Financial markets and Central Bank measutes

Kréona and bonds fall in domestic markets

The past quarter has been eventful in domestic financial markets. In the middle of May two domestic
bond market participants announced that they intended to cease market making for treasury-guaranteed
bonds. As a result, the yield on indexed bonds rose sharply. The Debt Management Agency and the
Housing Financing Fund responded by revising their procedures and tendering out market making.
Yields in the bond market dropped as a result and trading rallied. The yield on indexed treasury-guar-
anteed bonds has nonetheless risen and now stands at around 6%. The krona came under significant
pressure in the middle of June and again in the first part on July. Apparently, expectations had dimin-
ished that the krona could maintain the strength it had reached at the end of May, partly because of the
poorer outlook for fish catches, current account deficit and prices. During the first speculative attack
the krona fell by 3% to finish 3% above the central rate of its target bands. In the second attack the
exchange rate fell almost 1% below the central rate, but picked up again and the time of writing is
around 1.4% above the central rate. Both these attacks prompted the Central Bank to take measures
aimed at preventing excessive fluctuations which could have led to even greater uncertainty in the mar-
ket. In addition, the Central Bank raised its policy rate on June 19, partly to support the kréna but also
to match interest rate rises among major trading countries, since the Bank considered it necessary to
maintain the interest differential between Iceland and them.

The krona came under pressure and fell despieurrent account deficit and the rate of inflation could
Central Bank’s measures turn out lower than had been forecast.

The krona was exceptionally buoyant in the spring

and reached a historical high in April and May whe
it went above the old 6% target zone bands on sev( ¢! o ]
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about the current account balance and inflatio - co
appear to have caused a reassessment of the cred
ity of the kréna. Until then, market participants an
other domestic parties generally appear to have be
more optimistic about economic prospects than offl
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The kréna had been very strong in late winter anaigain. The Bank moved in to defend the kréna once
spring, for most of the time hovering around 6%mnore and it remained virtually unchanged between
above the central rate, and stood 5.76% above it giotations, but had slid by the close of day by almost
the beginning of June. Then, the kréna began to slidé%. Significant pressure remained on the kréna for
but the main drop took place on the 14th and 15the following two days, during which the Central
when it fell to 3% above the central rate. The secoriBlank engaged in further market activity. As before,
day saw small-scale market intervention by théhe aim was to prevent panic in the foreign exchange
Central Bank, its first transactions in the foreigmmarket.
exchange market for more than a year. Trading was
brisk on the 15th and 16th of June at around 7 b.Kforeign exchange market closed on July 13
each day. The Bank’s measures and its decision @n July 13 the krona dropped sharply in the morning
raise the policy rate, which was announced on Juméhen the market opened. Market makers resorted to
16th, appeared to calm the market, and the kréméosing the interbank market at ten o’clock that
remained stable until the following Friday when itmorning. According to the market’s rules, a majority
dropped by just over 0.8% in a relatively large tradef market makers may decide on a temporary clo-
ing volume. At the end of the day the krona was evesure, until the following day of trading at the most.

lower, around 2% above the central rate. The Central Bank was not involved in this decision,
but immediately summoned the market makers to a
Chart 2 meeting where it was decided to reopen it at twelve

Official exchange rate index in the year 2000  o’clock. In the Central Bank’s view, the closure of
and deviations from central value, 115.01 the market was regrettable, and the Bank has sug-
16 31121991=100 % 50 gested to other market participants that these rules
may need to be reviewed.

—Exchange rate index (left axis)
—Deviations (right axis)

The kréna reached a low on July 14 and then rallied
Despite the Central Bank’s measures on those three
days, the krona fell and reached a low on July 14 at
almost 0.9% below the central rate, in another record
day for foreign exchange market trading. Total vol-
ume then amounted to 20.8 b.kr., including 3 b.kr. on
the part of the Central Bank, while trading was also
heavy during the two preceding days, at 12.8 b.kr.

Jan. Feb. Mar. Apr. May June July ’

and 15.4 b.kr. respectively. In all, the Central Bank

The foreign exchange market was the scene aofeasures involved more than 7 b.kr. during those
more action on Monday June 26. According tdhree days. After July 14 the tension in the foreign
Central Bank sources the outlook was for heavgxchange market slackened greatly, trading volume
demand for currency early that morning. The Centraleclined and the krona rallied again. At the time of
Bank responded by selling currency when tradingriting the kréna is 1.4% above the central rate,
opened. Huge trading took place in the interbankome 5% lower than at its peak in May.
market that day with transactions totalling 19.3 b.kr.,
a record for a single day. The Central Bank'Speculative attack
defence, involving more than 2.6 b.kr., led the kron@here is no doubt that a speculative attack was
to strengthen somewhat from its Friday level, to fininvolved, in the sense that domestic and to some
ish 3.2% above the central rate. The following dagxtent foreign market participants reviewed their
saw some market operations by the Bank once agapgsition towards the exchange rate of the krona and
and the kréna remained fairly stable without anyook appropriate action, i.e. bought foreign currency
intervention until July 12, when heavy trading in theand closed currency forward agreements or swaps to
interbank market caused the kréna to weaken ykedge against losses from the lower exchange rate.
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These actions exerted downward pressure on thave already been incorporated into market partici-
kréna, catalysing even more market participants infeants’ expectations. On the other hand, yields in
taking action. Nothing suggests that the foreigtrades with treasury and bank bills went up after the
exchange market makers themselves adoptedirdgerest rate rise. The unrest in the foreign exchange
stance against the kréna. On the contrary, their totalarket in July saw interbank interest rates rise con-
foreign currency balances remained almostiderably, by almost %%, since market participants
unchanged for the course of these evententertained strong expectations that the Central Bank
Nonetheless, they did not feel confident about takimgould raise its interest rates even further.

action to stem the currency outflow and assessed the

situation as signalling growing uncertainty about thénterest rate differentials vis-a vis foreign countries
position of the kréna. Foreign exchange markete@main high

such as Iceland’s, which are driven largely by capitdfter the rise in the policy rate in June, the differen-
movements, are extremely volatile and parties th&itl between money market interest rates in Iceland
operate or use services there keep a very close watoid neighbouring countries, weighted against the
on exchange rate movements and the behaviour @fchange rate basket, amounted to just over 6 per-
other market participants, and react rapidly to unexentage points, similar to that at the beginning of the
pected changes. It does not take much to start a ryear. This differential is virtually the same in terms
Participants are prone to panic by a kind of herdf both interbank market interest rates and T-bill
instinct. For this reason foreign exchange marketgelds.
have a tendency to overshoot, i.e. exchange rate fluc-
tuations tend to be sharper than the situation wg chart 4
rants, and then level out when the panic dies dow Domestic and foreign 3 month money marke
as Iceland’s experience showed. rates from the beginning of 1999

— Difference between T-bill yields —3 mo. T-bills, Iceland
% — 3 mo. T-bills, foreign (trade-weighted average)
Difference between interbank lending rates

—

The Central Bank raised its policy rate in mid-June| 12 -
As mentioned above the Central Bank raised its pg ., |
icy rate by half a percentage point in the middle @
June, increasing the yield on its repurchase agre
ments to 10.6%, after several neighbouring countri¢
had raised theirs. The policy rate increase was al
partly aimed to reduce pressure on the kronj |
Interbank market interest rates only showed a smg 2 T T T
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rise following the policy rate rise, and it appears t 1999 2000

1. Percentage points.

Chart 3
Policy rates in selected countries

o L trading i 5 i i
from the beginning of 1999 ess trading in the kréna market despite narrowing

interest rate margins
%

12,0 —United Kingdom— United States~Euro area— Norway Trading in the interbank market for krénur has

—Sweden — Denmark — Iceland == Japan

decreased somewhat in recent months, which is sur-
prising given the huge level of trading in the foreign
exchanger market; a very close relationship often
exists between the two. The margin between deposit
and lending rates has also narrowed, which ought to
spur trading in the market. Trading in longer maturi-
] ‘ ties has shown a slight increase, although less than
R A was expected after the margin between deposit and

JJ FMAMIJ J AS ONDIJFMAMIJ . . .
1956 2000 lending rates was fixed in March.
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Chart 5 ing assumed a drop in yield which did not material-
ize. Furthermore, the market makers criticised the
rgest issuers of bonds for inadequate information.
he new framework has so far not brought about
502K mON mT/N mother periods of time_Percentage points much change in trading in housing bonds and hous-
704 - TON —3M —6M - - - s ing fund bonds, but trading in treasury savings bonds

60 g o -\ - 1 R and treasury instruments has rallied.
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zz gi bonds and other guaranteed bonds

o 02 Ever since the housing bond system was established,
0 oo | the pension funds have been major buyers. In 1997

Turnover in the interbank market for kréna and the
margin between lending and deposit rates from June |19

Dwindling interest by pension funds in housing

JJASONDJFMAMJIJ ASONDJFMAMIJ they held around two-thirds of the entire issued stock
1908 | 1999 | 2000 of housing bonds and housing fund bonds. At the end
of last year this ratio had fallen below 50%, after
Upheavals in the bond market pension funds made net sales of housing bonds

The bond market was thrown into upheaval in Magmounting to more than 13 b.kr. in 1998 and around
when two commercial banks ammounced their interiralf a b.kr. last year. The reason was that pension
tion to withdraw as market makers for saving bondfinds considered they had tied up too large a share of
and housing bonds on the Iceland Stock Exchangdeir portfolios in domestic bonds, and saw reason to
The result was a significant rise in yields as well aspread their risks with other securities, not least
tension in the market which was later to some extedbmestic and foreign equities.
dispelled with actions by the Debt Management
Agency and the Housing Financing Fund. Ther&lore housing bonds and housing fund bonds issued
were several reasons for this upheaval, but mainft the same time there has been a substantial
that the pension funds, which for a long time haéhcrease in housing bond issues in pace with the great
been major players in the bond market, have increaasxpansion in the housing market, whereby the hous-
ingly been focusing on investments overseas. Aing bond/housing fund bond stock has increased by
increase in housing bond issues has also filled tmeore than 55 b.kr during the past two years, i.e. 1998
vacuum left by smaller issues of savings bonds arahd 1999. The treasury cut back savings bond issues
treasury instruments, and at least two banks had alsioarply at the same time. It had been hoped that the
taken a considerable position in housing bonds, hatreasury’s declining borrowing requirement would
create scope for bond issues by other parties, includ-

ing corporate bonds, as well as a fall in yields, but

chane o such hopes have not been realized. The massive sup-
Yields in the money market ply of housing bonds has naturally pushed up their
% January 5, 1999 - July 21, 2000 yields. All things being equal this should tempt
T o saoi investors to re-enter the market, but conditions in
1307 _cpreporate © 0 - S foreign equity markets and the attitudes of domestic
1204 —3mo.Twils - - . . o oo 1 institutional investors have meant that they prefer to
1o T 3mo REBOR ‘ invest in domestic and foreign equities.
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Banks increase their exposure

The deposit money banks’ holdings of housing bonds
and housing fund bonds rose sharply during the last
quarter of 1999 and for the most part of this year. As
a result of market yield trends this year, the DMBs
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involved in these purchases have shown significant
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losses on these holdings of late. However, these logsakers, in particular for treasury bonds. The spread
es are not necessarily reflected in their financian treasury paper on bids at the Iceland Stock
statements, since the bonds may to some extent Bechange had been increasing ever since autumn
entered in investment rather than turnover accounts999, resulting in a contraction in trading. This year
where gains or losses on sales do not need to biel presentations have been more sluggish and mar-
accounted for until final sale takes place, when theiest makers often ignored their obligation to present
may still be hope that the market will turn in theirbids as soon as the market opened. It was different in
favour. Although these purchases may have certatihe case of housing bonds and housing fund bonds,
positive side-effects, such as enabling treasury-guasthere the spread remained small and trading brisk,
anteed bond classes to be put up as collateral in traesen though volume was down somewhat. Thus the
actions with the Central Bank, it is clear that somspread remained at 4-7 points for the main housing
banks which expected yields to drop have sufferdabnd classes, which was small in comparison with
setbacks. The assumptions on which the banks bagkd spread on savings bond yields, which sometimes
these expectations are unclear, but some appeamntent as high as 40 points for various classes. Thus
have expected that the new liquidity rules and treathe secondary market for savings bonds and treasury
ury bond buybacks would bring down yields in thenstruments was virtually non-existent.
bond market.
New market maker framework
Chart 7 Dailly yields in selected benchmark issues The reforms to the market. maker framework raised
of treasury bonds and housing bonds the amounts set both for bids and .offers which mar-
ket makers undertake to make within the day. A max-

% From the beginning of 1999 imum spread between the buying and selling rates (7
GSE —Treasury bonds, 15.4yrs—  Treasury bonds, 5.0yrs. points) was also set. On the other hand, when a bid
" ] —Housing bonds, 37.7 yrs:—  Housing bonds, 20.7 yrs. has been accepted, the rate at which the market

maker makes a new bid is left to his own discretion.
Dissemination of information about issuers’ plans
for new classes and buybacks of older ones has also
been greatly stepped up. The Debt Management
Agency and the Housing Financing Fund tendered
out market making and those asking the lowest com-

JFMAMJ JASONDJFMAMII missionwereaccepted_
1999 2000

Trade rallied under the new arrangement ...
Inadequate information There are now four market makers for savings bonds
Issuers of the largest classes of bonds have remd treasury instruments handling four benchmark
always been providing the market with informatiorclasses of bonds, and they undertake to purchase up
which it would be natural to give. Some uncertaintyo 4.8 b.kr. per day if necessary. Nonetheless they can
prevailed about treasury bond buybacks and housisgll price themselves out of the market before the
bond issues and buybacks. This put the market makaximum amounts are reached. There are two mar-
ers in a difficult position. Given their dominance inket makers for housing bonds/housing fund bonds,
the market, it is natural to insist firmly on trans-which could explain the small change in trading in
parency and reliable supply of information from thehese instruments paper under the new arrangement,
largest bond issuers. Lack of information was amonghile the required yield has risen as might have been
the points criticized by the market makers. expected. The treasury instrument market has rallied
well and trading has increased significantly.
Less trading and greater spreads in the year 2000
There was a fairly lengthy background to the deci-.. but yields continue to rise
sion by two commercial banks to withdraw as markdEven though the new arrangement for market making
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in treasury-guaranteed bonds has boosted trading Siatic equity market
the secondary market, interest rates have continu8dme fluctuations have been taking place in share
to rise. Admittedly, the yield dropped somewhaprices in recent months. From the beginning of April
from its peak in mid-May at the height of the marketo the middle of May the Iceland Stock Exchange
turmoil, when the yield on 25-year housing bond$CEX-15 index fell by 19%, reaching a low of 1500.
reached a peak of 6.35%. This quickly dropped t8ince then the index has wavered between 1500 and
5.7% at the beginning of June, then slowly climbed560, at a similar level to that at the end of 1999. The
to 6% and peaked again at almost 6.2%. In recestant changes in average share prices in recent weeks
weeks the yield on housing bonds has fallen somafe not surprising, since company half-year figures
what again and is 5.9% at the time of writing. Othehave been awaited and will not be announced until
classes of treasury bonds have developed along sithe end of July or August.
ilar lines. The yield on 15-year savings bonds, for During the year the greatest increase has been in
example, is 5.15% at the time of writing. the share prices of companies in information tech-
nology, at 74% (although during the second quarter
Commercial bank and savings bank interest ratesf this year they dropped by 12%), and pharmaceuti-
have also risen cal companies at 43% (including 5% during the sec-
The commercial banks and savings banks madad quarter). Shares in transportation companies
sharp hikes in their lending rates during the secorithve fallen the most, by 27% (of which 20% in the
quarter, considerably in excess of the rise in Centraécond quarter) and in fisheries companies by 13%
Bank policy rates. Following the Central Bank's(of which 9% in the second quarter). Since the begin-
interest rate rise by half a percentage point in Juneing of the year the Iceland Stock Exchange growth
the banks raised nominal interest rates on unindexést has risen by 31%, although it fell by 13% during
loans by 0.8 percentage points on average in Jutiee second quarter.
and July. Furthermore, the basic rate for indexed Turnover has shown some decline in recent
lending went up considerably in June, by an averageonths, for reasons including the fluctuations which
of 0.7 percentage points. This increase followed theave taken place in share prices. The increased legal
rise in the yield on housing bonds and savings bondsope for pension funds to invest in foreign equities
in the bond market and also shows that banking instihay also have hit the domestic market. However,
tutions are making efforts to curtail their creditpricing in the Icelandic equity market now appears to
growth. Weighted average interest rates on the corbe based more than before on conventional assess-
mercial banks’ and savings banks’ unindexed senent methods, and the market is increasingly sensi-
cured loans were 17% at the end of July, having ris¢ive to news which has an impact on the economic
by 2 percentage points since the beginning of theonditions of listed companies.
year. Interest rates on indexed secured loans are up
by 1 percentage point over the same period, at 9.8%.
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