FJARMALAEFTIRLITID

THE FINANCIAL SUPERVISORY AUTHORITY, ICELAND

VR
‘~ e Al
piis. B

Annual Report 2001

The Period July 1st 2000 to June 30th 2001



CONTENTS

INTRODUCTION

N

1.1 Supervision of various areas of the financial market

1.1.1  Credit market

1.1.2  Securities market

1.1.3  Insurance market

1.1.4  Pension savings market

1.2 Supervision of internal controls, risk management and information technology (IT)
1.3 IMF assessment of the Icelandic financial system

1.4 International co-operation

~N N oo o o B W W w

15  The FME’s internal operation

2.1  Credit and securities market 9
2.2 Pension savings market 12
2.3 Insurance market 15

3.1 Risk management and internal control 19
32 Conduct in the financial market 19
3.3 Market discipline 20
34  Competitiveness of the financial market 20

4.1 Groups of institutions subject to supervision 21
4.2 List of parties supervised by the FME 21




Introduction

This is the second Annual Report of the Financial Supervisory Authority in Iceland (FME). The report
gives an account of the FME’s operations from July 1, 2000 to June 30, 2001 and discusses developments
and the outlook on the financial market, while more detailed reports compiled from the annual accounts
and other information supplied by financial institutions can be found on the FME website. The Annual
Report also contains a section on the FME’s supervisory emphasis for the coming months. Furthermore a
list of parties subject to supervision as of June 30, 2001 is published in the report. A range of material on
the FME and the Icelandic financial market can be found on the FME website. The URL is: www.fme.is.

Board of directors:
- Mr. Stefan Svavarsson, certified public accountant, associate professor, chairman.
- Mr. Larus Finnbogason, certified public accountant, vice-chairman.
- Mr. Finnur Ingdlfsson, governor of the Central Bank of Iceland.

Alternates:
- Mr. Benedikt Arnason, head of department, Ministry of Industry and Commerce.
- Ms. Thuridur 1. Jénsddttir, district court attorney.
- Mr. Ingimundur Fridriksson, assistant governor, Central Bank of Iceland.

Director General: Mr. Pall Gunnar Palsson
Deputy Director General: Mr. Ragnar Haflidason
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Ragnar Haflidason, Pall Gunnar Palsson, Thuridur I. Jonsddttir, Larus Finnbogason, Stefan Svavarsson, Finnur Ingdlfsson,
Ingimundur Fridriksson, Benedikt Arnason.




1. The operations of FME from July 1, 2000 to June 30, 2001

upervision as implemented by the Financial Supervisory Authority (FME) consists, in particular, of regular infor-
mation gathering concerning financial aspects as well as specific on-site investigations of financial enterprises.
Handling written inquiries and communications from financial enterprises and their customers is, furthermore,
a growing aspect of the Authority’s activities. Formal guidelines, based on the Act on Official Supervision of Financial
Operations, are a new aspect of the activities of the FME. This section is intended to provide general information on the
activity of the Authority during this period, without specifically discussing individual cases. It deals with the FME?s tasks
in various areas of the financial market, as well as looking especially at risk management and internal controls, reports on
an assessment hy the International Monetary Fund (IMF) of the Icelandic Financial Market and the operation of the

FME among other things.

1.1 Supervision of various areas of
the financial market

1.1.1 Credit market

In recent months, the FME has monitored devel-
opments in capital adequacy ratios and credit insti-
tutions’ objectives for equity and loans. A persis-
tent increase in loans continuing into the present
year, and decreasing capital adequacy ratios as a
result, has given cause for concern and the FME
has sought to reverse this trend. The FME has thus
requested that credit institutions inform it regular-
ly about their objectives concerning developments
in capital adequacy ratio, lending, profit and divi-
dends, and the outlook concerning loan-loss pro-
visions. The FME has followed this up by holding
regular meetings with major credit institutions in
connection with publication of their financial
statements.

The FME is of the opinion that the largest credit
institutions in Iceland, with effective risk manage-
ment and internal controls, should at all times aim
at maintaining their capital adequacy ratio at a
minimum of 10%. A number of credit institutions
lack this capacity. Furthermore, the FME has
warned against the widespread use of subordinated
loans to fulfil minimum capital adequacy require-
ments. The FME has emphasised that the risk lev-
els of some credit institutions call for their capital
adequacy ratios to be substantially higher than the
minimum.

The FME has examined the lending practices of a
number of credit institutions. These examinations
have focused on supervision of loans, risk spread-
ing, collateral, defaults and loan-loss risk. Special
attention was paid to the appraising of loan-loss
provisions. In several instances the FME’s examina-
tions of loan portfolios have resulted in increased
provisions to loan-loss accounts.

Growing activities of Icelandic credit institutions
abroad call for changes in emphasis in surveillance.
The FME has increased its overview of these

activities through increased information disclosure
by the credit institutions in question, in addition
to closer cooperation with supervisory authorities
abroad. Negotiations on a co-operation agreement
with supervisory authorities outside the European
Economic Area (EEA) are in process.

Part of the FME? activities involve formulating
rules on capital adequacy, as the Authority follows
the work of the Basel Committee on Banking
Supervision (BCBS). The FME has submitted
comments on proposals by the Committee for
new rules on capital adequacy. The comments are
available on the FME’s website. The FME empha-
sises that new rules on capital adequacy must be
suitable for both large and small financial compa-
nies and supports the ideas of the Basel Commit-
tee to allow use of internal rating systems in calcu-
lating the banks’ risk-weighted base. This provides
motivation for financial companies to develop and
improve their risk management.

The FME has been working on systematic risk
assessment of commercial and savings banks. The
FME bases its evaluation on a simplified risk
assessment system, which it plans to develop fur-
ther. This work will be useful in adapting the new
rules on capital adequacy.

The FME has been formulating rules and formal
guidelines on credit market activities. In this con-
nection, it has presented formal guidelines regard-
ing deductions from equity due to banks’ trading
book holdings in companies involved in financial
activities. These guidelines are intended to har-
monise legal interpretations in this area. In addi-
tion, changes in loan-loss rules and capital adequa-
cy rules are in process.

1.1.2 Securities market

During the period the FME has been organising
its surveillance of the securities market to take into
consideration extensive changes made to legisla-
tion on securities dealings at the end of last year.




The changes involve detailed provisions on insider
trading and surveillance in this area. The onus to
investigate before dealing is placed with the pri-
mary insider; the requirement is made that infor-
mation on insiders be sent to the FME, which is
expected to publish a list of primary insiders. In
addition, the FME is to collect and approve rules
of issuers on the handling of confidential informa-
tion and insider trading. The FME has published
formal guidelines on the substance of such rules
and issued insider list forms to be filled in, togeth-
er with instructions on how they should be com-
pleted.

The same Act now makes clearer provisions than
before on public offers of securities. This is provid-
ed for in detail in a new Regulation on Securities
Offers, No. 477/2001. Clearer provisions strength-
en the FME? supervision, in addition to entrust-
ing it with the role of overseeing scrutiny of pub-
lic prospectuses other than those involving stock
exchange listing. The FME’s possibilities of moni-
toring and taking action on public offers have
been expanded. During the period the FME re-
ceived one prospectus for scrutiny. Several cases
concerning securities offers have also been exam-
ined.

Supervision of the organisation and practices of
undertakings in securities services have been and
will continue to be among the principal tasks of
the FME on the securities market. The FME
issued formal guidelines on the substance of rules
of financial companies concerning i.a. separation
of interests (Chinese walls), trading on own ac-
count, employee trading and participation of man-
agement and employees in other businesses. The
guidelines were issued in July 2001 and the FME
will very shortly approve the rules of financial
companies which comply with the requirements.
These guidelines encourage improved practices on
the securities market and involve more stringent
requirements which must be followed up in the
actual supervision.

The FME examined several cases where there
were indications of a violation of provisions on
insider trading. One case was referred to the
National Commissioner of the Icelandic Police.
Indications of market abuse were also investigated,
in addition to which inquiries by customers and
complaints connected with advice and services in
the securities market have been increasing steadily
in number.

The FME has substantially increased its supervi-
sion of practices in the securities market with the
hiring of additional staff and establishment of sys-
tematic market surveillance by the Authority.
Market surveillance improves the FME’s overview
of the securities market and enables it to intervene
in cases at an earlier stage.

1.1.3 Insurance market

Considerable changes have taken place in the in-
surance market during this period and the FME’s
tasks have been affected accordingly.

In the autumn of 2000 a foreign insurer ceased to
offer motor vehicle insurance in Iceland. The
FME investigated the case especially in order to
ensure the legal status of the parties, as the insur-
ance was handled by a domestic insurance broker.
The authorisation of the insurer in question to
offer motor vehicle insurance was cancelled and
appropriate measures taken.

Questions concerning several fishing boat insurance
companies have been under investigation by the
FME. During the past year the FME authorised the
transfer of the insurance portfolio of one company
and in October of this year the FME authorised
the transfer of insurance portfolios of two more
fishing boat insurance companies. The non-life
insurance company Sjéva-Almennar tryggingar hf.
has taken over the insurance portfolios of all these
companies. Furthermore, the case of a state owned
marine insurance company Samabyrgdin hf. has
been under examination by the FME, as the com-
pany was transformed into a limited-liability com-
pany in mid-2000 and the state-owned shares sold.
Following this, Sjéva-Almennar tryggingar hf. pur-
chased the company and a merger of the two com-
panies has been authorised by the FME.

Premiums for compulsory motor vehicle insurance
have once more been the subject of public discus-
sion. In July 2000 the FME published the conclu-
sions of an examination of premium increases for
motor vehicle insurance the preceding spring. The
insurance companies had demonstrated increased
claim costs and instability in the sector. Under the
circumstances, there was no basis for the FME to
take action. It did, however, consider that it was im-
perative that each insurance company should re-
view the basis for premiums as soon as possible in
the light of further experience. The FME has
emphasised market discipline and to this end has
sought to ensure increased transparency. A commit-
tee appointed in the year 2000, entrusted with




reviewing the Regulation on Annual Accounts of
Insurance Companies, will complete its duties
shortly.

During the period the FME has examined the
operations of three life insurance companies. The
investigation focused on the companies’ working
procedures, risk management and internal con-
trols. Comparable examinations were also carried
out of the activities of several insurance brokers. In
many instances there was cause to improve the in-
formation disclosure and general practices of these
parties. The FME has communicated its comments
and recommendations to this end, in part in a cir-
cular sent to insurance brokers.

In two instances in the field of insurance supervi-
sion the FME informed the National Commis-
sioner of the Icelandic Police of its findings; one
case involved a non-life insurance company and
the other an insurance broker. In several instances,
insurance brokers handed in their licences follow-
ing an examination by the FME. One insurance
broker’s licence was revoked.

The FME has instructed insurance companies to
adopt internal rules on securities trading by the
company itself, its management and employees, as
recent amendments to the Act on Insurance
Activities require them to adopt such rules. This
work is expected to conclude later this year.

The FME has been working on drafting two sets
of formal guidelines. This spring the FME pub-
lished on its website a consultative document on
draft guidelines on insurance companies’ bonus
rules for compulsory motor vehicle insurance. The
FME has also published a consultative document
on draft guidelines for provisions on insurance
companies’ claims settlements.

1.1.4 Pension savings market

Until late in the year 2000, a substantial part of
supervision of pension funds was connected with
the issuing of licenses. Under the Act on Manda-
tory Insurance of Pension Rights and the Opera-
tion of Pension Funds, which entered into force
July 1, 1998, all pension funds were required to
apply for a license from the Ministry of Finance
or, in the case of pension funds operating under
special legislation, have their articles of association
approved. The FME issued comments in this
regard. The pension funds’ adaptation to the Act
proved to be a time-consuming process and the
work was not completed until this year.

The largest project undertaken during the period
was an extensive examination of pension funds
investments, which involved requesting detailed
data from some 30 funds. The objective was to
examine if the investments of individual pension
funds were in compliance with the provisions of
Chapter VII of the Act, which deals with limits on
pension funds’ investments.

A number of funds turned out to have exceeded
the limits provided for by law. This involved pri-
marily investments in unlisted securities. If pension
funds exceeded the investment limits upon the
entry into force of the Act, they are not required
to sell securities in order to comply with its re-
quirements. The FME has insisted on corrections
by several pension funds.

Activities concerning supplementary benefits and
personal pension savings continue to expand and
diversify. Depository parties of these supplementa-
ry pension savings, i.e. commercial and savings
banks, securities firms, life insurance companies
and pension funds, are required to seek the ap-
proval of the Ministry of Finance for their rules
applying to this activity. The FME gives comments
to the Ministry on the granting of these approvals.
The depository parties also seek the FME’s com-
ments on the contract forms for supplementary
pension savings and its confirmation that these
agreements are in accordance with applicable Acts
and Regulations. Due to the large number of par-
ties offering this type of savings, this work has
proven to be time-consuming and a variety of
comments have been submitted.

In accordance with recent amendments to the Act
on Pension Funds, funds must now adopt internal
rules on securities trading by the fund itself, its
management and employees, which are to be
approved by the FME. The FME has been in con-
sultation with the pension funds and their associa-
tion on drafting these rules and it is hoped that
they will be approved shortly.

In its supervision, the FME has emphasised the
role and responsibility of the boards of pension
funds. The role of the board is all the more impor-
tant in consideration of the facts that pension fund
activities are based on compulsory membership;
the transfer of collective pension rights is prohibit-
ed and the possibilities for fund members to
directly influence the management of their pen-
sion fund are limited.




1.2 Supervision of internal controls,
risk management and information
technology (IT)

markets and credit expansion have put pressure

on risk management and the internal controls of
financial companies. During this period the FME
has continued its examination of the situation of
internal controls and risk management of parties
subject to supervision. The FME places great em-
phasis on their responsibility for their own activities
and internal control measures of the same.

I n recent months large fluctuations in financial

Examinations by the FME have focused in partic-
ular on the organisational structure of the compa-
nies, the objectives set for their activities, the exis-
tence and enforcement of rules on risk manage-
ment, internal controls and the efficacy of internal
auditing. For example, internal controls regarding
credit-giving procedures have been examined,
together with the supervision of market risk in
activities of financial companies and risk manage-
ment in this context. The FME has stressed to the
companies’ boards their duties in this respect.

Previously the FME has expressed its opinion that
risk management and internal controls for well-
established activities of financial companies have
generally been in a better state than where new or
rapidly expanding financial services are involved.
Improved risk management by many companies
would thus irrefutably have reduced the effects of
unfavourable development on the securities and
foreign exchange markets.

Risk management and internal controls are at var-
ious stages of development in individual areas of
the financial market. The FME has been working
on drafting formal guidelines concerning internal
controls and risk management in financial compa-
nies, for the purpose of establishing a firmer
approach to these matters. The guidelines will be
based on the basic principles of the Basel Com-
mittee on Banking Supervision while intended to
apply to all financial companies.

Work is presently in progress at the FME on for-
mulating policy for supervision of information
technology (IT) of parties subject to supervision.
Its main emphases will be on the operational secu-
rity of computer systems and data secrecy. It is
important to ensure the security of such activities,
as well as see to safeguard data secrecy wherever
possible. The responsibility and supervision of

directors of the financial companies concerned
must be ensured.

Formal guidelines are in preparation in connection
with the outsourcing of computer services and
computer equipment, as well as services provided
on the Internet. Furthermore, in co-operation
among Nordic financial supervisory authorities,
reference guidelines for minimum supervision are
being developed which will form the basis for
supervision of Internet banking in this region. The
FME will base its supervision on this foundation.

1.3 IMF assessment of the Icelandic
financial system

t the end of the year 2000 the International
AMonetary Fund (IMF) carried out an evalu-

ation of the Icelandic financial system enti-
tled Iceland — Financial Sector Stability Assess-
ment. The evaluation is part of a special initiative
by the Fund intended to strengthen the overview
of financial sector vulnerabilities in individual
countries and thus encourage stability. It included
an examination of Acts and rules on activities on
financial markets and the supervisory framework,
having regard to the core principles which have
been adopted in international co-operation of
supervisory authorities in banking, securities and
insurance. The discussion also covered legislation
on and supervision of pension funds.

The IMF’s principal conclusions were that the
financial regulatory framework in Iceland is effec-
tively equipped to fulfil its task. Nonetheless, the
Fund also maintained that there were weaknesses
in the Icelandic financial sector that could jeopar-
dise its stability. The Fund commented upon and
underscored a number of areas for improvement
that would increase stability, both with respect to
legislation and public supervision.

The most significant criticisms advanced by the
IMF concerned the capital adequacy of Icelandic
credit institutions, which was considered generally
too low in consideration of financial conditions in
Iceland. The Fund emphasised the need to increase
the authorisation of the FME to enforce increased
capital adequacy ratios (CARS) and to demand a
higher CAR for individual credit institutions
when their operations involve special risk.
Furthermore, the IMF was of the opinion that the
CARs as indicated may be unreliable due to
weaknesses in legislation or rules, not least with
regard to provisions and asset classification. The




IMF underscored especially that provisioning ar-
rangements by credit institutions and asset classifi-
cation were not in accordance with best practice.

Concerning the weaknesses in provisioning
arrangements and asset classification, the FME
agrees on the need to strengthen current rules.
Classification of loan assets and the connection
between this classification and assessment of gen-
eral provisioning should be strengthened. Further-
more a clearer definition of default loans is needed
as well as more detailed rules regarding loan loss
provisioning. Icelandic rules in this area are, in
principle, in accord with rules in other Nordic
countries. The FME has prepared amendments to
these rules due to the above, which are expected
to enter into force later this year.

The IMF was, furthermore, of the opinion that
the number of specialists employed by the FME
should be increased, thereby further strengthening
public supervision of financial activity. The FME
has now published on its website its own evalua-
tion of staffing requirements in the near future.

The FME is of the opinion that the IMF com-
ments and recommendations give useful indica-
tions. In most respects they accord with the assess-
ment of the FME, although emphases may differ
in some instances. A number of the recommenda-
tions call for changes in legislation, many of which
are presently under discussion by a committee
under the auspices of the Ministry of Commerce
that is working on drafting new legislation on
financial enterprises. Several IMF recommenda-
tions concern internal FME activities directly,
most of them in accordance with its prior policy
and work programmes.

The Annual Report is available on the IMF web-
site: http://www.imf.org.

1.4 International co-operation

uring the period the FME has hosted sever-
Dal meetings connected with international

co-operation. In the Nordic sphere, the
FME held the annual meeting of directors of
Nordic financial supervisory bodies last August. It
also arranged two co-operation meetings of bank-
ing supervisory experts, one meeting of experts in
securities supervision and two meetings concerning
insurance supervision. Furthermore, the FME held

the annual co-operation meeting of Nordic finan-
cial supervisory bodies on operational issues. The

FME also hosted the co-operation meeting of
European banking supervisory bodies, Groupe de
Contact, which operates in connection with the
EU Commission. The FME also co-hosted a con-
ference of European insurance supervisory bodies
held in Oslo.

The FME is involved in extensive international
co-operation and attends meetings in this regard.
There are two main reasons for participating in
this co-operation. On the one hand, the FME
seeks to bring back to the Icelandic financial mar-
ket knowledge and experience gained in supervi-
sion of larger and more developed markets. On
the other hand, the FME has considered it to be
part of its role to strengthen the competitiveness
of the Icelandic financial market. Its participation
in international co-operation is a major aspect of
such efforts, since close co-operation and co-ordi-
nation with similar bodies abroad improves the
probability of developing in Iceland comparable
attitudes towards the soundness and credibility of
the Icelandic market and its supervision.

In addition to its co-operation with Nordic finan-
cial supervisory bodies, the FME is a member of
the Conference of European Insurance Supervi-
sors, European banking co-operation (in Groupe
de Contact) and the Committee of European
Securities Regulators (CESR, previously FESCO)
which was established in September 2001. The
FME is also a full member of the International
Association of Insurance Supervisors (IAIS).

1.5 The FME’s internal operation

Scope of operations and supervision fee

he income of the FME is provided by a
Tsupervision fee levied on parties subject to

supervision. The levying and collection of
the supervision fee is provided for in Act no.
99/1999, on Payment of Cost Due to Official
Supervision of Financial Activities, as subsequently
amended. The supervision fee is calculated in most
instances as a specific percentage of the total assets,
income or premiums of the party in question,
depending upon the nature of its activities. In all

cases, however, there is a specific minimum fee
levied.

Income for the year 2000 amounted to a total of
ISK 197 million, of which income from the
supervision fee comprised ISK 192.5 million. Total
expenses amounted to ISK 183.2 million. The




estimated supervision fee levied for the year 2001
will amount to I1SK 198.8 million and operating
costs are expected to amount to ISK 211.4 mil-
lion.

The levying of the supervision fee for 2002 is
now in preparation. According to the operating
plan prepared by FME, the supervision fee levied
in 2002 is expected to amount to some ISK 215.0
million. Operating costs for 2002 are, however,
estimated at ISK 264 million, but taking into con-
sideration the surplus from former years and other
income of the Authority during that year, income
and cost should balance out by year-end 2002.
The increased scope of FME’s operations in 2002
can be explained first and foremost by plans to
increase the number of employees and rental of
additional premises.

Number of employees

In mid-2001, the FME had 27 employees, fulfill-
ing a total of just under 26 full-time positions. The
majority of personnel are specialists, in particularly
in law, commerce or computer sciences. From
mid-2000 to mid-2001 a total of six employees
began work at the FME, while five employees left
to take up positions elsewhere. Staff turnover was
similar to that of Icelandic undertakings in general
during this period. Since the FME began opera-
tions at the beginning of 1999, there have been
plans to increase the number of employees at the
Authority, as there were originally 22 full posi-
tions. This increase has, however, not been
achieved to the extent necessary to keep pace
with developments on the financial market and
increased responsibilities of the FME.

The FME has published on its website its own
evaluation of staffing requirements for coming
months. This account is also an accompanying
document to the FME’s operating plan for the
coming year. The plan assumes that from July 1,
2001 to year-end 2002 the number of positions at
the Authority will increase from 26 to 32.

In-house rules and continuing education

Work has continued on building up FME’s inter-
nal framework. Rules have been issued concerning
the dealings of the employees, director and board
with parties subject to supervision, rules on the
treatment of confidential information and securi-
ties dealings of employees and management, etc.

Furthermore, the FME has adopted a special con-
tinuing education policy for its employees, con-
taining a specific proportion of salary expenses
each year to be spent on this matter and specifying
alternatives in this area.

Various figures for the period from July 1, 2000
to June 30, 2001

The FME has sent over 2000 letters during this
period and received 2100. Parties subject to super-
vision have submitted 1200 reports concerning
regular data and information gathering.

Special examinations of various sorts totalled
around 100 during the period. These examinations
are of a very varied nature, and differ considerably
in their extent.

Furthermore, the FME has handled some 160
communications from parties subject to supervi-
sion, nearly 120 communications from customers
of parties subject to supervision and some 160
communications from other parties, both in
Iceland and abroad. During the twelve-month
period under discussion here, the FME has, in 90
instances, deemed it necessary to raise formal
objections or demand improvements of one sort
or another by parties subject to supervision. It
should also be mentioned that the FME provided
20 opinions on granting licences to parties subject
to supervision during the period in question.

In addition to the above, it could be mentioned
that increased coverage by the mass media during
the past year or two of financial market issues,
concurrent with the increased visibility of the
FME, has led to increasing demands from the gen-
eral public for the assistance of the FME. During
the period from July 1, 2000 to June 30, 2001, 60
complaints and other consumer issues were han-
dled together with 105 inquiries. During the pre-
ceding twelve-month period complaints and con-
sumer matters were 44 in total and inquiries 34.

The above information is provided solely for
information purposes and is by no means a defini-
tive measure of FME activities.




2. The Financial Market — Trends and Outlook

2.1 Credit and securities market

Worsening performance

n the past year or so, credit institutions’ operat-
I ing environment has been difficult in many

respects. Thus the cumulative profits of com-
mercial and savings bankst for the year 2000
amounted to ISK 4.4 billion as compared with
ISK 6.7 billion in 1999. Return on equity (ROE)
dropped from 18% to less than 10% from one year
to the next, cf. Figure 1. The drop in earnings
from 1999 to 2000 can be explained principally
by trading rate losses, in particular on shares and
bonds. Performance in 2000 would have been
even worse if it had not been for capital gains
realised from sales or adjustment to market value
of the holdings of many savings banks in the
investment bank Kaupthing hf.

During the first half of 2001 the cumulative earn-
ings of commercial and savings banks amounted to
ISK 2.7 billion, which corresponds to approx. 11%
ROE. Operations of credit institutions during the
first half of 2001 were characterised by continued
trading rate losses on financial activities, in partic-
ular shares and foreign exchange trading. This was
offset by an increase in net interest income due to
higher inflation and increases in other income
resulting from capital gains realised from the sale
of savings banks’ shares in Kaupthing hf. Return
on equity is expected to be rather low for the
next year or so, due to a foreseeable increase in
provisions for bad loans as well as uncertainty con-
cerning income from market trading and market
securities.

Cost/income ratios still high

The cost/income ratio, i.e. operating costs as a
percentage of gross income, was slightly lower
during the first half of 2001, or 64.4%, as com-
pared to 65.6% in 2000, cf. Figure 1. During the
period 1995-1998 the cost ratio was 66-68%, but
it dropped to 62% in 1999, due in part to unusu-
ally high trading rate gains that year. As indicated
by the above figures, the decrease in this ratio has
been rather slow for the past 5-6 years.

1) Commercial banks and savings banks in this analysis include the
countries three largest commercial banks and six largest savings
banks. The profits and the financial position of the smallest commer-
cial bank, Sparisjédabanki Islands hf., and the investment bank Kaup-
thing hf. are mainly reflected in the figures for the savings banks. The
ratios for the first half of the year 2001 have been extrapolated to a
one year in order to be comparable to the annual figures for the pre-
ceding years.

The above-mentioned figures on ROE and cost
ratio vary greatly from one bank to another. Thus
ROE for the three largest banks varied from 1%
to 20% for the first half of 2001, and their cost
ratios from 53-78% for the same period

Figure 2 shows principal operating items as a
percentage of total assets of commercial and sav-
ings banks. If the situation from 1998 onwards is
reviewed, operating costs as a percentage of total
assets have decreased steadily, dropping from 3.7%
in 1998 to 3.0% in the first half of 2001. Net
interest income dropped from 3.3% in 1998 to
3.0% in 2000, but rose again during the first half
of 2001 to 3.4%. Other operating income as a
percentage of total assets reached a peak of 2.4%
in 1999 and has since decreased substantially,
amounting to 1.2% during the first half of 2001.
Provisions to loan-loss accounts were 0.70% in
1998, 0.64% in 1999 and 0.56% in 2000, but rose
to 0.74% during the first half of 2001.

20% 69% Figure 1.

18% 68% Return on equity (ROE) and cost as a
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Figure 4.
Market value of securities owned by
commercial and savings banks (ISK
billions).

. Bonds
. Shares

Figure 5.

Default to deposit institutions
(payments over one month past due).

B 1sKbillions (left)
—— % of lending (right)

Large increase in total assets financed by for-
eign borrowing

During the above period, total assets have grown
substantially, from almost ISK 500 billion at year-
end 1998, to almost ISK 900 billion at the end of
June 2001, or by 80%. Much of this growth has
been financed by foreign borrowing, with a small-
er share financed by deposits or domestic security
issues. Figure 3 shows the trend in net liabilities
owed by the main credit institutions to foreign
parties during recent years. These foreign loans are
usually balanced against exchange rate-linked loans
to domestic parties, who to a varying extent have
income in the currencies involved.

Increased market and credit risk

Growth of total assets consists primarily of credit
expansion and increased market security assets.
Part of the assets of credit institutions are tied up
in market securities, which are subject to market
rate fluctuations, cf. Figure 4.Thus market securi-
ties of commercial and savings banks amounted to
over ISK 22 billion at year-end 1995, ISK 105 bil-
lion at the end of June 2000 and ISK 112 billion
at the end of June 2001. It is interesting to note
the increase in shares from the first half of 2000 to
the first half of 2001. During this period most
credit institutions had a loss on their share hold-
ings, as the Selected Shares Index (ICEX-15) fell
by 30% during the period and exchange turnover
shrank.
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The growth in lending of the previous years con-
tinued into the year 2001. In June 2001 the
twelve-month nominal increase in lending by
commercial and savings banks was 26%. If the
depreciation of the Icelandic krona (ISK) and
inflation-linked increases to loans are taken into
consideration, the twelve-month growth in lend-
ing by commercial and savings banks is 12.5%.
Figures for lending trends during the third quarter
of 2001 indicate that real lending growth has
stopped.

Default increases, as does provisioning

In the past six months, default by borrowers of
commercial and savings banks has increased. This
trend is an indication of deterioration in the asset
quality of these financial institutions. As Figure 5
shows, total defaults? by households and industries
amounted to ISK 16.8 hillion at the end of June
2001, or 2.5% of lending, as compared with ISK
12.3 billion, or 2.0%, at year-end 2000. Default by
households was proportionally greater than that of
industries. Default by households amounted to
ISK 7.1 billion, or 4.3% of loans to households, at
the end of June 2001, as compared with ISK 5.3
billion, or 3.3% at year-end 2000. Default by
industries amounted to ISK 9.7 billion, or 1.9% of
industries borrowing, at the end of June 2001, as
compared with ISK 7.0 billion, or 1.6% at year-
end 2000.

The annual provisions to loan-loss accounts by
commercial and savings banks amounted to ISK
4.0 billion in 2000, as compared to ISK 3.6 billion
in 1999. The increase amounted to ISK 0.4 bil-
lion, or 11%. During the first half of 2001, total
provisions to loan-loss accounts by commercial
and savings banks amounted to I1SK 3.1 hillion, or
almost 80% of total provisions for the year 2000.

The annual provisions to loan-loss accounts as a
percentage of loans amounted to 0.9% in 2000 as
compared to 1.1% for the years 1997-1999. and is
estimated to be 1.3% for the year 2001. This per-
centage peaked at 4.1% in 1992, but has since fall-
en steadily until the year 2000, as previously men-
tioned. The balance of the loan-loss account is
estimated to be 2,5% of total loans at e. 0.y 2001.
Figure 6 shows that substantial and rapid credit
expansion is followed by increased provisions for
these loans. The annual provisions to loan-loss
accounts, as a percentage of total loans, likely

2) Defaults according to a survey including 97% of total lending by
commercial and savings banks. The definition of default in this

analysis is having amortisation and interest payments in arrears
more than one month past due.
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reached a minimum in 2000 and in the coming
year the need for provisions will grow, with a cor-
responding negative effect on profitability and
ROE.

Own funds increased by taking subordinated
loans

The total own fundss of commercial and savings
banks amounted to ISK 49.1 billion at year-end
2000, as compared with 1SK 43.9 at year-end
1999. The increase amounted to ISK 5.2 billion,
or 12%. At the end of last June, total own funds of
commercial and savings banks amounted to ISK
53 billion.

At year-end 1999, commercial and savings banks
had issued subordinated notes, which are classified
under Own Funds Tier 2 and 3 in calculating cap-
ital adequacy ratio (CAR), amounting to ISK 11.5
billion. At year-end 2000 subordinated Tier 2 and
3 notes amounted to ISK 18.2 billion. The in-
crease thus amounted to ISK 6.7 billion, or 58%.
At the end of last June, subordinated notes of
commercial banks and the largest savings banks,
classified under Own Funds Tier 2 and 3, totalled
ISK 19.6 billion.

Near the end of the year 2000, the FME autho-
rised credit institutions to issue subordinated notes
included under Own Funds Tier 1 in calculating
CAR, on the basis of a new Regulation issued by
the Ministry of Commerce. At year-end 2000 one
commercial bank had taken advantage of this
authorisation to issue subordinated notes Tier 1
for ISK 0.9 billion. By the end of last June, three
commercial banks and one savings bank had issued
notes included under Own Funds Tier 1, totalling
altogether ISK 5.5 hillion.

The combined risk-weighted base (the denomina-
tor in the CAR) of commercial and savings banks
amounted to ISK 605 billion at year-end 2000, as
compared with I1SK 476 billion at year-end 1999.
The increase amounted to I1SK 129 billion, or
27%. At the end of last June the combined risk-
weighted base of commercial and savings banks
amounted to ISK 693 billion, which is a six-
month increase of 14.5%.

Capital adequacy ratio improved with sale of
assets and by taking subordinated loans

After dropping steadily until mid-2000, the CARs
of commercial and savings banks have been in-
creasing up to mid-2001, cf. Figure 7.The main

3) Own funds as calculated in the capital adequacy ratio (CAR).

reason for the increasing CARs of the banks is an
increase in subordinated loans, which can be
included as equity in calculations of capital ade-
quacy. This applies both to taking of traditional
subordinated loans included under Own Funds
Tier 2 and 3 and those included under Own
Funds Tier 1, which were authorised late in the
year 2000. One main reason for the higher CARs
of savings banks at year-end 2000, as compared to
year-end 1999, were capital gains realised from the
sale by many savings banks of their holdings in the
investment bank Kaupthing hf.

Limited possibilities of taking subordinated
loans

According to the rules which apply to subordinat-
ed borrowing, there are a number of restrictions
on the extent to which this may be included in
CAR calculations as a proportion of Tier 1 own
funds. By the end of June 2001, many credit insti-
tutions had practically exhausted these authorisa-
tions. The capital adequacy of most credit institu-
tions can thus only be improved by increasing
profitability or by new share capital.

For the past few years, the FME has repeatedly
warned of the consequences of deteriorating capi-
tal adequacy. Despite the fact that the CARs of
credit institutions have increased slightly recently,
the FME is of the opinion that most credit institu-
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Provisions to loan-loss accounts as a

percentage of borrowing and real
increase in average lending of

commercial and savings banks
(values for 2001 are estimated).

—=— Annual provisions to loan-loss
accounts (left vertical axis)
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Figure 7.

CAR with and without subordinated
loans included under Own Funds
Parts B and C.
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2 and 3 sub. loans.
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Figure 8.

Trading of bonds and shares listed on
the Iceland Stock Exchange, ISK
millions, and the share index, ICEX-15.

M Trading in shares (left)
M Trading in bonds (left)
Share index ICEX-15 (right)

Figure 9.
Net real rate of return of pension funds.

tions need to strengthen their capital adequacy to
be better equipped to withstand possible shocks in
the near future.

Securities market turnover — need for increased
discipline

Activity on the securities market has slowed con-
siderably in recent months, especially on the share
market. After fairly steady share trading growth
from 1998 to the end of the first quarter of 2000,
when turnover on the Icelandic Stock Exchange
(ICEX) reached a peak of ISK 75 bhillion, the share
turnover has shrunk and share indices fallen, cf.
Figure 8. It should, however, be borne in mind
that turnover during the third quarter of 2001 and
the Selected Shares Index (ICEX-15) at the end
of this period are similar to the figures for the sec-
ond quarter of 1999. Turnover composition by
type of securities has changed this year as com-
pared with previous years, as bonds trading has
increased while share trading has dropped.

The prime characteristic of the securities market
in Iceland is its lack of depth; price formation is
weak and is supported by only a few exchange
members. A closer look at the share market reveals
that trading of shares in the 10 most traded com-
panies, from the beginning of 2001 to the end of
August, comprised 65% of total trading. The four
largest exchange members handled an average of
95% of the trading in these 10 most traded com-
panies. An inquiry by the FME to the exchange
members concerned revealed that almost 40% of
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the above-mentioned trading was trading for own
account by the members or funds managed by
them.

Under such conditions, strong discipline is neces-
sary in order to prevent market abuse and build up
a solid and effective market. FME actions have
been aimed at achieving this objective. Formal
guidelines have been issued on in-house rules of
financial companies and for issuers of listed securi-
ties. At the same time, the FME has been building
up stronger supervision of working practices on
the securities market and improving the overview
of this same market.

2.2 Pension savings market

Reduced asset growth and negative real rate of
return for the year 2000

et assets for pension payments at year-end
N 2000 amounted to ISK 566 billion. The

real increase of net assets in the year 2000
was 5%, which is considerably less than in the pre-
vious year, where the corresponding increase was
20%. The net real rate of return of pension funds
for the year was negative by 0.7%.4 In Figure 9,
which shows the net real rate of return of pension
funds for the years 1991-2000, this trend becomes
clearly apparent. For the past decade, net real rate
of return has been at an average of 6.7%. The pen-
sion funds have in recent years modified their
portfolios and placed an increased emphasis on
purchasing listed shares and units in mutual funds.
The rules pertaining to the annual accounts of
pension funds stipulate that listed shares and unit
shares shall be valued at their market price. In-
creased fluctuations in the return on pension fund
investment between years, together with portfolio
changes can thus be expected in the future.

Compared with other economic figures, pension
fund assets have increased from 39% of gross
domestic product (GDP) in 1990 to over 84% at
year-end 2000. Pension fund assets as a proportion
of the credit system’s total liabilities have risen
from 26% in 1991 to 35% in the year 2000, cf.
Figure 10.

4) Net real rate of return of pension funds is the real return on
assets adjusted using the consumer-price index (CPI) after expenses
have been deducted from investment income.
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Pension fund investment limits

The Pension Fund Act contains provisions regard-
ing investments, which aim to diversify assets over
a range of selected securities categories. The provi-
sions furthermore stipulate that investment deci-
sions shall take into consideration risk factors as
well as expected rate of return.

At year-end 2000 the FME began an examination
of pension fund investment and categorisation of
assets. The examination revealed that investments
have in some cases not been in line with the
Pension Fund Act and categorisation of assets has
been flawed. Pursuant to interim provisions in Act
129/1997 the pension funds were not obliged to
sell off assets in order to fulfil investment limits if
they had exceeded those limits upon the entry
into effect of the Act in July 1998. The funds may
not, however, purchase securities while they re-
main above the stipulated level and if they were
below the stipulated maximum when the Act
came into effect they are obliged to respect the
limit.

The main problem area has been the limits for
investing in unlisted securities, for which the max-
imum permitted is 10% of net assets for pension
payments. A few pension funds have increased
their ownership of unlisted securities since the Act
came into effect in spite of having exceeded the
limit. The survey has also revealed that unlisted
securities are in a number of instances incorrectly
categorised as listed securities.

Unlisted securities

The proportion of unlisted securities at year-end
2000 amounted to 10% of the net assets of pen-
sion funds and had dropped from 16% at the same
time in 1999. Pension funds guaranteed by other
parties showed a reduction from 22% at year-end
1999 to 5% at year-end 2000 in their ownership
of unlisted securities. This dramatic drop is partly
the result of a legal amendment of May 2000,
whereby pension funds were permitted to cate-
gorise unlisted securities issued to finance public
housing loans during the years 1972-1994 as listed
securities. The ratio of unlisted securities owned
by pension funds not guaranteed by other parties
fell from 15% at year-end 1999 to 11% at year-
end 2000, see Figure 11.At year-end 2000, 25 of
56 fully operating pension funds had holdings of
over 10% in unlisted shares. By June 30, 2000 this
number had risen to 28.

Shares

Share ownership by Icelandic pension funds as a
whole at year-end 2000, both direct ownership
and through mutual funds, amounted to ISK 182
billion, or 32% of net assets for pension payments,
and had risen from ISK 142 billion, or 27% of
assets, at year-end 1999, see Figure 12. At year-
end 2000, one pension fund out of a total of 56
had exceeded the permitted maximum for share
ownership, or 53% of net assets for pension pay-
ments, whereas the highest permitted ratio is 50%.
Ten pension funds out of a total of 56 had a share
ratio higher than 30% of assets at year-end 2000.

Foreign currency assets

Foreign currency assets of pension funds rose from
20% at year-end 1999 to 23% at year-end 2000,
but the limit is 50% of total assets as stipulated in
the Pension Fund Act. Assets in foreign currencies
of eight pension funds exceeded 30%, the highest
ratio being 45%. On June 30 this year the ratio of
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Figure 10.
Pension fund assets.

Assets as a percentage of the
credit system’s liabilities

— Assets as a percentage of GDP

Figure 11.
Unlisted securities.
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The minimum premium guar-
antees the fund members a
right to old-age pensions,
disability pensions, and pen-
sion payments to surviving
spouses and/or children. The
mandatory pension savings
are, partly or wholly, deposit-
ed in a mutual insurance
fund where the assets are
jointly held by all fund mem-
bers. A number of pension
funds now operate an inte-
grated system of mutual
insurance funds and individ-
ual accounts where a prede-
termined amount of the pre-
mium is deposited in an indi-
vidual account as a personal
pension savings.

Figure 13.
Assets in foreign currencies.

M Total
Pension funds not guaranteed by others
M Pension funds guaranteed by others

Figure 14.
Pension schemes.

foreign currency assets of pension funds had
reached 26%. As shown in Figure 13, this trend is
most evident in the case of pension funds guaran-
teed by other parties, where the ratio on June 30
this year had reached 24% of assets, compared with
13% at year-end 1999. For pension funds not
guaranteed by other parties this ratio was 26% on
June 30, 2001, compared with 22% at year-end 1999.

Financial position of pension funds

One of the main characteristics of the Icelandic
pension fund system is the principle of full fund-
ing. By law, a pension fund is regarded as fully
funded if the difference between net assets for
pension payments plus future premiums at their
present value, on the one hand, and total pension
obligations, on the other hand, does not exceed
10%, or over 5% for five consecutive years. All
pension funds must commission an actuarial sur-
vey of their financial position every year. If such a
survey reveals an imbalance in the funding of a
pension fund, its articles of association need to be
amended in order to correct the balance.

Actuarial surveys of non-guaranteed pension funds
for the year 2000 reveal that these funds all show a
balance as stipulated by law. On the basis of total
obligations the funds show an average surplus of
1.6%, ranging from a deficit of 7.1% to a surplus
of 16.9%. Three funds show a surplus in excess of
10% and thus need to increase the pension rights
of their members.

30%

25%

20%
15%
10%
5%
0%

Year-end 1999

Year-end 2000 06/30/01

Personal pension
schemes
Age-based 6o
schemes

5%

Final-salary
schemes
18%

Pension units
schemes
1%

Pension funds guaranteed by the National Treas-
ury, municipal authorities or banks are exempt
from the provisions regarding full funding. None
of these funds accept new members, except for
three funds that have availed themselves of the
option permitted by law to establish new divisions
based on the principle of full funding. The finan-
cial position of guaranteed pension funds is gener-
ally poor on account of their closures, which
entail a faster depletion of assets even though the
increase in long-term commitments has been
reduced. These include a total of 14 funds, which
operate 18 defined benefit divisions. Of these, 12
show a deficit ranging between 62% and 93.5%
whereas the remaining 6 show a balance. Special
attention must be given to the worst placed divi-
sions, which are able to meet only a small part of
their pension obligations. Their assets will be de-
pleted within a few years unless employers speed
up their payments to the funds.

The pension burden of pension funds, i.e. pension
payments as a ratio of premiums, is a useful gauge
for predicting the position and future prospects of
pension funds. The pension burden increases with
the age of the fund and a heavy burden means a
speedier depletion of the fund’s assets. The pension
burden of non-guaranteed pension funds is 35.3%.
The pension burden of funds that are guaranteed
by other parties is, on the other hand, 56%. Not
included in that figure is the Civil Servants’ Pen-
sion Fund, which has payments and premiums far
exceeding those of all the other funds together.
The total pension burden of Icelandic pension
funds is 36.7%.

Supplementary pension savings

At present there are 50 depositories for supple-
mentary pension savings, of which 24 are pension
funds. Depositaries, other than pension funds,
include banks, savings banks, securities firms and
life-insurance companies.

Supplementary pension savings with depositaries
other than pension funds have grown from ISK
600 million at year-end 1999 to ISK 2 billion at
year-end 2000, according to information collected
by the FME from the parties concerned. The sup-
plementary pension savings with pension funds,
excluding the 7 funds operating purely as personal
pension savings funds prior to the entry into
effect of Act 129/1997, grew from I1SK 970 mil-
lion to ISK 1.9 hillion during that same period.
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Supplementary pension savings can stem from two
different sources, i.e. premiums in excess of the
mandatory 10% minimum premium as well as the
mandatory 10% premium.A number of pension
funds make use of the option made available by
law to define minimum pension guarantee as
lower than 10% while offering at the same time a
part of the minimum pension guarantee in the
form of a conditional personal pension account.
The part of the premium which is in excess of the
minimum mandatory requirement forms a private
account or supplementary insurance cover. By law,
a fund member may, at no extra cost, divert his/
her premium payments for supplementary insur-
ance cover and any other type of personal pension
savings to a different depositary than the one
receiving the mandatory premium.

The above figures reveal a considerable growth in
supplementary pension savings, but there is still
scope for a further increase as only around 40% of
the population avail themselves of this option at
present.

Number and structuring of pension funds

On July 1, 2001 the number of pension funds was
54, compared with 60 at year-end 1999. Of the 54
pension funds, 11 no longer receive premium pay-
ments, which leaves a total of 43 fully active funds.
Of the 54 (43) pension funds, 40 (30) are pension
funds without employer guarantee, while 14 (13)
funds are guaranteed by other parties.

Despite the merger of some of the smaller pension
funds between 1999 and mid-year 2001, there are
still well over ten small pension funds in full oper-
ation. One of the legal conditions for the granting
of operating licences is that the minimum number
of fund members be no less than 800 unless the
fund has other means for spreading its risk on ac-
count of pension obligations. At present, fourteen
pension funds are below this member limit but
manage to meet this condition through insurance,
co-operation with other pension funds or the
guarantee of municipal authorities.

A number of pension funds operate more than
one mutual insurance fund, providing for varying
pension rights and 24 pension funds also operate
private pension schemes.

The total assets of pension funds at year-end 2000
by schemes is as follows: Pension units schemes
hold 71% of all assets, final salary schemes 18%,
age-based units schemes 5% and personal pension

schemes 6%, cf. Figure 14. In a pension units
scheme, premiums are converted into units which
form the basis for calculating pension rights. The
age-based pension scheme is also a units scheme,
but premiums paid at an earlier age carry greater
weight than premiums paid late in a fund mem-
ber’s career. In a final salary scheme the amount of
premiums paid guarantees the fund member a cer-
tain percentage of a successor’ salary or some
other pay guidelines. Assets in age-based schemes
have increase by 3% at the expense of assets in the
more traditional units schemes. Apart from that,
the division of assets between schemes has
remained relatively unchanged since 1999.

2.3 Insurance market

Fewer insurance companies
urrently there are 14 authorised Icelandic
Cinsurance companies. They underwrite
almost exclusively domestic risks and are all

domestically controlled. Only eight of these com-
panies are expected to carry risk in 2002.

Three limited-liability insurance companies and a
small mutual offer all types of non-life insurance.
These three receive 97% of the premiums earned
by Icelandic insurance companies. Two of them
are listed on the stock market and the third in-
tends to apply for listing. There are three life assur-
ance companies, all in the majority ownership of
other financial enterprises. Two companies in run-
off are owned by other insurance companies.

Special legislation on fishing boat insurance com-
panies was repealed in mid-2000. The portfolios of
the three pure boat insurance companies which
were still in operation have been transferred to the
non-life insurance company Sjova-Almennar
tryggingar hf. Sjova-Almennar tryggingar hf. has
purchased the marine insurance company Sam-
abyrgdin hf. and a merger of the two has been
authorised by the FME.

Iceland’s natural catastrophe insurer (Vidlagatrygg-
ing lslands) which operates under special legisla-
tion, has a specific role and is omitted from the
following discussion of insurance companies’ oper-
ations. Premiums for natural catastrophe insurance
amounted to ISK 750 million in the year 2000,
while claims were I1SK 2.6 billion, in particular
due to the earthquakes in southern Iceland in
June 2000. Its own capital and reserves amounted
to ISK 5.15 billion.
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Figure 15.

Trends in premiums and claims for
non-life insurance, with gross and
net amounts at 2000 prices.
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Figure 16.
Premiums earned in the main
non-life classes at 2000 prices.
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Figure 17.
Claims incurred at 2000 prices.
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Premiums for insurance policies mediated by bro-
kers during the year 2000 amounted to ISK 1.3
billion, primarily to insurers in other EEA mem-
ber states. In addition, policyholders can deal
directly with insurers in other member states; the
extent of such business is not known.

The following section provides details of the activ-
ities of Icelandic insurance companies as they are
presented in their annual accounts for the year
2000. All amounts have been adjusted to price lev-
els in 2000. Changes in amounts from one year to
the next are thus changes in excess of price level
changes.

Increased turnover in non-life insurance

For non-life insurance, the year 2000 was charac-
terised by growth in premiums, claims and return
on investment. Earned premiums increased by
10% in excess of price level changes over the pre-
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vious year, or by ISK 1.5 billion, amounting to
ISK 17.1 billion. The premium increase was
almost totally from motor vehicle insurance.
Incurred claims increased by 21%, amounting to
ISK 18.7 billion. The greatest increase in claims
was in property insurance, although motor vehicle
claims also rose sharply. Trends in both premiums
and claims differed greatly between insurance
classes, as discussed in more detail below. After
deducting the reinsurers’ share from premiums and
claims, own premiums amounted to ISK 13.6 bil-
lion and own claims to I1SK 14.6 billion.

Figure 15 shows trends in premiums and claims
for non-life insurance in recent years, with gross
and net amounts.

In addition to premiums and claims, operating
costs, investment income and changes to equalisa-
tion provisions have a substantial effect on prof-
itability of insurance activities. Operating costs
were ISK 3.2 billion and have been increasing
steadily in recent years. Bad claims ratios required
resorting to equalisation provisions in all insurance
classes, most in compulsory motor vehicle insur-
ance and in domestic reinsurance. The equalisation
provisions were reduced by ISK 200 million in
each of these two classes.

Individual classes of non-life insurance

Figure 16 shows the trend in earned premiums
in the main classes of non-life insurance. It also
shows the relative importance of individual classes.

Premiums earned for direct insurance in the year
2000 totalled I1SK 16.1 billion, while the corre-
sponding claims were 1SK 17.9 billion. Premiums
for reinsurance written by Icelandic insurers were
just over ISK 1 hillion, while claims were 1SK 0.8
billion.

Compulsory motor vehicle insurance is the most
extensive direct insurance class. Here earned pre-
miums increased by ISK 1.4 billion over the pre-
vious year, or by 32%, due to the combined effect
of large premium increases and an increase in the
number of vehicles. The share of compulsory
motor vehicle insurance of gross direct insurance
premiums was 37%, while in 1999 it was 29%.
Motor vehicle insurance of all types comprised
over half of gross direct insurance premiums in
2000, whereas it was 43% in 1999.
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Figure 17 shows a breakdown of incurred claims
by insurance class. Property insurance claims
amounted to ISK 4 billion, increasing by ISK 1.4
billion or 54% over the previous year. The increase
was due partly to major claims of which a sub-
stantial portion is covered by reinsurers, so that the
increase has only a very slight effect on profitabili-
ty of property insurance in the accounting year.
There was also a substantial increase in claims in
marine, aviation and cargo insurance (36%) and
accident and sickness insurance (24%).

Claims incurred in compulsory motor insurance
increased by 16% from the previous year and
amounted to ISK 8.3 billion. These claims consist-
ed of an increase of ISK 2.7 billion of the provi-
sion for claims outstanding and by paid claims of
ISK 5.6 billion. The proportion of paid claims due
to claims occurring before the year 2000 was 62%,
while 38% of the payments were because of claims
that occurred within the accounting year. At the
end of the year 2000, total compulsory motor in-
surance claims that occurred within the account-
ing year were estimated at 1ISK 9.6 billion, of
which 2.1 billion had already been paid within
the same year.

In compulsory motor vehicle insurance and prop-
erty insurance, claims were substantially higher
than premiums. The loss ratio in compulsory mo-
tor vehicle insurance did, however, decrease from
that of the previous year, since premiums increased
greatly as previously mentioned. Further increases
in premium income are foreseeable in this class, as
price increases in the year 2000 will not be fully
realised until the year 2001. The loss ratio should
thus decrease further during the current year,
unless claims developments worsen dramatically. A
major part of the claim’s increase in property
insurance is recovered from reinsurers. Net claims
were 96% of own premiums.

Expansion in life insurance

Written life insurance premiums were I1SK 1.4 bil-
lion, which is an increase of 1SK 0.4 billion over
1999. Growth continues in life insurance with
policyholders’ investment risk, where life insur-
ance provisions at year-end 2000 amounted to
ISK 0.7 billion. The extent of life insurance activ-
ity is, however, only a fraction of that of non-life
insurance.

5) These figures are the aggregated results of all the insurance com-
panies. No consideration is made for insurance companies owning
holdings in other insurance companies, so part of the profit is
reported twice.

Increased profit

Total profit of insurance companiess was ISK 1.5
million in the year 2000. Figure 18 shows how
profit has developed in recent years.

In the profit and loss accounts income from in-
vestments is divided by a fixed rule between
insurance operations and financial activities, and
the profit of each part calculated separately. This
division affects neither total investment income
nor the result of the profit and loss account.

Figure 19 shows that profit of insurance opera-
tions has decreased constantly, while this is bal-
anced out against increased earnings from financial
operations. The half-year financial accounts of the
three major insurance companies at mid-year 2001
showed considerable changes. The calculated profit
from insurance operations had increased, while
financial operations showed losses after investment
income was transferred to insurance operations.

Economic situation of insurance companies
The cumulative assets of insurance companies
totalled ISK 63.3 billion at year-end 2000, an
increase of ISK 6.6 billion over the previous year.
In accordance with the nature of insurance activi-
ties, investments were the companies’ largest asset
item, amounting to ISK 44.7 billion. Technical
provisions were the largest liabilities item, ISK
43.8 hillion. Roughly speaking, investments and
technical provisions comprise close to 70% of the
balance sheet.
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Figure 18.
Total profit of insurance
companies at 2000 prices.

Figure 19.

Total profit from principal activities of
insurance companies at 2000 prices.
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Figure 20.
Principal classes of investments
at 2000 prices.
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Figure 21.
Own capital and reserves, and

technical provisions at 2000 prices.
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Figure 22.
Main components of technical
provisions at 2000 prices.
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Figure 20 shows development in the main invest-
ment items. Growth in investments was particular-
ly in variable-yield securities, while the share of
fixed-yield securities decreased. Automobile loans,
which are the majority of mortgage-secured loans,
were of a similar amount at the end of 2000 as
they were the previous year, while mortgagese-
cured loans as a whole have somewhat decreased.

Figure 21 shows own capital and reserves as well
as technical provisions. Both items have grown
steadily. Some capital is, however, reported twice
because of holdings which insurance companies
have in other insurance companies.

Gross provisions for claims for all insurance classes
were ISK 32.7 billion or three-quarters of the

technical provisions. Thus, the claims provision is a
good half of the balance sheet total. Claims provi-
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sion in compulsory motor vehicle insurance is
ISK 20.1 billion, of which ISK 12.6 billion was
due to claims that occurred before the beginning
of the year 2000. The claims provision in com-
pulsory motor insurance comprises almost one-
third of the agregated balance sheet total of the
non-life insurance companies.

The reinsurers’ share of technical provisions is
entered as an asset item in the annual accounts; it
amounted to ISK 5.5 hillion at year-end 2000.
Own technical provisions thus totalled 1SK 38.3
billion. Figure 22 shows the development of the
principal components of own technical provi-
sions.

Provision for unearned premiums increases in
accordance with the increase in the number of
insured motor vehicles and the premium level of
motor vehicle insurance. Claims provisions
increase in accordance with incurred claims.
Own provision for claims in compulsory motor
vehicle insurance rose by ISK 2.5 billion during
the year 2000. The rise in property insurance
claims is not reflected in own provision for
claims, since the increase will mostly be recovered
from reinsurers, as previously mentioned.
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3. The FME’s Supervisory Emphasis

The FME defines four major areas of its supervi-
sory emphasis: Risk management and internal
control, conduct in the financial market, market
discipline and competitiveness of the financial
market. These areas of emphasis will continue to
form the basis of the FME’s supervisory measures
and apply to all sectors of the financial market.

3.1 Risk management and internal
control

ince its foundation, the FME has regarded it as
Sone of its major roles to assist financial institu-

tionsé in ensuring that their management is com-
petent to provide the company with a solid organisational
structure, clear policies, efficient internal rules and proce-
dures, adequate information systems and internal audit-
ing. The executives and other employees are thus provided
with the tools necessary to correctly assess the risk entailed

in the operations and to manage this risk in line with the
company’s strengths.

Co-ordination between sectors

The FME?s assessment has revealed that the for-
mulation and development of risk management
and internal control varies between sectors of the
financial market. In its supervisory capacity, the
FME can help by communicating knowledge and
experience gained in the different sectors.

At present, the FME has introduced a draft pro-
posal on internal control and risk management
within financial institutions. Experience has also
made clear the need for harmonising the relevant
legislations. In this respect, decisions need to be
reached as to whether the legislation governing
insurance companies and securities firms should
contain provisions regarding the presence of inter-
nal auditors within the companies who are direct-
ly responsible to the boards of directors.

Fit and proper

The FME has considered the competence of
boards of directors and executives and an assess-
ment of this must now accompany all applications
for operating licences. The FME has also held
meetings with the boards of directors of financial
institutions in order to emphasise their roles and
responsibilities. The FME intends to carry out fur-
ther work in this area.

6) Financial institutions here refers to companies in all sectors of
the financial market, i.e. credit institutions, securities firms, insur-
ance companies, insurance brokerages and pension funds.

Defaults and provisioning

In accordance with previous warnings by the
FME concerning the growth in lending and the
capital position of credit institutions, emphasis has
been placed on monitoring the development of
defaults and provisioning at financial institutions.
This work will continue over the months ahead.
It is of particular importance to stress that the
boards of directors, management and external
auditors of financial institutions notify the FME
should serious difficulties arise. When risk man-
agement and internal control fails, it can be diffi-
cult to foresee such difficulties.

3.2 Conduct in the financial market
he FME emphasises the good conduct of business
Tpractices in the financial market, as one of its
responsibilities is to supervise that financial opera-
tions are in conformity with sound and proper business
practices.

Securities market

Last year the FME emphasised the establishment
of a more efficient control of conduct in the secu-
rities market. At the same time, it followed up on
recent amendments to the legislation on securities
transactions, which have strengthened the trading
framework and created improved conditions for
effective supervision. The aim is to gain a better
overview of the conduct of parties subject to
supervision and suggest corrective action where
needed. A further goal is to strengthen the super-
vision of insider trading and the public offer of
securities.

Supervision and overview of the financial market
is closely linked with supervision in other areas,
such as the financial position of credit institutions
and insurance companies and the investments of
pension funds.

Other financial markets

Conduct in other sectors of the financial market
needs consideration. The FME has reason to be-
lieve that corrective action is needed regarding the
brokerage and sale of life insurance, as the avail-
ability and sale of participating life insurance has
increased considerably in recent years. This applies
in particular to the obligation of insurance compa-
nies and insurance brokers to provide the insured
with appropriate information. The need for estab-
lishing guidelines which detail the obligations of
these parties, to supplement the provisions of laws
and regulations, is currently under review.
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Increased awareness

Consumers are increasingly turning to the FME
with complaints concerning their dealings with
certain financial institutions. Such cases can lead to
corrective action in a particular area, but the FME
does not have power of arbitration in legal dis-
putes between a client and a financial institution.
Under the auspices of the FME two complaints
committees operate, the Insurance Complaints
Committee and the Complaints Committee on
Transactions with Financial Institutions, to which
consumers can turn with their grievances.

3.3 Market discipline
he FME emphasises increased transparency in the
Toperations of financial institutions. This means
stricter discipline from within the market itself in
addition to the discipline imposed by internal control and
official supervision of financial operations.

Accounting

The notion of market discipline applies to audit-
ing and harmonising of financial statements. The
FME has proposed a review of provisions regard-
ing the valuation of securities in its rules on the
annual accounts of financial institutions. Increased
harmonisation of financial statements in the mar-
ket also needs be encouraged, for example in rela-
tion to innovations in financial services. The FME
has submitted for comments and published on its
website a draft proposal on the publication of in-
formation regarding financial documents in annual
accounts.

Transparency in insurance

The FME has previously stressed the importance
of increased transparency in the operations of
insurance companies. A special committee is at
present reviewing the regulation on the annual
accounts of insurance companies other than life
insurance companies. This committee has, for
example, discussed how best to improve the infor-
mation given in the notes to the annual accounts,
particularly as regards technical provisions and its
development. The FME has also proposed the
drafting of specific rules on technical provisions.

The FME regards increasing transparency of the
actuarial surveys of pension funds as a matter of
considerable urgency. At present, the FME is fol-
lowing the work of a group of actuaries which is
working on this matter.

3.4 Competitiveness of the financial
market

he policy and operations of the FME assume that
Tthe authority plays an important role in creating

a competitive financial market in Iceland. It also
points out that the role of the FME is to participate in the
shaping of the financial market and to advocate consumer
interest in the safety of financial services.

Principles on effective financial supervision

A prerequisite for a competitive financial market is
the existence of laws and regulations that make
comparable demands on the operations of finan-
cial institutions as exist in competing markets.
Effective official supervision of the financial mar-
ket is also of primary importance, as is the fact
that such supervision complies with the basic
principles of effective financial supervision, as de-
termined by international organisations of super-
visory authorities in all sectors.

As mentioned in chapter 1.3, the International
Monetary Fund conducted a survey of the Ice-
landic financial market at the end of last year and
published a report on its findings last May. Part of
the survey investigated compliance with the basic
principles of effective supervision. Although the
IMF considers the FME to be in a strong position
to fulfil its duties, it made a range of comments
and suggestions for improvement and in order to
encourage enhanced security. Corrective measures
as proposed by the IMF will strengthen the
Authority and help to create a more competitive
financial market.

International co-operation and transparency in
supervision

The FME participates in a variety of international
co-operation in order to benefit from the knowl-
edge and experience of foreign financial markets
— again with the principal aim of ensuring the
competitiveness and safety of the Icelandic finan-
cial market.

Furthermore, the FME enhances transparency in
supervision, e.g. by issuing its annual report and
making information available on the website.
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4. Parties Subject to Supervision

4.1 Groups of institutions subject to supervision

Parties subject to supervision June 30, 2001

Commercial Banks
Savings Banks
Other Credit Institutions
Investment Banks
Investment Funds
Leasing Companies
Co-operative Societies
Securities Firms
Securities Brokerages
Mutual Funds (UCITS)

Mutual Funds (UCITS) Management Companies
Stock Exchanges and Regulated OTC markets

Central Securities Depositories
Pensions Funds

Insurance Companies

Insurance Brokerages

Other parties subject to supervision
Total

Number Act no:

4 113/1996
24 113/1996
123/1993
5 123/1993
4 123/1993
3 123/1993
9  22/1991
7  13/1996
4 13/1996
9  10/1993
5 10/1993
1 34/1998
1 131/1997
54 129/1997
14 60/1994
16 60/1994
4
164

4.2 List of parties supervised by the FME

Head Office

Bunadarbanki Islands hf.
Islandsbanki - FBA hf.
Landsbanki Islands hf.
Sparisjodabanki Islands hf.

Reykjavik
Reykjavik
Reykjavik
Reykjavik

Sparisjédur Bolungarvikur
Sparisjoour Hafnarfjardar

Sparisjédur Hornafjardar og nagrennis
Sparisjédur Holahrepps

Sparisjéour Hinapings og Stranda
Sparisjodur Hofohverfinga
Sparisjédur Kopavogs

Sparisjédur Myrasyslu

Sparisjédur Nordfjardar

Sparisjédur Nordlendinga
Sparisjodur Olafsfjardar

Sparisjodur Olafsvikur

Sparisjéour Reykjavikur og nagrennis
Sparisjodur Siglufjardar

Sparisjédur Strandamanna
Sparisjédur Sudur-pingeyinga
Sparisjodur Sudavikur*

Sparisjodur Svarfdala

Sparisjoour Vestfirdinga

Sparisjédur Vestmannaeyja

Bolungarvik
Hafnarfjorour
Hofn
Saudarkrokur
Hvammstangi
Grenivik
Kopavogur
Borgarnes
Neskaupstadur
Akureyri
Olafsfjérour
Olafsvik
Reykjavik
Siglufjorour
Hdélmavik
Laugar
Stdavik
Dalvik
pingeyri
Vestmannaeyjar

Sparisjodur vélstjora
Sparisjodur bPorshafnar
Sparisjodur Onundarfjardar™
Sparisjédurinn i Keflavik

*Temporarily not in operation since June 15, 2001.

Head Office
Reykjavik
porshéfn
Flateyri
Keflavik

Investment Banks
Eignarhaldsfélagid Alpydubankinn hf.
Frjalsi Fjarfestingarbankinn hf.
Greidslumidlun hf. - VISA [sland
Kaupping hf.

Kreditkort hf. - EUROPAY fsland

Investment Funds
Byggdastofnun
Ferdamalasjoour
Hafnabotasjodur
Lanasjédur landbinadarins

Leacing Companies
Glitnir hf.

Lysing hf.
SP-Fjarmognun hf.

Reykjavik
Reykjavik
Reykjavik
Reykjavik
Reykjavik

Reykjavik
Reykjavik
Képavogur
Selfoss

Reykjavik
Reykjavik
Reykjavik
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Head Office

Kaupfélag Arnesinga Selfoss
Kaupfélag Austur-Skaftfellinga Hofn

Kaupfélag Eyfirdinga Akureyri
Kaupfélag Faskradsfirdinga Faskradsfjorour
Kaupfélag Héradsbua Egilsstadir
Kaupfélag Skagfirdinga Skagafjorour
Kaupfélag Sudurnesja Reykjanesher
Kaupfélag V-Hunvetninga Hvammstangi
Samvinnufélagid Hreyfill Reykjavik

Burnham International 4 islandi hf. Reykjavik
Fjarvernd - Verdbréf hf. Reykjavik
Islensk verdbréf hf. Akureyri
Joklar - \Verdbréf hf. Reykjavik
Landsbréf hf. Reykjavik
MP Verdbréf hf. Reykjavik
Verdbréfastofan hf. Reykjavik

Annar hf. - verdbréfamidlun Reykjavik
Islenskir fjarfestar hf. Reykjavik
Vaxta ehf. - verdbréfamidlun Kopavogur
Verdbréfamidlun Lifidnar og

Sameinada lifeyrissj6dsins ehf. Reykjavik

Havoxtunarfélagid hf. Reykjavik
Heimasjodir VIB hf.* Reykjavik
Landssjoour hf. Reykjavik
Landssjodur2 hf.” Reykjavik
SPH Verdbréfasjodurinn hf.” Reykjavik
Verdbréfasjodir VIB hf. Reykjavik
Verdbréfasjodur Bunadarbankans hf. Reykjavik
Verdbréfasjodurinn hf. Reykjavik
Avisjodurinn hf.* Reykjavik

*National funds only marketed in Iceland.

Kaupping-eignastyring ehf. Reykjavik
Landsvaki ehf. Reykjavik
Rekstrarfélag Verdbréfasjods Bunadarbankans hf. Reykjavik
Rekstrarfélag VIB hf. Reykjavik
SPH Rekstrarfélag ehf. Reykjavik

Verdbréfaping Islands hf. Reykjavik

Head Office

Verdbréfaskraning [slands hf.

Reykjavik

Almennur lifeyrissjodur VIB hf. Reykjavik
Eftirlaunasjodur FI.A. Reykjavik
Eftirlaunasjédur Reykjanesbajar Keflavik
Eftirlaunasjodur Slaturfélags Sudurlands Reykjavik
Eftirlaunasjodur slokkviliosmanna & Keflavikurflugvelli Keflavik

Eftirlaunasjédur starfsmanna Hafnarfjardarkaupstadar Hafnarfjorour

Eftirlaunasjodur starfsmanna [slandsbanka hf. Reykjavik
Eftirlaunasjodur starfsm. Oliuverzlunar Islands Reykjavik
Eftirlaunasjodur starfsmanna Utvegsbanka Islands Reykjavik
Frialsi lifeyrissjodurinn Reykjavik
Islenski lifeyrissjodurinn Reykjavik
Lifeyrissjodur Akraneskaupstadar Akranes
Lifeyrissjodur arkitekta og teeknifreedinga Reykjavik
Lifeyrissjodur Austurlands Neskaupstadur
Lifeyrissjodur bankamanna Reykjavik
Lifeyrissjodur Bolungarvikur Bolungarvik
Lifeyrissjodur bznda Reykjavik
Lifeyrissjodur Eimskipafélags islands Reykjavik
Lifeyrissjodur Flugvirkjafélags Islands Reykjavik
Lifeyrissjodur hjukrunarfredinga Reykjavik
Lifeyrissjodur lekna Reykjavik
Lifeyrissjodur Mjolkursamsdélunnar Reykjavik
Lifeyrissjodur Neskaupstadar Reykjavik
Lifeyrissjodur Nordurlands Akureyri

Lifeyrissjodur Rangainga Hella

Lifeyrissjodur sjomanna Reykjavik
Lifeyrissjodur starfsmanna Akureyrarbzajar Akureyri
Lifeyrissjodur starfsmanna Aburdarverksmidju rikisins  Reykjavik
Lifeyrissjodur starfsmanna Bunadarbanka Islands Reykjavik
Lifeyrissjodur starfsmanna Husavikurbajar Reykjavik
Lifeyrissjodur starfsmanna Kopavogskaupstadar Képavogur
Lifeyrissjodur starfsmanna Reykjavikurapoteks Reykjavik
Lifeyrissjodur starfsmanna Reykjavikurborgar Reykjavik
Lifeyrissjodur starfsmanna rikisins Reykjavik
Lifeyrissjodur starfsmanna sveitarfélaga Reykjavik
Lifeyrissjodur starfsmanna Vestmannaeyjabajar Vestmannaeyjar
Lifeyrissjodur Sudurlands Selfoss
Lifeyrissjodur Sudurnesja Keflavik
Lifeyrissjodur Tannlaknafélags islands Reykjavik
Lifeyrissjodur verkfreedinga Reykjavik
Lifeyrissjodur verslunarmanna Reykjavik
Lifeyrissjodur Vestfirdinga [safjorour
Lifeyrissjodur Vestmannaeyja Vestmannaeyjar
Lifeyrissjodur Vesturlands Akranes
Lifeyrissjodurinn Eining Reykjavik
Lifeyrissjodurinn Framsyn Reykjavik
Lifeyrissjodurinn HIif Reykjavik
Lifeyrissjodurinn Lifion Reykjavik

N
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Head Office

Lifeyrissjodurinn Skjoldur Reykjavik
Sameinadi lifeyrissjodurinn Reykjavik
Samvinnulifeyrissjodurinn Reykjavik
Séreignalifeyrissjodurinn Reykjavik
Sofnunarsjodur lifeyrisréttinda Reykjavik
Tryggingasjodur lekna Reykjavik

Alpjéda liftryggingarfélagio hf. Reykjavik
Batatrygging Breidafjardar StykkishoImur
Islensk endurtrygging hf. Reykjavik
Liftryggingafélag Islands hf. Reykjavik
Samabyrgdin hf. Reykjavik
Sameinada liftryggingarfélagid hf. Reykjavik
Sjova-Almennar tryggingar hf. Reykjavik
Trygging hf. Reykjavik
Tryggingamidstddin hf. Reykjavik
Vitryggingafélag Islands hf. Reykjavik
Vélbatadbyrgdarfélagio Grotta Reykjavik
Vélbatadbyrgdarfélag Isfirdinga [safjorour
Vidlagatrygging Islands Reykjavik
Vordur vatryggingafélag Akureyri

Alpjoda fjarfestinga- og vatryggingamidlunin ehf. Kdpavogur
Alpjoédleg midlun ehf. Reykjavik
Arni Reynisson ehf. Reykjavik
Fjéarfestingarmidlun Islands ehf. Kopavogur
Gudjon Styrkarsson Reykjavik
Heath Lambert Norway AS Oslo
Howden Insurance Brokers Ltd. London
fsva enf. Reykjavik
Marsh Ltd. London
Nyja vatryggingapjonustan hf. Reykjavik
Provins Insurance AB Sweden

Head Office
Renta ehf. Reykjavik
Trygg midlun ehf. Reykjavik
Tryggingamidlun lslands ehf. Reykjavik
Tryggingamidlunin Gildi ehf. Reykjavik
Vatryggingamidlunin ehf. Reykjavik

Postgiro, Islandspéstur hf. Reykjavik
ibudalanasjodur Reykjavik
Nyskdpunarsjodur atvinnulifsins Reykjavik
Tryggingasjodur innsteedueigenda og fjarfesta Reykjavik

23



November 2001

Publisher: The Financial Supervisory Authority, Iceland
Layout: Gott folk McCann-Erickson

Photographs: Eddi

Printing: Litrof





