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Introduction

During the past three years the global finan-
cial system has been subjected to the worst
crisis it has sustained in an entire century.
Banking crises which have previously struck
individual nations may, however, have proved
more difficult for the countries concerned —
as was the case with the collapse of the US
banking system between 1929 and 1933. The
current financial crisis is unique in that major
difficulties have threatened and still threaten
the financial systems of a large number of
states simultaneously, many of them in fact
wealthy states which form the backbone of
the global economy and were considered to
have such highly developed financial sys-
tems that there was little or no danger of
them suffering a banking crisis. So closely
interrelated are the economies of practically
all countries now, that the socioeconomic
impact of the crisis is felt throughout the
world. The financial crisis has revealed var-
ious basic flaws and deficiencies in the fi-
nancial system and at the same time has
raised a variety of ethical and political ques-
tions, which must be addressed and an-
swered, if public confidence is to be restored
in banks and financial markets. As a result,
the framework and structure of the financial
system, both in many individual countries
and internationally, need a thorough over-
haul. Iceland is no exception here. The cost
of'the collapse of the Icelandic banks in 2008
was enormous, in terms of unemployment,
lost income, increased household and corpo-
rate debt and a major rise in the government’s
debt burden. In addition, the Icelandic banks’
foreign creditors lost huge amounts.

The questions must be answered as to what
went wrong, what needs to be done to reduce

the likelihood of the economy suffering once
more shocks of this sort, and how can the
damage done by financial shocks be min-
imised if they cannot be completely avoid-
ed?! The answers to these questions are,
furthermore, a prerequisite for rebuilding
confidence in the Icelandic financial system;
confidence is a prerequisite for the banking
system to be able to perform those important
social tasks in the community for which it is
intended. To find answers to this requires a
close examination of the interrelationship be-
tween the financial system and the economy
and a careful investigation of the role and
functioning of financial activities. What
causes the financial system to have a ten-
dency for overexpansion which ends in a cri-
sis? What options are there to mitigate this
volatility? Answers to these questions can
only be found by tracing and analysing the
roots of the financial setbacks which have
struck during the past three or four years.
How can it be ensured that the financial sys-
tem will in the future effectively fulfil the
important roles of directing savings to proj-
ects which are in fact profitable, handling
payment services, and forming a market for
secure financial obligations, a market which
facilitates pooling of risk, transforms the ma-
turity of financial obligations and ensures a
smoothing of disposable income throughout
the course of people’s lives? There are many

1 Tt is worth mentioning that the 2008 financial collapse
is not the first financial crisis to strike Iceland. Asgeir
Jonsson, lecturer at the University of Iceland, has
claimed, for example, that the 2008 collapse was only
“yet another link in the long chain of financial insta-
bility and FX difficulties which have characterised
modern Icelandic history.” Asgeir Jonsson (2010), p. 1.
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indications that the financial system and the
management of financial undertakings dur-
ing the past decade did not perform these
principal tasks as they should have, but in-
stead — through market failure, complex fi-

nancial products and misdirected incentive
systems — pursued activities which do not
serve these ends; and that here lies the root
of the overexpansion which ended in col-
lapse.
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Role and function of the financial system

Generally the role of banks is considered to
be that of financial intermediation, transfer-
ring savings which have been deposited to
earn a return to individuals or enterprises in
the form of loans, and performing general
payment services. Although this is correct
in a basic sense, it does imply a certain sim-
plification of the nature of banking activi-
ties. Banks in a modern economy are in-
volved in various activities in addition to
mediating capital between savers and in-
vestors.

Normal banking activities involve both ef-
ficiencies and pooling of risk to the advan-
tage of society as a whole. The efficiencies
arise from economies of scale, by spreading
administration costs among many parties.
Because of risk diversification savers can be
confident that the credit operations funded
by their savings will be of varied types. An-
other characteristic of modern banking is
what is referred to as maturity transforma-
tion. By providing long-term credit, banks
enable individual and corporate clients to
take decisions on investments which will not
return a profit for quite some time.> The
bank’s longer-term loans are balanced
against its shorter-term commitments — not
the least of which are deposits in bank ac-
counts — which the bank must be able to re-
fund if the need arises. This aspect of
banking activities involves an obvious risk
of instability, if fluid deposits or other short-
term financing in the banking system are
suddenly set in motion. In this manner the
advantages to society of the risk diversifica-
tion comprised in granting longer-term credit
is balanced against the risk of the short-term
financing of such lending activities. Here it

must also be borne in mind that in a modern
banking system, where the equity base is
generally relatively small in relation to total
lending, the risk inherent in this instability is
magnified still further because asset prices
can decrease rapidly — and a liquidity prob-
lem become an equity problem — if assets
have to be disposed of at fire-sale prices to
obtain liquid funds. Traditional banking ac-
tivities can therefore be said to involve ac-
cepting deposits, extending credit, pooling
of risk and payment services, depending
upon whether depositors or borrowers are
concerned.

There is good reason to draw special atten-
tion to payment services because of how
large a part they play in people’s daily lives
in modern society where transactions have
to be concluded promptly and smoothly,
whether they are simple purchases or com-
plex processes involving many parties. This
service is extremely important for the func-
tioning of the economy and here banks per-
form a key role. The services provided by the
banking system in this regard involve either
granting immediate access to available bal-
ances or granting of credit by one means or

2 Greatly increased indebtedness in western economies
recently, including Iceland, gives rise to the question
of whether this debt increase has resulted in trans-
ferring capital to profitable projects. There are indi-
cations in the UK financial system that at least part
of increased credit only fuelled rising asset prices, not
least with an enormous increase in real estate lending,
and was not utilised for other new and profitable un-
dertakings. Although leveraged finance and smooth-
ing of consumption over time through borrowing may
be rational actions, over-indebtedness can substan-
tially increase the vulnerability of the economy to
fluctuations. See, for example, Turner (2010).



another, whether this involves access to
overdrafts or credit card services. These ac-
tivities can in some respects be compared to
basic utilities such as water, electricity and
heating. Electronic payment services accel-
erate all transactions, whether simple or
complex.

The social and economic importance of
banking activities is thus obvious. It is im-
portant to savers that normal banking activ-
ities offer a secure return and preservation of
savings while at the same time ensuring
them access to liquid funds and payment me-
diation services. For investors, banking ac-
tivities make the decisive difference in
bridging the gap between the cost of and in-
come returned on investment projects. With-
out such financing there would be few new
undertakings in society.

One of the key characteristics of commer-
cial banks, and what sets them apart from
other enterprises, is their ability to create
money, i.e. purchasing power.? This places
banks in a unique position to influence the
entire economy, not only their owners, em-
ployees and customers. The ability of com-
mercial banks to create money derives from
their authorisation to accept deposits. De-
posits are subsequently used to make loans
to other customers. The capital which is
loaned can subsequently find its way back to
the same banks in the form of deposits, and
the cycle is repeated. By law, the bank is
only obliged to retain a small portion of its
deposits, its so-called reserve requirement,
which is currently 2%.# In this manner the
bank can actually increase the amount of
money in circulation and thereby fuel infla-
tion and price bubbles, if this increase ex-
ceeds what economic fundamentals can
sustain.

Banks’ lending appetite and lending capac-
ity, however, is determined by two closely
related key factors: firstly, their assessment
of the borrower’s expected future income
and, secondly, the assets which the borrower
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can pledge to secure the loan.’ In years of
strong expansion borrowers’ income pro-
spects brighten and asset prices rise. Banks
then consider themselves to have scope to in-
crease lending. If no brake is applied, there
is a risk of overconfidence in both invest-
ments and lending, and higher valuation of
assets than is actually justified. The market
situation can change practically overnight,
resulting in falling asset prices and future in-
come expectations. In such circumstances
banks cut back their lending and demand ad-
ditional collateral as the security cover on
loans shrinks. In the end, borrowers may be
forced to sell assets, which can further de-
press asset prices. The banking system can
in this manner fuel asset bubbles and aggra-
vate the downturn, as discussed in more de-
tail in Chapter 3.

Although commercial banks are the focus
here, various other entities in the financial
system also play important roles, although
they admittedly do not have the banks’ abil-
ity to create money. Enterprises such as in-
vestment banks and state-operated housing
mortgage financers issue securities which in-
vestors purchase. These undertakings can
utilise the funds obtained to finance transac-

3 Theories of endogenous money, i.e. that money can
be created within the banking system based on de-
mand and is not determined primarily by central
bank decisions on monetary supply, have gained in-
creasing support in recent years. See, for example,
Lavoie (2009).

4 Lower reserve requirements boost banks’ lending

and their profitability. In 2003 the Central Bank of

Iceland lowered reserve requirements from 4% to

2%, which due to insufficient countervailing meas-

ures undoubtedly contributed to the asset bubble

which began in 2004.

In addition, various statutes and rules apply to banks’

activities, e.g. concerning their equity (assets net of

liabilities), loans to related parties and large expo-
sures. The Financial Supervisory Authority and the

Central Bank also set the banks requirements con-

cerning their liquidity ratio, i.e. that portion of their

assets which could be repaid to the banks’ depositors
and creditors at very short notice.
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Figure 1: Share of financial and insurance activities in GDP.

tions with valuable assets. Pension funds and
insurance companies use contributions from
a large number of parties to purchase bonds
and equities — securities with uncertain fu-
ture returns. These parties all provide financ-
ing, like the commercial banks, and like
them are faced with having to assess uncer-
tain circumstances, while at the same time
taking decisions which can affect the
prospects of their clients and society as a
whole. In addition to these financial under-
takings, various public institutions are part
of the financial system. These include in par-
ticular central banks, financial regulators and
competition authorities, which comprise the
framework for the market based on the rele-
vant laws and rules. Central banks also play
a direct — although most often limited — part
in the normal market operations of the finan-
cial system in accordance with their statutory
role. Stock exchanges can also be added to
this list. They are the forum for trading in
listed securities and are intended to facilitate
capital allocation. Stock exchanges are often
entrusted with various aspects of securities
market monitoring. A more detailed discus-

sion of the role and activities of the various
units of the financial system is provided in
Chapter 5.

Banking and financial activities have not
been untouched by changes in the structure
of society, increased diversity and technolog-
ical innovation. Traditional banking activi-
ties have been completely transformed from
the time they were concentrated on simple
capital allocation. The scope of financial ac-
tivities grew enormously in the years preced-
ing the collapse, not only in Iceland but
internationally. In part this was reflected in
the expansion of investment banking and
asset management activities, together with
the globalisation of the financial system and
a much greater supply of financial products
of various sorts. For example, the share of fi-
nancial activities in Iceland’s GDP surged
from 4.5% in 1998 to 9.4% in 2005 and
2006, then peaked at 10% of GDP in 2008.
Its share subsequently fell to 7.8% in 2010.
The caveat should be added here that meth-
ods of assessing the share of financial activ-
ities in GDP are not undisputed, and various
economists have pointed out flaws in the
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methods most commonly used for this pur-
pose.®

The financial crisis has been followed by
extensive debate as to whether the increased
scope of the financial sector brought real
value-added, or whether there are other ex-
planations for this growth. Generally speak-
ing, most writers appear to agree that the
growth of the financial system was immod-
erate and evidence of unbridled risk appetite,
seeking higher short-term returns.” The re-
sulting financial bubble, which eventually
burst with consequences which are still
being revealed, therefore showed the inher-
ent instability of the financial system rather
than its positive characteristics.

Within the banking system two types of
principal-agent problems develop, firstly, be-
tween banks and their clients and, secondly,
between commercial banks and central banks
or the Treasury. A principal-agent problem
develops between banks and their clients, as
borrowers benefit from the risk-taking which
may not be in the bank’s interests. If all goes
well, the borrower pays the interest but re-
tains the profit. If things turn out badly, the
bank loses its loan and the interest on it. This
problem grows as interest rates increase, be-
cause only risky investments can bear a
higher interest rate. For this reason, banks
often demand collateral for loans. Even more
important, however, is the fact that the rela-
tionship between lender and borrower is
based on trust which only develops over a
long period. In such a relationship banks are
of prime importance, since one of their main
tasks is to gather information on borrowers’
behaviour and decisions and to reward those
who prove worthy of trust with loans, and
limit credit to parties taking unwise deci-
sions. The agency problem between com-
mercial banks and the Treasury is based on
expectations of public support if the bank
faces a shortage of capital. If the bank is suc-
cessful the bank’s owners receive the profit,
while if unsuccessful the taxpayers foot the

10

bill even though the owner also loses his in-
vestment. High leveraging of financial un-
dertakings and indirect public subsidies (see
Section 4.2.1) reinforce owners’ profit ex-
pectations while increasing the Treasury’s
risk.® This double agency problem of the
banking system shows the importance of
trustworthy ownership of banks and stability
in their operations. It can prove especially
risky for banks to grant loans to their owners,
since in so doing the owners are actually ob-
taining credit at public expense.’

Another form of the financial system’s
agency problem appears in financial bubbles.
It arises from insufficient or skewed data of
various sorts and the problems in connection
with this. The asymmetric situation of prin-
cipals, i.e. owners, depositors, investors or
shareholders, and the financial undertakings
which serve as their agents can easily result
in the latter being so situated that they can
increase their own income disproportion-
ately at the cost of their principals. Every-
thing from excessive salaries and bonuses
within the financial sector, high commissions
for investment advice and asset manage-
ment, to questionable lending decisions can
be linked in one manner or another to the
agency problem, which underlies such —
often hidden — conflicts of interest. These de-
velopments can in addition result in ineffi-
ciencies in the economy. Market failure can

6 See, for example, Haldane, Brennan and Madouros
(2010).

See, for example, Turner (2010); Haldane, Brennan
and Madouros (2010).

High leveraging of financial undertakings is not least
the result of a regulatory environment which makes
debt financing less expensive than equity financing.
Increasing banks’ capital can reduce the risk of a fail-
ure since the owners have more to lose. In addition,
higher capital can reduce third-party costs, since a
greater portion of the cost is borne by the owners.
Demanding excessive capitalisation, however, can
result in higher financing costs, with lower growth
and macroeconomic losses.

9 Stiglitz and Weiss (1981).

7



result when the owners of capital cannot de-
termine whether a poorer return achieved by
their asset manager in an upswing than from
others is the result of the asset manager’s in-
competence or the fact that its investments
are less risky than those of others (which
should naturally be manifest in better returns
in a downturn). The less satisfied a customer
is with the investment strategy of the asset
manager, the more likely he/she is to transfer
his/her business, more often than not to a
higher risk investment. In such circum-
stances the price of the higher risk invest-
ment rises, potentially causing an asset
bubble and financial market instability.'°
Under such circumstances, public confi-
dence in the operations and scope of finan-

cial undertakings suffers a major blow, not
unlike that following in the wake of the
banks’ collapse both here in Iceland and in
other countries where similar events have
occurred. Despite this, it is important not to
lose sight of the important role which re-
sponsible, well run and honest financial ac-
tivities play.

One of the most important tasks of the
government and management of financial
undertakings currently is in fact to rebuild
public confidence in banks and the financial
system as a whole. Without such confidence
there is no chance that these institutions will
be able to perform their role properly.

10° See, for example, Wooley (2010).
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3

Financial crisis and the inherent instability

of financial markets

During the 1990s the view became wide-
spread that mature market economies could
hardly be subject to a serious financial cri-
sis. If problems were to arise on financial
markets there would be no point in applying
fiscal or monetary policy to counter them in
an upswing, when bubbles could be devel-
oping. On the other hand, monetary policy
instruments could be applied to repair the
consequences of temporary financial mar-
ket disruptions, through low interest rates
and plentiful access to liquidity, as was in
fact done in the US after the internet bubble
collapsed at the beginning of the this cen-
tury.

This widespread belief in the self-correct-
ing characteristics of mature financial sys-
tems was based on two main factors. The
first was the ascendancy of economic theo-
ries maintaining that markets would only be
inefficient because of price inelasticity. Ac-
cording to these ideas, economic fluctua-
tions are self-correcting and financial mark-
ets are efficient because prices are generally
based on the real underlying value of finan-
cial assets and expectations of market play-
ers are always rational.!! Under such cir-
cumstances the financial market is regarded
as merely a neutral channel for mediation
of capital and payments on the one hand
and of information on interest rates and
lending terms on the other. There was no as-
sumption of interaction between financial
markets and the real economy which could
result in overheating or even bubbles which
could in the end lead to recession.!? For this
reason the role of monetary policy was
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clearly restricted to keeping inflation low
and stable. These assumptions served as a
basis for major advances in financial theory
with the development of risk models used
to price various complex financial products,
which were assumed to be able to diversify
risk in the financial system better than be-
fore.

Based on this vision the historical interpre-
tation spread that wide-reaching and serious
financial crises, such as the Great Depression
of the 1930s and the recessions which hit
Asia and South America during the last two
decades of the 20th century, were confined
to developing and emerging market econ-
omies, where markets were undeveloped and
price formation slow; developed, industri-
alised states had actually graduated from this
risk category because of their mature finan-
cial markets, carefully constructed legal
framework, supervision and deposit guaran-
tees, and advances in general economic man-
agement. The predominant view was that
rapid growth of the share of financial serv-
ices in GDP and increased risk diversifica-
tion in the financial system provided by
complex financial instruments had increased
both the efficiency and the stability of the fi-
nancial system, while at the same time en-

These ideas — often referred to as the efficient mar-
ket hypothesis and rational expectations — rely to a
large extent on theories developed by Lucas, Black
and Fama and are explained clearly in Woodford
(2003). Increasing doubts are now expressed re-
garding these theories; see, for example, Borio
(2011), p. 9.

12 Borio (2011), p. 8.



couraging extensive value creation. This
view has unfortunately been proven wrong.
The reality has been quite the contrary; bank-
ing crises have become ever more frequent
as financial markets have boomed in high in-
come countries and have gained a foothold
in smaller and poorer economies.!3 An at-
tempt by the Icelandic government to build
up an international banking system and fi-
nancial centre in Iceland!* and the decision
by the rating agency Moody’s to award Ice-
land and the Icelandic banks its highest
credit rating in 2007'3 — in spite of various
signs of cumulative systemic instability — is
an indication of how widespread the former
view was in the financial world.

Lessons from the current financial crisis
and a thorough analysis of economic history
over a longer period than was done previ-
ously suggest unequivocally — and contrary
to the dominant view in financial circles in
the past two decades or more — that bank
runs and financial crises are inherent in a
capitalist financial system. These studies
also show that financial shocks can magnify
economic contractions originating in the
real economy. For this reason it is impera-
tive that both macroeconomic management
and rules on the financial system and their
application are capable of dealing with such
difficulties.

3.1

Financial shocks and economic
recessions

Despite the conviction of most Icelanders to
the contrary, following the banking collapse
in October 2008, financial crises are seldom
themselves the cause of economic contrac-
tion, but most often amplify an unavoidable
economic downturn.!® The functioning of
the financial system in such circumstances
can aggravate economic cycles and a bank
collapse can magnify a contraction arising

from other primary causes. Studies also
show that banking crises can reduce longer-
term growth potential.!” When economic ac-
tivity slows or contracts, banks’ default ratios
rise, resulting in lower credit provision and
applying a further brake on growth, with still
more defaults etc.!® Furthermore, banking
crises are often accompanied by exchange
rate (FX) crises (such as the one Iceland is
still grappling with through plans to remove
capital controls), debt crises (such as those
with which Icelandic banks, businesses and
households are currently attempting to work
their way out of) and inflation crises. It took
the US banking system a long time to regain
its lending capacity after about half of its
banks collapsed in the Great Depression.!?
The far-reaching failure of the US banking
system around 1930 and its time-consuming
reconstruction is considered to have made
the period of contraction much longer than
it would otherwise have been. This analysis
of the Great Depression is no doubt among
the leading reasons for the enormous inter-
vention and support actions taken by govern-
ments in many countries — not least in the
past three years — aimed at prevent bank col-
lapses.

13 Reinhart and Rogoff (2009), p. 153.

14" Chapter 5 of the Report of the parliamentary Special
Investigation Commission (SIC) traces this ideal as
far back as 1998, when David Oddsson referred to
plans to make Iceland an international financial cen-
tre in an interview with the Financial Times. Such
policy no doubt reached its peak in the report of the
Prime Minister’s Office Alpjodleg fjarmalastarf-
semi d Islandi (International financial operations in
Iceland), published in October 2006. See Rann-
soknarnefnd Alpingis (Special Investigation Com-
mission) (2010) and Forsatisraduneytid (Prime
Minister’s Office) (2006).

15 Moody’s (2007).

The Central Bank of Iceland and other parties fore-

cast an economic contraction in 2009 long before

the bank system collapse became imminent.

17 Sveriges Riksbank (2011), pp. 51-53.

18 Reinhart and Rogoff (2009), p. 145.

19" Bernanke (2000).
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In a recession the value of pledged assets
falls, reducing banks’ lending capacity and
thereby corporate investment options. It has
been demonstrated that during the past two
decades the impact of financial shocks hits
SMEs especially hard, not least due to their
limited access to efficient financial markets
following such shocks.?” This is in fact the
current situation of most Icelandic enter-
prises. In recent years they have had limited
access to funding by Icelandic banks and
practically no access to foreign financial
markets, while at the same time domestic
equity and bond markets are inactive (with
the exception of the market for Treasury
bonds and bonds of the largest municipali-
ties). Such circumstances mean a risk of pro-
tracted contraction. For this reason, Icelandic
corporate debt adjustment is a basic premise
for strong and sustainable growth once more.
An extended debt crisis and high non-per-
forming loans (NPL) ratios can even result
in stagnation. Here the example of Japan
should serve as a warning.?! In order to per-
manently reduce this risk all lenders, includ-
ing pension funds, need credit loss pro-
visions able to withstand unexpected shocks,
and co-ordinated legislation and comprehen-
sive supervision is necessary for the entire
financial system, including pension funds
and the Housing Financing Fund (HFF).

20 Bernanke (2000).

21 See, for example, the work by Richard Koo et al.
22 See Laeven and Valencia (2009); Reinhart and Ro-
goff (2009).

See, for example, Minsky (1977). Minsky’s writings
were based to a considerable extent on his analysis
of Keynes’s work and had a major impact on
Kindleberger’s classic analysis of financial crises
which was first published in 1978. Kindleberger and
Aliber (2011).

According to their definition, in a systemic
banking crisis, a country’s corporate and financial
sectors experience a large number of insolvencies
and financial institutions and corporations face great
difficulties in fulfilling obligations on time. As a re-
sult, non-performing loans increase sharply and

23

24
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3.2

Historical frequency of financial
crises

As the current recession and numerous new
studies show only too clearly??, financial
crises are neither confined to developing
countries and emerging markets, nor are they
a thing of the distant past in the economic
history of industrialised states. On the con-
trary, the financial system appears to be in-
herently unstable, as Keynes and subse-
quently Minsky pointed out.?? This is at-
tested to by the 124 systemic banking crises
from 1970-2007 listed in the IMF data-
base.2* Reinhart and Rogoff examine an
even longer period and additional countries.
Their studies show that mature economies
were subjected to banking crises on average
7% of the time following their independence
(or since 1945) and each developed state had
experienced on average 1.4 crises during this
period.?>2¢ Systemic banking crises were
most frequent during the first half of the
1990s, and in 1995 no fewer than 13 such
crises occurred.

Two types of banking crises can be distin-
guished. Firstly, there are crises — more com-
mon to developing economies — where
banking systems in the hands of govern-
ments are actually used for indirect taxation

banking system capital is exhausted. Under such
circumstances, asset prices may plunge in the wake
of their surge prior to the crisis; real interest rates
rise rapidly, the economy contracts or there is a re-
versal in cross-border capital flows. In some cases
the crisis may be triggered by a depositor run on
banks, although in most cases financial shocks fol-
low a general realisation that systemically important
banking institutions are in distress. Reinhart and Ro-
goff (2008), p. 5.
Kindleberger’s classic study, referred to above, also
shows how extensive and varied these crises actu-
ally were.
26 From 1800 to 2008 banking crises existed for 7.2%
of the time and each state had undergone an average
of 7.2 banking crises.
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by monopolising savings and payment sys-
tems. Iceland experienced a mild variant of
such a financial crisis at the beginning of the
1990s.27-28 Secondly, there are banking crises
which are manifest in bank runs. Deposits
are drained away from banks due to the herd
instinct of depositors once rumours start that
a bank is struggling (e.g. Northern Rock in
the UK) or the banks’ money-market funding
dries up.2’ This results in the closing, merger
or takeover by public bodies of one or more
financial institutions unless some saviour
emerges with unlimited financial resources.
Such banking crises can also occur without
a bank run if any systemically important fi-
nancial institution is closed, merged or taken
over, or provided with major public assis-
tance and this is seen as marking the begin-
ning of the same sort of developments at
other financial institutions.?? In a traditional
banking crisis substantial losses, market
panic or both, result in the insolvency of a
significant part of the banking system. A
comprehensive banking system collapse,
such as occurred in Iceland in 2008, in which
almost all banks and most other financial un-
dertakings experienced severe difficulties, is
an exception, however.

It has been pointed out that one important
underlying cause of the financial crisis which
still plagues the global economy results from

27 Up until the end of the 1980s, the financial system
operated with negative real interest rates. Individu-
als” monetary savings were used to finance the
Treasury and corporate sector through negative real
interest rates. Individuals received no real return on
their savings while businesses enjoyed only low or
negative real interest rates. The state maintained
these arrangements, in part through capital controls,
a lack of alternative investment options and its dom-
inant ownership of financial undertakings. Positive
real interest rates after 1990 resulted in a period of
contraction and financial shocks in the banks —
which admittedly were not anywhere near as serious
as those of 2008 — when the system reduced its
leveraging so that payment capacity could cope with
positive real interest rates. This is actually no dif-

the extensive moral hazard which charac-
terises the financial system in rich countries.
During the past four decades these states
themselves have, directly or indirectly,
shouldered huge explicit and contingent lia-
bilities to support their financial systems. It
could be spoken of as an unwritten law in
these countries that many financial undertak-
ings are considered ‘too big to fail’; various
leading banks are often said to be so system-
ically important that they cannot be allowed
to fail. Most governments aim at achieving
short- and long-term economic growth and
are reluctant to face the difficulties and prob-
lems arising from bank insolvencies. This
situation latently and openly fuels financial
system overexpansion and imprudent lend-
ing. Owners of the financial undertakings
bear limited responsibility for their losses,
since only their equity is at stake. Profits are
thus collected by the owners while the risk,
i.e. the cost of rescuing banks and of their
failure, generally is borne by a third party.
The low real equity of Icelandic banks prior
to the collapse, as explained below, aggra-
vated this risk still further. This incentive
system was then topped off with salary and
remuneration arrangements rewarding credit
growth rather than prudence. If this is not re-
stricted, the implicit public subsidies for the
financial system increase. Repeated public

ferent from the experience of many developing
countries and emerging market countries which
have lived with heavily regulated financial markets.
A comprehensive account of financial shocks in Ice-
land has yet to be written. Two financial crises are
generally mentioned in Iceland, in 1930 and 2008,
although public intervention and involvement in the
country’s financial system have been considerably
more frequent, e.g. with an equity contribution to
Landsbanki in 1993 (see the Act on Measures to Im-
prove the Equity of Deposit Institutions, No.
16/1993 and Asgeir Jonsson (2010).

This applied to the Icelandic banks, especially Glitn-
ir, although in its case the failure can be regarded as
a run resulting from the banks’ herd behaviour.

30 Reinhart and Rogoff (2009), p. 10.
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sector bailouts of failing banks result in huge
treasury deficits in the state concerned, which
can end in sovereign default as recent exam-
ples show.3!

Although a banking system collapse is
most often the consequence of negative de-
velopments in the real economy, there are
examples where financial system disequilib-
rium itself results in a banking crisis. Recent
studies by the IMF indicate that rapid credit
growth together with other factors, such as
surging asset prices and funding costs, can
signal serious financial market disequilib-
rium.32 Furthermore, financial crises appear
especially likely to follow increased dereg-
ulation of financial markets (Canada ap-
pears, however, to be an exception here).33
Financial crises have generally struck within
five years of significantly increased financial
deregulation. In Iceland the financial crisis
came practically on schedule, according to
this study, several years after privatisation of
the banking system concluded. Although the
period was somewhat longer between the
liberalisation of capital flows between Ice-
land and other countries — together with
other changes to financial markets resulting
from Iceland’s membership of the European
Economic Area (EEA) — and the banking
collapse, it appears appropriate to date the
‘lead time for a crisis’ as beginning with the
banks’ privatisation rather than EEA mem-
bership in itself.34

There also appears to be a close correlation
between financial shocks and increased lib-
eralisation of cross-border capital move-
ments. Large cross-border flows of capital
for years have repeatedly been followed by
an international banking crisis.?® Financial
market deregulation and cross-border capital
movements, such as Iceland experienced
200408, appear often to precede a financial
crisis. Nonetheless, it is worthwhile reiterat-
ing that capital movements and financial
market liberalisation are inherently positive,
within certain limits.
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Banking crises appear to occur in the wake
of an economic downturn following a period
of strong growth, if that growth had been fu-
elled by increased lending and capital in-
flows resulting in unsustainable exchange
rate strengthening. Financial market liberal-
isation often precedes a banking crisis.>¢

3.2.1
International spread of financial
shocks

The financial crisis with which the global
economy is now struggling spread more rap-
idly and more extensively than previous
banking crises.3” It is not, however, the first
international banking crisis in history. Rein-
hart and Rogoff analyse ten examples of in-
ternational banking crises from 1880 to
2008.3® Roughly speaking, banking crises
can become international in two ways. In the
first place, they can spread when the banking
systems of a large number of countries suffer
a joint shock almost simultaneously. In the
second place, they can spread by contagion
from the banking system first hit by the
shock. The danger of contagion from one
banking system to another is high in the Eu-
ropean single market. Although the banking
systems are still linked to particular coun-
tries, they are very closely interconnected by
extensive business relationships, interna-
tional ownership, common European finan-
cial sector regulations and, in many cases, a
single currency.

31 Reinhart and Rogoff (2010), pp. 105-129.

32 IMF (2011b), pp. 103-148.

33 Reinhart and Rogoff (2009), p. 155; Kaminsky and
Reinhart (1999); Demigruc-Kunt and Detragiache
(1998).

34 Reinhart and Rogoff (2009), p. 155.

35 Reinhart and Rogoff (2009), p. 155.

36 Kaminsky and Rogoff (1998).

37 Reinhart and Rogoff (2009), p. 240.

38 Bordo and Murshid (2001) and Neal and Weden-
meir (2003).
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The costs of financial crises

Financial shocks are costly to the Treasury
and the economy. The direct costs to the state
include refinancing of the banking system,
lost tax revenues and increased public ex-
penditure. This is compounded by lower
growth or a contraction in the economy, if
the banking collapse magnifies the recession,
as described above. A report of the Organi-
sation for Economic Co-operation and De-
velopment (OECD) on Iceland, published in
June 2011, estimates the cost to the Icelandic
state of the banking collapse to be at least
20% of GDP, or more than in any other
OECD country except Ireland. Ireland’s cost
of restructuring its banking system was then
estimated to be 45% of GDP.3° By compari-
son, both Norwegian and Swedish govern-
ments consider the final net cost to their
countries’ Treasuries from their banking
crises in the early 1990s to have been prac-
tically nil.** However, this is only taking into
consideration public finances and ignoring
the social cost resulting from the financial
setbacks in a wider sense. In the current cri-
sis, the EU Commission has authorised state
aid to banking systems amounting to EUR
3,600 billion. Most of this amount is com-
prised of guarantees, but some EU 300 bil-
lion has been granted directly as equity for
refinancing banks. This figure is likely to rise
still further in the first half of 2012, as EU
member states have obliged themselves to
reinforce the equity of the continent’s largest
banks to comply with the requirements of the
new European regulator, the European Bank-
ing Authority (EBA).

The cost of banking crises, however, is
much greater than implied by narrowly de-
fined public budget contributions for the
rescue or winding-up of individual financial
institutions. Economic research indicates
that the economic contraction during bank-
ing crises on average exceeds 10% of GDP

and that both banks’ lending and profits are
low in the wake of such shocks.*! The
OECD has estimated the GDP drop in Ice-
land following the banking crisis to be 11%
from its peak in 2008, which was admittedly
not a sustainable level for the economy.
This downturn is among the highest which
occurred in OECD countries, and among the
greatest suffered by Icelanders in recent
decades.*? In addition, an economy’s long-
term growth capacity also appears to de-
cline following financial shocks.*? Taking
into account the contraction, the growth
which otherwise could have been experi-
enced during the contraction period, and re-
duced future growth potential, the aggregate
loss in GDP can clearly be substantial.#4
This is not least true in an economy like that
of Iceland, where households and busi-
nesses are dependent upon bank financ-
ing.+

Reinhart and Rogoff are of the opinion, in
view of how difficult it is to assess the vari-
ous public sector costs caused by financial
shocks, that the increase in public debt is a
better measure of this cost than expenditures
directly linked to these shocks. According to
their research, public debt increases on aver-
age by 86% during the first three years after
a financial crisis commences.*¢ The increase
in debt has been considerably greater than
this in Iceland, as public sector debt rose
from 27% of GDP in 2007 to 84% in 2010

39 OECD (2011), pp. 27-28.

40 Sandal (2004).

41 Hoggarth and Redhill (2003), p. 109.

42 OECD (2011), pp. 13-14.

43 Finansdepartementet (Norwegian Ministry of Fi-

nance) (2012) and Miles et al. (2011).

In such calculations, however, it makes a major dif-

ference which years are selected for examination,

how the growth capacity of the economy is assessed

and how the overexpansion, which is often the fore-

runner of financial shocks, is treated.

45 Krosznera et al. (2007) and Dell’Ariccia et al.
(2008).

46 Reinhart and Rogoff (2009), p. 142.

44
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Cost of the collapse to the Treasury

Treasury debt has risen from 24% of GDP in
2007 to 87% in 2011, and the target is to reduce
this to 83% of GDP by year-end 2012.47 The
Treasury’s good financial situation was a basic
prerequisite for its response to the banking sys-
tem’s collapse, on the one hand, by injecting
equity into the financial system and, on the other
hand, by allowing automatic stabilisers to func-
tion until mid-2009. This ensured that the finan-
cial system could still perform its basic tasks and
taxes did not have to be raised and public services
cut back as extensively as would otherwise have
been necessary if Treasury debt had been higher.

The direct cost of the banks’ collapse is actu-
ally threefold. Firstly, there is the refinancing of

the Central Bank of Iceland, which now amounts
to 11% of GDP. Immediately following the col-
lapse, the cost was 18% of GDP but the net
amount has subsequently decreased somewhat
following purchase by the Central Bank of Treas-
ury assets. In the second place, the Treasury has
issued notes to finance the banking system equiv-
alent to some 12% of GDP. Thirdly, the Treasury
has provided almost 2% of GDP for refinancing
of HFF. In addition to this there is the cost of a
state guarantee for the Agricultural Loan Fund
equivalent to around 1.5% of GDP which reverted
to the Treasury upon Landsbanki’s collapse. The
total direct cost to the Treasury of the banking col-
lapse is therefore just over 25% of GDP.

Treasury debt, % of GDP

100 % -
90% -
80%
70% =
60% =
50% -
40%
30% +
20% =
10% -
0%

2007 2008

B Financing of Treasury deficit
DO'Refinancing of CBI

O'Equity injection in financial undertakings

DO'Refinancing of HFF

Figure 2: Treasury debt as % of GDP.

In addition to direct cost, state expenditures
rose substantially following the collapse while at
the same time its revenues shrank. The aggregate
stock of Treasury notes, which are used to fi-
nance the deficit on its operations, has risen by
23% of GDP.

The financial crisis and the economy’s un-
avoidable adjustment following the preceding

Estimate 2011 Budget 2012

B Other domestic entities
B Borrowing for the currency reserves
B Other foreign borrowing

Source: Ministry of Finance.

years of overexpansion have severely tested both
the state’s revenue generation system and state
expenditures. The accompanying figure shows

47 Figures for 2012 are from the state budget plus the
amount drawn on the last tranches of loans from
Nordic countries and Poland which were effected at
year-end 2011.



clearly the major transformation which occurred
in 2008 and 2009 in terms of primary revenues
and primary expenditures relative to GDP. Dur-
ing the upswing years 2003-2007, primary
Treasury revenues rose from 29% to 32-33% of
GDP. This dropped sharply to 28% in 2008 and
to 25% in 2009. On the other hand, primary
Treasury expenditure surged following the
banks’ collapse from 25% of GDP in 2006 to
30% in 2009. This included automatic fiscal sta-
bilisers which were in effect until 2009. This was
necessary to soften the first impact of the bank-

ing crisis on the financial situation and welfare
of the general public. However, fiscal balance
had to be regained within a relatively few years’
time. With extensive and determined fiscal meas-
ures in mid-2009, further Treasury shortfalls
were prevented while at the same time restraint
was increased in public expenditures. By so
doing, a primary balance was achieved as early
as 2011 and a small primary surplus in 2012.
Medium term budget forecasts until 2015 indi-
cate that by 2014 an overall surplus will be
achieved in Treasury finances.*®

Treasury primary revenues and primary expenditure

. 2003-2012

% of GDP % of GDP
34 - 34
32 A - 32
30 1 - 30
28 1 - 28
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22 1 - 22

=Primary revenues Primary expenditure
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2003 2004 2005 2006 2007 2008 2009 2010 2011 2012

Source: Ministry of Finance.

Figure 3: Treasury primary revenues and primary expenditure 2003—2012.

The last major contributor to increased Treas-
ury debt following the collapse is borrowing to
reinforce foreign currency reserves. When all
loans in connection with the economic recovery
programme prepared in collaboration with the
IMF, both from the Fund itself, Nordic countries
and Poland, had been drawn the result was an in-
crease in Treasury debt of 15% of GDP.*

It should be borne in mind that in tandem with
this large-scale increase in Treasury debt there
has been a major increase in assets. As a result,
the equity contribution to the banking system and

borrowing to boost foreign currency reserves are
likely to result in only a temporary increase in
Treasury debt. Excluding these debts, the objec-
tive is a Treasury debt position equivalent to 56%
of GDP at year-end 2012.

48 Fjarmalaraduneytid (Ministry of Finance) (2011b).

49 Tt should be pointed out that loans from IMF and
Norway granted as a part of the IMF programme
were disbursed directly to the Central Bank and
therefore are not included in Treasury debt.
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(an increase of 250%).>° However, it is
worth pointing out that this huge rise in debt
has been accompanied by a major increase
in state assets in Iceland, both in the form of
deposits with the Central Bank to strengthen
currency reserves and holdings in and loans
to the new banks (see Box insert on page 13).
The cost to the Treasury and the society,
however, is not determined merely by the
scope of the banking crisis, but also by the
government’s response, as both prompt and
effective intervention®! and solid economic
fundamentals prior to the banking crisis>?
can reduce such cost.

3.3.1
Sovereign defaults

The most serious banking crises can result in
a sovereign default in the country concerned,
naturally with very damaging long-term ef-
fects on the national economy. Unlike enter-
prise insolvencies, sovereign defaults do not
result in liquidation, and no court can en-
force national obligations, e.g. by a transfer
of assets to the creditors as in the case of pri-
vate sector insolvencies. Defaulting states
cannot fulfil their obligations or restructure
them to stimulate short-term demand in their
economy. Although such sovereign defaults
have been infrequent in recent years, there
are plenty of examples in more distant his-
tory. From the Great Depression in the 1930s
until the present recession, however, devel-
oped countries have generally managed to
avoid such a fate.>3 The cost of sovereign de-
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fault is manifest in various ways. States’
costs of borrowing rise, for instance, and
their access to capital shrinks, reducing long-
term consumption.>* Financial market
shocks can also limit the success of short-
term attempts to stimulate growth. Research
shows that the impact is felt primarily in in-
creased borrowing cost, and less in limita-
tions on access to financial markets.>
Higher interest rates are felt throughout the
entire economy, since the cost of sovereign
borrowing generally sets the interest rate
threshold for other borrowers.

Previous experience of financial shocks
and our own experience of the collapse in
2008 demonstrates clearly the high cost
which can result from a banking collapse,
not to speak of the frightening cost which
could result from a sovereign default. All of
this reaffirms the importance of ensuring that
the equity of banks and the financial system
as a whole is sufficient to sustain unexpected
fluctuations in their operations and balance
sheet, and that the Treasury generally has the
financial scope to absorb financial market
shocks when the banks’ equity falls short.

50 Since the costs of the banking collapse have been

absorbed primarily by the Treasury, the increase in
municipal debt is ignored here.

31 OECD (2001).

52 porvardur Tjorvi Olafsson and Porarinn G. Péturs-
son (2010).

53 De Paoli, Hoggarth and Saporta (2006); Reinhart

and Rogoft (2009).

Borrowing cost can also increase prior to a sover-

eign default.

55 De Paoli, Hoggarth and Saporta (2006).
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4

The Icelandic banking crisis

and its consequences®

Responsibility for the rapid expansion and
subsequent collapse of the Icelandic banks
rests above all with their managers and own-
ers. The general circumstances prevailing in
Iceland and internationally paved the way
for this excessive growth. Mistakes in eco-
nomic management on the part of Icelandic
authorities also played a role; these are visi-
ble, for instance, in the incautious decisions
taken when privatising the banks, a weak
regulatory framework and financial market
supervision, and wavering and poorly co-or-
dinated application of macroeconomic man-
agement tools.’’ External developments also
helped things along, not least the interna-
tional regulations which were transposed
into Icelandic law through the EEA Agree-
ment. Mention could also be made of the low
interest rates on international financial mar-
kets and failure to price credit risk appropri-
ately. This failure was visible throughout the
world, encouraging high risk appetite on
global financial markets. The sharp shock

56 This chapter is based in part on the report of the par-
liamentary Special Investigation Commission
(SIC), see Rannsoknarnefnd Alpingis (Special In-
vestigation Commission) (2010). Comprehensive
accounts of the collapse of the Icelandic banking
system have been provided in innumerable articles,
speeches and books; it will be some time yet until
all the birds have come home to roost. The follow-
ing section only discusses briefly the causes of the
banking crisis insofar as they directly affect the
shape of future government policy regarding the
Icelandic banking system. No opinions are ex-
pressed concerning possible criminal conduct cur-
rently being investigated by the Office of the
Special Prosecutor.

delivered to international markets by the col-
lapse of the investment bank Lehman Broth-
ers in mid-September 2008 — at a time when
market liquidity through interbank lending
had practically dried up — proved to be the
last straw for the Icelandic banking system
in early October 2008. With the benefit of
hindsight, however, the collapse of the Ice-
landic banks appears to have been foresee-
able many quarters earlier.>®

4.1
The international environment

4.1.1

The EEA Agreement and the beginn-
ing of international banking activities
in Iceland

Iceland’s membership of the European Eco-
nomic Area from 1994 made the legal envi-
ronment for Icelandic financial undertakings
comparable to that elsewhere in the European

37 OECD (2008), p. 8, and Rannséknarnefnd Alpingis
(2010), Vol. 1, pp. 96-97.

38 It is worth pointing out, however, that Icelandic fi-
nancial undertakings and the banking system as a
whole had on several occasions in the past met
with serious difficulties well before the globalisa-
tion of finance occurred. Examples of this are the
insolvency of the first fslandsbanki in 1930 and the
difficulties of Landsbanki and Samvinnubanki in
the early 1990s, which were resolved with state in-
tervention. The consequences of these setbacks,
however, were nowhere near as serious as those
with which the country has been struggling since
2008.
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single market. EU financial market directives
were transposed into Icelandic law in stages.
As is pointed out in the SIC report, the direc-
tives generally provided for “a minimal har-
monisation of specific aspects concerning the
establishment and operation of credit institu-
tions, together with the general principle of
mutual recognition” of the regulatory frame-
work and supervision of member states.>? As
EU legislation provided only minimum re-
quirements, Icelandic authorities therefore in
various aspects could have ensured more
stringent rules concerning Icelandic financial
undertakings. This was not done, however, in
part due to the authorities’ determination to
provide Icelandic financial undertakings with
operating conditions comparable with those
common in neighbouring countries and the
government’s policy of ‘light touch’ regula-
tion in a laissez-faire spirit.°0 As the 1990s
progressed, the banking system was increas-
ingly viewed as a potential third pillar of the
Icelandic economy, alongside of fisheries and
power-intensive industry.

The minimum harmonisation ensured by
the EU acquis was based on the dominant
theories in finance and economics referred
to previously, not least the view that financial
shocks were a thing of the past in mature in-
dustrialised countries. The EU directive on
banks’ own funds, for example, was based
on rules of the Basel Committee on Banking
Supervision, which were intended primarily
to level the competitive position of large
banks by harmonising equity requirements
rather than ensuring financial security of
banking operations and financial stability. In
such harmonisation work, representatives of
international banks — not least large US
banks — wanted, among other things, to limit
the portion of banks’ equity which had to be
in cash money, as this was costly. Instead
they placed strong emphasis on defining var-
ious types of subordinated debt as equity.
These views influenced the Basel rules. The
view was that relatively limited equity
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should suffice to maintain banks’ lending ca-
pacity and thereby encourage GDP growth.
In developing these standards, however, no
critical regard was given for why equity was
considered to be costly, never mind for the
conceivable cost to public coffers and the
economy of financial system collapse (see
Chapter 3). It was not until preparations were
underway for the Basel III rules, which are
to enter into force at the beginning of 2013
in the single European market, that equity re-
quirements were based on research aimed at
maximising the macroeconomic benefits of
such rules.

The ideas which resulted in minimum har-
monisation within the EU/EEA also influ-
enced how the acts and regulatory frame-
work were applied by regulators. In Iceland,
as in many neighbouring countries, it was
considered important that supervision should
not overly restrain banks and other financial
undertakings.®! FME’s financial and human
resources did not increase in proportion to the
rapid banking system expansion. Neither its
Board of Directors and management, nor the
ministry responsible for the FME placed suf-
ficiently strong emphasis on expanding and
reinforcing the Authority in accordance with
the greater size and complexity of the regu-
lated entities. In addition, the management of
FME expressed their views that during the

59 Rannsoknarnefnd Alpingis (2010), Vol. 5, p. 11. In
fact, FME authorised the inclusion of subordinated
loans to the banks in calculations of their capital ad-
equacy to a greater extent than was practised in
neighbouring countries. This is one example of how
the banks were in fact granted leeway exceeding
what was usual in most other countries (see 4.2.4).
EU procedures in adopting financial market legis-
lation have changed somewhat in recent quarters.
Directives specifying minimum requirements, trans-
posed into national law, have to an increasing extent
been replaced by a combination of directives and
regulations, which apply to the undertakings di-
rectly and set mandatory obligations rather than
simply minimum requirements.

It is hardly necessary to emphasise the importance
of government support for regulators.
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first six years of the Authority’s operation
“interest groups have strongly opposed in-
creases to its funding and to the fees levied
for supervision of regulated entities”.%2

The EEA Agreement brought not only a
flexible regulatory framework for Icelandic
financial undertakings. Iceland’s membership
of the single market also allowed Icelandic
financial undertakings to open branches in
other member states and facilitated the es-
tablishment of subsidiaries in the EEA, on
the basis that the regulatory framework and
supervision of the parent company was in ac-
cordance with EU rules. This enabled Ice-
landic banks to tap funding from EU de-
positors, backed up by a deposit guarantee
scheme complying with EEA rules. This
Landsbanki did in the UK and the Nether-
lands, making reference in its advertisements
to the deposit guarantee scheme rather than
the bank’s financial strength.%® Last but not
least, the banks could obtain liquidity in
EUR from the ECB through their subsidiaries.
This the Icelandic banks did through their
subsidiaries in Luxembourg.

Based on European rules, the Icelandic
banks moved into European markets to an
increasing extent from 2003 onwards, fol-
lowing the conclusion of their privatisation.
The international expansion of the newly pri-
vatised banks at this time was fuelled not
least by easy access to credit and dwindling
risk aversion on international markets. Seri-
ous flaws have subsequently come to light in
the EU/EEA regulatory framework for cross-
border financial services in the EEA. Neither
common deposit guarantee schemes nor a
lender of last resort, in the respective curren-
cies of the deposits, were created. The
growth of the Icelandic banks was in fact en-
couraged by the government, which thereby
created great moral hazard. Supervision by
FME, reflecting the international spirit of the
time, was minimal. In such circumstances,
the banks far outgrew both the Central Bank
of Iceland and the Treasury. A process which

began with the largest Icelandic banks being
‘too big to fail” ended with their being ‘too
big to save’.

4.1.2
Growth of international financial tran-
sactions and the carry trade

The increased stability and prosperity in the
global economy from the mid-1990s on-
wards resulted in declining risk premia on fi-
nancial markets and lower yields. Low and
stable inflation and low inflation expecta-
tions enabled central banks throughout the
world to keep short-term interest rates low.
This made ever more investment options ap-
pear profitable and access to financing was
easier because investors were seeking good
returns in a low-interest-rate environment,
whether this was through US subprime
loans, carry trade transactions or bonds of
Icelandic banks. The search for high returns
combined with financial market deregulation
encouraged rapid growth of international
capital movements and cross-border banking
transactions.®* An ever-increasing number of
national economies became involved in such
transactions, and thereby susceptible to the
same risks. The response of central banks,
not least in the US, when the dot.com bubble
burst in 2001 — of lowering interest rates still
further — only reinforced the prevailing atti-
tudes. With low interest rates and expecta-
tions that this situation would continue,
leveraging surged, making the financial sys-
tem even more vulnerable to sudden shocks.
China’s high current account surplus during
the global upswing, and the disequilibrium
it brought in world trade, also substantially
increased the supply of credit, depressing
global interest rates. During the period pre-
ceding the international banking crisis it was

62 Rannsoknarnefnd Alpingis (2010), Vol. 5, p. 138.

63 Sigridur Benediktsdéttir, Jon Danielsson and Gylfi
Zoega (2011).

64 McGuire and Von Goetz (2009).
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not, therefore, only individual economies
which were especially susceptible to unex-
pected shocks; all economies were tightly in-
tertwined, which explained how rapidly the
crisis could spread.

Iceland was not unaffected by this climate
of decreasing risk aversion, lower interest
rates and a funding glut. The Icelandic banks
began seeking foreign funding in earnest on
European markets for bonds and wholesale
deposits in 2004. The merged Kaupthing-
Bunadarbanki had in fact made its first ven-
ture into international financial markets a
year earlier. By the end of August 2005, the
ISK had become a fully-fledged high-yield
currency, with the first issue of ‘glacier
bonds’, i.e. notes issued in ISK offered on
international markets. By the beginning of
September 2007, the outstanding stock of
such notes totalled ISK 450 billion.

Icelandic banks’ access to European bond
markets and wholesale deposits contracted
sharply early in 2006. These difficulties,
which have been referred to as the ‘2006
mini-crisis’ and tested the banks severely,
were to a certain extent a foretaste of what
was to come. The banks subsequently sought
other means of funding, firstly in the US
bond market and then by offering advanta-
geous rates on retail deposit accounts in Eu-
rope. As the SIC Report describes, in 2006
the banks issued notes in the US totalling
USD 5 billion. The high interest rates on Ice-
landic bank bonds plus their good credit rat-
ings made them especially attractive for
packaging in collateralised debt obligations
(CDOs) including a variety of debt instru-
ments and marketed throughout the world by
securities dealers and investment banks. The
idea behind the CDOs was to reduce risk by
offering diversification in this manner. Crit-
ics of such derivatives point out that while
CDO transactions did, admittedly, diversify
risk they nonetheless increased uncertainty
concerning the value of the often far-distant
debt instruments underlying them. Credit rat-
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ing agencies have also been criticised for
awarding CDOs excessively high ratings
without investigating sufficiently the risks
behind them, as they included for instance,
US subprime loans with high default rates
following the collapse of the US housing
market. Growth of CDO trading was one of
the consequences of the above-mentioned fi-
nancial market developments and con-
tributed greatly to the international financial
market collapse in the autumn of 2008.

The Icelandic banks’ campaign for de-
posits on European markets from 2006 on-
wards was fuelled, firstly, by their declining
access to European bond markets and whole-
sale deposits and, secondly, by criticisms of
their narrow range of funding options. The
banks’ foreign deposits grew rapidly during
this period: deposits of the Landsbanki group
tripled from the end of Q3 2006 to year-end
2007, most of them in Icesave internet ac-
counts with Landsbanki’s London branch, to
total almost GBP 7 billion or 28% of the
bank’s balance sheet.

The financial market situation and the
banks’ regulatory framework enabled them
to sustain enormous overseas growth during
the first decade of the new century, serving
both new foreign clients and Icelandic en-
trepreneurs increasingly active on foreign
markets. As described in the SIC report, the
nature of their activities “also changed
greatly, with investment banking activities
becoming an ever more significant aspect of
the banks’ operations” instead of their pre-
vious traditional commercial banking activ-
ities. The three large commercial banks
expanded rapidly under these circumstances
until by year-end 2007 their total assets
equalled almost eight times Iceland’s
GDP.%

95 Because of the sharp fall in the ISK exchange rate
in 2008, the banks’ assets in ISK terms increased
relative to GDP and had become over 10 times the
country’s GDP before their collapse.



4.2
Domestic circumstances

It was not, however, merely the international
situation which set the stage for the rapid
growth which eventually led to the banks’
failure. Many aspects of the structure of the
Icelandic financial market and public policy
also had a major impact.

4.2.1
Effect of Iceland’s sovereign rating on
the banks

The Icelandic banks’ entry into international
bond markets was not least due to their high
credit ratings. This reflected the country’s
strong fiscal position and the assumption that
the state would support its banks should they
face difficulties. These close linkages be-
tween the sovereign credit rating and that of
the banks reached a peak in the first half of
2007, when for a brief period the banks en-
joyed the highest rating awarded by Moody’s,
AAA % The SIC regards this access to finan-
cial markets one of the main premises of the
banks’ strong growth, especially in 2004—
2006.

Each country’s sovereign credit rating
serves as the basis for the ratings of other
borrowers in the economy. A high sovereign
rating, therefore, can lead to improved access
to funding and lower interest rates for the en-
tire economy. A high sovereign rating is
therefore clearly in the interest of the general
public, but this can only be achieved through
responsible public finances and macroeco-
nomic stability. While it takes time and per-
sistence to strengthen creditworthiness, it can
disappear overnight, as experience shows.
If an issuer’s credit rating falls below a cer-
tain level it can result in rapid selling of
bonds and other financial instruments which
are linked to the rating in one way or another,
not least if the rating falls below a level de-
cided on by institutional investors or which

is prescribed in financial undertakings’ rules
on own funds.

A good sovereign credit rating is therefore
an important public asset which can benefit
other parties in the economy, not least banks.
Systemically important financial undertak-
ings, which the Treasury of the state con-
cerned can be expected to rescue no matter
what, enjoy better financing terms than other
financial undertakings. Such subsidising of
banks’ funding costs results in a rent to the
banks’ owners if nothing is done especially
to tax it. The cost of a possible financial
shock, however, hits the entire society — not
least the general taxpayer. Subsidising bank-
ing activities through their benefiting from
the sovereign rating was not limited to Ice-
land in the years prior to the collapse. The
annual subsidy by public authorities in this
manner of the financing cost of the 25 largest
international banks is estimated to have
amounted to hundreds of billions of USD
during the period from 2007 to 2010. Some
studies even suggest that such subsidies
amount to over USD 1000 billion annually
(ISK 120,000 billion). By comparison, the
annual profits of these banks were around
USD 170 billion on average in the years im-
mediately preceding the crisis.®” The Swed-
ish central bank estimated that interest ex-
pense subsidy to the country’s four largest
banks in 2002-2010 was equivalent to half
their profits during this same period.%®

The Icelandic banks’ good credit ratings
not only paved their way to European bond
markets. As mentioned previously, the banks
turned to the USA to an increasing extent
after their access to European financial mar-
kets shrank in 2006. In the US market the
banks’ bonds could be used in CDOs, as they

66 Tt is worth pointing out that this decision by Moody’s

does not appear to have improved the banks’ access
to market funding at this time, since it was viewed
with scant confidence on financial markets.

67 Haldane, Brennan and Madouros (2011).

68 Sveriges Riksbank (2011).

25



generally bore interest rates higher than in-
dicated by their credit ratings. Here the
banks’ good ratings — in fact based on the
strong Treasury position and European reg-
ulatory framework — combined with finan-
cial market innovations, resulting in a variety
of financial instruments, which paved the
way for further growth of the banks.

4.2.2
Lack of consistent economic policy

The economic policy of the Icelandic gov-
ernment has for decades focused primarily
on actions to stimulate the demand side of
the economy while at the same time reducing
supply side obstacles, to boost growth in line
with prevailing trends and policies. The eco-
nomic policy objective was above all to en-
courage growth, emphasising high employ-
ment. Little regard was had as to whether
GDP growth was sustainable in the long
term, or whether it fuelled inflation. Follow-
ing the adoption by the Government and the
Central Bank of Iceland in March 2001 of an
official, quantitative inflation target for low
and stable inflation, large-scale public sector
works projects were launched while at the
same time the housing mortgage supply
greatly increased. This made it very evident
that a co-ordinated economic policy was
sorely lacking.®® As the SIC Report points
out, the government’s fiscal policy and pub-
lic sector investment during the period pre-
ceding the collapse “in fact aggravated the
disequilibrium” arising from the power-in-
tensive industry projects and increased sup-
ply of credit. Nor did actions by the Central
Bank appear to have been effective in re-
straining the overexpansion, as “interest rate
increases were generally too little, too late,
which to begin with appears to have been
prompted by wishful thinking on the part of
the bank that the state would take part in re-
ducing the overheating. It never happened.
During this same period, access by the banks
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to liquid funds from the Central Bank was
practically unrestricted, apparently with no
limits on the money supply. In actuality, lig-
uid funds were loaned to the banks against
(unsecured) debt instruments during the last
years.”’ Kaarlo Janniri made similar com-
ments in his report to the government in
March 2009.7! In 2004 the maximum LTV
provided by the state-backed Housing Fi-
nancing Fund was increased to 90% and loan
ceilings raised. These decisions played a
considerable part in boosting subsequent
competition between housing mortgage
lenders, and the resulting lower interest rates
and greater credit supply further fuelled the
economic overexpansion. There was no in-
ternal consistency in the government’s eco-
nomic policy from the beginning of the
century until the banks’ collapse in 2008.
Various international economic organisa-
tions, such as OECD and IMF, warned of the
danger of overheating, as did various domes-
tic and foreign analysts.”?

It could also be argued that the Central
Bank’s high interest rate policy aggravated the
problem, since it became the basis for the carry
trade which developed. As a result, the Central
Bank’s high interest rates did not manage to
cool the economy. The high interest rate pol-
icy, however, did ensure a strong ISK in the
short term, which in turn kept inflation meas-
urements low. However, the economy paid for
the stronger ISK with high interest rates on

% Tn its report on the Icelandic economy in the first
half of 2008, OECD pointed to the difficulties
which resulted when ministers appeared to oppose
the Central Bank: “It would also be helpful if mem-
bers of government respected the independence of
Central Bank policy making, as this would reinforce
the credibility and effectiveness of policy.” OECD
(2008), p. 8.

70 Rannsoknarnefnd Alpingis (2010), Vol. 1, pp. 96-97.

7! Janndri (2009).

72 An example of this is reports by Danske Bank which
created a considerable stir, including Iceland: Geyser
crisis of March 2006, and writings and addresses by
Robert Z. Aliber, including Monetary Turbulence and
the Icelandic Economy in June 2008.



foreign funding seeking a quick profit. The
cost of this policy could be estimated at ap-
proximately ISK 60 billion annually in interest
payments leaving the economy during the last
years preceding the collapse.”

In addition to this, financial market policy
and regulation by public authorities was
completely unrelated to other aspects of its
economic policy. Until the financial crisis
the emphasis in economic policy was on
monetary and fiscal policy especially. As
previously mentioned, the government’s
main objective in banking was to facilitate
the growth of the financial system rather than
to strengthen supervision of it. While the
Central Bank was raising its interest rates to
rein in domestic expansion the Housing Fi-
nancing Fund (HFF) cut its interest rates and
raised its LTV ratio. Despite a primary bal-
ance surplus, fiscal policy was not counter-
cyclical; the surplus in fact resulted from
overheating. Foreign short-term funding
poured into the country due to the high pol-
icy rate, adding to the profitability of the
carry trade. No effort was made to apply
those means available, which would now be
called financial stabilisers or macro-pruden-
tial measures, to slow lending growth or
other causes of financial system expansion.
Financial supervision was directed exclu-
sively at the finances of individual financial
undertakings, without any monitoring of the
financial system as a whole, e.g. its FX lig-
uidity. In part for these reasons efforts were
not directed early enough to rein in the over-
expansion of the banking system. To a cer-
tain extent, this failure to see the gaping
flaws in the system was a consequence of
spreading responsibility for financial market
matters among too many actors. The Prime
Minister’s Office was responsible for the
Central Bank, which handled important as-
pects of supervising financial activities and
financial system stability; the Ministry of Fi-
nance was responsible for pension fund mat-
ters; the Ministry of Social Affairs for the

Housing Financing Fund and the Ministry of
Commerce for financial services in other re-
spects, including the Financial Supervisory
Authority. Following the report and advice
of Kaarlo Jénnéri at the end of March 2009
a number of steps were taken in accordance
with his advice by transferring responsibility
for the Central Bank and FME to the new
Ministry of Economic Affairs. Legislation
and regulation concerning HFF, however, re-
main under the Ministry of Welfare and is-
sues concerning pension fund legislation and
rules under the Ministry of Finance. HFF and
the pension funds, however, represent a very
large portion of the financial system.

The SIC concludes “that co-ordination of
fiscal policy with the Central Bank’s economic
management must be increased, so that one
strategy is not applied in complete contradic-
tion with the other as was the case in recent
years when fiscal policy was continuously
aimed at increasing disequilibrium and over-
heating, leaving the Central Bank to wrestle
with the consequences alone”.”* The estab-
lishment of the Ministry of Economic Affairs
late in 2009 and the Ministerial Committee on
Economic Affairs was to some extent a re-
sponse to these criticisms from the SIC.
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Lack of macroeconomic monitoring
of the banks’ expansion in proportion
to the size of the country’s economy
and foreign currency reserves

The SIC states that “[t]he collapse of Glitnir
banki hf., Kaupthing Bank hf. and Lands-
banki Islands hf. can be explained primarily

73 The IMF has issued guidelines on how efforts can
be directed at managing capital inflows. They in-
clude, for instance, major purchases by central
banks of this inflow to strengthen their foreign cur-
rency reserves, and the application of increasingly
tight fiscal policy. Taxes and other prudential meas-
ures can also be applied to temper the inflows IMF
(2011a).

74 Rannsoknarnefnd Alpingis (2010), Vol. 7, p. 205.
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Bank assets in relation to GDP December 2010
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Figure 4: Size of banking systems at year-end 2010 relative to GDP.

by their growth and thereby their size upon
their collapse”.”> Economic research sug-
gests there is a correlation between the size
of banking systems and the possible eco-
nomic impact of banking crises.”® When it
collapsed in late 2008, the size of Iceland’s
banking system was equivalent to almost ten
times GDP, following rapid and practically
continuous growth since 2003/2004. From
2004 to 2007 the three banks’ balance sheets
grew seven-fold, through both organic
growth and acquisitions of operations over-
seas. The banks’ growth was to a large extent
financed with bond issues abroad, as dis-
cussed previously. Their rapid growth and
huge relative size near the end far exceeds
any examples in other states with large, ma-
ture financial markets. Rapid growth can re-
duce the quality of loan portfolios, especially
when banks enter new markets, which is
often accompanied by poorer credit control.
Therefore the growth in itself involved a spe-
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cial risk for the Icelandic financial system,
which was all the greater due to the size of
the banks relative to the economy.

The banking system was not only enor-
mous in relation to the size of the economy,
it had far outstripped the ability of the Cen-
tral Bank of Iceland to serve as a lender of
last resort with the backing of the Treasury.
Despite growing concerns from 2006 as to
the ability of the Central Bank to perform
this role, the banks continued to grow. The
lack of a credible lender of last resort can
have a serious effect on the economic and fi-
nancial system concerned. In 2008 Willem
Buiter and Anne Sibert pointed out that no
deposit institution could rely on its own
strength, even if its assets were good and it
had sufficient liquid funds to withstand nor-

75 Rannsoknarnefnd Alpingis (2010), Vol. 1, p. 31.
76 Sveriges Riksbank (2011), pp. 19-20, and Rann-
soknarnefnd Alpingis (2010), Vol. 1, p. 31.



mal volatility in the net flow of deposits and
other short-term obligations.”” The nature of
banking is to assume short-term obligations
to finance long-term assets. This makes
banks vulnerable to liquidity problems if too
many depositors wish to withdraw their de-
posits at the same time. This characteristic of
banking activities was in fact the principal
argument for establishing the US Federal
Reserve in 1913, following a bank crisis
which developed in the country in 1907. This
was clearly apparent in Iceland in October
2008. The three large Icelandic — and inter-
national — banks all failed within the first ten
days of the month, although only Glitnir had
faced major debt maturities in October 2008
and the months immediately following. The
closing of international interbank markets for
liquid funds in the autumn of 2008 — not to
mention the bond markets — can be likened
to a run on deposits, dependent as the Ice-
landic banks were on access to foreign liquid
funding. Once banks lose their credibility
they face serious difficulties. Without access
to the interbank market or liquidity support
from central banks they were beyond saving
and their collapse was unavoidable.

The Central Bank of Iceland attempted to
respond to this problem by boosting its cur-
rency reserves at year-end 2006. In 2007 the
Minister of Finance was authorised to take
out additional foreign loans to reinforce re-
serves, but by that time the financial markets
had in fact shut their doors on the Icelandic
state. These measures, however, fell short as
the nation’s short-term foreign liabilities to-
wards the end of 2007 had risen to the Cen-
tral Bank’s fifteen-fold currency reserves.
The Central Bank of Iceland obtained credit
lines from other Nordic central banks in the
first half of 2008, but apart from this the cur-
rency reserves were not increased. There are
various benchmarks for an acceptable ratio
of reserves to short-term liabilities, but a
common rule is to have currency reserves
equal to short-term liabilities. Most short-

term liabilities in the economy arose from
the banks’ funding. Furthermore, the three
banks’ foreign deposits were equivalent to
eight times the currency reserves. In addi-
tion, there was little support to be had from
the Depositors’ and Investors’ Guarantee
Fund when it came to the crunch, because
the Fund had very limited assets in compar-
ison to the banks’ foreign deposits.”

Given the situation on international finan-
cial markets in the autumn of 2008, the enor-
mous size of the banking system and its
short-term foreign liabilities in proportion to
the size of the economy, plus the relatively
small currency reserves made the banking
system collapse actually unavoidable.

424
Reasons for the banks’ collapse and
limitations of financial supervision

As in most other banking crises, it was a
shortage of liquidity which brought down the
Icelandic banks’®, although it now appears
evident that they were in fact struggling with
serious underlying equity problems. In re-
sponse to criticisms from analysts and diffi-
culties in obtaining market funding, the
banks, especially Landsbanki and Kaup-
thing, moved increasingly into the European

77 Buiter and Sibert (2008), p. 4.

78 Deposit guarantee funds generally have relatively
low amounts at their disposal compared to the de-
posits they are to guarantee. In many states such
funds actually have no assets, but are expected to
borrow on the markets when guarantees have to be
paid. The Icelandic fund’s assets were equivalent to
0.5% of its insured deposits upon the banks’ col-
lapse, which is close to the average of EU member
states. A bill to set up a new deposit insurance
scheme in Iceland would provide the Depositors’
and Investors’ Guarantee Fund with assets to cover
4% of deposits guaranteed by the scheme when
fully developed (proposal from the EU Commission
for a new framework for a deposit guarantee scheme
provide for funds to hold the equivalent of 1.5% of
guaranteed deposits).

79 See Chapter 2.
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retail deposit market, as was mentioned pre-
viously. In so doing, the banks took advan-
tage of authorisations under EU legislation
to establish branches and referred to the EU
Directive on deposit guarantees to instil con-
fidence in their customers. By year-end 2007
deposits comprised around 40% of the Ice-
landic banks’ funding, rising from 28% in
2006.8% Of these deposits, 2/3 were owned
by foreign nationals, 80% were in foreign
currencies and 86% were available for with-
drawal within three months.8!

From around mid-2007 deposits began to
flow out of Landsbanki’s foreign branches,
with withdrawals peaking at the beginning
of 2008 after the bank’s credit rating had
been lowered. The establishment of Icesave
accounts in the Netherlands in the spring of
2008 reversed the situation to some extent,
but wholesale deposits fell sharply, as they
are more sensitive to credit rating changes
than deposits of the general public and
SMEs. The three banks obtained liquid funds
in EUR from the European Central Bank
(ECB) through their subsidiaries in Luxem-
bourg. However, they lacked sufficient Lux-
embourgian assets to pledge to meet the
outflow of deposits and the closure of fund-
ing markets. They attempted to circumvent
this by placing Icelandic bonds, of both pri-
vate and public bodies, in subsidiaries in
Continental Europe and through this route
obtain liquid funds from the ECB. Liquidity
through interbank credit lines was generally
hard to come by and dried up further with the
rating drop. As previously mentioned, the
Central Bank of Iceland could not provide
the banks with liquid funds in the currencies
they needed. The swap market for ISK had
already practically closed in March 2008. As
a result, the banks could not cope with the
outflows and the closure of the interbank
market at the beginning of October 2008 due
to the huge maturity mismatch of their assets
and liabilities in different currencies, even
though only Glitnir faced major maturities in
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the upcoming weeks and months. Confi-
dence in Icelandic banks, their prompt repay-
ment and reliability in transactions, which
had been built up over a period of many
years — and no less in the Treasury, with its
operating surplus, debt reduction and linkage
to the EEA single market — disappeared in
one fell swoop.®2

Upon their failure, all of the banks ap-
peared to have equity well above the manda-
tory minimum: according to their 6M results
in mid-2008 their risk-adjusted capital ratio
was 10.9%, well above the 8% prescribed by
law and FME rules.®? Their Tier 1 capital
ratio was reportedly 8.5%, more than twice
the statutory minimum.

In addition to rules on equity which were
too weak, the nature of the Icelandic banks’
equity was too weak, as was pointed out, for
instance, in the report by Kaarlo Jannéri and
the SIC report. The capital ratios published
by the banks in their financial statements did
not therefore reflect their real strength and
even less the capacity of the financial system
as a whole to meet unexpected shocks. The
banks had loaned extensively for purchases
of their own shares, often only against
pledges on the shares themselves. By mid-
2008 such hollow equity had become around
25% of the total equity base of the three
banks. If only the core component of this
capital base is considered, i.e. shareholders’

80" In 1998 deposits comprised 45% of the banks’ fund-
ing but had decreased to 22% by year-end 2004
after the banks began obtaining their funding to an
increasing extent from the European bond market.

81 Ong and Chiak (2010), pp. 4-5.
82 Supervision of financial institutions’ liquidity is the
responsibility of the Central Bank of Iceland. Su-
pervision of liquidity in foreign currencies was se-
riously inadequate prior to the collapse, as proposals
to address this were still being formulated when it
occurred.

The purpose of equity rules is to protect the interests

of those parties whose interests the banks have no

incentive to safeguard, as well as to ensure financial
stability.
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equity according to the annual financial
statements net of intangible assets, the weak
equity of the three banks amounted to over
50% of this core capital at mid-2008. The
banks had loaned various clients funds for
purchases of their own shares, often only
against pledges on the shares themselves.
Furthermore, the banks loaned each other for
such share purchases. As a result, the total
equity of the banking system was in reality
much less than it appeared to be from merely
an examination of the balance sheets of each
bank and their aggregate total. Taking ac-
count of these inter-linkages the weak equity
in the system amounted to as much as 70%
of core capital from the latter half of 2007
onwards. In addition, the banks’ accounts did
not reflect their risk stemming from the ISK
weakening, i.e. they did not anticipate great-
er losses on FX loans than on ISK loans,
even though many borrowers had only ISK
income. This major risk was therefore not
visible in the banks’ provisions, as their pro-
visions for loan losses as a ratio of total lend-
ing were lower than those of many com-
parable international banks.3* Finally, in
2005, FME agreed that subordinated bonds
could amount to 33% of Tier 1 capital rather
than 15%, as had generally been the practice
in neighbouring countries. Subordinated
bonds are not regarded as especially strong
equity, and therefore are not included in Tier
1 capital under Basel III rules which will
soon enter into force. Tier 1 capital is the
core of the equity position, i.e. the most sta-
ble part of equity.® It is worth mentioning
that one of the main conclusions of the Nor-
wegian Stortinget following the Norwegian
banking crisis in the early 1990s was to point
out the importance of having banks well cap-
italised.8¢

A closer look at what lay under the surface
of the banks’ balance sheets, taking into con-
sideration the shared or mutual ownership
connections, makes it obvious that the
banks’ real financial strength was much less

than their published results and equity fig-
ures indicated. In addition, the international
financial crisis has shown that the equity ra-
tios published by the Icelandic banks in their
financial statements would probably not
have enabled them to survive the shocks
which beset the global economy in 2008,
even if the quality of their equity had been
higher and their accounting clearer.

The flaws in the banks’ equity position
also bear witness to the interplay between the
banks and the securities market during the
boom years. There are many indications that
market abuse was sometimes practised to in-
flate the banks’ market cap far in excess of
what was justified. Through systematically
trading in own shares the banks’ manage-
ment actually duped other investors to pur-
chase the shares at an inflated price which in
the end plummeted. The banks’ houses of
cards collapsed for a number of interrelated
reasons. Their business practices and corpo-
rate governance were unsustainable in the
long term. Their risk assessment and risk
management was faulty. Cross-ownership,
related party lending, far too large individual
exposures in their loan portfolios, salary in-
centives encouraging risk-taking and unlim-
ited leveraging — all of these flaws charac-
terised the banks’ management. Added to
these faults were the defects in their account-
ing and the auditing of the same, partly due

84 Sigridur Benediktsdéttir, Jon Danielsson and Gylfi
Zoega (2011), pp. 193—194.

According to new Basel III rules, which will be
transposed into European law with the Fourth Cap-
ital Requirements Directive (CRD IV) and the Cap-
ital Requirements Regulation (CRR), Common
Equity Tier 1 will be equity net of proposed divi-
dends, goodwill, various intangible assets, invest-
ments in other financial undertakings (exceeding a
certain limit), certain deductions for pension obli-
gations, certain deferred income tax payments and
several other deductions. The new regulatory frame-
work will restrict considerably that portion of equity
which is included in core equity.

86 Stortinget (1998).
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to weaknesses in IFRS, (International Fi-
nancial Reporting Standards) and 1AS, (In-
ternational Accounting Standards), including
their emphasis on marked-to-market pricing
of assets and liabilities®” — but also due to
shoddy work by the banks’ auditors during
these years. General increases in equity
prices during the period preceding the col-
lapse, the ‘equity bubble’, also helped the
banks, and other companies, to build up cap-
ital through their holdings in other banks and
other companies. This build-up subsequently
melted away rapidly when the inflow of cap-
ital turned to an outflow and asset prices
plunged. FME kept its supervision to a min-
imum in accordance with widely held view
that market forces ensured the financial mar-
ket was self-regulating. The rest is history.

4.3
Government’s response

The collapse of the Icelandic banking system
pushed the economy to the very brink, to
face what appeared to be a lengthy economic
downturn and imminent sovereign default.
Such circumstances called for prompt and
effective responses on the government’s part,
in order to minimise the cost of the banking
collapse. Roughly speaking, the response of
the Icelandic government took two forms:
firstly, the adoption of the so-called emer-
gency legislation (Act No. 125/2008) at the
beginning of October 2008 and, secondly, a
detailed economic recovery programme pre-
pared in collaboration with the IMF, the im-
plementation of which began immediately in
November 2008 and continued until August
2011. Changes to financial market acts and
regulations were a key aspect of the pro-
gramme agreed with the IMF — a process
which is in fact still underway.
Furthermore, on 6 October 2008 the gov-
ernment declared that all deposits in the do-
mestic branches of Icelandic banks were
guaranteed. This statement prevented a run
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on the banks. Although the declaration was
not put to the test in the case of the large
commercial banks, it has cost the Treasury
significant amounts in the case of the savings
banks. The exact figure is not yet clear but
the cost will definitely be counted in billions
of ISK.

4.3.1
The Emergency Legislation

When the collapse of the banking system ap-
peared inevitable, the Icelandic parliament
Althingi approved on 6 October 2008 the Act
Authorising Treasury Disbursements due to
Extraordinary Financial Market Circum-
stances etc., No. 125/2008, which is gener-
ally referred to as the emergency legislation.
Its principal objective was to enable the gov-
ernment to respond without delay to the pre-
vailing financial market situation and
thereby assure the functioning of payment
mediation, the continuation of domestic
banking activities and security of deposits in
case of the insolvency of the large banks. It
was also considered important to reduce the
scope of the Icelandic banking system to ac-
cord better with the size of the economy.
Four major changes were introduced by the
Act.

Firstly, FME was granted extensive and
previously unheard of authorisations to in-
tervene in the activities of financial under-
takings in danger of collapse, both by taking
over the power of shareholders’ meetings,
for instance, in disposing of assets, and by
limiting or prohibiting the disposal of the
funds and other assets of a financial under-
taking.

Secondly, FME was granted authorisation
to appoint Resolution Committees for the
failed financial undertakings, which would
administer the undertakings prior to formal
winding-up proceedings.

87 De Larosiére Group (2009), pp. 20-22.



In the third place, the Minister of Finance
was granted authorisation to provide funding
to establish new financial undertakings or to
take over financial undertakings or their
bankrupt estates, in whole or in part, under
very special and extraordinary financial mar-
ket circumstances.®®

Fourthly, the priority ranking of claims in
the winding-up of financial undertakings
was altered, giving deposits priority ahead of
other homogeneous claims, whereas previ-
ously they had been equally ranked in prior-
ity with other unsecured claims.

The Act made the implementation of the fi-
nancial undertakings’ winding-up proceed-
ings even more unlike that provided for in
general bankruptcy legislation. The general
winding-up proceedings of bankruptcy legis-
lation are not entirely appropriate for the col-
lapse of financial undertakings, as there is
generally special uncertainty concerning the
value of their assets and funding. Further-
more, it is especially important to prevent dis-
ruption of the important role played by the
financial system in business and society as a
whole. It should also be borne in mind that, if
action had not been taken to give deposits
greater priority in winding-up in parallel to the
government’s declaration that the Treasury
would insure all deposits in Iceland (see Box
insert), there would have been a risk of a bank
run by depositors of all deposit institutions.
On 6 October 2008 the government issued a
statement that deposits in Iceland covered by
the Depositors’ and Investors’ Guarantee
Fund would be fully guaranteed. The state-
ment was reiterated in an announcement from
the Prime Minister’s Office on 13 November
2008 and again on 3 February 2009.

The provisions of the emergency legisla-
tion were applied immediately. Straightaway
in the first two weeks of October FME took
over control of the three largest banks at the
request of their Boards of Directors. Each
bank was divided into a new bank and an old
bank. The three new banks, which were es-

The Government s statement on
the guarantee of domestic deposits

The Government of Iceland underlines that
deposits in domestic commercial and sav-
ings banks and their branches in Iceland will
be fully guaranteed.

Deposits applies here to all deposits by in-
dividual savers and enterprises which are
guaranteed by the deposit division of the
Depositors’ and Investors’ Guarantee Fund.

Reykjavik, 6 October 2008

tablished as provided for in the Act, took
over the lion’s share of their domestic bank-
ing activities, which comprised around one-
quarter of the total activities of the banks
prior to the collapse. Agreements were
reached with the Resolution Committees of
the old banks on behalf of their creditors on
payment for assets taken over exceeding the
liabilities assumed, in the case of Landsbanki
and Glitnir, while in Kaupthing’s case the li-
abilities assumed were assessed as greater
than the assets. A detailed account of this
process is provided in the Report of the Min-
ister of Finance to the Althingi on the re-
structuring of the commercial banks.?? The
provisions of the emergency legislation were
also applied upon the collapse of several
smaller financial undertakings, e.g. the sav-
ings banks SPRON, Byr and SpKef.

43.2
Economic recovery programme in
collaboration with IMF

When Iceland fell victim to a financial and
currency crisis in October 2008, the Ice-
landic government sought assistance from

88 In addition, the Minister of Finance was authorised
to provide capital contributions to savings banks
within certain limits.

89 See Fjarméalaraduneytid (Ministry of Finance) (2011).
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the International Monetary Fund (IMF). In
November 2008 an Economic Recovery Pro-
gramme agreed by the Icelandic government
and IMF was approved by the IMF Execu-
tive Board and by a parliamentary resolution
of the Althingi. There were three main as-
pects to the programme. Firstly, the stabili-
sation of the foreign currency market was to
be secured through interest rate increases and
capital controls. A stable exchange rate was
considered to be a basic prerequisite for price
stability as the situation stood, in addition to
which its importance for household and cor-
porate debt restructuring was indisputable
due to the impact of exchange rate move-
ments on their situation. Secondly, the pro-
gramme dealt with fiscal policy, as public
debt had soared with the banks’ collapse,
while at the same time government revenues
had dropped and expenditures were rising
rapidly. Emphasis was placed on avoiding
the assumption by the Treasury of any
greater burden from the banks’ collapse than
was absolutely necessary, since the Treas-
ury’s debt position could not withstand fur-
ther shocks. Thirdly, measures were aimed
at re-establishing confidence in the Icelandic
financial system. Only a strong and credible
financial system could enable the removal of
the government’s guarantee of early October
for all deposits in banks in Iceland, while at
the same time ensuring that the banks can
fulfil their important role in the economy, as
explained in Chapter 1. These objectives
were to be achieved, on the one hand by re-
capitalising the new banks and restructuring
the financial market to increase its cost effi-
ciency and, on the other hand, with amend-
ments to financial market legislation and
regulations and supervision of the same.

Amendments to acts and rules
on the financial market

The detailed economic recovery programme
agreed with IMF in response to the conse-
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quences of the banking collapse in October
2008 provided for a review of the entire reg-
ulatory framework of financial activities and
banking supervision to improve defences
against possible future financial crises.
Kaarlo Jannéri, retired Director General of
the Finnish Financial Supervision Authority,
was invited to carry out an assessment of the
regulatory framework and supervisory prac-
tices and to propose needed changes. Jannari
was asked to focus especially on rules on lig-
uidity management, related party lending,
large exposures, cross-ownership, and the
“fit and proper’ status of owners and man-
agers of financial undertakings. Jannari de-
livered his report and proposals at the end of
March 20009.

The adoption of Act No. 75/2010, which
entered into force on 1 July that same year,
extensive amendments were made to the Act
on Financial Undertakings, No. 161/2002.
The amendments were based on the propos-
als made by Janniri, as well as amendments
made to the EU acquis on financial activities
from 2009 onwards. A complete revision of
the regulatory environment of savings banks
had been undertaken earlier with the adop-
tion of Act No. 76/2009. Work has continued
on improvements to the Act, with several ad-
ditional amendments adopted since the sum-
mer of 2010. Most of these concern the
chapter of the Act providing for the reorgan-
isation and winding-up of financial undertak-
ings, but provisions on evaluating financial
strength and other technical aspects have also
been revised. In several areas, the legislation
goes well beyond the minimum harmonisa-
tion provided for in EU Directives.

The following are the key aspects of
amendments made to the legislation which
was in effect in the autumn of 2008:

* FME’s authorisations to intervene (to
take over the powers of shareholders’
meetings and dispose of assets, cf. the
emergency legislation) are increased;



FME is given expanded supervisory au-
thorisations; additional provisions are
adopted enabling FME to evaluate the
operations or behaviour of individual su-
pervised parties. These include both de-
cision-making authorisations, such as on
the closing of establishments or termina-
tion of specific activities without actual
revocation of operating licences, as well
as a more detailed definition of concepts
whose interpretation has been disputed
by FME and supervised entities or appel-
late bodies.

Rules on individual large exposures are
clarified and made more specific; both
the role and responsibility of risk man-
agement are increased and FME autho-
rised to accord risk management higher
status in the organisation of financial un-
dertakings; provisions on the application
of stress tests have been tightened.
Provisions for a special registry of larger
borrowers, in order to provide better
overview of large, individual exposures
to two or more financial undertakings.
The registry is important for linking ex-
posures together and assessing their sys-
temic impact if difficulties should arise
in the borrowers’ operations. Entities not
subject to FME supervision, but which
are listed in the registries of financial un-
dertakings, must provide FME with in-
formation on all their obligations. FME
can prohibit the provision of services to
such parties should they refuse to provide
the information requested.

Provisions on sound business practices
are reinforced and the existence of the
Complaints Committee on Transactions
with Financial Undertakings enshrined in
law; detailed information must be dis-
closed on all major owners of financial
undertakings.

The time limits allowed financial under-
takings to dispose of appropriated assets
are shortened.

Provisions on financial undertakings’
holdings in own shares are tightened and
defined in more detail. Holdings of sub-
sidiaries are now considered own shares,
as are off-balance-sheet contracts con-
cerning own shares.

Financial undertakings are prohibited
from extending credit against pledges of
their own shares or guarantee capital cer-
tificates.

FME is to lay down rules as to how loans
secured by a mortgage on the shares of
other financial undertakings are to be
calculated in the risk base and capital
base.

Both the responsibility and role of inter-
nal auditing section is increased. There
are detailed rules concerning the balance
between the size and diversity of the ac-
tivities of the financial undertaking con-
cerned and the scope of its internal
auditing section.

Five-year limits are placed on the period
for which an auditing firm may carry out
the audit of the same financial undertak-
ing; financial undertakings’ ability to dis-
miss a ‘difficult’ auditor is reduced.

All provisions on calculation of equity
and various other technical aspects have
been reviewed.

Rules on exercising qualifying holdings,
i.e. 10% or more of voting rights, have
been reviewed. FME is authorised to re-
verse the onus of proof in assessing par-
ties intending on acquiring or adding to
qualifying holdings, e.g. when it is uncer-
tain who is/are the beneficial owner/-s of
a holding company with a qualifying
holding.

Additional demands on eligibility are
now made of directors, their responsibil-
ity for supervision or operations is in-
creased and executive chairmen of the
Board are prohibited; FME is assigned a
greater supervisory role for Boards of Di-
rectors; personally identifiable informa-
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tion must be disclosed on remuneration
to senior management.

* Rules are set concerning credit transac-
tions of financial undertakings with direc-
tors, managing directors, key employees
and owners of qualifying holdings in the
financial undertaking concerned. Similar
rules apply to parties closely connected
with the above-mentioned. FME adopts
rules as to what is considered satisfactory
collateral for such transactions.

* Rules are adopted concerning arrange-
ments for incentive schemes and bonuses
to management and employees and on
termination contracts.

* Provisions on the reorganisation and
winding-up of financial undertakings are
tightened.

* An overall revision of special rules on
savings banks has been carried out. The
status and rights of guarantee capital
owners of savings banks have been clar-
ified, restrictions set on dividends, clear
rules adopted on guarantee capital trans-
actions, rules set on write-downs of guar-
antee capital and rules on savings banks’
authorisations for formal co-operation
clarified. Savings banks are prohibited
from altering their legal form.

* New comprehensive legislation on the
activities of UCITS, investment funds
and institutional investment funds has
been adopted; the status of so-called
money market funds has been clarified.

» New comprehensive legislation on insur-
ance activities has been adopted. Similar
rules — as applicable — have been adopted
to parties pursuing insurance activities as
apply to financial undertakings.

As mentioned previously, Icelandic regula-
tions in some respects go beyond the pan-
European framework. The main deviations
from rules adopted by the EU which have
been taken up in the EEA Agreement are the
following:
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¢ FME is authorised to restrict the activities

of individual establishments of financial
undertakings, if it sees reason to do so.
Furthermore, it is authorised to set spe-
cial requirements for individual establish-
ments of financial undertakings to con-
tinue their activities. FME may also limit
provisionally the activities which a finan-
cial undertaking may pursue, in full or in
part, whether subject to license or not, if
the Authority sees reason to do so. This
is naturally prompted not least by the ac-
tivities of branches and deposit accounts
established by them in other European
states until 2008 (Icesave, Edge and
Save-and-Save).

Considerably more detailed provisions
are set concerning the role of internal
audit in Icelandic law than in the direc-
tives.

Considerably more detailed provisions
are set on how stress tests are to be car-
ried out than in the directives.

Financial undertakings must keep a spe-
cial registry (a credit registry) of all par-
ties to whom they extend credit and
submit an updated list to FME at the end
of each month. Furthermore, a similar list
shall be sent on parties closely connected
with financial undertakings, their Boards
of Directors and managers and groups of
connected clients, to the extent that these
parties are not on the above-mentioned
list. This list will provide a better oppor-
tunity to monitor inter-linkages between
financial undertakings, their directors and
management.

If FME is of the opinion that the borrow-
ing of a single party on the credit registry,
which is not subject to official supervi-
sion of financial activities, could have a
systemic impact, it may demand informa-
tion from the party concerned on its ob-
ligations.

Should a party not subject to official su-
pervision listed on the credit registry re-



fuse to disclose information to FME, the
Authority may order supervised entities
to refrain from providing the said party
with further service. The same applies if
the information disclosure of the party
concerned is unsatisfactory. The provi-
sions on a credit registry and extensive
authorisations to supervisors concerning
parties not subject to official supervision
are not in EU/EEA rules.

There are considerably more detailed and
restrictive provisions on related party
lending and collateral than in EU/EEA
rules.

FME must refuse the owner of a qualify-
ing holding the right to exercise the hold-
ing if there is doubt as to who is or will
be its beneficial owner.

The maximum length of time external au-
ditors can work for the same financial un-
dertaking is shorter than in EU/EEA
rules.

There are considerably more detailed
provisions on the eligibility of directors

in financial undertaking than in the Di-
rectives.

* Provisions are adopted on arrangements
for bonus schemes and termination con-
tracts. Recently formal rules have been
set on remuneration policies in EU Di-
rectives, but rules on termination con-
tracts have not yet been adopted in this
forum.

The preceding section has explained the
main amendments made to the regulatory
framework of the financial market after the
shocks in the autumn of 2008. Various
changes which admittedly influence finan-
cial market activities have been omitted from
this discussion, such as amendments to the
rules on foreign currency transactions, to
rules on payment services, etc. Some of
these aspects are discussed elsewhere in this
report. A separate chapter, Chapter 7, elabo-
rates on the regulatory framework and finan-
cial market supervision; reference is made to
that chapter for more detailed discussion.
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The Icelandic financial system

The Icelandic financial system includes, on
the one hand, financial undertakings, and on
the other, public institutions including the
Central Bank of Iceland, the Financial Su-
pervisory Authority and the Competition Au-
thority, which form the framework for the
market in accordance with the relevant laws
and rules. The Central Bank of Iceland also
plays a direct — although limited — part in the
market operations of the system in accor-
dance with its statutory role. Markets for se-
curities, foreign currency and other financial
products are also part of the financial system
in a broader sense.

The Icelandic financial system has under-
gone major changes since the banking col-
lapse in the autumn of 2008. The three
relatively large international banks which
failed in 2008 have been replaced by three
considerably smaller ones which operate al-
most exclusively on the domestic market.
The fourth commercial bank, MP Bank, is
much smaller than the other three. It has now
been refinanced with contributions from new
owners. The savings bank system has also
shrunk considerably, whether measured in
terms of the number of savings banks (which
has been halved since 2007) or the size of
their balance sheets. At the beginning of
2012, 10 savings banks were in operation,
and their number is likely to decrease still
further this year. Their share of the total fi-
nancial system assets has declined even
more, since the largest savings banks,
SPRON, Byr and SpKef, have disappeared
from the market after encountering serious
financial difficulties. In addition, various
specialised credit undertakings have been
merged with the commercial banks in recent
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quarters due to financial difficulties. This
drop in the number and scope of older finan-
cial undertakings has been partly offset by
the advent of several new, smaller financial
undertakings offering specialised services.
They include the beginnings of pure invest-
ment banks, as three investment banks cur-
rently operate in Iceland, together with five
other financial institutions. Since the banks’
collapse, 9 new financial undertakings have
begun operation, most of them focusing on
financial advice and asset management. At
year-end 2011, regulated entities on the fi-
nancial market numbered 107, compared to
119 prior to the collapse.

The number of persons working in financial
institutions has grown considerably during the
past two decades. In 1991 around 5,000 per-
sons worked in financial undertakings in Ice-
land, or around 3.5% of the total workforce. In
2008, the number of employees on the finan-
cial market in Iceland had reached 9,000, or
the equivalent of 5% of the total. The banks’
collapse reduced the number of employees
on the financial market by 1,100, with the
entire reduction in number occurring in
2009. Since that time, the number of em-
ployees of financial undertakings has in-
creased once more, totalling 8,300 last year,
and jobs in financial institutions once more
represented 5% of the total. It is important to
point out that employees in branches of Ice-
landic banks abroad are not included in these
figures. Further details of the total number
of employees in the banks’ parent companies
are found in Chapter 9.

Although the financial system shrank con-
siderably with the collapse of the banking
system in 2008, deposit institutions and the



Table 1
The financial system 2007-2011. Number of regulated entities*

Number

Number
30/06/2007  30/06/2008  30/06/2009  30/06/2010

Number  Number
30/06/2011 31.12.2011

Number Number

Commercial banks** 4 5 4 5 5 4
Savings banks 21 16 14 12 10 10
Credit undertakings 12 13 11 8 8 7
Co-op deposit departments 1 1 1 1 1 1
Investment firms 9 9 8 11 13 13
Securities brokers 2 4 3 3 3 2
Fund management companies™** 7 7 9 8 8 9
Stock exchanges 1 1 1 1 1 1
Securities depositories 1 1 1 1 1 1
Pension funds 40 37 37 35 33 33
Insurance companies 12 13 13 13 13 13
Insurance brokers 6 6 6 6 6 6
Collection agencies 0 0 6 5 6 4
Other regulated entities 3 3 3 3 3 3

Total 119 116 117 112 112 107

* Financial undertakings in winding-up proceedings
are not included in the summary.

** EA fjarfestingarfélag hf. (previously MP Bank hf.)
is not included in the number of commercial banks
as of end of June and end of December 2011, as
the company ceased banking activities in the first
half of 2011.

financial system as a whole are still sizeable
relative to the economy by international
comparison. Total assets of the financial sys-
tem, i.e. deposit institutions plus various
other credit institutions, pension funds,
UCITS and investment funds and insurance
companies, now amount to almost fivefold
GDP, as shown in Table 2.

There are a number of reasons for the still
relatively large size of the financial system
in Iceland. Firstly, in Iceland, as in most Eu-
ropean countries, bank loans are the most
common financing route of Icelandic com-
panies.”” Secondly, Icelandic pension funds,
funded by member contributions, are grow-

***% UCITS and investment funds are operated by
their management companies. The funds are not
included in the total number of regulated entities.
Several funds have more than one division.

Source: Financial Supervisory Authority.

ing substantially. In few countries are pen-
sion funds larger in relation to GDP. Many
countries in Europe have pay-as-you-go pen-
sion fund systems financed with tax rev-
enues. In such cases, pension fund systems
appear in public sector accounts rather than

90 Although bank loans are still a considerably more
important part of corporate financing in Europe than
in the US, the size of the European corporate bond
market grew substantially following the introduc-
tion of the euro in 1999. The total amount of corpo-
rate bonds denominated in EUR in 1999 was three
times higher than the amount of comparable bonds
in Eurozone states a year earlier. Eichengreen
(2007), p. 375.
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Number of employees in the financial sector
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Figure 5: Number of employees in the financial sector. Employees of parent companies in Iceland.

Table 2
The financial system 2007-2011. Total assets

Assets ISKm 31/12/2007 30/06/2008  31/12/2008 31/12/2009 31/12/2010 31/12/2011
Banking system 9,740,321 12,574,758 4,631,588 3,967,393 3,877,668 4,310,320
of which commercial banks 9,062,413 11,739,565 3,416,546 2,572,768 2,626,830 2,891,269
of which savings banks 636,648 715,268 767.683 383,394 136,588 60,484
Various credit undertakings 1,052,045 1,242,350 1,283,327 1,194,469 1,129,338 1,094,311
of which the Housing
Financing Fund 605,777 660,585 732,771 794,736 835,904 859,395
Pension funds 1,698,206 1,824,004 1,665,310 1,849,337 1,988,850 2,168,483
Insurance companies 159.255 161,093 122,160 130,726 138,126 144,724
UCITS, investment funds
and institutional investor funds 696,758 694,173 211,704 194,999 284,095 518,834
State loan funds and
Depositors’ and Investors’
Guarantee Fund 422,940 690,160 124,799 145,780 160,835 166,004
Total assets 13,769,525 17,186,538 8,038,887 7,482,703 7,578,912 8,402,676

The figures for 2011 are provisional figures.
Institutional investor funds were added to the figures

40

for funds in September 2011, which explains the
large YoY increase in this aspect.

Source: Central Bank of Iceland.
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Figure 6: Household debt as % of GDP.
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Figure 7: Household financial situation. Ratio of debt to net assets, on the one hand, and to disposable
income, on the other, together with the ratio of net assets to disposable income.
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Corporate debt, % of GDP
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Figure 8: Corporate debt as % of GDP.

as part of the financial system. In the third
place, the large proportion of owner-occu-
pied housing means that individuals finance
their housing by borrowing to a greater ex-
tent than in countries where rental accommo-
dation is more widespread. It is also
significant in this context that GDP growth
in the years preceding the banking collapse
was to a large extent leveraged, i.e. financed
with borrowing. As a result, household debt
as a proportion of disposable income has
grown steadily. Debts peaked in 2009 and
have declined since that time, although they
still remain very substantial. At year-end
2011, their aggregate debt amounted to some
230% of households’ disposable income, ac-
cording to the Central Bank of Iceland. A
similar story could be told of corporate debt,
which has increased even more than house-
hold debt. Total corporate debt, excluding fi-
nancial undertakings, thus amounted to abot
100% of GDP in 2003, and rose very rapidly
until the banking collapse. Corporate debt
reached a peak at over 390% of GDP at the
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end of Q3 of 2008. Since that time these
debts have dropped rapidly and are now just
over 200% of GDP.

Understandably, this enormous increase in
debt was not sustainable. It was to a large ex-
tent the result of unrealistic expectations
concerning asset formation and the long-
term profitability of assets. It should also be
borne in mind that this large-scale borrowing
was to a considerable extent attributable to
activities of Icelandic corporations abroad.
They proved to be built on sand when the fi-
nancial crisis struck. This debt aggregation
is in fact a textbook example of the inherent
instability of the financial system discussed
in Chapter 3.

The rapid debt adjustment which has
taken place in recent quarters gives rise
to hopes that equilibrium will soon be
achieved once more and that normal lending
activities will replace the corporate debt re-
structuring which has been the principal task
of Icelandic banks and financial undertak-
ings.



Table 3
State’s share capital and initial capital in financial undertakings at investment

Holding State’s share capital Share of
and initial capital, ISKm total assets
Landsbankinn 81.3% 122.000 89.0%
Arion Bank 13.0% 9.862 7.2%
{slandsbanki 5.0% 3.250 2.4%
Savings Bank of Bolungarvik 90.9% 0.607 0.4%
Savings Bank of Vestmannaeyjar  55.3% 0.555 0.4%
Savings Bank of Svarfdaelir 90.0% 0.382 0.3%
Savings Bank of Nordfjordur 49.5% 0.269 0.2%
Savings Bank of borshofn 75.5% 0.195 0.1%
Total 137.120 100%
Source: Icelandic State Financial Investments.
5.1 ISK 55 billion. The state’s capital tied-up in

Public sector involvement in the
financial system

The involvement of the public sector in the
financial system has changed substantially in
the past three years. When the large commer-
cial banks collapsed, it fell to the state to en-
sure the financial basis of new banks follow-
ing the adoption of the emergency legislation
(Act No. 125/2008). In the original estimates
in the autumn of 2008, the Treasury was
expected to contribute equity amounting to
ISK 385 billion to the three new banks. This
estimate was based on a provisional assess-
ment of the new banks’ assets and liabilities
and a capital ratio then set at 10%. Follow-
ing negotiations with creditors of the old
banks, the outcome was that the state would
take over a very substantial majority of
Landsbankinn and a minority holding in
the other two large banks. The state’s total
equity contribution to the three banks a-
mounted to ISK 135 billion, in addition to
which it provided Arion Bank and Islands-
banki with subordinated loans amounting to

resurrecting the three commercial banks is
therefore considerably less than originally
expected.

The Treasury’s financial support for finan-
cial system restructuring has not, however,
been limited to the commercial banks. In
contrast to the situation there, however, the
cost of refunding other financial undertak-
ings has proven to be considerably higher
than originally estimated. The emergency
legislation authorised the Minister of Fi-
nance to provide savings banks with addi-
tional guarantee capital of up to 20% of the
book value of their equity. However, the fi-
nancial situation of the savings banks was
soon revealed to be poorer than could be rec-
tified by the authorised amount. Financial re-
structuring of five savings banks was con-
cluded with conversion of claims, as upon
the failure of Icebank (owned by the savings
banks) the Central Bank of Iceland became
the savings banks’ principal creditor in April
2009. Icelandic State Financial Investments
now exercises the state’s holdings in savings
banks. The final cost to the Treasury of the
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Removal of controls on capital movements

Controls on capital transfers to and from Iceland
were introduced once more at the end of No-
vember 2008. Capital movements had been un-
restricted since 1995. Following the banking
collapse in 2008, the Icelandic economy faced
a situation where non-resident investors held
very substantial domestic financial assets. Many
of these non-residents would have liked to re-
deem their domestic assets and withdraw their
capital from Iceland. The largest classes of such
assets are deposits in financial institutions,
Treasury bonds, claims against financial under-
takings in winding-up proceedings and claims
against municipalities and their undertakings.
The capital controls were imposed to promote
stability in the country’s balance of payments
and to prevent a sudden outflow of capital with
the resulting financial and economic instability.
The controls cushion the financial system and
the economy against potential difficulties on
foreign markets, e.g. resulting from the effects
of the European debt crisis, as circumstances
abroad can directly affect the desire of non-res-
idents to hold or sell domestic assets.

In March 2011 the government approved a
programme for the removal of capital controls
drafted by the Central Bank of Iceland in col-
laboration with the Ministries of Finance and
Economic Affairs and the Financial Supervisory
Authority, and in consultation with the IMF.!
In September that year Althingi authorised the
extension of the controls until year-end 2013.%2

The objective of the programme is to remove
the controls as soon as circumstances permit.
The order and extent of actions provided for in
this programme is aimed at enabling the relax-
ation of controls without threatening financial
stability, undermining short-term Treasury fi-
nancing or immoderately depleting the coun-
try’s currency reserves. How rapidly this will
proceed will be determined to some extent by
external circumstances. A large portion of the
financial assets of non-resident investors in Ice-
land, approximately ISK 180 billion, is pre-
served as deposits with domestic financial insti-
tutions. Careful regard must therefore be had for

the impact of removing controls on the banks’
liquidity. Some ISK 200 billion are invested in
Treasury paper, with the lion’s share thereof se-
curities with a maturity of less than four years.
The controls and their removal could therefore
have some impact on Treasury financing. The
Central Bank’s foreign currency reserves have
been increased sizeably with long-term loans in
connection with the economic recovery pro-
gramme agreed by the government and IMF.
These reserves will be used, if required, to coun-
teract the possible outflow of foreign currency
in connection with the control removal pro-
gramme. Nonetheless, the programme aims at
transferring as much as possible of the impatient
short-term assets to investors willing to make
long-term investments in the Icelandic econ-
omy. The problem would thus be resolved
within the private sector without depleting the
currency reserves.

Capital controls will be removed in stages,
with factors such as participation in auctions de-
termining primarily how rapidly controls will be
fully removed. The programme for removal of
capital controls includes two main stages.

The objective of the first stage is to reduce the
amount of offshore ISK and encourage eco-
nomic stability by boosting domestic invest-
ment.?3 In co-operation with the Treasury, the
Central Bank has held auctions enabling the
holders of offshore ISK to sell them at a dis-
count, through the intermediation of the Central
Bank, to parties prepared to invest in Icelandic
Treasury paper, on the one hand, and on the
other hand, through the so-called 50/50 route to
invest in Icelandic industry and/or real estate.

91 Ministry of Economic Affairs (2011a).

92 Ministry of Economic Affairs (2011b).

93 Offshore ISK are defined here as assets denomi-
nated in ISK owned or held in custody by non-res-
idents, or instruments referring to such assets,
which are subject to specific restrictions under the
Foreign Currency Act. Most of the owners of off-
shore ISK are probably non-residents, although
Icelandic residents also own some portion either
directly or indirectly.
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Figure 9: Stages and steps in removal of capital controls.

Non-resident investors have redeemed ISK as-
sets amounting to ISK 28 billion in this manner.
In addition, the Central Bank has acquired the
equivalent of ISK 140 billion from non-resi-
dents since the spring of 2010. The Central
Bank’s actions have therefore reduced the
amount of the most impatient ISK assets owned
by non-residents by ISK 168 billion. Late in the
first state, the issuance of foreign-denominated
bonds is proposed, through which holders of
ISK will be offered to exchange these ISK for
long-term bonds denominated in foreign cur-
rency. Finally, a temporary exit surcharge is to
be levied on capital transfers from Iceland, in
tandem with the introduction of special macro-
prudential regulations and a monetary strategy
to encourage exchange rate stability.

In the latter stage emphasis will be placed on
direct investment, in addition to which the exit
fee will still be required, but will be reduced in
stages until capital movements are fully liber-

alised. The aim is also to achieve a better bal-
ance of payments, in part through the impact of
the above-mentioned actions. Full liberalisation
of capital movements will subsequently be sup-
ported by macro-prudential rules which are to
prevent a new imbalance from developing. This
report is intended to contribute to discussions of
how such macro-prudential rules should prefer-
ably be applied.

Simplifying somewhat, it could be said that
the problem which resulted in the imposition of
capital controls was due to non-residents’ short-
term claims in Iceland. The task here is to ex-
tend the maturity of financing the economy in
general while gradually reducing the foreign
debt position by running a current account sur-
plus. Such can only happen over a period of
several years. The programme for removal of
capital controls was conceived with this objec-
tive.
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collapse of the savings banks SPRON and
SpKef is still not clear; the Treasury trans-
ferred deposits of both of these savings
banks to operating commercial banks along
with pledges on the savings banks’ assets.
The Treasury also converted claims against
three investment banks, Saga Capital, Straum-
ur and VBS, acquired from the Central Bank
of Iceland, into claims by the Treasury under
a special agreement, amounting to ISK 52
billion. The final cost to the Treasury of the
collapse of the investment banks is still not
clear; in November 2011, the EFTA Surveil-
lance Authority, ESA, announced it had
begun a formal investigation of this treat-
ment of claims. The Treasury was also
forced to provide credit to the insurance
company Sjoéva amounting to ISK 11.6 bil-
lion to prevent its impending bankruptcy
from causing further difficulties on the insur-
ance and financial markets. What the final
cost to the Treasury will be of this action is
still not clear. The EFTA Surveillance Au-
thority is also examining possible state aid
to Sjova.”* The Housing Financing Fund
(HFF) remains state-owned; as of year-end
2011 its assets amounted to ISK 859 billion.
Housing mortgage arrangements have been
the subject of some discussion in connection
with the restructuring of the financial system,
with considerable pressure to increase house-
holds’ housing mortgage options. In this con-
nection, there have been demands especially
for non-indexed loan options, as many con-
sider the current inflation-indexed housing
mortgages to pose unacceptable risks to bor-
rowers when a financial crisis strikes. The
housing mortgage market will be discussed
in more detail later in this Chapter.

5.2

Impact of capital controls on the
financial system

The provisional capital controls imposed in
November 2008 due to the banking crisis
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have greatly affected the operating environ-
ment of financial undertakings. Efforts have
been made by the public authorities to enable
the removal of the controls, with the aim of
finally eliminating them as quickly as possi-
ble. The current Foreign Currency Act pro-
poses to conclude the removal of capital
controls before the end of 2013. In October
2009 a major step was taken in this direction
when the inflow of foreign currency for new
investment was authorised. In tandem with
this a system was set up to ensure a smooth
outflow of such funding once more in such
an eventuality. In March 2011, a revised
schedule for removal of controls was pre-
sented, which was adopted by the govern-
ment and its implementation entrusted to the
Central Bank.

While it is difficult to assess precisely the
impact of the currency controls on the finan-
cial market, it is evident that it is consider-
able. The general view is that free movement
of capital encourages cost-efficiency and ef-
ficacy on the financial market and thereby in
the economy as a whole, as long as it does
not get out of control. Capital controls have
in many ways restricted household and cor-
porate actions and narrowed their options in
financial services. It is no longer possible to
take out foreign currency loans unless the
borrower has substantial foreign currency
earnings. Savings options in currencies other
than ISK are blocked and restrictions of var-
ious sorts have been set on foreign currency
purchases. A report by the Iceland Chamber
of Commerce® lists those aspects which are
considered to be of importance in this con-
nection, such as the dwindling interest of for-
eign investors in investment in Iceland, the
obstacles preventing domestic companies
from competing in international activities,
declining activity on financial markets, in-
centives to circumvent, cost of supervision,

94 Fjarmalaraduneytid (Ministry of Finance) (2011a).
95 Iceland Chamber of Commerce (2011).



tax evasion and the negative impact on the
state’s creditworthiness. All these factors are
of significance and as a result it is urgent to
arrange matters as soon as possible to enable
the removal of the controls. On the other
hand, it is important to bear in mind that the
controls provided shelter for the delicate fi-
nancial system resurrected from the ruins of
the failed banks, thereby preventing an even
more serious economic collapse. Further-
more, the controls in many ways facilitated
the tasks with which the authorities have
struggled since the banks’ collapse. Strong
liquidity, for instance, has made financing
the Treasury deficit considerably easier than
would otherwise have been the case, in ad-
dition to which the controls shelter Iceland
to some extent from the instability currently
characterising the international financial
market, not least in Europe.

A large pension fund system, capital con-
trols, state guarantee of deposits and wide-
spread home ownership (which is discussed
below), all this has a major effect on savings
in the Icelandic economy. Currently the cap-
ital controls limit individuals’ options to in-
vest abroad, either directly or through funds.
As a result, the large amount of capital cur-
rently seeking a return domestically could, if
care is not taken, keep interest rates abnor-
mally low and even fuel an asset bubble, e.g.
in real estate. The blanket state guarantee of
deposits also skews investment options while
it lasts.

Added to this, the system of taxation has a
major impact on savings, both through tax
on capital income, which has risen from 10%
to 20% in recent years (although with a tax-
free ceiling of ISK 100,000) and net wealth
tax, which is levied on all properly registered
financial assets above a specified limit. All
such taxation has to be examined in the con-
text of overall levies on the financial system.
It is important that the total public levies do
not reduce the supply of monetary savings
more than is offset by the benefit they pro-

vide in terms of increased stability. Savings
are a premise for sustainable investment and
thereby welfare in a small, open economy
like that of Iceland. High and persistent eco-
nomic instability can also reduce domestic
savings in the long-term. Extensive inflation
indexation was, in its day, a premise for the
increased national savings which followed
its introduction. It has been difficult to en-
sure the stability in economic and monetary
management which is a premise for the or-
derly elimination of indexation without a
negative impact on savings and investment
in the economy.?®
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The banking system

Total assets of deposit institutions amounted
to ISK 2,952 billion at year-end 2011, or the
equivalent of 180% of GDP. Customer de-
posits totalled ISK 1,534 billion, or 93% of
GDP. Each of the three large commercial
banks holds a share of almost one-third of
deposits, while other deposit institutions, one
commercial bank and 10 savings banks, ac-
count for a total of approximately 3%. De-
posits owned by non-residents are con-
sidered to be around 10% of the total de-
posits of deposit institutions.””

The equity and liquidity position of com-
mercial banks is currently relatively strong.
The banks also satisfy the liquidity require-
ments set by the Financial Supervisory Au-
thority and the Central Bank of Iceland. In
this context it is important to bear in mind
that they operate in the shelter of capital con-
trols. Removal of the controls could there-

96 Inflation indexation and ways to reduce it are dis-
cussed in a report of the Working Group on Index-
ation of the Ministry of Economic Affairs (2011c).
Deposits of non-residents in Icelandic banking in-
stitutions are to a large extent the result of currency
controls imposed after the banking collapse in Oc-
tober 2008. These deposits are therefore part of
what has been referred to as offshore ISK.
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fore have a considerable impact on their lig-
uidity position. Furthermore, international fi-
nancial markets are very inaccessible and the
outlook in this regard is uncertain. The sys-
tem’s operating costs are rather high and
have been rising recently, although there are
opportunities for rationalising. It is clear,
however, that it is costly for the financial
market to restructure debt to the extent this
is currently underway in Iceland. In other
banking crises similar to the Icelandic one,
although not as large systemically, it has
taken banking systems 3-5 years to work
their way out of difficulties. In addition, con-
siderable uncertainty still remains as to the
quality of loan portfolios and non perform-
ing loans (NPL) ratios in the system are high.
Debt restructuring is inching forwards, but
more efforts are needed in the coming
months. There is little demand, however, for
new loans, as is common in the wake of eco-
nomic and financial shocks.

The equity position of the Icelandic bank-
ing system is relatively strong. Its capital
ratio was 22.5% as of 30 June 2011. The ag-
gregate Tier 1 capital ratio was 20.0%. The
capital base of the Icelandic banking system
in excess of FME’s minimum requirements
(16% capital ratio and 12% Tier 1 capital)
was over ISK 145 billion. This is equivalent
to around 8.5% of outstanding customer
loans. Capital requirements placed on Ice-
landic banks are intended to offset the risk
faced by the banking system, in part due to a
large number of non-performing loans. The
importance of solid equity capitalisation was
revealed dramatically in the collapse of the
Icelandic banking system and in earlier
Nordic financial crises. Recent research also
indicates that banks’ capital ratio of 15-20%
is the macro-economical optimal ratio. This
research and experience of the importance of
strong equity in the collapse of the Icelandic
banking system and in financial crises in the
Nordic countries is discussed in Chapters 3
and 7 of this report.
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Both the amounts and number of loans in
arrears are still too high. No harmonised in-
ternational measure exists for loans in ar-
rears. In evaluating this and the risk of loss,
the Financial Supervisory Authority focuses
primarily on borrowers whose loans are in
arrears for 90 days or longer. It is assumed
that, if one of a customer’s loans is in arrears,
then all his/her other loans are in arrears. By
this measure loans in arrears are over 30%
of the total. The Financial Supervisory Au-
thority also examines arrears on the basis
that even if one loan is in arrears this does
not necessarily apply to all the customer’s
other loans. By this measure, arrears are con-
siderably lower, or around 15% of the book
value of loans. This measure is most com-
monly used for international comparison. In
banks with a good quality loan portfolio, ar-
rears measured in this manner are often
1-2% of the book value of loans. Whether
the former or latter measure of Icelandic
loans is applied, arrears remain far too high.
The Financial Supervisory Authority regu-
larly monitors the quality of the banks’ loans.
Last year a comprehensive examination was
concluded by the Financial Supervisory Au-
thority of loans of Arion Bank, {slandsbanki
and Landsbankinn. The Authority’s com-
ments were minor. Nonetheless, it will in the
future examine banks’ loan portfolios regu-
larly, since these are the banks’ principal as-
sets, based to a large extent on discretionary,
subjective valuation assumptions. Restruc-
turing of the banks’ asset portfolios is a pre-
requisite for the nascent economic recovery
to continue and for the banking system’s
activities to return to normal.

Banking system costs are still too high.
Success in cost cutting is not likely to be
achieved until debt restructuring is for the
most part completed. The small size of the
Icelandic market makes it difficult for the
banks to achieve economies of scale with-
out further consolidation. Here there is a
trade-off between the advantages of greater



economy of scale and the disadvantages of
high market concentration, as related in
Chapter 6.

The ROE on the commercial banks’ core
operations has been around 10% in recent
quarters, which is below the requirements set
by Icelandic State Financial Investments.”®
The interest spread has increased since 2009
and is currently around 3.4%; part of this in-
crease can be attributed to lower deposit in-
terest rates. In comparison to neighbouring
countries, the interest spread is very high in
Iceland. Financial market structure also has
a major impact on the banking system’s per-
formance; turnover on the equity market, for
instance, is currently very limited. As a re-
sult, fees and commissions on such transac-
tions, which comprise part of the banks’ core
income, are low.

High liquidity in the banking system to-
gether with a lack of confidence has resulted
in low trading turnover on the interbank mar-
ket in ISK. Trading is both limited and short-
term. In fact, it could be said that the inter-
bank market in ISK has been inactive since
the collapse, as financial undertakings have
depended on credit from the Central Bank
rather than trading between themselves. As
circumstances gradually return to normal,
trading on the ISK interbank market can be
expected to become more active than it has
been since the collapse. One of the charac-
teristics of the Icelandic financial market is
how much of it is external to the banking
system. The activities of the Housing Fi-
nancing Fund are the most significant here.
This separation has no small effect on the
connection between households and banks,
as the latter provide only around 30% of
household credit. On the whole, assets of
other credit undertakings amount to close to
70% of GDP. In addition to HFF, they in-
clude Municipality Credit, the Rural Devel-
opment Institute, the credit leasing under-
taking Lysing, Straumur Investment Bank
and three credit card companies owned by

the banks. Prior the collapse there were ad-
ditional ‘independent’ credit and leasing
companies, but they have been merged with
the commercial banks or closed down. All
except one of the above-mentioned credit
undertakings are highly specialised. HFF is
by far the largest of these undertakings, rep-
resenting 79% of their total assets.

At the end of June 2011, HFF’s capital
ratio was 2.4%, or considerably below the
5% minimum set as target in the Regulation
on the Fund, and despite a contribution from
the Treasury of ISK 33 billion at the begin-
ning of 2011. Substantial paybacks on HFF’s
loans 2005-2007, when the commercial
banks made strong inroads into the housing
market, proved costly to the Fund. The
Fund’s own bonds, which provide its market
financing, however, have no prepayment
provisions, and increased competition could
cause substantial repayment risk for HFF.
The increase in non-indexed housing mort-
gages provided by the commercial banks in
recent quarters once more spotlights this
risk. Other things remaining equal, the
Fund’s repayment risk could rise once more,
possibly resulting in cost to the Treasury.
This illustrates yet again the importance of
placing HFF under FME’s supervision just
as all other financial undertakings — without
such a move upsetting the Fund’s social role.

The EFTA Surveillance Authority, ESA,
has been examining HFF’s activities for
some time. The government’s response to
ESA’s opinion that the Fund’s activities are
incompatible with the EEA Agreement states
that certain changes are planned in the

98 Tcelandic State Financial Investments sets a require-
ment of 11.7% ROE, based on FME’s minimum
capital ratio of 16%, see Icelandic State Financial
Investments (2011). It may not be advantageous to
the economy, however, to aim at a maximum ROE.
Applying such a measure could both whet risk ap-
petite and encourage owners to increase banks’
leverage as much as possible, with the increased
likelihood of financial system shocks and likelihood
of higher costs if they occur.
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Fund’s operations. It is proposed that HFF
mortgages remain capped at ISK 20 million
or 80% of purchase price or construction
cost. Furthermore, additional conditions will
be set that if this maximum is equivalent to
40% or less of the assessed value of a prop-
erty, no credit will be provided by the Fund.
This is to prevent mortgages being granted
by HFF for properties officially valued at
ISK 50 million or more. HFF will also cease
to provide mortgages to borrowers intending
to resell residential property to a third party.
Public rental companies, however, will still
be able to obtain credit. Criteria are to be
adopted by 1 May 2012 for calculation of
how much state aid HFF enjoys. If a situa-
tion develops where the state aid exceeds the
reference limits, or if state aid is used for
purposes other than the Fund’s public service
function, HFF will have to repay this to the
state.

Housing is generally the highest expense
item of households and individuals. Most
people in Iceland still live in owner-occupied
housing. The largest financial obligations of
by far the greatest number of individuals and
households are connected to their housing,
first in the form of debt to acquire the prop-
erty and then, if this is successful, it becomes
their most important asset as time pro-
gresses.” Providing housing mortgages has
mostly been the task of public credit institu-
tions; the current Housing Financing Fund is
part of this long history. It was not until the
years preceding the banking collapse that the
commercial banks began to actually compete
with HFF in offering housing mortgages. In
only a few years, they managed to acquire a
substantial share of the market. This share
has receded once more in relative terms and
HFF’s share has once more reached around
50% of residential housing mortgages, or
similar to what it was prior to the banks’ in-
cursion into the market. Individuals can also
obtain loans from pension funds for housing
purchases, and the majority of pension
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funds’ loans to member are likely loans for
investment in residential housing. At year-
end 2011, such loans amounted to close to
ISK 177 billion, or 8.5% of the funds’ total
assets.

Despite the banks’ increasing credit for
household housing purchases in recent years,
their share of this market is still lower than
in many other countries. This housing mar-
ket structure can affect the banking system’s
financial strength, as well as individual
banks’ options for cost-efficiency, and can
increase moral hazard in the banking system.
Under normal circumstances, loans secured
by mortgages on housing are among the
safest loans granted and provide the lender
with insight into the borrower’s financial
strength. Greater access by households’ to
cheaper — or even subsidised — financing
brings a risk that they turn to banks for
riskier loans than to the HFF, in addition to
which the banks’ ability to assess house-
holds’ payment history and creditworthiness
is reduced. This can increase the risk in the
banking system.

As previously mentioned, HFF’s capital
ratio was below the minimum provided for
in rules on its operations. This must be rec-
tified. Another public credit institution, the
Rural Development Institute, had a negative
capital ratio of 2.4% at the end of June 2011,
although its applicable legislation provides
for a ratio of 8%. The 2012 state budget in-
cludes an allocation to the Rural Develop-
ment Institute intended to ensure it a 10%
capital ratio. Other credit institutions fulfil
the mandatory capital requirements.

5.4
Pension funds

Pension funds are the second-largest group of
financial undertakings, exceeded only by de-
posit institutions, with total assets amounting

99 Jon Runar Sveinsson (2005).
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Figure 10: Real interest rates in various countries.

to close to ISK 2,165 billion or the equivalent
of over 130% of GDP. Of a total of 33 pen-
sion funds, the five largest hold close to 60%
of their total assets and the ten largest 80%.

The pension funds have an enormous im-
pact on the financial markets, as their annual
investment needs are currently around ISK
120 billion on the domestic market due to
contributions from fund members and the
funds’ reinvestment needs. The pension
funds’ needs to invest on the domestic mar-
ket naturally have a major effect on the do-
mestic interest rate. Here capital controls are
also an important factor, as pointed out else-
where in this chapter. At year-end 2011, total
pension fund assets amounted to almost ISK
2,168 billion, compared to ISK 1,989 billion
at year-end 2010. The increase amounts to
9%, or 3% net of inflation.

A report of a special committee appointed
at the request of the National Association of
Pension Funds to review the investment
strategy, decisions and legislative framework
of pension funds prior to the banking col-

Sources: OECD and the Central Bank of Iceland.

lapse!%0 discusses in detail various aspects
of pension funds’ activities and flaws which
were revealed on closer examination. The
pension funds’ losses in the banking collapse
were enormous, and their net real return for
2008 was negative by 22%. The report
sharply criticises governance in the pension
fund system and suggests possible improve-
ments in many areas which will not be dis-
cussed specifically here. However, it is
important to consider the position of pension
funds in the financial system, especially
since they will in the foreseeable future con-
tinue to play a key role in the market. The
impact of pension funds on the financial
market as a whole needs to be considered,
firstly, with regard to the efficiency of indi-
vidual markets, for both bonds and equities,
and secondly with regard to how the pension
fund system invests its assets for the long
term in the interests of members.

100 Review Committee of the National Association of
Pension Funds (2012).
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Figure 11: Share of foreign assets in pension funds’ total assets since 1997.

In this connection, reference is made espe-
cially to current provisions on calculating the
funds’ actuarial position and provisions on
their long-term real rate of return of 3.5%
p-a. Questions have been raised as to
whether these arrangements could adversely
affect price formation on the bond market
under current conditions, especially the in-
dexed bond market. While it is difficult to
assess this definitively, attention has been
drawn to how slowly indexed bond yields
have fallen even though market circum-
stances warranted such a decrease. The
longest end of the interest rate spectrum has
now been below 3.5% for some time, mak-
ing it clear that in the end supply and demand
determine the course of events, even if real
interest rates in Iceland remain well above
that of other countries, and that in spite of
relatively low demand and high supply.

It is very important for the pension funds
that financial market restructuring proceed
smoothly. The current investment environ-
ment is in many respects alien to them com-
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pared to that which they have faced in pre-
vious years. Capital controls greatly restrict
their scope for risk diversification, since they
may not invest abroad, except for reinvest-
ment of their previous holdings of foreign
assets, while at the same time domestic in-
vestment options are extremely limited, in
part due to the near disappearance of com-
panies listed on the stock exchange. Financ-
ing the outflow of offshore ISK with pension
funds’ foreign assets will reduce the share of
foreign assets in fund portfolios still further;
these have fallen rapidly in relative terms in
recent years.

The Icelandic Enterprise Investment Fund
was established by several of the largest pen-
sion funds in 2009 in collaboration with un-
dertakings on the financial market. The
establishment of the Fund was conceived as
a temporary measure intended to contribute
to financial and organisational restructuring
following the banking crisis. Under normal
circumstances such a measure would no
doubt be considered abnormal and scarcely



in the spirit of open and transparent business
practices, but existing circumstances give
cause for a different view. The risk which
could develop if pension funds’ investment
options are not substantially broadened has
been pointed out. The state’s high financing
needs in recent years have partly satisfied the
pension funds’ investment needs, but as fis-
cal retrenchment progresses and the budget
deficit is reduced, the state’s need for loan fi-
nancing will decrease, narrowing the invest-
ment options for institutional investors such
as pension funds.

5.5

UCITS, investment funds and
institutional investor funds

UCITS and investment funds are operated by
eight management companies, while institu-
tional investor funds are either operated by
management companies or other parties. As-
sets of UCITS and investment funds com-
prise close to 60% of the ISK 520 billion
total assets of these funds, while the assets

of institutional investor funds are just over
40%.

5.6

Insurance companies and state
loan funds

Insurance companies were not unscathed by
the financial system collapse. One of them,
Sjova, needed a contribution from creditors,
including the Treasury, to ensure the com-
pany’s uninterrupted activities, as previously
mentioned. In many countries insurance
companies are closely tied to banks, and
often part of the same group, but in Iceland
insurance companies and banks have gener-
ally been separate, despite some ownership
connections prior to the collapse. Two types
of insurance companies hold operating li-
cences in Iceland, eight non-life insurance
companies and five life insurance compa-
nies; no re-insurance company operates in
Iceland at present. The total assets of non-
life insurance companies comprise approxi-
mately 90% of insurance companies’ total
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Figure 12: Turnover on the interbank market 1998-2011.
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assets, with the remaining 10% assets of life
insurance companies. The three largest non-
life insurance companies hold a market share
of over 90% (excluding Natural Catastrophe
Insurance, Iceland, Vidlagatrygging Islands)
and similarly the market share of the three
largest life insurance companies is 90%.

Profits of non-life insurance companies in
2010 amounted to over ISK 2.1 billion, ex-
cluding Vidlagatrygging Islands, which is a
public institution operating under specific leg-
islation and with highly fluctuating activities.

Assets of non-life insurance companies
amounted to close to ISK 132 billion at year-
end 2010, increasing from close to ISK 124
billion the previous year or by 6.5%.

Equity capital of non-life insurance com-
panies also increased, by 13%, and currently
totals close to ISK 59 billion or ISK 39.6 bil-
lion if Vidlagatrygging is excluded. The eq-
uity position varies from one company to the
next. New legislation entered into force in
2010 on insurance activities, Act No. 56/
2010. It raises the minimum solvency margin
considerably to accord with the amounts pro-

vided for in EU directives; under previous
legislation the minimum amounts in ISK
terms had been unchanged since 2003. The
minimum solvency margin of non-life insur-
ance companies is now EUR 3.2 million, or
currently equivalent to ISK 531 million.

As in the previous year, all non-life insur-
ance companies operated at a profit in 2010.
Their total profits, however, decreased by
14.3%, amounting to ISK 1.4 billion instead
of ISK 1.7 billion the previous year.

Assets of life insurance companies totalled
ISK 14.3 billion at year-end 2010, an in-
crease of 6.1% over the previous year. Life
insurance companies’ equity capital was ISK
6.0 billion, increasing 12.8% YoY. Like non-
life insurance companies, life insurance
companies must maintain a minimum sol-
vency margin, in their case EUR 2 million or
ISK 496 million. Almost all life insurance
companies currently fulfil these require-
ments.

State loan funds include the Icelandic Stu-
dents’ Loan Fund (LIN), the National Energy
Fund and the New Business Venture Fund.

Turnover on the FX market
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Figure 13: Turnover on the FX market.
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Bonds turnover on NASDAQ OMX Nordic Exchange in Iceland
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Figure 14: Equity market turnover on NASDAQ OMX Nordic Exchange in Iceland since 1993. The fig-

ure includes only on-exchange trading.

At year-end 2011, the total assets of these
funds amounted to ISK 139.2 billion. The
Depositors’ and Investors’ Guarantee Fund
(TIF) is included as a public fund in the Cen-
tral Bank’s classification of the Icelandic fi-
nancial system (see Table 2) although TIF is
not owned by the state but is an independent
institution intended to guarantee deposits in
commercial banks and savings banks as pro-
vided for by law. At year-end 2011, TIF’s
total assets amounted to ISK 26.8 billion.

5.7
Minimal financial market activity

On the whole, financial undertakings have
had ample liquidity ever since the collapse.
The greatest share of their financing is de-
mand deposits, including large amounts
owned by non-resident investors which are
constrained by capital controls. In recent
years, turnover on the interbank market in
ISK has been very low compared to that in
the years prior to the collapse. Turnover

picked up slightly, however, in 2011, increas-
ing from ISK 393 billion in 2010 to ISK 462
billion. Due to the uncertain outlook and lack
of confidence in the market, financial under-
takings have depended upon dealing with the
Central Bank rather than with each other.
Under such circumstances price formation is
less efficient than otherwise and difficult to
interpret. As a result, movements of inter-
bank interest rates are rather intermittent and
discontinuous and they may often remain un-
changed for long periods. For the interbank
financing market to function normally once
more, financial undertakings need incentives
to trade with one another.

The interbank FX market visibly reflects
the constraints of capital controls. The mar-
ket is thin and turnover low, and compared
to the years prior to the collapse, it is practi-
cally inactive. The ISK exchange rate has
weakened somewhat year-to-date after
strengthening considerably last year. Trading
on the interbank FX market has fluctuated
somewhat YoY and was higher in 2011 than
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in 2010. Activity is generally higher in the
summer months and into early autumn when
the inflow of currency increases. In recent
months turnover has not yet decreased as in
some previous years. The number of days
without transactions has also decreased
markedly. Total turnover in 2011 was almost
ISK 80 billion, compared to just over ISK 45
billion in 2010. The Central Bank’s share in
FX market transactions in 2011 was around
14%, or a total of ISK 12.6 billion. At the
end of August 2010 the bank began regular
purchases of foreign currency. Its objective
was to boost that portion of its foreign cur-
rency reserves which is not borrowed funds.

The situation on the equity market is not
unlike that on the interbank ISK and FX
markets: turnover has fallen sharply in the
wake of the banks’ collapse and it has taken
time to reawaken it. The listing of the retail
group Hagar hf. on the equity market near
the end of 2011 did provide some stimulus.
The number of listed companies is expected
to increase considerably in 2012. It is impor-
tant that this reconstruction proceed smoothly,
as an efficient equity market is a key com-
ponent of a sound financial system.

The corporate bond market has for a long
time played a limited role in Iceland as in
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most of Europe. As a result, most enterprises,
even those which are regarded as fairly large
in an Icelandic context, seek much of their
financing from banks. During the years prior
to the banking collapse, issuance of corpo-
rate bonds increased greatly. This market
practically disappeared following the col-
lapse.

Total bond market turnover is currently
similar to that prior to the banks’ collapse,
but trading is limited to Treasury paper or
HFF bonds. This is a major reversal of the
situation prior to the banks’ collapse, when
trading in the usual Treasury bonds and HFF
bonds was greatly augmented by corporate
bond trading. This reversal is in particular
the result of the delisting of the old banks
and other companies which previously were
major corporate bond issuers. As the recon-
struction of the financial system proceeds,
the variety of securities on the bond market
can be expected to increase as new issuers
test the waters. The first sign of this change
was a recent bond issue by two commercial
banks and several public bodies. The suc-
cessful revival of a normal bond market,
enabling enterprises to obtain financing there-
by, is very important for the Icelandic econ-
omy.



6

Financial market competition

6.1
Market share and concentration

The competition situation on the financial
market has changed radically since the bank-
ing collapse, The market has shrunk consid-
erably and some sub-markets have disap-
peared. With households and companies
generally highly leveraged, demand for
credit is at a minimum. The near disappear-
ance of the equity market and the introduc-
tion of capital controls have resulted in
limited investment options. Since the col-
lapse, the banks have concentrated their ef-
forts on internal issues and restructuring of
their loan portfolios. The number of financial
undertakings has decreased, with as many
savings banks and specialised lenders have
closed their doors.'°! The shrinking number

of financial undertakings has increased con-
centration. In addition, greater co-operation
between financial undertakings has been per-
mitted with a view to resolving various com-
plications resulting from the financial crisis.

Financial market concentration has in-
creased considerably since the collapse and
further consolidation can be expected, both
due to the weak position of some financial
undertakings and the opportunities which
mergers are considered to offer for increas-
ing cost efficiency. The number of financial
undertakings is still decreasing, most re-
cently with the mergers of Landsbankinn and
SpKef in March 2011 and of {slandsbanki

101" Although independent financial advisors may have
grown in number, an overall record of such parties
is not available.

Financial market concentration (HHI)

3,000 -

2,500 A

2,000 A

1,500

1’000 -] . I . I .

M

1999 2005 2007

Figure 15: Financial market concentration.

2008 2009 2010 2011

Source: Icelandic Competition Authority.

57



Table 4
Market share of deposits 1999—2011"

Bank 1999 2005 2007 2008 2009 2010 2011
Landsbankinn 30.0% 33.1% 28.3% 26.1% 28.9% 26.1% 30.5%
Arion (Kaupthing Bank) 23.4% 22.3% 24.9% 26.2% 30.9% 322% 33.2%
Islandsbanki 21.9% 21.7% 20.9% 20.9% 21.1% 23.4% 30.8%
SPRON 6.5% 6.0% 6.8% 5.5%

Byr 3.3% 3.1% 5.9% 9.0% 8.5%

SpKef 2.6% 2.4% 3.3% 3.5% 4.1% 4.5%

MP Bank 0.5% 2.6% 22%  2.3%
Total 87.7% 88.6% 90.1% 91.7% 97.0% 96.9% 96.8%

* Market share of deposits is based on residents’ deposits with deposit institutions.

Sources: Financial Supervisory Authority and the Central Bank of Iceland.

and Byr in December 2011. The emergency
legislation of 2008 exempted the merger of
Landsbankinn and SpKef from merger provi-
sions of the Competition Act, while the
merger of {slandsbanki and Byr was approved
by the Icelandic Competition Authority on the
basis that the latter was a failed enterprise.

Table 5
Market share in lending
in June 2011°
Bank Household Corporate
Landsbankinn 32.0% 36.8%
Islandsbanki 31.7% 28.7%
Arion Bank 20.7% 26.4%
Byr 10.8% 5.7%
MP Bank 0.3% 0.4%
Others 4.5% 2.0%
Total 100.00% 100.00%

* Market share in lending is based on credit ex-
tended to residents by deposit institutions.

Sources: Financial Supervisory Authority and
the Central Bank of Iceland.
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On the so-called Herfindahl-Hirschman
Index, concentration measures above 3,000
points after the mergers of both Landsbank-
inn and SpKef and Islandsbanki and Byr,!02
while prior to the collapse it was below 2000
points. Since a market is generally consid-
ered very concentrated if the index exceeds
1800 points,'9 the current financial market
situation can clearly make it difficult for new
and smaller financial undertakings to enter
the market.

The banks’ market shares have remained
practically unchanged during the past ten
years, although takeovers of the deposits of
several savings banks by the three commer-
cial banks, Arion Bank, {slandsbanki and
Landsbankinn, have increased the three large
banks’ share of deposits. A new MP Bank has

102 Concentration is measured by the market share of
domestic commercial banks and savings banks.
One of the most reliable indicators of market con-
centration, the HHI is widely used for this purpose
by competition authorities. The index is the sum of
the squared market shares of all companies com-
peting in the relevant market. As an example, in a
market where 10 companies operate, each with a
10% market share, the HHI would be 102*10 or
1000.
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commenced commercial banking operations,
replacing those which have closed down.

Landsbankinn has the greatest market share
in corporate and household lending. In June
2011, the bank’s share of total household loans
was 32% and of corporate loans 37%.

6.2
Cost-efficiency and competition

Banking markets in many countries are
highly concentrated. The market share of the
four largest banks comprises around 60% on
average in OECD states. Regard must be
had, however, for differing structures and
regulatory frameworks. The market share of
the four largest banks, for instance, is only
around 25% in Luxembourg and the US,
those states with the least banking market
concentration, while in Sweden, Norway and
Finland the share of the top four exceeds
90%. Generally the trend is towards greater
consolidation, although this is not always
true. Frequent bank mergers have played a
major role in increasing concentration.'04
A financial crisis suggests there must be
significant flaws in the structure and opera-
tion of a financial market. A certain vacuum
often develops following a crisis and the re-
sulting major changes in banks’ ownership.
Under such circumstances, public authorities
and market entities normally seek means to
reorganise the market to prevent the mistakes
from re-occurring. In such cases, the discus-
sion often focuses on bank mergers. The past
two decades have witnessed a growing
merger trend and as a result considerable in-
crease in the size of banks. Numerous studies
have been carried out on the impact of bank
mergers. Most of them conclude that merg-
ers do not result in greater cost efficiency, !0
which is noteworthy in view of the eagerness
generally shown by bank owners and man-
agement for mergers. One explanation could
be that bank owners overestimate economies
of scale in the sector, or assume that cut-

backs to operations are easier to implement
following a merger.

The present size of the banking system in
Iceland makes it clearly far too expensive to
operate and in need of rationalisation. The
management of financial undertakings have
to satisfy the demands of their owners for
profitability despite their reduced activities
and the increased demands made of them.
The necessary rationalisation, however, has
only been visible to a limited extent. This can
be attributed partly to the extensive time and
energy which has been required for restruc-
turing loan portfolios. Efficiency on the fi-
nancial market can be increased through
technological improvements, increased au-
tomation, better utilisation of human re-
sources, review of branch networks of banks
and savings banks and increased co-opera-
tion between them. The Icelandic Competi-
tion Authority has authorised mergers be-
tween commercial banks and savings banks
on failing-firm grounds, but has been scep-
tical of any merger of two of the larger
banks.'% The Competition Authority has
also made it a priority to prevent co-opera-
tion restricting competition between finan-
cial undertakings, as it is particularly im-
portant in oligopolistic market for competi-
tors to maintain their independence.

6.3
Barriers to entry and collusion

The Icelandic financial market is oligopolis-
tic; the few largest companies can collec-
tively achieve a dominant market position. If

104 OECD (2010b).

105 See the discussion and list of research on the im-
pact of mergers in Samkeppniseftirlitid (Icelandic
Competition Authority) (2011).

Its report, Samkeppni a bankamarkadi (Competition
on the banking market, 2011), states: “The Authority
is of the opinion that very serious competition prob-
lems can result from a merger of commercial banks,
at least in instances where such a merger would in-
volve one or more of the larger banks.”
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such a market has certain characteristics, it
can result in tacit collusion. On such a market,
the companies involved can with impunity
show consideration for each other’s interests,
instead of competing vigorously. The compa-
nies may see it to their advantage to march in
step in their marketing, e.g. they may limit the
supply of goods or services to be able to in-
crease prices. The intent is to maximise profits
through co-ordinated market actions. It hardly
needs justifying that such corporate behaviour
is contrary to the interests of the general pub-
lic.

Entry barriers to financial markets deterring
competition have long been substantial in Ice-
land, and even above average by international
comparison.'%7 There are few signs that this
is changing despite the somewhat improved
access of new parties to payment mediation
and clearing systems. On the contrary, it could
be argued that the increased economic insta-
bility and uncertainty, capital controls, ex-
panded regulatory framework and higher
supervision, insurance and tax expense of fi-
nancial undertakings deters investors from the
sector and is more onerous for new and
smaller undertakings. Use of an independent
currency, the ISK, has restricted competition
and deterred foreign banks and companies
from entering the Icelandic market because of
the perceived high currency risk. The Ice-
landic Competition Authority has also ex-
pressed the opinion that unfair measures, e.g.
technical requirements or excessive pricing,
have at times been applied to obstruct entry to
financial markets and that the cost to con-
sumers of switching between financial under-
takings restricts their mobility.

6.4

International competition policy
following the financial crisis

Most countries have experienced an eco-
nomic downturn following the financial cri-
sis, although varying in severity. In many
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countries enterprises are struggling to con-
tinue in operation and maintain their assets
faced by difficult circumstances. The num-
ber of enterprises operating in important
markets has decreased and can be expected
to drop still further due to bankruptcies. Re-
strictions on competition and oligopolistic
markets can develop as a result, and it can be
tempting for governments to resort to protec-
tionist measures. In light of this, competition
authorities throughout the world have dis-
cussed the financial crisis extensively and its
impact on competition in markets. They have
all pointed out the importance of safeguard-
ing competition in an economic downturn,
and of applying to this end effective and
stringent competition rules. The solution to
economic downturns is not to reduce or relax
supervision of competition restrictions. Var-
ious scholars who have studied recessions
specifically point out the importance of com-
petition in accelerating economic recov-
ery.!8 One of the key policy questions
debated following the financial crisis is
whether competition threatens financial sta-
bility. OECD has responded to this question
as follows: “Competition and stability can co-
exist in the financial sector. In fact, more com-
petitive market structures can promote
stability by reducing the number of banks that
are ‘too big to fail’. Policy goals for the finan-
cial sector include promoting both competition
and stability. Competition encourages efficient
and innovative financial services, while stabil-
ity is essential to the systemic trust on which
the sector depends. Are these two goals mutu-
ally exclusive or can they be achieved at the
same time? If competition between banks in-
creases, does that make them weaker so trust
in the system is undermined? Evidence of in-
consistency in fact is limited. In many coun-
tries, competition in the sector is oligopolistic,
so it is difficult to blame excessive competition

107 OECD (2006).
108 Andersen (2007), p. 136.



for the instability that led to the current crisis.
Indeed, in a broad sense, the oligopolistic
structure contributed to the crisis, it meant
that many banks were systemically important,
leading to moral hazard, perceived guarantees
and excessive risk taking. While a less oligop-
olistic market structure should thus help sta-
bility, better prudential regulation should also
limit excessive risk taking and further reduce
the risk of instability. 1%

Many government policy committees have
also released their reports on financial mar-
kets in recent quarters. The most attention
has been attracted by the final report of the
British Independent Commission on Bank-
ing led by Sir John Vickers (the Vickers Re-
port) in September 2011.110 The Commission
emphasised the importance of competition.
It is of the opinion that consumers’ costs of
switching banks and the lack of transparency
about banking services on offer is a signifi-
cant obstacle to competition on financial
markets. In general, consumers are not well
placed to make informed choices between
providers of financial services.

The British Independent Commission on
Banking made three proposals with regard to
competition:

e That the UK government seek agreement
with Lloyds Banking Group to ensure
that the divestiture of assets and liabilities
of the bank, required for EU state aid ap-
proval, will lead to the emergence of a
strong challenger bank;

» That routes be opened for switching of
banks by consumers at reasonable cost,
and to improve transparency; and

* That the new Financial Conduct Author-
ity (FCA) should have a clear primary
duty to promote effective competition.

6.5
Outlook for competition

How financial activities in the country are
conducted will be a decisive factor in re-

building the Icelandic economy. The situa-
tion on the financial market determines to a
large extent the success of business and
households in building solid foundations for
growth and prosperity. Financial market ac-
tors and the government have to formulate a
future strategy taking the new economic re-
ality into consideration.

Any examination of competition on mar-
kets must bear in mind that circumstances
may change with the passage of time. This
is clearly the case on the Icelandic financial
market, which has changed dramatically in
recent years, with no end yet in sight to those
changes. The lion’s share of Icelandic finan-
cial undertakings have failed, and been re-
placed by new ones. In addition, substantial
amendments have been made to the legisla-
tion applicable to the market and supervision
of it. It currently operates under extraordi-
nary conditions, including capital controls,
and with the knowledge that ownership of
two large undertakings, Islandsbanki and
Arion Bank, will in all likelihood change
within a few years’ time. The financial
strength of the banks is also unclear, and it
will be some time yet until the restructuring
of their loan portfolios concludes and tradi-
tional banking activities can begin in a nor-
mal fashion.

Competition on the Icelandic financial
market cannot be based on a firm foundation
unless it is ensured that all parties providing
same or similar services are subject to the
same rules and discipline. In formulating fi-
nancial market policy regard must be had for
this aspect. Mention could be made, for in-
stance, of the financial services provided by
pension funds and the Housing Financing
Fund, without these entities being obliged to
follow fully the same rules as financial un-
dertakings concerning financial security and

109 OECD (2009) and Independent Commission on
Banking (2010).
110 Tndependent Commission on Banking (2011).
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internal control, or the same demands for el-
igibility and educational qualifications made
of their employees. It is also important to en-
sure that financial services subject to licence,
such as investment advice, are only provided
by enterprises holding the required licences
for such activities and subject to supervision.

In analysing the future outlook for compe-
tition on the Icelandic financial market, re-
gard must be had for the possibility of radical
changes in monetary policy, which could
completely alter the market. The fact is that
Iceland has applied for membership of the
European Union. If approved, such member-
ship would in all likelihood include the even-
tual adoption of the euro instead of the krona.
Such a change of currency would have far-
reaching effects on the Icelandic financial
market, as well as on competition on this mar-
ket. Even without capital controls, an inde-
pendent currency means greater isolation of
the Icelandic financial market from those of
neighbouring countries than if the euro were
used. Adoption of the euro would also funda-
mentally change the interest rate level in Ice-
land, and real exchange rate fluctuations
would be determined by different forces.

In this context, a comparison with Finland
may be useful. Finland is the only Nordic
country to have adopted the euro, which it did
following a recession which could be attrib-
uted in part to the financial sector. The
Finnish banking system has undergone major
changes in recent years. The activities of fi-
nancial undertakings in majority foreign
ownership, for instance, have grown greatly
in relative terms. In 2009, around 2/3 of the
Finnish banking system, measured in terms
of balance sheet size, was comprised of banks
in which foreign parties owned a majority.

A continuously changing economic envi-
ronment obviously affects financial under-
takings’ competitive situation. The im-
position of capital controls substantially im-
pacted the financial market. Capital controls
have various detrimental effects: they distort
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price formation and further isolate the Ice-
landic financial market, even though their in-
troduction was considered necessary for
other reasons. A merger of financial under-
takings would be likely to have less damag-
ing effects on competition if capital controls
are removed, provided that barriers do not
prevent the entry of new competitors or the
strengthening of smaller enterprises. Regu-
lation is also more detailed in finance than in
other business sectors, and thereby has a sig-
nificant impact on the competitiveness of fi-
nancial undertakings. An international finan-
cial crisis such as the one which struck late
in the last decade gives cause for a thorough
examination of the laws and rules and will
most likely result in increased regulation.
Whether further rules on the risk manage-
ment or capital base of financial under-
takings are needed, for instance, is currently
being examined, and there is discussion as to
whether it is advisable to separate the activ-
ities of commercial banks and those of in-
vestment banks. Such rules can significantly
affect financial market structure as well as
the size and strength of financial undertak-
ings. In general, it could be said that more
extensive and complex regulations make it
more difficult to operate in or to enter the fi-
nancial market.

The participation of foreign banks on the
domestic financial market could be of advan-
tage, both from the competition perspective
and that of financial stability. Although tra-
ditional commercial banking activities are
most often limited to the home state, foreign
ownership of banks is common. Foreign
banks, however, have not yet been attracted
to set up shop in Iceland, which makes the
Icelandic banking system undeniably more
homogenous. The restructuring of ownership
of Arion Bank and Islandsbanki, which are
owned for the most part by their predeces-
sors’ foreign creditors through Icelandic
holding companies, could lead to changes in
this respect.



7

Regulation and supervision on

the financial market

7.1

State involvement in the fin-
ancial market — legislation and
rules for the financial system

The legislative and executive branches of
government set the regulatory framework for
the financial market. They do so because the
financial market serves society’s interests by
facilitating transactions between unrelated
parties, ensuring the secure preservation of
savings and intermediating capital for invest-
ment, guaranteeing business activities, return
on capital and growth.

Financial transactions always involve un-
certainty, because the value of assets is un-
avoidably determined by future events.
Assessing this uncertainty and the risk it in-
volves is the business of financial undertak-
ings. In doing so, they have to enjoy the
confidence of depositors who must have ac-
cess to their savings whenever necessary. To
encourage such confidence, financial activi-
ties are subject to an operating licence. The
state adopts rules on the establishment and
activities of financial undertakings, and
transactions with financial instruments and
entrusts supervision of their compliance with
the rules to public institutions.

In order to encourage confidence in the
financial market and to reduce the severe
damage which market volatility can cause
to the national economy and finances of in-
dividuals, rules are adopted to reduce the
risk caused by market fluctuations. This is
a tall order for the state. The financial sys-
tem is part of the national economy and ex-

perience has shown that monetary and fiscal
policy, together with socially important wel-
fare issues, are all important financial sys-
tem factors which affect market develop-
ments. Social welfare, for instance, is a fac-
tor in the housing mortgage policy and pen-
sion system in Iceland. Decisions by the
legislature on individual aspects of the fi-
nancial system, e.g. such as using interest
rates as a policy instrument to promote
price level stability, legislation on mortgage
lending by the Housing Financing Fund,
and rules on pension funds’ reference
yields, all have an interrelated effect on the
financial market. Part of the legislature’s
challenge is to ensure legislation presents a
comprehensive view of all the composite
factors which up until now have been for-
mulated individually. Regard must also be
had as to how sufficient discipline can be
applied to the financial market to restrain
lending growth from creating systemic risk.
This can prove difficult if clear and pre-
dictable formal rules are applied, as Ice-
landic legal tradition requires. In this re-
spect, the possibility should be investigated
of adopting legislation with clear provisions
on objectives and aims, but which provide
regulators with discretionary powers which
they can apply within specific limits. If this
route is available to exert discipline on the
financial market, then it requires a compre-
hensive, long-term economic strategy and
the role of financial markets in the society
as a whole must be sufficiently well de-
fined.
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7.2

Regulatory framework of the
financial market

Icelandic financial market legislation is
based primarily on EU Directives and rules,
which have been transposed in accordance
with obligations under international law un-
dertaken by Iceland with membership of the
European Economic Area (EEA) Agreement.
Through its membership of the EEA Iceland
is part of the single European market.

The EU regulatory framework in this sec-
tor is, in turn, based on the principles of the
Treaty of Rome on free movement of capital
and services on the single market of its
member states and rules which originated
from the Bank for International Settlements
(BIS).

Domestic acts and rules concerning the fi-
nancial market, financial institutions and fi-
nancial supervision are, in all their main
respects, comparable to those which apply in
other states of the EEA, since Iceland, as an
EEA member state, is obliged to transpose
acquis in this area which have been adopted
by the EU. Financial services are a major
part of economic activity within the EEA
states. These are subject to the provisions of
Articles 36 and 37 of the EEA Agreement on
services and Appendix IX, which covers fi-
nancial services in detail. They include the
activities of financial undertakings, insur-
ance companies, UCITS and securities deal-
ers. Three main principles apply to these
activities:

* A financial undertaking which has been
granted an operating licence in one mem-
ber state can, on the basis of this, open a
branch in any other member state without
requiring special authorisation from the
authorities there or may offer services
there without opening a branch. This
means, for example, that an Icelandic
bank can open a branch in Luxembourg
or offer services there without requiring
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a licence from the authorities in Luxem-
bourg.

* Supervision of the activities of a financial
undertaking in each member state is the
responsibility of the supervisor in the un-
dertaking’s home state. This means that
the activities of a German bank in Iceland
would be under the supervision of Ger-
man authorities, naturally in collabora-
tion with the Icelandic Financial Super-
visory Authority (FME). Similarly, FME
would be responsible for supervision of
the activities of an Icelandic bank’s
branch in Germany. The financial regu-
lator in the host country, however, is re-
sponsible for liquidity supervision.

* Harmonised rules are to apply to finan-
cial undertakings’ activities, so that their
operating conditions will be similar
throughout the EEA.

7.3
New international emphases

Following the international financial crisis in
the autumn of 2008, work has been under-
way at improving the regulatory framework
for banking activities. The principal forum
for this work internationally is the Basel
Committee on Banking Supervision, located
in Basel, Switzerland. The Committee rep-
resents 27 states from all continents, includ-
ing the largest industrialised nations. Nine of
the 27 EU member states are members of the
Committee. Changes to the regulatory frame-
work approved by the Committee are subse-
quently transposed into the laws and rules of
the states concerned and into EU acts.

7.3.1

Improvements to Basel rules

Work on improving banking regulations re-
sulted in proposals approved by the Basel
Committee in September 2010 (Basel I1I).
Work is underway on transposing them into



EU law with a directive, CRD IV, and a reg-
ulation, CRR. The main changes are dis-
cussed below.

Amendments to rules on capital
requirements

The international banking crisis has revealed
that banks’ minimum capital requirements
have been too low. In addition, the definition
of what can be included in capital have been
flawed, not least with regard to its most sta-
ble portion, core Tier 1 capital, which is
comprised of share capital and other re-
tained earnings. For this reason, the defini-
tion of those assets which can be included
in core Tier 1 capital has been made more
restrictive. The core Tier 1 capital ratio is
also to rise from 2% to 3.5% in January
2013 and to 4.5% in January 2015. Further-
more, the Tier 1 capital ratio will increase
from 4% to 6%. Core capital is the funding
which can best withstand financial difficul-
ties sustained by financial undertakings. In-
creased and stronger core capital therefore
not only reduces the danger of bank failures,
but is also intended to limit the potential cost
to the public sector of financial undertak-
ings’ failures.

Capital requirements for trading book ex-
posures and complex securitisations, and for
off-balance-sheet vehicles, have been in-
creased substantially. To prevent immoderate
increases in on- and off-balance-sheet items,
a leverage ratio of a maximum of 3% based
on Tier 1 capital is proposed, i.e. on- and off-
balance sheet items may not amount to more
than 33 times Tier 1 capital. This maximum
is considerably more conservative than has
applied in some countries. These rules will
be implemented in stages during the period
from January 2013 to January 2015.

The intention is to require banks to con-
serve capital to build up special buffers as
supplementary capital for recovery in times
of stress. These buffers are to amount to an
additional 2.5% on top of the above-men-

tioned 4.5% Core Tier 1 ratio, making the
Core Tier 1 ratio 7% in total.'!'! The rules on
buffers will be implemented in stages during
the period from January 2016 to January
2019. In addition, countercyclical buffers are
introduced. The obligation of financial un-
dertakings to provide for countercyclical
buffers will be optional; it will be the respon-
sibility of regulators in each state to pre-
scribe them when they consider excess
lending growth could cause systemic risk.
Such buffers would be used to cover losses
which otherwise could negatively affect fi-
nancial stability. According to proposals,
countercyclical buffers could amount to as
much as 2.5% of the risk-weighted capital
base. It is not known when these buffers will
be introduced and it should be pointed out
that the rules governing them are still being
formulated.

The above-mentioned additional buffers
will increase the banking system’s resist-
ance to shocks and mitigate pro-cyclicality
in lending. The accompanying table pro-
vides a summary of the above-mentioned
proposals for improvements to capital re-
quirements.

1T Tt must be pointed out that research suggests that
the capital ratios provided for in Basel Il — which
the aim is to implement in the EEA from 2013 on-
wards — are lower than those ratios deemed most
favourable from a macroeconomic perspective. Re-
cent research by the Swedish Riksbank suggests
for example that from a macroeconomic perspec-
tive it would be optimal to have Tier 1 capital, ac-
cording to the new Basel III definition, 10-17%.
The bank does, however, admit that in these studies
the most cost-effective capital ratio may have been
underestimated, as these studies have underesti-
mated the cost of financial shocks. Appropriate
capital ratio in major Swedish banks — an economic
analysis. Other studies suggest an even higher
ratio, as high as 20%, would be most cost-effective
from a macroeconomic perspective, see for exam-
ple Miles, Yang and Marcheggiano (2011). There
are therefore clear indications that the the higher
capital adequacy requirements aimed at in interna-
tional accords are considerably lower than can be
considered socio-economically appropriate.
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Table 6
Calculation of capital requirements according to Basel 111
(% of risk-weighted asset base)

Common equity Tier 1 capital Total equity
(after deductions)
Minimum 4.5% 6.0% 8.0%
Reserves 2.5% 2.5% 2.5%
Minimum plus reserves 7.0% 8.5% 10.5%
Countercyclical reserves 0-2.5%

New liquidity framework

The Basel Committee on Banking Supervi-
sion has made proposals for a new liquidity
framework. This is an innovation, as previ-
ously there were no internationally har-
monised standards in this area.

Firstly, it is proposed that banks be re-
quired to hold sufficient high quality liquid
assets to be able to withstand a stressed
short-term funding scenario with parameters
determined by the supervisory bodies. A spe-
cific Liquidity Coverage Ratio (LCR) has
been developed to measure bank’s short-
term resilience to liquidity threats.

Secondly, a minimum Net Stable Funding
Ratio (NSFR) is proposed to address longer-
term mismatch in the liquidity structure. As
the bank’s entire balance sheet is included in
this context, this liquidity requirement is to
encourage banks to rely on stable sources of
funding.

7.3.2

New rules on solvency of non-life
insurance companies and regulatory
emphases —Solvency 11

Work is underway by the EU Commission
and its institutions on new solvency rules for
the non-life insurance companies and new
emphases in regulation, the Solvency Il
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Source: Basel Committee on Banking Supervision.

rules. The rules are based on Directive
2009/138/EC, a recent comprehensive direc-
tive on insurance and reinsurance activities,
which replaced previous directives in this
area. The current work involves secondary
development of the provisions, and the Com-
mission is expected to issue a Regulation ac-
companying the Directive in April 2012. A
draft Regulation some 400 pages in length is
already available. Various binding technical
standards are also proposed.

The Directive must be transposed into Ice-
landic law by year-end 2012, and a commit-
tee under the auspices of the Ministry of
Economic Affairs is currently working on
this. Non-life insurance companies must ful-
fil the Directive’s requirements from 1 Jan-
uary 2014 onwards.

7.4
Legislative objectives

The objective of EU legislation is first and
foremost to remove barriers to the free flow
of services and capital in the single market
of EU member states. This is achieved by
harmonising legislation on financial under-
takings and transactions with financial in-
struments, which is aimed, among other
things, at protecting consumers and encour-
aging financial stability. It could be said that



the actual objectives, i.e. sound financial un-
dertakings, consumer protection and finan-
cial stability, are furthermore the principal
objectives of financial market legislation in
Iceland.

7.4.1
Financial market legislation

The long history of legislation on financial
undertakings in Iceland begins in the latter
half of the 19th century. Until 1985, specific
legislation applied to each commercial bank,
entrusting it to serve to a considerable extent
a specific industrial sector, type of business
or interest group. The first comprehensive
legislation in this area was adopted in 1985,
the Commercial Banks Act, No. 86/1985,
and the Savings Banks Act, No. 87/1985.
The adoption of Act No. 43/1993, on Com-
mercial Banks and Savings Banks, began the
adaptation of Icelandic financial legislation
to EU law, as manifest in the EU acquis com-
munautaire. The operating authorisations of
commercial banks and savings banks were
expanded and their operating conditions har-
monised with EEA rules. Many changes
have since been made to this legislation.
Act No. 161/2002, as subsequently amend-
ed, currently applies to financial undertak-
ings. The Act provides for the establishment
and operating conditions of financial under-
takings, with the objective of ensuring that
such undertakings operate in a sound and
proper manner in the interests of their cus-
tomers, shareholders, guarantee capital own-
ers and the economy as a whole. The Act sets
detailed rules concerning the requirements
which the undertakings and their owners
must fulfil to obtain an operating licence.
The Act also lays down specific formal re-
quirements which the owners, management
and employees of financial undertakings
must fulfil, and instructs regulatory bodies
to set rules on eligibility assessment of man-
agement and directors and to carry out such

assessment. Strict requirements are made
concerning the minimum capital ratio and
liquidity of the undertakings. These require-
ments are among the aspects on which most
debate has been focused in the current finan-
cial crisis. Rules on capital ratio and liquidity
have been regarded as the most important
means of withstanding financial market
volatility.

Detailed rules concern annual financial
statements and financial reporting, disclo-
sure requirements, financial conglomerates
and when penalties may be applied.

As previously discussed in section 4.3.1,
FME was granted extensive authorisation to
intervene in the operations of regulated enti-
ties in Act No. 125/2008, the emergency leg-
islation. These provisions were already
revised in the spring of 2009 and a new arti-
cle added to the Act. It authorises FME to ap-
point a provisional Board of Directors for a
financial undertaking which so requests. As
the name suggests, a provisional Board of
Directors has a temporary mandate. The ar-
ticle provides for the appointment of a pro-
visional Board and the legal effect of the
appointment of such a Board towards share-
holders or guarantee capital owners. The
provisional Board’s appointment nullifies
the mandate of the financial undertaking’s
previous Board of Directors, in addition to
which the right of shareholders and guaran-
tee capital owners to make decisions in its
affairs, based on their holdings, becomes in-
active. The legislation also lays down the du-
ties of the provisional Board of Directors and
its status. Roughly speaking, while the pro-
visional Board directs the activities of a fi-
nancial undertaking its status is in many
respects similar to that of the Board of Di-
rectors (and shareholders’ meeting) in a com-
pany which has been granted a moratorium.

In particular, the provisional Board is to
acquire an overview of the financial under-
taking’s financial situation and to take vari-
ous important and urgent measures going
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forward. Appointment of a provisional
Board of Directors comprises an intervention
with regard to the interests of the sharehold-
ers (or guarantee capital owners) and espe-
cially the creditors of a financial under-
taking, making it important to set the Board
strict limits in directing interests and a lim-
ited period of operation.

In addition to the amendments made in the
spring of 2009, it has proven necessary to
take additional action in response to unex-
pected events, such as the pronouncement of
court verdicts abroad which could have
repercussions in Iceland. It should also be
pointed out that the provisions of Art. 5 of
the emergency legislation, on the involve-
ment of the Financial Supervisory Authority,
are substantially in a Temporary Provision of
the Act. This Temporary Provision has been
repeatedly extended while the outcome of
changes to EU legislation in this area is
awaited.

The Act also provides rules concerning
conglomerates, and the winding-up, merger
or reorganisation of financial undertakings.
A detailed account of those statutory provi-
sions which have been reviewed since the
autumn of 2008 is provided in Section 4.3.2.

In addition to the Act on Financial Under-
takings, brief mention should be made of
other acts regulating the financial market.

The Act on Securities Transactions, No.
108/2007. Another main pillar of the finan-
cial market regulatory framework is pro-
vided by rules concerning transactions with
financial instruments: bonds, equities and
other securities. Until 1986 such activities
were not subject to official license in Iceland,
but the Act on the establishment of Lands-
banki Islands in 1885 does mention that it
may undertake the purchase and sale of bills
of exchange and payment orders, whether
they are to be paid in Iceland or abroad. The
Act on Securities Brokerage of 1986 made
these activities subject to official license.

Various further amendments were made to
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this legislation until 1993, when it was
adapted to EU legislation. Since 2003, leg-
islation on investment funds (UCITS) and
their activities and rules on securities trans-
actions have existed in separate acts.

The current Act on Securities Transactions,
No. 108/2007, transposed the so-called EU
MiFID Directive. Its main objective is to en-
sure efficiency on the European financial
market as well as increasing consumer in-
sight and confidence in the market. The Di-
rective is also aims at making all transactions
equally efficient, whether they take place
within a single state or more than one EEA
member state. To achieve these objectives,
the Directive provides for an EU legal frame-
work which covers all activities connected
to investors, which is considered necessary
in view of the activity in recent years of in-
creasing numbers of investors on financial
markets which at the same time increasingly
complex and more extensive services and in-
struments are on offer. The Directive there-
fore provides for harmonisation which gives
investors extensive protection and authorises
financial undertakings licensed to carry out
securities transactions to provide services
throughout the EEA based on home state
regulation on the single market. The rules of
the Act aim at providing consumer protec-
tion and encouraging good business prac-
tice. They specify what services in connec-
tion with securities transactions, such as re-
ception and transmission of orders, transac-
tions with financial instruments on own
account, asset management etc., are subject
to license.

The Act also lays down various rules of
conduct which are to ensure investor protec-
tion and sound business practices by under-
takings. The rules are intended to ensure that
investors are provided with information
which accords with their expertise and expe-
rience and receive suitable information on
the investment options and services offered.
Furthermore, various rules are set concern-



ing the format and finalising of transaction,
e.g. on written agreements and client classi-
fication.

Special rules apply to transactions with
listed market securities. In order to ensure
equal treatment and prevent market abuse
detailed rules have been adopted concerning
disclosure requirements for transactions, of-
ferings, mandatory takeovers of public lim-
ited companies to protect minority owners,
impact on price formation, insider trading
and inside information.

The Act on UCITS, Investment Funds and
Institutional Investor Funds, No. 128/2011.
Directive No. 85/611/EEC, on the coordi-
nation of laws, regulations and administra-
tive provisions relating to undertakings for
collective investment in transferable secu-
rities (UCITS) was originally transposed by
Act No. 10/1993, on Mutual Funds. Major
changes were made to the Directive with the
adoption of two new Directives in 2001, the
first on fund administration and the second
on the investment strategy of such funds.
The said Directives were transposed with the
adoption of the Act on UCITS and Invest-
ment Funds, No. 30/2003. Still further
changes were made to the funds’ regulatory
framework with Directive 2007/16/EC,
which provided explanations of specific def-
initions used in the Directive on collective
investment in transferable securities. The Act
clarifies the different nature of various types
of funds.

The Act on Mandatory Guarantee of Pen-
sion Rights and Operation of Pension Funds,
No. 129/1997. The principal provisions of
this Act concern the mandatory guarantee of
pension rights, agreements on pension sav-
ings, the entitlement of pension fund mem-
bers, requirements for pension fund opera-
tions and licenses, internal quality control,
balance of assets and liabilities, funds’ finan-
cial affairs and supervision of their activities.
The pension funds have extensive activities
on the financial market, in particular through

their purchase and sale of securities and
lending to fund members.

The Act on Housing Affairs, No. 44/1998.
Chapter III of the Act contains provisions on
the activities of the Housing Financing Fund
(HFF). The Fund has extensive financial
market activities.

The Public Limited Companies Act, No.
2/1995. Insofar as no specific rules are found
in the Act on Financial Undertakings, the
provisions of the Public Limited Companies
Act apply concerning the organisational
framework for financial undertakings.

The Act on Co-operative Societies, No.
22/1991. Art. 2 a of the Act concerns the ac-
tivities of deposit departments of co-opera-
tive societies. One co-operative society in
Iceland operates a deposit department.

The Act on Insurance Activities, No.
56/2010. Just as the Act on Financial Under-
takings could be said provide a framework
for the activities of those undertakings, the
Act on Insurance Activities sets a framework
for the activities of insurance companies.
Many provisions are substantially parallel to
those of the Act on Financial Undertakings.
These include provisions prohibiting the ex-
tension of credit against own shares as col-
lateral, on eligibility requirements for direc-
tors and managing directors and banning Ex-
ecutive Chairmen of the Board of Directors.
The Act also includes provisions obliging the
Board to adopt formal rules approved by
FME on internal quality control, internal
audit, investment activities, lending and re-
lated party transactions.

The Act on Insurance Mediation, No.
32/2005. This Act transposed Directive
2002/92/EC on insurance mediation. The Di-
rective lays down the rights of insurance and
reinsurance intermediaries to operate in the
EEA based on registration in their home
state. One of the Directive’s main objectives
is to remove barriers preventing insurance
intermediaries from pursuing their activities
freely in the EEA. Furthermore, the Direc-
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tive aims at increasing consumer protection,
in part through stricter requirements con-
cerning the activities of insurance inter-
mediaries and provisions on increased infor-
mation disclosure to consumers.

The Act on Insurance Contracts, No.
30/2004. This Act contains general rules on
Insurance Contracts. They apply in particular
to those aspects of insurance activities con-
cerning the legal relationship between an in-
surance company and policy holder or
beneficiary. The rules of the Act are therefore
primarily of a civil law nature. The rules are
connected with other rules of law on the cre-
ation, implementation and termination of
contracts. The legal relationship between the
insurance company and policy holder or ben-
eficiary are subject to the general rules of the
law of contracts and claims law, insofar as
not expressly provided for otherwise in the
Act. As a result, the rules of the Act are con-
nected with those of Act No. 7/1936, on
Conclusion of Contracts, Power of Attorney
and Invalidity of Legal Instruments, and var-
ious other specific legislation in these areas
of law.

The Act on Electronic Registration of
Rights to Title of Securities, No. 131/1997.
The Act concerns the activities of securities
depositories and the legal effect of electronic
securities registration. Work is underway
under the auspices of the Ministry for Eco-
nomic Affairs on revision of the Act.

The Stock Exchange Act, No. 110/2007.
This Act replaced the previous Act from
1993 and was part of the transposition of the
MiFID Directive. The Act lays down rules
on regulated securities markets and multilat-
eral trading facilities.

The Act on Measures to Prevent Money
Laundering and Terrovist Financing, No.
64/2006. This Act transposed EU Directives
on actions to prevent money laundering and
terrorist financing, as well as the recommen-
dations of the Financial Action Task Force
(FATF) in the same regard.
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The Act on Deposit Guarantees and an In-
vestor Compensation Scheme, No. 98/1999.
Deposit guarantees are discussed specifically
in Section 7.4.2.

The Act on Covered Bonds, No. 11/2008.
The Act specifies what types of debt instru-
ments can form an asset pool, the maximum
LTV ratio for individual classes of securities
in the asset pool and the legal effect of an is-
suer’s insolvency. The Act has scarcely been
tested as it was adopted shortly before the fi-
nancial shocks of 2008.

Act on the Distance Marketing of Finan-
cial Services, No. 33/2005. This Act trans-
posed Directive 2002/65/EC. The objective
of the Directive is to harmonise laws and
regulations on distance marketing of con-
sumer financial services. It is also intended
to strengthen the single market and increase
consumer protection. Provisions of the Act
apply to distance contracts for financial
services concluded between a supplier and
a consumer and marketing aimed at con-
cluding such contracts. Financial services as
referred to in the Directive include all bank-
ing, credit, insurance, pension, investment
and payment services. Its scope is therefore
broad and intended to cover all types of fi-
nancial services which can be provided by
distance.

The Act on Official Supervision of Finan-
cial Activities, No 87/1998. This Act deter-
mines what group of undertakings is subject
to FME’s supervision. The Act includes pro-
visions on FME’s Board of Directors, activ-
ities, supervisory authorisations and remedies,
if its decisions are not complied with.

The Central Bank Act, No. 36/2001. In ad-
dition to its important tasks in connection
with economic management, the Central
Bank of Iceland (CBI) plays an important
role as market participant, both as the
‘banks’ bank’ and in the foreign currency
market. The Central Bank is furthermore en-
trusted with part of the micro-supervision of
financial undertakings.



Based on authorisations in the above acts,
numerous regulations and rules have been is-
sued, as well as guidelines.

A large number of other acts apply directly
or indirectly to the financial market although
their impact is not the same as that of the
ones mentioned above. These include acts on
interest and indexation, annual financial
statements and auditors, and various specific
acts in the insurance field.

7.4.2
Deposit guarantees

Prior to the entry into force of the Act on De-
posit Guarantees and an Investor Compen-
sation Scheme, No. 98/1999, provisions
intended to safeguard the rights of depositors
and securities owners existed in three acts.
There were provisions on deposit insurance
in Act No. 113/1996, on Commercial Banks
and Savings Banks, and provisions on pro-
tection for owners of securities in Act No.
13/1996 on Securities Transactions and in
Regulation No. 361/1993, on Insurance Re-
quirements for Securities Brokering and Se-
curities Transactions. Finally, there were
provisions on compensation due to mistakes
of securities brokers and account operators
in Act No. 131/1997, on Electronic Registra-
tion of Title to Securities.

The adoption of Act No. 98/1999 trans-
posed provisions of Directive 97/9/EC. As
the Directive did not require full harmonisa-
tion, member states had considerable flexi-
bility in transposing it. Among those aspects
which were not harmonised throughout the
EEA was the protection to be offered to de-
posit holders. The member states had the op-
tion of deciding whether their compensation
scheme would be financed ex ante or ex post.
In Iceland, the option elected was to create a
fund, the Depositors’ and Investors’ Guaran-
tee Fund (DIGF), by levying a moderate fee
assessed annually on deposits of deposit in-
stitutions at year-end.

Deposit guarantees are intended to encour-
age financial system stability by reducing the
risk of bank runs. By guaranteeing deposi-
tors a certain minimum reimbursement
within a specific period upon the failure of a
bank, depositors are compensated for the
asymmetrical information relationship be-
tween the bank and the customer. In addi-
tion, the functioning of the economy is
maintained by ensuring depositors’ access to
their money.!!? In the light of banks’ high
leveraging, there is a strong likelihood of de-
positors withdrawing their funds if fear
spreads as to a bank’s future and owners lack
faith in the efficacy of the deposit guarantee
scheme.

Deposit guarantees, however, can also in-
crease moral hazard, encouraging depositors
to rely on the protection the guarantee
scheme is to provide rather than monitoring
the bank’s activities. Such lack of depositor
involvement could result in banks’ undertak-
ing riskier transactions than otherwise. Ro-
bust financial regulation and forward-look-
ing risk-weighting of assets in calculating
capital requirements can counteract such
moral hazard effects.

General insurance actually involves
spreading the risk of each party over a
greater number of parties, generally for pay-
ment; this is referred to as primary insurance.
The payment, i.e. the premium paid for the
protection, is generally decided based on the
statistically probability that the protection
will be called upon. It is important that the
risks of the parties purchasing protection is
asymmetrical, i.e. that insured parties are not
all threatened by the same risk at the same
time, e.g. it is unlikely that all motor vehicle
owners would be involved in the same type
of traffic accident at the same time. The at-

12 1t can take many years to wind up failed banks
through liquidation. Without deposit insurance, de-
positors might need to wait for settlement, without
having access to their funds, until liquidation was
complete.
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tempt is then made to reduce this primary
risk by distributing it among a large number
of parties through re-insurance. In this man-
ner the risk can in fact be borne by a large
number of parties in different ways. Such ac-
tive risk diversification increases the proba-
bility of being able to provide the protection
which the insurance is intended to ensure.

Although the deposit guarantee scheme
appears at first glance to be based on the
same premises as insurance, i.e. that the risk
of one party is distributed among many oth-
ers in return for payment, there are in fact
major differences between the two. In the
first place, payment made for the protection
is not made by those parties which are to
enjoy protection. Secondly, there has not
been any connection between the risk that
the protection will be tested and the payment
made, i.e. there is no actuarial calculation
underlying the determination of the contri-
bution. Thirdly, it is not assumed that pay-
ments to parties suffering a loss will be
reduced in the case of major shocks.
Fourthly, the shocks are of anthropogenic na-
ture and, finally, it could be mentioned that
the risk of the party bearing the primary risk
cannot be distributed among additional par-
ties. It should be pointed out, however, that
some of these aspects have been examined
in international fora, so that there may be
some action taken to reduce the differences
between normal insurance and the protection
offered by deposit guarantee schemes.

It is understandable that deposit insurance
should be confused with general insurance.
Practically everyone connects the word in-
surance with traditional, non-life insurance
activities.

For a deposit guarantee scheme to work as
it should, there needs to be a proper distribu-
tion of the risk of the scheme. In the US, for
example, 7,436 banks and savings banks are
members of the Federal Deposit Insurance
Corporation (FDIC), and 91% have assets of
less than USD 1 billion.'!3 Due to the large
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numbers and broad distribution of risk
among markets and regions, there is little
risk of the failure of more than a small por-
tion of these undertakings. Such risk distri-
bution makes it possible for guarantee funds
to hold reserves which are only a small por-
tion of the total amount of covered deposits.
In this connection it is worth pointing out
that the FDIC appears to be more like tradi-
tional concepts of insurance than does the
European system. A proposal for a new EU
Directive on deposit guarantees provides for
guarantee funds to amount to just over 1%
of total covered deposits, which is slightly
higher than that in the US. The risk distribu-
tion which can be achieved in larger econo-
mies, however, is not available in Iceland,
where three large banks preserve around
97% of all deposits (see the discussion of
banking market consolidation in Chapter 6),
in addition to which the three banks’ risk
profile is practically identical due to the
small size of and lack of diversity in the
economy. There is therefore a danger of all
the banks facing difficulties if one of them
does. Iceland, however, is not the only coun-
try where the deposit market is highly con-
centrated; the situation is similar in various
neighbouring countries. In addition, there is
a danger that increasing deposit guarantees
in the single market to EUR 100,000, which
was done in the spring of 2009 and is re-
peated in the new draft Directive, would in-
clude by far the greatest share of all deposits
in Icelandic banks in the deposit guarantee
scheme. This depends naturally on two
things: how extensive the exemptions from
protection will be in the final version of the
Directive and whether it will be possible to
obtain exemptions or a temporary adjust-
ment period for specific provisions.

While deposit guarantee systems are not
set up to deal specifically with systemic
problems, if well conceived they can reduce

113 FDIC (2011).



the risk of such. The EU Commission’s re-
port of 2008 reveals that no deposit guaran-
tee funds in EU member states were able to
withstand shocks requiring estimated pay-
ments equivalent to 3.24% of deposits cov-
ered by the scheme.''* A report by the
French central bank in 2000 reaches a simi-
lar conclusion, as it states that it is clear that
deposit guarantee schemes are not intended
to deal with a systemic collapse. The feeble
position of deposit guarantee funds when
faced with a systemic collapse resulted in a
total of nine EU member states (Austria,
Denmark, Germany, Greece, Hungary, Ire-
land, Portugal, Slovakia and Slovenia) insti-
tuting full deposit guarantees during the
current crisis, either through a government
declaration, as was the case in Germany,
Hungary and Portugal, or amendments to the
regulatory framework. In the US all non-in-
terest-bearing deposits were insured in full
from 31 December 2010 until year-end 2012
— regardless of their actual amount and
owner. In the Nordic banking crisis of the
early 1990s, both Finland and Sweden de-
clared blanket guarantees for banks’ obliga-
tions, including deposits, and in Norway
there were actions and statements with the
same intention.'!> Blanket guarantees are
therefore a common action taken by govern-
ments fearful of systemic banking difficul-
ties and the risk of bank runs.

Despite the weaknesses of deposit guaran-
tee schemes in small, undiversified econo-
mies with concentrated banking systems,
various steps can be taken to reduce these
weaknesses. In the first place, the tools avail-
able to supervisors to monitor risk in finan-
cial undertakings’ operations, in this instance
deposit institutions, can be improved. Sec-
ondly, actuarial methods can be applied to a
greater extent in calculating premiums, e.g.
deposit institutions can be assigned a risk
weighting based on the risk of their opera-
tions. Thirdly, ways can be investigated of
ring-fencing deposits of financial undertak-

ings with universal activities. Furthermore,
the likelihood of repayment by deposit guar-
antee funds can be increased by giving the
fund or deposits priority in the winding-up
of financial undertakings, as was done with
the 2008 emergency legislation and which
has been done in the US since 1993. The
report of the Vickers Commission in the
UK also proposes that deposits be accorded
priority in winding-up. It is also important
to consider the interplay of regulations on
deposit guarantees, equity and financial
strength, early intervention mechanism and
the winding-up of financial undertakings.
With co-ordinated rules it would be possible
to utilise those funds which might exist in de-
posit guarantee funds for distributions before
the eventual winding-up. Such fine tuning
also increases the likelihood that when the
authorities take over banks in difficulties their
equity will not have been entirely depleted.
With these sort of changes the role of deposit
insurance funds would consist primarily of
bridging the gap between payments from the
funds to right-holders and disbursements fol-
lowing the liquidation of the bank concerned
— priority of deposits, however, would ensure
better recoveries for deposit guarantee funds
on their reimbursements of covered deposits.
Finally, restrictions can be placed as to what
parties enjoy guarantees, e.g. whether public
bodies, financial institutions or legal entities
enjoy protection. In the US foreign deposits
are not defined in the same manner as others
and therefore enjoy neither guarantees nor
special priority in winding-up.

7.5

International obligations

As previously mentioned, the domestic
regulatory framework on the financial mar-
ket is based in the main on EU acts which

114 Eyropean Commission (2008).

115 The Swedes did not, in fact have a deposit guaran-
tee scheme at this time.
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have been transposed under the EEA Agree-
ment.

Additional international or multilateral
agreements apply in Iceland. The first one to
mention is the General Agreement on Trade
in Services (GATS), which is among agree-
ments concluded under the auspices of the
World Trade Organisation (WTO). This
agreement includes a Schedule of Specific
Commitments, identifying those services for
which member states authorise foreign par-
ties to provide services both cross-border and
with commercial presence. Iceland has been
a member of WTO since 1995.

It is also appropriate to mention two
OECD legally binding codes which have
been adopted, the Code of Liberalisation of
Capital Movements and the Code of Liber-
alisation of Current Invisible Operations.
Iceland has adopted both codes.

Finally, Iceland is obliged under free trade
agreements which in some respects may go
beyond the obligations of GATS.

7.6

Limitations on the efficacy of
financial acts and rules

7.6.1
Formal substantial rules and bench-
marks

The preceding discussion has touched on the
main substantial points of financial market
legislation. Many terms concerning licences
to operate and conditions for operations are of
a formal nature. Codes of conduct for trans-
actions with financial instruments, which are
to ensure equal treatment and prevent market
abuse, are based principally on effective and
timely information disclosure concerning the
transaction. The legislation places high dis-
closure requirements on financial undertak-
ings. Regulators, not just in Iceland but practi-
cally everywhere, have considered it their
main responsibility to check, on the basis of
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reports received, whether the formal require-
ments of the law are fulfilled, since their role
is defined in this manner in laws on official
supervision. Both technical obstacles and a
lack of harmonisation of information systems
have made supervision slow and unwieldy,
with little time available for further analysis.
Modern transactions on regulated markets are
real-time transactions, while supervision
based on information submitted takes place
long after the transactions have been con-
cluded. It is therefore important to ensure that
transactions can be supervised in real-time. To
make this possible, supervisors must have un-
limited access to all the databases, both in the
systems of those transacting business as well
as public bodies, which record transactions or
movements connected with the identifiable
parties, legal or natural persons.

7.6.2
Subjective and discretionary criteria

Many provisions of the financial market leg-
islation require subjective assessment by reg-
ulators. FME is entrusted, for example, with
the task of assessing the eligibility of own-
ers, managers and directors of financial un-
dertakings. The view has been widely ex-
pressed that the reason for the poor situation
of financial undertakings is not the rules
which apply to them but rather the difficulty
is the lack of expertise or competence of
their managers. The law sets certain formal
requirements concerning the eligibility of
management, but the subjective aspects of
the assessment are more difficult to apply.
The legislator has responded to criticism
concerning management incompetence by
amending provisions on eligibility require-
ments, which FME has subsequently devel-
oped further into rules on assessment of
directors’ eligibility.

FME is entrusted with examining the oper-
ations of financial undertakings to ensure that
they comply with sound business practices.



The legislator does not provide a more de-
tailed description of how assessment of sound
business practices shall be carried out, or what
is involved in sound business practices.

7.6.3
The interplay of formal and subjec-
tive criteria

It was a tall order for regulatory bodies, as
they were organised and equipped, to super-
vise the formal legal requirements. Work
was underway for 10 years in international
fora to rectify the lack of rules for independ-
ent analysis and assessment of the business
strategy and risk management policy of fi-
nancial undertakings, as a basis for assessing
capital requirements and the requirements
which must be made concerning corporate
governance and internal control by the finan-
cial undertakings themselves. The Basel
Committee on Banking Supervision issued
its first draft of such rules in 1999; the rules
came into effect in 2006. They were trans-
posed in Iceland in 2007 but had not come
into effect before the financial market col-
lapsed in the autumn of 2008. It is obvious
that drafting rules on the methodology to be
used in assessing regulatory capital is no
easy task. Nor has it served its purpose well,
in view of the current situation on financial
markets throughout the world. Assessment
of the business strategy and risk manage-
ment policy of financial undertakings makes
high demands for independent analysis by
the regulators of financial undertakings. It
also demands good insight into and assess-
ment of the financial market and the inter-
play of its various aspects.

The demands made by the legislator of
those bodies responsible for financial super-
vision regarding analysis and assessment of
undertakings’ strategy and risk management
when implementing Basel II rules highlights
the necessity of paying more attention to the
overall financial market picture and clearer

formulation of long-term economic policy.
Such a framework could be used as a basis
for analysis and development which would
better enable the regulators to assess what is
a sound operating environment for financial
undertakings. The legislator will therefore
also have to ensure that the knowledge and
analysis available provides an overview of
the interrelated factors affecting the financial
market. Similarly, it must be clear where the
decision-making powers lie to take relevant
action when the societal role of financial
markets is threatened as a result of overheat-
ing or other unexpected difficulties.

If the legislator wishes to promote confi-
dence and stability on the financial market,
it must ensure a response to undesirable de-
velopment which deviates from the clear
policy concerning the societal role of the fi-
nancial market. It must be decided where and
how warning bells should ring and who takes
decisions on actions.

Legislation may provide clearly for the
role of individual institutions and formal re-
quirements, but decisions on a response in-
tended to promote financial market stability
will always be subject to discretion and good
judgement. If the legislator intends to create
a framework which provides supervision,
discipline and decisions on a fluid financial
market subject to free market forces, there is
no avoiding recognition of the need for rules
supported by subjective assessment and
good judgement. There is no hope that it will
be possible to foresee, in drafting legislation,
all the conceivable instances which could
arise and to enshrine in law what actions
must be taken in each case. Those institu-
tions which hold decision-making powers
must have the necessary authorisations to in-
terpret rules and apply remedies on the basis
of clear objectives in the relevant legislation.
Such methods of legal construction are nec-
essary in setting rules on market activities
which are constantly changing. Here inflex-
ible formal rules alone will not suffice.
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7.7
Official supervision

7.7.1

FME’s micro-supervision

Official supervision of financial activities
is direct supervision carried out by a super-
visory authority. FME’s supervision con-
sists to a large extent of obtaining infor-
mation on the operations of regulated enti-
ties, on-site inspections, special examina-
tions and other methods which enable it to
check whether the activities comply with
the laws, regulations and rules applicable
to the activities and whether they accord, in
other respects, with sound and healthy busi-
ness practices. The principal responsibility
for supervision of the activities of each un-
dertaking, however, lies with the regulated
entities themselves. It is the responsibility
of the management of financial undertak-
ings to organise their activities to include
effective risk management, internal quality
control and compliance with laws and
rules.

Rules on official supervision of financial
activities are set in acts and regulations. The
legal framework of supervision is set prima-
rily in the Act on Financial Undertakings,
Act on Insurance Activities, Act on Securi-
ties Transactions and Act on Official Super-
vision of Financial Activities. Under excep-
tional circumstances, FME is authorised to
set rules on specific aspects of regulated en-
tities” activities. FME has extensive autho-
risations to demand rectification if exam-
ination reveals that regulated entities are not
complying with the laws or regulations ap-
plicable to their activities. Such authorisa-
tions are laid down in the Act on Official
Supervision of Financial Activities. It
should be pointed out, however, that FME’s
supervisory authority with regard to two im-
portant financial market actors, pension
funds and the Housing Financing Fund, is
limited.
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The independence of the Financial
Supervisory Authority and requirements
for successful supervision

In 2006, the Basel Committee on Banking
Supervision issued Core Principles for Ef-
fective Banking Supervision,''¢ laying down
25 rules which the Committee considers to
be the premises for successful supervision.
Among them are rules on the independence
of supervisory authorities (Principle 1). It
emphasises that each such authority should
possess operational independence, transpar-
ent processes, sound governance and ade-
quate resources, and be accountable for the
discharge of its duties. Furthermore, empha-
sis is placed on having a suitable legal frame-
work for licensing of regulated entities and
their on-going supervision as well as super-
visory remedies.

The core principles also emphasise the ne-
cessity of various other aspects outside the
jurisdiction of the supervisory authority for
effective banking supervision. The external
aspects include:

+ sound and sustainable macroeconomic
policies;

+ a well-developed public infrastructure;

+ effective market discipline;

* mechanisms for providing an appropriate
level of systemic protection (or public
safety net).

Since the Financial Supervisory Authority
commenced operation, the government has
sought to ensure that its activities would ac-
cord with the core principles, in part by financ-
ing its operations in a specific manner. This
intention has been reiterated, for instances, in
a Memorandum of Intent from the Icelandic
government to the International Monetary
Fund of 16 August 2011, which promises that
the Financial Supervisory Authority will be
provided with sufficient revenues to ensure
that it can perform its duties successfully.

116 Basel Committee on Banking Supervision (2006).



7.7.2
Micro-supervision by the Central
Bank of Iceland and financial stability

The Central Bank is a lender of last resort
and is to promote the stability of the financial
system and effective and secure payment
mediation. In accordance with this role it
has, by virtue of a statutory authorisation, set
prudential rules on liquidity ratios and the
foreign balance of credit undertakings. The
undertakings also must fulfil the Central
Bank’s reserve requirements. The Central
Bank’s supervision of individual financial
undertakings consists of enforcing the rules
it has adopted. The rules apply to credit un-
dertakings on the financial market.!'” The
undertakings deliver reports to the Central
Bank based on the rules and penalties can be
applied for violations.

The Central Bank of Iceland sets rules on
the liquidity ratio of credit institutions. The
Central Bank’s current rules on liquidity ratios
date from 2006. The objective of the rules is
to ensure that credit institutions always hold
sufficient liquid funds to meet foreseeable and
potential payment obligations during a speci-
fied period. A review of the liquidity rules is
currently underway, in part, in consideration
of liquidity rules drafted in international fora
which will be part of Basel III. FME issues
guidelines on best practice in liquidity man-
agement for financial undertakings. The most
recent version of its guidelines was published
on 4 October 2010 and is modelled on similar
guidelines from the Basel Committee. The
Central Bank also sets rules on credit institu-
tions’ foreign balance. The rules define their
foreign balance as the difference between for-
eign-denominated assets and liabilities on-
and off-balance sheet. The Central Bank’s
current foreign balance rules came into force
in 2010.

The Central Bank is not authorised by law
to carry out on-site inspections in enforcing
its rules as is the FME. When acts and rules

are reviewed, consideration might be given
to increasing the authorisations to the Central
Bank and FME to request a precise break-
down of assets and liabilities, encumbrances
and conditions pertaining to them and to en-
suring that penalties are available if the re-
quested information is not provided.

As previously mentioned, the Central
Bank’s prudential rules concern credit insti-
tutions and therefore cover only part of the
financial system. There is also a risk that
such prudential rules and supervision, di-
rected exclusively at individual entities, i.e.
micro-prudential supervision, will not pre-
vent systemic risk, which can build up in the
system as a whole due to the connections be-
tween its individual entities or due to risk ac-
cumulating over a longer period.

Following the financial crisis the main
thrust of international debate has been on in-
creasing emphasis on financial supervision
aimed at preventing systemic risk from de-
veloping in the financial system. This has
been referred to as macro-prudential super-
vision. Such supervision focuses on the sta-
bility of the financial system as a whole, with
the objective of limiting systemic risk and
possible production loss due to financial
shocks. Consideration is also given to the be-
haviour of financial undertakings and their
interaction as an independent risk factor. A
more extensive examination and analysis of
macro-prudential instruments needs to be
made. The ability of authorities to promote
financial stability is based on their having the
necessary remedies to do so. It is therefore
important that such an analysis be made to
promote the long-term stability of the finan-
cial system. This subject is discussed in de-
tail in the next chapter of the report.

17 A credit institution is a financial undertaking which
has been granted an operating licence as provided
for in Points 1-4 of the first paragraph of Art. 20
of Act No. 161/2002, on Financial Undertakings.
This includes deposit institutions and various other
credit undertakings, e.g. asset leasing companies.
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Financial stability

— the third pillar of macroeconomic management

Following the financial crisis which struck in
2008, increasing emphasis has been placed on
finding methods for the overall or macro-man-
agement of the financial system. The aim is to
ensure the stability of the system as a whole,
rather than to rely solely on supervision of the
financial strength of the individual compo-
nents which comprise it. Experience has
shown that supervision of each entity is not
sufficient to ensure the stability of the system.
It is an illusion to think that the system is in
good shape merely because each of its individ-
ual entities is in good shape. It is necessary to
consider the characteristics of the financial
system as a whole and the interplay of its in-
dividual units to manage its inherent tendency
to over-expand; otherwise it could end in col-
lapse. The experience of recent years shows
that traditional economic management instru-
ments in the areas of fiscal and monetary pol-
icy have not been sufficient to prevent finan-
cial crisis. Accepted macroeconomic analysis
has up until now regarded the financial system
as an almost neutral channel for payment me-
diation and the flow of funds in the economy,
and thereby for transmission of changes in in-
terest rates and taxation. It was recognised
that setbacks in the real economy could affect
the financial system but not that the financial
system itself could be an independent source
of cyclicality. The dot.com bubble in the US
at the beginning of the 21st century and most
recently the international financial bubble
which burst with a resounding bang in 2008
have both shown that the financial system can
definitely cause disruption in the real econ-
omy if it gets out of control. To respond to this
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problem, possibilities are being examined of
applying so-called macro-prudential tools,
aimed at the entire system, to control those as-
pects of the interplay of market forces, in the
financial market on the one hand and in the
real economy on the other, which could cause
instability. The Central Bank of Iceland has
recently discussed this in two occasional pub-
lications. The former discusses monetary pol-
icy after capital controls are removed!!'® and
the latter the role of central banks in financial
supervision.!? The subject was also consid-
ered in a chapter entitled “Macro-prudential
Policy” in issue 2011:1 of the bank’s series
Financial Stability.'*

It is no simple task — having regard for
economic analysis and administrative struc-
ture — to incorporate these instruments effec-
tively in the management system. The prob-
lem arises not least from the limited experi-
ence of applying such instruments for the in-
tended purpose. Knowledge of their effects
in encouraging financial stability is therefore
limited. In many countries and under the aus-
pices of international organisations research
is currently underway as to how macro-pru-
dential instruments can be optimally applied
alongside traditional economic management
mechanisms to reinforce financial stability.
The role of this third pillar of economic man-
agement — alongside co-ordinated fiscal and
monetary policy — is to reduce the risk in the
financial system which can, firstly, develop

118 Seplabanki Islands (2010), pp. 26—44.
119" Seglabanki Islands (2011b), pp. 3847 and 59-90.
120 Seplabanki Islands (2011a), pp. 49-66.



and expand due to cumulative risk in the sys-
tem as a whole during an upswing or when a
price bubble forms, and secondly can arise
from cumulative risk in the network of indi-
vidual entities forming the system which is
not visible in micro-supervision.

8.1
Potential tools

In recent years various instruments have
been tested in many countries which are
aimed at the financial system in its entirety
and which involve direct limits on the lend-
ing activities and higher demands concern-
ing the equity and liquidity of financial
undertakings. These instruments can be ap-
plied singly or in combination to reduce fi-
nancial system overexpansion, often in
connection with other countercyclical eco-
nomic management measures. Economic re-
search in this area shows that applying the
following measures can reduce the expan-
sionary tendency of the financial system and
the risk of a collapse:

* maximum loan-to-value (LTV) ratios,
e.g. for housing mortgages;

¢ maximum debt-to-income ratios, for both
households and corporates;

* maximum leverage limits relative to assets;

* ceilings on lending growth, possibly with
a sectoral breakdown or specifically on
foreign currency lending;

¢ increased required reserves of banks;

* higher liquidity requirements;

e higher capital requirements, including
countercyclical capital requirements;

* increased requirements for loan-loss pro-
visions, including dynamic provisioning;

* limits on open foreign currency posi-
tions/currency risk, including domestic
loans linked to foreign currencies;

* restrictions on maturity mismatch of as-
sets and liabilities/liquidity risk;

* limits on interest rate risk.

All of these instruments are directed at the
financial system as a whole or a very large
part of it — and not at individual undertakings
specifically. Sometimes the rules change de-
pending upon the progress of the business
cycle — increasing in an upswing and de-
creasing in a downturn — either by a specific
decision of the authorities in each instance
or pre-determined algorithms calculated on
the basis of specific economic indicators to
counteract cyclicality. Economic studies, in-
cluding research by IMF, suggest that restric-
tions of this sort can, if properly applied,
reduce overall risk in the financial system as
a whole and thereby the probability of a fi-
nancial crisis.!?! Extensive work is currently
underway by the IMF in this area. IMF has
recently published two reports on the tasks
and instruments for overall management of
financial systems to increase their stabil-
ity.122 These include a list of potential instru-
ments similar to that above. In November
2011, IMF published a report discussing the
institutional arrangements for financial sta-
bility in various countries.!?3 This will sub-
sequently be discussed in more detail. At the
end of January 2012, a government-ap-
pointed working group in Norway delivered
its report on organisation and instruments for
macro-prudential supervision of the financial
system. Proposals are being drafted on the
basis of this report to place before the Nor-
wegian parliament, Stortinget. It is interest-
ing to note that, with regard to instruments,
it discusses primarily the use of countercycli-
cal reserves, or buffers, to increase stability
of the financial system, with less discussion
of other possible instruments for this pur-
pose.'24 It is worth pointing out, however,
that countercyclical buffers will be a special
part of a new regulatory framework for the

121 Lim, Cheng Hung et al. (2011), pp. 6-33.

122 IMF (2011c).

123 IMF (20114).

124 Finansdepartementet (Norwegian Ministry of Fi-
nance) (2012).
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EU single market which is to ensure the
transposition of Basel III rules from the be-
ginning of 2013.

A variety of provisos must be made re-
garding the conclusions of the IMF studies
referred to above. They are based on the ex-
periences of 49 states during the past 10
years. The provisos concern both the techni-
cal aspects of the study, methods and mate-
rial, as well as the scope of validity of its
conclusions. They should therefore be re-
garded as provisional conclusions. It should
be pointed out that this study was directed in
particular at systemic risk over time, at cu-
mulative systemic risk during an upswing.
As of yet, economic research has only been
directed to a very limited extent at what
could be called network risk (sometimes
called cross-section risk) in the financial sys-
tem. This refers to systemic risk which de-
velops due to the interrelationships between
those components which form the financial
system. The risk for the system as a whole
can therefore be more than the sum of the
risk limited to each individual financial un-
dertaking. Network risk can be very impor-
tant for the stability of the financial system
as a whole, as was starkly revealed following
the collapse of the Icelandic banks in 2008.
It should be pointed out that it is difficult to
assess a priori to what extent individual in-
struments — or a combination of instruments
— of this sort should be applied in each in-
stance. Furthermore, it is difficult to assess
when instruments of this sort should be ap-
plied as a precautionary measure to prevent
problems in the future or in response to prob-
lems which are already manifest. It should
also be borne in mind that the application of
these instruments involves costs, for in-
stance, due to bureaucracy and red tape,
which companies and regulators must bear;
they can also reduce growth and distort the
indications of cost-effective investment op-
tions which a market without interference
would have shown. All intervention by pub-
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lic bodies results in such impacts, which
have to be balanced against the benefits
which financial stability brings for the eco-
nomic system as a whole.

The extensive examination by an IMF
working group referred to above analysed
the ten main instruments which have been
applied to encourage systemic financial sta-
bility, cf. the list above. The specific instru-
ments can be divided into three types:

* Credit-related instruments: e.g. caps on
the LTV ratio, caps on the debt-to-income
ratio, caps on foreign currency lending
and ceilings on credit or credit growth,
application of heavier risk-weightings on
certain loans.

* Liquidity-related instruments: e.g. limits
on open currency positions/currency mis-
match, limits on maturity mismatch, and
reserve requirements which can be used
to build up buffers to meet setbacks.

o Capital-related instruments: e.g. counter-
cyclical capital requirements, time-vary-
ing/dynamic provisioning and restrictions
on profit distribution.

These instruments are generally applied to
reduce four types of risks which can threat-
en the financial system and its stability.

* Risks generated by strong credit growth,
resulting in credit-driven asset price rises
and the risk of a bubble forming;

* Risks arising from excessive leverage and
the consequent deleveraging which even-
tually results;

o Systemic liquidity risk;

* Risks related to large capital flows in for-
eign currency, including foreign currency
lending.

During the current financial crisis, approxi-
mately two-thirds of the 49 countries in-
cluded in the IMF study have used various
instruments of these sorts to boost financial
stability. In most of these countries, the ap-
plication of the instruments was part of



broader policy measures aimed at general,
macroeconomic equilibrium, including ex-
change rate adjustments and capital account
management rules. It is important that the in-
struments are used primarily to encourage fi-
nancial system stability and not to influence
the exchange rate or cross-border capital
movements. “Macro-prudential instruments
should not be confused with capital controls”
is stated, for example on p. 11 of the report
of the IMF working group previously re-
ferred to. The same applies to exchange rate
policy and taxes on cross-border capital
movements, including ideas concerning a so-
called Tobin tax (named for the UK econo-
mist James Tobin) which have been men-
tioned recently in the struggle to deal with
the financial crisis.!?* Such a tax has not yet
been levied, however. Instruments of this
sort (i.e. exchange rate adjustments and tax-
ation of capital movements) would, however,
be applied primarily to encourage general
macroeconomic equilibrium — or even inter-
national economic equilibrium — rather than
as specific macro-prudential instruments.
The ten instruments mentioned previously
are all comparable to increasing (or, as the
case may be, decreasing) cost of borrowing.
Like interest rate changes, they apply a brake
to total lending and thereby to national ex-
penditure and price developments. The inter-
est instrument, however, is primarily used to
affect price level developments. It has un-
doubtedly a considerably less direct impact
on the macro indicators of the financial sys-
tem in the short term than the direct interven-
tion resulting from the application of the ten
instruments listed above. It is precisely for
this reason that their application now is con-
sidered as conceivable to prevent shocks in
the financial system. As mentioned previ-
ously, however, their use involves unavoid-
able cost because they can dampen growth
and channel capital in directions which may
not deliver as good performance in the short
or medium term than would otherwise be

possible. If the application of these instru-
ments, however, does prevent financial
shocks growth is likely to be as high or
higher in the longer term than would other-
wise have been possible. There are various
grounds for using the above-mentioned fi-
nancial stability instruments to deal with sys-
temic risks in the financial sector. In those
countries where such instruments have been
tried, their impact has not proven to be as in-
direct and uncertain as the impact of mone-
tary policy instruments, i.e. interest rates,
and they have proven both more flexible and
more focused than most fiscal measures —
and the impact became visible more quickly.

Within the EU, there is considerable em-
phasis currently on developing and applying
instruments of this sort to deal with financial
crises. The EU Commission appears to place
the greatest emphasis on countercyclical
capital requirements as the principal finan-
cial stability instrument, as well as authori-
sations to financial regulators to use Pillar 2
to increase obligations on a group of under-
takings; individual EU member states are
looking in other directions. For example,
since lending for real estate purchases and
housing bubbles in many countries played a
major role in the current and previous finan-
cial crises, many countries have considered
general limits on LTV ratios as an especially
useful instrument to counteract overheating.

As the above indicates, the tools which
have been mentioned here as financial sta-
bility instruments — or macro-prudential in-
struments — are most often also used or have
been used by micro-prudential supervision
instruments in financial regulation of indi-
vidual entities. It is indirectly assumed here

125 Tn his article “Tobin skattur og peningastefnan”
(Tobin tax and monetary policy) in the periodical
Visbending on 23 January 2012, Gylfi Zoega, pro-
fessor at the University of Iceland, points out that
a Tobin tax levied on foreign currency transactions
in Iceland could be one component in the removal
of capital controls.
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Taxation of the financial system and financial stability

In Iceland as in many other countries, taxation
of the financial system has been under review
in the wake of the banking crisis. Three points
in particular have fuelled this discussion. In the
first place, the enormous cost resulting from the
financial crisis has been borne by parties other
than the banks’ owners and lenders. Taxation of
banks should therefore reflect this reality, if it
is not possible to prevent financial shocks in the
future. Secondly, the financial crisis has re-
vealed the indirect subsidy enjoyed by financial
undertakings due to the market’s conviction that
systemically important financial undertakings
will not be allowed to fail.!?® If no action is
taken regarding this subsidy, it distorts the com-
petitive position of the financial system com-
pared to other similar sectors. Under such
circumstances there is a risk that the financial
system will outgrow the economy and smother
other sectors which compete with it for capital
and human resources. Thirdly, the taxation sys-
tem can be applied to reduce the inherent insta-
bility of the financial system, either by taxing
capital transactions or banks’ funding.

Four main methods of specifically taxing
banks have been under discussion internation-
ally.

Taxes on banks’ assets. Such a tax is primarily
a means of revenue generation and functions
like other wealth taxes. The system could be
structured in steps to have an effect on banking
system concentration.

IMF has proposed to introduce a fax on
banks’liabilities.'*” The advantage of such a tax
over asset-side taxes is that collection of the tax
can be designed so as to positively influence
banks’ behaviour, not only by limiting their bal-
ance sheet growth. In this connection the banks’
equity and stable funding could be exempted
from the levy, as is done in the UK and Sweden.
In Iceland a tax was levied on all banks’ liabili-
ties in 2010, including their equity. Here the tax
is therefore only an income-generating measure.

The EU Commission has proposed the intro-
duction of a financial transaction tax. Although
such a tax would not be part of the EEA Agree-
ment, it could, as time progresses, affect Iceland
since it is assumed it must be paid if at least one

party to the transaction is within the EU. The
Commission’s proposal is that from 2014 on-
wards a tax of 0.1% will be levied on all transac-
tions with financial instruments except deriva-
tives which will bear a levy of 0.01%. A specific
tax on financial transactions has the advantage of
possibly reducing herd behaviour and negative
market fluctuations. These ideas are closely re-
lated to ideas of a Tobin tax on foreign currency
transactions as discussed by Gylfi Zoega in his
article in Vishending in January 2011.

Finally, there is the possibility of a special tax
on banks’ profits and salaries. Such a tax was
introduced in Iceland in 2012. Specific taxation
of banks’ profits and salaries can serve an eco-
nomic management purpose. On the one hand
the Treasury, through such a tax, can recover
part of the rent which is created in the banking
system as a result of the indirect guarantee
which banks appear to enjoy, as discussed pre-
viously in this report. On the other hand, no
VAT is paid on financial undertakings’ transac-
tions, as it would be difficult to impose such
taxation. A specific tax, e.g. on banks’ salary
cost, could prevent this special position of fi-
nancial undertakings from skewing their com-
petitive position compared to other comparable
undertakings, e.g. in the competition to recruit
well qualified employees.

Special taxation of financial undertakings
raises many issues of contention, e.g. whether
the tax would encourage risk appetite because
the view is that it provides more funds available
to rescue banks. People also disagree as to how
much taxation can be levied before it has a re-
straining effect on growth.The EU has in part
responded to ideas on macro-prudential instru-
ments in two ways, firstly with the establish-
ment of the European Systemic Risk Board
and, secondly, by drafting a directive and a reg-
ulation transposing Basel III rules into Euro-
pean law (CRD IV and CRR).

126 Recent UK, Norwegian and Swedish studies sug-

gest that this subsidy could be equivalent to half
the total profit of the largest banks. See further
Section 4.2.1.

127 IMF (2010).



European co-operation and macro-prudential instruments

The European Systemic Risk Board was estab-
lished by Regulation No. 1092/2010, and began
work at the beginning of 2011. The Board is in-
tended to participate in preventing or mitigating
risks to the European financial system. The
Board is comprised of the Governors of the EU-
27 central banks, the President of the ECB (who

serves as Chairman of the Board), the heads of

the three new EU supervisory bodies in the fi-
nancial market (EBA, ESMA and EIOPA) and
a representative of the EU Commission. The
heads of the supervisory bodies of the Member
States have observer status. The ECB provides
support systems for the European Systemic
Risk Board.

The Board sets up information systems and
monitors statistical indications of potential cu-
mulative systemic risk, and can request infor-
mation concerning individual financial under-
takings from European supervisors. The Board
itself has no instruments to counteract systemic
risk. However, it is intended to issue warnings
of risk and imminent threats to the EU Council.
In addition, the Board can make proposals to
the relevant EU institutions and Member States
for actions to reduce risk. Up until now, the
Board has issued three proposals. They con-
cern: 1) how loans in foreign currency shall be
handled to reduce banks’ foreign currency risk;
2) how the risk of banks dependent upon short-
term financing in USD can be reduced; 3) the
establishment and structure of member states’
macro-prudential boards or institutions. The
Systemic Risk Board is to monitor the response

that they be available for use as systemic
management instruments if required. It is
therefore extremely important that it be
stated clearly and definitely when they are
used to reinforce systemic financial stability
and when for micro-supervision purposes.
Obviously there is a need for close collabo-
ration and harmonisation among those insti-
tutions which are responsible for micro-
supervision and those which intend to use
the tools of micro-supervision for purposes

of the relevant institutions to its warnings and
proposals, and demand improvements if it con-
siders the actions to be insufficient.

Four sections in the Commission’s proposal
for a draft Capital Requirements Directive IV
(CRD IV) can be regarded as macroeconomic
instruments.

The (home supervisory) authorities can de-
termine the size of countercyclical capital
buffers to respond to macroeconomic disequi-
librium. The buffers can add as much as 2.5%
to banks’ equity.

The authorities can alter risk weightings of
real estate mortgages.

The authorities can make additional capital
requirements of undertakings or a group of un-
dertakings on the basis of the second pillar in
the CRD for purposes of overall systemic man-
agement.

The EU Commission is authorised to increase
prudential requirements for the EU as a whole
(Art. 122).

The plan is to implement the Regulation on the
Systemic Risk Board and the CRD IV Direc-
tive and Capital Requirements Regulation
(CRR), which will introduce Basel I1I rules, in
the EEA Agreement. Although both aspects
may be subject to some adaptation, not least
due to constitutional arrangements in EFTA
states, it is clear that the continuing transposi-
tion of EU rules will affect the development of
the framework for systemic instruments within
the EU.

of systemic financial stability. It could some-
times prove difficult to ‘ride double’ on the
instruments which come into consideration.
Added to this need for co-operation is the
need for consistency between this third pillar
of economic management and those of mon-
etary and fiscal policy.

The following section discusses the defi-
nition of the concept of financial stability in
more detail and how the financial system can
best be managed as a whole by incorporating
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instruments of this sort in the macroeco-
nomic management system. Considerations
from various perspectives must be co-ordi-
nated when these instruments are applied, as
it is conceivable that conflicts can arise be-
tween macro-prudential measures on the fi-
nancial market, on the one hand, and interest
rate decisions or changes in taxation — or de-
cisions in connection with micro-supervision
— on the other. This new pillar of economic
management is still in the formative stages
and special tools suitable for it are likely to
be developed as time progresses.

8.2

Financial stability — definitions
and measurements

8.2.1
Definitions

The Central Bank of Iceland’s definition of
financial stability in its publication of the
same name, which has appeared unchanged
each year since 2005 (twice a year actually
since 2010), is as follows:

Financial stability means that the financial
system is equipped to withstand shocks to the
economy and financial markets, to mediate
credit and payments, and to redistribute risks
appropriately.

It is important to consider the definition of
the said concept carefully when one or more
agencies are entrusted by law with the re-
sponsibility of supervising financial stability
and for actions to promote it in the economy
as a whole.!28

The definition used by the Central Bank of
Iceland is similar to definitions applied by
central banks in various other countries, e.g.
Norway, Switzerland and Germany. For the
definition to be useful in practice, the prob-
lem lies not least in finding economic statis-
tics or indicators which fit it. What is meant,
for instance, by the word ‘shock’ in this con-
text? How should the scope and frequency
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of shocks be measured, what causes them
and what processes determine whether they
occur to a decisive extent? When and how
are credit and payments mediated or risk re-
distributed ‘appropriately’?

Tommaso Padoa-Schioppa, a former mem-
ber of the ECB Executive Board, defines fi-
nancial stability in a manner similar to the
Central Bank of Iceland, but proposes adding
several important words to this brief text, as
follows: “Financial stability is a condition in
which the financial system is able to with-
stand shocks without giving way to cumula-
tive processes which impair the allocation of
savings to investment opportunities and the
processing of payments in the economy.”!??

In referring to cumulative processes, Padoa-
Schioppa directs attention to a series of
events which can cause financial system
shocks in an unforeseeable manner, viewed
from the perspective of each individual fi-
nancial undertaking, but which could con-
ceivably be detected somewhat in advance
by an analyst viewing the system as a whole.
An example of this would be the liquidity
position of the financial system as a whole,

128 In the Central Bank’s 2005 issue of Financial Sta-
bility, the concept is described on p. 53 as depend-
ent upon two conditions: “(1) that the key
institutions in the financial system are stable, in
that there is a high degree of confidence that they
continue to meet their contractual obligations with-
out interruption or outside assistance; and (2) that
the key markets are stable, in that participants can
confidently transact in them at prices that reflect
the fundamental forces and do not vary substan-
tially over short periods when there have been no
changes in the fundamentals.” This was based on
a definition by Andrew Crockett in his address
“Why is Financial Stability a Goal of Public Pol-
icy?”, presented at the symposium Maintaining Fi-
nancial Stability in a Global Economy, sponsored
by the Federal Reserve Bank of Kansas City in
1997. As can, in fact, be seen, there are difficult as-
sessments involved in this description, but it does
show clearly what is to be assessed.

129 BIS (2011), pp. 32-33. This report has an inform-
ative discussion on pp. 27-33 on attempts to defi-
nite financial stability.



not least foreign currency liquidity. This po-
sition is possibly not generally assessed by
each individual financial undertaking, which
is primarily concerned with its liquidity in
domestic currency. Difficulties in this respect
can arise for the system as a whole if foreign
financial markets close. The same applies to
the effects on the system as a whole (network
impact) of interaction and correlation be-
tween the parties it is comprised of, as well
as to the effects of the interaction of the real
economy and the financial sector. Individual
undertakings can seldom foresee such effects
or take them into account. It is these exter-
nalities which can call for intervention on the
part of the authorities.

8.2.2
Measuring financial stability

Extensive research has been carried out in re-
cent years on quantitative measurement of fi-
nancial stability — or the lack of it. Such
measurements can be made using figures on
the operations and balance sheet of financial
undertakings, and also with statistics on
other aspects of the economy. In 2005, IMF
published a Compilation Guide for Financial
Soundness Indicators, FSIs. Such indicators
are intended to show the status and outlook
for financial undertakings and their clients;
they are intended to be useful in analysing
the strength of financial systems and for their
supervision. This is done with the aim of in-
creasing stability and reducing the probabil-
ity of shocks to the system. The Central
Bank of Iceland published figures for the
Icelandic financial system in line with these
guidelines in its Financial Stability report in
2005. The bank’s indicators corresponded to
those 12 indicators defined by IMF as the
core set, which were compiled especially
from accounts of financial undertakings.
Such measurements have not been published
since then in the same manner, although this
would have been desirable. Establishing sys-

tematic quantitative methods of monitoring
the stability of the Icelandic financial system
should in fact be a priority. IMF’s guide on
the regular gathering of 39 financial stability
indicators, of which 12 form the above-men-
tioned core set, is useful. The experience of
the 2008 financial crisis gives cause to place
strong emphasis in the future on the collec-
tion of data and analysis of indicators con-
cerning financial stability. Such analysis is a
premise for realistic supervision of the finan-
cial system as a whole and for measures to
reinforce its stability.!3 Special emphasis
should be placed on finding and monitoring
early warning indicators. It has been pointed
out, for instance, that when overconfidence
in financial market innovation is combined
with astronomical compensation of parties
responsible for issuing innovative financial
instruments and managing the assets of oth-
ers, there is reason to fear a financial cri-
sis. 131

8.3
Statutory role

The most effective way to direct attention to
financial stability policy as an important as-
pect of economic management is to codify
its objectives in law and entrust its imple-
mentation to a specific public authority in the
same law. This means that the authority is to
ensure oversight of systemic risk and finan-
cial system stability and to be responsible for
a co-ordinated response when this is needed.

Consideration must be given as to how
best to enshrine in legislation (or a formal
statement of duties) the objectives of finan-
cial stability and its supervision — together
with the instruments provided to the regula-
tory authority for this purpose. It naturally
makes a difference that an approved list of

130" Updating the FSI statistics from 2004 to the present
day is under consideration. The Central Bank is in-
terested in reinstituting FSI practices once more.

131 Wooley (2010).
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such instruments does not yet exist even on
paper, not to speak of having been applied in
practice. Most of the instruments which have
been mentioned are the same as are used for
micro-prudential supervision, e.g. capital re-
quirements, liquidity requirements, maxi-
mum LTV ratios, etc. Here interest rate
changes, changes in taxation and controls on
capital movements could also be appropriate.
Control of these instruments is generally
spread over a considerable number of insti-
tutions and public bodies. The above is in
fact a premise for effective overall financial
system supervision, i.e. macro-prudential su-
pervision. Such supervision cannot be imple-
mented properly unless the objectives have
been defined and made measurable/visible,
and the instruments defined and provided to
a specific authority. While it is admittedly
not an easy task to define the concept of fi-
nancial stability precisely — although it is
often and widely presented with scholarly
overtones — that does not mean an attempt
cannot be made.

8.4

Optimal overall supervision of
the financial system'*

It depends naturally on the purpose and in-
struments used how tasks should be divided
in supervising and managing the financial
system. In principle, there is one common
objective aimed at — i.e. financial stability —
but this objective is multi-faceted and the
management instruments of various types.
As previously mentioned, no specific instru-
ments have yet appeared which are intended
solely for macro-prudential supervision and
management. Generally speaking macro-su-
pervision instruments are intended to deal
with risk affecting the system as a whole and
which may be greater than the sum of the
risks of individual entities in the system.
Discussion of macro-supervision of the fi-
nancial system can include three dimensions.
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Firstly, there it the cyclicality dimension. It
involves actions to counteract the tendency
of the financial system to follow economic
cycles — or even amplify them — and the
cyclical effects of supervisory rules directed
at entities in the system which have inherent
tendencies to magnify cycles because it is
easier for financial undertakings to comply
with the rules in an upswing and more diffi-
cult in a downturn. To counteract these cycli-
cal factors, requirements for contributions to
reserves (risk buffers) need to be increased
in an upswing, then reduced (or reserves
themselves freed up) in a downturn. Variable
capital and liquidity requirements to counter
cyclical effects (especially the tendency to
over-expand) can be based either on discre-
tionary decisions by the regulator or pre-de-
termined formulas. To this end, central
banks’ policy interest rate decisions are also
of conceivable use within certain limits to
encourage financial stability, i.e. ‘to lean
against the wind’, as is sometimes said, as
long as they do not counteract the central
bank’s principal objective of price level sta-
bility. Economic cycles affect all financial
undertakings and thereby the entire system.
Countercyclical adjustment of capital and
liquidity requirements therefore applies to all
entities equally and is intended to even out
fluctuations in the activity of financial un-
dertakings and the national economy.
Secondly, there is a network dimension,
sometimes referred to as a cross-sectional di-
mension, to systemic risk in a financial sys-
tem — and thereby in efforts to manage this.
This refers to the fact that different financial
undertakings and market actors can cause
systemic risk to a varying extent, depending
on how and to whom they are financially
connected. In order to offset such risk, efforts

132 This section is based in part on the following
works: Clark and Large (2011), BIS (2011), Davies
and Green (2010) and Large (2010). See also re-
ports from the IMF and the Norwegian Ministry of
Finance referred to in Section 8.1 above.



are made to apply stricter rules or levy higher
fees for insurance/guarantees provided by
public authorities for undertakings which
create high systemic risk through their activ-
ities and by adopting rules as to the connec-
tions between financial market actors which
are allowed and which are not. This refers
not least to the fact that connections and cor-
relation between the entities which form the
financial system can serve as a source of sys-
temic risk. This risk is not visible from
merely examining each entity or undertaking
individually, as mentioned previously.

The third dimension in stability manage-
ment of financial systems concerns the or-
ganisational type of financial undertakings
and financial market infrastructure. It could
be called the structural dimension. This con-
cerns rules that limit risk-taking and increase
the robustness of financial system infrastruc-
ture. The former includes e.g. requirements
for minimum initial capital and other license
requirements of financial undertakings, com-
petition rules which directly influence com-
pany size and concentration in the financial
industry, rules on what activities undertak-
ings may carry out, tax policies which can
affect leverage and changes in management
incentive systems, stock options, etc. The lat-
ter refers, for instance, to real-time gross set-
tlement systems, central netting and clearing
arrangements and other such financial mar-
ket infrastructure. Aggregate risk increases
as the risk of individual undertakings be-
comes more similar and the number of un-
dertakings in the market decreases; this
creates an oligopoly and concentration of
risk. In view of this, it is evident that various
structural rules must be dependent upon the
current market circumstances at any given
time and as a result change as time pro-
gresses. For this reason there may not be a
clear distinction between cyclical instru-
ments and structural ones, with the former
varying through time while the latter are set
once and for all.

To some extent it can be maintained that
authorities can, within certain limits, decide
whether to apply strict financial rules and su-
pervision of the activities of financial under-
takings as they are currently structured or to
adopt legislation to alter their structure to
make them intrinsically solider. The proposal
for changes in bank structure which has at-
tracted the most attention following the
banking crisis of recent years is without
doubt the proposal to separate the activities
of commercial banks and investment banks.
Such a separation, it is contended, would
make the banking system more secure and
reduce the tendency to extreme cyclicality,
in addition to facilitating possible public sup-
port for financial undertakings in time of
need for only those activities which comprise
indispensable services for people and busi-
nesses, and not activities involving risky in-
vestments, whether financial market specula-
tion or other high-risk investments.

8.5

Separation of commercial bank-
ing and investment banking

The proposal to separate these two is
prompted by the view that recent bank diffi-
culties resulted from bank managers and
owners using the funds at the disposals of
banks and other deposit institutions — not
least deposits — for high-risk investments and
questionable speculation on international fi-
nancial markets. In this manner, investment
banking activities benefited from deposit
guarantees intended to protect consumers’
interests together with the implicit state guar-
antee of all banks considered too big to fail.
This could be remedied to some extent with
stricter statutory provisions prohibiting nor-
mal commercial banking activities and pro-
prietary trading by the same company. There
is no doubt that it was precisely the unfortu-
nate link between deposit taking and invest-
ment activities which played a major role in
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the 2008 crisis. The SIC also concluded that
Icelandic banks had to an increasing extent
pursued investment banking activities during
the period preceding their collapse.

Unfortunately it is extremely difficult to
adopt simple statutory provisions on this
separation which achieve the intended pur-
pose.

In the first place, it is very difficult to de-
fine in a simple manner in a legal text the dif-
ference between normal commercial banking
activities, on the one hand, and investment
banking activities on the other, simply be-
cause of the floating boundary between dif-
ferent types of debt instruments. Some in-
struments are considered to be part of invest-
ment banking activities while others are part
of regular everyday services for business op-
erations and households. If an attempt is
made to enshrine in law provisions on the
line separating the two, there is a danger that
ways will soon be found to circumvent this.
This was the US experience, as legal provi-
sions existed there separating commercial
banks and investment banks from 1933 to
1999, the so-called Glass-Steagall Act, which
was adopted following the Great Depression.
The provisions were originally very strict, but
were gradually watered down, especially after
1980, and finally repealed in 1999.

Secondly, it could be pointed out that it
was not only large universal banks — com-
bining commercial and investment bank-
ing!33 — which were involved fatefully in the
banking crisis. It also struck both large and
medium-size commercial banks and savings
banks,'34 to a very limited degree involved
in proprietary trading — which a narrow
banking rule would have prevented.!3?

Thirdly, it can be argued that even if only
special, separate institutions pursued invest-
ment banking activities, while on the other
hand there were purely commercial banks,
the same sort of self-fuelling interaction
could develop between the two as developed
within the large universal banks during the
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period preceding the 2008 crisis. This could
occur if commercial banks originate loans
(e.g. housing mortgages) which they then
sell to investment banks which process them
further, perhaps securitising them with var-
ious types of debt instruments for the CDO
market. This could result in a rising spiral
between two separate banks, since the incen-
tives for such business apply in the same
manner between companies as within them.
Such a process generally begins with overly
optimistic credit assessment, resulting in
more favourable pricing of credit for the
borrower. This situation can develop just as
easily in transactions between two banks,
where one is a pure commercial bank and
the other a pure investment bank, even
though each pursues only its own specialised
activities — and respects the Volcker rule in
all respects — as within a universal bank. The
structural change alone is not sufficient. Ac-
tions and rules are needed which affect
credit granting itself, whoever handles it, in
order to restrict the cyclical nature of the fi-
nancial system.!3¢

The British Independent Commission on
Banking, led by Sir John Vickers, was to ex-
amine proposals, on the one hand, for struc-
tural improvements to the UK banking
system and, on the other hand, for other re-
lated improvements which could promote fi-
nancial stability and competition on the
financial market. The commission delivered
its report in September 2011. It proposed
‘ring-fencing’ of investment banking activi-
ties and normal commercial banking activi-
ties within the same group, rather than total
separation.

133 E.g. Citi, RBS and UBS in the US and the UK, or
Landsbanki, Glitnir and Kaupthing in Iceland.

134 E.g. HBOS, Northern Rock and Indymac in the UK

and US.

Such as, for example, the so-called Volcker rule,

named for Paul Volcker, former Chairman of the

US Federal Reserve, see reference below.

136 Turner (2010), pp. 59-60.
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The British Independent Commission on
Banking also proposed considerably higher
capital requirements, especially for commer-
cial banking activities.!3’

These proposals are regarded as rather
complex in implementation. They involve an
attempt to preserve the efficiencies which
can result from universal banking activities,
while at the same time reducing the tendency
to take risks incautiously, increasing banks’
capacity to withstand losses without requir-
ing public support.

New US legislation takes a different route,
with strict rules on separation and enshrining
in law the so-called Volcker rule on separa-
tion previously mentioned. Briefly, the gist
of this rule is that deposit institutions, i.e.
commercial banks and savings banks which
accept deposits from the public, are prohib-
ited from proprietary trading in stocks and
bonds — except for US Treasury bonds — or
from owning holdings in or being connected
to hedge funds or equity funds.!38

Around mid-January 2012, it was reported
that Michel Barnier, the EU Commissioner
responsible for the single market, had se-
lected Erkki Liikanen, governor of the
Finnish Central Bank, to chair a committee
which is to investigate whether it is advisable
to adopt the US Volcker rule on separation
or the proposals of the Vickers report on
ring-fencing in all the EU and EEA member
states.!3% The committee is to deliver its con-
clusions in the autumn of 2012. These differ-
ent ideas and proposals for separation of the
two areas of banking activities are disputed,
but no doubt the outcome of this will be that
a sharper distinction will be made between
them, whichever route is taken.

It is important to follow international de-
velopments in this area closely before deci-
sions are taken in Iceland on radical changes
in the structure of banks and other financial
undertakings. It appears evident that finan-
cial stability can be increased if a clearer dis-
tinction is made between these two areas of

banking activities. At the moment, the dan-
ger signs of undesirable connections be-
tween these two business segments are not a
special cause for concern in Iceland’s newly
resurrected financial system. In view of the
experience gained at high cost, there is good
cause to be on guard and not to exclude the
separation or demarcation of these business
segments in future arrangements, not least if
international developments head in this di-
rection. Here it could be appropriate to fol-
low up on separation definitively from the
start through guidelines issued by FME,
which could be codified in more formal rules
in light of experience of their implementa-
tion.

8.6
Different objectives

It goes without saying that conflicts can
occur between the objectives and actions
taken for macro-supervision, on the one
hand, and micro-supervision on the other.
These two areas of supervision, which may
need to use the same instruments, although
for different aims, can oppose one another.
Monetary policy and competition measures
can also conflict with macro-prudential su-
pervision of the financial system. Consider
possible clashes between micro- and macro-
supervision. It is quite conceivable — and in
fact there are direct examples of this — that
even though all financial undertakings in the
market were well protected by good risk
management and large buffers on their bal-
ance sheets, and satisfied all the require-
ments of micro-supervision, the financial

137 Independent Commission on Banking (2011), pp.
7-78.

138 The Dodd-Frank Wall Street Reform and Con-
sumer Protection Act, SEC. 619. Prohibition on
Proprietary Trading and Certain Relationships
with Hedge Funds and Private Equity Funds.

139 http://ec.europa.eu/commission 2010-2014/
barnier/headlines/news/2012/01/20120116_en.htm
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system as a whole could be unsteady, for ex-
ample, due to its homogeneity and concen-
tration risk, which could even have arisen in
part as a result of official rules in connection
with micro-supervision. Thus it is possible
that the same type of risk management by
most financial undertakings as a result of di-
rect provisions — or guidelines — in the
micro-supervision rules of regulators could
contravene what would be desirable from the
perspective of the whole, even if each entity
were well managed. Consideration must
therefore be given in advance to how such
conflicts should be resolved and the most
favourable way to assign responsibilities to
institutions for such resolution.

8.7
Transparency and responsibility

It is important that all actions by authorities
to ensure financial stability are well ground-
ed and access provided to decisions taken to
this end and the grounds underlying them as
promptly as possible. Care must also be gen-
erally taken, however, to time the publication
of decisions of this sort so as not to harm the
market. There are examples where news of
emergency loans from central banks to im-
prove a bank’s liquidity has resulted directly
in a run on the bank concerned. Thus un-
timely transparency can work against the ac-
tual purpose of the emergency loan, even
though it was intended to instil confidence
in the credit institution concerned. It is a del-
icate question. Macro-prudential actions,
however, should generally be easier to han-
dle in this respect than micro-actions, di-
rected at a single or a few undertakings. On
the other hand, it is by nature more difficult
to disclose information on macro-prudential
actions on the financial market than, for in-
stance, interest rate changes made as part of
monetary policy. The challenge is not least
that it is more difficult to define the objec-
tives and success of actions in the area of fi-
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nancial stability in clear and simple lan-
guage. Unfortunately, there is no simple in-
dicator measuring financial stability in the
same manner as price stability, as measured
by the CPI, is a simple yardstick of the suc-
cess of monetary policy. Inflation by this
measure is sometimes the trigger for official
macroeconomic management measures, €.g.
interest rate changes. This connection has
now become well known. The same does not
apply to financial stability. Apart from this,
however, transparency and making decisions
and the grounds for them public in a pre-
dictable manner is the only way to ensure in-
formed scrutiny of the decisions and re-
sponsibility of authorities in this policy area
as in others. Experience of monetary policy
shows that it takes a long time to create pro-
cedures and find a suitable channel for infor-
mation and decisions on issues of this sort,
which will give the public clear insight into
the conduct of affairs.

8.8

What institution should be
entrusted with responsibility for
financial stability policy?

What institution or institutions should be en-
trusted with macro-prudential policy? This
question concerns so many areas of eco-
nomic management and includes so many
conceivable instruments that it is not easy to
arrange according to the procedure ‘one ob-
jective — one instrument — one authority’,
which is generally applied in other areas of
macroeconomic management, not least in
monetary policy. Added to this is the fact that
in managing entire financial systems,
choices sometimes have to be made between
different objectives which are at odds with
one another. Such a choice can be a politi-
cally contentious issue, and it is not given
that it can be entrusted to an executive body
which has no political mandate from the
electorate. For this and other reasons, various



financial authorities will generally concern
themselves with financial stability in some
manner.

If regard is had for the tasks and human re-
sources of those institutions which currently
work in related areas, it is clear that the Cen-
tral Bank has access to a greater extent to the
expertise needed for financial stability pol-
icy, or is better placed to obtain this, than
other bodies which could be considered. The
Central Bank, which is responsible for im-
plementation of monetary policy, as a result
has insight into the environment of the finan-
cial system in broad terms. The Central Bank
is entrusted by law with various tasks com-
patible with central banking activities. It is
to preserve the country’s currency reserves,
encourage an effective and secure financial
system, including domestic and cross-border
payment mediation. According to the provi-
sions of the Central Bank Act, the decisions
of its Monetary Policy Committee are to be
based in part on a thorough assessment of the
situation and outlook for financial stability.
Furthermore, the Central Bank also has a
limited micro-supervisory role with regard
to the liquidity position and foreign currency
balance of credit institutions, both of which
are connected with its statutory role. FME,
however, is the general micro-supervisory
institution and as a result has special expert-
ise concerning the entities of the financial
system — also regarding their liquidity and
foreign balance. The Act on Official Super-
vision of Financial Activities and the Central
Bank Act have provisions on mutual ex-
change of information by FME and the Cen-
tral Bank and on a co-operation agreement
between them. Their most recent co-opera-
tion agreement, concluded at the beginning
of 2011, provides specifically for co-opera-
tion on supervision of the financial system
with macro-prudential objectives.!40

The Ministry of Economic Affairs is a li-
aison between the two above-mentioned in-
stitutions and the political system, and has a

formative influence on the legislation and
regulatory framework of financial services;
it also lays down the individual aspects of
policy objectives. It does not, however, ap-
pear desirable for a ministry to be the direct
implementing body applying the instru-
ments, in part with reference to the fact that
it is the Ministry’s role to shape the regula-
tory framework and adopt detailed objec-
tives for the overall management of the
financial system. FME, which is and has
been a purely micro-supervisory institution,
appears not to be currently equipped to un-
dertake macro-supervision of the financial
system in addition to its current tasks. It
could be said, in fact that the increasing em-
phasis on macro-supervision of financial
markets throughout the world in recent years
has been effected because it became clear
that special efforts were needed to monitor
financial systems in their entirety, rather
than merely focusing on the financial situa-
tion and risk of individual financial under-
takings — this narrow focus has not proven
satisfactory. To emphasise the change in di-
rection regarding the financial market it
would be desirable to entrust an authority
other than FME or the Central Bank with ul-
timate responsibility for overall manage-
ment instruments. In this connection it could
be pointed out that, since the entities in the
Icelandic financial system are relatively few
in number there is likely to be less difference
between micro- and macro-supervision in
this country than is generally the case in
larger countries with a more diverse finan-

140" The new agreement concluded at the beginning of
2011 provides for considerably closer collaboration
between these institutions than previously. Empha-
sis is placed on defining explicitly the responsibil-
ities of each institution and the division of tasks
between then. Among other things, the institutions
are expected to collaborate in assessing systemic
risk for the Icelandic financial system as a whole.
The co-operation agreement is included as an ap-
pendix to this report.
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cial system.'4! However the basic difference
— the essential difference — is the same re-
gardless of the size of the financial system.

The entity entrusted with responsibility for
macro-supervision of the financial system
and to direct the same will, without any
doubt, be dependent upon co-operation with
other authorities — above all with the Min-
istry of Economic Affairs, the Ministry of Fi-
nance, the Central Bank and FME, which
will, other things remaining equal, continue
to carry out micro-supervision as well as su-
pervision of financial market conduct and
consumer protection.'#? Firstly, the authority
responsible for financial stability will require
data and information from those parties
listed above on government policy and a va-
riety of statistics, on both the financial mar-
ket and related markets and on the economy
in general. Secondly, this authority will need
access to qualified personnel to analyse, on
the basis of best available data, the financial
market situation and outlook and to assess
whether actions on its part are required. In
the third place, the institution responsible for
financial stability policy will generally be
dependent upon one of the above-listed gov-
ernment institutions for the implementation
of those actions required to ensure financial
stability. This implies a need for harmonising
views and co-ordinating forces. This could
be done in some sort of council or committee
with the statutory role of promoting financial
stability and directing analysis, supervision
and actions in this area.

This group could be called the Financial
Stability Council, and would include repre-
sentatives of the above-mentioned ministries
and agencies, preferably with additional in-
dependent, outside representatives with suit-
able experience and expertise. Services for
the Council, both secretarial and research
services, could be entrusted to existing ana-
lytical departments, e.g. within the Central
Bank or the Ministry of Economic Affairs.
The Council’s efforts to achieve joint objec-
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tives could be furthered through active co-
operation with analysts in the Central Bank,
FME, the Competition Authority, ministries,
universities and financial undertakings. It ap-
pears desirable to build this work on the
basis already laid down, on the one hand,
with the agreement on appointing the finan-
cial stability committee — which has operated
for several years under the leadership of the
Ministry of Economic Affairs with represen-
tatives of the Ministry of Finance, the Prime
Minister’s Office, FME and the Central
Bank!4? — and on the other through the co-
operation agreement between FME and the
Central Bank signed in January 2011. The
co-operation agreement provides, among
other things, for regular meetings of the
Governor of the Central Bank and the Direc-
tor General of FME at least semi-annually to
discuss financial stability, and for the forma-
tion of a joint risk assessment group to eval-
uate risks facing the financial system with
analysts from both institutions. These three
venues: the financial stability committee,
with a new mandate and composition; regu-
lar meetings of leaders of FME and the Cen-
tral Bank; and organised co-operation be-
tween FME and the Central Bank in analy-
sing systemic risk in the financial system, in
fact form an operating basis for a Financial
Stability Council if such were appointed. It
could be advisable, at least to begin with, to

141 As was pointed out in Chapter 6 of the report, con-
centration on the banking market is not limited to
Iceland: the combined market share of the four
largest banks in Sweden, Norway and Finland is
over 90%.

There is in fact reason to examine whether it is fea-
sible for FME to supervise market conduct and
consumer protection on the financial market; these
tasks could perhaps not less be entrusted to the
Competition Authority and/or the Consumer
Agency. These tasks are in many respects of a dif-
ferent nature than supervision of the financial situ-
ation of financial undertakings.

Efnahags- og vidskiptaraduneytid (Ministry of
Economic Affairs) (2010a).
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obtain secretarial and analysis services for
the Council from the Central Bank, with the
participation of FME employees in risk as-
sessment for the financial system in its en-
tirety. This would involve the special joint
risk assessment group of the two institutions
which is already at work and is intended to
weave together micro and macro assess-
ments of risk in the financial system.

The Stability Council could be effective in
‘peace time’, when there is considerable time
to bring up questions which need to be ex-
amined and discussed carefully, not least if
there are considered to be problems arising
in their early stages of concern to the entire
financial system. The most favourable ar-
rangements for consultation between the
government and institutions once a crisis has
hit is a different question, however.

8.9

Prevention and recovery
mechanisms

The macro-prudential instruments listed
above to manage the financial market as a
whole refer in particular to preventive and
prudential measures determined in advance.
There is also a group of financial stability in-
struments which are primarily for recovery
if things go wrong. Among them are lender
of last resort arrangements for financial un-
dertakings which have encountered payment
difficulties but are not insolvent, which are
the province of the Central Bank. This is
sometimes referred to somewhat euphemisti-
cally as liquidity provision due to payment
difficulties. Also included in this category is
a special resolution regime to administer the
financial affairs of financial undertakings
which face serious financial difficulties or
are even insolvent. Such arrangements could
perhaps be classified as crisis management
instruments rather than macro- or micro-su-
pervision instruments. They do, however, de-
finitely concern financial stability and with-

out doubt affect expectations of the under-
takings’ management and thereby their mar-
ket conduct. Arrangements of this sort must
be carefully enshrined in acts and rules so
that it is clear to market players how the pub-
lic authorities will respond if difficulties of
this sort arise. These recovery instruments
could be said to have closer connections with
their objectives (i.e. to help banks avoid in-
solvency or see to the orderly winding-up of
a bank which has ended up in financial dif-
ficulties, in part to avoid market contagion)
than do the preventive instruments which
were mentioned for supervision of the finan-
cial market as a whole. For this reason it is
generally relatively obvious what institution
should optimally be entrusted with imple-
mentation when dealing with such problems.
This applies not least to cases which may in-
volve allocation of public funds. In such
cases the Ministry of Finance naturally has
a key role.

8.10

Resolution and recovery
for financial undertakings in
difficulties

The takeover of financial undertakings
which face serious financial problems or are
actually insolvent, their restructuring, wind-
ing-up and related actions have been subject
during the past three years to provisions of
the emergency legislation, No. 125/2008, on
the Authority for Treasury Disbursements
due to Unusual Financial Market Circum-
stances etc., the government’s statement on
deposit guarantees and provisions of the Act
on Financial Undertakings. Provisions au-
thorising intervention in the operations of a
financial undertaking in financial difficulties
remain, however, Temporary Provisions of
Act No. 161/2002, on Financial Undertak-
ings, and unless altered expire on 1 July
2012. It is necessary to set a legal framework
which can be used in the longer term for
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these recovery and resolution issues. The ob-
jectives of government actions when finan-
cial undertakings face difficulties should be
to limit the flight of capital and systemic risk,
as well as encouraging stability in business
and industry. The actions and participation
of government when financial undertakings
are in difficulties is the subject of energetic
research by universities, ministries, central
banks and financial regulators in Europe, the
US and elsewhere in the world, and the draft-
ing of proposals for improvements. The EU
is preparing harmonised legislation in this
area for its member states, and a draft direc-
tive on the subject is expected to be pub-
lished soon. Once approved, the directive
will go through the legislative procedure in
the Council and the European Parliament,
which could take 1-2 years. The directive
will likely be included in the EEA Agree-
ment, and subsequently transposed into Ice-
landic law. Experience of the implement-
ation of the emergency legislation of 2008
has shown tangibly how urgent it is to en-
shrine in law clear provisions as to how cases
of this sort should be handled.

8.11
International co-operation

All aspects of financial management, wheth-
er macro-prudential management or micro-
supervision of the domestic financial market,
are also relevant for cross-border financial
activities. The matter is naturally more com-
plex when both undertakings and authorities
in other countries are involved, since there
are differences in both laws and the regula-
tory environment and, possibly, in the eco-
nomic situation as well. For this reason it is
necessary to increase regular cross-border
exchanges between supervisory bodies re-
sponsible for these issues, both on a bilateral
and multilateral basis. It is important to es-
tablish such relations while financial activi-
ties are proceeding normally, with few com-
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plications, to ensure that the communication
routes are known and accessible when prob-
lems arise. The experience of recent years
shows clearly how important and useful such
co-operation can be. In August 2010, an
agreement was adopted on such a basis for
cross-border co-operation between Nordic
and Baltic countries to ensure financial sta-
bility and co-ordinate responses to financial
shocks which affect more than one country.
The agreement is based on an EEA accord of
June 2008.144 In addition, FME has observer
status in new EU supervisory institutions for
financial supervision, as do its sister institu-
tions in EFTA/EEA states, based on Ice-
land’s EEA membership. Formal transposi-
tion is planned of regulations on the institu-
tions in the EEA Agreement which will for-
malise FME’s participation.

8.12

Financial stability legislation —
umbrella legislation for financial
activities

An examination is needed of the benefits of
adopting framework legislation for all activ-
ities of Icelandic financial undertakings and
institutions to ensure that the same provi-
sions apply to financial security, investment
of undertakings’ assets and their financial
market conduct, the eligibility and qualifica-
tions of employees and management in this
sector, whatever the stated objectives of in-
dividual undertakings or institutions may be.
Such ‘umbrella legislation’ could ensure that
such provisions apply equally to banks, se-
curities dealers, pension funds and the Hous-
ing Financing Fund. In fact, such legislation
could be said to be more urgent the more im-
portant is the social role of the institution
concerned. Such legislation should be under
the auspices of the Ministry of Economic Af-

144 Efnahags- og vidskiptaraduneytid (Ministry of
Economic Affairs) (2010b).



fairs to ensure the harmonised implementa-
tion of all statutory provisions on financial
activities in Iceland. From the perspective of
financial stability, it is especially important
that such legislation be adopted. Its purpose
would be to reinforce the stability of the fi-
nancial system as a whole. The legislation
would provide authorisation to apply general
instruments — macro-prudential instruments
(cf. Section 8.1 above) — to increase financial
system stability. This legislation on financial
stability should include provisions on the Fi-
nancial Stability Council discussed in Sec-
tion 8.8 above. The Council must be granted
broad authorisation to gather all types of in-
formation on financial activities and general
economic affairs — and authorisation to en-
sure the necessary communication of infor-
mation between institutions — so that deci-
sions on applying overall management meas-
ures on the financial market will be as well
conceived as possible. The Council needs
authorisations to make recommendations or
give instructions to the relevant authorities
on the application of the necessary manage-
ment instruments. Should an authority fail to
comply with such recommendations/instruc-
tions, it would be required to explain its de-
cision publicly. Leadership of the Council
should, given the current allocation of re-
sponsibilities among ministries, be entrusted
to the Minister of Economic Affairs. In ad-
dition to the Minister of Economic Affairs,
the Council would be composed of those
other ministers who bear administrative re-
sponsibility for the main issues and institu-
tions involved, i.e. the Minister of Finance
and Minister of Welfare (or their representa-
tives). The Governor of the Central Bank, the
Director General of the Financial Supervi-
sory Authority and the Director General of
the Competition Authority (or their substi-
tutes) would be permanent members of the
Council, together with independent experts
with suitable expertise and experience. The
role of the Council will be to assess regularly

the risks currently facing the financial sys-
tem with a systematic risk assessment of the
Icelandic financial system and to decide
upon the response to imminent systemic risk
— in this manner the Council’s work would
usually connect with assessment of the situ-
ation and outlook in the economy in
general.!#’ These ideas need to be developed
further.

It is noteworthy that only a few countries
have already set up administrative arrange-
ments of this sort in the wake of the financial
crisis. Where fairly fixed arrangements have
been introduced in this respect, two types of
structures can be distinguished: on the one
hand, arrangements where the central bank
is entrusted with a broad role in this regard,
although generally with input from the gov-
ernment with regard to its mandate (e.g. in
the UK and the Netherlands; the relevant
legislation has not yet, however, been adop-
ted by the UK parliament), and on the other
hand arrangements based on a stability coun-
cil (or a broadly based committee) under the
leadership of the Minister of Finance/Eco-
nomic Affairs (or their ministries) as the ul-
timate authority in this area (e.g. in the US
and France). It is noteworthy that in its ad-
vice to EU member states on conduct of
macro-prudential supervision of the financial
market referred to above, ESRB presents

145 In this connection it is noteworthy that on 16 Jan-
uary 2012 the European Systemic Risk Board
(ESRB), which was established on the basis of pro-
posals by the de Larosiére group in 2009, cf. the
reference above, issued recommendations to all EU
member states as to how best to introduce macro-
prudential supervision and overall regulation of the
financial system. The experience of recent years
has shown that such arrangements are necessary to
ward off systemic financial shocks in the future.
These recommendations are published in the doc-
ument ESRB/2011/3. The time limit given for es-
tablishing such arrangements in EU member states
was until mid-2013, and they were to have given
notice of their plans and decisions already made in
this respect before the end of June 2012.
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both options as suitable, a ‘central bank so-
lution” and a ‘council solution’. Nowhere in
the Nordic countries has an administrative
arrangement of this sort been established yet
in legislation, although in all these countries
committees are at work on such proposals.
The Norwegian government-appointed work-
ing group referred to in Section 8.1 above
did not reach agreement on these arrange-
ments. The majority of the committee
favoured a central bank solution, while the
minority proposed to entrust a joint commit-
tee with the relevant decisions on actions in
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this area, with, however, the final executive
power to be held by the Ministry of Finance.

Among the first tasks of the Financial Sta-
bility Council — or other financial stability
authority — will no doubt be to select and de-
velop suitable instruments to serve the pur-
pose of the legislation; as a well-equipped
regulatory tool kit is not yet available it will
be difficult to prepare the first steps. Legis-
lation adopted on financial stability will
therefore have to allow leeway to develop
the instruments in light of experience of their
use in Iceland and elsewhere.



9

Future structure of the financial system

— Summary

9.1

A solid and efficient financial
system of appropriate size

The purpose of acts and rules on financial ac-
tivities is to provide a general framework for
regulation with fair rules to encourage the
operation in Iceland of a solid and efficient
financial system of a size appropriate to that
of the economy. The financial market crisis
which began in 2007 and 2008 has now de-
veloped into a general sovereign debt crisis
in many countries. Iceland was hard hit by
the financial crisis in the autumn of 2008 and
is still struggling with its repercussions, as is
described in the preceding chapters. In many
countries — in Iceland as elsewhere — ways
are being sought to improve and reinforce
the laws and rules which form the regulatory
framework for the financial market to reduce
the likelihood of another such shock occur-
ring while at the same time laying the foun-
dation for a prosperous future for the finan-
cial system.

Iceland’s prosperity is the product of a
competitive, open economy based on foreign
trade, which accounts for a high proportion
of GDP. Financial services for the Icelandic
economy and society as a whole must reflect
this basic fact. For this reason, the legal and
regulatory framework of the Icelandic finan-
cial system must comply with international
rules adopted in accordance with interna-
tional agreements to which Iceland is a party.
This international framework has recently
undergone changes, not least in response to
the financial crisis. Instruments introducing

into EU legislation new international rules
from the Basel Committee on Banking Su-
pervision (Basel I1I) have been presented in
the form of a draft directive and regulation.
These rules are expected to be implemented
in the coming years as part of the EU/EEA
financial services framework. They involve,
in particular, demands for increased and im-
proved capital adequacy, greater liquidity re-
quirements, more effective stress tests and —
what is most newsworthy — authorisation to
supervisors to limit leveraging and to apply
other countercyclical measures for manage-
ment of the financial system as a whole, cf.
Chapter 8 of this report. The original objec-
tive of most international rules on financial
market activities and their regulation in re-
cent decades has been to level the playing
field for cross-border financial activities.
One pillar of the European co-operation of
which Iceland is a party is, in fact, the free
movement of capital without barriers to
competition. The financial crisis has resulted
in modifying the international regulatory
framework, reflecting increased awareness
of the importance of financial stability and
the understanding that greater regard must be
given to the specific circumstances of each
country. The task awaits the Icelandic gov-
ernment in the coming months and years of
designing a legal framework for Icelandic fi-
nancial activities which respects interna-
tional commitments while clearly distin-
guishing between those deviations from the
international norm which represent legiti-
mate security measures in the country’s best
interests and other provisions which could be
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seen as obstacles to competition in contra-
vention of international agreements. In trans-
posing rules into Icelandic law in com-
pliance with EEA/EU acts, an examination
should generally be made as to whether spe-
cial rules or deviations from the usual inter-
pretation could be justified due to the special
circumstances in Iceland. It is not always op-
timal to transpose EEA Directives verbatim
as Icelandic law. The unique position of the
Icelandic system is naturally determined, as
are so many other aspects of Icelandic life,
by the country’s small population and market
size. A small but mature economy and finan-
cial system is in essence just as complex as
a large one, each aspect of it is just smaller
in size. This places heavy burdens on a small
nation, which must establish a regulatory
framework and supervision of financial ac-
tivities which can enjoy international recog-
nition and confidence, as this is a premise for
competitive foreign trade. For these reasons
co-operation in financial supervision with
neighbouring countries which are in a simi-
lar position in the EEA/EU is of the essence
to reduce costs. It does not appear advisable
for the government to specifically encourage
domestic banks to pursue cross-border bank-
ing activities because the capacity to monitor
such activities from afar is extremely limited
due to the unavoidably limited personnel
numbers of official regulatory bodies in Ice-
land. An independent currency with a vol-
atile exchange rate, which strongly affects
price level changes in the country, is another
of the unique characteristics of the Icelandic
economy which without doubt is a barrier to
entry for foreign investment and foreign
competition, for instance, on the country’s fi-
nancial market. If the widespread use of in-
dexed financial obligations is added to this
list of unique characteristics, it is evident that
without changes it will not be easy to ensure
diversification of risk in financial activities
in Iceland through participation of foreign
parties. To overcome this difficulty, it would
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be conceivable for Iceland to become part of
a larger economic entity with a common cur-
rency and interest terms which would enable
the orderly elimination of indexation. Re-
garding decisions on such changes, the entire
nation will naturally have the last word — and
they are a long time in the preparation. This
makes it necessary to adapt the framework
for financial activities to the prevailing con-
ditions, which can mean extensive actions to
reduce exchange rate fluctuations once the
present capital controls have been removed.
A financial system in a small state, which has
easy access to the European financial mar-
ket, needs robust and efficient financial su-
pervision, both of individual units and of the
overall system, and close collaboration with
foreign regulatory bodies.

As mentioned in a box insert in Section 8.1,
special levies on financial undertakings have
been considered — and to some extent imple-
mented — recently as one aspect of efforts to
increase the stability of the financial system
and cover the cost which financial market
shock have caused society. When decisions
are taken on actions of this type by the public
authorities, it is extremely important to take
care that such taxation does not reduce the
competitiveness of domestic financial serv-
ices. As a result, international consultation
and comparison in such matters is very nec-
essary. The taxation treatment of financial
savings, capital income and financial assets
is another aspect of the impact of the public
sector on the financial system which needs to
be considered in the framework provided for
financial activities, as referred to in Chapter
5. This taxation treatment, together with the
interest and inflation indexation terms offered
on the financial market naturally affect what
could be called the supply of financial sav-
ings which is an important factor in the
growth potential of the economy. Growth of
pension funds in Iceland in recent years and
decades shows clearly how influential this
framework for the supply of financial savings



can be. In this report, however, the focus is
primarily on the official framework for pru-
dential and security rules on financial activi-
ties rather than this aspect of the matter,
though it is no less important.

A novelty is introduced by the Basel III
rule book, in the form of measures which are
countercyclical and aimed at reducing sys-
temic risk in the financial system. These
measures could provide the means to prevent
overexpansion, as occurred in the Icelandic
financial system up until 2008, when the sys-
tem outgrew both the Central Bank and the
state. For macro-prudential purposes, careful
monitoring is required to prevent unre-
strained growth of the financial system. This
does not imply that it is the task of the state
to determine the size of the financial system.
The state, however, can shape the market
framework to result in a solid system, cost-
effective in scope. In this connection it is ex-
tremely important to strengthen national
economic research in order to provide the
best possible foundation for assessing the
long-term outlook for economic develop-
ment and to assess when deviations from the
policy adopted have occurred. Naturally,
such assessment is generally subject to un-
certainty, but for precisely this reason the at-
tempt must be made to base it on the most
reliable foundation possible in each instance.

A reliable assessment of this sort is neces-
sary for both the government and financial
undertakings and is extremely important for
all decisions, whether they concern invest-
ment or applying countercyclical policy in-
struments. Long-term considerations also
need to be given increased weighting in the
investments of large public funds, such as
pension funds. Legal provisions on pension
funds’ investment strategy must be adjusted
to implement this in practice. This perspec-
tive is referred to in an assessment of pension
funds’ investment strategy during the period
preceding the 2008 banking collapse, which
was prepared by a committee which the State

Arbitrator appointed at the request of the Na-
tional Association of Pension Funds and
published in February 2012.146

9.2

Separation of investment activi-
ties and general commercial
banking activities

Upon closer examination, the roots of all fi-
nancial supervision can be traced to financial
crises. Throughout the years, following a cri-
sis authorities have most often decided to
adopt stricter rules on the finances of finan-
cial undertakings than previously applied. To
a certain extent, this is attempting to prevent
a crisis of the sort which has already oc-
curred from re-occurring. The legislator’s
task going forward should be to formulate
rules which are not necessarily stricter but
rather better than those which previously ap-
plied — and ensuring that their enforcement
and monitoring of compliance with them is
more effective. It has been suggested that in-
stead of more detailed and more stringent
rules and regulation of the financial situation
of financial undertakings, the organisational
structure — of banks primarily — could possi-
bly be modified to make them solider, cf. the
discussion in Chapter § of this report. In Ice-
landic circumstances there appears to be rea-
son to advance cautiously in this regard, in
part due to the fact that investment banking
activities are, because of their nature, cur-
rently at a minimum because of the low level
of investment. It is also likely that this topic
will be dealt with in neighbouring countries
in coming quarters; this could provide more
suitable models to follow than US or UK so-
lutions to the problem. Added to this is the
consideration that, due to the small size of
the Icelandic market, synergies arising from

146 {Jttektarnefnd Landssamtaka lifeyrissjoda (Review
Committee of the National Association of Pension
Funds) (2012), pp. 19 and 51-63.
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universal banking activities in the country are
likely more significant than in large markets.
A careful analysis is needed, based on Ice-
landic conditions, of what could result from
the separation of these two segments of bank-
ing operations. Among those aspects which
need special consideration in Iceland is the
risk which could arise of a strong commercial
bank, carrying out extensive investment on
own account in the limited Icelandic market,
becoming a dominant price setter in the asset
market. This plus the oligopolistic situation
which already prevails in so many sectors in
Iceland, the various personal interrelations of
a small society and the limited personnel of
regulators, gives good cause to consider
structural changes to reduce this risk.

It would without doubt contribute to in-
creased financial stability to avoid mixing
these two types of banking activities together
incautiously. Care must be taken to examine
whether an undesirable mixture of activities
could not be prevented with improvements
to internal organisation and internal quality
control under the watchful eye of the finan-
cial supervisor.

9.3

Financial stability legislation
— a harmonised framework for
all financial activities

There is no denying that the principal flaw
in financial supervision in Iceland prior to
the collapse —and, in fact, everywhere in the
world — was the fact that the regulators failed
to see the forest for the trees. They were
blind to the gaping fault in the system —
which was the lack of supervision of the fi-
nancial system as a whole. This was defi-
nitely the case in Iceland, as the banking
system far outstripped both state finances
and the national economy but no one paid at-
tention to the threats until the flow of inter-
national market funding slowed to a trickle
— and by that time it was too late. The finan-
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cial crisis has revealed various flaws and de-
ficiencies in financial activities and their op-
erating environment. As a result, the frame-
work and structure of the financial system,
both in many individual countries and inter-
nationally, need a thorough overhaul. Iceland
is no exception here. The lack of a clear
overview of the financial system and its re-
lationship with the economy comprised the
greatest weakness — here as elsewhere. The
consequences were especially great in Ice-
land. It is a delusion — a fallacy of composi-
tion — to assume that the financial system
must be in good shape if each of its individ-
ual units is in good shape. The characteristics
of the system as a whole need to be consid-
ered, together with the interplay of its indi-
vidual units — and how they interact with
the real economy and with other countries.
This is necessary in order to manage the
system’s inherent tendency to over-expand —
not to mention what happens if the individ-
ual units are not at all in the good shape
they themselves claim. Then disaster awaits.
For this reason, emphasis must be placed, in
this country as in most others, on finding
overall management tools and applying
them. Such tools are sometimes referred to
as macro-prudential tools, and are intended
to have a countercyclical impact on the fi-
nancial system — to encourage financial sta-
bility — in tandem with supervision of indi-
vidual units.

In the work ahead, an examination is
needed of the benefits of adopting frame-
work legislation for all activities of Icelandic
financial undertakings and institutions to en-
sure that the same provisions apply to finan-
cial prudence, investment of their assets and
financial market conduct, the eligibility and
qualifications of employees and manage-
ment — to every type of activity in this sector,
whatever the stated objectives of individual
undertakings or institutions may be. Um-
brella legislation of this sort could ensure
that such provisions would apply equally to



banks, securities dealers, pension funds and
public loan funds receiving payments from
the public and carrying out securities market
transactions as well as lending activities. In
fact, such legislation could be said to be
more urgent the more important is the social
role of the institution concerned. Such legis-
lation should be under the auspices of the
Ministry of Economic Affairs to ensure the
harmonised implementation of all statutory
provisions on financial activities in Iceland.
It is especially important for financial stabil-
ity that such co-ordinating legislation be
adopted. The purpose of the legislation
would be to increase the stability of the fi-
nancial system as a whole. It would provide
authorisations to apply general management
measures, as are discussed in Chapter 8 of
this report, to promote the stability of the fi-
nancial system as a whole. Such legislation
— legislation on financial stability — should
provide for the co-operation of public au-
thorities: the ministries concerned, FME, the
Competition Authority and the Central Bank.
This co-operation should take place within
the Financial Stability Council, which is dis-
cussed in Sections 8.8 and 8.12 above. The
objectives of the legislation should be clearly
defined and its implementation entrusted to
a specific authority. Authorisation needs to
be provided for the Council to gather all the
necessary information on financial activities
and general economic affairs — and authori-
sation to ensure the necessary communica-
tion of information between institutions — so
that decisions on applying overall manage-
ment measures on the financial market will
be as well conceived as possible. It would be
the task of the Financial Stability Council to
regularly assess the risks facing the financial
system in an overall risk assessment, and to
determine the response to imminent threats.
Such work generally involves an assessment
of the situation and outlook in general eco-
nomic affairs. Analytical work and secretar-
ial services for the Council could be linked

to a work centre in the Central Bank and in-
clude the active participation of the staff of
FME, the Competition Authority and min-
istries. This would form a strong support
group for the Council. Given the Central
Bank’s tasks in the area of financial stability,
it would be advisable for it to provide the
core of such as support group for the Finan-
cial Stability Council.

It is noteworthy that only a handful of
countries have already set up administrative
arrangements of this sort in the wake of the
financial crisis. Nowhere in the Nordic coun-
tries, for example, has an administrative
arrangement of this sort been established yet
in new legislation, although in all these coun-
tries committees are at work on such legisla-
tion. Among the first tasks of a financial
stability authority will be to select and de-
velop suitable tools to serve the purpose of
the legislation. As a well-equipped regulatory
tool kit is not yet available it will be difficult
to prepare the first steps. Some of the man-
agement tools which have been suggested are
already in use by others or to a different end.
It can be difficult to have two or three parties
attempting to apply the same mechanisms,
making co-ordination necessary. This under-
taking is naturally also linked to the Basel II1
rules, which as mentioned include counter-
cyclical capital requirements to a certain ex-
tent. In this regard it will also be linked to EU
rules which are now in the pipeline — and will
no doubt be included in EEA legislation. Leg-
islation adopted concerning financial stability
must take this into consideration, while at the
same time providing scope to adapt the tools
as necessary as experience is gained in their
application.

9.4

Regulatory bodies: Organisation
and division of responsibilities

Previously a clear distinction was made in
legislation and in the operations of the com-
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mercial banks, insurance companies, securi-
ties dealers and investment undertakings. In
recent years and decades, the boundaries be-
tween these different sectors of financial
services have become blurred and their
fields of activities overlap, e.g. the same
company or company group may be active
in more than one or even all of the above
areas of financial services. This is basically
the argument for entrusting one co-ordinated
and independent regulatory body to super-
vise the activities of all financial market un-
dertakings, including the credit market,
insurance market, securities market or pen-
sions market. This argument led to the es-
tablishment of FME in 1998 and it is still
valid today.!4’

For many reasons it is an appropriate divi-
sion of responsibilities for FME to handle all
supervision of individual financial undertak-
ings. The Central Bank then monitors the
overall financial system and its stability, in
accordance with its statutory role. There
must be close co-operation between FME
and the Central Bank, both concerning su-
pervision of individual financial undertak-
ings and the stability of the financial system
in its entirety. Consultation and collaboration
in this regard must also include the Compe-
tition Authority and the relevant ministries,
as discussed in this report.

It is important to reinforce FME’s super-
vision, in particular systematic supervision
of all financial undertakings. It has to be set
out clearly in legislation that FME is en-
trusted with individual supervision of all fi-
nancial undertakings, i.e. micro-prudential
supervision. It must be defined by law
which undertakings and institutions and
what types of financial activities are cov-
ered by FME’s micro-supervision, so that
the entire financial system is subject to su-
pervision. This is part of what was referred
to above as a co-ordinated framework for
all financial activities or ‘umbrella legisla-
tion’.
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In 2011 banking experts Pierre-Yves Tho-
raval and Mats Josefsson submitted various
useful comments and proposals for improved
organisation and implementation of FME’s
supervision.'4® These proposals and com-
ments must be examined carefully and re-
gard had for them in practice. FME’s organ-
isation has already been modified in the di-
rection proposed by Thoraval, but more is
needed to boost the conduct of super-
vision. Josefsson pointed out that many of
FME’s employees were engaged in investi-
gating potential criminal violations in the
financial system in recent years. These tasks
would be better served by an agency spe-
cialised in investigating economic crime.
He also pointed out that it would be helpful
for FME to conclude agreements with its sis-
ter institutions in the Nordic countries, in
particular to have the opportunity to send
employees for training in a well organised
and disciplined working environment. There
is good reason to second both these propos-
als.

To make FME’s micro-supervision more
effective and sharply focused as micro-pru-
dential supervision, it might also be advis-
able to move what has been called super-
vision of market conduct and consumer pro-
tection to another institution or institutions
which deal with related tasks. Such supervi-
sion differs from supervision of financial ac-
tivities of financial undertakings and is more
closely akin to police supervision. It is ex-
tremely time-consuming and involved, and
unavoidably reduces the supervisory strength
which can be directed at FME’s main task,
financial supervision of the activities of
financial undertakings.

147 Jon Sigurdsson (2009), Davies and Green (2008)
and Idnadar- og vidskiptaraduneytid (Ministry of
Industry and Commerce) (1998), Chapter 4.

148 Thoraval (2011) and Josefsson (2011).



9.5

Special resolution regime and
winding-up proceedings for fin-
ancial undertakings in financial
difficulties

In light of the experience of the conse-
quences and repercussions of the 2008 col-
lapse, this appears to be a good time to
review all legislation on the special resolu-
tion regime and winding-up procedures of fi-
nancial undertakings which have ended up
in serious financial difficulties or become
bankrupt. Consideration needs to be given
especially to the overlap between such pro-
visions and general bankruptcy legislation.
Naturally enough, in recent years there has
been extensive discussion of this process in
neighbouring countries and legislation is
being drafted in many countries. There have
been announcements that drafts of new EU
directives are in preparation, concerning
firstly a harmonised recovery and resolution
process for financial undertakings which
have become insolvent and, secondly, what
has been referred to as early intervention in
the affairs of financial undertakings which
are in trouble to prevent anything worse
from occurring. These proposals are con-
ceived not least to introduce harmonised
rules as to how financial undertakings with
cross-border operations should be handled
when they end up in such serious financial
difficulties that public intervention is needed.

A new procedure of this sort in the UK,
which was enacted in 2009,'4? is noteworthy
in this context. Lessons can also no doubt be
learned from the legislation under prepara-
tion by the EU, but it is no less important to
learn from the experience obtained from fre-
quent amendments and litigation in this area
in Iceland during the past three years. Since
the currently applicable legal provisions in
this area, which were adopted with the emer-
gency legislation of 2008, are Temporary

Provisions of Act No. 161/2002, on Finan-
cial Undertakings, and are currently sched-
uled to expire in mid-2012, preparing
permanent legislation in this difficult area is
an urgent task.

9.6

Deposit guarantees and removal
of capital controls

Icelandic financial undertakings are cur-
rently operating in a sheltered environment
with capital controls and a blanket deposit
guarantee. Under such conditions, bank de-
posits are practically the only secure option
for Icelandic savers. As a result the banks
currently have high liquidity. They now have
to prepare themselves to operate in a more
exposed environment, when the capital con-
trols are removed, which is likely to be done
gradually in the coming years. New legisla-
tion on deposit guarantees is currently in
preparation and a bill in this regard has been
dealt with by the Economic and Trade Com-
mittee of the Althingi. The bill is intended to
replace older legislation in this area and the
blanket guarantee of deposits which has been
in force in Iceland since the beginning of Oc-
tober 2008, based on the Prime Minister’s
statement when the emergency legislation
(Act No. 125/2008) was adopted. This state-
ment was subsequently repeated in February
2009 and is still in effect. The new deposit
guarantee scheme will be designed in accor-
dance with a corresponding new EU direc-
tive providing much higher protection for
individual depositors than applied prior to
the banks’ collapse. Presenting and introduc-
ing these new rules must be done with ex-
treme caution, in order not to undermine
public confidence in deposit institutions in
Iceland. One aspect of the emergency legis-
lation of 2008 deserves special attention in
this regard, and the possibility should be

149 The UK Banking Act (2009).

103



considered of having it remain in effect. This
is that deposits (i.e. those which enjoy de-
posit guarantees by law), or guarantees per-
taining to those deposits, will continue to
have priority in the winding-up of a financial
undertaking. This comprises a considerable
guarantee for depositors, not least while the
2008 banking collapse is still fresh in peo-
ple’s minds. The proper time for presenting
a government decision in this regard would
be in tandem with a bill on a new deposit
guarantee scheme being submitted to the Al-
thingi.!3% It could then be declared that, as
soon as this bill became law, the blanket gov-
ernment guarantee of deposits would be can-
celled. It would be advisable to announce
this decision before capital controls are re-
laxed. In this regard it should be borne in
mind that the state’s direct and indirect obli-
gations in support of the financial system —
as comprised by both the government’s
stated guarantee of deposits and official de-
posit guarantee systems — cannot but create
moral hazard, reducing the necessary disci-
pline and lending prudence of credit institu-
tions. This moral hazard is without doubt one
of the root causes of the financial crisis
which began in 2008.

9.7

State strategy as owner of fin-
ancial undertakings

In addition to adopting laws and rules for the
financial system, the state can as an owner
of financial undertakings directly affect the
organisation of such undertakings. It is im-
portant, however, to keep these two roles
separate. The state currently holds 81% of
Landsbankinn, 13% of Arion Bank and 5%
of Islandsbanki. The remaining stakes are
held by three independent holding compa-
nies respectively, owned by the estates of the
former banks, and ultimately by the estates’
creditors. When their winding-up concludes,
the estates of the old banks will be converted
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to asset management companies. Among the
assets of these companies will be holdings in
the new banks. Since the state is among the
creditors of the failed banks’ estates, these
changes can be expected to increase the
state’s holdings in the three banks somewhat
from the above figures.

The state can determine the future of
Landsbankinn to a large extent through the
strength of its holding. It is important to care-
fully consider how this holding is to be dis-
posed of. It is not certain that listing Lands-
bankinn on the domestic equity market can
take place until more experience has been
gained of new market listings following the
collapse, the bank’s NPL ratios have returned
to a normal level and the impact of a recent
Supreme Court verdict on exchange-rate-
linked loans is fully manifest. The govern-
ment has declared that the state will keep its
stake in Landsbankinn for the moment and
that as things stand it has no intention of re-
ducing its holding to below two-thirds of the
bank’s total share capital.

With regard to its stakes in Arion Bank and
Islandsbanki, the state expects that they
could be for sale as such or be sold with the
banks in their entirety if their majority own-
ers decide to sell. One prerequisite for such
sale, however, is that the uncertainty result-
ing from the above-mentioned Supreme
Court verdict has been resolved and the as-
sets of the insolvent estates have been wound
up satisfactorily. It is naturally a prime con-
cern for the state in the banks’ sale to seek
buyers with the capacity to increase the sta-
bility of the financial system and instil con-
fidence in it.

It is also important for the state to use its
ownership influence in the banks to encour-
age positive and cost-effective development
of the financial market and its organisation.

150 Models can be sought abroad of similar arrange-
ments, e.g. in the US. A similar proposal is made
in the Vickers Report, Independent Commission on
Banking (2010).
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Figure 16: Number of residents per employee in commercial banks and savings banks in other Nordic coun-

tries compared to Iceland.

As a sharcholder in the commercial banks
and savings banks the state could, for exam-
ple, involve itself in the affairs of the savings
banks by facilitating their co-operation and
consolidation where appropriate. The state
must, however, take care to ensure that com-
petition flourishes as much as possible in the
financial market. The opinion of the Compe-
tition Authority must generally be sought in
connection with those organisational changes
under consideration. The Icelandic system of
commercial and savings banks is too costly
and labour-intensive. As figures on the num-
ber of employees and branches of commer-
cial banks and savings banks during the
recent years and decades show, electronic
banking has been much slower in reducing
the numbers of employees and outlets in Ice-
land than elsewhere in the Nordic countries,
see figures 16 and 17. Reorganisation of the

Icelandic banking system following the fi-
nancial crisis should present an opportunity
to achieve increased cost-efficiency in this
regard.

9.8

Financial stability is an im-
portant public good

The objective of state involvement in finan-
cial activities is to encourage the flourishing
in Iceland of a financial system which can
resist shocks and withstand the detrimental
effects of cumulative systemic risk, whether
due to economic cycles or risk which may
stem from interconnections of its units. Such
detrimental effects — if allowed to continue
without proper response — can prevent credit
and payments being mediated and risk diver-
sified in a proper way. In the upcoming re-
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view of financial system legislation, clear
provisions on the objectives of the laws must
be set in each instance and FME’s role de-
fined more clearly than is currently the case.
Provision must be made for regulatory bod-
ies, in their decisions, to consider as a rule
the objectives of the legislation and informa-
tion based on an analysis of the financial
market situation in each instance. The legal
provisions must give regulatory bodies the
ability to respond promptly, based on these
objectives, to the ever-changing financial
market situation. Transparency and respon-
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sibility must characterise all such decisions.
This is especially important in decisions on
applying measures to ensure financial stabil-
ity. Financial stability is a public good,
which is of major significance for the econ-
omy and society as a whole. The future
arrangements for the Icelandic financial sys-
tem must aim at making the system solid, ef-
fective and of moderate size in relation to the
economy. This report is a contribution to dis-
cussion as to how this aim can best be
achieved.
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Acronyms and abbreviations

Basel III: Standard on bank capital adequacy,
stress testing and market liquidity risk

BCBS: Basel Committee on Banking Supervision

BIS: Bank for International Settlements

CBI: Central Bank of Iceland (Sedlabanki fs-
lands)

CDO: Collateralised debt obligation

CPI: Consumer price index

CRD IV: Fourth Capital Requirements Directive

CRR: Capital Requirements Regulation

DIGF: Depositors’ and Investors’ Guarantee Fund

EBA: European Banking Authority

ECB: European Central Bank

EEA: European Economic Area

EFTA: European Free Trade Association

EIOPA: European Insurance and Occupational
Pensions Authority

ESA: The EFTA Surveillance Authority

ESMA: European Securities Markets Authority

ESRB: European Systemic Risk Board

EU: European Union

EUR: Euro

FATF: Financial Action Task Force

FDIC: Federal Deposit Insurance Corporation

FME: Fjarmalaeftirlitid (The Financial Supervi-
sory Authority, Iceland)

FSI: Financial Soundness Indicator

GATS: General Agreement on Trade in Services

GDP: Gross Domestic Product

HFF: Housing Financing Fund ({budalanasjodur)

IAS: International Accounting Standards

IFRS: International Financial Reporting Stan-
dards

IMF: International Monetary Fund

ISFI: Icelandic State Financial Investments
(Bankasysla rikisins)

ISK: Icelandic krona

LCR: Liquidity Coverage Ratio

LIN: Lanasjodur islenskra namsmanna (Icelandic
Students’ Loan Fund)

LTV: Loan-to-Value Ratio

MiFID: Markets in Financial Instruments Direc-
tive

NPL: Non-Performing Loan

NSFR: Net Stable Funding Ratio

OECD: Organisation for Economic Co-operation
and Development

ROE: Return On Equity

SIC: The Althingi Special Investigation Commis-
sion (Rannsoknarnefnd Alpingis)

SME: Small and Medium size Enterprise

TIF: The Depositors’ and Investors’ Guarantee
Fund

UCITS: Undertakings for Collective Investment
in Transferable Securities

WTO: World Trade Organisation
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Annex |

Cooperation Agreement between the Financial Supervisory
Authority and Central Bank of Iceland

The Central Bank of Iceland (the Bank) and
the Financial Supervisory Authority (the
FME) are required by law, according to Ar-
ticle 35 of the Act on the Central Bank of
Iceland, no. 36/2001, and Article 15 of the
Act on Official Supervision of Financial Ac-
tivities, no. 87/1998, to conclude a cooper-
ation agreement. The main objectives of the
Central Bank of Iceland are to promote
price stability and to contribute to a safe, ef-
fective financial system, including domestic
and cross-border payment systems. The Fi-
nancial Supervisory Authority shall attempt
to ensure that financial activities in Iceland
are in accordance with current regulatory
provisions governing those activities and
are consistent with sound, appropriate busi-
ness practice in other respects, and it shall
carry out monitoring and surveillance to this
end.

In accordance with the foregoing, the roles
and tasks of these two institutions diverge in
many ways from one another, but both have
the objective of promoting a healthy, effec-
tive, and secure financial system. The objec-
tives of one institution cannot be achieved
unless the objectives of the other are
achieved. In view of this, the Central Bank
of Iceland and the Financial Supervisory Au-
thority conclude the following

Cooperation Agreement:

1 Aim of the Cooperation Agreement

The aim of the Cooperation Agreement be-
tween the Central Bank of Iceland and the
Financial Supervisory Authority (FME) is to
promote a healthy, effective, and secure fi-
nancial system in Iceland, including payment

and settlement systems. In order to achieve
this aim, the following is necessary:

* To define explicitly the responsibilities of
each institution and the division of tasks be-
tween them;

» To ensure that the institutions work together
on their defined tasks;

* To ensure that the acquisition and communi-
cation of information from financial institu-
tions and between the institutions is carried
out in a systematic manner;

 To ensure that analysis of stability generates
a clear picture of financial institutions’
strengths and weaknesses and their ability to
respond to changes, both in the macroeco-
nomic environment and in domestic and for-
eign markets;

* To ensure that the work of the two institutions

aims at reducing systemic risk, thereby reduc-

ing the likelihood of a financial shock;

To ensure that coordinated contingency plans

are in place and that experience is drawn from

conducting contingency exercises;

» To assess, on a regular basis, how well the ex-
isting regulatory framework conduces to-
wards the achievement of financial stability
objectives.

2 Cooperation on supervision
and monitoring

2.1 Division of tasks and cooperation
— fundamental principles

The Bank and the FME shall cooperate
closely in monitoring the financial system.
This cooperation involves three things: ex-
changing necessary information, consulting
with the other party before drafting rules or
taking action affecting the work of both in-
stitutions, and collaborating on defined tasks
or projects. The division of tasks between the
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two institutions takes account of the provi-
sions of the legislation governing their activ-
ities. The following principles shall be upheld:

* Where there is an explicit division of tasks,
the party carrying out supervision in a given
area shall inform the other party on a regular
basis of the supervision conducted; cf. Sec-
tion 3 of this Cooperation Agreement.

* Where tasks overlap to some degree, super-
vision shall be coordinated to the extent pos-
sible, and information shall be exchanged,
including work carried out by risk assessment
groups comprising experts from both institu-
tions.

2.2 Supervision of individual risk factors

The following summary defines the main
risks facing financial undertakings and spec-
ifies which institution is responsible for
monitoring them. An entity that monitors
risk pledges to prepare, twice a year, a sum-
mary of the status of risk factors that it su-
pervises. In areas where responsibility for
monitoring and supervision overlap, risk as-
sessment groups shall operate and the super-
visory entities shall make available an ass-
essment of risk, together with recommended
responses. In assessing risk and recommend-
ing responses, the supervisory entities shall
take a position on systemic risk in particular.

Included here is a summary defining the
main risks facing financial undertakings and
specifying which institution is responsible
for monitoring them. There will be four risk
assessment groups: a foreign exchange risk
assessment group, a funding risk assessment
group, a settlement and payment intermedi-
ation risk assessment group, and a special
micro/macro risk assessment group whose
task is to analyse risk related to the opera-
tions of individual financial undertakings, on
the one hand, and systemic risk, on the other.

The groups shall divide tasks amongst
themselves and shall coordinate monitoring
of foreign exchange risk, liquidity risk, set-
tlement risk, and payment intermediation. In
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dividing up tasks and coordinating the com-
mittees’ work, it should be noted in particular
that both institutions carry out off-site mon-
itoring, while the FME also conducts on-site
inspections. The FME’s monitoring the
above risks is a part of risk management
monitoring and internal audit of supervised
entities and will be useful to the Central
Bank in following up on the precautionary
rules set by the Bank.

2.3 Cooperation on drafting and adoption
of rules

In their work, the Central Bank and the Fi-
nancial Supervisory Authority attempt to
maintain a clear overview of how current
laws, regulations, and other directives
achieve the objectives aimed at in this coop-
eration agreement. The Central Bank and the
Financial Supervisory Authority also adhere
to the policy of being leaders in the develop-
ment and shaping of new laws and rules in
their respective areas and to propose statu-
tory innovations to the Minister of Economic
Affairs or other relevant minister. Where the
roles of the two institutions overlap — cf. the
summary of the main risks faced by financial
institutions, in Section 2.2 above — they shall
consult and cooperate on such development.
The initiative for such work may come from
regular consultation meetings between the
Governor of the Bank and the Director Gen-
eral of the FME, from currently working risk
groups, or from other parties. The contact
persons for the implementation of such co-
operation are the Chief Attorney of the Cen-
tral Bank and the Chief Attorney of the
Financial Supervisory Authority.

3 Analysis of systemic risk

The FME and the Bank cooperate in their at-
tempts to improve both institutions’ analysis
of the interplay between risk related to the
operations of individual financial institutions
and macroeconomic factors. The rules and



Risk of financial undertakings

Monitored by
the Central Bank

Risk assess-
ment groups

Monitored by
the FME

Credit risk

— including large exposures

— including other concentration risk
Market risk

— including derivatives
Risk due to asset-liability mismatches

— including foreign exchange risk
Funding risk

— including liquidity risk

— including capital adequacy
Operational risk

— including legal risk

>~
T Rl o T
o

Systemic risk

Micro/macro

Payment and settlement systems
— including oversight
— including monitoring of systems
— including monitoring of entities

X
X X
X X

monitoring directed at the operations of in-
dividual financial institutions may be re-
ferred to as microprudential supervision,
while those aimed at reinforcing the stability
of the financial system as a whole may be re-
ferred to as macroprudential supervision. An
analysis of systemic risk must incorporate
both of these. To that end, a special micro/
macro risk analysis group shall be estab-
lished; cf. Section 2.2 and Section 3.1, which
covers the topics for discussion at joint meet-
ings of the Central Bank Governor and the
Director General of the FME.

3.1 Joint meetings of the Central Bank
Governor and the Director General of
the FME

At least twice a year, the Governor of the
Central Bank and the Director General of the
FME shall meet, together with senior experts

from both institutions. The two institutions
shall take turns preparing and calling the
meetings. The aim of the meetings is to as-
sess the scope of systemic risk in the Ice-
landic financial system. Expert groups from
both institutions, including the risk assess-
ment groups, shall meet in advance of these
meetings in order to review the topics for
discussion. The topics to be discussed at
these meetings include the following:

* Macroeconomic stability, market develop-
ments, and the likely impact of both on the fi-
nancial system, with macroprudential con-
siderations as a guiding principle.

* An assessment of microprudential risk fac-
tors. The key financial ratios from the finan-
cial institutions’ accounts, such as capital
ratio, liquidity ratio, leverage ratio, foreign
exchange balance, and other figures that
could shed light on risk in the financial sys-
tem, including developments in large expo-
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sures and lending to related or connected par-
ties.

* An assessment of the interplay between risk
related to the operations of individual finan-
cial institutions and macroeconomic factors.

* The status of payment and settlement systems
and monitoring of these systems.

« Statutory and regulatory instruments govern-
ing financial activities.

* Improvements to contingency plans.

In addition, the Governor of the Central Bank
and the Director General of the Financial Su-
pervisory Authority shall meet at least once a
year, together with the pertinent experts, in
order to exchange information and discuss co-
operation between the two institutions in a
broader context. The two institutions shall also
take turns preparing and calling these meet-
ings.

3.2 Meetings of expert groups

Groups of experts from both institutions, in-
cluding the risk assessment groups, shall
meet as often as necessary in order to review
risk factors; cf. Table 1 in Section 2. The
groups shall set their own rules on preparing
and calling the meetings.

4 Acquisition and reciprocal commu-
nication of information

4.1 Current arrangements

Appendix 1 to this Agreement specifies the
current arrangements concerning the data to
be collected by the respective contracting
parties and states which information shall be
provided to the other party and in what form.
This arrangement shall be maintained until a
revised and improved arrangement has been
prepared; cf. Appendix 2.

4.2 Revised arrangements

The contracting parties are of the opinion
that it is possible to make major improve-
ments concerning acquisition, communica-
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tion, and processing of data (see Appendix
2). To that end, ideas concerning a joint data-
base for data acquisition and processing are
being considered and evaluated. The funda-
mental idea is that the financial institutions
will send data to a data submission system
operated jointly by the Financial Supervisory
Authority and the Central Bank. The data
would be read in automatically, and the in-
tegrity of the data would be verified. The
database would be connected to user-friendly
report-generation tools where employees in
each of the two institutions can retrieve the
data they need and are authorised to access
according to access control rules.

Elements of this attempt to improve exe-
cution are:

To prevent gaps in the collection of data nec-

essary for satisfactory monitoring and super-

vision and for an assessment of systemic
stability.

* To take account of information that is not sub-
mitted during regular data submission but can
have a decisive effect on stability; for exam-
ple, market conditions, changes of loan agree-
ment terms, etc.

* To reduce duplication of effort, which places
unnecessary strain on financial institutions,
raises supervisory entities’ costs, and causes
confusion.

+ To enhance technical cooperation in the infor-
mation field.

* To transmit information seamlessly between
the Central Bank and the Financial Supervi-
sory Authority and facilitate data processing.

* To work together on information exchange

with foreign supervisory entities.

5 Responses to systemic risk or shock

5.1 Reporting requirements in the event that
an imminent problem is suspected

If examinations by the FME reveal suspi-
cions concerning shortcomings in the finan-
cial position of parties that are subject to
official supervision and are engaged in trans-



actions with the Central Bank or operate ex-
tensively in the markets, concerning viola-
tions of rules governing payment and settle-
ment systems, or concerning the risk of a
systemic crisis in the financial markets in
other respects, the FME shall immediately
notify the Governor of the Central Bank.

If examinations by the Central Bank reveal
suspicions of shortcomings in the financial
position of companies in the financial mar-
kets, operational risk or violation of rules
and agreements governing payment and set-
tlement systems, or of serious difficulties in
the financial markets in other respects, the
Central Bank shall immediately notify the
Director General of the FME.

In the above cases, the Director General of
the FME and the Governor of the Central
Bank shall respond in accordance with their
institution’s respective internal procedures.

5.2 Cooperation on contingency plans
and exercises

The contracting parties shall attempt to de-
velop measures to foresee operational diffi-
culties in the financial market and in the
operations of individual financial institutions
in the market. They shall cooperate in pre-
senting scenarios that will be useful in stress
tests and as the basis for contingency exer-
cises.

The Financial Supervisory Authority and
the Central Bank shall formulate and main-
tain their own contingency plans, which shall
take account of the contingency plans
drafted by the other entity. Each institution
shall grant the other access to this informa-
tion. The need for improvements to contin-
gency plans is assessed at senior manage-
ment meetings (see Section 3.1).

At least once a year, joint contingency ex-
ercises shall be held for the financial system.
Contingency exercises for payment and set-
tlement systems shall be held separately. The
Central Bank and the Financial Supervisory

Authority shall participate in contingency
exercises based on international agreements.

5.3 Cooperation on measures

When severe difficulties such as liquidity or
capital adequacy problems arise in the oper-
ations of a financial institution that, due to
its position or to external conditions, is sys-
temically important in the financial market,
the contracting parties shall consult on the
measures to be taken. The same applies
when the problems concern other companies
in the financial markets, or the financial mar-
kets as a whole. If the Central Bank consid-
ers the possibility of providing a loan or
guarantee to a credit institution in accor-
dance with Article 7, Paragraph 2 of Act no.
36/2001, it will act in close collaboration and
consultation with the FME on resolving the
problem that may have arisen.

Each contracting party is solely responsi-
ble for the measures it is authorised to take
in accordance with its role.

6 Other matters

6.1 Participation in international
cooperation

Contracting parties shall consult with each
other on participating in international coop-
eration and attending meetings connected
with the role of both parties. Furthermore,
each contracting party shall inform the other
of matters that arise in international cooper-
ation and concern the role of the other party.

6.2 Confidentiality

By law, information provided by one con-
tracting party to the other shall be kept con-
fidential. Such information shall only be
used in the contracting parties’ activities. The
contracting parties shall ensure that they do
not disclose information on the basis of the
Information Act without consulting with the
party that acquired it.
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6.3 Validity

This Agreement supplants the Cooperation
Agreement dated 3 October 2006. It shall be
reviewed if either or both parties consider it
necessary, or at least once every two years.

Appendices to this Agreement may be
amended by the Director General of the Fi-
nancial Supervisory Authority and the Gov-
ernor of the Central Bank with their signa-
tures.

Reykjavik, 6 January 2011

Financial Supervisory Authority

Gunnar b. Andersen
Director General
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Central Bank of Iceland

Mar GuOmundsson
Governor



Annex 11

Agreement
on the Appointment

of a Financial Stability Committee

Agreement

among the Ministry of Economic Affairs,
Prime Minister’s Office, Ministry of Fi-
nance, Financial Supervisory Authority,
and Central Bank of Iceland concerning
collaboration on financial stability and
contingency

Financial Stability Committee

The Financial Stability Committee shall be
a forum for consultation, exchange of infor-
mation, and drafting of proposals related to
financial stability and co-ordination of con-
tingency measures in case of a potential fi-
nancial crisis. The Committee is also intend-
ed to promote transparency concerning the
division of tasks among the parties and the
collaboration among them. The Committee
is a consultative body and does not take de-
cisions on measures but shall propose meas-
ures when necessary.

The Committee can sponsor and partici-
pate in contingency exercises related to pos-
sible financial market crises. The Committee
shall also handle co-operation with the
Nordic countries and other European coun-
tries in case of a possible financial crisis, as
the Domestic Standing Group of the Ice-
landic authorities. The members of the Com-
mittee shall represent the Ministry of
Economic Affairs, the Prime Minister’s Of-
fice, the Ministry of Finance, the Financial
Supervisory Authority, and the Central Bank
of Iceland. The representative of the Min-
istry of Economic Affairs shall chair the
Committee and steer its activities. Commit-
tee members and others who appear before

the Committee shall respect confidentiality
obligations concerning information revealed
in connection with the Committee’s work, in
the same manner as the institutions that pro-
vide information to the Committee. The
Committee may decide to call in representa-
tives of other institutions, ministries, or other
entities if necessary.

This Agreement shall not affect the parties’
responsibility for their functions, nor shall it
prevent them from taking decisions in accor-
dance with their authorisations in their re-
spective areas.

At its meetings, the committee shall dis-
cuss i.a. the following:

» Current situation and prospects in the finan-
cial markets;

» Consultancy and actions by the authorities in
the event of possible financial market shocks;

* Major amendments to acts of law, regulations,
and procedures pertaining to the committee’s
field of activity;

* Developments and changes in international
co-operation, particularly within the EEA.

Contingency and Procedures

The committee shall meet at least six times
a year. It shall convene meetings at the re-
quest of any member and immediately if the
Director of the Financial Supervisory Au-
thority and/or the Governor of the Central
Bank so request due to events pertaining to
the state of financial undertakings or mar-
kets. In instances where the affairs of the
Housing Financing Fund are discussed, a
representative of the Ministry of Social Af-
fairs shall be invited to the meeting.

If circumstances develop that are consid-
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ered to jeopardise the financial system as a
result of a shock sustained by an individual
financial undertaking or the market, the
Committee shall discuss the matter without
delay and shall propose courses of action to
the Ministerial Economics Committee, as
well as the Director of the Financial Super-
visory Authority and the Governor of the
Central Bank. Divergent points of view shall
not prevent the Committee from submitting
recommendations to the above-specified par-
ties; rather, the recommendations shall re-
flect the various opinions held by the mem-
bers.

Proposed solutions or courses of action
shall take into consideration the circum-
stances prevailing at any given time. In order
to ensure financial stability, the Committee
shall attempt, in preparing its recommenda-
tions, to find solutions that place financial li-
ability for the operations of the financial
institution concerned on the shareholders,
guarantee capital holders, boards of directors
and managers and not on the Treasury.

The bodies represented on the Committee
shall take the initiative to inform the Com-
mittee in a timely and satisfactory manner of

matters falling within its purview; cf. how-
ever, statutory provisions on confidential-
ity.

The chair of the Committee is responsible
both for ensuring that informative minutes
are taken at each meeting and for preserving
the Committee’s documents. The minutes of
the previous meeting shall be discussed and
confirmed at the beginning of each meeting.
In general, the agenda of the meeting shall
be available with two days’ notice if at all
possible.

The chair of the committee shall ensure
satisfactory disclosure of information on the
work and proposals of the Committee and
the status of financial markets to the Minis-
terial Economics Committee. Similarly, in-
dividual Committee members shall inform
the ministers or other officials of the institu-
tions they represent of discussions taking
place at Committee meetings.

Review of the Agreement

This Agreement shall be reviewed in view of
domestic and international developments
and whenever any of the parties so requests.

6 July 2010

Johanna Sigurdardottir
Prime Minister

Gylfi Magnusson
Minister of Economic Affairs

Mar Gudmundsson
Governor of the Central Bank
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Steingrimur J. Sigflisson
Minister of Finance

Gunnar b. Andersen

Director of the Financial Supervisory Authority



