The financial system: Strengths and weaknesses

This article discusses the growing priority given to the stability of the financial system by central banks
in many parts of the world. It describes studies by international agencies and others of the roots of finan-
cial crises, and outlines various factors concerning the stability of the Icelandic financial system at pres-
ent. The findings are summarized in a conclusion.

I. Introduction supervisory activities insofar as they are primarily
directed at factors which may pose a risk to the
Sudden financial crises which have struck manfinancial system as a whole and to economic stabili-
parts of the world in recent years, with extensive cory. Financial supervisory tasks, on the other hand, are
sequences for the countries concerned and the globalected more towards individual institutions. It is
financial system, have prompted attempts to identifgrucial for central banks and financial supervisory
ways of preventing unexpected shocks in nationalgencies to collaborate closely in promoting a solid
and global finances. International financial institufoundation for the financial system and its healthy
tions, not least the International Monetary Fundoperation.
have focused on this task and promoted reforms to
the architecture of the international financial systentCentral Bank of Iceland pays increasing attention to
It is considered important to ensure effective supefinancial stability
vision of financial institutions’ operations and moni-In line with the pattern elsewhere, the Central Bank
tor the stability of the financial system as a wholeof Iceland has increasingly been focusing on moni-
Another priority has been more harmonized provitoring of financial stability. These tasks were
sion of information. described in the Bank’s Annual Report for 1998.
Central banks have increasingly begun to monitddVith the establishment of the Financial Supervisory
in particular factors which concern the stability of thédgency (FSA) at the beginning of 1999, the Central
financial system as a whole. The opening of capit®ank’s own Bank Inspection was merged with the
markets and deregulation of capital flows has madelitsurance Inspection. The FSA and Central Bank
increasingly important to strengthen the foundationsooperate closely and exchange information accord-
of the financial system in each country and monitang to an agreement between them.
factors which could undermine its credibility. Thisis Like its counterparts in other countries, the
considered the best way to prevent unexpectdgentral Bank of Iceland has decided to publish
shocks. It is common for central banks to have twreports on financial stability which are planned to
main targets, promoting price stability and healthyappear regularly in the February and August editions
financial system operations. The soundness of ttod its quarterly Monetary Bulletin. This article is the
financial system is a necessary pre-condition fdirst in this series. The presentation and approach
favourable economic developments and effectiveill be formulated gradually and depend to some
monetary policy. Central banks are turning theiextent on conditions at each time. This first article
attention to the strength and efficiency of the finanincludes a general discussion of financial crises and
cial system, the macroeconomic environment and thiedicators which are considered necessary to watch.
risks to financial stability that may be concealed in itit also focuses on various factors concerning the sta-
and the security of payment systems and varioumlity of the Icelandic financial system, macroeco-
related factors. Such activities differ from financialhomic conditions, the external position of the econo-
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my, lending developments and the position of credtbrs in combination can produce particularly serious
institutions, and, finally, domestic payment intermeeonsequences. All this shows the importance of mon-
diation. The main findings are summarized in a coritoring financial system soundness, including assess-
clusion. In the next few months the Central Bank wilments of the risk of a serious currency crisis.

focus even more closely on the mechanisms of

Icelandic financial institutions and developments ifviacroeconomic indicators

various aspects of their activities. Given how costly financial crises may prove, pre-
ventive action is important. This needs to be based on
Il. Financial crises and warning signs signals which suggest the presence of risk in good

time. Following the financial crises in Asia, a num-
Financial crises are a disruption or sudden changelwer of studies have been published attempting to
the activities of financial institutions or markets,dentify the indicators that herald a financial and cur-
which have a significantly negative impact on ecorency crisis. The IMF also devotes an important part
nomic developments. Difficulties within a singleof its regular surveillance activities to studies of its
financial institution, or major price changes in a sinmembers’ financial systems. These encompass both
gle market, which do not have pervasive effects andicators about the state of the financial market
the financial system as a whole and/or economitself and general macroeconomic indications which
activity, are therefore not classified as financiahave an impact on its operating environment. The
crises. The severest consequences accompany bamlost important macroeconomic indicators which
ing crises and currency crises. Financial crises whiateserve to be monitored are the followthg:

threaten the financial system as a whole may call for | 3rge growth in lendingVery rapid growth has
emergency action on the part of the Central Bank often preceded a serious financial crisis. There is
and/or other public authorities. a risk that rapid growth will be accompanied by a
Dozens of serious financial crises have taken deterioration in the quality of credit institutions’
place in the world over the past two decades and they portfolios. Rapid growth in mortgages, other con-
could even run into the hundreds, depending upon symption loans and loans denominated in other
how a financial crisis is deﬂné(Df these, some 40- currencies may precede a genera' upswing_
70 have had a sweeping macroeconomic impact. Widening current account deficitA large and

Although .the cost of a financial crisis is difficult widening current account deficit is generally
to assess, it can prove enormous. Assessments

. . accompanied by an inflow of foreign capital,
only ieat expense mcuirea by the publ sector on ‘/0€lY procured through the financil system.
account of rescue operations, or whether an attemptThus a CIOS? _relat|onsh|p_ exists between a current
is also made to assess the Ic;ss of production caused. ccount deficit and cr(_adlt_ growth. An excessive
by the crisis. All told, the most expensive crises may d_ef|C|t may also be an m_dlc_at_or of a currency cri-
have cost around ha‘lf of annual GDP. Among neigh- sis which can _harm the liquidity of financial insti-
bouring countries, the Finnish crisis (1991-1993) tutions, especially when funded to a large extent

. with short-term credit. The situation is very

- 0,
?f;;f; oisst ?r:oi 8h? /;)OOLaGVIZP’Cg;d :fhg gf;; |rr:1§r\1/veden volatile when a large current account deficit goes
cases a bankgcrisis or serious Weéknésses )i/n thehand in hand with a low level of investment, and
. . ... 1f the ratio of currency reserves to current liabili-
financial system have preceded a currency crisis, in . .

. . e . ties is very low.
part because financial system difficulties may restrict
the scope of the Central Bank to apply monetary

restraint against a looming problem. These two fa«
3. Largely based on the IMF’'s assessment of the most important indica-
tors of a financial crisis. Some other indicators have been included
1. Frydl, Edward J. “The Length and Cost of Banking Crises”, IMF which the IMF does not rank among the most important, but could be
Working Paper WP/99/30, March 1999. regarded as heralding a financial crisis in Iceland. See further, e.g.
2. The figures are taken from studies by Caprio and Klingebiel (1996) an ~ World Economic Outlook, IMF, May 1998 and Kaminsky, Graciela L.,
by Lindgren, Garcia and Saal (1996) and refer to direct financial costc  “Currency and Banking Crises: The Early Warning of Distress”, IMF
resolving a bank crisis. Working Paper, December 1999.
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Economic shocks and low economic grawthOther important indicators to monitor include

Economic stagnation or contraction reduces th@omestic interest rates, public sector intervention in
capacity of companies and individuals to meeending activities, lending by the banking system to
their financial obligations, and has often precedetihe public sector, changeability in the inflation rate,
difficulties in the financial system. mounting default, foreign interest rate developments

Unrealistic real rate of exchangd large rise in and susceptibility to external influences.

the real exchange rate can cause export sectors

difficulties in meeting their commitments. Indicators from the financial sector

Furthermore, a high real exchange rate increasésturnaround in the economy often leads to difficul-
the risk of sudden currency depreciation whictiies in the financial system, no less than difficulties in
can impair the ability of borrowers with no exporithe financial system lead to general economic trou-
revenues to meet their foreign liabilities. bles. Sharp fluctuations in the exchange rate and
interest rates, for example, increase the risk faced by
H/nancial institutions, especially if they are heavily

prices. Tighter monetary restraint can cause theligfebted abroad, or have large foreign portfolios or a
prices to drop suddenly at the same time as regubstantial imbalance in the currency composition of
enues of financial institutions diminish. This cariheir assets and liabilities. Financial institutions can
put great strain on the financial system. also be indirectly affected by the impact of large
Composition of capital inflowA high ratio of changes in the exchange rate or interest rate on their

hort-t b : d portfolio i ¢ ; . customers, even if they hedge themselves against
short-term borrowing and portiolio INVESIMENTS Iy, gjirect influences. Liberalization heightens risks

the capital inflow poses more ”Sk.Of a S“dde'.” Ougt the same time as tougher competition may limit
_flow than wher_1 long-term  capital and dlrectprofits. If liberalization is not backed up by effective
investment dominate. supervision, serious flaws may develop in the finan-
Profitability of sectors which weigh heavily in cial system. The most important benchmarks used to
lending by financial institutionsin small and judge financial soundness are the followfng:

undiversified economies, it is difficult to avoid, Currency risk of financial institution# large dif-

aIIo;:atmgF_a fa|rlly| Iargte part. of Ienlclimg tot f”l few ference between assets and liabilities denominated
fhec ofrs. |t?anC|a .f_ys etms kl1n s|:na ﬁoﬁn rnes can, foreign currency, customers’ currency risks,
erefore be sensitive 1o shocks which are con- o,q heavy foreign borrowing, especially of a

fined to specific sectors. short-term nature, can indicate that financial insti-

Ratio of M2 to currency reserves or growth in  tutions are prone to exchange rate fluctuations or
these aggregate#\ high ratio of M2 money sup-  changes in currency inflows.

ply to foreign currency reserves is an indicator of gy, of lending to specific sectosshigh share

domestic monetgry _expansion, 1.€. growth in can indicate susceptibility to changes in these sec-
money supply which is not supported by a curren- tors’ position

cy inflow, thereby increasing currency crisis risk. . . ) ) .
Securities portfolio A high ratio of equities and

Heavy f[:orgol;rtatte mdelitedlnesla _h|gh rat'otﬁf . kother securities in total assets is an indicator of
corporate debt 1o assets clearly Increases the s sensitivity towards price fluctuations in them.

of default.
ch i the t ¢ tradE . h » Ratio of defaults to total lendind\ rise in this ratio
anges In the terms of tradexperience SNOWS s o jndicator of deteriorating portfolio quality.

that a sudden change in the terms of trade can cre- ) ] . . ”
Equity ratia A falling ratio can suggest growing

ate difficulties in the financial system, especially' - - ) .
in small countries with undiversified exports. A 'Sk and impaired ability to meet shocks.

large improvement in the terms of trade can lead Share of Central Bank credit in equity or liabili-
to inflation and rapid rises in asset prices, which ties A large increase in Central Bank lending to
could be wiped out by a sudden deterioration in

the terms of trade.

Asset inflation Monetary expansion can con-
tribute to excessive rises in share and proper

4. Largely based on the IMF’s survey of indicators.
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financial institutions often suggests liquidity prob-Economic and monetary indicators
lems. Economic growth and the terms of tradeconomic
« Credit institutions’ profitability and share prices 9rowth has been sizeable in recent years, in the range
A declining ROE or ROA can indicate increased-6% from 1996-1999, and is forecast around 3%
risk, for example if the reason is growing loarfhis year. The terms of trade improved considerably
losses. In this context special attention must J8 1997 and 1998, by almost 7% for goods and serv-
paid to the share of earnings from subsidiarieices. On the whole they have changed little since
which can be a danger sign if it is high. It shouldhen. Although the growth in national income will
be remembered that share prices cannot definite))ow down this year, there has been no weakening of
be seen as a full reflection of the market particil’come generation so far and this is hardly foresee-
pants’ assessment of underlying risk, if the preable in the near future. Such a failure would increase
vailing view is that the public sector will bale outthe likelihood of a disruption to financial stability, by
financial institutions which are in trouble. hitting the financial position of companies and
Other similar indications of operating risks at finanhouseholds.
cial institutions include a large premium on inter- Current account deficit The current account
bank market interest rates depending on the institd€eficit is forecast to exceed 5% of GDP this year, for
tions involved, substantial differences in yield forthe third consecutive year. This has not happened for
bids in individual institutions or syndicates com-the past four decades and the deficit is now greater
pared with other bids in the market, ratio of depositdnd more persistent than in previous periods of grow-
to M2, ratio of lending to total deposits, maturity ofind export revenues. A large and persistent current
liabilities in the banking system and share of outdccount deficit is a particular cause for concern in
standing loans to companies which are operating afight of the low ratio of investment to GDP. The bur-
loss. den of sustaining a large deficit becomes increasing-
ly heavy with greater indebtedness in the economy
ll. lceland’s macroeconomic environment af’md higher international real interest rates. Thus the
present current account deficit is a cause of concern for
financial stability. It increases the external debt of the
Iceland’s economic and monetary situation at prese@€onomy, making it more susceptible to shocks and
is characterized on the one hand by dynamic ecBossibly, in the long run, undermining confidence in
nomic growth which has been sustained for severlle exchange rate of the krona.
years, a large increase in real disposable income and Composition of capital inflows A current
a relatively good position of industries, and on th@ccount deficit has to be funded with capital inflows.
other hand by strong symptoms of overheating, assEte capital inflow requirement in recent years has
inflation, monetary and credit expansion, a large cupeen greater than would otherwise have been the
rent account deficit and inflation which has growrfase, on account of large-scale investments by pen-
considerably of late. Under these conditions it i§ion funds abroad. The capital inflow in recent years
unlikely that financial institutions will face difficul- has to a very large extent been in the form of long-
ties in the near future, since companies are still intg'm borrowing. Foreign borrowing grew in pace
good financial position. However, persistent ecowith the current account deficit in 1998 and 1999,
nomic imbalance which takes the form of a large cu@nd amounted to 61 billion kr. net in 1998 and 83 bil-
rent account deficit and rising inflation can lead to #on kr. net during the first nine months of 1999.
loss of confidence in the exchange rate and, at worE@lance of payment figures show some overall
a currency crisis. From a financial stability view-inflow of short-term capital from 1996 until 1999. In
point, this is the main cause for concern, togethdéfe course of 1999 the composition of foreign bor-
with the threat that the present conditions might coowing changed, with loans lengthening and short-
tribute to a banking crisis later by encouragingerm borrowing accounting for a lesser share. The
household and corporate indebtedness which canriditflow of short-term capital during the first three
be sustained in the face of a setback. quarters of last year was largely explained by DMBs
and other credit institutions building up deposits
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abroad, which were reduced somewhat during theok place last year with housing prices in the
final quarter. Greater Reykjavik Area rising by 20%, the ICEX-15
Real exchange ratd’he real exchange rate measindex by almost 50% and the price of cod quotas by
ured in terms of unit labour cost rose by 6.5% frol25%. There is a risk that economic overheating and
the fourth quarter of 1998 to the same period lairge-scale credit expansion have kindled the recent
year, to stand more than 13% higher than the historise in asset prices, and that this is to some extent a
cal low in 1994. The real exchange rate measured liubble which could burst in the event of economic
these terms is still below the average in the 198@&hocks and a reversal in expectations. But all things
and considerably lower than during the last period dfeing equal, there is little probability of a large fall in
economic overheating. On the other hand, suchasset prices in the near future, and especially not in
high real exchange rate combined with a currenhe case of housing, which is actually expected to rise
account deficit cannot be found since the 1970somewhat in excess of consumer prices. On top of
Since then, changes in the nature of the econorggnsiderable rises last year, share prices have been
may be expected to have lowered the equilibriuralimbing so far this year too but as usual it is fairly
real exchange rate. The good position of industriascertain whether this is an ongoing trend. However,
and high level of employment, on the other hand, dasset prices appear to be stretched fairly tight, as will
not suggest that the real exchange rate’s deviatitve discussed later, increasing the probability that
from its equilibrium level is a cause for concern athey are approaching a peak. Credit institutions must
far as economic stability is concerned. therefore show great caution in the near future
Monetary and credit expansioharge monetary regarding their lending and assessments based on
and credit expansion is one of the main causes a$set prices.
concern in connection with financial stability at pres-  Property pricegose rapidly in the second half of
ent. As the accompanying chart shows, the redbB97 after a drop in real terms and then stagnation
growth in lending by DMBs has been much greategarlier in the 1990s. Apartment prices per square
than during previous upswings, although this is partnetre in the Greater Reykjavik Area rose by 20%
ly explained by their larger share in the credit systenfrom the fourth quarter of 1998 to the same period
However, other monetary indicators suggest thkast year. Data on prices of business premises are less
same trend. Money supply has grown on a large scakdiable, but there is a general consensus that they
in real terms and the ratio of money supply (M3) tihave risen by considerably more than residential
currency reserves is on the high side. Credit devedecommodation recently. Figures in the range 30-
opments will be discussed later. 40% from the beginning of 1999 to the present day
Asset pricesPrices of assets have risen considerre being quoted, although business premises also
ably in the recent term. A particularly large increaswitnessed a much greater drop in price than residen-

Chart 1 Chart 2 . . . .
Real growth of money supply(M3) and DMBs' credit Residential housing prices 1981 - 1999

and M3 as a ratio of reserves 1986 - 1999 Apartments, thousands of kr. per square metre,
deflated by the credit terms index

—12 month real growth of M3 (left axis)
% —12 month real growth of credit (left axis) ratio
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tial accommodation during the period of contractiomarket value was equivalent to 53% of GDP at the
and stagnation from 1992-1995. The official reaénd of last year but 36.4% the previous year. Share
estate valuation of residential accommodation angrices (the ICEX main index) have also risen a great
business premises was raised by 18% in the Greatkal, by 53% from the beginning of 1999 to the end
Reykjavik Area at the beginning of 2000, but gene,f January 2000.
ally by somewhat less elsewhere. The accompanying It is clear that a major explanation for the good
chart shows apartment prices in the Greatqrofitability of companies listed on the stock
Reykjavik Area over the past 20 years, adjusted wigtxchange is their favourable economic and operating
the credit terms index. It must be pointed out that thenvironment. The appreciation of the krona last year
method of processing such data has changed consadso had a positive impact on the financial perform-
erably over this period, so that the statistics are nahce of companies which have large debts denomi-
entirely comparable. With this qualification, housinghated in foreign currencies. Such an improvement
prices seem to be at a historical high, around 19%annot be expected to prove permanent or repeat
higher in real terms than the average over 199@self. It should also be pointed out that a number of
1997. Admittedly this is still some way from thethe companies listed on the stock exchange, in par-
peak in 1982, but it should be pointed out that indebticular in the financial sector, enjoyed substantial
edness on account of home-buying is much greatgains from rises in equity and bond prices last year.
today than then, and that many buyers ran into diffSuch a profit is temporary and irregular in character,
culties after 1982. In fact, more factors were at worknd does not form part of their permanent revenue
then than price fluctuations alone. Although difficul-potential. The conclusion is therefore that good com-
ties encountered by property buyers did not spagany profitability in 1999 may to a large extent be
extensive loan losses at that time, they did occasiexplained by the exceptionally favourable economic
special government action from 1985-1991. Despitenvironment and upswing, and by temporary gains
less reliable information it is unwise to assume thain the appreciation of the kréna and securities trans-
prices of business premises are lower than housiagtions.
prices in a historical context. It is clear that a drop in It is very difficult to assess whether the pricing of
the prices of mortgaged business premises coshares on the exchange entails a real risk, since this
tributed to loan losses by deposit money banks atglbased on expectations of companies’ future profits,
investment funds after the peak in the economiwhich are essentially unknowable. The ratio of share
cycle in 1987. prices to current profits (Q ratio) is currently higher
Past experience and growing indebtedness se¢han in Iceland in many places at present, which is
to suggest some risk that a reversal in househagpdrtly due to Iceland’s higher interest rates, and also
incomes and falling property prices could prompéxceptionally high share prices in the USA and vari-
difficulties in the credit system. Since business prem-
ises appear to be fluctuating even more than residen
tial housing, and since businesses have less finang Chart3 N
flexibility than households, there is no less reason f Eqwty prices 1993 - 19_99_
caution in assessing their ability to meet paymen 240031,12‘974000'33"3' Iceland Stock Exchange indices -
and the collateral value of their property. It should b 55001 I‘CEX_M/'MN(Ma‘m O 1 2200
borne in mind that purchases of business premis 2000\~ _ riance and insurance |~ 1~ e fr 2,000
are largely financed by general credit institutions, by 1991 || | Y. | By
residential accommodation by the Housing 1aol | | | 1400

Financing Fund. It should also be remembered th| 1200y 1,200
1,000+ ovofee 11,000

lower collateral limits are generally applied by gt | || VW | 500
Icelandic credit institutions than in neighbouring  eoof - {-— g [ 600
countries. 400>ﬁ%ﬁé I I B IR
Lo . 2001 T T 200

The market value of shares in listed companig 0
increased sharply last year, by just over 67% frol 1993 1994 1995 1996 1997 1998 19992000

the beginning of 1999 to the end of this January. TH
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Market worth, quota value and the Q ratio of listed fisheries companies on
Iceland Stock Exchange

The market worth of the 20 fisheries companies listed omuota prices at the end of the year and their quota levels
Iceland Stock Exchange amounted to 70.3 billion kr. aduring the current fishing season. Taking into account the
year-end 1999. This January their market worth rose bynarket worth of these companies, their quota ownership
more than 5%, to reach almost 74 billion kr. at the end o&nd the Q ratio of listed companies in general, it is clear
the month. In mid-1999 their combined booked equitythat quota assets are only incorporated to a small degree
stood at 33.4 billion kr. The book value of quotas whichinto assessments of their market worth. It is impossible to
they had either bought or acquired through mergerstate with any certainty the extent to which quotas are
amounted to 13.3 billion kr. at the same point. Thus thectually assessed as part of their market worth, but it can
book value of quotas was equivalent to some 40% obe pointed out that the Q ratio of fisheries companies is
these companies’ equity. lowest among those with no quotas, at around 1, while
The ratio between market worth and equity (Q ratio)the highest Q ratio among the 20 listed is 6.5.
was therefore 2.10 at the end of 1999 and 2.2 at the end Clearly the market has assessed fisheries companies’
of the following January. The Q ratio was somewhatworth very cautiously in relation to the value of their
lower among fisheries companies than the weightedjuota assets. At most the quota value has been assessed
average of all companies listed on the stock exchangat one-third of market worth, but the proportion is prob-
which was 3.9 at year-end and 4.4 at the end of Januargbly much lower. Thus quota ownership is not a decisive
These companies’ total quotas — acquired and offifactor in pricing of shares in the fisheries companies list-
cially allocated — were worth 114 billion kr. based oned on Iceland Stock Exchange.

ous European countries at the moment. FurthermorEhe main credit institutions have developed proce-
the Q ratio of listed companies in Iceland is somedures for assessing the creditworthiness of compa-
what higher if the financial sector is excluded, sincaies on the basis of their revenues, operations and
their profits have been unusually large recentlyncome flow from planned investment. In general
Demand for shares has been running high and markeans are not made against quota value alone, so
participants appear to expect increases. Their opthere does not seem to be a great risk from loans
mism, however, entails a long-term risk, in particulabased on inflated quota prices. More risk is entailed
in light of the frail equilibrium in the economy at theif a sharp drop in quota prices lowers the value of
moment. assets which have been mortgaged within the fish-
Credit institutions may face a special risk oreries sector. Loan losses do not transpire until collat-
lending to the fisheries sector when collateral isral needs to be liquidated to settle debt, but it is
based omuota valuewhich is prone to fluctuations.
So far, quota prices have generally not fallen

: Chart 4
However, there are examp[es of s_harp drops for ind Cod quota prices
vidual species such as shrimp quite recently. One .
. . . . e . At constant 1999 prices )

the main risks associated with specific sectors (¢ Kr./kilo Kr./kilo

; - P 1000 130
branches of industry is if credit institutions lend
money against inflated quota prices. There an gpd S M 110
grounds for monitoring the development of marke
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If high quota prices prompt increased lending, ther
is also a greater risk that a significant drop in thern
will devalue the collateral and lead to loan losses ;9=
Credit institutions appear to realize the risk involve(
in quota valuation. Studies by the Central Bank hav
shown growing caution on their part in this respeci
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poor. Many industrial manufacturing companies are

Equity and debt ratios on the defensive, especially those selling in the

Net financial Firmson  domestic market in competition with foreign manu-

account$ the ISE facturers. On the other hand, good performance is
Equity ratio (%) 1986 1988 1996 1996 1999 shown by manufacturing companies in the fields of
Fishing SECtor.................. 126 50 259 325 351hi-tech and product development which export a
Industrial sector............... 36.6 295 39.6 46.8 43.9sizeable part of their production. The explanation for
All SECLOTS ..o, 357 280 332 . 319the poorer profitability of general manufacturing
Long-term debt/total assets companies lies in the higher exchange rate, higher in-
Fishing Sector................. 048 050 046 045 o0.4eterestrates on domestic borrowing, and rising wages.
Industrial sector............... 026 028 028 023 032 Industrial finances have improved significantly
All SECtors ..o, 038 030 034 - 0.33since the last economic upswing at the end of the
Long-term debt/equity 1980s, as shown in the table above. The turnaround
Fishing sector.................. 3.84 952 178 139 1.30is particularly marked in the fisheries sector, where
Industrial sector............... 070 095 070 049 0.74the equity ratio has increased substantially and the
All SECIOTS -..ooovv 106 105 1.02 - 104ratio of long-term liabilities to equity has fallen.
1. January-June 1999. Difficulties in the fisheries sector played a large part

in the banking system’s loan losses at the end of the
uncertain that this stage will be reached unless a setB80s and the early 1990s. It would take very large
ous setback occurs to the operating basis of fisherisstbacks in order for a similar development to occur
companies. There are no such signs at present.  today. Industries, in fact, are much better equipped to

The market price of both permanent and tempdiandle setbacks themselves.

rary quotas has risen greatly in recent years, cf. the The equity ratio of companies listed on the Stock
accompanying chart. This high and rapidly risingexchange suggests a reasonably strong position, in
market price for short-term and long-term quotathe range 32% to 34% in recent years. The debt ratio
does not reflect a natural price for them. The receof listed companies has been equivalent to 33% to
court ruling on quota ownership rights still does noB5% of their balance sheet totals in recent years.
appear to have had much impact, which suggests tiahong fisheries companies, the level of debt has
the permanence of allocated quotas has been céeen virtually unchanged in recent years, while it has
tiously assessed in price formation of long-term quaisen somewhat in industrial manufacturing, espe-
tas or catch shares. The market value of fisheriegally relative to equity.
companies and quota value is discussed separately inOn the whole, industrial profitability and finances

a box on page 26. are in relatively good shape at present, especially in
the Icelandic historical context. This picture is

Industrial and household finances unlikely to change fundamentally in the immediate
future unless unexpected shocks occur. However, it

Industrial finances is uncertain that profitability will improve on the

The main indications about industrial finances andcale needed to fulfil current Stock Exchange expec-
profitability can be found in the finance companiestations. Growing inflation, wage rises and the rising
recently published assessment of profitability lasteal exchange rate could squeeze profits at export
year. An improvement is generally forecast in 199@nd import competing industries in the near future,
compared with the previous year. Particularly goodlthough there are obviously still opportunities for
profitability is expected among finance, hi-tech, ITgreater streamlining.

oil and transportation companies. Profitability of

fisheries companies falls into two clear categoriesiousehold finances

those involved in processing and fishing of demers@lespite a large increase in real disposable income,
species, where profitability was generally good, andousehold indebtedness with the credit system has
those engaged largely or entirely in processing difeen growing rapidly in the recent term, with very
pelagic species and shrimp, where profitability wagast growth in private consumption. Household debt
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rose by 14% more than prices over the 12 monthegas probably more than 100 billion kr. Gains by
until September 1999. The accompanying grapimdividuals on share prices therefore went a long way
shows the rise in debt relative to real disposabte offsetting the 70 billion kr. added to household
income over the past 20 years. The rate of debt ratiebt during 1999.
growth appeared to slow down considerably at the The main risk that high asset prices pose to the
start of the current upswing, partly because of a lardmancial system is their tendency to drop very sud-
increase in real disposable income. It is noticeabl#enly if expectations about future income flows from
that the growth in debt relating to housing purchaséeem change. During a reversal, the ability of indi-
has been slowing down. Last year, however, the deliluals and companies to service and repay loans
ratio increased by 6 percentage points at the samich they have taken to finance asset purchases
time as real disposable income rose by more thaften diminishes at the same time as a large and sud-
5%. Household indebtedness in Iceland is now at owmlen drop takes place in the price of the collateral.
of the highest levels relative to real disposablinformation for assessing the risk posed by current
income. In the upswing in 1985 to 1987, householdsset prices is lacking. However, it is clear that there
debt grew by less than real disposable income. Aare historical precedents for property prices dropping
increase in debt during an upswing may representby 15-20% in real terms. Collateral which is
risk if economic growth is not on a firm footing. approaching 80% of property prices could therefore
Households accumulated debt in 1999 alongsid@ove to be insecure.
a large rise in asset prices and growing consumption
in excess of real disposable income. It is not easy [q. External position of the economy
assess the impact of the rise in asset prices on house-
hold behaviour and whether this contributed at all t& serious disruption to the external balance of the
the fact that borrowing and private consumption ouconomy can put a strain on the financial system. A
paced real disposable income. Clearly, howevearge drop in the exchange rate caused by such a
higher property assessments increase mortgage vatlevelopment can affect credit institutions with high
irrespective of the owners’ ability to meet paymentdevels of foreign debt, especially if they have a large
Less is known about equity ownership of householdwoportion of short-term liabilities. Even when finan-
since shares are usually filed in tax returns at nomgial institutions themselves hedge against currency
nal rather than market prices. The extent to whichisk, their customers may be unprotected, which
unlisted and foreign shares are reported to the téncreases the risk of loan losses.
authorities is also uncertain. According to tax returns
for 1999, share ownership of individuals amounte@entral Bank currency reserves
to 42 billion kr. at the end of 1998, and on the basi@ne of the Central Bank’s roles as stated in the
of share prices at Iceland Stock Exchange their val@gentral Bank Act is to maintain and build up a for-
eign currency reserve sufficient to ensure free trade

with other countries and Iceland’s external financial
Household debt as a ratio of disposable income |  security. One role of the currency reserve is to reduce
1980 - 2000 the probability that a sudden outflow of capital will
% of disposable income Increase in debt ratio, % . .
20 lead to an excessively large fall in the exchange rate.
The Central Bank strives to maintain the currency
reserve above a certain minimum size with reference
I T Tty 4 | EE F10 to the scope of foreign trade. Over the past 6 years
the currency reserve has been in the range 13%-18%
of merchandise and service imports, and 18-25% of
0 merchandise imports. These levels were higher in the
early 1990s when import volume was much less than
O T T T T T T T T T T T T T T T T T T T T ‘5 H H
80 82 84 8 88 9 92 94 96 9899 in re(_:ent years. Today, however, the_s_e ratios perh_aps
*Hqusing debli;seslima\ed pased on data on housing debt from DMBs and investment banks adding 80% of the Say I|tt|e about the Central Bank’s ab'l'ty tO ma'nta'n
lending by pension funds to its members . . ) )
exchange rate stability in a climate of unrestricted

Chart 5
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capital movements. The ratio of currency reserves
foreign short-term liabilities of credit institutions has "¢ Nt short-term foreign asset position

been in the range 0.6-0.8 in recent years. From 19¢ Short-term assets minus short-term debt excluding Treasury bills (ECK
1996 this was much higher, at 1.2-2.3. In a mode Bkr.

economy, foreign exchange reserves by themsely ig W Central Bankl Credit systerl Other sectors Nt positipn
offer litle defence against capital outflows which .| g @ o e
may occour quickly if market confidence in the govi 201 gz m- EEEEENENR ' '
ernment’s monetary and exchange rate policies fail  10-}- ; W

Exchange rate stability in a modern economy is pg  ©

T
—

haps therefore more dependent on the Central Ban :;g: el RN REER4AA L
ability to maintain confidence in monetary policy, 34 BT B R R B TR

and its political and legal scope to apply the 40l T
resources at its disposal. s B B
One factor determining the likelihood of a chal] ~ e 1%%°  Dec-19%  Dec 1997 Dec. 199 Dec. 1T99
lenge to the currency reserve is how the current ac-
count deficit is financed. If this is done through direcof 1999 it swung back to just over 14 billion kr. in the
external investment, little risk is involved. Financingblack. The ratio of current liabilities to the currency
it with long-term borrowing also carries a relativelyreserves also increased at the end of the first quarter
low risk. The main risk involves funding with for- of 1999, to 169%, but fell back to 110% by the end
eign short-term borrowing or portfolio investmentsof the year. Net foreign short-term liabilities of cred-
During a crisis these channels for capital can close trinstitutions, which were negative by the equivalent
operate in reverse. Iceland’s current account defiaif 67% of the Central Bank’s currency reserves at the
and considerable amount of investment overseas hesd of 1996, slipped to 116% at the end of the first
been offset with direct external investment in busiguarter of 1999 but had “improved” to 51% at the
ness operations in Iceland to some extent, but in pand of the year.
ticular through foreign borrowing by private parties,
mainly through the intermediacy of Icelandic banksAccess to foreign credit markets
Foreign borrowing has sufficed to keep the currendyast year saw some increase in the interest rate pre-
reserves fairly steady. However, the Central Bank hasium on loans to Icelandic financial institutions.
occasionally needed to take short-term loans in ordBrobably there were other explanations than dimin-
to consolidate the reserves. For this purpose and ashing creditworthiness. Indeed, Icelandic commer-
contingency, the Central Bank has access to shocial banks have all received credit ratings from inter-
term credit from foreign banks. The Bank’s drawinghational firms which should make it easier for them
facilities today are equivalent to almost USD 50@0 borrow externally. A likely explanation is the
million. In addition the Central Bank has access tetreamlining which has characterized the global
non-contractual borrowing facilities with variousfinancial sector in the past few years, as seen in bank
foreign financial institutions. mergers and subsequent restructuring of operations.
An economy'’s foreign short-term liabilities canThe result has been increased demands for return on
give an indication of pending strain on its currencgquity. One consequence is that the interest rate pre-
reserves$.In Iceland this has generally been positivanium on lending has been rising. Moreover,
in recent years but was negative by almost 5 billioltelandic banks had a fairly high profile in the for-
kr. at the end of the first quarter of 1999. At the endign long-term market in 1999, with good results in
many cases.

5. The foreign current position can be defined as foreign short-term assets
less foreign short-term liabilities. Iceland’s foreign assets mainly comY Lending by credit institutions and their pOSi-
prise the Central Bank’s currency reserves and foreign short-term assets
of credit institutions. Foreign short-term liabilities are mainly short- on
term borrowing by credit institutions and some companies. The amount

of outstanding Euro-Commercial Paper in international markets i i i ; ;
excluded from this analysis, since this is entirely backed up b;‘endmg within the credit SyStem has grown rapldly

untapped credit facilities. in recent years. Total lending has grown in real terms
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by almost 97% since 1989 and 47% since 199
Lending to households rose sharply in and arour, "7 pupe lending and marketable securities
1990 and, stated in fixed prices, has grown by 171
since 1989. Total lending to enterprises has al§ g5 %
shown great growth over this period, or 56% in reg g,| ®Lending L | R

12 month per cent change 1995 - 1999

terms, and most rapid|y over the past few years, 70 B Marketable securities ]
63% since 1997. At the end of 1995 outstandin o - Lendng+rT“"ke“‘beS“"Cu”I I
Deposit money banks 10

1.1l

Lending by deposit money banks has shown larc (I)Déc 1995  Dec.1996  Dec.1997  Dec.1998  Dec. 1999
growth in the recent term. In 1999 it increased b ' ' ' ' '
more than 75 billion kr., or 23%, and in 1998 by 76
billion kr., or 26%% The growth in lending tailed off rowing to lending and marketable securities was 19%
somewhat towards the end of 1999. By expandingt the end of 1997, 23% at the end of 1998 and 28%
their lending on such a large scale the DMBs hawat the end of 1999. This funding has been put on a
increased their share in the credit market, since théirmer foundation, since the share of long-term loans
lending has outstripped that of other credit instituhas grown at the expense of short-term ones. Of the
tions. 128 billion kr. of liabilities at DMBs at the end of

Besides direct lending to customers, DMBs hav&999, 89% were long-term foreign loans, a ratio
increasingly been buying marketable securities in thehich had almost doubled over two years, from 45%
recent term, although at a much slower pace. Tla the end of 1997. The credit institutions’ direct cur-
increase in combined lending and marketable securency risk is very limited and is governed by rules set
ties was 22% in 1999 and around 30% in 1998. by the Central Bank. On the other hand, an indirect

DMBs have seen much smaller growth incurrency risk is created if they re-lend foreign loans
deposits and bond issues than in lending and mdo borrowers whose revenues are exclusively in
ketable securities in the past two years. From yedcelandic kréna.
end 1996 to the end of 1999 the ratio of deposits to Borrowers who do not earn currency revenues
lending at DMBs decreased from 80% to 65%. Frorapparently depend increasingly on loans denominat-
the end of 1995 to the end of 1998 their ratio oéd in foreign currencies. This applies, for example, to
deposits and bond issues to lending and marketalktailing, agriculture, municipal authorities, various
securities fell from just under 90% to 70%, whichservice activities and to some extent individuals.
means that they have increasingly been relying updmmans denominated in foreign currency entail a con-
other financing, especially from abroad. siderable risk for these borrowers and also for credit

In 1999, foreign borrowing by DMBs for re-lend- institutions which broker them, not least if they are
ing increased by almost 43 billion kr. This item roseecured against collateral which may prove to be
by 32 billion kr. in 1998, but even when combinednsecure.
with the increase in deposits this was insufficient to  The investment credit fundsfinancing of lend-
meet the growth in lending that year, and DMBs$ng and securities portfolios has been characterized
drew heavily upon their liquid assets. In 1999 thidy a large increase in the issue of marketable securi-
trend was reversed and the liquidity positionies, especially Housing Financing Fund bonds, and
improved once more.

Foreign borrowing for re-lending has beer
increasing in importance. The ratio of foreign bor "

loans by the credit system were equivalent t 50
184% of GDP, and 203% at the end of Septemb| 40+
1999. 304

In Central Bank statistics, the following are classified as investment

credit funds: the Housing Financing Fund, The Icelandic Investment

Bank (FBA), Kaupthing, The Cooperative Fund, The Agricultural Loan

Fund, The Agricultural Productivity Fund, The Tourism Fund, The

6. The growth in lending in 1998 is adjusted here to include the incorpc ~ Municipal Authorities’ Loan Fund and the Regional Development
ration of the Commercial Loan Fund into Islandsbanki late in 1998. Fund.
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these sectors stood at 94 billion kr. at the end of
Chart8 DMBs' foreign debt 1999, of which 43 billion kr. were in foreign curren-
Year-end position 1995 - 1999 cies. The greatest proportional rise in lending
between the years was 34%, to the service sector,
while the increase to the retail sector was 23% and to
housing construction 13%.

Some change has taken place in the relative
shares of credit between main sectors over the past
decade. Households’ share of total lending rose from
32% at the beginning of the 1990s to 38% in 1999,
while the corporate and central government shares
decreased. Foreign loans fell as a proportion of total
lending, to just over 26% in 1999 compared with
almost 33% at the beginning of the last decade.

B.kr.

160

140+~ mShort-term credit
1204 - ELong-term credit

1001 =Total foreigndebt

BO oo
s

R

204

Dec. 1995 Dec. 1996 Dec. 1997 Dec. 1998 Dec. 1999

Enterprises were by far the largest foreign borrowers
large foreign borrowing, while domestic borrowingwith around 65% of the total. The central govern-
contracted in 1999. The Housing Financing Fund isient’'s share decreased somewhat while foreign bor-
by far the largest investment credit fund, accountingpwing by municipal authorities increased corre-
for around 70% of their total lending. It is financedspondingly.

with domestic bond issues, while foreign borrowing Despite some deceleration towards the end of last
accounts for 84% of lending by investment bankgear, the growth of lending by DMBs was still very
and other credit funds. The Housing Financing Funfést. The Central Bank’s earlier warning about credit
increased its lending to homebuyers by 14.7% igrowth and its conceivable consequences is just as
1999, compared with an increase of 7.2% in 1998alid as ever. Rapid credit growth can lead to less
Lending and securities portfolios at investment banksrudent lending assessments and result in loan losses
increased by 18%, while their total increase in lendvhen the economy contracts. In the Central Bank’s
ing by investment credit funds was 14.7% in 1999iew, a considerable risk was entailed in the funding

and 8.6% in 1998. of lending by credit institutions towards the end of
1998 and in the first part of 1999, which appeared in
Sectoral lending the heavy use of foreign short-term credit. This risk

Lending by commercial banks and savings bankbas been reduced, since it has to a large extent been
investment credit funds and state credit funds, plugplaced by long-term borrowing. On a sectoral
foreign borrowing, grew by an estimated 81 billiorbasis, households are showing a growing share and a
kr. between 1998 and 1999, or 9.4%. Just under hddirge increase has taken place in lending to retail and
this increase was in the form of foreign borrowing, aservices in recent times. Lending to these borrowers
38 billion kr. In real terms the increase was 5.2%has been denominated in foreign currencies in some
Outstanding loans from banks and funds amounted ¢ases, despite their low currency revenues. They are
937 billion kr. at the end of 1999. Of these, 356 biltherefore running some risk in this case, as are the
lion kr. were denominated in foreign currencies, ocredit institutions which have taken foreign-denomi-
just under 38%. The greatest increase was in lendingted loans to re-lend to them.

to homebuyers, at 33 billion kr. At the end of 1999

outstanding loans by banks and funds for housingrofitability and equity of DMBs

purchases totalled 291 billion kr., having almosAt the time of writing, revised figures for the finan-
tripled over ten years in real terms. New lending tcial position and profitability of commercial banks
the service sector amounted to 19 billion kr. in 1998nd the largest savings banks are available until mid-
and to the retail sector 11 billion kr., a combined999. These show an improvement in profitability.
increase of 30 billion kr., of which 21 billion kr. wasSome have also published profit figures for the
denominated in foreign currencies. Total outstandinghole of 1999 which confirm their improved profit
lending by commercial banks and savings banks tnd profitability compared with the previous year. A
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large increase in share prices in financial institutiondinated loans have become increasingly prominent in
(see chart 3) reflects market expectations of continthe equity ratio. Thus the equity ratio less subordi-
ing good profitability by them. nated loans has fallen by considerably more than the

Net interest earnings (interest margin) of comtotal equity ratio in recent years. For example, in
mercial banks and savings banks contracted frof®95 the commercial banks and savings banks’ equi-
4.6% of average balance sheet totals in 1995 to 3.8%ratio less subordinated loans totalled 10%, but was
in 1998, and there are signs of an even furthé.8% in 1998. In mid-1999, the commercial banks’
decrease in 1999. The net revenue margin of coraquity ratio was the same as the previous year at 9%,
mercial banks and savings banks, which is net intelput excluding subordinated loans it measured 6.7%,
est revenue plus other operating revenue less operadmpared with 7.1% for the corresponding point in
ing expenses, also contracted from 2% of averad®98.
balance sheet totals in 1995 to 1.8% in 1998. There
are indications that this figure has increased again apital adequacy requirement
1999. Profit of commercial banks and savings bank§redit institutions must meet specific requirements
namely net revenue margin after provision for loafor capital adequacy. Equity including subordinated
losses, income and net worth tax, and irreguldoans may not be lower than 8% of the risk base. The
income and expenditure items, grew from 0.5% dafisk base is assessed according to provisions in law
average balance sheet totals in 1995 to 0.9% in 1998)d special rules set by the Financial Supervisory
and there are indications that it rose still further lagkgency, which are harmonized throughout the
year. European Economic Area. Bank equity ratios are

Provisions for loan losses were similar in kréndower in Iceland than elsewhere in the Nordic coun-
terms during the first half of 1999 to the same periotties. At the end of 1998 the equity ratio of Icelandic
in 1998. For whole years, loan loss provisionsommercial banks, excluding Icebank, measured just
decreased from 1994-1997, then increased againdmer 9%. At the same time this figure was 10.5% at
1998. Profit after provision for loan losses increasedorwegian and Swedish banks, and at Danish and
fairly steadily for each of the years 1994-1998 an#innish banks it was 11.3% and 11.5% respectively.
there are good prospects that this was also the caseln the opinion of the Central Bank, many credit
during 1999 as a whole. institutions have an undesirably low equity ratio at

At year-end 1999, equities represented only the moment, not least bearing in mind their
fairly small amount of the DMBSs’ assets, at jusfavourable operating conditions. Their equity ratios
under 9 billion kr. compared with their total out-excluding subordinated loans are even poorer. It
standing lending and market security assets of 460ust be an important task for many of them to boost
billion kr. However, share portfolios were equivalentheir equity position substantially in order to equip
to 27% of their equity. Thus fluctuations in the priceahemselves better to face more difficult economic
of shares owned by DMBs can have some impact @onditions than at present. Since credit institutions
their return on equity. must meet minimum capital adequacy requirements

Return on equity has been increasing rapidly aturing the greatest economic downswings, their
commercial banks in recent years. It measured 5.3@6uity must be all the greater during upswings.
in 1995, 8.4% in 1996 and 9.3% in 1997. In 1998 it
reached 16% and the outlook is for a similar devel|. Domestic payment intermediation
opment in 1999, judging by first-half figures.

The equity ratio of commercial banks and saving®ne of the foundations on which financial stability is
banks as a whole was 9.8% at the end of 199Based is efficient and reliable payment intermedia-
unchanged from the previous year. However, it weign between customers and banks. It is important to
higher in the two years preceding that, at 10.7% iminimize risks in payment intermediation. Iceland
1996 and 11.1% in 1995. The main explanation fdtas a single payment system, operated by the
this reduction is that since the end of 1995, the ridkelandic Banks’ Data Centre (RB), a netting system
base used for calculating this ratio has grown by which netting takes place once a day late in the
77%, but equity by only 56%. In recent years suboevening. Clearing is made through participants’ac-
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counts with the Central Bank in the morning of theClose interbank cooperation in payment intermedia-
following day. A great deal of effort has been devottion could be a weakness
ed in recent years to adapting the Icelandic systemTdne development in Iceland has been that RB, which
international standards, and some of these reformsginally was primarily envisaged as a netting cen-
have been implemented while others are still beinge, has also gradually undertaken operation of the
prepared. largest part of the commercial banks and savings
For some time now, work has been underway dpanks’ business systems, including many of those
upgrading the RB netting system to fulfil the internawhich deliver transactions to the netting system.
tional Lamfalussy conditionsThe legislative foun- There is little dispute that it is cost-effective for
dation for netting has been secured with the passithgnks to share resources as much as possible in pay-
of the act on security of payment orders in paymembent intermediation, although this arrangement can
systems, based on a European Union directive to théstail certain risks. Systemic risk is greater if most or
effect. Also, the Central Bank is finalising preparaall elements of the payment system are centralized. A
tion of rules which aim to fill the remaining gaps inbreakdown in centralized software, hardware or tele-
this area. A sophisticated reserve system is beimgmmunications equipment could paralyse the entire
taken into service by RB which will increase systemmational banking system. The reserve facility which
reliability substantially. is being set up will significantly reduce this risk.
Payment intermediation is undergoing rapid evo- Long-term strategic planning for payment sys-
lution in Iceland, partly on account of the Internettems was fairly poor during the past decade and prin-
Home banking has also mushroomed and innovaiples which established themselves in other coun-
tions in mobile phone technology have opened netsies had virtually no impact in Iceland. An example
possibilities in this field. One company has beguis the introduction of real-time booking of cheques.
experimental issue of smart cards and the two lardReal-time booking of cheques (and debit card trans-
payments card companies are jointly preparing thections) means that account owners can dispose of
issue of such cards as well. deposits immediately, even though clearing between
This February the treasury plans an experimenthbnks is not made until the following day. This
electronic issue of T-bills which will mark the begin-means that a failure in a bank’s operations would
ning of securities dematerialisation in Iceland. leave no way to unwind transactions and recalculate
In some respects payment intermediation imetting without the defaulter.
Iceland has evolved along different lines from else- The arrangement for netting settlements also
where. Real time booking enables the general publieeds to be improved. Today, banks can withdraw
to make withdrawals from current accounts as sodmm their settlement accounts with the Central Bank
as deposits are made into them. In most other couewven if their balances are insufficient, since this is
tries, owners of deposits need to wait until transa@ways adjusted with a retroactive loan the following
tions have been cleared between banks. The leghly. This needs to be changed. Clearing needs to take
framework for payment systems has been firmlplace the same day. In order for this to be feasible,
shaped in most Western European countries, but lesstting must be brought forward to give cash man-
so in Iceland until now. Securities have been dematagement departments of banks the scope to adjust
rialised in the other Nordic countries for quite soméheir positions by trading in the interbank market or
time and most Western European countries have alaith the Central Bank.
set up such frameworks, although the extent of this Unannounced withdrawals of large sums from
development varies from one country to the next. deposit accounts are another example of an
unfavourable development. In most places a bank
needs to be notified of plans to dispose of sums
above a certain limit, which gives the bank scope to
procure funds for meeting this obligation towards the
' L o ~account owner. Such an arrangement would also be
B e oneis 24t preferable in Iceland. A similar point is hat bank
tem references and quotes the Lamfalussy conditions. customers can continue to handle their accounts long
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after the banks are closed, by accessing them \bg the Central Bank for payments between credit
company online connections, home banking or dehitstitutions if the payer’'s account can cover them.
cards. A company which withdraws a large sum aftérhis assumes that the Central Bank would offer a
the bank has closed can cause it considerable extradit facility in order to facilitate liquidity in the
cost, which could be avoided under different busisystem. Such a credit facility, however, would only
ness arrangements. be provided against satisfactory guarantees.

It is considered necessary to grant new banking The Central Bank intends to acquire detailed
institutions access to general payment systems. knowledge of payment system structures in other
this respect Iceland faces a problem since RB opeareuntries. The aim is to acquire information on all
ates both the payment system and other systems foocesses within and outside the banks, to enable
its owners. The plan is therefore to separate theseonitoring of the security of these channels and
services. intervention if the situation is considered insecure.

Little attention has been paid to external payment
Strategies for payment systems and compliance wiifansfers. In most cases these are based on long-
the Lamfalussy conditions standing business contacts and standardized interna-
In collaboration with the commercial banks, thdional channels, but major changes in the banking
Central Bank has been working on a reform to thenvironment give grounds for further consideration
present payment system structure. One issue hafsthis matter.
involved strategies for the RB payment system and
fulfilment of the Lamfalussy conditio’sThe new \/||. Conclusion
act on security of payment orders in payment sys-
tems and the planned Central Bank rules will consoVarious positive factors characterize the Icelandic
idate the legislative basis of the system. It is likel§inancial system at the moment. Economic growth is
that a separate company will be set up to handle netrong and profitability of industries generally
ting. The idea is for the company to set objectivappears to be good even though the rising exchange
rules about access to netting and handle collectivate is constricting some sectors. The position of
operation of various areas in which access needsltelandic financial institutions appears to be fairly
be granted to more parties than the commerciablid and there is little likelihood of a sudden down-
banks, savings banks and payment card companiégn in their operations and profitability unless unex-
The Lamfalussy conditions should presumably havgected shocks strike the economy. Defaults with
been fulfilled entirely within a very few months. credit institutions appear to have decreased consider-
Work is now nearing completion on an agreemerably. Asset prices have risen fast of late but there
which Icelandic banks aim to make concerning inteiseems to be little probability of a sudden general
bank services. This describes the areas in whichversal this year. Credit institutions therefore do not
banks undertake tasks for other institutions, proceppear to face any particular risk from changes in
dures for such services and the charges to be madasset prices in the near future. Furthermore, credit
institutions in Iceland generally set lower mortgage
Careful preparation needed for future policies ceilings than those in neighbouring countries.
For several years the Central Bank has been interest- The composition of capital inflows has improved
ed in ensuring the security of real-time gross settlérom the position at the end of 1998 and in early
ments between banks along the lines familiar frorh999 insofar as the share of short-term credit has
other countries. The reason is that the largest pagecreased. The foreign short-term position is there-
ments carry the most risk in the payment system aifiore better than it was during the first months of last
could have serious consequences for the entire banfear, although it could be better. The Central Bank
ing system were they to fail. A study has alreadizas immediate, contractual access to foreign capital
been launched on an RTGS system to be establishedrkets and the official credit ratings which
Icelandic commercial banks have received recently
9. See article by Témas Orn Kristinsson on page 46 in this Monetar?trengthen the.ll’ p95|t|qn n forelgn markets. The
Bulletin. American credit rating firms Standard & Poor’s and
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Moody'’s recently confirmed their earlier assessmerf last year, although it remained rapid. Large credit
of the Republic of Iceland’s credit rating, and Fitclgrowth entails a risk that lenders take insufficient
IBCA also recently gave the Republic a credit ratin@peed of the borrowers’ ability to repay, which could
of AA- at the beginning of 2000. cause loan losses at credit institutions if the economy
The main weaknesses of the Icelandic financialontracts. The higher the level of corporate and
system at present lie in the large current accouhbusehold debt, the greater this risk. Borrowing in a
deficit, monetary and credit expansion, the realativdereign currency always involves a risk if revenues
ly low equity ratio of many credit institutions, and toare not earned in it. The current account deficit is
some extent the sensitive foreign short-term positiofinanced by the accumulation of debt abroad and if it
even though this has improved. Inflation has bees not significantly reduced in the near term, it could
growing recently, while the real exchange rate hasndermine the credibility of the exchange rate.
risen and is now approaching the average for the past Under prevailing conditions, the risk is that the
20 years. The Central Bank considers that DMBs amtesent pattern of overheating, a large current
some other credit institutions have expanded thediccount deficit, inflation and a rising real exchange
lending too rapidly recently, as reflected in their deterate will increase economic difficulties and the prob-
riorating equity position. From a financial stabilityability of a currency crisis later on. External shocks
viewpoint, credit institutions should have boostedo the economy could have similar consequences.
their equity position in order to be better equipped to The financial system would be better equipped to
face more difficult times. It may prove difficult for tackle sudden changes if the economy were in better
them to strengthen their equity under less favourabéxternal equilibrium. Besides reducing inflation,
economic and operating conditions than now prevaikconomic policy ought to focus primarily on reduc-
The growth in lending slowed down towards the enihg the current account deficit.
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