Financial markets and Central Bank actions!

Sharp swings and then calm on the foreign exchange market

On Wednesday May 2 the exchange rate of the krona depreciated by 6%, the greatest slide in a single
day in the history of Iceland’s interbank forex market. In the next few days the slide was quickly
recouped, followed by a period of more than a month when as a rule the krona weakened, although there

were sharp swings in both directions. On June 21 the Central Bank intervened in the forex market by

selling US dollars for kronur. This action, coupled with the Central Bank’s agreement with interbank

forex market makers on commissions and a declaration by the government of Iceland that it would bor-

row abroad to bolster the Bank’s foreign reserve, marked a turning point of sorts and restored calm to
this market. Interest rates rose somewhat in the wake of higher inflation, although the market clearly
appears to regard the jump in prices as short-lived. Central Bank intervention in the forex market led to

some tightening of domestic liquidity among financial companies. The bonds market seems to be rally-

ing, but the equity market seems to be at a low.

Huge swings in the exchange rate of the krona ...

On Wednesday May 2 a spiral formed in the inter-
bank forex market. The krona depreciated by almost
6% and trading for the day amounted to 36 b.kr.
However, the market makers’ position deteriorated
by only just under 3 b.kr., so that trading to the
amount 33 b.kr. can be attributed to hedging meas-
ures by them. It became clear at once that this was a
case of “overshooting.” Sharp swings occurred with-
in that day and the following days caused unease
among market makers and their customers. The
depreciation was recouped in the space of a few days,
then a period ensued with fairly large swings in the
exchange rate from one day to the next, but on a
downward trend. This is clearly shown in Chart 1.
Chart 2 shows the exchange rate index within the day
at five-minute intervals from April 27 to May 9, and
how large the intraday swings were over this period.
On June 21 the situation in the forex market was

1. This article uses data available on July 23, 2001.
2. The events of this day are covered in more detail in Box 1. See also the
separate article on foreign exchange markets in this Monetary Bulletin.
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Chart 1
Exchange rate of Icelandic kréna and

volume traded on the foreign currency market
Daily values January 3 - July 23, 2001
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quite uncertain and there was felt to be a pending risk
of a rapid slide in the kréna, although a change in
attitude to the exchange rate developments of the
preceding weeks could be discerned. The Central
Bank decided to sell dollars to ease the pressure that
had built up. This action was very successful and
marked a turning point of sorts in exchange rate
developments. This was the Central Bank’s first for-



Wednesday May 2, 2001

Prices in international foreign exchange markets have
long been prone to sharp swings, upwards or down-
wards, generally following reports about the respective
countries’ economies, although international news
often has a great impact too. Iceland’s interbank forex
market obeys the same laws, as events have borne out.
After the replacement of the exchange rate deviation
band with inflation targeting on March 27 it was clear
that greater interbank forex market fluctuations would
result, in line with the experience of other countries.

Wednesday May 2, 2001 witnessed the greatest
swing ever seen in the exchange rate of the kréna since
Iceland launched its forex market in 1993. The follow-
ing is a brief explanation of what happened then.

At the start of each trading day, the Central Bank’s
trading desk calls the interbank market makers to find
out about their foreign balances and the outlook for the
day. Their positions vary depending on volumes of
currency inflow and outflow, and fluctuations may
take place on a day-to-day basis — some participants
have a shortage of currency and others have long posi-
tions. On Wednesday May 2 two market makers were
short, one was in balance and one had a long position.
Overall, there was a considerable shortage in the mar-
ket. A noticeable feature was that all the market mak-
ers planned to start the day by buying currency. In such
a situation, a weakening of the krdna is inevitable — the
only question is by how much. Conversations that
morning did not reveal that one of the market makers

Chart 1

The kréna exchange rate index at
5-minute intervals on May 2, 2001
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intended to buy currency to the equivalent of 2 b.kr. in
the market to meet repayments on a large loan. Under
normal circumstances the market is fairly well
equipped to handle such a sum, although such transac-
tions admittedly weaken the krdna.

Fig. 1 shows that immediately after the market
opened (09:15) the kréna weakened rapidly. At the
start of the day the exchange rate index stood at
133.2444 points, but by noon it had just passed 138.
After a fairly long pause, the second round of weaken-
ing began around 14:00. At the end of the day (16:00)
the index stood at 141.4645, having risen by almost
6.2% since the market opened. Accordingly, the kréna
weakened against foreign currencies by just over
5.8%. Trading amounted to 36.3 b.kr., which was also
a record. It is difficult to estimate how much of this
trading was on account of transactions by customers,
but it is clear that a spiral of rapid price changes is
caused when market makers go straight to the market
to buy currency if others buy from them.! According to
market makers, their net foreign balance changed by
3.2 b.kr. in the course of the day, meaning that just over
33 b.kr. of trading can be accounted for by their efforts
to maintain their positions within limits they had set
for themselves.

This was a busy day for the market makers, with
orders for currency piling up which they had trouble in
meeting due to their own foreign balances and the
heavy risk of losses under rapid price changes. Some
customers were therefore told that only limited orders
to buy currency would be accepted, and others did not
get a quote. Instances were also heard where prospec-
tive sellers of currency were unable to get their offers
through, which obviously could have helped to count-
er the trend to some extent.

Naturally, the Icelandic economy experienced
unrest after this day, and there was much discussion
about the impact that the weakening of the kréna
would have, for example that inflation and foreign debt
would increase too. In the view of the Central Bank
and others, this sharp weakening was an overshot, i.e.

1. Further coverage of the forex market can be found in the article “The
Icelandic foreign exchange market” elsewhere in this Monetary
Bulletin.
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there was no justification for it taking place on such a
scale over such a short period. A week later, the
exchange rate index had returned to a similar value to
when the market opened on May 2, as Fig. 2 shows.

It can also be seen that although the slide was most
rapid on May 2, weakening also took place before and
after it. After that day trading declined and the kréna
began to rally, but large swings continued, especially
within individual days.

Chart 2
Kréna exchange rate index and volume
traded on foreign currency market
April 25 - May 9, 2001
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mal intervention in the interbank forex market since
the kréna was floated on March 27.

Chart 2
The kréna exchange rate index at
5-minute intervals April 30 - May 9, 2001
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There are several reasons why the Central Bank did
not intervene in this sequence of events. Firstly, under
the new exchange rate regime the Bank is no longer
obliged to defend the kréna within a specific deviation
band. From the outset the Bank regarded the weaken-
ing as an overshot, and expected it to be won back.
Intervention in the market was also considered to entail
a certain risk, since it could be interpreted as a contin-
uing indirect assurance that sharp swings would not
take place without the Central Bank intervening in
them, making it a kind of test case for the Bank’s stead-
fastness after the monetary framework was changed. It
has since emerged that certain market makers were
firmly convinced that the Central Bank would inter-
vene, and acted on this faith. Another factor influenc-
ing the Bank’s attitude was that four-fifths of its for-
eign reserve is now funded with short-term borrowing
after interventions in the forex market over the past
year, so that there was not felt to be any justification
for depleting it further unless this would be likely to
have a long-term effect. It is fairly familiar for inter-
vention when a currency is under pressure to have only
a short-term impact and such action rarely manages to
reverse the trend.

... prompted a variety of actions

Informal talks with foreign exchange market makers
revealed that the swings in the exchange rate were far
greater than they had expected, and that they had lost
substantial sums on market making. On their initia-
tive, talks were then launched with the Central Bank
on ways to soften fluctuations in the forex market. A
working group was assigned the tasks of exploring
ways to deepen the market, cushion against swings
and make the market making role more attractive.
The outcome was that the Central Bank decided to
pay a commission to market makers. Trading occurs
in the interbank forex market when one market
maker accepts a bid from another. The party putting
forward a bid that leads to a trade is considered as
making the market, while the party accepting the bid
is regarded as tapping the market. At the end of each
day, the net market made by each participant is cal-
culated. Participants with positive market making
receive a commission amounting to 0.2% of their
trading. Others receive nothing for the day. Every
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three months, the total commission payable to all
market makers is calculated. The maximum commis-
sion is 100 m.kr. for each period and will be shared
among participants in proportion to their market
making during it. This arrangement will be in effect
on a trial basis until the end of the year. Other
approaches were mentioned in the group’s proposals,
namely currency auctions under specific circum-
stances and also reducing the market makers’ obliga-
tions and allowing the market to seek equilibrium on
its own. The latter course was considered too risky
under prevailing conditions, since in the short term it
was thought more likely to magnify swings than
reduce them. The Central Bank also had talks with
the government on borrowing abroad to bolster the
Bank’s foreign position, since intervention in the
forex market in recent years has left its reserve large-
ly funded by foreign short-term borrowing. Sub-
sequently, the government announced that 25 b.kr.
would be borrowed abroad to boost the Central
Bank’s foreign position, part of which will conceiv-
ably be allocated to the Bank as a capital contribution
with reference to the provisions of the new Central
Bank Act.

After these measures were announced, calm was

restored in the market and it remained quiet for the
first three weeks of July. For most of the time the
exchange rate index remained close to 138 points and
trading volume was low, even zero on some days.

Shorter-term interest rates rose with higher inflation
expectations ...

Inevitably, the depreciation had an impact on infla-
tion and interest rates. Inflation expectations rose and
have been particularly noticeable on bonds with a
maturity of at least three years. The yield on three-
month T-bills dropped from 11.8% at the beginning
of this year to 11.0% on July 23. The CPI went up by
1.5% in June and 0.8% in July. In June, the CPI
increase exceeded the tolerance limits set in the joint
declaration made by the Central Bank and govern-
ment of Iceland on March 27. This jump apparently
caught the market somewhat by surprise, because as
soon as it became evident that inflation would exceed
the tolerance limits, interest rates on short-term
instruments went up fairly sharply. This increase was
largely recouped, however, as shown in Chart 3.

Chart 3
Yield curve of Treasury bills and Treasury notes
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... but longer-term rates have fallen
Yield on government bond categories maturing in
2007 fell from 9.95% to 9.23% from the end of April
to mid-July, strongly suggesting a market assessment
that the long-term outlook is for a lower rate of infla-
tion than currently being measured.

Slight widening in the interest rate differential with

abroad
The interest rate differential with abroad widened
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from 6.6% to 6.8% from the end of April to mid-July.
Domestic interest rates measured in terms of the
yield on three-month T-bills dropped slightly, from
11.19% to 11.07%, while the weighted average of
foreign bills with the same lifetime went down from
4.6% to 4.3%. Part of the reduction in foreign rates is
explained by the effect of the cut in the US federal
reserve rate by 0.25% at the end of June and a simi-
lar reduction in the Central Bank of Europe (CBE)
policy rate on May 10. As usual, the Danish Central
Bank followed suit and lowered its policy rate by
0.25%. On the other hand, the Swedish Central Bank
announced an 0.25% rise at the beginning of July in
response to growing inflation expectations and to
support the Swedish krona. It intervened in the
Swedish foreign exchange market on June 15 and 25
for the same reason. Also, the Central Bank of
Canada cut its policy rate by 0.25% on July 17.

Krona in short supply ...

Tighter liquidity became noticeable at credit institu-
tions following the Central Bank’s interventions in
the forex market in March, because of the consider-
able amount of Icelandic currency it has bought and
the treasury’s ample kréna position. Credit institu-
tions have used the Central Bank as a liquidity source
through repo transactions which reached a historical
peak in the beginning of July. The precondition for
such transactions, and in fact Central Bank intraday
loan facilities too, is that these institutions can put up
securities as collateral. As a result of their large repo
stock, a shortage of securities that qualify as collat-

Chart 4
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eral has been noticed, and it is known that credit
institutions have borrowed such securities in order to
take part in repurchase transactions with the Central
Bank. The Central Bank has examined ways to ease
the tight domestic liquidity, but so far has not taken
any special action since the consequences could
include an increase in lending. Chart 4 shows week-
ly repo transactions and average turnover of intraday
loans.

...one consequence of which was higher interest rates
in the interbank domestic market

Trading in the interbank domestic currency market
has been fairly sluggish, partly as a result of the poor
liquidity position of credit institutions, which have
made fairly heavy use of their credit lines with each
other, while a similar tendency has been noticed in
this market to the forex market, where institutions

Chart 5
Interest rate in the domestic
interbank kréna market (REIBOR O/N)
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defend their exposures by borrowing from others
when loans are taken with them. As before, the bulk
of trading in the interbank domestic market is for the
shortest lifetime, i.e. overnight (O/N). Chart 5 shows
the development of interest rates in the interbank
domestic market.

Trading in the bond market has rallied...

The bond market has perked up and trading in gov-
ernment bonds and T-bills increased noticeably in
May and June. Housing funding bond turnover also
showed some increase. Turnover in most types of
bonds grew substantially in the first half of this year
compared with the same period in 2000. Trading in



New interest rate legislation

A new Act on Interest Rates and Indexation, no.
38/2001, entered into effect as of July 1 this year,
replacing Act no. 25/1987. The following is an outline
of some of the changes involved, particularly with
respect to penalty interest and the Central Bank’s duty
to publish interest rates.

The new act grants a certain degree of freedom to
negotiate penalty interest. Instead of being unilaterally
decided by the Central Bank, penalty interest can now
be negotiated, either as a fixed surcharge on a specific
base rate or as a fixed rate. Consumer lending penalty
rates are not negotiable, however. If no specific agree-
ment is made on penalty interest or surcharges on
default, the penalty interest rates decided and pub-
lished by the Central Bank shall apply. These are, first-
ly, a base rate for penalty interest equivalent to the
interest rate on the most common form of Central Bank
short-term lending to credit institutions, and secondly,
a surcharge for defaults, which may be in the range 7
to 15 percent. The resulting total represents the penal-
ty interest rates decided by the Central Bank, which are
in effect for six months at a time i.e. from January 1
and July 1.

Under the new legislation, the Central Bank ceased
its monthly announcements of all general interest
terms for commercial banks and savings banks, togeth-
er with a weighted average rate. Details of average and
highest interest rates will therefore no longer be for-
mally published after the act enters into effect. Thus it
is important for new loan agreements not to refer to
concepts such as average interest rates on bonds, aver-
age yield on lending or maximum interest rates
allowed by law. Instead, the Central Bank will publish
rates based on the lowest interest on new lending by
credit institutions. Parties wishing to include variable
interest rates in loan agreements can then use these as
a reference point, and there are no obstacles to negoti-
ation of specific deviations from them. A report
accompanying the bill proposing the new interest rate
legislation outlines the reasons for these changes.
Since the prior legislation entered into effect, it points
out, major changes have taken place in the commercial
banks and savings banks’ interest rate spectrum,
among other things with the introduction of prime

lending rate systems. This has greatly complicated the
calculation of average interest rates. In addition, the
report points out that average interest rates represent an
abnormal reference for a large number of loan agree-
ments, since the average is obtained on the basis of low
interest for high-rated borrowers with good collateral,
high interest for parties with poorer collateral, and the
whole spectrum between these two poles. However,
there are grounds for urging parties to agree on interest
rates among themselves, instead of “instinctively”
using the general reference of market interest rates.

As hitherto, the Central Bank will continue to gath-
er detailed data on credit institutions’ interest rates. It
is also likely to publish various interest rate series in
connection with coverage of economic issues. The
interest rates that the Central Bank is obliged to pub-
lish will appear in the Legal Gazette and on the Bank’s
website.

A new reference for interest rates in damages
claims will be used, instead of the earlier act’s yard-
stick of interest on ordinary savings accounts. Since
this form is now obsolete and hardly used, the new act
stipulates that interest on damages claims will be
equivalent to two-thirds of the lowest interest rate pub-
lished by the Central Bank each month. This entails a
considerable rise in the interest rates applying to dam-
ages claims.

Loan agreements made before the law enters into
effect, and carrying variable interest based on average
or highest rates, are covered by a provisional clause
ensuring that the interest rate to use can be identified.
If interest is linked to the Central Bank’s published
average rate, the new published rate shall be used with
a supplement amounting to 3.5 percent for non-
indexed loans or 2.5 percent for indexed loans. Where
terms refer to the highest published rate at any time,
the supplement is 4.5 or 3.5 percent on top of the
Central Bank’s published rate for non-indexed and
indexed liabilities respectively.

Principles for indexation of savings and credit
remain unchanged from earlier legislation. The report
accompanying the bill states that official rules on
indexation of financial liabilities primarily served the
purpose of protecting general savings and credit in
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Iceland from being eroded by domestic inflation as it is
customarily measured, i.e. as the average change in
prices of a wide sample of goods and services.
However, this arrangement was not intended to hinder
normal capital market evolution. Thus it is specifically
stated that derivatives are not subject to the provisions

government instruments increased the most, from 4.4
b.kr. to 39.3 b.kr. Treasury bonds more than doubled
in volume and housing funding bonds were up by
141%. Housing bond turnover increased by 44% in
the first half of this year compared with the same
period last year. It should be pointed out, however,

Chart 6
Securities trading on Iceland Stock Exchange
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of the act. Furthermore, authorisation is granted for
using equity indices as a reference in loan agreements.
Agreements on derivatives and equity indices are both
innovations in Iceland but long familiar from other
countries.

that the bonds market was thrown into some
upheaval around the middle of last year when market
makers ceased to act for treasury bonds and housing
bonds. Chart 6 shows a comparison between securi-
ties trading on the Iceland Stock Exchange (ICEX)
for the first six months of this year and the same peri-
od in 2000. In most cases yields have fallen over the
past three months, e.g. yields on government bonds
maturing in 2005 went down from 5.96% to 5.54%
and on housing bonds with a final maturity in 2022
from 5.81 to 5.77. Yields on housing bonds with a
final maturity in 2037, however, rose from 5.45% to
5.57%.

... but equity trading has decreased

Equity prices have continued to fall. The ICEX-15
index slid by almost 20% from the beginning of the
year to mid-July, and trading decreased by 38% over
the first six months of 2001 compared with the same
period the year before. A fairly large number of pub-
lic limited companies have issued profit warnings.



