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INTRODUCTION

The Annual Report of the Financial Supervisory Authority (FME) for the year 2007 contains an overview of the implementa-
tion and organization of financial supervision as well as trends and outlook in the financial market. The report covers the period
from 1 July 2006 to 30 June 2007 although reference may be made to the month of publication, i.e. November 2007, if necessary.
Included in the report is a list of all parties subject to supervision as of 30 June 2007 with reference to changes to their operat-

ing licences during the period. Also included is an overview of amendments to laws and regulations for the financial market and

a detailed listing of FME Guidelines and legal interpretations. Highlights from the FME’s annual financial statements for the year
2006 are appended to the report. The Annual Report of the FME can be downloaded from the FME website, www.fme.is. The
FME website contains a range of interesting and useful material on the financial market in Iceland and the organisation of official

supervision of financial activities.

FME Board of Directors:
Larus Finnbogason, Certified Public Accountant, Chairman
Sigridur Thorlacius, attorney, Vice-chairman

Ingimundur Fridriksson, Governor of the Central Bank of Iceland

Alternates:
Kjartan Gunnarsson, Office Manager, Ministry of Commerce
buridur Jénsdottir, District Court Attorney

Sigridur Logadottir, Chief Attorney, Central Bank of Iceland

Director General: Jénas Fr. Jonsson
Deputy Director:  Ragnar Haflidason




FME ACTIVITIES

1.1 Emphasis in an International
) Environment

Challenges and Prospects

The main purpose of rules in the financial market is to ensure
stability and safety in the management of financial services
companies, to safeguard the equality of their customers and

investors, and in general to enhance healthy business practices.

The role of the Icelandic Supervisory Authority (FME) is to
work towards these goals and to ensure that Icelandic financial
markets are known for integrity and reliability. This is achieved
by monitoring the financial position and risk of the financial
undertakings in the market, verifying the eligibility and cred-
ibility of owners, and by participation in specific communica-
tion of the financial markets’ supervisory bodies, as well as
monitoring the implementation of rules. Thus, the FME is an

important component of the market’s infrastructure.

The Icelandic financial market has in the recent period been
characterized by brisk growth, particularly increased overseas
activities. This development has, and will, increasingly charac-
terize FME’s assignments and work procedures. In the coming

year, the FME will put emphasis on the following issues:

Overseas operations

The FME will increasingly monitor the branches of Icelandic
undertakings, or do so in cooperation with foreign supervisory
bodies, especially where operations of Icelandic undertakings
are considerable. Strategies devised at the beginning of 2007
regarding the FME’s activities abroad will be fully implemented
in 2008.

Integration Risk

The FME will emphasize, possibly in cooperation with its
foreign sister institutions, on monitoring the internal processes
of financial undertakings to ensure that the capacity of support
systems, such as evaluation processes and lending approval,
risk management, internal review and observation of regula-
tions, are proportionate to their growth and that oversight and
monitoring on a consolidated basis is adequate. Considerable
growth over a short period of time which extends to many
undertakings in several countries carries an integration risk.
This risk increases with the changes that have taken place in the
regulatory environment in the last year with new regulations,
such as Basel II and MiFID.

Analysis and Self-Evaluation

Financial reports delivered by supervised entities will be
analyzed with the purpose of identifying deviations or undesir-
able developments from the FME’s predetermined premises.
To make such analysis more focused and efficient for both

the FME and supervised entities, the FME constantly reviews
its report forms with regard to need, frequency, content, and
instructions. Parties subject to supervision will in certain areas
perform self-evaluation in the implementation of certain com-

ponents.

Thematic Inspections and Reactions

On-site inspections will increasingly be based on thematic
inspections where specific risk components will be reviewed
rather than performing an overall inspection. The FME will
furthermore emphasize “reactive” inspections if the occasion
arises, for example due to considerable analytical deviations

or events in Icelandic or international markets. The FME will
especially emphasize follow-ups to ensure that problems discov-

ered in previous inspections have been corrected.

Eligibility of Undertakings, Owners and CEQs

The FME will continue to resolutely emphasize regulations re-
garding the eligibility of undertakings, owners, and CEOs. This
is done through applications for operating licenses, applications
for qualitying holdings in financial undertakings and ongo-

ing assessment of owners’ behaviour, eligibility assessment for

CEOs, and general supervision of CEO competence.

Concentrated Ownership

The FME will continue to put emphasize on the prevention of
the damaging effect of concentrated ownership in financial un-
dertakings. There are strong eligibility requirements for owners
of qualifying holdings. Good corporate governance will be
especially considered, such as in cases of conflicts of interest and
rules regarding board approval of business transactions. Transac-
tions between connected parties must be appropriately handled
and be based on the arm’s length principle in a verifiable way.
Rules on large exposures must be followed, especially consider-
ing connecting related parties as one exposure and, when in
doubt, select the more conservative alternative when determin-

ing concentration risk.




1.2 Strategy and Organization

1.2.1. Strategy

In the last year, the FME emphasized on implementing the Bal-
anced Scorecard concept, which is based on 15 main strategy
objectives as defined in a strategy chart in which the results of the
FME’s work, is accessed by spesific key measurements. A special
steering group is in charge of adopting the concept, and the FME

will publish the results of the measurements for 2007 in early 2008.

Project Management

The FME handles numerous projects concerning supervi-

sion, strategy, and information technology. In order to further
support professional work practices and goal setting, FME’s
employees took part in a project management course in 2006
and subsequently adopted a new work strategy in which exten-
sive projects, their goals, products, and costs are defined at the
outset and the projects then managed according to a predeter-
mined process. This approach has worked well, and the FME
intends to further utilize project management methodology in

its’s day-to-day work.

FME’s strategy concerning overseas operations

The rapid growth of Icelandic financial undertakings in interna-
tional markets has transformed the Icelandic financial market in
a short period of time. At the end of October 2007, Icelandic
financial undertakings have announced 56 overseas operating
units in 21 countries to the FME. This increased activity abroad
has a significant effect on FME’s operations, which has devised a
specific strategy on international operations. The strategy applies
to the supervision of branches, subsidiaries, and representative
offices of financial services undertakings. The increased activities
of Icelandic undertakings outside of EEA call for the FME to
establish Memorandums of Understanding (MoU) with supervi-
sory authorities in other countries. During the last calendar year,
the FME signed MoU’s with supervisory authorities in the Isle
of Man, China, and Dubai. The FME operates in an interna-
tional environment and employs well educated people with
experience and education from abroad. The FME’s international
strategy is intended to effectively utilize that knowledge and
experience and to increase supervision of Icelandic undertakings

abroad as required by international obligations.

1.2.2 Information Activities

Distribution of information and corporate communication is an
important part of the FME’s operations. During the past year,

the FME hosted about 40 meetings with 85 guests, including a
number of foreign experts, representatives of credit rating agen-
cles, financial undertakings and international institutions, as well
as Icelandic guests. In these meetings the FME has introduced it’s
operations and the Icelandic financial market. Participants in these

meetings have without exception reported that they are pleased

with the information received from the FME. The FME has also
increased information dissemination to the media and other stake-

holders in accordance with its policy on increased transparency.

Table 1

Key measurements

AV Solid financial services market

V 1.1. | Average score of the FME’s risk assessment

V 2. Influencing the development of the market

V 2.1. | Opinion of market players on the FME’s role in
influencing the development of the market

V 2.2. | Number of public guidelines

V3. Good business practices applied on the market

V 3.1. | Number of incidents and deviation from a
defined norm

V 4. Credible supervision

V 4.1. | Opinion of market players on the FME’s role
regarding credible supervision of the market

I1. Focused selection of tasks and clear task
responsibility

I1.1. | Deviation from the FME’s work plan

[1.2. | Proportion of specific projects in the FME’s work plan

I2. Top quality operations

[2.1. | Number of projects analyzed regarding quality
and process

12.2. | Number of approved/revised key processes

I3. Efficient handling of tasks

13.1. | Average process time of projects

13.2. | Proportion of projects older than 1 year

I4. Increase in use of electronic processing
[ 4.1. | Proportion of electronic processes

I5. Efficient flow of information

I5.1. | Number of information events

S 1. Good know-how of staff

S 1.1. | Proportion of employees with more than 3 years’
work experience

S 1.2. | Number of employees who undertake re-educational
seminars/courses

Exemplary information systems

S 2.1. | Status of information system
(cf. FME Guidelines no. 1/2005)
S 3. Desirable workplace

S 3.1. | Opinion of employees (workplace study)

S 3.2. | Number of job applications

F 1. Financial balance in operations

F 1.1. | Deviation from budget

F 2. Efficient operations

F2.1. | Weighted assets of the financial market
pr. EME employee

F 3. Income secured for new tasks

F 3.1. | Proportion of new tasks analyzed for cost,
which result in budgetary increase

Meetings and seminars for supervised entities

In the past year the FME held a few introductory meetings for
parties subject to supervision. The Securities Unit organized
meetings regarding the adoption of a reporting system for the
securities market and on the implementation of EU’s MiFID di-
rective. The insurance division held a series of meetings on QIS

3 on the calculation of solvency claims due to insurance risk and




insurance debt. The insurance division also held introductory
meetings on the regulatory environment in the insurance market
and the obligations of insurance companies. These meetings
were held at the companies headquarters. An introductory
meeting on reporting obligations according to Act 32/2005 on
Insurance Intermediation was held with insurance companies
and insurance brokers at the agency in November 2006.

At the end of 2006 and beginning of 2007 the FME held five
introductory meetings for parties subject to supervision regard-
ing the electronic submission of reports. Beginning in January
2006, the FME began receiving reports from parties subject to

supervision into an electronic reporting database system.

Liu Mingkang, formadur kinverska bankaeftirlitsins dvarpar fundargesti

Conference ahout the Expansion of Financial
Undertakings to China

At the beginning of June the FME held a breakfast conference
on the expansion of Icelandic financial undertakings to China.
The occasion was the visit of the chairman and delegation of
the China Banking Regulatory Commission (CBRC) and the
signing of an MoU between the two authorites due to the
operations of Icelandic financial undertakings in China. FME’s
chairman, Larus Finnbogason, FME’s director Jonas Fr. Jonsson,
CBRC’s chairman Liu Mingkang, and Glitnir’s CEO Larus
Welding spoke at the conference. About 50 people attended

the conference.

Report on Financial Reporting in Foreign Currency

Last year February 2007 the FME issued a report on finan-

cial reporting in foreign currency. The report was issued as a
professional input in the discussion regarding this issue, but the
investment bank Straumur-Burdaras had shortly before received
approval to change its reporting currency. Other banks had pre-
viously declared similar plans and the FME deemed it appropri-

ate to review the effects of such a change.

FME in the Spotlight

In the past year considerable discussion about the importance
of the FME for the Icelandic financial markets took place.
Representatives of parties subject to supervision pointed out the
importance for the FME to grow in proportion to the growth

and expansion of financial undertakings. This view also became

apparent in a speech by the chairman of the Icelandic Financial
Services Association (IFSA) at the association’s annual meet-
ing in April 2007, in which he proposed that the FME should
be greatly strengthened to enable it to handle larger and more
international projects. The same opinion was espoused by the
chairman of the Icelandic Pension Funds Association, who said
the pension funds operated under strict supervision and it was
important for the FME to be able to continue its supervisory

activities in an efficient manner.

The Policy Statement of Government of Iceland stipulates that
emphasis will be placed on strengthening the FME to enable
the Icelandic financial market to enjoy complete confidence.
Icelandic editorial writers have also discussed the important
role of the FME and emphasized that the institution be able

to shoulder the increased responsibilities that accompany the

globalization of Icelandic financial undertakings.

1.2.3 IT Strategy

The FME has devised an ambitious IT strategy whose main
objectives are to increase efficiency and simplify processes. Its

key features are:

H All communications with parties subject to supervision
shall be electronic.

M There will be a processing system for the primary analysis
of data which will also serve as an early warning system.

M Databases and the FME’s case management system will be
coordinated to facilitate the storage, processing, and use of
information.

M Information security must be reliable and the FME will
apply for ISO 27001 certification.

B Web management systems and the FME webpage should
support efficient and effective dissemination of information
at different levels, i.e. internal network (within the institu-
tion), external network (specific sites for individual parties
subject to supervision or partner institutions) and Internet
(for the general public).

B Software and hardware meet all requirements at any point
in time.

B The FME must be able to fulfil all international commit-
ments concerning information communication, such as
TRS (Transaction Reporting System) and OAM (Offi-
cially Appointed Mechanism).

Electronic Report Submission
In early 2007 the FME adopted an electronic report submis-
sion system which accepts annual reports from parties subject to
supervision. The agency annually receives approximately 4000
reports. The purpose of the system is to improve the agency’s
overview of report submissions, increase safety of data transfers,

facilitate analysis of data and eliminate paper report submissions.




The electronic report submission system also facilitates reporting
for parties subject to supervision and provides them with better
oversight of the reports sent to the agency. The FME estimates
to save approximately 1100 working hours annually by not
having to classify, record, and scan reports previously submit-
ted to the agency on paper. The FME is currently working on
developing the system, including checking reports for errors and
downloading reports directly from the databases of parties subject
to supervision. A system that makes it possible to automatically
submit insider lists has also been developed. This system was

developed in cooperation with parties subject to supervision.

Automatic Analytical System — Early Warning System

The FME is developing an automatic analysis system, so-called
carly warning system, which determines deviations and warn-
ing signals and makes automatic analysis of data possible and
provides an overview of the operations of the various parties

subject to supervision.

New Website and Intranet

In 2007 the FME adopted a new web content management
system and following that, a new web page. Visits to the home
page have increased considerably; foreign visitors use it to find
information about Icelandic financial markets. The website
was changed somewhat to make information more accessible.
Certain information is also automatically uploaded to the web-
site. Insider lists which parties subject to supervision submit to
the electronic report submission system are now automatically
uploaded to the FME webpage. Prospectuses for about market
securities, which the FME is obliged to publish officially, will
also automatically be published on the FME webpage. Both
save work and time that FME staff can use for other important

projects.

Preparations are under way in developing a new intranet for the
FME and it is expected to be operational in the year 2008. The
objective of using an intranet is to improve knowledge manage-
ment and flow of information, increase efficiency and quality of

methods of work and to support the FME’s business culture.

Reporting System and MiFID

Considerable preparation work was done for the implementa-
tion of the Transaction Reporting System (TRS) stipulated by
MiFID at the beginning of November 2007. The FME has in
collaboration with Nordic and Lithuanian supervisory authori-
ties developed a common system for the collection of informa-
tion on financial transactions. The TRS system is the largest
information technology project in which the FME has been
involved. The chief gain from this project is cost-efficiency, and
parties subject to supervision in the countries concerned will
enjoy the benefits of a harmonized interface for the Nordic and
Lithuanian markets, but many Icelandic and Nordic financial

undertakings operate in these markets.

Supervision of IT

Supervision of IT developments with parties subject to super-
vision will continue to be an important feature of the FME’s
activities. In recent years, some of the largest undertakings have
emphasized this component. In 2005 the FME issued Guidelines
no. 1/2005 on the management of IT systems of parties subject to
supervision. Supervisory procedures based on the guidelines have
been outlined. IT supervision will take place concurrently with
other types of supervision and will be incorporated into regular
surveillance activities. Parties subject to supervision will increas-

ingly carry out electronic self-evaluation on IT status.

The FME emphasizes that parties who have applied for operating
licenses fulfil the requirements of the Guidelines and has done
considerable work collaborating with operating license applicants
and assisting them in fulfilling the Guidelines requirements. It is
important that parties subject to supervision construct their IT
systems from the outset in accordance with the FME’s Guide-

lines.

1.2.4. Organization and Human Resources
Organization

The activities of the FME are divided into four operational units
and a supporting service under the control of the Director Gen-
eral. The Director General determines which tasks fall under each
unit or supporting service. The Director General may appoint
one or more individuals to oversee projects in certain units and

delegate to them responsibilities over certain tasks.

Human resourses

The FME is a knowledge-based institution which emphasizes
that employees are satisfied in their jobs and are able to utilize
their knowledge and experience in day-to-day activities as well as
for professional advancement. A survey among public employ-
ees done by the Institute of Political Science and Politics at the
University of Iceland and the consulting firm ParX in Novem-
ber 2006 for the Ministry of Finance showed a high level of job
satisfaction among FME employees, higher than among other

employees in the public and private sectors.

Board of Directors
The Director General
The Deputy Director General,

Credit markets unit Insurance markets unit
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Securities market unit UCITS unit




The FME has devised a special continuing education policy and

pays for the job-related continuing education of its employees, in-
cluding seminars, introductory meetings and other more extensive
educational opportunities. 70% of the FME’s employees made use

of these educational offers in 2006-2007.

At mid-year 2007 the FME had a staft of 54 (45 full-time
employees), including temporary and summer employees. The

division is as follows:

Bl 18 Economists and Business Specialists
W 18 Attorneys

W 2 Actuaries

W 4 IT Specialists

B 4 Other Specialists

B 4 Office Staff

B 9 Temporary and Summer Positions

- - 1 .'! ' .. .I- / : 3 .

The FME’s employees on the top of Hvannadalshjitkur, Iceland’s highest point, in the spring 2007.

1.3 | Various Statistics on FME Activities

Case/Hours Processing

A total of 1179 new cases were registered with the FME during
the reporting period. “Case” refers to any kind of aftair brought
to the agency, analytical projects of various sort that are created
during the supervisory process as well as projects regarding
agency operations. The cases are miscellaneous in scope, subject
matter and required processing time. The following table
includes the total number of new cases and various information

regarding the number of FME projects from its case record.

For comparison, figures for the preceding 12 months are also
included.

Table 2

. Period
Some statistics on FME case oo

1.07.2005-|1.07.2006-

processing
30.6.2006 | 30.6.2007
Cases opened during the period 1123 1179
On-site inspections 45 36
Operating licenses (new or supplemented) 8 5
Validations of securities funds and
. 29 22
investment funds
Comments on the articles of associa-
. . 21 17
tion of pension funds
Authorizations for qualifying holdings 14 12
Registration of notices regarding
cross-border services from foreign 1236 421
parties within EEA
Notices regarding overseas operations of
» TEBATS ) © 43 44
Icelandic parties subject to supervision
Eligibility assessment for CEOs of 91 2
parties subject to supervision
Regulations, guidelines, interpreta-
. . 3 8
tions, and translations
Remarks, recommendations,
358 453

requests for corrective action

Daily fines 18 26

Administrative fines (only in a

limited area of the securities market) 15 8
Financial penalties 1 0
Referral to the National Commissioner 5 0

of the Icelandic Police, cf. Act 87/1998,
Article 12
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The FME case record is linked to its hourly registry and pro-
vides information on the division of disposable time between
project categories. That information is used to determine
proportional division of the FME’s operational costs between
parties subject to supervision. The following table shows the
division of disposable hours for the years 2005 and 2006.

Table 3

Proportional division of disposable

hours hetween groups of parties 2005 2006

subject to FME supervision % %o

Credit undertakings 50 50

Insurance companies and insurance

brokers ’ 18 18

Pension funds 18 16

Management companies of UCITS 3 5

Securities undertakings and securities 1 1

brokerages

Issuers of equity and bonds 9 9

Others 1 1
100 100

FME Operations in 2006 and Estimates for 2007

The FME’s expenses for the year 2006, including the purchase
of assets, amounted to a total of ISK 390.6 million. Income for
the year, including interest income, came to ISK 449.7 million.
Income from supervision fees was ISK 435.1 million. This gives
an operating surplus of ISK 59.1 million. The FME’s equity

at the end of 2006 was ISK 49.0 million. Not included in the
preceding figures are costs and revenues related to rulings com-

mittees which are hosted by the FME.

The FME’s 2006 operating budget anticipated an ISK 16.6
million income surplus to balance out an anticipated negative
capital position at the beginning of 2006. Final income surplus
for the year 2006 came out at ISK 59.1 million. The explana-
tion for this increase is mainly that supervision fees for 2006
were ISK 11.2 million higher than anticipated, salary expenses
were ISK 28.3 million lower and interest income and other
income in excess of ISK 11.6 million. Other agency costs were
ISK 8.4 million higher than anticipated. The most significant
deviation is related to personnel costs, delays in the hiring of
employees and changes in the makeup of the agency’s staft
following a significant personnel turnover. Increased supervi-
sion fees in excess of anticipation are due to licenses for parties
subject to supervision that were not foreseen at the time of the

preparation of the FME’s operating budget.

The FME’s 2007 operating budget anticipates that costs
without rulings committees will come to ISK 607.6 million.
Income, including interest income, is expected to be ISK

609.3; thereof income from supervision fees ISK 601.9 million.

Income surplus for 2007 is expected to be ISK 1.7 million.
Given the agency’s ISK 49 million equity at the beginning of
2007, equity at the end of 2007 is expected to be ISK 50.7.
According to Act 99/1999 on the Payment of Cost for Public
Supervision of Financial Activities, the FME presumes a special
reserve fund, which at the end of 2007 is expected to be ISK
30 million. Equity less this reserve fund is anticipated to be ISK
20.7 million at the end of 2007, which will be subtracted from

levied supervision fees for 2008.

Key statistical information from the FME’s annual accounts
for 2006 is detailed in Chapter 6 of this report. The annual
accounts are published in their entirety on the FME website.
The FME’s operating budgets and supporting documents are
enclosures with the Secretary of Trade’s annual bill amending

Act 99/1999 on the Payment of Cost for Public Supervision of

Financial Activities.

Photo: NordicPhotos




FINANCIAL MARKETS

2 Implementation and Organisation
) of Supervision

2.1.1 On-site Inspections

On-site inspections are conducted through visits to the business
premises of parties subject to supervision for the purpose of
examining various aspects of their activities. On-site inspec-
tions are either planned in advance as part of the FME’s project
schedule or arranged when special incidents or conditions

call for specific action by the FME. Each on-site inspection is
concluded by drafting a report on the outcome with remarks,
comments or requests for corrective action as needed in each
particular case. The FME monitors compliance with the find-

ings presented in the report.

The Credit Market

One of the major projects scheduled for 2007 was to conduct

a survey of the credit risk of the largest financial undertakings.
This was done through on-site inspections at the six largest
undertakings in September. The overall objective was to gain a
solid overview of the credit risk of banks and the largest savings
banks. This was partly achieved by assessing risk management
and internal control in these areas. The inspections focused on
the on-site collection of various data concerning credit activities
and assessing whether the loan framework and internal control
systems were sufficient. A summary of the results of this survey

will be published as soon as they become available.

Examination of the internal control systems and risk manage-
ment of one of the commercial banks was completed during
the period. For the credit market in general, a total of 12 other
on-site inspections were carried out during the period. An in-
tegral part of these inspections are regular benchmark meetings
held with the CEOs of the financial undertakings concerned to
discuss their operational objectives, various operational risks and
risk distribution, overseas activities and a range of matters which

are specific to each particular undertaking.

On-site inspections regarding the implementation of rules
against money laundering and terrorist financing were conduct-
ed at the premises of three Icelandic financial undertakings and

one branch office of a foreign financial undertaking.

Supervisory visits were made to two overseas branches of Ice-
landic banks, but these visits are the first on-site inspections to
be conducted abroad. These inspections included the innova-
tive supervisory feature of examining the extent to which the
banks were prepared to face external crises such as pandemics

and natural disasters.

The Securities Market

In its supervisory capacity the FME conducted one examination
of the securities trading procedures of one commercial bank
with a focus on Chinese walls, compliance and securities trading
practices — in particular asset management, private banking
services, brokerage and own-account investment. This com-
prehensive survey was conducted through on-site inspection
and data collection. In line with the FME's transparency policy,
the results of this survey will be published on the Authority‘s

website.

An examination of the practices of a securities undertaking

was also made during the period. The focal areas were various
operational aspects, such as Chinese walls and compliance.
Following the examination a report was drafted containing the
FME'‘s comments and request for corrective action which was
to be completed within a given timeframe. In line with the
FME's transparency policy, the results of the examination were
published on the Authority‘s website. The findings indicated
insufficient compliance and serious comments were also made
concerning the failure to observe laws and regulations concern-

ing Chinese walls.

The Pension Market

Two on-site inspections were completed during the period

as were reports on two previous inspections. There was an
emphasis on following up on remarks on corrective action and
comments that had been made in earlier reports. Inspections

of pension fund activity focus on all major operational areas
including investment, pension rights accounts, actuarial surveys,
investment policies, annual financial statements and internal
control. During the period there was also an emphasis on
monitoring compliance with the legislation on measures against
money laundering and terrorist financing, which will become a
standard supervisory feature in the future. The majority of re-
marks and comments following on-site inspections of Icelandic
pension funds concerned investment and investment classifica-
tion pursuant to the Pension Act, investment policies, annual

financial statements, internal control and internal rules.

UCITS and Investment Funds

The core function of the management company of an under-
taking for collective investment in transferable securities and
investment funds is to establish and operate funds of this kind.
The management companies are financial undertakings licensed

by the FME. During the period, two on-site inspections were

1
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made at the premises of management companies with a special
emphasis on the autonomy and independence of the companies

and clear separation of principal activities.

Insurance Companies and Insurance Mediation

In the insurance sector specific surveys were conducted into the
activities of two non-life insurance companies and three insur-
ance intermediaries through on-site inspections and follow-up
measures. The visits to the insurance companies focused on
examining financial position, accounting records, reinsurance
cover, claims history and the handling of claims. During the
period the novelty of holding strategy meetings with the CEOs
of the three largest insurance companies was introduced. In
total, three such meetings were held and the agenda included
discussions of the operational emphases of the companies as well
as the emphases of the FME. Three introductory meetings were
also held with the insurance companies to discuss the supervi-
sory function of the FME and the obligations of parties subject
to supervision, the FME’s international co-operation and pro-
cedures for the notification of services between countries and

the use of data gathered for the purpose of financial supervision.

Visits to insurance intermediaries focused on all major opera-

tional areas, such as financial position, operations and compli-
ance with the reporting requirements of the Insurance Media-
tion Act 32/2005, etc.

Supervision of Measures against Money Laundering
and Terrorist Financing

Money laundering is an international problem which has, in the
wake of increased economic globalisation and the free flow of
capital across borders, become a significant part of international
crime, such as terrorism and drug trafficking. The FME places
great emphasis on the efficient monitoring of measures against
money laundering and terrorist financing.

The year 2006 saw the introduction of new procedures for

the surveillance of money laundering and terrorist financing
which have given good results. These new procedures were,
for instance, applied during the period to overall surveys of the
activities of three financial undertakings. Similarly, the exami-
nation of measures against money laundering is conducted as

a part of other inspections of the activities of parties subject to
supervision.

Following a new legislation on money laundering in June 2006,
the FME has been preparing guidelines on measures against
money laundering and terrorist financing in order to clarify
certain legal issues. These guidelines are likely to form a future
basis for corrective action requested by the FME by reference
to current laws and regulations. The guidelines are published as
a draft on the FME website under the title of Discussion Paper
5/2007. They have also been posted for comment to parties

subject to supervision and other professional bodies. Some

comments have already been made to the guidelines which are
likely to be finalized before year-end 2007.

During the period, the Financial Supervisory Authority and the
Prosecutor of Economic Crime signed an inter-institutional
agreement concerning the collaboration of these two authorities
on measures against money laundering and terrorist financing.
The aim of the agreement is to facilitate the exchange of infor-
mation and enhance reporting and education on these matters.
There is a special emphasis on the exchange of information
gained from international collaboration as well as information

on notifications of suspected money laundering.

2.1.2 Off-site Inspection

Off=site inspections conducted by the Financial Supervisory
Authority without visiting the premises of a financial undertak-
ing fall within the sphere of financial supervision. This involves,
for instance, the examination and analysis of data submitted

on a regular basis or as part of a special survey. Every year, the
FME thus collects around for thousand reports on a range of
topics from parties subject to supervision. The frequency of

regular report submissions varies between areas of examination.

Electronic Data Processing

The FME is currently developing an electronic early warn-

ing system to provide a regular and automatic analysis of data
collected by the Authority and issue advance warnings as to
dangers or threats to the operations of parties subject to supervi-
sion. Specific indicators have been defined for each market, i.e.
ratios which are largely comparable between undertakings en-
gaged in similar activities. The indicators are further sub-divid-
ed into statutory and non-statutory ratios. Yellow and red alerts
have been identified for all indicators with red alerts referring
to statutory ratios as applicable. Red alerts generally signify a
threat to the ongoing activities of parties subject to supervision,
whereas yellow alerts either call for a closer examination of
specific operational aspects or closer monitoring of the general
activities of the party concerned. The early warning system

has a dual function. On the one hand, it cuts down the FME"s
reaction time in the event of foreseeable operational difficulties
of parties subject to supervision and, on the other hand, enables
the FME to organize its supervisory scope to focus more pre-
cisely on risk factors and parties subject to supervision where
irregularities have occurred or where there appears to be greater
risk. The results for a few indicators will be tested towards the
end of this year, but the launch of a pilot version of the system
is planned for 2008.

The Credit Market

Financial supervision through the collection and processing of
data submitted by financial undertakings is primarily concerned
with performance and financial position, such as portrayed in

annual financial statements, audit reports and capital adequacy




reports. This type of supervision also focuses on the analysis of
claims and liabilities by geographical areas, the analysis of loans

by class and the breakdown of large exposures.

The so-called COREP report (Common Reporting) is one
of the innovations introduced during the period. This type of
report is based on FME Rules no. 215/2007 on the Capital
Requirement and Risk Weighted Assets of Financial Undertak-
ings. The reporting framework was developed by the Commit-
tee of European Banking Supervisors (CEBS) for the purpose
of harmonizing reports on the capital requirements of financial
undertakings within the European Economic Area. The FME is
currently preparing the publication of standards for ICAAP (In-
ternal Capital Adequacy Assessment Process) reports to provide
information on internal processes for assessing capital require-
ment. The ICAAP process expects that financial undertakings:
B adequately define, assess, monitor and collect data on their
own risk,
B have sufficient own funds corresponding to each undertak-
ing‘s risk assessment,
B employ and develop sound risk assessment systems.
Furthermore, a special form for reporting on the financing

requirements of financial undertakings was introduced.

Work has been carried out on developing a risk assessment
system for financial undertakings by which the undertakings are
divided into risk categories according to the following criteria:
a) The force of impact on the credibility of a financial
market, public interest or the interest of clients or the su-
pervisory objectives of the Financial Supervisory Authority
should an undertaking experience an operational crisis.
b) The chances for an undertaking to seriously upset supervi-
sory objectives on its specific risk level with reference to:
1. the operational policy of the undertaking,
2. trading risk (e.g. loan, market, liquidity and operational
risk) entailed in the undertaking’s activities,
3. financial structuring,
4. types of clients and services,
5. internal systems, internal control and rule compliance,

6. the undertaking’s organization and internal governance.

Financial undertakings are graded by their risk levels. This grad-
ing is primarily based on equity position, asset quality, liquidity

risk, market risk and management.

Results provided by the risk assessment system are, for instance,
used for the prioritization of supervision projects. The grades
awarded to the largest financial undertakings are used as criteria
by which to measure the security of the financial market which,
in turn, is one of the yardsticks for measuring the results of the

FME's activities.

Stress testing is an important feature of the FME's activities.
The purpose of these tests is to assess the extent to which

the parties concerned are prepared to face crises arising from
individual risk factors in their operations. An example of regular
stress tests carried out by the FME are those of market risk in
relation to equity securities and bonds, loan risk and the impact
of a weakening of the Icelandic kréna on the financial position
of financial undertakings. In addition to the above, the FME
conducts further stress tests that cover, for instance, fixed inter-
est rate risk on loan book items, increased stress on account of
lost loans and liquidity risk. The results of the stress tests are
one of the foundations for the FME’s assessment of the risk
position and financial strength of parties subject to supervision.
The introduction of Pillar 2 of the Basel II Framework means
an increased emphasis on stress testing by the FME as a means
for assessing the risk level of individual financial undertakings
as well as for the undertakings themselves to assess their own

capital requirements.

The Securities Market

During the period the FME continued developing an electronic
system for processing and administering all data concerning issuers
on insider lists. The issuers of listed equity securities and bonds
submit insider lists in an electronic format through this system,
which was formally taken into use towards the end of 2006. As
well as saving a great deal of time and effort for issuers, the system
simplifies administrative tasks such as the automatic publication
on the FME website of lists over the primary insiders of issuers

whose shares are listed on a regulated securities market in Iceland.

During the period the FME examined a few cases of instances

of potential insider trading and market abuse. Recent amend-
ments to the securities market legislation have helped to reinforce
supervision and restraint in this area of the financial sector. The
electronic transaction report system TRS is expected to add
more power and efficiency to the FME's market surveillance and
provide the Authority with added opportunity to intervene more
swiftly than before in the event of securities market violations.
This does, however, require that the FME keep up an efficient
system for processing and analysing the data submitted through
TRS.

Pension Funds

The quality and risk classification system for the pension funds
was developed further during the period with a view to provid-
ing direct access to the FME’s databases. The system consists

of a stress test and quality classification system and is primarily
intended for prioritising supervision of these funds while at the
same time giving a better overview of pension fund risk and the
necessary extent of risk management. During the period this
system was put to use during on-site inspections of individual

pension funds.
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The quality classification system is based on information stored
in the FME’s database in addition to other information on the
activities of the pension funds, such as report submissions to the
FME, internal control systems, the position of investments as
permitted by the Pension Act, remarks and comments directed
to the funds, long-term investment return and financial posi-
tion. Similar to the stress test for the pension funds, the system
is designed to support and systematically arrange the order of
priority for supervising the funds. As the stress tests, however,
only allow for financial risk factors, the quality classification sys-
tem is seen as a valuable enhancement with its coverage of fac-
tors relating to the operations of the pension funds. The quality
classification system can also be applied to all operating pension
funds whereas the stress tests, by nature, cannot be applied to

the operations of guaranteed pension funds.

During the period, the FME conducted four examinations of’
pension fund investment in order to determine whether the
investments of the pension funds concerned fell within the
framework provided for in the Pension Act and whether they
were classified as prescribed by law. Surveys of the pension
funds’ investment policies, annual financial statements and

internal control were also included in these examinations.

A survey of the investment policies of pension funds without
employer guarantees was continued during the period. The
purpose of the survey is primarily to examine whether the
investment policies meet the minimum requirements of the
Pension Act as well as current rules and regulations. Nearly all
of the above funds have had their investment policies surveyed
by the FME. Necessary remarks and comments on the results of

the survey have also been sent out to individual pension funds.

UCITS and Investment Funds

UCITS and investment funds must submit quarterly reports

on their investments. On an annual basis the number of such
reports is close to four hundred. The FME's electronic report-
ing system is designed to improve the efficiency of supervision
of UCITS and investment funds, give a better overview of their
investment activities and provide the management companies

with an easy and secure way to communicate information.

The Insurance Market

Over the coming months the FME has planned a compre-
hensive review of report submissions by insurance companies.
Anticipated information requirements on account of Solvency
IT will be given special consideration in this work as well as the
increased emphasis on consolidated supervision and supervision

on investment risk and risk management.

Among innovations in financial supervision during the period

was increased reporting on assets to cover technical provi-

sions. Reports are submitted quarterly and cover all classes of
insurance company investment. This change has the effect of
increasing supervision of the asset sides of balance sheets, but
insurance companies have in recent years come to rely increas-

ingly on investment revenue.

Reporting on reinsurance cover was increased so that in ad-
dition to statistical information, the insurance companies are
now required to submit explanatory reports on procedures and

emphases in this important branch of insurance.

The FME developed a new form for reporting on the cross
border activities of Icelandic insurance companies, which

have grown considerably in recent years. A summary of this
information is sent to other supervisory authorities within the
EEA, who in return forward information on similar activities of

foreign companies in Iceland.

During the period the FME examined the policy terms of
private property insurance, home insurance, business liability
insurance and mandatory motor vehicle insurance as provided
for by Article 55, paragraph 1, of the Insurance Activity Act.

No serious comments were found to be necessary.

During the period the FME concluded its survey on technical
provisions for life insurance according to Article 55, paragraph
2, of the Insurance Activity Act. The results of the survey were
published on the FME’s website. No comments were made
regarding actual amounts or the calculation of premiums. The
results, however, gave cause for a number of remarks concern-
ing information disclosure and procedures for changing the
amount of premiums. The FME intends to follow through on
this survey by issuing guidelines on reports to be submitted by

the actuaries of life insurance companies.

The FME has cooperated with representatives from other su-
pervisory authorities within the EEA in a committee organised
by CEIOPS to provide expert advice on the Solvency II Direc-
tive. On 10 July this year the European Commission published
a draft directive on new risk-focused solvency margins and new
supervisory methods for insurance companies and insurance
consolidations. The directive serves as a general framework for
certain provisions, but more detailed rules and implementing
measures need to be developed further by the European Com-
mission and CEIOPS. The FME will continue to work within
CEIOPS by giving advice and assistance in carrying out the

implementing measures.

The third round of quantitative impact studies for Solvency
IT (QIS3) was conducted during the period to test the impact
of new solvency rules. The FME held a series of meetings to

provide information and guidelines on certain aspects of the




study. Meetings were also held with some of the participating
companies during the last days before the project deadline in

order to clarify company-specific issues. QIS3 was favourably
received with five non-life insurance companies and a further

two life insurance companies participating in the study.

Preparations have already begun for QIS4. One of the in-
novations of that study will be the testing of new methods for
calculating the best estimate of outstanding claims by simple ap-
proach, which is particularly suitable for smaller companies and
companies that are new on the market. The FME is currently
collaborating with actuaries from Icelandic insurance companies
to examine whether and how such approaches can be imple-

mented in Iceland.

Two insurance companies have been under a special surveil-
lance with regard to Article 90 of the Insurance Activity Act on
account of their failure to fulfil minimum solvency require-

ments.

2.1.3 Qualifying Holdings

During the period the FME received 18 applications for pos-
sessing qualifying holdings in a total of seven financial under-
takings. Six applications were approved, one was rejected, but
in seven instances ownership changes took place before the
FME has passed its decision. Four applications were still to be
processed by 1 November 2007. During the same period, the
FME received seven applications for the acquisition of qualify-

ing holdings in insurance companies.

Nearly all approvals for qualifying holdings issued by the FME
have been subject to certain conditions which are primarily
intended to reduce the risk of conflicting interests arising from
large holdings in financial undertakings and insurance compa-
nies. Examples of such conditions include financial ratios from
the operations of owners, conditions on board membership,
owners’ business transactions with the undertaking or company
in question, ownership of other financial undertakings or insur-

ance companies and reporting to the FME.

A Qualifying Holding in Glitnir Bank

Last April saw voluminous trading taking place in the share
capital of Glitnir Bank. This involved the sale by Milestone

chf, Mr Einar Sveinsson (at that time Chairman of the Board
of Directors of Glitnir Bank) and connected parties of a ap-
proximately 20% stake in the bank to five parties. The Financial
Supervisory Authority saw reason to examine these transactions
with regard to connections between parties and legal provisions
on qualifying holdings. The FME came to the conclusion that
three of the buyers, i.e. Jotunn Holding ehf, Ellidatindar ehf and
Sund Holding, together with the largest shareholder FL Group

hf, were jointly in possession of a qualifying holding exceeding

the approved limit. At a general meeting of the shareholders of
Glitnir bank, which was held on 30 April 2007, the combined
voting right of these parties was limited to 32.99%. In the wake
of this decision, two of the buyers sold their shares in the bank
and FL Group hf, together with Jotunn Holding ehf, applied
for permission to hold altogether a 39.9% stake in the bank.
The application is currently being processed by the FME.

Rejection of an Application to Possess a Qualifying Holding
One application to possess a qualifying holding in a financial
undertaking was rejected during the period. The reasons for this
rejection were repeated infringements by the party concerned
of provisions falling within the scope of the FME's supervisory
activities. The party concerned was requested to sell exceeding
9,99% in the undertaking within a specified timeframe with ref-
erence to Article 45 of Act 161/2002. The voting rights of this

party were similarly limited until the sale had been completed.

Supreme Court Ruling in the Case of SPH Savings Bank
During the early spring of 2006, the FME came to the conclu-
sion that a qualifying holding had been formed in the savings
bank Sparisjodur Hafnarfjardar contrary to law. Following this,
the combined voting right of certain specified owners of guar-
antee capital in the savings bank was limited to 5%. The major-
ity of the owners referred the FME's decision to the complaints
committee, which subsequently invalidated the decision. On
30 October 2006 the Board of Directors of the FME decided
to take court action in order to have the committee‘s ruling
invalidated. Reykjavik District Court ordered on 23 April 2007
that the case should be dismissed. The dismissal is based on the
observation that on 8 December 2007 the Financial Supervisory
Authority had granted its approval for the merger of the savings
banks Sparisjédur Hafharfjardar and Sparisjédur vélstjora. The
invalidation of the decision of the complaints committee would
thus concern assets in a fund that no longer existed and its rul-
ing would, therefore, in no respect change the legal position

of the litigants. This order was confirmed by a Supreme Court

ruling in April 2007.

The FME regrets that no substantive ruling was achieved in this
case and that the opposing side were able to delay proceedings
with reference to technicalities, which amounted to a total of
six in the end. Five of these were dismissed but the sixth one
was sustained. Request were made for the case to be given
rapid procedure before district court in October 2006, but five
months later the case was dismissed without the possibility of

bringing all the facts into the daylight.
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2.1.4 Assessment of Eligibility

Towards the end of 2005 the FME introduced a special assess-
ment of eligibility for CEOs and board members in financial
undertakings and pension funds, but such assessments have
been conducted for some time in the insurance sector. The
eligibility assessment for CEOs focuses on their knowledge of
the legal framework within which their undertakings operate as
well as assessing whether these individuals meet all regulatory
requirements. If the FME considers that a CEO has not shown
adequate knowledge of laws and regulations, the individual

is given the opportunity to repeat the assessment. Generally,
however, individuals are only allowed two attempts at passing
the eligibility assessment. Around 20% of all candidates need to
repeat the assessment. The eligibility assessments have met with
favourable response and most of the CEOs who participated
have said they were pleased with it. The eligibility assessment
has also attracted some attention from abroad and has been
mentioned as an example of good supervisory procedures, for

instance in credit agency reports.

The table below shows the number of eligibility assessments

conducted between November 2005 and 30 June 2007.

Market Total
Financial undertakings 18
Insurance companies 13
Insurance mediators 10
Pension funds 3
Altogether 44

During the period the FME saw reason to examine in closer
detail the eligibility of one CEO in accordance with provisions
on the continuous surveillance of the activities of parties subject
to supervision and the eligibility of their management. By 1

November 2007 the examination was still in process.

2.1.5 Operating Licences

Chapter IV of Act 161/2002 on Financial Undertakings lists the
kind of activities in which financial undertakings may engage.
The Chapter specifies the regulatory framework for these
undertakings but does not automatically allow for the right to
purse all the activities listed. The law expects each operating li-
cence to cover only those activities that are an unequivocal part
of the operations of the undertaking. Applications for operating
licences should only be made for the kind of activities that are
intended by the undertakings concerned. Should the undertak-
ings, at a later date, decide to offer new kinds of services as per-
mitted by law, they need to apply for a supplementary licence.
Licences are renewed when permission to ofter new services has
been granted. This does not, however, apply to undertakings
licensed prior to the entry into effect of the legislation. Instead,
these undertakings need to notify the Financial Supervisory

Authority of any changes or addition to their services.

Two new financial undertakings were issued with operating
licences during the period — a credit undertaking and a manage-
ment company of a UCITS. In addition, the FME authorized a
licensed securities brokerage to operate as a securities company
and the licence of one securities company was renewed to ac-

commodate increased services.

Article 27 of Act 60/1994 on Insurance Activity states that an
insurance company which has obtained an operating licence

in Iceland and subsequently proposes to take up another class

or subclass of insurance, or intends a substantial change in its
activities, must apply for authorization of the new activity to the
Financial Supervisory Authority. One supplementary operating
licence was issued to an insurance company for a specific class of
insurance. The company’s application was part of its plans to of-

fer services abroad within the European Economic Area.

2.1.6 Financial Conglomerates

During the period the FME has been working on the drafting
of rules on supplementary supervision of financial conglomerates
to support the implementation of the Financial Conglomerates
Directive 2002/78/EC. Financial conglomerates are consolida-
tions where at least one of the parties operates in the insurance
sector and at least one in the financial sector (financial undertak-
ing). The parent company of the consolidation can either be a
party directly subject to supervision or not. Clear definitions have
also been made as to when a consolidation may be considered to
be a conglomerate. It should be pointed out here that the term
consolidation has a broader meaning than general in this context
and covers, for instance, participation in companies in the insur-
ance and financial sectors. The principal aims of conglomerate

supervision are to:

M Prevent the repeated use of the same resources, either own
funds or other financial resources, in order to meet varying
capital and solvency requirements within a financial conglom-
erate.

B Impose requirement for minimum capital / solvency of a
financial conglomerate.

B Impose requirements on internal control in order to monitor,
measure and manage business within the financial conglomer-
ate on the one hand and concentration of risk on the other.

M Ensure supervision of the financial conglomerate as a whole as
well as cooperation with other supervisory bodies.

M Ensure harmonised supervision of financial conglomerates
with headquarters or central administration in a country out-
side the European Economic Area, but nevertheless operating

within the EEA.

The FME published draft rules on the supplementary supervision
of financial conglomerates as Discussion Paper on 4 September
2007. The rules are expected to be published before the end of the

year.




Parallel to this work is an examination of whether specific Icelandic
undertakings may be classified as a conglomerate. The results of this

examination are not available as of yet.

2.1.7 Act 55/2007 Amending Provisions Con-
cerning Penalties for Financial Market Violations
On 2 April 2007 a new legislation on penalties for economic
crime entered into effect. This legislation, which gives the
Financial Supervisory Authority added administrative powers,
was based on the proposals of a committee appointed by the
Prime Minister of Iceland to review and revise the legislation
on penalties for economic crime. By this legislation the FME
has been granted increased authority to impose administrative
fines on undertakings or individuals for infringements of laws
that come under its jurisdiction and has the power to determine
whether administrative fines should be imposed or cases re-
ferred to the police with regard to the severity of the infringe-
ment. Before the entry into effect of the amendments the FME
could only issue comments or refer cases to the police. The
purpose of the legislation is to provide the FME with practical
tools, increase efficiency in the fight against economic crime
and strengthen the credibility of the market. The Act also serves
to define more clearly the nature of collaboration and division
of tasks between the FME and the police and the Directorate of
Public Prosecutions, for instance by stating that financial market
violations can only be prosecuted if charges have been brought
to the police by the FME. The Act also contains provisions

on the right of individuals not to incriminate themselves while
investigating infringements that may lead to administrative fines
or criminal liability. Finally, the FME is provided with the

authority to conclude cases with a settlement.

The Act serves to amend the following legislation:

Act 33/2003 on Securities Transactions

Act 161/2002 on Financial Undertakings

Act 34/1998 on Stock Exchanges and Regulated OTC Markets
Act 131/1997 on Electronic Registration of Title to Securities
Act 30/2003 on UCITS and Investment Funds

Act 60/1994 on Insurance Activity

Act 32/2005 on Insurance Mediation

As a result of these recent legal amendments, the power of the
FME to enforce financial market legislation is now compa-
rable with practices in the best developed financial markets

in Europe. The legislation enables the FME to become more
active in its supervisory function, enhances the credibility of the
financial market in Iceland, and supports efficient surveillance
mechanisms that facilitate quick and effective intervention in

the event of criminal activity.

During the period the FME worked on preparations for the

new authorisations and the development of procedural rules.

More work is anticipated in the future on the determination of
administrative fines and out-of-court settlements. A number of
cases which might test these new authorisations are currently
being examined. Some increase in administrative fines is to be

expected in coming months.

2.2

At the end of June 2007 the total assets of commercial banks

The Credit Market

and largest savings banks amounted to ISK 10,643 billion on
a consolidated basis and ISK 7,246 billion on parent company
basis. This corresponds to nine-fold and six-fold gross national

product respectively.
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Figure 1. Developments in total assets of commercial banks, both

actual amounts and as a ratio of gross domestic product (GDP).

This increase is the result both of organic growth (credit
growth and investment in securities) and external growth

through takeovers.

Performance
The performance of Icelandic credit institutions was good during
the first half of 2007. The banks have been increasing their core

income and net interest income has increased by 18% since 2006.

Profitability in 2006 was similar to that of the previous year and this
development carried on into 2007. The average return on equity
(ROE) of five commercial banks and five of the largest savings
banks before tax was 36.1% during the first half of 2007, compared
with 37.6% the previous year and 36.6% in 2005. If all performance
items other than interest, fee and commission income are excluded,
the profit before tax amounted to 12.9% in the first half of 2007,
compared with just over 12.2% in 2006 and around 11.3% in 2005.
This shows that profit from core operations (i.e. interest, fee and

commission income) has been relatively stable in recent years.
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Profit before Tax of Commercial Banks and Largest Savings
Banks as Ratio of Average Total Equity

Figure 2
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1.7% compared with 2.3% in 2004. Provisions for lost loans as
a proportion of balance sheet average has similarly been falling
and is currently less than 0.2% compared with 0.6-0.9% in the
years 2003 and 2004.
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Figure 2. Profit as a ratio of average total equity on an annual
basis for commercial banks and the five largest savings banks.
Profit I is profit as shown in annual financial statements, Profit
11 is profit before tax of net interest and fee income, and Profit
III is profit before tax less profit from trading assets and other
assets at fair value. The calculation of Profits II and III has not
taken into account the impact of lower interest cost on account

of reduced income so Profits II and III are thus underestimated

to some extent. All calculations are based on profit before taxes.

In recent years, the operating expenses of banks and savings
banks have been dropping in proportion to total assets. This
ratio was around 2.5% in 2004, and in 2005 and 2006 around
1.8%. The first half of 2007, however, saw a steady rise in this

ratio, which has reached a current level of around 2%.
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Figure 3 | Main Operating ltems of Commercial Banks and Savings
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Figure 3. Development of major operating items of commer-
cial banks and the largest savings banks as a ratio of their aver-
age balance sheet positions. Figures for H1 2007 are extrapo-

lated to an annual basis.

In recent years, there has been a steady drop in net interest in-

come as a proportion of total assets and this item now stands at

20071H

Figure 4 | Proportion of Foreign Income of 3 Largest
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Figure 4. Proportion of foreign income for the three largest

commercial banks.

The commercial banks have slightly increased their foreign
income as a proportion of overall income since last year and the
ratio now stands at 54%, compared with 51% in 2006. Broken
down by banks, the division is as follows: Kaupthing Bank 63%,
Landsbanki 47% and Glitnir Bank 41%. There are all indica-

tions that this ratio will keep growing in the future.

Credit Development

Lending by deposit institutions kept growing although this in-
crease is less substantial than in previous periods. Credit growth
based on parent company accounts was thus 18.6% during the
period from June 2006 to June 2007 (from ISK 2,909 billion
to ISK 3,449 billion) compared with 64.4% in the preceding

twelve-month period.

A sizeable proportion of the credit growth stems from increased
lending to foreign customers, but the weight of such loans has
more than tripled since June 2003, or from 7% of total lending
by deposit institutions (based on parent company accounts) to
23% in June 2007.




Figure 5| Breakdown of Outstanding Loans of Deposit
Institutions (Parent Companies)
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Figure 5. Trends in proportional division of lending between

domestic and foreign parties.

Defaults

Defaults have been decreasing steadily in recent years, even
when calculated with a two year time lag, i.e. defaults as a
percentage of total loans outstanding two years earlier, in order

to exclude the impact of credit growth.

Figure 6| Defaults to Deposit Institutions
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Figure 6. Defaults (>30 days) as a ratio of total lending by
deposit institutions (parent companies only) at the end of each

quarter.

The ratio of corporate defaults at mid-year 2007 was 0.5% and
0.8% for households. The corporate ratio is the same as in the
previous year when the ratio for households was 0.9%.

Economic forecasts had warned against increased defaults as a

result of reduced domestic economic activity in 2007. This did not
materialize, however. Deposit institutions vary in their sensitivity
to fluctuations in the domestic economy, but the loan portfolios of
the largest deposit institutions are well diversified as regards country
risk. Smaller deposit institutions are not so well placed and need to

keep a close watch on developments over the coming months.

Mortgage Loans on Residential Real Estate

Since the banks and savings banks entered the mortgage lending
market the extent of such type of credit has grown rapidly. From
mid-year 2006 to mid-year 2007 the ratio of mortgage housing
loans increased by 15% with the commercial banks, or from ISK
289 billion to ISK 330 billion, and by 18% with the largest sav-
ings banks, or from ISK 92 billion to ISK 108 billion. Substantial
changes in the capital bases of savings banks, for instance as a result
of mergers, have the effect of lowering the proportion of this type
of credit as a ratio of the capital base when compared with figures

from the same time in 2006.

Mortgage loans on residential real estate

Commercial banks Largest savings hanks

1H2006 1H2007 1H2006 1H2007
Ratio of capital base 36.4% 37.1% 306.9% 296.7%
Ratio of loans to
customers 10,9% 9.8% 31,4% 35,9%

Nearly a half of all mortgage housing loans at commercial banks
and largest savings banks have a loan-to-value (LTV) ratio of 70%
or lower, which is a considerable change from the previous year
when this LTV ratio applied to nearly a third of all such loans. The
LTV ratios seem to have reached a more even distribution than

was the case last year as shown in Figure 7.

Figure 7| loan to Value (V) Ritios o f Mrtgage loa ns
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Figure 7. Loan-to-value ratios (loans divided by the value of the

mortgaged property) of mortgage loans on residential real estate.

Loans with Securities Pledged as Collateral

Loans with securities pledged as collateral as a ratio of capital
base, i.e. the total amount of direct loans and forward contracts,
grew considerably from the previous year as far as the commer-

cial banks are concerned, or from 77.8% to 125.9%. There has
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also been an increase in this ratio at the savings banks, or from
33% to 42.1%. There has been an increase in loans with securities
pledged as collateral both at commercial banks and savings bank,
with the savings banks assuming the lead in this area with a 90%
increase as compared with 43.4% at the commercial banks. The
market value of shares thus pledged as collateral and which are
listed on the OMX equalled 26.1% of the total market value

of the companies listed on OMX Iceland at mid-year 2007,
compared with 28.7% in 2006. Total asset cover of direct loans
with securities pledged as collateral, excluding forward contracts,
has grown both with commercial banks and savings banks from
188% at mid-year 2006 to 268% at mid-year 2007, which consti-

tutes a drop from 53% to 37% in the loan-to-value ratio.

Loans with securities pledged as collateral and forward contracts on securities

Commercial banks Largest savings hanks

1H 2006 1H 2007 1H 2006 1H 2007
Ratio of capital base 77,8% 125,9% 33,0% 42,1%
Ratio of loans to
customers 21,9% 18,4% 41% 5,0%

The proportion of these loans in terms of overall lending to
customers has remained more or less the same between years,
dropping from 21.9% to 18.4% at the commercial banks and
increasing from 4,1% to 5% at the largest savings banks.

In assessing the extent of lending with securities pledged as col-
lateral the FME has compiled information on both such direct
loans and forward contracts between banks and their custom-
ers. The total notional amount of forward contracts as a ratio of’
all loans with securities pledged as collateral at mid-year 2007
equalled around one-third at the three largest commercial banks,
which is more or less the same as the year before. As for the sav-
ings banks, however, the ratio of forward contracts dropped from

13.3% at mid-year 2006 to 4.2% at mid-year 2007.

Loans with securities pledged as collateral - proportional division

Commercial banks Largest savings banks

1H 2006 1H 2007 1H 2006 1H 2007
Loans with securities
pledged as collateral 68,2% 67,7% 86,7% 95,8%
Forward contracts on
securities 31,8% 32,3% 13,3% 42%

Large Exposures

In order to minimize the impact of losses incurred by individual
customers or groups of connected clients of financial undertak-
ings, the sum total of claims on these parties may never exceed
25% of the capital base of an undertaking. The FME specifically
monitors all large exposures, i.e. total exposures of a financial
undertaking to a single issuer or connected parties amounting to

more than 10% of its capital base.

Figure 8 | Large Exposures of 3 largest Commercial Banks
(Consolidated Accounts)
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Figure 8. Development of capital base in ISK billion and large
exposures as a ratio of the capital base of the three largest com-

mercial banks on a consolidated basis.

As shown in the above figure, the weight of large exposures of
Icelandic financial undertakings has been decreasing over the
years. At the same time, a growing number of financial under-
takings have been adopting their own procedures to restrict
further maximum exposure levels. The FME supports this fa-
vourable development which is important when foreign parties
and agencies are evaluating and rating the Icelandic financial
market. The FME believes large exposures should always be
treated with utmost caution and if there is ever any doubt about
connections between parties, they should be considered to be

connected until proven otherwise.

Loans to Connected Parties

In December 2006 the FME issued amendments to its
Guidelines on the content of rules of procedure for the boards
of directors of financial undertakings. The principal change
involves the FME’s requirement that financial undertakings
solicit an external auditor to review credit facilities to con-
nected parties and compare them with comparable business
transactions with other customers and to submit a well-founded
report, e.g. concerning terms, renegotiations and balances of
the parties in question (arm’s length principles). The FME
requests that reports prepared by external auditors on the basis
of such reviews should be sent to the FME on an annual basis
for financial undertakings with total assets exceeding ISK 50
billion (on a consolidated basis) and every other year in the
case of other financial undertakings. The purpose of this is to
promote increased credibility and faith in the operations of
financial undertakings by confirming beyond doubt that sound
and prudent business practices are observed in their transactions

with connected parties.




Financial undertakings must identity all clients that may be
classified as connected parties and include them in their rules
of procedure. The FME believes that board members (full
members and alternates), management and key personnel who
may be considered as having insider status shall be treated as
connected parties and also close family members of such parties.
By the same token, corresponding parties in subsidiaries and
connected undertakings and all shareholders who own 5% or
more of the shares of a financial undertaking shall be treated as
connected parties. Businesses, in which the above parties hold
shares of 10% or more, are employed by or serve as chairmen of

the boards of directors shall also be treated as connected parties.

The FME has called for information from financial undertak-
ings concerning their credit facilities to connected parties. At
mid-year 2007 total loans to connected parties of commercial
banks and the largest savings banks amounted to 7.2% of their
overall lending to customers, compared with 6.5% at the same
time the year before. Total lending to connected parties as a
ratio of the sum total of the capital bases of these undertakings
came to 43% at mid-year 2007 compared with 38.6% at the
same time in the previous year. It is a matter of interest that the
ratio has increased with the commercial banks and decreased

with the savings banks.

Loans to connected clients as a proportion of total lending to customers
30.06.2006 30.06.2007

Commercial banks 7,5% 6,8%
Largest savings banks 1,5% 2.4%

Loans to connected clients as a ratio of capital hase
30.06.2006  30.06.2007

Commercial banks 43.8% 39,3%
Largest savings banks 14,9% 20,1%

Securities Holdings
Holdings of market securities by commercial banks and savings
banks started to grow in 2007 after some contraction during the

previous year.

Marketable bonds held at own risk amounted to 35.5% of the
capital base at the end of June 2007, compared with 25.9% at
year-end 2006. Corresponding figures for marketable shares
held at own risk were 36.3% at the end of June 2007 and 29.9%
at year-end 2006.

This increase may to some extent be explained by changes to
the capital base, which has been shrinking since year-end 2006,
simultaneously with an increase in the balance of marketable

securities by 22%.

Figure 9 | Marketable Bonds and Shares Held at Own Risk by
Commercial Banks and Largest savings Banks
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Figure 9. Development of marketable securities holdings by
commercial banks and largest savings banks (consolidated ac-
counts) in absolute terms and as a ratio of capital base. Market-
able securities holdings are assessed as position risk as calculated

in the risk-weighted base in capital adequacy reports.

Financing

In 2006 foreign analysts criticized the commercial banks for
their financing methods. This put some strain on the banks’
refinancing needs, but they responded by improving the flow
of information to the market, diversifying their financing across

markets and improving their liquidity, among other things.

Figure 10 | Borrowings of Commercial Banks by Location
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Figure 10. Distribution of borrowings of the banks by coun-

tries.

Towards mid-year 2007 the international market experienced
some uncertainty and liquidity constraints which could be
traced back to the poor performance of substandard loans on
the US residential real estate market. The impact of this has not
been significant for the Icelandic banks, partly thanks to the

measures taken in 2006 as mentioned before.

Part of the criticism levied against Icelandic banks last year was
the relatively low ratio of deposits in their overall financing.

The deposit-to-loan ratio was low compared with that of simi-
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lar banks in other countries. This trend is now slowly reversing
as a result of increased emphasis on encouraging deposits. As
shown in Figure 11 the deposit-to-loan ratio has increased from
around 31% in 2005 to 52% at mid-year 2007.

The development in deposits at deposit institutions (both parent
companies and branches) between December 2005 and the end
of August 2007 provides for an interesting study, cf. the follow-
ing table. Deposits have nearly tripled during this period, or by
73% from foreign depositors and 27% from domestic deposi-
tors. A closer analysis of the deposit increase at six-monthly
intervals reveals an average increase of 33%. Deposits by foreign
depositors have grown rapidly to the extent that they now

own a higher proportion of total deposits than do Icelanders,

a situation that has never occurred before. Increased deposits
will clearly add variety to the range of resources available to the

banks although such financing is by no means risk-free.

Breakdown of Deposits

ISK hillion Des.05 Jun.06 Des.06 Jun.07 Aug.07
Total deposits 709 899 1.151 1.952 2.126
Domestic depositors, total 657 742 787 981 1.046
Proportion (%) of total deposits 93% 83% 68% 50% 49%
Foreign depositors, total 52 157 364 971 1.080

Proportion (%) of total deposits 1% 17% 32% 50% 51%

that they should at all times have sufficient liquid funds to meet
their obligation for the following twelve months. In an attempt
to curb criticism concerning the uncertainty in the refinanc-
ing of foreign loans, the banks took measures to improve their
liquidity in 2006. As a result of these measures, the banks were
well equipped to meet the unrest in the credit market during
2007.

Figure 12 | Liquidity Position of 3 Commercial Banks in ISK billions-

Liquid Assets over Current Liabilities (3 month)

Figure 11 | 3 Largest Commercial Banks, Deposits as a Ratio
of Loans to Customers (ISK hillions)
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Figure 11. Development of loans to customers and deposits

by commercial bank clients and ratio of deposits-to-loans.

Liquidity

The liquidity position of the three largest commercial banks as
calculated by the Liquidity Ratio Rules of the Central Bank

of Iceland kept improving considerably throughout 2006 and
towards the end of 2007. By the end of September 2007 the
three-month liquidity position of the banks stood at ISK 1,214
billion, compared with just under ISK 600 billion at the end

of March 2006, cf. also Figure 12. As the picture shows, the li-
quidity position peaked at the end of June when it reached ISK

1,675 billion. Internal criteria determined by the banks state
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Figure 12. Liquidity position of three commercial banks.

Capital Adequacy

The capital adequacy ratio (CAD ratio) of commercial banks
and largest savings banks has been growing in strength in recent
years. At the end of June 2007 the CAD ratio was 13.9%
compared with 13.3% at mid-year 2006 and 16.2% at year-
end 2006. The drop in the CAD ratio this year can largely be
explained by the overseas investment of the banks in foreign
financial undertakings during H1, which has caused the risk
weighted base to increase by 10% while the equity base has
simultaneously decreased by 6%, among other due to dividend
payments. The Tier 1 ratio measured at 10.4% at mid-year
2007 compared with 10% at the same time in 2006 and 12.2%
at year-end 2006.

Figure 13 | Capital Adequacy Ratio of Commercial Banks and Largest
Savings Banks with and without Subordinated Loan Capital
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Figure 13. Development of CAD ratios.




All the commercial banks and the largest savings banks pass the
formal stress test of the FME which anticipates that the follow-
ing crises occur simultaneously:

35% drop in the book value of Icelandic shares held at own risk
25% drop in the book value of foreign shares held at own risk
7% drop in the value of marketable bonds held at own risk
20% devaluation of the Icelandic krona

20% drop in the value of non-performing loans and appropri-

ated assets

The capital position of commercial banks and savings banks ap-
pears to be fully adequate as of the end of June 2007 and even

somewhat better than last year.

Implementation of the Basel Il Framework

New rules on the capital requirement of financial undertakings
(the Basel II Framework) were implemented at the beginning
of 2007 following amendments to the capital requirement
provisions of Act 161/2002 which entered into effect at the
end of 2006. Pursuant to this Act, the FME adopted new rules
on the capital requirement and risk-weighted assets of financial
undertakings as well as new rules on large exposures of financial
undertakings. The calculation of the capital requirement and
risk-weighted assets according to the new rules may be deferred
until 1 January 2008. Until that date, financial undertakings are
permitted to apply the provisions that were eftective at year-
end 2006. Around two-thirds of Icelandic financial undertak-
ings have opted to avail themselves of this deferral clause; the
majority being smaller financial undertakings holding less than

5% of the total assets of financial undertakings.

In April 2007 the FME published guidelines on standards to
promote convergence in supervisory procedures and guidelines
on standards for stress tests for financial undertakings, standards
for managing the concentration risk of financial undertakings
and standards for managing interest rate risk in the banking
book. At the end of year 2007 the FME will publish a descrip-
tion of SREP (Supervisory Review and Evaluation Process) and
ICAAP (Internal Capital Adequacy Assessment Process) which
both come under the scope of Pillar 2 of the Basel II Frame-

work.

Two commercial banks have applied for permission to use the
internal ratings based approach “Foundation-IRB” and these

applications are currently being processed by the FME.

The FME is currently preparing the implementation of Pillar 3
of the Basel IT Framework which is primarily concerned with
market discipline and public disclosure of financial undertak-
ings. The FME plans to publish a more detailed description of
its market discipline requirements during the first quarter of
2008.

Preparation for Basel Il started
Preparation for Basel Il started.

The act on Financial Undertakings amended with respect to Directives
2006/48/EC and 2006/49/EC, reflecting Basel Il provisions in the EU.

The FME implements detailed rules on most Pillar | issues, e.g. own
funds, standardized approach and the internal ratings based approach
(Rules No 215/2007) and large exposures (Rules No 216/2007). The FME
publishes information on supervisory disclosure and information
concerning Basel Il.

J:ViIdB The FME publishes guidelines built on the EU’s Directives, such as on
{0 LW B the Supervisory Review Process (Pillar I1) and on concentration risk.

Banks report under the common European reporting scheme (COREP) for
the fist time in Q1/2007. Parallel running of Basel | and Basel Il (COREP)
reporting schemes will be conducted throughout 2007.

April
2007

VOB Two Banks have applied to the FME for use of Internal Ratings Based
2007 Approaches (IRB). The roll-out includes operations in 7 countries.

The FME publishes minimum requirements concerning the internal capital
adequacy assessments of financial undertakings (ICAAP) and procedures
for reviewing the risk assessment of financial undertakings (SREP).

Nov/Dec
2007

Dec.

2007 The FME collects the first ICAAP reports under Pillar Il at year-end.

The FME publishes minimum requirements on the duty of financial
undertakings to provide information to the market (Pillar Il — market
discipline)

Spring
2008

Action Group and Nordic Contingency Exercise

The FME operates an action group which has been given the
task of preparing a contingency plan to combat issues that might
arise on the market. Information on major risks in the operations
of parties subject to supervision as well as key personnel to con-
tact in case of emergency is already available. The action group
has set up special working facilities at the FME’s premises which
can be swiftly mobilized in the event of a financial crisis or other

issues that need to be dealt with quickly and efficiently.

A joint contingency exercise of Nordic and Baltic supervisory
authorities was held on September 20 to 25, 2007. Representa-
tives of the FME, the Central Bank of Iceland and the Ministry

of Finance participated in the exercise.

The contingency exercise was a clear expression of the willing-
ness of all the authorities concerned to measure the collaboration
and coordination procedures of their institutions. The organiza-
tion and preparation of the exercise took more than a year and
tested the cooperation between various bodies and possible joint
measures. Particular emphasis was placed on the coordination of
decision-making processes between authorities in the participat-

ing countries.

Mergers of Savings Banks

Mergers of savings banks were rather prominent during the
period and this trend is likely to continue. The merger of savings
banks is governed by Act 161/2002 on Financial Undertakings as
well as the provisions of Act 2/1995 on Public Limited Compa-
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nies and contracts between the parties concerned. In Article 106
of the Financial Undertakings Act it is stated that mergers of fi-
nancial undertakings shall be subject to approval by the Financial
Supervisory Authority. The FME examines in particular whether
decisions on mergers are in conformity with law and whether the

operations of the undertakings are financially sound and secure.

The FME approved the merger of Sparisjédur Vélstjora and
Sparisjodur Hafnafjardar under the new name of BYR Savings
Bank at the beginning of this year. The FME also approved the
merger of Sparisjédur Olafsvikur with Sparisjédur Keflavikur
and the merger of Sparisjodur Hornafjardar og nigrennis with
Sparsjodur Vestmannaeyja. The number of Icelandic savings
banks has thus decreased by a total of three in the last twelve
months, or from 24 to 21. The following mergers, which mean
an even further reduction in the number of savings banks, have
been planned:

Sparisjédur Képavogs and BYR Savings Bank,

Sparisjoour Nordlendinga and BYR Savings Bank,

Sparisjédur Skagafjardar and Sparisjédur Siglufjardar,
Sparisjodur Vestfirdinga, Sparisjodur Hanapings og Stranda and
Sparisjédurinn 1 Keflavik,

Sparisjodur Olafsfjardar and Sparisjédur Siglufjardar.

2.3 The Securities Market

Operational Overview

Financial Market Directives

The work of FME’s securities market unit has largely focused on
the introduction of a range of EC directives. This work was con-
cluded by the implementation of the MiFID Directive on Markets
in Financial Instruments and the Transparency Directive through a
legislation which entered into effect on 1 November 2007. Prepara-
tions for the MiFID Directive have been extensive and also the
preparation and development of an electronic transaction reporting
system. The reporting system receives and stores information on
transactions by financial undertakings and exchanges information
thus stored with supervisory authorities abroad. The FME was an
active participant in a Nordic project on the collaborative design

and development of a reporting and surveillance system.

Compared with the present legislation, the MiFID Directive
extends the range of financial operations subject to authorisation to
cover such activities as advisory services for other types of invest-
ment than securities and multilateral trading facilities (MTFs). This
will vastly increase the number of applications from companies re-
quiring licences to operate as financial undertakings. More detailed
and precise rules on the business practices of financial undertakings
and investor protection similarly call for more wide-ranging and
complex supervision by the FME of compliance with these rules

and their implementation.

The above-mentioned implementation is the final phase in a leg-
islative process instigated by various EC Directives for the finan-
cial market. In all, the period saw the implementation of five such
Directives, viz. the MiFID Directive, the Transparency Directive,
the Prospectus Directive, the Market Abuse Directive (MAD)
and the Takeover Directive as well as numerous Commission
directives and regulations. A range of queries and issues have
been raised as a result of this process and the FME has made every
effort to provide satisfactory solutions, often through fruitful col-
laboration with authorities and institutions abroad. The Commit-
tee of European Securities Regulators (CESR) operates groups of
experts who work on the formulation and interpretation of the

above directives as well as surveying issues that may arise.

The increased overseas expansion of Icelandic financial under-
takings has put greater emphasis on supervision across borders,
particularly as regards possible insider fraud and market abuse.
The FME has detected a corresponding increase in the number of
inquiries on the activities of Icelandic undertakings from super-
visory authorities abroad. The implementation of MiFID and the
introduction of the transaction reporting system call for improved

co-operation between supervisory authorities within the EEA.

The Iceland Stock Exchange — OMX Group

At year-end 2006 the Iceland Stock Exchange joined OMX
Group, which owns and operates the largest securities market

in N-Europe. Following the merger, OMX became the parent
company of the group and Icelandic companies on the Stock
Exchange list were added to First North at the beginning of April
2007. The merger of the Iceland Stock Exchange with OMX pro-
vides Icelandic investors with a greater variety of opportunities and
the creation of an integrated Nordic market will boost transactions
between the Nordic countries. This merger also helps improve the
marketability of Icelandic securities. Increased investment oppor-
tunities and rapid technological changes which help open up new
markets worldwide, however, also increase the danger of market
abuse. The FME and OMX Iceland cooperate closely on super-
visory matters with particular view to the division of duties and
the harmonisation of procedures in order to support powerful
market surveillance. A sizeable proportion of cases examined by
the FME arise from comments forwarded by the Iceland Stock

Exchange.

Guidelines and Interpretations for the Securities Market

As legislation for the financial market has grown in scope and
complexity, the FME has felt a growing need for interpretations
and guidelines on its implementation. The FME is conscious of its
influential function in the financial market and is determined to
enhance its publication of interpretations and guidelines on issues
arising from the implementation of laws and regulations in the
securities market. All FME interpretations are published on the
Authority’s website. Similarly, warnings from foreign authorities

issued through CESR are also published on the website.




The FME collaborates closely with supervisory authorities in other
EEA countries through its participation in CESR. The results of
various European projects are published on the website of CESR
as interpretations, recommendations and other useful information.
The overall objective is the harmonisation of interpretation and
implementation of rules pertaining to securities market law within

the EEA in order to achieve a homogenous internal market.

Case Overview
The following is a list of instances that were subjected to formal
examination during the period:

B Administrative fines. Five instances concerning flagging
obligations as defined by Article 32 of the Securities
Transactions Act were examined during the period. Alleged
infringements of Articles 62, 63 and 64 of Act 33/2003
concerning the obligation to investigate and the obligation
to notify transactions of primary insiders and issuers were
examined in a total of 34 cases. In eight cases the FME’s ex-
amination resulted in the imposition of administrative fines
and 18 further cases are still under examination.

B Market abuse. Five instances of possible market abuse were
examined during the period. Three cases were closed fol-
lowing the FME’s examination without any action being
taken but two cases are still under review.

M Insider fraud. Six cases of possible insider fraud were exam-
ined during the period. Four were closed upon examination
but two cases are still under review.

B Ofters. The FME validated five prospectuses during the
period. The implementation of the Prospectus Directive has
resulted in an increased workload and responsibility for the
FME.

B Takeovers. Six cases concerning takeover obligations were
examined, but following extensive examination the FME

concluded that further action was not required.

Trend in the Securities Market

Financial market developments in 2006 were favourable for
investors, both on the equity and the bond markets. Negative
international reports on the Icelandic financial market at the be-
ginning of 2006 caused a sharp downfall in share prices as foreign
analysts criticised the Icelandic market for over-rapid growth and
tight ownership. Share prices began to rise again around mid-
year 2006 when adverse predictions were proved to be unfound-
ed, listed companies showed good results and the year as a whole
turned out to be most promising. The Icelandic market index
rose by 15.8% compared with 64.7% in the previous twelve-
month period. There was a record turnover in trading on the
Stock Exchange in 2006 amounting to ISK 4,484 billion, which

corresponds to a 77% increase in turnover between years.

When the Iceland Stock Exchange became part of the OMX
Group its name was changed to OMX Nordic Exchange Iceland

hf. (Kaupholl). As a result of this change, the Icelandic market
index is now known as the OMX Iceland 15 index or OMXI15.

The OMXI15 index rose steadily from 6,410 points at the
beginning of 2007 to a peak of 9,016 points on 18 July. Since
then the index has dropped considerably with the lowest point
occurring at 7,223 points on 9 November. The Icelandic equity
market experienced considerable fluctuations during Q3/2007
and well into Q4. These fluctuations occurred simultaneously
with changes in international markets as a result of the US hous-
ing loan crisis and liquidity problems of British banks, which
caused quite a stir in global markets. This correlation shows
clearly that the Icelandic market is no longer an isolated one.
Icelandic businesses are now operating in a global context and a
sizeable proportion of their revenue is in foreign currencies. As

a result of this exodus, many Icelandic businesses have opted to
register their equity in foreign currencies, primarily Euro, and
more have declared their willingness to follow this example. The
OMXI15 dropped by 3.87% in Q3/2007 which was a significant
turnaround from Q1 and Q2 when the index rose by 16.9% and
10.8% respectively. At the end of October the OMXI15 stood at
8,115 points and had risen by 26.6% from the beginning of the

year or by 30% over the preceding twelve-month period.

Figure 14 | The OMEXI-Main index and the OMEXI 15-index
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Figure 14 The OMX Iceland 15 Index.

The Icelandic equity market has seen a considerable increase

in turnover in recent years. Total equity trading on the Iceland
Stock Exchange in 2002, for instance, amounted to ISK 321
billion, but last July it reached just under ISK 528 billion,
which is a record turnover for one month. During the first

9 months of 2007 the overall turnover in the equity market
reached ISK 2,485 billion. As before, trading is greatest in equi-
ties and bonds issued by the four commercial banks, or around

73% of total turnover at the end of Q3/2007.
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Total equity trading in 2006 amounted to ISK 2,192 billion,
compared with ISK 1,202 billion in 2005, which corresponds
to an increase of 82% between years. Total equity trading
during the first six months of 2007 came to ISK 2,485 billion
compared with ISK 1,080 for the same period in 2006, which

constitutes a staggering increase of 130%.

The yield in Nordic equity markets varied between countries
during the first nine months of the year, but despite the turn-
around in Q3 the Icelandic market index showed the biggest

rise by far.

Figure 15 | Monthly changes in Nordic indices
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Number of Listed Companies on OMX Iceland and their Mar-

ket Capitalisation

The number of companies listed on OMX Iceland increased
from 26 to 27 during 2006. Five new entrants to the list were
Eimskip (formerly Avion Group), Exista, Teymi, OMX AB
and Icelandair Group Holding. Two companies, Hampidjan
Group and HB Grandi, moved from the ICEX Main List to the
ISEC market and four companies, Jardboranir (Iceland Drill-
ing Company), Kégun, Fiskmarkadur Islands (FMI Ltd) and
Fiskeldi Eyjafjardar, were delisted.

During the first ten months of 2007, three new companies have
been listed on OMX Iceland, viz. Feroya Banki P/F, Eik Banki
P/F and SPRON hf. Investors have welcomed these new op-
tions and the equity offers of the two Faeroese banks aroused
particular interest. Actavis hf was delisted at the end of August
and requests have been made for the delisting of Vinnslust6din
hf'and Mosaic Fashion hf. The companies that make up the
market index OMXI15 have thus been reduced from 14 to 12
by the delisting of Actavis hf and Mosaic Fashion hf. In keeping

with the rules of OMX Iceland, new companies will not be
added to the index for the period January-December 2007 to

replace the two delisted companies.

Following the listing of Foroya Banki P/F and Eik Banki P/F a
special Faeroese share index accommodating the two banks and
P/F Altantic Petroleum, OMXIFO, was created.

The First North Iceland market was launched at mid-year
2007. Century Aluminium Company, the parent company of
Nordural, was the first company to be listed on First North

Iceland.

The ISEC market, which is intended for small and medium
sized companies, was established in July 2006. Two companies
that were previously on the Main List, Hampidjan Group and
HB Grandi, moved between lists and at the beginning ot 2007
the ISEC market became part of OMX First North. Trading on
ISEC amounted to ISK 4.2 billion in 2006.

Looking on towards the end of 2007, no company has so far
made known its intentions of applying for an OMX listing.
However, a small number of companies have shown an interest
in entering the market and are likely to be listed in coming
months. There are indications of an increase in the number of’
OMX listed companies and that trend is likely to reduce the
weight of financial undertakings on the stock exchange and
provide investors with a wider range of options. Only one
company, Tryggingamidstodin hf, has notified of a delisting
before year-end, which brings the total of delisted companies to
four during the year. The main reasons for delisting are mergers
with other listed companies or that conditions on distributed

ownership can no longer be met.

The market value of ICEX listed companies was ISK 2,596
billion at year-end 2006. By the end of September 2007 their
value had increased by 22% to ISK 3,172 billion. The share of
financial undertakings in the market value is around 67%. In-
creased market value of listed companies can partly be traced to
the successful exodus of Icelandic businesses into overseas mar-
kets. Most of the companies of the OMX15 index have been

involved in either buying or taking over businesses abroad.

Number: 2001 2002 2003 2004 2005 2006 30.09 2007
ICEX listed companies 71 64 43 34 26 21 29




Figure 16 | Marked value of listed securities on the
Icelandic Stock Exchange, ISK millions

Figure 17 | Marked value of listed bonds on the Icelandic Stock Exchange,
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Figure 16. Market value of listed equity certificates.

The Bond Market

Yields on the bonds market were promising and the turnover
increase for 2006 reached 72% compared with a decrease of
11.6% between 2004 and 2005. The last quarter of 2006 saw

a record-breaking turnover in the bonds market, or ISK 679
billion, which is the biggest quarterly turnover since systematic
measuring began. Overall trading in debt securities amounted
to ISK 2,274 billion in 2006 compared with ISK 1,322 billion
in 2005.

Total turnover in the bonds market for the first six months of
2007 was ISK 875 billion and compared with a turnover of ISK
1,076 billion during the same six-month period in 2006 this
constitutes a 23% decrease. The greatest ever single-day bond
and money market turnover of ISK 28.7 billion occurred on 19
September 2007. The total turnover of bonds and bills of trade
reached ISK 270 billion in October 2006, which is the highest
monthly turnover to be measured on the bonds market. Unlike
equity certificates, there is a negligible increase between years in
the turnover of bonds and for the first nine months of 2007 the

turnover remains more or less unchanged at ISK 1,590 billion.

The market value of bonds and bills of trade has risen by 7%
since the beginning of 2007 and stood at ISK 1,388 billion at
the end of September.
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Figure 17. Market value of listed bonds.

2.4

2.4.1 Pension Funds

Net assets of Icelandic pension funds at year-end 2006 amount-
ed to ISK 1,498.8 billion, compared with ISK 1,219.5 billion

at the same time in 2005. The increase between years is thus

The Pension Savings Market and UCITS

22.9% which corresponds to an increase of 14.9% in real terms
as measured by the consumer-price index. Pension fund assets as
a proportion of GDP at year-end 2006 were 129% but were 120
% at year-end 2005. Figure 18 shows the developments of net
pension fund assets as a ratio of GDP for the years 1997 to 2006.

Figure 18 | Net Assets of Pension Funds
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Figure 18. Developments in net pension fund assets.

Return on Investment

Net real return on Icelandic pension fund investments remained
adequate in 2006, or 10.2%, compared with 13.2% in 2005,
which was a record year for the funds. The net real return of a
pension fund is the return on its assets adjusted to the consum-

er-price index after deducting cost form investment income.
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The pension funds are long-term investors and therefore it is
important to consider this factor when assessing their perform-
ance. As depicted in Figure 19, which shows the development
of net real returns of Icelandic pension funds from 1991, the
five-year and ten-year averages are clearly above the 3.5%

returns imputed by actuarial surveys of the funds.

Figure 20 | Actuarial Position of Pension Funds not Guaranteed

Figure 19 | Net Real Return of Pension Funds
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Figure 19. Net real return on pension fund investment.

All pension fund divisions showed a positive real return on invest-
ment in 2006, with the highest return of a mutual insurance divi-
sion being 13.3% and the lowest 0.2%. The same figures for pri-
vate pension schemes in 2006 were 14.1% and 0.9% respectively,
but in that year the highest five-year average for mutual insurance
funds was 11% and the lowest five-year average 3.5%.

The pension funds have been successful in achieving a positive
return on their assets for the past four years. The return on invest-
ment is, however, relatively high when viewed in a historical con-
text and that should be taken into consideration when it comes to
the increment of pension rights. It is also important for the funds
to continue developing their risk management procedures so they

will be in a position to meet market fluctuations at all times.

Financial Position

In 2006 the actuarial position of pension funds without em-
ployer guarantee kept improving for the second year running.
At year-end 2006 a total of 35 such divisions were operated
by 28 pension funds. As shown in Figure 20 the position in
25 divisions was positive by up to 23.9% as compared with 22
divisions at year-end 2005. A total of 10 divisions showed a
deficit ranging from 0.1% to 10% and no division had a deficit
higher than 10%. Pursuant to the Pension Act, pension funds
must amend their statutes in order to achieve a balance between
their assets and obligations if the difference is greater than 10%

or exceeds 5% for five consecutive years.
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Figure 20. Actuarial position of non-guaranteed pension

funds at year-end 2005 and 2006.

Investment

The ratio of variable-yield securities continued to grow at the
expense of fixed-income securities in 2006. The ratio of vari-
able-yield securities in mutual insurance divisions was 52% at
year-end 2006 compared with 48% at the same time in 2005 as
shown in Figure 21. In private pension schemes this ratio in-
creased from 65% to 69% in 2006. The higher ratio of variable
yield securities in the private pension schemes is a direct reflec-

tion of more risk-seeking investment strategies in this sector.

Figure 21 | Pension Funds’ Assets Composition at

Year-end 2005 and 2006
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Figure 21. Asset composition of mutual insurance divisions

and private pension schemes at year-end 2005 and 2006.

Equities and units and shares in other collective investment
undertakings than UCITS, cf. Act 30/2003 on UCITS, as a
ratio of net pension fund assets, was 40% at year end 2006
compared with 35% at year-end 2005, as shown in Figure 22.

This ratio has been growing steadily since the entry into effect




of the Pension Act. Pursuant to the Pension Act, pension funds
may at present hold equity amounting to a maximum of 60% of
net assets as opposed to 50% which was the permissible limit in
2006. There is thus considerable leeway for the pension funds

to increase their investment in this type of securities.

The ratio of unit share certificates in UCITS operating in
accordance with Act 30/2003 of the net assets of mutual insur-
ance divisions was 28% at year-end 2006 as shown in Figure
22 and has also been growing in recent years. Pursuant to the
Pension Act, a pension fund may not invest in more than 25%
of all issued unit share certificates in a single UCITS. The
classification of unit share certificates takes into account the
underlying assets of the UCITS but there are no legal limits to
maximum ownership as a ratio of net pension fund assets. Part
of the equity certificates held by the pension funds are thus
unit certificates in UCITS and shown as such in the following

figure.

Figure 23 | Exchange-rate-linked Assets as Ratio of Net Assets

Figure 22 | Unit Shares in Collective Investment Undertakings
(Act. No. 30/2003) and Equities as a Ratio of Net Assets
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Figure 22. Unit certificates in UCITS (Act 30/2003) and eq-
uity certificates as a ratio of net pension fund assets at year-end
2004, 2005 and 2006. Equity certificates are included in ratios

for unit certificates.

Assets denominated in foreign currencies as a ratio of net pen-
sion fund assets were 27% at year-end 2006 compared with
25% at year-end 2005. The ratio has been growing since the
entry into effect of the Pension Act as shown in Figure 23,
which depicts the development since 2000. The ratio of foreign
currency assets is somewhat higher in private pension schemes
than in mutual insurance divisions, or 29% at year-end 2006

as shown in the figure below. Assets denominated in a foreign
currency may never, pursuant to the Pension Act, exceed 50%
of net assets. The pension funds still have considerable leeway

for investment in foreign securities.
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Figure 23. Assets denominated in a foreign currency as a ratio

of net pension fund assets.

Pension Funds and Pension Rights

The number of pension funds kept decreasing during the
period. As of 1 July 2007 there were 40 pension funds in opera-
tion, compared with 42 funds on the same date the year before.
Of the 40 pension funds, 32 were still fully operational while 8
funds no longer received premiums. Since the entry into effect
of the Pension Act, the number of pension funds has dropped
by an average of 3 funds per year. At year-end 2006, the 10
largest pension funds held 80% of the aggregate net assets of all

Icelandic pension funds.

The past two years have seen an increasing trend towards the
mergers of large pension funds and further mergers, especially
of smaller funds, are also to be expected. Pension fund mergers
are generally a positive sign, since fewer and larger funds are
more likely to achieve an improved rationalisation and lower
operating cost, better risk distribution as regards both assets and
liabilities and higher levels of know-how and professionalism.
By the same token, the operations of large funds are inherently
more complex and call for stricter internal control systems and
risk management although the economies of scale pave the way

for a stronger internal framework.

The assets of age-related pension schemes have been gradually
increasing since the entry into effect of the Pension Act at the
expense of unit based pension schemes. This trend accelerated
dramatically in 2005 when six funds changed their benefits ac-
cumulation systems from unit pension schemes to age-related
pension schemes. During 2006, five more funds followed suit
by taking up age-related schemes instead of their previous unit
systems. Figure 24 shows the development for the years 2004,
2005 and 2006.
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Figure 24 | Types of Pension Rights Accumulation Schemes at Figure 25 | Depositaries Relative Share of Private Pension Savings
Year-end 2004, 2005 and 2006 at Year-end 2000 and 2006
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Figure 24. Pension fund rights accumulation schemes as a

proportion of net assets.

Benefits earned by membership in the above-mentioned funds
are, however, not purely age-related. A specific number of fund
members may continue to pay a percentage of their pension
fund premiums towards a unit pension scheme on the basis of
premiums paid prior to the change. These are fund members
who would suffer a considerable curtailment of rights if they
were moved into the age-related system during the latter part
of their working lives after having paid premiums into the unit
pension scheme during their earlier years. The accumulation of
all pension fund rights will though, with time, become purely

age-related.

Supplementary Pension Cover and Private Pension Savings
Pension funds, banks, savings banks, securities undertakings and
life insurance companies may accept contributions under a con-
tract for supplementary insurance benefits over and above the

statutory minimum pension cover pursuant to the Pension Act.

Accumulated supplementary pension savings with pension funds
and other pension savings depositories amounted to ISK 197.5
billion at year-end 2006, compared with ISK 146.2 billion at
year-end 2005, which constitutes an increase of 35% between
these years. During the period 1999-2006 there was an average
per-annum growth in supplementary pension savings of around
30%

proportional division of private pension savings between deposi-

- ranging from 21% to a peak of 41%. Figure 25 shows the

tories at year-end 2000 and 2006. As indicated in the figure, by
far the largest share of private pension savings is in the custody
of pension funds which were operating solely as personal pen-
sion savings schemes prior to the entry into effect of the Pension

Act. This share, however, is gradually decreasing.
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Figure 25. Proportional division of accumulated private pen-

sion savings between depositories.

Figure 26 shows the development of accumulated supplemen-
tary pension savings over the years 2004, 2005 and 2006 with
depositories other than pension funds previously operating
solely as personal pension savings schemes. Accumulated sup-
plementary pension savings with other pension funds amounted
to ISK 24.5 billion at year-end 2006 whereas such savings with
depositories other than pension funds, i.e. banks, securities un-
dertakings, savings banks and life insurance companies, totalled

ISK 55.7 billion and was divided as shown in the figure.

Private Pension Savings on Deposits with Parties other than
Pension Funds Operating Purely as Pensonal Pension Savings
Funds prior to Act. No. 129/1997
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Figure 26. Accumulated supplementary pension savings
(excluding pension funds operating purely as personal pension

savings funds prior to the entry into effect of Act 129/1997).




Pension funds may, pursuant to the Pension Act, determine
their statutory minimum insurance cover in such a way that a
contribution (currently 12% of wages earned) be devoted in
part to acquiring pension rights in individual pension accounts.
Such individual pension savings can either be part of the mini-
mum pension cover or a supplementary pension cover. This
means that personal pension savings are not solely derived from
direct contributions towards supplementary pension coverage
although this applies to the largest proportion of such savings as

shown in Figure 27 below.

Figure 27 | Types of Personal Pensions Savings at Year-end 2006
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Figure 27. Types of personal pension savings at year-end 2006.

The figure shows that around 85% of accumulated personal
pension savings, amounting to a total of 197.5 billion, derive
from contributions towards supplementary pension coverage.
Around 15% of such savings, however, derive from premiums
paid for minimum pension insurance, which may be subdivided
into 7% in personal pension accounts as part of supplementary
pension insurance and around 8% in personal pension accounts

as part of the minimum pension insurance.

Personal pension savings in the custody of the pension funds
amounted to ISK 141.9 billion at year-end 2006 or 9.5% of
net pension fund assets. This ratio has been increasing since the
entry into effect of the Pension Act and was, for instance, 8.6%
at year-end 2005.

Adding the total personal pension savings with depositories
other than pension funds amounting to ISK 55.7 billion at year-
end 2006 to the net assets of pension funds amounting to ISK
1,298.8 billion at the same point in time brings the overall assets
of the entire pension system to ISK 1,554.5 billion, or 133.7%
of GDP. For comparison, this amount stood at ISK 1,260 bil-
lion at year-end 2005, or 124.5% of GDP.

Investment Authorizations of Pension Funds

The Pension Act contains detailed provisions concerning the
investment authorizations of pension funds. The pension funds
must formulate their investment policies and invest their funds
with regard to the most favourable terms available at each time
considering risk as well as return on investments. The types of
investments permissible to the funds are listed in the Pension
Act and include all major classes of negotiable securities, deposits
and derivatives for hedging. The Act also sets limits concerning
individual types of investments, individual issuers of securities,
foreign securities and unlisted securities, which are generally

based on a proportion of the net assets of the pension funds.

The investment authorizations of the Pension Act require the
funds to exercise caution in their investment decisions and

to ensure that there is always a clear legal permission accord-
ing to the law for the investments of the funds. The legisla-
tion was formulated with regard to the interests that the funds
are expected to safeguard, i.e. mandatory pension savings for
minimum maintenance upon retirement. It must be unequivo-
cal that decisions on pension fund investment and investment
authorizations are at all times made with the best interests of the

fund members at heart.

Rapid developments and growth in the financial market have
resulted in increased competition and a greater variety of invest-
ment opportunities for the pension funds. This has, for instance,
called for interpretations by the FME as to whether investments
which pension funds have already made or intend to make are
in accordance with the authorizations contained in the Pension
Act. An example of such findings is the interpretation published
on the FME’s website during the period that pension funds may
not engage in securities lending, but OMX recently had plans
to launch a formal market for such loans. The FME also stressed
to the pension funds the limited authorizations permitted by
law to engage in derivatives trading which has become a popu-

lar investment option of late.

A comprehensive legislation needs to be allowed to develop
naturally in the light of experience gained and changed cir-
cumstances. From the entry into effect of the Pension Act, the
investment authorizations of pension funds have been extended
three times through amendments to the law. The last instance
of this was in 2006 when the limits for investment in equity
was raised from 50% to 60% of net assets and the maximum
loan-to-value ratio of mortgage bonds was increased from
65% to 75%. Further changes to the legislation are only to be
expected. Recent public discussions have, for example, called
for even greater extensions of the investment authorizations of
pension funds. Certain provisions also need to be clarified in
more detail, such as provisions on derivatives trading, which

can be risky and should not be left for individual evaluation.
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Extended investment authorizations demand increased respon-
sibility. This means stricter requirements on sound internal
organisation, primarily as regards internal control and risk man-
agement as well as professionalism and general know-how. The
creation of larger and more powerful pension funds through
mergers and rapid asset growth will enable more funds to meet

such requirements in the future.

2.4.2 UCITS

At the end of October 2007 there were a total of seven man-
agement companies of undertakings for collective investment in
transterable securities being supervised by the FME, includ-

ing four which had been granted licences to engage in asset

management.

Consistent with recent developments there was an increase in
the number of UCITS operating during the period. At the end
of June 2007 there were 25 UCITS compared with 15 at the
same time in 2006 and 10 in 2005. There was also a similar
increase in the number of investment funds and by the end of
June 2007 a total of 37 investment funds had been validated by
the FME, compared with 24 at the same time in 2006 and 13

in 2005 as shown in the following table.

The assets of UCITS and investment funds, cf. Act 30/2003
governing the operations of such funds, amounted to ISK 452
billion at year-end 2006, compared with ISK 363 billion at
year-end 2005. The assets of UCITS totalled ISK 170 billion
and the assets of investment funds came to ISK 282 billion at
year-end 2006. Figure 28 shows the development of the assets
of UCITS and investments funds from 2002 to 2006. During
the last three years, the assets of the funds have increased by

130%.

Figure 28 | Assets of Undertakings for Collective Investment

(UCITS) and Investment Funds

Number: 30.6.2005 30.6.2006 30.6.2007
UCITS 10 15 25
There of divisionalized 4 4 4
Divisions 28 25 16
Investment Funds 13 24 37
There of divisionalized 3 4 5
Divisions 5 17 20

Judging by the number of recent validation applications for new
funds, the increase appears to have slowed down. Looking fur-
ther ahead, however, it is likely that growing numbers of finan-
cial undertakings will go hand in hand with a growing number
of management companies of UCITS which, in turn, will result
in an overall increase in the number of Icelandic UCITS and

investment funds.

Between 1 July 2006 and 30 June 2007 the FME processed a
total of 14 applications submitted by validated UCITS and divi-
sions for official certification of their status as UCITS on account
of the marketing of these funds in other states within the Euro-
pean Economic Area. This is particularly noteworthy as no such
applications have been processed before and may be interpreted
as an indication of increased marketing of Icelandic UCITS
abroad on the basis of common European rules on the market-
ing of UCITS. For comparison, the FME has received over 30
notifications from foreign UCITS with around 240 sub-funds
declaring their intentions to market their funds in Iceland. A list

of foreign UCITS can be downloaded from the FME’s website.
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Figure 28. Developments in the assets of UCITS and pension
funds.

The largest proportion of the assets of UCITS and investment
funds is made up of fixed-income securities, or 78% in the case
of UCITS and 71% in the case of investment funds. Other
assets are mainly equity certificates, unit share certificates and

bank balances.

2.5 The Insurance Market

2.5.1 Performance of Insurance Companies in 2006
Total profits of the five domestic non-life insurance companies
amounted to just over ISK 17.3 billion in 2006 compared with
19 billion in 2005. Around 87% of the insurance companies
profits derives from their financial activities and the decrease in
profit between years can largely be explained by lower price ris-
es in the securities market in 2006 compared to previous years.
Profits from the insurance portfolio have, on the other hand,
improved since 2005 as a result of higher insurance premiums.
The performance of the four domestic life insurance compa-
nies has improved considerably between years. Total profits

for 2006 were ISK 1.5 billion, compared with a profit of ISK
900 million in the previous year. Around 86% of the profits
derive from life insurance activities, which have shown a steady
upward trend between years. This is partly due to an increase in

premiums for sickness insurance. The life insurance companies




are all owned by non-life insurance companies or other under-

takings in the financial market.

Increased Profits from Non-life and Life Insurance Activities'
The non-life insurance companies raised their premiums con-
siderably in 2006 which resulted in profits for the year in this
sector, as shown in Figure 29. Financial activities have been
an important source of income for the insurance companies in
recent years as their non-life insurance activities have tended to
yield negligible profits or even losses. As already stated, profit
from financial activities decreased by over 35% between 2005
and 2006. From this it may easily be deducted that increased
equity ownership by insurance companies is likely to create
fluctuations in their performance. This requires that the insur-
ance companies maintain an active and efficient risk asset and

liability management.

Profits from life insurance activities in 2006 amounted to ISK
1.2 billion, which constitutes an increase of 386%, largely as a

result of higher premiums for sickness insurance.

Figure 30 | Share of various Asset items in Insurance Companies’
Assets 2004-2006

Figure 29 | Profits on Insurance Companies” Main Areas of Activity,
2006 price levels
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Figure 29. Profit from major insurance activities adjusted to
2006 prices.

The proportion of consolidated companies in the total assets

of insurance companies increased from 8% in 2005 to 26%

in 2006 as shown in Figure 30. Among the reasons for this is
the acquisition by Tryggingamidstddin hf of the Norwegian
insurance company Nemi Forsikring ASA and the overall trend
for insurance companies to establish specific companies around
their investments. Equity related securities still remain a size-
able proportion of insurance company assets, or around 36%

in 2006. This item has, however, reduced somewhat between
years because of lower price rises in the securities market and as
mentioned earlier the fact that subsidiaries are in an increased

way managing the equity based assets.

1 The State Natural Catastrophe Fund is not included in figures explaining operations and performance.
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Figure 30. Percentages for some asset items of insurance
companies 2004-2006

Decreasing Rates of Return on Financial Activity

Owing to the fact that non-life insurance companies tend to
own more equities than life insurance companies, they have
been showing more profit from financial activities in recent
years. The securities market, however, appeared to be slowing
down in 2006 and this is reflected in decreasing profits from
financial activities as a ratio of equity, cf. Figure 31. In the case
of the non-life insurance companies, the ratio decreased from
47% in 2005 to 27% in 2006. As for the life insurance compa-
nies, the ratio has decreased even further, or down to just over
9% in 2006. This, as well as the fact that life insurance activities
showed a relatively higher profit in 2006, indicates that life in-
surance companies are not as reliant upon the outcome of their

financial activities as are the non-life insurance companies.

Figure 31 | Profits from Financial activities as a Ratio of
Equity 2004-2006
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Figure 31. Profits from financial activities as a proportion of
equity 2004-2006.
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Improving Performance of Non-life Insurance Figure 33 | Premiums, claims and Profits / Loss in Compulsory and
. . Other Motor Insurance 2004-2006, 2006 price levels
The major classes of non-life insurance were operated at a
profit in 2006 with the exception of accident and sickness 12.000
insurance. Figure 32 shows the development of premiums and 10.000
performance for individual classes over the past three years. 8.000
Motor vehicle insurance premiums were raised, which results in v .00
a better performance for that class. It is worth pointing out that é 4000
property insurance showed good results at the end of the year s
although the premiums remained more or less the same. 2000 B
0
Figure 32 | Premiums and Profit / Loss in main non-life Insurance 2,000
classes 2004-2006, 2006 price levels e ! 2004 ! 2005 ! 2006 ! ! 2004 ! 2005 ! 2006
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o 10.000 Figure 33. Premiums, claims and profit/loss in mandatory vs. op-
= £.000 tional motor vehicle insurance 2004-2006 adjusted to 2006 prices.
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6.000 The overall market share of the three largest insurance compa-
4.000 nies (Sjova-Almennar tryggingar hf, Tryggingamidstodin hf and
2,000 Vitryggingafélag Islands hf) in motor vehicle insurance has been
0 decreasing in recent years, as shown in Figure 34. Last year the
market share was just under 91%.
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Figure 32. Premiums and performance of major non-life
insurance classes 2004-2006 adjusted to 2006 prices. 98%
97%
By far the biggest increase in premiums occurred in liability %% 94.6%
insurance, credit insurance and suretyship insurance. The extent 95% .\
of marine, aviation and cargo insurance has, on the other hand, 94% \
been growing less important in recent years. 93% \92-31,\
92%
i o \90.9%
Motor vehicle insurance may be subdivided into mandatory and 91% ~a
optional insurance. Figure 33 shows the development of premi- 90%

ums, claims and performance in these two subclasses. Manda-
tory motor vehicle insurance has not been operated at a loss in
recent years, nor has there been an increase in claims. In the
optional insurance class the situation is quite the reverse. Claims
have been rising steadily and performance has grown poorer. As
a result of this trend, the insurance companies have focused on

raising the premiums for optional motor vehicle insurance.
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—=— Market share of three Largest companies

Figure 34. Market share in motor vehicle insurance of the 3

largest insurance companies 2004-2006.

Growth in Mortality Risk Insurance and Health Insurance while
Unit Link Insurance Reduces

Icelandic insurance companies began offering unit-link life
insurance in 1998 whereby the insured bears the investment
risk. This class of insurance became popular and premiums rose
to a peak in 2002. This class has, however, been on the wane as
have premiums, cf. Figure 35 which shows the division of the
written premiums of life insurance companies broken down by

insurance classes.




Figure 35 | Breakdown of Written Premiums According to life
Insurance Class 2004-2006

Figure 36 | Iclandic Insurance Companies’ Operations in others EEA

member states 2004-2006, 2006 price levels
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Figure 35. Division of written premiums between life insur-

ance classes 2004-2006.

The life insurance companies have been increasing their activi-
ties in mortality risk life insurance and health insurance as can
also be seen in Figure 35. Activities concerning supplementary

pension savings are no longer measurable.

These figures indicate that the life insurance companies are
directing their marketing efforts away from savings and towards
focusing on high risk insurance for health and life. The compa-
nies are also likely to start specializing in these areas within the

next few years.

Increased Activities Abroad

Figure 36 shows the development over the past three years

in the premiums and claims of insurance companies licensed

to operate in Iceland in other EEA member states. Premiums
are received on the basis of cross border services. The largest
single contributor in this sector is the European Risk Insurance
Company (ERIC) which is solely engaged in liability insurance
in the UK.
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Figure 36. Operations of Icelandic insurance companies in di-
rect insurance in other EEA member states 2004-2006 adjusted
to 2006 prices.

As well as doing cross border services, Icelandic insurance
companies are increasingly forging closer links with insurance
companies abroad. Tryggingamidstodin hf has a subsidiary in
Norway, Nemi Forsikring ASA, which specializes in busi-

ness and commercial insurance. This year, Milestone ehf, the
owner of Sj6va-Almennar tryggingar hf, purchased the Swedish
financial conglomerate Invik & Co AB - the owner of the in-
surance group Moderna Forsikringar, which operates both life
and non-life insurance companies. During this year, Exista hf,
the owner of Vatryggingafélag Islands hf and Liftryggingafélag
[slands hf; sold its majority holding in the British insurance
company IGI Group Ltd. On the other hand, Exista purchased

a 20% holding in the Finnish insurance company Sampo.

Assets to Meet Technical Provisions

The largest single assets of insurance companies for meet-

ing technical provisions were securities listed on a regulated
market. These amounted to 36% in 2006 as shown in Figure
37. Second in size are deposits with credit institutions amount-
ing to 22%, and then govermment bonds on the one hand and
property, land and building plots on the other, amounting to
17%. According to the Regulation on assets to meet techni-

cal provisions no. 646/1995, there are certain limits on the
amounts from each asset class which may be used by the insur-
ance companies for this purpose. As shown in the figure, the
insurance companies have almost exhausted their authorizations
in the asset class of securities listed on a regulated market and
unlisted equities. This shows that Icelandic insurance companies
are somewhat high risk appetite and tend to invest rather heav-

ily in equities.

With regard to the above mentioned, it should also be pointed

out that a number of Icelandic insurance companies took part
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at mid-year 2007 in a quantitative impact study (QIS3) to as-
sess the potential effects of the Solvency II Directive currently
under preparation by the EU, which aims at basing solvency
requirements on all the risk factors inherent in the operations
of an insurance company. This study included the element of
market risk anticipating a solvency requirement (capital require-
ment) corresponding to 32% of equity, which will probably

be burdensome for the Icelandic companies. In the asset class
of unsecured loans/claims, the insurance companies appear to
have exceeded the limits, but the reason for this is the fact that
individual insurance companies are operating on the basis of an
exemption granted in accordance with Article 13 of the above-

mentioned Regulation.

foreign exchange risk. Similarly, the companies should pay heed
to the fact that they may not invest more than 20% of their
technical provisions in a specific currency in assets denominated
in another currency, cf. Article 10 of the above Regulation.
This provision might pose a future problem for the insurance
companies as it is also stricter than similar provisions applying,

for instance, to pension funds.

Figure 38 | Breakdown of Technical provisions 2006 and Assets
Covering it by Currencies

Figure 37 | Ratios of Asset classes covering Technical

Provisons 2005-2006
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Figure 37. Ratios for assets to meet technical provisions

2005-2006.

As shown in Figure 38, 99% of the technical provisions are

in ISK and 1% in GBP. The assets of insurance companies

are, however, distributed between more currencies than the
technical provisions. The assets are mostly in ISK, or 86%,
then 5% in EUR, 4% in GBP, 3% in USD and 2% in NOK.
The reason for this is that the Icelandic insurance companies
have been expanding their operations overseas by purchasing
foreign companies, which inevitably creates assets in currencies
other than ISK. It is important that the insurance companies

take measures in order to protect themselves against increased
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Figure 38. Division of technical provisions and assets to meet

technical provisions 2006 by currencies.

2.5.2 Insurance Mediation

The number of Icelandic entities licensed in the area of insur-
ance mediation decreased by one between years, bringing them
to a total of six. Of the six licensees, one insurance intermediary
does not mediate new insurance but makes use of the licence in

order to manage an existing insurance portfolio.

A number of foreign insurance intermediaries and insurance
agents with headquarters in other EEA member states are li-
censed to operate in Iceland. Icelandic insurance intermediaries
and insurance agents have as yet not applied for authorization to
offer their services abroad within the European Economic Area.
Commissions for insurance mediation increased from just under
ISK 285 million in 2005 to slightly over ISK 400 million in
2006. The performance of insurance intermediaries has gener-
ally improved between years and profits have tripled from ISK
33 million in 2005 to ISK 103 million in 2006.

Mpynd: NordicPhotos



ICELANDIC IFNANCIAL MARKET IN AN
INTERNATIONAL ENVIRONMENT

3.1 | alobalization of the Financial System

One of the characteristics of the Icelandic financial market is
that the majority of the Icelandic financial undertakings’ in-
come and assets comes from abroad. However, the operations
of foreign parties in Iceland are almost nonexistent. 54% of
the financial undertakings’ income comes from foreign opera-
tions, 60% of loans are to foreign customers, assets of foreign
subsidiaries are 45% of total assets and half of their employees
operate in foreign branches. Icelandic financial undertakings
now operate in 56 operating units in 21 countries. These

numbers will certainly grow.

Internationalization is not only limited to the commercial
banks. Insurance companies have acquired shares in foreign
insurance companies or begun close collaboration with for-
eign insurers. The Iceland Stock Exchange and the Icelandic
Securities Depository are subsidiaries of OMX A.B. Icelan-
dic investors have also bought qualifying holdings in foreign

insurance companies.

This development has been swift; for example in the year
2004, the commercial banks’ foreign income amounted to
29% of their operating income. The momentum has increased,
and in the last few months the expansion has increasingly been

in the establishment of branches.

Internationalization has certain advantages, such as distribu-
tion of risk, wider source of income and presumably a stronger
balance sheet. There are certain risks as well, such as financ-
ing of growth, less oversight and integrated support systems
that grow at the same pace as the consolidation. Reputational
risk also increases as undertakings grow and expand in more

markets.

The consequences of this development have been significant
for the FME, since the operations of Icelandic undertakings
abroad are contingent on their Icelandic operating licenses and
the trust foreign supervisory authorities have in these licenses.
In the case of branches, the FME has direct supervisory re-
sponsibility but FME is responsible for consolidated supervi-
sion in the case of subsidiaries. Communication between the
“home** and “host” supervisory authorities are necessary (and
often required) as operations of the undertakings grow. Ad-
ditionally, operations outside of the EEA call for the establish-
ment and maintenance of MoU'’s with foreign supervisory

authorities.

Thus the FME’s operations have in a short time become in-
ternational, which places new demands on organization, work
procedures, and staff. It is clear that monitoring operations
abroad and communications with foreign parties will clearly
demand an increase of FME staff time commensurate with
the growth of the Icelandic financial market. It is important
that the FME succeeds during this period since the integrity
of Icelandic undertakings and the Icelandic financial market

is in part evaluated by the FME’s strength and quality and its

performance in foreign collaboration.

3.2 Foreign Expansion of Activities of

) Financial Undertakings and Insur-

ance Companies

Foreign Expansion of Activities of Financial Undertakings
The expansion of Icelandic undertakings within the EEA is
based on operating licenses issued in Iceland by the FME. Eu-
ropean supervisory authorities therefore trust the efficiency and
independence of the Icelandic supervisory authority. In cases of
expansion to countries outside of the EEA, undertakings must
usually apply for a special license with the supervisory author-
ity of the appropriate state. At the beginning of October 2007
Icelandic financial undertakings had 56 operational units in 21

countries.

The table below demonstrates that the expansion has been very
rapid and can be expected to increase even more before end-of-
year 2007, as well as in 2008. What characterizes this develop-
ment is the growing number of branches, which places a direct

supervisory responsibility on the FME.

Number and Types of Branches
Year-end 2005 October 4, 2007

Subsidiaries 21 31
Branches 4 21
Representative agencies 1 4
Number of operating units 26 56
Numbers of states where activities are pursued 12 21
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Foreign operating units of Icelandic financial undertakings
Subsidiaries or bran-
Subsidiaries [Branches| Representatives | ches of subsidiaries
UK X X
Ireland
Norway X X X
Sweden X X
Denmark X X
Finland X X
Faroe Islands X X
France X
Switzerland X
Luxemburg X
Belgium X
Netherlands X X X
Germany X X
Spain X
Italy X
Malta X
Czechoslovakia X
Slovakia X
Lithuania X
Russia X
U.S.A X X
Canada X X
Singapore X
China X
Isle of Man X
Guernsey X
Dubai X
Qatar X

The Dutch bank, NIBC and its subsidiaries are included in the table, but the FME had
not approved Kaupthing's acquisition of the bank as of date of the publication of the report.

Foreign Activities of Insurance Companies

The FME monitors the expansion of domestic insurance com-
panies and holding companies in foreign markets. Continuing

expansion of Icelandic parties in the insurance market is to be

expected

Certain domestic insurance companies offer their services
abroad in EEA markets, and that growth is expected to con-
tinue. As in the credit division, this will result in new emphases
on supervision of these insurance companies. The FME moni-
tors this activity as home supervisor based on EEA regulations.
It is important that parties prepare insurance contracts carefully
and consider all appropriate regulations, including selection of

acts on insurance contracts.

One domestic insurance company owns a foreign insurance
company in Norway as a subsidiary. Because of this the FME
and the Norwegian Financial Supervisory Authority cooper-
ate closely in the supervision of these insurance companies.
The FME has the position of so-called “lead supervisor” in the
authorities’ cooperation. As such the FME has an increased
responsibility for the insurance companies and the companies as

a whole, including the necessary oversight of their operations.

Acquisition of Icelandic companies in financial services of
foreign undertakings from 01.07.2007 to 01.10.2007

Icelandic company Foreign Company Countries Balance sheet in Type of activity
appr. currency
(millions)
31.12. 2006
Tryggingamidstodin hf. | Nemi Norway 1.186 m.NOK | Insurance
forsikring ASA company
Milestone hf. Invik & Co AB | Sweden 14.489 Financial
(headquarters), | m.SEK corporation, main
Luxemburg, activity insurance
Netherlands, (Moderna
Norway Forsékringar) and
banking in Luxem-
burg (Banque Invik)
Exista hf. Sampo Group | Finland 47.260 m. Insurance
Oyj (19,98%) | (headquarters), EUR corporation
Sweden, Estonia,
Latvia, Lithuania
Straumur-Burdarés | eQ Finland 627 m.EUR Investment
Fjérfestingabanki hf. banking
Straumur-Burdaras | Wood and Czechoslovakia | 51,2 m.EUR | Investment
Fjarfestingabanki hf. | Company Slovenia banking
(50%) Malta
Switzerland
Luxemburg
Glitnir banki hf. FIM Group Oy | Finland 142,4 m.EUR | Investment
(Glitnir Sweden banking
Corporation) Russia
Glitnir banki hf. Leimdorfer Sweden 81,3 m.SEK Real estate
AB (90%) Finland
Norway
Glitnir banki hf. BSA AS Norway 32,9 m.NOK | Real estate
Landsbanki [slands hf. | Bridgewell Britain 48,9 m.GBP | Securities
(Landsbanki company
Securities Ltd)
Landsbanki [slands hf. | Cheshire Guernsey 124,6 m.GBP | Commercial
Guernsey banking
Limited
Kaupping banki hf. | NIBC Netherlands | 32.636 Commercial
U.S.A. m.EUR banking
Britain
Belgium
Germany
Singapore

33 Activities of Foreign Parties in Iceland

The following summary shows the number of parties that at
the end of October 2007 are authorized to provide services in

Iceland based on EEA regulations:

Foreign banks with an operating unit, i.e. branch 1
Foreign banks without an operating unit 147
Securities Funds (UCITS) 30
Insurance companies with an operating unit 29
Insurance companies without an operating unit 316
Insurance brokers and insurance representatives 3.712

*) One foreign financial undertaking operates a branch in Iceland, the Swedish bank Forex Bank AB.
The German insurance companies Allianz Lebensversicherungs AG and Allianz Versicherungs AG
also operate a branch in Iceland.

3.4 Supervisory Activities in an
’ International Environment

The growing globalization of Icelandic financial undertakings,
as well as the increased cooperation between European supervi-
sory authorities, has called for a considerable increase in foreign

communications by the FME.




Demand from various foreign parties, such as international
organizations, credit rating agencies and research analysts.

for information about the Icelandic financial market grows
continually. The FME’s goal is to respond to this demand by

increased information dissemination in English.

During the former half of 2007, the FME set a special strategy
regarding the supervision of the overseas operations of Icelandic
financial undertakings and performed a workload analysis in
connection with this part of the supervisory activity. The key

points of this strategy are as follows:

B Supervision of branches: On-site inspections at larger
branches every two years. Smaller branches as needed but
never less than every four years.

B Supervision of subsidiaries: Participation in on-site inspec-
tions of host authorities if subsidiaries constitute at least 10%
of the consolidated total assets. Such subsidiaries will also be
visited every two years to get a good oversight of activities.

B Information provisions: Annual reports in cases of branches
and subsidiaries on the FME’s (electronic) form, as well as
balance sheets and P & L accounts of all branches and subsidi-
aries constituting at least 10% of the consolidated total assets.

B Communication with foreign supervisory authorities: Gen-
eral review on a regular basis where activities of Icelandic
companies are extensive.

B Memorandum of Understanding (MoU): Follow “expan-
sion” to states outside of the EEA with MoU’s.

B Expenses: Collect a special fee pursuant to Article 7 of Act
99/1999 on the Payment of Costs for Public Supervision of

Financial Activities.

Collahoration with other Supervisory Authorities

The FME has considerable communications and collabora-
tions with foreign other supervisory authorities where Icelandic
undertakings operate. Such interactions take place, among other
things, during the acquisition of Icelandic financial undertakings
of foreign financial undertakings, the establishment of branches
abroad as well as in connection with ongoing supervision of
financial undertakings on a consolidated basis, such as financial

supervision, CEO and owner eligibility assessments, etc.

The FME communicates on a regular basis with its sister
supervisory authorities in the Nordic countries. The authority
directors meet annually to discuss various issues pertaining to
the development of financial activities in the Nordic countries
and integration of supervision where appropriate. Expert groups
with representatives from the countries also meet to discuss
various technical issues regarding supervision and adoption of

EU directives.

Memorandum of Understanding (MoU)
The FME has during the period increased interactions with
supervisory authorities outside of the EEA in connection with the
activities of Icelandic financial undertakings in those countries. A
special component of these communications is the establishment
of MoUs with foreign supervisory authorities, which is necessary
in cases of states outside of the EEA. During the period the FME
signed MoUs with the following parties:

M [sle of Man Financial Supervisory Commission

M China Banking Regulatory Commission

B Dubai Financial Services Authority

The FME is also in the process of preparing MoUs with super-
visory authorities in Canada, U.S.A., Qatar, Guernsey, Hong
Kong, and the Faroe Islands.

European Joint Committees and International Cooperation

The FME participates in joint committees of European financial
supervisory authorities. These committees are CEBS, CEIOPS,
and CESR. The committees are a part of the EU’s so-called
Lamfalussy process whose purpose is to increase homogeneity and
uniformity in the securities markets, improve the competitive-
ness of financial undertakings and finance markets, and support
increased economic growth and employment. The process is
divided into four levels, and the aforementioned committees
pertain to Level 3 of the process. The committees” main role is to
support the uniformity of supervision within the union and thus
support the efficiency of the inner market and to consult with
management regarding the formulation of uniform legislation in
the financial markets. The following figure describes the Lamfalu-

ssy process and the role of parties at each stage in the process.

Level 1
Directives and regulations to establish core values adopted
by the European Parliament.

Level 2
The European Commission (sector-specific committees) adopts
directives or regulations providing further technical details to the legislation
in LEVEL 1. Binding to EEA law. Emphasis on speeding up the process.

Level 3
National regulators committed to collaborate on the implementation
and interpretation of new regulations. Special committees established
for this purpose and also to provide advice to the Commission
concerning legislation at LEVEL 2.

Level 4
Harmonisation and compliance with new rules and laws.
The FME actively participates in the work of the aforementioned
committees. Such participation is necessary to ensure that the
adoption of regulations and implementation of supervision is
commensurable with the European Economic Area.
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The FME participates in the work of three expert committees
within CEBS (Committee of European Banking Supervi-

sors). They are expert committee on integration of supervision
implementation (Group de Contact), expert committee on
WACC (Expert Group on Capital Requirement), and expert
committee on financial information (Expert Group on Financial
Information). The work of these committees has in the past
year mainly been concerned with the uniform adoption of the

Basel II equity regulations.

The FME is partner to and participates in the work of CESR
(Committee of European Securities Regulators). CESR plays
an important role in the interpretation and uniformity of rules
pertaining to the securities division, and the FME emphasizes

participation in expert committees in that area.

The FME has during the period participated in coordination
efforts due to the MiFID directive, the prospectus directive, the
takeover directive, and the transparency directive. The FME
has also continued participating in the CESR Review Panel,
CESR-Tech, and CESR-Pol. The FME has also appointed a
representative to CESR-Pol’s subcommittee, Surveillance &

Intelligence Group.

Task force on Money Laundering and Terrorist Financing
Iceland is a member of FATF (Financial Action Task Force on
Money Laundering), which is an international task force work-
ing against money laundering and terrorist financing. FATF
carried out an assessment in Iceland in 2006 and this will be
followed up in 2008 with a review of corrective actions. The
FME regularly attends FATF meetings, which are held three

times a year.

In light of the growing foreign activities of financial undertak-
ings, the FME has emphasized on monitoring the development
of risk management. The adoption of new equity rules, Basel
I1, has led to increased demands for risk management of finan-
cial undertakings. Considereing this, it will also be necessary to
strengthen the internal auditing divisions’ activities of financial

undertakings.

The internationalization of Icelandic financial undertakings
has made them more resistant to fluctuations in the Icelandic
economy but has also made them more sensitive to volatility
in international markets. They are also now being observed
by foreign financial supervisory authorities, credit analysts, and

credit rating companies.

35 Complicated Risk Management
) — Increased Levels of Complexity

The Icelandic financial market has undergone revolutionary
changes in a short period of time. The geographical growth of
the financial undertakings has resulted in an broader income
base while, at the same time, operational and risk distribution
has significantly increased. This growth is accompanied by nu-
merous challenges pertaining to the integration of operational
units and information systems and minimization of integra-
tion risk which follows increased growth. The expansion also
entails increased levels of complexity, which are a part of more
extensive and diffuse operations and an increased supply of the
undertakings’ complex financial products. The financial under-
takings” operations in various countries also result in increased
requirements for good management control systems and risk
management on a consolidated basis and overview of collaterals

and large exposures.

3.6 Reputational Risk

Reputational risk is the risk of a significantly negative atti-

tude toward a party involved in a financial activity, related to
something the party either did or did not do. It does not matter
whether the attitude is legitimate or not, as long as it affects the

general trust and goodwill of the financial undertaking.

In 2006 Icelandic financial undertakings realized that their
expansion in foreign markets was attracting the interest and at-
tention of foreign parties, which increasingly became interested
in the Icelandic economy and financial system. Suddenly the
discussion turned against the Icelandic financial undertakings
and, in fact, to a great extent against the Icelandic financial and
economic system. The Icelandic financial system was consid-
ered to be characterized by concentrated ownership and lack
of transparency; additionally, cross-ownership in the Icelandic

business environment was criticized.

The financial undertakings, the FME, and other government
agencies reacted to this criticism and increased transparency by
more proactive information dissemination, and cross-ownership
was reduced. The FME held about 60 meetings in 2006 with
foreign credit rating agencies, analytical parties and media, and

the interest seems no less in 2007.

Reputational Risk of Icelandic Financial Undertakings

The globalization of Icelandic financial undertakings has
resulted in the increased interest of foreign supervisory parties,
analysts, business media, and credit rating agencies. This places
additional transparency and information demands on financial

undertakings.

One way to increase transparency in the financial market is
increasing uniformity in the regulatory process and imple-

mentation of supervision. The EU has in the past few years




emphasized increased uniformity in these areas. Such conform-
ity increases homogeneity in the regulatory environment and
contributes to increased safety in the European financial market.
It is the role of joint committees of European financial super-
visory authorities to shape and coordinate regulatory processes
in the European financial market. Examples of such regulatory
processes are the Basel II standard on equity and risk basis of’
financial undertakings, Solvency II regulations in the insurance

market, and the MiFID directive in the securities market.

Because of the small size of the Icelandic economic system, it is
to be assumed that ownership is more concentrated and business
relations greater than in larger countries. A certain risk pertain-
ing to the reputational risk of Icelandic financial undertakings is
inherent in this situation. To minimize the effects of the repu-
tational risk of concentrated ownership, the Icelandic undertak-
ings must be in the forefront when it comes to good corporate
governance, detailed and efficient information dissemination and

effective monitoring and follow-up of internal rules.

The Authority and Role of the FME

In the last two years the FME has greatly emphasized the
supervision of concentrated ownership in Icelandic financial
undertakings, since their and the Icelandic financial market’s
reputation on the whole is sensitive when it comes to this issue.

The FME’s key issues in this area are:

B Evaluation and supervision of qualifying holdings in finan-
cial undertakings, i.e. 10% or more, and eligibility of par-
ties to have qualifying holdings in a financial undertaking.

M Transactions of related parties should be based on the arm’s
length principle.

M Supervision of large risk liabilities; pursuant to regulations

no one or related parties have greater exposures than 25%
of equity with a credit undertaking.
M Eligibility assessment of CEOs and board members of

financial undertakings.

The FME’s 2006 guidelines on the content of operating pro-
cedures for executive boards of financial undertakings stipulate
that financial undertakings submit to an external auditor details
on connected lending and compare with comparable transac-
tions of other customers. In dealing with such issues, according
to the guidelines, an outside accountant must also submit a
substantiated opinion stating that the arm’s length principle has
been observed. The guidelines also stipulate that board mem-
bers must depart a meeting in which issues having to do with

them are being discussed.

Joint Interest

Reputation is the most valuable asset of a financial undertaking.
It is in joint interest of the FME and financial undertakings that
they enjoy trust and credibility in international markets. The
expansion of Icelandic financial undertakings began for real in
mid-year 2004. The Icelandic undertakings have certainly had
to tolerate difficulties and criticism during this period. A key
issue in overcoming these obstacles is for the undertakings to
build trust by continuing to emphasize transparency and sound
business practices. The expansion of Icelandic financial under-
takings is based on the operating licenses issued to them by the
FME. Those licenses are their key to foreign markets. Thus it is
imperative that the FME remains independent, holds sufficient
and efficient authority, and has financial latitude to perform

its supervisory activities in an international environment. That
is the common interest of all parties in the Icelandic financial

system.

Mpynd: NordicPhotos
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PARTIES SUBEJCT TO SUPERVISION

4.1

Number of Parties Subject to Supervision

As of 30 June 2007, the number of parties subject to supervision was as follows:

Number Operate in accordance with:
30.06.2007
Commercial banks 4 Act 161/2002 on Financial Undertakings
Savings banks 21 Act 161/2002 on Financial Undertakings
Credit undertakings 12 Act 161/2002 on Financial Undertakings

Deposit departments of co-operative societies 1
Securities companies 9
Securities brokerages 2
Management companies of UCITS 7
UCITS (Total number 25, including 4 departmentalized)™
Investment funds

(Total number 37, including 5 departmentalized)*

Stock exchanges and other regulated OTC markets 1

Act 22/1991 on Co-operative Societies

Act 161/2002 on Financial Undertakings

Act 161/2002 on Financial Undertakings

Act 161/2002 on Financial Undertakings

Act 30/2003 on UCITS and Investment Funds

Act 30/2003 on UCITS and Investment Funds
Act 34/1998 on Stock Exchanges and Regulated OTC Markets

Central securities depositories 1 Act 131/1997 on Electronic Registration of Title to Securities

Pension funds 40 Act 129/199 Act 129/1997 on Mandatory Guarantee of Pension Rights
and the Operation of Pension Funds

Insurance companies 12 Act 60/1994 on Insurance Activities

Insurance intermediaries 6 Act 32/2005 on Insurance Mediation

Other parties subject to supervision 3 Various Acts

Total 1197

*) UCITS and investment funds are operated by management companies. The number of those funds
is not included in the total number of parties subject to supervision. Several of the funds operate in more
than one division.

Changes in the Operating Licenses, Names
and Number of Parties Subject to Supervi-
sion from 1 July 2006 to 30 June 2007.

Financial undertakings
On 30 November 2006 the name of Sparisjédabanki fslands hf.
was changed to Icebank hf.

4.2

On 8 December 2006 the FME approved the merger between

Sparisjodur vélstjora and Sparisjodur Hafnarfjardar.

On 21 June 2006 the FME was informed that the co-operative
society Kaupfélag Austur-Skaftfellinga would cease the opera-

tion of deposit departments.

On 30 December 2006, Act 150/2006 on the incorporation
of Municipality Credit Iceland as a Statutory Limited Liabil-
ity Company went into effect. Lanasjodur sveitarfélaga ohf.

received a license to operate as a credit undertaking on 14
September 2007.

On 18 January 2007 the FME approved the merger between
Sparisjédur Vestmannaeyja and Sparisjodur Hornafjardar. The
name Sparisj6dur Hornafjardar was discontinued, and the name

of the merged savings bank is Sparisjédur Vestmannaeyja.

On 26 January 2007 the FME approved the merger between
Sparisjodurinn i Keflavik and Sparisjodur Olafsvikur. The name
Sparisjodur Olafsvikur was discontinued and the name of the

merged savings bank is Sparisjodurinn 1 Keflavik.

On 30 January 2007 the FME granted SPRON Verobréf hf. a

supplemented operating license as a securities company.

On 6 March 2007 the FME issued a license to H.F. Verdbréf hf.
to operate as a securities company based on Act 161/2002 on

Financial Undertakings.

On 13 March 2007 the name of the merged savings banks Spari-
sjodur vélstjora and Sparisjodur Hafnarfjardar was changed to Byr

sparisjoour.

On 27 December 2006 the name of Sjova-Fjarmognun ht. was
changed to Askar Capital hf. On 11 March 2007 the name Askar
Capital hf. was changed to Avant.

On 20 April 2007 the FME issued a license to Saga Capital Fjar-
festingarbanki hf. to operate as a credit undertaking (investment
bank) on the basis of Act 161/2002 on Financial Undertakings




Management Companies of UCITS

On 14 June 2007 the FME issued a license to Rekstrarfélag
MP Fjarfestingarbanki hf to operate UCITS and other joint
investment funds, property management, investment manage-
ment, investment consulting, and custody and management of

financial transactions in joint investments.

Validations of UCITS and Investment Funds.

During the time period, the following UCITS and invest-
ment funds received the FME’s validation in accordance with
Act 30/2003 on UCITS and Investment Funds. The funds
are specified under their business name along with the date of

validation.

Rekstrarfélag verdbréfasjoda IV hf. Validation
Alpjodlegur Havaxtasjodur [V Investment fund 19.12.2006
Landsvaki hf.
Landsbanki Diversified Yield Fund Investment fund =~ 27.9.2006

Landsbanki Nordic 40 UCITS 27.12.2006

Safnbréf blondud Investment fund  15.2.2007
Safnbréf framsakin “ 15.2.2007
Satnbréf varferin “ 15.2.2007
Peningabréf Landsvaka CAD * 17.4.2007
Peningabréf Landsvaka DKK “ 17.4.2007

Rekstrarfélag Kauppings banka hf.
Kaupthing Liquidity Fund EUR Investment fund ~ 25.8.2006

Kaupthing Liquidity Fund USD * 18.9.2006
Kaupthing Liquidity Fund GBP “ 22.11.2006
Kaupthing Nordic Equities UCITS 5.3.2007
Kaupthing Scandinavian Fund “ 5.3.2007
Kaupthing Global Opportunities  Investment fund ~ 7.6.2007
Kaupthing Emerging Leaders Fund UCITS 7.6.2007

Kaupping Erlend hlutabréf EUR-deild Investment fund 8.6.2007

Glitnir sjodir hf.

Fjarfestingarsjodir Glitnis

Peningamarkadsbréf EUR Investment fund ~ 9.5.2007
Peningamarkadsbréf NOK « 9.5.2007
Peningamarkadsbréf USD * 9.5.2007
Rekstrarfélag SPRON hf.
Peningamarkadssjodur SPRON hf.  Investment fund 1.9.2006
Styrdur hlutabréfasjodur “ 18.9.2006
BRIK — sj6durinn UCITS 18.12.2006
Rekstrarfélag MP Fjarfestingarbanka hf.
Verdbréfasjodur MP Fjarfestingarbanka
MP Eastern European Fund UCITS 22.8.2007
MP Baltic growth Fund “ 22.8.2007

Fjarfestingarsjodur MP Fjarfestingarbanka
Fyrirteekjaskuldabréfasjodur MP Investment fund 19.10.2007

Peningamarkadssjodur MP * 19.10.2007

Name changes of UCITS and investment funds

Markadsbréf Landsbankans 1 Markadsbréf

Landsbankans — stutt

now named

Markadsbréf Landsbankans 2 now named  Markadsbréf Lands-

bankans - medallong

Is 15 now named Kaupping IS 15
Urvalsvisitolusjodur now named Kaupping Urvals-
visitdlusjodur

Einingabréf 9 now named  Kaupping Heildar-
visitdlusjodur

Peningamarkadssjoour now named  Kaupping Peninga-
markadssjodur

Skamtimasjédur now named Kaupping
Skamtimasjodur

Havaxtasjodur now named Kaupping
Havaxtasjodur

Rikisverdbréfasjodur-millilangur  now named Kaupping

Rikisverdbréfasjodur-millilangur

Rikisverdbréfasjodur-langur now named Kaupping
Rikisverobréfasjodur-langur

KB Skuldabréf Stutt now named Kaupping Skulda-
bréf-Stutt

KB Skuldabréf Millilong now named Kaupping Skulda-
bréf~-Millilong

KB Skuldabréf Long now named Kaupping Skulda-
bréf-Long

Eignarstyringarsjodur now named Kaupping Eignar-
styringarsjodur

Alpjdda sj6durinn now named Alpjdda virdis-
sj6durinn

Mergers and Dissolutions of UCITS and Investment Funds

On 15 September 2006 two fund divisions of Verdbréfasjédur
Sparisjédanna, Lyf- og lifteknisjodurinn and Hateknisjédurinn,
were dissolved. That same day, the fund divisions Fjarmalas-
j6durinn and Alpjéda sjédurinn were merged under the name
Alpjéda virdissjédurinn. Rekstrarfélag Sparisjddanna hf. is the

fund’s management company.

On 29 March 2007 the UCITS of Landsvaki, Markadsbréf
Landsbankans 3 and Markadsbréf Landsbankans 4 were merged.
The fund is now named Markadsbréf Landsbankans — 16ng.

On 29 March 2007 the investment funds of Landsvaki, Safnbréf
hlutabréf/skuldabréf merged with the fund Safnbréf varferin.

On 29 March 2007 the investment funds of Landsvaki, Safnbréf
innlend/erlend merged with the fund Safnbréf blondud.

On 31 May 2007 the UCITS Markbréf was dissolved. Rek-
strarfélag Kauppings banka hf. was the fund’s management

company.
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Pension Funds

Lifeyrissjodur Austurlands and Lifeyrissjodur Nordurlands
merged on 1 January 2007. The name of the merged funds was
changed to Stapi lifeyrissjodur.

Lifeyrissjodurinn Lifidn and Samvinnulifeyrissjodurinn merged
on 1 January 2007. The name of the merged funds was changed

to Stafir lifeyrissjodur.

Lifeyrissjodur Vesturlands and Lifeyrissjodur Sudurlands merged
on 29 December 2006. The name of the merged funds was

changed to Festa lifeyrissjodur.

Eftirlaunasjodur starfsmanna Islandsbanka hf. changed its name
to Eftirlaunasjédur starfsmanna Glitnis ht. with amendments
that took effect on 25 March 2007.

Insurance Market

Insurance Companies

On 30 May 2007 the name of Vordur Islandstryggingar hf. was
changed to Vordur tryggingar hf.

Insurance Intermediaries
On 16 January 2007 Tryggingamidlun Reykjavikur hf. turned

in its license to operate as an insurance broker.

Other Parties Subject to Supervision

A change in Act 61/1997 on the New Business Venture Fund
(Act 53/2007), discontinued the FME’s supervisory oversight
of the New Business Venture Fund as of 17 March 2007.




4.3 as of 30 June 2007

COMMERCIAL BANKS
Glitnir banki hf.
Icebank hf.
Kaupping banki hf.
Landsbanki Islands hf.

Straumur — Burdaras Fjarfestingarbanki hf.

List of Parties Subject to Supervision

Headquarters

Reykjavik
Reykjavik
Reykjavik
Reykjavik
Reykjavik

(An investment bank prior to commercial bank operating licence 28.08.2007.)

SAVINGS BANKS
Byr sparisjodur
nb.is-sparisjédur hf.
Sparisjédur Bolungarvikur
Sparisjédur Hanapings og Stranda
Sparisjodur Hofdhverfinga
Sparisjodur Kauppings hf.
Sparisjédur Kopavogs
Sparisjéodur Myrasyslu
Sparisjodur Nordfjardar
Sparisjodur Nordlendinga
Sparisjodur Olafsfjardar
Sparisjédur Reykjavikur og nigrennis hf.
(changed to LLC. on 19.09.2007)
Sparisjodur Siglufjardar
Sparisjédur Skagafjardar
Sparisjédur Strandamanna
Sparisjodur Sudur-bingeyinga
Sparisjodur Svarfdala
Sparisjédur Vestfirdinga
Sparisjodur Vestmannaeyja
Sparisjodur Pérshafnar

Sparisjodurinn i Keflavik

CREDIT UNDERTAKINGS
Askar Capital hf. (operating license 29.08.2007)
Avant hf.
Borgun hf. (was Kreditkort hf. until 31.07.2007)
Byggdastotnun
Frjalsi Fjarfestingarbankinn hf.
Linasjodur sveitarfélaga ohf.
(credit undertaking operating license 14.09.2007)
Lysing hf.
MP Fjarfestingarbanki hf.
Saga Capital Fjarfestingarbanki hf.
SP-Fjarmoégnun hf.
Valitor hf. (was Greidslumidlun hf. until 06.09.2007)
VSB-fjarfestingarbanki hf.

Reykjavik
Reykjavik
Bolungarvik
Hvammstangi
Grenivik
Reykjavik
Koépavogur
Borgarnes
Neskaupstadur
Akureyri
Olafsfjorour
Reykjavik

Siglufjérour
Saudarkrokur
Hoélmavik
Laugar

Dalvik

bingeyri
Vestmannaeyjar
Porshofn
Keflavik

Reykjavik
Reykjavik
Reykjavik
Reykjavik
Reykjavik
Reykjavik

Reykjavik
Reykjavik
Akureyri

Reykjavik
Reykjavik
Reykjavik

DEPOSIT DEPARTMENTS OF CO-OPERATIVE SOCIETIES

Kaupfélag Skagfirdinga

Skagafjordur

Headquarters

SECURITIES COMPANIES
Arev verdbréfafyrirtaeki hf. Reykjavik
Arion verdbréfavarslan hf. Reykjavik
[slensk verdbréf hf. Akureyri
H.F. Verdbréf hf. Reykjavik
Joklar - Verdbréf hf. Reykjavik
NordVest Verdbréf hf. Reykjavik
SPRON Verdbréf hf. Reykjavik
Verdbréfapjonusta Sparisjodanna hf. Reykjavik
Virding hf. Reykjavik

SECURITIES BROKERAGES
A Verobréf hi. (operating license 13.09.2007) Reykjavik
[slenskir fiarfestar hf. Reykjavik
Vaxta hf. - verdbréfamidlun Koépavogur

MANAGEMENT COMPANIES OF UCITS UCITS
and investment funds operated by them .
Rekstrarfélag verdbréfasjéda IV hf.

Verdbréfasjodur iv (departmentalized UCITS, df. list)

Rikisskuldabréfasiodur IV (department of Verdbréfasiéour 17)
Skuldabréfasjédur IV “

«

Akureyri

Heimssjodur [V
Fjarfestingarsjodur iv (departmentalized investment fund)
Peningamarkadssjédur IV (department of Fjdrfestingarsiéour V)
Hlutabréfasjodur [V “

Alpjédlegur skuldabréfasjodur IV “

«

Alpjodlegur hévaxtasjodur [V

Landsvaki hf. Reykjavik
Verdbréfasjodir Landsvaka  (departmentalized UCITS, . list)
Markadsbréf stutt “
Markadsbréf milliléng “
Markadsbrét 16ng “

Sparibréf (UCITS)
Skuldabrétasjédur (UCITS)
Visitdlubréf (UCITS)
Landsbanki Global Equity Fund (UCITS)
Reidubréf (UCITS)
Landsbanki Nordic 40 (UCITS)

Fjarfestingarsjodir Landsvaka (departmentalized investment fund)
Peningabreéf ISK
Fyrirtekjabréf
Urvalsbrét “
Peningabréf EUR “
Peningabréf GBP “
Peningabréf USD “

(department of Fjarfestingarsjodir Landsvaka)
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Headquarters

Headquarters

Landsbanki Global Opportunity Fund  (fjarfestingarsjéour)
Safnbréf blondud “
Safnbréf framsakin
Safnbréf varferin
Landsbanki Diversified Yield Fund “
Peningabréf L. CAD “
Peningabréf L.DKK «

Rekstrarfélag Kauppings banka hf. Reykjavik
Kaupping Urvalsvisitslusjédur (UCITS)
IceQ “
Kjarabréf “

Rikisverdbréfasjodur langur
Rikisverdbréfasjédur millilangur
Kaupping Emerging Leaders Fund
Kaupping Scandinavian Fund
Kaupping Nordic Equities

Kaupping Skammtimasjédur (investment find)

Kaupping Havaxtasjédur “
Kaupping IS 15 “
KB erlend hlutabréf

(departmentalized investment fund)

EUR-deild (department of KB erlend hlutabréf)
ISK-deild “
Kaupping Samval (investment fund)
ZEvileid 1 “
ZEvileid 2 “

Kaupping Eignastyringarsjodur
Kaupping Peningamarkadssjodur
Kaupping Heildarvisitdlusj6dur
KB Langtimasjédur

KB erlend skuldabréf “
KB skuldabréf stutt “
KB skuldabréf 1ong “
KB skuldabréf millilong “
KB verdbréfaval 1 «“
KB verdbréfaval 2 “
KB verdbréfaval 3 “
KB verdbréfaval 4 “
KB verdbréfaval 5 “
Kaupthing Liquidity Fund EUR “
Kaupthing Global Opportunities Fund
Kaupthing Liquidity Fund USD “
Kaupthing Liquidity Fund GPD “

Glitnir sjodir hf. Reykjavik
Verdbréfasjodir Glitnis (departmentalized UCITS)
GLB Sjodur 1 — skuldabrét (department of Verdbréfasjéoir Glitnis)
GLB Sjédur 5 - islensk rikisskuldabréf
GLB Sjédur 6 — adallistinn “
GLB S§jédur 7 - long rikisskuldabréf “
GLB Sjédur 11 - fyrirtekjabréf «
GLB Sjédur 12 - heimssafn “

Fjarfestingarsjooir Glitnis (departmentalized investment fund)
GLB Sjédur 9 — peningamarkadsbréf
(department of Fjarfestingarsjodir Glitnis)
GLB Sjodur 9.1 — peningamarkadsbréf E-
GLB Sjédur 9.2 — peningamarkadsbréf N
GLB Sjédur 9.3 — peningamarkadsbréf U
GLB Sj60ur 10 — arval innlendra hlutabréfa
GLB Sjddur 15 - Grval erlendra rikisskuldabréfa
Rekstrarfélag Sparisjédanna hf. Reykjavik
Verdbréfasjooir Sparisjédanna  (departmentalized UCITS)
Urvalssjédurinn (department of Verdbréfasjédir Sparisiédanna)
Skuldabréfasjédurinn
Alpjoda virdissjodurinn
Alpjéda vaxtasjédurinn
Fjarfestingarsjoour Sparisjodanna  (departmentalized investment fund)
Fyrirtaekjasjoourinn (department of Fjarfestingarsjédur Sparisjédanna)

«

Peningamarkadssj6durinn

Rekstrarfélag SPRON hf. Reykjavik
Skuldabréfasjédurinn-Stuttur (UCITS)
Skuldabréfasjédurinn-Langur
Urvals hlutabréfasjédurinn
Askriftarsjodur rikisverdbréfa
Alpj6da hlutabréfasjédurinn “
BRIK- hlutabréfasjédurinn “
Peningamarkadssj6dur SPRON
Styrdur hlutabréfasjédur

(investment fund)

«

Rekstrarfélag MP Fjarfestingarbanka hf.
Verbréfasjodur MP Fjarfestingarbanka
(departmentalized UCITS)
MP Baltic Growth Fund
(department of Verdbréfasjédur MP Fjdrfestingarbanka)
MP Estern European Fund “
Fjarfestingarsjodur MP Fjarfestingarbanka
(departmentalized investment fund)

MP Baltic Growth Fund

(department of Fjarfestingarsjoour MP Fijarfestingarbanka)

«

MP Estern European Fund

STOCK EXCHANGES AND REGULATED OTC MARKETS

Kauphsll Islands hf. Reykjavik
CENTRAL SECURITIES DEPOSITORIES

Verdbréfaskrining {slands hf. Reykjavik
PENSION FUNDS

Almenni lifeyrissj6durinn Reykjavik

Eftirlaunasjodur F.ILA. Reykjavik

Eftirlaunasjodur Reykjanesbajar Keflavik




Headquarters Headquarters
Eftirlaunasjodur Slaturfélags Sudurlands Reykjavik INSURANCE INTERMEDIARIES
Eftirlaunasjodur starfsmanna Hafnarfjardarkaupstadar ~ Hafnarfjordur Arni Reynisson ehf. Reykjavik
Eftirlaunasjodur starfsmanna Glitnis banka hf. Reykjavik o . . ,
, Fjarfestingarmidlun Islands ehf. Kopavogur
Eftirlaunasjédur starfsmanna Oliuverslunar Islands R eykjavik L., . ., .,
j , Nyja vatryggingapjonustan hf. Reykjavik
Eftirlaunasjodur starfsmanna Utvegsbanka [slands  Reykjavik ,
Olaf Forberg Koépavogur
Festa - lifeyrissjd kjanes .
estla | ;eyrlsSJoéur Reyk_]anel:baer Tryggingamidlun Islands ehf. Reykjavik
Frialsi lifevrissiodur Revkiavi
rjalsi lifeyrissjodurinn eykjavi Tryggingar og ridgof chf. Reykjavik
Gildi-lifeyrissjodur Reykjvik
Islenski lifeyrissjodurinn Reykjavik Insurance intermediaries covered by professional liabil-
Lifeyrissj6Sur Akraneskaupstadar Akranes ity insurance of insurance intermediaries
Lifeyrissjodur bankamanna Reykjavik Ami Reynisson _ Ami Reynisson ehf.
Lifeyrissj63ur banda ; Reykjavik Gudmundur bér Magntsson - Tryggingar og radgjot ehf.
Lifeyrissjodur Hf. Elmsklpafela’gs Islands Reykjavik Karl Jénsson _ Tryggingaridlun fdands ehf.
Lifeyrissjodur Flugvirkjafélags Islands Reykjavik Omar Einarsson - Nyja vitryggingapjénustan hf.
Lifeyrissj6dur hjikrunarfredinga Reykjavik Dorlakur Pétursson - Fjarfestingarmiolun Islands ehf.
Lifeyrissjodur Mjolkursamsolunnar Reykjavik
Lifeyrissjodur Neskaupstadar Reykjavik
Y P Y OTHER PARTIES SUBJECT TO SUPERVISION
Lifeyrissjéodur Rangzinga Hella P .
o ) ) Ibtdalanasj6dur Reykjavik
Lifeyrissjodur starfsmanna Akureyrarbajar Akureyri ) i ) ) i
o . o O Tryggingarsjodur innstedueigenda og fjarfesta Reykjavik
Lifeyrissjodur starfsmanna Aburdarverksmidju rikisins  Reykjavik . e L o
T ) . o Tryggingasjodur sparisjoda Reykjavik
Lifeyrissjodur starfsmanna Banadarbanka [slands hf. Reykjavik
Lifeyrissjodur starfsmanna Huasavikurkaupstadar  Reykjavik
Lifeyrissjodur starfsmanna Kopavogsbajar Kopavogur
Lifeyrissjodur starfsmanna Reykjavikurborgar  Reykjavik
Lifeyrissjodur starfsmanna rikisins Reykjavik
Lifeyrissjédur starfsmanna sveitarfélaga Reykjavik
Lifeyrissjodur starfsmanna Vestmannaeyjabajar ~ Vestmannaeyjar
Lifeyrissjodur Tannleknafélags {slands Reykjavik
Lifeyrissjodur verkfredinga Reykjavik
Lifeyrissjodur verslunarmanna Reykjavik
Lifeyrissjodur Vestfirdinga [safjrour
Lifeyrissjodur Vestmannaeyja Vestmannaeyjar
Lifeyrissjodurinn Skjoldur Reykjavik
Stafir lifeyrissj6dur Reykjavik
Stapi lifeyrissjodur Akureyir
Sameinadi lifeyrissjodurinn Reykjavik
Sofnunarsjodur lifeyrisréttinda Reykjavik
INSURANCE COMPANIES
European Risk Insurance Company hf. Reykjavik
[slensk endurtrygging hf. Reykjavik
Kaupping liftryggingar hf. Reykjavik
Liftryggingafélag Islands hf. Reykjavik
Liftryggingamidst6din hf. Reykjavik
Sjoéva-Almennar liftryggingar hf. Reykjavik
Sjéva-Almennar tryggingar hf. Reykjavik
Trygging hf. Reykjavik
Tryggingamidstodin hf. Reykjavik
Vitryggingafélag Islands hf. Reykjavik
Vidlagatrygging Islands Reykjavik
Vérdur trygging hf. Reykjavik
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AMENDMENTS TO ACTS AND REGULATIONS

5.1

Act 55/2007

Amendments:

General

This Act contains amendments to provisions concerning
penalties for financial market violations and serves to amend

the following Acts: no. 161/2002 on Financial Undertakings,
no. 87/1998 on Official Supervision of Financial Operations,
no. 33/2003 on Securities Transactions, no. 34/1998 on the
Activities of Stock Exchanges and Regulated OTC Markets,
no. 131/1997 on Electronic Registration of Title to Securities,
and no. 60/1994 on Insurance Activities. The FME is given ex-
tended power to impose administrative fines for violations. The
Act aims to harmonize penalty provisions in current financial
market legislation in order to improve effectiveness and efti-
ciency. Provisions concerning closer co-operation between the
police and the FME have also been added to the financial mar-
ket legislation. As a result of these amendments, the FME may
now impose administrative fines for practically all violations of
financial market legislation. Furthermore, the Act provides the
FME with the statutory power to conclude cases with out-of-
court settlements. The amounts for fines range from ISK 25,000
to ISK 25,000,000 for individuals and ISK 50,000 to ISK

50,000,000 in the case of corporate violations.

b2 The Credit Market
Act 161/2002 on Financial Undertakings

Amendments:

Act 170/2006: This Act implements the Basel II framework
for the capital adequacy of financial undertakings. Only the
principal features of the framework were incorporated into the
actual legislation while at the same time referring all details and
technicalities to specific rules adopted by the FME. The objec-
tive of these amendments is to base decisions concerning the
minimum capital adequacy of financial undertakings on more
precise standards than before so that financial undertakings
which exercise sound control of their exposures may benefit

from so doing in the calculations of capital adequacy ratios.

Act 111/2007: Last June the legislation on financial under-
takings was amended in line with the implementation of the
MIFID Directive on Markets in Financial Instruments adopted
by the European Parliament and the European Commission.
Following the amendment the legislation now covers all inves-
tor-related activities, including investment advisors. The opera-

tions of multilateral trading facilities (MTF) are now subject

to official licensing. The amendments also have the eftect of
increasing the number of financial instrument types governed
by the Directive, for instance incorporating raw material and
credit risk transfer derivatives. The Act came into effect on 1

November last.

Rules on the Capital Requirement and Risk Weighted
Assets of Financial Undertakings no. 215/2007

At the beginning of 2007 the FME adopted new rules on the
capital requirement and risk weighted assets of financial under-
takings to replace its older rules no. 530/2003. The FME'‘s rules
are based on new international rules on the equity capital of fi-
nancial undertakings which entered into effect at the beginning
of 2007. The international rules are in turn based on standards
issued by the Basel Committee on Banking Supervision, the
Basel IT Accord. The aim of these amendments is primarily

to apply more precise standards to decisions concerning the
minimum capital requirements of financial undertakings so that
financial undertakings which exercise rigorous risk management
procedures may benefit from so doing in the calculation of

capital adequacy ratios.

Rules on Large Exposures Incurred by financial Under-
takings no. 216/2007

At the beginning of 2007 the FME adopted new rules on large
exposures incurred by financial undertakings to replace its older
rules no. 531/2003. The new rules implement the provisions
of Articles 106 to 119 of Directive 2006/48/EC (formerly
2000/12/EC) which was amended in line with the incorpora-

tion of the rules of Basel II into EC directives.

Guidelines no. 4/2006 on the subject of rules adopted
pursuant to Article 54, paragraph 2, of Act 161/2002 on

financial undertakings

The guidelines are intended to make provision for rules on the
activities of the boards of financial undertakings. According to
the guidelines, internal codes of practice should ensure equality
of treatment and independent and unbiased procedures. The
aim of the guidelines is to ensure procedural clarity as well as
creating a solid framework for transactions by board members
and their access to client information. Principal innovations
include the obligation for financial undertakings to submit all

exposures towards connected parties to an external auditor




for examination and comparison with similar transactions by
other clients and to obtain an objectively justified opinion with
regard to terms, contract renewals and the status of the party
concerned (the arm's length principle). The FME requests that
all external auditor reports arising from such examinations be
submitted to the Authority on an annual basis by financial un-
dertakings where the balance sheet total exceeds ISK 50 billion,

but every two years by other financial undertakings.

Guidelines no. 1/2007 on a basic framework of harmo-

nised supervisory procedures for financial undertakings

The guidelines are based on the rules of the Basel II Accord
concerning the own funds of financial undertakings, which in

turn are based on standards adopted by the Basel Committee.

Guidelines no. 2/2007 on a basic framework for stress
testing and the concentration and interest rate risks of

financial undertakings

These guidelines are intended to implement Guidelines on the
Application of the Supervisory Review Process under Pillar 2
(GL 03) which were adopted by the Committee of European
Banking Supervisors (CEBS) in order to harmonize methods
for supervising financial undertakings. The CEBS guide-

lines state that when conducting an internal capital adequacy
assessment (ICAAP), financial undertakings must take into
account the impact of economic fluctuations as well as sensitiv-
ity to external risk, such as country risk, risk specific to the
jurisdiction(s) in which they operate and risk arising from the
actions of competitors. Stress tests are conducted in order to as-
sess this impact. The FME has conducted stress tests in order to
assess the need for intervention on its behalf in the operations

of a financial undertaking.

Interpretation of Article 70, paragraph 3, and Article 75,
paragraph 1, of Act 161/2002 on Financial Undertakings

concerning voting rights in savings banks

On 8 August 2007 the FME published the following interpreta-
tion of voting rights in savings banks with regard to the defini-

tion of connections between parties:

o In Article 70, paragraph 3, and Article 75, paragraph 1, of Act
161/2002 on Financial Undertakings it is stated that no owner may
exercise more than 5% of the total voting rights in a savings bank,
whether the control upon which such voting rights are based derives
directly or indirectly from a share in the guarantee capital of the savings
bank. For the assessment of indirect shares as stated in the above-men-
tioned provisions the same criteria shall apply as for the same concept
as stated in Articles 40 and 40(a) of Act 161/2002 on Financial
Undertakings.

5.3 The Securities Market

Act 108/2007 on Securities Transactions and Act
110/2007 on Stock Exchanges of 13 June 2007 imple-
menting the MiFID Directive no. 2004/39/EC on markets in
financial instruments adopted by the European Union on 21
April 2004. The Securities Transactions Act also implements
Directive 2004/109/EC of the European Parliament and the
Council on the harmonisation of transparency requirements
with regard to information about issuers whose securities are
admitted for trading on a regulated market and amending
Directive 2001/34/EC (the Transparency Directive).

Regulation 169/2007 of 1 March 2007 amending Regula-
tion 243/2006 which was adopted to implement Commis-
sion Regulation 809/2004 on the implementation of the
Prospectus Directive of the European Parliament and of the
Council no. 203/71/EC as regards the information contained
in prospectuses and how it is presented, the incorporation of’
information by reference, the publications of prospectuses
and advertising. The present regulation was adopted upon the
entry into effect of Commission Regulation 1787/2006 of 4
December 2006 amending Commission Regulation 809/2004
and as authorised by Article 73 of Act 33/2003 on Securities

Transactions.

FME Rules no. 987/2006 of 21 November 2006 on the

handling of insider information and insider trading.

Stock Exchange Rules for the issuers of securities of 2
April 2007. These rules were adopted pursuant to Act 34/1998
on the Activities of Stock Exchanges and Regulated OTC
Markets. The rules contain provisions concerning registration
and duty of disclosure for the issuers of equity securities, bonds
and unit share certificates. The rules are intended to augment
and clarify the provisions contained in laws and regulations on
stock exchanges and regulated securities markets on the one
hand and securities transactions on the other hand with regard

to registration, prospectuses and duty of disclosure.

Interpretation of Article 40, paragraph 2, of Act 33/2003
on Securities Transactions concerning pricing in takeo-

ver bids.

On 4 October last the FME published the following interpreta-

tion:

“The Financial Supervisory Authority is of the opinion that Article
40, paragraph 2, provides for three different methods for determining
prices, but the offer price shall at all times be based on the method yield-
ing the highest value. This is an understanding of the provision stating

that the price shall be at least equal to the highest price paid during a
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given period but, however, never lower than the latest transaction price
during the same period. This understanding is also consistent with the
generally accepted view that the purpose of takeover rules is to protect
the interests of minority shareholders during a takeover and that they

should be given the opportunity to sell their shares at a fair price.

The Financial Supervisory Authority believes that the second sentence
of paragraph 2 in Article 40 concerning the transaction price for shares
in the company in question the day before the bidding obligation arose
or notification was given of the proposed bid should be interpreted

as referring to all trading in the shares in question and not only the

transaction price paid by the offeror or parties acting in concert with the

offeror.

5.4 Pension Funds

Act 129/1997 on the Mandatory Guarantee of Pension
Rights and the Operation of Pension Funds.
Amendments:

Act 65/2006: Article 16, paragraph 3, of this Act has been
amended to the effect that the recognized cohabitation or
consensual union of same sex and opposite sex couples is given

equal legal status.

Act 108/2006: This Act amends Article 8, paragraphs 4 and
5, to accommodate implementation of the Hoyvik Agreement.
Life insurance companies which are established and licensed to
operate in the Faroe Islands are thereby authorized to receive

premiums for contracts on supplementary insurance cover.

Act 140/2006: This Act contains an amendment stating that
when the standby creditors of pension funds which are guaran-
teed by the Treasury, municipal authorities or banks settle part
of their obligations to the funds in unlisted securities (cf. point
1 of the first paragraph of Article 36) the funds may receive and
hold such shares notwithstanding the 10% limit on investment
in unlisted securities stated in the first sentence of paragraph 3
in Article 36.

Act 167/2006: The Act fixes the minimum pension premium
at 12% of wages instead of the previous 10%. Pension funds
which are, or were, guaranteed by the Treasury, municipal
authorities or banks are given scope to make the necessary
changes to their Statutes in accordance with the provisions of

Article 39, paragraph 2.

Act 78/2007 on Occupational Retirement Funds

This Act implements Directive 2003/41/EC of the European
Parliament and of the Council on the activities and supervision
of institutions for occupational retirement provision. The Act

covers funds which are optional and linked to specific occupa-

tions. Legal bodies are enabled to offer specific services across

borders within the European Economic Area.

Interpretation of Article 48, paragraph 2, of Act
129/1997 on the Mandatory Guarantee of Pension
Rights and the Operation of Pension Funds concerning
the duty to report the mergers of pension funds to the
FME.

On 15 February 2007 the FME published the following inter-
pretation:

“Pursuant to Article 48, paragraph 2, of Act 129/1997 decisions on
the winding up of pension _funds shall be immediately notified to the
Ministry of Finance and the Financial Supervisory Authority, whether
by merger or by other means, of. Article 48, paragraph 1. It is the Au-
thority’s understanding that the above should be interpreted in such a
way that pension funds are obliged to notify the Authority of the wind-
ing up of a pension fund through a merger with another pension fund as
soon as such a decision has been made by its board or other competent
entity as the case may be. In accordance with the above provision it is
also necessary that such notifications contain information on the date of

the proposed merger.”

Interpretation concerning the increase or reduction of
rights cf. Article 39, paragraph 2, of Act 129/1997 on
the Mandatory Guarantee of Pension Rights and the

Operation of Pension Funds.

On 20 February 2007 the FME published the following inter-
pretation:

“With regard to the provisions of Article 39, paragraph 2, and Article
27, paragraph 2(8) it is necessary that all changes to the rights of
pension fund members, including proportional increases or reductions

of rights earned, be stated in the Statutes of the pension funds and ap-
proved as such by the Ministry of Finance pursuant of Article 28 of the

Pension Act.”

Interpretation of Article 36 of Act 129/1997 on the
Mandatory Guarantee of Pension Rights and the Opera-
tion of Pension Funds concerning the right for pension

funds to engage in securities lending activities.

On 13 July 2007 the FME published the following interpreta-
tion:

“Article 36 of Act 129/1997 contains a clear definition and a compre-
hensive list of the ways in which a pension fund may invest its assets,
of. also Article 20, paragraph 1, of the same Act. There is no mention
of securities lending and pension _funds are, consequently, in the opinion
of the Financial Supervisory Authority, not permitted to engage in such

activity.”




5.5 The Insurance Market

Act amending various legislation to accommodate the
agreement between the Government of Iceland, on the
one hand, and the Government of Denmark and the
Home Rule Government of the Faroe Islands, on the
other hand, no. 108/2006

The Act includes, inter alia, amendments to the Insurance Act
no. 60/1994. This enables insurers in Iceland and the Faroe
Islands to engage in insurance activity on the basis of operating
licences granted by their own respective authorities provided all
conditions for the establishment of a branch office or providing

services without an establishment.

In relation to the implementation of this new legislation, the
FME is currently preparing a Memorandum of Understanding

with the Faroese insurance commission.

Regulation on examination for insurance intermediaries
no. 972/2006.

In collaboration with the special examinations board, the FME
conducts examinations for individuals intending to manage

the day-to-day activities of insurance brokerages, cf. Article

17 of the Act on Insurance Mediation. Candidates must meet
the requirements set out in the regulation. The first part of
the examination is oral and focuses on assessing the candidate‘s
knowledge of the legal environment of insurance mediation
and insurance activities. The second part of the examination

is written and intended to evaluate the candidate‘s ability to

complete specialised tasks.

The first examination will be held by the FME in November 2007.

Guidelines no. 3/2007 on the professional practices of
insurance salesmen of insurance intermediaries, insur-

ance agents and insurance companies

The guidelines are intended to encourage sound and fair trading
practices, for instance in the selling of insurance, with refer-
ence to Act 32/2005 on Insurance Mediation, Act 60/1994 on

Insurance Activities and Act 30/2004 on Insurance Contracts.

The Insurance Mediation Act contains provisions concerning
the reporting requirement of insurance intermediaries, insur-
ance agents and insurance salesmen. An insurance salesman, in
the understanding of the Guidelines, is an individual employed
by or acting on behalf of a specific insurance company, insur-
ance agent or insurance intermediary on the basis of an employ-
ment or work contract, cf. Article 3, point 4, of the Insurance
Mediation Act. The above-mentioned act contains provisions
on obligations and duties, for instance when selling insurance.
The Act on Insurance Activity covers various aspects concern-
ing the professional practices of insurance companies, but not
those of individuals employed to sell insurance. The FME be-
lieves it is important that the same rules apply to the activities of
all insurance salesmen, whether they are employed by insurance
intermediaries, insurance agents or insurance companies. The
Act on Insurance Contracts contains provisions on the duty of
disclosure in the sale of insurance. The Guidelines contain pro-
visions concerning the requisite knowledge and responsibility of
individual employees as well as their professional conduct and
duty of disclosure. Before an insurance contract is signed, the
insurance salesman shall, for instance, explain to the prospec-
tive client the reasons underlying the advice that is given. The
justification for this advice shall take aim of the nature of the

recommended insurance contract.
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HIGHLIGHTS OF FME'S 2006
ANNUAL FINANCIAL STATEMENTS

The following presents the main outcomes of the FME’s annual financial statements for 2006. The annual financial statements were
approved by the FME’s Board of Directors on 29 May 2007 and endorsed by the National Audit Bureau on 30 May 2007.
Profit and Loss Account 2006 Amounts in krénur (ISK)
Financial income 2006 2005
Income from supervision fees .........occeevveeevueeriueeneennnnens 435,054,000 299,903,000
Other INCOME ... 9,545,027 5,511,780
444,599,027 305,414,780
Financial expenses
Salaries and related eXpenses...........coceeveierieniiceniiennene 279,180,727 239,455,520
Complaints committees 5,604,387 4,624,091
Administrative expenses 17,030,236 16,393,805
Travel and personnel related expenses............ccccoeenne. 26,778,625 22,722,068
Expert services purchased ... 22,531,678 7,587,568
Operation of eqUIPIMENT....ccueeriiiiiiiiienie e 6,977,200 6,034,916
Other operating eXpPenses .......ccueerueerueerieereenieeneeaneens 4,549,912 3,909,044
HouSINg ..o 25,023,942 24,893,895
TTANSTETS oo 1,068,500 604,900
388,745,207 326,225,807
Purchased assets...........ooovviiiiiiiiiiiii L 7,433,995 2,995,713
396,179,202 329,221,520
Operating profit before net interest income 48,419,828 (23,806,740)
Interest income (INtErest EXPEnse)........coeeevueerurereeennens 10,678,588 4,783,300
Profit for the year/ (Loss) 59.098,416 (19.023,440)
Balance Sheet 31 December 2006 Amounts in krénur (ISK)
Assets 2006 2005
Current Assets
TTEASULY .oeiiiiiiiiiii e e 550,466 0
Accounts receivables ... 5,061,145 1,832,521
Other 1eceivables ... el 2,490,938 760,201
Cash and cash equivalents ..., 50,016,597 6,128,009
58,119,146 8,720,731
Total assets 58,119,146 8,720,731
Equity and Liabilities
Equity
Equity at the beginning of the year (10,145,835) 8,877,605
Profit for the year /(LOss) ....ccceeueerieiiieniieiies e 59,098,413 (19,023,440)
Equity 48,952,578 (10,145,835)
Current Liabilities
TIEASUTY ..o 0 14,006,004
Accounts payable ... 375,200 998,200
Other short-term debt .............ovvvvviiiiiiiiiiiiiiiiiiin el 8,791,368 3,862,362
Liahilities 9,166,568 18,866,566
Equity and Liabilities 58,119,146 8,720,731
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