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Key factors...

 Economy has rebounded strongly

e 2016 GDP 7-8% above pre-crisis peak
* Good internal and external balance

e Favorable economic prospects

* Inflation under the 2%2% target for almost three years - inflation
expectations have also come down and are now close to the target

e Responsible fiscal policy, surplus, repayment of outstanding debt
resulting in a lower debt burden — stronger fiscal framework through
organic budget law



..Key factors

e Deliberate and successful fiscal consolidation and reduction of
leverage

* Sound public and private sector balance sheets

* Most favorable net international investment position (NIIP) for
decades - at near zero

* Well capitalized banking system
 Ample foreign exchange reserves

e GDP growth expected to gradually ease towards long-term trend of
about 2%2%



High level monitoring of stability and risks

Strengthened oversight

e Financial Stability Council - Minister of Finance, Central Bank
Governor, Director General of Financial Supervisor (FME)

e Systemic Risk Committee — Central Bank Governor and the
Director General of the FME and their Deputies in addition to an
outside expert appointed by the Minister of Finance



Favorable economic
prospects



High per capita GNI
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Favourable age structure of the population

Chart 1.3
Age structure of the population in selected countries 20141
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1. Ranked by share of population 65 and over. 2. Data for France, Sweden, and Japan are for 2013. 3. Data for Iceland are for
2015.



Inflation below target since early 2014

Consumer price inflation and core inflation

12-month % change
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Overall index and measures of underlying inflation. Core index 1 excludes
prices of agricultural products and petrol, and Core index 2 excludes prices of
public services as well. Core index 3 is Core index 2 excluding the effects of
changes in real interest rates on the housing component of the CPI. Monthly
data.

Sources: Statistics Iceland, Central Bank of Iceland.



Stronger growth than among trading partners

GDP growth in Iceland and trading partners
2008-2018"

Year-on-year change (96)
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1. Central Bank baseline forecast 2016-2018. Broken lines show
forecast from MNMB 2016/2.
Sowurces: Macrobond, Statistics lceland, Central Bank of lceland.



Balanced growth — diverse exports

Contribution of individual components to output growth Export of goods and services by type 2015
Year-on-year change (%)
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Export revenue growth — rapidly rising tourism
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Significant current account surplus

Current account balance 2000-2018"
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Measured current account balance

1. Including secondary income. Central Bank baseline forecast 2016-2018.
2. Excluding the calculated income and expenses of DMBs in winding-up
proceedings and the effects of pharmaceuticals company Actavis on the
balance on income until 2012. Also adjusted for the failed DMBs' financial
intermediation services indirectly measured (FISIM). With the settlement of
the failed banks® estates in year-end 2015, there is no longer any difference
between headline and underlying current account numbers.

Sources: Statistics lceland, Central Bank of lceland.



Foreign reserves — Treasury foreign debt

repayments
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Foreign reserves - % of GDP

Foreign Reserves/GDP
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Net international investment position

Net international investment position in 30 advanced countries’

% of GDP
0

25

-50
-75
-100

-125

-150 . ; : . : . : . !
1970 1975 1980 1985 1990 1995 2000 2005 2010 2015

— lceland
—  Median (excl. lceland)
£ Interquartile range

1. Figures for Iceland are from the National Econamic Institute (1970-1994) and the Central Bank and Statistics Iceland (1995-2015) (data point shows
preliminary figures for NIIP in Q2/20186), based on the underlying position during the period 2008-2014, Figures from the other countries are from the
Lane and Milesi-Ferretti database for 1970-2011. Their data are extended through 2015 based on developments according to the IMF's international
financial statistics (IFS) database.

Sources: IMF, Lane and Milesi-Ferretti (2007), National Economic Institute, Statistics Iceland, Central Bank of Iceland.



Private sector debt
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Recovery in public finances -
stronger fiscal framework



Key factors

Key factors...

Reversal of public finances and fiscal consolidation established a basis for
surplus policy

Vast, one-off surplus in 2016 due to stability contributions from fallen
financial institutions

]Ic\lewllavxll on public finances providing a stronger fiscal framework and
iscal rules

Enactment of first parliamentary resolution on fiscal policy and fiscal
strategy plan

Public debt declining firmly
Interest cost burden is still substantial
Surplus on primary balance much higher than in any EU country



Recovery in central government finances
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Fiscal effect of stability contributions in 2016

Central gov't. overall balance* (bn.ikr)

1.118,0

m Expenditure
M Revenue

Surplus

*incl. 379,3 bn.ikr stability contributions from the estates of fallen financial institutions
20



New organic budget law

Coordinate and strengthen economic policy making and assessment
of economic impact for both central and local governments

Strengthen the fiscal framework for strategic planning about public
finances for the medium-term

Establish principles and procedures for macroeconomic forecasting
and fiscal policy making with a clear link to the annual budget

Improve budget formulation and broaden
Parliamentary budget discussions

Increase discipline and flexibility in budget execution

Timely information to prepare for and evaluate fiscal decisions

21



New organic budget law

Came into force January 1st 2016

Implementation ongoing

Two key Parliamentary resolutions on public finances:

e Statement of fiscal policy for the next five years
e Fiscal srategy plan for the next five years (rolling spring plan)

Fiscal rules and core values:

e Overall balance rule (5-year horizon)
e Debt rule (30% of GDP)
e Reduction rule (5%)
e Sustainability-Prudence-Stability-Caution-Transparency

Flexibility and ministerial responsibility

Independent fiscal council

International accounting standards

22



STATEMENT OF FISCAL POLICY 2017-2021

% of GDP 2020
General government: % % % % %
Total balance 1,0 1,0 1,0 1,0 1,0
thereof central gov. 1,0 1,0 1,0 1,0 1,0
thereof local gov. 0,0 0,0 0,0 0,0 0,0
Total debt* 34 30 29 28 26
thereof central gov. 28 24 23 22 21
thereof local gov. 6 6 6 6 5

* On the basis of debt rule in new law on public finances: gross debt, excl. pension liabilities and accounts payable/receivable and

deducting currency and bank deposit assets e.g. in CBI
GFS accounting basis
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Presentation Notes
Hið opinbera = Hið opinbera nær til þeirrar starfsemi í þjóðarbúskapnum sem fjármögnuð er að mestu með skatttekjum, þ.e. A-hluta ríkissjóðs og A-hluta sveitarfélaga.
Fyrirtæki í eigu hins opinbera = Fyrirtæki í eigu hins opinbera eru sú atvinnustarfsemi sem er í meirihluta eigu hins opinbera og fjármagnar sig að mestu með sölu á vöru og þjónustu á markaði t.d. Landsvirkjun, ISAVIA og OR.
Opinberir aðilar í heild = Hugtakið opinberir aðilar í heild nær til hvort tveggja hins opinbera og fyrirtækja í meirihlutaeigu hins opinbera. 

Lykilatriðin í fjármálastefnunni sem hér eru sett fram snúa að markmiðum um þróun afkomu og skulda hins opinbera eins og fram kemur í töflunni. Ástæða er til að vekja sérstaklega athygli á því að afkomumarkmiðin í stefnunni fela ekki í sér teljandi tekju­áhrif af stöðugleikaframlögum frá slitabúum fallinna fjármálafyrirtækja á tímabilinu. Í fjár­lögum ársins 2016 var áætlað að tiltekinn hluti teknanna, eða um 35 mia.kr., mundi færast til tekna hjá ríkissjóði á komandi árum en við nánari skoðun á reikningshaldslegri meðferð hefur verið afráðið að allar tekjurnar færist á árið 2016. Í markmiðum stefnunnar um skuldaþróun ríkissjóðs gætir hins vegar talsverðra áhrifa af ráðstöfun stöðugleikaframlaga til lækkunar á skuldum. Þær áætlanir byggjast þó á vissum varfærnissjónarmiðum þar sem um helmingur stöðugleika­framlaganna felst í eignarhlut í Íslandsbanka sem óvissa er um hvenær verði unnt að umbreyta í laust fé og ráðstafa til að greiða niður skuldir án þess að valda þensluáhrifum. Er því ekki gert ráð fyrir því í áætlanagerð fjármálastefnunnar að þeim fjármunum verði ráðstafað með slíkum hætti á tímabilinu. Hins vegar er miðað við að önnur stöðugleikaframlög komi að fullu til lækkunar á skuldum, þ.m.t. að skuldabréf sem gefið var út til að endurreisa eiginfjárstöðu Seðlabankans verði greitt upp á yfirstandandi ári í samræmi við forsendur fjárlaga 2016. Komi til þess á áætlunartímabilinu að unnt reynist að ganga frá sölu á eignarhlutum í viðskiptabönkunum mun því að öðru óbreyttu nást betri árangur en hér er gert ráð fyrir.

Með fjármálastefnunni hafa stjórnvöld sett sér markmið um að næstu fimm árin verði heildarafkoma hins opinbera jákvæð sem nemur a.m.k. 1% af VLF árlega, þ.e. A–hluti ríkis og A–hluti sveitarfélaga, í því skyni að viðhalda efnahagslegum stöðugleika í þjóðarbúskapnum og lækka skuldir hins opinbera niður fyrir lögbundið skuldahlutfall. Efnahagsleg framvinda og horfur benda til þess samkvæmt spám að hin hefðbundna íslenska eftirspurnar­þensla – með vexti þjóðarútgjalda umfram landsframleiðslu – sé enn og aftur hafin eða í aðsigi þótt tekist hafi all vel að halda jafnvægi í hagkerfinu á síðasta ári. Seðla­bankinn hefur brugðist við aukinni þenslu síðustu misseri með auknu aðhaldi í peningamála­stefnunni. Mikilvægt er að fjármálastefnan vinni með peninga­málastefnunni að stöðugleika í hagkerfinu og að aðhaldsstig opinberra fjármála verði viðhaldið á komandi árum. Í ljósi þessa er það stefna stjórnvalda að áhrif af fjármálum hins opinbera verði til þess að draga úr heildareftirspurn og auka þjóðhagslegan sparnað og styðji þar með við peningamálastefnu Seðlabankans.

Í sam­komu­lagi ríkis og sveitarfélaga í aðdraganda stefnumörkunarinnar hefur verið sammælst um að ganga út frá því að allur afgangur á afkomu hins opinbera myndist hjá A–hluta ríkis­sjóðs en að afkoma A–hluta sveitarfélaga verði í jafnvægi yfir tímabilið. Til að ná fram þessum afkomu­markmiðum er meðal annars stefnt að því að fjárfestingar hins opinbera fylgi hag­vexti næstu ár og hækki ekki teljandi sem hlutfall af vergri landsframleiðslu á sama tíma og aðhaldi verður viðhaldið að öðru leyti á útgjaldahliðinn.

Varðandi stefnu stjórnvalda um heildarafkomu opinberra aðila í heild er ljóst að erfitt verður að beita æskilegu aðhaldsstigi hjá fyrirtækjum í opinberri eigu á næstu árum þar sem mikil þörf hefur myndast fyrir nauðsynlega uppbyggingu í innviðum samfélagsins, einkum á sviði orku- og samgönguinnviða. Lágt viðhalds- og fjárfestingarstig undanfarin ár ásamt gríðarlegum vexti í ferðaþjónustu hefur kallað á aukna uppbyggingu í flugumferðar­mann­virkjum samhliða fjárfestingum í orkuframleiðslu og raforkudreifingu. Stefna stjórnvalda er því að heildarafkoma opinberra aðila í heild verði í jafnvægi árin 2017 og 2018, en skili síðan afgangi sem nemi um 1% af VLF að meðaltali árin 2019–2021. 

Stjórnvöld hafa jafnframt afkomumarkmiði sett sér skuldamarkmið sem felur í sér að heildar­skuldir A–hluta ríkissjóðs lækki verulega á tímabilinu, eða úr um 32% af VLF í árslok 2016 í um 21% af VLF í árslok 2021. Til að ná svo krefjandi markmiði þarf mun meira að koma til en afgangur á afkomu sem nemur 1% af VLF árlega. Áformuð lækkun á skulda­hlutfallinu leiðir reyndar að stórum hluta af áætluðum vexti í landsframleiðslunni á tíma­bilinu en umtalsverður hluti, sem svarar til um 180 mia.kr. lækkunar á nafnvirði skuld­anna á tímabilinu, byggist á tilteknum forsendum um ráðstöfun óreglulegra tekna á borð við arðgreiðslur, sölu á eignarhlutum í fjármálastofnunum í nokkrum mæli og ráðstöfunum í endur­fjármögnun tekinna lána. Auk þess eru væntingar um að stöðuleikaframlögum frá slita­búum bankanna verði varið í þessu skyn. Stefnan er að skuldir hins opinbera muni fara úr um 39% af VLF í árslok 2016 í um 26% af VLF árið 2021. 



DECLINING PUBLIC DEBT

i Central govt debt. (l.ax.) s Local gov debt. (l.ax.)

ISK bn. % of GDP
i Net financial position (l.ax.)===General govt. debt (r.ax.)
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* Based on debt rule in the Act on Public Finances, i.e. the gross debt of central government excluding pension
liabilities and accounts payable/receivable and deducting deposits in the CBI in addition to the gross debt of local
governments deducting their deposits and cash on hand.




The bulk of outstanding debt is domestic

Composition of estimated central gov't. gross debts
at end of 2016

B Domestic

W Foreign
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High but declining interest expenditure

Bn. ISK Central governmet interest costs % of GDP
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General government debt* — EU and Iceland 2015

% of GDP
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% of total revenues
12

Interest expenditure of general gov't.* — EU and Iceland 2015
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Pillar 2 and 3 Pension fund assets - «ofcop 2014
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Contingent liabilities are being addressed

* Housing Financing Fund

e Qutstanding state guarantees on loans amounted to 60% of GDP in 2015.
Around 75% of the guarantees are due to bonds issued to finance the state-
run Housing Financing Fund

e According to a bill submitted by the government, the fund will be wound-
down and withdrawn from the market for general housing mortgages

 The fund will be given more responsibility for formulating policies and plans
on housing matters and retain a limited role as lender on social premises

e Turnaround in the fund’s operations with a sizeable surplus and an equity
ratio of 6,45% - well above the stipulated 5% long term goal

e Healthier loan portfolio with a significant decrease in defaults

 The fund will no longer generate further state guarantees on debt and the
older stock will be paid down in the coming decades



Contingent liabilities

Significant debt reduction
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The financial system



The banks

e Restructuring the main commercial banks

e Two commercial banks fully owned by government — will in due course be
sold

* Well capitalized, domestic oriented banks - prudential restraints on
international activites

e Regulatory framework

* Financial regulation and supervision countinues to be strengthened, following
EU model — prudential aspects



Banking system on solid footing
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Sharp fall in default ratios in the banks

Chart 3.4
Default ratios of the three largest commercial banks'
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Lifting capital controls



Lifting capital controls

* Detailed execution plan presented in mid-2015, based on a strategy
which was defined in 2011 and underpinned by the IMF Integrated
Approach to Capital Account liberalization

e Cautious design and execution. Sequenced lifting in three phases

e Rules on special reserve requirements (capital flow management
measure) for new currency inflows introduced in June 2016 aimed at
tempering and affecting the composition of capital inflows

e Favorable conditions for lifting controls

e Re-assessment in early 2017 of conditions for the removal of
remaining restrictions



hree phased execution

1. Resolution of the failed banks’ estates

e Completed in early 2016 resulting in significant stability contribution payments to the
Government - used to retire liabilities

2. Resolution of offshore holdings of krona assets

e Auction in June 2016 following a series of earlier ones - resulted in a sizeable reduction in the
stock and an isolation of the remaining part for later resolution (40% of GDP at their peak;
now 8%)

3. Removal of restrictions on businesses and households

 Comprehensive legislative bill due to be adopted by the Parliament in October 2016 entailing
that at the beginning of 2017 restrictions applying to businesses and households will have
been almost fully lifted.

Fresh assessment in early 2017 of conditions for the removal of remaining restrictions



Offshore kronur significantly reduced

Offshore kréna assets’
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Sources: Statistics Iceland, Central Bank of Iceland.
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Legal issues

1. Failed banks‘ estates — no outstanding legal issues

2. Offshore ISK — two pending cases (same parties)
e Complaint(s) before EFTA Surveillance Authority - alleged discrimination

e Possible proceedings before Icelandic Court proceeding — tort case based on
alleged devaluation of assets

» Strong Icelandic legal position: certain assets remain under capital controls
until economic circumstances allow for liberalisation

» Ring-fencing of assets based on origin — necessary and justified

3. Households and businesses — no legal issues foreseen



Potential vulnerabilities and
mitigating factors



Potential vulnerabilities?

e Overheating risks

* Market fluctuations and financial and economic stability threats
following capital account liberalization

* Risk of policy slippages

* External risks, geopolitical, financial e.g.
 Political risks

e Litigation risks related to offshore krénur
e Contingent liabilities



Mitigating factors - 1

e Tight monetary policy and clear commitment to preserve price stability

e Large foreign exchange reserves

e Stability oriented fiscal policy, significantly strengthened framework for public
finances; medium term framework for fiscal policy based on a procedural fiscal
rule

e Capital flow management measure - special reserve requirements for new
currency inflows aimed at tempering and affecting the composition of capital
inflows



Mitigating factors - 2

e Strong financial regulatory framework, including prudential limits on
the banks’ international activities

* Well capitalized and liquid banks
e Significantly reduced public and private indebtedness

e High level monitoring of stability and risks:
e Financial Stability Council
e Systemic Risk Committee

e Largely funded pension system



Key takeaways

* High institutional strength

e Balanced economy — strong real economy and underlying
fundamentals, sound macroeconomic policies

e Favorable public and private balance sheets

e Favorable prospects, based inter alia on strong export
nerformance

* |celand’s situation favorable compared to many other countries

 Policies and structures in place to meet risks
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