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Foreword by the Governor

The interaction of the settlements of the failed banks' estates, a
stiff repayment schedule for foreign debt in the next few years
and removal of capital controls remains the principal risk factor

The Central Bank's report on Financial Stability is published semi-annually. The spring issue
is generally more comprehensive than the issue appearing in the autumn, with greater
effort devoted to the analysis of risks in the financial system and its interplay with the real
economy. It is therefore proper to compare the current situation with that of around one year
ago, revealing that according to many important indicators, risks to financial stability have
declined. The economic recovery has progressed, the resilience of the financial system has
grown and the nation's external position has improved.

Despite slowing somewhat during the latter half of 2012 and the early months of this
year, the economic recovery has continued. Real disposable income is higher and the employ-
ment situation better than it was around this time last year. Inflation has also decreased sub-
stantially. At the same time, corporate and household debt has continued to decrease and
progress has been made in debt restructuring by banks and other lenders. The results of this,
coupled with the continuing improvement in the economy, are evident in the lower level of
household and corporate non-performing loans. Non-performing loans at the three largest
commercial banks have dropped in the course of last year from 23 % of total lending to 15%,
and are expected to fall still further this year.

The commercial banks' capital ratios rose from 22% to 25% during the past year, their
liquidity is good and the FX imbalances in their balance sheets have been reduced substan-
tially. As a result, all of the commercial banks now operate without exemptions from the
Central Bank’s rules on FX balances for the first time since the banking collapse in the autumn
of 2008.

With regard to the country's external position, it could be mentioned that risk premia on
Icelandic obligations has decreased at the same time as the sovereign rating has improved,
most recently following the conclusion of the EFTA Court in the Icesave case. The Treasury's
access to foreign credit markets was confirmed once more around the middle of last year, and
the first signs of foreign capital markets opening up to domestic commercial banks are visible.

These positive developments, however, by no means invite a reduction in vigilance
towards the significant risks which still exist in the financial system. Three factors predominate
in this regard.

Firstly, the position of corporates and households is to some degree still fragile. Although
indebtedness has fallen, it is still high in both an historical and international context. While
non-performing loan ratios have fallen at the commercial banks and the Housing Financing
Fund in recent months, the number of individuals on the default register has increased. Some
uncertainty also remains as to the success of restructuring corporate debt. This will naturally
depend on the future evolution of domestic and international economic conditions, but in
many instances the continuing high indebtedness of some undertakings, even after restruc-
turing, leaves them scant leeway to meet challenges.

A second reason for continuing vigilance is that, even if the conditions of financial
institutions have improved and are by some measures rather good, it would be imprudent
to over-estimate their resilience. Revaluations of loans have been a major factor in the new
banks' performance. Their underlying performance is therefore less impressive, and profits
could be negatively affected by swings in valuations. In addition, a 25% capital ratio and
a leverage ratio of just under five times equity is not as far removed from the norm as is
occasionally contended. A solid capital base is important in order for the banks to be able to
deal with the fluctuations in performance which may lie ahead, due to changes in the valu-
ation of their assets and liabilities, an uncertain economic outlook and the risks arising from
removal of capital controls. By the same token, lifting of controls could significantly weaken
the banks' liquidity. In the international arena, banks' capital ratios are rising and in many
countries minimum capital requirements are being discussed which are considerably higher
than the minimum benchmarks proposed in Basel IIl. In Switzerland, for example, systemi-
cally important banks will be required to maintain at least a capital ratio of 19%, the same
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ratio as was proposed for UK deposit banks in the Vickers report. Neither of these countries
faces the uncertainty arising from lifting capital controls. As described in Chapter VI of this
issue of Financial Stability, the average capital ratio of European banks of a similar size to
the Icelandic banks was close to 19%, and is on the rise. The capital position of the Icelandic
banks therefore allows less scope for dividend payments than might appear at first glance. It
is vital that substantial dividends do not undermine financial undertakings' resilience in the
face of the risk which currently exists and could materialise in coming quarters.

The third and most significant reason for continuing watchfulness is that the risk factor
which has been by far the most significant recently still remains, and its potential materialisa-
tion has moved closer in time although there is still considerable scope to take action. This
risk factor arises from the possible negative interaction of the settlements of the failed banks'
estates, the relatively heavy repayment schedule of foreign debt in the next few years and the
lifting of capital controls. In the worst case, this could cause major pressure on the exchange
rate of the krona, significantly erode the liquidity of financial undertakings and make the
Treasury's domestic financing considerably more costly.

Briefly speaking, the problem arises from the fact that at the current exchange rate the
foreseeable underlying current account surplus in the coming years is insufficient to finance
scheduled repayments on foreign loans. As a result, the Icelandic economy will not gener-
ate enough foreign currency at the current exchange rate to allow the kréna-denominated
assets of the former banks' estates to be distributed to foreign creditors, even if these were
priced very low in foreign currencies. In 2014-2017 estimated repayments by domestic par-
ties, other than the Treasury and the Central Bank, on foreign loans will on average amount
to around 5%:% of GDP per year. By comparison, the underlying current account surplus, i.e.
what was actually available of the nation's earnings to pay off its debts, amounted to just
over 3% of GDP in 2012. The difficulty could increase as, other things remaining equal, the
outlook is for this surplus to decrease in coming years, as gross national savings will not keep
pace with increasing investment.

Increased exports and national savings would therefore be welcomed to boost the cur-
rent account surplus, but are unlikely to prove sufficient, making it evident that refinancing of
this debt is crucial to avoid significant pressure on the exchange rate. This would mean that
the debts would be paid off over a longer period, either by reaching agreements with current
creditors or with new loans with longer maturities. Similarly, it is clear that foreign currency,
to convert the old banks' kréna-denominated assets and non-residents’ existing impatient
kréna assets and allow them an exit, will not be available from the nation's foreign currency
earnings, and will require other inflows of foreign currency. Rapid exit of these assets, e.g.
in connection with compositions, cannot occur unless the pricing and the kréna conversion
rate against foreign currencies entail a significant decrease from the current valuation of these
assets in foreign currencies, based on their book value and the onshore kréna exchange rate.
An efficacious resolution of this issue could make the subsequent removal of capital controls
considerably easier.

This report contains an updated analysis of the nation's balance of payments difficulties
in connection with non-residents’ kréna positions and the risk their existence and exit present
to financial stability. The analysis follows up on a detailed analysis of the nation’s underlying
external position and balance of payments, which appeared in a Special Publication of the
Central Bank last March. Actions to resolve this problem have been roughly outlined, and
were related above. This report, however, is neither intended to present a detailed road map
nor a revised programme for removal of capital controls. In recent months the Central Bank
has been at work on this task, but actions concerning the former banks' estates cannot be
implemented without a prior consultation process, according to the Act on Foreign Currency,
and any revised programme for removal of capital controls requires government approval.

In a small, open economy like that of Iceland, the relationship between financial and
macroeconomic stability is generally a close one. As a result economic policy, and not least
fiscal policy, can strongly impact financial system stability. Following the recently concluded
national elections, uncertainty is naturally somewhat higher than usual as to what shape this
policy will take in coming quarters. The assessment of financial stability presented in this
report is therefore subject to reservations in this regard.

My Jod o e,
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Risk in the financial system has declined in the past year, according
to some financial indicators. Restructuring of household and cor-
porate debt moved forward and non-performing loans at the three
largest commercial banks fell from 23% to 15% in 2012. Corporate
indebtedness dropped by 30% of GDP, while household debt
relative to GDP was virtually unchanged. After a final conclusion in
Iceland's favour was reached in the Icesave dispute, the country’s
sovereign rating has been edging upwards. Credit spreads on 5Y
and 10Y foreign-denominated treasury obligations have declined
by almost 200 bp in the last 12 months, to 190 bp and 210 bp
respectively. At the beginning of this year Arion Bank issued a bond
in Norway for the equivalent of over 11 b.kr.; the yield on the issue
was, however, rather high.

Financial undertakings' resilience has increased. The capital
ratios of the commercial banks rose from 22% to 25% in 2012,
and non-performing loans have declined. Commercial banks' short-
term liquidity is strong. Their foreign currency balance has improved
and, for the first time since the autumn of 2008, all the commercial
banks are operating without exemptions from the rules on foreign
exchange balance. A high proportion of non-performing loans,
large-scale loan revaluations and capital controls necessitate strong
resilience on the part of financial undertakings.

The economic recovery in Iceland has slowed, and the out-
look has deteriorated somewhat. Product prices have decreased on
the country's major export markets, especially in Europe. Average
export prices for marine products have fallen and aluminium prices
have also been low. Private sector investment remains low and
planned investments are limited.

Currently the main risks to financial stability stem from the set-
tlements of DMBs in winding-up proceedings, the capital controls
and their liberalisation, refinancing risk, the situation of the Housing
Financing Fund (HFF) and political risk. It is important for financial
stability that political decisions concerning the financial system and
the relaxing of controls are well thought out, and taken with due
consideration for stability in the economy.

HFF's position is weak

The Housing Financing Fund is weak and there is a risk that the
Treasury will have to absorb further losses due to the Fund. Since
2008, HFF's accumulated losses total 52 b.kr.; equity contributions
made by the Treasury since 2010 amount to 46 b.kr. HFF's imputed
interest margin on its borrowing and lending is insufficient to cover
its cost of operation, defaults are high and prepayment risk remains.
All of this makes the position of the largest provider of housing
mortgages weak and its business model is insufficient in the current
environment.

Settlement of DMBs in winding-up proceedings could cause
instability

It is very important that settlements of DMBs in winding-up pro-
ceedings do not disrupt financial stability. Based on the book value
of the estates and the breakdown of claims into domestic and
foreign, the estimated impact of their winding-up on the net IIP
will be negative by the equivalent of 45% of 2012 GDP. How pay-
ment is made to foreign creditors is of vital importance for financial
stability. Putting aside the question of the bonds issued by the new
Landsbankinn to the old Landsbanki (see below), proper handling
of the sale of holdings by the estates in the new banks is crucial.
Other assets of the estates which could have a negative impact on
stability in the next few years amount to about 250 b.kr., making

The Financial System -
outlook and main risks

Chart 1
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Chart 11I-3
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Chart 4

Estimated impact of settlement
of DMBs' winding-up on net IIP
Year-end 2012
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0
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Sources: Claims lists and financial imformation Glitnir, Kaupthing,
LBI, Statistics Iceland, Central Bank of Iceland.

Chart 5

Estimated payments by parties other than the
Treasury and CBI on foreign loans and foreign-
denominated debts to the failed banks’

Municipalities
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Foreign-denominated debts owed by domestic parties,
excluding Landsbankinn, to the old banks

0 onnpnl
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1. All figures in b.kr. as of year-end 2012 and exchange rates of 4
March 2013.

Source: Central Bank of Iceland.

it necessary to find ways of ensuring these distributions do not
upset the stability which has been achieved since the banks' failure.
Before the relaxation of capital controls can even be considered,
the settlement of DMBs in winding-up proceedings must be placed
in a firm framework and the repayment period of bonds between
Landsbankinn and the old bank must be extended.

Capital controls and impatient krona assets
Relaxing capital controls can cause instability of the Icelandic krona,
increase funding costs for the Treasury and have a significant impact
on the banks' loan portfolios and their liquidity position. Liquid
kréna assets held by non-residents currently amount to 367 b.kr.,
“offshore” krénur plus some 80 b.kr. which are liquid kréna assets
of DMBs in winding-up proceedings. These assets can be expected
to flow out of the country fairly quickly once controls are relaxed.
Long-standing capital controls are not without cost to the
economy, and which increases as time passes. The increased risk of
asset bubbles developing under the control regime can add to sys-
temic risk, undermining financial stability if no action is taken. Most
indications suggest, however, that the benefit of proceeding slowly
in lifting controls is as yet greater than the cost of maintaining them.

High refinancing risk in foreign currencies

Estimated instalments until 2018 on foreign loans of domestic par-
ties, other than the Treasury and the Central Bank, are substantial.
These instalments will increase from 87 b.kr. in 2014 to 128 b.kr. in
2015, when instalments of the bonds between Landsbankinn and
the old bank begin in full. By comparison, the estimated underlying
current account surplus in 2012 was 52 b.kr. If the current account
balance in coming years is similar to what it has been in recent
years, around 3-3.5% of GDP, parties other than the Treasury and
the Central Bank will have to refinance the equivalent of 265 b.kr.
until 2018.

The repayment profile of Landsbankinn's bonds is too heavy
for the economy. The bonds will have to be extended or refinanced.
Without extensions or substantial refinancing it is evident that there
is no leeway, in the near term, to utilise the current account surplus
in order to allow the exit of non-residents’ kréna assets. The interac-
tion of relaxing controls and repayments of foreign loans forms the
greatest risk in the financial system.




| Economic environment

Economic recovery slows

The output gap is still narrowing, although the pace of recovery has slowed. Inflation has continued to sub-
side, while the Central Bank increased its policy rate four times last year. Since the beginning of this year the
Central Bank has sold foreign currency several times on the market to mitigate FX flows. Iceland’s sovereign
credit rating has inched upwards and an Icelandic bank recently issued bonds in foreign markets for the first
time in five years. Bond prices have remained high due to limited investment options under capital controls.
The repercussions of the financial crisis still restrain growth in developed countries, although the outlook is
for a slight improvement in the global economy in the latter half of this year. In coming years, leading central
banks will seek ways to retreat from their low interest rate policies. Many financial institutions struggle with
a capital shortage while at the same time growth is hampered by insufficient lending.

Foreign economic affairs and financial markets

World economic outlook

The economic recovery in developed countries is expected to pick up
in the latter half of this year. The International Monetary Fund (IMF)
expects 3% % real growth in the world economy this year and 4%
next year." In the IMF's opinion, the outlook has improved during
the past six months, with the avoidance of the US fiscal cliff and by
strong policy actions to the sovereign and financial crisis in the Euro
area. Furthermore, the global financial system is now regarded as
more stable than it was. Determined economic measures and continu-
ing liquidity support by leading central banks has reduced the risk of
major shocks. Further improvement is still needed to weak balance
sheets of banking institutions, together with de-leveraging of the
private and public sectors.?

A shortage of liquidity still hampers European banks and their
profitability is low. In those European countries where the state is
struggling the difficulties are much greater. High corporate and house-
hold indebtedness, increased fiscal austerity, low expectations and
poor employment prospects dampen demand in various developed
economies. Growth in developed countries is not expected to be
higher this year than in the previous year; the IMF's most recent fore-
cast is for growth of 1% %. During the latter half of this year growth
is expected to be equivalent to 2% on an annualised basis and 2% %
in 2014.

The principal risk factors in the Euro area are weak balance sheets
of financial undertakings, corporates and households and disruption in
credit mediation, especially in the southern parts of the currency area.
There is still a risk of further increase in public debt in these regions
and banks will have to continue to reduce their leverage. This could
restrain recovery for a time, since many corporates and households
are highly indebted. The delay in reinforcing the economic and cur-

1. IMF World Economic Outlook, April 2013.
2. IMF Global Financial Stability Report, April 2013.

Chart I-1
GDP growth in 2012 and outlook for 2013
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Chart 1-2

Expansion of central bank balance sheets
Monthly data, January 2007 - November 2012
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Source: IMF.

Chart I-3

Real policy rates of foreign central banks
Monthly data, January 2004 - March 2013
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Chart I-4
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rency union also gives cause for concern. In the US, the risk concerns
federal finances. In emerging markets and developing countries there
is generally a need, in the IMF's opinion, to tighten monetary policy in
tandem with prudential regulation to stop the expansion of financial
markets before it gets out of control.

Problems of low interest rate policies

Leading central banks will, in all likelihood, keep interest rates low
for a while yet. In coming years they will wind down their balance
sheets, which in recent years have ballooned as the central banks have
acquired various financial assets which under normal circumstances
they do not hold on their balance sheets.

A prolonged low interest rate period is risky in itself, and there
is also a risk involved in winding down unorthodox measures which
have been taken with the objective of stimulating the economy, with
interest rates close to zero. Keeping interest rates low for a long period
increases risk taking and indebtedness. Underestimating risk can result
in a hidden imbalance developing between assets and liabilities of par-
ties in the economy. Such an imbalance does not necessarily become
visible until unexpected setbacks strike. There are no signs yet of asset
bubbles in developed countries, but increased corporate indebtedness
has appeared in the US and emerging markets. In emerging market
countries, the increase in debt is partly in foreign currencies.

When central banks tighten monetary policy once more they are
faced with finding a balance between the importance of price stability
and of financial stability. This applies especially to central banks which
have acquired a large amount of long-term securities assets. Central
banks do not therefore hold sufficient short-term bonds on their bal-
ance sheets to reduce liquid funds in circulation rapidly. The option in
such case to reduce slack is to sell long-term assets, but quick sale by
central banks of such assets can have serious consequences in individ-
ual asset markets and in turn on financial stability. There is therefore a
certain danger that price stability and financial stability do not go hand
in hand when unorthodox measures by central banks are cut back.

Foreign markets

Yields on government bonds in the largest developed countries have
dropped since the beginning of February, by some 40 bp in the case of
10Y UK and German government bonds, by about 30 bp in the case
of 10Y US government bonds and by 10 bp on Japanese government
bonds.

Equity indices have risen substantially in the past six months,
especially in Japan, where the Nikkei has risen by about 50% since
the beginning of November, and has not been higher for almost five
years. Investors are moving from Treasury bonds to equities in part
due to a decrease in yields on Treasury bonds. At the same time
the JPY has weakened by 25% against the USD. In November, the
Japanese prime minister announced extensive expansion measures
in state fiscal policy and monetary policy. The Central Bank of Japan
then began its planned purchases of governmental securities of all
maturities in April.



Iceland's economy

Domestic demand

According to Statistics Iceland's preliminary figures, GDP growth last
year was 1.6% compared to 2.9% in 2011. The negative output gap
is still considerable, or close to 2%, which is around half a percentage
point less than in 2011. At the same time, unemployment has contin-
ued to fall and seasonally adjusted unemployment was below 5% in
January for the first time since 2008. National expenditure increased
by 2% last year and the outlook is for an increase of just over 1%
this year. Private consumption has grown slightly relative to GDP in
the past three years, but is nonetheless still considerably below the
historical average. The current account deficit is still decreasing; it
measured 4.9% last year and is forecast to fall still further this year.
A more detailed discussion of the underlying current account deficit is
provided in Chapter Il. Inflation has slowed slightly in recent months,
inching closer to the target, above which it has remained for the past
two years.

Business investment below historical average

Business investment was 12.6% of GDP in 2012, a slight increase
from its low of 10.1% of GDP in 2010. Investment in business is
therefore still somewhat below the average of 16.9% of GDP from
1990 to 2010. Lower business investment following a debt crisis is not
limited to Iceland. As Chart 1-5 shows, business investment in Ireland
fell significantly in the wake of the economic downturn in that coun-
try. There are likely many interrelated reasons for this. For instance,
undertakings are generally indebted following debt crises and the
future vision of some of them is limited to overcoming this problem.
Risk aversion also increases as a rule following an economic slowdown
and there is uncertainty as to future demand.

Housing prices and housing investment
Investment in residential housing has grown very slowly after a large-
scale drop in 2009. Despite volume growth of almost 13% in the past
two years, housing investment is still at a minimum relative to GDP.
Last year housing investment was equivalent to 2.6% of GDP, while
historically housing investment as a ratio of GDP was lowest at 3.5%
in 1999 and increased steadily after that to 6.9% of GDP in 2007.
Housing prices have risen once more in the past two years after
a major contraction in the preceding two years. In the past two years
housing prices increased by 12%, which is similar to the increase in
Luxembourg at the same time and somewhat lower than in Norway
(18%). The housing price index rose considerably less in other Nordic
countries during the past two years. In Denmark housing prices
dropped by 4% during this period but rose by 2% in Sweden and by
4% in Finland. During the past two years housing prices have, how-
ever, fallen by 20% in Ireland and by 23% in Spain. Further details of
housing price developments are provided in Chapter II.

Deteriorating terms of trade
The outlook on Iceland's main export markets has darkened, espe-
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Chart I-5
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Chart I-6
Export prices for principal export products
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Chart I-7

Credit spreads on Icelandic sovereign debt
Daily data, 1 January 2010 - 18 April 2013
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Chart 1-8

Treasury maturity profile
As of 31 March 2013
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Chart I-9
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cially in Europe, due to declining demand and lower product prices,
and terms of trade are poorer than before. Average export prices for
demersal fish products have dropped by over 8% since mid-2012, and
at the same time the average export price for marine products has
fallen by almost 5%. Aluminium prices have also remained low. The
longer this situation persists the greater is the probability of negative
effects not only in the export industries but also in other sectors.

State finances and access to foreign financial markets

Iceland's sovereign rating has improved this year. Moody's changed
the outlook for the sovereign rating of Baa3 from negative to stable
in February and Fitch raised its rating from BBB- to BBB. Both changes
followed the ruling by the EFTA Court in the Icesave dispute at the end
of January. In parallel to this the Icelandic state's CDS spreads have
dropped by 30 bp since year-end 2012 and are currently 150 bp, the
lowest since the autumn of 2008. The Treasury issued a 5Y USD 1 bil-
lion bond in the summer of 2011 and a 10Y bond in the same amount
in the spring of 2012. The yields on these bonds were 330 and 400
bp respectively higher than comparable US government bonds when
issued, but by mid-April this year, the premium was 190 bp on the 5Y
bond and 212 bp on the 10Y bond. In March 2013, government debt
amounted to 1491 b.kr., or 87% of GDP in 2012, and the Treasury's
net debt position was 761 b.kr. or 45% of GDP. Treasury debt con-
sisted of 619 b.kr of foreign debt and debt in foreign currency was
414 b.kr. One-third of foreign currency loans mature in 2016, when
the Treasury's 5Y bond matures. Treasury debt in foreign currency is
offset by a balance of 319 b.kr. in foreign currency in the Central Bank
of Iceland, as well as other domestic FX assets worth 63 b.kr. The treas-
ury's net FX debt position is therefore around 22 b.kr. State guarantees
amounted to 1,303 b.kr. in February 2013, with the Housing Financing
Fund the major factor here, with liabilities guaranteed by the state of
938 b.kr. Around 23% of state guarantees are in foreign currencies.

Domestic markets

The interbank krona market

Since the banks' collapse, the liquidity position of financial undertak-
ing has generally been high and remains so, on the whole. For this
reason the Central Bank has issued certificates of deposit (CDs) aimed
at temporarily reducing market liquidity and nudging market inter-
est rates closer to the centre of the interest rate corridor. The CB's
issuance is only a limited amount and each financial undertaking can
choose whether to participate in the bidding. Interest rates on CDs
are 25 bp below 7-day collateralised lending rates. Despite these
actions by the Central Bank, overnight rates on the REIBOR market
are generally in the lower half of the rate corridor, 25-75 bp below the
midpoint, suggesting liquidity is plentiful.

Only rarely does the overnight rate jump to well above the mid-
point and even up to the top end of the rate corridor. This occurs if a
temporary shortage of krénur develops and no market maker consid-
ers itself able to grant loans on better terms than the Central Bank.
Payments to and by the Treasury are the major influencing factor on



financial undertakings' kréna position. These include both regular
payments of salaries and fees as well as irregular ones. Despite these
spikes, the overnight rate has always returned to its previous equilib-
rium level, which in recent years has been well below the midpoint of
the rate corridor.

Total turnover on the REIBOR market in 2012 was around 400
b.kr. During the first three months of 2013, turnover on the interbank
market was 140 b.kr., which is slightly higher than during the same
period of the past three years. Turnover in the market is by far the
greatest in overnight transactions but 7-day and transactions of up to
a month also occur. Since the collapse, there have been no transac-
tions of a longer term than one month. Interbank markets abroad also
share these characteristics, i.e. by far the greatest number of trades
are short-term, although there are more market makers.

The interbank kréona market is small, with only three market
makers. The Central Bank quotes daily market interest rates which
reflect the interest rates offered by these three parties. There are no
other interbank markets for krénur, neither swap markets nor repo
markets.

The FX market

Turnover on the FX market has grown steadily since it was reopened
after the failure of the commercial banks in the autumn of 2008. In
the first three months of 2013, turnover amounted to almost 50 b.kr.,
compared to just over 35 b.kr in the first quarter of 2012. The Central
Bank's share in FX market turnover was around 12% in the first quar-
ter, or similar to its share in trading in 2012. The market makers are,
as before, the three large commercial banks and the Central Bank can
trade whenever it wishes to do so.

The FX market has been characterised by major fluctuations
since the publication of the most recent issue of Financial Stability
in October 2012. In December the kréna depreciated by 3.5%, as
measured by the trade-weighted index (TWI). The weakening of
the currency was connected to a considerable extent to temporary
factors linked to financial undertakings' end of year position, as
well as deteriorating terms of trade. On New Year's Eve the Central
Bank sold 6 million euros, equivalent to 1 b.kr. At the beginning of
2013, the Central Bank announced that it would suspend its previ-
ously announced regular currency purchases from market makers on
the interbank market. These regular purchases had been underway
without interruption since the end of August 2010. To begin with the
bank purchased 1.5 m euros weekly, but near the end of July 2012
this amount was increased to 3 m euros. The bank's view remains that
it is necessary to acquire sufficient foreign currency on the interbank
market, as circumstances permit, in order to be able to sustain inter-
est payments on the Treasury's foreign debt. It is also important to
increase the share of its reserves which are not borrowed funds in a
longer term perspective.

The kréna weakening continued after the beginning of this
year, with an additional decrease of 1.2% in January as measured
by the TWI, until the Central Bank once more intervened in the
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Chart I-10
REIBOR market turnover by maturity
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Chart I-11
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Chart I-13
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Daily data, 2 January 2012 - 11 April 2013
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Chart 1-14

Exchange rate of the kréna and daily
standard deviation for the past 90 days'

Index Standard deviation

240

230

220

210

200

190

RO e e e e O X)
2011 | 2012 |2013

— Index (left)
—— Standard deviation (right)

1. Central Bank's daily quoted rates for ISK/EUR and the narrow
trade-weighted index.
Source: Central Bank of Iceland.

Chart I-15

Bond market indexes
Daily data, 1 April 2008 - 24 April 2013
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market, selling a total of 18 m euros for over 3.1 b.kr. on 31 January
and 1 February. The objective of the interventions was not to sup-
port the exchange rate but rather to even out FX flows and reduce
exchange rate fluctuations. Until the beginning of March, the kréna
remained fairly steady, with continuing support from the Central Bank
of Iceland, which sold a total of 18 m euros for around 3.1 b.kr. on
11 February, 18 February and 8 March. In addition, a 3M forward
contract was concluded with Landsbankinn on 19 February which
provided for the delivery of euros for krénur equivalent to 6 b.kr.3 The
increased pressure on the kréna in the previous weeks can be attrib-
uted to deteriorating terms of trade, foreign currency mismatch in the
banking system and major instalments on foreign loans.

Since the beginning of 2012 the Central Bank has purchased
FX in regular transactions totalling almost 20 b.kr. During that same
period the Central Bank has sold FX totalling around 15 b.kr., includ-
ing 6 b.kr. in a forward contract. Therefore the bank has been a net
purchaser of FX during this period. In both 2010 and 2011 the Central
bank purchased FX in amounts far exceeding its FX sales.

Table 1-1 CB interventions 2012-2013

M.kr. M. Eur
6.3.2012 1,991 12
31.12.2012 1,021
31.1.2013 2,085 12
1.2.2013 1,032
11.2.2013 1,034
18.2.2013 1,038
8.3.2013 992
Total 9,192 54

Source: Central Bank of Iceland.

From the conclusion of the forward contract on 19 February this
year until 15 April the kréna has strengthened by 10% against the
euro and by 11% against the narrow TWI, and is currently at a level
similar to that of early October 2012.

Intraday exchange rate volatility against the euro has increased
since mid-2012. Market fluctuations have been greater and the euro
has also fluctuated considerably during this period. The daily standard
deviation of exchange rate movements has risen from an average of
0.25% over a three-month period to almost 0.5%, see Chart 1-14.
The krona's volatility is still low, however, in an historical context.
Since the Central Bank began its regular currency auctions, as part of
relaxing controls on capital transactions, movements on the offshore
krona market appear to have decreased. The exchange rate for the
kréna against the euro on the offshore market has ranged from 220-
260 in recent months. Information on the extent of offshore market
trading, however, is limited.

The bond market
The bond market is that financial market in Iceland which has been

3. The announcement of the FX transaction from Landsbankinn http://www.landsbankinn.is/
frettir/2013/02/20/Tilkynning-vegna-gjaldeyrisvidskipta/?p=9



the most active following the banking collapse and has served as an
important venue for Treasury funding. Bond turnover on NASDAQ
OMX Iceland has been decreasing since 2010. In 2012 bond turnover
was 2,324 b.kr., compared to turnover of 2,602 in 2011. Average
monthly turnover last year was 194 b.kr., which is less than in 2011,
when average turnover was 217 b.kr. per month. In the first two
months of 2013, the average turnover was 166 b.kr. then in March
turnover increased to 297 b.kr. By comparison, monthly turnover in
the first quarter of 2012 was 301 b.kr. The most likely explanation for
the decline in trading is the drop in bond yields and corresponding
increase in price, renewed equity market activity and investors' ten-
dency to hold their bonds in view of the limited investment options
available under capital controls.

Following the financial collapse, bond issuance by financial
undertakings and other corporates fell substantially, while Treasury
issuance rose. During the first three months of this year the Treasury
issued 30 b.kr nominal value in Treasury notes and 27 b.kr. in Treasury
bills, as well as 1.3 b.kr. issued in connection with the Central Bank's
foreign currency auctions. Around 99% of bond market turnover is in
Treasury bonds and HFF bonds. Apart from these, trading is mainly
in bonds issued by municipalities and Municipality Credit Iceland,
(MCI). Turnover in financial undertakings' covered bonds and other
corporate bonds has increased slightly from 6.4 b.kr. in 2011 to 14
b.kr. in 2012, in parallel with growing issuance by the parties, see
Chapter V.

Soon after the banking system collapse in the autumn of 2008,
and capital controls were introduced, bond yields dropped and their
prices rose, and have remained fairly high since then (Chart I-15). Due
to capital controls, demand for domestic investment options is high.
The supply of bonds and equities is not sufficient to meet this demand
and other investment opportunities are extremely limited.

The Treasury has, however, benefited from the controls which
have enabled it to finance its increased borrowing needs on more
favourable terms than otherwise. When capital account transactions
are liberalised yields on the bond market can be expected to rise and
the Treasury's financing costs to increase.

In November 2012, trading in HFF bonds on NASDAQ OMX
Iceland was twice suspended in connection with news, firstly follow-
ing an interview with HFF's CEO on the Fund’s situation and possible
changes to the terms and conditions of HFF bonds in the business
newspaper Vidskiptabladid, and then in the latter instance in connec-
tion with an interview with an MP and chairman of the parliamentary
welfare committee with Bloomberg on the same subject. It was con-
sidered necessary to suspend trading, as news of this sort can greatly
affect the market price of the bonds.

Changes to Acts and rules in connection with the capital controls
affect the bond market. In March this year, a provision in the Act on
Foreign Currency was cancelled which authorised owners of offshore
kronur to invest in bonds eligible for repurchase agreements with
the Central Bank, and the Central Bank was entrusted with adopt-
ing rules prescribing more detailed arrangements. Chart 1-17 shows
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Chart I-16
Breakdown of bond market turnover 2012
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Chart 1-17
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Chart I-19

OMXI6 Selected shares index
Daily data, 4 January 2012 - 26 April 2013

Index

Source: NASDAQ OMX Iceland.

what impact the proposed amendment had on the yields of shorter
Treasury notes, of which non-residents own a major share. The result-
ing fluctuations on the market appear connected with speculation
that substantial changes would be made to investment authorisations
following the statutory amendment. Such changes were not made.

The equity market

The equity market has undergone considerable changes recently.
Listing of new companies on the market and limited investment
options under capital controls appear to have sparked investors' inter-
est in the equity market. In 2012, the OMXI6 selected shares index,
which is comprised of the six listed companies with highest market
turnover, rose by 16.5%. Shares of some individual companies rose
considerably more, e.g. shares of Icelandair rose by over 60% and
of Hagar by 40%. The first quarter of 2013 was also favourable for
investors, as the index rose by over 14% during the period.

New listings were not conspicuous on the equity market dur-
ing the first years after the collapse. Since December 2011, however,
five new companies have been added to the NASDAQ OMX Iceland
main list. Recently they were joined by the insurance company VIS
Insurance and another insurance company, TM Insurance, is to be
listed in May. The market capitalisation of companies on the main
list rose from 360 b.kr. at the beginning of 2012 to over 420 b.kr.
at the end of Q1 this year. Market turnover has also increased, as in
Q1 2013 turnover on the equity market was 61.3 b.kr. compared to
turnover of 88 b.kr. for the entire year in 2012.

Companies on the main list vary somewhat in size. The operat-
ing companies Marel and Ossur are in something of a separate class
with regard to market cap. At the end of March 2013, Marel's market
cap was approximately 114 b.kr. and that of Ossur about 93 b.kr. The
value of other companies is considerably less. Trading is not always
highest, however, in shares of the largest companies. In 2012, trad-
ing was highest in Marel's shares, totalling 27.4 b.kr., followed by
trading in the shares of Icelandair Group hf. which totalled 26.3 b.kr.
Trading in shares of Ossur, the second-largest company in terms of
market cap, was only 5.3 b.kr. This is due, among other things, to the
company's double listing, as the company's shares are also traded on
the Copenhagen stock exchange. The number of market trades has
also grown in line with increased market turnover. During the first two
months of 2013 there were over 4000 transactions, while in 2012 as a
whole the number was almost 8000. In Q1 2013, there were an aver-
age of 85 equity transactions daily, compared to 31 in 2012.

Clearly, capital controls can affect prices on domestic asset mar-
kets, as investors are offered limited investment options. It is not easy,
however, to analyse exactly what the impact of the capital controls
is on trading and the market cap of listed companies on the equity
market. On the other hand, there is every reason to monitor develop-

ments closely with regard to possible bubble indications.
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Since the financial shock in the autumn of 2008, the Treasury has
dominated the domestic bond market. Municipalities, Municipality
Credit Iceland, the Housing Financing Fund (HFF) and the com-
mercial banks have also issued bonds, however. In recent months
corporate bond issuance has picked up as well. Corporate bond
issuance totalled 71 b.kr. in 2012, and 18.9 b.kr. YtD in 2013."

Total authorisations for bond issuance in 2012 were 202.4
b.kr., which is considerably higher than the actual issuance. Most
of the difference is explained by an unused authorisation for bond
issuance by Nordural of almost 100 b.kr. Unused authorisations
of other parties were 31.5 b.kr. Listing of corporate bonds on
NASDAQ OMX Iceland is still fairly limited. In 2012, publicly listed
bonds totalled 5.3 b.kr., of which institutional investor funds own
60%. This year only the real estate company Eik has listed a bond
on the exchange, in the amount of 11.6 b.kr.

Bonds which are issued without subsequently being listed on
NASDAQ OMX Iceland are generally considered unlisted bonds.
Total issuance of unlisted bonds in 2012 was 57 b.kr. and 18.9
b.kr. YtD. Institutional investor funds issued unlisted bonds totalling
28.4 b.kr. in 2012 and 2013 YtD, over 80% of which are secured
by real estate mortgages;? 51% of the amount of the bonds issued
is secured by mortgages on the Smaralind shopping mall and the
Egilsholl sports complex. In other words, there are not many institu-
tional investor funds behind these issues. At the same time, holding
companies and real estate companies issued bonds for 17 b.kr.

Corporates issued 20.4 b.kr. of unlisted bonds in 2012 and
have issued bonds totalling 10.1 b.kr. this year. A major portion of
the issues come from only a few undertakings, i.e. 6 undertakings
account for 86% of the total amount issued. Of these, Actavis
Group and [slensk erf@agreining are the largest, with 36% and 19%
respectively of the total amount.?

The increased bond issuance is intended to enable undertak-
ings to take advantage of currently low market yields, which are
partly the result of limited investment options under the capital
control regime. The Central Bank's Investment programme is also
opening up access for undertakings to fund themselves with unlisted
bonds. Bond issuance in connection with the Central Bank's foreign
currency auctions amounted to 32.4 b.kr. in 2012, or 57% of total
unlisted bond issuance. In the two foreign currency auctions held
in 2013, unlisted bonds totalling 12.8 b.kr. were issued, comprising
68% of all unlisted bond issuance this year.

1. According to information from the Icelandic Securities Depository. These are both new
issues and supplements to earlier bond series.

2. As the information was obtained from the prospectuses of the Icelandic Securities
Depository, which do not always state what collateral underlies the issues, this propor-
tion could be higher.

3. The other four undertakings are: Elkem (6%), CCP (8%), Magma energy (12%) and
Nordural (5%).

Box

[-1

Corporate bond issuance

60

50

40

30

20

10

Chart 1

Bond issuance, additions to bonds series
and authorisation for issuance

January 2010 - April 2013

,,,,,,, Nordurél holds ~ _ _
7777777 an unused = |

authorisation for
******* almost 100 b.kr. — —|

2010 2011 2012 2013°

mm  Bonds issued

mm  Authorised issuance

1. Bond issuance and additions to series January - April 2013.
Information on 2013 issues are based on the auctions which the
Icelandic Securities Depository has already made available on its
website. There may be a slight delay in publishing data.

Sources: Icelandic Securities Depository.

Chart 2
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1. Bond issuance and additions to bonds series January - April 2013.
Information on 2013 issues are based on the auctions which the
Icelandic Securities Depository has already made available on its
website. There may be a slight delay in publishing data.

Source: Icelandic Securities Depository.
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Il External position

Capital flows and underlying position

Substantial refinancing risk exists because the repayment profile of the nation’s foreign debts is considerably
heavier over the next few years than can be sustained by the economy'’s current account surplus, while at the
same time uncertainty remains concerning access by domestic parties to foreign credit markets. It is important
that foreign credit markets stand open to domestic parties to a greater extent, offering acceptable market terms
given the profitability of the underlying investments. Otherwise the current loan agreements will need to be
extended. The underlying net external position of the economy is estimated to be negative by close to 60%
of GDP, which does not in itself present problems if debts can be refinanced on acceptable terms. The inter-
est differential on domestic assets of foreign parties and foreign assets of domestic parties, however, could be
burdensome. The heavy repayment profile and kréna assets of foreign parties, both impatient assets and assets
held in the failed banks, create significant uncertainty. This needs to be resolved as far as possible through
specific actions. Doing so is a premise for the removal of capital controls.

The collapse of the kréna in 2008 brought a complete reversal of the
capital flows in Iceland. Last year, the surplus on trade in goods and Chart II-1

services was around 110 b.kr., or over 6% of GDP. In 2009-2011 the Balance of trade in goods and services,
surplus averaged 9% of GDP (see Chart II-1). The decreasing surplus ::goeﬂt'lis:zzg income and current
is explained primarily by higher imports. The underlying factor income

balance has been negative in recent years on average by close to
3.5% of GDP, or by around 60 b.kr. It must be borne in mind, how-
ever, that the factor income deficit in 2011 was somewhat more than
in other years (Chart I1-1). The current account balance for the past
two years has been around 3-3.5% of GDP, after being somewhat
more favourable in 2009 and 2010.
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. i . i . income and expenses of D_N\Bs in wind\'ng-up_ proceedings and the
tions issued by the bank. The most recent analysis was published in impact of the pharmaceutical company Actavis

Source: Central Bank of Iceland.

March this year, in Special Publication No. 9: Iceland's underlying
external position and balance of payments. The bank's assessment of
the position in these writings has fluctuated somewhat, underlining
firstly the uncertainty concerning the valuation of the nation's assets
and liabilities and, secondly, that the quality of the data upon which
they are based has varied. Access to data has improved, however,
and the uncertainty concerning the valuation of assets and liabilities
has decreased as more time passes from the financial shocks of 2008.

The Central Bank publishes figures on balance of payments
and net external position quarterly, most recently on 4 March this
year, when the provisional summary of the balance of payments in
Q4 2012 and the net external position at year-end 2012 were pub-
lished. The situation is shown with and without DMBs in winding-up
proceedings. Published results give a very misleading picture of the
external position, primarily because they include debts of the failed
banks and of undertakings which are being wound up at their nominal
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Chart I1-2
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value plus interest on them. These debts will never be repaid in full.
To gain a better understanding of the underlying position, it is neces-
sary to estimate what will happen upon the final settlement of DMBs
in winding-up proceedings, as well as other undertakings which are
being wound up, and at the same time to take into consideration that
a sizeable portion of Iceland’s debt is connected to one undertaking,
the pharmaceutical company Actavis, whose activities are for the most
part outside of Iceland and which is owned by foreign parties.

Underlying net external position

Table 11-1 gives a summary of the nation's foreign assets and liabilities
and net position. The first figures are grand totals, in the next the
assets and liabilities of DMBs in winding-up proceedings have been
deducted, their estimated settlements are then added, and Actavis
as well as several undertakings in winding-up proceedings excluded.
These are undertakings other than the failed banks which are in
winding-up proceedings or have concluded compositions. Their debts
have not yet been written down for the most part since the financial
collapse in October 2008 and are considerably higher than the value
of their underlying assets. Their activities are concerned in most cases
with maximising the value of assets and paying creditors. The domes-
tic assets of these undertakings which will be paid to foreign credi-
tors upon their winding-up are unsubstantial, but they hold sizeable
foreign assets. Payments from the estates of these undertakings will
therefore not have any significant negative impact on the nation’s bal-
ance of payments. Underlying foreign debts, i.e. debts including the
estimated settlements of DMBs in winding-up proceedings, excluding
Actavis and undertakings in winding-up proceedings, are estimated
to be 183% of GDP, while on the other hand foreign assets amount
to 125% of GDP.

An assessment of the nation's underlying net external position
is also shown in Table II-1. The external position recognised accord-
ing to official standards was negative by 522% of GDP at year-end
2012. If DMBs in winding-up proceedings are excluded, the position
is negative by 61% of GDP. As explained in Chapter VII, based on the
book value of the assets of DMBs in winding-up proceedings, their
settlements are now expected to create foreign debt equivalent to
45% of GDP. The combined underlying position is then negative by
106% of GDP. If Actavis is excluded, the position is negative by 65%
of GDP and if other undertakings in winding-up proceedings are also
corrected for the position is negative by 58% of GDP. This is a slight
decrease from the assessment in Special Publication No. 9, due to the
fact that now year-end figures are available from all DMBs in winding-
up proceedings. Previously estimates were used of the value of their
assets at year-end 2012. It was pointed out in Special Publication No.
9 that the confidence interval for the assessment of external position
was estimated to be from 20 percentage points below to 25 percent-
age points above the point figure. The interval is therefore from 33%
to 78% of GDP.



Table 11-1 Estimated foreign assets and liabilities of the economy at
year-end 2012

Assets Liabilities Net position
B.kr. % of B.kr. % of B.kr. % of
GDbP GDP GDP
Total 4,430 259 13352 782 -8922 -522

Excl. DMBs in winding-up proceedings 2,453 143 3,495 204 -1,042 -61

Based on the calculated settlements of 2,550 149 4362 255 -1,812 -106
DMBs in winding-up proceedings

Underlying debt based on the 2,213 129 3,318 194 -1,105 -65
calculated settlements of DMBs in
winding-up proceedings and
excluding Actavis

Underlying debt based on the 2,143 125 3,132 183 -989 -58
calculated settlements of DMBs in
winding-up proceedings and
excluding Actavis and other
undertakings in winding-up proceedings

Sources: Statistics Iceland, Central Bank of Iceland.

Interest differential on assets and liabilities

Around one-third of the nation's foreign assets and debts are the
country's foreign currency reserves and loans in connection with
them, and assets and liabilities of the commercial banks (Table II-2 and
Chart 11-3). It is thus possible to reduce foreign debt to some extent by
selling foreign assets and thereby reducing the nation’s balance sheet,
without creating obligations between domestic parties. This would
not affect the net external position, however. Only two categories
of parties shown in Table II-2 have a net positive external position,
the pension funds and direct investment excluding energy-intensive
industry. It should be pointed out that ownership of assets in the direct
investment category is extremely broad.

Foreign debts are mostly loans owed to foreign parties, debts in
foreign currencies owed to the failed banks, loans classified as direct
investment in Iceland, primarily in connection with energy-intensive
industry investment, and non-residents’ kréna assets in Iceland. All of
these asset classes bear a fixed interest rate and the last two bear rath-
er high interest. On the other hand, the nation’s assets are to a large
extent in the form of low-interest rate deposits of the commercial

Table 11-2 Estimated underlying foreign assets and liabilities of the
economy at year-end 20122

Foreign Foreign Foreign

asset debtin FX  debtin ISK Net position

B. kr. B. kr. B. kr. B. kr. % of GDP
Treasury and CBI 543 -583 -258 -298 -17
Commercial banks 378 -400 -175 -197 -12
Government-guaranteed firms 0 -267 -33 -300 -18
Municipal-owned firms 0 -206 0 -206 -12
Pension funds 550 0 0 550 32
Power-intensive industry 0 -309 -67 -376 -22
Direct investment excl. 386 -19 -141 226 13

energy-intensive industry

Holdings in the new banks 0 0 -210 -210 -12
Other entities 286 -337 -127 -178 -10
Total 2,143 -2,121 -1,011 -989 -58

Sources: Statistics Iceland, Central Bank of Iceland.

EXTERNAL POSITION

chart 11-3

Estimated foreign assets and liabilities
in underlying net external position
Year-end 2012
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Chart 11-4

Estimated external assets
and liabilities at year-end 2012
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banks abroad, foreign currency reserves in trustworthy liquid assets,
pension funds” assets in equities and security funds, and unlisted equi-
ties through direct investment. All of these are low-interest rate assets
or variable income assets. The foreign liabilities bear higher interest
rates than the foreign assets - the estimated interest rate differential is
1.2-1.3%. This estimated interest rate differential is potentially higher,
given the composition of the foreign assets and liabilities. The interest
rate differential could increase still further when a larger portion of the
domestic assets of DMBs in winding-up proceedings is kept in liquid
funds which could be invested.

One-third of the nation’s foreign debt in kronur

Part of the nation’s foreign debt is denominated in Icelandic krénur.

Non-residents own substantial assets in Iceland in Icelandic kronur,

primarily in three asset categories:

e Impatient kréna assets, generally referred to as offshore kronur,
amounted to 384 b.kr. as of year-end 2012.

e Domestic assets of DMBs in winding-up proceedings denominated
in krénur, which will barring changes accrue to foreign creditors
upon the winding-up of the estates, were recognised according to
the Winding-up Boards at 419 b.kr. as of the end of last year.

* Non-residents also own share capital in Icelandic undertakings
through direct investment amounting to 208 b.kr. as of the end of
last year. Of this amount, 67 b.kr. were in connection with energy-
intensive industry investment by foreign parties in Iceland. The
largest portion of this asset is ISK-denominated.

This makes the nation's total ISK-denominated foreign debt 1,011
b.kr. as of year-end 2012, which is fairly similar to the net external
position. As of year-end 2012, the nation’s foreign assets were 2,143
b.kr. and its foreign debt in foreign currencies 2,121. As there is
roughly a balance in foreign assets and foreign liabilities in foreign
currencies, exchange rate movements of the krona have therefore
insignificant impact under current circumstances on the underlying
net external position.

Impatient kréna assets of non-residents and domestic assets
of DMBs in winding-up proceedings denominated in krénur which
belong to foreign creditors totalled 803 b.kr. as of year-end 2012. If
these assets are included in the underlying net external position, at
the average exchange rate in the Central Bank’s last three currency
auctions of 230 krénur per euro rather than the quoted rate of the
Central Bank as of year-end 2012 of 170 krénur per euro, the external
debt position decreases by 209 b.kr., making the net external debt
780 b.kr. or 46% of GDP. The decrease would be even more if, for
example, the price obtained for sale to domestic parties of the hold-
ings of the failed banks in the new banks were to be lower than their
current book value.

Non-residents’ impatient kréna assets
Impatient kréna assets of non-residents amounted to 367 b.kr. or
22% of GDP at the end of last March, decreasing by 64 b.kr. from



March 2012. The decrease can be attributed primarily to the Central
Bank's currency auctions, as the bank has served as an intermediary in
transferring 51 b.kr. of impatient kréna assets between owners during
this same period.

Non-residents’ impatient kréna assets can be roughly divided
into three categories:

e Deposits in DMBs now amount to around 98 b.kr. These can be
divided between so-called vostro deposits, which are deposits of
foreign financial undertakings in Iceland, and other deposits of
non-residents. The vostro deposits have decreased steadily since
August 2010, by well over one-third since March 2012 (Chart
[1-6). Vostro deposits are generally considered to be the most
impatient of non-residents kréna assets. The currency auctions
appear to help direct these assets into the hands of long-term
investors. Other deposits of non-residents in DMBs are practically
unchanged since March 2012.

¢ Balances with the Central Bank amount to around 36 b.kr. These
are connected to settlements by foreign clearing houses of
Icelandic securities. These positions fluctuate somewhat over time,
although not significantly, in connection with the maturities of
domestic securities.

e Government-guaranteed bonds and bills amount to around 233
b.kr. This position has changed little since the Avens agreement
was concluded,” although it fluctuates considerably over time. The
Treasury's bill issuance has been limited in recent months, and
non-residents’ holdings in short-term Treasury notes has increased
accordingly.

Some consolidation has occurred in ownership of impatient
krona assets in recent years, as foreign owners of these assets can sell
their positions to other foreign parties without restriction. Ownership
volatility appears to be lower when it comes to exiting from capital
controls, at least based on the price offered to owners in the Central
Bank's currency auctions. The volatility of the assets is now probably
controlled both by expectations and price. It should be borne in mind
that the position of these parties is not completely unfavourable. Their
securities assets are state guaranteed and deposits are held by DMBs
with a high capital ratio and moderate leverage. Furthermore, these
parties can withdraw the interest payments on the above-mentioned
assets from the country.?

The above-mentioned asset categories are the most liquid assets
of non-residents in Iceland. Non-residents with assets other than the
above have publicly stated that they wish to dispose of them and
transfer their receipts out of the country. These consist primarily of
holdings in listed and unlisted equities which ended up in the hands
of non-residents upon the collapse of the banking system or shortly

1. The Avens agreement provided for the purchase by pension funds, through the Central
Bank’s intermediation, of kréna assets owned by the Central Bank of Luxembourg amo-
unting to 120 b.kr. in return for foreign currency.

2. Cf. the Rules of the Central Bank on Foreign Currency, No. 300/2013.
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Chart 1I-5

Liquid kréna assets held by non-residents
October 2008 - March 2013
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Chart 1I-6

Non-residents' krona deposits in DMBs
October 2008 - March 2013
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Chart I1-7

Estimated payments by Treasury and CBI on
foreign loans and foreign-denominated debts
owed to the failed banks plus the CBI's FX reserves'
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1. All figures in b.kr. as of year-end 2012 and exchanges rates on 4
March 2013.
Source: Central Bank of Iceland.

thereafter, before capital controls on inflows were removed in October
2009. The market value of these assets is in the tens of billions, but
they may be illiquid.

Based on their currently estimated winding-up and the book
value of their assets, distributions by DMBs in winding-up proceedings
will, considering the current position, deliver domestic kréna-denom-
inated assets amounting to 419 b.kr. to foreign creditors. Around 80
b.kr. are already liquid funds, 129 b.kr. are claims on domestic parties
and 210 b.kr is the value of foreign creditors’ holdings in the new
banks. Further discussion of DMBs in winding-up proceedings is pro-
vided in Chapter VII. The final sales value of these assets is uncertain,
but if it is paid to foreign creditors in kronur, this will gradually add to
the stock of non-residents’ impatient kréna assets in Iceland.

Payment flows independent of the controls

With the exception of the Treasury and export undertakings with
strong foreign-currency cash flow, access by domestic parties to
foreign credit markets has been limited since the banking system
collapse. Both CDS spreads on the Treasury's debt and yields on its
issued bonds have fallen in recent months. Further discussion of this
development is provided in Chapter I. In February this year, Arion
Bank sold non-indexed 3Y bonds in Norway with a nominal value
of NOK 500 million, equivalent to 11.2 b.kr. The issue is discussed
further in Chapter V. It is extremely important that foreign credit
markets open up to domestic parties. Furthermore, the terms on offer
must be acceptable given the profitability of the underlying assets. It
is not certain that this point has been reached yet. Domestic parties’
refinancing on credit markets abroad is currently especially difficult, in
part because many of the privately operated European banks which
loaned most to Iceland prior to the banking system collapse are either
insolvent or in winding-up proceedings. Domestic parties need to rein-
force their business relationships with foreign credit markets.

At year-end 2012, domestic parties’ loans from foreign parties
and foreign-denominated debts owed to DMBs in winding-up pro-
ceedings totalled 1,677 b.kr, or almost 100% of GDP. This is offset
by substantial foreign assets. For instance, direct loans and other FX
liabilities of the Central Bank of Iceland and the Treasury owed to
foreign parties and the failed banks totalled 575 b.kr. as of year-end
2012, while on the other hand the bank and the Treasury held cur-
rency reserves of 513 b.kr. (Chart 11-7). The majority of foreign debt
and foreign-denominated debt to DMBs in winding-up proceedings
is owed by parties with access to foreign credit markets, who have
foreign cash flow or to some extent have accumulated foreign assets
to meet the payments. The minority of debtors has no FX income or
assets to cover instalments and interest on their debts. Without access
to foreign credit markets, these parties must purchase currency on the
market in order to make scheduled payments on their foreign loans.

Under the current circumstances on foreign credit markets there
has been a tendency for domestic parties, even those with good mar-
ket access, to pay down their foreign debt rather than refinance it, due
in part to the unfavourable lending terms on offer. This could create
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additional instability on the FX market if the repayment schedule is
steep and the underlying current account is not sufficiently favour- Chart 11-8

able. The repayment profile of foreign loans and foreign-denominated Estimated payments by parties other than the
debt owed to DMBs in winding-up proceedings is shown in Table 11-3. g;if;%;tzz SSLfsntéotf;gflillce)zn;ainkcslforeign-
A similar profile has previously been provided in the Central Bank's

Financial Stability reports, e.g. both in 2012/1 and 2012/2. The main 100 2K

changes from the previously published profile, apart from exchange 120

rate movements, are conversions by DMBs in winding-up proceed- 100

ings of part of their FX loans to domestic parties to loans in krénur; 80

revaluations and prepayments of bonds issued by Landsbankinn to 60
LBI; prepayments by government-guaranteed firms of maturities in 40
20

2013; and two changes in terms announced by municipal-owned
firms in the spring of 2012 which eased their repayments somewhat,
especially in 2013.

Aside from the Treasury and the Central Bank, the majority of

Municipalities

Misc. credit institutions

Government guaranteed firms

(]

|

/3
estimated repayments are connected with foreign debts of govern- B Municipal-owned firms
. .. . . I Other parties
ment-guaranteed firms, municipal-owned firms and Landsbankinn. —
| —

Foreign-denominated debts owed by domestic parties,

The repayment profile, excluding the Treasury and the Central Bank, excluding Landsbankdnn, to the old banks

which is shown in Chart 11-8, becomes significantly heavier in 2015,
when payments on Landsbankinn's bonds to the old bank begin in full 1. Alfgures n bk s of year-end 2012 and exchange rates of 4
arcl .

force, rising from 87 b.kr. in 2014 to 128 b.kr. in 2015. By comparison, Source: Central Bank of Iceland.
the estimated underlying current account surplus in 2012 was 52 b.kr.

Landsbankinn

Estimated payments by parties other than the Treasury and

the Central Bank in 2013-2018 amount to 678 b.kr. If the current Chart11-9
Estimated payments by parties other than the

account surplus in coming years is similar to that of the past few years, Treasury and CBI on foreign-denominated

around 3-3.5% of GDP, it can be expected to amount to 415 b.kr. in loans to foreign parties and payments on
2013-2018. The shortfall is therefore 263 b.kr. The underlying current Landsbankinn's bonds
account balance may possibly be somewhat underestimated, since the 45 o0 GOP

factor income balance is based on accrued and not paid factor income.
Accrued factor income on non-residents’ domestic assets in the failed
banks, and impatient krona assets, are not completely transferred out
of the country. On the other hand, interest income on the country’s
foreign assets is not completely transferred into the country. In the

] ) ) 2013 ' 2014 ' 2015 ' 2016 ' 2017 ' 2018 ' 2019
Table 11-3 Estimated instalments on foreign loans and

foreign-denominated debts owed to the failed banks —  Estimated payments by parties other than the Treasury
and CBI on foreign-denominated loans to foreign parties
2013 2014 2015 2016 2017 2018 2019 —  Estimated payments on Landsbankinn's bonds issued

Central Bank of Iceland 0 0 64 32 0 0 11 o8l

Treasury 0 25 2 130 2 0 31 Sources: Statistics Iceland, Central Bank of Iceland.

Municipalities 9 3 3 0 0 0 0

Misc. credit institutions 9 9 9 9 2 1 1

Government-guaranteed firms 12 16 31 24 31 25 23

Municipal-owned firms 25 16 19 14 14 14 13

Other entities’ 22 13 6 4 3 1 0

Foreign-denominated debts 17 17 4 4 4 12 4

owed by domestic parties, excluding

Landsbankinn, to DMBs in

winding-up proceedings

Landsbankinn 0 17 60 74 74 74 0
Total 94 116 198 292 131 127 83

Total excl. the Treasury and the CBI> 90 87 128 125 125 123 37

1. A more detailed breakdown is provided in Special Publication No. 9: Icelands's underlying external position and balance of
payments.

2. A small portion of foreign-denominated Treasury debt is owed to DMBs in winding-up proceedings.

Source: Central Bank of Iceland.
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Chart 11-10

Bond market turnover
January 2008 - March 2013
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longer term the factor income outflow is likely to increase with fur-
ther refinancing, given the terms which domestic parties are currently
offered on foreign refinancing. In order to make up the shortfall, a
mixture of capital inflows, refinancing and loan extensions will be
required. Domestic parties will be dependent upon access to foreign
credit markets in coming years, as well as to an inflow of capital
needed to make payments on foreign debts. Some of the debts will
also have to be extended. Estimated repayments, for instance, on all
the country's foreign loans, excluding the Treasury and Central Bank
and debts owed to the failed banks, are around 4% of estimated GDP
in 2013 and around 3% in 2014 and 2015, then fall fairly steadily to
1.5% by 2019. Instalments on the Landsbankinn bonds alone are esti-
mated at 3-3.5% of GDP in 2015-2018 (Chart 11-9), which is similar
to the underlying current account surplus. The repayment schedule of
Landsbankinn's bonds is too heavy for the economy. The bonds need
to be extended or refinanced. The nation's current repayment profile
gives scant leeway for other outflows, for instance, in connection
with compositions of the failed banks or of non-residents’ impatient
kréna assets, or for relaxing of capital controls, unless offset by other
capital inflows. Further access by domestic parties to foreign credit
markets on acceptable terms is a necessity in the next few years. The
steep repayment profile of foreign debt is among the main risks in the
financial system in connection with the relaxing of capital controls.

Development of asset prices under capital controls
National expenditure has fallen sharply in Iceland following the finan-
cial crisis. By 2011, private sector investment as a % of GDP dropped
by 49% from an historically relatively high level in 2007 and is still
below the long-term average. At the same time private consumption
fell by 10% as a percentage of GDP. Public works are also at a mini-
mum, decreasing by 49% in 2007-2011 using the same measure. The
economy as a whole has thus been forced to deleverage substantially,
despite a decrease in real income. Demand for credit is limited, while
savings have grown substantially. Due to capital controls and limited
domestic investment options corporate and household savings have
accumulated in banks, investment funds and pension funds. The
compulsory savings of the pension fund system need to be directed
into investment, although demand for capital is limited, cf. the dis-
cussion in Box I-1. Under such conditions there is a real risk of asset
price rises beyond what is justified by their expected profitability. Such
ungrounded rises are reversed sooner or later and can result in asset
transfers between parties and sectors.

Strong bond market demand since 2009 resulted in consider-
able price increases for listed securities. This rise, however, appears
to have levelled off during the first half of 2012. Chart 11-10 shows
a considerable slowdown in bond market turnover in the latter half
of 2012, which picked up once more in Q1 this year. Falling turnover
in listed bonds suggests that savings are now seeking other invest-
ment options to a growing extent. NASDAQ OMX Iceland's bond
index for 10Y inflation-indexed bonds rose by 1.8% in the first three
months of this year (a 0.3% decrease in real price) while its average



annual increase over the past three years is 12.6% (a real increase of
8.1%). The index for 5Y non-indexed bonds rose by 3% in the first
three months of this year, and rose on average by 11% annually in
the preceding three years. The rise in bond prices, therefore, appears
to have slowed somewhat, suggesting that capital has begun moving
into other markets.

The OMXI6 selected shares index rose by 14.4% in the first
three months of this year (the CPI rose by 2.1% during this same peri-
od). Its average annual increase over the past three years was 9.1%
(the CPI rose on average by 4.2% annually in the last three years). It is
difficult to assess how lasting the equity price rise since the beginning
of this year will prove to be. As discussed in Chapter I, turnover on the
equity market in recent months has grown substantially. New listings
have also increased as time passes from the financial shocks. Demand
for equities in recent public offerings prior to listing on the exchange
has grown substantially, as the shares have tended to rise still more on
the market after being admitted to trading. On average, share prices
of newly listed companies have risen by 10% from the offer price in
the first month after public listing and by 23% during the first three
months. At the end of April two public offerings concluded. A public
offering of 70% of shares in VIS Insurance was sold for 14.3 b.kr.,
with bids totalling 150 b.kr. while a 29% holding in TM Insurance was
sold for 4.4 b.kr., with bids totalling 357 b.kr.

Twelve-week average turnover on the real estate market
(weekly data) is shown in Chart 1I-11. It shows that turnover has
grown steadily since 2009. Real estate prices decreased by 12% in
2009, remained steady in 2010, then increased by 9.9% in 2011 and
by 5.8% last year. Real housing prices have remained fairly stable in
recent years after falling sharply in 2008 and 2009. Developments in
real estate prices, however, depend to some extent on the location.
The average m? price is considerably higher in the capital region than
elsewhere and fluctuations are also greater. Last year the price per
m? outside the capital region rose by 1.8%, by 5.4% in the suburbs
of Reykjavik and by 10.7% in the districts closest to the city centre.
This is the first time that price developments have varied so greatly
between different areas of the city and could indicate growing interest
in investment in housing in specific areas of the capital.

Price increases on the bond market have slowed from those a
year ago and capital appears to be seeking a return elsewhere. Real
prices for real estate remain fairly steady, but housing prices rose con-
siderably in certain areas of the capital last year. Capital appears to be
once more flowing to an increasing extent into the equity market and
possibly into unlisted securities. It is important to monitor the risk fac-
tors which could cause an asset price bubble.

Risk factors under capital controls

Restrictions on capital movements have many types of undesirable
effects. Some of them directly influence financial stability while oth-
ers have an indirect impact through the real economy. This makes it
desirable to remove them once the balance of payments problem has
been resolved.

EXTERNAL POSITION

Chart 11-11

Real estate market turnover, 12-week averages
January 2008 - March 2013
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The controls support lower financing costs, because capital is
kept within the country which otherwise would have sought to exit.
As discussed above, low market interest rates and a scarcity of invest-
ment options can distort asset prices. Under such conditions domestic
parties seek funding at market rates to a growing extent. This is evi-
dent in the increased issuance of both listed and unlisted bonds. At
the same time, investors seek better interest rates, and therefore buy
issued bonds and equities as well. Equity market turnover has picked
up and prices have risen recently. This is often accompanied by higher
leverage. Due to limited corporate demand for credit for investment
purposes, there is also a risk that credit institutions might increase their
lending for leveraged acquisitions, which could increase systemic risk.

All parties need to be aware that domestic funding could
become more expensive after controls are removed. It is therefore
necessary to take advantage of the shelter provided temporarily by
the controls to prepare for their removal. This applies not least to
public authorities. They must continue to aim at a Treasury surplus, in
order to begin to pay down debt. The Treasury must be prepared to
be able to sustain higher market interest rates on its domestic funding.
Public sector investment decisions must also reflect market interest
rates in an environment without controls, otherwise there is a danger
that they will be economically unprofitable.

Capital controls limit possibilities for cost-efficiency in business
and distort the premises for investment decisions. The longer the
control regime remains in force, the greater is the risk that investment
options will be determined to a growing extent by possibilities of
returns within the controls, while at the same time emphasis grows on
seeking ways to circumvent the controls. The structure of business and
industry could therefore in time develop differently within the control
regime than without it. Options decline in number, and output growth
and living standards deteriorate.

If the removal of the controls causes substantial instability on
the FX market, this could have a negative impact on both households,
corporates and credit institutions. The capital controls prevent the risk
of a major capital outflow which could cause instability. The liquid
krona assets of foreign parties and DMB's are most likely to be sold
for foreign currency when capital movements are liberalised. It is also
possible to map out other scenarios with considerably greater capital
outflows.
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Since 2011 the Central Bank has held a series of foreign currency
auctions in accordance with the bank's plans for relaxing capital con-
trols.” The auctions provide owners of foreign currency which is not
subject to repatriation the opportunity to sell FX at the auction rate
and purchase long-term inflation-indexed Treasury bonds (Treasury
bond option) or through an investment programme. Through the
latter, investors can purchase kronur at the auction exchange rate
for the equivalent of 50% of the amount to be invested, while the
other 50% is converted on the domestic FX market. In both instanc-
es investors oblige themselves to hold the investment for at least
five years if they avail themselves of these options. In parallel with
the above-mentioned auctions, non-residents who wish to close
their kréna positions are offered to participate in auctions where
they offer kronur for sale in exchange for FX which is not subject to
repatriation obligations. The Central Bank therefore serves as inter-
mediary in matching investors wishing to invest in Iceland for the
long term and parties who wish to dispose of their kronur.

Treasury bond FX auctions began in the summer of 2011,
while the first auction under the investment programme was held in
February 2012. A total of twelve Treasury bond auctions have been
held and ten for the investment programme. Based on the auction
price in each instance and the Central Bank's quoted mid-rate of the
same date, investors have brought a total of around 45 b.kr. into
the country through the Treasury bond option and over 98 billion
through the investment programme. Around one-third of this has
gone through the domestic FX market, since 50% of the amount to
be invested under the investment programme has to be converted
on the domestic FX market. If only the auctions where both options
were on offer are examined, the investment programme appears
to enjoy considerably more popularity among investors, as Chart
1 indicates. However, the chart only shows part of the inflow from
the auctions, since as previously pointed out investors choosing
the investment option must convert an equivalent amount on the
domestic FX market.

To date, the foreign currency auctions have brought into the
country foreign investment equivalent to just over 8% of 2012 GDP.
Around 44 % of the capital inflow of the investment programme has
been invested in bonds, around 43% in equities, 12% in real estate
and around 1% in UCITS (Chart 2). A breakdown of investors tak-
ing part in the auctions between residents and non-residents shows
that domestic investors account for 37% of the total amount and
non-residents for 63%. In this analysis, foreign companies owned
by Icelandic residents were classified as domestic investors.

An additional 11 auctions have been held inviting bids from
parties wishing to sell their kréna assets in exchange for FX which
is exempt from repatriation obligations. In 2011 two such auctions
were held where the exchange rate was 210 kronur per euro. The
price held fairly steady in 2012 at around 240 krénur per euro, but
has since decreased in 2013 and in the latest auction in March this
year the auction price was 225 krénur per euro (Chart 3). In the 11
auctions a total of 271 b.kr. have been offered for sale, of which the
Central Bank has purchased around 84 b.kr. (Chart 4). The price
expectations of those parties offering their kréna assets for sale are
not always in line with the price expectations of investors taking
advantage of the FX auctions to make long-term investments in
Iceland.

Despite repeated claims that impatient kréna assets of non-
residents are the principal obstacle to removing capital controls, the

1. See http://www.sedlabanki.is/lisalib/getfile.aspx?itemid=8672.

Box

-1

Central Bank's foreign
currency auctions

Chart 1

Central Bank of Iceland foreign currency auctions
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Source: Central Bank of Iceland.

Chart 2
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Chart 4

Central Bank of Iceland foreign currency auctions
Purchases of kronur for euros
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FX auctions have shown that the interest of non-residents in selling
kréna assets at the auction price is limited. This is an indication that
part of the non-residents’ impatient kréna assets are in fact not as
impatient as previously assumed, at least not at the price on offer
in the currency auctions. The auctions have, however, relieved pres-
sure by offering an exit route for the most impatient ones. Part of
those remaining are possibly here to stay, at least for some time.




1l Financial market entities

Housing Financing Fund (HFF) in a difficult position and
pension funds need more investment options

Total assets of the financial system decreased YoY because of a decrease in the balance sheet of the Central
Bank of Iceland. Savings banks' market share declined still further, and their situation is generally weak. The
Housing Financing Fund is in difficulties, as its business model is ill suited to the current environment. The
largest insurance companies have recently been listed or are preparing for public listing on NASDAQ OMX
Iceland. Capital controls keep pension funds in a veritable straight jacket. Their need for investment can cause
a systemic distortion in asset prices.

Financial system components

The financial system in Iceland consists of the banking system, vari- Chart 1lI-1
ous credit undertakings (including the state-owned Housing Financing Breakdown of financial system assets’
Fund (HFF)), pension funds, insurance companies, mutual funds, End-ofyear 2012

investment and institutional investment funds, as well as state loan

7%

funds. Currently four commercial banks are operating. Their activi- 1%
ties changed slightly last year with the merger of Verdi hf. (previously
Arion Securities Custody hf.) with Arion Bank and that of Kreditkort hf.
with [slandsbanki. The savings bank Sparisj¢dur Olafsfiardar was also
merged with Arion Bank. DMBs account for just over one-third of the 30%
financial system, or 36%." The greatest systemic risk is linked to DMBs,
especially to the large market operators. A more detailed analysis of the
commercial banks' assets is provided in Chapter IV Assets of DMBs and
borrowers’ situation, of their debts in Chapter V Financing and liquid-
ity, and of their operations in Chapter VI Operations and equity. This
chapter therefore focuses on other actors in the financial system and its
structure. These include especially the Central Bank of Iceland, HFF and

7% 36%

9%

DMBs EE  Central Bank
Housing Financing Fund of Iceland
Pension funds 3 Others
Mutual funds, investment and institutional
investment funds

iinl

1. Parent companies.
Source: Central Bank of Iceland.

pension funds.
Chart 111-2

L ;
Table I1l-1 Financial system assets Credit institutions' total assets

Change from B.kr.
31/12.  31/12.  31/12.  31/12. 31/12 31/12. 6,000
Assets, ma.kr. 2008 2009 2010 2011 2012 2011 5.000
Banking system’ 4,632 3,967 3,878 4,402 3,841 -560 4,000
thereof Central Bank of Iceland 447 1,011 1,114 1,466 896 -570 3000
thereof commercial banks 3,417 2,573 2,627 2,875 2,889 13 '
thereof savings banks 768 383 137 60 57 -3 2,000
Other credit institutions 1,284 1,194 1,129 1,097 1,060 -37 1,000
thereof Housing Financing Fund 733 795 836 864 861 -3 0
31.12. 31.12. 31.12. 31.12. 31.12.
Pension funds 1,665 1,849 1,989 2,169 2,441 271 2008 2009 2010 2011 2012
Insurance companies 122 131 138 145 154 8 mm  Commercial banks
UCITS, investment and EE  Savings banks
institutional funds 212 195 284 516 583 67 == Housing Financing Fund
State loan funds 125 146 161 171 187 16 mm  Other credit institutions
Total assets 8,040 7,483 7579 8500 8,266 -235

1. Parent companies.

1. The banking system consists of commercial banks, saving banks and the Central Bank of Iceland. Internal trades between the Source: Central Bank of Iceland.
Central Bank of Iceland and other parties are excluded.

Source: Central Bank of Iceland.

1. DMBs consist of commercial banks and savings banks.
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Chart 111-3

Changes in financial system assets’
December 2012, YoY

200k -~~~ "~~~ ~"~"~~————————+
-600
mm Commercial banks =3 UCITS, investment funds
Bm  Savings banks and institutional
N d investment funds
Ot it
= insti(tel;tci;is' 3 State loan fund
B Pension funds T3 Central Bank of Icleand

B [nsurance companies

1. Parent companies.
Source: Central Bank of Iceland.

Chart I11-4

Balance sheet of the Central Bank of Iceland
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Sources: Statistics Iceland, Central Bank of Iceland.

2012

Assets of the financial system shrink
Total assets of the financial system at year-end 2012 amounted to
8,266 b.kr., decreasing YoY by 235 b.kr. or 3% (Table 11I-1).

The largest factor here is a decrease in assets of the Central Bank
of Iceland by 570 b.kr. The drop is due primarily to a reduction of FX
balances of financial institutions in winding-up proceedings, and the
advance repayment by the state and the Central Bank of loans from
the Nordic countries and the IMF. This is partly offset by an increase of
295 b.kr. in pension funds' net assets during the year, to total 2,394
b.kr. at year-end 2012. The increase amounts to over 14% of the pen-
sion funds' total net assets. There was little change to the overall asset
position of the commercial banks. The change among savings banks
is due primarily to a merger with commercial banks. Assets of other
credit institutions? shrank by 37 b.kr., mainly as a result of a prepay-
ment of a foreign loan by one credit undertaking. Total assets of the
insurance companies were 154 b.kr. at year-end 2012, an increase of
almost 9 b.kr., or 6%, year-on-year. Assets of UCITS, investment funds
and institutional investment funds rose by almost 67 b.kr. in 2012, or
the equivalent of just over 11% of their total assets at year-end 2012.

According to figures at year-end 2012, DMBs held by far the
largest share of credit undertakings' assets, with almost 74% of the
total, or the equivalent of 172% of GDP. HFF's share is just over 21%
of credit undertakings' total assets and other credit undertakings have
around 5%.

Central Bank's balance sheet contracted

At year-end 2012, Central Bank assets totalled 1,068 b.kr. and had
decreased by 570 b.kr. during the year. In 2012 the Central Bank
repaid in advance the equivalent of around 284 b.kr. in foreign loans
from the IMF and Nordic countries, taken in the wake of the banking
collapse in the autumn of 2008 to reinforce its FX reserves. A total
of 53% of the original IMF loan amount and 59% of the original
amount of loans from the Nordic countries were paid back ahead of
schedule. In addition, a loan from the Faroe Islands in the amount of
6.6 b.kr. was repaid in full. The foreign deposits of financial institutions
in winding-up proceedings dropped by 313 b.kr. YoY,® reducing FX
reserves by this amount, although this did not effect net FX reserves.*
On the other hand, at the end of 2012 the Treasury issued 10Y
bonds for a total nominal amount of 1 billion USD, or the equivalent
of 129 b.kr., to reinforce net FX reserves. The Central Bank's foreign
assets, which represented 67% of its total assets at year-end 2011,
had therefore decreased to 51% of total assets at year-end 2012.
The bank's net interest income amounted to almost 15 b.kr. in 2012,
a drop of nearly 19 b.kr. from 2011. This is due in particular to a
decrease in interest income on indexed securities and other domestic

2. Other credit institutions include Borgun hf., Valitor hf., Lysing hf., the Institute of Regional

Development, Municipality Credit, HFF and Straumur Investment Bank hf.

3. The deposits were exempt from the prohibitions of the Foreign Currency Act, No.
87/1992, cf. the amendments made by Act No. 17/2012, which entered into force in
March 2012.

4. Net reserves are defined in accordance with IMF standards as reserves after deducting
scheduled net outflows of FX assets for the next 12 months.



assets. In assessing the cost to the Central Bank and the Treasury of
FX reserves and financing in connection with them, the methodology
commonly used is to calculate the interest spread between the interest
rate at which the loans are taken and the interest on the most secure
assets, in order to estimate the net risk-adjusted interest cost. For
2012, this cost is estimated to be around 1.4% of GDP.

Savings banks in a difficult position

At year-end 2012, the savings banks' total assets amounted to just
over 57 b.kr., and continue to decrease.® The drop was almost 3 b.kr.
from year-end 2011 to year-end 2012, primarily due to the merger
of Sparisjodur Olafsfjardar with Arion Bank. Savings bank assets as
a share of total credit institution assets have therefore dropped from
14% at year-end 2008 to just over 1.5% at year-end 2012. Further
mergers are in the pipeline, according to Arion Bank's announcement
of its proposed merger with the savings bank AFL in the near future.®
In this context it should be pointed out that in September 2011 Arion
Bank attempted to dispose of its holdings in the afore-mentioned sav-
ings banks but was met with scant interest at that time. In late sum-
mer 2012, at the instigation of the Competition Authority, the Board
of Directors of the savings bank Sparisjédur Svarfdaela turned to the
Savings Banks' Guarantee Fund, requesting the latter's assistance to
reinforce its operating basis. The Guarantee Fund agreed to provide
the savings bank with new guarantee capital and grant it a subordi-
nated loan, after which the savings bank reached an agreement with
Landsbankinn that the latter would cancel plans to acquire the savings
bank’s operations and assets.

In 2012 four out of nine savings banks operated at a loss and their
return on total assets was minimal. The results of many savings banks
were characterised by extraordinary items, such as debt write-downs
recognised as income, trading gains, etc., in addition to which they
were hard hit by various public levies.” The savings banks' combined
capital ratio, as defined by the Act on Financial Undertakings and the
Financial Supervisory Authority's rules on risk base, amounted to just
over 14% at year-end 2012. As is the case for other credit institutions,
some uncertainty persists regarding valuation of loans in connection
with judgements on exchange rate-linked loans, and thereby regard-
ing the savings banks' actual equity position. At year-end 2012, two
savings banks which had undergone financial restructuring in 2010,
Sparisjédur Bolungarvikur and Sparisjédur bérshafnar og nagrennis,
were below the minimum capital ratio required of such savings banks
by the Financial Supervisory Authority. The decrease in the number
of savings banks and insolvency of Icebank has transformed the sav-
ings banks' operating environment, and to some extent undermined

5. Figures are based on summaries of savings banks' assets and liabilities gathered by the
Central Bank of Iceland.

See, for example, Arion Bank's annual financial statements for 2012.

Three savings banks, Sparisjodur Vestmannaeyja, Sparisjodur HofShverfinga and Spari-
sjodur S-Pingeyinga, have reached agreement with the Central Bank of Iceland’s holding
company on recalculation and reduction of FX debt. The agreements were concluded
subject to no opposition or setting of conditions by the Financial Supervisory Authority and
the EFTA Surveillance Authority.
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Chart I11-5

Credit institutions' assets’
End-of-year 2012

72%

Commercial banks
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Housing Financing Fund
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1. Parent companies.
Source: Central Bank of Iceland.

Chart I11-6

Assets of other credit institutions’
End-of-year 2012
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Chart 111-7

HFF profit/loss and Treasury equity contribution

T T

‘ i 2011 2012

2008 2009 2010

Bl Profit/loss
mm  Treasury equity contribution
Accumulated loss since 2008

Sources: HFF annual financial statements.

Chart 111-8

Impairment, defaults and frozen loans
as a % of total lending’

2010 2011 2012 2010 2011 2012

Individuals Legal entities

B Impairment as a % of total lending

mm  Defaults and frozen loans as a % of total lending

1. Total defaults and loans frozen over 90 days.
Sources: HFF annual financial statements and monthly reports.

Chart 11I-9
Prepayments by HFF customers and new loans

2011 ' 2012 2013

Prepayments by customers

)
@ Prepayments in connection with auctioned properties’
B New lending

Difference between new loans and prepayments by
customers

1. Data for 2011 not available.
Source: Housing Financing Fund.

their activities. Their position does not threaten financial stability, but
it is clear that savings banks will need to continue to seek all possible
ways of increasing efficiency and achieving synergies in their opera-
tions, such as through mergers or co-operation with larger financial
undertakings. Attempts up until now to merge savings banks or find
buyers for them, as proposed in the future strategy of Icelandic State
Financial Investments, have not been successful.® There have been
some indications of interest in mergers this spring, as according to a
news announcement at the end of March Sparisjodur Svarfdeela and
Sparisjodur bérshafnar intend to merge. Their merger plan is to be
submitted to meetings of guarantee capital owners this spring.

Weak situation of HFF

The total assets of credit instituions other than DMBs amounted
to 1,060 b.kr. at year-end 2012. HFF, Municipality Credit and the
Institute of Regional Development hold 90% of the assets of other
credit institutions, or a total of 950 b.kr. This amount has changed
little since year-end 2011.

HFF's assets amounted to 876 b.kr. at year-end 2012. Loans
totalled almost 800 b.kr. while its issued bonds were almost 850 b.kr.
A total of 96 b.kr. of the Fund's assets do not bear interest in accord-
ance with its debts from securities issuance, firstly, because of appro-
priated assets totalling around ISK 30 b.kr. and, secondly, because it
has liquid funds and claims on credit institutions of 66 b.kr. In 2012,
the loss on HFF's operations amounted to 7,856 m.kr., which is a
complete reversal from 2011, when its operations returned a profit
of 986 m.kr. This change in the Fund's operations can be attributed
principally to the increased write-down provisioning in connection
with payment remedies which have been offered to borrowers, as
well as increased impairment due to losses on enforcing claims. Since
2008, HFF's accumulated loss amounts to almost 51.5 b.kr., due to
large-scale impairment and also in part to a write-down of HFF's
claim against the former commercial banks in connection with bonds
and derivative contracts. HFF's capital ratio is still below its long-term
objective of 5%. The ratio indecreased from 2.3% at year-end 2011
to 3.2% at year-end 2012, interms of the government's promise of an
equity injection of 13 b.kr.? This is the second time that the Treasury
has had to provide HFF with funding; in 2010 it made a capital con-
tribution of 33 b.kr.

Defaults on the Fund's loans have fallen slightly in 2012, but
remain high. In total, defaults and freezing of loans are equivalent to
15% of the Fund's total lending; defaults and freezing of loans to legal
entities are over 21%. Loans to corporates are around 17% of HFF's
total assets. Considerably higher provisions of almost 10% have been
expensed for credit losses to legal entities.

8. Icelandic State Financial Investments, 16 March 2012. On Icelandic State Financial Invest-
ments. Future Strategy. http://www.bankasysla.is/um-bankasysluna/framtidarstefna/

9. In its budget for 2013, the Icelandic parliament Althingi approved an authorisation to the
Minister of Finance and Economic Affairs to increase HFF's equity by up to 13 b.kr. in order
to boost its equity position and so that its capital ratio would not fall below 3% at year-end
2012.



HFF finances its lending by issuing four series of indexed HFF
bonds (HFF14, HFF24, HFF34, HFF44). The Fund's total outstanding
bond stock amounted to almost 850 b.kr. at year-end 2012. Because
of its strong liquidity, HFF held only one bond auction in 2012. This
high liquidity is the result of paybacks and a drop in new lending in
the face of strong competition from other credit institutions, firstly with
the entry of the commercial banks and savings banks into the hous-
ing mortgage market in 2004 and most recently with their offers of
non-indexed loans. The roots of the problem go back to 2004, when
changes in the Housing Act entered into force. The amendments cre-
ated high prepayment risk for the Fund, as borrowers could repay their
loans from HFF but the Fund's own indexed bonds are not callable.

As a result of amendments to the law on consumer loans, as of 1
September this year HFF will have to finance its new indexed lending
with a new loan series which is to be callable. An issue of this sort will
not create prepayment risk for the Fund. Its current liquidity, however,
is so strong that there is not much need for new bond issues in the
near future, unless the Fund decides to place its liquid funds in less
liquid assets, e.g. by acquiring loan portfolios. It is also clear that new
issues will not reduce the prepayment risk the Fund faces now and in
the immediate future.

Largest insurance companies head for public listing

Twelve insurance companies were operating at year-end 2012. Their
total assets amounted to over 154 b.kr. at year-end 2012, increasing
YoY by almost 9 b.kr. or 6%. Loans and market securities amounted
to almost 95 b.kr., and increased by 5.2 b.kr. during the year. Other
assets totalled 35.4 b .kr., decreasing by 2.5 b.kr. YoY.

There are various indications that the three large Icelandic insur-
ance companies, VIS Insurance, Sjova and TM Insurance, will all be
listed on the equity market soon. Shares of VIS were accepted for
listing on NASDAQ OMX Iceland in April after Klakki hf. sold around
70% of the company's share capital in a public offering. Klakki retains
30% of the company's share capital, however. The intention is to list
TM Insurance on the market on 8 May this year, following a public
offering which took place at the end of April. Stodir, which held
33.6% of the company, sold 28.6% in the offering. Last year a group
of pension funds and other domestic investors acquired a majority of
the company’s share capital. At its AGM in 2012, Sjév4d announced
that the company would go public. A fourth insurance company,
Vordur hf., is owned by BankNordik, which is listed on NASDAQ
OMX Iceland.

Pension funds' assets increase

Currently 33 pension funds operate in Iceland. They have decreased
in number in recent years, as in 2005 there were 46. At year-end
2012, pension fund assets amounted to 2,440 b.kr., increasing by

10. Figures are based on the pension funds’ summaries of assets and liabilities, which are
gathered by the Central Bank of Iceland. Monthly data is collected from a sample of the
largest Icelandic pension funds and total pension fund assets are estimated on this basis.
Based on provisional figures.
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Chart 11I-10

Insurance companies' assets’
End-of-year 2012
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2.1%

24.0%

42.6%

16.8%

Cash and bank deposits mmm Claims on credit institutions
Loans HEE Fixed-income securities

Variable-income securities

Reinsurers' portion of technical provisions

gonmn

Investments in connection with life insurance
where policy holder bears the investment risk

Other assets

I

1. Parent companies.
Source: Central Bank of Iceland.

Chart 111-11
Pension fund assets as a % of GDP'

% of GDP
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Market bonds I8 Other bonds
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1. Year-end figures based on monthly reports for December are
revised as soon as annual financial statements are received. 2. The
funds' final results are not available and the figures are therefore
provisional and may change.

Sources: Statistics Iceland, Central Bank of Iceland.

Chart I11-12

Pension funds' market bonds’
End-of-year 2012
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Source: Central Bank of Iceland.

w
w

0t
4

Le€L
ALIT18VLS TVIDONVYN



w
~

FINANCIAL STABILITY

201391

90
80
70
60
50
40
30
20
10

FINANCIAL MARKET ENTITIES

Chart I11-13

Pension funds' share of outstanding HFF bonds
313.2013

%
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Source: Housing Financing Fund.

Chart 11I-14
Pension funds' equity holdings’
End-of-year 2012
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funds' final results are not available and the figures are therefore
provisional and may change.

Source: Central Bank of Iceland.

over 270 b.kr. from the end of the previous year."” The majority, or
58%), of pension fund assets at year-end 2012 were bonds, deposits
in commercial banks and savings banks 7%, corporate equities 10%,
unit share certificates 24% and other assets 1%. Pension funds' for-
eign assets were equivalent to 560 b.kr., or some 23% of their total
assets at year-end 2012. This proportion remained fairly constant YoY.
Pension funds have not been authorised to undertake new invest-
ments abroad, but are able to invest funds obtained from refinancing
of foreign assets which they held when capital controls were imposed.

In 2012, pension fund holdings in market bonds rose by 105
b.kr. to 1,140 b.kr. at year-end. Over half of these bonds were hous-
ing bonds, Housing Authority bonds or HFF bonds, and around one-
fifth were Treasury notes. The pension funds hold more than half of
HFF bond series HFF24, HFF34 and HFF44. Only just under 1% of
the market bonds were issued by foreign parties. The pension funds’
unlisted bonds decreased slightly YoY and totalled 279 b.kr. at year-
end 2012, or 11% of total pension fund assets.

The greatest YoY increase was in corporate equities and unit
shares of equity funds, which grew by a total of around 148 b.kr. or
29%. Pension funds' holdings in domestic equities and equity funds
increased considerably in 2012, by 71 b.kr. Foreign equities and equity
funds, however, rose by 77 b.kr., due primarily to returns abroad and
exchange rate movements. Equities and unit shares comprised around
one-third of pension funds' total assets at year-end 2012.

According to a summary that FME compiled from pension funds'
annual financial statements, their investment needs in 2013 can be
estimated to at least 130 b.kr. but, like other investors, they are sub-
ject to capital controls and have limited investment options. At year-
end 2012 listed bonds comprised almost 50% of pension funds' total
assets. Net issuance of listed securities this year is expected to be con-
siderably less than equivalent to pension funds' needs for investment,
so that they will therefore have to seek other investment options. In
February this year, a bill was submitted to the Althingi proposing to
loosen somewhat several provisions restricting pension funds' assets
in unlisted securities, but the parliament had not completed handling
it before the session concluded. Increasing authorisations for purchase
of unlisted securities, however, is not a permanent solution to the
problem of cash collecting up due to capital controls.™

11. In addition, the assets of private pension savings custodians amounted to around 119 b.kr.

at year-end 2012.

12. See the Central Bank's opinion on the bill amending the Act on Mandatory Guarantee of
Pension Rights and Operation of Pension Funds (investment authorisations) http://www.
althingi.is/pdf/erindi/?Ithing=141&dbnr=1983
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The Housing Financing Fund (HFF) faces major difficulties, which
increased still further in 2012. In 2012, the Fund’s loss amounted
to 7.8 b.kr., bringing its accumulated losses from 2008 to 52 b.kr.
During this same period the state has contributed 46 b.kr. to
strengthen the Fund's equity. At year-end 2012 HFF's equity was
17 b.kr., which is less than 2% of its assets. On a risk-weighted
basis its equity ratio is 3.2%. The Fund's operating difficulties are
in part the result of greatly increased prepayments and prepayment
risk, an insufficient interest margin and high defaults. At mid-April
this year, a working group appointed by the Minister of Welfare
delivered a report on the Fund's future prospects and future role,
with proposals for necessary actions to make its operations sustain-
able. The working group is of the opinion that HFF should continue
to operate as a public service function, which implies, among other
things, ensuring equal access of households to mortgage financing
and to provide alternative financing in the case of a market failure.
The working group proposes to reduce the state's guarantee of
HFF's obligations and that in the future its funding will be without a
state guarantee. Furthermore, it recommends the establishment of
a wholesale bank with participation of lenders, operated as a non-
profit institution without a state guarantee. To improve the Fund's
current situation, the working group proposes separating its lending
activities from administration of appropriated assets, with the latter
to be handled by a separate state-owned company, regardless of
whether the properties are unfit for habitation, under construction
or ill-suited for rental.

Prepayments and prepayment risk
On 1 July 2004, HFF's financing system was altered, with the issu-
ance of callable debt in the form of housing bonds replaced by
non-callable debt in the form of HFF bonds. Following the change,
the Fund has been subject to uncovered interest rate risk, i.e. pre-
payment risk, as the change boosted the Fund's risk substantially.

Its annual financial statements for 2011 show that the differ-
ence in the fair value of its assets and liabilities was 201 b.kr. Loans
were valued based on the Fund's lending rate while its debts were
valued based on market yields. In the 2012 annual financial state-
ments, however, the methodology applied to assess the fair value
of assets and liabilities has been changed. The fair value of loans
is now assessed by discounting the cash flow of the loan portfolio
using the market yield on HFF bonds plus a premium of 1.0%. The
fair value of liabilities is based on the market value of HFF bonds,
as before, but now a premium of 0.5% and 1.0% has been added
to the interest rate on HFF bonds in discounting housing authority
bonds and housing bonds respectively. This change in methodology
makes the difference in the fair value of assets and liabilities 74 b.kr.
at year-end 2011 instead of 201 b.kr. as in its 2011 annual financial
statements; the new method therefore results in a 63% lower dif-
ference between assets and liabilities. This is a very major change,
and it must be regarded as inadvisable to change the methodology
applied in assessing the fair value of the Fund's assets and liabilities
in its annual financial statements at a time when its operations and
situation very much under review. The difference between the fair
value of assets and liabilities in 2012 is 57 b.kr. according to the new
method. In view of the above-mentioned 63% difference between
the two methods, the difference between assets and liabilities could
be around 100 b.kr. more, or close to 160 b.kr., using the previous
method of calculation.

The fair value of liabilities in the 2012 annual financial state-
ments is based on the market value of HFF bonds at year-end 2012.
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Chart 3
Loan-to-value (LTV) ratio
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These are obligations with a state guarantee, which would result in
real cost if the Fund's debts were to be paid off. The methodology
used to assess the fair value of assets is based on market interest
rates and therefore would only be a realistic assessment of the value
of its loans if the Fund had possibilities of selling off the loans. What
would be the real value of assets if, for instance, system changes
result in substantial paybacks? In such case it would perhaps be
more correct to use as a basis the book value of loans and other
assets rather than discounting the estimated cash flow using market
interest rates plus a premium of 1%. Chart 2 shows that the differ-
ence between the book value of assets and fair value of liabilities
has grown substantially in recent years with lower market interest
rates. The Fund's loans amount to almost 780 b.kr., of which around
141 b.kr. are covered with a special payback fee and 169 b.kr. are
partly covered." Uncovered loans thus amount to 470 b.kr., while
non-prepayable debts are 850 b.kr. The cost which would accrue
to the Treasury could be considerable if, for example, changes to
the system result in large-scale paybacks. This therefore comprises
a major risk, and it would be inadvisable to boost it still further
with additional issuance of HFF bonds in unchanged form. This is
not likely to happen, however, since amendments to the Act on
Consumer Lending which were adopted by the Althingi in March
this year will mean that HFF will have to finance new indexed lend-
ing with a new bond series as of 1 September this year. The inten-
tion is to have the new bond series callable, and thereby cover the
prepayment risk on new lending.?

In 2004-2006, when the banks entered the housing mortgage
market with a vengeance, offering loans for real estate purchases
on favourable terms, paybacks of HFF loans amounted to 236
b.kr., around half of its entire loan portfolio at that time. A report
by IFS Consultants on HFF's risk and equity requirements,® which
was prepared at the request of the Ministry of Finance, analyses
prepayment risk. It states that if market interest rates drop by 1%,
the negative impact on interest income and thereby on the Fund's
activities, as things now stand, could amount to 2-3 b.kr. per year
for each 100 b.kr. prepaid.

The report assesses the prepayment risk in three scenarios.
The scenario that IFS considers most appropriate to use as a basis
assumes minor changes in the market, such as increased competi-
tion and decreasing lending rates. As previously mentioned, part of
HFF's loans are covered to some extent, and consideration is given
to this. Furthermore, it is assumed that there is no risk of prepay-
ment if the loan principal is higher than the real estate valuation of
the property in question. In such a scenario, the loans which are
vulnerable to prepayment amount to 120-210 b.kr. If HFF bonds in
the same amount were to be acquired on the market the cost could
amount to 20-40 b.kr. It is unlikely, given the current situation and
especially if market interest rates drop, that HFF will acquire HFF
bonds on the market if paybacks increase substantially. It is more

1. HFF's 2012 annual financial statements point out that one customer of the Fund
requested cancellation of the prepayment fee, as the customer was of the opinion that
this had not been specified clearly enough on the mortgage bond which was concluded.
The Rulings Committee for Social Services and Housing is currently examining the mat-
ter. If the fee charged is deemed unlawful due to a lack of information disclosure to the
customer, the Fund is completely unprotected against paybacks, as it has no authorisa-
tion to prepay its own borrowing to offset the prepayments.

2. In mid-2012, the loan-to-value ratio (LTV) of around 45% of HFF mortgages exceeded
100% of the real estate assessment. A major portion of these borrowers are probably
locked in because of the over-mortgaging, i.e. refinancing is all but impossible.

3. See http://www.fjarmalaraduneyti.is/media/skjal/ILS_Mat_a_ahaettu_og_eiginfjar-
thorf_122012.pdf
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likely that the funds which are released by prepayments would be
added to HFF's liquid funds and utilised as appropriate to grant
new loans. This also involves a loss, however, under current market
circumstances.

Liquid assets and operations
In 2012, prepayments on loans exceeding normal instalments
amounted to 18 b.kr. while new loans granted totalled 15.3 b.kr.
(of this general mortgages were 12.9 b.kr.). The Fund's liquid assets
rose in 2012, reducing its interest income, since the funds which
were not used to grant new loans could not be re-invested on simi-
lar terms. In the first three months of 2013, prepayments amounted
to 4.6 b.kr. and new lending to 3.2 b.kr. Prepayments in excess of
new lending during the first three months of this year therefore
amount to around half of the difference between prepayments and
new lending in 2012. Recently there has been conspicuous invest-
ment in housing for rental purposes by financially strong parties. In
such cases, mortgages on the properties are repaid. Such transac-
tions comprise part of the explanation for the increased paybacks
to HFF.

In total, the Fund has a negative interest margin on around
9% of its assets* and this can be estimated to cost around 3 b.kr.
annually. The most recent lending rate decision provided for an
interest rate premium of 0.45% to cover operating cost and 0.45%
to meet credit risk, or 0.90% in total. The interest margin between
overall lending and borrowing, however, was estimated at only
0.29% at year-end 2012. Today, general operating expenses are just
over 0.2% of the value of the loan portfolio, and therefore there
is practically no interest margin to cover credit losses. Clearly, HFF's
operations are not sustainable under current conditions.

Credit risk is substantial

HFF's credit risk has increased considerably since the financial
system collapse in 2008. At the end of March 2013, defaults by
individuals were 13.2% and by legal entities 22.8%,> whereas their
combined defaults were less than 2% at the beginning of 2008. The
total amount of loans to individuals in default or frozen amounted
to 88 b.kr. at the end of March, and loans to legal entities 34 b.kr.
(a total of 122 b.kr). Defaults by individuals have nevertheless
decreased from their peak of 14.5% in July 2012, while defaults of
legal entities have been similar in recent quarters. At year-end 2012,
mortgaging in excess of 100% of real estate assessment totalled
47 b.kr., compared to 63 b.kr. at year-end 2011. The LTV situation
has improved as real estate prices have risen (Chart 3), although it
should be pointed out that provisions amount to 23 b.kr., or just
about half of the amount which exceeds 100% of real estate valu-
ation.

At the end of March this year, the Fund had 2,377 appro-
priated properties valued at over 30 b.kr., compared to 1,606 at
year-end 2011 and 1,069 at year-end 2010. Since the beginning of
2008, i.e. during a period of just over five years, the Fund has sold
611 properties. Of the 2,377 properties which the Fund owned at
the end of October last year March, only just over one-fifth were in
the capital region. Around one-third of the homes are in the nearby
Sudurnes region, and the remainder elsewhere in the country. HFF
will have to appropriate additional assets in coming quarters. At
the end of March this year, 981 properties were rented out and the

4. The properties which the Fund has appropriated are included here.
5. See HFF's monthly reports: http://www.ils.is/markadur/manadarskyrslur/

o Sudurnes Capital ' South West East
Peninsula  area Iceland Iceland Iceland Iceland  Fjords

Chart 5
Defaults and freezing of loans, legal entities

mm Defaults and freezing of loans (left)
— % of loan portfolio (right)

Source: Housing Financing Fund.

Chart 6

HFF real estate by region
As of the end of Mars 2013

Number
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Source: Housing Financing Fund.
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rental income is only sufficient to cover the operating costs of the
appropriated assets, i.e. rental income cannot be used to offset the
financing cost of these properties. The Fund's appropriation of real
estate assets therefore has a major negative impact on its future
operations.

At the end of November 2012, a working group of the
Ministry of Finance and Economic Affairs, which was to assess
HFF's economic situation and outlook,® concluded that provisions
for credit losses needed to be increased by as much as 20 b.kr. This
amount corresponds to a shortfall in collateral due to over-mort-
gaging of 47 b.kr. less reserves of 23 b.kr. which had already been
set aside. It could be mentioned, however, that there is uncertainty
concerning the value of the Fund's appropriated assets, since a
major portion of them are outside the capital region and the losses
could well be somewhat higher. If such impairment materialises, an
additional contribution from the Treasury is likely to be required for
HFF to be able to fulfil its commitments.

HFF's position is weak

There is high uncertainty concerning the Fund's situation and per-
formance in the next few years. Market interest rates are likely to
remain low under capital controls, which implies a high prepayment
risk. If changes occur in the market which create, for example,
increased competition and declining interest rates, losses due to
paybacks could amount to 20-40 b.kr., but paybacks would have to
increase significantly from their current level for such losses to mate-
rialise. The Fund's operations are not sustainable and, other things
remaining equal, its performance will be negative in coming years.
Possible additional losses due to defaults and appropriations could
amount to over 20 b.kr. It is important that HFF manage to restruc-
ture its customers' debts to reduce defaults, and to make the Fund's
operations profitable, taking its future role into consideration.

6. See http://www.fiarmalaraduneyti.is/media/skjal/Skilabref_starfshops121123.pdf.




IV Assets of DMBs and borrowers' situation

Improvement in corporate and household financial

situation slows

Defaults and total liabilities of both households and corporates continued to decrease YoY in 2012. Icelandic
households and corporates are still highly indebted by international comparison. Credit risk is therefore
considerable. However, the risk base of the Icelandic commercial banks is high compared to that of similar

banks abroad, which means that the Iceland banks allocate more capital against their loans. Concentration

risk resulting from the banks' large exposures has decreased YoY. Private sector investment is rather low.
Indicators for the household situation point in different directions, but it appears that the recovery has slowed
and uncertainty has increased. While the total amount of loans in default has continued to drop, the number
of individuals on the default register continues to rise. Private consumption has slowed but at the same time

household expectations are brightening once more. The corporate situation is currently fragile. The number
of undertakings on the default register has changed but little over the past 2 years; some 15% of the large
commercial banks' corporate loans are still in default, corporate debt remains very high and investment plans

are limited.

Assets of DMBs
DMB's total assets shrink
Currently there are four commercial banks and nine savings banks
operating in Iceland, with total assets of 2,950 b.kr. as of the end of
December 2012. This amount was practically unchanged YoY and
therefore the assets decreased in real terms. As a proportion of GDP,
DMBs' total assets have decreased somewhat since 2009, falling from
around 200% of GDP to 172% at year-end 2012. Assets of other
credit undertakings amounted to 1,060 b.kr." By far the largest por-
tion of these are assets of the Housing Financing Fund (HFF), which
totalled around 876 b.kr., of which housing mortgages were 779 b.kr.

Since the collapse of the financial system in the autumn of 2008,
Landsbankinn has been the largest commercial bank based on bal-
ance sheet size. At year-end 2012, the bank’s total assets comprised
around 38% of total commercial bank assets, with Arion Bank and
islandsbanki holding 31% and 29% respectively. MP Bank is the small-
est commercial bank, with around 2% of total assets. Landsbankinn's
share of total commercial bank assets has been decreasing slightly,
as at year-end 2008 the bank's assets amounted to almost 42% of
their total assets. The principal reason for these changes is that the
balance sheets of Arion Bank and [slandsbanki have grown following
takeovers of other financial undertakings and their acquisitions of loan
portfolios, while debt repayments have had a greater impact than
takeovers at Landsbankinn.

A breakdown of DMBs' asset portfolios by type of asset reveals
that loans are by far the largest assets, comprising around 65% of the

1. Miscellaneous credit undertakings apart from the Housing Financing Fund are: Valitor hf.,
Borgun hf., Lysing hf., Straumur fjarfestingabanki hf., the Icelandic Regional Development
Institute and Municipality Credit Iceland.
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Chart IV-3

DMBs' total assets’
End-of-year 2012
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1. Parent companies.
Sources: Banks’ annual accounts.

Chart IV-4

DMBs' loans'
End-of-year 2012
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1. Parent companies.
Source: Central Bank of Iceland.

Chart IV-5

Risk weighted assets as % of total assets’
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total. This proportion changed little in 2012. In real terms the loan
portfolios have shrunk, as have total assets. Demand for new loans
is limited, and although there were slightly more upward than down-
ward revaluations, repayments and prepayments have reduced the
value of loan portfolios (see Chapter VI). The value of bonds, which
comprise 17% of the banks' assets, decreased by 40 b.kr. in 2012.
This is explained mainly by Landsbankinn's advance payment on its
bond owed to LBI (the former Landsbanki) and parallel sale of short-
term foreign bonds. At the end of last year cash and cash equivalents
were just over 260 b.kr., or around 9% of the asset portfolio. This
includes both cash, deposits with the Central Bank and deposits with
DMBs abroad. DMBs cash and cash equivalents increased by over 70
b.kr. last year, reflecting their high liquidity position. Of other assets,
equities comprise only around 1% of DMBs' assets, with the result
that market risk arising from equity prices on their balance sheets is
hardly significant. At year-end 2012 claims on foreign parties amount-
ed to 380 b.kr. or around 13% of asset portfolios, after increasing
slightly during the year.

Lending by DMBs amounted to just over 1,900 b.kr. at year-end
2012. During the past year the share of exchange rate-linked loans
in their asset portfolios dropped to 26% from 29% twelve months
earlier. This development is mainly the result of Supreme Court judge-
ments on the illegality of exchange rate linking of loans and the value
of receipts for full payment. Indexed and non-indexed lending each
account for 36% of asset portfolios, increasing last year in line with
the contraction in exchange rate-linked loans. There was a very slight
increase in lending in the form of asset-leasing agreements, but this
form of lending is a very minor share of loan portfolios. Loan write-
downs increased YoY by 12%, due both to recalculation of unlawful
loans and greater uncertainty concerning recoveries.

The Icelandic commercial banks' risk base is high in comparison
to total assets

The difficulties plaguing the international financial system since 2008
have shown that all assets involve some risk. The Financial Supervisory
Authority sets rules on risk base and capital base, and how assets are
recognised in the risk base under credit risk, market risk and opera-
tional risk. The risk-weighting, and thereby the capital requirement,
is higher the riskier the asset is considered to be. All the Icelandic
banks use the Standardised Approach in calculating their risk base.
No Icelandic bank uses the Internal Ratings Based Approach (IRBA),
which is based on an undertaking's own model to assess risk, and is
used by most large foreign banks. The capital requirements of banks
using the IRBA are generally lower than of those who follow the
Standardised Approach.

At year-end 2012, the ratio of the three large commercial banks'
risk-weighted assets, i.e. their risk base, to their total assets ranged
from 75% to 81%. This ratio is considerably lower at leading banks in
countries generally used for comparison. Nordea's ratio, for example,
was 32% and that of Danske Bank 24% at year-end 2012; both of
these banks use the IRBA (see Chart IV-5). The lower the risk base, the



lower is the capital required to offset it. The large difference between
the risk base and total assets has given rise to speculation in inter-
national fora as to whether the current rules on capital requirements
reflect the actual risk of banks' operations.2 Swedish authorities, for
instance, have responded by setting higher capital requirements for
systemically important financial institutions.® The situation of the large
commercial banks in Iceland is strong, as their risk base is around 80%
of total assets and their capital ratio was 25% at year-end 2012.

Large exposures decrease

The amount of the five largest exposures decreased by 8% of the
commercial banks' combined capital base in 2012, and the amount
of their 10 largest exposures decreased even further, by 13% of the
banks' combined capital base. As Chart V-6 shows, these obligations
have decreased fairly steadily ever since 2009. The commercial banks'
total large exposures also decreased somewhat in 2012; they now
total around 35% of the combined capital base, a decrease of 12%
from the previous year. In recent years the amount of the commercial
banks' large exposures has shrunk considerably from its previous level,
and the number of large exposures has declined as well. Monitoring of
large exposures has also been tightened and the legal provisions pre-
scribing how undertakings are to be connected have been amended.

Increase in new housing mortgages in 2012

New housing mortgages granted by DMBs in 2012 amounted to 47
b.kr., which is a considerable increase over 2011, when new housing
mortgages totalled 14 b.kr. Near the end of 2011 a certain turna-
round could be detected in the number of new housing mortgages
granted by DMBs. The increase peaked around mid-2012, when new
mortgages totalled 4-5 b.kr. per month. This amount remained fairly
constant until last December, when it decreased to around 3 b.kr.
Since then the total amount of new housing mortgages granted has
been around 3 b.kr. per month, or a similar amount to that of the
early months of 2012. By far the great majority of housing mortgages
granted in 2012 were non-indexed, or 79%, although demand for
such loans decreased during the latter half of the year. During the
final three months of 2012, non-indexed mortgages were around
63% of new housing mortgages, while during the first three months
of the same year this ratio was close to 90%. This development can
probably be explained for the most part by increasing interest rates,
reflecting Central Bank policy rate hikes, on non-indexed loans as the
year progressed. The DMBs' customers, however, still appear to be
of the opinion, despite the rate hikes, that the interest terms on the
mortgages are more favourable.

New general HFF mortgages amounted to almost 13 b.kr. in
2012, while paybacks during this same period were 18 b.kr. This is
quite a change from 2011, when new mortgages were granted total-
ling 21 b.kr. while paybacks were around 10 b.kr. New housing mort-

2. See http://www.bis.org/publ/bcbs240.pdf.
3. See http://www.government.se/sb/d/15431/a/181233.
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Chart IV-6
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Source: Financial Supervisory Authority.
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Chart IV-8
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Sources: International Monetary Fund, World Bank, Financial
Supervisory Authority, Central Bank of Iceland.

gages from pension funds amounted to over 7 b.kr. in 2012, which
is a drop of around 3 b.kr. from the preceding year. In total, 55% of
new housing mortgages granted by DMBs, HFF and pension funds
were non-indexed and 45% indexed. During the latter half of 2012,
46% of new housing mortgages granted by DMBs, HFF and pension
funds were non-indexed and 54 % indexed. This makes it evident that
demand for indexed housing mortgages is still high.

Defaults continue to drop

Restructuring of household and corporate loan portfolios continues to
progress. Based on a cautious, cross-default assessment of defaults,
i.e. if one loan taken by a customer is non-performing, all of that cus-
tomer’s loans are considered to be non-performing, default ratios of
the three largest commercial banks decreased from 23% at year-end
2011 to 15% at year-end 2012 (Chart IV-8). This is based on the book
value of loans. The decrease in defaults in 2012 clearly slowed from
the rate of decline in 2011. There are likely several reasons for this.
Larger cases are likely to have been the first to be restructured, leaving
smaller and possibly more difficult cases to be dealt with later. In addi-
tion, the Supreme Court's judgement of February 2012, on the value
of final receipts for payment, added to the uncertainty concerning
recalculation of loan contracts providing for unlawful exchange rate
linking. The conclusion of joint efforts by interested parties in response
to the judgement was that some twenty issues of contention had to
be resolved to determine the methodology to be used for recalcula-
tion before this could begin. Judgements by the Supreme Court since
that time on exchange rate-linked loans have only resolved part of
these questions and the commercial banks maintain there is a need
for further judgements before it will finally be possible to conclude
recalculation of unlawful exchange rate-linked loans. Despite this situ-
ation, most of the lenders who granted unlawful exchange rate-linked
loans to households and corporates have begun recalculation. As the
outcome of additional test cases is obtained, the number of loans
awaiting final recalculation will decrease.

Another measure of default is the one generally used in financial
reporting and the notes to annual financial statements. According
to this measure of default, even though a customer has one loan in
arrears for 90 days or more, that customer's other loans are not con-
sidered to be in default. By this measure, 6% of the banks' loans were
in default at year-end 2012, a decrease of over 3 percentage points
YoY. Generally speaking, for banks with a good loan portfolio, this
figure should be around 1-2%. Defaults have increased worldwide in
recent quarters, especially in those countries struggling with economic
difficulties (Chart 1V-9). It is not clear whether defaults have peaked
in these countries, but it is not unlikely that they will continue to
increase still further in 2013, as forecasts predict little or no growth in
the countries with the greatest problems.*In year 2010 default ratios
peaked however in Iceland.

4. See http://www.oecd.org/eco/economicoutlook.htm#country.



Households

Decline in household debt slows

According to the Central Bank of Iceland's most recent estimate,
household debt peaked at 134% of GDP in Q1 2009.% As described in
previous issues of Financial Stability, it has been declining fairly stead-
ily since 2009. It was estimated at 114 % of GDP at the end of 2011
and 109% of projected GDP at the end of 2012 (see Chart IV-10).°6
The decrease in 2012 can be attributed to higher GDP, while the
household debt principal was practically unchanged that year.

Household debt will in all probability continue to decrease in
coming quarters, as the banks have already begun recalculating con-
tracts for illegal exchange rate-linked loans, taking into consideration
a judgement of the Supreme Court in February 2012 on the value of
final receipts for payment. To begin with the recalculation will include
mainly housing mortgages, as the commercial banks maintain that
the Supreme Court needs to clarify further the premises on which
automobile loans and other shorter-term loans are to be recalculated.
On 19 March this year, for instance, Landsbankinn announced that
the bank had informed 700 borrowers of recalculation of their hous-
ing mortgages, in accordance with Supreme Court verdicts in 2012.
The total write down is equivalent to 3 b.kr. and on average the loan
principal decreased by 35%. Financial undertakings have already
made provisions for or written off over 20 b.kr. of household loans
in connection with the Supreme Court's judgements concerning final
receipts for payment, however, at the beginning of this year it largely
remained to apply the write-down to household loans. The amounts
concerned can make a difference for the households, since recalcula-
tion of automobile and other shorter-term loans can result in cash
refunds. The commercial banks hope that in 2013 the Supreme Court
will pronounce judgements clarifying the legal uncertainty which still
prevails concerning the premises for recalculation of exchange rate-
linked loans and that this will be concluded for the most part by the
end of this year.

The composition of household debt has changed in recent quar-
ters, with the share of indexed and exchange rate-linked debt decreas-
ing while non-indexed borrowing has increased. At year-end 2012
households' indexed debt was equivalent to 87% of GDP, non-indexed
loans 12%, overdrafts 5%, exchange rate-linked loans 4% and asset
leasing contracts 1%. As mentioned before demand by households for
non-indexed loans has been strong, but has declined in recent months
in tandem with less favourable interest terms.

The rise in non-indexed debt is due primarily to mortgage financ-
ing and conversion of exchange rate-linked loans to non-indexed
kréna-denominated loans. The share of non-indexed mortgages rose

5. The Central Bank's most recent estimate of private sector debt could differ from previously
published figures. Since the collapse, it has proven more difficult to obtain this information,
particularly information from financial institutions that have lost their operating licences,
and information on credit in the form of asset-backed securities issued by the banks before
the collapse. The Central Bank of Iceland is making every effort to compile in-depth data
on household and corporate debt for its statistical reporting.

6. Chart IV-10 shows the ratio of household debt to GDP increasing between Q1 and Q2
2012. This is because after seasonal adjustment GDP was lower in Q2 in of the year than
in Q1.
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Chart IV-10

Household debt as % of GDP
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% of GDP

Indexed

Exchange rate-linked

Overdraft

(=]
|
== Non-indexed
(=]
mm  Asset financing agreements
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Mynd IV-11

Household mortgage debt as % of GDP
and real estate value
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1. Household mortgage debt as % of total assets of households in
real estate.
Sources: Statistics Iceland, Central Bank of Iceland.
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Chart IV-12

Household debt by European comparison
2003-2012
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Sources: Eurostat, Statistics Iceland, Central Bank of Iceland.

Chart IV-13

Financial position of households

2000-2012

—  Debt as % of net assets’
= Debt as % of disposable income

Net assets as % of disposable income

1. Including real estate, motor vehicles, bank balances, and various
securities, but excluding pension assets.
Source: Central Bank of Iceland.

Chart IV-14

Status of loans to households from three
largest banks and Housing Financing Fund’
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1. Parent companies, book value. 2. Non-performing loans are
defined as loans in default for over 90 days or deemed unlikely to be
paid. The cross-default method is used, i.e. if one loan taken by a
customer is non-performing, all of that customer's loans are
considered non-performing.

Source: Financial Supervisory Authority.

from 0.1% of GDP at the beginning of 2010 to 5.5% at year-end
2012 (see Chart 1V-11). Over the same period, indexed mortgages
declined from almost 80% of GDP to 70%. The loan-to-value ratio
(LTV) of household mortgages was around 43% at year-end 2007 but
rose considerably when housing prices fell and inflation rose following
the financial system collapse in 2008. LTV peaked at year-end 2010 at
59%, but has been declining since then as housing prices have risen.
At year-end 2012 it had dropped to 50%. Further details of household
debt and indebtedness are provided in Box IV-2.

Indebtedness of Icelandic households has improved by
international comparison

At the beginning of this century, the debts of Swiss households rela-
tive to GDP were the highest in Europe, while the debts of Icelandic
households were on a level similar to those in Denmark and the
Netherlands. In other comparison countries, the ratio of debt to GDP
was considerably lower. In making such a comparison, it must be
borne in mind that access to credit has been good in Iceland and LTV
high, in addition to which the proportion of home ownership is con-
siderably higher in Iceland than is generally the case.

During the first decade of this century, growth of household
debt in most western countries exceeded GDP growth (Chart IV-12).
In 2009, the ratio in Iceland was the second-highest in Europe; only
in Denmark was it higher. Debt restructuring (including a reduction to
the principal in connection with unlawful exchange rate linking and
the 110% route), paybacks by households exceeding new mortgages
taken out, and economic growth in 2011 and 2012 have made the
reduction in household debt in Iceland relative to GDP since 2009 the
greatest. In 2010-2011 this ratio decreased by almost 20% in Iceland
while it remained unchanged in Denmark and the Netherlands and
rose in Cyprus and Switzerland. In 2012 it appears that the debt posi-
tion of Icelandic households will be similar to that of Irish households,
whereas the situation in Iceland was much poorer than that in Ireland
at the beginning of this century.

Households' situation still sensitive

Since mid-2012 there has been a clear slowdown in the improvement
to households' financial situation. GDP growth has slowed and the
outlook is for a smaller than expected increase in economic activity
in coming quarters. Purchasing power rose by only 0.5% from year-
end 2011 to year-end 2012. Within a shorter time frame, purchas-
ing power was unchanged from mid-2012 to February this year. In
March, purchasing power of wages grew by 1.1% due to contractual
wage increases. This means that households' disposable income has
increased more than price level developments and debt as a ratio of
disposable income has continued to decrease this past year. The ratio
was 230% at year-end 2012 after a reaching a high of 280% at year-
end 2010. According to Monetary Bulletin 2013/1, the purchasing
power of disposable income should increase by 0.9% in 2013 and,
with further debt restructuring, debt as a ratio of disposable income
can be expected to continue to decrease in 2013.
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The Central Bank expects the growth in private household
consumption to slow in 2013. This trend should not come as a sur- Chart IV-15

prise, since those aspects which have encouraged increased private Status of household loans in default
from the large commercial banks and

consumption, such as the increased authorisation for withdrawals the Housing Financing Fund’

of private pension savings, have declined or even disappeared, e.g.

%

special interest benefits. The low exchange rate of the kréna at year- 20
end may also have dampened private consumption. Early withdrawals ol ]
of private pension savings during the period from March 2009 until 1‘2‘:
February 2013 amounted to around 80 b.kr., while requests pending 10l
for additional withdrawals amount to only an additional 3 b.kr. On
the other hand, child allowances have increased by 2.5 b.kr. and cash

refunds to households are expected in connection with overpayments

oON B O

June = Dec. June Dec. June Dec. Feb.

of unlawful exchange rate-linked loans. Forecasts predict unemploy- 2000 | 2011 | 2012|2013

ment of around 4.8% this year, which is a percentage point lower ®E  Inenforcement’  EE In collections

than the previous year. It could also be pointed out that Icelandic == Inrestructuring  mm - Other non-fulfiiment
mm Frozen

consumers have only once since the collapse of the financial system in

1. Parent companies, book value. Non-performing loans are defined

September been more optimistic in their outlook.” From the above it is as oans in defaullt for over 90 days or deemed uniikely to be paid.
. . . . . . The cross-default method is used, i.e. if one loan taken by a customer

evident that the household situation will be sensitive this year, but an is non-performing, all of that customer's loans are considered
non-performing. 2. The share of loans in enforcement proceedings

H H H H H i H d collections declined in De ber 2011 b the HFF did not

increase in purchasing power and higher economic activity is expected e e e e
the month.

as early as neXt year- Source: Financial Supervisory Authority.

Default ratios continue to decline but ...

At the end of February 2012, some 14% of total loans granted to
households by the three largest commercial banks and HFF were in
default, based on book value and using the cross-default method, that

Chart IV-16
is, categorising a customer as being in default if he or she has one loan Individuals on default register, bankruptcy,
in default. At year-end 2011 this ratio was around 18%, down from and unsuccessful distraint
20% at year-end 2010 (Chart 1V-14). If the above-mentioned meth- Monthly data, January 2009 - February 2013
odology is applied, the book value of loans in default was 172 b.kr. 000 ember Number

at the end of February this year, compared to 206 b.kr. 12 months
earlier. Considerable success has therefore been achieved in reducing
defaults.

The lower default level at the end of February 2013 as compared
with year-end 2010 is due to the reduction in the share of frozen
loans from 6% to 1% and a decrease in the proportion of loans under

enforcement or collection from 9% to 7%. On the other hand, other

non-fulfilment increased from 4% to 5% (Chart IV-15), while the B Individuals on default register (left)
. . . . — Bankruptcy and unsuccessful distraint, individuals (right)

proportion of loans undergoing restructuring remains the same as at

year-end 2010, or 1%. One sign of the decrease in the proportion

of loans under enforcement or in collection is the increase in forced

Individuals on default register with unsuccessful distraint (left)

Source: Creditinfo.

auctions, e.g. forced auctions of residential housing rose from 485 in
2011 to 773 in 2012. The major decrease in the proportion of frozen
loans is a positive trend, since these loans are on hold awaiting further
handling. Last year credit institutions expected that restructuring of
loans to individuals would be concluded by the end of that year. The
special remedy of problem debt restructuring, for instance, expired at
the end of 2012. Restructuring of household loans, however, is likely
to continue for a while yet, since the book value of loans in default
still amounts to 170 b.kr.

7.  http://capacent.is/Frettir-og-frodleikur/Vaentingavisitala/
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Chart IV-17

Number and % of individuals added to
or removed from the default register
6 month average, June 2009 - February 2013
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Source: Creditinfo.

Chart IV-18

Individuals on default register’
Status at 19 February 2013
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Chart IV-19

Number of individuals on default register
in year 2012’
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... the number of individuals on the default register is still rising
Around mid-2012 the number of individuals on the default register
appeared to be reaching equilibrium, as from February until August,
they numbered around 26,500, or around 11% of persons over 18
years of age. In the autumn, however, the number of individuals on the
default register began to increase once more and the monthly increase
has been similar to that from mid-2011 until February 2012. At the
end of February 2013, there were 27,423 individuals on the default
register. Chart IV-17 shows the number and proportion of individuals
added to and delisted from the register, based on six-month averages.
The chart shows that in August last year, where the lines for additions
to and delisting from the register meet, the number of individuals lev-
elled off. Furthermore, it shows that the number of individuals delisted
from the default register each month has continued to increase, but
the increase is considerably less than the number of new individuals
added to the register since August 2012. The monthly increase in the
number of persons added to the default register is similar to that in the
latter half of 2010, when according to other indicators the household
situation was substantially worse than at present.

The development of individuals on the default register has there-
fore differed from the default trend at the three largest commercial
banks and HFF, where the proportion of loans in default has decreased
steadily since 2010. This is a negative development, i.e. that over four
and a half years after the financial system collapse, the number of
individuals on the default register is still increasing. As mentioned in
earlier issues of Financial Stability, there is a considerable lag between
a decrease in credit institutions’ defaults and a corresponding drop in
the number of individuals on the default register. Furthermore, indi-
viduals undergoing debt mitigation by the Debtors’ Ombudsman, for
instance, and those whom the banks are handling in their problem
debt resolution are not listed in the default register.® In most cases this
also applies to those persons who have reached an agreement with
their creditors for settlement of debts, freezing or postponement of
payments. However, the loans of these parties, i.e. loans which are
frozen or in default, are included in the default figures of DMBs and
HFF.

Since the beginning of 2009, almost 18,000 persons have been
subject to unsuccessful distraint measures or declared bankrupt.
Unsuccessful distraint measures are around ten times more common
than bankruptcy. Since individuals remain on the default register for
4 years due to unsuccessful distraint measures, unless the creditors
behind the action give notice that this no longer applies, it can be
assumed that a major portion of the individuals on the default regis-
ter have been subject to unsuccessful distraint. From December 2011
until February 2013 the number of individuals registered on this basis
has ranged from 5,700 to 6,200 (Chart IV-16), or around 21-23%
of those on the register. It would therefore appear that a major por-
tion of the individuals subject to unsuccessful distraint measures or
declared bankrupt are delisted from the default register before the

8. The special remedy of problem debt restructuring expired at the end of 2012.



period of limitation concludes. Chart 1V-18 shows how long individu-
als listed on the default register on 19 February 2013 had been con-
tinuously on the register.?

In 2012, 7,130 individuals were delisted from the default register.
Chart IV-19 shows how long these individuals had been continuously
on the register. Some 53% of those delisted from the default register
during 2012 had been listed for less than one year, and the frequency
of delisting is therefore higher for those persons who had been on
the register for a short time. The impact of the four-year limitation for
unsuccessful distraint measures is visible in Chart 1V-19, as the number
of persons who had been on the register 43-48 months when they are
delisted is almost twice the number who had been on the register for
31-26 or 37-42 months. Some 16% of those who were delisted from
the register in 2012 had been listed for 49 months or more.

The frequency of unsuccessful distraint increased in the autumn
of 2011. The main explanation for this development is that District
Commissioners were then authorised to conclude unsuccessful dis-
traint without the distrainee being in attendance. During the first 8
months of 2011, over 600 unsuccessful distraint actions were reg-
istered on average per month, while 8 months later the 8-month
average had fallen to around 300, and has remained around that
level since that time. On the other hand, bankruptcies have increased:
they were around 140 in 2010, 190 in 2011 and over 270 in 2012.
Chart IV-20 shows that bankruptcies increased from 2006 to 2008,
then dropped by half in 2009. The reason is probably that the main
remedies for payment difficulties for individuals which were set up
after the financial system collapse were aimed at resolving individuals’
financial difficulties without resorting to bankruptcy. The increase in
bankruptcies between 2011 and 2012 is quite substantial, probably
influenced to some extent by changes to the rules on bankruptcies at
year-end 2010 which reduced the period of limitation from four years
to two. The change facilitates and expedites the return of bankrupt
individuals to personal solvency.

It is not clear what the reason(s) are for the discrepancy between
the development in the number of individuals on the default register
and the development of defaults at the three largest commercial
banks and HFF. One of the explanations could be that credit institu-
tions have made concerted efforts to restructure debt and improve
the situation of borrowers in payment difficulties. The default figures
confirm this. The consequence of this could be that individuals give
priority to loan instalments while claims of other parties are allowed
to end up in default. Despite the fact that many household indicators
have been moving in a positive direction in the past two years, e.g.
lower unemployment, increased purchasing power and rising housing
prices, the fact cannot be ignored that the increase in the number of
individuals on the default register is a clear indication that households’
situation is still difficult.

9. Around 30% of individuals had been on the default register for 49 months or longer.
The reason for this large number is that some individuals are subject to new defaults or
unsuccessful distraint measures before the previous registration is delisted or subject to
limitation. For this reason it is difficult to predict exactly when these individuals will be
removed from the register.
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Chart IV-20
Individuals' bankruptcies®
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Chart IV-21

Status of applications filed with
the Debtors’ Ombudsman

Em  In processing by the Ombudsman
Em  In processing by debtors' supervisors
== Completed

Source: Debtors’ Ombudsman.
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Chart IV-22

Statistics Iceland random sample survey
Debt service and default’

—  Mortgage or rent in default (+1,3)
= Housing cost onerous (+1,8)

1. Dotted lines show 95% confidence interval for year 2012.
Source: Statistics Iceland.

Chart IV-23

Statistics Iceland random sample survey
Financial distress’

2004 200520062007 20082009 2010'2011' 2012

= Cannot cover unexpected expense (+2,0)
— Have difficulty making ends meet (+2,0)

1. Dotted lines show 95% confidence interval for year 2012.
Source: Statistics Iceland.

Chart IV-24
Greater Reykjavik real estate prices, wage

index and per capita disposable income
January 1999 - February 2013
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1. Greater Reykjavik house price index.
Sources: Registers Iceland, Statistics Iceland.

Applications for payment mitigation rise once more

At the end of March, 4,661 individuals had applied for debt mitigation
to the Debtors’ Ombudsman; of these, 388 were still being processed
by the Ombudsman'’s office, 1,194 had been referred to supervisors
and 3,079 had been concluded. Of the last-mentioned, 1,587 cases
were concluded by voluntary agreements. Only 8% of applications
are therefore still being processed by the Debtors’ Ombudsman, while
66% have been closed. In December 2011, however, 31% of appli-
cations were still being processed by the Ombudsman'’s office and
only 20% had been concluded. Progress has therefore been made in
processing the backlog of cases which had collected at the Debtors'
Ombudsman.

The term of agreements concluded is assumed to be 24 or 36
months. According to information from the Debtors’ Ombudsman,
however, of 1500 agreements concluded by the office, the term of
1,030 agreements is 24 months or less, and thereof 330 agreements
were without a payment mitigation period. In around half of the
agreements concluded 100% of contractual claims were waived.™

Since July 2012, the number of uncompleted cases has been
steady at around 400. It is worth noting that the number of applica-
tions for payment mitigation has increased in recent quarters. During
the period from September 2012 until March 2013 the number was
486, while for the period of the same length preceding that applica-
tions numbered 367. The increase is 32 %. One of the explanations for
this increase could be that some of the individuals whose HFF loans
were frozen have applied for payment mitigation for individuals, as in
the autumn of 2012 three-year freezing of the loans of many of the
Fund's borrowers expired. This is yet another indication that the situ-
ation of many households remains difficult.

Households' financial situation improves for the first time since
2008 according to a Statistics Iceland survey

At the beginning of April, Statistics Iceland presented the conclusions
of its annual living standards survey'', which is part of EU harmonised
living standards research. A total of almost 3,100 households respond-
ed to questions which cover, for instance, defaults and households’
financial situation. As this is a very large sample, the conclusions give
a definite indication of households' situation.

In general it could be said that the conclusions of the living
standards survey show signs of improvement in households’ financial
situation, as for the first time since 2008 the number of households
in financial difficulties decreases from that of the previous year. The
principal conclusions are that, while the proportion of those who con-
sider the cost of housing to be a heavy burden decreases from 31.7%
to 27.6% from 2011 to 2012, defaults on housing mortgages are

10. Contractual claims are those claims which were the object of an agreement between the
creditor and borrower; these are unsecured claims. Claims are ranked in priority for pay-
ment, with claims by public bodies first (e.g. Icelandic Students’ Loan Fund, taxes owed,
child support arrears etc.), followed by statutory liens (e.g. property taxes and mandatory
fire insurance), mortgage claims and finally unsecured claims (i.e. contractual claims).

11. See https://hagstofa.is/?PagelD=421&itemid=26c84715-845e-4533-aac7-89620-
c0305bf



unchanged at around 10% and the proportion of persons who con-
sider other loans to be a heavy burden decreases from 15% to 14% at
the same time. Around 48% of households had difficulty making ends
meet in March to May last year, instead of almost 52% during this
same period in 2011, although the difference is not significant with a
95% confidence interval. The proportion of households who have dif-
ficulty meeting unexpected expenditures decreases from around 40%
to 36%. This proportion was lower, for example, for 2012 than for
2004 and 2005, when households' real income was higher.

A breakdown by family type shows that single parents are most
likely to be in financial difficulties; age classification shows the 30-39-
year age group is most likely to be in financial difficulties, as 57% of
this group says they have difficulty making ends meet. In 2011 this
proportion was 59% for this age group.

The two lowest income groups' face the greatest financial dif-
ficulties, as 57 % of households which belong to these income groups
state that they have difficulty making ends meet. This outcome is
hardly surprising. In income groups three and four, 51% and 49%
respectively say they have difficulty making ends meet. There is a
major change in the case of the highest income group, as around 26%
of households belonging to this category say they have difficulty mak-
ing ends meet. It could therefore be said that only half as many house-
holds in the highest income group as in the other four groups have
difficulty making ends meet, but at the same time around 34% of
household debts belong to the highest income group (see Box IV-2).

In general it could be said that the conclusions of the living
standards survey show that as the average age of household members
increases the household is less likely to be in financial difficulties.

Uncertainty concerning households’' situation persists

Household debt is likely to decrease somewhat in coming quarters,
as recalculation of exchange rate-linked loans is not completed. A
reduction in debt has many positive effects on households, their asset
position improves, for instance, and the debt service on their loans
decreases. The outlook for this year is for little change in the situation
of households, with a moderate increase in private consumption and
purchasing power. An increase in purchasing power is expected in 2013
with increased activity in the economy. The premises for such devel-
opments, however, are fragile, as they assume a substantial increase
in investment in connection with power-intensive industry and also
because there is high uncertainty concerning the economic recovery in
Iceland’s main trading partner countries. The uncertainty is therefore
considerable, and the situation of households is clearly sensitive.

Corporates

Growing significance of operating companies

The Icelandic economy has changed greatly in the space of a few
years. The external circumstances of domestic undertakings were
radically altered by the financial shocks of 2008 and in the domestic

12. Participants in the living standards survey are divided into five income groups.
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Chart IV-25
DMBs' lending to companies, by sector’

2005 2006 2007 2008 2009 2010 2011 2012
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1. Parent companies, book value.
Source: Central Bank of Iceland.

Chart IV-26

Companies in serious default
Monthly data, March 2009 - February 2013

Number %

Em  Number of companies in serious default (left)

— Percentage of companies in serious default (right)

Source: Creditinfo.

Chart IV-27

Number and % of companies added
to or delisted from the default register
6-month averages, June 2009 - February 2013

T T T T10
2009 2010 2011 2012 13

—— Number added to default register (left)

— Number delisted from the default register (left)
--- % added to default register (right)

=== % delisted from default register (right)

Source: Creditinfo.

N
O

(o4
4

Le€L
ALIT18VLS TVIDONVYN



01
o

FINANCIAL STABILITY

ASSETS OF DMBs AND BORROWERS' SITUATION

Chart IV-28

Corporate insolvencies and unsuccessful distraint
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Chart IV-29
Frequency of corporate insolvencies
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Sources: Statistics Iceland, Central Bank of Iceland.
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economy the significance of operating companies, the travel industry
and smaller undertakings has increased at the cost of large holding
companies and international financial undertakings, which dominated
the scene prior to the collapse of the banking system. Adaptation to
these altered external circumstances has to involve the winding-up or
restructuring of the operations of non-viable undertakings. This takes
time, especially when there is major uncertainty concerning external
developments.

A breakdown of DMBs' corporate lending by sector provides a
certain cross-section of business and industry. It shows that the share
of loans to holding companies has dropped from 41% at year-end
2007 to 12% at year-end 2012. This is due especially to the consider-
able number of holding companies becoming insolvent or undergoing
financial restructuring, with a corresponding decrease in their balance
sheets. The activities of some of them have been transferred to other
categories classified as services, such as real estate companies and
head office activities. The increased share of loans to services under-
takings, which rose from 20% at year-end 2007 to 37% at year-end
2012, is explained, in addition to the above, in part by greater activity
in the travel industry and IT sector. The share of loans to fishing and
fish processing has also grown substantially during this period, rising
from 11% at year-end 2007 to 24% at year-end 2012. This is partly
due to the solid position of operating companies in the fisheries sec-
tor, where write-offs have been lower than in other sectors. Loans to
customers are around 65% of DMBs' assets. As around 2/3 of DMBs'
loans are to corporates, corporate lending comprises over 40% of their
total assets. The position of corporates is therefore a major factor in
the position of DMBs, especially if their assets are highly mortgaged.

In recent months, corporates have been funding themselves to
an increasing extent with issues of both listed and unlisted bonds,
see Box I-1. Bond market yields are low, not least due to the limited
investment options under currency controls. The bond issues are
aimed at enabling undertakings to enjoy the benefits of the yield on
the market. In most instances these are bond issues with underlying
real estate mortgages acquired by institutional investors. A large num-
ber of companies have also issued and sold bonds in connection with
the Central Bank's foreign currency auctions.

Insolvencies and unsuccessful distraint actions have peaked

The number and proportion of undertakings on the default register
has decreased insignificantly in recent months. Currently some 6,300,
or around 17% of all undertakings, are listed on the default register,
which is similar to the situation in May 2011. The 6-month average
number and proportion of undertakings added to and delisted from
the default register shows the same trend. In the autumn months of
2011, the 6-month average number and proportion delisted from the
default register exceeded for the first time those added to the register.
Since that time, additions to and delistings from the default register
have been practically in balance. In examining the number and pro-
portion of undertakings on the default register, it must be borne in
mind that there are some 35,000 undertakings registered as operat-



ing companies in Iceland: unlimited partnerships, limited partnerships,
partnerships limited by shares, co-operatives, public limited companies
and private limited companies. It is unlikely that all of these companies
have extensive activities; some of them may be on the default register
at the same time as their activities are insignificant. There may there-
fore be limited incentives for owners of the companies to settle their
debts and remove them from the default register.

Insolvencies and unsuccessful distraint actions peaked in 2011
when unsuccessful distraint actions were brought against 6,210
undertakings and 1,578 were placed in liquidation. In 2012, the num-
ber of unsuccessful distraint actions dropped by 2012 YoY to 4,709 or
25%, while insolvencies decreased by almost 30% to 1,112. All indi-
cations are that this trend has slowed; during the first three months
of 2013 almost as many unsuccessful distraint actions were brought
against undertakings as during the same period of the previous year.
Insolvencies, however, have continued to drop at the same rate as
in 2012. The frequency of insolvencies in 2011 was the highest in
a quarter century: 4.6% of undertakings were placed in liquidation
compared with 2.4% on average in 1990-2010. The frequency of
insolvencies in 2012 was 3.2%. There is known to be a considerable
time lag until operating difficulties and eventually insolvencies appear,
as these developments following the financial shock of 2008 bear
witness. According to most indications, the number of undertakings
on the default register which are subject to unsuccessful distraint or
placed in liquidation will remain above the historical average for a
while yet. This is primarily due to the fact that the dire straits in which
many undertakings found themselves after the financial setbacks of
2008 due to high leverage were without precedent in Iceland.

Restructuring of corporate lending continues

At year-end 2009, 49% of corporate lending by the three large com-
mercial banks was in default, if the cross-default method is applied,
i.e. if one loan taken by a customer is non-performing, all of that
customer's loans are considered non-performing. As a result, restruc-
turing has naturally taken some time. The proportion of loans in
default decreased by almost half in 2011, falling from 45% at year-
end 2010 to 23% at year-end 2011. The pace of restructuring slowed
somewhat in 2012, with the default proportion falling from 23% at
year-end 2011 to 15% at year-end 2012 (Chart 1V-30). This is in part
due to the fact that large-scale cases which were relatively easy to
deal with were restructured first, leaving smaller and more challenging
cases to be subsequently resolved. At the same time, Supreme Court
judgements on the illegality of exchange rate indexation and the
value of receipts for full payment have dampened readiness to make
payment, added uncertainty and slowed the restructuring process. An
examination of those loans in default reveals that the proportion of
corporate loans under restructuring has fallen rapidly, from 26% at
year-end 2010 to 12% at year-end 2011 and then to 4% at year-end
2012 (Chart 1V-31). This shows that lenders are well along the way
in restructuring those cases they have been working on. The propor-
tion of corporate loans in default and enforcement or in the collection
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Chart IV-30

Status of the three largest
commercial banks' corporate loans’

%

Dec. = Dec.  June = Dec. June = Dec. Feb.
2009 2010 2011 2011 2012 2012 2013

mm  Non-performing loans, loans to customers with
at least one loan in default for more than 90 days?

= Performing after restructuring

mm  Performing w/o restructuring

1. Parent companies, book value. 2. Non-performing loans are
defined as loans in default for more than 90 days or deemed unlikely
to be paid. The cross-default method is used; that is, if one loan taken
by a customer is non-performing, all of that customer's loans are
considered non-performing.

Source: Financial Supervisory Authority.

Chart IV-31
Status of non-performing corporate loans’

%
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mm  In enforcement proceedings
mm  In collection

3 In restructuring

mm  Other non-fulfilment

mm Frozen

1. Parent companies, book value. 2. Non-performing loans are
defined as loans in default for more than 90 days or deemed unlikely
to be paid. The cross-default method is used; that is, if one loan taken
by a customer is non-performing, all of that customer's loans are
considered non-performing. Corporate loans include loans granted by
the three largest commercial banks.

Source: Financial Supervisory Authority.
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Chart IV-32

Status of the three largest commercial banks
corporate loans, by amount of claim’
End-of-year 2011 and 2012

2011 2012 2011 2012 © 201 2012

Small companies
Outstanding amount
<100 m.kr.

Large companies Medium-size
Outstanding 100 m.kr. <
amount > 1.000 m.kr. ' Outstanding amount

< 1.000 m.kr.

mm  Non-performing loans, loans to customers with
at least one loan in default for more than 90 days?

=3 Performing after restructuring
mm  Performing w/o restructuring

1. Parent companies, book value. 2. Non-performing loans are
defined as loans in default for more than 90 days or deemed unlikely
to be paid. The cross-default method is used; that is, if one loan taken
by a customer is non-performing, all of that customer's loans are
considered non-performing.

Source: Financial Supervisory Authority.

Chart IV-33
Corporate debt restructuring measures’

Bl Partially written off
Bl Converted to equity
3 Maturity extended

1. Parent companies, book value. Corporate loans include loans
granted by the three largest commercial banks.
Source: Financial Supervisory Authority.

process has also decreased somewhat, from 13% at year-end 2010
to 5% at year-end 2011 and then to 4% at year-end 2012. This is
in line with the increased frequency of insolvencies and unsuccessful
distraint, especially in 2011. On the other hand, the proportion of
corporate loans in default due to freezing or other non-fulfilment has
remained practically unchanged at 6-8% since year-end 2010. Legal
disputes are probably preventing the restructuring of a portion of
those corporate loans which are still in default. The banks estimate,
however, according to their reporting to FME, that only around 3%
of corporate lending is the subject of legal disputes, one-fifth of those
loans which are currently in default.

Restructuring of lending to large undertakings is farther along
than the restructuring of credit to SMEs."® At the end of 2012, for
instance, around 11% of loans to large undertakings were non-per-
forming, 28% of loans to medium-size companies and 21% of loans
to small companies (Chart 1V-32). Restructuring of loans in all classes
proceeded at a good pace in 2012, although the proportion of loans
to SMEs in default has decreased markedly more than the proportion
of loans to large undertakings. This is explained in part by the fact
that restructuring of large undertakings had progressed farther by
the beginning of 2012. At year-end 2012, 41% of lending to large
undertakings had been restructured, 34% of lending to medium-size
undertakings and 24% to smaller undertakings. The proportion of
loans performing without restructuring was highest for smaller under-
takings, at around 55%, and lowest for medium-size undertakings,
around 38%. It is rather striking that the quality of lending to small
undertakings is better than to larger ones. Lending to large undertak-
ings comprises around 70% of total corporate lending, with loans to
medium-size and small undertakings 20% and 10% respectively.

There have been some changes in recent years to the remedies
applied by the commercial banks in restructuring corporate debt. In
2010 they offered practically only extensions of debt and equity con-
version. Later, in 2011 and 2012, they have applied almost exclusively
write-downs. The proportion of loans extended remained almost
unchanged from year-end 2010 until year-end 2012 at around 16%,
but has decreased by 2% during the first two months of this year.
The proportion of loans converted to equity has also changed little
since year-end 2010, ranging from 3% to 4%, while the proportion of
loans partly written off has risen from 2% at year-end 2010 to 15%
at year-end 2011 and to 19% at year-end 2012 (Chart 1V-33). There
are likely several reasons for this. Those undertakings which were
first to undergo restructuring have to some extent emerged from the
restructuring still over-indebted and will have to be restructured once
more. In addition, a change of ownership in tandem with restructuring
is more common as more time has passed since the banking collapse,
and it is conceivable that more debt has to be written off for undertak-
ings which are changing owners in order to facilitate their sale.

13. Large companies are defined as those having outstanding debts of over 1,000 m.kr. to
individual commercial banks, medium-size companies are those with outstanding debts of
100-1,000 m.kr. and small companies are those with outstanding debts of less than 100
m.kr.



All of the above-mentioned default rates have remained more
or less unchanged during the first two months of 2013; the success
of restructuring tends to be more visible in those months when the
commercial banks release their quarterly results. For instance, the
proportion of loans in default dropped insignificantly in those months
of 2011 when the banks did not publish results. In 2012 the propor-
tion dropped on average almost twice as much in the months when
the banks published results. The uncertainty concerning settlement of
exchange rate-linked loan contracts could possibly be a factor as well.
The rules on how recalculations are to be made are still not established
in all instances and recalculation for undertakings whose loans were
already restructured or have been performing takes time, possibly
slowing the restructuring process.

Restructuring of corporate lending by the commercial banks has
begun to show positive results. Companies on the default register
are no longer increasing in number, unsuccessful distraint actions are
decreasing and the proportion of defaults is falling fairly rapidly. This
indicates that more companies are once more going concerns and
can service their debt. This trend will probably continue in coming
quarters if external circumstances do not become unfavourable for
the undertakings. The decrease in defaults, however, will slow as more
time passes from the financial collapse; to some extent, difficult cases
still await restructuring and some undertakings will require restructur-
ing yet again. This is only natural, since corporate operating premises
become clearer as more time elapses from the financial setbacks, mak-
ing it easier to assess their future debt servicing capacity.

Defaults vary between sectors

Chart IV-34 shows defaults at the three commercial banks in the larg-
est industrial sectors. The situation varies greatly from one sector to
the next. Around 2/3 of loans in the fishing and fish processing sec-
tors are performing without restructuring, while only 26% of loans
in construction are performing without restructuring and only 1/3 in
connection with real estate transactions. Construction was hard hit by
the recession and a significant drop in demand for both residential and
commercial property. The default rates for all sectors decreased some-
what in 2012, with the greatest drop in construction activities, 19% of
total lending, and least among holding companies, 4%. At year-end
2012 loans in default were at a similar level in most sectors, at around
or over 15%, but were most conspicuous in construction, at 31% and
in real estate transactions, at 21%. The persistent high default rates in
these categories could be due to the fact that it is difficult to realise the
underlying collateral due to sluggish sales and recoveries are unclear
until pledged assets are sold. Lending to fishing and fish processing
are the largest shares of the three large commercial banks' corporate
lending, comprising around 25% of total corporate lending. The
share of the retail sector and services is similar at around 25%, while
lending for real estate transactions amounts to around 20%. Holding
companies account for about another 12% and other sectors are of
lesser significance. The default situation reflects how dependable is
the income generation in the respective sector, as well as its indebted-
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Chart IV-34

Status of the three largest commercial
banks' corporate loans, by sector’
End-of-year 2011 and 2012

%
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Retail
land services

Real
estate

Building and
construction

Holding
companies

Manu-
facturing

Fisheries

mm  Non-performing loans, loans to customers with
at least one loan in default for more than 90 days?

. Performing after restructuring

B Performing w/o restructuring

1. Parent companies, book value. 2. Non-performing loans are
defined as loans in default for more than 90 days or deemed unlikely
to be paid. The cross-default method is used; that is, if one loan taken
by a customer is non-performing, all of that customer's loans are
considered non-performing.

Source: Financial Supervisory Authority.
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Chart IV-35

Corporate debt as % of GDP'
Q1/2004 - Q4/2012

% of GDP

Indexed

(=]

Bl Non-indexed

= Exchange rate-linked =3 Domestic bonds issued
(=]

Overdraft 1 Foreign bonds issued

1. Debt owed to domestic and foreign financial undertakings and
market bonds issued.

Sources: Statistics Iceland, Central Bank of Iceland.

Chart IV-36
Corporate debt as % of GDP

% of GDP
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— Iceland — Finland Ireland
— Norway — ltaly Denmark

Sweden Spain — Cyprus
Sources: Eurostat, Statistics Iceland, Central Bank of Iceland.
Chart IV-37

Total gross tonnage of newly registered and
re-registered decked ships, 3-year averages’

Gross tonnes

‘03 "'04 ‘05 ‘06 ‘07 ‘08 ‘09 ‘10 ‘11 12

1. Adjusted for Coast Guard vessel por.
Sources: Icelandic Register of Ships 2004-2013.

B Exchange rate-linked overdraft
3 Asset financing agreements

ness. From this it can be concluded that income generation in fishing
and fish processing is currently high, while the income of undertakings
in real estate transactions and construction is the least secure.
Corporate debt continues to decline

Total debts of Icelandic undertakings, i.e. debts owed to domestic
and foreign financial undertakings plus market bonds issued, have
continued to decrease in recent years, falling by close to 25% of
GDP in 2012. At the end of that year, their debts were estimated
to amount to 170% of GDP, and have decreased by more than half
from their peak of 375% of GDP in the autumn of 2008 or decreased
by more than two GDP. The greatest change has occurred, firstly, in
exchange rate-linked loans, which have fallen from around 210% of
GDP to around 70%, and secondly, in domestic market bonds issued,
which have decreased from around 60% of GDP to around 18%
(Chart 1V-35). It should be borne in mind that these debt figures do
not include loans from connected companies. No figures are avail-
able on loans from domestic connected companies, but at year-end
2012 loans from foreign connected companies amounted to around
1,082 b.kr. or 63% of GDP; if the pharmaceutical company Actavis
is excluded these loans amounted to 358 b.kr. or 21% of GDP. These
debts are almost entirely connected with power-intensive industry
investment in Iceland.

By international comparison, Icelandic undertakings' indebted-
ness is still among the highest in Europe. Irish undertakings appear to
be more indebted and the indebtedness of Icelandic undertakings is
now approaching the situation in Cyprus (Fig IV-36).

Despite the large-scale reduction in corporate debt in Iceland in
recent years, the debt burden of many undertakings is still heavy and
it is uncertain whether they can support it if external circumstances
become unfavourable. The debt reduction is due to two main causes.
In the first place, to insolvencies, restructuring and write-offs for
undertakings in difficult circumstances. Secondly, the undertakings
in better shape are rapidly paying off their debts in connection with
contractual loan maturities. The high debt burden and lack of access
to foreign credit markets prevents refinancing of debt. Deleveraging
is therefore both harsh and forced; if this debt reduction proceeds
too rapidly there is a risk that it will be to the detriment of corporate
investment and thereby eventually to the entire economy.

Corporate investment plans at a minimum

The Central Bank of Iceland and the Confederation of Icelandic
Employers conclude a quarterly survey of managers of the country's
500 largest undertakings regarding their situation and future outlook.
The most recent survey, of March this year, indicates that business
investment, excluding vessels and aircraft, will be similar to or less
than that of 2012. Furthermore, it suggests that investment will be
to an even lesser extent, or only around one-fifth of it, financed with
credit. The worst outlook is in fisheries, where 60% of undertakings
expect to make less or substantially less investment than in 2012 and
only 3% expect increased investment. Need for investment appears
to be accumulating, cf. Chart IV-37, especially in light of the very few



new registrations and re-registrations of decked vessels in 2011 and
2012. The outlook is the brightest in transport and the travel industry,
where around 40% of undertakings expect to increase investment
while 17% expect this to decrease. The figures are similar for con-
struction and utilities. Investments are necessary to maintain growth
and create the conditions for increased purchasing power.

Travel industry in high gear

There is plenty of activity in the travel industry, as depreciation of the
krona has made Iceland a less expensive destination than before. The
number of foreign travellers entering Iceland via Keflavik airport rose
by 15% YoY in 2011 and by 16% in 2012. Now, during the first three
months of this year, arrivals have increased by almost 40% over the
same time in 2012. The same trend is visible in the number of nights
of accommodation purchased by foreign nationals. Another positive
trend is the decline in seasonal fluctuations in the travel industry. At
fixed exchange rates the YoY increase amounts to 13% in 2011 and
by 20% in 2012. As Chart IV-38 shows, the growth in numbers of
foreign visitors is similar to the rise in use of foreign payment cards
in Iceland, indicating that the average card turnover per traveller is
fairly stable.

Operational uncertainties continue

Currently uncertainty concerning undertakings' external operating
environment is substantial, both domestically and abroad. If the
crisis in the Eurozone, Iceland's principal export market, becomes
protracted there is a risk of the impact on domestic undertakings
become more extensive than it has been in recent years. The princi-
pal factors of uncertainty in Iceland are connected with the general
economic development, currency controls and changes to the legal
environment. Undertakings are generally indebted and, if the eco-
nomic recovery slows, the risk that they will not be able to sustain
this indebtedness increases. Instability on the foreign currency market
resulting from relaxing of currency controls could weaken some of
their balance sheets. Removal of controls will also probably result in
higher domestic capital costs. In the longer term, however, borrowers
will have to adapt their activities to market interest rates outside this
sheltered environment, and to a return on investment options which
is not determined by the controls. Changes to the legal environment
have been frequent in recent years, and some of the changes have
directly affected the profitability of investments. It is important that
instability in the legal environment should not reduce the willingness
and capacity for corporate investment.

DNBs' assets and risk factors

The risk on the commercial banks' assets side has decreased in the
past year, in part due to lower indebtedness and falling household and
corporate defaults, to a decrease in the proportion of their large expo-
sures and to higher real estate prices, which improve the banks' collat-
eral position. It is important that the decrease in defaults reflect a real
improvement in the situation, and not just short-term actions which
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Chart IV-38

Number of foreign visitors and
foreign payment card turnover in Iceland

Number M.kr.

2006 ' 2007 ' 2008 ' 2009 ' 2010 ' 2011 ' 2012

—— Numbers of foreign travellers exiting through
Keflavik Int. Airport, 12-month avg." (left)

—— Total withdrawals with foreign payment cards
in Iceland at fixed exchange rates, 12-month
averages? (right)

1. Monthly numbers are the average for the past 12 months.

2. Monthly withdrawals are average withdrawals for the past 12
months at fixed exchange rates of January 2007.

Sources: Icelandic Tourist Board, Central Bank of Iceland.
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do not resolve the underlying problem. Defaults remain high, causing
some uncertainty as to the value of loan portfolios; at the same time
private sector indebtedness is still high by international comparison.
Since the uncertainty in the external environment has increased, and
the impact of removal of currency controls is also uncertain, the situ-
ation is sensitive.

Box IV-1

Housing mortgages:
Non-indexed vs. indexed

Chart 1
Real payments’

Thousand kr.
50

OF T T T T T I T T T I T T T T I TTTTT
1 5 10 15 20 25 30 35 4

Year
—— Non-indexed amortised loan based on expected inflation

— Non-indexed amortised loan, real inflation lower than
expected inflation

— Non-indexed amortised loan, real inflation higher than
expected inflation

Indexed amortised loan with fixed interest

1. The chart shows real payments when inflation is either higher or
lower than expected.
Source: Central Bank of Iceland.

For the past three years borrowers have been offered non-indexed
housing mortgages with floating rates or 3- or 5-year fixed interest
rates. At the end of the fixed interest period the rates are revised to
reflect current market interest rates. In many cases borrowers can
choose to pay floating rates. Borrowers are also often offered the
option of switching to another type of loan, e.g. an indexed mort-
gage. Warnings have been given concerning non-indexed loans,
especially those with floating interest rates.” This is primarily with
reference to the risk of rising interest rates, i.e. that the borrower will
not be able to make the payments if interest rates rise substantially.

Most housing mortgages are indexed amortised loans, gener-
ally granted for the maximum term, which has been 40 years since
1996. The outstanding balance on indexed mortgages tracks price
levels and as a result the interest payments and instalments on them
do so as well. The principal advantage of such loans is that the real
value of repayments is known from the beginning. Furthermore, the
real payment burden of indexed loans is steady as long as wages
and prices develop in tandem throughout the loan term, and debt
service on these loans is lighter in the beginning than for compara-
ble non-indexed loans. Their disadvantage, however, is that the real
debt service burden can increase if there is a mismatch in wage and
price trends. Equity creation is also slower at the beginning of the
loan term if loans are indexed.

The impact of inflation on non-indexed loans differs from the
impact on indexed loans, and is manifest in interest rate changes.
If inflation expectations change this should, other things remaining
equal, lead to changes in the interest rate on non-indexed loans. As
a result, there is some uncertainty concerning the development of
real payments throughout the loan term in the case of non-indexed
loans. The principal advantage of non-indexed loans is the rapid
equity creation, while the disadvantage is a possible sharp increase
in the debt service burden due to higher interest when inflation
rises, especially near the beginning of the loan term when the prin-
cipal is still high

Interest
Market interest rates are determined, among other things, by supply
and demand for credit, the Central Bank's policy rate, international
interest rates and expectations of price level developments. An
assessment has to be made of the different effects of unexpected
inflation on the real value of repayments on different types of loans.
Since indexed loans are linked to inflation as measured by the CPI,
the real interest on such loans is known. In the case of non-indexed
loans, however, it is the nominal interest rate which determines
interest expense.

Part of the nominal interest cost on non-indexed loans results
from the expected decrease in the value of money during the

1. See, for instance, an article published on the web of the Financial Supervisory Authority

(FME) on 15 May 2012. This can be found at: http://www.fme.is/utgefid-efni/frettir-
og-tilkynningar/frettir/nr/1526
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term of the loan, i.e. expected inflation. If inflation proves to be in
accordance with expectations, and the real yield on non-indexed
loans is equal to the real interest rate on indexed loans, then their
repayment curves are equivalent, whether lenders have negotiated
indexed or non-indexed loans, i.e. their net present value (NPV) is
equal. The interest rates on the indexed loan are lower by the rate
of the expected inflation, i.e. if risk premium of non-indexed loans
is not taken into account. The amount of interest and instalments
paid is lower on the indexed loan early in the loan term but later
becomes higher (Chart 1).

Unexpected inflation causes a change in the value of future pay-
ments which have been agreed upon with respect to a certain price
level. Chart 1 shows that, if inflation proves to be lower than antici-
pated, payments on a non-indexed loan will be of greater value than
originally intended. In this case the borrower loses while the lender
gains. On the other hand, if inflation proves to be greater than antici-
pated, the payments on a non-indexed loan will be of less value than
originally intended. In that case the borrower gains while the lender
loses. The value of the indexed loan, on the other hand, remains the
same regardless of inflation and repayments will be unchanged if
converted to fixed prices. This clearly shows the main advantage of
indexation, i.e. that the real value of repayments is known for the
entire term. Theoretically, therefore, indexed loans should bear lower
real interest rates than similar non-indexed loans, since the non-
indexed loans contain an additional degree of uncertainty as to the
value of repayments, or in other words, non-indexed loans are riskier
than indexed ones, both for the lender and the borrower.

Real value of repayments

As previously mentioned, a lower debt service burden initially is one
of the advantages of indexed loans. This advantage can, however,
become a disadvantage if a lower debt service encourages high
indebtedness, and in turn increases the risk of default by the bor-
rower. The debt service on non-indexed loans, on the other hand,
is heavier at the beginning of the loan term. Since the principal of
such loans decreases rapidly in real terms, there is some leeway for
higher interest at the end of a fixed-interest period.

Simple examples can help shed some light on the potential
advantages and disadvantages of non-indexed loans. Firstly, it is
worth examining how much interest rates need to increase upon
the expiration of a fixed-interest period for the real payment to be
the same or higher than it was initially. Secondly, an examination
needs to be made of the varying effects of an unexpected infla-
tion spike on the principal and real payments on non-indexed and
indexed loans.

Example |
An individual intends to take out a non-indexed 40-year loan of 20
m.kr. but is not sure whether to fix the interest rate or not. Inflation
is assumed to be 4.6% for the duration of the loan period, as this
has been the average annual inflation rate over the past 20 years. It
should be pointed out that the wage index has risen by 6.3% during
the same period. Wages have therefore increased considerably more
than price levels on average, despite periods, especially at the end of
2008 and beginning of 2009, when prices rose more than the wage
index. We assume that the fixed 5Y interest rate is 7.5%, which
is the average of the lowest 5Y fixed interest rate on non-indexed
loans currently offered on the market.

Based on the previous assumptions, the interest rate on a non-
indexed loan with equal periodic instalments can rise to 11.5% in
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Chart 2
Real payments’
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= Non-indexed instalment loan with fixed interest for
five years

— Non-indexed amortised loan with fixed interest for
five years

Indexed amortised loan with fixed interest
1. The chart shows how much the real payment can rise for the

non-indexed loans, without exceeding the first payment.
Source: Central Bank of Iceland.

Chart 3

Real principal amount when inflation is
3.5% throughout the loan period

40
Year

— Non-indexed loan with equal instalments
— Non-indexed amortised loan
Indexed amortised loan with fixed interest

Source: Central Bank of Iceland.

Chart 4

Real payments when inflation is
3.5% throughout the loan period
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1 5 10 15 20 25 30 35 40
Year

— Non-indexed loan with equal instalments
— Non-indexed amortised loan
Indexed amortised loan with fixed interest

Source: Central Bank of Iceland.
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Chart 5

Nominal principal amount when inflation
rises temporarily from 3.5% to 10%"

M.kr.

LI
1 5 10 15 20 25 30 35 40
Year
= Non-indexed loan with equal instalments
— Non-indexed amortised loan
Indexed amortised loan with fixed interest
1. Inflation rises to 10% when five years of the loan period have

passed then falls again to 3.5% after two years.
Source: Central Bank of Iceland.

Chart 6

Real principal amount when inflation
rises temporarily from 3.5% to 10%"
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Year
= Non-indexed loan with equal instalments
— Non-indexed amortised loan
Indexed amortised loan with fixed interest
1. Inflation rises to 10% when five years of the loan period have

passed then falls again to 3.5% after two years.
Source: Central Bank of Iceland.

Chart 7

Real payments when inflation rises
temporarily from 3.5% to 10%"

1 5] 10 15 20 25 30 35 40
Year

— Non-indexed loan with equal instalments
— Non-indexed amortised loan
Indexed amortised loan with fixed interest
1. Inflation rises to 10% when five years of the loan period have

passed then falls again to 3.5% after two years.
Source: Central Bank of Iceland.

five years' time and to 9.8% in the case of an amortised loan, in
order for the real payment to be the same as it was initially, i.e. by
167,000 kr. for the loan with equal instalments and by 132,000 kr.
for the amortised loan (Chart 2). The reason for this is that part of
the principal has been repaid during the five years, around 29.7%
of the real value of the loan with equal instalments and around
21.7% of the amortised loan. In the case of a comparable, indexed
amortised loan, with fixed real interest of 2.8%, the principal would
decrease in real terms by almost 7.2% over the five years.? If infla-
tion were, for example, 2.5%, the interest rate could rise to 10.1%
for the loan with equal periodic instalments and to 8.8% for the
amortised loan. Similarly, the interest rate on the loan with equal
instalments could rise to 12.7% and that on the amortised loan to
10.8% if inflation is 6.3 %. In addition it could be pointed out that, if
the relative development of wages and prices in the next 40 years is
the same as during the past 20, the interest rate could rise still more
for the borrower’s real debt service to remain unchanged.

Example Il

It is also useful to examine how the real value of repayments on
non-indexed loans can change when inflation rises suddenly. We
assume that the real interest rate on the indexed loan is fixed at
4.7% and that inflation is 3.5% to begin with then 10% after five
years of the loan term have passed. Two years later inflation drops
again to 3.5% and remains unchanged after that. The non-indexed
floating interest rate is 8.4 % initially, but is changed to 15.2% when
inflation rises to 10% .2 The interest rate decreases again to the same
level as before when inflation drops and then remains unchanged
for the duration of the loan term.*

Charts 3 and 4 show the development of the loan principal
and repayments in real terms when inflation remains steady at
3.5% for the duration of the loan term. Charts 5 to 7 show how
the nominal and real value of the principal and repayments on
the loan in question change in response to an inflation spike. The
impact of inflation on the principal of an indexed loan is obvious,
as it increases considerably more in nominal value than when infla-
tion remains at 3.5% annually throughout the loan term. In real
terms its course is not changed at all. Since inflation has no direct
impact on the nominal value of the principal of non-indexed loans,
this increases little for the amortised loan and not at all for the loan
with equal instalments. However, the principal of the non-indexed
loans decreases rapidly in real terms when inflation is 10%, as Chart
6 shows. This is because the value of the principal shrinks more
when inflation is higher. Similarly, inflation boosts the real value
of repayments on non-indexed loans due to interest rate increases
on revision dates. Examination of the real value of repayments on
non-indexed loans reveals two things (Chart 7): Firstly, the real
payment rises enormously for both types of repayments, becoming
much higher than at the beginning. Real payments on the equal
instalment loan increase from around 138,000 kr. per month to

2. To compare the real cost of non-indexed and indexed loans, the following equation is
used in determining the real interest rate of indexed loans: r = (1+i)/(1+m) - 1, where r
= real interest rate, i = nominal interest rate and 1 = inflation rate. The interest rates of
most credit institutions are higher than that used in this example. If a real interest rate
of 4.7% is used, as has been available from the Housing Financing Fund, the principal
of the indexed loan decreases by just over 4.7% in five years.

3. Non-indexed interest is calculated using the same equation as was used to calculate real
interest in Example 1.

4. Asin Example |, the loan term is 40 years. This is a rather extreme example, as inflation

rises and falls by 6.5% between two interest dates. Nonetheless, it shows clearly the
different effects of inflation on indexed and non-indexed loans.
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just over 220,000 kr. per month; the initial payment was around
181,000 kr. The real payment therefore increases by 59.4%, and is
also 21.5% higher than for the first payment. A similar story can be
told of the amortised loan: here the real payment is around 43%
higher following the inflation spike than it was initially. However, as
Chart 7 shows, the real value of repayments on non-indexed loans
falls more rapidly with this inflation spike. In other words, the real
payment curves of the non-indexed loans are steeper when inflation
is higher and intersect the curve of the indexed loan slightly earlier
than before.

Importance of choice

It is evident from the above that both indexed and non-indexed
housing mortgages have advantages and disadvantages, and it is
important for borrowers to be able to choose which route they wish
to follow. Credit institutions have made their choice easier by offer-
ing so-called mixed loans. Indexed and non-indexed loans are com-
bined in proportions which suit each individual case. By this means
the risk involved in possible fluctuations in the real payments on
non-indexed loans is reduced and borrowers can take partial advan-
tage of the more stable payments on indexed loans. Whatever route
is chosen, the primary consideration is for borrowers to be able to
meet the payments on the loan which is selected. Those who want
a non-indexed loan must also be prepared for the real payment to
increase, but to protect themselves temporarily against this risk it
can be advantageous to fix the interest rate for three to five years.
As the former example shows, interest on non-indexed loans can
rise considerably during the fixed-interest period without the real
payment being greater than it was initially. Fixing the interest rate
ensures a certain reduction to the principal.

General

The global financial crisis which struck in the autumn of 2008 and
the economic contraction which followed in its wake soon caused a
debt crisis in many countries. Both households and corporates have
come under pressure, in part due to decreased economic activity
and lower real incomes. In few countries has the transformation of
the household debt position been as extensive and difficult to deal
with as in Iceland, where a major drop in purchasing power occurred
in tandem with falling household assets and soaring debt, resulting
from an inflation spike and sharp depreciation of the kréna.

The indebtedness of Icelandic households, whether assessed
relative to disposable income or to GDP, is among the highest in the
world. When making such an international comparison, however,
it must be borne in mind that the proportion of owner-occupied
housing is also considerably higher than average; this, together with
the relatively young age of the population and its large pension
fund assets, explains to a large extent the high debt ratio in Iceland.
Studies’ have shown that increased household indebtedness deep-
ens the economic contraction and slows recovery following a

1. See, for example, the report “Household Leverage and the Recession of 2007 to
2009", complied by Mian and Sufi (http://www.nber.org/papers/w15896), the report
“Consumers and the Economy, Part II: Household Debt and the Weak US Recovery” by
the same authors (http://www.frbsf.org/publications/economics/letter/2011/el2011-
02.html) and the report “Is a Household Debt Overhang Holding Back Consumption?”
by Karen Dynan, published by the Brookings Institution http://www.brookings.edu/~/
media/Files/Programs/ES/BPEA/2012_spring_bpea_papers/2012_spring_BPEA_dynan.
pdf.

Box V-2

Debt, income and debt
service based on tax
returns
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Chart 1

Debt as a % of assets and income, by
age group, 1995, 2004, 2010 and 2011’
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Chart 2

Net asset position by age group, 2012 price levels
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Chart 3

Financial expense, homebuyers' interest benefits

and financial income as a % of disposable income
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Sources: Statistics Iceland, Central Bank of Iceland.
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financial and banking crisis, i.e. the contraction can be expected
to be deeper and to last longer the greater the indebtedness. This
makes it important to monitor carefully household indebtedness
and equity, and what groups are worst set and most vulnerable
to external shocks. In recent years Central Bank publications on
financial stability have focused on the situation of households.
Furthermore, the bank has published detailed analyses of house-
holds' situation, based on information from a database comprised
of most household loans, their assets and income.? In a previous
issue of Financial Stability in 2012/1, the article in Box Ill-2 on
household debt was based on tax return data compiled by Statistics
Iceland. These are average figures for the period 1995-2010. The
data has been updated by Statistics Iceland and new parameters
added, making it more detailed.> Taxpayers are now classified into
five income groups.

Distribution of assets and liabilities by age of taxpayer

The tax return data shows that the youngest age groups are the
most heavily indebted, whether indebtedness is measured relative
to assets or to income (Chart 1). At year-end 2010, the 20-35-year
age group had a negative asset position, i.e. total debts exceeded
assets. This includes around 32% of individuals filing a tax return
in 2010 who are aged 20 years and older (Chart 2). The same age
group had a negative equity position at year-end 2011, although
the debt ratio improved considerably that year, dropping from
120% at year-end 2010 to 109% a year later. The decrease is both
due to a decrease in debt in 2011 as well as an increase in assets.
Indebtedness can be expected to continue to decrease in 2012,
as liabilities were practically unchanged in nominal terms between
year-end 2011 and 2012, while real estate valuation rose by 7.4%.

The age group 65-70-years always has the highest net asset
position (Chart 2). The reason for this is probably that after individu-
als retire from employment they finance their living expenses partly
from their assets and often distribute assets to relatives. Since 1995,
the increase in assets has been by far the greatest among individuals
60 years of age and older, both in relative and absolute terms. The
net assets of the 20-50-year age group, however, decreased from
1995 to 2011, with the group aged 20-40 years especially hard hit.
Persons aged 35-40 years in 2011, for example, have only half the
equity that those persons who were 35-40 in 1995 had. The status
of individual age groups, with respect to net assets, has therefore
changed radically since 1995, i.e. the situation of younger people
has worsened while the status of older individuals has improved
considerably.

The 30-45-year age group had the highest ratio of debt to dis-
posable income at year-end 2011. At year-end this ratio was around
360%, but decreased to 320% by year-end 2011 (Chart 1). The
decrease is primarily the result of an increase in income, but lower
debts also have some effect. This ratio can be expected to drop still
further in 2012, as debt was practically unchanged YoY in 2012,
while wages rose by 7.4% during the same period.

2. For details see the report “Households’ Position in the Financial Crisis in Iceland”,
compiled by Porvardur Tjérvi Olafsson and Karen Aslaug Vignisdéttir, published in
June 2012 (http://www.cb.is/library/Skraarsafn---EN/Working-Papers/Working %20
Paper %2059.pdf).

3. Some effects of the tax treatment of assets and liabilities are likely to affect data from
tax returns. There is an incentive to report debts which fulfil the requirements for home-
buyers’ interest benefits, as well as an incentive to underreport assets. Furthermore,
assets are undervalued to the extent that share capital is recognised at nominal value
and bonds at nominal value plus accrued interest and indexation as of year-end. The
market value of securities can therefore differ considerably from assets according to tax
returns.
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The 30-45-year age group has the highest net financial
expense relative to disposable income, i.e. interest expense net of
homebuyers' interest benefits and financial income* (Chart 3). The
40-45-year age group, however, has the highest gross financial
expense. Financial income and homebuyers' interest benefits of
individuals over 55 years of age exceed their interest payments. At
age 65 years, net financial income has become around 10% of dis-
posable income, and this percentage increases with increasing age.

Taxpayers by income group

Taxpayers are divided into five income groups in the data of
Statistics Iceland. Table 1 shows average annual income of indi-
viduals in 2011, adjusted to 2012 price levels, together with the
age distribution for each income group. The lowest income group
includes individuals with incomes, for example, less than 50% of
unemployment benefits; a major portion of this group is 29 years of
age or younger and some are therefore students. Most old age pen-
sioners belong to the next-lowest income group, while only a very
small percentage of them belong to the highest income group. Most
persons aged 30-70 years belong to the two highest income groups.

Table 1 Average income and age distribution of income groups
2011

Income Income Income Income Income
Age group 1 group 2 group 3 group 4 group 5
Average income’ (m.kr.) 0.8 2.1 2.8 3.9 7.2
29 years or younger (%) 65.6 31.8 243 29.9 20.4
30-49 years (%) 18.1 19.7 31.9 45.7 56.9
50-69 years (%) 10.8 24.2 293 22.2 21.5
70 years or older (%) 5.5 243 14.5 2.2 1.2

1. 2012 price levels.
Sources: Statistics Iceland, Central Bank of Iceland.

At year-end 2011 total debts of individuals were spread over
the five income groups with around 10% of the debt belonging to
the lowest income group, 13% to income group 2, 18% to income
group 3, 25% to income group 4 and 34% to the highest income
group. Similarly, around 9% of the assets belong to the lowest
income group, 16% to income group 2, 18% to income group 3,
22% to income group 4 and 35% to the highest income group.
Around 59% of debt and 57% of assets therefore belong to indi-
viduals in the two highest income groups (Chart 4).

Financial expense

In 1995, individuals in the lowest income group had the lowest
net financial expense relative to disposable income (Chart 5). Since
1997, however, the highest income group has had the lowest net
financial expense and, in fact, its financial income together with
interest benefit by far exceeds interest expense practically every
year since that time. As an example, in 2007 net financial income®
comprised around 45% of disposable income in this income group.
The situation has, however, changed drastically in the highest
income group, as net financial income was 3% and 4% respectively
of disposable income in 2010 and 2011. Individuals in the second-

4. Figures for financial income are exclusive of financial income tax, but the tax is taken
into consideration in calculating disposable income.

5. The concept of net financial income is used here for negative net financial expense.
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Chart 4

Distribution of income, debt and assets
at year-end 2011
Avg. figures at 2012 price levels, by age group
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Sources: Statistics Iceland, Central Bank of Iceland.

Chart 5
Net financial expense as
a % of disposable income'

By income group
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1. Where financial income plus homebuyers' interest benefit exceeds
financial expense, the outcome is a negative figure.
Sources: Statistics Iceland, Central Bank of Iceland.

Chart 6

Financial expense, net financial expense
as a % of disposable income’
2003-2011
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and homebuyers' interest benefit.
Sources: Statistics Iceland, Central Bank of Iceland, Central Bank of
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(&)
N

0t
4

Le€L
ALIT18VLS TVIDONVYN



o
N

FINANCIAL STABILITY

201391

40
35
30
25
20
15
10

ASSETS OF DMBs AND BORROWERS' SITUATION

Chart 7

% of taxpayers owing more than
300% of disposable income

By income group
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Chart 8

% of taxpayers owing more
than 300% of annual income

By income group
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Sources: Statistics Iceland, Central Bank of Iceland.

Chart9
Debt/asset ratio
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highest group always have the highest net financial expense, the
primary reason being that gross interest expense is highest for indi-
viduals in this group.

Since the collapse of the financial system the economic situa-
tion in Iceland has frequently been compared with that of Ireland, as
both countries suffered major setbacks resulting from a large bank-
ing system relative to the size of the economy. Since 2003 (Chart 6)
financial income plus interest benefit far exceeded financial expense
right up until 2010, when financial expense exceeded financial
income. In Ireland financial expense was always higher than finan-
cial income during this period. Only in 2010 does individuals' net
financial expense in Iceland exceed that in Ireland. Authorities in
western countries responded to the collapse of financial institutions
in 2008 and the ensuing economic contraction by cutting policy
rates and attempting to increase liquidity in the economy. Chart 6
shows that individuals' financial expense in Ireland, Norway and on
average in the Eurozone decreased relative to disposable income
from 2008/2009 until 2011. The situation was different in Iceland
than in these countries, as the policy rate was increased substantially
in late 2008, or to 18%. In the spring of 2009, the Central Bank
began a series of rate cuts which concluded at the beginning of
2011 with a policy rate of 4.25%. In Chart 6 it is striking how great
the increase in interest expense was in Iceland relative to dispos-
able income, compared to the decrease in comparison countries at
this time. The proportion even increases in 2010 over that of 2009,
despite a sizeable drop in the policy rate at that time. The reason for
the opposite trend in Iceland compared to that in Ireland, Norway
and Eurozone countries is that in Iceland most loans are indexed
with fixed real interest rates. From 2008 onwards, debt increased
greatly while real wages fell during this same period. It is evident
that the authorities' possibilities of reducing individuals' debt service
resulting from the economic contraction in 2008 were therefore
much more limited than in neighbouring countries.

Debt and income
High indebtedness or a negative equity position does not necessarily
imply financial difficulties. For example, around 60% of household
debt is owed by the 40% of individuals with the highest incomes.
It could also be pointed out that individuals in the second high-
est income group have both the highest gross and net financial
expense. If those individuals are examined especially whose debt
amounts to over 300% of reported annual income, the proportion
is highest in the second highest income group at year-end 2011,
while the proportion is lowest in the highest income group (Chart
7). The situation of these income groups, however, has changed
greatly since 1995, when the proportion of individuals owing more
than triple their annual income was by far the highest in the lowest
income group. From 1995 until the financial system collapse this
proportion increases in all income groups except the lowest one,
where it declines. At year-end 2011, the proportion in the lowest
income group was similar to what it had been in 1995. However,
the proportion in the three highest income groups was about twice
what it had been or more. Tax return data shows that, in propor-
tional terms, the increase in individuals with high indebtedness rela-
tive to their income has been greatest in the highest income groups.
In 2010, almost 31% of tax payers owed more than three
times their annual income; this proportion dropped to 29% in 2011.
This is an indication that the debt service of the parties with the
highest debt relative to their income is improving. It does not apply
to all income groups, however, since the proportion increases in the
lowest income group. From the years 1995 and 2000, the greatest
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increase in debt has been among individuals owing more than six
times their reported income (Chart 8).

Indebtedness

From 1995 until the financial system collapse, the majority of tax-
payers had low debt, with around 60% of taxpayers on average
owing less than 45% of their assets during this period (Chart 9).
Only half of taxpayers fell into this category in 2009 and over the
next two years the proportion decreased yet further (Chart 10).
On average, around 35% of individuals were debt free up until the
financial system collapse, but this group decreases sharply in num-
ber thereafter and in 2010 and 2011 the proportion had fallen to
15%. It appears that many persons who had no debt at year-end
2008 had to respond to a loss of income and increased expenditure
by borrowing. It is evident that the financial system collapse has
resulted in an increase in indebtedness (Chart 10). The situation
does improve, however, between 2010 and 2011, especially in the
case of individuals who are highly indebted.

From 1995 up until 2007 around 1/5 of household debt was
owed by taxpayers who owed less than 45% of their assets (Chart
11). From 2008 onwards this proportion decreases sharply, as does
the proportion of household debt owed by taxpayers who owed
45-95% of their assets. During this same period, however, the
debts of the most heavily indebted individuals increased, especially
those of persons owing more than 125% of their assets. At year-
end 2010, for example, 47% of household debts were those of
taxpayers who owed over 125% of their assets. If persons owing
95%-125% of their assets are added to this group, then 65% of
individuals' debt was owed by individuals who can be regarded as
having a negative equity position (i.e. debt equivalent to 95% or
more of their assets). The situation improved between 2010 and
2011, especially among persons owing over 125% of their assets; at
year-end 2011 around 36% of debts belonged to this group.

A breakdown of indebtedness by income group shows that
the highest proportion of debt-free individuals are in the lowest
income group (Chart 12). Roughly speaking, persons with the low-
est incomes either owe little or nothing or are highly indebted rela-
tive to their assets (over 125%). In fact, most of those persons who
were most highly indebted at year-end 2011 belong to the lowest
income group. Debt free individuals have decreased substantially
in the three highest income groups since 1995, with the propor-
tion dropping from around 14 % of taxpayers to just over 2%. It is
evident that indebtedness grows with increasing income. As in the
above respects, the situation improved in 2011 over that of 2010,
with the largest change (i.e. decrease) in the number of taxpayers
with highest debts and highest incomes.

Clearly, both debt and assets increase with increasing income.
It therefore comes as no surprise that the proportion of total debt
belonging to each debt interval increases with increasing income
(Chart 13). It is surprising, however, that around 60% of the debts
of the lowest income group belong to individuals owing the equiva-
lent of 125% or more of their assets. This can be attributed in part
to their low asset position rather than high indebtedness, with the
result that it is not certain that for many persons debt service is
extremely high relative to income. Examination of the change in
debt position in 2011 from that of 2010 shows that the debt ratio
is increasing for individuals who owe 45-125% of their assets while
debts decrease significantly among persons who owe 125% or
more. At 2012 price levels, debts of persons owing 125% of more
of their assets totalled 1,030 b.kr. at year-end 2010, but dropped
to 710 b.kr. by year-end 2011. Of this 320 b.kr. decrease in debt,
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Chart 12
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Chart 13

Debt in each debt ratio range
as a % of total debt for the year

By income group
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around 225 b.kr. was debt owed by persons in the two highest
income groups. Clearly, the debt position of those with the high-
est incomes has improved the most by year-end 2011 from that
of year-end 2010. Most of the improvement in the debt position
can be attributed to write-downs (e.g. of illegal exchange-rate-
linked loans), write-offs (e.g. the 110% route) and instalments
paid. The real debt position improved YoY in 2011 for all income
groups except the lowest income group, where the debt position is
unchanged.

FINANCIAL STABILITY



V Funding and liquid funds

Revised liquidity rules set higher requirements for liquid
funds

Commercial banks and savings banks in Iceland are financed primarily by deposits. The share of other types
of funding has grown slowly in recent years. Islandsbanki and Arion Bank have added to their issuance of
covered bonds. At the beginning of this year Arion Bank held the first offering by an Icelandic bank of bonds
on foreign credit markets in five years, and Islandsbanki issued the first commercial bank bills since 2008.
Landsbankinn's bonds issued to LBI comprise the largest portion of other borrowing by the banks. The banks’
liquidity risk is primarily linked to possible withdrawals of deposits. Changes have been made to liquidity
rules which require the banks always to be able to repay all deposits of financial undertakings in winding-
up proceedings with a withdrawal period of less than one month. The overall review of liquidity rules and
introduction of new liquidity rules this year increases still more the precautionary requirements made of the
banks concerning liquid funds.

Banks funded by deposits Chart V-1

Deposits and foreign comparison Commercial banks' funding’
The commercial banks and savings banks in Iceland are financed pri-
marily by deposits. The share of other borrowing has, however, gradu-
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FUNDING AND LIQUID FUNDS

Chart V-3
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Chart V-4
Commercial banks' covered bonds issuance’
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Other borrowing and market funding

Borrowing by the banks apart from deposits is as yet a rather limited
proportion of their funding. Arion Bank and islandsbanki have been
authorised by the Financial Supervisory Authority to issue covered
bonds to finance housing mortgages. This authorisation is granted in
stages and currently provides for issues by the two banks totalling up
to 45 b.kr. At mid-April this year, the total issued was 22.3 b.kr., or
only around 1% of the banks' balance sheets. Arion Bank has issued
two bond series, one indexed and one non-indexed, for a total nomi-
nal amount of 6.8 b.kr. while {slandsbanki has issued four series total-
ling 15.5 b.kr. The largest portion of the issue is indexed bonds with
a 7-22-year maturity. The bonds are listed on NASDAQ OMX Iceland
and their secondary market monthly turnover YtD has averaged 4% of
total outstanding stock. Covered bonds are not eligible for collateral-
ised lending from the Central Bank of Iceland and owners of impatient
kréna assets, offshore krénur, are not permitted to invest in them.

islandsbanki concluded an auction at the end of March of 3-
and 6-month bills for a total amount of 3 b.kr., the banks' first bill
auction on NASDAQ OMX Iceland since 2008.

In February this year Arion Bank concluded a bond issue abroad,
the first by an Icelandic financial undertaking since 2008. Bonds total-
ling NOK 500 m nominal value, or the equivalent of 11.2 b.kr., were
sold to foreign investors. The 3Y non-indexed bond, which bears a
5% premium on the NIBOR rate, will be listed on Oslo Bgrs. Trading
in the bonds has been considerable and on 20 April the premium was
480 bp over NIBOR, 20 bp lower than at issuance.

Although borrowing other than deposits remains a relatively
small portion of the banks' total funding, there are some indica-
tions that their market funding is gradually picking up and diversity
growing. The largest share of other borrowings as yet, however, is
Landsbankinn's bonds issued to the old bank and the takeover by
Arion Bank of a portfolio of covered bonds.

Arion Bank's takeover of covered bonds

A major portion of Arion Bank's funding is the result of its housing
mortgage portfolio, which was acquired from Kaupthing at year-end
2011. The acquisition was financed by Arion Bank's takeover of cov-
ered bonds, originally issued by Kaupthing in 2006-2008. At year-end
2012, the net outstanding stock of the covered bonds amounted
to 119.8 b.kr. and were secured by housing mortgages and bank
deposits in a special fund, Arion Bank Mortgages Institutional Investor
Fund. The bonds were issued in four series, two with a maturity of 25
years and two with a 40-year maturity, CPI indexed and with fixed
interest rates of 3.75% and 4.00%. The total repayments, including
instalments on the principal, interest and indexation, amount to 7.4
b.kr. annually.

Landsbankinn’s foreign currency bonds

Landsbankinn has the highest proportion of funding other than
deposits, primarily because of the 10Y bond issued by the bank
in its settlement with the old Landsbanki of the difference in the



value of assets and domestic deposits transferred to the new bank.
Landsbankinn also issued a 6Y bond, the value of which was condi-
tional upon changes in the valuation of the excess value of specified
assets from the fall of the bank until year-end 2012.

Both the bonds are issued in foreign currencies, with quarterly
instalments to be made on them from 2014-2018. In the first half of
2012 an agreement was reached between the old Landsbanki and
new Landsbankinn for an advance payment of one-quarter of the
principal of the settlement bond. The pre-payment was equivalent to
73 b.kr. in euros, US dollars and sterling. The amount outstanding on
the bond was therefore around 222 b.kr. at year-end 2012.

At year-end 2012, the contingent bond was recognised in
Landsbankinn’s accounts at just over 87 b.kr., after being recognised
at 69 b.kr. in June of the same year. The new bank's debt to the old
bank therefore totalled around 310 b.kr. at year-end 2012. The con-
tingent bond was issued on 11 April this year with a value of 92 b.kr.

Landsbankinn’s debt to the old Landsbanki comprises the largest
portion of the three largest banks’ bond issuance and accounts for the
major portion of the banks' repayment profile in the next few years.
Around 75% of instalments and interest due in the next five years,
291 b.kr., are in foreign currency. All of the banks need to extend
their funding by increasing the term of deposits and refinancing loans
maturing in the short term.

Banks' liquid funds and stress tests

Liquidity position

The Central Bank sets the rules on credit institutions’ minimum liquid-
ity ratio, in accordance with an authorisation in the Central Bank Act.
According to the rules, claims and obligations maturing within one
year are classified into four time periods and weighted according
to risk. Liquid assets and claims must exceed obligations in the next
month and the next three months. The rules were last amended in
October 2012, when deposits of financial undertakings in winding-
up proceedings were classified as deposits of financial undertakings,
rather than as retail deposits, as previously. The rules were tightened,
and now require a ratio of 100% liquid assets to deposits of financial
undertakings. Work on new liquidity rules has now been underway
for some time, reporting from the banks has begun and the aim is
to have the new rules come into effect later this year, cf. Box V-1 on
new liquidity rules.

All the commercial banks more than satisfy the Central Bank's
liquidity rules, as well as requirements of the Financial Supervisory
Authority, according to which commercial banks and savings banks
must have secure liquid assets amounting to at least 20% of all
deposits and liquid funds equivalent to a minimum of 5% of demand
deposits.

The banks' FX liquidity is strong and they could, for instance,
repay all foreign currency deposits. The liquidity position, however,
only reflects their short-term position and the banks vary in a longer
term perspective with regard to payments which fall due on foreign
loans.
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Chart V-5
Bond maturities’

Three largest commercial banks as of 31 March 2013

B.kr.

30 31d-3 3-6 6-12  1-3 3-5 >5
days months months months years yesrs years

I Bonds ISK
B Bonds fx

1. Instalments and interest.
Source: Central Bank of Iceland.

Chart V-6

Liquidity of the largest commercial banks’
Monthly data April 2011 - March 2013

2011 2012 "2013

—— Assets as % of liabilities 0-3M (left)

— Secured liquid assets as % of deposits (right)

1. Parent companies. Calculated according to Central Bank liquidity
rules and Financial Supervisory Authority requirements. The liquidity
rules were amended in October 2012, revising the definition of
deposits of financial undertakings in winding-up proceedings.
Sources: Financial Supervisory Authority, Central Bank of Iceland.
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Chart V-7
Term profile of deposits and liquidity requirements

Three largest commercial banks as of 31 March 2013

B.kr.

_ High quality liquid assets and
inflow required against deposits
acc. to new liquidity rules, based
on the composition of deposits

30 31d3 36 612 13 3-5 >5
days months months months years years years

B Total deposits

Source: Central Bank of Iceland.

Chart V-8
Deposits with commercial banks in FX and ISK®
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@ Residents' FX deposits (left)
E Non-residents' ISK deposits (left)
B Non-residents' FX deposits (left)

Deposits as % of loans (right)

1. Parent companies, commercial banks. Deposits of customers and
financial undertakings. Customer deposits as a % of loans to customers
and asset-leasing agreements.

Source: Central Bank of Iceland.

Higher requirements for liquid funds in the Central Bank's new
liquidity rules

As previously mentioned, the commercial banks are funded primarily by
demand deposits. Around 75% of deposits can be withdrawn within
one month's time, 85% within three months and around 90% within
six months. The new liquidity rules will set higher requirements for lig-
uid assets to cover demand deposits, increasing the incentive to lock in
deposits. According to the new liquidity rules, high quality liquid assets
(HQLA) are required to cover all deposits with a withdrawal period of
less than one month, from domestic and foreign financial undertakings,
pension funds, financial undertakings in moratorium or winding-up
proceedings, and from non-residents if the deposit is not covered by a
deposit insurance scheme. This is around one-third of all deposits of the
three largest banks which can be withdrawn within one month'’s time.

The banks also have to be able to pay out part of other deposits
available for withdrawal. Overall, the banks must be able to pay out
close to half of all deposits with a withdrawal period of less than one
month under the new liquidity rules, based on their current deposit
composition. Since demand deposits are a large proportion of the
banks' financing, the rules mean that the banks should be able to
reduce their balance sheets by 20% within a month, although such
a shock can be expected to significantly impact the markets and the
banks' position in the longer term.

Both those deposit categories where 100% coverage is required
are non-stable deposits, which are a large proportion of total deposits,
where the depositor concentration is very high. The share of the ten
largest depositors in each category is as high as 100%, i.e. only a few
actors are involved who have large deposits, as might be expected
e.g. in the case of financial undertakings and pension funds.

The concentration in other deposit categories, household depos-
its and SMEs' deposits, is considerably less; the 10 largest depositors in
these categories hold around 2-3% of deposits. These two categories
account for around 43 % of all deposits of the three largest banks.

Stress testing of liquidity position
The liquidity rules comprise a certain stress test. The banks are
required to be able to withstand a period of difficulties in the liquidity
market and the new rules in many respects increase the stress applied.
The banks are only allowed to depend upon HQLA, provisions are rec-
ognised for derivative contracts, and no inflows are expected except
on those loans which are fully performing. As pointed out previously,
the banks are also expected to be able at any time to repay all deposits
of certain parties available for withdrawal over the next month.
Lifting of capital controls will in all likelihood result in a certain
portion of the banks' deposits seeking to exit the country. Twice dur-
ing the past year the Central Bank requested more detailed deposit
data from the large commercial banks; analysis of deposits has now
become part of the banks’ monthly data reporting.

1. New liquidity rules require liquid assets in excess of net outflows. They therefore take
inflows into consideration in addition to liquid assets, as do the current rules, cf. further
Box V-1 on the details of the liquidity ratios.



Stress tests which have been performed on the liquidity posi-
tion of the large commercial banks to assess the impact of conceiv-
able withdrawals upon the relaxation of currency controls have, for
instance, included a scenario of increasing pressure: 1) non-residents
would withdraw all of their deposits; 2) financial undertakings in
winding-up proceedings would withdraw all of their deposits; 3)
pension funds and mutual funds would withdraw all of their depos-
its; and 4) Icelandic residents would withdraw all of their foreign-
denominated deposits. Most of this stress test is included in the new
liquidity requirements which the banks will have to fulfil at any given
time. There is no specific requirement in the liquidity rules, however,
that the banks have liquid assets enabling them to repay all foreign-
denominated deposits of parties other than financial undertakings and
non-residents; the impact of such is among those aspects examined
when the banks' liquidity is tested under increased stress. Among the
other aspects examined in stress tests is the banks’ position in the next
interval following a shock, making it important to have information on
longer-term contractual payment flows.

Banks' funding cost

While the banks are funded by deposits the cost of their financing is
low. There is, however, a certain cost involved in funding banks with
demand deposits rather than e.g. term deposits or longer-term bond
issuance. Banks must, under the liquidity rules, have secure liquid
assets to cover a large portion of their deposits. It could therefore be
said that increased liquidity requirements raise their cost of funding by
deposits. Since other investment options, however, remain extremely
limited, there are greater possibilities of passing on this cost to deposi-
tors in the form of low deposit interest rates.

Some portion of deposits can be expected to head elsewhere
when capital controls are relaxed in Iceland. Funding cost can there-
fore be expected to rise when more investment options become
available and access to deposits decreases. The banks therefore need
to be prepared for their funding cost to increase when capital controls
are relaxed.

FUNDING AND LIQUID FUNDS

Rules in effect since 1999

The Central Bank of Iceland adopted new rules on liquidity in 1999.
The current liquidity rules were set by virtue of an authorisation in
the Act on the Central Bank of Iceland and with reference to the
bank's role in encouraging an efficient and sound financial system."
The rules classify financial undertakings' assets, claims and obli-
gations according to their nature and duration, weighting them
according to their risk. A financial undertaking's liquid assets and
claims due in less than one month and less than three months must
exceed its obligations, taking weighting into consideration.?

1. Central Bank of Iceland Act, No. 36/2001.
2. Rules on Liquidity Ratio, No. 782/2012.

Box V-1

New liquidity rules
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Some changes have been made in recent years to adapt the
Rules, most recently in the autumn of 2012. Credit institutions were
then required to have sufficient liquid funds to be able to pay out in
full deposits of banks in liquidation or winding-up, and all the units
derived from them.

An overall review of the rules has been in the planning for
some time. The current rules, for instance, only apply to the parent
company, further distinction needs to be made of deposit risk by
deposit holder, and insufficient consideration is given to risk in con-
nection with off-balance-sheet items. Credit lines are also too heav-
ily weighted in the current rules in view of the real situation when
a liquidity crisis develops. The revised rules take into consideration
the work which has been carried out internationally.

New international rules

Following the global liquidity crisis, demands grew for the harmo-
nisation of liquidity supervision and increase in requirements con-
cerning banks' liquidity position. The new harmonised standards of
the Basel Committee on Banking Supervision therefore also cover
liquidity, not just equity as previously.?

The Basel Committee issued new and updated recommenda-
tions on best practice in liquidity management in 2008, and in 2009
announced that new, harmonised minimum standards were being
drafted. A draft of the minimum standards was published at the end
of 2010. These included two ratios: firstly, the Liquidity Coverage
Ratio (LCR), which is to ensure sufficient liquid funds to meet com-
mitments for the next 30 days, under a liquidity stress scenario,
and secondly, the Net Stable Funding Ratio (NSFR), which focuses
on the structure of longer-term funding. This ratio is to encourage
stable funding and reduce the likelihood of liquidity crises.*

This was followed by a large-scale review process, in which
financial undertakings expressed their comments and suggestions.
Emphasis has been placed on the former ratio (LCR) and in tandem
with modifications to the LCR published by the Basel Committee
in January this year, the Committee announced that the rules were
practically final on their part. According to the modifications, finan-
cial undertakings must have a minimum LCR of 60% as of 1 January
2015. This minimum will then increase by 10 percentage points
each year until an LCR of 100% will be required from 1 January
2019.5 The NSFR is to come into effect in 2018, when it will be a
minimum of 100%.

Up until now, supervision of liquidity has varied from one
country to the next. In some countries there have been no require-
ments for reporting of liquidity data, or for minimum liquid funds.
The Icelandic rules were based on liquidity rules adopted by
the German central bank. In Switzerland rules on liquidity were
adopted in 1988 and reviewed for the largest banks in 2010. In the
Netherlands, liquidity rules have been in force since 2003, but in the
UK quantitative liquidity rules were set in 2008. Sweden has intro-
duced liquidity rules based on the LCR which entered into force at
the beginning of this year. They apply to all banks over a certain size.

The Basel liquidity standards will eventually become require-
ments practically everywhere and preparation for their introduction

3. Basel lll: The Liquidity Coverage Ratio and liquidity risk monitoring tools, January 2013.
http://www.bis.org/publ/bcbs238.pdf

4. Basel llI: International framework for liquidity risk measurement, standards and moni-
toring, December 2010. http://www.bis.org/publ/bcbs188.pdf
5. The changes involved, among other things, a broader definition of liquid funds and

lower proportion of outflows on deposits of large undertakings. Additional points were
also added on provisioning in connection with derivative contracts.
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is underway. In many countries, compiling of data in accordance
with the Basel standards has begun, although the frequency of
reporting varies. In some places it is still only the largest banks which
submit reports. In most instances the rules will enter into force in
2015, in accordance with the introduction process proposed by the
Basel Committee.

The European Banking Authority (EBA) has had to undertake
extensive harmonisation work and impact assessments for the
introduction of the Basel rules have been carried out twice annually
based on data from member states. Reporting under the new rules
will be demanded from 1 January 2014, while the rules will enter
into effect in 2015. The Central Bank of Iceland is a participant in
EBA's subgroup on liquidity, which is working on the preparation
and harmonisation of the rules. Work is in the final stages regarding
LCR and other supervisory instruments which will be introduced in
tandem with it. They are also based on recommendations of the
Basel Committee and concern analysis of concentration and the cost
of capital and a maturity ladder of claims and obligations.

Icelandic banks began to submit LCRs and NSFRs at the
beginning of 2013

In Iceland, impact assessments have been carried out in which the
largest banks have participated. Commercial banks and later sav-
ings banks have delivered reports and harmonisation work has been
underway with financial undertakings. Commercial banks and sav-
ings banks then began to deliver new liquidity reports, in tandem
with reports as provided for in current rules, at the beginning of this
year. The intention is to have the new rules take effect later this year.

As previously mentioned, the ratios as defined by the Basel
Committee are minimum levels. The main modifications which have
been made in Iceland are the addition of deposit classes in connec-
tion with risk linked to deposits of banks in liquidation or winding-up;
deposits of non-residents are also listed separately with a higher out-
flow weighting. Financial undertakings are expected to satisfy the ratios
both overall and in foreign currency, since FX liquidity requirements are
extremely important, especially in view of the fact that domestic banks
have no liquidity access to foreign currencies in central banks.

The LCR form covers only 30 days, but additional time periods
were added in order to obtain a better picture of cash flows and
liquidity risk which could occur in the short term due to cash flow
imbalances. The time periods are therefore the next 30 days, 31
days to 3 months, 3-6 months, 6-12 months, 1-3 years, 3-5 years
and over 5 years. The possibility is being examined of having the
LCR rules apply to both the 30-day and 3-month period, as the
Central Bank’s current rules do.® In addition, a special deposit sum-
mary was added to facilitate further analysis and risk assessment.
In this, deposits are classified by amount, currency and number
of depositors, and the 10 largest deposits in each classification are
specified.

Comparison of LCR and current rules

The current rules measure liquidity risk using a mixed approach, i.e.
regard is had both for ensuring that a bank has a portfolio of liquid
assets to meet scheduled commitments and unexpected outflows,
and claims and obligations are also classified into time periods. That
is the same sort of approach as the LCR is based upon. In both

6. The requirement for a longer period during which the banks are to be able to withstand
liquidity pressures also gives more leeway to respond if the liquidity shortage persists for
a longer period. In addition, half of the 30-day period has already passed when reports
are delivered, which leaves little scope for a response.

Chart 1

Work of the Basel Committee on Banking

Supervision on liquidity issues

2000

Standards for best practice in managing
liquidity in banks
http://www.bis.org/publ/bcbs69.pdf

2008
New standards for best practice in liquidity
management and supervision

http://www.bis.org/publ/bcbs144.pdf

2009

New international liquidity coverage ratio

(LCR) and net stable funding ratio (NSFR)

introduced

* Impact assessment and calibration

¢ Final standards ready by year-end 2010
and to be implemented by year-end 2012

http://www.bis.org/publ/bcbs164.pdf

2010

Basel Il standards introduced, revised LCR and

NSFR part of Basel IlI

e Reporting for monitoring

* Revision provisions to take into consideration
undesirable and unforeseen effects of the
rules

http://www.bis.org/publ/bcbs188.pdf

2013

Final version of LCR

* Revised definitions of high quality liquid
assets (HQLA) and cash flow items

¢ Introduced 1 January 2015, with @ minimum
requirement to rise in equal steps until 2019

http://www.bis.org/publ/bcbs238.pdf
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Liquid assets + inflows

(1) Current ratio =
outflow

Liquid assets
(2) LCR =

max {25% outflow;
outflow-inflow}

instances, the rules involve a certain stress test, claims and obliga-
tions are weighted by risk and banks are expected to be able to
withstand outflows when there is pressure on liquidity markets.

The principal difference in the structure of the ratio is that in
the current rules liquid assets plus inflows are regarded as a ratio
of outflows (see Equation 1 ). In the LCR, high quality liquid assets
(HQLA) are viewed as a ratio of net outflow. The net outflow is cal-
culated, however, with the limitation that the inflow deducted from
outflow may never exceed 75% if outflow (Equation 2).” It depends
upon the composition of the ratio whether this limitation comes
into effect for a financial undertaking. Since deposits in other banks
are considered as inflow, banks cannot keep all their liquid funds in
this manner, because these deposits together with other inflows are
included in calculations only up to 75% of possible outflows. This is
intended as a possible barrier to financial market contagion.

The new liquidity rules are comparable to those requirements
which will be made internationally from 2015 onwards. To some
extent they are not unlike the liquidity rules already in effect in
Iceland. There is an important difference, however, as they make
greater demands for the quality of liquid assets, deposits are classi-
fied in more detail and weighted according to risk. In addition, con-
sideration is now given to risk from off-balance-sheet items, such as
additional margin calls on derivative contracts and changes in their
value. Last but not least, they apply to consolidations and not only
to parent companies. The LCR rules have also been designed with
the aim of limiting financial system contagion due to shocks to one
part of it or even to only one financial undertaking. Thus securities
issued by financial undertakings are not defined as liquid assets and,
as previously mentioned, there are limits to how much banks can
depend upon deposits in other banks to cover expected outflows.
Term deposits for over 30 days are not included in the LCR, unlike
the current applicable rules, but deposit analysis and time periods
will also cover them.

The new rules will therefore include risk factors which the
rules currently in effect have not covered sufficiently well. However,
it is evident, regardless of what new rules are adopted, that banks’
internal liquidity management, their effective supervision and the
authorisation for enforcement will always play a key role.

7. There are additional limiting aspects of the LCR. Liquid assets are classified according to

quality and Level 2 assets may not exceed 40% of the total liquid asset portfolio.




VI Operations and equity’

Uncertain operating environment calls for strong equity

In 2012 the large commercial banks returned a good profit, with high imputed ROE. Calculations show, how-

ever, that the profitability of core operations is considerably lower and cost-cutting measures await the banks.

Due to the varying composition of the large banks' balance sheets, revaluation of their loan portfolios has

been retained to a greater or lesser extent in each bank. Some difference remains between the claim value and

book value, especially of loans in default, offering some leeway to conclude the restructuring of loan portfo-

lios. In 2012 the large commercial banks' currency imbalance decreased greatly but their indexation imbalance

remains high. The equity position of the large commercial banks is strong and their indebtedness moderate.

MP Bank is a special case among commercial banks, with a low capital ratio. Some uncertainty remains as to

the real value of the banks' loans and various types of uncertainty characterise their operating environment.

An uncertain operating environment calls for strong equity.

The operations of the large commercial banks were very successful
last year, as they reported a combined profit of 66 b.kr. In total, the
banks' balance sheets shrank somewhat YoY, in particular due to
disposal of companies taken over and an advance payment of part of
Landsbankinn's debt; in addition, deposits decreased. As before, the
banks' financial statements contain a number of estimated items, and
the valuation methods used differ in many ways. The main estimated
items pertain to the real value of transferred loan portfolios. There is
still some uncertainty as to the value of loans, and therefore about
operating results, key financial ratios and equity.

Imputed profitability increased year-on-year ...

The large commercial banks' combined imputed return on equity
(ROE) was 14% in 2012, and return on total assets was over 2%, an
increase over the previous year. By Nordic comparison the Icelandic
banks' profitability was high, as return on total assets for Nordic
banks typically ranged from 0.3-0.6%.2 Net interest income in 2012
totalled 94 b.kr. and the combined interest rate margin was 3.3%.
The Icelandic banks' interest margins vary, in part due to different
accounting practices, and are considerably higher than interest mar-
gins of Nordic banks. Last year a larger proportion of the banks' assets
on average was interest-bearing debt than in the preceding year, but
inflation during the year also boosted margins because of the indexa-
tion imbalance of assets and liabilities. The banks' assets are funded
largely through liabilities at non-indexed interest rates, particularly
deposits. Interest rates on non-indexed deposit and loan options vary,
with deposit interest rates 3 to 4% and lending rates 5 to 6%. The
difference between the lowest non-indexed lending rates and the
highest non-indexed deposit interest rates on average is 2-3%.

1. The discussion in this chapter is based on the consolidated accounts of the three larg-
est commercial banks for 2012 and comparison figures for 2011. Figures represent the
aggregate position of the commercial banks unless otherwise stated. Discussion of their
aggregate position may diverge from that of individual financial undertakings.

2. The source for Nordic comparison data in this chapter is Bankscope, see Appendix I.

Chart VI-1

Three largest commercial banks'
operating income’

Net ' Net ! Net fee ' Net ! Other
interest revaluation of  and income from  income
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receivables  income  operations
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1. Consolidated accounts.
Sources: Commercial banks' annual financial statements.
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Chart VI-2
Three largest commercial banks' interest margin’

%

2009 ' 2010 | 2011 | 2012

1. Consolidated accounts.
Sources: Commercial banks' annual financial statements.
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Chart VI-3

Three largest banks' income and expenses
due to revaluation of loans and receivables'

INANCIAL STABILITY

0131

3
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1. Consolidated accounts.
Sources: Commercial banks' annual financial statements.

In 2012, the commercial banks' fees and commissions amounted
to around 25 b.kr., with income from payment cards and payment
mediation, asset management and investment banking activities the
largest factors. The relative share of asset management and invest-
ment banking activities is likely to increase as the economy and finan-
cial markets gain strength. Income from financial activities amounted
to over 20 b.kr., in particular due to profit on equities and exchange
rate gains arising from kréna depreciation, as there was a strong
imbalance between exchange rate-linked assets and liabilities most of
the year. Finally, other income amounted to 21 b.kr., including income
from real estate, minority interest in associates and sales of companies
taken over.

... especially due to lower negative revaluations of loans
The item revaluation of loans changed radically from that of the previ-
ous year. Net revaluations of loans were negative by over 3 b.kr. in
2012, compared with negative revaluations of some 33 b.kr. in 2011.3
Sizeable amounts expensed in Q4 2011 as a result of the Supreme
Court's interest rate judgement in February 2012 are the main expla-
nation for the difference YoY. In 2012 the increase in the value of
loans was almost 75 b.kr., compared to a decrease in the value of
loans of 51 b.kr., excluding the valuation adjustment of contingent
bonds. This comprises quite a significant reduction in the revaluation
amounts from that of the previous year. As before, part of the increase
in the value of loans was recognised through interest income. Since
2009, net revaluation of loans, excluding expensing of contingent
bonds and income recognised through interest income, amounts to
115 b.kr. Generally speaking, it could be said that corporate lend-
ing has been revalued upwards while household lending has been
revalued downwards. Due to the varying composition of the large
banks' balance sheets, revaluation of their loan portfolios has been
retained to a greater or lesser extent in each bank. Thus the combined
net increase and more in value of loans of Landsbankinn and Arion
Bank has all accrued to the old banks, while the increase in value of
islandsbanki's loans has boosted the bank’s profit and equity, see Table
VI-1 for details. In coming quarters fluctuations of the item loan reval-
uations will probably decrease as restructuring of loans proceeds and
valuation of loans becomes clearer following resolution of court cases.
In 2012 the banks' operating expense as a ratio of net interest
and fee and commission income was 63% and operating costs as a
ratio of total assets was 2.7%, an increase from the previous year.* In
general, operating expense as a ratio of total assets of Icelandic banks
is high compared to Nordic banks, where operating expense may be
even less than 1% of total assets. The principal explanations for the
increase in operating expense YoY are higher wage expenditures, a
variety of expenses in connection with mergers with other financial
undertakings, Financial Activities Tax on wages, etc.

3. Net decrease in value of loans and expense entries in connection with contingent bonds.

4. Based on 2011 operating expense net of 17.9 billion in write-offs of goodwill at slands-
banki.



Table VI-1 1 Income and expense of large commercial banks in
connection with revaluation of loans

Landsbankinn hf. 2009 2010 2011 2012 Total
Increase in value of loans 23,772 49,702 58,489 37,320 169,283
Loan impairment -6,577 -32,794 -47,760  -14,380 -101,511
Revaluation of contingent bonds -10,241 -16,269  -34316 -27,331 -88,157
Total impact on income 6,954 639 -23,587 -4,391 -20,385
Profit for the year 14,332 27,231 16,973 25,494 84,030
islandsbanki hf.

Increase in value of loans 18,419 42,305 15,249 24,739 100,712
Loan impairment -19,501 -28,312 -16,469  -19,029 -83,311
Revaluation of contingent bonds 0 0 0 0 0
Total impact on income -1,082 13,993 -1,220 5,710 17,401
Profit for the year 23,982 29,369 1,866 23,418 78,635
Arion Bank hf.

Increase in value of loans 20,199 40,269 38,368 12,824 111,660
Loan impairment -9,939 -26,787 -27,424  -17514 -81,664
Revaluation of contingent bonds -10,556 -11,604 -19,593 0 -41,753
Total impact on income -296 1,878 -8,649 -4,690 -11,757
Profit for the year 12,871 12,557 11,094 17,056 53,578
Large commercial banks
Increase in value of loans 62,390 132,276 112,106 74,883 381,655
Loan impairment -36,017 -87,893 -91,6563  -50,923 -266,486
Revaluation of contingent bonds -20,797 -27,873  -53909 -27,331 -129,910
Total impact on income 5,576 16,510 -33,456 -3,371 -14,741
Profit for the year 51,185 69,157 29,933 65,968 216,243

Sources: Commercial banks’ annual financial statements, Central Bank of Iceland, Financial Supervisory Authority.

In recent quarters the banks' results have been characterised
by various extraordinary income and expense items, e.g. profit on
companies taken over, revaluation of loans taken over etc. Generally
speaking, net interest income and fees and commissions comprise
the banks' core income while trading gains on financial activities are
more uncertain. Based on 2012 operations, and assuming a 3% inter-
est margin and 1% net reduction in the value of loans as well as fee
and commission income for the year but with unchanged operating
cost, it is evident that the profitability of the banks' core operations is
not satisfactory. ROE would be over 3.5% and return on total assets
around 0.6%. It is clear that cost-cutting measures await the banks,
especially regarding wages, IT and expert services purchased.

Currency imbalances have been substantially reduced ...

In recent quarters the large commercial banks' FX imbalances have
decreased considerably. At the beginning of 2011 their combined
currency imbalance relative to their capital base was over 79%, while
at the beginning of 2013 the imbalance was just over 4%. A major
factor in the decrease in 2012 was the recognition of Landsbankinn’s
contingent bond in foreign currency in the bank’'s accounts at the
end of last year. The nominal value of the bond was conditional upon
changes in the valuation of the excess value of specified assets from
the fall of the old bank until year-end 2012. Furthermore, recalcu-
lations and currency conversions of exchange rate-linked loans to
indexed or non-indexed loans in kréna following the Supreme Court's
judgement have reduced the imbalance.

OPERATIONS AND EQUITY

Chart VI-4

Three largest commercial banks'
foreign currency imbalances’
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Source: Central Bank of Iceland.
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Chart VI-5

Three largest commercial banks' provisions for
impairment, impairment and final write-offs'
% of loans to customers

= Provisions
= Impairment
Final write-offs

1. Consolidated accounts.
Sources: Commercial banks' annual financial statements.

Chart VI-6

Three largest commercial banks' capital and

risk-weighted base and capital adequacy ratios’
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1. Consolidated figures.
Sources: Commercial banks' annual financial statements.

Chart VI-7
Commercial banks' capital adequacy ratios'
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1. Consolidated figures.
Sources: Commercial banks' annual financial statements.

According to a Temporary Provision in its Rules on Foreign
Currency Balance, No. 950/2010, the Central Bank's authorisation to
grant credit undertakings a temporary exemption from the rules on
foreign balance expired on 1 January 2013. Due to the circumstances
which still prevail following the collapse of the Icelandic banking
system, the Central Bank decided to accommodate the undertak-
ings to some extent and on 21 December last year issued Rules No.
1171/2012, amending the Rules on Foreign Currency Balance. These
state that the Central Bank may grant credit undertakings a temporary
exemption for three months at a time from the rules on currency bal-
ance until 1 January 2014. At the end of March this year all of the com-
mercial banks satisfied the Central Bank’s rules on currency balance.

... but indexation imbalances remain high

The commercial banks' combined indexation imbalance rose YoY. At
year-end 2012, the imbalance between the large commercial banks’
indexed assets and liabilities was positive by over 192 b.kr., compared
to an imbalance of 163 b.kr. at year-end 2011. The banks' indexation
imbalance varies greatly: Landsbankinn is in a class by itself, with an
imbalance equivalent to 66% of its capital base; Arion Bank's imbal-
ance was 28% of its capital base, while [slandsbanki's indexation
imbalance was negligible. The principal explanations for the continu-
ing increase in the total indexation imbalance YoY are the conversion
of exchange rate-linked loans to indexed loans in tandem with debt
restructuring, the conclusion of swap contracts, changes in the banks'
consolidations as well as inflation during the period. A further discus-
sion of the banks' indexation imbalance is available in Box IV-1.

Credit loss provisions and assessment of credit quality

The impairment reflected in the banks’ provisioning shows the esti-
mated impairment of loan portfolios from book value after the new
banks were established (impairment in excess of the write-downs or
“discount” from the value of the claims). It should be borne in mind,
however, that the balance on credit loss accounts decreases when the
loans which the provisions cover are finally written off. Therefore, the
development of credit loss provisions on the book value of loan port-
folios does not tell the entire story regarding the quality of loans and
valuation when the value of claims for a considerable portion of loan
portfolios is somewhat higher than the book value. At year-end 2012,
the banks' provisions for credit losses on customer loans totalled 150
b.kr., or 8.4% of the book value of loans to customers, which is an
increase of 1.2 percentage points from the previous year. In 2012
gross impairment on loans and claims amounted to 53 b.kr., and final
write-offs were 24 b.kr. Final write-offs were considerable in 2010 and
2011, then decreased somewhat last year. In 2012 increased gross
impairment was especially visible on loans to households and hold-
ing companies. Methodology applied by the banks in assessing the
book value of loans, impairment and provisioning can vary in many
respects. Some difference remains between the claim value and book
value, especially of loans in default, offering some leeway to conclude
the restructuring of loan portfolios.



The banks' equity position is strong ...

The large commercial banks strengthened their capital position
between 2011 and 2012. Their capital ratios rose by over 3 percent-
age points YoY, to 25% as of year-end 2012, including 22.5% in
Tier | capital.®> The banks' capital ratios are well above the Financial
Supervisory Authority's required minimum.® The large commercial
banks' capital base totalled 550 b.kr. at the end of 2012, after increas-
ing by 74 b.kr., or 16%, from the previous year. The capital base
consists primarily of share capital and retained earnings, while sub-
ordinated loans amounted to only around 10%. The banks' risk base
was just over 2,200 b.kr. at year-end 2012, a YoY increase of 9 b.kr.
Generally speaking the banks' risk base is comprised of credit risk,
market risk and operational risk. Credit risk is the banks' most salient
risk factor, comprising over 80% of the risk base. The credit risk base
increased slightly YoY, while market risk decreased. The operational
risk base rose; all the large commercial banks calculate this based on
their average net operating income for the past three years.” Due to
their strong equity position and good operating profits last year, two
of the three large commercial banks plan on paying dividends on 2012
profits equivalent to a total of 13 b.kr. MP Bank is somewhat of a spe-
cial case among commercial banks, with a low capital ratio. The bank’s
capital ratio was only 10.8% at year-end 2012, decreasing markedly
YoY, especially due to strong lending growth.

... and leverage ratios moderate

Credit institutions' risk bases take risk weights into account. For
instance, if the composition of risk-weighted assets changes, the capi-
tal ratio can rise, even if both the capital base and the value of total
assets remain unchanged. The more the ratio of risk-weighted assets
to total assets falls, the less capital the bank must hold against assets,
and the more debt it can take on. As a result, financial supervisors
have given increasing consideration to leverage ratios (debt-to-equity
ratios) and how they evolve. At year-end 2012, the ratio of debt to
the book value of equity of the largest commercial banks was close to
460%, i.e. their leverage ratio was just under 4.6 compared to 5.4 at
year-end 2011. It could be mentioned that the old banks' leverage just
prior to their failure in 2008 was over 16, i.e. debts were more than 16
times the value of equity (around 30 if adjustment is made for equity
which was financed by loans from the banks themselves, which is no
longer permissible).

5. Capital ratio defined according to the Act on Financial Undertakings and the FME Rules
on Capital Requirement and Risk-Weighted Assets of Financial Undertakings. Tier 1 capital
consists of share capital, retained earnings, etc., as well as deductions; cf. Article 84 of the
Act on Financial Undertakings.

6. According to Act No. 161/2002, on Financial Undertakings, the capital base of a financial
undertaking must be equivalent to a minimum of 8% of its risk base, but the Financial
Supervisory Authority has, by virtue of an authorisation in this same Act, prescribed a
higher ratio. The commercial banks themselves assess their capital requirements (following
the ICAAP procedure), after which the Financial Supervisory Authority reviews this assess-
ment (SREP) and sets minimum capital requirements for the banks.

7. Cf. the Basic Indicator Approach in the Financial Supervisory Authority's Rules on Risk-
Weighted Assets.
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Chart VI-8

Liabilities, equity and leverage ratios
of the three largest commercial banks’

B.kr. %

Dec. 2009

Dec. 2010 = Dec. 2011 Dec. 2012

Bl Total liabilities (left)
mm Equity (left)
Leverage ratio (right)

1. Consolidated figures.
Sources: Commercial banks' annual financial statements.

Chart VI-9
Capital ratios of European and US banks'

Dec. 2009 ' Dec. 2010 ' Dec.2011 ' Dec. 2012
—  Europe (>50 b.USD)

== Europe (>5 b.USD og <50 b.USD)
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1. Average for banks in the EU and US based on total assets.
Source: Bankscope.
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Chart VI-10
Leverage of European and US banks'

Dec. 2009 ' Dec.2010 ' Dec.2011 ' Dec. 2012

—  Europe (>50 b.USD)

Europe (>5 b.USD og <50 b.USD)
— USA (>50 b.USD)

USA (>5 b.USD og <50 b.USD)

1. Average for banks in the EU and US based on total assets.
Source: Bankscope.

Capital ratios and leverage of foreign banks®

In recent quarters European banks' capital ratios have risen, especially
due to a higher capital base. At year-end 2012, the average capital
ratio of larger European banks was over 16%, and around 18.5%
for medium-size banks; these ratios had increased by some three
percentage points since year-end 2009. Capital ratios of US banks
are generally around 1.5 to 2 percentage points lower than those of
European banks, and the respective ratios were 14.5% and 17% at
year-end 2012. In the wake of the financial crisis, regulators pressed
the banks strongly to boost their capital base and thereby their capital
ratios. Furthermore, many regulators have already increased or intend
to increase capital requirements for systemically important banks. As
an example, Switzerland will demand a minimum capital ratio of 19%
for systemically important banks and in Sweden banks of this type
will be required to have a minimum capital ratio of 15.5% when new
capital ratio requirements have fully entered into force.’

In general, smaller banks have a lower leverage ratio than larger
ones. At year-end 2012, US banks' leverage ratios were 6-8, while
leverage ratios of European banks were 6-12. Large European banks
had the highest leverage ratios, although they had decreased some-
what from a peak at year-end 2010 in tandem with equity increases.
The Icelandic banks have somewhat higher capital ratios than medi-
um-size European and US banks, following their recent restructuring
and also have lower leverage ratios, although the difference there is
not as great. It can be argued that the position of the Icelandic banks
will need to be strong in coming quarters due to uncertainty of vari-
ous types.

Uncertainty of various types remains concerning loan quality
Some uncertainty still prevails regarding the actual value of the banks’
loans. Defaults, for instance, remain high, uncertainty concerning
the legality of loan contracts has not been completely resolved, loan
restructuring is still not complete and there is considerable political
uncertainty etc. Furthermore, it is conceivable that some undertakings
will have to undergo debt restructuring a second time. In addition, the
removal of capital controls could result in exchange rate volatility and
swings in inflation, which could affect borrowers' ability to fulfil their
commitments. Increased impairment could make a substantial impact
on the banks' capital ratios. A strong equity position is therefore nec-
essary until the above-mentioned uncertainty subsides.

8. Source: Bankscope

9. See, for instances, the report of the Committee on Systematically Important Financial
Institutions in Denmark. Final Report; Introduction and summary, 14 March 2013.



OPERATIONS AND EQUITY

An inflation-indexation imbalance develops when there is a mis-
match between DMBs' indexed assets and liabilities. DMBs' indexa-
tion imbalance has been the subject of discussion for at least two
decades, attracting increased interest when the imbalance becomes
substantial or if inflation deviates substantially from its expected
course. Attention has centred especially on DMBs' gains or losses
on the imbalance. Through the years there have been both periods
when the indexation balance was negative, i.e. when DMBs' fund-
ing was indexed to a greater extent than their assets, and periods
with a positive balance, i.e. where DMBs' indexed assets exceeded
their indexed obligations.

Indexation imbalance and interest margin

Banks profit on lending activities by charging an interest margin, i.e.
lending at higher rates than they pay on deposits and other fund-
ing. If knowledge of future inflation developments were perfect, it
would make no difference whether an imbalance existed between
the indexation of funding and lending, or whether it was positive or
negative. On the other hand, if inflation takes an unexpected turn,
an imbalance between their indexed assets and liabilities impacts
the banks' performance, depending on which type the imbalance is.

Chart 1
Unexpected increase in inflation
a) Negative balance b) Positive balance
Interest Interest
ig ig
L li 4_/_ s

Unexpected decrease in inflation

c) Negative balance d) Positive balance
Interest Interest
1 T —l i
i E—
i i
t t

Source: Central Bank of Iceland.

Chart 1. Change in inflation and impact on the interest margin of indexation imbalance. The upper chart
shows an unexpected increase in inflation while the lower one shows an unexpected decrease in inflation.
In the charts on the left (a and c) the inflation balance is negative, while it is positive in the charts on the
right (b and d). Interest rates on loans are indicated by i, and deposit rates by i. The area between the
lines represents the interest margin.

The four charts show how banks' average deposit interest rates and
average lending rates develop. To begin with, a balance exists and
inflation develops in line with expectations; the interest margin,
i.e. the difference between deposit rates (the lower blue line) and
lending rates (the upper red line) is a measure of the bank's income.
Inflation then takes an unexpected course. In Chart 1a, deposits
are indexed but not loans, in other words, the indexation balance is

Box VI-1

Indexation imbalance
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Chart 2

Indexation imbalance of the largest
commercial banks

-10

Landsbankinn ' [slandsbanki '  Arion banki

mm Indexation imbalance 2010 (left)
B |ndexation imbalance 2011 (left)
1 Indexation imbalance 2012 (left)

Imbalance as % of capital base 2010 (right)
— Imbalance as % of capital base 2011 (right)
— Imbalance as % of capital base 2012 (right)

Source: Commercial banks’ annual financial statements.

negative. A sudden rise in inflation results in an immediate increase
in the bank's interest cost on deposits. The bank responds to this
unexpected rise in inflation by raising its lending rates. Interest rates
on all loan contracts cannot be revised immediately, but rates for
new loans take the higher inflation rate into consideration. In time,
interest on outstanding loans gradually increases, in addition to
which loans at lower interest rates are gradually repaid while new
loans are granted at higher rates. The interest margin, which shrank
considerably due to the unexpected rise in inflation, gradually
increases once more. How rapidly this occurs depends upon how
rapidly the bank can revise its lending rates. An unexpected increase
in inflation therefore causes the bank's income to temporarily
decrease, i.e. it suffers a loss, if the inflation balance is negative.

Chart 1b shows what happens if inflation unexpectedly
increases when the indexation balance is positive, i.e. when lending
is indexed and not deposits. Interest rates on loans then rise imme-
diately when inflation increases while interest rates on deposits take
time to adjust. An unexpected increase in inflation therefore in this
case boosts the bank's income temporarily.

The impact of an unexpected drop in inflation is shown in
Charts 1c and 1d. Chart 1c shows that if the indexation balance
is negative an unexpected decline in inflation lowers funding cost
and increases the interest margin. On the other hand, with a posi-
tive indexation balance, an unexpected drop in inflation results in a
temporary contraction in the interest margin and thereby in income,
until deposit rates have been lowered (Chart 1d).

An indexation imbalance therefore creates uncertainty con-
cerning the bank's income. An unexpected increase in inflation,
when the balance is positive, and unexpected drop in inflation when
it is negative results in a temporary increase in the interest margin,
with higher income than otherwise. An unexpected increase in infla-
tion when the balance is negative or an unexpected drop in inflation
when the balance is positive causes the interest margin to fall and
income to drop temporarily. The conclusion is that if a bank has an
inflation imbalance, whether positive or negative, it increases the
uncertainty of its performance. The uncertainty is greater the longer
the time it takes to revise interest rates on non-indexed agreements.
As a result of this uncertainty, the bank can be expected to attempt
to reduce its potential loss, in part by maintaining a higher interest
margin than otherwise. Other things remaining equal, the stiffer
the competition on the banking market, the less opportunity there
is to maintain a high interest margin and therefore it becomes more
important to balance indexed assets and liabilities.

DMBs' indexation gains and losses

High inflation was a persistent problem until just over 20 years ago.
When inflation fell the most rapidly during the latter half of 1983
and in 1984, the banks' positive indexation balance caused them
losses, as deposit rates lagged behind. Once the banks' rate deci-
sions were liberalised around the middle of the 1980s indexation of
deposits grew and the banks' indexation balance turned negative.
The indexation balance was reversed in 1987 because of an increase
in indexed lending and the banks' obligatory assets with the Central
Bank were moved to an indexed account. In addition, competition
for savings grew with the sale of indexed savings bonds as an alter-
native to savings accounts. The response to the positive indexation
balance was to ban indexation of lending for a shorter term than
two years, instead of three months. At the same time, the minimum
length of indexed term deposits was extended from three months
to six. These actions resulted in a persistent negative indexation




OPERATIONS AND EQUITY

balance." In the ensuing years, overall policy remained aimed at
reducing indexation by lengthening the minimum term of indexed
deposits and lending. The last change was made at the beginning
of 1998, when the minimum length of indexed term deposits was
extended from one year to three, while indexed bonds cannot be
granted for a period shorter than five years. In recent years the
banks' indexation balance has been positive, i.e. their indexed
assets have exceeded their indexed liabilities. The inflation balance
of Arion Bank, islandsbanki and Landsbankinn over the last three
years is shown in Chart 2.

The banks' positive indexation balance gives cause to assess
what impact this has on their operations. As previously mentioned,
it is unexpected inflation developments which primarily determine
whether the banks gain or lose on their indexation imbalance.
Assessing such “gains” on the banks' positive inflation balance
requires a comparison of their inflation expectations with actual
inflation developments. The gain on the indexation balance is then:

m, = [(—HL> - 1] x By — Sy)

l1+nf_,,

where TT,, is the gain on the indexation balance, E, is indexed assets
and S, indexed liabilities, m is inflation during the period and me is
the expected inflation. To calculate the outcome of such an example
requires a decision on the basic assumptions, making the outcome
rather dependent upon those assumptions. These assumptions
include inflation expectations and also how long a time it takes to
revise the interest rates on non-indexed liabilities, here in the case
of the three large commercial banks.

For example, if the banks' inflation expectations for 2012
accorded with the Central Bank's inflation forecast in Monetary
Bulletin 2011/4, the actual inflation that year was 1.1% higher
than expected, or 5.2%. If it is assumed that revision of inter-
est rates on non-indexed liabilities takes at least a year, then
islandsbanki, which had an insignificant imbalance between indexed
assets and liabilities, can be estimated to have profited by only 15
m.kr. on the unexpected inflation. Arion Bank, which had an infla-
tion imbalance of 45 b.kr., would have gains of some 500 m.kr.
while Landsbankinn, which had a somewhat higher imbalance of
146 b.kr., would have gains of around 1.5 b.kr. The proviso must
be added that these calculations reflect the assumptions on which
they are based.

1. Bjorgvin Sighvatsson (1994), DMBs' indexation imbalances 1980-1993, Fjdrmalatidindi
XLI (1), pp. 38-50. Central Bank of Iceland.
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Box VI-2

Countercyclical capital
buffer

Chart 1

Credit to GDP Gap and countercyclical
capital buffer
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Sources: IMF, Central Bank of Iceland.

Chart 2
Credit to GDP ratio, HP trend and CCB
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In economic downturns, when asset prices and banks' equity drops,
e.g. due to higher credit losses, banks have two possible routes to
boost their capital ratios. Firstly, they can increase their capital base
with a share capital increase or take out subordinated loans and,
secondly, they can reduce their risk base by selling assets and cut-
ting back lending. As banks often have difficulty in obtaining new
capital at a time of falling asset prices, they respond to decreasing
capital ratios by selling assets and reducing lending. Such responses
can then result in deepening the economic contraction. The Basel
Committee has proposed additions to its current capital require-
ments, called Basel Ill. The changes are primarily comprised of two
aspects, firstly, a 2.5% general capital conservation buffer and,
secondly a countercyclical buffer, based on economic cycles and
systemic risk in the banking system.

The purpose of a countercyclical capital buffer is not to pre-
vent default by financial undertakings but rather to ensure that the
financial system has sufficient capital to maintain a normal supply of
credit through business cycles." Capital requirements are increased
in an upswing, when lending growth is high and other indications
point to an increase in systemic risk. In a downturn the capital buffer
is removed or reduced. Banks thereby become better prepared to
meet downturns without having to reduce lending or sell off assets.

According to a proposal for an EU Directive (CRD IV), banks
are to assess their countercyclical capital buffer based on the fol-
lowing factors:

a)  assessment of the credit to GDP gap;
b)  other parameters which indicate an increase in systemic risk in
the economy.

If the credit to GDP gap is more than the limit L, then a
countercyclical buffer is applied to capital requirements. When the
deviation has exceeded the upper limit H, the countercyclical capi-
tal buffer is at a maximum. The Bank for International Settlements
(BIS) recommends that the lower limit for the deviation be 2% and
the upper limit 10%.2 The maximum of the countercyclical capital
buffer is generally expected to be 2.5%. Between the lower and the
upper limits, the buffer is increased linearly, as is shown in Chart 1.

BIS recommends measuring the long-term trend using a
Hodrick-Prescott (HP) filter. Using the HP filter requires choosing a
parameter &, which affects the variability of the trend. The higher
the value of A the closer the trend is to a straight line. In analysing
economic fluctuations A is commonly set at 1600 for quarterly data
while for analysis of fluctuations in lending growth it is recom-
mended that A be 400,000,> because fluctuations in the lending
ratio have been longer. Using 400,000 for quarterly data is equiva-
lent to having A equivalent to 1,600 for annual data.* In assessing
the long-term trend in Icelandic data the parameter A was given
the recommended values. Although calculations were made using
parameters as low as 100, the selection of parameter did not greatly
affect the size of the countercyclical capital buffer.

Assessment of capital buffers based on the Credit to GDP gap

The Central Bank has annual data on household and corporate debt
in Iceland from 1970 onwards. Debts owed by Icelandic households
and corporates to domestic and foreign financial undertakings,

1. "“Guidance for national authorities operating the countercyclical capital buffer”. (2010)
Bank for International Settlements

2. See e.g. "The Macroprudential Toolkit". IMF Economic Review. (2011)

3. See Drehman et al. (2010). Countercyclical Capital Buffers: Exploring Options. Bank for
International Settlements.

4. See Ran and Uhlig (2002). On adjusting the Hodrick-Prescott Filter for the Frequency
of observations. The Review of Economics and Statistics.
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including pension funds and the Housing Financing Fund (HFF),
have grown from 81% of GDP in 1970 to 361% of GDP in 2007.
Since 2008, household and corporate debt has declined, and its
book value is currently around 200% of GDP.

Chart 2 shows the development of the lending ratio and con-
tractions in the Icelandic economy since 1980.° Data since 1970 was
used to assess the trend and the need for a countercyclical capital
buffer. It was assumed that the maximum countercyclical capital
buffer would be 2.5%. In assessing the trend only data which
existed at that point in time was used (a one-sided HP filter). Gross
corporate and household debt has grown strongly in recent decades
and applying the above-mentioned method indicates that additional
capital would have been required in 18 of the last 32 years. Chart
2 shows that in some cases a downturn coincided with an assessed
need for a countercyclical capital buffer. In those cases, the assess-
ment that there was need for a buffer could result from changes
in GDP rather than a lending increase and greater systemic risk. In
other words, the lending ratio is increasing because of a decrease
in the denominator of the ratio, GDP, rather than an increase in the
nominator, total lending. Fluctuations in GDP are greater in Iceland
than in other developed countries, which can require increased cau-
tion in the use of a ratio with GDP in the denominator.® For this the
upper and lower limits of deviation might need to be different here.
It is also necessary to consider other factors in addition to Credit to
GDP gap.

Chart 3 shows that the growth of the credit to GDP ratio in
2004-2007 was considerably more than 10%, indicating that a
countercyclical capital buffer equal to 2.5% of risk-weighted assets,
as proposed in the EU draft Directive (CRD 1V), could be too low
for Iceland. During those years the buffer should probably have
been increased more, and additional actions taken to restrain lend-
ing growth.

Other data indicating growing systemic risk

Current account: Chart 4 shows the current account balance from
1980 to 2012. In the 1980s, the current account deficit averaged
3.1% annually, in the 1990s it averaged 2.1% but in 2004-2008
it was on average 17.9%. A current account deficit is a common
forerunner of financial crisis.” A study has shown that the rapid
lending growth in 2000-2005 only created increased risk of a
banking failure in those countries where there was also a current
account deficit.® Asgeir Danielsson has shown that large fluctuations
in terms of trade have had a major impact on economic cycles in
Iceland.’ Developments in terms of trade are therefore, in addition
to a current account deficit, data which could be useful to consider
in assessing risk in the Icelandic banking system.

Real estate prices: In Iceland housing prices rose sharply in
2004-2008, well exceeding general wage rises. Chart 5 shows
the development of the wage index and housing price index for
the capital area from the beginning of 1994. Following the drop
in housing prices in the wake of the banking collapse, the overall
increase in wages and housing prices has been practically the same

5. Bjarni G. Einarsson et al. On our own? The Icelandic business cycle in an international
context. (2013) Central Bank of Iceland

6. Iceland's currency and exchange rate policy options, Special Publication no. 9.

7. See e.g. Kaminsky and Reinhart (1999). The twin crises: the causes of banking and bal-
ance of payments problems. American Economic Review 89, pp. 463-500.

8. Karlo Kauko. (2012). External deficits and non-performing loans in the recent financial
crisis. Economics Letters.

9. Asgeir Danielsson (2008). The Great Moderation Icelandic Style. Central Bank of
Iceland.
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Chart 5

Wage index and housing price and housing
price increase exceeding wage increase
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Sources: Statistics Iceland, Registers Iceland, Central Bank of Iceland.
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Chart 6

Real commercial property price in
greater Reykjavik, deflated by CPI"

Bl Real commercial property price increase (left)

— Real commercial property price (right)

1. Weighted average of industrial, retail and office properties. Data
subject to uncertainty due to sparsity and divergence of
measurements.

Sources: Registers Iceland, Central Bank of Iceland.

Chart 7

Annual increase in NASDAQ OMX Iceland
share index, deflated by CPI
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Table 1 Indicators used in deciding on a countercyclical capital buffer

Indicators

Norway Four main indicators: (1) Total household and corporate lending as
a ratio of GDP, (2) real estate prices as a ratio of disposable house-
hold income, (3) real prices of commercial and industrial real estate,
(4) credit institutions’ ratio of wholesale funding. The indicators are
compared to historical averages and deviation from the trend. More
emphasis is placed on expert assessment, having regard to these
indicators. The indicators are considered of little use to assess when
requirements for a countercyclical capital buffer should be relaxed.
Then other indicators should be considered, such as (1) increased
market unrest and (2) higher probability of banking system losses.

Sweden Ideas of using (1) Credit to GDP and the gap, (2) funding of lending
growth, where the increased role of short-term funding is an indi-
cation of unsustainability, (3) risk appetite of financial markets, (4)
household and corporate debt. Indicators as to when the require-
ments should be relaxed could be e.g. the index of the Swedish
central bank measuring the stress on financial markets, i.e. bond,
equity and FX markets.

Denmark Ideas of considering (1) Credit to GDP and the gap, (2) lending to
corporate and households, (3) real estate market developments,
(4) losses and write-offs, (5) leveraging of credit undertakings, (6)

conclusions of lending surveys etc.

Finland Ideas of considering (1) Credit to GDP and the gap. Studies show
that this indicator would not have served well historically in Finland,
regard should have rather been had for the current account bal-
ance, housing prices, indebtedness and LTV ratios. Generally
speaking, it is recommended that other indicators connected to
micro- and macro-prudential measures and to financial markets be

considered as possible warning signs.

Switzerland Four indicators: (1) Real estate lending as a ratio of GDP, deviation
from trend, (2) growth in mortgage lending, deviation from aver-
age, (3) real estate prices as a ratio of rent, deviation from average,

(4) real change in real estate prices, deviation from average.

England Ideas of using 17 different indicators. Eight indicators are directly

connected with banks' balance sheets, e.g. leverage ratio, ROA,
average risk weight, CDS spreads. Four market indicators such as
volatility index (VIX) and long-term real interest rate. Five other
indicators, e.g. total lending as a ratio of GDP and the gap, net
international investment position as a ratio of GDP and current
account balance.

Germany Ideas of using (1) Credit to GDP and the gap, (2) interest on loans

and interest margin, (3) lending requirements, (3) measures of risk
appetite.

Sources: Norwegian Central Bank (2013), “Criteria for an appropriate countercyclical capital buffer”, Research thesis No., 1,
Riksbank (2012), “Countercyclical capital buffers as a macroprudential instrument", Research thesis December, Harmsen (2010)
“Basel Ill: Macroprudential regulation by means of countercyclical capital buffers” Danmarks nationalbank monetary review
Q4. Kauko (2012) "“Countercyclical capital buffers in Finland" Finlands Financial stability 2-2012, Bank of England (2013), “The
Financial Policy Committee's powers to supplement capital requirements”, Bundesbank (2012), “Countercyclical capital buffer
for credit exposures to German counterparties” Financial stability review 2012.

from 1994. Chart 5 also shows how much housing prices in the
capital region rose in excess of general wage increases. In 2005 and
2006, housing prices in the capital region rose by a total of 42%
more than the wage index.

Commercial and industrial real estate prices: Chart 6 shows the
increase in commercial and industrial real estate prices in the capital
region since 1994. After a sizeable increase during the period 2003-
2007, prices subsequently fell by almost 60% in real terms. Chart 6
also shows the annual real increase in commercial and industrial real
estate in the capital region. In both 2005 and 2007, prices for such
property rose by over 40% in real terms.

Equity prices: Chart 7 shows the annual increase of the equity
index of NASDAQ OMX Iceland since the beginning of 1993. As
it shows, real equity prices rose steeply in 2002-2006 (19%, 41 %,
47%, 55%). In the latter half of 2007, equity prices then began to




OPERATIONS AND EQUITY

fall. A price decline on the equity market can result in direct credit
losses by financial undertakings if the equities are pledged. The
decrease can also be an indication of deteriorating corporate perfor-
mance, which subsequently could result in credit losses by financial
undertakings. Whether an increase in equity prices implies increased
systemic risk depends, among other things, on whether the equi-
ties are pledged and whether the companies concerned are highly
leveraged. It is important to gather data on corporate indebtedness
and pledging of equities.

In most neighbouring countries, consideration is had for real
estate market developments and private sector indebtedness in
assessing systemic risk, see Table 1. Generally speaking, however, it
is considered important to base a decision on countercyclical capital
charges on an expert assessment as well as indicators.

On 13 February the Swiss central bank proposed that a
countercyclical capital charge of 1% be adopted for Swiss banks.
The charge, which is to take effect on 30 September, applied only
to mortgage lending. On 14 March 2013 the Norwegian central
bank proposed that a countercyclical capital charge be applied
to all Norwegian banks. Further development of this was to be
announced later this year.

Although it is possible to list a large number of indicators
which it is important to monitor in assessing systemic risk, it would
be inadvisable to allow statistical measures to completely determine
the course in assessing systemic risk in the banking system. In addi-
tion to analysis of statistical data, therefore, good judgement must
always be applied in assessing a countercyclical capital buffer.”

10. There seems to be a general consensus on this point, see for example: “Guidance
for national authorities operating the countercyclical capital buffer” (2010) Bank for
International Settlements.
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VIl Settlement of the failed banks' estates

Impact of the winding-up of Glitnir, Kaupthing and LBI on
the economy

Based on the book value of the failed banks' assets and the breakdown of their claims between foreign and
domestic parties according to their lists of claims, their distributions are estimated to create a disequilibrium
in the balance of payments equivalent to -45% of GDP. Glitnir, Kaupthing and SPB (previously Icebank)
aim at concluding compositions. In parallel with this, creditors will take over administration of the estates.
Exemptions from the Act on Foreign Currency, however, have not been granted. In parallel with concluding
compositions, it is necessary to minimise the upset to the balance of payments resulting from the estates’
distributions as far as possible, and the cash flow imbalance over time. LBI (formerly Landsbanki Islands) has
continued distributions to priority creditors and has now paid about half of the estate’s priority claims.

Settlements of Glitnir, Kaupthing and LBI

Concluding the winding-up of Glitnir, Kaupthing and LBI (for-
merly Landsbanki fslands) will involve distributing the value of
their assets to creditors or turning over control of those assets to
them, as provided for by law. Because the assets will not cover all
the claims on the failed banks, the outstanding amount will be
written off. Creditors will never be able to recover more of their
claims than the selling price of the estates' assets. Obligations
may develop, however, between domestic and foreign parties in
the winding-up process if the relative proportions of the estates’
domestic and foreign assets do not match those of their claims. To
get a picture of possible obligations, therefore, both the estates’
assets and claims need to be examined.

Domestic claims and foreign claims

Although non-residents own the majority of the claims against the
estates, domestic parties also hold claims. The largest domestic
creditors are, firstly, the Central Bank's holding company, Eignasafn
Sedlabanka islands, and secondly SPB hf. (previously Icebank). These
claims are for the most part connected to collateralised lending (repos)
in the years prior to the banking system collapse in 2008. Other
domestic creditors include pension funds, securities and investment
funds and the commercial banks.

Right up until the time the Central Bank published its Special
Publication no. 9, entitled Iceland’s underlying external position and
balance of payments, this past March, the bank based its assessment
of the division between domestic and foreign claims on the summaries
of assets and liabilities submitted to the Central Bank by the Winding-
up Boards of the failed banks and which reflect outstanding claims,
both those which have been recognised and those which are disputed.
Part of the domestic claims are from other Icelandic financial under-
takings in winding-up proceedings and the beneficial owners of these
claims are to a large extent foreign creditors of the financial undertak-
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ings in question. The Central Bank therefore made a detailed analysis
of the underlying owners of the domestic claims of Glitnir, Kaupthing
and LBI. Table VII-1 gives a breakdown of claims as recognised in the
estates' list of creditors at the end of last year. An estimated 5.3% of
the underlying claims are in fact from domestic parties while around
94.7% are from non-residents.” This is a considerable reduction in the
share of domestic claims from that of previous analyses.2 Some uncer-
tainty still remains, however, in this analysis. A considerable number
of claims are still disputed and parties often negotiate a settlement
between themselves both through voluntary agreements and set-offs.
There is also uncertainty concerning the transfer of claims until distri-
butions are made. Claims are bought and sold. The creditor group has
undergone major changes from the beginning of the winding-up, and
there have even been considerable changes in recent months. Almost
all recent transactions have been between foreign parties, while
domestic parties have also to some extent sold their claims in the past
few months. This could alter the proportions of domestic and foreign
creditors still further.

Table VII-1 Breakdown of claims on Glitnir, Kaupthing and LBI as
recognised in the estates’ list of creditors as of year-end 2012

Domestic claims Foreign claims

(%) (%)

Glitnir 14.4 85.6
Kaupthing 11.6 88.4
LBI, priority claims 0.1 99.9
LBI, general claims 10.7 89.3
Total: weighted 9.5 90.5

Central Bank's analysis of the claims’

Glitnir 6.2 93.8
Kaupthing 85 915
LBI, priority claims 0.1 99.9
LBI, general claims 5.8 94.2
Total: weighted 53 94.7

1. Part of the domestic claims are from credit institutions in winding-up proceedings. The underlying and beneficial owners of
those claims are analysed.
Sources: Lists of claims of Glitnir, Kaupthing and LBI, Central Bank of Iceland.

Assets of the failed banks

The majority of the failed banks' assets are foreign, but the estates
own substantial domestic assets as well. Most significant among the
latter are claims on the new banks and holdings in them. Considerable
uncertainty remains as to the value of both the domestic and foreign
assets of the failed banks. The estates' assets, taking into considera-
tion interim distributions, have risen as more claims have been col-
lected and assets realised. As the estates can recognise the book value
of their assets in varying ways, it is not certain that the book value
of the estates is completely comparable. Table VII-2 gives a summary

1. Regard is had for priority claims against LBl and the weighting is based on the size of the
estates.

2. See, for example, analyses in What does Iceland owe?, Monetary Bulletin 2012/2 and
Financial Stability 2012/1.



Table VII-2 Book value of assets of Glitnir, Kaupthing and
LBI at year-end 2012

Domestic Foreign Total
assets assets  assets
B.kr. in ISK in FX  Total in FX'
Deposits with DMBs 66 60 126 640 766
Loans to customers 67 43 110 598 708
Loans to financial institutions 0 11 11 38 49
Securities 56 54 110 411 521
Derivatives 15 0 15 39 54
Compensation bonds from new bank 0 315 315 0 315
for asset transfer
Holdings in subsidiaries and affiliates 228 13 241 14 255
- thereof stakes in the new banks 226 0 226 0 226
Other assets 7 14 21 10 31
Total 439 510 9249 1,750 2,699
- thereof domestic appropriated assets with 10 32 42 0 (0]
foreign pledges
Position in escrow accounts 8 0 8 43 51
Assets and position in escrow accounts 447 510 957 1,793 2,750

1. An insignificant portion of foreign claims are in ISK.
Sources: Financial information Glitnir, Kaupthing and LBI, Central Bank of Iceland.

of the book value of the estates' assets as of year-end 2012, as rec-
ognised by the Winding-up Boards. Total assets are reported to be
around 2,699 b.kr., in addition to which the estates had around 51
b.kr. in escrow accounts to cover distributions on priority claims which
are still disputed. This amount is still a separately designated asset of
the estates. Assets were therefore recognised as 2,750 b.kr or 161%
of GDP in 2012.3 The estates have already begun making distribu-
tions, and have paid 836 b.kr. to priority creditors (see Box VII-1 for
further details). Total assets of the estates, including these distribu-
tions, amounted to almost 3,600 b.kr. at year-end 2012, equivalent
to around 210% of GDP.

Domestic assets are now 957 b.kr., of which 447 b.kr. are
recognised in kréonur and 510 b.kr. in foreign currencies. Around
42 b.kr. of the domestic assets are appropriated assets secured by
pledges abroad. Domestic assets have decreased from the previous
year, primarily due to a prepayment of over 73 b.kr. by Landsbankinn
on its A-bond issued to the old bank and a transfer by Kaupthing in
September last year of a deposit of over 300 b.kr. from the Central
Bank of Iceland to foreign financial undertakings. These deposits were
exempt from the restrictions of the Act on Foreign Currency when
amendments were made to the Act in 12 March 2012. Despite the
distributions, the banks' foreign assets grew considerably YoY, if the
transfer of Kaupthing's deposit is excluded, and currently amount to
1,793 b.kr.

Last year there were considerable changes in the domestic assets
of the failed banks. Loans in Glitnir's asset-backed portfolios Haf and
Holt are now classified as loans to customers instead of holdings in
subsidiaries and affiliates. Most of these loans were restructured in
2012, and foreign-denominated loans to domestic parties without
foreign currency income were converted to krénur. Derivative claims

3. Based on reports of assets and liabilities of failed banks submitted to the Central Bank and
financial information Glitnir, Kaupthing and LBI.
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Chart VII-1

Assets, claims and distributions
of DMBs in winding-up proceedings
Book value 31/12 2012

B.kr.

T

Glitnir Kaupthing LBI
I Assets
B Distributions
[ Liabilities, i.e. unpaid claims

Sources: Financial informations Glitnir, Kaupthing and LBI, Central
Bank of Iceland.

Chart VII-2

Estimated domestic/foreign breakdown of
assets of DMBs in winding-up proceedings
Book value 31/12 2012

Glitnir Kaupthing

Domestic assets in ISK (left)
Domestic FX assets (left)

Foreign assets (left)
% of domestic assets (right)

Sources: Financial informations Glitnir, Kaupthing and LBI, Central
Bank of Iceland.

Chart VII-3

Estimated % of domestic/foreign assets
of DMBs in winding-up proceedings
Book value 31/12 2012
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Foreign assets
]
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Domestic FX assets

Sources: Financial informations Glitnir, Kaupthing and LBI, Central
Bank of Iceland.
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Chart VII-4

Estimated domestic/foreign breakdown

of assets and claims of DMBs in winding-up
proceedings

Book value 31/12 2012
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Sources: Claims lists and financial informations Glitnir, Kaupthing,
and LBI, Central Bank of Iceland.
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also decreased YoY, from 60 b.kr. to 15 b.kr. after some pension funds
concluded agreements on settlement with Glitnir and Kaupthing.
Securities in foreign currencies increased from 8 b.kr. to 54 b.kr. in
connection with settlement of the banks' subsidiaries in Luxembourg
and delivery of assets from their estates to the parent companies in
Iceland. These assets were previously classified as claims on foreign
financial undertakings. Domestic deposits also increased, reflecting
the estates' increasing recoveries and growing liquid funds.

The relative share of domestic and foreign assets varies some-
what among the estates; LBI's domestic assets are the highest, at
almost one-half, and Kaupthing's lowest, at around 24% (Chart VII-
3). It should be borne in mind that LBl has made the highest distribu-
tions of the three estates and a relatively greater portion of foreign
assets than domestic. If only domestic kréna assets are considered,
LBI's kréna assets are the least while Glitnir's are the highest; this is
due mostly to the holdings in Arion Bank and Islandsbanki. The varia-
tion in the estates’ proportions of domestic assets is explained mainly
by the original split of assets between the new and the old banks. In
Glitnir's case, domestic assets remained in asset-backed bond port-
folios, Haf and Holt, and similarly in LBl domestic assets were in the
Avens portfolio. This can be seen on the asset side of the estates.

Impact of settlement of the estates on the balance
of payments
Based on the above-mentioned book value of the estates' assets,
as shown in Table VII-2, and having regard for domestic appropri-
ated assets which are secured with pledges abroad, the estimated
breakdown of the estates’ assets is 33% domestic and 67 % foreign.
The breakdown of claims against the estates, 5.3% domestic and
94.7% foreign, differs significantly from their asset breakdown (Table
VII-1). As a result of this difference, other circumstances remaining
unchanged, in the distributions resulting from the estates’ winding-
up or composition, domestic assets accruing to foreign creditors will
be greater than foreign assets accruing to domestic creditors, which
will negatively impact the balance of payments. An estimated 2,604
b.kr. in assets will accrue to foreign creditors and around 146 b.kr.
to domestic creditors, which means around 867 b.kr. of domestic
assets will be acquired by foreign creditors and create a foreign debt.
On the other hand, around 97 b.kr. of foreign assets will accrue to
domestic parties and create a foreign asset. The net result is foreign
debt amounting to 770 b.kr. or the equivalent of around 45% of GDP
(Chart VII-5). This is a slightly better outcome than was arrived at in
the Central Bank's Special Publication No. 9 of March this year, where
the net position was estimated to be negative by 797 b.kr. The differ-
ence is due primarily to a lower proportion of domestic assets, 33%
now instead of 35% in March. That in turn is due, firstly, to the fact
that the estates' escrow accounts are now included in their assets and,
secondly, to a slight overestimation of the value of domestic assets.
As Table VII-1 shows, the proportion of domestic claims against
the estates varies considerably: for Kaupthing this is estimated at
8.5%, 6.2% for Glitnir and substantially lower for LBI. The propor-



Chart VII-5

Estimated impact of the winding-up of Glitnir, Kaupthing and
LBI on the external position

Breakdown of creditors
Total

2,750
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Foreign assets and
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Foreign parties
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%
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Amounts in b.kr. Breakdown of creditors is based on recognised claims in the banks' lists of
claims. Based on asset portfolios as of year-end 2012. Domestic appropriated assets secured by
foreign collateral are classified as foreign assets. The estates' assets may not be recognised in a
manner which makes them fully comparable.

Sources: Financial information and lists of claims of Glitnir, Kaupthing and LB, Statistics Iceland,
Central Bank of Iceland.
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tion of the estates’ domestic assets, without regard to foreign pledges
of domestic appropriated assets, also varies somewhat: it is highest
for LBI at 49%, 31% for Glitnir and lowest for Kaupthing, 24%.
Kaupthing thus has the highest share of domestic clams and the low-
est proportion of domestic assets. The estimated payments by the
estates all create a foreign debt. The impact of Kaupthing is estimated
to be negative by the equivalent of 8% of GDP (Chart VII-6), of
Glitnir 14% and of LBl by almost 26% of GDP, or in total 48% of
GDP if foreign pledges of domestic appropriated assets are not taken
into account. In addition, LBI has already distributed to foreign parties
a substantial amount of domestic assets which are not included here.

The above figures are based on book value according to the
estates’ results. The estates’ assets include domestic assets in krénur
recognised at 447 b.kr. and domestic assets in foreign currencies rec-
ognised at 510 b.kr. Holdings in islandsbanki and Arion Bank are the
largest of the estates’ domestic assets in krénur. The book value of
the holding in Arion Bank is equivalent to its equity while the holding
in [slandsbanki is recognised at just over 80% of equity. Each 10%
decrease in recoveries on the estates’ holdings in the banks by sale
to domestic parties reduces the impact of the estates’ winding-up on
the net external position by just over 1% of GDP. The impact would
be similar if the proportion of domestic claims were to increase from
current expectations. For each two percentage points that the share
of domestic claims increases, the impact of the estates’ winding-up on
the net external position decreases by the equivalent of just over 3%
of GDP (Chart VII-7).

Distributions by the estates and their impact

As previously mentioned, the Central Bank now uses the failed banks’
lists of claims to analyse the share of domestic and foreign claims,
instead of the estates’ summary of assets and liabilities as previously.
The share of foreign claims has increased over previous analyses,
from around 87% previously to 95% now, with the result that a
greater share of the estates’ assets will accrue to foreign creditors.
The estates’ principal assets are claims on domestic parties in Icelandic
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Chart 6

Estimated impact of settlement
of DMBs' winding-up on net IIP
Year-end 2012

B.kr. % of GDP 20‘I20
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E  |Impact on balance of payments (left)
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Sources: Claims lists and financial informations Glitnir, Kaupthing,
and LB, Statistics Iceland, Central Bank of Iceland.

Chart VII-7

Impact of foreign claims on DMBs
in winding-up proceedings on net IIP
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Sources: Claims lists and financial informations Glitnir, Kaupthing,
and LBI, Statistics Iceland, Central Bank of Iceland.
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krénur, claims on domestic parties in foreign currencies, foreign assets
in foreign currencies and holdings in the new banks (Table VII-2 and
Chart VII-8).

Claims on domestic parties in Icelandic krénur

These assets are recognised at a book value of 221 b.kr. Just over one-
third of this amount, some 85 b.kr., is already liquid funds, most of
which is on deposit with commercial banks in savings accounts and to
a limited extent in short-term Treasury paper. Apart from liquid funds,
the largest asset items are loans to customers, 67 b.kr., and securities,
56 b.kr., mostly listed and unlisted equities and Treasury bonds.

Claims on domestic parties in foreign currencies

These assets are recognised at a book value of 510 b.kr. Of this
amount, around 60 b.kr. is on deposit in foreign currency accounts
with the commercial banks. Apart from this, Landsbankinn's bonds are
315 b.kr., state guaranteed securities are 54 b.kr. and loans to custom-
ers and financial undertakings another 54 b.kr.

Claims on foreign parties in foreign currencies

The book value of these assets is ISK 1,793 b.kr. Of this amount,
1,029 b.kr. or 57% is liquid funds. All of this is kept abroad, partly in
liquid bonds and bills, which are classified as securities in Table VII-2.
Other claims on foreign parties amount to 764 b.kr. or 43% of the
estates' foreign assets. Loans to customers are by far the greatest
share of this, totalling 598 b.kr. or 78% of foreign assets, which grad-
ually becomes liquid funds as loan books are run off. These loans are
in many instances also connected to the estates’ holdings in the com-
panies in question, i.e. shareholdings. Just over 100 b.kr. of the loans
are subordinated loans against assets in a subsidiary in Luxembourg.

Holdings in the new banks
The book value of Glitnir's 95% holding in Islandsbanki and
Kaupthing's 87 % stake in Arion Bank is 226 b.kr.

Chart VII-8

The failed commercial banks: assets, claims against residents and non-residents,
and estimated disbursements. Estimated in April 2013 based on asset portfolios
as of year-end 2012 and claims lists. Amounts in b.kr."

Failed
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- 5
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1. The estates' assets may not be recognised in a manner which makes them fully comparable.

a) Foreign-denominated deposits.

b) A portion of these claims, but not all of them, are against parties with some foreign-denominated inconr
some pressure on the exchange rate.

c) New offshore kronur; pressure on the exchange rate.

d) Uncertain whether creditors will convert to kronur.

e) Possible pressure on the exchange rate, depending on which currency is used to pay for the holdings.

Sources: Financial information and lists of claims Glitnir, Kaupthing and LBI, Central Bank of Iceland.



The amount of the debt which will be owed by domestic parties
to foreign parties upon the conclusion of the winding-up proceedings
is not easy to predict. One approach to estimating the figure is to
examine what the outcome would be if currently existing domestic
and foreign assets are divided between domestic and foreign credi-
tors based on their current proportions. This would result in foreign
creditors receiving an estimated 209 billion Icelandic krénur, of which
around 80 b.kr is already in liquid funds. The remaining amount which
is still tied up in assets is not all liquid and will be released over a period
of some years. If these funds were distributed, it would increase the
krona assets of foreign parties under capital controls. In addition,
around 2,181 b.kr. of assets in foreign currencies would accrue to
foreign creditors, 1,031 b.kr. of which is already liquid funds. Based on
the Winding-up Boards' book value of holdings in the new banks, 210
b.kr. of their sales value would accrue to foreign creditors.

Domestic parties owing foreign-denominated debt to the failed
banks have partical access to foreign credit markets to refinance
those claims or a considerable amount of liquid assets to cover the
banks' claims. It is currently estimated that, of the estates’ 510 b.kr. in
foreign-denominated claims on domestic parties, less than 274 b.kr.
are claims against parties who have no foreign assets with which to
pay the claims or have no access to foreign credit markets (Chart VII-
9). The estates’ domestic assets recorded in Icelandic krénur total 447
b.kr., of which 419 b.kr. belong to foreign creditors. If this amount is
to be paid to foreign creditors in foreign currencies, the entire amount
will have to be refinanced. The above-mentioned amounts of domes-
tic assets which must be paid to foreign creditors could decrease sub-
stantially if agreements are reached on the distributions.

Conclusion of winding-up

A statutory amendment of 12 March 2012 placed DMBs in winding-
up proceedings within the scope of the Act on Foreign Currency, No.
87/1992. They are therefore governed by the restrictions in the Act,
although exempt from certain provisions such as repatriation obliga-
tions, foreign investment, foreign borrowing and lending etc. Capital
movements in foreign currency were restricted, with the exception of
their cash balances in foreign currency on deposit with foreign finan-
cial undertakings or the Central Bank of Iceland, as of close of the day
on 12 March 2012. In addition, an exemption provision was cancelled
which had allowed cross-border transfers in domestic currency in con-
nection with payment of claims from the insolvent estates and pay-
ment of contractual claims provided for in compositions. The estates
therefore can only pay creditors those funds which were exempt
from the restrictions of the Foreign Currency Act, unless granted an
exemption by the Central Bank of Iceland. According to the most
recent amendment to Act No. 87/1992, on Foreign Currency, which
was adopted on 9 March this year, the Central Bank is to consult
with the Minister on exemptions concerning individual parties with
balance sheets totalling over 400 b.kr. if the exemption could have a
substantial impact on the nation’s debt position and concern owner-
ship of the commercial banks. All three estates, Glitnir, Kaupthing and
LBI, fall into this category.

SETTLEMENT OF THE FAILED BANKS' ESTATES

Chart VII-9

Domestic assets of the failed banks
which need to finance
Book value 31.12.2012
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Sources: Financial informations Glitnir, Kaupthing and LB, Statistics
Iceland, Central Bank of Iceland.
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Winding-up of the estates can conclude in one of two ways
after guaranteed and priority claims have been paid. The estates must
then either be placed in liquidation, as provided for by law, and the
liquidator will endeavour to realise the estates' assets and distribute
them to creditors, or the estates can seek composition with creditors,
who take over the administration of the estates and determine their
future vision. Both Glitnir and Kaupthing intended to reach composi-
tions in the final quarter of 2012. They did not manage to do so and
the Winding-up Boards issued notification to this effect in November
last year. The approval of the Central Bank of Iceland of exemptions
from the Foreign Currency Act, to enable the estates to seek composi-
tion, has not been granted. Both estates have, however, applied for
such an authorisation. It is evident that the estates have a way to go
yet before compositions can be achieved, even if the Central Bank's
approval were available. LBI will continue to convert assets into liquid
funds and make distributions to priority creditors. After that a decision
can be taken as to whether the estate’s winding-up should conclude
with composition or liquidation.

Distributions of the estates must be placed in a firm framework

Based on the current book value of the failed commercial banks' assets

and their estimated distributions, this will cause a major disequilibrium

in the balance of payments, which can be limited, however, by agree-
ments. If the estates had not been brought under the Act on Foreign

Currency on 12 March 2012, making it possible to control their dis-

tributions, these payments could have created major instability on the

FX market. Three main aspects need to be considered in connection

with the estates' distributions, in order to limit the disequilibrium in

the balance of payments:

e At a certain point in time, the failed banks are likely to dispose of
their holdings in the new banks. The book value of these holdings
is more than half of Glitnir's and Kaupthing's ISK-denominated
domestic assets. If the holdings are sold at their current book
value, some 210 b.kr. of their sales price will accrue to foreign
creditors.

e Other ISK-denominated domestic assets amount to around 221
b.kr. Of these, 85 b.kr. are liquid funds, which upon their distribu-
tion will boost somewhat the already existing volatile krona assets
of foreign parties in the economy and possibly delay the removal
of capital controls.

e The estates hold substantial foreign-denominated claims on
domestic parties, principally Landsbankinn. Sufficient liquid FX
assets or access to refinancing do not exist to cover these obliga-
tions in full.

The intention is to remove capital controls without causing major
instability on the FX market. This depends in part on how successfully
the continuation of the failed banks’ winding-up can be arranged. In
the first place, the repayment profile of the bonds issued between
the new Landsbankinn and the old bank needs to be extended, with
refinancing or by other routes. As pointed out in Chapter II, Iceland's



debt repayment profile is extremely heavy in coming years. Given the
uncertainty of the new bank's access to foreign refinancing, it is not
certain that it will be able to make the payments on these bonds, at
least not without creating considerable pressure on the exchange rate.
Furthermore, if the terms of the bonds are not modified there will be
little scope for additional outflows during the instalment period, e.g.
of non-residents' liquid krona assets or their holdings in the failed
banks, or for the relaxation of capital controls unless this is offset
by other capital inflows. In addition to extending the Landsbankinn
bonds, a firm framework needs to be established for distributions to
the estates’ foreign creditors.

SETTLEMENT OF THE FAILED BANKS' ESTATES

Ranking of claims

The time limit for lodging claims against the estates of the three
failed banks, Glitnir, Kaupthing and LBI (previously Landsbanki
islands) expired in the latter part of 2009. Claims were lodged in
those currencies in which the obligations between the parties were
originally concluded. The priority of claims against the estates is
determined by the general rules of the Act on Bankruptcy etc.!
Claims were lodged in accordance with their ranking as provided
for in Articles 109-114 of the Act. The priority of the claims varies
according to the number of the article which applies to them. Claims
lodged with reference to Articles 109-111 include: i) proprietary
claims (Art. 109), where a creditor has managed to prove its owner-
ship of a specific asset in the custody of the estate; ii) claims for the
cost of administration of the estate (Art. 110) and iii) secured claims
(Art. 111), which enjoy lien rights or other security interests in the
estate's assets. Priority claims lodged with reference to Art. 112 are
mainly claims for salaries and wage-related fees. The ranking of
claims was altered, however, by the emergency legislation, making
deposits also priority claims. Claims with reference to Art. 113 are
general claims, and subordinated claims are lodged with reference
to Art. 114. Itis evident that no payment will be made towards sub-
ordinated claims. Claims with reference to Articles 109-111 will usu-
ally be paid in those currencies in which the obligations between the
parties were originally concluded. Claims with reference to Articles
112-114 are converted to krénur based on the exchange rates as of
22 April 2009, as provided for in Act No. 44/2009, amending the
Act on Financial Undertakings.? This prescribed in detail how the
winding-up proceedings of financial undertakings should be carried
out. Thus it makes no difference in what currency the obligation
was originally created when payments are made towards claims
with reference to Articles 112-114. These claims will then prob-
ably be paid in the currencies in which the estates make payment.
Disputes have arisen as to how amounts disbursed in foreign cur-
rencies should be converted to krénur, i.e. whether the exchange
rates as of 22 April 2009 should be used, the exchange rates on the
date of payment, or the exchange rates in Central Bank auctions.
Judgements in this dispute will be pronounced by the Supreme
Court before the end of this year.

Proprietary claims, with reference to Art. 109, and claims for
the administration of the estate, with reference to Art. 110, can be
lodged at any time during the winding-up process, regardless of
time limits for lodging claims. The estates are still receiving claims
lodged with reference to these Articles, and notification has been
given that still more will be lodged.

1. Act No. 21/1991.
2. Act No. 161/2002.

Box VII-1

Claims on the failed
banks, distributions
and the amount of
outstanding claims

Chart 1

Claims, distributions and proportion of priority
claims of DMBs in winding-up proceedings
Year-end 2012
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Sources: Financial information Glitnir, Kaupthing and LBI, Central Bank of
Iceland.
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SETTLEMENT OF THE FAILED BANKS' ESTATES

Claims against the failed banks' estates have decreased stead-
ily as their winding-up has proceeded. Many creditors, for instance,
originally lodged claims for the highest possible amounts, but have
accepted decisions by the winding-up boards to reject or reduce
the claim amounts. Claims have been cancelled through set-offs
and voluntary agreements have been reached on a large number of
disputed claims. A good number of unresolved disputes concerning
the legitimacy of claims still remain, however, and it is clear that
many of them will only be settled by the courts.

Distributions

The estates have already commenced distributions to creditors for
priority claims. LBl has made three interim distributions, totalling
652 b.kr., Glitnir paid the majority of recognised guaranteed and
priority claims in March 2012 totalling 54 b.kr. and even before
the time limit for lodging claims expired Kaupthing paid its so-
called EDGE account deposits for which the parent company in
Iceland was responsible, totalling 130 b.kr. The estates have made
payments totalling 836 b.kr. Part of this was paid from domestic
recoveries, including 18 billion in Icelandic krénur and an advance
payment by Landsbankinn to LBI in June last year amounting to
over 73 b.kr in foreign currency. However, the major portion of the
distributions were paid from foreign recoveries. In addition to the
above mentioned distributions, some 51 b.kr. is in escrow accounts
to cover disputed priority claims. This amount is still a separate asset
of the estates. The largest share of this amount is related to disputes
as to whether money market facilities between financial undertak-
ings should be priority claims or general claims. This dispute will be
resolved before the Supreme Court.

Amount of outstanding claims

Net outstanding claims on the failed banks' estates, which have
been lodged with reference to Articles 109-113, amouted to a total
of 7,836 b.kr. as of the end of last year (Table 1). However, it must
be borne in mind that the estates' classification of their outstand-
ing claims is not completely comparable and one estate's disputed
claims may be underreported. In these figures consideration has
been given to estimated set-offs. Claims for which payments have
been deposited to escrow accounts due to disputes are considered
to be still outstanding. The amount of general claims is 7,096 b.kr.
and the amount of guaranteed claims and priority claims is 740
b.kr. The largest factor here is priority claims of 666 b.kr. against
the estate of LBI, of which 586 b.kr. are Icesave deposit claims.
Considerable uncertainty remains concerning the amount of out-
standing claims. The Winding-up Board of LBI, for instance, has
only made final decisions on around one-quarter of general claims,
some 7% of outstanding claims in Kaupthing's estate are disputed
and over 13% of outstanding claims in Glitnir's estate are disputed.

Table 1 Outstanding claims against the estates of Glitnir,
Kaupthing and LBI as of year-end 2012"

B.kr. Glitnir Kaupthing LBI Total
Specific claims (Art. 109) 7 8 0 14
Claims on estate (Art. 110) 0 0,2 0 0
Collateral claims (Art. 111 12 5) 0 17
Priority claims (Art. 112) 39 4 666 709
General claims (Art. 113) 2,397 3,050 1,649 7,096
Total 2,454 3,067 2,315 7,836

1. The estates’ classification of outstanding claims is not fully comparable.
Sources: Financial information of Glitnir, Kaupthing and LBI.




SETTLEMENT OF THE FAILED BANKS' ESTATES

Several financial undertakings are currently in winding-up pro-
ceedings in Iceland. In addition to the failed commercial banks
Glitnir, Kaupthing and LBI, which are discussed in Chapter VII,
Saga Capital, VBS, Drémi (previously SPRON), EA fjarfestingarfélag
(previously the former MP Bank) and SPB (previously Icebank) are
being wound up. The winding-up proceedings of ALMC (formerly
Straumur-Burdaras investment bank) concluded with composition in
2010. Two estates, those of SPB and Dromi, as well as ALMC, have
substantial assets. The stage which these estates have currently
reached in their winding-up varies greatly.

Drémi's asset portfolio substantially mortgaged

The holding company Eignarhaldsfélagi® Drémi was established for
the estate of the savings bank SPRON and subsidiaries upon their
failure in the spring of 2009. There is little publicly available infor-
mation on Drémi's situation apart from the company’s annual finan-
cial statements for 2011. Its assets were recognised at a book value
of over 85 b.kr. The largest portion of this asset portfolio, around
75%, were loans granted to a large extent through the subsidiary
Frjdlsi fjarfestingarbankinn. Considerable uncertainty prevails as to
the value of these assets following Supreme Court judgements on
unlawful exchange rate indexation and the validity of final receipts
for payment. Other substantial assets of the company include
unsettled derivative contracts, appropriated assets and lots, and
other assets. By far the largest portion of the assets of Dromi and
subsidiaries are assets from retail banking activities. The duration of
the asset portfolio is not shown in the annual financial statements,
but there are many indications that this is considerably longer than
those of other estates, whose asset portfolios derived mostly from
their investment banking activities. It is therefore likely to take a
good while to convert the assets to liquid funds. By far the largest
portion of the company's debts are connected to the transfer of its
deposits to Arion Bank upon the collapse of SPRON. At year-end
2011 this debt was 73 b.kr. All of Drémi's assets are pledged to
secure this debt.

Winding-up of ALMC concluded with composition

The winding-up proceedings of ALMC concluded with composition
with its creditors in 2010, although several claims against the estate
are still disputed. The composition resulted in the issuance of a new
EUR-denominated bond to creditors, secured with the company's
assets. Since that time the company has worked on converting
assets to liquid funds and repaying debts. Upon the collapse of
the bank its deposits were transfered to Islandsbanki and nearly all
assets are pledged to secure the deposits. The company refinanced
this debt, which was denominated in kronur, in March 2012, with
a loan in EUR amounting to over 28 b.kr. One disbursement of just
over 3 b.kr. has been made by the company to general claims in
consultation with creditors in March 2011. At year-end 2012, the
company's total assets were almost 119 b.kr. and its borrowing
in connection with refinancing was close to 8 b.kr. The company
therefore made a substantial payment on borrowing in connection
with the deposits in 2012. The duration of assets and liabilities in
its annual financial statements suggests that the company is aim-
ing at repaying the loan in full in 2013 and at least half of its asset
portfolio will be converted to liquid funds over the next three years.
According to its annual financial statements, the major share of the
company's assets are in loans and equity positions in companies, pri-
marily in Central and Western Europe and Nordic countries. About
12% of the company's assets are ISK-denominated.

Box VII-2

Smaller financial
undertakings in winding-
up proceedings

Chart 1

Total assets and liabilities of SPB, ALMC
and Dromi

B.kr.
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1. As of 31 December 2012. 2. As of 31 December 2011.
Sources: ALMC and Drémi Financial Reports and financial
informations SPB.
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SETTLEMENT OF THE FAILED BANKS' ESTATES

SPB proposes a scheme of arrangements

Like Drémi and ALMC, SPB was placed in winding-up proceedings
in March 2009. At year-end 2012 the book value of its assets was
just over 48 b.kr. after set-offs and precautionary write-downs. Of
this amount, almost 36 b.kr. is liquid funds, 23 b.kr. of which is in
foreign currencies.

The highest claims lodged in the estate come from the Central
Bank's portfolio, Eignasafn Sedlabanka islands (ESI). ESI's claims are
secured claims with reference to Art. 111 of the Act on Bankruptcy
etc.," totalling over 225 b.kr. The claims arise for the most part from
SPB's repos with the Central Bank. Although SPB's Winding-up
Board has rejected the majority of these claims, ESI has appropriated
pledged assets amounting to 45 b.kr. Other outstanding recognised
claims as of the end of June 2012 were practically all general claims
with reference to Art. 113, totalling over 84 b.kr. SPB has proposed
a scheme of arrangements. If accepted, this will also settle the dis-
pute on ESi's claims.

1. Act No. 21/1991.
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Appendix Il

FSI core indicators for the three largest commercial banks'

2011 2012
% Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4
Regulatory capital to risk-weighted assets? 21.4 23.2 23.9 21.1 211 22.7 22.9 24.6
Regulatory Tier 1 capital to risk-weighted assets? 19.7 21 21.8 19.4 19.2 20.9 21.1 22,6
Return on assests? 3.0 33 2.7 1.1 25 25 21 2.4
Return on equity? 19.0 20.2 15.7 6.7 16.5 15.5 12.8 13.8
Interest margin to gross income according to EBA definitions 2 57.2 471 53.4 53.9 56.7 50.3 53.3 48.8
Non-interest expenses to gross income according to EBA definitions 2 75.9 88.8 86.5 108.1 72.9 79.0 80.7 79.9
Liquid assets to total assets® 19.2 18.2 213 18.0 18.0 17.5 195 20.7
Liquid assets to short-term liabilities * 323 30.8 35.2 30.0 31.4 30.3 34.1 358
Net open position in foreign exchange to capital® 68.1 61.1 29.1 22.6 259 18.2 18.4 7.7

1. The Central Bank intends to publish core indicators of financial stability in collaboration with the IMF. All definitions used by the Central Bank accord with IMF definitions or have been approved by the IMF. These are
still provisional figures, which could change, and comprise only part of the indicators. Results for Q1 and Q3 are unaudited. 2. Consolidation, operating expenses and net operating income calculated in accordance with
definitions of the European Banking Authority (EBA). 3. Parent company, definitions differ from those in the Central Bank's rules.

Sources: Financial Supervisory Authority, Central Bank of Iceland.
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