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The Icelandic pension system in broad terms

· The Icelandic pension system is a hybrid between a defined-benefit and defined-contribution system. 

· High fertility rate and high labour participation rates of the elderly decrease the problem of ageing in Iceland compared to other industrialized countries.
· Pensions in Iceland are taxed under the EET tax rules; i.e. contributions are exempt, pension funds’ rate of return is exempt while payments of pensions are taxed.
· Balance between the mandatory and voluntary pension will change in the near future where the share of the voluntary pension will increase.

·  Fiscal sustainability of the public pension system (pillar one) and the mandatory occupational system does not show any signs of weakness according to medium term forecast.

· International mobility in some area of the Icelandic pension system are lacking to a certain extent. 
· Pension funds have been a driving force in the Icelandic capital market over the last decade.

Chapter 1:  Contributions and Benefits

Introduction

The structure of the Icelandic pension system. The main characteristic of the Icelandic pension system is the operation of occupational pension funds. In 1969 these funds became general, and then mandatory by law in 1974. This was a result of a general wage settlements after tri-party negotiations between labour unions, the Federation of Icelandic Employers, and the State. Under the agreement, every wage earner working in the private sector is obliged by law to contribute a minimum of 10% of his salary to an occupational fund of his choice or, in most cases, a fund predetermined by his trade union. This rate has now been increased to 11% and will increase again in 2007 to 12%. More than half of the burden is, however, carried by the respective employer, who currently contributes a minimum of 7% of the total contribution. A similar arrangement exsists in the public sector.
Even though, the minimum rate of contribution is required by law, the system is not a pure defined contribution system since the minimum benefits are also stipulated in the pension law – the minimum replacement ratio for a 40-year contribution is 56%.  If the benefits go below this threshold, the contributions have to be raised. Therefore, the system is a hybrid between a defined-benefit and a defined-contribution system. 
 This will be explained later in detail. 

Act No. 129/1997, on Mandatory Guarantee of Pension Rights and Operation of Pension Funds (hereafter the Pension Act) requires that all wage earners and self-employed persons belong to a pension fund, which either operates according to law or has been approved by the Ministry of Finance. 

The three pillars. The Icelandic pension system is based on three pillars. The first pillar is based on a tax-financed public pension. The second pillar consists of mandatory occupational pension funds that are a dominant feature of the system. The third pillar is based on voluntary pension saving with tax incentives. The second and third pillar were affected by the comprehensive pension reform that took place in 1997 and 1998 and resulted in the current Pension Act. Also at that time the pension system of employees in the public sector was reformed by establishing a new independent pension fund (Pension Department A) beside the old fund (Pension Department B). Tax incentives for voluntary pension saving was established as a part of the reform in 1998 reflected in the current Pension Act. 
Public pensions – Pillar one. The social security system in Iceland was founded in 1936 with the main purpose of ensuring the livelihood of those unable to work because of old age or disabilty. A person must have lived in the country for at least 40 years before he can enjoy full benefits. The system provides old age pension, disability pension, sickness, maternity and survivors pension. In most cases the old age pension is paid from the age of 67.
The pension is paid in basic flat-rate payments and supplementary additions to single or low income people. The basic pension is low or rougly 10 % of the average earning of unskilled workers. The main transfers are through the supplementary pension. The supplement is means-tested with a reduction rate of 45 % after a certain income threshold. The income base against which the supplementary pension is also tested is broader than the one used for the basic pension. The supplementary pension is also tested against half the income of a spouse and pension payments from occupational pensions above a threshold. All additional payments are also means-tested. 
If the only income that a single person receives is from the social security system, there is a special household allowance for single persons, which is reduced króna for króna if the individual has other income. In a case of an individual with no other income, a full pension from the social security system is approximately 45 % of the average earning of unskilled workers. 
As mentioned earlier, the public pension system in Iceland is fully financed by taxes. The main financing source is the social security tax which is earmarked to the social security system. The social security tax rate is currently 5,73% and the tax base is total salaries. The social security tax is paid by the employers. 
Occupational pension funds – pillar two. As mentioned earlier, the current Pension Act that came into force in 1998 after a complete overhaul of the old system requires that all wage earners and self-employed persons belong to a pension fund, which either operates according to law or has been approved by the Ministry of Finance. The main characteristics of the law are:

· definition of what entities are allowed to call themselves pension funds and receive mandatory contributions for pension rights. 

· minimum pension rights and forms of pension are defined.
· general requirements for operating pension funds regarding size, risk, international auditing and funding are defined. 

· guidelines and limits for the funds´ investment policies based on the risk diversification principle. 

To be able to legally call themselves pension funds and receive mandatory contributions, entities have to offer retirement pension until the time of death, disability pension and survivors pension. According to this definition, pension funds that had only provided defined contribution schemes with individual accounts before the 1998 reform had to change their regulation or move into the third pillar of voluntary pension saving. Therefore all pension funds that receive mandatory contributions, and thus belong to the second pillar, have some form of risk sharing between members.

In order to accquire pension rights the mandatory payment is at least 10% of wages and salaries, now generally 11%. Special legislation, wage contracts, employment contracts can then decide the form of payment, including how it will be split between the employer and the employee, the general division now being 4% for employees and 7% for employers. 

The contribution can be divided into two parts. The first part goes towards acquiring pension rights which, for a 40 year period of contributions, should give a lifelong pension amounting to at least  56 % of wages during the contributions period. Similar conditions apply to minimum disabiltity and survivors pensions. The second part can go towards acquiring additional pension rights, including defined contribution schemes with individual accounts. According to the Pension Act, banks, insurance companies, securities firms and pension funds can accept contributions in order to generate rights for both. The Internal Tax Directorate is the supervisor of of the mandatory payment of contributions. The Directorate, then sends information on the individuals that have failed to pay the mandatory contributions to the relevant pension funds for collection. 

The accumulatd pension rights in funds on the general labour market are price indexed. Similar arrangements are in the public sector, except the old Pension fund of State employees (B-Department) where the pension is linked to wages and salaries. All pension funds in Iceland  pay old age, disability and survivors’ pensions. The main rule is that members can begin to withdraw old-age pensions at the age of 67. It is, however, possible to start withdrawing pension as early as 65, but then with a reduced benefit, or as late as 70 with additional benefits.

The law stipulates that membership of pension funds will in general be defined in general wage contracts or in special legislation. Provided that the regulation of the fund in question permits it, people not covered by this are free to choose their pension fund. A special fund operated according to specific legislation is obliged to accept all people who are active on the labour market and do not belong to other funds. Employees are free to choose their provider of additional pension rights, i.e. rights in excess of the 56 % minimum mentioned above. 

Voluntary private pension saving- pillar three. As part of a general pension reform in 1998, the legislation on tax incentives for voluntary private pension saving was adopted. The reform made it possible for employees to deduct from their taxable income a contribution to authorised individual pension schemes of up to 2 % of wages. In such cases the employers contribution is  0,2 % of wages. That was financed by lowering the social security tax to an equal degree. In 2000 the deduction was increased to 4% and the employers contribution to 0,4 %. Employers have agreed in wage settlements to contribute 2% to voluntary pension saving if the employee matched the amount with the same percentage. The total contribution can therefore be 6 %.
 Authorisation has to be aquired by the Ministry of Finance in order to be able to provide such pension schemes. In most cases they are defined contribution individual accounts. The pension saving can not be distributed until the age of 60 and has to be paid in equal instalments over a period of at least seven years, according to article 11 of the Pension Act. 
  They pay out the accumlulated savings of those who die or become disabled before they reach retirement age, and old-age pensions of retirees who decide against a life-long pension are paid out much earlier than by mutual pension funds. 
Defined-contribution system and defined-benefits system
There were 46 pension funds in Iceland in 2005, thereof 14 funds with employer guarantee and 32 without employer guarantee. That shows that the majority of Icelandic pension funds are broadly based on the defined-contribution system. The pension funds that are based on the defined-benefits system are funds that are guaranteed either by local or central governments, municipalities or banks. In the case of the Icelandic system only governments guarantee the defined-benefit funds. These funds are exempt from the requirement of full funding.  
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All pension The State

funds Employee

Amounts in billion ISK Total Pension Fund

Mutual insurance divisions 1.114,1 223,2

  Pension units schemes 500,6 67,5

  Final salary schemes 232,3 155,7

  Age based units scheme 100,8 0,0

  Pension units and age based schemes 280,4 0,0

Personal pension schemes 105,4 4,3

Total 1.219,5 227,5

Number of pension fund members 181.393,0

  Thereof members of defined benefit schemes 11.359,0

   As a % of the total 6,3 

Source: The Financial Supervisory Authority

Net assets broken down by pension schemes

Figures at year-end 2005


Even though there is a significant difference between these two systems regarding the level of contributions and benefits, it can be difficult to divide the Icelandic private sector funds exactly into either of the two systems. The ordinary private sector funds are similar to defined contribution funds in the sense that contribution levels have in most cases been stable for a long time at 10%. But there are no individual accounts and the investment risk is borne collectively by the members of the funds. Also, the funds aren´t exactly “fair” among its members. Actually, they have a high degree of solidarity and co-insurance since the relation between contributions and rights to benefits is in most cases the same for young and old, men and women, those with spouses and children and those without. Furthermore, a lifelong old age pension is guranteed in all cases. The fund´s regulations then define the benefit level in every period. 

There can be a considerable difference between benefit levels of pension funds. As mentioned earlier, there is a difference between funds with employer guarantees and others. In guaranteed funds the benefit level is usually higher. Secondly, there are differences between the old (B-department) new (A-deparment) public sector schemes. Thirdly, the benefit level of ordinary private sector funds will eventually depend on their returns on investment, which will in turn be variable between individual funds. 

The Pension Fund of State Employees is the biggest public sector pension fund in Iceland and the only defined benefit pension plan in Iceland. The total contribution of the A-department of the fund, which is the new fully funded scheme, is currently 15,5 % of total salaries. Thereof, the employee pays 4 % and the employer 11,5 %. The employer, the State, bears the investment risk since the benefit level of the fund is fully defined. Therefore the employer´s contribution will be variable. In the old B-department the contribution rate is 10 % of wages, whereof the employee pays 4%. In the end the government will pay into the fund whatever is needed for meeting current pension payments. 

In the beginning of 1997 a new law was passed on LSR. Acccording to them, all new employees become members of a new divison in the fund, but older employees were able to choose which divison they would be a member of. Benefits are more than the contributions and then the State pays the difference. The new division will be fully funded. 

There are three systems for the accumulation of pension rights. First there is a system where members earn points based on the amounts they pay in contributions. Most private sector funds and the A-department of the public fund use this particular system. This system is one way of calculating the pension benefits, since equivalent percentages of the contribution base could be used. Moreover, pension rights in private sector funds will ultimately depend on the return on their assets, as discussed below. In the B-department of the public sector fund, members can earn pension rights that are a certain percentage of fixed salaries. 

Summary
· The Icelandic pension system is a hybrid between a defined-benefit and defined-contribution system. 
· The balance between defined-contribution pension plans and defined benefit plans are approximately 80 vs 20.

· Little more than 6% of the pension funds’ members belong to a defined-benefit pension plans.
· There has been a trend towards a defined-contribution pension plans in Iceland, but the phase is slow.
· The 1998 reform of the pension system of employees in the public sector was a political move from defined-benefit pension system towards a defined-contribution system. The tax incentives for voluntary pension saving established as a part of the 1998 reform was a similar move. 
Chapter 2: 
Demographic trends and retirement behaviour
Introduction

The central determinants of old-age retirement system costs fall into three main categories: 
· Demographics, 
· Economics and 
· Law. 
Demographic considerations encompass fertility, mortality and migration. Economic considerations include productivity growth and asset returns, as well as the structure of labour markets and economic opportunity. Legal considerations include the rules governing public pension benefits, early retirements rules and taxes and regulation of pension markets. (Retirement in the Nordic Countries; Tema Nord, page 32). 

In this chapter the focus is on the main demographic factors affecting the development of the pension system in the past, at present and in the future.

Demographics and labour market participation

Iceland faces smaller problems due to the ageing of the nation than most developed European countries. There are several reasons. Firstly, the Icelandic nation is younger and will remain so during the middle of the twenty-first century, due to high fertility rate. 

Secondly, labour participation rates of the elderly are also higher than in most developed countries and the effective retirement age is higher. The reason is that public pensions are not paid before the age of 67 and regulations governing the pension funds do not give any incentives for early retirement. Information from tax declaration show that Icelandic pensioners are more active on the labour market  than other Nordic pensioners and also compared to pensioners in OECD countries in general. The activity difference between Icelandic pensioners and pensioners from other countries has, however, diminished, but the gap is still considerable. 
Thirdly, and probably the most important reason for future prospects, mandatory membership of fully funded pension funds will reduce the public pension burden of future generations. (Már Guðmundsson, The Icelandic Pension System, NAPF, Janury 2001). 

Tables 2.1  and 2.2. below provide key figures for Iceland, such as population, dependency ratios, labour force participation, unemployment etc. Those figures are supposed to give a broad outline of the Icelandic demographics at present and how the system has developed over the past two decades. In Table 2.1, there is also a forecast of the total population and its age division in 2040 done by the Central Statiscial Bureau.
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Forecast

1985 1990 1995 2000 2005 2040

Population, thous 241,4 254,8 267,4 281,2 295,9 351,2

Changes, 5 years averages, %

   Population - 2,6 2,6 2,4 2,9 -

   Birth - 4,3 4,6 4,3 4,1 -

   Death  - 1,7 1,7 1,8 1,8 -

   Natural increase - 2,6 2,9 2,5 2,3 -

   Net migration - 0 -0,3 -0,1 0,6 -

Population - age structure, thous.

    Under 15 years 63,2 63,6 65,3 65,5 65,4 64,1

    From 15 years to 64 years 153,7 164,1 172 183,1 195,8 217,6

    65 years and over 24,5 27,1 30,1 32,5 34,7 69,5

Population - age structure, %

    Under 15 years 26,2 25,0 24,4 23,3 22,1 18,3

    From 15 years to 64 years 63,7 64,4 64,3 65,1 66,2 62,0

    65 years and over 10,1 10,6 11,3 11,6 11,7 19,8

Depency ratio, % 15,9 16,5 17,5 17,7 17,7 31,9

 

Total fertility rate 2,4 2,3 2,2 2,1 2,1 2,0

Life expectancy, average age

   Male - - 76,4 - 79,2 -

   Female - - 81,3 - 82,7 -

Mean retirement age, years

   Male - - - 67,2 - -

   Female - - - 65,2 - -

Current and Projected Average

Retirement Period, number of years

   Male 13,7 14 15,5

   Female 19,2 19,5 21,5

The Icelandic Population


The figures in the tables show clearly that Iceland has a population younger than the rest of OECD on the average. This difference will diminish gradually but even disappear altogether in the latter half of the current century. The explanatory factors behind this difference at present is still a rather young population and a relatively high fertility rates, but against it weigh such factors as relatively low mortality rates with increasing life expectancy  and a very low net-migration.

Improving health and better health services have led to an increasing life expectancy for children born in this country. The average life is getting longer every year. When the social security system was established in the late forties, the pensionable age was set at 67 years. At that time, the life expectancy of 65- year old men was 15 years and that of women 16.5 years. At present, this stands at 18 and 21 years respectively. 
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1985 1990 1995 2000 2005

Population, thous 241,4 254,8 267,4 281,2 295,9

 Thereof 15-64 years 153,7 164,1 172,0 183,1 195,8

Labour force, thous. 121,9 128,3 149,0 160,1 165,6

    Male - 69,6 79,0 85,1 87,9

    Female - 58,7 70,0 75,0 77,7

 

Labour force, % of population 50,5 50,4 55,7 56,9 56,0

Labour force, % population from 15-64 79,3 78,2 86,6 87,4 84,6

 

Labour participation by age groups, %

    16 - 24 years (first year 1991) - 59,5 61,7 71,6 77,1

    25 - 54 years - 90,1 92,5 92,2 89,7

    55 - 64 years - 87,2 88,7 85,7 86,1

    65 and over - 27,6 25,1 19,7 17,4

Unemployed, thous 1,1 2,3 7,2 3,7 4,3

Unemployment rate, % of labour force 0,9 1,8 4,8 2,3 2,6

 

 

The Labour force, participation, unemployment and retirement


Summary:
· The average length of employment periods in Iceland is high compared to other industrialized countries, or around 40-45 years on the average. The average retirement period is estimated as 14 years for males and 19,5 years for females at present. 

· Labour participipation in the age group 16 – 24 years is high in Iceland or little more than 77% in 2005. The average starting age is estimated to be around 20 years plus.
· The official retirement age of the public pension system is 67 years, but the mean retirement age was estimated 67,2 years for males in the year 2000 and a comparable figure for females was 65,2 years. 

· Members of pension funds can begin to withdraw old-age pensions at the age of 67. It is, however, possible to start withdrawing pension as early as 65, but then with a reduced benefit, or as late as 70 with additional benefits. Private pensions with a tax deferral can be withdrawn from the age of 60 years. 
Chapter 3: Tax treatment and life cycle period
Fundamental points concerning the acquisition of pension rights:

a. Social security benefits are funded by the State Treasury through revenues generated by payroll taxes.

b. Mandatory insurance of pension benefits is financed by the insured themselves and by their employers.

c. Voluntary pension savings or supplemental pension savings schemes are based on Act no. 129/1997. 

d. Pension insurance or investment plan insurance.

e. Pension obligation or rights vis-à-vis employer. 

f. Pension funds are fully exempt from taxation of their entire revenues pursuant to Article 4, Item 6 of Act no. 90/2003, cf. Article 2 of Act no. 77/2006. 

Mandatory membership in pension funds and other forms of pension benefits.

The role of pension funds involves the receipt of contributions in exchange for the acquisition of pension rights, upon which a pension is then paid, in general, upon the fulfilment of specified requirements when the recipient has reached a specified age. The amount of pension paid is based on the rights that the pension fund member has accrued through contributions paid by himself and his employer, plus the return on the fund. Upon payment of contributions to a pension fund, a balance does not accrue in the same manner as with a bank account. Instead, specified pension rights are acquired; that is, the right to pension payments at a later time, according to the rules governing the pension fund’s operations. According to this, for tax purposes the payment from a pension fund is viewed, in its entirety, as a pension; it is not viewed as the payment of credit balance, on the one hand, and interest, on the other. 

The societal benefits of a powerful pension system for the good of the citizenry have been supported with direct and indirect tax incentives encouraging contributions. 

Pursuant to Article 1 of the current Pension Act, no. 129/1997, all employees and employers or self-employed persons are obliged to ensure their pension rights through membership in a pension fund from 16 years of age until 70 years of age. Contributions towards pension benefits shall be determined in special legislation, in collective bargaining agreements, in an employment contract, or by other comparable means. The mandatory minimum contribution is 10%, which shall be paid on the contribution base; that is, the further defined total salary of the employee or the amount of the estimated salary described in Article 7, Item A (1), Paragraph 2 of Act no. 90/2003, cf. Tax Board ruling no. 245/2003, which pertains to the definition of total salary with respect to tax deductions. A mandatory minimum contribution of this sort can be traced back at least to the year 1974. Mandatory contributions are required both of employees and of employers and self-employed persons who calculate an estimated salary. The employee generally pays 4%, while the corresponding contribution from the employer is generally 6% of the total salary. 

The investment policy of the public pension system is stipulated in Act no. 129/1997. 

The Act contains provisions concerning minimum insurance benefits in a joint insurance fund, on the one hand, and the allocation of contributions for supplementary insurance benefits upon fulfilment of the minimum insurance benefit requirement, on the other. It is possible to choose from among various investment policies within the individual pension savings scheme. 

Mandatory membership in public pension funds has been in effect since the end of the 1960s. 

Voluntary regular contributions to investment plan insurance or pension insurance are forms of pension savings that have once again drawn the attention of contributors. 

To some degree, however, employers will continue to take on independent retirement obligations vis-à-vis their employees. 




Taxation of retirement income and pension benefits

Provisions for the taxation of retirement income and pension benefits can be found in Article 7, Item A (1) of Act no. 90/2003. The second sentence of that item states as follows: 

 “This includes, for example, any sort of severance pay, regular stipends or subsidies received as a form of salary, remuneration for committee participation, remuneration for participation in boards of directors, retirement income, and pension benefits …” 

It is also stated that if an agreement has been made concerning the division of old-age pension benefits, as is described in Article 14, Paragraph 3 of the Pension Act, no. 129/1997, those pension benefits shall be considered the income of the recipient. 

Note the three-month rule on the Government employees’ pension fund. 

Article 8, Paragraph 2, Item 6 of the Act on Taxable Interest, Discounts, and Capital Gains states the following: 

 “Interest, indexation, and other returns on pension savings pursuant to the Pension Act shall be considered as pension income according to Article 7, Item A at the time such payments are remitted.” 

Paragraph 2, Item 5 states: 

 “Interest, dividends, and other returns on pension insurance and individuals’ investment plan insurance through life insurance companies shall be considered as income at the time such payments are made, except to the extent that pension insurance and investment plan insurance benefits are taxed as income in accordance with other provisions of this Act.”

The brochure issued by the Directorate of Internal Revenue in the year 1997 states the following on this point: 

Taxation of investment income — explanations and instructions: 

1.1.11. Income from pension insurance and investment plan insurance

Interest, dividends, and other returns on pension insurance and individuals’ investment plan insurance through life insurance companies shall be considered as the insured’s investment income at the time payment takes place according to the agreement between the seller and the purchaser of the insurance, provided that the payment is not taxable in accordance with other provisions of the Act on Income Tax and Net Worth Tax; that is, when the payment takes the form of pension benefits or retirement income (emphasis by the Ministry). It does not matter whether the amount in accordance with the agreement is paid as a lump sum or over a longer period of time. 

Article 28 contains a list of that which is not considered income with respect to pension benefits and, in Item 1, states the following: 

 “Increase of assets due to inheritance, prepayment of inheritance, and bequests, provided that inheritance tax has been paid. This does not apply, however, to the portion of pension savings that reverts to heirs in accordance with the Pension Act.”
Furthermore, Item 5 states the following:

Employer contributions toward the acquisition of pension rights pursuant to the Pension Act 1). However, employer contributions toward the acquisition of pension rights shall be considered taxable income if the contributions paid by the employer or self-employed person, together with previously accrued pension rights and future pension rights, create the right to the payment of old-age pension benefits in excess of the average salary that has been paid during the last five years, assuming that pension benefits will be remitted in equal payments beginning at age 65. (1) 

 In assessing accrued pension rights, it is necessary to calculate the sum of the accrued rights in the pension fund insurance departments, according to the Statutes of each pension fund, based on the assumption that the pensioner will begin drawing benefits at age 65. Furthermore, it is necessary to calculate the sum of the accrued rights in individual pension funds and convert them based on the assumption that pension benefits will be remitted in equal payments for 17 years, beginning at age 65. (2)
 In assessing future pension rights, it is necessary to assume that payments to the pension fund insurance department will continue until age 65 at a rate of 10% of the average salary for the last five years, and that the payments create pension rights equivalent to 1.2% of that average salary for each year. In calculating accrued individual pension rights, a rate of return of 3.5% shall be assumed. (3)
 If, in collective bargaining agreements, an agreement has been made concerning contributions to a pension fund or to parties listed in Article 8, Paragraph 3 of the Pension Act, 1) or if such contributions are stipulated by law, they shall never be considered taxable income. (4)
 The Minister may, in a Regulation, stipulate further provisions concerning the implementation of this item, including what information may be required of employers, self-employed persons, and employees for the purposes of implementing this provision. (5)
Taxation of retirement income

Retirement income and pension benefits are taxed in the same manner as all other taxable income according to Article 7, Item A (1). The following deviations from this rule shall apply, however: 

Article 70, Item 2, Paragraph 3 of Act no. 90/2003 states the following concerning those who bear limited tax liability:

 “Income tax for the retirees and pensioners discussed in Article 3, Item 2 shall be calculated from the income tax base according to Article 66, Paragraph 1, Item 1 with respect to the personal deduction according to Article 67, Item A. The personal deduction shall, in these instances, only be deducted from the income tax on retirement income and pension benefits for the party in question, and any unused portion of that deduction shall only be allocated to the payment of municipal income taxes on the same income. The portion of the personal deduction that is still unused shall be cancelled, and it is not transferable between spouses unless they are both retirees or pensioners and fall, in other respects, within the provisions of this paragraph.”

Net worth tax:

Net worth tax was repealed beginning with the tax levy for the year 2006, cf. Act no. 129/2004. 

According to earlier legislation, however, the following provisions, inter alia, were used to determine what was or was not considered an asset. Article 74, Item 2 therefore stated: 

 “The right to retirement income, pension benefits, support subsidies or other such temporary payments that are linked to specific individuals.” 

Obligation to provide information

Parties that remit payments such as those discussed here are required to provide the tax authorities, voluntarily and without remuneration and according to an advertisement by the Directorate of Internal Revenue, with information in the form determined by the Director of Internal Revenue. Article 92, Paragraph 1 states as follows: 

 “All those who have engaged persons who render services to them and who pay those persons a salary for such work, including profit-based commissions, motor vehicle allowances, rent allowances and all other forms of benefits and perquisites, retirement income, severance pay, and pension benefits …” 

The cancellation of tax levies for old-age and disability pension recipients, cf. Article 10 of Act no. 125/1999 on the Affairs of the Elderly.

A fee paid to the Construction Fund for the Elderly shall be assessed of the following persons, cf. Article 10:

1. Those aged 16 to 70 years. 

2. Those whose income exceeds a specified limit each year. 

The fee shall not be assessed, however, of recipients of old-age and disability pensions who are under 70 years of age and who live in residential nursing homes. 

Withholding tax liability

The liability for deduction of withholding tax, cf. Article 2, Item (a) of Act no. 45/1987, includes taxable personal income pursuant to Article 1 and Article 3, Item 1 of Act no. 90/2003, with consideration given to deductions pursuant to Article 30, Paragraph 1, Item A (2-5) of the latter Act. 

According to Act no. 45/1987 on the Withholding of Public Levies, taxes shall be withheld from retirement income and pension benefits at the time of disbursement, cf. the second sentence in Article 5, Item 1 of that Act. 

Payroll tax

According to Article 3, Paragraph 2, Item 5 of Act no. 113/1990, revenues generated from the remittance of general payroll tax, in excess of the amount allocated in Items 1-4, shall revert to the Social Security Institute in order to fund pension and accident insurance for the social security scheme according to rules set by the Minister of Finance in a Regulation. 

Those required to pay the payroll tax according to Article 4 are all those who remit or estimate payments that are considered as salary, cf. Section III of the Act. 

In Article 4, Paragraph 4, it is emphasised particularly that, if the Social Security Institute has approved an application for social security insurance in this country, pursuant to Article 9 of Act no. 117/1993, it is permissible to receive payment of the payroll tax and thus fulfil the requirements set forth the Social Security Act concerning the payment of that tax. 

The payroll tax base is discussed in Article 6 of the Act, cf. Articles 7, 8, and 9. 

Exemptions from the payroll tax base according to Act no. 113/1990 include retirement income and pension benefits, cf. Article 9, Item 1 of Act no. 113/1990. 

The minimum payroll tax base for an employer or a self-employed person shall not be less than ISK 748,224 for the entire year, cf. Article 6, Paragraph 3 of Act no. 113/1990. 
Note that the employer contribution to a pension fund is considered part of the payroll tax base, cf. Article 7, Item 1 of Act no. 113/1990. 

The payroll tax is considered an operating expense pursuant to Article 31, Item 1, cf. Article 17 of Act no. 113/1990. 
In existence was an increased deduction from the payroll tax base for the employer contribution for supplementary employee insurance benefits up to 10% of the employee’s contribution portion, never to exceed 0.2% of the payroll tax base, cf. Article 1 of Act no. 148/1998. 

Source of revenues: 

The Pension Act, no. 129/1997, covers all pension funds. The Act requires obliges all employees and employers or self-employed persons to guarantee their pension rights through membership in a pension fund from the age of 16 years until 70 years of age. Minimum pension contributions shall amount to at least 10% of the contribution base.

The fundamental principle concerning the minimum contribution to a pension fund pursuant to Article 2 can be found in Article 3 of the Act, according to which the contribution shall be calculated from the total of wages paid plus remuneration for any type of work, task, or service.

More specifically, the contribution base shall be comprised of all types of wages or compensation for work that is subject to income tax pursuant to Article 7, Item A (1), Paragraph 1 of Act no. 90/2003 on Income Tax and Net Worth Tax, as well as income pursuant to Article 7, Item A (1), Paragraph 2 
and Article 7, Item A (2). 

The following are exempt, however:

a) benefits that are paid in kind, such as clothing, food, and housing;

b) payments that are intended as reimbursement for the outlay of funds, such as motor vehicle allowances, per diem allowances, and food allowances; 

c) retirement income and pension benefits shall not be considered toward the contribution base.

Article 5, Item (d) of Act no. 88/2003 on the Wage Guarantee Fund states as follows:

 “A pension fund’s claim for contributions that have become due and payable during the period of liability, cf. Article 4. The liability shall be limited to the 10% minimum contribution and up to 4% of the contribution base according to agreements concerning supplementary insurance benefits, cf. Articles 2 and 9 of the Pension Act, no. 129/1997, and provisions in collective bargaining agreements. The Minister shall, in a Regulation, stipulate further concerning the conditions pertaining to the Fund’s liability for contributions, including monitoring of their payment and collection.”
Taxation of pension funds

Article 2 of Act no. 77/2006 removes all doubt concerning pension funds’ exemption from taxation, cf. Article 71, Paragraphs 4 and 5 of Act no. 90/2003. 

Tax deductions

Employees

Income tax

A direct authorisation for a tax deduction due to mandatory pension fund contributions, which had been in effect, was revoked in the year 1987 with Act no. 49/1987, which entered into force on 1 January 1988. That authorisation had been in effect since the passing of Act no. 74/1921 on Income Tax and Net Worth Tax. 

The current authority to calculate deductions from taxable income not generated by commercial activities can be found in Article 30, Paragraph 1, Item A, Points 4 and 5 of Act no. 90/2003, which authorises a deduction not to exceed 4% of the contribution base for payment to mandatory joint pension funds, plus a deduction of up to 4% for payments made to individual pension funds for the purpose of acquiring increased pension rights. This deduction for the guarantee of pension rights was re-enacted with Act no. 30/1995. 

The deduction according to the cited Point 4 covers salaried employees, while a comparable provision in Point 5 covers employers and self-employed persons who are required to calculate their salary. 

The requirement for the deduction is that contributions be paid on a regular basis. 

Tax withheld at source

It is permissible to reduce the income tax deducted at source from predetermined wages and salaries for interim payment of income taxes and municipal taxes, cf. the above description. This applies equally to salaried employees and to employers and self-employed persons who calculate their salary. 

Operating expenses

Legally or contractually required employer contributions for the purpose of acquiring pension rights for employees in a pension fund can be considered a deductible operating expense, cf. Article 31, Item 1, Paragraph 1 of Act no. 90/2003, cf. Article 7 of Act no. 86/2000, provided that the pension funds receiving the contributions operate in accordance with the provisions of the Pension Act. 

When earlier legislation was in force, there were several cases that tested the interpretation of the term “operating expenses,” as it is expressed in Article 31 prior to the amendment contained in Article 7 of Act no. 86/2000. In this context, it is worth mentioning the Supreme Court judgment of 7 December 1995 in Case no. 247/1993, the conclusion of which contains the following statement: 

 “The amount of money of which the appellant demands deduction from his revenues for the year 1997, and which is the subject of this case, involves a contractual obligation with one employee and primary shareholder in the company concerning the payment of retirement income direct from the company’s funds in the future. There was no question here of contributions to a special retirement or pension fund, and no payments in accordance with this obligation had become due and payable or had taken place. The calculation of the amount of this obligation was carried out unilaterally by the appellant, and various points pertinent thereto are subject to debate and uncertainty. The Court cannot agree that the stipulations in special legislation concerning entries in a company’s annual financial statements can be decisive in the interpretation of the substantive rules contained in Article 31, Paragraph 1, Item 1 of the Act on Income Tax and Net Worth Tax; neither can such a conclusion be drawn from Article 91 of that Act. In view of the above characteristics of the obligations of the appellant and the calculation of that obligation, it is concluded that there is no substantive reason to include it among operating expenses for the year 1987 in the sense of Article 31, Paragraph 1, Item 1. Neither do other provisions of the law contain the authority to use that obligation as a deduction from company revenues.”
According to this judgment, it is possible to conclude that the payment of retirement income from the employer’s funds must be due and payable or must already have taken place. 

The Supreme Court judgment of 31 May 2001 states the following concerning the use of employer pension contributions as tax deductions: 

 “It should be borne in mind that mandatory employer contributions to retirement and pension funds are, in general, considered as operating expenses, which are deductible pursuant to Article 31, Item 1 of Act no. 75/1981, cf. the Supreme Court judgment of 19 December 1996, in Case no. H.1996.4248.”
The judgment in the cited Case no. H.1996.4248, which addressed the authority to deduct the employer portion of the pension contribution of a self-employed person, states as follows: 

 “According to the foregoing, it is the fundamental principle in tax law that all levies for the purpose of generating , guaranteeing, and maintaining revenues shall be deductible from the revenues of an employer or a self-employed person. All exceptions from this principle must be clear and unequivocal. In this respect, the law makes no distinction between companies as regards their operational form. In this instance, it must be borne in mind that the defendant was required to contribute to a pension fund from his revenues, and such mandatory employer contributions are considered operating expenses. The Court is in agreement with the District Court conclusion that the employer contribution paid by the defendant to his own pension fund shall be considered an operating expense for which a deduction can be claimed.”
The payroll tax is considered an operating expense pursuant to Article 31, Item 1, cf. Article 17 of Act no. 113/1990.

Tax rates

Withholding tax rates for the year 2006 are as follows: 

Individual income tax 23.75%

Individual municipal tax 12.97%

The income tax rate for children born in 1991 or later is 4% of income in excess of ISK 98,528. 

The municipal tax rate for children is 2% of income in excess of the above-listed income threshold. 

The withholding rate for income tax and municipal tax totals 36.72%.

The investment tax rate is 10%. 

Retirement income and pension benefits are considered taxable income at the time they are paid pursuant to Article 7, Item A (1), Paragraph 1 of Act no. 90/2003 and are taxed at the general tax rate no matter how they have been invested, cf. Article 66, Paragraph 1, Item 1 of the cited Act, no matter whether they are paid to the pensioner himself or to his heirs pursuant to Act no. 129/1997. 

The same applies to individual pension savings. Tax Board ruling no. 1157/1998 states as follows: 

According to Article 7, Item A (1) of Act no. 75/1981 on Income Tax and Net Worth Tax, retirement income and pension benefits are specified as taxable income. The above includes a discussion of the individual pension arrangement and of the main points that are contained in Act no. 129/1997 and are pertinent to that arrangement. It is clear that the legislature considers individual pension savings of this sort as pension rights and that the pension fund that is involved in the present case and is approved by the Ministry of Finance is considered a pension fund in the sense of the law, and the individual pension arrangement shall make no difference in this respect. Furthermore, the previously mentioned comments on the legislative bill that was enacted as Act no. 129/1997 contain unequivocal statements about the legislature’s position on the tax treatment of the pension savings under scrutiny. When the above discussion is taken into account, and when consideration is given to the fact that the tax deduction arrangement proposal for pension funds pursuant to the above-described legal provisions includes, according to law and to tax practise, proposals for pension savings such as those under discussion here, it is necessary to conclude that the payments totalling ISK 151,200, which a plaintiff received from the Frjálsi lífeyrissjóður pension fund in the year 1996, must be classified as pension benefits in the sense of Article 7, Item A (1) of Act no. 75/1981 and must therefore be considered taxable income received by the plaintiff. The plaintiff’s claim in this case is therefore rejected. 

Interest, dividends, and other returns on voluntary pension insurance and investment plan insurance shall be considered as income at the time such payments are made, except to the extent that pension insurance and investment plan insurance benefits are taxed as income other than investment income (that is, the payment is considered to take the form of pension benefits or retirement income), in accordance with the provisions of income tax legislation. 

Retirement income rights paid by a previous employer and all accrued returns thereon shall be taxed as ordinary earned income, cf. Tax Board ruling no. 399/2001. 

The employer’s contribution to the acquisition of employees’ pension rights is not considered taxable income, cf. Article 28, Item 5, Paragraph 1, Sentence 1 of Act no. 90/2003, provided that they do not exceed further defined limits contained in that provision. 

i. The employee deduction for contribution to an individual pension fund shall be a maximum of 4%, plus a maximum of an additional 4% as contribution to supplementary pension savings or an individual pension fund, pursuant to Act no. 129/1997. Concerning the preconditions for this deduction, however, Tax Board ruling no. 78/2002 states as follows: 

It is clear, based on the wording of the concluding provisions in Article 30, Paragraph 1, Items A (5) and (6) of Act no. 75/1981, that the deduction is subject to the requirement that contributions be made regularly. Despite the above-mentioned amendment, which occurred during Parliamentary handling of the legislative bill that was enacted as Act no. 141/1997, it must be concluded that it is necessary to interpret the discussed conditions contained in the concluding provisions of Article 30, Paragraph 1, Items A (5) and (6) of Act no. 75/1981 in a manner consistent with the primary objective of Act no. 129/1997; that is, to strengthen the operational basis for the pension fund system, thus strengthening pension fund membership and payment of contributions to such funds. The discussed amendment eliminated the link with the fundamental principle in Act no. 129/1997 relating to monthly contributions, and given the way in which the amendment came about, it is not possible to interpret the discussed conditions as meaning that the contributions must take place on a monthly basis. As a result, it is concluded that it is not possible to interpret the stated conditions concerning regular payments more strictly than to make the minimum requirement that pension fund contributions be made regularly for each completed income year prior to the filing deadline for that year, cf. Article 93 of Act no. 75/1981 and the pertinent decision of the Directorate of Internal Revenue at any given time. 
ii. A deduction is authorised for mandatory contributions to a pension fund that operates in accordance with the provisions in Section III of Act no. 129/2006. A deduction for supplementary savings is authorised for contributions made to the parties listed in Article 8, Paragraphs 3, 4, and 5 of Act no. 129/1997. Individually determined measures that are adopted with regard to investment plan insurance or pension insurance and that fall outside the provisions of Act no. 129/1997 are not accompanied by any tax privileges. 

iii. No additional tax payments accompany employee or employer payments for the acquisition of pension rights pursuant to Act no. 129/1997, provided that the employer portion is, for example, consistent with the previously cited provisions contained in Article 28, Item 5, Paragraph 1, Sentence 1 of Act no. 90/2003. 

b. All mandatory contributions for the purpose of guaranteeing oneself pension rights are subject to the same rules. 

c. Retirement income and pension benefits are taxed as ordinary earned income, while investment income, including dividends on capital shares held and bond interest not generated by commercial activities, is taxed at a rate of 10%. 

d. The right to draw income determines the tax levy period, but in certain instances it is possible to expedite or delay the drawing of pension benefits, thus transferring pension income to years when income is lower. 

e. The maximum is 4% for joint pension funds in cases involving mandatory contributions and 4% for individual pension funds, cf. Article 30, Paragraph 1, Items A (4) and (5). 

f. Article 4 of the Pension Act contains stipulations concerning minimum insurance benefits. It is assumed that contributions will be paid for 40 years and that the pensioner will begin drawing benefits at age 70, so that the minimum contribution should guarantee the pension fund member monthly pension benefits of at least 56% of the monthly salary upon which contributions are based, for the rest of his life. The obligation to acquire pension rights generally concludes at age 70, and the pensioner must begin drawing (old-age) pension benefits no later than at that age. In general, however, it is assumed that the drawing of individual pension savings is permissible from age 60 and concludes at age 67, at which time pension benefits from the social security scheme begin. 

g. Pursuant to Article 14, Paragraph 1, Sentence 2, a pension fund may authorise members to expedite or delay the drawing of general pension benefits by up to five years during the period between ages 65 and 70. With regard to individual pension rights, it is permissible to begin drawing pension benefits at age 60, provided that two years have passed since contribution payments began. The disbursement of benefits may not take place over a period of less than 7 years, but only until age of 67 if that time limit is reached earlier. Furthermore, the so-called 95-year rule is in effect at several pension funds (biological age plus number of years worked); under this rule, members are permitted to begin drawing pension benefits when this requirement is met. 

h. The tax rate is the same, whether retirement income or pension benefits are paid out as a lump sum or distributed over time. On the other hand, it could make a difference as regards the utilisation of the personal tax deduction if payments are distributed over a longer period of time. 

i. Children have the right to children’s pension benefits until age 18 upon the death of a member of a joint pension fund. Individual pension savings, on the other hand, are inherited, and payments to children shall be divided into equal amounts that are, in general, payable until age 18. These payments are taxed as ordinary earned income of the child, cf. Article 6 of Act no. 90/2003. 

Chapter 4:
Balance between mandatory and voluntary

pension arrangement, level of public pensions and degree of freedom

The Social Security Scheme 

a. A co-ordinated social security scheme was implemented with the passing of Act no. 26/1936 on Public Insurance and is intended to guarantee pensioners minimum pension rights. This Act repealed, inter alia, Act no. 17/1909 on Public Old-Age Benefits. Article 46 of the former Act states the following with respect to old-age and disability pensions: A public pension fund shall be established, and it shall be named the Pension Fund of Iceland [Lífeyrissjóður Íslands]. Its role shall be to pay out old-age and disability pension monies in accordance with further stipulations contained in this section. Pursuant to Article 49 of the Act, all those legally domiciled in Iceland, and who are between the ages of 17 and 67 years, shall pay contributions to the fund. This mandatory payment of contributions was retained, inter alia, when Act no. 67/1971 replaced Act no. 40/1963, cf. Article 23 of the Act (32% of expenditures), or until it was revoked with Article 4 of Act no. 112/1972 amending Article 20 of Act no. 67/1971 on Social Security, when the general payment requirement of insured persons was revoked and placed upon the State (86%) and employers (14%). 

Pursuant to Article 10, Paragraph 1 of Act no. 117/1993 on Social Security, pension insurance now includes old-age pensions, disability pensions, age-linked disability allowances, income guarantees, supplemental income guarantees, disability subsidies, and children’s pension benefits. The cost of pension insurance within the social security scheme is now paid in full by the State Treasury, inter alia with Government revenues generated by payroll taxes, cf. Article 19 of Act no. 117/1993. 

b. The general rule, according to the current Act no. 117/1993, is that a person begins drawing old-age pension benefits from the social security scheme at the age of 67 years. Seamen, however, have the right to begin drawing old-age pension benefits at age 60 provided that they have worked as seamen for an average of 180 days per year for a minimum of 25 years. 

c. The basic pension benefit amount pursuant to Social Security Act shall be reduced by 30% of income in excess of ISK 853,397, cf. Article 11, Paragraph 2 of Act no. 117/1993. 

d. A person’s working life generally ends at age 67 in Iceland, and the drawing of pension benefits shall begin at that time pursuant to the Social Security Act. 

e. The importance of mandatory occupational pension arrangements lies in guaranteeing pensioners a minimum of 56% of the monthly salary upon which monthly pension contributions are paid, as a monthly pension benefit that shall last lifelong based on 40 years’ payment of pension fund contributions. Drawing of old-age pension benefits from a joint pension fund shall begin no later than at 70 years of age. Government employees are authorised to work until they reach the age of 70, cf. Article 43, Paragraph 2 of the Government Employees Act, no. 70/1996. 

f. Pension funds that replace the mandatory pension contributions pursuant to Chapter III of Act no. 129/1997 shall possess a valid operating permit, cf. Article 21, Paragraph 1, and shall be approved by the Minister of Finance, cf. Article 25 of the cited Act. 

g. Mandatory pension arrangements shall have priority, and an employee’s contribution of supplemental pension savings shall be determined by the financial position and the willingness of the employee in question. 

Chapter 5:  Issues of fiscal sustainability

5.1
Introduction

Retirement pensions have become a serious fiscal concern in most industrialised countries. Pensions are largely paid for from tax revenues and it is foreseen that contributions will need to be raised substantially during the coming decades. The reasons are that large age groups are now nearing retirement age, and that the populations of these countries live longer and have fewer children than in the past. The ratio of pensioners to people of working age will therefore rise substantially in the twenty-first century. 

5.2 Central Government Finances 1995 - 2005
The present situation. The development of  the Central Government finances has been positive in most respect over the past decade where the Treasury has been run with a surplus of 1% on the average as a percentage of GDP. The Government finances improved significantly in 2004 after a deficit in 2003 and then reached a record height in 2005, when the surplus amounted to 3.8% of GDP. The bulk of this high surplus in 2005 stems from indirect tax receipts on consumption and the sale of Iceland Telecom.  The estimate for 2006 points to a surplus for the third consecutive year  amounting to 2.3% of GDP.   

The net debt of the central government, excluding pension fund commitments, has greatly improved during the past decade. For the year 2006, net debt is estimated at the equivalent of 7.1% of GDP compared with 35 percent in 1995. 
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As percentage of GDP 199519961997 19981999200020012002200320042005 2006

Financial balance -2,5 -1,5 0,5 1,1 2,5 2,5 0,6 -0,6 -1,7 1,3 3,8 2,3

Gross debt 52,3 50,1 46,8 41,5 36,734,1 39,835,9 34,228,620,4 19,3

 

Net debt 35 35,3 33,5 26,4 19,619,3 23,119,2 19,8 18 7,9 7,1


The future prospects. In the fiscal budget for 2006, a four-year indicative programme for the next four years is presented, or up to the year 2009. Its main aim is to reflect a firm economic policy and to contribute to economic stability. A strong role is assumed for the fiscal policy in order to contain domestic demand when power project investments are at their peak and stimulate growth upon their completion. 

The main points of this program are as follows:

· A tight fiscal policy will be pursued. The average annual increase in government consumption is not to exceed 2 per cent in real terms and for transfer payments the limit is 2.5 per cent. 
· Government investment will be cut by 2 billion kronur in 2006 for the third year in succession. Investment will be increased again by 2 billion in 2007 and further by 2 billion in 2008. In addition, funds from sales proceeds of Iceland Telecom will be allocated in accordance with the Government’s decision.

Substantial amounts will be used to cut taxes in the first half of 2006-2009 period in accordance with the Government’s policy an for priority projects in the latter half of the period.

The main outcome of this medium-term programme is that the financial balance of the Central Government will be in red/deficit during the period 2007 – 2009 as follows:

% of GDP,  2006 prices
  2006

2007

2008

2009

Total expenditure

    29.8

  31.1

  31.7

  30.9

   thereof transfer payments *
    12.4

  13.0

  13.3

  13.1

Total revenue


     31.1
  30.5

  29.7

  29.5

Financial balance

      0.9

  -0.9

   -2.2

   -1.7

*
Children benefits are classified undir transfer payments. They will increase by more than 20% in 2007 which explains why the item transfer payments increases by 0.6% of GDP in 2007.

As mentioned earlier, one of the reason for such a large Treasury surplus in 2005 was the sale of Iceland Telecom. The proceeds from that sale have already been allocated in accordance with the Government’s decision. An import part of this decision is to repay foreign debt up to 20 billion kr. Also to deposit a certain amount with the Central Bank for the accumulation of interest and for subsequent use. Due to that, the annual interest cost on Treasury Debt are estimated to decline substantially, and the Treasury will receive interest income on its deposits with the Central Bank, thus improving its financial balance. 

5.3 Expenditures on different types of public pension

Pension benefits paid by the social security system. Several types of pension benefits are paid by the social security system as discussed in more detail in chapter 1.  Following are some statistical information on the development of those outlays over the last decade.
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expenditure   Beneficiaries

total C/D as % PopulationOld age Disability

Number m.kr. b.kr. % b.kr. % of population thous Number Number

1995 - 12.030 152,9 7,9 2,7 - 267 - -

1996 30.640 12.657 163 7,8 2,6 11,4 269 23.063 7.577

1997 31.677 13.501 159,6 8,5 2,6 11,7 271 23.901 7.776

1998 32.362 14.629 177,8 8,2 2,5 11,8 274 24.382 7.980

1999 33.308 16.056 198,2 8,1 2,6 12,0 277 24.635 8.673

2000 34.504 18.452 211,7 8,7 2,7 12,3 281 25.175 9.329

2001 35.449 19.456 240,9 8,1 2,5 12,4 285 25.669 9.780

2002 36.497 22.190 262 8,5 2,8 12,7 288 26.054 10.443

2003 37.843 26.121 288,4 9,1 3,2 13,1 289 26.644 11.199

2004 38.438 29.249 302,9 9,7 3,2 13,1 293 26.427 12.011

2005 39.447 30.899 324,2 9,5 3,1 13,3 296 26.692 12.755

Expenditure of pension

and disability benefits GDP


Steadily increase of claims for disability pensions over the past few years has created some worries for the public pension system. This development is also seen in the outlays of the occupational pension funds. This situation is is currently under serious discussion between the Government and the pension funds.
5.4 Pension contributions and taxation issue
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Total Pension  special contributions, net

  Public Occupational = tax base contributionscontributions  = tax deferral

B.kr. B.kr. B.kr. B.kr. B.kr.  

 

1997 13.501 12.409 25.910 26.261 4.710 21.551

1998 14.629 14.355 28.984 36.748 9.755 26.993

1999 16.056 16.276 32.332 49.007 15.991 33.016

2000 18.452 18.852 37.304 49.734 12.400 37.334

2001 19.456 22.184 41.640 62.712 18.839 43.873

2002 22.190 25.820 48.010 66.982 17.522 49.460

2003 26.121 28.677 54.798 73.565 20.572 52.993

2004 29.249 31.061 60.310 75.100 18.625 56.475

2005 30.899 34.879 65.778 87.006 17.340 69.666

Payments to beneficiaries


5.5 The fiscal sustainability of the voluntary pension system

Positive rate of return for three years in a row. In the year 2005, the return on pension funds’ investments was positive for the third consecutive year. The funds’ net real return was 13.2%, or only slightly below that of 2004, when it was 10.4%. All mutual insurance divisions and personal pension schemes showed positive returns in 2005. Those statements available from the pension funds indicate continuing good returns during the first half of 2006. Pension fund returns must be viewed in a longer –term perspective, as the returns of the past three years are very high in an historical context. Pension funds’ average real return during the past 10 years was 6.5%. At year-end 2005, the funds’ net assets were ISK 1.220 billion, or the equivalent of 122% of GDP. Contributions fell slightly in 2005 from those of 2004, or from ISK 87 billion to ISK 73.6 billion. Pensions paid during 2005 amounted to ISK 34.9 billion, as compared to ISK 31.2 billion in 2004. The funds’ disposable assets based on cash flow in 2005 amounted to ISK 487 billion as compared to ISK 455 billion the previous year. 

Fewer pension funds. At year-end 2005, there were 46 pension funds in operation. Of these, 36 are still fully operational, while 10 no longer receive contributions. The obligations of 12 of the 46 pension funds are guaranteed by another party, i.e. the state, a local authority or a bank. Many of the funds operate more than one division. 

Pension funds have been steadily decreasing in number in recent years; at year-end 1999, for example, they were 66 in number. Since larger funds can diversify their risk better and operate more efficiently, the reduction in the number of pension funds is a positive trend. There have been several mergers of funds over ther past few years. In 2004, the country’s third- and fourth-largest pension funds merged now remaining the third-largest at year-end 2005. The ten-largest pension funds owned 75% of the net assets of all pension funds at year-end 2005. 

Size of the Pension Funds – based on net assets at Dec 31st 2005


[image: image7.emf]Pension Fund of State Employees 227,5 18,7 18,7

Pension Fund of Commerce 191,0 15,7 34,3

Gildi Pension Fund 181,3 14,9 49,2

Sameinaði lífeyrissjóðurinn 71,9 5,9 55,1

Lífeyrissjóður Norðurlands 47,5 3,9 59,0

Frjálsi lífeyrissjóðurinn 44,8 3,7 62,6

Almenni lífeyrissjóðurinn 42,2 3,5 66,1

Söfnunarsjóður lífeyrisréttinda 41,6 3,4 69,5

Lífeyrissjóðurinn Lífiðn 33,4 2,7 72,3

Samvinnulífeyrissjóðurinn 28,9 2,4 74,6

Aðrir lífeyrissjóðir (36) 309,3 25,4 100,0

   

Total assets, net 1.219,5 100,0 


The fiscal sustainability. The actuarial position of pension funds without employer guarantees improved somewhat in 2005 from the year 2004. The main reason is a exceptionally good rate of return form their investments. At the end of 2005,  the position of 16 active nonguaranteed mututal pension funds out of a total of 38 was negative. One of those funds showed a deficit in excess of 10%, 3 had a deficit between 5% and 10% and 12 showed a deficit ranging from 0% to 5%. A total of 22 funds showed positive results up to almost 11%, thereof  10 funds exceeded 10%.   

The actuarial position of funds guaranteed by employers was almost the same despite favourable outcome of their portfolio return in 2005. Most of the latter funds, a total of 14, are, however, run with a considerable deficit  which needs rectification. Only one of them showed an actuarial position in balance at the year-end 2005.

Supplementary pension and personal pension savings. Pension funds, commercial banks, savings banks, securities firms and life insurance companies are authorised to accept premiums for pension savings and supplementary insurance cover in addition to the mandatory minimum coverage, in accordance with the provisions of the Act on Compulsory Insurance of Pension Rights and Activities of Pension Funds. At year-end 2005, there were 48 parties offering pension savings schemes and supplementary insurance cover: 18 pension funds, 3 commercial banks, 23 savings banks, 1 securities company and 3 life insurance companies. 

At the end of 2005, the accumulated pension savings in the custody of parties other than pension funds amounted to ISK 63 bn while those in the custody of the pension funds amounted to ISK 87 bn. Comparable figures for the year 2004 were ISK 29 bn and 82 bn. Total personal pension savings were therefore ISK 146 bn at year-end 2005 as compared to ISK 111 at year-end 2004.

Contributions to supplementary and personal pension savings amounted to almost 22 bn in the year 2005 compared to roughly 17 bn during the year 2004. Payments, however, are still very low or 1,2 bn in 2005 and almost the same amount in 2004.
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Assets, net GDP Assets assets, net assets as %

b. kr. b. kr. % of GDP b. kr.  of total assets

1999 31 628,5 4,9 518 5,9

2000 35 678,3 5,2 566 6,2

2001 43 764,9 5,6 645 6,6

2002 59 799,6 7,4 679 8,7

2003 83 827,9 10,0 824 10,1

2004 111 916,8 12,1 987 11,2

2005 146 996 14,7 1.220 12,0

 

Supplementary pension funds All pension funds


5.6 Summary
Although the number of elderly people in Iceland will also rise relative to the population of working age, this is less cause for concern than in many other countries. There are two main reasons as already mentioned in Chapter 1. One is that the projected change in age distribution is less marked than in comparable European economies, because of Iceland’s higher birth rate and retirement age. Second, Iceland’s pension system is for the main part based on each individual saving a portion of his or her wages in a fund that is later used for paying the pension. Therefore there is no need to increase taxation even though the proportion of pensioners increases. (Monetary Bulletin 2005:4; Pension funds – future prospects and uncertainties; GG og KB; page 85)

The latter reason is of a great importance from the public finances point of view.  Some recent analysis (Stefánsson) even represent an outcome showing that the pensioners are going to contribute higher amount of money to the Treasury in form of taxes than the Treasury is going to pay them in form of a public pension. In short, the financial situation of the Icelandic pension funds as a whole, both presently and the near future does not seem to the same loooming threat for the public finances of many economies, both in and outside Europe.

Public finances and the future pensioners

Estimates, % of GDP
Transfer payment of public pensions

2004
2,3%
2040
1,3%

Health care expenditure due to old age
2004
3,0
2040
4,8%

Total





2004
5,3%
2040
6,1%

The tax share of elderly


2004
4,7%
2040
8,6%

Net balance




2004
-0,6%
2040
2,5%

Pension funds – Future prospects and uncertainties. By the end of 2005 Icelandic pension funds held assets of almost 1.220 b.kr. while the GDP the same year amounted to little less than 1.000 bn. kr. Contributions to pension funds are still far in excess of payments from them. Pensioners are few in proportion to working fund members, and most have only paid contributions from their total income for part of their working life and are therefore entitled to relatively small benefits. Furthermore, funds receive income on their investments. Their assets therefore look set to increase substantially over the coming years, unless equity prices slump. 

The number of old-age pensioners is expected to rise relative to the working-age population and their benefit levels will be higher. 

According to a report by the Financial Supervisory Authority , the fund’s assets and expected contributions from current members will not entirely cover their future commitments. The main shortfall is faced by funds with employer guarantees, namely in the public sector, although these also have sizeable assets. On the whole, however, Icelandic pension funds face only a minor challenge compared with the problems looming over the systems of most advanced countries.

Iceland’s success in resolving its pension fund issues ca be attributed to mandatory saving. From 1990 to 2004, mandatory pension savings generally amounted to 10% of occupational income, but contributions have now widely been raised by a further 1% or 2% of wages. Furthermore, for employees who pay 2% into a supplementary pension savings plan, the employer’s matching contribution has also been raised to 2%, so tha most people may be expected to tak part in such schemes. Interestingly, notwithstanding all the monetary savings made through the pension fund system, the level of national saving in Iceland is low compared to other countries. 

Future prospects for the pension funds are contingent upon factors including the age distribution of members and their life expectancy. Also on interest rates development, the inflation and currency fluctuations which are the driving factors behind the pension funds’ returns on their assets. Pension rights are price-indexed and indexed bonds have hitherto accounted for a large share of the funds’ asset portfolios. Wage changes, especially those of real wages which are dependent of changes in productivity, are also an important factor. In a system where contributions are a fixed percentage of lifetime earnings, pensions will be a small percentage of the wages of the employed if productivity increases strongly. The arrangement of the pension rights also plays an important role, i.e. will the pension funds offer their members equal rights/fixed level of benefits or age-related benefits in the future. Until the year 2004 the majority of pension funds had offered their members  equal rights/fixed level of benefits or age-related benefits, but there was a sharp turn-around in that in the direction of age-related benefits. (Stefánsson)

The future outlook of the three pillars system. It has been suggested that means-testing will wipe out the supplementary public pension for most people who have paid into occupational pension funds during their working life. Based on the recent trends, the retirement income in the future will be based on three different pillars than it is now, which are relatively small public pension, dominant mandatory funded pension schemes and voluntary private pension saving with tax incentives. The role of the tax-financed public pension system will therefor diminish. 

The following table was found in a recent report on the future of the Icelandic pension system published by the Confederation of Employers. It shows in nutshell how pension payments from the occupational system will increase in the coming years while the expenditures of the social security system in forms of pension payments will diminish. 
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2040 99,2 32,9 75 25
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Chapter 6: 
International mobility of labour and capital

a. All pension funds that receive contributions from employed persons in Iceland must have a license from the Ministry of Finance and fulfil obligations that are stated in the Pension Act, no. 129/1997. Because the pension funds that operate the mandatory pension scheme must be monitored by the Financial Supervisory Authority in Iceland, the pension fund must be located in Iceland and operate according to Icelandic law. 

But if a pension fund operates a voluntary pension scheme, it is not required to be situated in Iceland if it fulfils requirements stipulated in the Pension Act. The requirements are that these pension funds be established and licensed in another state of the European Economic Area or member state of the European Free Trade Association treaty. This also applies to commercial banks, saving banks, and securities undertakings and life insurance companies. 

This means that a person resident in Iceland can pay tax-privileged pension contributions to such institutions if they fulfil the above-mentioned requirements. With regard to states that are not in the European Economic Area or member states of the European Free Trade Association treaty, the Icelandic Government has made several double taxation treaties with these states, including the United States and Norway.

As regards voluntary pension schemes, a person resident in Iceland enjoys equal possibilities of tax-privileged pension contributions to domestic or foreign pension institutions. This non-discrimination derives from Article 8(4) and 8(5) of the Pension Act. Act no. 70/2004 amended the Pension Act no. 129/1997 and introduced the said Articles 8(4) and 8(5) of the Pension Act.
 This amendment was adopted by the Icelandic Parliament in order to address concerns raised by the EFTA Surveillance Authority on the compatibility of the previous provision in Article 8 of the Pension Act with Article 36 of the EEA Agreement concerning the freedom to provide services. These concerns of the Authority were dispelled with the amending Act no. 70/2004.

a. With regard to supplementary pension savings, it does not matter whether a foreign institution maintains a branch in this country or conducts its operations from abroad, if that institution is established in the EEA or EU areas as of the date that Article 8, Paragraphs 4 and 5 of Act no. 129/1997 entered into force, cf. Article 1 of Act no. 70/2004. No foreign pension fund is mentioned in the Financial Supervisory Authority list of operating pension funds as of year-end 2005, and mandatory employee membership to specific pension funds is based on collective bargaining agreements. 

b. It matters whether a person is from a country within the EEA or outside it. According to Article 19 (a) of Act no. 129/1997, as introduced by Act no. 70/2004, employees from the EEA and/or EEC are guaranteed the right to continue contributing to a foreign pension scheme that is intended for supplementary pension savings. Furthermore, an employee working away from his employer’s headquarters is permitted to exempt himself from the payment of mandatory pension insurance contributions, cf. Regulation no. 1408/71, provided that he files Certificate no. E101. With respect to the filing of Certificate E101, the same applies to the levy of the payroll tax of the foreign worker’s employer. Article 19(a) of the Pension Act was added to the Pension Act with the amending Act no. 70/2004. The purpose of Article 19(a) was to implement Council Directive 98/49/EC on safeguarding supplementary pension rights (referred to in Point 2a of Annex VI of the EEA Agreement). The EFTA Surveillance Authority was notified of the implementation, and thereafter the Authority has regarded the implementation procedure of the said directive to be complete.

c. The right to deductions is based on the provisions of the Act on Income Tax and Net Worth Tax, no. 90/2003, and no special provisions have been enacted by Iceland in order to guarantee the deductibility of pension contributions upon the conclusion of double taxation agreements. 

b. What is the tax treatment of paid pension benefits that have been acquired in another country by a party residing in Iceland?

a. There is no difference in tax treatment of such payments; they are taxed as ordinary earned income. If a party is from the Nordic countries, pension benefits are taxed in the nation that pays the retirement income, but indirectly according to the exemption methods in Iceland. According to Article 18 of the double taxation agreement with France, regular retirement income is taxed in the recipient’s country of residence, while retirement income for government work is taxed in the country of payment and the country of residence uses the tax credit rule. According to the double taxation agreement with the United States, regular retirement income is taxed only in the recipient’s country of residence. 

b. It does not matter whether the income derives from pension savings that commenced before the party in question moved to Iceland according to the provisions of income tax legislation. 

c. It does not matter whether the party enjoyed tax privileges or not. 

c. To what extent is pension income taxed in Iceland if the payments are remitted to a party residing abroad. The recipient of the payment is granted a personal tax deduction that can only be used to offset levied income tax and municipal tax on retirement income or pension benefits, cf. Article 70, Item 2, Paragraph 3 of Act no. 90/2003. 

a. It does not matter whether the party enjoyed a tax deduction or not. 
 

b. In line with Iceland’s obligations under the EEA Agreement, it does not make a difference whether the person was a former resident of Iceland.

c. Iceland follows the OECD model treaty when forming double taxation treaties with regard to distribution of the right to taxation of pensions:

Article 17

PENSIONS


Subject to the provisions of paragraph 2 of Article 18, pensions and other similar remuneration paid to a resident of a Contracting State in consideration of past employment shall be taxable only in that State.

Article 18

GOVERNMENT SERVICE

1.
a)
Salaries, wages and other similar remuneration, other than a pension, paid by a Contracting State or a political subdivision or a local authority thereof to an individual in respect of services rendered to that State or subdivision or authority shall be taxable only in that State.


b)
However, such salaries, wages and other similar remuneration shall be taxable only in the other Contracting State if the services are rendered in that State and the individual is a resident of that State who:


 i)
is a national of that State; or


 ii)
did not become a resident of that State solely for the purpose of rendering the services.

2.
a)
Any pension paid by, or out of funds created by, a Contracting State or a political subdivision or a local authority thereof to an individual in respect of services rendered to that State or subdivision or authority shall be taxable only in that State.


b)
However, such pension shall be taxable only in the other Contracting State if the individual is a resident of, and a national of, that State.

3.
The provisions of Articles 14, 15, 16, and 17 shall apply to salaries, wages and other similar remuneration and to pensions in respect of services rendered in connection with a business carried on by a Contracting State or a political subdivision or a local authority thereof.

d. In Iceland there is no exit tax concerning pension benefits in cases of individuals who move from Iceland to another country. 

a. It does not make a difference whether the person relocates within the EEA or outside it; however, whether there is a double taxation treaty with the country could make a difference.

e. Reference is made again to the full implementation of Council Directive 98/49/EC, on safeguarding supplementary pension rights, with Act no. 70/2004. Pursuant to Act no. 129/1997, the employee in question is unequivocally required to guarantee himself general pension rights in connection with this work in this country. In the same manner, the employer is required to pay a payroll tax on the income of the employee in question. An employee who comes from headquarters in the EEA is permitted to maintain the individual pension savings in the pension scheme to which he has contributed in the country where the headquarters are situated. 

a. The fundamental rule is that it is required to guarantee employees pension rights for their work in this country. This requirement is met with the employer’s payment of a payroll tax on the employee’s income in order to fund the social security scheme, on the one hand, and with the employee’s contribution to a pension fund based on his total salary, on the other. The latter payments by the employee give him the right to a deduction from taxable income. In addition, employees are permitted to deduct from their taxable income supplementary pension contributions made to parties with the required authority to operate in this country and in the EEA. 

b. The continuing yield on such payments is taxed in this country at the time of payment, cf. Article 70, Item 2, Paragraph 3 of Act no. 90/2003, cf. Article 18 of the double taxation agreement among the Nordic countries. 

c. The above answer most likely applies no matter whether the pension benefits in question take the form of mandatory pension income paid on a regular basis from a joint pension fund or supplementary pension savings, whether this is paid as a lump sum or distributed over a longer period of time. 

f. The tax treatment of a pension insurance arrangement when a person resides in Iceland but works in one of the Nordic countries

a. The person in question must have some taxable earned income or calculated salary from self-employment so that a deduction can be granted, cf. Tax Board ruling no. 245/2003. 

b. The yield is taxed as ordinary earned income at the time it is paid out.

c. The same as the above, but it could matter, in terms of the use of the personal deduction, whether the person in question bears limited or unlimited tax liability at the time the yield is paid out. 

g. EU/EEA law has had various effects on the taxation of pensions in Iceland. This is despite the fact that when the Agreement on the European Economic Area was signed in Oporto on 2 May 1992, it was acknowledged that the scope of the EEA Agreement was not meant to cover matters of taxation. In this regard, the EEA Agreement deviates from the EC Treaty.
 This has been further stipulated in various judgments from the EFTA Court.
 In addition to amendments to the Act on Income Tax and Net Worth Tax, no. 90/2003 (and various other legal amendments in the field of taxation), two amendments have been made to the Pension Act. no. 129/1997, which derive from EU/EEA law. The first amendment came about with Act no. 65/2002, concerning the investment provisions of the Pension Act (Article 36). The second amendment is Act no. 70/2004, concerning the implementation of Council Directive 98/49/EC, on safeguarding supplementary pension rights. In addition to the implementation of Council Directive 98/49/EC, the amending Act no. 70/2004 also took into account comments received from the EFTA Surveillance Authority regarding the establishment of branches. All these three amendments to the Pension Act, Articles 8(4-5), 19(a) and 36, were adopted in order to fulfil Iceland’s obligations under the EEA Agreement. 

h. According to the EEA Agreement, and the EFTA Court and Surveillance Agreement, it is the purpose of the EFTA Surveillance Authority to ensure that the contracting parties fulfil the obligations they undertook when signing the EEA Agreement. The Authority has, in three cases, made comments to the Icelandic authorities on the Pension Act no. 129/1997, and these three cases have all been dealt with as is explained above.
 It is therefore the opinion of the Icelandic authorities that the rules on taxation of pensions in Iceland are in accordance with the EEA Agreement. 

i. Article 36 of the Pension Act stipulates the balance between foreign and domestic securities in pension portfolios. The provision is based on the prudent investor principle and takes into account a balance between foreign and domestic securities in the pension portfolios.

j. ?

Chapter 7:
Implications for capital markets and financial stability

7.1
Introduction – the role of the pension funds
The growth of the Icelandic pension funds has been enormous over the last decade. Before 1979, at the time of financial repression the assets of the pension funds were dissipated. But assets growth took off during 1979-1986 when financial indexation and market-determined interest rates were introduced. Assets now amount to more than 120% of the country’s GDP. Prior to the liberalization of the financial system in the 1990s, the pension funds had very few choices for properly investing their funds. However, the almost simultaneous emergence of the new pension system (after 1997) and the liberalization of financial markets had powerful interactive effects. (Mishkin og Herbertsson). 

At the year-end 1995 the total assets of  Icelandic pension funds were around 263 billion kr. compared to 1.220 billion kr. at the end of year 2005. The growth is almost fivefold. One of the main reason for this rapid development is the transition of the pension funds’ investment rules in 1997, described in more detail in subsection 7.2. Presently, Iceland has the highest ratio of assets as percentage of GDP compared to the OECD member states. The average over the year 2005 was equivalent to 122% of annual GDP. 

The Icelandic pension funds are the largest domestic investors on the Icelandic capital market today. Hence, they have played a very important role in its development both presently and in the past. The Icelandic pension funds have, however, been the largest buyer of bonds on the Icelandic capital  market for years, but the bondmarket has changed a lot over the last five years. Today the pension funds are  significant buyers of domestic equities and also an important supplier of mortgages to households.
The pension funds’ strong demand for financial instruments, combined with new opportuntities for supplying securities and bonds, was the catalyst that in the 1990s rapidly triggered a vibrant market for financial securities in Iceland. (Mishkin and Herbertsson, bls. 20). 

According to the Mishkin and Herbertsson analysis (bls 20) the pension fund system has also served an indirect educational function by training investment managers and providing challenging opportunities for a new generation of financial managers, who were also helped by a stable and favourable climate during the 1990s. The outcome has been a dynamic financial system that has outgrown the Icelandic market. 

Table 7.1
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   Department of Taxation and Legal Affairs

Pension Pension

Population Assets assets assets

Year average Assets GDP % of GDP per capitaper capita

Thous billions kr.billions kr. thous kr.  USD

1995 267 263 453,7 57,9 982 14.710

1996 269 307 487,3 62,9 1.140 17.247

1997 271 353 525,9 67,1 1.302 18.789

1998 274 407 584,1 69,7 1.488 21.059

1999 277 518 628,5 82,4 1.867 26.349

2000 281 566 678,3 83,5 2.013 25.682

2001 285 645 764,9 84,3 2.262 24.018

2002 288 679 799,6 84,9 2.361 25.434

2003 289 824 827,9 99,5 2.849 37.066

2004 293 987 916,8 107,6 3.372 50.534

2005 296 1.220 996 122,5 4.124 65.797

Source: Central Bank.

Some Key Figures
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Marketable bonds 536 2.769

  Government bonds, Treasury notes 87 97 18,2 27,9 20,9 28,8

  Housing bonds 235 471 153,3 226,1 65,2 48,0

  Banks and other parties 214 2.200

Marketable bills 16 84

   Treasury 6 14

   Others 10 70

Equity funds 78 328 6,5 8,2 8,3 2,5

Total Pension funds' share Pension funds' share

Market Securities in the Icelandic capital market


7.2 
Investment Policy of Pension Funds 
Icelandic pension funds, and entities of similar kind, operate on the basis of Act No.129/1997, on Mandatory Guarantee of Pension Rights and Operation of Pension Funds (hereafter the Pension Act). The Act contains detailed rules on required investment policy of the pensions. Before 1997, no such rules were in place for the funds.

According to those rules, mainly laid down in article 36 of the Act, the board of a pension fund shall formulate its investment policy and invest the assets of the fund, according to the best terms at each time, as regards return and risk. The investment policy of a pension fund shall be based on the categorization of deposits and securities. All types of deposits and securities shall also be itemized respectively, with consideration to currency risk and the size of individual depository party, or issuers of securities. Pension funds shall send information regarding their investment policy for the upcoming year to the Financial Supervisory Authority, no later than December 1 each year. The Financial Supervisory Authority shall set rules on the form and content of investment policies, and how they shall be returned to the Authority. 

A pension fund is not authorized to invest in real estate or business activity, unless it is necessary for the fund's operation. Also, a pension fund is unauthorized to take on a loan, unless to invest in real estate which is necessary for the operation of the fund. 
A pension fund may invest its capital according to following rules: 
1.
In Treasury bills, bonds and other securities  guaranteed by the Treasury, .

2.
In bonds guaranteed by the municipalities.

3.
In mortgage debentures amounting to a maximum of 80% of the evaluated market price of a residential property. Also in mortgage debentures for commercial buildings, but there the maximum shall be 35%. 

4.
With deposits in commercial banks,  savings banks and credit institutions..

5.
In bonds issues by commercial banks, savings banks or other credit institutions that are subject to the supervision of FME.
6.
In equities.
7.
In units in collective investment undertakings (UCITS) with certain limitations
8.
In other securities.
Pension funds are also allowed to enter into derivative agreements with the aim to reduce the 
fund's risk.

Securities, mentioned in items 1, 2, and 5-8 above shall have a quoted buying and selling rate in an organized market. Organized market refers to an organized stock market within the member states of the OECD (Organization for Economic Cooperation and Development), that operates regularly, is open to the public and acknowledged by the FME (Financial Supervisory Authority). The FME must have acknowledged the market if it is outside the OECD.

Despite these provisions, pension funds are permitted to invest up to 10% of the net assets of the fund in securities that are not quoted in an organized market, given that parties within OECD issue such securities. Investments in unquoted securities are only allowed if there are no restrictions on transactions with the securities, and the financial statements of the limited company are open to all. Also, assets of a pension fund in individual types of securities, shall not be more than 50% of the fund's net assets. Furthermore, the fund's aggregated assets in securities, issued by the same party or parties that belong to the same consolidation, shall not be more than 10% of the fund's net assets. This restriction shall be 5% for securities. 

A pension fund is not authorized to own more than 15% of securities in any one company, and no more than 25% of units issued by any single UCITS. A pension fund can own a larger share than 15% in a company that handles exclusive services for pension funds.

A pension fund shall limit overall exposure in foreign currencies to 50% of the fund's net assets.

7.3 Financial stability/robustness of the Icelandic Pensions Funds

The Pension Act stipulates very clearly the financial stability rules that the pension funds have to meet each year under the supervision of FME. The evalution does not take accounts of taxes as the returns from pension portfolios are tax exempt.  

Net assets of a fund for payment of pensions, along with the current discounted value of future contributions, shall be equal to the current discounted value of expected pensions arising from already paid contributions and future contributions. A schedule of future contributions and expected pensions shall be based on fund members at the time of reference used by an actuarial assessment. Net assets for payment of pensions shall at all times be evaluated in accordance with provisions described in detail in Article 24 of the Pension Act. 
If an actuarial study reveals that there is more than 10% difference between asset items and pension commitments in accordance with paragraph 1, the respective pension fund is obligated to make necessary changes to the statutes of the fund. The same applies if, according to actuarial studies, the difference between asset items and pension commitments has been more than 5% for a continuous period of five years. 

The board of a pension fund must seek the opinion of an actuary on the effects of changes to the statutes of the fund on its capability to pay pensions. The actuary of a pension fund is obligated to communicate to the board of the fund immediately, if the actuarial study shows that the fund is not capable of fulfilling its obligations. He shall return his suggestions for improvement to the board, and notify the FME.
7.4
The Role of FME

The Financial Supervisory Authority (abreviation in Icelandic FME) is a state authority with its own board of directors. Its role is to ensure that the activities of parties subject to supervision are in accordance with laws and regulations and that they are in every respect consistent with sound and proper business practices. Pension funds are one of the parties under the FME’s supervision. The principal provisions concerning the supervisory role of the FME can be found in Chapter II of Act No. 87/1998 on the Official Supervision of Financial Activities. (heimasíða FME).

The FME has formulated a role of providing parties subject to supervision with a constructive and systematic restraint, while at same time supporting the development of efficient an sound financial activities with an emphasis on the professional internal organisation of  financial firms. The FME fulfills its role by ensuring that the activities of parties subject to supervision are in compliance with current laws, regulations, rules and by-laws applicable to their operations and in all other respects consistent with sound and proper business practices.

The FME also works, on the basis of international principles concerning effective supervision, in all areas of the financial market. These basic principles are, for instance, implemented by the IMF for the purpose of assessing the financial stability of member states. There is a growing emphasis in the international arena on the efficiency and coordination of supervisory methods between countries, thus seeking to encourage the increased competitiveness of financial markets.

According to FME’s annual report for the year 2005, all Icelandic pension funds are expected to have undergone overall inspection or more specific examinations of their investments by the year-end 2005.  No serious problems seem to have emerged from FME inspection and the general operation of the Icelandic pension funds seem to be in good compliance with laws, regulations and guidelines put forward by the FME and other parties.

For the last couple of years, FME supervision of pension funds has focused on internal control and the responsibilities of boards of directors. The future plan of the Authority is to emphasise further its inspection efforts in that area as well as on the risk management of the pension funds. 

In 2006 the Authority plans amongst other things to introduce a special fit and propriety test for the managers of pension funds. Similar tests have been given to executives in insurance companies and the FME believes the results obtained form such assesment to be generally positive. The reasons given for this specific task of the Authority is that improved life expectancy and growing likelihood of invalidity have led to deterioration in the actuarial position of the pension funds despite good rates of return for three years in a row. Dropping interest rates domestically have also forced the pension funds into taking more risk, for instance through investment in shares and foreign securities. 

7.4 The main assets of the pension funds

The asset composition of pension fund has changed substantially since the Pension Act came into force January 1st 1998. A larger portion of the funds’ assets is now variable-yield securities, with a corresponding drop in fixed-income securities which were previously the mainstay of the funds’ assets.  At present, pension funds’ securities portfolios are divided roughly equally between fixed-income securities (bonds) and variable-income (equities and mutual fund units). 
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  Department of Taxation and Legal Affairs

1995 2000 2005 1995 2000 2005

Cash and deposits 6 9 24 2,1 1,6 2,0

Fixed-income securities 230 335 589 87,4 59,1 49,1

   Treasury  21 18 26 7,8 3,2 2,2

   Municipalities 13 17 35 4,8 3,0 2,9

   Housing bonds  54 98 57 20,6 17,3 4,8

   Household mortages 38 56 95 14,3 9,9 7,9

   Other securities 105 146 376 39,8 25,8 31,3

Variable-income securities 12 218 578 4,5 38,5 48,2

   Equities 7 103 231 2,8 18,1 19,3

   Mutual funds 5 58 158 1,7 10,2 13,1

   Equity funds 0 58 189 0,0 10,2 15,8

Other assets 16 4 10 6,0 0,8 0,8

     

Assets, net 263 566 1.200 100,0 100,0 100,0

  Thereof foreign securities 5 128 297 1,9 22,6 24,7

% of GDP 57.9 83.5 122.5

Source: The Financial Supervisory Authority.

Billion kr.

Types of assets, % of total 

Assets of pension funds


Loans to members in form of household mortages have been decreasing in recent years, but picked up rather drastically in the year 2005 due to lively demand and rising prices on the domestic real estate market after a slump for considerable time. The driving force behind this development was an active competition from the commercial banks that entered the housing mortage market in full force in the autumn 2004 which drove down the interest rate. Hence the pension funds have been forced to lower their interest rates and provide better terms in order to retain their share of the market. Presently, pension funds offer mortage loans to their members where they can choose between fixed interest rate and a variable interest rate, whereby both forms are indexed to the consumer prices index. 

The proportion of equities in limited companies and in closed-end mutual funds, as well as in unit share certificates in UCITS, has increased greatly since 1997. At year-end 2005 these asset classes amounted to almost half of the total assets of the pension funds, rising by almost 10% over half a decade. 

Pension funds’ investments on foreign markets have increased substantially in recent years. At year-end 1995 the share of foreign assets was only 2% while this figure was near 25% at year-end 2005. 

According to recent figures from FME, net assets of the Icelandic pension funds amounted to 1.220 bn. kr. at end of 2005 or around 120% of GDP. The total assets grew by more the 20% from the year 2005 after a similar growth between the years 2003 and 2004. A surge in Icelandic share prices during the year 2005, with the ICEX-15 index up by 65%, was one of the main forces behind the assets’ growth. 

Pension funds – Future prospects and uncertainties (skýrsla GG og KB, bls. 87-88)

Mortgage financing

Pension funds have taken part in mortgage financing in Iceland in two ways. One has been by providing fund members with loans secured against residential housing. The pension funds’ other form of involvement in mortgage financing has been through the purchase of securities that have been issued to finance the state housing loan system. 

The pension funds’ housing-related investment have contracted over the past decade as a proportion of their net assets. One reason is diversified investment opportunities through access to foreign markets: also, the stage was reached where funds provided all the necessary financing for mortages with the collateral that they and the HFF required. This was a good investment option, but the funds had additional capital that they needed to invest. 

Mortgage financing investments have remained quite steady as a ratio of GDP over the past decade at 26-31%, based on the annual average position. Over the same period, the ratio of net assets to GDP doubled from 51% to 102%. Pension funds hold 41% of the HFF’s bond issues and 4/% of total bonds issued on the Iceland Stock Exchange. 

Foreign securities portfolios

At the beginning of 1995, investment in foreign securities by Icelandic residents was finally deregulated in full. However, pension funds did not begin investing outside Iceland to any degree until 1998 when the Pension Act came into force. Since then their foreign portfolios have swollen steadily to account for 22% of their total net assets by the end of 2004. The leading fund in terms of foreign investments had close to one-third of its assets in the form of foreign securities. Funds still have some scope left for foreign investment before they reach the 50% ceiling on foreign currency positions relative to net assets which is laid down in the Pension Act. In effect they could invest more than 50% of their net assets in foreign portfolios if they hedge against the currency risk.

Equities and equity funds

By far the largest component of pension funds’ foreign portfolios is in equities, both in specific companies and equity funds. For the past five years, equities have accounted for around 80% of their foreign securities portfolios and 17 – 18% of net assets. A downturn in equities prices, such as the global slide of 2000-2002, therefore has a considerable impact on the funds’ investment returns, which turned negative over that period when price rises unwound. 

Total investments in domestic and foreign equities and equity funds have surged over the past decade and a half. In 1990, they accounted for only slightly more than 1% of net assets, but by the end of 2004 had soared to 31%. 

Pension funds’ assets

The asset composition of pension funds has changed substantially since the Pension Fund Act, which lays down the funds’ investment authorisations, came into force in 1998. A larger portion of the funds’ assets is now variable-yield securities, with a corresponding drop in fixed-income securities which were previously the mainstay of the funds’ assets. This development is still visible. For example, the share of equities and unit share certificates in mututal funds increased from 2003 to 2004, although this can be partly explained by the major increases on the domestic equity market during this period. Loans to members have been decreasing in recent years, although the drop between 2003 og 2004 can be partly explained by the increased competition facing pension funds from other parties on this market. During this period the funds have been foreced to lower their interest rates and provide better terms in order to retain their share of the market. Pension funds’ investments on foreign markets have increased substantially in recent years. At year-end 1999 the share of exchange rate linked assets in pension funds’ total assets ws 19%, while for mututal insurance divisions this figure was 23.4% at year end 2004 and 27% for the funds’ private pension schemes. Falling inflation-indexed interest rates on the domestic bond market will continue to exert pressure on the funds to increase their investments in variable-yield securities and on foreign markets, in particular having regard to the 3.5% real rate of return upon which the funds’ actuarial examination is based.

7.6 The future development

Over the next ten years the Icelandic pension funds will need to invest around 1,000 b.kr. at present price level, or close to the value of one year’s GDP, over and above their current assets. 

Mortgage lending by pension funds has been quite stable over the past decade as a ratio of GDP, at 26-31%. Over the same period their net assets relative to GDP have more than doubled from 51% to 120%. 

Pension funds are already very active in the domestic market. They own around 12-13% of all equities listed on ICEX. Of  total market bonds, they hold around 47%, thereof they hold 41% of all bonds issued by the HFF compared with 32% held by the banks. It is therefore not immediately obvious what domestic investment opportunities are available to pension funds for deploying the large funds they will have at their disposal over the coming decades. A likely candidate for investment would be large scale power projects.

Another option that might be available would be for banks to increase their domestic issuance of bonds and sell them to the pension funds. But pension funds already hold the bulk of the banks’ domestic issues so far. The implication of these potential domestic opportunities is that pension funds will gear up their investment abroad. Thus returns on foreign securities will be crucial for their future. 

Icelandic pension funds have not bought foreign bonds to any degree. The reason is that ever since they started investing abroad, real interest rates on foreign bonds have been significantly lower than those on Icelandic bonds. 

Foreign investments by pension funds have mostly focused on equities. High uncertainty (mitt innskot). Some scope is at hand for regularising returns by diversifying investments across countries and currencies, but equity price changes are (seem mitt innskot) so strongly correlated that diversification has only a limited impact. 

Limited investment opportunities in Iceland make it foreseeable that foreign securities will account for a growing proportion of the pension funds’ total assets. It is worth pondering the impact on the funds if they were to exercise in full their statutory authorisation for investment in equities, which sets a ceiling at 50% of their net assets – in particular given the impact of the burst equity bubble in 2000-2002, even though only 27-28% of the funds’ net assets were invested in equities at that time. At the end of 2004, around 31% of pension funds’ net assets were invested in domestic and foreign equities. When the 50% limit has been reached, and assuming that the legal framework remains unchanged, they will have to turn to foreign bonds or mutual funds that invest inbonds in order to generate returns. 

The relatively large size makes Icelandic pension funds a major force in domestic financial markets. Individuals who trust in pension funds to provide for them in their retirement need not save for their old age themselves. The pension funds’ ultimate effect on saving cannot therefore be measured by studying only how they allocate their capital.

To give a measure of a normal contribution by pension funds towards saving, total pension contributions to the funds amounted to 83 b.kr. in 2005 and their pension payments 35 b.kr. Since part of the pension should be met by the funds’ return on invested capital which the pensioners had already accumulated, the difference of 48 b.kr., or 5% of national income, represents an underestimation of the saving that should be taking place. The above figures for saving ratios in countries with different pension systems do not indicate that Iceland is saving up more for old age than is the norm in any affluent country.

� The Icelandic Pension System in 2004: Tryggvi Þór Herbertsson (2004). � HYPERLINK "http://www3.kaktus.is/files/bbdccccjhj/ICELAND_Overview_2005.pdf" ��http://www3.kaktus.is/files/bbdccccjhj/ICELAND_Overview_2005.pdf�





� The Icelandic Pension System in 2004: Tryggvi Þór Herbertsson (2004). � HYPERLINK "http://www3.kaktus.is/files/bbdccccjhj/ICELAND_Overview_2005.pdf" ��http://www3.kaktus.is/files/bbdccccjhj/ICELAND_Overview_2005.pdf�





� The Icelandic Pension System. Már Guðmundsson. � HYPERLINK "http://www.ll.is/files/baddeafhjb/pension-1.pdf" ��http://www.ll.is/files/baddeafhjb/pension-1.pdf� - allt sem er fyrir framan þetta er úr þessari grein. 


� The Icelandic Pension System. Már Guðmundsson. � HYPERLINK "http://www.ll.is/files/baddeafhjb/pension-1.pdf" ��http://www.ll.is/files/baddeafhjb/pension-1.pdf�





� The Icelandic Pension System. Már Guðmundsson. � HYPERLINK "http://www.ll.is/files/baddeafhjb/pension-1.pdf" ��http://www.ll.is/files/baddeafhjb/pension-1.pdf�





� Article 8(4) and 8(5) state the following: “Foreign commercial banks, savings banks and securities undertakings, which are established and licensed in another state of the European Economic Area or member state of the European Free Trade Association treaty, may carry out activities as provided for in Chapter II of this Act, by establishing a branch in this country, cf. Article 31 of Act No. 161/2002, on Financial Undertakings, or without the establishment of a branch, cf. Article 32 of that same Act. The provisions of Articles 31, 32, 34 and 35 of that Act shall apply to authorisations to commercial banks, savings banks and securities undertakings to carry out activities as provided for in Chapter II of this Act as applicable.





Foreign life insurance companies, which are established and licensed in another state of the European Economic Area or member state of the European Free Trade Association treaty, may carry out activities as provided for in Chapter II of this Act, by establishing a branch in this country, cf. Article 64 of Act No. 60/1994, on Insurance Activities, or without the establishment of a branch, cf. Article 65 of the same Act. The provisions of Articles 64-70 of the Act shall apply to authorisations to life insurance companies to carry out activities as provided for in Chapter II of this Act as applicable.”





� Reference is made to Articles 93, 94 and 308 of the EC Treaty.


� Reference can be made to judgments of the EFTA Court E-6/98, E-1/01 and E-1/03. Paragraph 17 of judgment E-1/01 states: “The Court notes that, as a general rule, the tax system of an EEA State is not covered by the EEA Agreement.”


� With the amending Acts no. 65/2002 and 70/2004.





�PAGE \# "'Page: '#'�'"  ��Translated verbatim, this part of the text says “… the second paragraph of Article 7, Item A ...” without further specifying what sentence or numbered item is meant. I have assumed that it should read Item A (1); that is, numbered item 1 under the larger Item A. This should be checked.
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		Table 2.2

		The Labour force, participation, unemployment and retirement

				1985		1990		1995		2000		2005

		Population, thous		241.4		254.8		267.4		281.2		295.9

		Thereof 15-64 years		153.7		164.1		172.0		183.1		195.8

		Labour force, thous.		121.9		128.3		149.0		160.1		165.6

		Male		-		69.6		79.0		85.1		87.9

		Female		-		58.7		70.0		75.0		77.7

		Labour force, % of population		50.5		50.4		55.7		56.9		56.0

		Labour force, % population from 15-64		79.3		78.2		86.6		87.4		84.6

		Labour participation by age groups, %

		16 - 24 years (first year 1991)		-		59.5		61.7		71.6		77.1

		25 - 54 years		-		90.1		92.5		92.2		89.7

		55 - 64 years		-		87.2		88.7		85.7		86.1

		65 and over		-		27.6		25.1		19.7		17.4

		Unemployed, thous		1.1		2.3		7.2		3.7		4.3

		Unemployment rate, % of labour force		0.9		1.8		4.8		2.3		2.6

		Depency ratio of OECD countries, %
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								Treasury

				Expenditure of pension				expenditure								Beneficiaries

				and disability benefits				total		C/D		GDP				as %		Population		Old age		Disability

				Number		m.kr.		b.kr.		%		b.kr.		%		of population		thous		Number		Number

		1995		-		12,030		152.9		7.9		453.7		2.7		-		267		-		-

		1996		30,640		12,657		163		7.8		487.3		2.6		11.4		269		23,063		7,577

		1997		31,677		13,501		159.6		8.5		525.9		2.6		11.7		271		23,901		7,776

		1998		32,362		14,629		177.8		8.2		584.1		2.5		11.8		274		24,382		7,980

		1999		33,308		16,056		198.2		8.1		628.5		2.6		12.0		277		24,635		8,673

		2000		34,504		18,452		211.7		8.7		678.3		2.7		12.3		281		25,175		9,329

		2001		35,449		19,456		240.9		8.1		764.9		2.5		12.4		285		25,669		9,780

		2002		36,497		22,190		262		8.5		799.6		2.8		12.7		288		26,054		10,443

		2003		37,843		26,121		288.4		9.1		827.9		3.2		13.1		289		26,644		11,199

		2004		38,438		29,249		302.9		9.7		916.8		3.2		13.1		293		26,427		12,011

		2005		39,447		30,899		324.2		9.5		996		3.1		13.3		296		26,692		12,755
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				Supplementary pension funds						All pension funds

										Total		Supplementary

				Assets, net		GDP		Assets		assets, net		assets as %

				b. kr.		b. kr.		% of GDP		b. kr.		of total assets

		1999		31		628.5		4.9		518		5.9

		2000		35		678.3		5.2		566		6.2

		2001		43		764.9		5.6		645		6.6

		2002		59		799.6		7.4		679		8.7

		2003		83		827.9		10.0		824		10.1

		2004		111		916.8		12.1		987		11.2

		2005		146		996		14.7		1,220		12.0
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		Pension Payments 2005 - 2005

		Estimates

				Billions, ISK				Relative share, %

				Pension		Social		Pension		Social

				funds		Security		funds		Security

		2005		21.9		21.4		51		49

		2010		24.7		22.2		53		47

		2015		32.2		24.6		57		43

		2020		44.5		26.8		62		38

		2025		59.6		29.4		67		33

		2030		75.5		31.7		70		30

		2035		89.9		33.1		73		27

		2040		99.2		32.9		75		25
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		Market Securities in the Icelandic capital market

				Total				Pension funds' share				Pension funds' share

		Billions		2000		2005		2000		2005

		Marketable bonds		536		2,769

		Government bonds, Treasury notes		87		97		18.2		27.9		20.9		28.8

		Housing bonds		235		471		153.3		226.1		65.2		48.0

		Banks and other parties		214		2,200

		Marketable bills		16		84

		Treasury		6		14

		Others		10		70

		Equity funds		78		328		6.5		8.2		8.3		2.5

		Marketable shares		389		1,816		49		185.8		12.6		10.2

		ICEX Main list		372		1,815
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						Share of		Accumlated

				Net assets		total		share

				b.kr.		%		%

		Pension Fund of State Employees		227.5		18.7		18.7

		Pension Fund of Commerce		191.0		15.7		34.3

		Gildi Pension Fund		181.3		14.9		49.2

		Sameinaði lífeyrissjóðurinn		71.9		5.9		55.1

		Lífeyrissjóður Norðurlands		47.5		3.9		59.0

		Frjálsi lífeyrissjóðurinn		44.8		3.7		62.6

		Almenni lífeyrissjóðurinn		42.2		3.5		66.1

		Söfnunarsjóður lífeyrisréttinda		41.6		3.4		69.5

		Lífeyrissjóðurinn Lífiðn		33.4		2.7		72.3

		Samvinnulífeyrissjóðurinn		28.9		2.4		74.6

		Aðrir lífeyrissjóðir (36)		309.3		25.4		100.0

		Total assets, net		1,219.5		100.0






_1218798420.xls
Sheet1

		Table 2.1

		The Icelandic Population

														Forecast

				1985		1990		1995		2000		2005		2040

		Population, thous		241.4		254.8		267.4		281.2		295.9		351.2

		Changes, 5 years averages, %

		Population		-		2.6		2.6		2.4		2.9		-

		Birth		-		4.3		4.6		4.3		4.1		-

		Death		-		1.7		1.7		1.8		1.8		-

		Natural increase		-		2.6		2.9		2.5		2.3		-

		Net migration		-		0		-0.3		-0.1		0.6		-

		Population - age structure, thous.

		Under 15 years		63.2		63.6		65.3		65.5		65.4		64.1

		From 15 years to 64 years		153.7		164.1		172		183.1		195.8		217.6

		65 years and over		24.5		27.1		30.1		32.5		34.7		69.5

		Population - age structure, %

		Under 15 years		26.2		25.0		24.4		23.3		22.1		18.3

		From 15 years to 64 years		63.7		64.4		64.3		65.1		66.2		62.0

		65 years and over		10.1		10.6		11.3		11.6		11.7		19.8

		Depency ratio, %		15.9		16.5		17.5		17.7		17.7		31.9

		Total fertility rate		2.4		2.3		2.2		2.1		2.1		2.0

		Life expectancy, average age

		Male		-		-		76.4		-		79.2		-

		Female		-		-		81.3		-		82.7		-

		Mean retirement age, years

		Male		-		-		-		67.2		-		-

		Female		-		-		-		65.2		-		-

		Current and Projected Average

		Retirement Period, number of years

		Male								13.7		14		15.5

		Female								19.2		19.5		21.5
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																Thereof		Pension

				Payments to beneficiaries								Total		Pension		special		contributions, net

						Public				Occupational		= tax base		contributions		contributions		= tax deferral

						B.kr.				B.kr.		B.kr.		B.kr.		B.kr.

		1997				13,501				12,409		25,910		26,261		4,710		21,551

		1998				14,629				14,355		28,984		36,748		9,755		26,993

		1999				16,056				16,276		32,332		49,007		15,991		33,016

		2000				18,452				18,852		37,304		49,734		12,400		37,334

		2001				19,456				22,184		41,640		62,712		18,839		43,873

		2002				22,190				25,820		48,010		66,982		17,522		49,460

		2003				26,121				28,677		54,798		73,565		20,572		52,993

		2004				29,249				31,061		60,310		75,100		18,625		56,475

		2005				30,899				34,879		65,778		87,006		17,340		69,666
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		MINISTRY OF FINANCE												August 2006

		Department of Taxation and Legal Affairs

		Assets of pension funds

				Billion kr.

										Types of assets, % of total

				1995		2000		2005		1995		2000		2005

		Cash and deposits		6		9		24		2.1		1.6		2.0

		Fixed-income securities		230		335		589		87.4		59.1		49.1

		Treasury		21		18		26		7.8		3.2		2.2

		Municipalities		13		17		35		4.8		3.0		2.9

		Housing bonds		54		98		57		20.6		17.3		4.8

		Household mortages		38		56		95		14.3		9.9		7.9

		Other securities		105		146		376		39.8		25.8		31.3

		Variable-income securities		12		218		578		4.5		38.5		48.2

		Equities		7		103		231		2.8		18.1		19.3

		Mutual funds		5		58		158		1.7		10.2		13.1

		Equity funds		0		58		189		0.0		10.2		15.8

		Other assets		16		4		10		6.0		0.8		0.8

		Assets, net		263		566		1,200		100.0		100.0		100.0

		Thereof foreign securities		5		128		297		1.9		22.6		24.7

		% of GDP								57.9		83.5		122.5

		Source: The Financial Supervisory Authority.
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		Table 1.1

		Net assets broken down by pension schemes

		Figures at year-end 2005

				All pension		The State

				funds		Employee

		Amounts in billion ISK		Total		Pension Fund

		Mutual insurance divisions		1,114.1		223.2

		Pension units schemes		500.6		67.5

		Final salary schemes		232.3		155.7

		Age based units scheme		100.8		0.0

		Pension units and age based schemes		280.4		0.0

		Personal pension schemes		105.4		4.3

		Total		1,219.5		227.5

		Number of pension fund members		181,393.0

		Thereof members of defined benefit schemes		11,359.0

		As a % of the total		6.3

		Source: The Financial Supervisory Authority
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		MINISTRY OF FINANCE												August 2006

		Department of Taxation and Legal Affairs

		Some Key Figures

												Pension		Pension

				Population						Assets		assets		assets

				Year average		Assets		GDP		% of GDP		per capita		per capita

				Thous		billions kr.		billions kr.				thous kr.		USD

		1995		267		263		453.7		57.9		982		14,710		66.765

		1996		269		307		487.3		62.9		1,140		17,247		66.08

		1997		271		353		525.9		67.1		1,302		18,789		69.29

		1998		274		407		584.1		69.7		1,488		21,059		70.64

		1999		277		518		628.5		82.4		1,867		26,349		70.87

		2000		281		566		678.3		83.5		2,013		25,682		78.4

		2001		285		645		764.9		84.3		2,262		24,018		94.165

		2002		288		679		799.6		84.9		2,361		25,434		92.81

		2003		289		824		827.9		99.5		2,849		37,066		76.85

		2004		293		987		916.8		107.6		3,372		50,534		66.72

		2005		296		1,220		996		122.5		4,124		65,797		62.67

		Source: Central Bank.
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		Central Government Finances 1995 - 2006

																										Estimate

		As percentage of GDP		1995		1996		1997		1998		1999		2000		2001		2002		2003		2004		2005		2006

		Financial balance		-2.5		-1.5		0.5		1.1		2.5		2.5		0.6		-0.6		-1.7		1.3		3.8		2.3

		Gross debt		52.3		50.1		46.8		41.5		36.7		34.1		39.8		35.9		34.2		28.6		20.4		19.3

		Net debt		35		35.3		33.5		26.4		19.6		19.3		23.1		19.2		19.8		18		7.9		7.1






