Financial indexation and fixed interest rates

In April 2002 the Ministry of Commerce requested the Central Bank to investigate the benefits of fixing
interest rates on inflation-indexed deposits and loans. A report was subsequently compiled on thisissue
and is published here in its entirety. The Central Bank’s finding is that there are no grounds for apply-
ing the legal sanction to impose fixed interest rates on indexed loans. In part thisfinding is based on the
general principle of the freedom of contract, but also acknowledges that a large proportion of inflation-
indexed household borrowing is already at fixed rates of interest, that all banks advertise both fixed and
variable rates, and that a ban on variable lending rates would make corresponding restrictions on sup-

ply of deposits unavoidable.

The report was prompted by a public debate about
the merits of fixed versus variable interest rates on
indexed liabilities. It is divided into three sections.
The first addresses the current policy on indexation
of financial liabilities, i.e. the authorisations and
restrictions that are in effect at present, with a sum-
mary of changes and policiesin thisfield from 1995-
98. Section I discusses the economic advantages and
disadvantages of fixed interest rates on indexed lia-
bilities. Thefinal section presents the results of asur-
vey on the current practice at credit institutions, i.e.
the extent to which they offer fixed interest rates on
their indexed lending.

Main conclusions

The main conclusion of Section | isthat there are no
grounds for changing the regulations on inflation
indexation for the time being. Lega sanction to
impose fixed interest rates on all indexed liabilities
should therefore not be applied. This opinion is
based, firstly, on the principle that this is best left
negotiable between lenders and borrowers. Secondly,
that a very large share of lending to households is
already on fixed rates. Finally, this would contradict
the policy adopted in 1998 when the idea of pro-
hibiting inflation-indexation of deposits was reject-
ed. Fixing rates on tied indexed deposits would be
tantamount to replacing indexed deposits with
indexed bonds or certificates of deposit.
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Main findings of Section Il:

In a world of competitive markets and readily
available information, officia intervention in
negotiated terms is both unnecessary and unde-
sirable. Restricting a given loan form by law
poses the risk of a lost opportunity of matching
the wishes of borrowers and lenders.

It is an advantage if the outcome of a financial
contract is foreseeable, with little likelihood of
deviations that could lead to insolvency. Indexed
contracts generally have a more predictable out-
come than non-indexed ones.

Transmission of Central Bank policy interest rate
changes is not a major determinant of whether to
promote fixed indexed lending rates. However,
international research suggests that variable rates
enhance the transmission of interest rate changes.

Since deposits are revocable commitments, from
the viewpoint of risk management it is probably
more suitable for credit institutions to have vari-
ablerates on indexed lending, especially on loans
which are financed with indexed deposits.
Nonetheless, credit institutions should quite easi-
ly be able to manage such risks by restricting the
supply of indexed deposits and applying general
rules about matching the asset and liability sides
of the balance sheet.



* Real interest rates on non-indexed bonds have
been somewhat higher and considerably more
volatile in recent years than on indexed loans.
Restrictions on loan indexation are therefore
unlikely to improve the finances of borrowers. It
is worth underlining, however, that the spread
and relative weight between the two forms are
not great enough to be able to cause substantial
damage to borrowers if indexed variable-rate
loans were restricted.

The main findings of a survey conducted early in
2002 and presented in Section |11 were as follows:

e Tota indexed lending by credit institutions to
households and businesses amounts to roughly
750 b.kr. Households account for 79% of this
lending and businesses 21%.

e Just under three-quarters of indexed lending to
households is on fixed interest terms, largely
explained by the fact that housing bonds issued
by the Housing Financing Fund, which are in
fixed-rate format, account for 60% of indexed
lending to households. Indexed lending to busi-
nesses, on the other hand, is divided more or less
equally between fixed- and variable-interest
loans.

* Asarule, customers cannot choose between fixed
and variable interest rates. In most cases the cred-
itingtitution lends only at fixed or only at variable
rates, with special rules applying in other cases.
However, there are some instances where the cus-
tomer has a choice.

e Most credit institutions make their own decisions
regarding any changes in the interest terms of
variable-rate loans, although some pension funds
take their cue from housing bond yields, interest
rates announced by the Central Bank or other
interest rates.

e Fixed-interest loan agreements rarely contain
review clauses and almost without exception the
borrower is alowed to prepay them, in most
cases at no extra cost.

| Current policy and situation

Prevailing policy

Indexation of financial obligations is covered by
Chapter VI of Act no. 38/2001 on Interest and Price
Indexation. With reference to this act, the Central
Bank has issued Rules no. 492 from 21 June 2001.
These include a clause stating that indexation may
only apply to loans with a minimum original maturi-
ty of 5 years and to deposits which are tied for amin-
imum of three years. The requirement on tying
deposits may be waived in certain cases, including
regular savings schemes. No stipulation is made
regarding fixed or variable interest rates, since the
Central Bank has not exercised its legal sanction
under paragraph 1 of Act 15 to decide, upon receiv-
ing the approval of the Minister of Commerce, that
the interest rates for indexed deposits and loans shall
be fixed during the period of the loan.

In the Central Bank’s view, there are no grounds
for changing these rules at the moment, neither by
introducing new restrictions nor lifting existing ones.
This is a different standpoint from that previously
taken by the Bank, for example when the rules were
reviewed in 1995. One reason is that fixed interest
rates already cover a large proportion of all indexed
lending, without being mandatory. Furthermore, it
should be borne in mind that there was a policy
rethink following a report by a Ministry of
Commerce committee in 1998. This needs to be
explained by recalling several aspects of price index-
ation policy over the period 1995-98 and the subse-
guent experience.

Review of the Government’s price indexation policy

In connection with the national wage settlements in
February 1995 the Government announced plans to
reduce the extent of price indexation in stages.! In a
letter to the Central Bank on March 1 1995 the
Minister of Commerce asked for proposals regard-
ing this policy. The Bank’s reply, dated May 3 1995,
outlines a plan for helping to achieve this with
phased extensions of the minimum term for price
indexation of loans and the tied period of indexed
deposits. These proposals were in line with the find-

1. See Morgunbladid newspaper, 21 February 1995.
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ings of a Ministry of Commerce committee in
1993.2 This plan was followed up with amendments
to Central Bank rules on price indexation until the
new levels of five years for lending and three years
for deposits were reached on January 1 1998. One
further phase was proposed in the plan, scheduled to
enter into force in the beginning of 2000. This was
abandoned, at least temporarily, following the opin-
ion of a committee which discussed the Govern-
ment’s price indexation policy.2 A few words need to
be devoted to the policy outlined in the Central
Bank’s letter of May 3 1995, including the final
phase.

Argumentsin favour of alonger indexation reference
It can be argued that price indexation of financial
obligations is suitable in the case of long-term con-
tracts but unsuitable for short-term ones. Indexation
of short-term obligations of the banking sector has an
undesirable effect on interest rate formation and can
threaten financial stability. Thus in the Central
Bank’s view it was prudent to reduce the use of
indexation in short-term contracts.

The final phase, which was never implemented,
would have prohibited commercial banks and sav-
ings banks from accepting price-indexed deposits.
This would have completely eliminated the risk
posed to deposit money banks (DMBs) by indexed
deposits, whereby a sudden surge in inflation or fears
about it could prompt a mass transfer of savings to
price-indexed accounts. DMBs would shoulder the
liability for indexation without any new capital
inflow, making it difficult for them to hedge by buy-
ing indexed bonds.

Had the “final phase” been reached, the use of
variable interest rates for indexed agreements would
very probably have plummeted. Banks would have
been able to offer small-time investors an indexed
savings option by selling bank bonds. These are a
convenient product for the markets if they are at
fixed interest rates, which is the general rule for list-
ed bondsin Iceland. In its letter to the Minister dated
May 3 1995 the Central Bank letter considers the

2. Ministry of Commerce, October 1993: Interest rate formation in the
credit market.

3. Ministry of Commerce, October 1998: Review of the Government’s
price indexation policy.
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implications of the planned ban on indexation of
deposit accounts for fixed and variable interest for-
mats: “If indexation covers only long loans and list-
ed securities, as is aimed, but not deposits, it is like-
ly that variable interest rates in this area will soon
become a thing of the past.”

Committee report, 1998

As pointed out above, nothing came of the “final
phase”. In its report to the Minister of Commerce in
October 1998, the committee considered that “fur-
ther restrictions should not be imposed on the use of
price indexation”. The majority recommended that
current “restrictions will be maintained for the time
being.” It added that “the Government must remain
alert to dismantling the restrictions that have already
been set, when this is warranted by market condi-
tions’. A minority on the committee considered that
“current rules that limit price indexation of financial
obligations need to be abolished more swiftly than
the majority recommends’. Thus the majority and
minority were unanimous on the need to abolish lim-
itations on indexation, but differed asto how quickly
to do so.

A new law would have been needed to prohibit
indexation of deposits. The Minister decided to fol-
low the committee’s recommendations and did not
sponsor a parliamentary bill for the ban. Since the
committee's report no further restrictions have been
introduced, e.g. neither extending the minimum term
of indexed obligations nor prohibiting the use of
variable interest rates.

In advocating unrestricted price indexation, the
committee totally reversed the policy of scaling
down indexation. Its main argument was that restric-
tions on indexation should not be imposed in terms
of rules on financia obligations, since none apply to
other types of contract (rent, contractor services,
etc.). Infact thisargument is disputable, as shown by
the various restrictions and duties that are imposed
by law on financial companies but not on other busi-
nesses. The reason, of courseg, is that security is con-
sidered crucial in view of to the importance of finan-
cial companies for the well-being of households,
legal entities and the economy as a whole.



Experience in recent years

Questionable as this argument may be, the broad out-
come could be acceptable, namely to pause and nei-
ther increase nor ease restrictions on price indexation.
An acceptable compromise may have been achieved
with the limits that had been established, i.e. 5 years
for lending and 3 years for deposits. At least, typica
problems created by indexation at the short end do not
seem to be prominent under the present circumstances.
The surge in inflation in 2001, for example, indicates
that the risk considered to accompany indexed deposit
accounts is no longer present. In that year inflation
soared to more than 9% on an annualised basis, with-
out provoking a large-scale switchover of savings to
indexed accounts. The three-year minimum tied peri-
od for indexed deposits may suffice to dissuade small-
time investors from speculation. This experience prob-
ably shows that there is no reason to ban indexation of
deposits for fear of financial instability.

Prohibition of variable interest rates with indexa-
tion would probably discourage the use of deposits.
In many ways an indexed fixed-rate deposit account
has the same properties as a bond. After a change in
interest rates, for example, an account bearing the
“old interest rate” would be closed for further de-
posits. A regular depositor in an indexed savings
account, e.g. under a pension savings scheme, would
need to open a new one every time interest rates
changed. Thisinvites the conclusion that if there are
no grounds for prohibiting indexation of deposits,
there is no reason to ban variable rates on indexed
contracts either.

It could be asked whether the provider of a vari-
able-rate loan could abuse his dominant position in
order to change interest rates to his own advantage.
Obviougly this risk is at hand, but there is no evi-
dence that the commercial banks and savings banks
have done so. Such an argument does not seem to
justify mandatory fixing of interest rates.

It would be preferable to achieve advances in the
inflation indexation framework without having to
impose them by law. Such developments are certain-
ly taking place, as shown by options for borrowersto
choose between fixed and variable interest rates. All
banks announce fixed as well as variable rates for
bonds when they announce interest rate changes.
Previoudly, indexed bank loan rates were almost
exclusively variable.

The extent of price indexation

Has the extent of indexation actually been reduced,
as the Government announced it would aim for in its
declaration of February 19957 Table 1 shows that the
indexed component has not decreased relative to
total deposits. The proportion of indexed loans to
total lending by DMBs and credit ingtitutions has
dropped somewhat. Largely this is the result of a
period of heavy foreign borrowing and on-lending by
domestic credit institutions. Relative to GDP,
indexed lending has not gone down — on the contrary.
Robust credit supply from the Housing Financing
Fund is probably a strong factor at work.

Table 1 Priceindexation at year-end

1994 and 2001/2002
End  Most

From DMB accounts 1994  recent!
Indexed deposits as % of total deposits 26.2 274
Indexed deposits and securities issues as
% of total indexed deposits and sec. issues 339 27.4
Indexed loans as % of total loans 443 28.2
Indexed loans and securities portfolios as %
of total indexed loans and sec. portfolios 48.6 28.0
From credit system accounts
Indexed loans as % of total loans
and securities portfolios in credit system 35.8 221
As proportion of GDP
From DMB accounts
Indexed deposits as % of GDP 9.7 136
Indexed deposits and securities issues
as % of GDPfor the year 14.3 20.8
Indexed loans as % of GDP 29.1 26.8
From credit system accounts
Indexed loans as % of GDP for the year 88.5 95.4

1. End-2002 for DMBs and end-2001 for credit system.

It is clear, however, that indexation of short-term
obligations has diminished over this period. Initialy
the minimum maturity for indexed loans was 2 years
and deposits could be offered with indexation if tied
for a minimum of 6 months. Minimum limits are
now 5 years and 3 years respectively. Furthermore,
the Treasury has recently been offering non-indexed
bonds with a much longer maturity than was custom-
ary. Indeed, the 1993 committee report pointed out
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the desirability of the Treasury pioneering a wider
non-indexed portfolio in this way.

A breskdown of lending by fixed and variable
ratesis given in tables at the end of Section Il1.

Il Advantages and disadvantages of fixed
and variable rates on indexed obligations

This part of the report discusses the advantages and
disadvantages of fixed and variable rates on indexed
obligations from the perspective of macroeconomic
impact, monetary policy transmission and financial
stability. It begins with a general discussion of the
nature of financial contracts.

Financial agreements and risk profile

There is broad consensus among economiststhat in a
world of perfect competition and perfect information
to which al market participants have equal access,
financial contracts will represent the best result and
thereis no need for official intervention to changeit.
In such a scenario, freedom of contract will always
prove most effective. In the real world, however,
information about the future is always imperfect and
in some cases markets for hedging against conceiv-
able contingencies may not exist. Information is also
spread unevenly among market agents. This creates
conditions for market domination and imperfect
competition.

Information is inherently imperfect and asym-
metrical in financial markets where trading essential-
ly involves the delivery of money today against a
promise of future repayment. Both the lender’s and
the borrower’s assessment of the future is therefore
crucial for the pricing of such contracts and also for
the distribution of the risk involved between the con-
tracting parties. Thus the provider of a non-indexed
fixed-rate loan lender, for example, bears the entire
risk connected with inflation volatility, but this is
eliminated in indexed fixed-interest lending. The risk
posed by changes in market interest rates or the eco-
nomic cycle and bankruptcy is also spread in differ-
ent ways depending on the individua features of
each contract, as discussed below.

When dl is said and done, loan contracts are
favourable for borrowers if their real disposable
income after debt service is strong and they face lit-
tle uncertainty about that purchasing power. From
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the borrowers’ point of view, it is beneficial to have
the lowest possible debt service burden, which
changes in pace with real income. Borrowers clearly
face lessrisk of insolvency if the level of debt serv-
ice fluctuates in pace with income rather than inde-
pendent of it. A further advantage isif fluctuationsin
real disposable income after debt service are broadly
the samefor all borrowersinstead of temporary pros-
perity being shared out unevenly, which could create
tension and unease.

Indexed contracts have the advantage that there is
less uncertainty about their outcome compared with
non-indexed agreements. Governments have less
opportunity to affect their real outcome than when
non-indexed agreements are involved. Most indica-
tions are that owners of capital appreciate this pre-
dictability, which asarule resultsin lower real inter-
est rates on indexed obligations than on non-indexed
ones.

Against this background, how does the effect of
whether interest rates are fixed or variable alter over
the term of an indexed loan? With fixed real rates, an
informed borrower is fully aware of the real debt
service burden. If he finds the loan expensive, he has
the chance, at least notionally, of deferring it. If he
nonethel ess takes the loan, he is left with high debt
service, as are borrowers who imprudently fall into a
high-interest trap. Borrowers at relatively low fixed
rates, on the other hand, reap corresponding benefits.
Thus the cost of natural or manmade fluctuations in
real interest rates is unevenly distributed if they are
fixed, and increasingly so the longer the loan.
Variable rates make the debt service burden more
uncertain beforehand, but all borrowers absorb fluc-
tuations in the same way, and there is more likeli-
hood that the burden will be relatively lighter when
the economic climate is poorer. Hence it cannot be
taken for granted that borrowers’ ability to fulfil their
obligations is any more uncertain under variable
rather than fixed rates of interest. That depends on
the interaction of debt service and income.

However, borrowers are not always informed and
expectations can prove wrong. Asset price bubbles
and subsequent financial instability may partly orig-
inate in such factors. What are the advantages and
disadvantages of fixed or variable interest rates when
seen in this light? It can be argued that fixed-rate
loans are potentially riskier if excessive expectations



are made about future liquidity, insofar as they
increase the likelihood of insolvency in the future.
For variable-rate loans, lower future interest rates
would counterbalance unexpectedly low liquidity.

On the other hand, borrowers have more trouble
in meeting expected real debt service on variable-rate
loans than on fixed-interest loans. For example, opti-
mism about adrop ininterest ratesin the future could
breed indifference to high current variable rates. If
the borrower has only the option of a fixed-interest
loan, the contract rate is crucial. It can therefore be
argued that the level of interest-rate sensitivity at the
time the loan is taken is lower with variable rates
than fixed rates. Of course, interest rate changes have
an impact in both instances. In the former case thisis
felt more through the impact on cash flow after the
loan has been taken, but in the latter case it is felt
beforehand, by influencing the incentive to borrow.
This can be crucia for both monetary policy trans-
mission and financial stability.

A qualification needs to be made that this distinc-
tion between loan forms is amost immaterial if
fixed-interest loans can be prepaid from of charge
and recapitalised on new terms. In reality, however,
it is probably also important where thereisanominal
right to cost-free prepayment. A borrower can rarely
be certain about recapitalising a loan and some cost
is aways involved, eg. in the form of borrowing
charges.

Monetary policy transmission

Since 1993 the Central Bank’s main instrument for
influencing economic activity has been the interest
rate on its repos with credit institutions. This policy
rate became even more important after the Bank’s
instruments were simplified in the first half of 1998.
While its direct impact on the household sector and
businessesisnegligible, it affects other rates closer to
the financial institutions, through 1) interest rate
terms offered to corporate and household borrowers,
2) asset prices, 3) the exchange rate and 4) credit sup-
ply, over and above the impact of the interest rate
changes themselves.* It is more straightforward to
expect restrictions on the making of financial con-

4. Convenient overviews of the action of a change in the policy interest
rate include the survey by Kamin et al., for a BIS seminar in 1997 on
the transmission mechanism of monetary policy in emerging market

tracts to affect the transmission mechanism indirect-
ly via the impact of policy interest rate changes on
other interest rates rather than directly through the
channels of the exchange rate, asset prices and cred-
it supply. The interest rate pass-through is obviously
greater i) the more impact that policy rates have on
interest rates offered to households and businesses
and other determinants of their behaviour; and ii) the
more impact that interest rate changes (and their sec-
ondary effects) have on household and corporate
behaviour. The main components of the interest rate
impact are considered to be the impact on cash flow
(disposable income of households after debt service,
and business profits) and the intertemporal allocation
of consumption (deferred purchases of goods
become relatively more favourable when interest
rates rise). However, the latter impact could equally
be seen as a deterrent, since an interest rate rise tem-
porarily deters buyers from completing their pur-
chases. Policy rate changes seem to have a more
immediately distinguishable effect on cash flow than
on relative prices, but at the sametimethereisalso a
considerable impact through the asset price channel
on household and corporate net worth.® It istempting
to conclude that the policy rate pass-through is
stronger and faster if it affects interest rates (assum-
ing they are changeable) applying to a large propor-
tion of private sector debt, rather than if they only
cause interest rates on new loans to change.
However, the deterrent effect is likely to be stronger
the more widespread that fixed interest rates are,
since a given interest rate change would then have
more impact on probable total debt service for the
lifetime of a loan taken to finance the purchase of
durables, equipment or real estate, rather than if itis
deemed likely to be reversed soon afterwards. The
same applies to the total impact on yields on securi-
ties competing with such investments: if interest
rates are variable, raising them says relatively little
about the earnings that the security will generate over
its lifetime. It should be reiterated that banning
indexed variable-rate |oans would prompt some busi-
nesses to switch to exchange rate indexation, and

economies, and Thérarinn G. Pétursson. “ The transmission mechanism
of monetary policy”, Monetary Bulletin 20014, pp. 62-77.

5. See, for example, data in The Bank for Internationa Settlements:
National differencesin interest rate transmission (BIS 1994, CB 393).
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thereby probably amplify the policy rate transmis-
sion through the exchange rate channel.

All the above implies that an increased propor-
tion of variable-rate loans would amplify the mone-
tary policy pass-through to cash flow but diminish it
through the channels of relative prices and the
exchange rate. The overall impact on monetary poli-
cy transmission is therefore not unambiguous.
However, statistical studies from various countries
suggest that, if anything, the impact of central bank
instruments is transmitted more strongly. What com-
plicated the picture is that if indexed variable-rate
contracts were prohibited, they would be replaced by
3-4 loan formats. non-indexed with variable rates,
indexed with fixed rates, exchange rate-indexed and
even non-indexed with fixed rates. Thusit isfar from
certain whether changes in the policy rate would
have an upward or downward impact on average
interest rates within the credit system.

All told, the monetary policy transmission mech-
anism can be regarded as a lightweight factor in
assessing whether to promote fixing of interest rates
on indexed loans. A higher proportion of non-
indexed, fixed-interest loans is generally a sign of
greater confidence in monetary policy, but this is
based market agents volition rather than lega
restrictions.

Financial ingtitutions' risks and risk management
Indexed loans with variable interest rates are proba-
bly more favourable for credit institutions from the
point of view of risk and risk management if they are
funded with indexed deposits. The reason isthat even
if all indexed deposits are at fixed interest they effec-
tively have a shorter lifetime than loans. If the only
available indexed loan format is fixed-rate, it would
be riskier for credit institutions to allow themselves
varying durations of indexed assets and liabilities,
since the terms could not be synchronised immedi-
ately. Of course the risk would be reduced by abol-
ishing indexed deposits while retaining fixed interest
on indexed loans. Credit institutions would then need
to finance this lending by issuing fixed-rate indexed
bonds.

Generally speaking, if credit institutions’ own or
external risk management rules restrict imbalances
between the asset and liability side with respect to
price indexation, maturities and interest rate risk, it
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should not matter much whether they operate within
afixed or variable interest rate regime, or a mixture
of the two. However, in a crisis the borrowers’ risk
would conceivably shift over to the credit institu-
tions. If fixed-interest loans lead to more cautious
borrowing, financial stability will benefit.
Unrealistically optimistic expectations could raise
the risk profile of fixed-interest loans, however.
Variable-rate and fixed-rate loan features become
more homogeneous, the greater the scope for pre-
payment and low-cost refinancing. However, this
could imply an additional risk for credit institutions.

Interest rate levels

In the long run the form of loan contract should not
have any effect on the average rea rate of interest
since thisis determined by underlying economic fac-
tors, especialy the growth potential of the economy.
Real interest rates on individual forms of loan, on the
other hand, will differ depending on the distribution
of risk between borrower and lender. This difference
therefore reflects the risk premium in each case.

Of the four chief conceivable combinations of
price indexation and interest rate variability, one of
the most marked differences is between non-indexed
fixed-rate loans and indexed variable-rate loans. If
supply of indexed variable-rate |oans were restricted,
they would presumably be replaced mainly by
indexed fixed-rate loans and non-indexed variable-
rate loans. Interest rate data do not distinguish
between fixed and variable-rate loans, but the real
rate of interest on non-indexed formats has generally
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been higher in recent years and somewhat more
irregular than on indexed loans, and there is an even
more obvious difference between them in terms of
the stability of debt service on them. This is clearly
shown by Chart 1. Therefore, if variable rates are
prohibited, there is clearly not much scope for
increasing the share of non-indexed fixed-rate loans
without causing generally more unstable debt service
and higher realer interest rates.

Another factor to bear in mind isthat it isnot first
and foremost variable interest rates as such that
prove difficult for borrowers, but rather their interac-
tion with income. Debt service that dropped in down-
swings and rose in upswings would obviously be
considered favourable. Over the past decade and a
half, real interest rates in Iceland have apparently
tended to be procyclical, i.e. higher in upswings than
in downswings, although caution is needed in draw-
ing conclusions from a data period ranging from only
one growth peak (1987) to the next (2000-2001).
Such a correlation is also consistent with a contrac-
tion in demand for investment credit and durables
purchases during downswings, while changesin cap-
ital supply are more uncertain and could even be pro-
cyclical. An addition factor operating in the same
direction is that a central bank with an inflation tar-
get tends to be timely in easing interest rates and
thereby causes rea rates to decline during a reces-
sion, but rise during an upswing. If variable real debt
service tends to run counter to income changes, this
may be regarded as investor participation in borrow-
ers risk, which seems desirable, at least from the
borrowers' viewpoint.

There appears to be evidence from | celandic data,
cf. Chart 2, and in fact US data since the early 1980s
as well, of a short-term rise in rea interest rates on
non-indexed loans when the cycle turns downwards,
as happened in Iceland after 1991 and again last year.
This could easily happen if inflation gains momen-
tum during or after the upswing and it takes time to
rebuild investor confidence in non-indexed securities
when inflation slows down. No secondary swing of
this kind can be discerned in real interest rates for
assets and liabilities at the start of a crisis (or an
undershoot when inflation begin to rise).

A ban on indexed variable-rate loans would
prompt businesses to switch to exchange rate index-
ation to some extent. If the Central Bank is reason-
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ably successful in achieving its inflation target, the
exchange rate will be amore likely source of volatil-
ity than variablerates on indexed loans are at present.
Hence the above remarks about volatile rea interest
rates on non-indexed loans apply equally in such
cases. Consequently, restrictions on the provision of
variable-rate loans are unlikely to reduce corporate
risk

It should be underlined that none of the argu-
ments presented here suggest that a ban on variable-
rate indexed lending would cause major problems.
Thisisunlikely bearing in mind their relatively small
share in household and corporate debt, the flexibility
of credit and insurance markets and the similarity, in
spite of everything, between real interest rates on dif-
ferent types of loan contract.

If variable-rate indexed loans were converted to
either non-indexed or fixed-rate formats, the banks
would also have to curtail their supply of indexed
variable-rate deposits, so the return on them should
drop. At the same time banks would try to attract sav-
ings into non-indexed deposits and indexed fixed-
rate deposits and securities. The return on these asset
forms would definitely need to rise relative to
indexed variable-rate deposits. However, while it is
less certain whether reducing interest rates on the lat-
ter would suffice, neither would returns on indexed
fixed-rate loans and non-indexed variable-rate loans
necessarily have to rise. Both supply of and demand
for these types of deposit and lending would grow,
leaving either event possible. In fact, thereisastrong
argument against an across-the-board reduction in
the cost of finance: when a given loan form is pro-
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hibited, the lost opportunity for matching borrowers
and lenders’ wishes can prove costly. Even if average
lending rates were to go down as a result of restric-
tions, this need not be a sign of lower total financial
expenditures after allowance for risk.

11" Survey of indexed loans

In early spring 2002, the Central Bank’'s Statistical
Division surveyed the fixed and variable interest
rates charged by credit ingtitutions on their indexed
lending. The questions and answers were as follows:

Are customer s free to choose between fixed and vari-
able interest rates on indexed loans, or do special
rules apply?

Pension funds. Most pension funds offer loans with
variable interest rates, but only a handful with fixed
rates.

Insurance companies. The bulk of lending is for car
purchases, with variable rates.

Investment credit funds: Virtualy all loans are at
variable rates. The Housing Financing Fund, with its
fixed interest rates, is an exception.

Commercial banks and savings banks: As a rule,
fixed rates only apply to long-term loans with good
collateral, e.g. a mortgage against rea estate. At
islandsbanki, customers generaly have the choice
between fixed and variable rates.

Leasing companies. No. Car loans are at variable
rates but operating lease contracts at fixed rates. At
Lysing, however, all rates are fixed.

Sudent Loan Fund: Borrowers are not free to choose
between fixed and variable exchange rates. Under
current law, loans are at variable rates. Older loans
were interest-free, however, i.e. with 0% fixed inter-
est.

How do the variable rates on indexed |oans change?

Pension funds: Interest rates are either linked to
changes in housing bond yields or decided by the
respective fund's board, often with reference to the
lowest interest rates charged by credit institutions.

Insurance companies. Discretionary, with reference
to rates of competitors.

Investment credit funds: Discretionary.
Commercial banks and savings banks: Discretionary.
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Leasing companies. Discretionary.
Sudent Loan Fund: Interest rates are determined by
the Government.

Do fixed-interest loan agreements include review
clauses? If so, what are they? What proportion of
fixed-interest indexed loans include such clauses?
Pension funds: Virtually never any review clause.
Insurance companies. Not applicable.

Investment credit funds. Only the Municipal Loan
Fund has review clauses on part of its fixed-interest
lending.

Commercial banks and savings banks: Only slands-
banki has review clauses (at 5-year intervals).
Leasing companies: A small proportion of loans have
review clauses, in which case the review is made at
intervals of 3-7 years.

Sudent Loan Fund: No review clauses.

Table 2 Indexed corporate and
household lending December 31 2001

Breakdown into fixed-interest and other loans

Indexed corporate Fixed Variable

lending (%) interest  interest Total
Pension funds..........cccoceeevrecnne 70 30 100
Insurance companies.................. 20 80 100
Investment credit funds.............. 7 93 100
Commercial and savings banks.. 56 a4 100
Leasing companies...........c.c...... 87 13 100
Student Loan Fund...........cc........

TOtEl o 52 48 100
Indexed household Fixed Variable

lending (%) interest  interest Total
Pension funds..........cccoceeerrecnne 13 87 100
Insurance companies.................. 2 98 100
Investment credit funds.............. 99 1 100
Commercia and savings banks.. 42 58 100
Leasing companies............cc..... 38 62 100
Student Loan Fund...........cc........ 53 47 100
TOtAl e 74 26 100




What rights of prepayment apply to fixed-interest
indexed loans? What is the cost of prepayment to the
borrower?

Pension funds: All pension funds allow prepayment
at any time, generally at no cost.

Insurance companies. Not applicable.

Investment credit funds: In most cases fixed-interest
loans may be prepaid at no cost (the Regional
Development Institute is an exception, with a 0.25%
commission).

Commercial banks and savings banks: All loans may
be prepaid. Commission ranges from 0-3%, depend-

ing on the institution concerned.
Leasing companies. Depends very much on the form
of loan and business involved.

Sudent Loan Fund: All loans may be prepaid, at no
cost.

The final question concerned the amounts of indexed
loans with fixed and variable rates for corporate and
household borrowers respectively. The results are
presented in Table 2.

MONETARY BULLETIN 2003/2 95



