direct foreign invesnt, especially in activity that is not
labour-intensive, such as aluminium production atiter energy-intensive activity. A low
income tax rate on such companies means that tinetrgodivests itself of its share in the
profits and the value added created in this couatrg probably also its share in the yield
from the country's natural resources.

12 A bill has been presented to the Althingi with posals for a temporary surcharge on top of theotakigh
personal income and high capital incomes. It isimesl that these changes will be integrated intoctdming
revision.
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Table 16: Corporate tax assessments

Assessment year 2000 2002 2004 200¢ 2007 2008
Million krénur

Agriculture, hunting and forestry 59 69 113 17¢ 289 248
Fisheries 418 696 882 n7¢€ 1,064 1,331
Manufacturing 1,382 1,340 1,615 08,1 2,371 4,236
Distribution systems 2 2 2 37 35 207
Building and construction 768 1,066 1,185 4% 3,877 5,292
Commerce and repair services 3,346 2,057 2,559 6134, 4,830 4,376
Hotels and restaurants 167 299 353 63t 559 862
Communications and transport 628 224 719 501, 870 908
Maritime transportation 85 13 34 29 35 39
Financial services, pension funds, insurance 1,106 ,5201 2,079 1P4E 18,260 18,208
Real property transactions, rental services 1,568 833, 2,820 8¢ 8,459 10,148
Education 10 23 27 77 58 74
Health and social services 151 276 401 64¢€ 735 868
Other social and cultural services etc. 118 215 313 70:s 941 722
Other, unclassified 530 520 526  37¢ 283 222
Total: 10,318 10,186 13,622  EBKE 42,717 47,761

A raise in the corporate tax rate towards levelsemio line with most European countries is
being considered. The aim is to adjust the sunaobh company profits and dividends to be
about the same as the tax on wages of individ&aldhermore, several deduction items will
be revised and allowances for a tax-free collectibdividends and capital gains etc. will be
narrowed.

The rate of withholding taxes on revenue to forgagrties could be raised in parallel with the
aforementioned changes, and interest payments reagfers would be taxed like other
income of foreign nationals. That, and the chamgeadrporate tax rate, would significantly
increase the country's revenue from power-relatellistry and other business activity of
foreign nationals.

Due to the probability that most companies in Iodlavill have weak profits over the next
several years, a raise in the corporate tax rationot be expected to generate much revenue.
Still, it is evident that some increase can bewderifrom private limited companies and
companies in sectors benefitting from the weak engy. The corporate income tax is
estimated to yield 22 billion kronur in the 2009dal budget. Based on this estimate, a one
per cent increase in the corporate tax rate woudddyclose to 1.5 billion. Due to the
uncertainty over the next several years, it wowddpbudent to assume that each percentage
point would yield only 1 billion.

The social security tax

The social security tax is by its nature a tax arspnal wage incomes. This tax is
significantly lower in this country than in mosthet countries but this is offset by the fact
that the compulsory premium payment to pension gusdelatively high. A part of the tax
(0.65 per cent) goes to the Unemployment Insurdfased and it has been changeable
according to need. It is evident that the currate is insufficient and it will be necessary to
raise it, at least temporarily to finance unempleyinbenefits in the current downturn when
unemployment is expected to be of the order-8ffger cent for several years.

The current social security tax is 5.34 per cewl ttue tax base, i.e. wages, amounted to close
to 750 billion kronur at the 2008 assessment. Aefl gent increase would yield about 7.5
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billion in revenue and an increase to 7 per centlvgield 12.5 billion. About 0.1 per cent
thereof will probably have to be channelled to WWiage Guarantee Fund and a 1.66 per cent
increase would go to the Unemployment InsurancelElin

Other taxes

In addition to changes in income taxes, changdaxes on net wealth and inheritance could

also be considered. In the case of the net weakththhe tax would only be imposed on large

estates, a sort of a large-estate tax on incomdudpnog assets. The tax ratio and arrangement
of the inheritance tax could also be reviewed. Moctete ideas have been formulated yet
regarding these types of taxes.

General taxes on goods and services

The value added tax

The value added tax is currently imposed at twesiah general rate of 24.5 per cent and a
lower rate of 7 per cent that applies to food aedesal types of other goods and services.
Exceptions are few. Although the VAT is high ingltountry, there are higher rates, such as
25 per cent in Denmark that imposes VAT on all kdgasales of goods and services. A

number of revisions could come up for review.

Raising the lower VAT rate

From a taxation viewpoint, whether from tax theorytax administration, the most beneficial
change is to reduce the disparity between tax.rates disadvantage is that it could lead to
some increases in food prices and thus weigh hearilower-income earners who generally
devote a higher portion of their income to foodeTéxperience of such a difference only
supports such a view to a small extent. The redebate on whether the cut in the lower rate
has turned up in lower prices is still fresh in nogyn Data from Statistics Iceland also
indicate that the share of consumption expenditumeis spent on food differs little across the
income scale and the impact of such a rate digpapon income distribution is therefore
scant”. An increase in the lower tax rate from 7 per centl2 per cent, as is common
amongst nations with two tax rates, could lead taxancrease of 7 billion, and an increase to
14 per cent could yield 10 billion.

Theincrease in the general rate

The increase in the general VAT rate from 24.5qmart to 25 per cent would yield about 2
billion in increased income. The main disadvantage to do with the impact on prices, but
these are uncertain in current circumstances.

The transfer of individual goods categories between tax rates

Some revenue increase can be generated, and bibetiwes achieved, by transferring goods
between categories. This change can be consideresh addition to some increase in the
lower rate. The main goods under consideratiouahealthy foods, such as candy and sugar-
based beverages. Such goods were moved to the ftateenot long ago. This change would
support the ideas recently under discussion fondesl of reducing the sugar consumption of
children, a matter that would apply to all age keds. It is debatable whether such a change

13 An increase in the social security tax to 7 pert é2already included in a bill before the Althing
¥ This is also in accordance with the investigatiérihe State Auditor when the original lower taxeratas
introduced in 1993.
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would have an effect on prices in line with incexhsax collection. For example, the price of
soft drinks is probably more associated with masketre than production cdst.

General excise taxes

Excise taxes on candy, soft drinks and other sbhgaed foods could be considerably
increased without substantial adverse effects.mptgary excise tax on luxury goods could
also be considered.

Special excise taxes

This group covers environmental taxes and specasumption taxes. Most are decided in
krénur and leave therefore some room for increase w price increases. Furthermore,
environmental viewpoints and negative externalidso support revisions. The following
could be considered.

An alcohol tax

An alcohol tax is level on each centilitre of puwkeohol, close to 60 kronur for wine, 66
kronur for beer and close to 80 kronur on ligubthese charges had followed the consumer
price index from the beginning, they would all ambto about 113 krénur. Revenue from the
alcohol tax in 2008 is estimated at 8 billion kranu

The alcohol tax could be increased by@8D per cent over the next several years, for exampl
in three 10 per cent stages, July 1st, JanuargQii€} and January 1st 20%°1.

Tobacco levy

Tobacco is currently taxed at 257 kronur a unitges). It has increased in line with prices
from the beginning. Cigarettes are still cheapamtin most other countries of Western
Europe. Revenue from the levy amounted to 3.9dbilkronur in 2008. One could consider
increasing the charge by 30 to 40 per cent in tages in 2009 and 20%0

Taxes on arriving passengers and hotel stays

A special hotel tax is common and could be consudi¢rere. There is a shortage of funds for
national parks and other tourist spots. Such atakd be used to pay such costs. In order to
equalise to some extent between the different tgp@Ecommodation, a part of this revenue
could be collected through a tax on air ticketgh® country. Overnight stays at hotels are
currently 1.5 million a year. A 500 kronur averagerge a night would yield 750 million a
year. The same amount on each ticket would yield 2#llion, based on 500 thousand
arrivals, a total of 1000 million. It would be pdse to allocate one-fourth of this amount to
national parks and tourist-related projects. Tlmnare could increase as the finances of the
Treasury improve.

Environmental and natural resource taxes

Taxes on petrol and oil could be classified asr@emvnental taxes, as well as a general carbon
tax that has been under consideration for some time

5 The transfer of candy, soft drinks and other sigesed foods into the upper VAT bracket is being psed in
a bill currently before the Althingi.

1 The alcohol tax was increased by 15 per cent last M

" The tobacco tax was increased by 15 per cent lagt M
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A petrol and diesdl fuel tax

The current petrol tax (general and special) anotmt47.5 kronur per litre of petrol and
46.12 krénur per litre of diesel oil. Still, theige of diesel is slightly higher than of petrol, a
difference of about 7 krénur in recent weeks. Theses could be increased. The impact on
transport costs could be mitigated by reducing weght-distance tax on trucks and
increasing the rebate for public transportatione Pletrol tax could increase by 10 kronur a
litre at the middle of 2009 and 2010 and the digwseby 5 kronur, but that the increase would
not impact trucks and lorries or public transpaotat.

A carbon tax

A tax on carbon emissions from all use of goods ama materials has been under
consideration. This applies to coal, coke, petawoiation fuel, diesel fuel and anodes. The
total of carbon emissions from these substancestimated at 1 million tonnes a year. The
trading price on carbon emissions in the EU isenity about 14 euros a tonne of carbon
dioxide, corresponding to about 46 euros per tafrearbon. A carbon tax corresponding to
this price would be about 7,700 kronur a tonne axbon. Revenue from such a tax would
amount to 7.7 billion kronur a year. If brought ahdhe tax could be lower in the beginning,
e.g. 2,500 krénur a tonne in three stages, yieldmgstimated 2.5 billion kronur a year for a
total of 7.5 billion, where some part of the sated@sel fuel and aviation fuel would be to
foreign ships and aircraft that would normally be-exempt.

Since the carbon tax would also apply to the anodes in aluminium smelters, they could
have an impact on potential investors in that se€tiost, such a tax is only being considered
in cases where no payment for emissions are ictediied the amount of the charge is based
on the premise that the sum of the tax burden dotesxceed the emission charge. Second, it
should be borne in mind that foreign energy-intemsndustry enjoys great tax benefits in
comparison with other countries and other econautwvity and that only a small part of its
value added remains in the country and could uydbel increased.

A natural resource tax

There are no actual taxes on natural resourcespekar the so-called fishing licence charge

that will be reinstated this autumn, unless the tavthat effect is amended. There is every
reason to consider such a general tax. Limitedraatesources or limits on the access to

resources creates a resource yield for the ownectases where the state is the owner, the
principal means of ensuring that the resource eseatyield for the state is for the state itself

to use the resource or allocate it to others irnetor a user charge. If neither approach used,
the yield from the resource accrues to the deséghaser or the one with access to it.

V. Cuts in Treasury expenditure 20092013

The first step taken to meet the impact of the baoilapse on the Treasury was taken in the
fiscal budget for this year where measures werdemented to reduce the Treasury deficit
by 45 billion kréonur from original intentions. Th@overnment’s intention is to reach a
balance in fiscal finances over the 268913 period, where the aim is to reduce spendilig st
further, probably through annual measures that mfisét built-in spending growth, such as

18 A recent change in the law increased the petsobtal0 kronur per litre and the diesel fuel taxSkronur
per litre as of the middle of 2009. The increases wat made applicable to passenger buses and prdiis-
portation.
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through the increase in the number of studentsrobersons, benefit recipients and other
demographic changes.

The state of fiscal finances has been radicallgredt. Treasury debt, which before the bank
collapse was amongst the lowest in OECD counthias,increased to a very high ratio, 125
per cent of GDP at the end of this year. This itadly leads to a very high interest cost of the
Treasury, a cost that could exceed the combinet afosinning hospitals, nursing homes,
rehabilitation centres and the rest of the cousthgalth system. It is therefore very important
that the authorities succeed in closing the defisisoon as possible so the interest cost will
not continue to exacerbate problems and to preteatdebt situation from becoming
ungovernable.

Chart 11: The development of total expenditure andsDP, 2009 price¥’
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As has been observed earlier, the difficult stath® economy, unemployment and household
finances place a limit on the room for increasimgaBury revenue, at least for the near future.
In these circumstances, it is evident that measomest be taken to cut services, reduce
benefits and other support payments to individaats households. By distributing the burden
that has been created by the increased financiedsnef the Treasury in a fair manner and by
protecting those socio-economic groups and expemditategories that are vulnerable to
reductions, the frame for government operationd ementually be aligned to changed
circumstances so that the basic services will renfmoadly intact, and so that it can be
restored on a sounder footing. The underlying apsiom is that the basic services system of
the state will be safeguarded. Benefits will modtey reduced to those with better incomes
and assets. Costly investments will be postponedl labhour-intensive investments will
increasingly be emphasised, such as the maintemdmoeising and government structures.

In chapter Il above, the goals for fiscal finaneesre outlined for the major revenue and
expenditure categories along with the probable gizgecessary measures. In order to ensure

¥ The lower line shows the expenditure/GDP ratio,lking interest and irregular items such as pension
commitments and tax claims written off. This rasanost indicative of the size of expenditure tkagubject to
the direct decision-making of the authorities athetime.
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that the program will be carried out, the authestihave recently been developing more
precise proposals, choosing among alternativespagplring for their implementation. The

bargaining partners in the labour market have bemmsulted and the state of Treasury
finances has been explained to the main interesipgt A special working party on the

implementation of savings measures, composed oéseptatives of the majority parties in

the Althingi’'s finance and economic committees andepresentative of the Minister of

Finance, has also participated in the process.h@rbasis of a plan for reducing Treasury
expenditure and the priorities contained thereiatknwhas begun on a frame budget for the
next four years. The intention is that a frame kaadgr the next four years will be published

and introduced with the fiscal budget proposalZot0 this autumn, where a further division
by ministry and expenditure categories will appear.

The following account deals with the main intenfioaf reducing expenditure over the
program period. Decisions have already been takentHis year and next, as broadly
described above. The first measures will be takes year. A part thereof necessitates
changes in law, some of which have already beepaggsexr to the Althingi in the fiscal
measures bill currently under deliberation. The rmhlnes of emphasis in expenditure
reductions have already been prepared for the yZ&#r$ to 2013. Certain upper and lower
limits have been presented for expenditures in \aéthe main intended measures and also in
view of the size of measures to raise more revasseciated therewith. Further decisions for
this part of the program period will be made latard they will therefore only be discussed
here in general terms. It should be noted thahis discussion, the fiscal budget accounting
basis and that of the government accounts is msgdhe national accounting standard.

It should be noted, that present economic fore@stsubject to much uncertainty, including
their impact on fiscal finances. It should alsonoted that the need for adjustment has been
assessed on the basis of extrapolations from thesiii’'s forecasting model, which is a
much less detailed approach than must be appli¢iceimrafting of the fiscal budget, where
measures have been aligned more closely with irdbom on the expenditure commitments
of individual ministries. It must be assumed thrathe coming weeks and months, a number
of new issues will arise that must be dealt withe Tauthorities are determined to continue
working on these issues and respond to changedmustances with measures necessary to
restore fiscal finances.
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Chart 12: Composition of expenditure, excl. irregudr items in 2009
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The discussion on plans to reduce expendituresedan the so-called economic categories,
l.e., current expenditure, transfer payments amitalainvestments. The table below shows
the expenditure side of the plan, with a summaryneasures already decided for the years
2009 and 2010, followed by the sum of changesheryears 2011 to 2013, and their realistic
range in view of the alternatives under review.

Table 17: Plans for cutting expenditure 2009—-201%) billion kr.

2009 2010 2011 2012 2013
Current exp. 1,800 14,250
Transfers 3,135 11,113
Investment 4,425 10,000
Total 9,360 35,363 16,0626,000 12,00620,000 8,00014,000

The table shows a summary of expenditure cutsnthest be implemented each year in order
to restore a balance to Treasury finances. Meadsaresach year must come in addition to
those already implemented. The cumulative impa¢hefmeasures could be in the range of
75 to 95 billion krénur at the end of the periodt the upper end of the range, cuts in
expenditure will bear the brunt of the adjustménthe result will be in the middle of the
range, it will yield about half of the adjustmemtenl. This corresponds to about 17 per cent of
the part of Treasury expenditure that such diretgrventions can apply to, excepting such
items as interest payments and ultimate accoungingfies such as expensed pension
commitments and tax claims written off. As is eviléom this plan, most of the measures
will be implemented this year and next, thus emgua maximum success in one concerted
effort, thus reducing debt accumulation as soopossible as well as the rise in interest cost.
It is clear that the longer one