Financial stability

One of the main tasks of the Central Bank of Iceland is to promote an effective and secure financial sys-
tem, including payments intermediation within Iceland and with other countries. To this end, the Bank
makes regular reports on financial stability which are published in Monetary Bulletin. The following
article assesses the macroeconomic environment and operations of financial institutions with reference
to potential shocks that could threaten financial stability.

Summary of conclusions risen by, roughly estimated, 60-80% in excess of the
general price level. A sizeable drop in domestic
Iceland’s economy has been characterised by brislemand could result in a fall in real estate prices
economic growth over the past five years and showmhich increases the risk of loan losses by credit insti-
unequivocal signs of overheating for the past twautions.
to three years. Individuals, businesses and financial On the positive side, business profitability before
institutions may have based their decisions duringet financial expenses has been reasonably strong,
the cyclical upswing on excessive optimism abownd listed companies are forecasting higher profits
the medium-term growth potential. The rapid growtlthis year. Another sign of strength, at least in the near
in domestic demand in recent years has to sorterm, is that real disposable household income is still
extent been based on a weak foundation, as indicataal the increase and defaults have been at a historical
by the current account deficit which measured modew. However, there are some indications that
than 10% of GDP last year, and by excessive crediefaults have increased in recent months.
growth. The accumulated growth in lending by Compared with previous years the operating
Deposit Money Banks over the period 1997-2000 raresults of the commercial banks and savings banks in
at 130%, compared with 38% nominal GDP growtl2000 were poor. Profitability fell, their cost ratios
from 1996 to 2000. This credit growth to a largeose and their equity ratios dropped, especially when
extent takes the form of foreign-denominated loansubordinated loans are excluded. The depreciation of
Moreover, borrowers with no foreign currency revihe krona in recent months could affect credit institu-
enues have increasingly borrowed in foreign currertion profitability through increased lending, write-
cy. Corporate debt as a proportion of GDP andffs and a drop in turnover, and at the same time the
household debt as a proportion of disposable ineommercial banks and savings banks’ capital ratios
come increased still further last year to reach recordill be brought down when foreign-denominated
levels. balance sheet items rise. As pointed out in earlier
The rise in equity prices during 1999 and the firsteports, it is vital for credit institutions to boost their
months of last year has been fully reversed. Rea#pital ratios, achieve greater operational efficiency
estate prices, on the other hand, remain high. Aftand consolidate their revenue base.
substantial rises in recent years, however, there are A turnaround in the economy could take two
now signs that residential housing prices are close torms. Firstly, changes in external conditions could
their peak. Changes in the prices of commercial reamplify or reduce risks within the financial system.
estate appear to have been even more extreme durAthough the Icelandic economy has been put on a
the upswing. From the beginning of 1998 they haviirmer footing by diversification of exports and

20 MONETARY BULLETIN 2001/2



Box 1 Examples of banking crises (financial crises) in the last decade

Norway 1990-1991 jointly owned by the savings banks. Real estate and share-
The first signs appeared in Norway in 1988 when sevetaldings in other companies were transferred to separate
commercial and savings banks needed the help of thieinds. A state guarantee fund was set up in April 1992
guarantee funds to merge with stronger banks. Whand when this was restructured in February 1993, parlia-
these funds were on the point of running out at the endraént resolved that the government would guarantee pay-
1990, a special state guarantee fund was set up whiobnts by Finnish banks. The government had made a
allocated contributions to them and also injected capitatior pledge of subordinated loans to DMBs in proportion
into the commercial and savings banks. Then, when ttee their risk-weighted assets, but these were converted
capital adequacy ratios of the three largest banks droppetb share capital if no interest was paid for three years or
below the mandatory requirement and it became obvioifishe capital adequacy ratio dropped below the mandato-
that new share capital could not be procured in the may-minimum. All the commercial banks and savings banks
ket, the government intervened and by the end of 19810k advantage of this offer. Around the same time, action
had become a majority shareholder in them all: Demas taken to address the widespread problems of savings
norske Bank, Christiania and Focus. At its peakanks. Half of all the savings banks were merged into a
Norway'’s financial assistance to its banks was equivalesingle savings bank which was then converted into a lim-
to 2.6% of GDP, but this was offset by collection oifted liability company and taken over by the guarantee
receivables and proceeds from the sale of assets. Bankfuimd. Half a year later this merged savings bank was split
Norway produced a profit again in 1993. The Norwegiaimto four units which were sold to the country’s four main
treasury first sold Focus to Den Danske, and last autulbank groups. Finally, the problems of STS bank were
sold Christiania to Nordea. The state still holds a majoiiackled by merging it with KOP, in April 1993. At its

ty share in Den norske Bank but aims to sell shares tipisak, Finland’s financial assistance to its banks was

year in order to bring its holding down to 33%. equivalent to 10% of GDP, offset by collection of receiv-
ables and proceeds from the sale of assets. The banks con-
Sweden 1991-1992 tinued to produce operating losses until 1996.

In Sweden, Nordbanken was the first to run into troubles,

late in 1991. It was then the country’s third-largest bankther countries over this period:
and the state held a majority share in it. The TreasuBuyana 1993-1995

injected extra capital and appointed new managemehtdia 1991-1993

Around mid-1992 it was clear that the problem hathdonesia 1992-1994, 1997-1998
become generic and action was needed to prevent the ¢laly 1990-1994

sure of foreign credit lines and the collapse of the bankidgpan 1992-1994 (to some extent ongoing)
system. That autumn the government, with parliamentaienya 1993

backing, announced that all liabilities would be honouret¥alaysia 1997-1998

apart from capital stock. All the banks benefited from thislexico 1994(-1995)
announcement of guarantees, but virtually all the direstigeria 1991-1994

financial assistance went towards rescuing the statdéepal (1988)-1994

owned Nordbanken, taking over Gota Banken and th&apua New Guinea (1989)-1994
merging the two. At its peak, Sweden’s government assRhilippines 1997-1998

tance for its banks was equivalent to 5.2% of GDP, offsRussia 1998

by collection of receivables and proceeds from the sale ®fi Lanka (1989)-1993

assets. Banks began producing an operating profit ag&outh Korea 1997-1998

in 1994. Privatisation of Nordbanken began in 1995 arfdnzania (1989)-1994

the state’s entire holding has since been sold. Thailand 1997-1998
Turkey1991, 1994 and 2000
Finland 1991-1993 Uganda 1990-1994

In Finland, government action to rescue the banks begéenezuela 1994
late in 1991 with assistance to Skopbank, which was

MONETARY BULLETIN 2001/2 21



improved policy implementation, its open financialthen. This is particularly the case with two of
system makes it sensitive to changes in external caigeland’s main trading countries, the USA and Japan.
ditions. Upheavals in international financial market$n the USA, economic growth suddenly slowed
could therefore upset macroeconomic stability, justown in Q3 and Q4 of 2000, after one of the longest
as easily as swings in foreign trade could. Secondignd most buoyant growth periods for decades.
conditions could suddenly deteriorate with a rePreceding this turnaround was a sharp drop in share
adjustment of demand after the overheating of receptices, especially in the technology sector. By April,
years. If such a hard landing goes hand in hand witthare prices on Nasdag were more than two-thirds
worsening external conditions, the financial systerdown from their peak just over a year before. This is
could face problems. the largest drop in share prices since Nasdaq was
Credit expansion in the past few years and the elaunched, although at the beginning of last year they
cessive current account deficit which has occasioneekbre exceptionally high. The rise and fall of technol-
a considerable currency depreciation in the past fewgy shares must surely be one of the great bubbles of
months pose arisk to financial stability, as the Centréthe 20th century. Another aspect of the upswing in
Bank has warned before. At the same time, the finathe technology sector was overinvestment and an
cial system’s capacity for withstanding tougher conexceptionally sharp drop in financial saving in the
ditions has diminished in various respects, manifest§SA, which is also apparent from a record deficit on
ed in poorer profitability and lower capital ratios.the current account. These conditions pose the risk
The nature of financial crises is that they can strikhat economic growth in the USA will be slower for
without unmistakeable warning signs, as has haphe next few years. The technology bubble was not
pened among Iceland’s neighbours and around tleenfined to the USA, although its scope and impact
world (see Box 1). Numerous international studiesere the most marked there. Markets in Europe and
have revealed various probable, although not certaimany parts of the world have shown a similar trend,
leading indicators of financial crises. Some of thenand economic growth has slowed down there too.
e.g. a current account deficit, credit expansion arificonomic developments in Japan, however, cause
real estate price inflation, which have been linked tthe most concern. The Japanese economy has still
financial crises in other countries, have providedot recovered from the repercussions of the asset
clearer warning signs than before. In the absence lofibble which burst there more than a decade ago.
further external shocks, however, the position oRecovery has several times failed to get off the

Iceland’s credit institutions is hardly at risk. ground over the past decade. Last year yet another
recovery seemed to be on the horizon, but the con-
Macroprudential indicators traction in the technology sector now seems to have

taken the wind out of the Japanese economy’s sails.

International economic developments have been ledapan’s problems involve not least the fragile state of
favourable in recent times its financial system, which has not recuperated ade-
The risk posed to Iceland’s financial system byuately from the slump in asset prices at the begin-
changes in external conditions can be expected ming of the 1990s.
have increased over the past year. The reason is that,Another development on the international scene
at the same time as the world economic outlook haghich may have some impact on Iceland’s economy
become more uncertain with a corresponding risk @nd financial system is the considerable changes in
instability, Iceland’s economy has become more vukexchange rates between its main trading countries.
nerable to such changes, in particular because tibe euro continued to slide last year and at its lowest
sustainability of growth is more dependent on forpoint late in October had lost almost one-third of its
eign capital inflows than ever before. original value against the US dollar. Since then the

When the Central Bank published its first reporeuro has strengthened somewhat, as had long been
on financial stability in February last year, there waexpected, but has not managed to rally as convinc-
a general optimism concerning the global economiagly as might have been expected. Exchange rate
outlook. Clouds have appeared on the horizon sine&vings on such a scale could exert considerable pres-
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sure on the financial systems of countries outside tlshow that the fishable stocks of main demersal
major currency areas. species seem to be in worse shape than had been
The turnabout in foreign markets involves threéoped. Prices of marine products are generally
kinds of risk for the Icelandic financial system.expected to remain fairly stable in the near future. No
Firstly, companies which have borrowed fromsigns have yet emerged that slower world economic
Icelandic financial institutions may suffer jolts togrowth has dampened demand for Icelandic export
their exports, cutting back their liquidity. Secondlyproducts on a scale that would cause a price slump;
exchange rate swings may jeopardise their ability tmr example, the price of fish oil recently rose by
repay debt. Finally, the supply of foreign capitahround one-fifth. Seafood markets continue to be
could conceivably decrease, due to both the weakehnaracterised by robust demand and supply short-
position of foreign credit institutions and a pooreages. Signs of weakness are hardly visible, except in
economic outlook in Iceland under tougher externdahe case of the fish meal and oil industry, where
conditions. There were few visible indications thatighter rules on dioxin content in their products and
Icelandic companies and financial institutions weréight restrictions on production of animal feed in
suffering from worsening external conditions at theesponse to BSE have cut back demand in Europe.
time of writing, but there is reason to monitor closeAlthough prices of marine products are invariably
ly the impact of exchange rate swings on businessibject to uncertainty through various conflicting
profitability in the near term. supply and demand factors, current prices of marine
products in foreign currency, which in a historical
Sluggish exports caused by supply rather thacontext cannot be regarded as either abnormally high
demand problems or low, do not give any grounds for concluding that
The outlook for exports is somewhat poorer in 200there is much risk of a major price slump. Export
than it has been in recent years. The Nationgkrices of marine products, adjusted for inflation, are
Economic Institute (NEI) forecasts 3.4% exporhovering around the 5-year average and those of the
growth. However, the reason lies not in any deterianost important species are somewhat above average.
ration in the economic situation in export markets,
but rather in the poorer outlook for the fish catchi-uel prices have stabilised after massive rises last
which is expected to lead to a contraction in exportgear
of marine products. Quota cutbacks during the cuFuel is one of the most important inputs for many
rent fishing year, according to the NEI forecast, wilbusinesses, for example in the fisheries sector. Rising
result in a drop of around 4% in catch value and 3.5%el prices in the international markets have in recent
in export revenues, both in real terms. Recent studigmes probably been far more consequential for the
profitability of many of them than changes in prices
of products. A wave of major price rises took place
last year, but these were reversed as the year pro-
gressed. So far this year, fuel import prices measured
January 1990 - January 2001 in Icelandic currency have been around one-fifth
120 2907100 higher than year ago, entirely as a result of the depre-
ciation of the kréna. In recent weeks international
fuel prices have risen somewhat, petrol by a quarter
and gas oil by 10%, but these increases can be
expected to be temporary. Forward prices for crude
oil suggest, if anything, a downward trend. There are
few indications of substantial changes in the price of
other commodities, which are low at present and are
expected to decline further in the next few months

80 due to slower global economic growth.
1990 91 92 93 94 95 96 97 98 99 00 01

Chart 1
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Currency developments hit some companies hard lasbliged to provide more timely information. Thus
year ... there is a certain risk that focusing excessively on
Of all the changes that have occurred in the businelésted companies paints too favourable a picture of
operating environment since the beginning of laghe business sector as a whole.

year, the exchange rate of the kréna and the euro-dol-

lar rate were probably among the most important. By. but listed companies are forecasting higher oper-
the end of April the kréna had depreciated by arounating profits

20% from its peak last year. In the preceding twelvBe this as it may, operating forecasts from listed
months the kréna had strengthened by around 6%ompanies do not suggest much pessimism so far.
This development left a firm imprint on businessThese assume that profit before depreciation and
profitability last year, causing sizeable valuatiorfinancial items will increase by around one-third this
losses for many companies. These become immegear, and that net profits will grow too. Ambitious
ately visible in the form of lower registered profit,plans for expansion are noticeable among companies
while exporters’ benefits from the weaker exchangm emerging export sectors, such as pharmaceuticals,
rate emerge over a longer period. Excluding valuanedical equipment and fisheries equipment. The
tion losses, their profitability can be seen as satisfasreaker kréna will spell higher revenues for them as
tory last year. well as for exporters in traditional sectors. However,
the fisheries will not be able to take full advantage of
this position by increasing their exports, because of
limited quotas.

Table 1 Company profits

Profit before

o depreciation and Profit A significant slowdown in growth in some areas ...
Companies listed on ICEX financial iten after taxes . . .
) The outlook is rather bleaker for companies serving
Ratios of turnover (%) 1999 200C 1999 2000 . . . .
Fisheries (17 147 174 )1 0 5the domestic market. There is growing evidence that
nes (L7).ooveveiiiininnn, . . . -9. . . . .
N:S ef'est( 2& duction (a) 75 125 03 v o growth is slowing down. One of the clearest indica-
n I r n . . . . . . ..
Ole,J ?‘_:buf ;330 uction (14) 8 s 40 o tors of this is statistics on turnover. In real terms,
I N(3).iiiiiiinnnnnn . . . . . .
M' ,'S U 'Ot _(d) v (2 04 05 02 08 total turnover during the past two months was slight-
rn rin I . . -0. -0.
Ta' € efp: ! Zus y @ 64 47 64 08 ly down from last year, for example, and VAT
ran I N(2) .o . . . -0. . . .
S e;t;po f"”do t( ) 5 87 10.2 a5 0 receipts for the first quarter of 2001 were marginally
re in y (0).oeeennnn . . . . . . .

Rot _Iae' tus t_y( ) g lower in real terms than during the same period last
etall, construction an . . . .
SEIVICES (8) oo 56 79 3.4 _9yhear(.j Thesg flguris suggebst :ha.t flrms ope_ratlr(;gﬁ_m
Total 73 _ 29 o 5 the domestic market may be facing increasing diffi-

" culties. A very sharp turnaround has taken place in
imports of motor vehicles. Imports of private cars
Exchange rate developments have had an impatropped by 43% during Q1 this year. Imports of
on businesses, depending upon their fields of activother durable goods, which tend to be sensitive to the
ty and indebtedness. Export companies with a mobiusiness cycle, have nonetheless remained high.
erate level of debt will benefit from the weakerThus it is unlikely that problems are beginning to
kréna, despite considerable valuation losses in tlnerge among importers of other goods than motor
short run. Companies which produce for the domesehicles.
tic market and have borrowed abroad are in a differ-
ent situation. They benefit less from higher product. but construction and services are still robust ...
prices in domestic currency, but are forced to choogdthough growth has slowed down sharply in various
between foreign loans that carry substantiareas, important exceptions remain. Real turnover in
exchange rate risk and domestic borrowing at higthe construction industry was 46% higher during the
rates of interest. Information about these companiésst two months of 2000 than in the same period the
is more limited, since they are generally smaller angrevious year, which is explained by several major
not listed on the stock exchange where they would lmiilding projects and good weather. Turnover in
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Box 2 Increase in sectoral lending by the credit system,
based on constant prices and exchange rates

Iceland’s increase in lending in 2000 was divided interies, transport and energy, and in most cases is probably
central government debt repayments of 18 b.kr. in reednnected to foreign-denominated revertiese weight-
terms, or 12%, a rise in local government debt of 4.5 b.ling of foreign debt has increased substantially in com-
or 7%, a rise in corporate debt of 110 b.kr. or 15.5% amderce and manufacturing industries, and on a smaller
growth in debts of households amounting to 66 b.kr. gcale in services, as the accompanying table shows. Of
12%. Lending by the banking system and investmetitese sectors, manufacturing industries which compete
credit funds and direct foreign borrowing can be specifieglith imports have the most capacity for absorbing
in more detail. In all, such credit increased by 124 b.kexchange rate shocks; the position of the others is less cer-
over and above changes in the price level and exchargm. Finally, foreign-denominated loans to individuals
rate last year. Of this figure, debt among manufacturirggew substantially last year, from 6 b.kr. to 17 b.kr. Such
industries grew the most in real terms, by 31% or 17 b.kiborrowing was virtually unheard-of at the beginning of
real debt of companies in the transport sector increased1998. Apparently, sectors without export revenues or
27% or 8 b.kr. and that of service companies by 21% scope for competition have been taking currency risks,
17 b.kr. Although housing fund lending rose by 29 b.kr. iwhich undeniably raises their risk exposure over and
real terms, the proportional increase was only 9%. Othaibove the inherent risk that all debt represents.

borrowing by households, however, went up by 39 b.kr.,
or 35% more than prices and the exchange rate.

Foreign-denominated debt:
Position at year-end 2000 in b.kr. and as ratio of total

Lending by the banking system and investment credit IEmEiTy (557 e (2Eriein) SEifEn Sl n7Esmert E

funds, and direct foreign borrowing (less intra-institutional funds, and foreign borrowing, in 1997 and 2000
lending), by sector at constant prices and exchange rates % % Position in
1997 2000 b.kr. 2000
Position at  Increase in 2000 AGHCUIUTE ... 6 13 35
e EEPE AN ERE G FISHIIES...ovrrescereerser e 79 86 127.1
Central government................. 109.4 -27.4 -20 commerce....... .20 41 32.9
Local governments.................. 29.5 25 9 Manufacturing ..............c.co...... 31 62 44.3
AGICUIUTE ..o 27.2 31 13 Residential housing................. 0 0 0.4
2 omcomcomcnscnnmanseosapsasscnseaoc 148.1 8.8 6 Transport/communications ...... 80 88 31.2
COMMEICE.....c.vvivieeeeeeeiiiiiereeenn 80.3 15.5 24 ENEIQY.evvveereieeeieieeeneeenenninnns 100 75.9
Manufacturing ......................... 71.1 16.9 31 Local governments 46 13.4
Transport/communications....... 35.2 7.6 27 Housebuilding contractors....... 3 19 21
ENergy.....cccovvviinciiiccieicn 76.2 6.9 10 Other contractors.................... 27 20 1.4
Housebuilding contractors....... 111 3.4 43 Central government................. 88 96 104.9
Other contractors...................... 7.1 1.3 22 SEIVICES...oivieiiiiiiesieeeiie s 23 36 36.1
SEIVICES...oiiieiiieiieiieesiee e 99.7 171 21 Individuals less resid. housing 1 11 17.2
Residential housing ................. 338.4 29.1 9 All SECLOrS......ovviiiiiiiiiiiiieie 38 41 490.4
Other borrowing by individuals 151.4 39.2 85! Business and households......... 48 56 3334
All SECLOIS......ccvvvveeeeeeeciviene. 1,184.5 124.0 12 Business (excl. miscellaneous) 60 71 316.3

The relative importance of foreign-denominated loans
by sectors can also be established for lending by the ba
ing system and investment credit funds, and for direct fcl' The_ latter two sectors have a h!gh proportion of dlr_ect foreign bor-
. . . . rowing. In part, power companies face currency risks because of
eign borrowing. In recent years the proportion of foreigr

8 X i : =t their reliance on domestic revenues, and the same goes for transport
denominated borrowing has remained very high in fisl  companies.
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Chart 2 . . h,
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services, catering and hotels also rose by 7%ctually slowed down requires some scrutiny, but
although the growth rate has decelerated from ttsmme signs are there. Real growth of lending in the
previous year. Since the upswing in construction is teredit system was marginally higher in 2000 than the
a considerable extent linked to several large-scapgevious year, at 13% against 12% in 1999. Part of
projects, there is a certain risk of a recession in thhis increase is caused by the depreciation of the
building trade when they are completed. Howevekrona. The share of foreign borrowing in the credit
construction companies are thought to have a backystem is just under 30%. If the foreign component
log of projects and it cannot be ruled out that otheén credit growth is valued in terms of constant
major programmes, for example an expansion at tiexchange rate and foreign prices, it grew by 11.5%
Nordural aluminium smelter with accompanyinglast year. Box 2 shows a breakdown of lending by
hydropower development projects, will bridge thesegments.
gap when those currently in progress come to an end. Lending growth appears to have decelerated con-
siderably during Q4 of 2000, as the accompanying
Credit is still expanding, although some slowdown iichart shows. At constant exchange rate and prices,
growth is noticeable lending in the credit system remained virtually
Although growth in lending by DMBs has slowedunchanged from the end of September to the end of
down somewhat since its peak of almost 35% ithe year. Growth has picked up again in the begin-
1999, the 12-month increase until the end of Marching of 2001 and the increase in lending by DMBs
this year was still more than 23%. Lending by thand investment credit funds outstripped price and
credit system as a whole increased by just over 188&change rate changes by 1.6% over the first two
until the end of 2008.Lending to businesses grewmonths of this year. This corresponds to a 10%
the most, by 23%, while lending to households ramcrease on an annualised basis. Comparable growth
close behind with an increase of just under one-fifthn lending by DMBs from December to the end of
Compared with the previous year, business credilarch was equivalent to 13.5% per year.
growth slowed down from 1999, when it grew
almost 29%, while lending to households gainetflassive increase in corporate debt in recent years
ground. As a proportion of GDP, corporate debt has never
Discerning that underlying credit growth hasbeen greater. At the end of last year it was equivalent
to 122% of GDP, compared with 74% in 1996. Only
once over the past three decades, in 1982, has the

1. Included in the credit system are deposit money banks, investmepatio of Corporate debt to GDP shown such a Iarge
credit funds, pension funds, leasing companies, securities funds, lend-

ing activities of insurance companies and the State, and direct borrov@ﬂnuaI nse as durlng the paSt two years.
ing abroad by Icelandic parties.
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Heavy indebtedness exposes households to shockbe concluded that the debt service burden of some
Private individuals’ debts to the credit system as households has become extremely heavy.

whole increased by one-fifth last year, and with

DMBs by one-third. Icelandic household debt isGrowing share of household short-term debt in-
among the heaviest in the world and as a proportiameases the risk even further ...

of disposable income it has grown steadily since tHeis noticeable that a larger share of household debt
early 1980s. Last year household debt jumped y#tan before is due to consumption loans, which have
again, from 146% of disposable income to 163%a shorter maturity than mortgages or student loans.
This ratio is now higher than the peak in NorwayCredit involved here is chequebook overdrafts which
before a financial crisis struck there early lasamounted to 52.7 b.kr. at the end of this February,
decade. However, it should be borne in mind thdtire purchase agreements for durable consumer
indexation and the long maturity of loans in Icelandjoods or travel, and credit card instalment purchases.
makes a given debt ratio to some extent less riskjhe share of such short-term credit increased at a
than would otherwise be the case. Household indelgarticularly swift pace over the past two years. This
edness was equivalent to 90% of GDP at the end wénd hints at a greater risk for the financial system,
last year, 10% more than the year before. By th&nce the collateral for such credit tends to be less
yardstick too, household debt has reached a recadcure than in the case of mortgage debt, or non-exis-
level, nor has it ever before risen so much as a prent.

portion of GDP in a single year. The growing debt service burden of individuals
and businesses prompts the question whether the sta-
Chart 4 tistics on lending give any indication that debtors are
Household debt beginning to run into difficulties. This could take the
1002 % oo form of, for example, greater use of short-term cred-
,,,,,,,,,,,,,,,,,,,,,, [ 180 it facilities such as bills of exchange and overdrafts,
804 -« - oo [ 160 before households adopt more radical measures to
77777777777777777777777 - 140 cut back their expenses. There is some evidence of
60+ - - - Aspercent of GDP (lefthand axis). /27 ~ - - - - 120 this, although it is hardly striking. Individuals’ over-
********************* [ 100 drafts and bills of exchange within the banking sys-
e 7 [ 8o tem more than doubled in real terms from the begin-

ol A~~~ 7% | ning of 1998 to end-2000. In 2000 they rose by 20
,,,,,,,, et (gt hand $) | 20 b.kr. to reach 63 b.kr. by year-end. At the end of
N February they had dropped back to 55 b.kr. These
196870 72 74 76 78 80 82 84 86 88 90 92 94 96 98 00* debts showed a large proportional rise, from 8% to

" Esimace. 12% of individuals’ total debt with DMBs and

investment credit funds over the past 38 months. At

There is preliminary evidence of a slowdown irthe same time, corresponding debt of businesses fell
the rate of household debt expansion during the firgroportionally, from 12.5 to 11.5% of corporate debt
months of 2001, since lending to individuals bywith the banking system, investment credit funds and
DMBs and investment credit funds decreased sligh&broad, but nonetheless rose from 36 to 70 b.kr.
ly. This can be entirely attributed to less use of over-
drafts, which can hardly be fully explained as a sea-. especially if the employment situation deteriorates
sonal fluctuation. The indicators of debt service burden discussed

The debt service burden of individuals has growabove could suggest that servicing the stock of debt
sharply in recent years. Rough estimates suggestlaeady imposes a heavy burden on many house-
considerable increase as a proportion of disposalields. This burden would become even heavier if the
income in recent years, to approximately double themployment situation takes a turn for the worse.
ratio a decade ago. As the debt service burden varidsuseholds’ capability of meeting their financial
according to the age and assets of individuals, it mapligations is sensitive to the employment situation,
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which last year was exceptionally good. Howeve| ...,

the recent rate of employment is based on premis Commercial real estate prices in
which are unsustainable in the long run. It therefor Greater Reykjavik Area (real terms)
represents a considerable risk for the financial sy Quarterly data, Q2 1981 - Q1 2001

tem. Seasonally adjusted employment reached a I ,, Thous.kr/square metre
of 1.7% towards the end of 2000, but in recern
months has been crawling upwards to the range 2
2.3%.

Real estate prices have probably peaked

The rate of increase in residential housing price
appears to have slowed down, abstracting from sho
term volatility. The price of an apartments in multi- ”
residential accommodation in the Greater Reykjavi 198182 83 84 85 86 87 88 89 90 91 92 93 94 95 96 97 98 99 00 01
Area rose in real terms by 4% from Q1 of 2000 until
the same quarter this year. For the immediately prelata on prices of commercial real estate need to be
ceding twelve-month period the corresponding risgeated with caution, given the relatively few trades
was 16%, and it was 8% the year before that, i.e. frothat are recorded and the much greater diversity of
Q1 of 1998 until Q1 1999. Residential housing priceproperties sold than for residential accommodation.
are now very high in historical terms, or similar to thédata from the Real Estate Valuation Office, howev-
levels of the early 1980s, and 27% higher in rear, seems to invite the conclusion that the rise in
terms than on average over the period 1992-199Fommercial real estate prices have outstripped the
when they were fairly stable. Coupled with the facgeneral price level by 60-80% since the beginning of
that real disposable income is also at a historical peal998. For several years prior to that they were steady
the level of residential housing prices presents a cleand low in a historical context. Thus the real value of
risk for the finances of households which have bediusiness premises now appears to be at one of its
taking on large-scale housing-related obligations. highest levels, although the qualification should be
added that data are extremely sparse until the mid-

Chart5 1990s, which complicates historical comparisons.
Real residential housing prices in Greater |  Over the past two quarters, the increases have appar-
Reykjavik Area ently stopped, but prices are still exceedingly high. If
Monthly data, March 1981 - March 2001 demand for commercial real estate suffers a sizeable

0 Thous.kr./square metre

shock, it must be assumed that a slump in prices,
even in the range 35-40%, is a possibility. Given the

fact that business premises are frequently extensive-
ly mortgaged, it must be concluded that this situation

poses a risk for financial institutions.

120+
110+
100
90 ~
g - - Fishing quota prices going down
Prices of quotas have not followed those of other
60 assets. The price of both permanent and temporary
198182 83 84 85 86 87 88 89 90 91 92 93 94 95 96 97 98 99 0001 qUOtaS for COd Soared arOUnd the mlddle Of the

70

1990s, but has since then remained stable. In recent
Considerable risk of a drop in commercial real estatenonths permanent quota prices have fallen below the
prices three-year minimum. Quota prices are probably not
Price trends for business premises have apparengigrticularly sensitive to the domestic economic situ-
been even more extreme than those of residenteion as long as fisheries companies remain on a rea-
accommodation during the upswing. Admittedlysonably firm footing. Shocks to the fisheries sector
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caused by catch failure or falling prices, howeveiThe current account deficit is evidence of serious
could have a considerable impact on quota priceserheating ...
with negative repercussions for the financial systenDespite a slowdown in growth in various areas,
especially if shrinking domestic demand has weakKeeland’s economy still shows signs of severe over-
ened its capacity for absorbing such shocks. heating. These are most clearly shown in rapid credit
expansion and the current account deficit which
Drop in share prices could weaken househol@amounted to 10.3% of GDP in 2000 and, according to
finances the NEI forecast, will be of similar magnitude in the
Until only a few years ago, equity prices would noturrent year. It is highly unusual for the economy to
be expected to have much effect on household abé in external imbalance on this scale when growth
corporate finances. In recent years, however, shamad investment are no greater than expected this year.
ownership by households has increased massively. A The current account deficit calls for an enormous
rough estimate put their holdings in the range 200rflow of foreign credit. The composition of this cap-
250 b.kr at market value at the end of 1999 (based @al inflow is a matter of concern. Less risk is gener-
nominal value reported on tax returns and stock eglly seen as accompanying inflows for direct foreign
change prices). At the same time, equity prices hawavestment, although there may be exceptions, while
been exceptionally volatile. The ICEX Main List, forthe greatest risk is attached to a large inflow of short-
example, has fallen by more than one-third from iterm borrowing and securities investments. Last
peak last year, wiping 70 b.kr. off the market value ofear, the net inflow on both securities investments
listed shares. Based on the position at the end afd direct foreign investment turned out to be nega-
1999, the estimated dent made in household and ctive. As far as securities investments are concerned,
porate finances by the fall in equity prices is in th@ension funds’ purchases of foreign securities, espe-
range 80-100 b.kr.. In fact, those assets were alsw@lly equities, played a large part in this develop-
built up over a relatively short time, i.e. 1999 and thenent. Measured as a proportion of GDP, the net flow
first months of last year. Individuals are known toof foreign direct and portfolio investment was nega-
have borrowed or sold other assets in order to investe by a similar amount to the current account
in equities, which is a very risky venture. Because afeficit. Thus a capital inflow equivalent to roughly
how sharp the price peak was, making the drop mudWwice the current account deficit, or one-fifth of GDP,
softer when measured over a longer timescale, tragdas needed to finance the current account deficit and
ing volume at such high prices was lower than woulthe combined outflow of direct and portfolio invest-
normally have been the case. However, tradingient. Such a huge inflow of borrowed funds is
turnover was also peaking when prices were highestparalleled in Iceland.

Chart 7 Chart 8
Fish quota prices (real terms) Current account balance 1990-2000

Kr.Jkil Kr./kil i
1000 Kr/Kilo rhio % Percent of gross domestic product

Permanent cod quota (left-hand axis)

8004 - - - - - - - - - - - - -\ F120

600+ - - - - - - A - 90

— Temporary cod quota
4004 - - - - - - - o o - (right-hand axis) - | go

2004 - - ST M - 30

1990 91 92 93 94 95 96 97 98 99 2000
1992 93 94 95 9% 97 98 99 00 o1 Latest values are preliminargource:National Economic Institute.
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Chart 9 no longer cover the collateral which has been put up

Capital movements 1996 - 2000 to secure mortgage repayments. In the past three

Quarterly, at current exchange rates years, the increase in real reS|dent|e}I housmg prices
g0 Bkr has been on a similar scale to that withessed in much
5o —Netforeigndirectinvestment A | of Scandinavia a decade ago. When shocks struck the
0 e e s, ) economies of the Scandinavian countries following &

] period of overheating, the real increase in residential

housing prices was largely reversed, and in the case
of Finland by more than in full. The probability of
such a scenario in Iceland is difficult to evaluate, but
it is only prudent that credit institutions view such an
outcome as a possibility.

123 41234123412341234
| 1996 | 1997 | 1998 | 1999 | 2000 |

Latest figures are prefiminary|  ADOlItion of the intermediate exchange rate objective
has reduced the risk that a currency crisis will spark
. and increases the risk that a contraction coulé@ financial crisis

threaten financial stability Excessive current account deficits are commonly
A current account deficit on the scale of recent yeaessociated with exchange rate instability. The risk
cannot be sustained in the long run. An adjustment pbsed to the financial system by large swings in the
some kind is bound to happen. For the financial sysxchange rate is discussed in more detail below. In
tem, the largest risk is associated with a suddeyarticular, it lies in the inability of businesses, and in
reversal as domestic demand that is the root causesoime cases individuals, who have taken foreign-
the deficit contracts. Investment could contractienominated loans, to repay their debt if the curren-
abruptly and lead to lower employment, which ircy weakens. In the case of foreign currency borrow-
turn would affect disposable income and increaseg in order to purchase real estate, credit institutions
uncertainty among households about their financidéce a particularly pronounced risk, since under con-
position. Exchange rate instability is commonly assdditions which lead to a sharp depreciation of the
ciated with such upheavals, and could produce a sukréna, real estate prices are also likely to drop.
stantial turn for the worse in business profitability. On the whole, the reform to the monetary frame-

Economic growth in recent years was to a largeork (described in a separate article) offers little
extent built on a weak foundation. Householdgushion against the risk posed to the financial system
increased their spending over and above the incredse large exchange rate swings. Judging from the
in their disposable incomes, by cutting back theiexperience of countries which have suffered curren-
saving. Eventually the time will come when theycy and financial crises in recent years, the largest
need to increase their saving to a normal level, if onklgxchange rate fluctuations have occurred with the
to meet their higher debt service burden. If théailure of a fixed exchange rate regime, when central
employment situation worsens significantly, a hartbanks have been forced to stop holding the exchange
landing is probable, with disposable income possiblsate within specific fluctuation limits after severely
shrinking at the same time as the debt service burddapleting their currency reserve. After the abolition
increases. Likewise, if many of the recent investmemif the fluctuation limits, there is no need to fear such
projects are to generate a return, sustained purchasscenario. On the other hand, short-term fluctuations
ing power is required. This applies especially tin the krona are likely to increase significantly, at
expansion of retail space, where investment has beleast temporarily, which is attributable to less Central
extensive, with a corresponding accumulation of
debt.

High residential housing prices make the situg2- For exgmple, if a real estate purghase is financedhbyvith foreign
. . . . borrowing, a 10% drop in the price of the property and a currency
tion even more sensitive. A contraction could bring

: depreciation of around 15% would suffice to bring the value of the real
down real estate prices to a level where they wWou  estate below the outstanding balance on the loan.
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Bank intervention in a relatively shallow market and The currency reserve, net of foreign borrowed

the uncertain climate prevailing at the momentiunds, decreased steadily from late 1999 and by the
These circumstances call for companies and financitine the fluctuation limits were abolished, the net

institutions to exercise even more caution in theiposition had contracted to only around 7 b.kr.

risk management. On the whole, however, the preBesides its currency reserve, the Central Bank of
ent arrangement entails less risk for the financial sygeeland has negotiated access to foreign credit facili-
tem, since the risk of a currency crisis triggered by ames which the Bank can draw on without notice. The

unsuccessful attempt to defend a particular exchangeount of these agreements is now around 70 b.kr.
rate is no longer at hand. and only a small amount has been drawn on.

Net foreign reserves have deteriorated considerab| chart11

recently Net short-term foreign asset position
The currency reserve serves the function of dampe Short-term assets minus short-term debt excluding
ing the impact of foreign currency flows on the Bkr. Treasury bills (ECPP)

™ . . 50
exchange rate. If exchange rate stability is the int€ , | mcentral Bankmm Credit systei  Other sectors  Net positign

mediate target of monetary policy, a sizeable currel 3o
cy reserve is a precondition for the credibility of suc| 20
an arrangement. The changes in the monetary fran 13
work at the end of March reduce the importance ¢ 4,
this function of the currency reserve to some exter| -20
Earlier rules on the currency reserve, which aimed | -0
maintain a specified minimum reserve relative to th ;g
size of foreign trade, are not as critical as befor( g0l — e BN B
However, in pursuit of its targets for price and finan| ~ bec- 1997 Dec. 1998 Dec. 1999 Dec. 2040
cial stability, the Central Bank may still require ade-

quate reserves to enable the Bank to intervene in the The short-term foreign position can also provide
foreign exchange market if it deems this necessary &m indication about pending pressure on the
achieve its goal. Last year the currency reserve de&xchange rate or currency resefues development
riorated substantially in terms of its compositionsuggests that the short-term position was significant-
The Central Bank increasingly had to resort to shorly more sensitive last year, especially during Q2
term borrowing in order to maintain the size of thevhen it was negative by more than 40 b.kr., largely
reserve as stipulated in its working procedures. Thiue to the negative position of DMBs. Later in the
can be clearly seen on the accompanying chart. year the credit institutions improved their position

somewhat, from being negative by almost 60 b.kr. at
the end of June to negative by almost 30 b.kr. at the
end of the year. At the end of June the currency

Chart 10
Central Bank currency reserve 1997-2001

.,  Atendofmonth, at current exchange rates reserve was equivalent to only 56% of the DMBS’

40 short-term position, and their short-term liabilities
Gross Jeserve were 2.4 times the reserve, but have since decreased.

04 - JA\- - - S\ . MEYA - The Central Bank’s short-term position also weak-

ened during the year, as has already been reported.

2044 - - - - 2T

Net reserve

3. The foreign short-term position can be defined as Iceland’s current for-
eign assets less current foreign liabilities. Foreign assets are largely in
the form of the Central Bank’s currency reserve and the current assets

0 LI L L e e B B O O Ofc.red.itir.]StitUtio.nsand’toace.rtaine.Xtent’Of.bUSir.‘lesse.s..TheSt.OCKOf

1997 1998 1999 2000 2001 T-bills in international markets is not included in this definition, since
they are fully backed by untapped credit facilities.

1o T
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Aggregate microprudential indicators Chart 12

Equity market performance of financial

Profitability drops ... sector companies and the ICEX-15
On the whole, profitability was slack at the com-

mercial banks, major savings banks and investme 1°
banks$ in 2000. Return on equity was 9.9%, having 407 =~ = - — Binadarbanki  —ICEX.15
dropped from 19.3% the year before. Looking only 307 - j. - —Kaupthing
at the three largest commercial bahksis ratio is 120 2 AR - T
even lower, or 5% compared with 33.2% at the si %7 Rl AT T R W YR
largest savings banks and 12.4% at the investme 007/ - - - - - VR S

o October 30, 2000 = 100

—Islandsbanki - FBA— Landsbanki

banks. L T
80+ - - - - - - - - - - - ',
. S o
WI.tI.‘I seyeral qualifications ... o T F W AN I 3 A s o N D F wa
Quialifications need to be made when these instit | 2000 | 2001 |

tions’ profit figures are compared. Several savings
banks sold their shares in Kaupthing and others postost ratio is on the increase ...

ed them to their accounts at market value in part or iFhe financial institutions’ cost ratio, i.e. operating
full. Had this not been done, their profitability wouldexpenses as a proportion of net operating revenues,
have been close to zero in 2000, and the story is sifiell in 1999 (to 60.4%) but rose again in 2000
ilar for 1999, when their share in Kaupthing’s profit(66.3%). However, the combined cost ratio fell at the
was the bulk of their return. Different procedures irsix largest savings banks to 48.9% in 2000, from
accounting for market value of shares in the inves62.1% in 1999. On the whole, little changes have
ment portfolio also need to be borne in mind. island®ccurred in the cost ratio over the past five years,
banki-FBA included the loss due to falling prices obecause the overall decrease in 1999 and that shown
marketable securities in full, and if both Landsbankdy the savings banks in 2000 can largely be
and Bunadarbanki had done the same their pre-taxplained by an increase in other revenues rather
profits would have been lower. The value of equityghan by cost restraint.

holdings in Landsbanki’'s investment portfolio, how- A look behind the averages makes interesting

ever, is not fully realised in its accounts. reading. islandsbanki-FBA's cost ratio rose to 64.2%,
its highest level since 1996. To some extent this is
... and share prices fall explained by the costs of their merger, and the unau-

Lower profitability of financial companies is clearly dited first-quarterly statement published towards the
reflected in the prices of their listed shares. Thegnd of April shows that this ratio has dropped slight-
have all fallen considerably from Q2 of 2000 untilly. At Landsbanki this ratio has been stable for the
today, and their market worth of 90 b.kr. in mid-Aprilpast 5 years and is now around 71.5%. The greatest
2001 was more than 12% lower than at the beginnirgiange has taken place at Bunadarbanki, where the
of 2000. cost ratio rose to 84.2%. At Kaupthing, an increase in
costs sent the ratio up to 66.9%, while it decreased
for four of the six largest savings banks, although this
is largely explained by an increase in other revenues.
4. The ratio gf net profittq the averagg between equity at the start and end paer” and related costs rose by 19% last year
of the period, less profit for the period. . . . P
among financial institutions as a whole, but
5l&aupthing stands out for its proportional increase of

Icebank and the 6 largest savings banks: Reykjavik and Environ . -
Hafnarfiordur, Sparisjodur vélstjora, Keflavik, Képavogur and 78.2% between the years, and its number of full-time

Myrarsysla. Kaupthing and Frjalsi Investment Bank are the investmerpositions went up by 56%.
banks referred to. L LT .
) , o o _lcelandic financial institutions clearly face a great
6. In the figures for commercial banks, FBA is included with Islandsbanki | of Kin brinai d thei t rati if th
from 1998 onwards, but the Fisheries Investment Fund and Industrizg|ea orworkin rlngln_g_ own _elr cos rg 10S I_ ey
Loan Fund are included before then. want to be competitive against foreign rivals.

5. i.e. islandsbanki-FBA, Landsbanki islands, Bunadarbanki island
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Mergers and operational streamlining must surely k@oth on foreign- and domestic-denominated loans).
a prime consideration. A Competition Council deciThis trend could reflect an increased risk in the cor-
sion last year prevented a merger betweeporate operating environment, in the view of credit
Landsbanki and Bunadarbanki, which would havénstitutions, or their own tight liquidity, but it also
been a cost-cutting merger and would have resultémlsters their revenue base.

in operational streamlining within the Icelandic

banking system. Nonetheless, opportunities for gairisapital adequacy ratio (CAR) ...

in operating efficiency still exist and could increas@’he capital ratio of the financial institutions as a
further if draft legislation on the privatisation ofwhole has been declining in recent years. At the end
Landsbanki and Bunadarbanki, and on the incorporaf 2000 it measured 9.9% according to the legal def-
tion of savings banks into limited liability compa-inition8, down from 10.6% the previous year. Year-

nies, becomes law. end 2000 capital ratios were 8.7% at Landsbanki,
9.7% at Islandsbanki-FBA, 9.7% at Bunadarbanki,
... and the revenue base shows fluctuations ... 12.3% at the largest savings banks and 11.6% at the

Revenues of financial institutions as a wholénvestment banks. The commercial banks failed to
increased between 1999 and 2000, although thoserefch their target of maintaining capital ratios of 10%
Bunadarbanki and Icebank contracted. The ratio afnd above last year. At the largest savings banks, the
net interest earnings to total revenues increased capital ratio rose from 1999 (10.8%), but until then it
islandsbanki-FBA (69.0%) and Bunadarbankhad been on a downward trend and was approaching
(78.9%) while it remained virtually unchanged athat of the commercial banks. To a large extent, the
Landsbanki (60.5%) in 2000. The reason is that capirnaround in the savings banks’ capital ratios can be
ital gains on financing activities decreased consideattributed to their disposition of their shares in
ably compared with 1999, and as a ratio of net opelKaupthing last year.
ating revenues they were negative at Landsbanki
(-1.1%) and Bunadarbanki (-20.8%) but just above. and subordinated loans increase
zero at Islandsbanki-FBA (0.4%). Five of the sixvirtually all financial institutions took subordinated
largest savings banks and the two investment banksns in 2000 and their total stock of subordinated
witnessed a drop in the ratio of net interest earningsans had reached 20 b.kr. by the end of the year.
to total revenues, while the ratio of net fee incom8ubordinated loans are classified as Tier Il capital,
rose at the investment banks (87.2%) and othéut islandsbanki-FBA is the only financial institution
income rose at the savings banks (59.2%dree of to issue subordinated debt instruments belonging to
the six largest savings banks and Frjalsi Investmefter | (891 b.kr. at the end of 2000, see Box 3). Some
Bank produced a loss on their trading activities31% of these loans have been procured abroad and
while Kaupthing and Icebank generated a profit oon April 3 this year islandsbanki-FBA announced a
them. 22 million Europaper subordinated issue. Excluding

At the commercial banks and savings banks, nstibordinated loans, the capital ratio has fallen rapid-
interest earnings have been the main source of rdy-in recent years. For the financial institutions as a
enues, along with commissions, while fee income iwhole it was 6.7% at the end of 2000, but was 8.2%
are the main source at investment banks. Financi the end of the previous year — a drop of 1.5 per-
institutions therefore need to consolidate these regentage points in a single year. At the three largest
enue bases and insulate them better against markemmercial banks combined, this ratio was 6.3%.
fluctuations which have an impact on their profitd andsbanki’s was 5.7%, islandsbanki-FBAs 6.7%,
from trading activities. The interest premium orBunadarbanki’s 6.2%, and the largest savings banks
loans to businesses and individuals has risen of ldtad a ratio of 8.7%.

As the capital ratio falls and the financial institu-

7. Other revenues comprise revenues from equities and holdings, net com-

missions, capital gains on trading activities and sundry operating re\
enues. 8. The minimum ratio stipulated by law is 8%.
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The main reason for the falling capital ratio is
rapid expansion of the financial institutions’ balance
(Capital supplement) sheets and declining profitability. There is every rea-
son for concern about this trend. In recent years the

Box 3 New type of subordinated loans

Regulation no. 852 of November 21, 2000, with the sub-fall in capital ratio has been particularly noticeable at
sequent amendment no. 964 of December 20, 2000the savings banks. Commercial banks have main-

aut
the

horises the classification of bonds as Tier | Capital, iftained theirs better with subordinated loans, but there
following conditions, among others, are fulfilled:  iS continuously less scope for further issues. Now it
is also clear, after the depreciation of the kréna this
No due date is specified on the bond. year, that the financial institutions’ risk-weighted
The issuer may only repay the principal with the 38SSEtS Wil! rise, WhiCh by itsglf will bring down thgir
approval of the Financial Supervisory Authority and C2Pital ratios. A ratio which is well above the capital
then in the first instance 10 years after its date ofad€dquacy requirement gives some scope which will

issue, provided that the equity will be adequate aﬂercertainly be “e?defj if Fhere is a hard landing. ,It is
repayment, in the view of the FSA. also worth bearing in mind that the Basel Committee

is now working on a review of capital adequacy
requirements, as discussed in Box 4. This includes a
capital requirement for operational risks which could
raise the requirement significantly. New capital ade-
quacy rules are expected to take effect in 2004. In all
'likelihood these reference points will be made bind-
ing under Icelandic law, and it is certain that the rules

If the issuer’s equity falls below the minimum capi- \jl| have an impact on borrowing overseas by
tal requirement, the principal can be written down to |celandic credit institutions.

meet the issuer’s operating loss.

In calculating equity, the maximum combined total Credit expansion is still brisk ...

of bonds both for the parent company and group isA large increase in lending is the main reason for the

15% of Tier | capital. rapid growth in the credit institutions’ balance sheets
in recent years. From the beginning to the end of
2000, DMB lending increased by 26.4%, or 126

Interest payments will only be permitted within the

limits allowed by retained earnings, providing that

minimum capital adequacy requirements are also
fulfilled when this has been done. Furthermore, the
interest carried by the bond may only be reviewed
on a single occasion, 10 years afterwards.

tions’ profitability decreases, terms on subordinateg kr? The increase the year before that was 23.3%, or
loans to them become tougher, and there are sign§ b.krl® Commercial banks witnessed higher credit

that this is beginning to happen in Iceland. growth than savings banks in 2000, or 28.0% and
21% respectively, but the situation was reversed the

chart1s o . year before when savings banks’ lending rose by
Capital ratios incl./excl. subordinated loans 35 204 put that of commercial banks by 20.6%.
—Commercial banks excluding subordinated loans During Ql of 2001, |ending increased by juSt over

% —Largest savings banks excluding subordinated loans 4% (Or more than 17% on an annualised ba.SiS) com-

—Commercial banks including subordinated loans —

pared with 7% in Q1 of 2000, which suggests that
momentum is starting to slow down, since credit
institutions may be finding it more difficult to fund
increases in lending.

77777 Largest savings banks including subordinated loans-

9. Lending by FBA included at the beginning of the year.

10. Lending by FBA is included in these figures.
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Box 4 proposals for a review of capital adequacy rules

On January 16 this year, the Basel Committee dower average capital adequacy requirements for credit
Banking Supervision published the New Basel Capitaistitutions at global level. However, those made
Accord proposing new capital adequacy rules for creddwards individual institutions may increase or
institutions. Aimed to replace the Basel Capital Accordecrease, according to their overall risk profile. Since
of 1988, it is expected to be implemented in 2004. only a small part of Icelandic credit institution will

If adopted, the new Accord will be more complexjualify to use the more complex version of the planned
and detailed than 1988 Accord. A more complex framedles, their present capital requirement can be expected
work is considered as a natural reflection of the evolte increase on average after the reform.
tion of credit institutions’ activities in recent years, and The proposals underline that the new capital ade-
also represents a response to their demands for a revipiacy rules will be followed up with a closaternal
of the 1988 Accord. An effort has been made to intr@and external supervisory revieof their implementa-
duce flexible principles that take into account the dition. Greater responsibility on the part of the credit
ferent characteristics and degrees of risk, and at timstitutions and more effective official supervision are
same time enable a choice between assessment mstiygested. It is proposed that credit institutions should
ods. The scope for employing more risk-sensitive aratlopt methods that enable official supervisory institu-
precise methods for calculating capital requirementstisns to assess whether each one has the capability and
regarded as an encouragement to credit institutionsimternal procedures to assess capital requirements in
make ongoing enhancements to their risk assessmaotordance with its degree of risk.
procedures and risk management. Furthermore, more The report underlines a stronger rolerfuarket dis-
sophisticated risk assessment procedures for credipline in credit institutions’ activities and in financial
institutions are also seen as contributing to global finamarkets in general. Financial market participants should
cial stability. thereby be able to assess critical information describing

The proposals consist of three interconnected pthe institutions’ capital adequacy and risk profile. This
lars: minimum capital requirements, internal and extegoal should be achieved with effective disclosures of
nal supervisory review and market discipline througbapital structure, risk exposure and capital adequacy.
increased disclosures by credit institutions. It should be mentioned that, if accepted, the new

Regardingninimum capital requirementthe effect Accord will not automatically become legally binding
of new framework on the activities of banks will depenih Iceland. Current rules for Icelandic credit institutions
upon the sophistication of their risk assessment metland securities companies) in this area are based on
ods. Smaller banks will be able to apply the simpleBEA law which reflects the 1988 Accord, cf. Councll
procedures which are based on the standards from 1#88:=ctive 93/6/EEC of 15 March 1993 on the capital
and only slightly more complicated. Banks with moradequacy of investment firms and credit institutions,
advanced risk management capabilities and also fulfilith subsequent amendments. The European
more stringent supervisory requirements will be able @ommission has been closely watching the Basel
apply the internal ratings-based approach. Th{8ommittee’'s work and presented proposals for adapting
approach leaves it to the discretion of the banks thethem to the European banking and securities market
selves to assess many key factors in credit risk, sucheavironment. Both the Basel Committee’s proposals
the probability of default of the borrower. New requireand those of the Commission have now been referred
ments are also introduced for operational risk and tifier comments to interested parties. New rules in this
choice of measurement approaches for it. On averagega are expected to be implemented in Europe in 2004.
the new standards are not expected either to raise or to
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... but little sign of loan losses yet ... hedged against currency risk with derivatives or debt
Despite this increased level of lending and the tighteonversions. A risk of loan losses by credit institu-
economic climate in 2000, there is still little sign oftions has therefore developed and there is reason for
loan losses in the annual accounts of the commerckdeping alert. The trend for foreign-denominated
banks and largest savings banks. The ratio of noherrowing shows some slowdown in growth in
performing loans to total lending has fallen in recenmtecent months, but uncertainty about the kréna also
years and at the end of 2000 was around 2.0%, plays a part there.
against 5.2% at the end of 1996. This could change A sectoral breakdown of DMB lending shows
in the next few months, however, since business#isat loans to households increased by 27% in 2000
and households now have extremely high levels aind by 21% in 1999. Investment credit funds also
indebtedness and their payments burden has bdeoreased their lending to households by 14% in
increasing somewhat recently. 2000, which is similar to the increase in 1999.
Lending to pension fund members also showed con-
. while the share of foreign-denominated lendingiderable growth, by 26.7% in 2000 compared with
has increased ... 13% in 1999. Household indebtedness to DMBs,
The weighting of foreign-denominated loans innvestment credit funds and pension funds increased
DMBs’ loan portfolios has increased significantly inby 87 b.kr. in 2000. Icelandic households clearly
recent years. At the end of 2000, some 41.6% bfave extremely high levels of debt.
DMB lending was foreign-denominated (just over Corporate debt with DMBs and investment cred-
250 b.kr.), compared with 36.5% in 1999 and 34.4% funds rose by 88 b.kr. in 2000, or 24.4%, but since
in 199811 Clearly, part of the increase in 2000 can beart of these liabilities are foreign-denominated,
explained by the slide in the kréna. To a growingome 6% of the increase can probably be attributed
extent, foreign-denominated loans have been grantaaithe slide in the kron¥ These figures clearly show
to borrowers who have no sources of foreign curre@ major rise in corporate and household debt in 2000
cy revenues and are therefore exposed to pure canrd, combined with the tighter economic climate in
rency risk. As much as 40-50% of the increase ilteland, this could lead to liquidity problems in the
DMB lending to borrowers with no foreign currencyfuture, which would then have a direct impact on the
revenues in 2000 is likely to have been foreignfinancial system.
denominated. Reasons include lower foreign interest
rates, the strengthening of the kréna until the middl€he share of domestic funding is declining ...
of 2000 and relatively easy access by credit institibeposits and securities issues by credit institutions
tions to foreign borrowing. Despite lower foreignhave been growing at a much slower pace than their
interest rates, the actual interest payments and amtanding and marketable securities portfolios. From
tisation may have risen steeply in kréna terms due the end of 1996 to the end of 2000, the ratio of
the depreciation (as in 2000), leading to a considedeposits to lending at credit institutions dropped
able increase in the borrower’s repayments burdefiom 80% to just over 48%. Over the same period,
However, since long-term borrowing is oftenthe ratio of deposits and securities issues to lending
involved, it means that large capital losses are postadd marketable securities portfolios went down from
to the accounts, as many companies experienced 18386 to just under 69%. Nor has domestic funding of
year, due to higher principal in kréna terms, but withlending and securities portfolios matched the growth
out entailing any actual payment from the borrower's1 lending and market securities at the investment
funds. So far this year the kréna has depreciated byedit funds.
just over 9.6% (until April 30) and the position of
borrowers of foreign loans with no foreign revenues.. with a growing share of foreign funding ...
will have deteriorated even further, unless they hav&ince other sources of funds have often been

11. Including FBA and the Commercial Loan Fund. 12. According to the NEI Economic Indicators (Hagvisar), March 27, 2001.
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required, foreign borrowing by DMBs and invest-fund positions in securities and even short-term lend-
ment banks grew by 58% in 2000 to pass 370 b.kr. aig. The volume of derivatives based on repos has
the end of the year, compared with 170 b.kr. at endiso increased, largely when positions are being
1998. At the end of 2000, over 83% of these loartaken in anticipation of further reductions in interest
were long-term. While these institutions only faceates in the domestic bond market. The reason is that
limited direct currency risk, an indirect risk is creatcredit institutions are often hampered in using the
ed, as discussed above, through foreign relending domestic interbank market by their limited credit
borrowers whose income is earned solely in domebnes, so they use repo transactions instead.
tic currency.

Enhanced security in payments intermediation
... and greater Central Bank funding Two main reforms were made in the field of pay-
One channel for credit institutions to fund their activinents intermediation. One was the establishment of
ities is through repurchase agreements with thebasic real-time gross settlements (RTGS) system in
Central Bank. A large increase has taken place the second half of December, and the other involved
repo transactions in recent months and the outstandies set by the Central Bank on access by payments
ing stock at the end of April was more than 60 b.krsystems to current accounts with the Bank. These
compared with 47 b.kr. at the end of 2000 and 3@&forms are described in Monetary Bulletin 1/2001
b.kr. at the end of 1999. To a large extent thiand the Central Bank’s Annual Report for 2000.
increase has resulted from Central Bank intervention In the Bank’s view, these reforms contribute to
in the foreign exchange market in recent month&nhanced security in payments intermediation, both
since the beginning of this year the Central Bank hdmcause the RTGS system will eliminate liquidity
purchased 11.8 b.kr. in the market and the treasungk from the mediation of large payments, and by
has also increased its deposit with the Central Barficmly consolidating the legal foundation for pay-
Credit institutions have been able to use repos toents transactions under the new rules.
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Aggregate microprudential indicators 1996-2001

Capital ratios 1996 1997 1998 1999 2000 2001 Date:
Capital adequacy ratio (CAR)
by legal definition (%) .......ccccevveiiiiiiiiiieeee 12.4 11.6 10.4 10.6 9.9
excluding subordinated loans (%)................. 11.1 10.2 8.8 8.2 6.7
CAR A (Tier 1 ratio)
(%) (excluding investment banks)................. 11.9 11.0 9.9 9.3 8.0

Quality of assets
Credit institutions

Total lending (D.Kr3.......cocoovvveviveriiiiciee 275.3 308.4 385.7 475.8 601.5 626.0 March
Thereof foreign-denominated (%)............... 29.0 31.8 34.4 36.5 41.6 43.2 March
Sectoral breakdown of lending
Households (% of total lendirg).................. 259 26.6 27.9 27.3 275 26.3 March
Thereof foreign-denominated (%)............ 0.3 0.5 1.8 4.8 8.1 8.4 March
Thereof residential housing-related (%)... 22.8 21.3 18.7 20.2 18.3 18.1 March
Businesses (% of total lending).................. 65.5 65.2 64.8 65.7 65.2 66.9 March
Thereof foreign-denominated (%)............ 43.6 46.8 49.8 50.6 55.6 56.7 March
Fisheries sector (% of total lending)........... 28.7 29.4 27.7 24.8 22.9 23.6 March
Thereof foreign-denominated (%)............ 75.7 79.1 83.3 83.9 86.5 88.2 March
Retail and services (% of total lending)...... 20.8 19.8 24.8 28.6 29.4 30.5 March
Thereof foreign-denominated (%) 14.0 15.2 19.5 29.5 37.0 38.2 March
Manufacturing, transportation, electricity ar
construction sectors (% of total lending).... 16.0 16.0 12.3 12.2 12.9 12.7 March
Thereof foreign-denominated (%)............ 24.5 26.7 35.5 32.4 43.0 42.6 March
Non-interest bearirfg% of lending)............. 5.2 4.1 2.4 2.2 2.0
Equity as percent of total assets................ 9.2 8.7 7.4 7.1 6.3
Borrowers
Households
Household debt (% of disposable income)  133.4 134.7 138.7 145.8 163.0
Businesses
Debt as ratio of equity
All listed companies (excluding commerc
and investment banks).........cccccceeeeiinnnnn . 1.0 1.0 1.0
FiSheries. ..o 1.4 1.3 1.2 1.4
Retail, construction and services............. . 1.4 1.1 11
Manufacture and production .................... 0.5 0.4 0.6 0.7
Profitability
All listed companies (excluding commerc
and investment banks) .........ccccocviiiiinen. . 8.0 8.2 8.1 -1.7
FISNEriesS....ccoiiiiiii e 14.4 11.6 8.6 3.0 -16.5
Retail, construction and services............. . 9.3 1.2 13.6 10.3
Manufacturing and production................. 17.7 10.7 7.2 4.6 6.2
Managemenit
Cost ratios
Operating expenses (% of net operational
ENUES) .ottt 66.6 65.3 67.1 60.4 66.3
Labour cost (% of net operational revenues) 33.9 33.6 35.2 31.2 33.2
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Aggregate microprudential indicators 1996-2001, continued

Profits and profitability

Return on equIity ........ccceoveveeiiiiiniiee e
Interest margin (% of total revenue)................
Commisions (% of total revenue)
Value adjustment of other financial operations
(% of total revenue) ........c.cceecveeeiiveeiiiieeeiinen.
Dividends from shares, other holdings etc.

(% of total revenue) ..........ceeeveeeiiveeniiieeeiinen.

Other income (% of total revenue)..................

Liquidity position
Central Bank funding of financial institutions
(b.kr., position at end of year) ...........cccoeeveenene
Lending as ratio of deposits............cccceverurenne
Liquidity ratio (short-term assets as ratio
of debts, (K 1 year) ....cccevveviiiiiiiieeeeee

Market risk
Foreign exchange market
Effective exchange rate of Icelandic krona
(% change between years) ..........cccccceevevnene
Turnover (B.KF) .o

Equity market
ICEX-15 (% change between years) ............
Market capitalisation (b.kP).............
Market capitalisation (% of GDP)..................
Turnover on ICEX as percent of market
capitalisation ............ccoeeiieeiiiiie e
Total turnover as percent of market capitalis:

Product prices
Marine product prices in real, foreign
currency terms (1990=100)..........ccccveervrrenns
Fish quota prices (long-term cod quota), kr./|
Aluminium prices, US$/tON .........cccccevveinennnn,

Real estate market
Residential housing (January 1996 = 100)...
Commercial real estate
(real terms, price in fourth quarter of each ye

a s wbdhpeE

Including equity mutual funds.

1996
9.5
62.1
24.8
5.3

4.7
3.1

1.25

59.3
94.8
19.5

6.2

91.9
560
1,504

101.0

100.0

1997
10.3
58.9
245

7.5

6.1
3.1

1.29

-1.4

14.7
151.0
28.5

8.8
15.6

94.2
650
1,592

103.0

95.2

Commercial banks, six largest savings banks and investment banks.
Deposit money banks, adjusted for FBA and Commercial Loan Fund.
Item “miscellaneous”, also includes individuals’ private business operations.
Commercial banks and six largest savings banks. FBA included as of 1999.

1998

13.5
56.0
23.1

15.0

3.9
1.9

22.8
1.46

-0.7
401.8

9.8
231.9
39.9

55
17.2

104.4
758
1,336

109.1

118.6

1999

19.3
52.4
23.1

12.0

9.6
2.9

36.0
1.53

-3.0
468.0

47.4
369.8
57.6

10.8
324

100.5
771
1,364

1251

140.7

2000

9.9
54.3
31.4

-1.4

5.9
9.8

46.9
2.07

9.8
768.0

-19.3
393.0
57.7

14.2
50.6

100.1
860
1,551

147.4

160.9

2001

60.6
2.03

1.4

9.68
154.1

-12.8

99.2
700
1,497

165.1

Date:

April 24
March

March

April
April

April
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