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INTRODUCTION

This is the fourth annual report of the Financial Supervisory Authority (FME) providing a survey of its activities from 1 July 2002
to 30 June 2003. The report covers developments and the outlook in financial markets and highlights priorities in the FME’s work
for the coming months. The report contains a list of parties subject to supervision as of 30 June 2003 and gives an account of changes
in the operating licences of these parties over the period covered by the report. The report also publishes a summary of amendments
to laws and regulations concerning the financial market during the same period.

The annual report is published in both Icelandic and English and both versions can be found on the FME website, www.fme.is.

FME Board of Directors:

Mr. Stefan Svavarsson, certified public accountant, associate professor at the University of Iceland, Chairman;
Mr. Larus Finnbogason, certified public accountant, Vice-chairman;
Mr. Ingimundur Fridriksson, assistant governor of the Central Bank of Iceland.

Alternates:
Mr. Benedikt Arnason, head of department, Ministry of Industry and Commerce;
Ms. buridur . Jénsdottir, district court attorney;
Ms. Lilja Steinporsdottir, chief auditor of the Central Bank of Iceland.

Director General: Mr. Pall Gunnar Pilsson

Deputy Director General: Mr. Ragnar Haflidason

The FME operates in accordance with the Act on Official Supervision of Financial Activities (87/1998). The FME is a public authority
governed by a special Board of Directors, but under the administrative jurisdiction of the Minister of Commerce. The Minister
appoints the Board for a four-year term. The Board’s role is to specity the emphases in the FME’s work and follow its activities and

operations. It appoints the Director General, who is in charge of day-to-day activities.

As prescribed by law, the Financial Supervisory Authority carries out various types of supervision of financial undertakings, pension
funds, insurance companies, insurance brokers and a range of financial activities. The supervision is conducted through specific
investigations of parties subject to supervision and regular collection of information on their activities and financial position. The
processing of written queries and communications from the clients of these parties is also part of the supervisory function. On its
website, the FME publishes summary information from the annual accounts of parties subject to supervision, general guidelines on
financial market activities and various discussion documents. Furthermore, it arranges presentations and meetings with management
and staft in the financial market and endeavours to initiate discussions on questions concerning the security and competitiveness of

the financial market.

The FME operates in accordance with an approved policy outline, which is regularly adapted to changed conditions. It is published
on the FME website along with a description of the organisation of the FME.




SURVEY OF ACTIVITIES
FROM 1 JULY 2002 TO 30 JUNE 2003

This section provides general information on the activities of the FME during the period from 1 July 2002 to 30 June 2003
as well as touching on matters under consideration prior to the publication of this report. The account of the FME’s activities
indicates the extent to which it has kept to its policy outline and emphases that were detailed in Chapter 3 of last year’s report.

1 1 Support given to executive hoards of financial
. undertakings — presentations and
dissemination of information

Emphases for the period: Increase dissemination of
information and dialogue with boards of directors, meetings
with board members. Supervision of risk management and

internal controls.

During the period, the FME has had meetings with a number of
boards and management teams of financial undertakings. During
the latter half of 2002 and the first half of 2003 the FME attended
11 board meetings of pension funds operated by commercial
banks. The purpose of these meetings was primarily to emphasise
the important role the boards play in safeguarding the interests
of fund members against other interests that are inevitably entailed
in the operations of the financial undertakings managing such
funds. At the meetings, special attention was given to the tools
available to the boards to assist them in fulfilling their function.

In the springtime, the FME convened two meetings with the
board members of savings banks, one in Akureyri and the
other in Reykjavik. Around 70 people attended to hear a lecture
and discuss the role and responsibilities of board members, risk
assessment, risk management, internal control and internal auditing.
A presentation was also given of the function and work methods
of the FME. Similar meetings were held this autumn with the
board members of pension funds, with a total of 130 people
attending the two meetings held. The boards of commercial banks
have been invited to the FME’s premises for the same purpose.

This work will be continued over the coming months.

In addition to what has been detailed above, the FME has
improved the access of employees and board members to
information on the financial market by updating its website. The
website is a valuable source of information for financial market
employees as it provides access to information on laws and
regulations pertaining to the financial market, information on the
operations of undertakings subject to supervision and various

information on the activities of the FME.

1 2 Supervision of qualifying holdings

Emphases for the period: Business conduct in the
financial market. The issuance of clear rules for owners
of qualifying holdings.

The supervision of qualifying holdings in financial undertakings
and insurance companies was extensive during the period, as had

indeed been anticipated.

Detailed statutory provisions apply to the supervision of qualifying
holdings stipulating the obligation to seek the FME’s approval

prior to the purchase of qualifying holdings and also the obligation
of the FME to maintain ongoing supervision of owners of qualifying
holdings. The ongoing supervision is intended to ensure that the
holdings in no respect harm the sound and secure operations of’

the financial undertaking or insurance company concerned.

Considerable changes took place in the ownership of financial
undertakings and insurance companies during the period and the
FME dealt with a number of applications relating to ownership
changes. Thus 12 applications were processed concerning the
acquisition of qualifying holdings in 11 financial undertakings and

9 concerning 4 insurance companies.

In a vast majority of instances, these applications have been
approved but a few were rejected. In a few cases, the applicants
accepted changes to their plans during the processing of their
application. In some cases, the FME based its decisions on statements
provided by applicants concerning certain measures to be taken

following the acquisition.

In connection with the sale of State holdings in Landsbanki Islands
hf. and Btnadarbanki Islands hf. the buyers submitted, as prescribed
by law, applications to the FME for authorising them to acquire
qualifying holdings in the said undertakings. Owing to the size
of the holdings and the importance of these undertakings in the
Icelandic financial market the applications were dealt with most
thoroughly. The FME’s decisions on these matters have been
made public, including detailed descriptions of the underlying

conditions for approval.

In addition to the above, the FME has in a few instances investigated
the size of a qualifying holding and whether the relations of a
number of parties give reason to suspect that a qualifying holding

is held.

Increased supervision of qualifying holdings in financial undertakings

has furthermore resulted in strengthened supervision of the




undertakings themselves. The FME has thus been in a position
to make use of the experience gained from supervising qualifying
holdings in it has issued concerning the
rules of the boards of directors of financial undertakings.

The guidelines stress, for instance, that the board members of a
financial undertaking shall not have access to information pertaining
to its customers unless it is necessary for the function of the board
of directors. The guidelines also seek to ensure effective internal
control of transactions with connected parties, including parties
connected with members of the board. The submission of regular
information to the FME concerning exposures to connected
parties has also been established.

1 3 Supervision in individual areas
* of the financial market

1.3.1 Financial undertakings and the credit market'

Emphases for the period: Adaptation to new legislation.

the risk management of financial undertakings. Supervision

of loan-loss provisions.

The Act on Financial Undertakings (161/2002) came into
force as of 1 January 2003. This Act provides a unified legislation
on the establishment and operations of commercial banks, savings
banks, credit institutions, electronic money undertakings, securities
firms, securities brokerages, and the management companies of
UCITS. This legislation entails changes to the operating framework
of the said undertakings as well as changes to the powers of the
FME.

The FME has adapted its activities to the new legislation. The
formation and review of such rules as the Act requires the FME
to set is currently in progress. Furthermore, the FME is in the
process of formulating new supervisory measures, for instance a
new authorisation to stipulate higher capital adequacy ratios for
individual financial undertakings.

It also falls within the scope of the FME to ensure that financial
undertakings comply with new laws and regulations pertaining
to their activities. The FME has thus held special information

sessions to present the new legislation.

Monitoring of the quality of the loan portfolios of credit
institutions was continued, but the effects of the poor quality of
loans issued in the period from 1998-2001 are still becoming
evident in increased provisions. Favourable external conditions
together with improved overall management have, however,
rendered the credit institutions fit to meet loan-loss provisions
without weakening their capital position. FME surveys have in
a number of instances resulted in increased provisions to loan loss
accounts. In four cases has the capital adequacy ratio of a financial
undertaking been below the statutory limit and special measures
needed to be taken in order to correct the position. In a few
more cases the FME has expressed its concern on account of the
weak capital adequacy ratio of a financial undertaking. A number
of comments concerning the large exposures of individual credit
institutions have also been made.

1. This chapter deals with supervision of undertakings governed by the Financial
Undertakings Act (161/2002), both in the credit market and the securities market.

Introduction of new supervisory procedures intended to support

The FME has been active in developing new supervisory
procedures for financial undertakings. A new risk assessment
system created by the FME was formally introduced. This system
is intended to facilitate assessment of the necessary CAR of
individual credit institutions, based on information on equity,
quality of assets, profitability, liquidity, sensitivity to market
exposure and management. The risk assessment system is used in
the supervision of financial undertakings and has been met with

general approval.

Special stress tests have also been designed for the supervision of
financial undertakings. The capital adequacy ratio needed by a
financial undertaking in order to offset a given drop in the prices
of shares and bonds held by the undertaking as well as a given
reduction in non-performing loans and appropriated assets is
calculated. The premises for the stress test take aim of realistic
conditions. The results of this test support the FME’s opinion, as
stated in previous annual reports, that the largest commercial
banks should aim for a CAR of at least 10% as calculated according

to statutory provisions, or 8% excluding subordinated loans.

As provided for by Act 161/2002 on Financial Undertakings,
possible decisions by the FME concerning higher CARs for
individual financial undertakings will be based on the above
mentioned risk assessment system and stress test. Rules on such

decisions are currently being formulated by the Authority.

The FME has, in addition, endeavoured to strengthen its supervision
and overview of the risk management systems of larger
financial undertakings on a consolidated basis, especially those
with overseas activities and subsidiaries abroad. The financial
groups are expected to analyse the risk entailed in its operations,
itemised according to areas of income and subsidiaries. Assessment
is also made of the way in which the undertaking measures and
manages such risks. Special report forms have been designed for
this purpose in cooperation with the undertakings concerned.
For the same purpose, the FME is about to introduce special
reports concerning the overseas exposures of larger financial
undertakings, i.e. exposures on account of claims and liabilities

towards foreign parties.

The FME is responsible for the consolidated supervision of
Icelandic financial undertakings operating abroad, whereas their
foreign subsidiaries are also subject to supervision in the country
where they are licensed to operate. Every effort is made to
strengthen the FME’s cooperation with parallel institutions
abroad in the area of consolidated supervision, and work on
special bilateral agreements concerning the supervision of specific
financial undertakings is now in progress.

The FME has implemented new methodologies concerning the
supervision of information technology, which includes
assessments on information systems.

During the period, the FME supervised the largest merger of
Icelandic financial undertakings ever to have taken place in the
country, i.e. the merger of Kaupping bank hf. and Btinadarbanki
[slands hf. The merger was subject to a thorough scrutiny and
specific requirements were made concerning its materialisation
and factors relating to risk management and internal control.




Foreign undertakings are increasingly offering their services in
Iceland without having adequate authorisation to do so. The
FME has had reason to issue public warnings against the
operations of named undertakings. The FME has on one occasion
banned the activities of a domestic financial undertaking abroad.

During the period, the FME has published and worked on rules
and guidelines concerning financial undertakings. These include
rules on the exemption for smaller undertakings to operate internal
auditing departments. In this respect, the FME has emphasised
that surveys of internal control shall not be conducted by the
external auditor of the financial undertaking concerned, as has
been permitted until now. Work has also been carried out on
the revision of rules on the annual accounts of financial
undertakings. These rules allow for improved information on
salaries and remunerations paid to the management and auditors
of financial undertakings. Work is also being carried out towards
a strengthening of rules concerning the depreciations of financial
undertakings with a special view to the standards set by the
International Accounting Standards Board (IASB).

1.3.2 The securities market

Emphases for the period: Preventive measures to
counteract insider fraud and market manipulation.
Market surveillance. Adjustment to new legislation

on unit trusts and investment funds.

Considerable efforts have been made by the FME in order to
improve conduct of business practices among issuers of listed
securities and undertakings in the financial market. The principal
aim of this work is to reduce the likelihood of insider fraud and

market manipulation.

A necessary part of this is to insist that the issuers of listed securities
formulate rules regarding the treatment of insider infor-
mation and the dealings of primary insiders. They are also to
appoint a compliance officer who ensures compliance with these
rules. The FME ratifies these rules and ascertains that they are in
full accordance with existing laws and official guidelines. Many
issuers have been slow in setting such rules and it has thus been
necessary to impose daily penalties. At present, 110 undertakings
have submitted their rules and the FME has ratified the majority
of those.

The FME has endeavoured to assist the issuers of listed undertakings
to establish the framework required by the above mentioned
rules. Special presentations have been organised for the compliance
officers. The compliance officers have also received visits intended
to ensure compliance with the rules. This has often been done
in connection with the dealings of primary insiders at delicate
times, or when important trading in the securities of the undertaking

in question is about to take place.

Following the new Act on Securities Transactions (33/2003),
which entered into effect on 1 July 2003, the FME carried out
amendments to Guidelines no. 2/2001 concerning the content
of rules on the treatment of insider information and the dealings
of primary insiders.

In connection with the market surveillance of the FME, some
18 cases were formally examined during the period. More than
half of these concerned insider trading, nearly a half concerned
market information and one concerned rules on public offers.
Two of these cases are still under review, in eight cases there was
no ground for comment, but a total of seven instances called for
remarks and demands for corrective action or guidelines as to the
proper conduct of business practices. On one occasion the FME
put a stop to a public offering of securities. Insufficient grounds
were found for referring the above mentioned cases to the

National Commissioner of the Icelandic Police.

The above mentioned cases concerning securities transactions are
ones that have received formal procedures involving the parties
concerned. During a regular market surveillance, however,
numerous cases are inspected without raising the need for a formal
examination. A number of cases concerning the conduct of
business practices in the securities market will not be detailed
here.

The FME has, in addition, assisted foreign supervisory authorities
as well as domestic and foreign police in their examination of
matters relating to conduct on the securities market.

The FME has also considered guidelines on a variety of issues
that are of relevance to the conduct of business practices in the
securities market. Work has thus been carried out on issuing
guidelines for analysts and analysis departments. Work is also
being carried out on guidelines for the work procedures of financial
undertakings, which cover a range of factors concerning the
interaction between a financial undertaking and its customers
during securities transactions. These guidelines are based on the
core conduct of business rules issued by the Committee of
European Securities Regulators (CESR) of which the FME is a

member.

The supervision of financial undertakings has specifically focused
on business conduct in the securities market. Inspection of the
conduct of one financial undertaking resulted in a number of
remarks and requests for corrective action. Another survey resulted
in the revocation of an operating licence.

The Act on Undertakings for Collective Investment in Transferable
Securities (UCITS) and Investment Funds (30/2003) entered into
force on 1 July last. This Act entails extensive changes to current
legislations. Pursuant to this new Act, the FME has dealt with
applications for operating licences from mutual funds and their
management companies, but according to the new legislation all
management companies now have the status of financial under-
takings with a wider scope for operations than before. The FME
has also processed applications from investment funds, which are
anew type of funds requiring operating licences. New supervisory
functions stipulated by the Act include decisions as to what parties
are to apply for operating licences for investment fund activities.

On account of the new Act, the FME has been involved in a
variety of communications with the employees and managements
of financial undertakings. Prior the entry into effect of the new
legislation, the FME conducted a thorough survey of the extent
to which mutual funds complied with their own investment
policies, but new and more detailed reporting on the investments
of mutual funds was introduced towards the end of 2002. The




survey revealed numerous instances of deviation from the investment
policies in question. Remarks were made and corrective action
demanded, which in many cases relates to the funds’ adjustment
to the new legislation.

1.3.3 The pension savings market

Emphases for the period: Improved internal control.
Monitoring of investment. Better documentation and
transparency in actuarial assessment.

The most extensive tasks in the supervision of pension funds in
recent periods have been detailed investigations into pension
fund investments. During the last period, older investigations
were continued and new ones begun. The principal objective of
these investigations is to review the investments of individual
pension funds with regard to the provisions of Chapter VII of
Act 129/1997 on Mandatory Insurance of Pension Rights and
Activities of Pension Funds, which deals in particular with the
investment limits of pension funds. The investigations are partly
concerned with surveying the breakdown of investments as shown
in the quarterly reports submitted by the pension funds to the
FME. In the reports, investments are classified in accordance with
the provisions of Chapter VII, Article 36, of the Pension Fund
Act. These reports provide an invaluable tool for the FME to
ensure that pension fund investment is in compliance with law
and are also, as such, useful to the management of these funds.
A careful itemization is therefore important. As part of the pension
fund investment surveys, there was also conducted an examination
of their internal control systems, annual accounts, auditors’ reports

and investment policies.

The FME’s investigations were largely focused on pension funds
which exceeded the legal limit for investments in unlisted securities
and comments on the results of these investigations were mostly
on account of such investments. The FME has requested corrective
action with the result that today most of the pension funds keep
within the legal limit as far as unlisted securities are concerned.
The FME has also had reason to comment on investments in
securities issued by a single party and overall investments in
UCITS. For most of the pension funds examined it was necessary

to remark upon a number of factors concerning internal control.

In all instances where pension fund investments have not been
in compliance with law, internal control has also been ineffective.
Information on the internal control of pension funds has, generally
speaking, been rather deficient and reporting has been slack. The
FME has also made a number of remarks and comments
on the breakdown of pension fund investment in the reports.
There has been a number of instances where the annual accounts
and investments policies of pension funds have not complied with
the rules concerning them and a range of remarks and requests
for corrective action have thus had to be made.

During the period, the FME has initiated three aggregate
investigations of pension funds. Two of those have been completed
with remarks and requests for corrective action, whereas one has
yet to be concluded. On one occasion, the FME handed over its
findings and documents to the National Commissioner for the
Icelandic Police.

During the period the FME issued new special report forms
for submitting the results of actuarial surveys. The reports give

a good view of the actuarial position of the pension fund concerned,
the preconditions for the assessment and changes from previous
periods and are intended to improve the transparency of actuarial
surveys. They help to strengthen the supervision of pension fund
commitments and should also be valuable to the pension funds

as a means of control.

Over 20 pension funds, which is just over one-third of all the
pension funds in the country, have amended their Articles of
Association. Upon request from the Ministry of Finance, the
FME delivers its opinion on the amendments in each case. Some
curtailments of rights have taken place, either in the form of
changes to multiplication factors or to the periods for pension
payments. This is partly due to the fact that in 2002 some funds
deviated from the legal limit between assets and pension
commitments provided for by Act no. 129/1997 on Mandatory
Insurance of Pension Rights and Activities of Pension Funds.

In order to ensure professional conduct in the allocation of’
premiums for pension savings and supplementary pension coverage,
the FME has drafted formal guidelines to encourage
homogeneity and consistency in the implementation of rules
concerning this matter and that this implementation is in harmony
with sound and proper business practices. Disputes have arisen
as to the interpretation and implementation of Regulation 698/1998
on the provision of premiums for pension savings and supplementary
pension coverage. The FME has also come across various problems
relating to the conduct of persons employed in concluding, or
providing advice on, pension savings contracts and complaints
on such conduct have been increasing in recent months.

As stated in Chapter 1.1, the FME has sought to emphasise the
role and responsibilities of the executive boards of pension funds
and their internal control systems. In this respect, representatives
of the FME attended the board meetings of pension funds operated
by financial undertakings and also invited the board members of
pension funds to meetings at its premises. The main subject at
these meetings was the management responsibility of the executive
boards of the pension funds, internal control and risk management.
Furthermore, representatives of the pension funds were invited
to a presentation on a report on the annual accounts of pension
funds, published in July 2003.

1.3.4 The insurance market

Emphases for the period: Risk management of insurance
companies. Supervision of technical provisions. Improved
conduct of selling insurance products.

During the period, the FME conducted a number of surveys into
the risk management and internal controls of insurance companies
and insurance brokers. Remarks and comments were passed when
necessary. The FME has in this respect inter alia recommended
that insurance companies apply stress tests on their activities in

order to highlight the position of the company under different

circumstances and help towards better risk analysis. The FME has
also sought to strengthen its supervision and overview of the risk
management practices of the larger insurance companies on a




consolidated basis, in order to analyse risk in difterent areas of
income and subsidiaries and to appraise the companies’ risk

assessment and risk management.

The FME has continued its monitoring of developments in
technical provisions in mandatory motor vehicle insurance.
Special statistical analyses were compiled on the status of technical
provisons at three of the largest insurance companies. The FME
has invited comments from the insurance companies on the results
of these analyses and intends, in continuance of that, to carry out
a closer examination of certain factors relating to damage assessment.
The final results of this examination will be reported directly to
the insurance company concerned.

The FME is at present completing its survey of the rise in
premiums for mandatory fire insurance and other property
insurance during the period. The survey focused on three of the
largest insurance companies and the results will be reported to

cach company concerned.

Two domestic insurance companies obtained their operating
licences during the period, [slandstrygging hf. for non life insurance
and Liftryggingamidstddin hf. for life insurance. The former is
an independent addition to the insurance market, whereas the
latter is a wholly-owned subsidiary of Tryggingamidst6din hf.
The FME has recently processed applications from two new
insurance companies. Both these companies are somewhat special
in emphasising their intentions to conduct certain insurance

activities abroad.

During the period, insurance brokerage has undergone
considerable changes. Four new insurance brokerages have
obtained operating licences and two foreign insurance brokerages
have been registered in Iceland. During the period, 10 insurance
brokers (individuals and legal persons) relinquished their licences,
either unprompted, after consulting with the FME, or upon its
request. Another three insurance brokers relinquished their licences
last August. A few insurance brokerages have experienced
considerable financial difficulties and there are examples of
brokerages going into liquidation. The FME does not, however,
know of any losses by policyholders on account of such financial
difficulties.

Business conduct in the insurance market has, as before, come
under scrutiny. In general, the FME believes that the work
procedures of insurance brokers are improving. Some inadequacies
in the information and advice given to clients by the employees
of insurance companies and insurance brokerages have, however,
been brought to the FME’s attention or been revealed during
routine supervisory activities. Policyholders have, for instance,
been advised to move their insurance over to a different company
without being fully informed of their legal status or the cost
involved. As a result, the FME has published guidelines on the
working procedures of independent insurance brokers (7/2002).
These guidelines are intended to encourage better working
procedures, for instance concerning the information given to
clients. In the same vein, the FME has also carried out work on
guidelines on the working procedures of insurance salesmans
employed by insurance companies.

There have been a few instances of friction between domestic
insurance companies and insurance brokers. Various such cases
have been reviewed by the FME and the FME has passed its
opinions on these issues.

1.4 | IMF assessment

Emphasis: Effective supervision promotes the

competitiveness of the Icelandic financial market.

A mission from the International Monetary Fund visited Iceland
in April 2003. The purpose of the visit was to reassess the stability
of the Icelandic financial sector and compliance with international
standards and codes concerning banking supervision and other
related areas (FSSA, Financial Sector Stability Assessment). This
was a follow-up on the assessment of 2001 which resulted in
recommendations by the IMF regarding changes in the areas of
legislation and supervision as a response to weaknesses in the
financial market and its supervision. One of the IMF’s suggestions

was a considerable expansion of supervisory functions.

A report on the results of the assessment now was published on
the website of the IMF in August 2003. The results show that
the imbalances identified by the 2001 FSSA has subsided and the
financial sector has returned to a more balanced risk profile, to
some extent due to preventive supervisory measures. The report
praises the swift and extensive improvements carried out as
regards regulation and the conduct of supervision. It is confirmed
that the FME and the operative framework of financial undertakings
are capable of measuring up to basic principles for effective
supervision on an international level. Only on one occasion does
the FSSA find that supervision does not meet international
standards, namely in the lack of information provided to the FME
by financial undertakings on country risk positions. The FME is
currently establishing this type of financial reporting.

The report comments positively on new supervisory procedures
developed by the FME. These procedures are detailed in Chapter
1.3.1 above. The present FSSA looks to the FME’s measures and

procedures in its assessment of the state of the financial sector.

Although the IMF praises Icelandic authorities, including the
FME, for measures intended to strengthen the stability of the
financial sector, it nevertheless sees room for ongoing
improvement. The FSSA concludes that the Icelandic authorities
need to be prepared to review the size of the FME, as its function
of implementing new legislation should not affect its core supervisory
activities. It is also pointed out that the FME still has some work
to do towards the full implementation of the legislation on financial
undertakings, for instance by formulating guidelines and rules.
This work has progressed considerably since the date of the FSSA.

The findings of the IMF indicate that the FME and the operative
framework of financial undertakings are fully compatible with the
best. This is, indeed, very positive for the competitiveness of the
Icelandic financial market.




1.5

International co-operation

Emphasis: Harmonisation of supervision and regulation
within the European Economic Area strengthens the
sensible overseas expansion of domestic undertakings.

Following the EU decision to adopt the accounting standards of

the International Accounting Standards Board for the consolidated

financial statements of listed companies as of 2005, the international

co-operation of the FME has focused, in particular, on financial

statements. These changes will have a considerable effect in

Iceland and preparations for this are at present directed by the

Ministry of Finance. The FME participates in a Nordic work

group on financial statements. This group came together in

Reykjavik in August 2003 to discuss the implementation of the

accounting standards of the IASB and the state of preparedness

in each country.

The FME has held a presentation and forum on the envisaged

changes to financial statements. Specialists from financial

undertakings and insurance companies have also been invited to

meetings on this issue.

The changes are also being prepared for by the Committee of

European Securities Regulators (CESR) which has recently

approved core principles for the implementation of the changes

and the supervision of financial statements.

The co-operation of financial supervisory authorities in individual

areas of the financial market has also changed considerably as a

result of alterations made to decision-making processes

within the European Union. The FME is a member of the

Committee of European Securities Regulators (CESR) which

has the function of harmonising supervision in the securities

market and thus supporting an effective internal market within

the EEA. The committee also acts as an advisory body to the

European Commission on the formation of a harmonised legislation

for the securities market. As part of this, the committee has

provided advice concerning rules on market fraud and prospectuses.

The committee has also issued core conduct of business rules for

securities transactions, which the FME will seek to implement

here in Iceland.

Other work groups, modelled on the CESR and with a similar

function, are being established for other areas of the financial

market — viz. the Committee of Banking Supervisors (CEBS)

and the Committee of European Insurance and Occupational
Pensions Supervisors (CEIOPS).

stood at ISK 47.9 million. This was taken into account when
calculating the amount of the supervision fee for the year 2002,
which was then approved by Althingi. The capital and income
for the year were allocated back into the FME’s operations during
the year, so that by year-end 2002 its equity was negative by ISK
1.3 million, or 0.5% of total expenses.

The annual accounts of the FME are published on the FME

website, www.fme.is.

According to the FME’s reviewed operating plan for 2003,
operating costs for the year are expected to total ISK 266.1
million. Income, including interest income, is expected to be
ISK 263.7 million, of which income from supervision fees should
be ISK 259.7 million. Expenses in excess of income are thus
expected to reach ISK 2.4 million. Given the negative equity of
ISK 1.3 million at the beginning of 2003, an operational deficit
of ISK 3.7 million is envisaged to be carried forward to the
operating plan for 2004.

The operating plan for 2004 has been presented to the Minister
of Commerce as provided for by law. The plan estimates an
increase in the scope of operations by 8.5% over the previous
year. Expenses are expected to amount to ISK 288.7 million and
income, including financial income, be ISK 292.5 million, of
which the levied supervision fees for 2004 should reach around
289.5 million .

According to the Act on Official Supervision of Financial Activities
(87/1998), parties subject to supervision are to bear the cost of
the FME’s operations. The Act on Payment of Cost due to
Official Supervision of Financial Activities (99/1999), as
subsequently amended, applies to the levying of the supervision
fee. The supervision fee is calculated as a percentage of total assets,
operating expenses or insurance premiums of parties subject to
supervision, in accordance with the nature of their activities. In

all cases, however, there is a specific minimum amount.

1o

FME operations

Emphasis: Effective operations and performance management.

Scope of operations and supervision fee

For the year 2002 the FME’s expenses, including the purchase of

assets, amounted to a total of ISK 266.7 million. Income for the year,

including interest income, came to ISK 217.5 million, of which

income from supervision fees was ISK 211.1 million. Expenses in

excess of income thus amounted to ISK 49.2 million in 2002. The

above figures do not include expenses and income arising from the
Complaints Committees which are hosted by the FME. At the
beginning of 2002 the FME’s capital, or accumulated budget surplus,

Employees and work environment

At the beginning of 2003 the FME had 33 staff positions, compared
with 31 at the same time in 2002, plus additional two that were
divided between three short-term employees. The number of
positions was the same by mid-year 2003, but then two short-term
employees shared one position. From mid-year 2002 until mid-
year 2003, two new employees commenced work at the FME and
3 ceased their employment, thereof one short-term employee.
Most FME employees are specialists — around 13 have degrees in
business administration, some 8 have a law degree, around 2 are
actuaries and another 2 are computer specialists.

Included in the FME’s operating plan for 2004, which has been
presented to the Minister of Commerce, is a special report on the
authority’s operations and work environment over the next three
years. The report seeks to present a clear picture of trends and
outlooks for the FME as well as describing developments in financial
supervision in the countries we most frequently use as a basis for
comparison. Recent and foreseeable law amendments are discussed
and the possible eftect they may have on the FME’s operations.
The report also deals with the internal operations of the FME,

work procedures, personnel objectives and operational strategies.




The website and information on supervisory activities

The Internet home page of the FME, www.fme.is, which has
become an important source of information, was thoroughly
revised and updated at the end of 2002 in order to make it more
accessible. Parties subject to supervision now download all necessary
material concerning report submissions from the FME website,
where it 1s also possible to find news, discussion papers, and various
statistical information on the activities of parties subject to supervision.
The website contains information on the organisation of the
Financial Supervisory Authority and its standard procedures. During
2002 the FME received additional premises which vastly improved

its meetings and presentation facilities.

Various statistics for the period
1 July 2002 to 30 June 2003

In previous annual reports, the FME has published various statistics
on its operations. This information should in no way be regarded
as a measurement of success; instead it should be looked upon as
an indicator of the scope of its activities and the changes that have
taken place.

During the period from 1 July 2002 to 30 June 2003 the FME
sent some 3000 letters and received about 2200 letters . During
this same period, parties subject to supervision submitted around
1600 reports to the FME as part of the Authority’s regular data
and information gathering process. The number of letters sent is
comparable to the figure for the previous period, but letters received
have increased by nearly 400. Reports from parties subject to
supervision are around 100 more than in the previous period.

The FME keeps track of all its projects using a special customer
relations management (CRM) system. All queries received by the
FME and individual projects arising from its activities are registered
in the CRM system and then dealt with in accordance with the
instructions given to employees. During the 12-month period
under discussion here, some 860 cases were opened by the FME,
which is similar to the preceding period.

FME receives many types of formal queries concerning activities
on the financial market in Iceland. Some queries are also received
from abroad in connection with international co-operation on
supervision of financial markets and also from various parties
distributing information on financial markets and parties involved
in financial activities. Domestic queries, on the other hand, are
received primarily from parties subject to supervision, their
customers or various public bodies. During the period under
consideration here, the FME received a total of 146 formal queries,
of which 63 were from foreign parties. Comparable figures for

the preceding 12-month period were 152 and 62 respectively.

Complaints and consumer issues are another class of queries dealt
with by the FME. These involve queries concerning business
dealings with financial undertakings which the FME sees cause
to investigate. A total of 80 such cases were received during the
period mentioned, compared with 55 in the period before.

A variety of statistics in addition to the above can be obtained
from the FME’s CRM system on tasks dealt with by the Authority.
During the period there was, for example, a total of 38 cases
concerning on-site inspections, compared with a previous total
of 45, and 40 cases were registered concerning applications for
operating licences, compared with 29 in the period before.

Fines

Regular reports submitted by parties subject to supervision are
a key feature of effective supervision in the financial market and
must, therefore, be given the priority and attention they deserve.
The provisions of Regulation 560/2001 on the application of
fines and financial penalties in official supervision of financial
activities were enforced for the first time during the first half of
2002 as a result of failures to submit requested reports. During
the period in question, the FME has on 13 occasions determined
to impose fines as provided for by the Regulation.




THE FINANCIAL MARKET
— TRENDS AND OUTLOOK

2_ ]_ The credit market

‘ Increased profitability

The profitability of credit institutions has increased substantially in
the past year or two. The cumulative pre-tax profits of commercial
and savings banks? for the year 2002 amounted to ISK 14.2 billion
(bn) as compared with ISK 7.4 bn in 2001. Return on equity rose
from 13.5% to 18.4% between 2001 and 2002, cf. Figure 1. Net
income from operations rose considerably during this period, primar-
ily as a result of increases in other operating income. Net interest
income rose slightly, but dropped as a percentage of the average
total assets on the balance sheet. Provisions for loan losses increased
by ISK 1.5 bn from ISK 8.0 bn in 2001 to ISK 9.5 bn in 2002.

During the first half of 2003 the total pre-tax profits of commercial
banks and savings banks amounted to ISK 9.5 bn. During the first
half of 2003, return on equity was 19.5% on an annual basis.
Return on equity continued to increase from 2002, primarily due
to the credit institutions’ net profits from trading activities.

For the first time since 1998, operating expenditure as a percentage
of the average total assets on the balance sheet has increased, cf.
Figure 2. The percentage dropped from 3.7% in 1998 to 3.0%
in 2002 then rose to 3.3% during the first six months of 2003.
As a percentage of net operating income, however, operating
expenditure has continued to drop, cf. Figure 1, as a result of
more rapid growth of income than operating expenditure. Net
interest income as a percentage of average total assets on the balance
sheet was similar during the first half of 2003 to that of 2002, or
2.6%, while other income has grown substantially, from 2.4% in
2002 to 3.1% during the first half of 2003, cf. Figure 2. The increase
in other income is primarily the result of sizeable growth in profits
from trading activities, cf. the discussion below for more details.

The above-mentioned figures on ROE and cost ratio vary from
one credit institution to another. The median ROE during the
first half of 2003 was 19.7% for the three largest commercial banks
and 9.9% for the six largest savings banks.

banks with the exclusion of Icebank.? It shows clearly the fluctuation
which has occurred in profits from the trading book activities in
recent years, in accordance with price developments on the Icelandic

equity and bond markets.

The sensitivity of the commercial banks to changes in market
securities prices varies greatly. As an example, the percentage of
trading book profits relative to the pre-tax profits of the leading
commercial banks varied from 8% to 120% in 2002. Other things
being equal, the recent downward slide in market securities should
have had a widely varying impact on the performance of the
individual banks that year.

Fi 1 Return on equity and operating expenses
Igure 1| as a percentage of gross income of commercial and savings hanks.

Other operating income increasing

Operating income, other than net interest income, of the main
credit institutions increased from ISK 16.8 bn in 2001 to ISK 28.4
bn in 2002, or by 69%. Net losses from trading activities amounted
to ISK 2.7 bn in 2001, while profits were ISK 7.1 bn in 2002,
which is an upswing of ISK 9.8 bn from one year to the next, and
accounts for the increase in other operating income between the
years. During the first half of 2003, other operating income was
ISK 19.8 bn, or 70% of the total year’s income for 2002; of this
trading rate gain on financial activities contributed ISK 7.5 bn.
The increased exchange rate gain on financial activities is primarily
the result of increasing trading book gains, due to positive trading
book share and bond price developments. Figure 3 shows the

developments of individual operating income items in commercial

2) References to commercial banks and savings banks in this chapter are based on the consolidated
statements of the commercial banks and the six largest savings banks, unless expressly stated
otherwise. Figures from previous years include the banks’ predecessors who at that time had the
status of credit institutions, such as, for instance, FBA and Kaupthing Bank.

3) The share of these banks in other operating income of commercial and the six largest savings
banks is close to 90%.
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Lending problems have likely reached a peak

As Figure 4 shows, the 12-month nominal increase in lending
amounted to 12.3% at the end of June 2003, 4.6% at the end of
March 2003 and 5.1% at year-end 2002. Furthermore, information
on growth of lending in recent months indicates increased lending
growth. It appears that the slow growth of lending in the past year
or two, at least by comparison with the expansionary period from
1998 to 2001, has come to an end and ahead is raising growth in

lending.

As can be seen in Figure 5, total defaults* by individuals and
enterprises to deposit institutions at the end of June 2003 amounted
to ISK 27.1 bn, or 3.3% of loans, which is a drop of 0.8% from
the default peak in September 2002. Defaults by individuals were
proportionally greater than that by enterprises. Defaults by individuals
at the end of June 2003 were thus 6.4% of loans to individuals,
while defaults by enterprises were 2.4% of loans to enterprises.
By comparison, defaults by individuals at the end of March 2003
were also 6.4% of loans to individuals while defaults by enterprises
were 2.6% of loans to enterprises. Thus defaults by enterprises have
decreased between the first and second quarters, while defaults by
individuals have remained unchanged. It is likely that the default
percentage of both individuals and enterprises will drop slowly in

the next year or two.

Since the year 2000, non-performing loans® and appropriated assets
have grown as a percentage of lending by commercial and savings
banks, cf. Figure 6. These were 3.4% at the end of last June, 3.4%
at year-end 2002, 2.7% at year-end 2001 and 1.9% at year-end
2000. It therefore comes as no surprise that the annual loan-loss
provisions as a percentage of average loans has also increased since
2000. In 2002 this percentage was 1.2%, it was 1.2% in 2001 also,
but only 0.8% in 2000. FME expects loan-loss provisions for 2003
as a percentage of average loans to amount to close to 1.3% and
then to decrease in 2004.

It is clear from the above that financial undertakings have, in the
past few years, struggled with increased lending problems, parallel
to the economic downturn following the last expansionary phase.
In this connection, FME has directed its attention, in particular,
at the credit risk og financial undertakings and carried out detailed
studies of the quality of the loan portfolio. According to the
information above (Figures 4, 5 and 6) there are various indications
that lending difficulties have reached a peak and a period of lending
growth has now begun, which will be measured in double-digit
numbers. Under such conditions it is important that lending

decisions are taken with care to minimize future credit losses.

Figure 4 | Total loans of deposit institutions and 12-month nominal increases in loans.
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Relative decrease in market risk between periods

Part of the assets of credit institutions are tied up in market securities,
which are subject to market rate fluctuations. As Figure 7 shows,
the net bond assets® of commercial and savings banks were ISK 84
bn at the end of June 2003, as compared with ISK 73 bn net bond
assets at the end of June 2002. Net bond assets of commercial and
savings banks thus increased by ISK 11.1 bn or 15.3% during the
period. The net share assets” at the end of June 2003 amounted to
ISK 50.7 bn as compared to ISK 53.8 bn at the end of June 2002,

4) The definition of default used here is any payment more than one month in arrears. Kaupthing
Bank is included in the figures for end of March 2002 and later.

5) Non-performing loans net of specific loan-loss provisions.

6) Bonds less forward contracts and swaps entered into against bond assets.

7) Shares less forward contracts and swaps entered into against shares. Based on parent company
statement.




which is a drop of ISK 3.1 bn or 5.7%. A comparison of bond
and share assets as a proportion of capital required by law shows
a decrease between accounting periods. Net bond assets as a
proportion of required capital was 75% at the end of June this
year as compared with 81% at the end of June 2002. Net share
assets as a proportion of required capital was 45% at the end of
June this year as compared with 60% at the end of June 2002.
The above figures show a relative drop in credit institutions’
market risk between accounting periods. The increased share
transactions in the 3" quarter of 2003 by commercial banks,
however, is an indication that market risk linked to share

ownership has increased since June 2003.

Icelandic banks increasingly dependent
on supply of foreign loans

In the first half of 2003, commercial banks’ ® net liabilities owed
to foreign parties increased once more, cf. Figure 8. At the
end of June 2003, commercial banks’ net liabilities owed to
foreign parties amounted to ISK 364 bn, an increase of 17.8%
from the end of the year 2002. By comparison, the banks’ total
assets have grown by 14.7% during the same period. Latest
figures on commercial banks’ net liabilities owed to foreign
parties indicate a continuing increase. The banks’ growing
foreign debt has resulted in their increasing dependence on the
supply of foreign credit for refinancing. In view of this, FME
will continue to watch the banks’ liquidity management, in
particular with regard to foreign refinancing risk.

of 12.3% at year-end 2002, with CARs excluding Tier 2 and 3
subordinated loans amounted to 9.2%. At the end of June 2003,
the CARs of commercial banks were 10.6% and CARs excluding
subordinated loans Tier 2 and 3 were 7.8%.

Since 1995, the CARs of savings banks have dropped from over
14% to 10.5% and, excluding subordinated loans Tier 2 and 3, to
7.1% at the end of June 2000. The CARs have risen again since
mid-year 2000 and at the end of June 2003 were 13.6% and 10.6%

excluding subordinated loans Tier 2 and 3.

In recent years, FME has warned against the possible eftects of low

CARs, pointing out in this connection that a large financial

undertaking with dependable risk management should aim at

Equity increases but subordinated loans
remain unchanged

The equity position of commercial and savings banks,” as
required by law, amounted to ISK 111.8 bn at the end of last
June, as compared with ISK 96.6 bn at the end of June 2002,
which is a rise of ISK 15.2 bn or 15.7%.

At the end of June 2003, commercial and savings banks had
issued subordinated notes, which are classified under Own
Funds Tier 1 in calculating capital adequacy ratios (CARs),
amounting to ISK 6.2 bn as compared to ISK 6.1 bn at the end
of June 2002. Subordinated notes classified as Own Funds Tier
2 and 3 in calculating CARs amounted, at the end of June
2003, to ISK 28.7 bn as compared with ISK 28.2 bn at the end
of June 2002. It is evident from the above that the increase in
required capital was not financed with subordinated loans but
rather with earnings from operations and the issue of new shares
in connection with mergers and acquisitions.

The combined risk-weighted asset base of commercial and
savings banks amounted to ISK 1,017 bn at the end of June
2003, as compared with 845 bn at the end of June 2002, which
is an increase of ISK 171 bn, or 20%.

Figure 8 | Net liabilities of credit institutions to foreign parties (I1SK bn).
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Figure 9 | Capital adequacy ratio with and without subordinated loans.
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CARs acceptable

As Figure 9 shows, the CARs of the commercial banks were

between 9 and 10% in 1995-2000, while CARs excluding Tier
2 and 3 subordinated loans declined steadily. From 2001 onwards
CARs of commercial banks have been rising and reached a peak

8) Based on parent company statement.
9) Islandsbanki, Kaupthing Banadarbanki, Landsbanki and the six largest savings banks.
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a minimum CAR of 10%, or 8% excluding subordinated loans Tier
2 and 3. This definition applies to the commercial banks and, as
indicated in the above, their combined CAR this past June was
acceptable.

FME regularly performs a stress test on commercial banks and the
largest savings banks. The stress test indicates the minimum CAR
a financial undertaking must have to withstand a certain fall in the
market value of securities and writing-down of loans and appropriated
assets, in order that its CAR will not drop below the mandatory
8% level. Figure 10 shows the outcome of a stress test of commercial
banks based on a 20% drop in equities, 10% drop in bonds and 20%
write-down of non-performing loans and appropriated assets.

At the end of June 2003, the calculated minimum CAR was,

according to the stress test, 10.1% while the required by law
CAR for the same point in time was 10.7%. Figure 11 shows
the outcome of a compatible stress test of the six largest savings
banks. At the end of June 2003, the calculated minimum CAR
was, according to the stress test, 11.3% while the required by law
CAR for the same point in time was 13.6%. The calculated
minimum CAR of the largest savings banks is thus just over 1%
higher than that of the commercial banks.

It should be borne in mind with regard to the above results of
the stress test, that the results vary depending upon the individual
commercial bank or savings bank. Furthermore, the results for
the largest savings banks are not typical of the smaller and medium-
size savings banks.

) Stress test for the six largest savings hanks
Flgure 1" (assuming a 20% decrease in the value of stocks held, 10% decrease in bonds,
and 20% reduction in non-performing loans and appropriated assets).
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Figure 12| Equities — Average price of trades on and off the ICEX.
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Further increases in turnover on the securities market

The total turnover of equities and bonds on the Iceland Stock
Exchange (ICEX) has been growing steadily from the second
quarter of 2000 after a considerable downturn. The growth has
continued up until the 3 quarter 2003 and appears likely to
continue. Total equity and bond turnover at the end of September
2003 is more than it was for all of 2002. The year 2003 has been
characterised by mergers of companies and considerable
restructuring of ownership, which explains to a large extent the
increase in equity turnover. Equity turnover as a proportion of
the total ICEX securities turnover was 18.6% in 2001, 28.4% in
2002 and is now 31.9%, after the end of Q3 of 2003. Prior to
that, the share of equities in total turnover had been greatest in
2000, when it was 37.2%. Equity trading has thus been growing
steadily after the downturn which occurred in 2001. Bond trading
is flourishing as never before, and has hardly declined despite the
increase in equity turnover. Bond demand has been high, which
can mainly be attributed to the increased involvement of foreign
investors and pension funds. This demand has resulted in a drop
in bond yields.

Figure 13 | Bonds — Average price of trades on and off the ICEX.
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Rise in average price of transactions in listed securities

Both 2002 and 2003 have been characterised by extensive restruc-
turing of the share market, as a result of mergers of companies
and large-scale transactions with major holdings in a number of
companies. An increasingly large portion of equity trading is off-
market. As Figure 12 shows, the average value of on-market
equity transactions in each quarter changes little from one quarter
to the next. The average transaction price is lowest during Q4
of 2000, around ISK 0.8 million, and highest during Q3 of 2003,
around ISK 2.0 million. An examination of the average value of
off-market equity transactions, however, reveals quite a different
picture. The lowest average transaction value was during Q1 of
1998, around ISK 1.1 million, and highest in the Q3 of 2003,
ISK 42.5 million. The increases are greatest in 2002 and 2003,

as mentioned previously.

The development of the average value of bond transactions in
each quarter reveals a different picture, as Figure 13 shows. The
average bond transaction on ICEX increases fairly steadily from
Q2 of 2000, when the average transaction value was ISK 26.3
million. The average value of on-exchange bond transactions




during Q3 of 2003 was, however, around ISK 64.7 million. The
average value of off-exchange bond transactions has also increased
substantially. It was lowest in Q2 of 1999, around ISK 4.1 million,
and highest in Q2 of 2003, around ISK 43.1 million. The increases
have been greatest from Q3 of 2001 onwards, as the figure shows,
and are the result of increased demand by foreign investors and
pension funds, as previously mentioned.

If the above figures on transaction values are ignored and only
the number of transactions is considered, both on-exchange and
off-exchange, it turns out that since 2001 over 50% of equity
transactions have taken place on ICEX; for the first three quarters
of 2003 this proportion is 64%. An examination of bond trading
also reveals a growing number of on-exchange transactions, with
the proportion rising from 13% in 1999 to 54% in 2002. During
the first three quarters of 2003 this proportion was 52%. This
development, i.e. that the majority of transactions take place on-
exchange, is a positive one and encourages better price formation
with the above financial instruments.

formation thus leaving something to be desired. These companies

have generally found it beyond their capacity to fulfil market

demands for information disclosure, which have formed an ever

greater and more costly aspect. The companies remaining on ICEX

are thus likely to be the ones with more efficient price formation,

which better fulfil the demands made for information disclosure.

Equity indices

The share indices, i.e. the [CEX Main List and ICEX-15, have
continued to rise in 2003, continuing a fairly steady upward trend
from Q3 of 2001, cf. Figure 14. The ICEX-15 reached a peak
of 1,848 in September 2003; it previously reached almost 1,889
points, in February 2000. At the end of year 2002 the index was
1,436 points. The year 2003 has been characterised by major
transfers of holdings on the equity market, with share prices rising
in their wake. During this year all three petroleum companies in
Iceland, which were listed on ICEX and formed the Oil Distribution
sector index, were de-listed in the space of three months. The
reduction in the number of listed companies on the ICEX reduces
the number of companies behind each sector index. As an example,
there are only two companies which currently comprise the
Pharmaceutical index, one in Services and Commerce, and one
in the Building and Contractors index.

Information disclosure

The demands concerning information disclosure made of

companies with financial instruments listed on ICEX are

continually increasing. These companies need to be conscious

of the demands made of them and provided for by law and in

the ICEX rules. Unfortunately these are not always complied

with, as there are still, for example, cases of primary insider

trading as well as trading by the companies themselves at sensitive

moments, such as just prior to the publication of company

statements. It is only recently that companies with financial

instruments listed on ICEX have appointed a compliance officer.

The compliance officer is, for instance, to authorise insider

trading and assess whether insider information is available in the

company. Primary insiders must realise, however, that they are

responsible for evaluating independently information which they

have at their own disposal and can be expected to be unavailable

to the compliance officer.

Figure 14

The ICEX-Main index and the ICEX-15 index.

The Number of Listed companies
on ICEX continues to drop

Listed companies on ICEX continue to decrease in number,
continuing a steady trend since 2001, cf. Figure 15. At the end
of Q3 of 2003 there were 52 listed companies. The number of
listed companies was greatest in 1999 and 2000. A further decrease
is foreseeable, as the delisting of two companies has already been
approved for the final quarter of 2003 and another for the first
quarter of 2004. The delisting of at least two additional companies
is expected although formal application for delisting has not yet
been made. A total of 13 companies were delisted during the first
three quarters of 2003. Now as before, there are two reasons for
delisting, i.e. on the one hand mergers with other listed companies
and, on the other hand, failure to continue to fulfil the requirements
for broad-based ownership. Since 1999, new listings of companies
have been few. So far in 2003, for example, only one new company
has been listed on ICEX. No end to this development, i.e. the
decline in number of listed companies on ICEX, is in sight, but there
is no cause for alarm since the experience of other countries shows
that the number of listed companies on the stock exchange varies.
A decline in the number of listed companies usually means the
departure of companies whose shares were little traded and their price
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23 The pension savings market

The net assets of pension funds for pension payments at year-
end 2002 amounted to ISK 678.9 bn as compared with ISK
644.7 bn at the end of 2001. The real increase on net assets
during 2002 was about 3%. Premiums rose slightly over the
previous year, from ISK 62.7 bn in 2001 to ISK 67.0 bn in 2002.
Pension payments in 2001 were ISK 22.2 bn and ISK 25.8 bn
in 2002. The net real rate of return in 2002 was negative by 3%.
The year 2002 is the third in a row for the pension funds with
a negative rate of return. Figure 16 shows the ten-year average
net rate of return for three different periods from 1991 to 2002.

Negative real rate of return for the third year in a row

Figure 16| Ten year average real return of pension funds.
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Poor financial position of pension funds

According to the Pension Funds Act, the net assets of a pension
fund, plus future premiums at their present value, must be equal to
the present value of expected pension obligations. If the difference
between assets and obligations amounts to more than 10%, according
to an annual actuarial evaluation, the fund’s articles of association
must be amended to correct the imbalance. The same applies if the
imbalance has been 5-10% for five consecutive years.

The pension funds may never reduce members’ rights beyond the
minimum pension coverage defined in the Pension Fund Act.
Should a pension fund find itself in a situation where pension
coverage are at a minimum and it is not possible to alter the articles
of association to correct the imbalance, FME must assess the
possibilities of the fund in question to continue its activities in each
instance. In many instances pension funds grant their members rights
exceeding those provided for in the minimum provisions of the
Pension Funds Act.

Figure 17 gives a summary of the actuarial situation of pension
funds not guaranteed by other parties at year-end 2002. An actuarial
evaluation, carried out annually, is based on the rights provided by
the fund in question as defined in its articles of association. Of 43
divisions, 4 were operated with a deficit in excess of 10%, 18 with
a deficit ranging from 5.1%-10%, 9 with a deficit 0.1%-5% and 12
had an operating surplus.

The mutual insurance divisions of pension funds, whose obligations
are guaranteed by the state, municipalities or banks, are exempt
from the provisions regarding full funding. These funds do not
accept new members. The financial position of mutual insurance
divisions of pension funds guaranteed by other parties are in almost
all instances very poor. At year-end 2002, 14 divisions out of 17
showed a deficit ranging from 51%-100%, 2 of them had deficits
in the area of 0.1%-50% and 1 division was in balance.

Figure 18| Asset classes at year-end 2002
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Pension fund assets

Since the end of 2000, investments of pension funds and their
classification have been under examination by FME. The main
comments made by FME in these investigations have been on
investments in excess of authorisations in unlisted securities following
the entry into force of the Pension Funds Act. At the end of June
2003, the proportion of unlisted securities of net assets had dropped
to around 6% for the funds as a whole, as compared to 9% at year-
end 2001 and 8% at year-end 2002. The holdings of most pension
funds now comply with the provisions of the Act.

Figure 18 gives a breakdown of pension funds’ investments at year-
end 2002, showing the relative proportion of personal pension
savings and mutual pension savings. As is evident from this figure,
the proportion of variable-yield securities was considerably higher
in the personal pension divisions than in the mutual divisions.
The proportion of fixed-yield securities, however, is considerably
higher in the mutual divisions than in the personal pension divisions.
Variable-yield securities include equities and unit certificates in
UCITS. Many UCITS are comprised exclusively of fixed-yield
securities, and this should be borne in mind when comparing the
assets of the divisions. At year-end 2002, about 89% of personal
retirement savings was deposited with pension funds which operated
exclusively as personal pension funds prior to the entry into force
of the Pension Funds Act, all of them operated by commercial banks.




Figure 19 shows the proportion of exchange rate-linked assets
of total securities assets of mutual insurance divisions (15.6%)
and personal pension schemes (26.6%) at year-end 2002. As is
evident from this figure, the proportion of exchange rate-linked
securities was considerably higher in the personal pension

schemes than in the mutual divisions.

The proportion of exchange rate-linked assets of net assets of
pension funds was 16% at year-end 2002 and had risen by six
percentage points year-on-year. By the end of last June, this
proportion had reached 17%, cf. Figure 20, and can be expected
to rise further this year. According to authorisations in the Pension
Funds Act, up to 50% of assets may be in foreign currencies.

Pension schemes

On 1 July 2003, the number of pension funds in operation was
50, but 11 of these no longer receive premiums, leaving a total
of 39 fully active funds. A few funds operate more than one
mutual insurance division, providing for varying pension rights.
At year-end 2002, there were a total of 60 financially separate
mutual insurance divisions and 44 financially separate personal
pension schemes operated by pension funds.

The breakdown of the total assets of pension funds at year-end
2002 by pension schemes is as follows: pension unit schemes
ISK 438 bn (64.5%), final salary schemes ISK 140 bn (20.6%),
age-based schemes ISK 51 bn (7.5%) and personal pension
schemes ISK 51 bn (7.3%). Figure 21 gives a breakdown by
pension scheme since 1999. As it indicates, the trend is towards
an increase in personal pension schemes and age-based schemes
at the cost of the traditional pension unit schemes. There are
19 mutual insurance divisions with final salary schemes, of which
17 have obligations guaranteed by other parties. The B-division
of LSR is by far the largest of them; its assets form around 65%
of the total assets of divisions in the final-salary schemes.

Supplementary pension cover and personal
pension savings

At year-end 2002 there were 48 depositories for pension savings,
i.e. 17 pension funds, 23 savings banks, 5 commercial banks

and securities firms and 3 life insurance companies.

Personal pension savings have been growing steadily each year
since 1999, when FME began requesting information expressly
on personal pension savings from pension funds and other
depositories for pension savings. Pension savings on deposit
with parties other than pension funds amounted to ISK 0.6 bn
at year-end 1999, ISK 2 bn at year-end 2000, ISK 5.5 bn at
year-end 2001 and ISK 9.1 bn at year-end 2002. Pension savings
with other pension depositories than funds operating purely as
personal pension savings funds prior to the entry into effect of
Act No. 129/1997 amounted to ISK 1 bn at year-end 1999, ISK
1.9 bn at year-end 2000, ISK 3.4 bn at year-end 2001 and ISK
5.6 bn at year-end 2002, cf. Figure 22. By far the greatest portion
of personal pension savings are on deposit with the six pension
funds operating purely as personal pension funds prior to the
entry into force of Act No. 129/1997. At year-end 2002, personal
pension savings in their custody amounted ISK 44.3 bn. Total
personal pension savings on deposit with pension funds and other
depositaries thus amounted to ISK 58.9 bn at year-end 2002.

Figure 19| Exchange rate dependent assets at year end 2002.
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Contributions to personal pension savings amounted to ISK 9.7
bn in 2001 and ISK 14.2 bn in 2002, thus increasing by 46% year-
on-year. Of 2002 premiums ISK 6.2 bn were placed with pension
funds which previously operated purely as personal pension funds
(of this ISK 1.5 bn went to personal savings for minimum pension
guarantee), ISK 2.3 bn to other pension funds and ISK 5.7 bn to

other depositaries for pension savings.

Personal pension rights can arise from supplementary contributions
in excess of the mandatory 10%, on the one hand, or from the
mandatory 10% premium for minimum pension cover on the
other. Personal savings from the 10% mandatory premium are
divided between a minimum pension cover (personal savings for
minimum pension guarantee) and a private account for

supplementary insurance cover. Six pension funds avail themselves

of the legal authorisation to define minimum pension cover as

lower than 10% and offer a minimum pension cover which is an
integration of personal and mutual savings. A fund member may
request that the portion of his/her mandatory minimum premium
defined as personal savings be diverted to another depository for

pension savings at no charge.

The insurance market

24

Figure 23 | Development of several classes of investments at 2002 prices.
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Increase in number of consolidations
of insurance companies

There are currently 14 insurance companies with operating licences
in Iceland, of which 10 accept new insurance risks. Two insurance
companies, Islensk endurtrygging hf. and Trygging hf. are in a
run-off. The insurance portfolios of Vélbitaibyrgdarfélag Isfirdinga
and Vélbataibyrgdarfélagid Grotta have been transferred to Sjova-
Almennar tryggingar hf. On 30 July 2002, a new company,
[slandstrygging hf., received an operating licence for non-life
insurance operations and later that year, on 12 November,
Liftryggingamidstodin hf. received an operating licence for life
insurance operations. The life insurance company is a 100%-
owned subsidiary of Tryggingamidstodin hf. Three life insurance
companies are now subsidiaries of non-life insurance companies
and one is the subsidiary of a bank.

The following section provides a more detailed account of the
activities of Icelandic insurance companies as presented in their
financial statements for 2002, and including information on the
performance of the main insurance sectors which FME has
published on its website. All amounts have been adjusted to 2002
price levels. Changes in amounts from one year to the next are
thus changes in excess of price level changes. Iceland’s natural
catastrophe insurance (Vidlagatrygging Islands) operates under
special legislation, has a specifically limited role and is therefore
omiitted from the following discussion of insurance companies’
operations. Premiums for natural catastrophe insurance in 2002
amounted to ISK 855 million, while claims were ISK 172 million,

a slightly better outcome than in the previous year.

Figure 23 shows that investments in variable-yield securities have
increased steadily since 1998. Investments in fixed-income securities
and mortgages declined last year. Insurance companies’ holdings
in affiliated companies increased by ISK 739 million and holdings
in subsidiaries by ISK 310 million. These two items have, however,
fluctuated in connection with ownership changes during the

reporting period.

Figure 24 Net income from principal activities of insurance companies
at 2002 prices.
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Figure 25 Trends in premiums and claims for non-life insurance,
with gross and net amounts at 2002 prices.
1998
25.000 = 1999
2000
2001
20.000 =002
ey © E
£15.000 £ -
£ = :
&

10.607

10000 & : [
5.000
0

Claims incurred Claims incurred

on own account

Premiums earned Premiums earned

on own account

Good performance in non-life insurance operations

The year 2002 was characterised by better performance in non-
life insurance operations than in previous years. Insurance companies
attribute the good performance in motor vehicle insurance to last
year’s favourable climate conditions. The property insurance
performance, however, was unsatisfactory, in the opinion of the
insurance companies, and at the end of the year the companies
raised their premiums for the main classes of property insurance,
in particular for mandatory fire insurance.

Figure 24 shows how the profits of their principal activities have
developed since 1998. Profits from non-life operations have,
during this period, never been greater, increasing by 87% over




the previous year. Profit from investments, however, dropped by Figure 26 | Compulsory motor vehicle insurance at 2002 prices.
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Improved performance in motor vehicle insurance 1338 e 2000 200] 2002

Premiums for mandatory motor vehicle insurance amounted to ISK

8.8 bn last year as compared with ISK 8.2 bn in 2001. Incurred Figure 27 | Provision for claims for compulsory motor vehicle insurance at 2002 prices.

claims amounted to ISK 7.7 bn, a drop of almost ISK 1 bn from
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Figure 29 shows developments since 1998, revealing that this class

has been operating at a loss since 2000. That year there was a sizeable
Figure 29| Property insurance at 2002 prices.
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Provisions for claims rises while equalisation
provisions decline

Figure 30 shows the developments in recent years in claims
provisions and equalisation provisions, ending in 2002. The growth
of claims provisions has slowed, however, with the real increase
1.7%, as compared with 7.2% the previous year. Equalisation
provisions, however, decreased more rapidly than in the previous
year, by 7.2% as compared with 4.9%.

Figure 31 shows the share of the main classes of non-life insurance

in claims provisions and equalisation provisions.

Classes which have relatively low claims provisions as compared
to their share of premiums are settled in a fairly short time, e.g.

property insurance, while e.g. amounts due to each claim in
accident claims of mandatory motor vehicle insurance are reserved
for several years. Classes which have a relatively high equalisation
provisions are characterised by infrequent claims, where individual
claims can be very costly. Equalisation provisions are relatively
low in classes where claim frequency is high but the average

claims are generally lower.

Figure 30

Main components of technical provisions at 2002 prices.
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Figure 31 Insurance classes’ shares in premiums, claims provisions
and equalisation provisions, 2002.
70
65
60 B premiums
Provision for claims
50 Equalisation provision
240
30 28
20 2 17 18
n a 1
1011 10
9 9
i | X100 | 1Y
22
ol ! 2° | ) 0
Property  Marine, Compulsory Other General  Accident  Domestic  Foreign
aviationand  motor motor liability and reinsurance reinsurance
cargo vehicles vehicles sickness

Good prospects for non-life insurances
operations in 2003

Sjoéva-Almennar tryggingar hf., Tryggingamidstodin hf. and
Vitryggingafélag Islands hf. are the only insurance companies
listed on the market, which thus issue interim financial statements.
Their interim statements also give a picture of the activities of’
their life insurance subsidiaries Sameinada liftryggingarfélagio hf.,
Liftryggingamidstddin hf. and Liftryggingafélag Islands hf.

A comparison of the six-month statements of these three
consolidations, compared with the same period last year at fixed
prices, shows that premiums in non-life insurance increased by
2.7% while claims dropped by 24.5%. Profits of non-life operations
were 75% higher during the period, and the outlook for 2003
thus appears likely to prove favourable for non-life insurance

companies.

In total, life insurance operations of the afore mentioned three
life insurance companies returned a loss of ISK 47 million for the

period; comparison figures for 2002 are not available.

In closing it could be added that during the first six months of
2003 the companies’ claims provisions have increased by 2.4% in
real terms but this figure cannot be compared with last year’s
increase because part of claims provisions from the first half of
the year are settled during the latter half.

Insurance brokerage premiums earned by foreign companies

ISK million
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Declining sales by insurance brokers
to foreign insurance companies

The premiums collected by Icelandic life insurance companies
totalled ISK 2.3 bn last year, as compared to ISK 1.9 bn the
previous year. Since 1997, insurance brokers have sent a total of
ISK 2.6 bn in premiums for new personal insurance contracts to
foreign insurance companies. In 2002, however, premiums for
new contracts amounted to only ISK 163 million. The peak in
selling new personal insurance contracts of foreign insurance
companies was reached in 2000, when ISK 809 million went to
foreign companies.'” Sales by brokers in domestic supplementary
pension savings has, on the other hand, increased in recent years.
Figure 31 shows the development in premiums of insurance
brokers to foreign companies for new contracts at 2002 prices.

10) Which amounts to ISK 903 million at 2002 prices.




EMPHASES ON FME’S WORK
IN THE COMING MONTHS

The FME bases its operations on clear emphases that form the
cornerstone of its long-term activities. These emphases remain
unchanged from the ones formulated for the previous year, and
new tasks will be based on them. This chapter describes the
operational emphases of the FME as well as tasks relating to them
on the work agenda.

3.1 | Risk management and internal control

— the role of boards of directors

The FME has encouraged every party subject to supervision
to have the board and the management capable of providing
the company with a strong structure, clear policy, effective
internal rules and work procedures, a suitable information
system and internal auditing. This enables the managers
themselves and other employees to correctly evaluate the

risk involved in activities and to manage it in accordance

with the strengths of the enterprise.

Examples of general actions during the last period:

- Meetings with members of the board of directors.

- Risk assessment systems for parties subject to supervision,
stress tests for supervision.

- Strengthening of supervision on a consolidated basis.

The FME will continue to strengthen its relations with the
boards of directors of undertakings in the financial market.
Periodic meetings are being planned for the members of the
board of directors of parties subject to supervision in order to
share with them the experience gained from FME inspections
and to communicate important issues.

The FME intends to increase the weight of new procedures
for monitoring risk management, establish a grading system for
a larger number of supervisory areas, and develop stress tests that
will be helpful for purposes of supervision.

The FME will continue to strengthen its overview and
supervision of consolidated undertakings in the financial
market. Co-operation with supervisory institutions abroad will be
reinforced in order to ensure the effective supervision of consolidated
undertakings that have gained a foothold in foreign markets.

32 Conduct of husiness practices

in the financial market

The FME monitors activities in the financial market
to make sure they are in accordance with proper and
sound business practices. Rapid developments in the
Sfinancial market call for a constant monitoring of
business conduct in order to respond to changed

circumstances.

Examples of general actions during the last period:

- Preventative supervision of insider dealings.

- Strengthened supervision of the owners of qualifying holdings.

- The adoption of guidelines concerning the boards of directors of
parties subject to supervision. Increased monitoring of dealings
with connected parties.

- The formation of guidelines concerning supplementary
pension savings contracts.

- The formation of guidelines concerning the brokerage
and selling of insurance.

The FME will continue to focus on the preventative supervision
of business conduct in the financial market in order to minimise
the risk of insider fraud, market manipulation, or insufficient
information being passed on the clients of undertakings in the
financial market. The FME will seek to implement its newly
obtained powers to impose administrative fines on such parties
that do not comply with legal provisions concerning information
on insider trading.

In this respect, the FME aims to formulate guidelines on
transactions in the securities market based on the core
principles that the Committee of European Securities Regulators
(CESR) has approved and adopted. These core principles touch
on a number of issues concerning relations between financial
undertakings and their clients, such as advice and the completion
of contracts. A number of these core principles needs to be taken
into consideration during the next revision of the legislation.

Over the coming months it will also be necessary to look to the
introduction of, and compliance with, new directives on market
abuse and prospectuses that will apply within the European
Economic Area. These directives allow, for instance, for the
harmonisation and strengthening of supervision and strategies.

Attention will be given to the authorised activities of financial
undertakings. Supervision of the temporary activities of financial
undertakings related to investment banking will be strengthened.
The separation of interests within commercial banking, on the
one hand, and investment banking on the other, will also receive
attention.

Emphasis will still be placed on monitoring the business
conduct of owners of qualifying shareholdings. There have
been considerable changes in the ownership of financial
undertakings in recent months and from previous experience the
FME sees reason to look into the effect this may have on the
operations of the undertakings concerned.

33 Market discipline

The FME emphasises the need to encourage increased
transparency in the activities of parties subject to supervision.
Doing so leads to increased discipline exerted by the

market, accompanied by the restraints of internal control

and the official supervision of financial activities.

Examples of general actions during the last period:

- Increased transparency in the actuarial surveys of pension

funds with the introduction of new types of reports.

Discussion paper on new pension fund reporting on actuarial surveys.
- An increase in educational activities by the FME towards of
parties subject to supervision.




The FME will participate in preparing the introduction of the
accounting standards of the International Accounting Standards
Board (IASB) in accordance with Iceland’s obligations to apply
these standards to the consolidated financial statements of listed
companies as of the year 2005. The FME formulates rules on
the annual accounts of financial undertakings and pension
funds and intends, in this capacity, to monitor closely the way
in which financial undertakings prepare for this change. Other
procedures for the enforcement of the international accounting
standards (IAS) have not yet been laid down. It is of primary
importance that these changes are adequately managed and that
they will result in harmonised and transparent financial statements.

The FME wishes to stress the importance of establishing a dialogue
on ways to improve information and reporting on operations
and the results of supervision, especially in the securities market.
Special attention needs to be paid to the FME’s confidentiality
obligation while at the same time drawing up specific rules on

information in this area.

34 Competitiveness of the financial market

The FME has a role to play in creating a competitive
financial market in Iceland. This is done by participating
in the shaping of an effective financial market and
compliance with perspectives of customer interests and

security in financial services.

Examples of general actions during the last period:

- The strengthening of effective supervision leads to positive results
in the IMF’s assessment of financial sector stability.

- Increased co-operation with supervisory authorities in countries
where domestic undertakings have started operations.

The FME fulfils its role in shaping a competitive financial market
through its participation in the co-operation of European
supervisory authorities in individual areas of the financial market.
This co-operation, which is detailed in Chapter 1.5, is intended
to encourage the harmonisation of rules concerning the
financial market and homogeneity of supervisory
procedures. If these plans come to fruition, it will be beneficial
to financial undertakings in Iceland as well as their customers.
Work on introducing the accounting standards of the IASB is

a step in the same direction.

The increased overseas expansion of Icelandic financial undertakings
gives rise to ongoing comparisons between the Icelandic and
foreign financial markets. The FME intends to look for comparisons
with similar institutions abroad in order to help strengthen the
competitiveness of the domestic financial market.




PARTIES SUBJECT TO SUPERVISION

41 Number of parties subject to supervision

On 30 June 2003 the number of parties subject to supervision by the Financial Supervisory Authority was as follows:

Number

30.06.2003

Commercial banks 4
Savings banks 24
Credit undertakings 9
Deposit departments of co-operative societies 7
Securities companies 7
Securities brokerages 2
Mutual funds 10
Management companies of UCITS 6
Stock exchanges and other regulated OTC markets 1
Central securities depositories 1
Pension funds 51
Insurance companies 14
Insurance brokerages 19
Other parties subject to supervision 5
Total 160

Operate in accordance with Act No:

161/2002 on Financial Undertakings
161/2002 on Financial Undertakings
161/2002 on Financial Undertakings
22/1991, as subsequently amended
161/2002 on Financial Undertakings
161/2002 on Financial Undertakings
30/2003 on UCITS and Investment Funds *)
161/2002 on Financial Undertakings
34/1998, as subsequently amended
131/1997, as subsequently amended
129/1997, as subsequently amended
60/1994, as subsequently amended

60/1994, as subsequently amended

*) Act No. 30/2003 on UCITS
and Investment Funds took effect
on 1 July 2003.

Various Acts

4 2 Changes in operating licences, names and
’ number of parties subject to supervision during
the period 1 July 2002 to 30 June 2003

The credit market

Eignarhaldsfélagid Alpydubankinn hf. merged with Préunarfélag
[slands on 7 October 2002 and operated under the name of the
latter until 25 February 2003 when the name was changed to
Framtak Fjarfestingabanki hf. The Act on Financial Undertakings
(161/2002), which entered into force on 1 January 2003, states
that the Harbour Improvement Fund and the Tourism Fund shall
not be counted as financial undertakings, but both funds had
until then operated in accordance with the Act on Credit
Institutions other than Commercial Banks and Savings Banks
(123/19993). On 11 February 2003 the FME approved the
incorporation of two savings banks, Sparisjodur Kauppings and

the nb.is savings bank.

On 27 May 2003 the FME approved the merger of Kaupping
banki hf. and Btéinadarbanki slands hf. under the name of Kaupping
Buanadarbanki ht . On 20 September 2002, by special contract
between the two undertakings, Islandsbanki hf. took over all
commitments of the deposit department of the co-operative
society Kaupfélag Eyfirdinga towards its depositors. On 31 Decem-
ber 2002 the deposit department of the co-operative society
Hreyfill was closed and deposits paid out to its clients.

The securities market

Securities companies

On 3 October 2002 the Minister of Commerce licensed the
undertaking Arion verdbréfavarsla hf. to operate as a securities
company in accordance with Act 13/1996.

Securities brokerages
Annar hf -Verdbréf relinquished its licence to operate as a securities
brokerage to the FME on 30 June 2003.

Pension savings market

On 24 February 2003 the Ministry of Finance ratified amendments
to the Articles of Association of the Almenni lifeyrissjodurinn VIB
hf. and Lifeyrissjodur arkitekta og teeknifraeedinga, which were merged
under the name of Almenni lifeyrissjédurinn as of 1 January 2003.

The insurance market

Insurance companies

On 30 July 2002 the Minister of Commerce granted Islandstrygging
hf. a license to operate as an insurance company in non-life
insurance. On 6 November 2002 the Minister of Commerce
granted Liftryggingamidstodin hf. a licence to operate as an insurance

company in the area of non-life insurance.
Insurance brokerages

During the period, the Minister of Commerce granted the following
operating licences to insurance brokerages: Tryggingar og radgjof
ehf. on 26 September 2002; DDF Vatryggingamidlunin ehf. on
12 November 2002; Tryggingamidlun Reykjavikur ehf. on 10
March 2003; and Tryggingapjonustan ehf. on 14 May 2003.

The FME listed the following undertakings in its Register of
Insurance Brokerages during the period: Besso Limited, London,
on 30 September 2002; Aon Limited, London, on 6 June 2003.

During the period, the following companies relinquished their
licences to operate as insurance brokerages to the Ministry of

Commerce: Tryggingamidlunin Gildi ehf. on 28 August 2002;




[slenska vitryggingamidlunin ehf. (ISVA ehf) on 10 October Byggdastofnun Reykjavik
2002; Vatryggingamidlunin ehf. on 18 October 2002; Nor Finans Lanasjodur landbtinadarins Selfoss
4 Islandi ehf. on 26 February 2003. On 15 January 2003 the Glitnir hf. Reykjavik
operating licence of Den Danske Forsikringsmagler A/S in Iceland Lysing hf. Reykjavik
was cancelled. SP-Fjarmognun hf. Reykjavik
The following individuals relinquished their operating licences
for insurance brokerage during the period: Valur Arnpérsson on DEPOSIT DEPARTMENTS OF CO-OPERATIVE SOCIETIES
27 July 2002; Orn Gstafsson on 3 September 2002; Ingi Eldjarn Kaupfélag Aresinga Selfoss
Sigurdsson on 22 November 2002; Kristinn Rnar Sigurdsson Kaupfélag Austur-Skaftfellinga Hofn
on 13 February 2003; Trausti Sigurdsson on 24 February 2003. Kaupfélag Faskradstirdinga Faskradstjorour
Kaupfélag Héradsbta Egilsstadir
Kaupfélag Skagfirdinga Skagafjordur
Other parties subject to supervision Kaupfélag Sudurnesja Reykjanesbar
Kaupfélag V-Huanvetninga Hvammstangi
On 1 July 2002 the name of Verdbréfaping Islands wash changed
to Kauphdll Islands hf. (The Iceland Stock Exchange Ltd.) SECURITIES COMPANIES
Arion verdbréfavarsla hf. Reykjavik
4 3 List of parties subject to supervision Fjarvernd — Verdbréf hf. Reykjavik
- as of 30 June 2003 Islensk verdbréf hf. Akureyri
Joklar - Verdbréf hf. Reykjavik
COMMERCIAL BANKS Head Office | .0 Verobréfhe. Reykjavik
— Verdbréfastofan hf. Reykjavik
Islandsbanki hf. Reykjavik Virding hf. Reykjavik
Kaupping Banadarbanki hf. Reykjavik
Landsbanki {slands hf. Reykjavik
Sparisj¢dabanki Islands hf. Reykjavik SECURITIES BROKERAGES
[slenskir fjarfestar hf. Reykjavik
SAVINGS BANKS Vaxta ehf. - verdbréfamidlun Képavogur
nb.is-sparisjodur hf . Reykjavik
Sparisjédur Bolungarvikur Bolungarvik MUTUAL FUNDS (UCITS)
Sparisjédur Hafnarfjardar Hafarfjordur Havoxtunarfélagid hf. Reykjavik
Sparisjodur Hornafjardar og nigrennis Hofm Heimasj6dir [SB hf. *) Reykjavik
Sparisj6dur Holahrepps Saudarkrokur Landssjodur hf. Reykjavik
Sparisj6dur Htnapings og Stranda Hvammstangi Landssjodur2 hf.*) Reykjavik
Sparisj6dur Hofohverfinga Grenivik SPH Verdbréfasjodurinn hf.*) Reykjavik
Sparisjodur Kauppings hf. Reykjavik Verdbréfasjodir Islandsbanka hf. Reykjavik
Sparisjodur Kdpavogs Képavogur Verdbréfasjodur Banadarbankans hf. Reykjavik
Sparisjodur Myrasyslu Borgarnes Visitdlusjodur BI hf.*) Reykjavik
Sparisjédur Nordfjardar Neskaupstadur Verdbréfasjodur [V hf.%) Akureyri
Sparisjodur Nordlendinga Akureyri ZEvisjoédurinn hf.*) Reykjavik
Sparisjodur Olafsfjardar Olafsfjorour ) )
. . *) National funds only marketed in Iceland
Sparisjédur Olafsvikur Olafsvik
Sparisjédur Reykjavikur og nagrennis Reykjavik
Sparisjédur Siglufjardar Siglufjérour
Sparisjédur Strandamanna Hoélmavik MANAGEMENT COMPANIES OF UCITS
Sparisjédur Sudur-bingeyinga Laugar fslensk Verdbrét-Eignastyring ehf. Akureyri
Sparisjédur Svarfdaela Dalvik Kaupping-eignastyring ehf. Reykjavik
Sparisjédur Vestfirdinga bingeyri Landsvaki ehf Reykjavik
Sparisjédur Vestmannaeyja Vestmannaeyjar Reekstrartélag Verobréfasjods Bunadarbankans hf. Reykjavik
Sparisjodur vélstjora Reykjavik Reekstrartélag iSB hf. Reykjavik
Sparisjédur Porshafnar borshofm SPH Rekstrarfélag ehf. Reykjavik
Sparisjédurinn 1 Keflavik Keflavik
STOCK EXCHANGES AND REGULATED OTC MARKETS
CREDIT UNDERTAKINGS Kauphsll fslands hf. Reykjavik
Framtak Fjarfestingarbanki hf. Reykjavik
Frjalsi Fjartestingarbankinn hf. Reykjavik
Greidslumidlun hf. - VISA fsland Reykjavik CENTRAL SECURITIES DEPOSITORIES
Kreditkort hf. - EUROPAY [sland Reykjavik | Verdbréfaskrining Islands hf. Reykjavik




PENSION FUNDS Sjéva-Almennar tryggingar hf. Reykjavik
Almenni lifeyrissjodurinn Reykjavik Trygging hf. Reykjavik
Eftirlaunasjéour F.LA. Reykjavik | Tryggingamidstddin hf. Reykjavik
Eftirlaunasjodur Reykjanesbaejar Keflavik | Vatryggingatélag Islands hf. Reykjavik
Eftirlaunasjodur Slaturfélags Sudurlands Reykjavik Vclbataabyrgéarfclagj(’ﬁ Grotta R}cyk]awk
Eftirlaunasjédur slokkvilidsmanna 4 Keflavikurflugvelli Keflavik Vclbataabyrgéarf/clag Isfirdinga [safjorour
Eftirlaunasjédur starfsmanna Hafnarfiardarkaupstadar Hafnarfjorour | Violagatrygging Islands Reykjavik
Eftirlaunasjodur starfsmanna Islandsbanka hf. Reykjavik | VOrour vitryggingafelag Akureyri
Eftirlaunasjédur starfsmanna Oliuverzlunar [slands Reykjavik
Eftirlaunasjodur starfsmanna Utvegsbanka Islands Reykjavik INSURANCE BROKERAGES
Fls ey urinn RO i London
b, e _1 ,1, cyrsyodunnn YVt Alpjdda fjarfestinga- og vatryggingamidlunin ehf. Képavogur
Lifeyrissjodur Akraneskaupstadar Akranes . . o o L,
T Alpjédleg midlun ehf. (Operating licence relinquished 22.8.2003) Reykjavik
Lifeyrissjodur Austurlands Neskaupstadur L . .
L o Arni Reynisson ehf. Reykjavik
Lifeyrissjodur bankamanna Reykjavik S
Lifevrissiédur Bol " Bol & Besso Limited London
{ eyr?SSJ'(/) Hr . SoTungarviie © ungz.lrvf DDF Vitryggingamidlunin ehf. Reykjavik
Lifeyrissjodur benda Reykjavik ., . . . ,
Lifeyrissjodur Hf. Eimskipafélags [slands Reykjavik Fyérfestingarmiolun Islands ehf. Kopavogur
Lit 7 i J,,é fl T i f?l igl ds R YkJ. & Heath Lambert Norway AS Oslo
L{feyr?ssq(/)éur h,l,liwr Jafe a§s slands Reykj.avfk Howden Insurance Brokers Ltd. London
L{feyr?ssqi)éur | Jl; runarfreedinga ReykJ.ank Marsh Led. London
f eyr?SSJ'(/) ur ge' /na . Y J_avf Nyja vatryggingapjonustan hf. Reykjavik
Lifeyrissjodur Mjolkursamsolunnar Reykjavik . s
Lifevrissiodur Neskaunstads Revkiavik Provins Insurance AB Svipj6d
{ eyr?SSJ'(/) U eskanpstaoar YRIAVE ) Tryggingamidlun Reykjvikur ehf. Reykjavik
Lifeyrissjodur Nordurlands Akureyri . o o .,
L, . Tryggingastofan ehf.(Operating licence relinquished 18.8.2003)  Reykjavik
Lifeyrissjodur Rangzinga Hella . .
L D o, Trygg midlun ehf. Reykjavik
Lifeyrissjodur sjdmanna Reykjavik . . . .
L, i ) Tryggingamidlun Islands ehf. Reykjavik
Lifeyrissjodur starfsmanna Akureyrarbajar Akureyri . e .
L . N 7 Tryggingar og radgjof ehf. Reykjavik
Lifeyrissjodur starfsmanna Aburdarverksmidju rikisins ~ Reykjavik . ., .
Lifeyrissjodur starfsmanna Banadarbanka Islands hf, Reykjavik Tryggingapjonustan chf Reykjavik
e v 4,6 o e YkJ, o | UIB Nordic AB (Registered 27.8.2003) Svipioo
{ eyr%SSJ'(/) ur starfsmanna t1sav1 ur agps adar ,ey Javi Willis AB Stokkholmi
Lifeyrissjodur starfsmanna Kopavogsbajar Képavogur
i{?eyr?ssj,‘?zur Smrfmama ie‘/E”fiurip"teks ieyfavft INSURANCE BROKERS COVERED BY PROFESSIONAL LIABILITY
treyrsgoour starismanna Reylgaviiurborgar YRIVIE | INSURANCE OF INSURANCE BROKERAGES
Lifeyrissjodur starfsmanna rikisins Reykjavik
Lffeyr%ssi(:)éur starfsmanna sveitarfélaga ' ' Reykjav.ik Ammi Reynisson, i Reynisson elf.
Lifeyrissjodur starfsmanna Vestmannaeyjabaejar Vestmannaeyjar . . S, , .
e Eirikur Hans Sigurdsson, Nyja vdtryggingapjonustan hf.
Lifeyrissjodur Sudurlands Selfoss L o o o
, L, i , Halldor Sigurdsson, Alpjodleg midlun ehf. (Operating licence relinguished 22.8.2003)
Lifeyrissjodur Sudurnesja Keflavik B} S T o
T s . o, Hakon Hakonarson, Tryggingar og radgjof ehf.
Lifeyrissjodur Tannleknafélags Islands Reykjavik , ) . , )
L ) o Karl Jonsson, Tryggingamidlun Islands ehf.
Lifeyrissjodur verkfraedinga Reykjavik . o o )
T o Leo Arnason (Operating licence relinquished 19.08.2003), Tryggingastofan ehf.
Lifeyrissjodur verslunarmanna Reykjavik , e , ) . ‘ ;
L ) PR Olaf Forberg, Alpjéda fjarfestinga- og vatryggingamidlunin ehf.
Lifeyrissjodur Vestfirdinga Isafjordur . . L : S
L . i Omar Einarsson, Nyja vatryggingapjonustan hf.
Lifeyrissjodur Vestmannaeyja Vestmannaeyjar . , < .
e Sigurdur Ruanar Astvaldsson, Trygg midlun ehf.
Lifeyrissjodur Vesturlands Akranes A . , ; , .
A , o, Sigh6r Hakonarson, DDF Vatryggingamidlunin ehf.
Lifeyrissjodurinn Framsyn Reykjavik , , . X ,
. i T Dorlakur Pétursson, Fjarfestingarmidlun Islands ehf.
Lifeyrissjodurinn Lifion Reykjavik : ;
Lifeyrissjodurinn Skjoldur Reykjavik
Sameinadi lifeyrissjodurinn Reykjavik OTHER PARTIES SUBJECT TO SUPERVISION
Samvinnulifeyrissjodurinn Reykjavik | fbadalinasjodur - hasbréfadeild Reykjavik
Séreignalifeyrissj6durinn Reykjavik Nyskopunarsjodur atvinnulifsing Reykjavik
Sofnunarsjodur lifeyrisréttinda Reykjavik Péstgir6 - Islandspéstur hf. Reykjavik
Tryggingasjodur lekna Reykjavik Tryggingarsjodur innstedueigenda og fjartesta Reykjavik
Tryggingasjoédur sparisjoda Reykjavik
INSURANCE COMPANIES
Alpjo6aa liftryggingarfélagio hf. Reykjavik
[slensk endurtrygging hf. Reykjavik
[slandstrygging hf. Reykjavik
Liftryggingamidstodin hf. Reykjvaik
Liftryggingafélag Islands hf. Reykjavik
Sameinada liftryggingarfélagid hf. Reykjavik




AMENDMENTS TO LAWS AND REGULATIONS

5 ]. General

Review of the financial legislation in Iceland

An extensive restructuring of the Icelandic financial legislation was completed in 2002 and on 1 January 2003 the Act on Financial
Undertakings (161/2002) entered into force. The parliamentary bill for this legislation has been prepared by the so-named bank law
committee. The Financial Undertakings Act repeals earlier legislations concerning commercial banks and savings banks, credit institutions
other than commercial banks and savings banks, electronic money undertakings, and parts of the legislation on securities transactions.
The term ‘financial undertaking’ covers commercial banks, savings banks, credit institutions, securities firms, securities brokerages,
electronic money undertakings, and the management companies of UCITS. The Act on Securities Transactions (33/2003) and the
Act on Undertakings for Collective Investment in Transferable Securities (30/2003) entered into force on 1 July 2003. The FME
has been working on the review of rules that is required to set pursuant to the new legislation for the financial market. Rules and
regulations pertaining to the new legislation that have already been issued are detailed below. Older rules and regulations that are
allowed for in the new legislation will continue to apply until its review is completed.

Act on Official Supervision of Financial Operations (87/1998).

Amendments:
- Act no. 50/2003: The act stipulates that the FME shall issue notifications on individuals and legal persons that parties subject
to supervision are to investigate in particular as to business relations. Financial undertakings are obliged to prevent any kind of
capital transfer, such as the handing over of valuables, withdrawals, transfer payments, registration of assets, as well as other

transactions, and in so doing prevent that those parties receive payments or are in some other way able to make use of funds.

Act on Payment of Cost due to Official Supervision of Financial Activities (99/1999).

Amendments:
- Act no. 157/2002: The percentage of supervision fee as provided for in Article 5 of Act 99/1999 is brought into line with the
estimated operating costs of the FME, cf. Article 2 of Act 99/1999.

Agreement on Co-operation between the Financial Supervisory Authority and the Central Bank of Iceland

The Agreement has been reviewed and now contains clearer provisions regarding the co-operation of these parties on the assessment
of possible systemic risks in the financial market and reactions to such situations. Additionally, a special agreement was confirmed
between these two institutions relating to back-office systems.

5 2 The credit market

Act on Deposit Guarantees and Investor Compensation Scheme (98/1999).

Amendments:
- Act no. 139/2002: Provisions on amendments to Article 8 of the Act, stating that all obligations entered into prior to the revocation

of a licence or the exclusion of a branch from the scheme shall enjoy insurance coverage in accordance with Chapter III of the Act.

Act on Financial Undertakings (161/2002).

The Act on Financial Undertakings (161/2002) consolidates in a comprehensive overall legislation on financial undertakings the
Act on Commercial Banks and Savings Banks (113/1996), Act on Credit Institutions other than Commercial Banks and Savings
Banks (123/1993), Act on Electronic Money institutions (37/2002), and provisions concerning the establishment and operations
of securities firms and securities brokerages contained in the Act on Securities Transactions (13/1996). The Act enacts a number
of changes that take aim of new and altered market conditions, articles were added to meet new requirements and others removed
that no longer apply. Examples of new provisions include that the power is now given to the FME to issue and revoke operating
licences. This power was earlier vested with the Minister of Commerce. The FME is also given the authority to demand a capital
adequacy ratio higher than 8% for financial undertakings that are considered to be in an inadequate financial position with regard
to risk levels. The Act also provides a clearer definition than the previous legislation on what kinds of violations are punishable

and specifies classes of violations.




Regulation on Deposit Guarantees and Investor Compensation Scheme (120/2000).

Amendments:
- Regulation 864/2002: Amendments to three provisions in Regulation 120/2000.

Regulation on the Solvency Ratio of Financial Undertakings (530/2003).

The rules now cover financial undertakings instead of credit institutions, securities companies and securities brokerages. Electronic
money institutions are exempt, however, as they are covered by special equity capital rules in accordance with Article 80 of the
Financial Undertakings Act (161/2002). New types of undertakings covered by the rules are the management companies of
UCITS.

Regulation on the Solvency Ratio of Financial Undertakings (530/2003).

The rules now cover financial undertakings instead of credit institutions, securities companies and securities brokerages. Electronic
money institutions are exempt, however, as they are covered by special equity capital rules in accordance with Article 80 of the
Financial Undertakings Act (161/2002). New types of undertakings covered by the rules are the management companies of
UCITS.

Regulation on large exposures of financial undertakings (531/2003).

The rules (previously a regulation issued by the Ministry of Commerce) now cover all financial undertakings instead of credit
institutions and undertakings offering securities services. New types of undertakings covered by the rules are the management
companies of UCITS and electronic money undertakings.

Rules on the auditing of credit institutions (540/2003).

The rules now apply to all financial undertakings, whereas previously they covered credit institutions, securities companies and
securities brokerages. New types of undertakings covered by the rules are the management companies of UCITS and electronic
money undertakings.

5 3 The securities market

Act on Deposit Guarantees and Investor Compensation Scheme (98/1999).

Amendments:
- Act no. 139/2002: Provisions on amendments to Article 8 of the Act, stating that all obligations entered into prior to the
revocation of a licence or the exclusion of a branch from the fund shall enjoy insurance coverage in accordance with Chapter
III of the Act.

Act on Financial Undertakings (161/2002).

The Financial Undertakings Act (161/2002) unifies in a comprehensive overall legislation on financial undertakings the Act on
Commercial Banks and Savings Banks (113/1996), Act on Credit Institutions other than Commercial Banks and Savings Banks
(123/1993), Act on Electronic Money Undertakings (37/2002), and the provisions concerning the establishment and operations
of securities firms and securities brokerages contained in the Secures Transactions Act (13/1996).

Act on Undertakings for Collective Investment in Transferable Securities (30/2003).
The Act introduces an amendment to the directive on joint investment while at the same time creating a more favourable

environment for the operation of joint investment funds in Iceland and encouraging more effective consumer protection.

Act on Securities Transactions (33/2003).
The Act presents a comprehensive legislation containing rules of conduct in the securities market and provisions on the rights

and obligations of financial undertakings licensed to trade in securities. The provisions of the Act are based on the current legislation
on securities transactions (13/1996) and the Act on Activities of Stock Exchanges and Regulated OTC Markets (34/1998).

Regulation on Deposit Guarantees and Investor Compensation Scheme (120/2000).

Amendments:
- Regulation 864/2002: Amendments to three provisions of Regulation 120/2000.




Regulation on Securities Transactions (630/2003).
This regulation specifies which parties can be defined as professional investors in accordance with Article 2, subparagraph 7c, of
the Securities Transaction Act (33/2003) and the conduct of public offering of securities. The regulation repeals the regulation
on takeover bids (432/1999) and the regulation on public offering of securities (477/2001).

Regulation on examinations in securities transactions (633/2003).

The regulation deals with the conduct of examinations in securities transactions, cf. Article 53 of the Financial Undertakings
Act (161/2002). These examinations are called securities transaction exams. The employees of a financial undertaking who are
in charge of day-to-day trading in financial instruments (cf. Article 3, item 6.1 of the Financial Undertakings Act) shall have
passed a securities transaction exam. This regulation repeals Regulation 506/2000 on examinations in securities brokerage.

Rules on Index Funds (331/2003).

The rules apply to index funds operating in accordance with the Act on mutual funds (10/1993). This Act contains provisions
to the effect that mutual funds, or individual departments of such a fund, are permitted to invest up to 35% of their assets in
securities issued by a single party, provided that the Articles of Association and investment policy of the fund, or the department
in question, state that its portfolio should reflect a specific securities index.

Rules on the Solvency Ratio of Financial Undertakings (530/2003).

The rules now cover financial undertakings instead of the previous credit institutions, securities firms and securities brokerages.
Electronic money undertakings are exempt, however, as they are covered by special equity capital rules in accordance with Article
80 of the Financial Undertakings Act (161/2002). New types of undertakings covered by the rules are the management companies
of UCITS.

Rules on large exposures incurred by financial undertakings (531/2003).
The rules (previously a regulation issued by the Ministry of Commerce) now cover financial undertakings instead of the previously
stated credit institutions and undertakings offering securities services. New types of undertakings covered by the rules are the
management companies of UCITS and electronic money undertakings.

Rules on the auditing of financial undertakings (532/2003).
The rules now cover financial undertakings instead of credit institutions before, i.e. securities firms and securities brokerages.
The management companies of UCITS and electronic money undertakings are new types of undertakings covered by the rules.

Rules on the auditing of credit institutions (540/2003).

The rules now apply to financial undertakings, whereas previously they covered credit institutions, securities companies and

securities brokerages.

5 4 The pension savings market

Act on the Mandatory Guarantee of Pension Rights and the Operation of Pension Funds (129/1997).

Amendments:
- Act no. 73/2003: this Act amends domestic legislation to the extent required by the Vaduz Agreement, primarily provisions

concerning trading in financial instruments, service contracts, investments and establishment rights.

Regulation on the mandatory guarantee of pension rights and the operation of pension funds (391/1998).

Amendments:

- Regulation 293/2003: Amendments to three provisions of Regulation 391/1998.

Rules amending Rules no. 55/2000 on the annual accounts of pension funds (765/2002).

The FME has issued Rules no. 765/2002 amending Rules no. 55/2000 on the annual accounts of pension funds. The amendments
concern the repeal of provisions concerning inflation statements. Amendments are also made to Appendix III by introducing
rules for annual financial statements that include a special principle for the computation of net real returns of pension funds that
calculate the exchange rate of their assets on a daily basis, cf. also Act 10 of Rules 765/2002.




5 5 The insurance market
Act on Insurance Activity (60/1994).

Amendments:

- Act no. 29/2003 amending the legislation on Insurance Activity. The Act amends the insurance legislation as required by the
enactment of the so-called Fourth Directive on motor vehicle insurance, i.e. 2000/26/EU, including the handling of claims for
losses abroad, claims settlement officers, claims settlement centres and information centres. The enactment of the Directive also
resulted in amendments to the Traffic Act (50/1987) with Act no. 26/2003. A new regulation on mandatory motor vehicle
insurance 392/2003 came into effect pursuant to these amendments.

- Act no. 34/2003 amending the legislation on Insurance Activity. The amendment is the result of the enactment of the EU
directive on the restructuring and dissolution of insurance companies 2001/17/EU. The principal aim of the directive is to ensure
reciprocal recognition of measures taken by EU member states and co-operation concerning the financial restructuring and

dissolution of insurance companies and a specific minimum coordination of domestic rules.

- Act no. 37/2003 amending the legislation on Insurance Activity pursuant to the enactment of the EU directive on the minimum
solvency of insurance companies 2002/12/EU and 2002/13/EU. Minimum amounts are upgraded.

Regulation on calculating the solvency ratio of insurance companies (459/2003).

Regulation on assets included in the solvency ratio of insurance companies and the calculation of minimum solvency
(632/2003).

Regulation 699/2003 amending Regulation 646/1995 on matching assets on the technical provisions of insurance companies.

5.6

FME Guidelines

The FME has issued general guidelines in a range of areas pertaining to the financial market. FME guidelines are based on legal
authority granted by Article 8, paragraph 2, of the Act on Oftficial Supervision of Financial Operations (87/1998).

This provision authorises the FME to issue and publish general guidelines on the operations of parties subject to supervision, on the
condition that the area under discussion concerns those parties as whole or in individual groups.

Guidelines no. 2/2001 on the content of the rules of securities issuers concerning the handling of insider information
and insider trading, with amendments.

Guidelines no. 2/2001 were republished with amendments pursuant to Act 39/2002 and the new Securities Transactions Act
(33/2003) which entered into force on 1 July last. Amendments to the guidelines are in line with amendments to laws, such as
the wording of the provision on insider fraud, the scope of the rules, and the definition of concepts. In addition, there are
amendments to the wording of the provision authorising the custodian of rules to reject insider trading, which has met with some
criticism.

Guidelines no. 7/2002 on the working procedure of independent insurance brokers.

In its communications with consumers and insurance brokers, the FME has become aware of a certain lack of rules on a range
of issues concerning insurance mediation. The guidelines have to a large extent arisen from concerns expressed and observations
made to the FME during its supervision of insurance brokers.

Guidelines no. 1/2003 on rules for financial undertakings, cf. Article 54, subparagraph 2, of Act 161/2002.

Article 54, paragraph 2, of Act 161/2002 stipulates that the executive boards of financial undertakings shall adopt rules of procedure
which detail the areas of responsibility of board members. The guidelines deal with specific issues which have come under discussion
in communications between the FME and financial undertakings.




