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Central banks in many countries are assigned the role of promoting the
stability of the financial system. The reason is obvious, since bank and
financial system shocks are closely related to changes in financial asset
prices, interest rates and the exchange rate of the local currency. The
central banks’ monetary policy implementation and the statistical data
available to them enable them to evaluate the risk of financial shocks
and warn against them. Article 4 of the Central Bank Act stipulates that
it shall undertake such tasks as are consistent with its role as a central
bank, such as to maintain external reserves and promote an efficient and
safe financial system, including payment systems domestically and with
foreign countries. 

In performing its important role of promoting an efficient and safe
financial system, the Central Bank of Iceland focuses on assessing the
risk of liquidity problems among financial companies and problems in
payment and securities settlement systems which could be systemically
important. It also promotes efficiency and positive development of the
financial system. Financial stability is an important precondition for
economic stability, and vice versa. 

All Central Bank activity in this field needs to be undertaken in
such a way that financial system agents take the Bank’s views into
account in their decision-making, so that these agents tend to contribute
to an effective and safe financial system as well. Financial market
agents are defined as government authorities, finance companies’ exec-
utives, systemically important service providers to finance companies,
supervisory bodies, credit rating agencies and supranational institutions.
In its work the Central Bank has taken into account international agree-
ments and other standards for best practices along with the work of lead-
ing foreign central banks in this field. 

The financial system and its stability
Studies of financial stability were published in the Central Bank’s
Monetary Bulletin in May and November 2002. In May it was clear that
external imbalances had very much abated and despite a sharp contrac-
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tion in national expenditure the financial system had suffered less stress
than might have been expected. The November study revealed that the
fundamentals for financial stability had strengthened even further since
May and the economy had undergone a swifter adjustment than had
been foreseen. Despite the general improvement in the position of cred-
it institutions during the year, however, the Bank warned that the full
aftermath of the recent period of overheating had possibly not yet been
felt and could burden the financial system with loan losses over the fol-
lowing few years. Judging from the current situation, credit institutions
can be said in general to have taken heed of this warning and their cap-
ital adequacy should not deteriorate substantially on account of further
loan losses.

Changing structure of finance companies
In January, Kaupþing hf. was licensed to operate as a commercial bank
and renamed Kaupþing banki hf. (Kaupthing Bank). During 2002 it
operated according to the Act on Commercial Banks and Savings
Banks. In February Kaupþing banki signed an agreement on the acqui-
sition of the Swedish securities house Aragon Holding AB. This acqui-
sition was finally confirmed in the beginning of May. In June, Aragon
Holding merged with the Swedish bank JP Nordiska AB, and Kaupþing
banki became the largest shareholder under this agreement. 

At the end of August, the Board of Directors of Búnaðarbanki
Íslands hf. decided to open a branch in Luxembourg in 2003, with the
aim of strengthening the group’s money market and foreign exchange
market activities. At the end of September Sparisjóður Reykjavíkur og
nágrennis (SPRON) savings bank acquired all the shares in Frjálsi fjár-
festingarbankinn hf. investment bank held by Kaupþing banki, which
had been its majority owner since the beginning of 2001. In mid
September, the boards of Hlutabréfasjóðurinn Auðlind hf. and Kaup-
þing banki signed an agreement on a merger which was subsequently
approved by shareholders’ meetings of both companies in November. 

In October, Landsbanki Íslands hf. made an agreement to acquire
a majority shareholding in the leasing company SP-Fjármögnun hf.
Sellers included Sparisjóðabanki Íslands hf. (Icebank) and SPRON and
the acquisition was formally concluded in November.

At the end of August, Kaupþing banki made a bid to buy all the
shares in JP Nordiska AB, in which it already owned a holding of almost
one-third following the merger of Aragon Holding AB and the Swedish
bank. The bid was valid until November 29 and the Swedish financial
supervisory authority approved the takeover for its part in the beginning
of December. JP Nordiska was delisted from Stockholm Stock
Exchange and Kaupþing banki listed in its place. Trading in Kaupþing
banki shares began on December 20, on Stockholm Stock Exchange’s O
list.
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Privatisation and other changes in the ownership of finance compa-
nies...
In May the government announced a public offering of 20% of the
shares in Landsbanki Íslands hf., thereby lowering the Treasury’s hold-
ing in the bank from just over 68% to just over 48%. The sale went
smoothly. On July 10, the Executive Committee on Privatisation, on
behalf of the Minister of Commerce, requested notification from parties
interested in acquiring a shareholding of at least 25% in Landsbanki and
Búnaðarbanki. 

Five groups of investors submitted notification of their interest in
acquiring an anchor holding in the two banks and at the end of July it
was decided to begin talks with three parties concerning the sale of
shares in Landsbanki. In September the Executive Committee on
Privatisation announced its decision to begin talks with Samson
eignarhaldsfélag ehf. holding company on the acquisition of a substan-
tial shareholding in Landsbanki and also decided to continue the sales
process for Búnaðarbanki. Late in October it was announced that the
committee and Samson had reached an agreement on the latter’s acqui-
sition of a 45.8% holding in Landsbanki and two investor groups were
selected for talks on acquisition of a large share in Búnaðarbanki. In the
beginning of November the Executive Committee on Privatisation
announced its decision to hold further talks on the acquisition of a sub-
stantial shareholding in Búnaðarbanki with a group of investors.

In the beginning of 2003 the Ministers of Finance and Commerce,
on behalf of the Treasury, signed an agreement with Samson on the lat-
ter’s acquisition of a 45.8% shareholding in Landsbanki. In mid January
2003 the ministers then signed an agreement with Egla hf.,
Vátryggingafélag Íslands hf. insurance company, Samvinnulífeyrissjóð-
urinn pension fund and Eignarhaldsfélagið Samvinnutryggingar holding
company on their acquisition of 45.8% of the shares in Búnaðarbanki.
Egla hf. is a holding company owned by the German bank Hauck &
Aufhäuser Privatbankiers KGaA, Ker hf. holding company and Vá-
tryggingafélag Íslands hf.

At the same time as the agreement on Samson’s acquisition of
Landsbanki was signed, the latter’s board of directors announced that it
planned to exercise its option to sell shares in Vátryggingafélag Íslands
hf., to the nominal amount of just over 115 m.kr., to Ker hf., Eignar-
haldsfélagið Andvaka and Eignarhaldsfélagið Samvinnutryggingar
holding companies and Samvinnulífeyrissjóðurinn. In August 2002
Landsbanki had sold shares in Vátryggingafélag Íslands hf. to these
same parties to the nominal amount 145 m.kr. and the sales option
agreement was made when that transaction took place. Landsbanki’s
share in Vátryggingafélag Íslands was just over 41% at the beginning of
2002 but on February 1, 2003 it was less than 2%. 

Just before the end of the year Eignarhaldsfélagið Bakkabræður
Holding s.a.r.l. acquired a majority holding in Meiður ehf. investment
company, the largest shareholder in Kaupþing banki. Sellers of the
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shares were Kaupþing banki, SPRON, Sparisjóðabanki Íslands hf., and
other savings banks in Keflavík, Mýrasýsla, Húnaþing and Strandir,
Siglufjörður, Svarfaðardalur and Vestfirðir. Kaupþing banki owned a
43.8% share in Meiður prior to the sale, but 18.8% afterwards. Total
shares in Meiður owned by the savings banks went down from 56.2% to
26.2% after the sale. 

In the beginning of June, Iceland Stock Exchange changed its
Icelandic name from Verðbréfaþing Íslands hf. to Kauphöll Íslands hf.,
and a new holding company was established to operate both the ex-
change and the Central Securities Depository (Verðbréfaskráning Ís-
lands hf.). Named Eignarhaldsfélagið Verðbréfaþing hf., the new hold-
ing company is organised along the same lines as its two predecessors.
The aim behind its establishment was to achieve operational economies,
greater cooperation and improved service for the two companies. 

In the beginning of October Iceland Stock Exchange agreed to a
request for the delisting of Þróunarfélag Íslands hf. venture capital com-
pany, which had merged with Eignarhaldsfélagið Alþýðubankinn hf.
holding company under the name Þróunarfélag Íslands hf. 

… and a conflict occurred over the primary capital of SPRON
A conflict occurred over ownership of SPRON in 2002. Early in the
summer a group of owners of guarantee capital certificates in the sav-
ings bank bid at a fixed premium for all the primary capital in it. The
investor group announced shortly afterwards that Búnaðarbanki Íslands
hf. would finance the purchase and acquire the savings bank if the trans-
actions with the group of owners of guarantee capital certificates went
ahead. The SPRON Employees’ Fund also expressed an interest in
acquiring its primary capital. As mandated by law the Financial Super-
visory Authority (FME) examined the proposed acquisition and ruled in
the autumn that it could not go ahead as planned. An appeal against
FME’s finding was made to a committee operating on the basis of the
Act on Official Supervision of Financial Activities, which upheld the
ruling towards the end of 2002. 

Other changes in the financial system operating environment
Among other changes in 2002, the FME issued Rules no. 755/2002 on
the Annual Accounts of Credit Institutions, as amended by Rules No.
692/2001, which abolished the provisions on inflationary accounting
effective as of the accounting year 2002. 

During the year, Act no. 25/2002 was also passed amending Act
no. 145/1994, on Accounting, Act no. 144/1994, on Annual Accounts,
and Act no. 75/1981, on Income Tax and Net Worth Tax, with subse-
quent amendments. These amendments authorised the keeping of
accounts in foreign currency, on fulfilment of certain conditions.

New comprehensive legislation on financial undertakings was also
passed in 2002: Act no. 161/2002, which entered into effect on January
1, 2003. The new act covers commercial banks, savings banks, credit
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undertakings, electronic money undertakings, securities brokerage and
undertakings for collective investment in transferable securities. It
replaced Act No. 113/1996, on Commercial Banks and Savings Banks,
Act No. 123/1993, on Credit Institutions other than Commercial Banks
and Savings Banks, and Act No. 37/2002, on Electronic Money Under-
takings, and amended Act no. 13/1996, on Securities Transactions, and
Act no. 10/1993, on UCITS. 

In October 2002 the US credit rating agency Moody’s Investors
Service upgraded its foreign currency country rating for Iceland for bonds
and bank deposits to its highest rating, Aaa, up from Aa3. Shortly after-
wards Standard & Poor’s announced that it had upgraded Iceland’s out-
look from negative to stable and affirmed its ratings. The Republic of Ice-
land’s credit ratings are discussed in more detail in Chapter 3 of this report.

Several changes were made to the Central Bank’s main rules 
On May 29, 2002 the Governors of the Central Bank approved revised
rules on required reserves, foreign exchange balance, transactions with
the Central Bank by credit institutions with reserve requirements, and
liquidity ratios, and new rules on per diem penalties which the Board of
Directors had previously approved.

The rules entered into effect on July 1, apart from those on liquid-
ity ratios which were effective from September 1 and provisions on the
qualification of bonds as collateral security in transactions with the
Central Bank in the Rules on transactions by credit institutions with
reserve requirements, which entered into effect on June 1. 

Since new rules were issued on per diem penalties, the clauses on
penalties in earlier rules had to be amended. The main changes made to
the rules are outlined in an appendix to this Chapter. 

Profitability of commercial banks and savings banks improved from the
previous year
At the time of writing, the financial statements of all commercial banks
and six of the main savings banks had been published.1 Profitability of
all the commercial banks improved considerably in 2002 compared with
the year before. Four of the six main savings banks also produced bet-
ter profitability in 2002 than the previous year, while it worsened at two
of them. Improved profitability can be attributed to sale of assets by the
commercial banks as well as the discontinuation of inflation adjust-
ments, whereby price adjustment entries, which were generally on the
expense side among finance companies, ceased to be made.

On the whole, provisions for loan losses were higher in 2002 than
the year before, although the increase was proportionally less than in
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1. Búnaðarbanki Íslands hf., Íslandsbanki hf., Kaupþing banki hf., Landsbanki Íslands hf.,
Sparisjóðabanki Íslands hf. and the following savings banks: Sparisjóður Hafnarfjarðar,
Sparisjóðurinn í Keflavík, Sparisjóður Kópavogs, Sparisjóður Mýrasýslu, Sparisjóður
Reykjavíkur og nágrennis and Sparisjóður vélstjóra.
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2001, when it showed a sharp jump from the year before that. Final
write-offs also increased considerably between the years.

In general, the capital ratios of the commercial banks and six main
savings banks strengthened in 2002 and reached the highest levels seen
since 1996.

Deposit banks’ credit growth continued to slow down …
Outstanding lending and listed securities at the deposit banks amounted
to 917 b.kr. at the end of 2002, of which foreign lending and listed secu-
rities were 60 b.kr. Credit growth has slowed down further and the
deposit banks’ lending and market securities increased by 2.2% last
year, while domestic lending grew by only 0.8% at the same time.2

On the liabilities side, deposits amounted to 389 b.kr., issued secu-
rities 207 b.kr. (including 138 b.kr. denominated in foreign currencies)
and foreign borrowing other than bonds 294 b.kr. at the end of 2002.
Deposit growth was 15.8% in 2002, and took place mostly in indexed
deposits and foreign currency accounts.

In total, domestic lending and securities portfolios within the cred-
it system grew by 3.5% in 2002, compared with 19.1% the year before.

… and lending by investment credit funds grew by somewhat less
Outstanding credit at investment credit funds3 increased by 10.2% in
2002 and amounted to 447 b.kr. at the end of the year, compared with
growth of 18% in 2001 and 23% in 2000. Lending by the Housing
Financing Fund, which accounts for some 87% of total investment cred-
it fund lending, grew by 10.8% during the year to amount to 388 b.kr.
at the end of 2002. 

Securities issues increased by 15% during the year,4 the over-
whelming majority in housing bonds and housing authority bonds
although the proportional increase among other investment credit funds
was the same or larger. Some 78% of investment credit fund lending
was financed with bond issues, and after Kaupþing was classified with
deposit banks, foreign borrowing accounted for only 2%.

Slow growth in pension fund assets …
According to provisional figures, net assets of pension funds at the end
of 2002 were almost 677.2 b.kr. and increased by only 5% during the
year compared with 13.9% in 2001 and 9.4% in 2000. This was the
smallest annual rate of growth for more than two decades. Net assets of

2. Kaupþing banki was granted a licence to operate as a commercial bank in the beginning of
2002. Calculations of the twelve-month change from 2002 include December 2001 figures
for its predecessor, Kaupþing hf., with those for deposit banks. 

3. Kaupþing was granted a licence to operate as a commercial bank in January 2002 and is not
included among investment credit funds after that time.

4. Housing bond issues amounted to 33 b.kr., an increase of 14.6%, and housing authority
bonds to 11 b.kr, up by 16.9%. Both figures are nominal value. 

%

Lending and deposits 
of deposit banks

12-month changes

J M M J S N J M M J S N  
2001 2002

0

4

8

12

16

20

24

28

32

Deposits

Lending



19

the pension funds at the end of 2002 were equivalent to 86.5% of GDP,
virtually the same figure as the preceding three years after steady pro-
portional growth before then. At the end of 2002, pension funds’ hold-
ings of foreign securities amounted to 103.6 b.kr., having shrunk by 31
b.kr. over the year, or 23.1%. This was the first year-on-year drop ever
recorded in the foreign asset stock, although the increase in 2001 was
only 5.2%, which is a sharp change from the years before that. Net pen-
sion fund purchases of foreign securities amounted to just under 22 b.kr.
but the negative revaluation was more than 52 b.kr. The reasons were a
further reduction in the market value of foreign securities, measured in
foreign currencies, coupled with the strengthening of the króna, which
amplified the negative return in domestic currency terms. 

Loans to pension fund members increased by 18.1% during the
year, a somewhat smaller growth rate than the two preceding record
years when it measured 25-28% annually. 

Several pension funds have published their annual accounts for
2002 and in most cases their real return on investments was negative. If
the real return on total pension fund investments turns out to have been
negative in 2002, this will be the third consecutive year that this hap-
pens. 

... but total assets of mutual funds increased and the number of equity
funds declined
Total assets of mutual funds increased by 30.7 b.kr. in 2002, compared
with 21 b.kr. in 2001. Of this figure, securities portfolios grew by 32.5
b.kr., mostly in deposit bank bonds and government bonds. Net sales of
unit trusts in 2002 were 25.3 b.kr., as against 13.5 b.kr. in 2001. The mutu-
al funds’ foreign portfolios shrank by 3 b.kr. during the year while other
fund formats (short-term funds, funds investing in securities that are not
liable for wealth tax, and mixed funds) grew in the range 10-13.6 b.kr.

Total value of equity funds contracted by 4.2 b.kr. in 2002. The
greatest drop was in the foreign securities stock, at 1.5 b.kr., and hous-
ing bonds at 1.3 b.kr.

The operating environment of equity funds altered when the tax
concession for private purchases of shares was abolished as of 2003. For
this and other reasons, a number of funds changed their names and
investment strategies during the year, switching from passive position-
taking towards strategic interests in companies. 

Íslenski fjársjóðurinn hf. became Afl fjárfestingarfélag hf. in the
first half of 2002. The boards of Hlutabréfasjóður Íslands hf. and
Kaldbakur fjárfestingarfélag hf. decided to merge these companies
under the name Kaldbakur fjárfestingarfélag hf. in November 2002. In
December, the board of Íslenski hlutabréfasjóðurinn hf. decided to
change the fund’s activities and rename it Fjárfestingarfélagið Atorka
hf. Towards the end of the year Hlutabréfasjóðurinn Auðlind hf. merged
with Kaupþing banki, as mentioned above, and shareholders in Auðlind
hf. were issued with shares in Kaupþing banki instead.
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Foreign portfolio investment grew considerably from 2001 … 
In 2002 Icelanders made net investments in foreign securities for a total
of 25.5 b.kr., compared with 3.7 b.kr. in 2001, 40.5 b.kr. in 2000 and
27.8 b.kr. in 1999. Investor interest in foreign securities thus rallied
again after a sharp drop in net investment in 2001. 

Net purchases of units in foreign mutual funds were positive by
21.7 b.kr. in 2002, but negative by 1.9 b.kr. in 2001 and positive by 35.2
b.kr. in 2000. By comparison, net direct investment in foreign compa-
nies was positive by 2.1 b.kr. in 2002, 5.7 b.kr. in 2001 and 9.9 b.kr. in
2000. 

Net purchases of foreign bonds amounted to 1.7 b.kr. in 2002,
while sales exceeded purchases by 60 b.kr. in 2001 and 3.4 b.kr. in
2000. Net purchases of other securities issued abroad amounted to 115
b.kr. in 2002, while sales exceeded purchases by 37 b.kr. in 2001 and
1.2 b.kr. in 2000.

It is interesting to note that 74% of net purchases in 2002 took
place in the second half of the year. Around the middle of the year,
investors apparently took the view that foreign equity markets were
close to bottoming out. Institutional investors who had held back on for-
eign investments in 2001 seem to have stepped up their purchases in
July and August. 

Prices of foreign equities plunged in September, which explains
the lower level of net purchases that month. The strengthening of the
króna and very low foreign equity prices then produced the largest
monthly net purchases of the year, in October. 

Foreign equity indices dropped for the third consecutive year in
2002. The Morgan Stanley Global Index dropped by 21%, the Morgan
Stanley European Equity Index by 31%, S&P 500 by 23% and Nikkei
225 by 19%. Compounding the fall in market value of foreign securities
measured in foreign currencies, the króna strengthened by 13.5% in
2002, resulting in even poorer returns on them in domestic currency
terms. 

… and considerable interest in Icelandic bonds among foreign investors
Net purchases by foreign entities of Icelandic securities issued in Iceland
amounted to 11.9 b.kr. in 2002, compared with just over 7 b.kr. in 2001.
Despite the slight increase in net purchases in 2002, their composition
changed greatly between the years. In 2001 equities were bought quite
heavily (net purchases 3.3 b.kr.) but in 2002 net sales amounted to 1.6
b.kr. It should be borne in mind, however, that the substantial net pur-
chases of equities listed on Iceland Stock Exchange in 2001, especially
over the period from October to December, could be attributed to par-
ticipation by foreign entities (including holding companies owned by
domestic entities in other countries) in offerings in order to finance
acquisitions abroad. Some of them can be expected to have opted to reap
the profits on these trades; the ICEX Main Index showed quite a differ-
ent trend from foreign equity indices, rising by 16.7% in 2002. 
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Offsetting the negative net equity purchase figure, purchases of
units in mutual funds, which amounted to only 918 m.kr. in 2001, grew
to 3.2 b.kr. in 2002. 

The sharpest turnaround was in net purchases of bonds, which
amounted to only 472 m.kr. in 2001 but rose to 7.1 b.kr. in 2002.
Housing bonds and housing authority bonds accounted for 5.2 b.kr. of
net bond purchases in 2002, which was noteworthy in light of the net
issuance of housing bonds and housing authority bonds through the
housing system during the year. Undoubtedly there were many reasons
for the sharp turnaround, but an obvious one would be the exceptional
yields in the bond market in 2002. Relative to the Treasury’s credit rat-
ing, bonds offering such high yields were rare. Improved communica-
tion of information and systematic promotion of the Icelandic bond mar-
ket abroad also seem to have contributed to robust demand for bonds.

Net purchases of short-term bonds, almost entirely comprised of
commercial bank and savings bank bonds, grew from 2.4 b.kr. in 2001
to 3.3 b.kr. in 2002. 

Thus foreign investors were much more visible in domestic secu-
rities markets in 2002 with large-scale bond purchases, compared with
the heavy level of equity purchases in 2001 which to some extent was
connected with foreign companies owned either by foreign entities or by
holding companies linked in some way to Icelandic residents. 

Depositors’ and Investors’ Guarantee Fund
On February 6, 2003 the Minister of Commerce ratified the annual
accounts of the Depositors’ and Investors’ Guarantee Fund for the year
2002. The Fund operates in two divisions as provided for by Act no.
98/1999, on Guarantees for Depositors and Investors, Rules no.
120/2000 on the same subject and the articles of association approved at
its founding meeting on December 28, 1999. Under Act no. 98/1999 the
total assets of the Fund’s deposit division shall amount to a minimum of
1% of the average amount of guaranteed deposits in commercial banks
and savings banks during the preceding year. According to provisional
figures, such guaranteed deposits increased by more than 14% between
the years to an average of 360 b.kr. in 2002 (315 b.kr. in 2001). Total
assets of the deposit division for payment of depositors’ claims on
account of difficulties by member companies in meeting their obliga-
tions was 3,233 m.kr. (3,343 m.kr. at the end of 2001), or 0.8975% of
guaranteed deposits (1.061% at the end of 2001), which meant that it did
not fulfil the requirements of Act no. 98/1999 in this respect. Thus the
amount by which the deposit department’s assets fall short of the
mandatory requirement needs to be collected from commercial banks
and savings banks. A minimum sum of 369 m.kr. is involved. It should
be underlined that, so far, the Fund has not needed to draw on its assets
on account of difficulties faced by member companies in meeting their
obligations. Total minimum assets of the securities division shall be 100
m.kr. In 2002, the third round of payments, amounting to 20 m.kr., was
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collected from member companies. Capital stock of the securities divi-
sion at the end of the year was 65 m.kr., and member companies have
issued letters of guarantee for the outstanding 35 m.kr. The fourth round
of payments to the securities division, amounting to 20 m.kr., will be
collected in 2003 as provided for by law.

In November 2001 one of the fund’s members, Burnham
International in Iceland, was taken into official receivership. The com-
pany was still in receivership at the end of 2002 and it is not known
when this process will be completed. Claims were made against the
Guarantee Fund – Securities Division amounting to 226 m.kr. Most
were rejected and withdrawn. A number of cases were being heard by
the courts at the end of 2002 and one was being investigated by the
police. 

The importance of payment systems and securities settlement systems
for financial stability
According to Art. 4 of the Central Bank Act, one of the Bank’s roles is
to promote an efficient and safe financial system, including payment
systems domestically and with foreign countries. Payment systems and
securities settlement systems are an important element of the financial
system, making it crucial to enhance their active and reliable operation.
This is consistent with foreign models, since in most countries central
banks play an important role in their payment and securities settlement
systems. 

Two types of payment system are in operation in Iceland, both of
them settlement systems, i.e. the Central Bank’s real-time gross settle-
ment (RTGS) system and the netting system operated by
Fjölgreiðslumiðlun hf. (FGM). Settlements of securities transactions are
also processed by these systems. Participants are the commercial banks,
savings banks and Central Bank. The Icelandic Banks’ Data Centre
(RB) provides software services for all the systems and the Central
Bank acts as a settlement provider. 

The Central Bank drew up a policy for payment systems and securities
settlement systems, ...
The Central Bank performs an important function in promoting reliable
and efficient payment systems in Iceland. The same applies to the secu-
rities settlement system. This function may be divided into policy-mak-
ing, regulatory, catalyst, operational and oversight roles. Furthermore,
the Central Bank has representatives on the boards of the companies
involved in implementation of payments and settlements, i.e. RB, FGM
and the Iceland Stock Exchange (ICEX) holding company, which work
towards furtherance of the Bank’s strategy in this field. 

The Central Bank has formulated a policy on these issues aimed at
tailoring Iceland’s systems to international requirements. In doing so it
has taken particular account of a study made by the International
Monetary Fund in 2000, on the extent to which Iceland’s payment inter-
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mediation system fulfils international standards. The reference stan-
dards are the Core Principles for Systemically Important Payment
Systems and the CPSS/IOSCO recommendations for securities settle-
ment systems. 

In the IMF’s view Iceland fulfilled only three of the ten Core
Principles at that time and a number of payment system issues needed
to be substantially improved if full compliance were to be ensured. In
particular it pinpointed the need to establish risk management within the
systems, set clearer rules about their activities, inform participants about
systemic risk, introduce settlement guarantees, draw up a contingency
plan and increase system transparency. 

In light of these remarks it was initially decided that the main
emphasis would be on developing a netting system for settlements
below the limits set for the RTGS system. It was also decided that once
work on that system was well under way, further evolution of the RTGS
system would be addressed. Another necessary issue to consider was
securities settlement systems, in the wake of the payment system
reforms.

... took the initiative in developing the netting system, ...
The FGM netting system handles netting of accumulated payment
orders between participants lower than 25 m.kr. Settlements are made
through the participants’ RTGS accounts with the Central Bank. FGM
is jointly owned by the commercial banks, payment card companies and
the Central Bank. 

Development of the netting system was a Central Bank initiative.
In 2001 the FGM Board approved proposals for reforms to the system
with the aim of bringing it into line with international standards. The
system description produced then was used as the basis for RB’s soft-
ware design, which was largely completed in December 2002.

Market participants did not consider it was possible to cut back
services to credit institutions’ customers by delaying their access to pay-
ments until the day after a payment order is given. This standpoint
shaped the approaches proposed in the system description. It was clear
that a system needed to be established which (a) showed real-time debt
positions (i.e. netting positions) between participants, (b) imposed a
limit on those positions, (c) made demands towards participants for
monitoring of their positions and responses if they were approaching the
limit, and (d) made demands for collateral security for settlement of net-
ting positions. 

Real-time netting positions between system participants will
thereby be made visible so that they can monitor and manage payment
intermediation risks. Customers will continue to have access to money
deposited in accounts as soon as payment is made. Once experience of
the system has been obtained, participants will negotiate authorisations
for netting positions between them and put forward collateral securities
for the highest individual authorisation. Towards the end of 2002, col-
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lateral security amounts were estimated and participants deposited these
sums with the Central Bank on January 1, 2003. A system will also be
set up where participants can deposit liquid funds in dedicated accounts
to meet temporary imbalances in payment positions between them.

Netting system tasks that need to be addressed in 2003 include
completion of software development, adoption of rules for the system,
approval of the system in accordance with Act no. 90/1999, develop-
ment of a payment position information system and reassessment of col-
lateral security for settlements. 

... ... established risk management in the RTGS system, ...
The Central Bank’s RTGS system entered service in December 2000. It
handles final settlement of individual payment orders of 25 m.kr. or
above as soon as the deposit in the payer’s account allows this to be
done. The system thereby transfers payment orders, which are above the
minimum needed to qualify for the RTGS system, directly to or from
participants’ current accounts with the Central Bank. 

The RTGS system has a triple function. Firstly, the Central Bank
uses the system in the implementation of its monetary policy; secondly,
it is used in transactions by credit institutions with the Central Bank; and
thirdly, it is used for gross settlements between credit institutions. The
security and functionality of this system are thereby preconditions for
enabling the Central Bank to achieve its objectives for both price stabil-
ity and financial stability. Consequently, operation of the RTGS system
has been assigned to the Central Bank, whose duty is to strengthen the
security, efficiency and independence of the system, in line with pre-
vailing international practice. 

In 2002 the Central Bank’s main focus was on strengthening risk
management for the RTGS system. Statements of the lowest position
within each day were produced for each participant in the system from
mid 2002. In October, the findings of this analysis were announced at
meetings with all the participants, where the Central Bank also outlined
its policy for risk management in the system. Among the assumptions in
it are active monitoring of the position of each participant within the
day, agreements on collateral security for settlements and enhanced
access to funding during the system’s business hours. Further meetings
in December evaluated the findings of the analysis and set collateral
security amounts for each participant. Agreements were subsequently
reached with all participants concerning collateral security, in the form
of either a required reserve in a separate blocked account or securities
which fulfil collateral requirements. When pending changes in the
reserve ratios and reserve base go into effect, it is expected that securi-
ties will be the sole form of collateral for settlements. 

The agreements provide for exposure limits and collateral securi-
ty for settlements in both the RTGS and netting systems. They are based
on the Central Bank’s respective rules for payments systems, required
reserves and transactions with the Central Bank by credit institutions
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which are subject to required reserves. In the agreements, the term
“exposure limit” means the authorisation of participants to meet intra-
day fluctuations in the negative position on their RTGS accounts, to a
specified maximum, until the time that the account is settled and the
debt position cleared at the end of each business day. Each institution
undertakes to provide sufficient collateral security to cover its payment
position in the system at all times and not to exceed the exposure limit.
The Central Bank may reject payment orders which would lead a cred-
it institution to exceed its limit. Institutions may request changes in their
limits on condition that they provide collateral security to match the new
amount. If an institution defaults on its settlement obligations, the
Central Bank may dispose of deposits in the blocked reserve account, or
redeem hypothecated securities, without advance notice or notification,
for settlement and clearance of a debt position in the system. 

The agreements outlined above can be seen as representing a
major step towards bringing arrangements for the credit institutions’
transactions with the Central Bank into line with best international prac-
tices. Automatic Central Bank guarantees for settlements in the RTGS
system are a thing of the past. 

In order to enable credit institutions and the Central Bank to mon-
itor payment positions, collateral securities and exposure limits in the
RTGS system, proposals were announced in 2002 to develop an infor-
mation system that provides an overview of all transactions by each
institution with the Bank. Development of this system is planned to
commence in 2003. Such a system would serve to provide important
information for assessing the liquidity position of credit institutions and
financial stability. Further tasks in 2003 will aim to review the rules
governing the system, increase its independence, reassess collateral
security amounts for settlements, shorten handling times and lower the
gross settlement limits. 

The Central Bank has also presented the Financial Supervisory
Authority (FME) with proposals concerning arrangements for oversight
of payment systems. These assumed that the Central Bank’s rules on
payment systems would include provisions for the FME to handle
supervision of participants’ implementation of the rules. A draft contin-
gency plan for payment systems was also proposed. 

The accompanying chart shows RTGS system turnover from June
to December 2002. Total turnover in the system, i.e. deposits and with-
drawals, averaged 1,370 b.kr. per month over this period. Daily turnover
averaged 66 b.kr. 

... presented proposals for development of a securities settlement sys-
tem, ...
In most countries, central banks are assigned the role of promoting
development of reliable and efficient securities settlement systems.
Iceland’s securities settlement system plays a key role for the domestic
securities market, financial system and financial stability. The Central
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Bank also uses the settlement system in its own transactions with secu-
rities, which makes it an important tool in monetary policy implemen-
tation. Responses may be required to sudden events relating to monetary
policy, which will put the presence of a reliable securities settlement
system to the test. 

The Icelandic securities settlement system is operated on the basis
of an agreement between the Central Bank, Central Securities
Depository (CSD) and ICEX. It includes all institutional arrangements
for confirmation, determination of rights and obligations, clearance and
settlement of securities trades and safekeeping of securities. Securities
settlement includes the final transfer of securities (delivery) and funds
(payment) between the buyer and the seller. In the Icelandic securities
settlement system the different components are divided between the
three institutions in the following manner: (a) ICEX confirms the terms
of securities trades (confirmation); (b) the CSD calculates the mutual
obligations of market participants for the exchange of securities and
money (clearing) and carries out the final transfer of securities (deliv-
ery); (c) the Central Bank executes the final transfer of funds (payment),
mainly through its RTGS system, based on payment orders calculated
by the CSD; (d) the CSD handles custody/safekeeping of the securities. 

The Central Bank presented proposals in 2002 for development of
the securities settlement system. These include clarification of rules for
the system’s operations, introduction of risk management, and expedit-
ing of payment orders from the CSD to the Central Bank and netting of
them, so that credit institutions can be notified of their securities trading
positions in order to prepare settlements which are made the following
morning. 

... was involved in discussions on settlement of securities denominated
in foreign currencies ...
Following amendments made to the Public Limited Companies Act in
2002, requests were made for securities settlements to be allowed in for-
eign currencies. The Central Bank has taken part in examining the ben-
efits of developing a system for settlement of transactions involving
securities in foreign currencies, in collaboration with the CSD, ICEX
and the commercial banks. 

Settlements which are not denominated in domestic currencies are
highly exceptional and are generally made without the respective coun-
try’s central bank being involved in its operations. It remains unclear
whether, and if so how, a settlement system for securities denominated
in foreign currencies should be arranged in Iceland. Ways may well be
explored for developing a system in Iceland which would be operated
solely under the auspices of the commercial banks. Since such a system
would obviously entail new settlement risks, a detailed analysis must be
made of the need for it, design costs, work involved in operating it and,
above all, the inherent risk that it would involve. 

RTGS system turnover
June - December 2002
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... and participated in the development of a European single payments
area.
Under the Agreement on the European Economic Area, Iceland has
undertaken to establish free movement of capital and payments within
the EEA. However, the divergent evolution of payment systems in indi-
vidual countries makes cross-border payments both difficult and costly
to execute. With the establishment of the internal market and introduc-
tion of the euro, the EU has emphasised the development of a European
single payments area for the benefit of consumers and businesses alike.
The Commission and European Central Bank have promoted develop-
ment of legal and technical issues in this field. 

EFTA countries consider that it follows from the EEA Agreement
that they participate in cooperation on the development of a single pay-
ments area which will cover the entire European Economic Area.
Iceland has participated in cooperation with the Commission to this end.
However, it has had limited opportunity to cooperate in the important
work being conducted in this field by the European Central Bank and
European credit institutions. 

In 2002, the Central Bank of Iceland held talks with the ECB con-
cerning closer cooperation on European payment systems and securities
settlement systems. Subsequently it was agreed to enhance the cooper-
ation at central bank level with the aim of ensuring comparable condi-
tions for Icelandic credit institutions regarding participation in Pan-
European payment systems that are currently being developed. 

Notes and coin in circulation and upgrading of the 5,000 kr. note ...
At the end of 2002, notes and coin in circulation outside the Central
Bank and deposit banks amounted to 7,666 m.kr. The increase during
the year was 3.5%, compared with 3.6% in 2001. As a proportion of
GDP, notes and coin in circulation decreased in 2002, for the third con-
secutive year. Among the explanations for this trend are changes in pay-
ment transfer arrangements and greater use of other forms of payment.

The Central Bank has the exclusive right to issue notes and coin in
Iceland. Under the Central Bank Act it is obliged to have sufficient
reserves of notes and coin. The Bank gives high priority to maintaining
the credibility of Icelandic banknotes, among other things with security
features in notes and regular processing of them. The aim behind the
security features is to try to facilitate the Bank and all others in identi-
fying forged notes, and to make forgery more difficult. Forgery is not a
serious problem in Iceland, but a number of cases are always examined
every year. The note processing department receives an average of 20
million notes a year, which means that each note in circulation has an
average turnover rate of several times a year. Note processing equip-
ment scans the machine-readable features of notes to detect forgeries. 

The notes currently in use in Iceland entered circulation in 1981-
1995. Since then, substantial advances have been made in note design.
The Central Bank proposed to the Prime Minister that the 5,000 kr. note
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should be upgraded incorporating new security features and minor
changes in their graphic design. The Prime Minister agreed to the
Bank’s proposals in December 2002. Design of the new note and prepa-
rations for publicising it are in progress. It is planned to put the new
5,000 kr. note into circulation before the end of 2003.

... and eyrir coins withdrawn from circulation
In September 2002, after receiving a proposal from the Central Bank,
the Prime Minister signed two regulations concerning payment interme-
diation and currency in Iceland. One regulation stipulates that the max-
imum amount of any claim or account shall be specified and paid in
whole króna, and the other relates to the withdrawal from circulation of
three denominations of coin (the eyrir, fractions of one króna). The first
regulation removed all obligation to render payment in eyrir as of
October 1, 2003. Nonetheless, fractions of one króna may still be used
in calculation of prices, but amounts lower than 0.5 króna shall be
rounded down and those of 0.5 króna or higher rounded up. Under the
second regulation, coins in the denomination of five, ten and fifty eyrir
shall be withdrawn from circulation. Commercial banks and savings
banks will be obliged to accept eyrir and exchange them for króna until
October 1, 2003. The eyrir will remain legal tender in the intervening
period, but no longer than that. However, the Central Bank will
exchange the eyrir until October 1, 2004.

Drop in credit card transaction volume
Credit card transaction volume dropped by 0.5% in 2002, largely
because transactions outside Iceland decreased by almost 2 b.kr. Total
transaction volume amounted to 139 b.kr. during the year compared
with 140 b.kr. in 2001, while the number of transactions hardly
changed.

However, total debit card transactions increased in volume by
5.1%, from 317 b.kr. in 2001 to 333 b.kr., and in number from 41 mil-
lion to almost 45 million. Cheque transactions decreased in number by
22% during the year, from 3.5 million to 2.7 million, and total cheque
transaction volume by 16.8% to 388 b.kr., compared with 466 b.kr. in
2001.
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Review of Central Bank rules

In 2002 certain shortcomings were eliminated from earlier rules and
they were generally enhanced. Reporting requirements in connection
with rules on liquidity ratios and foreign exchange balances were also
changed to enhance their informational value. The following is a
summary of the main changes made to rules on transactions with the
Central Bank by credit institutions with reserve requirements,
required reserves, foreign exchange balances and liquidity ratios. The
main features of new rules on per diem penalties are also outlined.

Rules on transactions with the Central Bank by credit institutions
with reserve requirements 
The general interest rule was changed to real days/360, but was pre-
viously 30/360 except for overdrafts and overnight loans. A special
framework was also created in the new rules to encompass bonds
which qualify as collateral security in repo transactions with the
Central Bank.

Rules on required reserves
After the change to the day rules in transactions with the Central
Bank, required deposits are calculated as the average of the real num-
ber of days in the required reserve period, and not as a 30-day aver-
age as in the older rules. Under the new rules, the required deposit
amount is calculated from average disposable funds at the end of the
preceding two months, instead of the previous month as before. 

Also, financial institutions are offered the option of using part
of the amount in required reserves as collateral in the netting payment
system.

Rules on foreign exchange balances 
In the earlier rules, the US dollar balance alone was allowed to be
negative or positive by 20%. The new rules extend this provision to
the euro balance as well. 

Rules on liquidity ratio
A number of items were added to liquidity reporting requirements to
provide a better picture of the composition of the liquidity position in
domestic and foreign exposures. The rules were also changed in order
to take more account of off-balance-sheet items.

Rules on the use of per diem penalties 
Rules on the use of per diem penalties entered into effect as of July
1, 2002, after being approved and confirmed by the Board of
Directors. Set with reference to paragraphs 2 and 3 of article 37 of
Act no. 36/2001, on the Central Bank of Iceland, they replaced ear-
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lier rules on the same subject in a regulation issued by the Bank in
1986.

These rules shall be applied if a credit institution or securities
fund does not comply with the Bank’s rules on required reserve, liq-
uidity ratio and currency balance. 

Penalties according to the rules range from ten thousand to one
million kr. per day and can be imposed on account of delays or neg-
ligence in reporting to the Central Bank and in providing information
to which it is entitled. They are also imposed if wrong information is
wilfully given to the Bank or its content proves to be inadequate when
data is processed. 

The rules assume that the Governors of the Central Bank will
impose per diem penalties with a separate decision on a case-by-case
basis. In deciding the penalty amounts they may take into account the
nature of the negligence or infringement, and the financial strength
and total assets of the entity concerned. An entity subject to a deci-
sion on per diem penalties is given seven days’ grace to challenge the
decision in writing. An appeal against a decision by the Central Bank
may be submitted to the Prime Minister within three months from the
announcement that the penalties had been levied. 

Three-quarters of penalties collected in accordance with these
rules shall accrue to the Treasury.


