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Financial Stability Committee
report to Parliament for 2023

As is required by law, the Central Bank of Iceland
Financial Stability Committee (FSN) reports to Par-
liament on its work once a year. The report shall be dis-
cussed in the Parliamentary committee of the Speaker’s
choosing.

In 2023, the FSN's fourth year of operation, the
Committee held four formal meetings. Members of
the Committee during the year were Asgeir Jonsson,
Governor, who acted as chair; Gunnar Jakobsson, Deputy
Governor for Financial Stability, vicechair; Rannveig
Sigurdardéttir, Deputy Governor for Monetary Policy;
Unnur Gunnarsdottir, Deputy Governor for Financial
Supervision, who sat on the Committee until the
spring and was then replaced by Bjork Sigurgisladottir,
the new Deputy Governor for Financial Supervision;
Axel Hall, Assistant Professor; Bryndis Asbjarnardéttir,
Economist; and Gudmundur Kr. Témasson, former
Director. The Permanent Secretary or an appointed
official from the Ministry responsible for financial
stability also participates in Committee meetings as a
nonvoting member with the right to address the meet-
ing and present proposals.

Financial stability

The Financial Stability Committee (FSN) of the Central
Bank of Iceland takes decisions on the application of
the Bank's financial stability policy instruments. Financial
stability means that the financial system is equipped to
withstand shocks to the economy and financial markets,
to mediate credit and payments, and to diversify risks
appropriately. The FSN is tasked with assessing the
current situation and outlook for the financial system,
systemic risk, and financial stability; defining the meas-
ures necessary to ensure financial stability; and deciding
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which entities, infrastructure components, or markets
shall be considered systemically important. When war-
ranted, the FSN may make recommendations to the
appropriate Governmental authorities concerning the
measures needed to strengthen and preserve financial
stability. In general, the FSN publishes the minutes of its
meetings within four weeks of the meeting concerned.
The minutes include information on the FSN's decisions,
the rationale on which they are based, and its assess-
ment of financial stability. The FSN's statements and
minutes, enclosed with this report, contain the rationale
for the Committee’s decisions in 2023.

Developments in 2023

Domestic asset prices continued to fall in 2023, in
line with the tightening of the monetary stance. Signs
of a turnaround in the domestic equity and bond
market emerged towards the end of the year, how-
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ever. Uncertainty in international markets had grown
in the wake of failures of US banks in March and
operational difficulties at European banks. Global asset
prices declined after having risen early in 2023, and
risk premia in foreign markets rose again after falling
at the beginning of the year. The wars in Ukraine and
the Middle East continue, with no end in sight. This
uncertainty has spread to global financial markets, and
risk premia have risen. Towards the end of the year,
the uncertainty associated with the seismic activity
on Reykjanes peninsula affected the Icelandic foreign
exchange and equity markets.

The Nasdaq Iceland OMXI15 index fell by 1.6% in
2023, after falling by 26.5% in 2022. Share prices fell
throughout much of the year but then started climbing
in November, in the wake of media reports on the pos-
sible takeover of Icelandic firm Marel by a foreign com-
pany. Share prices rose for just under half of companies
on the Nasdaq Main List during the year. Bond yields
rose during the year, in line with Central Bank policy
rate hikes and rising inflation expectations. Bond yields
and inflation expectations declined, however, towards
the year-end. House price inflation declined markedly
in 2023. Non-indexed mortgage interest rates on new
loans increased from 7.6% at the end of 2022 to 11%
by end-2023, in line with the rise in the Central Bank’s
key interest rate. The capital area house price index
rose by 4.5% in nominal terms (fell by 3% in real terms),
as compared with a nominal increase of over 17%
(7.1% real increase) in 2022. The index rose somewhat
month-on-month during the spring, and again in late
summer, albeit at a slower pace in the last two months
of the year. Turnover in the capital area contracted
in real terms by nearly 12% between years. However,
it increased as 2023 advanced, and from September
onwards, real monthly turnover increased between
years — the first year-on-year increase since mid-2021.
The number of homes advertised for sale surged in
2023, as in 2022, and the average time-to-sale length-
ened between years. The ratio between house prices
and their determinants held broadly unchanged during
the year, and the deviation of the house price index
from its estimated long-term trend narrowed from 13%
at end-2022 to 6.4% at the end of 2023.

The index of commercial real estate (CRE) prices
in greater Reykjavik rose by 14.5% in 2023 (6.2% in real
terms). The deviation of real prices from their estimated
long-term trend increased from 13.1% at the end of
2022 to 16.2% at the end of 2023. Turnover in regis-
tered CRE contracts shrank markedly between years,
albeit relative to a historically strong 2022.
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Lending rates rose in 2023, in tandem with the
increase in the Central Bank's key rate. This caused
many households’ and businesses’ debt service bur-
dens to increase, particularly for borrowers with non-
indexed variablerate debt. For instance, weighted aver-
age interest rates on new non-indexed variable-rate
mortgage loans granted by the systemically important
banks (D-SIB) rose by 3.4 percentage points in 2023,
to 11% at the end of December. High inflation and
interest rates have pushed debt service upwards. In
October, 13.3% of households had debt service-to-
income-ratios over 35%, up from 10% at the end of
the previous year, after adjusting for estimated wage
developments. Households with non-indexed fixed-
rate mortgages had been relatively unaffected by inter-
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est rate hikes, and many households had mitigated the
effects of higher interest rates by taking new indexed
loans to refinance non-indexed variable-rate loans. As
a result, the ratio of indexed mortgages to the total
outstanding mortgage stock rose during the year, to
just over 51% at the end of December, as compared
with 44% at the beginning of 2023. At the end of
2023, about a fourth of households had non-indexed
fixed-rate mortgages. There were signs that increased
debt service burdens and higher inflation had begun
increasingly to weigh on many households, as could
be seen mainly in developments in private consump-
tion — which contracted by 1.7% in Q3, according to
preliminary figures from Statistics Iceland. Household
arrears remained low, however, increasing only slightly
during the year. Households and businesses were also
highly resilient on the whole and therefore had some
scope to absorb interest rate hikes. Unemployment
was low throughout the year, and real disposable
income increased, as it has consistently since 2011.
Households’ and businesses’ equity position was his-
torically strong at the beginning of 2023, and their debt
position was relatively low and had fallen. At the end
of December 2023, household debt had fallen 1.6%
year-on-year in real terms. Household debt declined
relative to both GDP and disposable income, and at the
end of Q3, both ratios were historically low. Corporate
debt developed similarly during the year, but growth in
D-SIB lending to companies lost pace relative to 2022.
At the end of Q3, corporate debt had fallen year-on-
year by 1% in real terms, to its lowest level in years as
a share of GDP.

All three of the large systemically important banks
generated strong profits in the first nine months of the
year, even though conditions in the financial markets
were challenging during the period. The banks’ returns
averaged 11.8%, as compared with 10.4% for the same
period in 2022. The D-SIBs' stronger returns in 2023
were due mainly to a significant increase in interest
income, including returns on liquid assets and a turna-
round in financial income. The interest rate spread on
total assets over the first nine months of 2023 was
3.02%, as compared with 2.75% for the same period in
2022. Income from fees and commissions increased as
well despite difficult market conditions.

Streamlining and costcutting have strengthened
the banks’ core operations considerably in the past 6-7
years. In 2023, however, this trend reversed, as costs
increased somewhat. In the first nine months of 2023,
the D-SIBs’ combined operating expenses increased by
11.5% year-on-year in nominal terms and 3.2% in real
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terms. However, because income increased more than
expenses, their expense ratio declined by 5.7 percent-
age points year-on-year over the first nine months of
2023, to 38.2%.

The loan impairment ratio was unchanged
between years, at 0.73% as of end-September. Non-
performing loan ratios were broadly unchanged dur-
ing the year: domestic demand grew strongly and the
rebound in tourism had a positive impact on loan qual-
ity, while high inflation and interest rates had a nega-
tive impact. At the end of September, non-performing
loans accounted for 0.8% of loans to individuals, a
decline of 0.1 percentage points between years. The
corporate NPL ratio was unchanged year-on-year at
2.4%. The banks' capital ratio averaged 24% at the end
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of September 2023, after rising 0.3 percentage points
year-on-year.

The banks' year-end liquidity ratio in all cur-
rencies was 187%, well above the 100% minimum
re-quired under Central Bank liquidity rules. Their
liquidity in excess of requirements increased by 96 b.kr.
in 2023, to a year-end total of 331 b.kr. Their liquidity
ratios rose over the summer and climbed still higher in
the autumn, concurrent with the banks' foreign bond
issues. The banks' market funding in krénur was largely
limited to covered bond issuance, which exceeded
their new mortgage lending during the year. Funding
conditions abroad improved over the course of 2023,
and interest rate spreads on the banks’ foreign issues
declined until the autumn, whereupon they increased
marginally but then began to ease again towards
the year-end. The banks issued foreign-denominated
bonds for a total of 205 b.kr. in 2023. One was a euro-
denominated covered bond issue amounting to 42
b.kr. Interest rate spreads on those issues have been
far narrower than spreads on unsecured bond issues.

In December, the FSN discussed the pension
funds and was given a presentation on developments
and prospects for pension fund operations. The funds
are dominant participants in the domestic financial
market, with an asset portfolio that totalled 7,180 b.kr.,,
or 176% of GDP, in Q3/2023, after having grown since
the beginning of the year by 4.1% in the mutual and
private pension divisions combined. Given the size of
their asset portfolio relative to the size of the econo-
my, their activities could affect financial stability. The
Committee considered it important that the statutory
framework for the pension funds should take account
of this, and that the requirements made of them in
connection with intermediation of capital should be
comparable to those made of other financial market
entities.

During the year, the Central Bank cooperated with
the Prime Minister's Office and the Ministry of Finance
and Economic Affairs on the preparation of a bill of leg-
islation amending the Central Bank Act, with the objec-
tive of expanding the Bank’s powers to set rules aimed
at strengthening resilience in payment intermediation.
At present, the vast majority of electronic payments
are routed through payment card infrastructure owned
by international card conglomerates, and most fintech
solutions are based on this same infrastructure. Such
concentration is conducive to increased risk to the
security of domestic payment intermediation. What is
important for retail payment intermediation resilience
is that consumers and companies be offered a range
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of payment options that they can resort to during
shocks involving payment intermediation systems. The
bill of legislation authorises the establishment of new
core infrastructure in order to pave the way for further
advances in the payment market, bolster competi-
tion, and expand the use of fintech in retail payment
intermediation. The bill has been introduced before
Parliament and awaits handling.

Reports of cyberattacks or attempted cyberat-
tacks increased in number during the year. The largest
increase was in notifications of phishing attacks, which
involve attempts to access sensitive information such
as payment card numbers or passwords. Because of
growing cyber risk, the FSN considers it vital that active
consultation take place among all relevant parties if
they are to achieve the Government's objective of
ensuring effective coordination among official cyberse-
curity actors, particularly in times of emergency, so as
to delineate clearly the division of tasks, responsibili-
ties, and — no less important — authorisations.

Committee decisions in 2023

The FSN agreed that the state of financial stability in
Iceland was good on the whole, high inflation and
interest rates notwithstanding. Demand pressures in
the economy were likely to subside gradually but reli-
ably. GDP growth had eased over the course of the
year and private consumption had contracted between
quarters. The FSN was of the view that a protracted
period of high interest rates could erode banking
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system asset quality but that, given the current situa-
tion and the most plausible outlook, the risk of such a
development remained limited. In 2023, the Committee
had considered the chief risks to financial stability to be
economic developments and poorer funding terms, as
well as cybersecurity; furthermore, the FSN was of the
view that risk associated with the housing market still
existed, although pressures had eased. The Committee
was also of the opinion that risk associated with cor-
porate debt and the CRE market had increased during
the year.

The FSN discussed the real estate market at all of
its meetings in 2023 and decided to keep borrower-
based measures unchanged. The maximum debt ser-
vice-to-income (DSTI) ratio was therefore maintained
at 35% of disposable income (40% for first-time buy-
ers), and the maximum loan-to-value (LTV) ratio was
maintained at 80% of market value (85% for first-time
buyers). In March, households’ and businesses’ financial
conditions had deteriorated because of high inflation
and interest rates. At that time, interest rates on non-
indexed loans to businesses were 10% and non-indexed
household mortgage rates were 8%, after having risen
by over 4 percentage points since May 2021, when the
Bank began its monetary tightening phase. According
to the FSN's March statement, the Committee was of
the opinion that borrower-based measures had signifi-
cantly reduced risky lending and that lenders were well
prepared to lower debt service burdens by changing
loan types. The FSN reiterated how important it was for
mortgage lenders to work with borrowers to prevent
financial distress to the extent possible. The Central
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Bank raised its policy rate by a further 3.25 percent-
age points in 2023, to 9.25% by August. In spite of the
rate hikes, arrears did not increase significantly. Some
borrowers with fixed rate mortgages had not yet felt
the effects of increased debt service, but when fixed-
rate clauses expired over the next two years, the rise
in financing costs could be expected to create financial
problems for indebted households.

In June, the FSN discussed the fact that steeply
rising real estate prices and negative real interest rates
had delivered rapid equity creation, particularly for
those who had financed property purchases with nomi-
nalrate loans. Households' strong equity had afforded
them the resilience to withstand worsening financial
conditions. In the minutes from the FSN's September
meeting, it emerged that most indicators implied that
demand pressures in the economy would ease slowly
but surely. Members were also of the opinion that
risks associated with the residential property market
had receded, but they were nevertheless somewhat
concerned about household debt. The FSN discussed
the options available to households that have difficulty
covering their mortgage debt service. Most households
have considerable scope to lower their debt service; for
instance, by lengthening loan maturities, refinancing
supplemental loans, switching to an annuity format, or
taking indexed loans to refinance non-indexed debt.
Because of exemptions provided for in legislation on
mortgage lend-ing, rules on maximum LTV ratios, and
rules capping debt service, borrower-based measures
do not affect households’ debt restructuring or refi-
nancing options. The Committee was of the view that
forborne loans could increase in number, particularly
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if the economic outlook deteriorated more than was
currently envisioned and if unemployment rose higher
than currently expected.

At the Committee's December meeting, it
emerged that housing market turnover had increased
again and that nominal house prices had risen margin-
ally — by 2.9% year-on-year in October — but had fallen
by 4.6% in real terms. Because of rising wages and
households’ attempts to limit the increase in their debt
service burden despite higher interest rates, the share
of households with a DSTI ratio above 35% had held
virtually unchanged since the summer but had risen
from 10% to 13.3% over the first ten months of 2023,
after adjusting for wage developments.

The FSN discussed the impact of the seismic
activity on Reykjanes peninsula on financial stabil-
ity, and members agreed that based on the scenarios
currently deemed likeliest, financial stability would
not be under threat. Some borrowers were in dif-
ficulty, however, and their situation highly uncertain.
The Committee was also of the view that there was no
reason as yet to respond by making changes to bor-
rower based measures.

At its March 2023 meeting, the FSN decided to
increase the countercyclical capital buffer (CCyB) rate
from 2% to 2.5% of the domestic risk base, effective in
March 2024. According to the minutes from the March
meeting, the analysis of cyclical systemic risk suggested
that risk had increased in recent years and was near or
above the average of recent years. The main drivers of
the increase are the surge in real estate prices since
the beginning of the pandemic and the high inflation
rate, which affects debt service burdens and repayment
capacity. The main purpose of the CCyB was to en-
hance financial institutions’ resilience against cyclical
systemic risk, thereby providing them with the scope to
absorb losses and maintain the supply of credit during
periods of stress. In the Committee’s March statement,
it emerged that the banks were well prepared to meet
increased capital requirements while maintaining the
credit supply. Their capital and liquidity were strong,
and the CCyB was an important element in banking
system resilience. This increase would be conducive to
bol-stering that resilience still further in the face of the
risks that had accumulated. The increase in the buffer
to 2.5% created further scope to lower it in the future,
in the event of an economic contraction that could
cause a decline in the supply of credit.

The Committee completed its annual review
of systemically important financial institutions in
December and confirmed the systemic importance of
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Arion Bank, islandsbanki, and Landsbankinn. It decided
to hold the capital buffer for systemic importance
(O-Sll) unchanged at 2% of all of the systemically
important financial institutions’ exposures.

In March, the FSN discussed amendments to
the Act on Covered Bonds, which completed the im-
plementation of European regulatory instruments on
covered bond issuance. The main change provided
for in the new legislation is that bonds satisfying the
conditions laid down in the law may be marketed as
European Covered Bonds or European Covered Bonds
(Premium), thereby making the banks’ covered bond
issues eligible for transactions with the European
Central Bank.

Furthermore, in its statements from 2023, the
FSN strongly emphasised that the Government and
the Bank should work towards increasing security in
domestic payment intermediation and should expedite
the implementation of an independent retail payment
solution, partly because of growing cyberthreats. The
Committee discussed payment intermediation at all of
its meetings during the year and considered cyber risk
the chief threat to financial stability. A draft bill of leg-
islation on operational security in payment intermedia-
tion was presented to the Committee in December. The
Committee supports the bill of legislation on enhanced
operational security in payment intermediation that
has been distributed via the Government’s consultation
portal. The bill proposes that the Central Bank Act be
amended so as to empower the Bank to set rules on
operational security in payment intermediation, subject
to prior approval by the FSN.
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Furthermore, at the FSN's meetings, it emerged
that reported cyberattacks had grown in number and
were increasingly directed at important infrastructure.
The Committee also discussed operational security
and contingency plans aimed at protecting payment
intermediation in the event that international network
connections are interrupted and payment cards that
rely on foreign infrastructure owned by international
card conglomerates cease to function. The Committee
was given a presentation on cash as a last resort solu-
tion, and was unanimous in considering it important
to adopt an independent domestic payment solution
as soon as possible, strengthen financial institutions’
cyber- and operational security, and ensure business
continuity.

In June, the FSN was given a presentation on
the results of the IMF's financial sector assessment
program (FSAP) appraisal of Iceland’s financial stability
and macroprudential policy. The purpose of the FSAP
appraisal was to determine the resilience of the finan-
cial system, the quality of the regulatory and supervi-
sory framework, and the country’'s ability to respond
to financial shocks. The Fund's advice following such
an appraisal could focus on either microprudential
or macroprudential policy, or both. The IMF pre-
sented 150 comments directed at the Central Bank or
Government ministries, or both, and the FSN was given
a presentation on the comments centring on financial
stability and macroprudential policy. The comments
pertained, among other things, to further data collec-
tion, the application of macroprudential tools, stress
testing of financial institutions’ liquidity and capital,
pension funds' lending activities, powers of resolution,
cybersecurity, and climate risk. It emerged at the meet-
ing that the IMF's comments would be addressed in
a given order of priority and that attempts would be
made to respond to the most important ones within
a year.

The Committee discussed the report from the
Appraisal Committee tasked with assessing the per-
formance of the Central Bank in 2020-2022, as pre-
scribed in Article 36 of the Central Bank Act. The report,
published in January 2023, was very positive overall.
The regulatory architecture and framework for financial
stability was considered to be in line with international
best practice and in compliance with European regula-
tory provisions. When the COVID-19 pandemic reached
Iceland in 2020, the FSN had responded promptly by
lowering the CCyB. The Committee was similarly quick
to respond to changes in financial conditions when
it decided in September 2021, in view of increased

11



accumulation of systemic risk, to increase the CCyB
again, as it considered cyclical systemic risk to have
risen to at least the pre-pandemic level. Furthermore,
the Committee had acted appropriately in tightening
borrower based measures in response to conditions in
the housing market. The report stated that the Bank's
stress tests were carried out professionally, that the
Bank had developed measures of the financial cycle in
order to identify changes in financial stability, and that
the Financial Stability reports were well prepared and
covered significant ground.

On behalf of the Central Bank of Iceland
Financial Stability Committee,

Asgeir Jénsson

Governor of the Central Bank of Iceland

and Chair of the Financial Stability Committee
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Statement of the Central Bank of Iceland

Financial Stability Committee
15 March 2023

The Icelandic financial system is on a solid footing. The
systemically important banks have delivered solid results and
they have supported households and businesses Their capital
and liquidity positions are strong.

However, households' and businesses’ financial conditions are
tightening because of high inflation and interest rates. The
outlook is for inflation to be stubbornly high and debt service
burdens to grow heavier.

The headwinds facing financial institutions in international
markets provide a reminder of how vital it is that deposit
institutions maintain enough strength to perform their role of
intermediating credit and payments and of analysing and
managing risks appropriately through the financial cycle. Given
that domestic demand is strong and developments in the
financial markets are uncertain, it is important to preserve the
resilience of domestic financial institutions.

Tension in the housing market has eased in recent months.
Housing supply has increased and the average time-to-sale has
grown longer. Real estate prices have begun to fall but remain
high by nearly all measures. One indicator of this is the ratio of
capital area property prices to construction costs, which is
extremely high. Borrower-based measures have significantly
reduced high-risk lending. Furthermore, Icelandic banks are
strong enough to ease borrowers’ debt service by converting
their loans to other forms. The Financial Stability Committee
(FSN) urges mortgage lenders to work with borrowers, as they
have in the past, to minimize the likelihood of financial distress.

The FSN has decided to increase the countercyclical capital
buffer rate from 2% to 2.5% of the domestic risk base. The
banks are well prepared to satisfy increased capital
requirements while maintaining the credit supply. The
countercyclical capital buffer is an important element in banking
system resilience. This increase is conducive to bolstering that
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resilience still further in the face of the risks that have
accumulated and could materialise in the coming term. The
Committee’s decision will take effect twelve months from now.

The FSN reiterates the importance of establishing an
independent domestic retail payment solution and supports the
steps taken thus far towards achieving this goal. It is preferable
that this work be expedited to the extent possible so that a
conclusion can be reached within one year.

The Committee will continue to apply the policy instruments at
its disposal so as to preserve financial stability, thereby enabling
the financial system to mediate credit and payments and
redistribute risks appropriately.
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Statement of the Central Bank of Iceland

Financial Stability Committee
7 June 2023

The Icelandic financial system is on a solid footing at a time
when the monetary stance has tightened. The systemically
important banks' capital and liquidity are strong. Arrears are still
limited, and the banks’ operating results are good. Furthermore,
recent bond issues in foreign markets have mitigated their
refinancing risk, although cost of funding has increased. The
Financial Stability Committee (FSN) considers the system
resilient and has therefore decided to hold the countercyclical
capital buffer (CCyB) rate unchanged at 2.5%.

GDP growth is strong and unemployment low in Iceland.
Generous nominal wage increases have sustained purchasing
power relatively well in the recent term despite high inflation.
Households and businesses are faced with worsening financial
conditions, however.

Steeply rising real estate prices and negative real interest rates
have delivered rapid equity creation, particularly for those who
financed property purchases with non-indexed loans. The
adoption of borrower-based measures in the form of caps on
loan-to-value and debt service-to-income ratios has reduced
the risk that this rapid equity creation would be conducive to
overleveraging. This can be seen in part in the household debt
ratio, which has remained stable at 150% of disposable income.
Households' strong equity position affords them the resilience
to withstand worsening financial conditions.

Inflation and sharply rising interest rates increase debt service
burdens for those who have loans with variable nominal interest
rates. Furthermore, many borrowers’ fixed-rate clauses are set
to expire soon, and a rising real rate will increase the debt
service burden.

The FSN urges lenders to consider this increased debt service in
a timely manner so as to prevent financial distress among
borrowers. Where necessary, lenders should consider
lengthening loan maturities, adopting an annuity format,
capping nominal interest rate payments, and offering a range of
loan types that offer differing debt service. Many borrowers
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have ample equity and should have considerable flexibility to
ensure that their debt service remains in line with the criteria
provided for in the borrower-based measures set by the FSN.

It is vital to continue strengthening financial institutions’ cyber-
and operational security and to bolster the resilience of
payment intermediation in Iceland. The FSN is of the view that
the steps taken to date towards an independent domestic retail
payment intermediation solution are a positive move in this
context.

The Committee will continue to apply the policy instruments at
its disposal so as to preserve financial stability in Iceland,
thereby enabling the financial system to mediate credit and
payments and redistribute risks appropriately.

Memorandum: Background to the decision on the
countercyclical capital buffer. 2 June 2023
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Statement of the Central Bank of Iceland

Financial Stability Committee
20 September 2023

The Icelandic financial system is on a solid footing. The
systemically important banks’ capital and liquidity are strong. In
recent months, the banks have mitigated their foreign
refinancing risk with bond issuance. Stress tests indicate that the
banks are highly resilient and able to support households and
businesses as necessary. Arrears are limited, and on the whole,
borrowers appear well positioned. In view of this, the Financial
Stability Committee (FSN) has decided to hold the
countercyclical capital buffer rate unchanged at 2.5%.

Iceland’s economy has recovered rapidly over the past two
years. Increased economic activity has led to a rise in household
and business income. A period of weaker economic activity and
worsening financial conditions now lies ahead. Higher interest
rates have added to debt service burdens, particularly for
borrowers carrying non-indexed variable-rate loans. The fixed-
rate clauses that have protected borrowers against rising debt
service are beginning to expire. This represents a challenge for
borrowers and lenders.

The FSN urges lenders to give attention to the rise in the debt
service burden. Possible solutions in this regard include
lengthening loan maturities, converting loans to an annuity
format, capping nominal interest rates, and offering other loan
types. Most borrowers have ample equity, which should provide
plenty of room to adjust loan payments to debt service capacity
and simultaneously ensure that it remains in line with the
criteria provided for in the borrower-based measures set by the
FSN. The Committee also urges borrowers to avert potential
financial distress by seeking prompt assistance from their
lenders if they expect their debt service burden to become
onerous.

It is vital to continue strengthening financial institutions’ cyber-
and operational security and to further bolster the resilience of
payment intermediation in Iceland. The FSN considers the steps
taken towards infrastructure for independent domestic retail
payments a positive move and agrees with Government
proposals to expand the Central Bank’s authority in this area.
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The Committee will continue to apply the policy instruments at
its disposal so as to preserve financial stability in Iceland,
thereby enabling the financial system to mediate credit and
payments and redistribute risks appropriately.
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Statement of the Central Bank of Iceland

Financial Stability Committee
6 December 2023

The Icelandic financial system is sound. The systemically
important banks’ capital and liquidity are strong. Although
lending growth has eased, the banks remain well able to
continue to supply credit to households and businesses. Their
foreign market-based funding has been smooth and orderly.
Arrears are limited and have risen only slightly, despite higher
inflation and interest rates and a heavier debt service burden. In
view of this, the Financial Stability Committee (FSN) decided to
hold the countercyclical capital buffer unchanged at 2.5%.

Financial conditions have tightened in tandem with the
slowdown in economic activity. However, both household and
corporate debt ratios are moderate relative to income and
assets. This creates the scope to adapt households’ mortgage
debt service to their repayment capacity and the borrower-
based measures implemented by the FSN.

The pension funds are dominant participants in the domestic
financial market. The FSN therefore emphasises that the
statutory framework for the funds and the requirements made
of them in connection with intermediation of capital should be
made comparable to the framework and requirements applying
to other financial market entities.

The FSN supports the bill of legislation on enhanced operational
resilience in payment intermediation that has been distributed
via the Government’s consultation portal. It is important to give
comprehensive consideration to the resilience of payment
intermediation, adopt an independent domestic payment
solution as soon as possible, strengthen financial institutions'’
cyber- and operational security, and ensure business continuity.

The FSN completed its annual review of systemically important
financial institutions and the capital buffer for systemic
importance (O-SlI buffer). It confirmed the systemic importance
of Arion Bank, islandsbanki, and Landsbankinn. The FSN decided
to hold the O-SII buffer unchanged at 2% for all exposures.
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The FSN will continue to apply the policy instruments at its
disposal so as to preserve financial stability in Iceland, thereby
enabling the financial system to mediate credit and payments
and redistribute risks appropriately.

Memorandum: Background to the decision on the countercyclical

capital buffer. 1 December 2023

Enclosed (12.12.2023): Figures for the background to the decision

on the countercyclical capital buffer 1 December 2023.
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The Financial Stability Committee of the Central Bank of Iceland

Minutes of the Financial Stability Committee meeting
March 2023 (16th meeting)
Published 12 April 2023

The Financial Stability Committee (FSN) of the Central Bank of Iceland takes decisions on the applica-
tion of the Bank’s financial stability policy instruments. Financial stability means that the financial sys-
tem is equipped to withstand shocks to the economy and financial markets, to mediate credit and
payments, and to diversify risks appropriately. The Committee is tasked with assessing the current
situation and outlook for the financial system, systemic risk, and financial stability; defining the
measures necessary to ensure financial stability; and decide which entities, infrastructure elements,
or markets shall be considered systemically important. When warranted, the FSN may make recom-
mendations to the appropriate governmental authorities concerning measures needed to strengthen
and preserve financial stability. In general, the Committee publishes the minutes of its meetings within
four weeks of the meeting concerned. The minutes include information on the Committee’s decisions,
the rationale on which they are based, and the assessment of financial stability.

At the meeting of 13 and 14 March 2023, presentations were given on recent economic developments
and prospects and the state of the financial system and payment systems. The Committee also re-
ceived a presentation on recent events in the global banking system. The Committee discussed the
outlook for and principal risks to financial stability, such as economic developments, risks to the finan-
cial institutions and the financial system, developments in domestic financial markets, household and
corporate debt, the real estate market, the efficacy of borrower-based measures, financial institutions’
capital and liquidity position, and the financial cycle. The Committee also discussed cybersecurity and
received information on the TIBER project and measures to strengthen cybersecurity in payment in-
termediation. The Committee discussed the recent report by the expert committee tasked with eval-
uating the Central Bank of Iceland’s performance in the attainment of its objectives concerning price
stability, financial stability, and the conduct of financial supervision since the Bank’s merger with the
Financial Supervisory Authority in 2020.

The FSN decided to increase the countercyclical capital buffer (CCyB) rate from 2% to 2.5% of the do-
mestic systemically important banks’ (D-SIB) domestic risk base. The decision will take effect on 15
March 2024.

The Committee also stressed the importance of establishing an independent domestic retail payment
rails and selecting a solution within a year.

Analysis of financial stability

Since the FSN’s December meeting, inflation in Iceland’s main trading partner countries had proven
more persistent than previously assumed, and year-2023 GDP growth prospects had generally im-
proved. Central banks had responded to high inflation by raising policy rates, and in some countries
macroprudential tools had been applied in order to tighten the policy stance. Uncertainty in global
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markets had grown in the wake of failures at US banks in March. Global asset prices declined after
having risen early in 2023, and credit spreads in foreign financial markets widened again after tighten-
ing at the beginning of the year. Access to foreign funding had therefore worsened again.

Domestic GDP growth measured 6.4% in 2022 but is forecast to decline to 2.6% in 2023. Households’
and businesses’ financial conditions have tightened because of high inflation and interest rates. Inter-
est rates on non-indexed loans to businesses were 10% and non-indexed mortgage rates were 8% in
March, having risen by 4 percentage points since May 2021, when the Bank began its monetary tight-
ening phase. Low unemployment and moderate debt levels among most Icelandic households enable
them to meet increased debt service and worsening financial conditions. The FSN urged mortgage
lenders to work with borrowers, as they have in the past, to minimize financial distress. Given that
domestic demand is strong and developments in the financial markets uncertain, preserving domestic
financial institutions’ resilience is essential. The Committee considered the chief risks to financial sta-
bility to be economic developments and poorer funding terms, as well as cybersecurity; furthermore,
the FSN was of the view that risk associated with the housing market still existed, although tension had
eased in recent months.

Banking system resilience

The Icelandic financial system is on a solid footing. The D-SIBs’ capital and liquidity are above regulatory
thresholds. However, their liquidity position had declined between meetings, however. -This was due
primarily to dividend payments and reduction in foreign debt. At the end of January, their liquidity in
excess of requirements totalled 236 b.kr., and their liquidity ratio in all currencies combined was 160%.
The banks are primarily funded by deposits, covered bonds, and unsecured issuance. Deposits, which
account for about half of their funding, increased by 237 b.kr., or 10%, in 2022 in line with the banks’
increased lending. Market funding conditions abroad had improved somewhat, and credit spreads on
the banks’ foreign-denominated bond issues had narrowed after surging in Q4/2022. The systemically
important banks have obtained foreign market funding for their next maturities, and they have enough
foreign currency liquidity to cover all 2023 payments without violating liquidity rules. Domestic bond
issuance had been limited in the recent term, however, and net covered bond issuance had been neg-
ative in 2022.

The D-SIBs’ operations were strong in 2022. The return on equity was 10.1%, or 2.3 percentage points
less than in the previous year. Regular income —i.e., net interest income and commissions — increased
by a fifth year-on-year, reaching an all-time high. Higher interest rates caused the net interest margin
to widen by 0.39 percentage points year-on-year, to 2.81%. At the same time, their operating expenses
rose only marginally, and underlying operations therefore improved markedly between years. The D-
SIBs’ capital ratio lay between 22.2% and 24.7% at the end of 2022, or 2.3-4 percentage points above
the minimum set by the Central Bank. It fell by 1.2 percentage points between years, mainly because
of dividend payments and share buybacks.

Household arrears had fallen to a post-2008-crisis low of 0.7% at the end of December. Corporate
arrears had declined as well, and the financial position of companies that had needed forbearance
measures during the pandemic had grown stronger. As a result, the banks have reversed unutilised
impairment previously expensed as a precautionary measure due to the pandemic. A large share of
the companies with forborne loans had already begun making full or partial payment on them.

New legislation amending the Act on Covered Bonds entered into force on 1 March 2023, thereby
completing the implementation of European regulations on covered bond issuance. The main change
provided for in the new legislation is that bonds satisfying the conditions laid down in the law may be

Financial Stability Committee report to Parliament

23



marketed as European Covered Bonds or European Covered Bonds (Premium). In all likelihood, the
change will have a positive impact on the Icelandic banks’ covered bond issues, as they will be eligible
as collateral for transactions with the European Central Bank. In all, the D-SIBs have issued covered
euro bonds for 1,100 million euros, starting in September 2021 and have issued bonds for their own
use in the amount of 550 million euros. The D-SIBs must also satisfy minimum requirements for own
funds and eligible liabilities (MREL) by having sufficient funding to satisfy those requirements. Bonds
maturing within one year are not MREL eligible. The banks therefore have to refinance continuously
to fulfil MREL requirements.

Private sector debt

The ratios of household debt to GDP and to disposable income had declined since the FSN’s last meet-
ing and are low in historical context. Growth in household debt had lost pace and, in real terms, was
marginally negative in January. Nominal growth remained robust, however, at nearly 10%, almost half
of it due to indexation on indexed loans. Indexed mortgage loans had accounted for an increasing
share of new lending in recent months. However, there had been few signs that households had begun
to refinance older non-indexed debt with new indexed loans in an attempt to lighten their debt service
burden.

In general, mortgage debt burden had increase alongside rising interest rates. As a share of disposable
income, however, most households’ debt service burden had risen only modestly. Just over half of
households that had taken loans in January 2020 or later had seen their debt service rise by less than
30,000 kr. per month. In just over a fourth of cases, debt service had risen by more than 30,000 per
month, and in another scant one-fourth of cases it had remained unchanged or declined. After adjust-
ing for wage growth, which gives a more accurate view of households’ housing cost burden, the ratio
of debt service to disposable income is broadly unchanged. As of January 2023, the share of house-
holds whose debt service exceeds 35% of disposable income had risen by 2 percentage points, from
7% to 9%.

Part of the reason debt service has not increased more is that about a fourth of households are carrying
non-indexed debt with interest rates fixed for three to five years. In addition, nearly half of households
have taken indexed mortgage loans, and the debt service burden on these has risen more slowly than
on non-indexed variable-rate loans. When interest rates on fixed-rate loans are reset in 2024 and 2025,
some households could find it more difficult to cover the increased debt service, all else being equal.
The possibility of switching to indexed loans or of extending loan maturities should considerably re-
duce the likelihood of financial distress. The Central Bank’s rules capping loan-to-value ratios and debt
service-to-income ratios do not apply to restructured loans, which are not considered as new loans,
nor do they apply to refinancing, provided that the principal is not increased. The cap on loan-to-value
ratios does not apply to borrowers in financial distress.

The available data indicate that households are generally well positioned. Arrears are limited, unem-
ployment is low, and real disposable income has increased year by year since 2010.

Year-on-year growth in corporate debt turned a corner in 2022, flipping from being negative (at con-
stant prices) in H1 to being positive by 0.4% at the year-end. Credit growth was driven by an increase
in D-SIB lending, as companies appeared to seek financing from banks rather than from the market.
The increase was greatest in lending to the real estate and construction sector.

At present, companies’ main challenges lie in cost increases due to inflation, wage rises, and interest
expense. Interest rates on corporate loans had risen markedly in recent months, as a large majority of
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corporate debt bears variable interest. Companies’ financial position has developed favourably in the
recent term, however, and arrears are limited. Businesses should be quite resilient.

Asset prices

The housing market turned around in mid-2022. Turnover in the residential real estate market con-
tracted sharply, and the number of purchase agreements finalised in the capital area fell by 30% year-
on-year. In January 2023, only a scant 290 contracts were concluded — the smallest single-month total
since February 2011. The number of homes advertised for sale continued to increase, and by January
the housing supply was broadly back to the pre-pandemic level. In January, house prices had risen
year-on-year by 4.5% in real terms and 14.9% in nominal terms, with the entire increase in the index
occurring in H1/2022. Since June 2022, house prices have risen by only 0.6% in nominal terms and have
fallen by 3.4% in real terms. The ratio of house prices to fundamentals such as construction costs and
rent prices had fallen in recent months, after peaking in mid-2022. At the end of January, the house
price index measured 13% above trend, down from a peak of 19% above trend in June 2022.

The FSN was of the view that the interaction between borrower-based measures and higher interest
rates had reduced imbalances in the housing market.

The price of shares in listed companies had remained unchanged since the FSN’s last meeting. The
Main List index had risen marginally in 2023 to date, however. Over the first two months of the year,
stock market turnover had contracted by 3% between years. Nominal Treasury bond yields had risen
since the Committee’s last meeting, as inflation measured higher than expected.

Exchange rate of the kréna

The exchange rate of the kréna had been broadly unchanged since the Committee’s early December
meeting. An increased capelin quota and favourable fishing conditions were considered to have offset
a sizeable goods account deficit, and the interest rate differential with abroad had widened as well.
Forward positions with the kréna had increased, and there had been moderate foreign investment
inflows to Iceland. Furthermore, the pension funds had scaled down their foreign currency purchases
year-to-date. The D-SIBs’ foreign exchange balance was relatively unchanged between meetings and
was in balance; i.e., the banks’ foreign-denominated assets almost equalled their foreign-denominated
liabilities.

The financial cycle and cyclical systemic risk

A composite measure of financial cycles indicated that the cycle was still in an upward phase at the
end of 2022. It also indicated that cyclical systemic risk was at an average level and had increased
marginally since the FSN’s last meeting. The debt cycle was still in a relatively low position consistent
with moderate household and corporate debt levels. The upward trend was estimated to be fastest
and the position highest in the housing cycle, which runs counter to developments in house prices in
the past few months, as the housing market began to cool in H2/2022. The mismatch between the
housing cycle and recent months’ developments in house prices is due to the indicator’s emphasis on
medium-long cycles and its relative insensitivity to short-term developments.

A new indicator that measures financial conditions with a monthly frequency and takes into consider-
ation short-term movements in financial variables was presented to the Committee. That indicator
showed a sharp decline in recent months, driven in particular by a cooling housing market, rising in-
terest rates, and a depreciation of the kréna, which suggested that financial conditions had shifted
from being relatively accommodative and expansionary to being neutral. If the same trend continues
in the coming term, financial conditions can be expected to be tight or even growth-impeding. The
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recent decline in the financial conditions index was considered to be a sign of uncertainty about
whether the upward financial cycle would continue in the coming term.

Cyclical systemic risk can be estimated in a variety of ways, and the FSN uses more than one measure.
The financial cycle is one such measure that the Committee considers, and another is the domestic
composite systemic risk indicator, or d-SRI. The d-SRl indicated that cyclical systemic risk had declined
throughout 2022 and was back to its historical average, after having been above average at the begin-
ning of 2022. The main drivers of the decline were falling asset prices, slower credit growth, and strong
GDP growth. On the other hand, the measure of growth-at-risk suggested that cyclical systemic risk
had increased in 2022, as the fifth percentile of the probability distribution of GDP growth over the
next two years had shifted downwards. Various indicators therefore give differing signals about devel-
opments in systemic risk, although all of the indicators imply that cyclical systemic risk is moderate.

Cybersecurity

The Committee received a presentation on cybersecurity. The cybersecurity framework in Iceland and
measures to boost the resilience of financial market infrastructure were discussed. Significant work
has been done in this area, which covers a broad range, as roles and responsibility are distributed
widely through the administrative system. Emphasis was placed on the importance of the Central Bank
as an active participant in formulating cybersecurity policy in cooperation with the Government.

The FSN received a presentation on two projects aimed at bolstering the resilience of financial market
infrastructure. On the one hand, the Bank has decided to begin formal testing of cybersecurity and
financial system resilience by introducing the so-called TIBER framework in Iceland. This entails direct-
ing unannounced tailor-made cyberattacks through important infrastructure and companies so as to
determine the level of resilience against cyberattacks, thereby fostering increased financial stability.
Participants receive an assessment of the quality of cyber defences and the weaknesses therein. The
Central Bank administers the tests. On the other hand, a representative from Reiknistofa Bankanna
(RB) presented an initiative designed to reduce the likelihood of cybersecurity-related incidents.

Expert committee report on the Central Bank’s performance in 2020-2022

The expert committee tasked with evaluating the Bank’s performance in attaining its objectives for
price stability, financial stability, and financial supervision in the wake of its merger with the Financial
Supervisory Authority, cf. Article 36 of the Act on the Central Bank of Iceland, delivered its report in
January 2023. The expert committee’s discussion of the FSN was very positive overall. The regulatory
architecture and framework for financial stability is considered to be in line with international best
practice and in compliance with European regulatory provisions. When the COVID-19 pandemic
reached Iceland in 2020, the FSN responded promptly by lowering the CCyB. The Committee was sim-
ilarly quick to respond to changes in financial conditions when it decided in September 2021, in view
of increased accumulation of systemic risk, to increase the CCyB again, as it considered cyclical sys-
temic risk to have risen to at least the pre-pandemic level. Furthermore, the Committee had acted
appropriately in tightening borrower-based requirements in response to conditions in the housing
market. The report states that the Bank’s stress tests are carried out professionally, that the Bank had
developed measures of the financial cycle in order to identify changes in financial stability, and that
the Financial Stability reports were well prepared and covered significant ground.

The FSN discussed the expert committee’s recommendations concerning increased cooperation be-
tween the Monetary Policy Committee and the Financial Stability Committee, a wider range of scenar-
ios in the Bank’s stress tests, and greater emphasis on the pension fund system from the perspective
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of financial stability. Work had begun on incorporating the recommendations into the work of the
committees and the Bank.

Financial Stability Committee decisions in 2022

Countercyclical capital buffer

The main purpose of the countercyclical capital buffer (CCyB) is to enhance financial institutions’ resil-
ience against cyclical systemic risk, thereby providing them with the scope to absorb losses and main-
tain the supply of credit during periods of stress.

Analyses of the level of cyclical systemic risk indicate that it has increased in recent years and is now
near or above the average of the past several years. The main drivers of the increase are the surge in
real estate prices since the beginning of the pandemic and the high levels of inflation, which affects
debt service burdens and repayment capacity.

The FSN discussed the outlook for financial stability. Prospects were generally good in Iceland: demand
was strong, unemployment low, and private sector indebtedness modest. On the other hand, infla-
tionary pressures had proven persistent, both in Iceland and internationally, and interest rates were
high. The domestic banking system’s market funding had grown more expensive, and elevated uncer-
tainty in foreign funding markets had also pushed credit spreads upwards. Fixed interest rates of non-
indexed loan agreements totalling 650 b.kr. would reset in the coming two years. Furthermore, the
effects of recent events abroad had yet to emerge in full and there could be a material risk of financial
spillovers. Even though the banks are resilient, external risks were on the rise, both on the assets side
(owing to conditions in asset markets) and on the liabilities side (owing to conditions in funding mar-
kets). In view of this, the Committee agreed that there was reason for the banks to further strengthen
their resilience by holding sufficient capital. The decision to increase the CCyB now would not be on-
erous for the banks, as their capital ratios were already 2.3-4% above Central Bank requirements.
Therefore, increasing the buffer should not curtail their ability to intermediate credit to households
and businesses.

Following the discussion, the Governor proposed that the countercyclical capital buffer rate be in-
creased from 2% to 2.5%. The proposal was approved unanimously, and the increase will take effect
on 15 March 2024.

Financial market infrastructure

One of the Central Bank of Iceland’s principal roles is to promote a safe and effective financial system,
including domestic and cross-border payment intermediation. Work on strengthening Iceland’s finan-
cial market infrastructure framework and further enhancing operational security is still ongoing. To
this end, the Payment Council has established a task force on trade and service providers’ response to
a disruption in payment intermediation in Iceland.

Committee members agreed unanimously that it was of vital importance for the Government and Cen-
tral Bank to place strong emphasis on cybersecurity in Iceland, operational security of telecommuni-
cations infrastructure, and the connection between telecommunications infrastructure and the oper-
ational security of financial market infrastructure. Information flows and consultation among all stake-
holders in this area are of utmost importance and to assess whether the statutory framework for fi-
nancial market infrastructure needs strengthening.

The FSN received a presentation on the status of the project focusing on an independent domestic
retail payment solution. The main objective of an independent domestic retail payment solution is to
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safeguard national security, with emphasis on the resilience of domestic payment intermediation, and
to ensure that the solution is open, secure, effective, and efficient. The Forum for the Future has es-
tablished a task force entrusted with making recommendations concerning possible cooperation on a
domestic payment scheme for account-to-account payments.

The FSN reiterates the importance of establishing an independent domestic retail payment rail and
supports the steps taken thus far towards achieving this goal. This work should be expedited as possi-
ble and conclusion reached within a year concerning which option to adopt in putting an independent
domestic payment solution in place. Statutory framework for financial market infrastructure relating
to retail payment intermediation may need to be strengthened and the Central Bank’s power to set
rules in this area augmented.

At the end of the meeting, the Committee approved the statement for publication on the morning of
15 March 2023.

The following Committee members were in attendance:

Asgeir Jonsson, Governor and Chair of the Committee

Gunnar Jakobsson, Deputy Governor for Financial Stability
Rannveig Sigurdardottir, Deputy Governor for Monetary Policy
Unnur Gunnarsdattir, Deputy Governor for Financial Supervision
Axel Hall, external Committee member

Bryndis Asbjarnardéttir, external Committee member

Gudmundur Kr. Tdmasson, external Committee member

Haukur C. Benediktsson, Director of the Bank’s Financial Stability Department; Eggert Th. Thérarinsson,
Deputy Director of the Financial Stability Department; Vigdis Osk Helgadéttir, Head of the Financial
Stability Department; and Rannveig Juniusdottir, Director of the Bank’s General Secretariat were pre-
sent for the entire meeting. In addition, several other Bank staff members attended part of the meet-
ing.

Rdsa Bjork Sveinsdottir wrote the minutes.
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The Financial Stability Committee of the Central Bank of Iceland

Minutes of the Financial Stability Committee meeting
June 2023 (17th meeting)
Published 5 July 2023

The Financial Stability Committee (FSN) of the Central Bank of Iceland takes decisions on the applica-
tion of the Bank’s financial stability policy instruments. Financial stability means that the financial sys-
tem is equipped to withstand shocks to the economy and financial markets, to mediate credit and
payments, and to diversify risks appropriately. The Committee is tasked with assessing the current
situation and outlook for the financial system, systemic risk, and financial stability; defining the
measures necessary to ensure financial stability; and deciding which entities, infrastructure elements,
or markets shall be considered systemically important. When warranted, the FSN may make recom-
mendations to the appropriate Governmental authorities concerning the measures needed to
strengthen and preserve financial stability. In general, the Committee publishes the minutes of its
meetings within four weeks of the meeting concerned. The minutes include information on the Com-
mittee’s decisions, the rationale on which they are based, and the assessment of financial stability.

At the meeting of 2, 5, and 6 June 2023, presentations were given on economic developments and
prospects and the state of the financial system and payment intermediation infrastructure. The Com-
mittee was also given a presentation on the Central Bank of Iceland’s roles and responsibilities in en-
suring the cybersecurity of the domestic financial market. The Committee discussed the current situa-
tion and outlook for financial stability and the principal risks to financial stability, such as economic
developments, risks in the operations of financial institutions and the financial system, developments
in domestic financial markets, household and corporate debt, the real estate market, the efficacy of
borrower-based measures, financial institutions’ capital and liquidity position, and the financial cycle.
The FSN also received information on the methodology for assessing the financial cycle and cyclical
systemic risk, as well as financial indicators. Members were informed of the results of the International
Monetary Fund’s (IMF) recent appraisal of Iceland’s financial system and macroprudential policy.

The FSN decided to keep the countercyclical capital buffer (CCyB) rate unchanged, as in accordance
with the Committee’s March 2023 decision, the CCyB will increase from 2% to 2.5% on 15 March 2024.
The FSN urged lenders to give timely consideration to preventing financial distress among borrowers
who could have difficulty covering increased debt service on their mortgage loans as a result of higher
interest rates.

The Committee also emphasised the importance of strengthening financial institutions’ cyber- and op-
erational security and bolstering the resilience of payment intermediation in Iceland. In this context,
the FSN welcomed the steps taken to date towards an independent domestic retail payment interme-
diation solution.
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Analysis of financial stability

Inflation had subsided in Iceland’s main trading partner countries since the FSN’s March meeting.
Global GDP growth had lost pace but was nevertheless stronger than previously forecast. Inflation had
eased in tandem with commodity prices, however, high services price inflation had widely impeded
the decline in underlying inflation. Trading partners’ central banks had continued to tighten their mon-
etary stance. Volatility had eased in foreign markets after rising somewhat in March 2023, owing to
operational difficulties in US and European banks. Global asset prices had risen as volatility subsided,
and credit spreads in foreign capital markets had tapered off, although they remained high. Icelandic
borrowers’ access to foreign market financing had therefore improved.

GDP growth in Iceland measured 7% in Q1/2023 but was weaker than previously anticipated. For 2023
as a whole, GDP growth is expected to be stronger than previously assumed, owing both to robust
growth in domestic demand and increased tourism sector activity. The labour market was still very
tight, registered unemployment had fallen, and job numbers had risen since the FSN’s March meeting.
There were signs that strain on domestic production factors had peaked, however. The Central Bank’s
key interest rate had risen by 2.25 percentage points since the Committee’s March meeting. Inflation
had receded from its February peak of 10.2% and was expected to keep falling in the coming term,
albeit more slowly than previously estimated.

The Committee agreed that households’ overall position was good in many respects. Members were
of the view that the key risks to financial stability were banking system funding and cybersecurity,
while risks associated with the housing market had eased, although they were still in evidence. Higher
financing costs could put strain on leveraged households, however, even though households were
quite resilient. It was foreseeable that households that had taken fixed-rate non-indexed mortgages
would see their debt service rise when their mortgage rates came up for review over the next two
years. Poorer financial conditions had adversely affected businesses as well. The FSN urges lenders to
consider this increased debt service in a timely manner so as to prevent financial distress among bor-
rowers and, if necessary, restructure borrowers’ debt in order to ease the burden.

Banking system resilience

The Icelandic financial system is on a solid footing at a time when both financial conditions and the
monetary stance have tightened. The systemically important banks are strong, and their capital and
liquidity are well above regulatory minima. The banks’ liquidity ratio increased between meetings, ow-
ing mainly to foreign bond issuance. Their excess liquidity totalled 289 b.kr. at the end of April, and
their liquidity ratio in all currencies was 182%, far above the 100% threshold required by the Central
Bank. The banks’ liquidity was therefore strong, and their high-quality liquid asset holdings were close
to their highest ever. The FSN was also given a presentation on liquidity stress tests carried out on the
commercial banks, which showed a high level of resilience. The majority of the commercial banks’
funding is in the form of deposits, covered bonds, and unsecured marketable bonds. Deposits grew by
4% in Q1/2023, in line with lending growth, and they now account for around half of the banks’ fund-
ing. Credit spreads on the banks’ foreign bond issues had fallen slightly since the FSN’s March meeting,
and all of the banks had issued large eurobonds since then, in order to refinance upcoming euro-de-
nominated maturities. The banks’ refinancing risk had therefore receded, and it emerged that they
had enough foreign liquidity to cover all of their 2023 maturities without violating liquidity rules. The
systemically important banks must also satisfy minimum requirements for own funds and eligible lia-
bilities (MREL) by issuing unsecured bonds. Their domestic bond issuance has been limited in the re-
cent past, but in Q1/2023 it still exceeded net new lending to households.

Financial Stability Committee report to Parliament

31



The banks’ interest income continues to rise, particularly because of balance sheet expansion and in-
creased returns on liquid assets. Higher interest rates, credit growth, and very low impairment have
strengthened the banks’ operating performance in the recent term. Their return on equity was 12.5%
in Q1/2023, as compared with 8.9% a year earlier. Their combined capital ratio was 24.0% at the end
of Q1/2023, after rising by 0.3 percentage points during the year. After adjusting for the forthcoming
increase in the CCyB to 2.5%, already decided by the FSN, the banks’ capital ratios are 2.0-4.2% above
the overall required ratio.

Household arrears are still low, and facility-level non-performing loan (NPL) ratio for household loans
was 0.75% at the end of Q1. The banks have seen a slight increase in frozen loans to households in
recent months, however. The NPL ratio on the banks’ corporate loans declined in Q1, to 2.1%. It fell in
all sectors apart from the hospitality industry, where it rose marginally. Business insolvencies have
increased somewhat in 2023 but remained close to the historical average.

Private sector debt

New mortgage lending had declined considerably, while retirement of non-indexed variable-rate mort-
gages from deposit institutions increased marginally at the same time. Households therefore appeared
to have begun restructuring their mortgage debt to a degree, possibly to lower debt service. The share
of indexed mortgages in new lending was virtually unchanged from the last meeting, after having risen
somewhat over the months beforehand. Slightly less than half of new mortgages issued since the Com-
mittee’s last meeting were indexed. Nominal growth in household debt eased to 8.5% in Q1/2023. Real
growth in household debt was negative by 1.3% in March 2023, however, its most negative in any
single month since September 2016. The household debt-to-GDP ratio had fallen significantly in the
recent term, whereas the debt-to-disposable income ratio had held stable. Both ratios were historically
low, however, and below those in, for instance, the Nordic region.

In general, households’ mortgage debt burden had continued to increase alongside rising interest
rates. Non-indexed rates on household mortgages averaged 9.3% in May and had risen by 5.5 percent-
age points since May 2021, when the Central Bank began its monetary tightening phase. As a share of
estimated disposable income, however, most households’ debt service burden had risen only mod-
estly. The share of households whose debt service burden exceeded 35% of their disposable income
was estimated to have risen from 9% in January to 10.9% in April, assuming that disposable income
rose in line with the general wage index (loans taken after 1 January 2020). One reason debt service
had not risen above 35% of disposable income for a larger share of households was that a fourth of
household mortgages were non-indexed loans with interest rates fixed for three to five years. In addi-
tion, nearly half of household mortgage debt was indexed, and the debt service burden had risen much
more slowly on these loans than on non-indexed variable-rate loans.

Low unemployment, wage growth, and moderate debt levels among most Icelandic households enable
households to withstand increased debt service and worsening financial conditions. The available data
indicate that households are generally well positioned. Arrears were limited, and real disposable in-
come had risen steeply since 2010.

Year-on-year growth in corporate debt had peaked in late 2022 at 10%, its strongest since 2019. It
eased slightly in Q1, and the corporate debt-to-GDP ratio had fallen quarter-on-quarter to a historically
low 77.5%. Corporate debt to domestic banks is rising in real terms, while foreign debt and bond issu-
ance have contracted. Banking system credit growth has been strongest in lending to the construction
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sector, owing both to new loans and reduced loan retirement as a result of slower sales of new build-
ings. The results of the Central Bank’s lending survey, carried out in early April among the four com-
mercial banks, suggest that both supply and demand for corporate loans could ease in coming months.

Corporate arrears are still on the wane despite higher costs due to inflation, wage rises, and higher
interest rates.

Asset prices

Housing market activity has been on the decline since mid-2022. Market turnover shrank, and the
number of purchase contracts fell by a fourth year-on-year in the first four months of 2023, to a low
not seen since the first four months of 2014. The number of properties for sale had increased and the
average time-to-sale had grown significantly longer. In April, for instance, it took nearly six months to
sell a home, whereas in May 2022 the average time-to-sale had bottomed out at one month. The share
of first-time buyers had fallen and was close to its long-term average. Twelve-month house price infla-
tion in greater Reykjavik measured 8.6% in nominal terms in April, which meant that real prices fell by
1.1%. After having fallen month-on-month for three months, house prices started rising again in Feb-
ruary. It emerged that this was surprising in view of the slower activity in the housing market, perhaps
indicating that the shift was temporary. The ratio of house prices to fundamentals such as disposable
income, building costs, and rent prices had fallen from the 2022 peak but had been unchanged in re-
cent months. The house price index measured 11% above trend in April 2023, after peaking at 18%
above trend in June 2022. The FSN was of the view that the combination of borrower-based measures
and interest rate hikes had kept prices from deviating even more from fundamentals. It emerged that
the Housing and Construction Authority had forecast that some 2,800 new homes would be built in
2023 and again in 2024, but that new construction would ease in 2025. The FSN was of the view that
the combination of borrower-based measures and interest rate hikes had kept prices from deviating
even more from fundamentals. Tension in the real estate market had clearly receded, and real prices
could be expected to keep falling in the coming term; however, because demand was strong and
households well positioned in other respects, there was no risk of a steep drop in nominal prices.

The commercial real estate (CRE) price index, which measures prices in the greater Reykjavik area,
continued to rise in Q1, to a year-on-year rate of 14.4%. The index was at a historical high and was just
over 20% above its estimated long-term trend. The large CRE firms’ operations were strong in Q1/2023.
Occupancy rates are high and returns on investment assets slightly higher than in Q1/2022. The CRE
firms’ financing costs have increased, however, and their cash flow ratios have fallen. A comparison of
the companies with their foreign counterparts suggests that the ratio of investment properties availa-
ble for leasing is relatively low and the return on investment properties relatively high. On the other
hand, the Icelandic companies are more heavily leveraged than comparable firms abroad, and their
financing costs are higher.

Listed companies’ share prices had fallen between FSN meetings, and the Main List index was down
about 7% year-to-date. Yields on short-term nominal Treasury bonds had risen since the FSN’s last
meeting, in line with the increase in the policy rate, while long-term yields had fallen marginally.

Exchange rate of the kréna and international reserves

The krona had appreciated since the FSN’s March meeting and was up by a total of 2.1% year-to-date.
A wider interest rate differential with abroad and a narrower current account deficit are considered to
have had the greatest impact on the trend. Forward positions with the kréna had grown, and inflows
for foreign investment in Iceland had increased with FTSE Russell’s upgrade of Iceland to the emerging
secondary market category, but trading in Treasury bonds had been limited. Furthermore, the pension
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funds bought more foreign currency in the first four months of 2023 than over the same period in
2022. The systemically important banks’ foreign exchange balance had been broadly unchanged be-
tween meetings and was close to equilibrium; i.e., the banks’ foreign-denominated assets nearly
equalled their foreign-denominated liabilities.

The international reserves had shrunk in 2023 to date, mainly because of the appreciation of the kréna.
In Q2/2023 they measured 117% of the IMF’s reserve adequacy metric, down from 124% at the end
of 2022.

The financial cycle and cyclical systemic risk

A composite measure of financial cycles indicated that the cycle was still in an upward phase in
Q1/2023 and that cyclical systemic risk was at an average level. The debt cycle was still in a relatively
low position consistent with moderate household and corporate debt levels. The upward cycle was
estimated to be fastest and the position highest in the housing cycle, which may seem paradoxical, as
house price inflation has slowed markedly in the past year. The mismatch between the housing cycle
and recent months’ developments in house prices is due to the indicator’s emphasis on medium-long
cycles and its relative insensitivity to short-term developments.

The FSN was given a presentation on a new indicator that measures the financial cycle position on a
monthly basis. The financial cycle indicator can be useful in forecasting economic activity in the near
future and can thereby support analysis of how monetary policy makes an impact on the economy by
affecting financial conditions. Furthermore, it can support assessments of the macroprudential stance
and cyclical systemic risk. The indicator had fallen steeply in recent months, owing mainly to higher
interest rates, reduced real estate market activity, and a weaker kréna. This suggests that financial
conditions had moved from being relatively accommodative and stimulative to a more neutral posi-
tion.

Cyclical systemic risk can be estimated in a variety of ways, and the FSN uses more than one measure.
The financial cycle is one such measure that the Committee considers, and another is the domestic
composite systemic risk indicator, or d-SRI. The d-SRl indicated that cyclical systemic risk had declined
throughout 2022 and was back to its historical average, after having been above average at the begin-
ning of 2022. The main drivers of the decline in Q1/2023 were weaker credit growth, strong GDP
growth, and the narrowing of the current account deficit in the previous twelve months. Taken to-
gether, indicators of cyclical systemic risk suggest a moderate risk level at present.

Cybersecurity

The Committee heard a presentation on cybersecurity. The presentation focused on the Central Bank’s
role and priorities, as the Bank monitors supervised entities’ operational risk, including ensuring that
cybersecurity is consistent with the law and Governmental directives. The Bank also oversees the op-
erational framework for systemically important financial market infrastructure, the Central Bank’s in-
terbank system, and the Nasdaq CSD SE securities settlement system in Iceland.

Committee members considered it important that the Government and Central Bank place strong em-
phasis on cybersecurity in Iceland, operational security of telecommunications infrastructure, and the
connection between telecommunications infrastructure and the operational security of financial mar-
ket infrastructure.
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IMF appraisal of Iceland’s financial system and macroprudential policy

The FSN was given a presentation on the results of the IMF’s recently concluded financial sector as-
sessment program (FSAP) appraisal of Iceland’s financial stability and macroprudential policy. The pur-
pose of the FSAP appraisal was to determine the resilience of the financial system, the quality of the
regulatory and supervisory framework, and the country’s ability to respond to financial shocks. The
Fund’s advice following such an appraisal could focus on either microprudential or macroprudential
policy, or both. The IMF presented 150 comments directed at the Central Bank or Government minis-
tries, or both, and the FSN heard a presentation on the comments centring on financial stability and
macroprudential policy. The comments pertained, among other things, to further data collection, the
application of macroprudential tools, stress testing of financial institutions’ liquidity and capital, pen-
sion funds’ lending activities, powers of resolution, cybersecurity, and climate risk. It emerged at the
meeting that the IMF’s comments would be addressed in a given order of priority and that attempts
would be made to respond to the most important of them within a year.

Financial Stability Committee decisions

Rules on Maximum Loan-to-Value Ratios for Mortgage Loans to Consumers

Although a majority of households with mortgages were well positioned, the FSN considered it im-
portant to prepare for tighter household financial conditions. It emerged that it could prove more dif-
ficult for some households to cover the additional debt service once interest rates that had been fixed
until 2024 and 2025 came up for review. These loans totalled some 650 b.kr., or just over a fourth of
household mortgage debt. The FSN considered it appropriate to urge lenders to consider this increased
debt service in a timely manner so as to prevent financial distress among borrowers. Where necessary,
lenders should consider lengthening loan maturities, adopting an annuity format, capping nominal in-
terest rate payments, and offering a range of loan types that offer differing debt service. The Commit-
tee was of the view that many borrowers had ample equity and should have considerable flexibility to
ensure that their debt service would remain in line with the criteria provided for in the borrower-based
measures set by the FSN.

After the presentation and discussions, the Governor proposed amendments to the rules on maximum
loan-to-value ratios on consumer mortgages, which entailed that Article 1 be amended so as to remove
all doubt that the rules did not apply to those who refinanced existing mortgage debt because of fi-
nancial distress. The Committee was of the opinion that the amendments were not of a substantive
nature but instead represented a clarification of this aspect of the rules. All members voted in favour
of the Governor’s proposal, and new Rules on Maximum Loan-to-Value Ratios for Consumer Mort-
gages, no. 550/2023, were issued following the meeting.

Countercyclical capital buffer

The main purpose of the countercyclical capital buffer (CCyB) is to enhance financial institutions’ resil-
ience against cyclical systemic risk, thereby providing them with the scope to absorb losses and main-
tain the supply of credit during periods of stress. The CCyB performs an important role when it is nec-
essary to respond to unforeseen events that could jeopardise financial stability; cf. the reduction in
the buffer at the beginning of the COVID-19 pandemic. The increase in the buffer to 2.5%, decided in
March 2023, creates further scope to lower it in the future, in the event of an economic contraction
that could cause a decline in the supply of credit. By law, the CCyB may range from 0% to 2.5%. It may
exceed 2.5%, however, if the risk factors underlying the FSN’s assessment warrant a higher buffer rate.
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Analyses of the level of cyclical systemic risk indicate that it has increased in recent years and is now
near its historical average. The main drivers of the increase are the surge in real estate prices since the
beginning of the pandemic and the high inflation rate, which affects debt service burdens and repay-
ment capacity.

It also emerged that the increase in the CCyB in March 2023 should not compromise the banks’ capac-
ity for lending or for private sector debt restructuring as needed. The banks’ interest rate spreads had
increased year-on-year, as had their return on equity. The systemically important banks’ capital ratios
were ample, averaging 24.0% at the end of Q1/2023, and had risen by 0.3 percentage points between
years. After adjusting for the forthcoming increase in the CCyB to 2.5%, already decided by the FSN,
the banks’ capital ratios are 2.0-4.2% above the overall required ratio. Following the discussion, the
Governor proposed that the countercyclical capital buffer be held unchanged at 2.5%, and the proposal
was approved unanimously.

Financial market infrastructure

An element in promoting an effective and secure financial system, including domestic and cross-border
payment intermediation, is to collect data on various payment instruments and assess the cost of using
them. The Committee was given a presentation of the results of an analysis of the cost of retail pay-
ment intermediation, which showed that the cost to households of retail payment intermediation was
around 30% higher than, for instance, in Norway.

Work on strengthening Iceland’s financial market infrastructure framework and further enhancing op-
erational security is still ongoing. The FSN heard a presentation on the status of the project focusing
on the implementation of an independent domestic retail payment solution, which is intended to en-
hance national security and prioritise the resilience of domestic payment intermediation. A work group
representing the Forum for the Future had previously submitted a proposal for an independent retail
payment solution that had been presented before the Committee. The proposal entails the develop-
ment of a joint core infrastructure that provides connections with all of Iceland’s deposit institutions
and would be open to all providers with the required licences. Furthermore, a work group operating
on behalf of the Prime Minister's Office is preparing legislation aimed at providing a stronger legal
foundation for an independent domestic retail payment solution.

The FSN is of the opinion that the steps already taken towards an independent domestic retail payment
intermediation solution were a move in the right direction towards strengthening financial institutions’
cyber- and operational security and enhancing the resilience of payment intermediation in Iceland.

At the end of the meeting, the Committee approved the statement for publication on the morning of
7 June 2023.

The following Committee members were in attendance:

Asgeir Jonsson, Governor and Chair of the Committee

Gunnar Jakobsson, Deputy Governor for Financial Stability

Rannveig Sigurdardottir, Deputy Governor for Monetary Policy, Central Bank of Iceland
Bjork Sigurgisladoéttir, Deputy Governor for Financial Supervision

Axel Hall, external Committee member

Bryndis Asbjarnardéttir, external Committee member
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Gudmundur Kr. Tdmasson, external Committee member, approved the Governor’s proposal electron-
ically. Gudrun Thorleifsdottir, Director General at the Ministry of Finance and Economic Affairs, at-
tended the meeting, with the right to address the meeting and present proposals.

Haukur C. Benediktsson, Director of the Financial Stability Department at the Central Bank; Eggert b.
Pérarinsson, Deputy Director of the Financial Stability Department; and Vigdis Osk Helgadéttir, Head
of Unit in the Financial Stability Department, attended the entire meeting. In addition, several other
Bank staff members attended part of the meeting.

Rdsa Bjork Sveinsdottir wrote the minutes.
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MINUTES

FINANCIAL STABILITY COMMITTEE



The Financial Stability Committee of the Central Bank of Iceland

Minutes of the Financial Stability Committee meeting
September 2023 (18" meeting)
Published 1 November 2023

The Financial Stability Committee (FSN) of the Central Bank of Iceland takes decisions on the applica-
tion of the Bank’s financial stability policy instruments. Financial stability means that the financial sys-
tem is equipped to withstand shocks to the economy and financial markets, to mediate credit and
payments, and to diversify risks appropriately. The Committee is tasked with assessing the current
situation and outlook for the financial system, systemic risk, and financial stability; defining the
measures necessary to ensure financial stability; and deciding which entities, infrastructure elements,
or markets shall be considered systemically important. When warranted, the FSN may make recom-
mendations to the appropriate Governmental authorities concerning the measures needed to
strengthen and preserve financial stability. In general, the Committee publishes the minutes of its
meetings within four weeks, including information on the Committee’s decisions, the rationale on
which they are based, and its assessment of financial stability.

At the meeting of 18 and 19 September 2023, presentations were given on economic developments
and prospects and the state of the financial system and payment intermediation infrastructure. The
Committee discussed the current situation and outlook for financial stability and the principal risks to
financial stability, such as economic developments, risks in the operations of financial institutions and
the financial system, developments in domestic financial markets, household and corporate debt, the
real estate market, the efficacy of borrower-based measures, financial institutions’ capital and liquidity
position, and the financial cycle. The FSN was also given a presentation on the methodology for desig-
nating systemically important financial institutions (D-SIB) and a presentation on the results of the
annual stress test on the D-SIBs.

The FSN decided to keep the countercyclical capital buffer (CCyB) rate unchanged. In accordance with
the Committee’s March 2023 decision, the CCyB will increase from 2% to 2.5% on 15 March 2024. The
FSN also urged lenders to give consideration to increased debt service. Most borrowers had ample
equity, which should provide scope to adjust loan payments to match debt service capacity and simul-
taneously ensure that it remains in line with the criteria provided for in the borrower-based measures
set by the FSN. The Committee also urged borrowers to avert potential financial distress by seeking
prompt assistance from their lenders if they expect their debt service burden to become onerous.

The Committee also emphasised the necessity of strengthening financial institutions’ cyber- and oper-
ational security and bolstering the resilience of payment intermediation in Iceland. In this context, the
FSN considered the steps taken towards an independent domestic retail payment intermediation so-
lution a positive move and agreed with Government proposals to expand the Central Bank’s authority
in this area.
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Analysis of financial stability

Trading partner inflation had continued to ease since the FSN’s June meeting but remained well above
inflation targets. Trading partners’ central banks had therefore continued to tighten their monetary
stance. This had affected asset prices and global equity prices had therefore fallen. Inflation had ta-
pered off in Iceland as well but measured 7.7% in August and was therefore far above the 2.5% target.
The Central Bank’s key interest rate had been raised by 0.5 percentage points since the Committee’s
June meeting.

The FSN agreed that the status of financial stability in Iceland was good on the whole despite high
inflation and interest rates. The Committee considered cybersecurity one of the main risks to financial
stability at present, although members were also of the view that risks associated with corporate debt
and the commercial real estate market had increased. Most indicators implied that demand pressures
in the economy would subside gradually but steadily. Risks associated with the residential property
market had receded, but members were nevertheless somewhat concerned about household debt.
Further ahead, however, rapidly rising financing costs could put strain on leveraged households, alt-
hough households were quite resilient overall. In addition, poorer financial conditions had adversely
affected businesses. The FSN considered it appropriate to urge lenders to consider increased debt ser-
vice in a timely manner so as to prevent financial distress among borrowers and, if necessary, restruc-
ture borrowers’ debt in order to ease the burden.

Banking system resilience

The Icelandic financial system is on a solid footing. The systemically important banks’ capital and li-
quidity are strong. The banks’ foreign refinancing risk has decreased with bond issues in recent months.
Their foreign bond issuance had boosted their liquidity ratio between meetings, and their excess li-
quidity totalled 334 b.kr. at the end of July. Their liquidity ratio in all currencies had risen 22 percentage
points between meetings, to 204%, well above the 100% required by the Central Bank. At that time,
the liquidity ratio in foreign currencies was 429%, whereas the ratio in Icelandic krénur was 114%. The
FSN was also given a presentation on the liquidity stress test carried out on the commercial banks,
which showed a high level of resilience. The majority of the commercial banks’ funding is in the form
of deposits, covered bonds, and unsecured marketable bonds. In Q2/2023, deposits grew quarter-on-
quarter by 5%, or 135 b.kr., and now constitute about half of the banks’ funding. Household deposits
rose the most, although there was a noticeable increase in large companies’ deposits; however, de-
posits owned by pension funds and customers in the financial market declined. The banks’ domestic
funding comes primarily from deposits.

Credit spreads on the banks’ foreign bond issues had fallen markedly since the June meeting and were
broadly back to the levels seen at the beginning of the pandemic. This decline erased the surges from
late 2022 and March 2023, the latter of which came in the wake of market uncertainty associated with
banking sector turmoil in the US and Europe. The D-SIBs had all issued unsecured eurobonds since the
last FSN meeting in order to refinance upcoming euro-denominated maturities. The banks’ refinancing
risk had therefore receded between meetings, and it emerged that they had enough foreign liquidity
to cover all of their 2023 and 2024 maturities without breaking liquidity rules. Domestic bond issuance
has been limited and has mainly taken the form of covered bonds, which exceeded net new lending to
households in H1/2023.

The banks’ interest income continues to rise, particularly because of balance sheet expansion and in-
creased returns on liquid assets. Higher interest rates, credit growth, and low impairment rates have
strengthened the D-SIBs’ operating performance in the recent term. The banks’ interest rate spreads
have widened, particularly because of increased interest income from liquid assets; i.e., Central Bank
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deposits and Treasury bonds. Their return on equity was 12% in H1/2023, as opposed to 10% in
H1/2022, when it was affected somewhat by Arion Bank’s sale of Valitor. Their combined capital ratio
was 24.2% at the end of June, after rising by 0.5 percentage points since the turn of the year. After
adjusting for the forthcoming increase in the CCyB to 2.5%, already decided by the FSN, and next year’s
dividend payments, the banks’ capital ratios are 3.5 - 5.2% above the overall required ratio. Their lev-
erage ratio was unchanged year-to-date, measuring 12.9% at the end of Q2. The D-SIBs’ minimum
required own funds and eligible liabilities (MREL) as determined by the Central Bank ranged between
30.5% and 32.4% of their risk base as of end-June 2023. At the same time, their MREL funding ranged
between 35.5% and 42% of the risk base.

Household arrears were still limited, and the non-performing loan ratio measured 0.8% at the end of
June. A marginal rise in frozen bank loans to households had been detected in recent months, how-
ever, partly because individuals had taken increased advantage of deferred payment measures offered
by the banks (for instance, due to childbirth leave). The D-SIBs’ corporate non-performing loan ratio
increased slightly in Q2, to 2.3%. It fell in all sectors apart from agriculture and fishing, manufacturing,
and hospitality, where it rose marginally. The position of most borrowers that needed support during
the pandemic has improved significantly, and impairment of loans to companies in the tourism sector
has decreased. At the end of June, 3.8% of loans were classified as forborne and performing, about
half the ratio seen at the turn of the year.

The results of the Central Bank’s annual stress test of the systemically important banks showed that
the banks were resilient and well equipped to withstand a severe stress scenario while continuing to
intermediate credit to households and businesses.

Private sector debt

At the end of July, household debt had grown by 6.8% year-on-year in nominal terms but had declined
by 0.8% in real terms. The banks’ mortgage lending growth has eased, whereas pension fund lending
has increased slightly. Households have increasingly sought out indexed mortgage loans, which ac-
counted for 47.4% of the outstanding mortgage stock as of end-July, up from 44.3% at the end of 2022.
The household debt-to-GDP ratio had fallen to 75.6% in Q2/2023. The ratio of household debt to dis-
posable income had fallen as well, to 150.6%. Both ratios were low in historical context and lower than,
for instance, in the Nordic countries.

Higher interest rates had increased debt service burdens, particularly for borrowers carrying non-in-
dexed variable-rate loans. The fixed-rate clauses that have protected some borrowers against rising
debt service are beginning to expire. The stock of loans subjected to interest rate reviews in August
through December 2023 totals 1.3% of GDP (53 b.kr.). This amount is set to keep rising until H1/2025.
Households appear quite resilient, however. Arrears were still limited and had increased only slightly
since the last meeting, and there had been no increase in forborne loans. Unemployment was low and
real wages high. There were signs that households were scaling down consumption and tapping into
their savings. There are indications that many households have sought the available measures to lower
debt service burdens, and data on net new household lending show that households are increasingly
refinancing non-indexed debt with indexed loans in order to lower debt service. An analysis of the
distribution of debt service-to-income ratios suggests that risk associated with debt service is on the
rise. In July, 12.6% of borrowers had seen their monthly debt service increase by more than 100,000
kr. per month from the time of borrowing, up from 4.5% at the beginning of the year. This has been
offset by pay rises, however.
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Year-on-year growth in corporate debt had been significant recently, measuring 10% in nominal terms
at the end of Q2/2023, its highest since 2019. It rose slightly between quarters, and the corporate
debt-to-GDP ratio had risen to 77.5%, which is nevertheless historically low. Corporate debt owed to
domestic banks had risen in real terms, while bond issuance had contracted. Banking system credit
growth was strongest in lending to the construction sector, owing both to new loans and to reduced
loan retirement as a result of slower sales of new buildings. Corporate demand for credit had therefore
been considerable during the quarters prior to the FSN meeting in spite of rising interest rates; how-
ever, the first signs of a downturn in demand were coming to the fore. The four commercial banks’
responses to the Central Bank’s August lending survey suggested that the supply of credit to companies
had shrunk. Indexed loans had been prominent in new corporate lending in recent months. This trend
is due in large part, however, to a few large loans to real estate firms and construction companies.
Interest rate hikes had strongly affected debt service on corporate loans, the majority of which were
non-indexed variable-rate loans. Furthermore, cost increases due to wage developments and rising
input prices had negatively affected companies.

Corporate arrears had increased by 0.1 percentage points quarter-on-quarter, and the D-SIBs’ corpo-
rate non-performing loan ratio was 2.2% at the end of Q2. The ratio was highest in the hospitality
industry, at 6%.

Asset prices

Housing market activity started to ease in mid-2022. Market turnover had shrunk, and the number of
purchase contracts fell by a fifth year-on-year in the first seven months of 2023, to a low not seen since
the first seven months of 2014. The number of homes for sale had risen, and the supply of new con-
struction had risen significantly. The average time-to-sale had grown even longer since the FSN’s June
meeting. The share of newly built homes in purchase contracts had fallen somewhat year-on-year in
Q3/2023. In addition, the share of first-time buyers had risen to 32%, its highest in two years. Twelve-
month house price inflation in greater Reykjavik measured 0.8% in nominal terms in July, which meant
that real prices fell by 6.3%. The ratio of house prices to fundamentals such as disposable income,
building costs, and rent prices had fallen from the 2022 peak but remained high in historical context.
It emerged that the Housing and Construction Authority had forecast that some 2,850 new homes
would be built in 2023 and again in 2024, about the same as in 2022, but that new construction would
ease in 2025. Tension in the real estate market had clearly receded, and real prices could be expected
to keep falling in the coming term; however, because demand was strong and households well posi-
tioned in other respects, there was no risk of a steep drop in nominal prices, all else being equal. The
number of employees in the construction industry had risen strongly in the recent term, and the num-
ber of job vacancies in the sector was still high in Q2. Furthermore, construction sector debt had in-
creased by 70 b.kr. year-on-year in July. Sales of newly constructed homes had slowed, causing repay-
ment of development loans to lose pace as well.

Turnover in registered commercial property transactions in greater Reykjavik has fallen significantly
from the high point seen in 2022. The year-on-year rise in the index of real commercial real estate
(CRE) prices in greater Reykjavik lost pace somewhat in Q2, measuring 4.1%. Nevertheless, the index
was at a historical high and was just over 15% above its estimated long-term trend. Growth in the stock
of fully finished commercial property remains sluggish, at 1% over the first seven months of 2023,
down from 1.6% in 2022. There has been some increase in commercial property under construction,
however. The large CRE firms — Eik, Reginn, and Reitir — had a strong operating performance in
H1/2023. Leasing income had increased in real terms, and returns on investment assets had improved.
The companies revised the value of their investment assets upwards during the period, particularly in
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Q2, which weighed heavily in their positive performance for the period. Nevertheless, the companies’
financing costs, which consist in large part of indexation component on indexed loans, have increased
between years.

Listed companies’ share prices had fallen between FSN meetings, and the Main List index was down
about 7% year-on-year. Yields on short-term nominal Treasury bonds had risen since the FSN’s last
meeting, in line with the increase in the policy rate, and the breakeven inflation rate in the domestic
bond market had fallen.

Exchange rate of the kréna and international reserves

The kréna had appreciated since the FSN’s June meeting and was up by a total of 5% year-to-date.
Interbank market turnover had declined somewhat, and forward positions with the kréna had in-
creased, suggesting expectations of an appreciation this summer, due partly to a buoyant tourist sea-
son and a foreign company’s acquisition of Icelandic biotech firm Kerecis for 175 b.kr. (4.3% of GDP).
Furthermore, Iceland’s current account deficit narrowed to 0.2% of GDP in H1, from 4.1% in H1/2022.
The year-on-year turnaround was due mainly to increased net factor income due to changes in the
operating performance of foreign-owned Icelandic companies in the pharmaceuticals and aluminium
sectors. In addition, the pension funds bought foreign currency for 68 b.kr. over the first eight months
of the year. The D-SIBs’ foreign exchange balance had increased between meetings and was positive;
i.e., the banks’ foreign-denominated assets exceeded their foreign-denominated liabilities.

The international reserves had declined between meetings, mainly because of the appreciation of the
kréna. At the end of Q2/2023, they measured 113% of the IMF’s reserve adequacy metric, down from
124% at the end of 2022. The reserves were equivalent to 139% of short-term liabilities and 19% of
GDP.

The financial cycle and cyclical systemic risk

Cyclical systemic risk can be estimated in a variety of ways, and the FSN uses more than one measure.
A composite measure of financial cycles indicated that the cycle was still in an upward phase in
Q2/2023, as were all of its sub-cycles. Financial cycle estimates and actual economic developments
have begun to diverge recently, however. For example, real house prices have declined four quarters
in a row, the household debt-to-GDP ratio fell by 22 percentage points from year-end 2020 through
Q2/2023, and real private sector debt has held unchanged. This could indicate that the financial cycle
is at a turning point or, at least, has stopped rising.

The financial conditions index had declined in recent months, primarily because of rising interest rates,
reduced real estate market activity, and a lower exchange rate; however, it did not indicate that finan-
cial conditions were unusually tight in historical terms. The indicator is sensitive to the treatment of
spreads between long- and short-term Treasury bond rates. A new version of the indicator was pre-
sented, showing that financial conditions had shifted from being relatively weak and expansionary in
mid-2022 to being at their tightest in over a decade by mid-2023.

The financial cycle is one such measure that the Committee considers, and another is the domestic
composite systemic risk indicator, or d-SRI. The d-SRI suggested that cyclical systemic risk had receded
continuously for a year and a half. The majority of the increase from 2019 through end-2021 had re-
versed, and the indicator was therefore broadly back to its year-end 2020 level. Pulling in the other
direction were, on the one hand, the increase in household debt service relative to disposable income,
and on the other hand, the house price index, which was still high relative to the general wage index.
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Taken together, indicators of cyclical systemic risk suggested a moderate risk level at present and an
overall decline in systemic risk.

Cybersecurity

The Committee heard a presentation on cybersecurity. International institutions’ forecasts indicate
that operational risk will increase in coming years, particularly in connection with cyberthreats and
payment intermediation. The Central Bank has begun working with the Ministry of Finance and Eco-
nomic Affairs on improvements to cybersecurity and operational resilience in the financial system.
Legislation on operational security and contingency preparations in payment intermediation has been
strengthened in much of the Nordic region. The FSN deemed it important to prepare for comparable
statutory amendments in Iceland.

The Committee considered it vital to continue strengthening financial institutions’ cyber- and opera-
tional security and to bolster the resilience of payment intermediation in Iceland.

Financial Stability Committee decisions

Countercyclical capital buffer

The main purpose of the countercyclical capital buffer (CCyB) is to enhance financial institutions’ resil-
ience against cyclical systemic risk, thereby providing them with the scope to absorb losses and main-
tain the supply of credit during periods of stress. By law, the CCyB may range from 0% to 2.5%. It may
exceed 2.5%, however, if the risk factors underlying the FSN’s assessment warrant a higher buffer rate.
Tighter borrower-based measures and the increase in the countercyclical capital buffer have bolstered
the financial system’s resilience against housing market corrections and tighter financial conditions.
The FSN discussed the options available to households that cannot cover their mortgage debt service.
Most households have considerable scope to lower their debt service; for instance, by lengthening
loan maturities, refinancing supplemental loans, switching to an annuity format, or taking indexed
loans to refinance non-indexed debt. Because of exemptions provided for in legislation on mortgage
lending, rules on maximum loan-to-value ratios, and rules on maximum debt service-to-income ratios,
borrower-based measures do not affect households’ debt restructuring or refinancing options. The
Committee also discussed the potential impact of household debt restructuring on the banks’ capital
requirements, noting that the number of forborne loans could increase, particularly if the economic
outlook deteriorates more than is currently anticipated and unemployment rises higher than assumed.
The increase in the buffer to 2.5%, decided in March 2023, created further scope to lower it in the
future, in the event of an economic contraction that could cause a decline in the supply of credit.

Analysis of cyclical systemic risk suggested that risk was moderate at present and was on the decline,
particularly because growth in private sector debt had not kept pace with GDP growth. The D-SIBs’
capital ratios were ample and arrears limited. The banks were financially sound and their liquidity ra-
tios strong, and they had recently refinanced their foreign-denominated debt, thereby reducing their
refinancing risk. Following the discussion, the Governor proposed that the countercyclical capital
buffer be held unchanged at 2.5%, and the proposal was approved unanimously.

Systemically important financial institutions

Once a year, the FSN reviews its designation of systemically important financial institutions and the O-
Sl buffer. The European Banking Authority’s (EBA) methodology for the identification of systemically
important financial institutions was presented to the Committee, and at its December 2023 meeting,
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the Committee will determine the O-SII buffer and decide which financial institutions should be desig-
nated as systemically important.

Financial market infrastructure

One of the Central Bank of Iceland’s legally mandated objectives is to promote an active and secure
financial system, including domestic and cross-border payment intermediation. The Committee was
updated on the implementation of an independent domestic payment solution, which will greatly en-
hance the security of domestic payment intermediation. On the one hand, the Bank’s Strategic Forum
(is: Framti@arvettvangurinn) is working on analysing and preparing recommendations on which solu-
tion should be selected, and on the other, Government authorities are preparing amendments to the
Act on the Central Bank of Iceland, with the aim of expanding the Bank’s power to set rules on payment
intermediation and financial market infrastructure. The FSN also heard a presentation on cash, as cash
payments at points of sale are continually declining. The Committee also discussed the fact that Ice-
landic merchants are not required to accept banknotes and coin.

The FSN considers the steps taken towards an independent domestic retail payment intermediation
solution a positive move from the standpoint of security and efficiency and agrees with Government
proposals to expand the Central Bank’s authority in this area.

At the end of the meeting, the Committee approved a statement for publication on the morning of 20
September 2023.

The following Committee members were in attendance:

Asgeir Jonsson, Governor and Chair of the Committee

Gunnar Jakobsson, Deputy Governor for Financial Stability

Rannveig Sigurdardottir, Deputy Governor for Monetary Policy, Central Bank of Iceland
Bjork Sigurgisladoéttir, Deputy Governor for Financial Supervision

Axel Hall, external Committee member

Bryndis Asbjarnardéttir, external Committee member

Gudmundur Kr. Tdmasson, external Committee member

Gudrun Thorleifsddttir, Director General at the Ministry of Finance and Economic Affairs, attended
part of the meeting, with the right to address the meeting and present proposals.

Haukur C. Benediktsson, Director of the Financial Stability Department at the Central Bank; Eggert Th.
Thérarinsson, Deputy Director of the Financial Stability Department; and Vigdis Osk Helgadéttir, Head
of Unit in the Financial Stability Department, attended the entire meeting. In addition, several other
Bank staff members attended part of the meeting.

Rdsa Bjork Sveinsdottir wrote the minutes.
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The Financial Stability Committee of the Central Bank of Iceland

Minutes of the Financial Stability Committee meeting

December 2023 (19th meeting)
Published: 3 January 2024

The Financial Stability Committee (FSN) of the Central Bank of Iceland takes decisions on the application of
the Bank’s financial stability policy instruments. Financial stability means that the financial system is equipped
to withstand shocks to the economy and financial markets, to mediate credit and payments, and to diversify
risks appropriately. The Committee is tasked with assessing the current situation and outlook for the financial
system, systemic risk, and financial stability; defining the measures necessary to ensure financial stability; and
deciding which entities, infrastructure elements, or markets shall be considered systemically important. When
warranted, the FSN may make recommendations to the appropriate Governmental authorities concerning
the measures needed to strengthen and preserve financial stability. In general, the Committee publishes the
minutes of its meetings within four weeks of the meeting concerned. The minutes include information on
the Committee’s decisions, the rationale on which they are based, and the assessment of financial stability.

At the meeting of 20 and 28 November and 4-5 December 2023, presentations were given on economic
developments and prospects and the state of the financial system and payment intermediation infrastruc-
ture. The Committee discussed the current situation and outlook for financial stability and the principal risks
to financial stability, such as economic developments, the impact of seismic activity on Reykjanes peninsula
on the financial system and the economy more broadly, risks in the operations of financial institutions and
the financial system, developments in domestic financial markets, household and corporate debt, the real
estate market, the efficacy of borrower-based measures, financial institutions’ capital position, and the fi-
nancial cycle. The Committee also discussed the security, efficiency, and efficacy of financial market infra-
structure and its importance for financial system stability. The Committee received information on pension
funds’ investment strategies, asset composition, and returns, as well as a presentation on matters relating to
the funds’ impact on financial stability. Furthermore, the Bank’s work on the assumptions underlying the
2024 stress tests were presented to the Committee. The FSN heard a presentation on the supervisory review
and evaluation process (SREP) of the commercial banks in 2023, the results of which are used to determine
their Pillar II-R capital requirements. The Committee also received information on matters pertaining to the
Resolution Authority and related statutory amendments.

In the FSN's quarterly review, it decided to keep the countercyclical capital buffer (CCyB) rate unchanged,
but, in accordance with the Committee’s March 2023 decision, the CCyB will increase from 2% to 2.5% on
16 March 2024.

The Committee supports the bill of legislation on enhanced operational security in payment intermediation
that has been distributed via the Government’s consultation portal. The Committee deems it important to
give comprehensive consideration to the resilience of payment intermediation, adopt an independent do-
mestic payment solution as soon as possible, strengthen financial institutions’ cyber- and operational secu-
rity, and ensure business continuity.

The FSN also completed its annual review of systemically important financial institutions and the capital
buffer for systemic importance (O-SlI buffer). It confirmed the systemic importance of Arion Bank, slands-
banki, and Landsbankinn. The Committee also decided to hold the O-SII buffer unchanged at 2% for all
exposures.
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Analysis of financial stability

GDP growth in trading partner countries had lost pace, and inflation had fallen. Underlying inflation had
fallen slowly in many economies, however, and it was expected that interest rates would be kept high for
longer than previously anticipated. The risk attached to global financial stability, which had increased in
2023, was still considered substantial, and the effects of higher interest rates had come to the fore in, for
instance, greater liquidity risk and credit risk faced by financial institutions. Credit spreads in global financial
markets had inched upwards after falling steeply during the summer. The increase appeared to stem mainly
from wars and global economic uncertainty, which could weaken households’ and businesses’ resilience and
have a negative impact on the quality of banks" assets. Banks on both sides of the Atlantic had generated
sound profits, however, and as a result, their resilience against potential loan losses was still considered good
overall.

The FSN agreed that the status of financial stability in Iceland was good on the whole, high inflation and
interest rates notwithstanding. Demand pressures in the economy were likely to subside gradually but reli-
ably. GDP growth had slowed in Q3, and private consumption had contracted by just over 2% between
quarters. The FSN was of the view that a protracted period of high interest rates could erode banking system
asset quality but that, given the current situation and the most plausible outlook, the risk of such a develop-
ment remained limited. The main risks to financial stability, in the FSN's view, centred on cyberthreats and
risks associated with the residential and commercial real estate markets. FSN members agreed that bor-
rower-based measures had preserved households’ debt service capacity and helped to ensure that most
households’ financial situation was manageable. Arrears were limited and had risen only slightly, despite
higher inflation and interest rates and a heavier debt service bur-den.

Banking system resilience

In the FSN's opinion, the domestic systemically important banks (D-SIB) are highly resilient. Their capital and
liquidity were well above regulatory thresholds. The banks’ liquidity had declined between meetings, owing
to foreign bond maturities, and was nearly 326 b.kr. above the regulatory minimum at the end of October.
The D-SIBs' combined liquidity ratio in all currencies was 176%, well above the 100% minimum required
under Central Bank rules. Interest rate spreads on foreign issues declined considerably during the summer
but began to rise again in October, in tandem with the rise in global credit spreads. In September, however,
terms on the D-SIBs’ unsecured eurobond issues were better than in May. It emerged at the meeting that
there were no remaining instalments on the banks’ foreign bonds for the rest of 2023, whereas year-2024
maturities totalled roughly 120 b.kr. The D-SIBs had enough liquid assets to cover instalments in both local
and foreign currency without being in breach of liquidity ratios. As a result, they were well able to tolerate
significant outflows of liquid assets. During the year, deposits had increased by 9%, or 229 b.kr. They ac-
counted for about half of the banks’ funding, while marketable bonds accounted for another 30%.

The D-SIBs" operations were strong over the first nine months of the year, delivering a combined 60 b.kr. in
profit. The return on equity was 11.8%, or 1.4 percentage points more than over the same period in 2022.
Net interest income totalled 113 b.kr., an increase of one-fifth year-on-year. Net fees and commissions from
financial activities also increased between years in the first nine months of 2023, while other operating in-
come was unchanged year-on-year. The banks' operating expenses in-creased at the same time. The D-
SIBs' capital ratios ranged between 23.7% and 24.3% at the end of September, or 3.2-4.1 percentage points
above the minimum required by the Central Bank, after adjusting for next year's dividend payments and the
CCyB increase set to take effect in March 2024. At the end of Q3, their leverage ratios lay in the 11.8% to
13.5% range, or a combined 12.7%. The D-SIBs" minimum required own funds and eligible liabilities (MREL)
as determined by the Central Bank ranged between 29.4% and 31% of their risk base as of end-September
2023. The banks’ MREL funding ranged between 37.8% and 41.8% of their risk-weighted assets.

The facility-level non-performing loan (NPL) ratio for household debt was 0.8% at the end of September,
while for corporate debt it was 2.4%. Both percentages had increased by 0.1 percentage points year-to-date.
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The NPL ratio was highest among companies in the hospitality sector, although it had continued to decline
since the FSN's last meeting. The share of loans classified as forborne and per-forming was 3.2% at the end
of September, as compared with 7.3% at the end of 2022. The position of firms that had needed forbearance
measures due to the pandemic had therefore grown stronger in recent months. On the other hand, high
inflation and rising interest rates had added to most borrowers’ debt service burden. Rising interest rates
and increased financing costs generally have an adverse effect on loan quality.

Private sector debt

Nominal growth in household debt has eased since 2021, to 5.8% year-on-year at the end of Q3/2023.
Household debt contracted in real terms during the quarter, the real growth rate was negative by 2.1% year-
on-year in September. The pandemic-era rise in household debt relative to both GDP and disposable income
had reversed more or less in full. Nevertheless, new lending to households had increased in recent months,
although it was still below its long-term average. Households had increasingly refinanced non-indexed var-
iable-rate loans with new indexed loans. Indexed loans therefore increased as a share of outstanding mort-
gage debt, from 43.8% at the beginning of the year to 49.3% at the end of October. Because of rising wages
and households’ attempts to limit the increase in their debt ser-vice burden despite higher interest rates,
the share of households with a debt service-to-income ratio above 35% had held virtually unchanged since
the summer and had risen modestly in 2023 to date; i.e., from 10% to 13.3% of households by the end of
October, after adjusting for wage developments.

In October, real wages were up 2.8% year-on-year, and there were few indications of increased financial
distress among households, although there were signs that some households' resilience was un-der pres-
sure. Private consumption contracted by 1.7% year-on-year in Q3, and seasonally adjusted unemployment
had risen. Arrears and other non-performance among households had increased marginally in 2023 to date
but were limited in historical context. The FSN discussed developments in households’ overdraft loans and
noted that deposit institutions’ overdraft loan figures also covered payment card debt, including outstanding
month-end credit card balances. Overdraft loans according to statistical data move closely in line with card
turnover and private consumption, thereby complicating the interpretation of the data. It came to light that,
according to interest rate data from the Central Bank, households’ overdrafts on deposit accounts had
decreased in real terms in 2023.

Real year-on-year growth in corporate debt was negative by 1.1% at the end of Q3. Corporate debt measured
76.8% of GDP, its lowest since 1998. New lending had lost pace, and D-SIB lending to companies had con-
tracted in nominal terms since the FSN’s last meeting. Corporate demand for indexed loans had increased
somewhat, particularly loans to construction and real estate companies. Corporate bond issues had subsided
between years, while alternative investment fund lending to companies had grown modestly. The results of
the Central Bank's lending survey suggested expectations of a further contraction in corporate demand for
credit in coming months. Corporate insolvencies had in-creased in number during the year, broadly reaching
the pre-pandemic level, but new company registrations had also increased over the same period.

Asset prices

The number of property purchase contracts had fallen marginally year-on-year in Q3 but had risen between
quarters. The composition of sold assets and of the buyer group had changed somewhat. For instance, the
share of newly constructed properties in purchase agreements had declined since 2022, and the share of
first-time buyers had risen to 32.5% in Q3, its highest in two years. Participating loans had grown more
common after the regulation on them was amended in early July. From August through October, 30 partic-
ipating loans were granted each month, yet this was only a small share of the nearly 1,000 contracts per
month concluded in the real estate market as a whole. Even though the number of homes for sale had kept
climbing, property prices had continued to rise. The capital area house price index had risen by an average
of 1% per month from August through October. Year-on-year house price inflation measured 2.9% in nom-
inal terms and -4.6% in real terms as of October 2023. Home prices remain high relative to fundamentals
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such as wages and rent prices. The deviation of house prices from estimated long-term trend was 7.4% in
October.

The commercial real estate (CRE) price index, which captures real prices in the capital area, rose by 4%
between quarters in Q3, and by 7.7% year-on-year, to a full 17% above its estimated long-term trend. Turn-
over in registered CRE contracts has shrunk markedly since 2022 but was very high in historical terms during
that year.

Construction market activity still appears strong, and the outlook is for more homes to be put on the market
in 2023 than in previous years (excluding 2020). In real terms, construction market turnover held virtually
unchanged year-on-year in July and August but had risen steeply until then. Labour demand still appears
strong in the construction sector.

Listed share prices had fallen between meetings, with the decline driven by a small number of large compa-
nies. The OMXI10 index had fallen by 2.2% since the FSN's last meeting, and by 11% year-to-date. Turnover
with equity securities in the stock market had shrunk by 29% year-on-year. Indexed Treasury bond yields
had inched upwards in H2/2023, and the breakeven inflation rate in the bond market had fallen relative to
H1, mainly on short maturities, but was still well above the Central Bank's inflation target. The spread between
long- and short-term nominal bonds had narrowed, perhaps suggesting that market agents expect interest
rates to remain high for a shorter period than they anticipated previously.

Exchange rate of the krona

The krona had depreciated by 6% since the FSN's late September meeting but was 1% stronger than at the
beginning of the year. The Bank had sold currency on 13 November in order to mitigate exchange rate
volatility caused by uncertainty stemming from the seismic activity on Reykjanes peninsula. Turn-over in the
interbank foreign exchange market had nearly trebled between October and November. The short-term
interest rate differential with abroad had widened during the year. In recent months, it had been broadly at
the level seen in June 2015, when capital inflows from non-residents began to increase.

The current account showed a surplus of 42 b.kr. (1.4% of GDP) in the first three quarters of 2023 combined,
as compared with a deficit of 54 b.kr. (1.9% of GDP) over the same period in 2022. The year-on-year im-
provement is due largely to the rebound in tourism. Tourist arrival numbers were only slightly fewer in the
first ten months of 2023 than over the same period in the record year 2018. On the other hand, the number
of overnight stays was greater and revenues from each tourist somewhat larger.

The banks’ net forward foreign currency position was positive by 140 b.kr. at the end of October, after de-
clining by 25% since end-June. Capital inflows from non-residents were positive by 33 b.kr. in the first ten
months of 2023. Non-residents had bought listed securities and Treasury bonds for about 9 b.kr. more than
over the same period in 2022. Furthermore, the pension funds had bought foreign currency for 76 b.kr. in
the first ten months of the year, about the same as in 10m/2022. In October and November, however, they
had scaled down their foreign currency purchases. The D-SIBs’ foreign exchange balance held unchanged
between meetings and was in equilibrium; i.e., the banks’ foreign-denominated assets equalled their foreign-
denominated liabilities.

The outlook is for commercial flight availability to and from Iceland in the first five months of 2024 to be
considerably greater than in 2023. Flight bookings declined in the wake of news coverage about seismic
activity on Reykjanes peninsula, as was stated in airlines’ press releases. Both of Iceland’s commercial airlines
had recently announced that they had withdrawn their year-2023 earnings projections.

The financial cycle and cyclical systemic risk

Cyclical systemic risk can be estimated in a variety of ways, and the FSN uses more than one measure. A
composite measure of financial cycles indicated that the cycle was still in an upward phase in Q3/2023. The
cycle was still driven by all sub-cycles —i.e., the debt, housing, and funding cycles — but there were signs that
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the upward movement in the housing cycle had slowed marginally. The real de-cline in house prices in 2023,
plus reduced indebtedness in the private sector, could suggest that the financial cycle is either at a turning
point or is stagnating. The domestic systemic risk indicator (d-SRI) showed a decline in systemic risk for the
seventh quarter in a row, and developments in Q3 were due primarily to positive changes in the current
account balance and falling real equity securities prices. Taken together, indicators of cyclical systemic risk
suggested a moderate risk level and an overall de-cline in systemic risk.

Pension funds

The FSN was given a presentation on developments and prospects for pension fund operations. At the end
of Q3, Icelanders’ pension savings equalled 7,180 b.kr., or 176% of GDP, and had increased by 4.1% year-to-
date for mutual and private pension funds combined. For mutual pension divisions, foreign assets accounted
for 37.7% of total assets in Q3, after increasing by 1.2 percentage points since the turn of the year. The
pension funds’ authorisations for foreign investments were expanded with statutory amendments made this
year to the Act on Mandatory Insurance of Pension Rights and on Activities of Pension Funds, no. 129/1997.
The funds’ investment strategies for 2024 show that they expect to reduce the share of foreign assets by 2.1
percentage points of total assets and increase the weight of Treasury bonds and equities to compensate.
The pension funds’ flexibility to take risks varies, and their priorities differ as regards investments in foreign
assets and Treasury bonds. It emerged that the outlook was for returns from the pension funds’ mutual
pension fund divisions to be negative in 2023, for the second year in a row. Over the first nine months of
2023, their real returns were estimated to have been negative by around 2%. It emerged that if develop-
ments continued in the present vein, some of the pension funds could need to take steps to respond to a
deficit in their actuarial position.

The FSN noted that the pension funds are dominant participants in the domestic financial market. Given the
size of their asset portfolio relative to the size of the economy, their activities could affect financial stability.
The FSN considered it important that the statutory framework for the pension funds should take account of
this, and that the requirements made of them in connection with intermediation of credit should be com-
parable to those made of other financial market entities.

Stress test for 2024

The FSN was given a presentation on a draft of the stress scenarios for the Central Bank’s 2024 stress test
on the systemically important banks. The scenarios are designed based on the key drivers of the banks’
earnings and an assessment of systemic risk. The 2024 stress test addresses developments in key variables
such as unemployment, wages, GDP growth, inflation, and interest rates. The chain of events is designed so
as to assess the banks’ resilience under stress over a three-year period, with assumptions based on devel-
opments in key asset markets, interest rates, and public and private sec-tor debt.

Resolvability of systemically important financial institutions

The purpose of the Act on Resolution of Credit Institutions and Investment Firms is to preserve financial
stability and minimise the adverse implications of financial shocks by protecting insured deposits and inves-
tors, customers’ assets and vital company operations, and minimising the risk that capital contributions from
the Treasury will be needed. The Resolution Authority explained the Governor's key decisions in matters
relating its activities since the previous year's presentation to the FSN. Resolution plans for the D-SIBs had
been completed and approved. At the same time, decisions had been taken on MREL for the three large
commercial banks. Furthermore, the Act on Resolution, no. 63/2023, had entered into force after having
been passed by Parliament in June 2023. The Act is in-tended to incorporate the EU Bank Recovery and
Resolution Directive (BRRD Il) into Icelandic law. The aim is that resolution plans for the four savings banks
be completed by year-end 2023.
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Decision on commercial banks” minimum capital requirements

The FSN heard a presentation on the assessment of the minimum capital requirements imposed on the
commercial banks. The SREP is an important factor in assessing the minimum capital requirement imposed
on financial institutions. The results of the SREP produce an estimate of the Pillar II-R capital requirement,
and they depend on risk factors relating to capital, liquidity and funding needs, business plan assessments,
governance, and internal controls. In the most recent assessment, the capital requirement on all of the sys-
temically important banks declined, whereas it increased for Kvika banki.

Financial Stability Committee decisions

Countercyclical capital buffer

The main purpose of the countercyclical capital buffer (CCyB) is to enhance financial institutions’ resilience
against cyclical systemic risk, thereby providing them with the scope to absorb losses and main-tain the
supply of credit during periods of stress. By law, the CCyB may range from 0% to 2.5%. It may exceed 2.5%,
however, if the risk factors underlying the FSN's assessment warrant a higher buffer rate. The D-SIBs’ capital
ratios were ample and arrears limited. The banks’ position was sound and their liquidity ratios ample, and
their credit risk had declined. GDP growth had slowed, private consumption had contracted for three quar-
ters in a row, and the current account balance had turned positive. Higher interest rates had yet not shown
in increased arrears and loan losses. The banks’ foreign-denominated funding was on schedule and their
refinancing need for the coming twelve months was relatively moderate, and as a result, their refinancing
risk was lower than it might be otherwise.

The longer interest rates remained high, the greater the potential impact on the banks. Loan quality could
deteriorate and arrears could increase if the economic outlook deteriorated more than was currently envi-
sioned and if unemployment rose higher than currently expected. The increase in the buffer to 2.5%, decided
in March 2023 (and to become effective in March 2024), created further scope to lower it in the future, in
the event of an economic contraction that could cause a decline in the supply of credit. Following the dis-
cussion, the Governor proposed that the countercyclical capital buffer be held unchanged at 2.5%, and the
proposal was approved unanimously.

Borrower-based measures

The FSN discussed the impact of the seismic activity on Reykjanes peninsula on financial stability, and mem-
bers agreed that based on the scenarios currently deemed likeliest, financial stability would not be threat-
ened. Some borrowers could experience difficulty, however, and their situation could prove highly uncertain.
The FSN was also of the view that there was no reason to respond by making changes to borrower-based
measures.

Systemically important financial institutions

The assessment of the systemically important financial institutions, based on European Banking Authority
(EBA) methodology, was presented to the FSN. The assessment was based on indicators pertaining to size,
importance, complexity, and interconnectedness of financial institutions in Iceland. The importance of indi-
vidual entities was also examined based on their impact on the financial system.

FSN members agreed that the systemic importance of Arion Bank, {slandsbanki, and Landsbankinn should
be confirmed. The Governor presented a proposal to this effect, and it was approved unanimously. The FSN
agreed to continue using EBA methodology to assess the systemic importance of Icelandic financial institu-
tions, as well as using expert opinion based on additional indicators and assessments of the importance of
other entities in the financial system, as is provided for in the Central Bank Act and the Act on Financial
Undertakings.
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Capital buffer for systemic importance

The capital buffer for systemic importance (O-SII buffer), activated in 2016, is imposed on financial institutions
that, because of their size and the nature of their activities, can have a substantial negative impact on finan-
cial stability and the real economy if they are failing or likely to fail. The risk addressed with the O-SII buffer
is therefore inelastic. The Governor proposed that the O-SII buffer be held un-changed at 2% on all expo-
sures at the parent company level and on a consolidated basis. The proposal was approved unanimously.
The capital buffers on systemically important banks in Iceland equal a combined 9.5%, excluding the planned
increase in the CCyB in March 2024.

Financial market infrastructure

One of the Central Bank of Iceland’s principal roles is to promote a safe and effective financial system,
including domestic and cross-border payment intermediation. Work on strengthening Iceland’s financial
market infrastructure framework is still ongoing. The FSN discussed operational security and contingency
plans. It heard a presentation on cash as a last-resort solution in the event of an interruption in electronic
payment intermediation. Iceland is facing a decreasing use of cash, and access to cash has declined with
reductions in the number of bank branches and ATMs. Many countries in Europe —including the Netherlands
and Sweden — have taken steps to address this trend. The FSN discussed security relating to electronic
authentication and noted the importance of a joint effort by market entities to resolve the issues that have
arisen and to strengthen defences against cyberfraud.

The FSN was given a presentation from Nasdag CSD SE and the securities depository Verdbréfamidstod
islands hf., which operate Iceland’s securities settlement system.

Members welcomed the distribution of a bill of legislation on operational security in payment inter-media-
tion via the Government's consultation portal and declared their support for the bill. The bill proposes that
the Central Bank Act be amended so as to empower the Bank to set rules on operation-al security in payment
intermediation, subject to prior approval by the FSN.

As before, the FSN was unanimous in considering it important to give comprehensive consideration to the
resilience of payment intermediation, adopt an independent domestic payment solution as soon as possible,
strengthen financial institutions’ cyber- and operational security, and ensure business continuity.

At the end of the meeting, the Committee approved a statement for publication on the morning of 6 De-
cember 2023.

The following Committee members were in attendance:

Asgeir Jénsson, Governor and Chair of the Committee

Gunnar Jakobsson, Deputy Governor for Financial Stability

Bjork Sigurgisladéttir, Deputy Governor for Financial Supervision

Rannveig Sigurdardéttir, Deputy Governor for Monetary Policy, Central Bank of Iceland
Axel Hall, external Committee member

Bryndis Asbjarnardéttir, external Committee member

Gudmundur Kr. Tdmasson, external Committee member

Gudrun Thorleifsdéttir, Director General at the Ministry of Finance and Economic Affairs, attended the meet-
ing, with the right to address the meeting and present proposals.
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Haukur C. Benediktsson, Director of the Financial Stability Department at the Central Bank; Eggert Th. Thora-
rinsson, Deputy Director of the Financial Stability Department; Vigdis Osk Helgadéttir, Head of Unit in the
Financial Stability Department; and Rannveig Juniusdéttir, Director of the General Secretariat, attended the
entire meeting. In addition, several other Bank staff members attended part of the meeting.

Rosa Bjork Sveinsdéttir wrote the minutes.
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New Central Bank rules on credit
institutions’ liquidity ratios
3 January 2023

New Rules on Credit Institutions’ Liquidity Ratios, no.
1520/2022, took effect on 1 January 2023. At that time, the
previous Rules no. 266/2017 on the same topic expired.

The new Rules introduce an 80% minimum liquidity ratio in
euros for credit institutions whose euro-denominated liabilities
equal 10% or more of their total liabilities. Concurrent with the
introduction of the new requirements for liquidity ratios in
euros, the 100% liquidity ratio requirement for all foreign
currencies combined has been abolished. The minimum 100%
liquidity requirement for all currencies combined remains in
effect under the new Rules, in accordance with Regulation (EU)
2015/61. In addition, credit institutions are still required to
satisfy at least 50% of their liquidity requirement in Icelandic
kronur.

Regulation (EU) 2015/61 contains an authorisation to set
liquidity requirements for individual currencies that reach a
specified threshold; i.e., currencies for which liabilities equal or
exceed 5% of the total liabilities of the credit institution
concerned. As is noted above, the new Rules introduce an 80%
minimum liquidity ratio in euros for credit institutions whose
euro-denominated liabilities equal 10% or more of their total
liabilities. The aim of setting separate liquidity requirements for
specified foreign currencies is to mitigate credit institutions’
liquidity risk by ensuring that they always have enough liquid
assets in the specified currencies to satisfy their obligations in
those currencies under stressed conditions over a specified
period of time. It is appropriate to require that credit institutions
generally have liquidity to offset liabilities if total liabilities in a
given currency exceed a certain percentage of their total
liabilities. At this point in time, it is suitable to require that credit
institutions have liquidity buffers in those currencies to offset a
sizeable proportion of their total liabilities. In this context, it is
considered sufficient to set the threshold for liabilities in such
currencies at 10% of the credit institution’s total liabilities. For
Icelandic credit institutions, it is primarily the euro that reaches
this threshold.
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In setting a suitable liquidity ratio for euros, consideration is
given to the importance of giving credit institutions the
flexibility to determine the composition of their liquid assets in
accordance with the market conditions prevailing at the time in
question. Markets that use euros are accessible and active, and
in general, it should be possible to acquire high-quality liquid
assets denominated in euros at relatively short notice.

It is worth stressing, however, that credit institutions must
continue to satisfy the requirements on consistency in currency
composition for all currencies exceeding the 5% threshold; cf.
Article 8, Paragraph 6 of the aforementioned Regulation (EU)
2015/61.

The text of Rules 1520/2022 can be found here: Rules no.
1520/2022 on the website of the Law and Ministerial Gazette
[Stjornartidindi]
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Amendments to covered bond legislation

and rules
1 March 2023

Act no. 7/2023 amending the Act on Covered Bonds, no.
11/2008, and the Act on Financial Undertakings, no. 161/2002
entered into force today. The Act implements Directive (EU)
2019/2162 on the issue of covered bonds and covered bond
public supervision and Regulation (EU) 2019/2160 amending
Regulation (EU) 575/2013 (CRR) as regards exposures in the
form of covered bonds. The EU instruments are intended to
create a homogeneous collective market for covered bonds
within Europe.

The main amendments made to the Act on Covered Bonds
include the requirement that in order to receive authorisation
for covered bond issuance, issuers must have satisfactory
policies, systems, and processes in place for approval,
amendment, renewal, and refinancing of loans in the collateral
portfolio. Issuers must also have the requisite competence and
expertise in covered bonds. Issuers must always have enough
liquid assets in the cover pool to cover maximum outflows of
liquid assets from covered bonds for the next 180 days,
requirements concerning issuers’ information disclosures to
investors and the Central Bank are more detailed than before,
and postponement of covered bond payment dates is
authorised. The number of violations subject to administrative
fines has been increased, as has the maximum fine amount.
Moreover, issuers are authorised to market bonds satisfying the
conditions laid down in the law as “"European Covered Bonds” or
“European Covered Bonds (Premium)”.

Concurrent with these statutory amendments, the Central Bank
has adopted new Rules on Covered Bonds, no. 190/2023, which
also took effect today and supersede the previous Rules no.
528/2008 on the same topic. The new Rules mainly reflect the
amendments made to the Act on Covered Bonds. For instance,
they now include a new provision specifying which assets may
be included with liquid assets pursuant to the new Article 6(a) of
the Act. There is also a new provision on issuers’ disclosures to
the Central Bank, in accordance with the new Article 24(a) of the
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Act. Furthermore, the provision in the Rules on covered bond-
related derivatives has been amended, and there are other
minor amendments as well.

Act no. 7/2023 amending the Act on Covered Bonds can be
found on the Law and Ministerial Gazette [Stjornartidindi]

website.

The Rules on Covered Bonds, no. 190/2023, can be found on the
Law and Ministerial Gazette [Stjornartidindi] website.
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Amendments to the Rules on Price

Indexation of Savings and Loans
7 March 2023

The Rules on Price Indexation of Savings and Loans, no.
877/2018, have been amended and reissued as the Rules on
Price Indexation of Savings and Loans, no. 218/2023. The new
Rules were published on the Law and Ministerial Gazette
[Stjornartidindi] website today and will take effect on 1 June
2023.

Repeal of provisions on commitment period for indexed
deposits and term of indexed loans

The amendments provided for in Rules no. 218/2023 primarily
entail the repeal of current provisions on the commitment
period for indexed deposits and the term of indexed loans.
According to Article 2 of the current Rules no. 877/2018, credit
institutions are authorised to accept savings for indexation to
the consumer price index only if the deposit is subject to a
commitment period of 36 months or longer, with further
specified exceptions. Furthermore, Article 3, Paragraph 1 of the
current Rules states that price indexation of loans is permissible
only if the loan term is at least five years, while Paragraph 4 of
the same Article provides for an exemption for indexed Treasury
securities. In the Central Bank’s assessment, the original
grounds for such requirements concerning commitment period
and term of indexed deposits and loans no longer apply, and
the new Central Bank Rules on Price Indexation of Savings and
Loans reflect this.

With the entry into effect of Rules no. 218/2023, Article 2 of the
current Rules, which covers commitment periods for indexed
deposits and specified exemptions from such commitment
periods, is repealed. Also repealed are the provisions of Article
3, Paragraphs 1 and 4 of the current Rules, which cover the term
of indexed loans and exemptions from minimum maturities for
indexed Treasury securities.

Other amendments
In addition to the above-described amendments, the wording in
Article 3 of the current Rules has been honed and further
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elaborated:; cf. Article 2 of Rules no. 218/2023.

Finally, Article 4 of the current Rules, on the authorisation to
index loan agreements to share price indices when they do not
represent consumer loans or consumer mortgages, has been
deleted, in part because a comparable provision can be found in
Article 14, Paragraph 2 of the Act on Interest and Price
Indexation, no. 38/2001. The deletion of the provision in the
Rules therefore does not entail a restriction on this
authorisation.

The text of Rules no. 218/2023 can be found here.
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Increase in countercyclical capital buffer
15 March 2023

New Central Bank Rules on Countercyclical Capital Buffers for
Financial Undertakings, no. 256/2023, which were approved at
the Financial Stability Committee’s (FSN) 14 March 2023
meeting, were published today in the Law and Ministerial
Gazette [Stjornartidindi]. With the new Rules, the value of the
countercyclical capital buffer is increased from 2% to 2.5% of
the risk base for financial institutions’ domestic exposures. The
increase will take effect twelve months from now.

In the FSN's opinion, this increase is conducive to bolstering
resilience still further in the face of the risks that have
accumulated and could materialise in the coming term.

The countercyclical capital buffer is reviewed on a quarterly
basis, and decisions to increase it generally do not take effect
until twelve months later.
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SEDLABANKI ISLANDS

Gullnama eda fateektargildra?

Asgeir Jénsson Radstefna um pjédhagslegt mikilvaegi ferdapjonustu
Sedlabankastjori 22. mars 2023

Snarpur vidsnuningur i ferdapjonustu eftir
faraldurinn

Fj6ldi ferdamanna i milljonum
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Krénan er nu verdlogd i samraemi vid
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Ekki gleyma pvi ad vidskiptaafgangur endurspeglar
einnig sparnad i efnahagslifinu ...

Einkaneysla sem hlutfall af vergri landsframleidslu 1980-2022
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Velsald aukist a sama tima og vidvarandi halli vid
utlond lokast — neyslan ekki tekin ad lani
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Pjodhagslegur abati ferdamennsku

1. Baett framleidni vinnuafls — med nyjum tegundum starfa:

L@a * Skopun nyrra starfa i ferdapjonustu hefur gefid félki teekifaeri & haerri tekjum en ella hefdi ordid, ad gefinni
menntun, busetu og starfspjalfun. Hefur dregid ur stadbundnu atvinnuleysi eda vannytingu vinnuafls.

2. Baett framleidni einkafjarmagns — med steerri markadi:

* Voxtur ferdapjonustu er likt og félksfjolgun. Steaerri markadur skapar grundvoll fyrir steerri framleidslueiningar a
ISK hinum smaa islenska markadi — og laekka medalkostnad i framleidslu eftir pvi sem fastur kostnadur dreifist &
fleiri einingar.

3. Baett framleidni opinbers fjarmagns og innvida — med fleiri notendum:

* Fer8amenn taka patt i kostnadi vegna innvida og samgdngumannvirkja, med pvi ad greida baedi bein og dbein
gjold til islenska rikisins med bensingjaldi, virGisaukaskatti, afengisgjaldi. Hagraedid kemur einkum fram ef
notkun landsmanna sjélfra er fremur litil og aukinn fjoldi notenda tekur ekki af 63rum.

4. Sterkari grundvollur fyrir sérhzfingu og fjélbreytni — fyrir heimafélk

* Ferdapjonustan skapar ekki adeins aukna fjdlbreytni i storfum, heldur fjdlgar einnig peim pjénustumoguleikum
sem heimamenn hafa sjalfir Gr ad spila — svo sem hvad vardar frambod flugsaeta fra landinu.

Ferdapjonustan er einn af vaxtarbroddum
atvinnulifs a landsbyggdinni

* Ferdapjonustan a landsbyggdinni byggir a notkun stadbundinna adfanga sem ekki er hagt ad flytja ur stad, s.s.
natturufegurd.

¢ Buseta 4 landsbyggdinni var upphaflega grundvollud 4 hagraedi i nytingu stadbundinna framleidslupatta, s.s. nalaegd vid
fiskimid eda landbunadarhérud.

e Mikill samdrattur hefur att sér stad i landbunadi og vélvaeding, markadsvaeding og kvdtastjornun hefur breytt nytingu
stadbundinna adfanga i sjavarutvegi.

¢ Fiskimid er haegt ad sakja fra mérgum st6dum, londudum afla er haegt ad aka hvert & land sem er og nalaegd vid flugvelli
og utflutningshafnir getur falid i sér meira hagraedi en nalaegd vid midin.

* Ferdapjonustan er einn af vaxtarbroddunum a landsbyggdinni.

¢ Ferdapjonustan er ein af faum greinum par sem landsbyggdin hefur enn raunverulega hlutfallslega yfirburdi vegna
landfraedilegra adstaedna og hlytur pess vegna ad tengjast byggdastefnu stjérnvalda med afgerandi haetti.

* Ferdapjonusta stydur vid uppbyggingu a pjonustu uti a landi.

A sidustu arum hefur verslun og pjénusta vida a landsbyggdinni 14tid mikid 4 sja, m.a. vegna baettra samgangna vid
Reykjavik — porf a nyjum vidskiptavinum. Taekifeeri til nyskdpunar, sérhaefingar og fjolbreytni.
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Neikvaed dhrif ferdamennsku

1. Rudningsahrif fyrir adrar atvinnugreinar — ef voxturinn er of hradur

* Mjog or voxtur ferdapjonustu & arunum 2014-2018 hafdi i for med sér rudningsahrif fyrir adrar greinar —
haekkun & gengi krénunnar, spennu & vinnumarkadi og skorti & hisnaedi. Heaetta & hinni svokolludu hollensku
veiki par sem 6r voxtur einnar greinar dregur mattinn Ur 68rum greinum.

2. Alag a innlenda innvidi — ef voxturinn er of hradur

* Vegakerfi, heilbrigdiskerfi, I6ggaesla og bjorgunarsveitir komin ad polmérkum — og valda kostnadi fyrir innlenda
notendur. Aukid alag kallar a talsverdar fjdrfestingar sem islenskir skattgreidendur verda ad fjarmagna.

%‘,,:J\ 3. Agangur a nattlruna — ef voxturinn er of hradur

e » Nattura islands er ekki 6takmorkud audlind, agangur & hana er talsverdur og éafturkraefur ef ekki er vandad til
verka. islensk nattura er helsti sélupunktur ferdapjonustunnar og hana parf ad vardveita. bad er ekki sjalfgefid
ad vid viljum opna adgengi ad 6llum nattdruperlum landsins.

4. Einhaefni atvinnulifs — ef voxturinn er of hradur
* Covid-faraldurinn syndi fram a pad hve had islenskt efnahagslif er ferapjonustu og jafnframt hve brothaett

greinin er. islendingar purfa fleiri stodir undir atvinnulifid og fjélbreyttari storf.

Til framtidar

¢ Hinn mikli voxtur i dtflutningstekjum ferdapjonustunnar a drunum 2014-2018 var forsenda fyrir hinni miklu
lifskjarasokn & pessum tima — utgjold ferdafdlks hér gafu Islendingum feeri @ pvi ad kaupa erlendar vorur og
pjénustu & hagstedu verdi.

* Ferdapjénustan er mikilvaeg ny stod fyrir efnahagslifid — endurnyjadur kraftur greinarinnar er mjog mikilvaegur
nu pegar porf er 4 auknum utflutningstekjum.

* Envid hve mérgum ferdamdnnum getum vid raunverulega tekid 8 méti —an pess ad verda fyrir neikvaedum
aukaverkunum? Viljum vid sja paer pjodfélagsbreytingar sem fylgja ,,massa-tirisma“?

* Forsvarsmenn ferdapjonustunnar verda ad vidurkenna ad pad eru takmork fyrir vexti hennar — ef greinin aetlar
sér ad starfa i satt vid baedi land og pjod.

+ Aherslan parf ad vera & gaedi fremur en magn — voxturinn getur ekki verid hradari en innvidir landsins pola. Of
hradur voxtur getur einnig leitt til vonbrigda og neikvaedni hja erlendum gestum — og leitt til bakslags likt og var
farid ad gerast hérlendis arid 2018. Og hefur gerst vida erlendis.

* Mogulega er ferdapjonustan & svipudum stad og sjavarutvegur vid hrun porskstofnsins 1988 — sem vard tilefni til
hagraedingar og sidan mikillar verdmaetaaukningar en an pess veiddum tonnum fj6lgadi.

e Badar greinar eiga pad sameiginlegt ad nyta takmarkadar audlindir landsins — og geta badar skilad pjodinni
gbédum dbata ef rétt er a haldid.
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SEDLABANKI ISLANDS

Er ,reidufé”a hverfanda hveli?

Gunnar Jakobsson 1.juni 2023
Varasedlabankastjori fjarmalastodugleika

]
greidsla
er algengasti l6ggerningur einstaklinga
og undirstada virkni hagkerfisins og almennrar velferdar
] |
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Reidufé og logeyrir

Notkun og kostnadur

pjédhagsvarud

Innlend 6had greidslumidlun

Peningapvaetti

Reidufé

* Samkvaemt islenskri ordabdk er reidufé skilgreint sem ,lausafé, handbaerir
peningar”
* Reidufé, adur tilskipunarfé, er avisun & vermaeti og einfaldar pannig vidskipti, og gefid
ut af rikisvaldi, p.e. konungsvaldi 40ur fyrr en framkvaemdavaldi i dag

* Einnig er ad finna vidbotarskilgreiningu um ad reidufé taki einnig til ,,innistaedu 4
reikningi hja lanastofnun eda sedlabanka eda sambzerilegar kréfur um endurgreidslu
peninga i hvada gjaldmidli sem er

* pad er i samraemi vid almenna malnotkun ad innistaeda @ bankareikningi sé talid
sem reidufé, t.d. pegar millifaert er af bankareikningi. Mikilveegt er p6 ad hafa i
huga ad 4a pessu tvennu er grundvallarmunnur i lagalegum skilningi

* Megineinkenni reidufjar [utan innlansreikninga] er ad pad sé drekjanlegt

Financial Stability Committee report to Parliament 68



Logeyrir

» Samkvaemt 3. gr. laga um gjaldmidil islands skulu sedlar og mynt, Gtgefin af
Sedlabankanum, vera ,|l6geyrir i allar greidslur hér a landi med fullu dkvaedisverdi“.

* Med logeyri er visad til verdmeelis og traustfangs og hefur pa pydingu ad marka hvert
grundvallarskipulag peningakerfisins sé

* SOlu- og bjénustuadilar eru ekki skyldugir til ad taka vid 16geyri, p.e. sedlum og mynt
* Ekkert i [6gum takmarkar samningsfrelsi s6lu- og pjonustuadila um pad

* Aftur 3 méti ma segja ad Sedlabankanum sé skylt ad taka vid peim sedlum og peirri mynt sem
hann gefur ut

* Samkveemt ordabdk er forn skyring l6geyris ad pad sé vadmalsbutur eigi styttri en sex
alnir

Afram dregur Gr notkun sedla og myntar

Tegundir greidsina (%)

89,0

59,7
Greidslukort (plast)

Greidslukort i snjallteeki

6,9

2,9 1,8
4,1 ¢

2018 2020 2022
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peim fjolgar hratt sem nota aldrei sedla og mynt

Einstaklingar sem nota aldrei sedla og mynt, %
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Hagraeding hefur nadst — kostnadur pé enn mikill

Kostnadur og tekjur greidslupjénustuveitenda

Kr.

Kostnadur Tekjur Hreinar tekjur
(eining) (eining) (eining)
Sedlar og mynt 235,1 32,7 -202,4
Greidslukort 109,6 166,4 56,8
Greidslupjonusta 78,4 16,9 -61,5
Alls 101,7 72,7 -29,0
] |
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Sedlar eru mikilvaeg fyrir pjodhagsvarud

Hlutfall einstaklinga med litid eda ekkert af sedlum vid hondina, %
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Innlend 6had smagreidslulausn

Nuverandi hdgun rafrannar greidslumidlunar & islandi er talin
ogna pjodaroryggi og efla parf vidnamsprott greidslumidlunar
hér a landi
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2 June 2023

Memorandum

To: Financial Stability Committee
From: Central Bank of Iceland

Re: Background to the decision on the countercyclical capital buffer

The Central Bank of Iceland Financial Stability Committee’s (FSN) 15
March 2023 decision to increase the countercyclical capital buffer
(CCyB) on financial institutions from 2.0% to 2.5% will take effect on
16 March 2024. Analyses of the level of cyclical systemic risk indicate
that it has increased in recent years and is now near or above the average
of the past several years. The main drivers of the increase are the surge
in real estate prices since the beginning of the pandemic and the high
inflation rate, which affects debt service burdens and repayment
capacity. Inflation has proved persistent, both in Iceland and
internationally, and interest rates have risen. The domestic banking
system’s market funding has grown more expensive, and elevated
uncertainty in foreign funding markets has pushed credit spreads
upwards. Furthermore, non-indexed fixed-rate loans in the amount of
650 b.kr. will be up for interest rate review in the coming two years.
Increased capital shores up financial system resilience and better
enables the system to withstand shocks. Raising the CCyB gives the
FSN greater scope to lower it again later if warranted.

According to the Act on Financial Undertakings, the CCyB for
exposures in Iceland shall generally range between 0% and 2.5%. It may
exceed 2.5%, however, if the risk factors underlying the FSN’s
assessment warrant a higher buffer rate.!

Recent economic developments and outlook

The domestic economy is running hot, driven by growing private
consumption and rapidly increasing tourism sector activity.
Unemployment is close to its historical low, and GDP growth has been
strong in the recent term. The global output growth outlook has
deteriorated, however, and uncertainty is unusually pronounced.
Inflation has risen steeply, both in Iceland and in trading partner
countries, and the monetary policy stance has been tightened. Financial
conditions have deteriorated in recent months. Rising interest rates have
increased debt service burdens, and persistent inflation causes

Ief. Article 85(a), Paragraph 3 and Article 85(b), Paragraph 1 of the Act on Financial
Undertakings, no. 161/2002.
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stagnation in real wages. Adverse developments abroad can also affect
financial stability in Iceland. Tight foreign credit markets have already
made it more difficult for Icelandic financial institutions to obtain
foreign funding.

Private sector debt

Twelve-month real growth in household debt measured -1.3% at the end
of April, as compared with -0.5% at the end of December. Nominal
growth is still relatively robust, however, at 8.4% as of April. About half
of nominal growth is due to indexation on CPI-indexed loans, which
account for just under half of household debt. In terms of net new
mortgage lending, credit system lending to households has slowed
markedly in recent months, in accordance with reduced housing market
turnover. Real growth in household debt is likely to slow still further in
coming months.

With rising nominal interest rates, debt service on new loans and
existing variable-rate loans has increased, particularly on non-indexed
loans. This alone weakens the quantity of credit demanded, but in
addition, the Central Bank’s rules capping debt service-to-income ratios
have grown more binding with rising interest rates. In recent months,
households have turned increasingly to indexed loans, which generally
have lower debt service early in the loan period than comparable non-
indexed loans do. Since November 2022, a majority of net new
mortgage loans have been indexed to the CPIL.

Household debt totalled 79% of GDP and 152.6% of disposable income
at the end of March. The debt-to-GDP ratio has fallen significantly in
the recent term, while the debt-to-disposable income ratio has been
relatively stable over the same period. The rise in these ratios, which
occurred in the low-interest environment of the pandemic era, has now
been halted and to some extent reversed.

By the end of March 2023, the ratio of corporate debt to GDP had fallen

in real terms by 0.4% year-on-year, to 79%, while in price- and
exchange rate-adjusted terms it had grown by 6,4%. On the whole,
credit growth has eased slightly since December 2022, although
domestic lending to businesses has gained pace somewhat, driven by
bank lending. On the other hand, corporate bond issuance has
contracted.

Arrears on loans from the systemically important banks to individuals
and businesses are historically low. The facility-level non-performing
loan ratio for loans to individuals was 0.75% at the end of March, up
from 0.71% at the end of December 2022. Frozen loans have increased
marginally as a share of the household credit stock, from 0.8% in mid-
2022 to 1.1% at the end of March. The corporate non-performing loan
ratio was 2.13% as of end-March, down from 2.25% at the end of
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December. As before, arrears were most pronounced among companies
in the hospitality industry (accommodation and restaurant services),
measuring 6.2% after rising marginally between quarters. The share of
frozen corporate loans was 4.8% at the end of March, down from 6.9%
at the end of December, and is still falling. It is assumed that tighter
financial conditions will show sooner or later in the form of increased
arrears, but in this context, it should be noted that arrears can come to
the fore with a time lag.

Real estate market

House price inflation has eased significantly in recent months. The
number of homes available for sale is on the rise, and the average time-
to-sale is growing longer. In April 2023, the capital area house price
index had risen in real terms by 1.1% year-on-year, as compared with
7.1% in December. Prices have continued to climb in regional Iceland,
however, and had risen in real terms by 6.6% year-on-year in April.
This, too, represents a slowdown, however, as the real increase
measured 10.9% year-on-year in December. Housing market turnover
has contracted somewhat in recent months. In the first four months of
2023, turnover in transactions with multi-dwelling housing in greater
Reykjavik was down by more than one-fourth in real terms, while
turnover in transactions with single-family homes was lower by more
than one-third. The contraction in turnover was somewhat smaller
outside the greater Reykjavik area.

The ratio of house prices to fundamentals is high. The rise in house
prices over and above fundamentals indicates significant imbalances in
the market, with the associated systemic risk. There are signs that the
imbalances peaked around mid-2022 and have been subsiding gradually
since then. The application of borrower-based measures concurrent with
interest rate hikes has dampened demand in the housing market, as can
be seen in the slowdown in mortgage lending growth and reduced
market turnover.

Turnover in registered contracts for commercial real estate (CRE) in
greater Reykjavik contracted by more than one-fifth year-on-year in the
first four months of 2023, although it remains relatively high in
historical context. The large CRE firms’ operations are affected by
rising financing costs. Returns on investment assets measured 5.6% in
Q1/2023, as compared with 5.3% in Q1/2022. Offsetting this, higher
interest rates put downward pressure on commercial property prices.
Upward adjustments of investment asset values are still a large item on
the CRE firms’ profit and loss accounts, however. A historically high
percentage of the companies’ assets are occupied, and a large share of
the leases are inflation-indexed. Large long-term loan maturities in the
coming twelve months have lowered their current ratios and cash flow
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ratios, but the companies have ample collateral capacity, which gives
them the flexibility to refinance.

The banks

The banks’ interest income continues to rise, particularly because of
balance sheet expansion and increased returns on liquid assets. Higher
interest rates, credit growth, and significantly reduced impairment have
strengthened the banks’ operating performance in the recent term. Their
return on equity was 12.5% in Q1/2023, as compared with 8.9% a year
earlier.

The banks’ impairment account currently stands at a historically low
0.78% of their loan portfolio. It is important that the banks be forward-
looking in recognising impairment in accordance with current
accounting rules. The banks’ cross-default non-performing ratio
declined during the quarter for both household and corporate loans.? The
facility-level non-performing loan ratio measured only 1.4% at the end
of Q1/2023 and has held broadly unchanged in recent quarters.® Rising
interest rates and increased financing costs will have an adverse effect
on loan quality in the coming term. As yet, however, there are few signs
of increased financial distress among debtors.

The banks’ domestic market-based funding is overly homogeneous and
is limited almost entirely to covered bonds. Conditions in foreign credit
markets have been challenging for some time. The banks’ access to
foreign credit has grown tighter, and credit spreads on their foreign-
denominated bonds have risen somewhat. The banks have significantly
reduced their refinancing risk for the next few months with recent bond
issues. it is important to broaden the buyer group for the banks’
unsecured bond issues in both Icelandic kronur and foreign currencies.

The systemically important banks’ capital ratio was 24.0% at the end of
Q1/2023, or 0.3 percentage points higher than at the same time in 2022.
Following the increase in the CCyB to 2.5%, the banks’ capital ratios
are 2.0-4.2% above the overall required ratio.

Overall assessment of cyclical systemic risk

Financial conditions have tightened significantly in recent months, with
swiftly rising interest rates and persistent inflation. At the same time,
private sector credit growth has been limited. Developments differ
between households and businesses, however: credit growth has gained

2 This refers to non-performing loans according to the cross-default method,
according to which all of a borrower’s loans are considered non-performing if one
loan is frozen or in arrears by 90 days or more, or if the borrower is deemed unlikely
to pay their obligations when due.

3 The facility-level non-performing loan ratio is calculated in accordance with EBA
standards.
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pace among businesses and eased among households. The private sector
debt-to-GDP ratio has continued to fall and is now 155% of GDP,
Iceland’s lowest since 1999. It is expected to keep declining if credit
growth remains moderate.*

The combined effect of rising interest rates and tighter borrower-based
measures has impeded the rise in house prices and somewhat mitigated
imbalances in the market. The number of properties for sale has risen,
and the average time-to-sale has grown longer. Significant imbalances
remain, however, between house prices and fundamentals, and the
likelihood of a price correction grows greater as financing costs
increase.

Even though the banks’ core operations are sound, their access to
funding market has grown tighter. Credit spreads on the banks’ foreign-
denominated bond issues have risen, which will eventually affect
growth in foreign currency lending. The banks must maintain their
current covered bond issuance, with comparable bonds in kronur or
foreign currencies, to satisfy MREL requirements.

A composite measure of the financial cycle indicated a continued
upward phase in Q1/2023. The upward phase is driven by all the
subcycles, although the housing cycle upswing is markedly more
pronounced than the other. Fallin real housing prices in the capital city
area for the last few months is still not visible in the estimate of a
medium-term housing cycle. The domestic systemic risk indicator (d-
SRI) has fallen for five consecutive quarters as is now just below
historical average. The decline is driven by the fall in the private sector
debt-to-GDP ratio and smaller current account deficits. Most indicators
imply that the accumulation of cyclical systemic risk has lost
momentum in recent months or has halted, although it is still uncertain
to what extent it will be realised.

4 The ratio of private sector debt — i.e., households and non-financial companies — to
GDP.
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Appendix — Charts

Credit-to-GDPratio,
gap and buffer guide
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Trend (left) = Buffer guide (left)

Total credit to households and firms, at claim value, as a percentage of the
last four quarters GDP. The trend component is obtained with a one-sided
Hodrick-Prescott filter with A=400.000.

Sources: Statistics Iceland, Central Bank of Iceland.
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Real credit to firms
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I Year-on-year change (right)

= Credit (left)

Claim value of credit to non-financial firms, at constant prices. Deflated
with the consumer price index.
Sources: Statistics Iceland, Central Bank of Iceland.
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Real household credit growth
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Claim value of total credit to households, at constant prices. Deflated
with the consumer price index.
Sources: Statistics Iceland, Central Bank of Iceland.
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Corporate debt real growth
disaggregated by lender type

2015 2016 2017 2018 2019 2020 2021 20222023

B Deposit institutions I Pension funds
Other financial institutions B Foreign lenders

Total

Claim value, deflated with the CPI, year-on-year change in aggregate
and contribution of each lender type.
Sources: Statistics Iceland, Central Bank of Iceland.
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Household debt disaggregated
by lender type
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I Deposit institutions I Pension funds

| Other financial institutions Total

Real year-on-year change. Deht to financial institutions and issued

marketable bonds.
Sources: Statistics Iceland, Central Bank of Iceland.
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Real commercial property prices and
turnoverin the capital area

Index, Q1 2008 = 100 %

1995 1999 2003 2007 2011 2015 2019 2023

@Y car-on-year price change (right)
=== Real CRE prices (left)

Real turnover index (left)

CRE price index, deflated with the CPI. The index shows the weighted average
price of industrial, retail, and office space. The turnover index, deflated with
the CPI, shows a four-quarter moving average. The most recent observations

are preliminary.
Sources: Registers Iceland, Statistics Iceland, Central Bank of Iceland.
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Commercial property price ratios
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Price per m? / Gross operating surplus per m?
Price per m? / Building cost index
Annual data for gross operating surplus are non-linearly interpolated.

Annual data for the CRE stock are linearly interpolated.
Sources: Registers Iceland, Statistics Iceland, Central Bank of Iceland.
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Real house prices and turnover
in the capital area

Index, Oct. 2007 = 100 %

1999 2003 2007 2011 2015 2019 2023

I Year-on-year change (right)
=== Price index (left)

Turnover index (left)

Capital area house price index, deflated with the consumer price index. The
turnover index shows three-month average turnover, deflated with the
consumer price index. The turnover data are linearly interpolated in 2Q/2015
to correct for a strike at the Reykjavik Commissioner's office.

Sources: Registers Iceland, Statistics Iceland, Central Bank of Iceland.
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Capital area house prices and
determiningfactors

Index, Jan. 2011 = 100

1999 2003 2007 2011 2015 2019 2023

Ratio of house prices to wages
====Ratio of house prices to building cost

~Ratio of house prices to rent

Sources: Registers Iceland, Statistics Iceland.
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Financial cycle and subcycles

Standard deviations

1990 1994 1998 2002 2006 2010 2014 2018 2022

e=m=Financial cycle == (Credit cycle

Funding cycle e Housing cycle

The financial cycle, the blue ling, is a simple average of the subcycles. Each
subcycle is a simple average of cyclical components from variables related to
credit, housing, and bank funding, respectively. Cyclical components are
obtained with a Christiano-Fitzgerald band-pass filter with a frequency band
of 8-30 years.

Sources: Registers Iceland, Statistics Iceland, Central Bank of Iceland.
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Sources: Statistics Iceland, Central Bank of Iceland..
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Domestic financial conditions

Standard deviations

2003 2007 2011 2015 2019 2023

B Housing market
m Stock market
Bond and money market
B Credit market
I Foreign exhange market
Financial conditions indicator

The financial conditions indicator consists of the first three principal
components of selected indicators of financial conditions, scaled so that
the mean is 0 and the standard deviation is 1. A lower index value indicates
a deterioration in financial conditions. The estimation period is 2002-2023.
Data for April is estimated.

Sources: Housing and Construction Authority, Nasdag OMX Iceland,
Statistics Iceland, Central Bank of Iceland..
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Current account balance

% of GDP
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The effects of failed banks on factor income and the balance on services from
Q4/2008 to Q4/2016 are ignored. From 2009 through 2012, the effect of
Actavis on the balance on income is also ignored, owing to inaccurate data
during the period. Secondary income is included in factor income.

Sources: Statistics Iceland, Central Bank of Iceland.
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Status of non-performing loans, by
borrower and type of impairment
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Domestic systemically important banks, parent companies, book value.
Source: Central Bank of Iceland.
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D-SIB: Returns
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Return on regular income (left)

s Returns according to financial statements (left)

- Equity (right)

Returns are calculated on average equity, consolidated figures. The return
on regular income is based on net interest income and fee/commission
income net of regular expenses. The tax rate is 20% and is based on average
equity. Valitor is excluded in 2017-2020.

Sources: Commercial banks' financial statements.
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D-SIB: Net interestincome, interest
expense and interest rate differential
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Domestic systematically important banks, consolidated figures. Annualised

Q1 2023 data.
Sources: Commercial banks' financial statements.
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D-SIB: Capital and leverage ratios
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= Capital ratio (T1)
= Capital adequacy ratio

Leverage ratio

Domestic systemically important bank, consolidated figures.
Sources: Commercial banks' financial statements.
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SEDLABANKI [SLANDS

Systemic operational resilience

Delivery of payment services
in the face of evolving cyber threats

Nordic Cyber in Finance Gunnar Jakobsson
September 2023 Deputy Governor Central Bank of Iceland
]
Payments

* Most common legal contract made by individuals
= Resiliency applies to the entire financial infrastructure
= Significant focus by macro- and microprudential authorities

= BIS CPMI / EBA & ICT supervision / EU & DORA
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48 hours this summer

= Last June Killnet, Anonymous Sudan and REvil released a video
= Threat to take down the European Banking System in the next 48 hours

= Hitting back at Europe for its role in helping Ukraine in the war with Russia

Why are central banks focused on it?

= Responsibility to promote a safe domestic and cross-border payment
intermediation

= Disruptions or failures of payment services have the potential to pose a
threat to financial stability

= Central Bank of Iceland has following responsibilities: a) operator of
payment systems, b) oversight of payment infrastructure systemwide, c)
microprudential supervision, d) catalyst
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ESRB and cyber risk

= February 2020: Systemic cyber risk (report)
= December 2021: Pan-European coordination (recommendation)
= January 2022: Mitigating systemic cyber risk (report)

= February 2023: Advancing macroprudential tools for cyber resilience

Systematic resilience vs systematic robustness

» Both are important to mitigate cyber risk
= Reselience: the ability to rebound
= Robustness: the ability to resist

= Forces: Complexity, innovation, weakest link, limited resources, scale,
digitization, vertical integration
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Five areas of focus

= Policy & strategy

= Monitoring & identification

= Communication & coordination
= Command & control

= Diversification & resiliency testing
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Central Bank updates resolution plans for

systemically important banks
19 October 2023

The Central Bank resolution authority has updated the
resolution plans for Iceland’s three systemically important banks
— Arion Bank, islandsbanki, and Landsbankinn. The plans cover
the execution of bank resolution in the event that their financial
position deteriorates to the point that they are deemed failing
or likely to fail.

Should a systemically important bank fail, the resolution plan
assumes that it will be possible to resolve it quickly and
securely, and without funding from the Treasury or the Central
Bank. Resolution is intended to ensure that households and
businesses continue to have unrestricted access to critical
functions, thereby supporting financial stability in Iceland.

Concurrent with updating the resolution plans, the resolution
authority also took decisions on the banks’ minimum
requirement for own funds and eligible liabilities (MREL), as is
provided for in the Act on Resolution of Credit Institutions and
Investment Firms, no. 70/2020. The MREL requirements are
based on the Central Bank’s MREL policy. They are intended to
support resolution plans and ensure that it will be possible to
resolve banks that are failing or likely to fail. The three
systemically important banks must comply with their MREL
requirements at all time.

The systemically important banks’ resolution plans are prepared
in accordance with Act no. 70/2020 and the rules and
regulations adopted on the basis of that Act. Each resolution
plan is based on the assessment of the resolvability of the bank
in question, which is made at the same time as and for the
purposes of drawing up the resolution plan. This assessment
involves analysing the activities of the bank concerned and
providing a rationale for the method to be used if the bank
should fail, in light of the resolution objectives. Among the main
objectives are to minimise the impact of a bank’s failure on its
customers, to minimise reliance on public support as well as
avoiding a significant adverse effect on the financial system.

Financial Stability Committee report to Parliament 98



Further information on the activities of the resolution authority
and on bank resolution can be found on the Central Bank of
Iceland website.
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[ 4tt ad sjalfbaerni og ahrif 4
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Gunnar Jakobsson
Varasedlabankastjori fjarmalastodugleika
Sedlabanki islands
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Sedlabankinn og sjalfbaerni

Fiarmalaeftirlit — sjalfbaernitengd dhaetta hluti af eftirliti, m.a. med
tilkomu SFRD og EU Taxonomy

Peningastefna — ahrif loftslagsbreytinga og loftslagsadgerda a
verdbadlgu og midlun peningastefnu

Fiarmalastodugleiki — gjaldeyrisfordi og svidssmyndagreiningar

Rekstur — draga ur losun fra eigin rekstri og studla ad bindingu

Heildarlosun taeplega helmingi minni @ undanférnum
arum en hun var undir lok sidustu aldar
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Tveer gerdir loftslagstengdrar ahaettu

Raunlzaeg aheetta — vegna loftslagsbreytinganna sjalfra
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(myndir adlagadar) L
] |
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Raunlaeg ahaetta

-> vegna afleidinga loftslagsbreytinganna sjalfra

* Hlynun sjavar: hlysjavartegundir auka uUtbreidslu en stofnstaerdir og
utbreidsla kaldsjavartegunda dregst saman, adrar tegundir taka sér
bolfestu sem gaetu haft dhrif a lifrikid (t.d. steinkrabbi, sindraskel)

* Surnun sjavar: almennt neikvaed ahrif likt og a kalkmyndandi lifriki og
fiska. Getur valdid hruni i stofnstaerdum akvedinna lifvera

Umbreytingarahaetta

-> vegna loftslagsadgerda

* Breytingar a l6gum og reglugerdum

e Krofur um ad skipta yfir i loftslagsvaena taekni og innvidi
* Ordsporsahatta fyrir islenskt atvinnulif

* Breytingar a neysluhegdun og vidhorfi neytenda
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Fjarmalastodugleiki og loftslagssvidsmyndir

* Loftslagstengd ahaetta mun fela i sér askorun fyrir sjavarutveginn,
fijarmalakerfid og hagkerfid i heild sinni

* Loftslagssvidsmyndir gera rad fyrir mismunandi préun
umbreytingarahaettu og raunlaegrar aheettu

Sviosmyndir NGFS

* Allt i allt 4 svidsmyndir sem byggja a ad
markmidum Parisarsamkomulagsins sé
nad

NGFS scenarios framework

>

Too little, too late

High

* Tvaer sem syna skipulega (orderly)
umbreytingu

* Tveer syna 6skipulega (disorderly)
umbreytingu

Transition risks

* Tveer sem byggja a taumlausri hlynun
(hot house world) og ad markmidum
samkomulagsins sé ekki nad

* Landsframlog einstakra rikja (NDC)

* Nuverandi stefnur (current policies)
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Svidsmyndagreining i hnotskurn

* Loftslagstengd gogn ¢ | Climate-related data

« ftarlegar upplysingar um orkunotkun, landnotkun, losun,
hitastig o.fl. er ad finna innan svidsmyndanna

* Fjarhagsleg ahrif & heimili og/eda fyrirtaeki S
Inancial Impacts on housenolas

* Mismunandi svidsmyndir munu hafa mismunandi ahrif 4 Fi_ orcompanies
heimili og fyrirteeki vegna stadsetningar og eiginleika '

M © Macroeconomic impacts

Fr Financial risk

Haekkun medalhitastigs og verdbdlga i Evropu

(x-axis: months after the shock; y-axis: percentage points)

Germany — - rANCE |12y — SPAIN
Unprocessed food Processed food Services
inflation inflation inflation
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Evrdpski sedlabankinn, 2023
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Haekkun yfirbords sjavar og fasteignamarkadurinn i
Danmorku

Exposures at risk of Chart 1

« Danskar lanastofnanir Utsettar fyrir flooding in the four scenarios

umtalsverdri dheaettu vegna veds i

. x s Kr. billion
fasteignum sem geetu verid i s
flodahaettu i framtidinni
* 840 milljardar ISK, allt ad 4000 e
milljardar ISK vid lok aldar. 150
100
50
. 1IN
Today 2041-2070 2071-2100
m Baseline scenario B'Worst-case scenario
Danski sedlabankinn, 2021
] |
]
1. Markmid, ahaettupeettir & haghafar 2. Honnun svidsmynda, forsendur

* Ahrif 4 aflabrogd d landsframleidsl hagvoxt
» Kerfisleeg ahaetta eda ahrif a hagkerfid rif 4 aflabrogd og par med landsframleidslu og hagvox

(s . * Ahrif 4 skuldastédu rikissjods og lanshaefismat rikisins
* Val 4 dhaettupattum

* Moguleikar a auknu atvinnuleysi og gjaldproti
sjavarutvegsfyrirteekja

4. Beiting og midlun 3. Mat a efnahagslegum og fjarhagslegum
ahrifum
* Vekja fjarmalafyrirtaeki og adra hagadila til vitundar um * Aukid atvinnuleysi -> greidsluerfidleikar lantakenda
veikleika i efnahagsreikningum og moguleg ahrif a fasteignalana banka og lifeyrissjéda

fjarmalastodugleika
» Verdfall skuldabréfa og hlutabréfa -> skerding
* Nidurstddur notadar i eftirliti €= |feyrisréttinda

* Adstod vid vinnu stjérnvalda i stefnumotun * Gjaldprot sjavarutvegsfyrirtaekja -> neikvaed ahrif 4
lanasafn bankanna
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Skref 3: umbreytingarahaetta fyrir bankakerfid

Tafla 1 Brin fyrirtakjalan i arslok 2021

Hiutdeild i
Hlutdeild i heildarlanum
ISAT Atvinnugrein branum lanum til fyrirtaekja
AD3  FiskveiBar og fiskeldi 80,0% 7.2%
H50 Flutningar a sjo og vatnaleiGum 10,2% 0,9%
C24  Framleifisla malma 4,4% 0,4%
Adbrar branar atvinnugreinar E.4% 0,5%
Samtals 9,05
—— S

| 4tt ad sjalfbaerni

* Snemmbunar og skipulagdar adgerdir [agmarka umbreytingarahaettu
og draga Uur raunlaegri aheettu

* Fiskveidistjérnun, minni oliunotkun og losun vegna kalimidla og urgangs

* Aukin hringras (Urgangur, veidarfaeri, umbudir)

* Aukin upplysingagjof og gagnseei lidur i ad draga ur ahaettu
* Skyrar daetlanir um endurnyjun fiskiskipaflotans
* Vidtek og samfelld voktun
* Aukin sjalfbzerniupplysingagjof
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Takk fyrir

Flutningsleidir natturutengdrar ahaettu

Endogomous ik (Imgact of Feodback Botwaan sconomy Contsglon within
inanced SCVIties on natung) and financial sector firuncial system

==
- Gim . . Cu:dltn,k
: - Wncrsses In detsults
= Hazard protection from storms
and floods ; Market risk
- Habitat, species and biodiversity : = of assets
= | S
— " : Underwriting risk

. . Increased insured st
Transition risk _ Increased insurance gap

Misaligrment with actiond almed
nmﬂm;mm;m Liquidity risk
ducing negative R

natare, e Vi
«  Reguiationpolicylegal precedant
- Techaglogy ) - -
+ ComsUmed and imvestor Operational risk

prafesencas : _ Dsruption of financtal Bnsmtution’s
- procesies
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1 December 2023

Memorandum

To: Financial Stability Committee
From: Central Bank of Iceland

Re: Background to the decision on the countercyclical capital buffer

The Central Bank of Iceland Financial Stability Committee’s (FSN)
decision from March 15, 2023 to increase the countercyclical capital buffer
(CCyB) from 2.0% to 2.5% will take effect on 16 March 2024. Analyses
of cyclical systemic risk indicate that it has increased in recent years and is
now near or above its historical average. The main drivers of the increase
are the surge in real estate prices since the beginning of the pandemic,
persistent inflation, and interest rate hikes, which affect debt service
burdens and repayment capacity. Conditions in foreign credit markets
improved for the Icelandic banks in Q3, after having been tight for a period
of time. The banks took advantage of market conditions and refinanced
foreign-denominated bonds, thereby reducing their refinancing risk.
Spreads have widened somewhat again in Q4. Their returns have been solid
thus far in 2023, and impairment is limited. The banks’ capital position
remains strong. Increased capital shores up financial system resilience and
better enables the system to withstand shocks. Increasing the CCyB creates
the scope to lower it again later if circumstances permit.

According to the Act on Financial Undertakings, the CCyB for exposures
in Iceland shall generally range between 0% and 2.5%. It may exceed
2.5%, however, if the risk factors underlying the FSN’s assessment warrant
a higher buffer rate.!

Recent economic developments and outlook

The domestic economy remains tight, and GDP growth is driven mainly by
tourism. Even so, in Q3, year-on-year GDP growth fell to 1.1%, and private
consumption contracted by 1.7% in real terms. Unemployment is close to
its historical low, and there are signs that it has now bottomed out. The
monetary stance has been tightened, and inflation has eased slightly.
Nevertheless, inflation remains high, and the outlook is for a more gradual
disinflation process in 2024 than was previously envisioned. Rising interest
rates have increased debt service burdens, and persistent inflation has
impeded real wage growth. The seismic activity on the Reykjanes
peninsula has exacerbated domestic economic uncertainty. The scenarios

! cf. Article 85(a), Paragraph 3 and Article 85(b), Paragraph 1 of the Act on Financial
Undertakings, no. 161/2002.
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currently considered the most likely will probably have limited impact,
although some borrowers’ situation is both difficult and highly uncertain.
Globally, GDP growth looks set to be muted in 2023 and 2024, but the
situation is uncertain. Global inflation has fallen considerably in recent
months, but underlying inflation has fallen more slowly, and the outlook is
for central bank interest rates to remain high.

Private sector debt

At the end of September 2023, household debt had fallen 2.1% year-on-
year in real terms but had grown in nominal terms by 5.8%, down from
6.7% nominal growth in June. Excluding the effects of the indexation
component of indexed loans, nominal growth measured 2.1%. Just under
half of household debt is indexed to the CPI. Net new credit system
mortgage lending to households has picked up in recent months.
Nevertheless, the total stock of new loans is still somewhat below its long-
term average, as new lending was sharply lower from year-end 2022
through spring 2023.

With rising nominal interest rates, debt service on new lending and existing
variable-rate loans has increased, particularly on non-indexed loans. This
alone weakens demand for credit, but in addition, the Central Bank’s rules
capping debt service-to-income ratios have grown more stringent with
rising interest rates. Household demand for indexed loans — both new loans
and refinancing of previously existing debt — has grown markedly in recent
months. Because indexed loans generally have a lower debt service burden
early in the loan period than comparable non-indexed loans do, they can
provide households some shelter from the rising interest burden
accompanying interest rate hikes. Indexed loans are growing as a share of
the outstanding household mortgage stock, measuring 49% in September,
up from 47% in June. This trend can be expected to continue while nominal
interest rates remain high.

Household debt totalled 75.5% of GDP and 145.7% of disposable income
at the end of September. Both ratios have been on the decline in the recent
term, and the COVID-era spike in the debt-to-GDP ratio in the prevailing
low interest rate environment has largely reversed.

Growth in domestic corporate debt has lost pace in the past several
months.? As of September 2023, businesses’ domestic debt had fallen in
real terms by 0.9% year-on-year, whereas in June it had risen by 1.6%. The
banks’ net new lending to businesses has eased. Issuance of new indexed
corporate loans has increased, particularly loans to real estate companies

2 Domestic debt owed by non-financial companies comprises debt to domestic financial
institutions in the form of loans and bonds. Total debt includes domestic debt plus debt
owed to foreign financial institutions and marketable bonds issued abroad by non-
financial companies.
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and construction firms. At the end of September, total corporate debt
equalled 75.5% of GDP, which is low in historical context.

On the whole, private sector debt has been relatively stable in real terms
over the past two years. As of September, it equalled 151.6% of GDP, its
lowest since 1998. The past few years’ changes in the debt ratio have been
driven primarily by fluctuations in GDP.

Arrears on loans granted to households and businesses by the systemically
important banks are low in historical terms but have been rising slowly in
2023 to date. The facility-level non-performing loan (NPL) ratio on loans
to households was 0.85% at the end of September and had increased by
0.15% year-to-date.> As of end-October, 1.4% of loans to households were
frozen, as compared with 0.9% at the beginning of the year.* The corporate
NPL ratio was 2.4% at the end of September, and as before, arrears were
most pronounced among companies in the accommodation and food
services industry, at 5.7%. The share of frozen corporate loans has fallen
somewhat in 2023, to 2.8% by the end of October. It is assumed that tighter
financial conditions will continue to show in increased arrears, but in this
context, it should be noted that arrears can come to the fore with a time lag.

Real estate market

Real house prices have risen in the past three months, after having fallen
somewhat over the first seven months of the year. The capital area house
price index, which measures real prices in greater Reykjavik, continues to
fall year-on-year — by 4.6% at the end of October. The past few months’
rise in house prices was somewhat unexpected, as the number of homes
advertised for sale has increased rapidly since mid-2022. At the end of
November, some 4,700 residential properties were listed for sale, as
compared with 2,400 at the turn of the year and a mere 1,000 at the April
2022 trough. In the first ten months of 2023, housing market turnover
contracted in real terms by 17% year-on-year in greater Reykjavik, and by
marginally more than that elsewhere in the country. The contraction in
turnover during this period was broadly similar for condominium housing
and detached housing.

House prices remain high relative to fundamentals, indicating a significant
imbalance in the market. In greater Reykjavik, prices were 7.4% above
their estimated long-term trend at the end of October.

The commercial real estate (CRE) price index, which captures real prices
in the capital area, rose by 7.7% year-on-year in Q3, to a full 17% above
its estimated long-term trend. The index implies that as yet, interest rate

3 The facility-level non-performing loan ratio is calculated according to European
Banking Authority (EBA) standards. Under this method, a customer’s loan is classified
as non-performing if it is in arrears by 90 days or more, or if the borrower is deemed
unlikely to pay their obligations when due.

4 Figures on frozen loans are compiled using the cross-default method.
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hikes have not had a strong negative impact on the CRE market. In the first
nine months of 2023, turnover in registered CRE transactions in greater
Reykjavik contracted in real terms by 56% between years, but it had been
historically strong over the same period in 2022. The large CRE firms’
operating performance has fluctuated widely in recent quarters, owing to
changes in investment asset valuations. The companies wrote down their
investment asset values in Q3, after a large upward revaluation in Q2.
Returns on investment assets measured 5.7% in Q3, slightly higher than in
the same quarter of 2022. The calculated risk premium declined by 1.2
percentage points over this period, however, owing to a rise in Treasury
bond yields, which puts downward pressure on CRE prices, all else being
equal.

The banks

The domestic systemically important banks’ (D-SIB) net interest income
continued to rise year-on-year in the first nine months of 2023, owing
mainly to balance sheet growth and higher returns on liquid assets. Higher
interest rates, credit growth, a turnaround in net financial income, and
limited impairment have strengthened the banks’ operating performance in
the recent term. Their return on equity measured 11.8% in the first nine
months of 2023, up from 10.4% for the same period a year earlier.

The banks’ impairment account currently stands at a historically low 0.73%
of their loan portfolio. It is important that the banks be forward-looking in
recognising impairment in accordance with current accounting rules. The
banks’ cross-default NPL ratio rose in the first nine months of the year, on
both household and corporate loans.’ Their facility-level NPL ratio
measured 1.6% in Q3, as compared with 1.4% at the turn of the year.®
Rising interest rates and increased financing costs have an adverse effect
on loan quality.

In general, it can be said that signs of increased financial distress among
debtors are limited, as the employment level is high and economic activity
is brisk. Some segments of the economy are more vulnerable than others,
however, particularly those that have been hit by significant cost increases,
such as restaurants and other companies in the services sector. Rising input
prices, wage costs, and rent have put pressure on many companies’
operations, and financing costs are up sharply as well.

The banks’ domestic market-based funding is homogeneous and is limited
almost entirely to covered bonds. Conditions in foreign credit markets have
been challenging for quite a while, but in the third quarter this year they
developed favourably, and credit spreads on the banks’ foreign bond issues

3> Under the cross-default method, all of a borrower’s loans are considered non-
performing if one loan is frozen or in arrears by 90 days or more, or if the borrower is
deemed unlikely to pay their obligations when due.

¢ The facility-level non-performing loan ratio is calculated in accordance with EBA
standards.
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narrowed markedly. The banks used the more favourable conditions to
issue foreign-denominated bonds on more favourable terms than before,
thereby reducing their refinancing risk. The credit spreads have widened
again in the forth quarter. The buyer group for the banks’ unsecured bond
issues in both Icelandic kronur and foreign currencies needs to be
broadened.

The D-SIBs’ combined capital ratio was 24.0% at the end of Q3, after
rising by 0.3 percentage points since the turn of the year. Taking into
account the increase in the CCyB rate to 2.5% in March 2024, the banks’
capital ratios are 3.2-4.1% above the overall required ratio after its
increase.

Overall assessment of cyclical systemic risk

Financial conditions have grown markedly tighter this year, but a statistical
assessment does not indicate that they are unusually tight in historical
terms. Interest rates have risen swiftly, and domestic inflation has proven
persistent. Private sector credit growth has been limited overall, and the
credit-to-GDP ratio remains below its long-term trend. It is expected to
keep declining if credit growth remains moderate and the GDP growth
outlook positive.

The combined effect of rising interest rates and tighter borrower-based
measures has slowed the rise in house prices and somewhat mitigated
imbalances in the market. The number of properties for sale has risen, and
the average time-to-sale has grown longer. Significant imbalances remain,
however, between house prices and fundamentals, and the likelihood of a
price correction grows as financing costs increase.

The banks’ core operations have been strong, and their access to credit
markets improved in recent months. Credit spreads on their foreign-
denominated bond issues have fallen somewhat in H2, after a surge in H1.

A composite measure of the financial cycle indicated a continued upward
phase in Q3/2023. The upward cycle was driven by all sub-cycles. The
housing cycle has lost pace slightly, whereas the funding cycle has picked
up a bit. The drop in real house prices in greater Reykjavik over the past
twelve months is not yet reflected in the assessment of the medium-term
cycle. The domestic systemic risk indicator (d-SRI) declined in Q3, for the
seventh quarter in a row. Developments during the quarter were due in
particular to falling real share prices and positive developments in the
current account. The indicator is just below its historical average. The
decline is driven by the fall in the private sector debt-to-GDP ratio and a
shrinking current account deficit. The overall assessment suggests that the
accumulation of cyclical systemic risk has slowed in H2/2023.
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Appendix — Charts

Credit-to-GDPratio,
gap and buffer guide

% of GDP Percentages

200

150

100

50

SEETY, s e s S S -1,50
1986 1990 1994 1998 2002 2006 2010 2014 2018 2022

Credit-to-GDP gap (right) = (redit-to-GDP ratio (left)

= Trend (left) = Buffer guide (left)

Total credit to households and firms, at claim value, as a percentage of the
last four quarters GDP. The trend component is obtained with a one-sided
Hodrick-Prescott filter with A=400.000.

Sources: Statistics Iceland, Central Bank of Iceland.
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3.000

2.000

Real credit to firms

1999 2003 2007 2011 2015 2019 2023

B Year-on-year change (right)

= Credit (left)

Claim value of credit to non-financial firms, at constant prices. Deflated
with the consumer price index.
Sources: Statistics Iceland, Central Bank of Iceland.
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Real household credit growth

3.500
3.000
2.500
2.000

1.500

1.000

I Year-on-year change (right)

Credit (left)

Claim value of total credit to households, at constant prices. Deflated
with the consumer price index.
Sources: Statistics Iceland, Central Bank of Iceland.
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Corporate debt real growth
disaggregated by lender type

2015 2016 2017 2018 2019 2020 2021 2022 2023

B Deposit institutions I Pension funds
Other financial institutions I Foreign lenders

Total

Claim value, deflated with the CPI, year-on-year change in aggregate
and contribution of each lender type.
Sources: Statistics Iceland, Central Bank of Iceland.
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Household debt disaggregated
by lender type

2015 2016 2017 2018 2019 2020 2021 2022 2023

I Deposit institutions I Pension funds

| Other financial institutions Total

Real year-on-year change. Deht to financial institutions and issued
marketable bonds.
Sources: Statistics Iceland, Central Bank of Iceland.
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Real commercial property prices and
turnoverin the capital area

Index, Q1 2008 = 100 %

1995 1995 2003 2007 2011 2015 2019 2023

@Y car-on-year price change (right)
=== Real CRE prices (left)

Real turnover index (left)

CRE price index, deflated with the CPI. The index shows the weighted average
price of industrial, retail, and office space. The turnover index, deflated with
the CPI, shows a four-quarter moving average. The most recent observations

are preliminary.
Sources: Registers Iceland, Statistics Iceland, Central Bank of Iceland.
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Real house prices and turnover
in the capital area

Index, Oct. 2007 = 100 %

1999 2003 2007 2011 2015 2019 2023

B Year-on-year change (right)
=== Price index (left)

Turnover index (left)

Capital area house price index, deflated with the consumer price index. The
turnover index shows three-month average turnover, deflated with the
consumer price index. The turnover data are linearly interpolated in 2Q/2015
to correct for a strike at the Reykjavik Commissioner's office.

Sources: Registers Iceland, Statistics Iceland, Central Bank of Iceland.
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Commercial property price ratios

Index, Q4 2008 = 100

1997 2001 2005 2009 2013 2017 2021

e Price per m? / GDP per m?

Price per m? / Gross operating surplus per m?

Price per m? / Building cost index

Annual data for gross operating surplus are non-linearly interpolated.
Annual data for the CRE stock are linearly interpolated.

Sources: Registers Iceland, Statistics Iceland, Central Bank of Iceland.
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Capital area house prices and
determiningfactors

Index, Jan. 2011 = 100

1999 2003 2007 2011 2015 2019 2023

Ratio of house prices to wages
====Ratio of house prices to building cost

-Ratio of house prices to rent

Sources: Registers Iceland, Statistics Iceland.
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Financial cycle and subcycles

Standard deviations

1990 1994 1998 2002 2006 2010 2014 2018 2022

e=mm=Financial cycle == Credit cycle

Funding cycle = Housing cycle

The financial cycle, the blue line, is a simple average of the subcycles. Each
subcycle is a simple average of cyclical components from variables related to
credit, housing, and bank funding, respectively. Cyclical compaonents are
obtained with a Christiano-Fitzgerald band-pass filter with a frequency band
of 8-30 years.

Sources: Registers Iceland, Statistics Iceland, Central Bank of Iceland.
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Domestic systemicrisk indicator (d-SRI)

Standard deviations

15 —-My-r-----------

10 ‘ THHTHA:
0,5 l l
0,0 . |

El House price-to-income ratio

I Bank credit-to-GDP ratio
Total private sector credit

I Current account-to-GDP ratio

I Debt service-to-income ratio

I Real equity securities prices
d-SRI

For the debt service-to-income ratio, data is lacking from Q1 2020and
onwards. The same value is repeated from that time to minimize the
structural break in the indicator.

Sources: Statistics Iceland, Central Bank of Iceland..
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Domestic financial conditions

Standard deviations

2003 2007 2011 2015 2019 2023

B Housing market

I Stock market
Bond and money market

B Credit market

I Foreign exhange market
Financial conditions indicator

The financial conditions indicator consists of the first three principal
components of selected indicators of financial conditions, scaled so that
the mean is 0 and the standard deviation is 1. A lower index value indicates
a deterioration in financial conditions. The estimation period is 2002-2023.
Sources: Housing and Construction Authority, Nasdaq OMX Iceland,
Statistics Iceland, Central Bank of Iceland.
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Current account balance

% of GDP

-40 ———————————————————————————————————————————————————
1999 2003 2007 2011 2015 2019 2023
[ Balance on goods Balance on services
I Balance on factor income == Current account balance

The effects of failed banks on factor income and the balance on services from
Q4/2008 to Q4/2016 are ignored. From 2009 through 2012, the effect of
Actavis on the balance on income is also ignored, owing to inaccurate data
during the period. Secondary income is included in factor income.

Sources: Statistics Iceland, Central Bank of Iceland.
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Status of non-performing loans, by
borrower and type of impairment

%
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1 Large companies 1 Medium sized | Small companies | Houscholds

| Outsta nding amt > : companies : Outstanding amt < :

. 1,000 m.kr. | 100m.kr.< | 100 m.kr. :

: | Outstanding amt < :

I 1 1 1

; . 1,000 mkr. | |

B In enforcement proceedings B In collections
In restructuring B Other non-fulfilment

Frozen

Cross-default non-performing loans, share of loans within each category.
Domestic systemically important banks, parent companies, book value.
Source: Central Bank of Iceland.
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D-SIB: Returns

16

14

12

10

2011 2013 2015 2017 2019 2021 2023

Return on regular income (left)

== Returns according to financial statements (left)

- Equity (right)

Returns are calculated on average equity, consolidated figures. The return
on regular income is based on net interest income and fee/commission
income net of regular expenses. The tax rate is 20% and is based on average
equity. Valitor is excluded in 2017-2020.

Sources: Commercial banks' financial statements.
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D-SIB: Net interestincome, interest
expense and interest rate differential

Index, 2012 =100

60 I 1 1 T 1 1 T 1 1 T 1 1

2012 2013 2014 2015 2016 2017 2018 2018 2020 2021 2022 2023

= Net interest income (left)

Total assets (left)

Interest rate differential (right)

Domestic systematically important banks, consolidated figures. Yearly data.

2023 figures are annualised Q3 data.
Sources: Commercial banks' financial statements.
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D-SIB: Capital and leverage ratios

Bl e e g e R
O st i AR T e
5
0 . . . . . .
2013 2015 2017 2019 2021 2023

= Capital ratio (T1)
= (apital adequacy ratio

Leverage ratio

Domestic systemically important bank, consolidated figures.
Sources: Commercial banks' financial statements.
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