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I. Introduction 

“In such a fashion, one fine day, were the foundations upon 

which the crofter had built his life swept aside; those almighty 

giants of commerce who stood with one foot in Iceland and 

the other on the continent itself – one fine day saw them 

wiped away like so much spit.” 

 

Laxness, H. (1934-35), Independent People, p. 389. 



Our data 

• We utilise an unprecedented nationwide household-
level database designed and compiled by a small 
working group within the Central Bank of Iceland based 
on a special permission from the Data Protection 
Authority 

• The database contains detailed information on each 
individual loan and household for a whole country’s 
population of indebted households at a time when 
they experienced an unexpected adverse shock in the 
form of a banking system collapse and currency crisis 
of exceptional magnitude 



The main strength of our approach … 

• We use our detailed dataset to construct payment 
profiles for each loan, income and living expense 
profiles for each household, as well as housing wealth 
profile for each homeowner 

• Hence, we get a powerful analytical tool that allows us 
to analyse the effects of the large shock encountered 
by households over our four-year period, as well as the 
effects of policy measures and legal interventions 

– From peak to trough, the exchange rate depreciation 
measured 60 per cent, the rise in the consumer price index 
37½ per cent, the decline in real wages 13½ per cent, the 
increase in unemployment 8½ percentage points, and the fall 
in real house prices 34 per cent 



… of constructing profiles is to allow 
us to capture crisis dynamics … 
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… and analyse our issues of interest 

1. Extent and evolution of 
financial distress 

2. Extent and evolution of 
negative housing equity 

3. Size of the highly vulnerable 
group being both in distress 
and negative housing equity 
and how it has evolved 

4. Characteristics of 
vulnerable households  

5. Effects of debt restructuring 
measures and recalculation 
of FX loans  
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II. Financial distress 

“He returned to his senses, now that the boom years were 

over, to find himself stuck in the bog which, with infinite labour, 

he had managed to avoid in the hard years; the free man of 

the famine years had become the interest-slave of the boom 

years.“ 

 

Laxness, H. (1934-35), Independent People, p. 505-506. 



Definition of financial distress 

• Our preferred measure to assess the share of indebted 
households in financial distress is based on calculating 
each household’s financial margin for each month over 
the four-year period (2007-2010) 

• Households are defined to be in financial distress if 
they have a negative financial margin such that their 
disposable income is insufficient to cover both debt 
service payments and necessary minimum living 
expenses 



Financial distress - defaults 

• It is important to note that financial distress does not necessarily 
lead to defaults 

• Households in distress can defer defaulting by liquidating some 
assets, negotiate debt restructuring, or increase their labour 
participation or hours worked 

• Household’s equity position is important for their possibilities to 
escape defaulting when in distress, for instance by selling assets 
or negotiating debt restructuring 

• Hence, it is also important to assess the share of households in 
the most vulnerable position of being both in distress and in 
negative housing equity  



Results on financial distress 
Whole reference group 

• Share of indebted households in 
distress nearly doubled in the 
run-up to the banking collapse 
as the currency depreciated and 
inflation increased 

• The share in distress peaked at 
27½ per cent in the autumn of 
2009 but decreased thereafter 
due to debt restructuring 
measures, wage increases and 
recalculation of illegal FX loans 

• Roughly 20 per cent of indebted 
households are in distress at 
year-end 2010 compared to 25 
per cent in the absence of 
measures 

 



Results on financial distress 
Changes to financial margin distributions over time 

The extent of very severe financial distress, defined as having a negative margin exceeding 

100 t.kr. a month, close to quadrupled in the run-up to the collapse. Roughly half of all severely 

distressed households at year-end 2010 are families with children (mostly FX borrowers). 



Results on financial distress 
By income and currency-denomination of debt 

Financial distress is negatively related to income, most households in distress are low 

income households. Distress is more widespread among FX borrowers than ISK borrowers 



Results on financial distress 
Changes to FX borrowers’ financial margin distributions 

Almost 6 per cent of FX borrowers were very severely distressed in early 2007 and they 

represented over 70 per cent of all households in that situation. The share of FX borrowers so 

severely distressed had quadrupled by October 2008 and was still at a similar level before the 

recalculation took place but decreased thereafter  



Results on financial distress 
By family type 

• Financial distress is far 
more widespread among 
families with children 
than childless 
households 

• 28 per cent of families 
with children in distress 
at end of period, 
corresponding to parents 
of one out of every fifth 
child being in distress 



III. Housing equity 

“Those people who owed more than they could ever pay were 

straightaway declared bankrupt, and might thank their lucky 

stars for being let off so lightly, but all those who had anything 

in them at all were allowed to hang on in their halter of debt, 

with their toes barely touching the ground, in the hope that 

they might be able to scrape at least the interest together with 

their broken and bleeding nails – a misfortune even greater, 

perhaps, than that of being bankrupted and kicked out empty-

handed.” 

 

Laxness, H. (1934-35), Independent People, p. 506. 



Housing equity 

• We assess each indebted homeowner’s housing equity by 
relating the value of his/her property according to the 
constructed housing wealth profiles to the outstanding balance 
on the mortgage according to the constructed payment profiles 

• We are especially interested in assessing the share of indebted 
homeowners in negative housing equity 

• Icelandic households are relatively more likely to end up in 
negative housing equity than households in many other 
countries due to characteristics of Icelandic mortgage contracts, 
especially the extensive indexation to the consumer price index 
and exchange rate developments making the debt position 
vulnerable to exchange rate and inflation shocks 

 



Results on negative housing equity 
All homeowners in reference group 

• The incidence of negative 
housing equity increased 
considerably in the run-up to 
and aftermath of the crisis as 
house prices declined and 
mortgage debt levels rose 
due to the exchange rate 
depreciation and the 
associated rise in inflation 

• 37½ per cent of indebted 
homeowners are in negative 
housing equity at the end of 
the period 



IV. Homeowners both in 
financial distress and 

negative housing equity 

„True, it has been quite usual in the old days for people to owe 

the merchant money and to be refused credit when the debt 

had grown too big. It had likewise been nothing uncommon for 

people thus denied sustenance to die of starvation, but such a 

fate, surely, was infinitely preferable to being ensnared by the 

banks, like people are nowadays, for at least they had lived 

like independent men, at least they had died of hunger like 

free people.“ 

 

Laxness, H. (1934-35), Independent People, p. 504-505. 



Distress and negative housing equity 
All homeowners in reference group 

• Similar to other measures of 
financial vulnerabilities, the 
share of homeowners that 
were both in financial 
distress and negative housing 
equity rose sharply over the 
four-year period 

• One out of ten indebted 
homeowner is both in 
distress and negative housing 
equity at the end of the 
period 



Distress and negative housing equity 
By family type and currency-denomination of debt 

Families with children are most likely to experience simultaneous payment and debt problems. 

FX borrowers are far more likely to be in this highly vulnerable position than ISK borrowers 



V. Debt relief measures 
introduced after our 

reference period 
 “ ‘Things have got into a hell of a mess here’, growled the new 

manager angrily, and the deeper he probed into the books the 

angrier he became, people’s debt had been allowed to run far 

too high, things were in an awful state, precautionary 

measures of a most drastic nature would have to be taken 

immediately.“ 

 

Laxness, H. (1934-35), Independent People, p. 506. 



Debt relief measures 

• Our baseline scenario includes some of the main forbearance 
and debt restructuring measures introduced over this four-year 
period 
– Important changes to the income tax system and benefit schemes are 

also included in our disposable income profiles 

• Additional measures were introduced at the end of our period of 
analysis:  
– Reduction of mortgage debt to 110 per cent of the underlying property 

value 

– Special interest rate rebate 

• Now, we want to consider these measures and their possible 
effects 

• We can not assess the effects of de-centralised debt 
restructuring measures 



The 110 per cent option 
Reduction of mortgage debt to 110 per cent of property value 

Households in distress received only 23½ per cent of the write-offs due to the 110 per cent 

option, leading the share in distress to decline by only 0,6 percentage points.  



The special interest rebate 
 

Over 60 per cent of the special interest rebate was paid out to the two highest income quintiles. 

Households in distress received only 27 per cent of the special interest rebate, leading the 

share in distress to decline by only 0,8 percentage points.  



Cost and effectiveness of measures 
in terms of decreasing distress 



VI. International 
comparison 

“People simply can’t afford to live like civilised human beings, as 

has been so often demonstrated before, and will be again; even 

middle-class farmers can’t afford it, and in a boom year at that. 

The only sensible course for ordinary folk, the only one that 

pays, is to live in a little hut on the same cultural level as the 

negroes of Central America, and to let the merchant keep a 

flicker of life going in them, as the Icelandic nation has been 

doing for a thousand years now. People take more upon 

themselves than they can manage if they aim higher.” 

 

Laxness, H. (1934-35), Independent People, p. 504. 



Two household credit cycles 
 

The size of the aggregate household deleveraging in Iceland is a bit smaller than in the 

Swedish banking crisis, but the pace has been more rapid. Nevertheless, Icelandic 

households remain more indebted. The decline of nominal aggregate household debt is larger 

than in the Swedish crisis and in the US in the current crisis. 



Financial distress 
Comparison with the Norwegian banking crisis 

• The share of Norwegian 
households in distress was higher 
in the run-up to the crisis, but the 
two crises’ peak level of distress is 
almost identical 

• It took roughly 7 years for the 
share in distress to fall to 20 per 
cent in Norway, while the same 
decline was achieved in roughly 
two years here 

• No household debt restructuring 
measures were introduced in the 
Norwegian banking crisis, but the 
welfare system provided important 
support to households’ debt 
servicing capacity 



Negative housing equity 
Comparison with Ireland, US, and the UK 

• The incidence of negative 
housing equity in Iceland is 
high in an international 
context  

• This is unsurprising in light of 
the combined effect of a 
drop in house prices and an 
increase in debt levels due to 
indexation to the consumer 
price index and foreign 
currencies in Iceland 



Distress and negative housing equity 
Iceland vs. Ireland 

• The extent of coinciding 
financial distress and 
negative housing equity was 
similar in Iceland and Ireland 
at year-end 2010, although 
households’ financial position 
was still deteriorating in 
Ireland while it was 
improving in Iceland 



VII. Characteristics of 
vulnerable households 

“Yes, the bottom fell out of everything, the autumn that Bjartur’s 

house was one year old [...] But this loss he took with the same 

unflinching fortitude as he had previously shown in the face of 

famine, spectres and merchants, complaining to no one. The 

walls of his prison of debt were no doubt growing the thicker, the 

lower his produce sank in price, but he was determined to keep 

on running his head against those walls as long as there was a 

drop of blood or a particle of brain left in it.” 

 

Laxness, H. (1934-35), Independent People, p. 505. 



Characteristics of vulnerable households 
Family type and income 

Roughly a third of households in distress are middle-income families with children, while 37 

per cent are low-income singles. Almost half of households in negative housing equity are 

high-income nuclear families while one-in-six are low-income singles 



Characteristics of vulnerable households 
Family type and income .. as well as currency-denomination of debt 

Just shy of 47 per cent of households in simultaneous payment and debt problems are 

middle-income families with children, of which 2/3 are FX borrowers. Roughly 22 per cent of 

households in this highly vulnerable position are low-income singles, split evenly between 

being FX and ISK borrowers 



Characteristics of vulnerable households 
Debt at risk 

Households in distress seem to have an unusually large share of total motor vehicle debt 

which indicates that their motor vehicle purchases seem to have played an important role in 

bringing them into distress. Total debt-at-risk was 26 per cent at year-end 2010. 



VIII. Concluding remarks 

“[Bjartur] went down to the Savings Bank to see if he could 

come to some arrangement about his debt, but the only 

person to be found on the premises was a limp, consumptive-

looking wretch who languidly turned the leaves of a ledger and 

informed him that he had no powers to make any reductions. 

[...] Bjartur went home and thought the matter over. Perhaps 

he didn’t even bother to think the matter over; it’s all the same 

whether one thinks or doesn’t think, they are thieves, every 

one of them.” 

 

Laxness, H. (1934-35), Independent People, p. 519. 



Concluding remarks 

 
• The goal of this paper is to portray how households’ financial 

position evolved in the run-up to and aftermath of the financial 
crisis in Iceland, and how it was affected by policy and legal 
interventions 

• The picture that emerges from our analysis is of a household 
sector that became more vulnerable to adverse shocks in 
tandem with a strong credit expansion and unfortunate changes 
to the composition of both the type of household debt and the 
income distribution of borrowers 

• The share of indebted households in financial distress had 
already close to doubled at the time of the banking collapse and 
the number of households in very severe distress quadrupled 

 



Concluding remarks 

 
• We find that debt relief measures, for instance, write-offs due to 

legal rulings on exchange rate-linked loans being illegal and debt 
rescheduling in the form of payment smoothing, have enabled 
thousands of households to escape from financial distress1 

– Iceland has achieved a similar decline in financial distress in roughly 2 
years as was done in 7 years in Norway following their banking crisis 

• Despite this impressive progress, we remain critical of measures 
such as the 110 per cent option that prioritises reducing the 
debt overhang instead of financial distress that is more likely, in 
our view, to lead to payment difficulties and personal 
bankruptcies 

• We are also highly critical of across-the-board write-offs  

1. In February 2012, the Supreme Court issued a new ruling on the recalculation of illegal foreign exchange indexed loans which 

is likely to lead to further write-offs but their extent is uncertain at the time of writing. The effects of the new ruling are excluded 

from our analysis.  



Concluding remarks 

 
• We emphasise that very severely distressed households need 

tailor-made solutions as no realistic across-the-board measure is 
going to enable them to escape from distress 
– Families with children are the majority of this group and both lenders and 

the households themselves should prioritise efforts to seek a solution 
where possible. This group should not be provided with disincentives to 
participate in debt restructuring by a continuous discussion of unrealistic 
measures 

• We also suggest that the government seek making adjustments 
to various benefit schemes in order to target households that 
can escape financial distress due to such measures 
– This could include combined changes to child benefits and general 

mortgage interest subsidies, such that they are better channelled to 
middle-income families with children. Such measures could allow 
thousands of not so severely distressed households to escape from 
distress  


