
 

 

Highlights 

We Are Only At the Beginning of the Icelandic Banks’ Problems… 

Systemic problems, by their nature, neither emerge nor disappear overnight. 
With prospects for a soft landing for the Icelandic economy uncertain, we 
foresee credit pressures building and the potential for further spread 
widening at the banks. 

Funding – Too Much, Too Short 

With a debt distribution that is front-loaded, Icelandic banks are particularly 
vulnerable to shifts in market confidence. We estimate that the banks have a 
total of $17.8bn of debt maturing through to 2007 (or about 1.3 times the 
GDP of Iceland). The question remains as to whether spreads will recover 
further or whether the banks are prepared to pay a higher risk premium to 
issue bonds. This would impact their net interest income, in our view, 
arresting the growth status of the banks. Indeed, whether the banks will even 
be able to issue in the volume they require is in our opinion also moot. 
Visibility on this risk seems unlikely to emerge quickly. 

Outsize Gains on Equities, Connected Party Opacity 

Both Kaupthing and Landsbanki have enjoyed outsize gains on their equity 
investments (both listed and not) in 2005. These drove their 2005 P&Ls 
rather than new banking acquisitions. Without these gains, which we doubt 
are sustainable, their revenue generation looks less robust. The connected 
nature of much of the ownership of Icelandic banks and corporates is also a 
concern. The banks appear to often co-invest alongside shareholders and 
customers in private equity style deals which we see as risky, given their 
modest capital bases. They are also often the lender in these transactions.  

Buy Protection on the Icelandic Banks – Not Every Spread Widening Is 
An Opportunity To Go Long 

The Icelandic banks have a unique set of credit weaknesses that in our 
opinion merit a significant risk premium to other European banks. We 
therefore do not see current spreads as offering a particularly compelling 
opportunity as they do not fully compensate for the risks, in our view. Whilst 
we see Islandsbanki as having the most robust credit metrics of the three, we 
initiate coverage on the Icelandic banks’ EUR senior CDS with an 
Underweight-30% (i.e. we would be short the credit/protection buyers). We 
are Underweight-70% the stepped €Tier 1 securities of Kaupthing and 
Landsbanki as we do not believe that investors are sufficiently compensated 
for being in the most subordinated part of their capital structure. 

 
HIGH GRADE 

Iceland 

Banks 

 

Contributors 

Tolu Alamutu  
Research Analyst, MLPF&S (UK) 
(44) 20 7995-0167 
tolu_alamutu@ml.com 

David Lewis CFA  
Research Analyst, MLPF&S (UK) 
(44) 20 7995-3661 
david_lewis1@ml.com 

7 March 2006 

Richard Thomas 
Research Analyst, MLPF&S (UK) 

(44) 20 7996 0128 

r_thomas@ml.com 

 

 

 
Icelandic Banks 
Not What You Are Thinking 

Merrill Lynch does and seeks to do business with companies covered in its research reports.  As a result, investors should be aware 
that the firm may have a conflict of interest that could affect the objectivity of this report. 

Investors should consider this report as only a single factor in making their investment decision. 

 

Refer to important disclosures on pages 35 to 36.  Analyst Certification on page 33.  

Global Securities Research & Economics Group European Credit ResearchRC#60906601



Icelandic Banks – 7 March 2006  

Refer to important disclosures on pages 35 to 36.  2 

Valuations 

We initiate coverage on the Icelandic banks’ EUR 

senior and stepped Tier 1 instruments. 

We are Underweight-30% the senior instruments of the 

banks and would be buying protection on the banks, 

especially as this is not as expensive today as it was. 

We are Underweight-70% the stepped Tier 1 

instruments of Kaupthing and Landsbanki, since we do 

not believe current levels sufficiently compensate for 

the risks in being in the most subordinated part of their 

capital structure.  

Chart 1: Icelandic Banks – 5 Yr Senior CDS evolution 
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Whilst we understand the temptation to get involved when 
spreads widen, we caution that the Icelandic banks face 
evident systemic issues on the one side and on the other 
side have been heavily reliant on private equity gains to 
deliver their impressive earnings. We can’t see the ‘story’ 
that would argue that they should trade at tighter levels. 
We think therefore that the banks are especially 

vulnerable to further spread widening. We expect that 
the next bout of spread widening could be catalyzed by 
something as simple as the negative outlook from Fitch on 
the sovereign which was what catalyzed the latest bout of 
widening. There will probably be an opportunity to get 
involved but at much wider levels than we are seeing 
today.  

 

More Emerging Market than 
Western Europe 

When looking at relative value, we think the banks 

should be compared less with other European banks 

and more with emerging market banks, since the 

systemic risks we see in Iceland have much more in 

common with emerging markets than the stability that is 
typical of most Western European banking markets.  

Chart 2 therefore shows the Icelandic banks when 
compared with some selected emerging market banks and 
their sovereigns. In our opinion, neither Moody’s nor 

even Fitch has been able to factor the systemic risk 

factors into their ratings for the Icelandic banks 

adequately. We therefore do not take much comfort from 
these agencies’ mid- to high-A ratings. The only agency 
we are aware of who factors economic and industry risk 
into their ratings on a consistent basis is S&P and of course 
it results in lower ratings, though not always notably so. In 
any case, the market is pricing the Icelandic banks’ 

credit risk as ‘BBB’, which is precisely our opinion of 

where S&P’s ratings would come out, if they were 
public.  

As we have seen in successive banking crises, the icy 
winds of systemic risk can blow the relatively good 
profitability and apparently sound solvency of banks away, 
almost in a single puff. In a heavily leveraged 
environment, especially one where there has been a long 
period of economic expansion, banks start to become more 
lax in terms of their lending criteria. They continue to lend 
into the expanding market and take increasing risks. 
Connected parties aggravate these risks. However, as 
cheap capital becomes less available the most egregious of 
these practices should start to unwind. It is the possibility 
that such an unwind being disorderly that worries us. 

In fact, we are not forecasting a banking crisis in Iceland in 
2006. However, we do see an unusual confluence of 

negative credit factors that mean we want to be paid 

more before taking on Icelandic bank risk.  

In terms of senior obligations, we are Underweight-30% 
for all three banks notwithstanding our view that 
Islandsbanki is the best positioned of the banks. We think 

the market is broadly correct in assigning a lower risk 

premium to Islandsbanki than to Landsbanki or 
Kaupthing. Whilst both the latter banks have been 
diversifying geographically with some success, their 
revenue generation is influenced heavily by equity gains 
from investments. Islandsbanki’s revenue appears to be 
from more sustainable sources. The change in this relative 
call would depend on how successfully Kaupthing and 
Landsbanki grow their revenues from their recent 
acquisitions to demonstrate that they provide credit 
strength. 

Trying to differentiate between banks where the 
underlying concerns are largely systemic may prove to be 
fruitless. On the one hand, the informational asymmetries 
endemic to bank analysis may come back to bite one on 
the nose. On the other hand, in times of systemic stress, the 
market may not choose to differentiate at all between the 
banks – they will probably all be sold off. Still, for those 
wishing to short only one or two banks, there is obvious 
merit in considering which bank is likely to widen the 
most, should valuations indeed come under pressure. That 
said, we think an Underweight-30% for all three banks in 
senior best captures what we think about the overall risks 
of the banks. 
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Chart 2: Indicative Emerging Market Bank Spreads Over 
Sovereign 
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� Avoiding Tier 1 Exposure 

We are Underweight-70% the stepped Tier 1 instruments 
of Kaupthing and Landsbanki. Islandsbanki has Tier 1 but 
it is in the CMS format. Note too that Kaupthing and 
Landsbanki have (retail) preference shares that are widely 
traded. As of Friday, the cash price of these bonds was just 
below par for Landsbanki (LANISL6.25 at 98.5/99.25) and 
just above par for the Kaupthing bonds (KAUP6.25 at 
100.25/101.0). For the Kaupthing stepped €T1, we have 
seen spreads recover some ground from the February 
wides. However, we note that at no time did the bond trade 
at what we would describe as a more distressed level (e.g. 
it did not trade through its stepped level, or 3ME+245bps). 
For the Landsbanki stepped €T1, the same is true, but it 
has less far to go to breach that level, since it steps to 
3ME+180bps in 2015. 

Chart 3: LANISL4.652 ’15 Callable T1 
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We are recommending a stronger Underweight on the 
banks’ T1 securities until we have a much higher level of 
comfort as to how the confluence of macro, systemic and 
idiosyncratic risks of the banks pans out. In our view, at 

current spreads, one is not really compensated for being at 
the most subordinated part of the Icelandic banks’ capital 
structure, where there is not only coupon skip risk, but also 
the potential for the securities to be written down too. 
Those investors looking for a €T1 security which does not 
have systemic risks but where there is a strong recovery 
story are instead advised to switch to the BPIIM6.742s 

(Banca Popolare Italiana) €T1 where the downside 

risks are nowhere near as skewed as we see the 

Icelandic banks’ to be. 

 

Table 1: Capital Ratios 

 KAUP LANISL ISBAIR

2005 Tier I Capital 9.4% 9.9% 11.9%
   Of which hybrids 22.6% 20.9% 17.7%

2004 Tier I Capital 11.5% 9.4% 7.8%
   Of which hybrids 10.2% 9.6% 15.0%

Source: Company Annual Reports 

Table 1 shows another reason to be Underweight Icelandic 
bank capital. All the banks have a high level of hybrids in 
their capital structure, both innovative and non-innovative. 
Whilst in normal circumstances we believe the banks 
would always service these bonds, it is precisely because 
we can so clearly imagine abnormal events for the 
Icelandic banks that we are Underweight their T1s. In the 
event that there should be a systemic shock to the banks, 
hybrid T1 holders are too prevalent in the banks’ capital 
structures to escape unscathed. 

 

Relative Value: Spread Over 
Sovereign  

We usually find a reasonably strong relationship between 
sovereign spreads and those for major banks within 
respective bank systems1. That is, when the sovereign is 
wide, major banks tend to trade wide as well. Consistent 
with this, when we plot sovereign spreads against bank 
spreads for major Western European banks (excluding 
Iceland), we get an R-Squared of a relatively high 55%. 

Iceland, however, stands out as far and away the most 
significant outlier on this basis within Western Europe (see 
Charts 4 and 5). The sovereign trades relatively tight; 5 
year protection is around 6bps (mid), while the banks trade 
in the +40-60 area. In fact, the spread over sovereign for 
Icelandic banks is much more comparable to emerging 
market banks. This is shown in Chart 4.  

� Reconciling the Gap: Why is the Spread over 

Sovereign so High for Icelandic Banks? 

We would point to the following as being reasons for 
Iceland’s banks trading so far behind the sovereign: 

                                                                          

1 For more on this topic see “Bank vs Sovereign CDs: 

Sovereign CDS Repriced, Should Senior Banks Follow?”, 

13 June 2005. 
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Chart 4: Sovereign CDS Spreads vs Bank CDS Spreads – Major 
Western European Banks 
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sample is 55%. Indicative for Greek banks given low liquidity. 

• The banks are small in a European context. 

• The banks are more leveraged and following more 
aggressive strategies than major European peers. 

• The fiscal position of the sovereign is very strong. 

• Medium-term outlook for the economy is strong, and 
not perfectly correlated to bank’s performance. 

 

Table 2: Sovereign CDS, 10 year 
 Bid Offer

Belgium 3.75 4.25
Cyprus 11 15
France 3.5 4
Germany 3.5 4
Greece 24 24.5
Iceland 10 12

Italy 19 19.5
Malta 11 15
Nether 3.25 3.75
Portugal 13 14
Spain 4.5 5

Source: Merrill Lynch 

� Trading Opportunity – Buy Sovereign 

Protection 

The strongest way to play the mean reversion trade (i.e. 
that the wide spread for major Icelandic banks over the 
sovereign will compress to peer levels) would be to buy 
protection on the sovereign, against selling it on the 
Icelandic banks. 

However we struggle with the idea of taking any sort of 

long credit risk position on the Icelandic banks at 

current levels. As a result this is not a trade we would 
recommend to clients. In our view, the best risk/return 
trade on this relationship normalizing is to simply buy 
protection on the sovereign. Despite having widened 
materially this year, at 12bps for 10 year protection this 

still looks to us to be a reasonably cheap way to express 

a negative view on the Icelandic banking sector. 

Chart 5:  Ratings versus Spread Over Sovereign for Major Western European Banks (5yr Senior CDS, Mid) 
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Investment Case 

We can’t say we are surprised about the market’s 
skittishness towards the Icelandic banks. What is notable 
however is that the market’s worries are all systemic. This 
is rather unusual. For how could the market have worries 
about the banks themselves when they have just reported 
such apparently strong profits? 

High balance sheet growth rates, international acquisitions, 
sustainability concerns, asset price inflation disquiet, 
connected party worries (not an exhaustive list): these 
make for a somewhat combustible mixture. We share 
many of the market’s concerns. How could we not?  

Following our recent visit to Reykjavik where we met the 
banks, the regulator and other market participants, we also 
have some of our own that the market doesn’t appear to be 
focusing on but perhaps should be. Finally, we think that, 
from the credit perspective, there are also important 
mitigants that need to be factored in to make a rounded 
credit assessment of the systemic risks of the Icelandic 
banks. 

 

Sources of Vulnerability: Liquidity 

One of the most notable aspects of the Icelandic banks’ 

expansion has been the increase in their dependence on 

purchased funds which we define as funds other than 
their own deposit bases. Purchased funds then would 
include interbank takings, short-dated paper and bonds (as 
well as senior subordinated debt). The more banks depend 
on purchased funds in their funding profile, the more they 
are sensitive to shifts in confidence and the less flexibility 
they have to deal with any liquidity gap. We are also 
mindful that many banks’ deposit bases have a high 
corporate content, other than pure retail. These funds too 
are confidence sensitive as the corporate can easily place 
them with other banks, if they need to. 

The interbank market is sometimes considered the most 
confidence sensitive of all the sources of funds. However, 
we would point out that where a bank is a net taker of 
funds from the domestic interbank market, then the Central 
Bank can often, through moral suasion, ensure that the 
local banks continue to support its liquidity. Clearly, this is 
not an option where international banks provide much of a 
bank’s interbank funding as it is unlikely that international 
banks would pay much attention to a central bank’s 
requests.  

 

Table 3: Icelandic Banks – Loan-to-Deposit 
Ratios 

% 2004 2005

Kaupthing 487.7 317.5
Islandsbanki 303.6 361.4
Landsbanki 251.0 294.7

Source: Merrill Lynch estimates from company accounts 

 

This is the position of the Icelandic banks, in our view and 
it is borne out by their high loan-to-deposit ratios, which 
we highlight above, in Table 3. In fact, as basically 
wholesale – or corporate – banks, we would never expect 
the Icelandics to function with a Loan-to-Deposit ratio of 
less than 100% which from the credit perspective is 
probably an optimal level, though an increasingly rare 
phenomenon these days. 

In our opinion, like most sophisticated banks, the 

Icelandic majors have procedures in place which would 

allow them to overcome any short-term interruptions 

in their ability to raise finance from the capital or 

interbank markets. For example, Kaupthing’s policy is to 
have sufficient secured liquidity to be able to serve and 
repay all maturing debts for at least 180 days without 
access to the markets. This would range from the repo or 
outright sale of their most liquid assets on the one side, to 
their ability to raise and/or draw down any committed 
banking facilities on the other side. After that time, the 
bank relies on unsecured funding (e.g. money market 
lines).  

Islandsbanki says that, as of end-2005, it had sufficient 
back-up funding and liquidity in place to cover all long-
term funding maturing over the next year. Landsbanki 
states that it follows the Central Bank of Iceland rules, 
which appear (in a simplified form) to be designed to 
ensure that there are always more than sufficient liquid 
assets (subject to a haircut) to cover maturing liabilities. At 
end-2005, the bank had about 34% more liquid assets to 
cover the month ahead than liabilities, over the three 
month period, that percentage rose to 36%. We believe that 
the Icelandic banks have modest amounts of committed 
(bank) funding (probably up to about €500m or so each) 
available to them that could be drawn down if required. In 
general, like most banks, liquidity management is geared 
to ensuring that the bank can overcome any short-term 
disruptions. 

These details are important to bear in mind because the 
European bond markets effectively closed to the Icelandic 
banks even before the February volatility. In our opinion, 
at that time, this was more owing to the technical overhang 
from the issuance of so much paper by end-2005, rather 
than anything more sinister, though there were already 
rumblings of concern with respect to the growth of the 
banks and their acquisition strategies even then. 

The Icelandic banks had realized that the European public 
markets were probably closed to them, and therefore had 
planned to issue elsewhere – the US, Japan, Switzerland, 
Australia and Canada. Yet since the negative outlook of 
Fitch for the sovereign, the profile of the banks has been 
higher and their credit spreads wider. We assume that the 

days of the Icelandic banks funding at relatively 

favorable rates are over for the foreseeable future, 

assuming of course that the banks can sell their 

securities at all.  



Icelandic Banks – 7 March 2006  

Refer to important disclosures on pages 35 to 36.  6 

� Debt Distribution Concerns 

This is an important point. Looking at the banks’ debt 
distribution charts (Charts 6-8), one is immediately struck 
by the fact that the maturities of all the Icelandic banks’ 

securities are front-loaded. That is, there is a bunching of 
maturities next year (2007). We therefore see significant 

re-financing risk for the banks next year, unless there 

is a volte-face in market sentiment in the next six 

months or so. No other bank of which we are aware today 
presents this type of risk. Note that Kaupthing is the most 
exposed to refinancing risk, with a need to refinance 
$8.6bn equivalent of debt in 2006/7, Islandsbanki is the 
next with a $5.1bn requirement. Landsbanki is the least 
exposed with $4.1bn needed. 

Of course, the banks were already actively raising finance 
at the beginning of 2006 which may have resolved some or 
all of their needs for this year. For example, Islandsbanki 
raised around €1.3bn in the Swiss, Canadian and US 
markets, as well as a number of private placements. This 
should have covered their immediate (i.e. 2006) 
repayments – but it does not so far leave them any room 
for asset growth. Clearly, there are other methods of 
funding: Kaupthing’s interest in covered bonds is well 
known. This source of funding could relieve up to a $1bn 
of the bank’s funding requirement in the short-term. Still, 
Kaupthing had been working on the covered bond program 
for many months – it is not the type of funding that can be 
raised without significant preparation. Therefore, we 
would not expect any issues from the other banks 
immediately, though before the end of the year is a 
possibility. 

Securitizations are also an option for the banks. 
Islandsbanki estimates that about €2bn of its mortgage 
book could potentially be securitized and the shipping loan 
portfolio too is potentially amenable to this funding 
technology. 

Mortgages could, possibly, also be sold to the HFF 
(Housing Finance Fund – see discussion in Asset Quality 
below). This would be ironic since we would have come 
full circle – the commercial banks used themselves to be 
the originators of assets for the HFF but, it will be recalled, 
started themselves to take these assets on balance sheet in 
August 2004. The pressure that this has put on the 
franchise of HFF is best illustrated by the negative 
CreditWatch action of S&P on 1st March owing to what 
they see as potential erosion of government support for the 
HFF in a diminished role. It remains to be seen however 
how diminished the role of the HFF really is, in the light of 
the current volatility.  

Finally, the banks also have the option to sell down some 
of their assets to other ‘friendly’ financial institutions with 
the appetite for Icelandic risk. Yet we have to note that 
such a policy of shrinkage would be somewhat at odds 
with the banks’ status as “growth stocks”. 

Chart 6: Kaupthing Bank – Debt Distribution (ISKm) 
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Chart 7: Landsbanki – Debt Distribution (ISKm) 
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Chart 8: Islandsbanki – Debt Distribution (ISKm) 
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� Refinancing Risk Is One Thing – What About 

Growth? 

The other liquidity risk that we can identify is linked to the 
refinancing risk. If the banks are not able to refinance 
maturing liabilities next year, then will they be able to 

fund growth this year or next? This seems unlikely. 
Inevitably there will be an element of pre-funding for all 
known loan drawdowns, at least in the early part of the 
year. But if the banks are not able to raise additional new 
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funds, then they will be obliged to cut back on their new 
lending. In order to consider the banks’ pipelines, we look 
at loan commitments as a proxy. Obviously, we are aware 
that many of the loan commitments we see in the balance 
sheet may never be drawn. However, the banks’ loan 
commitments are already substantial –and grew rapidly 
between 2004 and 2005. 

Table 4 highlights that at the turn of the year, Kaupthing 

had already promised to lend over $3.2bn equivalent to 

customers; Landsbanki had promised over $1bn or so – 

substantial amounts in the context of their loan 

portfolios. If this ‘pipeline’ were drawn down, it would 
translate into 11% and 7% loan growth respectively. 
Remember that the liquidity plans, as disclosed by the 
banks in their reports all refer to ensuring the servicing of 
their liabilities. However, they also have significant 

obligations on the asset side of their balance sheets as 

well.  

It is not clear the extent to which the banks may have been 
able to pre-fund these potential obligations. We note that 
2004 and 2005 period ends show all the banks have 
significantly higher volumes of liquid assets. For 
Kaupthing and Landsbanki, however, these must be seen 
in the context of their purchases of securities businesses in 
2005 (Singer & Friedlander, Merrion Capital, Kepler) 
which naturally function with a higher level of liquid 
assets than a commercial bank would. Islandsbanki’s 
liquid assets fell as a proportion of overall balance sheet 
footings. 

What is clear however is that the Icelandic banks are 
considered to be ‘growth stories’. Whilst we would 
certainly not expect the banks to stop lending, nevertheless 
we have to expect that their obvious difficulties in raising 
funding will make them more selective in terms of loan 
disbursement. We suspect, consequently, that their 

growth going forward will be somewhat curtailed, 

especially when compared to previous years. We are 
uncertain of the extent to which both the debt and equity 
markets are starting to discount these lower growth rates.  

 

But our biggest concern is the debt distribution of the 
banks. Adding both 2006 and 2007 together, the banks 

have a total of $17.6bn of securities maturing in the 

next two years, according to Bloomberg data, with 
Kaupthing alone accounting for $8.3bn of this, thereby 
making them by far the most exposed to the current 
(hopefully short-term) interruption in funding. The banks 

therefore require a recovery in markets and the 

reduction of their spreads – fast.  

Our base case is of course that the banks have significantly 
more flexibility in terms of funding than we have been 
able to discern from publicly available information and we 
have tried to highlight this. However, the extent of the 
refinancing required would stretch even this, in our 
opinion. It would also mark the end of the banks’ growth 
cycle, which may have other, unforeseen consequences for 
the banks and for the Icelandic markets. We do not 

believe credit spreads fully reflect these potential risks 

as yet.  

 

Sources of Vulnerability: Asset 
Quality 

We are at an apparently benign point in the credit cycle for 
the Icelandic banks, with the banks reporting quite a low 
cost of risk (provisions to loans) at end-2005 (see Table 5). 
At this stage, we have very poor visibility, therefore, as to 
how asset quality may evolve at the banks. However, we 
do have some concrete reasons to be concerned about the 
impact of a cyclical change in the credit cycle at the 
Icelandic banks.  

 

Table 5: Icelandic Banks – Loan Loss 
Provisions to Average Loans 
% 2004 2005

Kaupthing 0.57% 0.19%
Islandsbanki 0.80% 0.23%
Landsbanki 1.19% 0.95%

Source: ML from Company Reports 

 

 

Table 4: Icelandic Banks – Loan Commitments as Proxy for Lending ‘Pipeline’ 

 2004 2005 % Change 
2005 FYE 

Loans
As a % 

of Loans
USD 

Equivalent (m)

Kaupthing  
Total commitments       260,698      404,417 55%    1,543,700 26%      6,222 
of which loan commitments       159,475      207,624 30%    1,543,700 13%      3,194 
  
Landsbanki  
Total commitments        58,588      111,536 90%       984,595 11%      1,716 
of which loan commitments        34,594       70,798 105%       984,595 7%      1,089 
  

Different presentation at Islandsbanki with no disclosure of Loan Commitments, only Unused Overdrafts (ISK 26,166m at end-2005).  We define Loan Commitments as Loan 
Commitments plus Unused Overdrafts. 
Source: Bank Reports and ML estimates 
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First, there are the obviously high levels of indebtedness in 
Iceland, as indicated by the rapid credit expansion seen in 
Iceland in recent years – which we believe is significantly 
in excess of the productive capacity of the economy. 
Second, we just can’t get comfortable with the loan 
portfolios of the Icelandic banks.  

� Corporate Leverage – Higher Than Average 

The IMF notes that Icelandic corporates have significantly 
more levered capital structures than Nordic peers and their 
dependence on short-term financing is also higher than 
other Nordic counterparts.2 Chart 10 shows that for any 

given industrial segment in Iceland, the debt to equity 

ratio was higher than any other Nordic country, in 

some cases significantly so. The IMF also noted that 
Iceland’s corporate leverage remains the highest when 
firms are differentiated according to their size. 

The IMF highlights that this can ‘contribute significantly 
to corporate distress by making firms more vulnerable to 
income, interest rate and exchange rate shocks’. This is for 
us the point: whatever the explanation for high leverage in 
Iceland (immature equity market, high degree of connected 
party ownership, agreeable tax regime, risk appetite), if 
things go wrong, the end result is always the same. 
Historically too, Icelandic corporates have also been 
reliant on short-term funding. On average, Icelandic firms 
have twice the short-term liabilities than their counterparts 
in Finland, Norway and Sweden, though we note from 
Chart 9 that the gap appears to have been closing 
somewhat. 

Chart 9: Nordic Countries – Share of Short-Term Debt (1995-
2003 (%) 

 

Source: IMF 

For leverage seems rather endemic in the Icelandic 
financial environment. For example, when Islandsbanki 
sold a 66% stake of its insurance subsidiary, Sjova, to 
Thattur, for ISK 17.5bn ($269m) in April 2005, 
Islandsbanki also provided loan finance of an undisclosed 

                                                                          

2 See Corporate Leverage: How Different is 

Iceland?(Badia and Tchaidze), IMF Country Report No. 
05/366, October 2005 

amount to support the sale. Note that in the space of the 18 
months of ownership by Islandsbanki, the value of Sjova 
rose by ISK9bn or about $140m (+46%), though the bank 
did not take the full gain that would be implied by this 
valuation in its 2005 numbers. Islandsbanki still distributes 
its affiliate’s insurance products. The loan has not yet been 
repaid.  

Chart 10: Iceland and Nordic Countries – Comparative Debt-to-
Equity Ratios 2003 (%) 

 

Key: 3 = Consumer durables, 4= Basic industry, 5 = Food/tobacco, 7 =m Capita;l 
goods, 8 = Transportation, 9 = Utlities, 10 = Textiles/trade, 11= Services.  
Source: IMF 

Thattur is an investment company owned by Milestone, 
still one of Islandsbanki’s main shareholders. Such 
arrangements do not at all appear to be unusual in the 
world of Icelandic finance. The sale allowed Islandsbanki 
to deconsolidate the insurance operations (which it had 
bought for ISK19.4bn only 18 months previously) and 
book a gain on sale of ISK3.4bn before tax (or $52m, not 
inconsiderable in the context of Islandsbanki’s bottom 
line). It also allowed the bank to increase its Tier 1 capital 
(by ISK 15bn), since the goodwill attached to the purchase 
of Sjova no longer needed to be deducted from regulatory 
capital, nor the solvency deduction for the insurance 
company. Whether or not the sale has resulted in the 
reduction of balance sheet risk is of course quite another 
matter. We would also not be surprised if fees (advisory?) 
in connection with this sale had also been booked, neither 
would we be surprised if the loan was secured on the 
shares that Islandsbanki had supposedly sold to Thattur, 
though the bank does not disclose these details. The sale 
was approved by the FME (the regulator).  

� Exposure to the Equity Market – Appears To 

Be Endemic 

There also appears to be widespread concern about the 
banks’ exposures to the equity market through their loan 
portfolios. The concern is heightened because there are a 
number of ‘investment companies’ that appear to be active 
in Iceland. For example, FL Group is the current owner of 
the Icelandair Group, which is Iceland’s airline, together 
with other travel-related businesses. However, it plans to 
sell shares in Icelandair in the first half of the year as the 
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group now intends to become an investment company, 
rather than manage businesses directly. FL owns 16.2% of 
EasyJet PLC, the UK discount airline, incidentally, as well 
as 6.1% of Finnair, the Finnish national airline. FL is 
prepared to continue to provide strong backing for the 
airline however. Kaupthing and Islandsbanki are in charge 
of the listing process. This story piques our interest since it 
shows that FL believes it is likely to make more money as 
a financial investor in the future than to own and run 
businesses.  

We believe that shares are frequently pledged as collateral 
for loans. From the banks, we generally hear of a range of 
10-15% of loans as being collateralized by shares in some 
way. However, in the Central Bank’s Financial Stability 

Review 2005, we read that at the end of 2004, lending 

against share collateral had grown to 17% of the 

market value of equities on the ICEX, compared with 
11% in 2003. We estimate that this would relate to around 
ISK166bn or $2.5bn of loans as of end-2004.  

According to the Central Bank, “Leveraged stock 

purchases are therefore clearly being made on a growing 

scale, which could be questionable if equity markets turn 

down. There is no doubt that this form of financing 

contributed to last year’s [2004] surge in Icelandic equity 

prices”. The subsequent continued upward trend in the 
ICEX makes it hard for us to believe that the level of share 
collateral has reduced dramatically since then. 

In theory given the rise of the ICEX, there should be a 
considerable cushion for shares pledged even a year ago. 
Yet we have our doubts that clients, many of whom are 
also shareholders in the banks, do not force the banks to 
release their claim on parts of collateral as the value of it 
rises, though we would always believe that there is a 
substantial haircut. 

� An Anomalous Mortgage Market – Not a 

Source of Credit Strength 

Iceland’s residential mortgage market is not like other 
countries’. This important point, which also has 
repercussions for the creditworthiness of the banks, 
appears to have been missed by almost all commentators.  

The first anomaly is the existence of the Housing Finance 
Fund (HFF), which is a state-owned provider of mortgage 
credit. In a country where home ownership is amongst the 
highest in the world – in excess of 83%, about the same as 
Ireland and Spain, we do not see a large role for such an 
entity, albeit that we believe assistance for lower income 
families in purchasing homes is laudable. Nevertheless, the 
HFF dominated the market for residential mortgages until 
two years ago however and its impact still looms large 
over the commercial banks who have entered the market.  

The discussions for the future role of the HFF are ongoing. 
Since the banks have entered the mortgage markets, there 
has been a cascade of prepayments at HFF, with its market 
share falling to around 50% in 2005 from 80% in 2003. 
We still see it as a price setter in the market however. A 

working group on the future of HFF recommended in 
January 2006 that the Fund should be turned into a 
wholesale bank, although HFF is expected to remain 
essential to the government’s housing policy, in particular 
as commercial banks supply very little housing finance to 
remote areas. 

We believe that action should be taken to amend the role 
of HFF and that it should not be delayed. The primary 
reason for this is that, as a quasi-sovereign entity, HFF 
enjoys excellent access to cheap wholesale funding and 
thereby can pass this onto mortgage customers at very 
advantageous rates. The truth is that the banks cannot 

profitably compete with the rates that the HFF offers 

for mortgages. Our discussions with the banks revealed 
that they are generally lending to their mortgage customers 
at breakeven at best – before allocated costs and 
provisions. They are lending to clients at the same rate as 
they are funding these loans, a situation that we do not see 
as sustainable, given the increasing part of their loan 
portfolios accounted by mortgages.  

The expectation of the banks, presumably, has been that 
they will create sufficient pressure on the HFF to bring 
about change – and indeed change is on the horizon at 
some point in the future. In the short term, however, the 
banks have to factor in ancillary income (e.g. insurance) to 
ensure that the mortgage business makes economic sense. 
Yet we understand that even there the cross-sell is still in 
its infancy. The general rule for the mortgage market in 

Europe is that it provides attractive risk adjusted 

returns on capital allocated (hence, the brisk 

competition for this business across markets). This is 

not so in Iceland however. 

The banks must also hope that the mortgage market does 
not turn down dramatically before the pricing structure of 
the market changes for the better because if the banks 
started to record any losses at all, it would underline that, 
economically speaking, their mortgage business is not 
really viable currently (the banks assume anything above a 
0.10% loss rate in terms of their books at present). Whilst 
we worry about margin pressures in most mortgage 
markets in Europe, and it remains a highly competitive 
area, Iceland is alone in having banks that have entered the 
market without really being able to make money from it.  

For most European banks with retail operations moreover, 
the residential mortgage book is the bedrock of the bank’s 
retail operations. It generally provides reliable ‘annuity-
style’ income (and actually has been delivering above 
average growth in many European countries and is 
expected to continue to do so). Additionally, it provides a 
solid ‘anchor’ in terms of asset quality. These are 
presumably the reasons why the IMF had been pushing for 
some time for the Icelandic banks to be more closely 
involved in what is for most European banks a key 
business, though the Fund also highlights the risks from 
the currently unsustainable situation. The exit of the HFF 
from the market would however relieve these competitive 
pressures and allow the banks to move their mortgage 
business onto a more sustainable basis. 
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Kaupthing is far further advanced along the road in terms 
of alternatives like possible securitizations which would 
also help the banks in the future. To the extent that 
Kaupthing’s covered bond issuance is able to get cheaper 
funding for the book, then this of course would alleviate 
the problem there. However, we understand that while the 
covered bond program is ready to go, it would at present 
be more expensive to fund itself via this route than the way 
the bank is currently financing its mortgage book. 

Another issue for the banks is that domestic mortgages in 
Iceland tend to have negative amortization because they 
are inflation-linked. This means that the principal of the 

loan increases at a faster rate than repayments are able 

to pay it down, especially in the early stages of the loan. 
Loan balances therefore will be increasing on the latest 
crop of mortgage loans written since August 2004, 
especially as inflation is relatively high – c.4% and 
untamed. The reason the banks structure the mortgage 
product in this way is to compete with the HFF, on the one 
hand but also clients like it on the other hand, because 
repayment amounts are apparently quite low in the early 
stages of the loan.  

In the event of a sharp shift downwards in asset prices in 
Iceland, the banks are more exposed however – because 
the principal amount of the loan keeps going higher in the 
early stages of its life. Thus, for example, the principal 
balances of all the new mortgage assets that the banks have 
put on since August 2004 when they entered the market 
are all likely to be increasing, making the banks exposure 
greater with the passing of time. We see risks here with 
even the Central Bank concerned about house prices in 
Iceland; we are only partly reassured that most households 
apparently prefer the interest rate of their mortgage to be 
fixed. Finally, there is the issue too of FX mortgages, of 
particular risk if there is a devaluation. The banks play 
down this part of their mortgage portfolios as not being 
very significant, though we are unable to verify that 
statement. 

Though we had some concerns that retail clients may have 
been involved in the ever rising stock market, all anecdotal 
evidence we have heard points against this. It seems that if 
the Icelanders are taking out equity from their homes when 
they refinance their mortgages, they are spending the 
proceeds on jeeps and second homes, rather than playing 
in the markets. The memory of instances where investors 
got burned looms large on the one hand. On the other 
hand, there is the recognition that the stock market is rather 
the ‘playground’ of the Icelandic financiers who control 
many of the country’s major corporations.  

 

Sources of Vulnerability: Earnings 
Quality 

There are multiple issues to consider when thinking about 
the vulnerability of the Icelandic banks’ earnings. The 
sizeable acquisitions that the banks have made in recent 
years, together with their rapid organic growth, complicate 
the analysis of their creditworthiness. Though in general, 

we believe that these acquisitions have enhanced the 
banks’ creditworthiness, we still must consider whether the 
banks’ acquisition strategy will bear fruit in terms of 
sustainable income generation. On the other hand, given 
that we have identified the bank’s Icelandic operations as 
the main potential source of risk, we have at least to take a 
view on the overall impact that any stress here would have 
on the consolidated entity (assuming that the foreign 
banking operations would somehow be immunized from 
any parental stress which in reality they could never be 
entirely). This is somewhere where we will have to make 
estimates, as the disclosure of the banks in terms of 
divisional and geographic exposure is quite sparse.  

From the credit perspective, a top down analysis of 
revenue quality of the Icelandic banks is not very 
encouraging. The revenue growth of the banks has been so 
substantial that it is very difficult to get a sense of how 
well the expanding banking group could be doing on a 
ongoing basis. Table 6 for example compares the stunning 
revenue growth seen at the banks over the last five years. 

 

Table 6: Icelandic Banks – Revenue Growth (%) 

 2005 2004 2003 2002 2001

Kaupthing*  
Revenues (ISK m) 7,907 5,399 853 811 589
Growth (%) 46.5 532.9 5.2 37.7 88.9
Landsbanki  
Revenues (ISK m) 59,829 33,469 18,982 13,916 12,251
Growth (%) 78.8 76.3 36.4 13.6 23.0
Islandsbanki  
Revenues (ISK m) 37,673 28,671 19,061 14,074 12,921
Growth (%) 31.4 50.4 35.4 8.9 43.9

* Remember Kaupthing merged with Bunadarbanki in 2003. Consolidated numbers 
only available from 2004. 
Source: Merrill Lynch from Company Reports 

� Revenue Diversification: The Example of 

Kaupthing 

Let’s look at the revenues in another way, however. Table 
8 shows the changing revenue sources of the group and the 
decreasing reliance of each bank on Iceland. Kaupthing 
appears to be the best diversified of the Icelandic banks. 
However, the ‘headline’ diversification of Kaupthing is 

somewhat misleading owing to the booking of a large 

private equity gain under the UK in 2005. We think this 
gain relates to an co-investment with Mosaic Fashion 
(Oasis?). Equally, when drilling down it is also clear that 
there were substantial financial gains, again we assume 
from private equity, that boosted revenue from the 
Scandinavian region. Financial gains of ISK10,218m 
equivalent were 39% of the Scandinavian businesses’ 
revenues. We don’t imagine these lumpy revenues are 
sustainable indefinitely.  

Moreover if we remove the financial gains from the 
revenue profiles of the Icelandic and the Scandinavian 
businesses, we get quite a different picture of Kaupthing’s 
revenue diversification in 2005. Iceland would be 42% of 
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revenues (the same as it was in 2004), Scandinavia 22% 
and the UK 22%. The picture would be different again if 
we assumed no financial gains at all from Iceland either: it 
would then account for 36%, closer to the presentation in 
the financial statements.  

In order to give a clearer picture here we have tried to 
separate out the FIH and Singer & Friedlander businesses 
from the geographic totals. We did this because the 
published revenue diversification did not appear to chime 
with what we knew about the major acquisitions that were 
allegedly the drivers of the geographic diversification. 
Separating FIH is easy, since as a stand alone entity we 
can still access its published financial statements. We have 
to rely on 2004 numbers for S&F however (we ‘update’ 
them to 2005 by increasing the entries by 10%, which may 
have been generous in a year when it was the subject of a 
takeover, and then we half the contribution, since the bank 
has only owned those income streams since July). It will 
be seen that we estimate that FIH was only about 40% or 
so of Scandinavian revenues in 2005 because of the 
financial gains, whereas in the UK, we estimate only 24% 
or so of the revenues came from the S&F acquisition. 
Though estimates, we feel reasonably comfortable that this 
paints a correct picture. Like private equity gains, 
diversification at Kaupthing it is likely to change from year 
to year. 

 

Table 7: Kaupthing: Analysing Geographic 
Diversification 

 (ISKm) NII Fees 
Financial 

Income 
Other 

Income Total

Iceland 10224 8859 6218 5253 30554
Scandinavia 10642 3815 10218 1743 26418
of which FIH 9360 1013 923 1 11298
% of Scandinavian entry 88% 27% 9% 0% 43%

UK 7698 6364 18015 1986 34063
of which S&F 5694 2344 38 121 8197
% of UK entry  74% 37% 0% 6% 24%

Other Europe 4146 3391 2832 2 10371

Source: Merrill Lynch Estimates 

We see FIH as a great business for Kaupthing to own, one 
that truly enhances its credit profile, albeit it accounts for 
less than half the group’s Scandinavian revenues and an 
even smaller part of its net income (just over 10% we 
estimate). FIH reported DKK712m (€95m) of net income 
in 2005 and guided for 10% net profit growth in 2006. One 
could argue of course about how much Singer & 
Friedlander currently contributes to improving the credit 
quality of Kaupthing. S&F’s income statement has been 
rather volatile over the last few years (in 2004, the last 
year for which we have numbers for S&F, the ROE of the 
business was a sub-optimal 7.3%, on net income of 
£26.4m). Certainly, too, one could question whether S&F 
will enjoy the synergy of lower funding costs this year as a 
result of being bought by Kaupthing. Overall, however, it 
is clear that in spite of the above analysis, Kaupthing’s is 
better diversified than its peers and its creditworthiness 

mutatis mutandis should accordingly be considered 
superior on this attribute. 

Landsbanki does have some interesting businesses in the 
UK for example, but they are of a different dimension to 
Kaupthing’s (as an example, Kaupthing paid £547m for 
Singer & Friedlander, whereas Landsbanki paid only £43m 
for its UK brokerage, Teather & Greenwood). Note 
however that the purchase of Keppler and Merrion Capital, 
which occurred too late to impact the 2005 numbers, 
should also boost the diversification of revenues from 
outside of Iceland this year. The problem we have with 
Landsbanki’s diversification is that, whereas Kaupthing’s 
acquisitions have been of corporate banking businesses, 
which should lead to predictable earnings, Landsbanki’s 
focus on brokerage businesses introduces another element 
of volatility, in our opinion.  

Broking is a very over-crowded space in Europe, we think, 
and most brokerages continue to struggle to get their 
business models right to deal with a world of constantly 
pressurized commissions and reducing fee pools. Kepler’s 
net asset value was €59.8m at time of purchase and 
Landsbanki paid around 1.57x the book value of the 
business (i.e. €94m). Merrion Capital had about €17.5m in 
net assets at the end of 2005 and forecasts net profits this 
year of around €7m (ISK555m, though it should be 
recalled that Landsbanki currently owns only 50% of the 
firm, with the balance to be bought over the next three 
years). 

� A Closer Look at Financial Income and 

Revenue from Equities 

Revenue growth has come not only from acquisitions. As 
we have alluded to in the above analysis, there have been 
substantial ‘financial gains’ which have helped revenue 
growth. Islandsbanki is less impacted by this than 
Kaupthing and Landsbanki. Piecing together the 
information, we estimate that Landsbanki made most 
revenues from trading Icelandic equities and that 
Kaupthing made most from private equity style gains in 
2005. Islandsbanki has enjoyed more normalized levels of 
gains in 2005, because of a strategic decision to be out of 
the Icelandic equity market, a stance that we understand 
has caused some controversy with major shareholders 
because of the opportunity cost3. 

 

                                                                          

3 Islandsbanki is now setting up a separate firm, in 
conjunction with its friends Sjova and Milestone, to ‘create 
value for its owners through investment in listed and 
unlisted equity, both in own projects and with other 
investors’. The book equity is €151m equivalent of which 
Islandsbanki has 34%, Sjova nearly 50% and Milestone 
16%. This should immunize the bank’s own P&L from any 
losses that may come from this business. 
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But equities trading has undoubtedly also played its 

part, given that the Icelandic stock market rose by 65% 

in 2005 and already this year, in spite of the recent 
correction, is some 14% up. The banks do play down the 
extent that the equity markets have contributed to these 
gains. Yet ‘stock trading’ accounted for 84% of the gains 
at Landsbanki, and 95% of the gains at Kaupthing (where 
we assume that gains on assets designated at fair value are 
mostly equities or private equity-related). The number for 
Islandsbanki is 77%, given that it made losses on fixed 
income trading in 2005.  

 

Table 9: Icelandic Banks – Equity Exposures 
and Trading Revenues 

 Trading gains 
 as per 2005 

revenues 

Exposure 
to ICEX 
(ISKm) 

Exposure to 
ICEX (€m 

equivalent

Kaupthing 35,474 27,937 353.6
Islandsbanki 2,974 55,177 698.4
Landsbanki 17,127 176,120 2,229.4
Totals  55,575 259,234 3,281.4

Source: Icelandic Stock Exchange and Merrill Lynch Estimates 

The question is not so much whether the banks can sustain 
this level of gains – we very much doubt they can – but 
how great the potential losses could be if or when the 
market eventually turns. Whilst we are clear that the banks 
are heavily involved in domestic equities, it is not so 
apparent if one looks through their report and accounts. 
For example, one will search in vain for any mention in the 
notes to Kaupthing’s accounts of the fact that it owns over 
25% of Alfesca, an international fish product company, 
whose IPO Kaupthing managed. In spite of the substantial 
holding, it is not accounted as an associate but the 25% is 
placed in the securities portfolio. Some greater 
transparency in the notes to the accounts would have been 
welcome for such a sizeable stake. 

Therefore, we have taken a look at the data from the 
Icelandic Stock Exchange to form our estimates of the 
exposure of the banks to Icelandic listed equities (Table 9). 
We know that the banks state that there are a number of 

offsets for these numbers – for example, it may be that 
some of the shares are being held as a hedge to other 
(derivative) contracts, or it may be that some of the shares 
are being held by the bank on behalf of clients, whom we 
rather suspect may frequently be parties related to the 
banks in any case. In any case, it is also true that the totals 
move around on a daily basis so that at any given point in 
time it may not be possible to be categorical about the 
exact nature of the beneficial holding. 

We cannot recall of a single other instance in Europe of 
where banks hold such substantial stakes in the local 
market (not to mention significant holdings of their own 
shares, for whatever reason) or where they have to justify 
such an unusual state of affairs. Our point is merely that if 
the stock market were to decline rapidly, it would certainly 
impact the equities that the banks are apparently holding as 
hedges (such as they are), as well as the client portfolios, 
wherever they are. Given the lack of transparency, we 
think the market is right to be worried not only about the 
sustainability of trading revenues, but the potential for 
gains to be turned into mark-to-market losses too. Such 

concerns merit a premium in terms of spreads, in our 

view, to compensate investors for these concerns and 

opacity.  

We can easily foresee the possibility for the banks’ 
Icelandic-related equity holdings to turn into losses. 
Kaupthing argues that it has always been able to record 
gains in this line historically (something Islandsbanki and 
Landsbanki could not do owing to their trading losses in 
2001). We would argue that the levels of risk that the 
Icelandic banks now find themselves having to face are 
unprecedented in recent history however, so that the past 
may not present an adequate guide to what may happen in 
the future.  

� Higher Credit Spreads Threaten To Spoil the 

Party 

The market appears to have some concerns about the 
impact of a devaluation of the Krona on the Icelandic 
banks, as well as interest rate risk. We are not terribly hung 

 

Table 8: Icelandic Banks – Revenue Diversification, As Published  

2005 Kaupthing % Islandsbanki % Landsbanki %

Iceland 30554 30.1% 29033 77.8% 50570 82.9%
Scandinavia 26418 26.1% 5354 14.3%
UK 34063 33.6% 6887 11.3%
Other Europe 10371 10.2% 2943 7.9% 3522 5.8%
 101406 100.0% 37330 100.0% 60979 100.0%
2004  
Iceland 21266 42.6% 28741 90.2% 30701 91.7%
Scandinavia 13739 27.5% 78 0.2%
UK 8987 18.0% 1300 3.9%
Other Europe 5953 11.9% 3038 9.5% 1467 4.4%
 49945 100.0% 31857 100.0% 33468 100.0%

Source: Company Reports 
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up on these concerns, so we didn’t find the Fitch report of 
March 2nd (The Icelandic Banks: Assessment of Resilience 

to Systemic Shocks) particularly reassuring. Some of these 
parameters are stress tested by the regulator to ensure that 
the banks’ solvency remains robust. Remember, Iceland is 
a boom and bust environment, so the regulator at least is 
attempting to monitor that. All banks must survive a 25% 
drop in the stock market, 7% drop in the bond market and 
a 20% FX devaluation and still meet minimum capital 
requirements. In the early stages of a sudden shock or 

stress, we are not particularly bothered by whether or 

not the banks will remain solvent. They probably will. 

What worries us more is the ‘unintended consequences’ of 
such an environment and the impact it would have on the 
banks. We see some manifestations of this even today, as 
credit spreads already begin to anticipate more difficult 
scenarios for the banks.  

Chart 11: ICEX Evolution Versus External Funding Raised By 
The Icelandic Banks 
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There can be little doubt that the Icelandic banks have 
benefited from easy global liquidity. Credit markets have 
compressed spread levels to reflect these conditions, 
though since the beginning of the year, we have started 
again to see more differentiation between different credit 
risks and different sectors. The Icelandic banks have 

benefited from these globally relaxed liquidity 

conditions, and therefore have been able to borrow the 
equivalent of over $44bn in recent years (or well over 
three times the GDP of Iceland) from the bond markets to 
fund their international expansion. They have had a terrific 
run. It seems quite appropriate to us that, as liquidity 

conditions start to tighten, it should be the Icelandic 

banks that appear to be amongst the most sensitive of 

the European banks to stricter monetary conditions.  

We think higher credit spreads and tighter conditions on 
issuance will have a number of consequences for the banks 
that need to be considered. Higher credit spreads will 
almost certainly arrest the growth story of the banks. In the 
first place, they will curtail, perhaps severely, the asset 
generation of the banks, as they will be forced to be more 
selective in terms of the loans that they grant to their 
customers. Secondly, as the banks have to refinance at 

much higher levels than they originally raised funds, 
higher liability costs will eat into lending margins.  

In order to illustrate this as simply as possible, we have 
‘stressed’ the liability profiles of the banks. There are 
obviously many moving parts to looking at how a bank’s 
interest margins perform and, given the complexity of 
asset-liability management, any analytical simulation we 
do is likely to be an over-simplification. However, we are 
comfortable that this has some analytical value. In our 
model, we look at what happens if the banks suffer a 25bps 
parallel increase in their interest-bearing liabilities. It may 
be that the actual cost of funds is higher than this of 
course. We are also assuming that the banks will indeed be 
able to fund at these higher costs. They may not of course 
at all. For simplicity, we have assumed a flat loan 
evolution – which we think is fair – another scenario 
would be to shrink the loan book.  

 

Table 10: Kaupthing Bank – Stress Test for 
Higher Credit Spreads 

 2004 2005
2005 

Stressed

Interest-earning assets 1466667 2386704 2386704
Interest-bearing liabilities 1314880 2066323 2066323
- of which deposits 202193 486176 486176
- of which borrowings 1001000 1458387 1458387
- of which subordinated loans 43676 61487 61487
  
Average interest-earning assets 999683 1926686 1926686
Average interest-bearing 
liabilities 898352 1690602 1690602
  
Interest Income 40074 100009 100009
Interest Expense 21815 67299 72258
- of which deposits 8374 18856 20079
- of which borrowings 10897 37776 41365
- of which subordinated loans 2242 3646 3792
- of which other 212 7022 7022
  
Yield on Interest-earning Assets 4.01% 5.19% 5.19%
Yield on Interest-Bearing 
Liabilities 2.43% 3.98% 4.23%
- of which deposits 4.14% 3.88% 4.13%
- of which borrowings 1.09% 2.59% 2.84%
- of which subordinated loans 5.13% 5.93% 6.17%
  
Margin 1.58% 1.21% 0.95%
  
Net Interest Income 18259 32710 27751
Net Profit before Minorities  51056 47007
Earnings growth  -7.9%
ROE  37.6% 26.0%
ROE without trading gains  9.9%

Tax rate of 18% used. 
Source: Merrill Lynch Estimates 

It can be seen that the banks appear to weather the 
increased funding costs relatively well. ROEs still appear 
to be in the 25-33% range, which is still acceptable for any 
bank arguably provided that you believe that both 
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Kaupthing and Landsbanki will continue to deliver the 

financial gains they did in 2005. Yet the fact is that all the 
bank’s earnings shrink. Islandsbanki’s shrinks the most    
(-14%), followed by Landsbanki’s (-9%) and finally 
Kaupthing (-8%). This would, in our opinion, have a 
significant knock-on effect on the Icelandic Stock Market, 
leading to a potentially sharp adjustment in the market’s 
value. The banks account for 66% of the market value of 
the ICEX-15 Index. 

We show what we believe are current equity market 
valuation parameters for the Icelandic banks below. Please 
note that since the Icelandic banks are not generally 
covered by international brokerage firms, we have had to 
use historic (trailing) data for the multiples. This may be 
generous or harsh depending on whether you believe the 
banks will be shrinking or growing their net income this 
year.  

 

Table 11: Icelandic Banks – Market Multiples 

 PER 2005 (x) PBV 2005 (x) 2005 ROE (%)

Kaupthing  12.2 3.08 37.6
Islandsbanki 16.6 3.73 35.7
Landsbanki 12.6 2.78 40.0
Nordic Banks* 12.1 2.25 19.1
All European Banks 12.3 2.82 19.2

Source: Merrill Lynch Estimates 

It can be seen that the banks arguably trade in line with the 
sector in terms of earnings but at a large premium to the 
sector in terms of PBV, reflecting the higher apparent 
ROEs. The underlying assumption here, we believe, that 
justifies such valuations is that the Icelandic banks will 
continue to grow and produce higher returns than 
European peers. This is in spite of the high level of 
financial gains in the earnings of the banks, which the 
market generally is unwilling to pay a high multiple for. 
Our equity analysts currently see about 6% EPS growth for 
the European bank sector, so valuation multiples will 
reflect this as well. It remains to be seen if the market 

will continue to believe that the Icelandic banks should 

enjoy a sector multiple in an environment where 

earnings growth at the very least becomes trickier.  

There are inevitably many moving parts in terms of any 
stress test. We did perform one further stress test on the 
numbers after we stressed net interest income to reflect 
higher spreads. We reduced the banks’ trading/financial 
gains to zero. The justification of this is our belief that 
trading gains may be more difficult for the banks to 
generate in an environment where their net interest income 
is under pressure. We then looked at the net income 
generated in relation to 2005 average equity.  

Islandsbanki comes through this severe stress test with 
flying colours, still being able to generate a perfectly 
acceptable ROE of 21%, underlining that it has not been 
reliant on either the stock market or private equity gains, 
hence its apparently more modest returns. Though we 
understand that some in the domestic market have been 

critical of Islandsbanki’s management for foregoing the 
opportunities to make windfall gains over the last few 
years, if banking stress really does come to Iceland, then 
the same people will be thanking the current management 
for running the bank on a much more sustainable basis 
than either Kaupthing or Landsbanki apparently is. 

 

Table 12: Islandsbanki – Stress Test for Higher 
Credit Spreads  

 2004 2005
2005 

Stressed

Interest-earning assets 655798 1449892 1449892
Interest-bearing liabilities 591848 1336000 1336000
- of which deposits 155602 304136 304136
- of which borrowings 404696 968450 968450
- of which subordinated loans 15327 27390 27390
  
Average interest-earning assets 533011 1052845 1052845
Average interest-bearing 
liabilities 485273 963924 963924
  
Interest Income 31983 62565 62565
Interest Expense 19207 39175 42415
- of which deposits 6413 12441 13215
- of which borrowings 9112 22393 24792
- of which subordinated loans 832 1661 1728
- of which other 2850 2680 2680
  
Yield on Interest-earning Assets 6.00% 5.94% 5.94%
Yield on Interest-Bearing 
Liabilities 3.96% 4.06% 4.31%
- of which deposits 4.12% 4.09% 4.35%
- of which borrowings 2.25% 2.31% 2.56%
- of which subordinated loans 5.43% 6.06% 6.31%
  
Margin 2.04% 1.88% 1.64%
  
Net Interest Income 12776 23390 20150
Net Profit before Minorities 11958 19099 16502
Earnings growth  59.7% -13.6%
ROE  35% 24.8%
ROE without trading gains  21.1%

Source: Merrill Lynch Estimates  Tax rate of 18% used 

Kaupthing and Landsbanki do not do at all well if we 

stress their financial gains and their interest income. 
Kaupthing, in spite of its significant diversification, has a 
stressed ROE of only just under 10%; Landsbanki of only 
7%. We don’t think even credit investors would believe 
that these are particularly acceptable levels. In mitigation, 
it is true that 2005 numbers did not reflect the full 
contribution of recent acquisitions. Yet they underline yet 
again that the ‘action’ in the P&L of Kaupthing and 
Landsbanki has been through financial gains from buying 
and selling assets, rather than from the underlying strength 
of the banking franchises that they are building up or the 
diversification moves the banks have made. We see room 

for improvement then in Kaupthing and Landsbanki’s 

core banking businesses. 
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Table 13: Landsbanki – Stress Test for Higher 
Credit Spreads 

 2004 2005
2005 

Stressed

Interest-earning assets 714989 1346191 1346191
Interest-bearing liabilities 674964 1226012 1226012
- of which deposits 217970 334162 334162
- of which borrowings 436320 834585 834585
- of which subordinated loans 11015 26675 26675
  
Average interest-earning assets 572433 1030590 1030590
Average interest-bearing 
liabilities 545805 950488 950488
  
Interest Income 34,252 66,437 66,437
Interest Expense 19,517 43,441 46436
- of which deposits 8961 15608 16440
- of which borrowings 8339 23193 25288
- of which subordinated loans 866 1789 1857
- of which other 1351 2851 2851
  
Yield on Interest-earning Assets 5.98% 6.45% 6.45%
Yield on Interest-Bearing 
Liabilities 3.58% 4.57% 4.82%
- of which deposits 4.11% 4.67% 4.92%
- of which borrowings 1.91% 2.78% 3.03%
- of which subordinated loans 7.86% 6.71% 6.96%
  
Margin 2.41% 1.88% 1.63%
  
Net Interest Income 14735 22996 20001
Net Profit before Minorities  25017 22786
Earnings growth  96.6% -8.9%
ROE  39.9% 33.3%
ROE without trading gains  7.2%

Source: Merrill Lynch Estimates  Tax rate of 18% used 

 

Sources of Vulnerability: 
Connected Parties 

Company ownership in Iceland is dominated by domestic 
players. Add to this the fact that Iceland is a relatively 
small, concentrated economy and you get a rather 
complicated web of cross shareholdings, as shown in Chart 
12. The many links between the banks and other entities in 
Iceland, and among the banks themselves, may increase 
the systemic risks these banking groups face, in our view. 
As such, while we acknowledge that the banks have 
diversified their revenues sources by expanding abroad, 
the risks faced in the domestic market are far from 
negligible, and have been compounded by a complex 
system of cross shareholdings and nominee accounts 
which make the true risks faced by these banks difficult to 
quantify. 

We would highlight four key points to note when looking 
at Chart 12: 

� Registered Ownership Is Not Always the Same 

as ‘True’ Ownership 

The chart shows registered shareholders in some of 
Iceland’s companies, according to ICEX, the Iceland Stock 
Exchange. This does not always correspond to the true 
ownership structure of the relevant entity, as a number of 
shareholdings are linked to derivative contracts with 
customers, or with other entities. 

As an example, Landsbanki Islands is the largest 
shareholder in FL Group (the holding company for 
Icelandair, and other miscellaneous interests). However, 
FL Group has made the following comments: 

…Landsbanki Islands hf. has entered into forward 

contracts whereby Landsbanki Islands hf, is obligated to 

sell 1,044,504,817 shares in FL Group hf. Or 17.87% of 

FL Group hf.’s total share capital. Of Landsbanki Islands 

hf.’s direct shareholding in FL Group hf. 10% stands as a 

hedge against derivative contracts. 

FL Group also notes that Baugur Group (the investment 
company which has a number of UK and Nordic interests 
including Hamleys, the toy store, and Iceland, the UK food 
retailer) is party to forward contracts under which it will 
acquire 19.24% of FL Group. Baugur Group also ‘bears all 
financial risks and benefits’ corresponding to a c. 5% stake 
in FL Group. This stake relates to a derivative issued by 
Landsbanki. Finally on FL Group, we note that 
Islandsbanki has said that its real shareholding is 
‘insignificant.’ Most of its stake in FL Group relates to 
forward contracts with customers. 

We believe these sorts of arrangements are not unique to 
FL Group. 

 

Table 14: Self-Ownership 

Shareholder Number of Shares %

Islandsbanki 

Íslandsbanki hf 1.055.859.519 7.47
Kaupthing 

Arion safnreikningur* (Custodian) 40.962.319 6.16
Arion verðbréfavarsla - Safnr/sænsk bréf*  
(Custodian) 26.594.268 4.00
Kaupþing banki hf 9.922.759 1.49
Landsbanki 

Landsbanki Íslands hf,aðalstöðv 791.159.287 7.18
Landsbanki Luxembourg S.A. 491.590.339 4.46
LB Holding Ltd 212.815.949 1.93
Landsbankinn eignarhaldsfél ehf 160.000.000 1.45

*100% owned by Kaupthing. 
Source: Iceland Stock Exchange, as at 02-March-06 
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Chart 12: Icelandic Banks – The Web of Cross-Ownership and Interconnectedness 
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Table 15: Landsbanki 

Shareholder % 

Samson eignarhaldsfélag ehf 40.17 
Landsbanki Íslands hf,aðalstöðv 7.18 
Landsbanki Luxembourg S.A. 4.46 
Lífeyrissjóður verslunarmanna 2.29 
Lífeyrissjóðir Bankastræti 7 2.17 
Gildi -lífeyrissjóður 2.11 
Proteus Global Holding S.A. 1.98 
LB Holding Ltd 1.93 
Tryggingamiðstöðin hf 1.92 
Fjárfestingarfélagið Grettir hf 1.70 
Landsbankinn eignarhaldsfél ehf 1.45 
Arion safnreikningur 1.40 
Peko Investment Company Ltd 1.18 
Saxhóll ehf 1.01 
Lífeyrissjóður Norðurlands 0.85 
Fjárfestingasjóður Búnaðarb. hf 0.83 
Marcus Capital Ltd 0.82 
Skipholt ehf 0.81 
MP Fjárfestingarbanki hf 0.77 
Byggingarfélag Gylf/Gunnars ehf 0.74 

Source: Iceland Stock Exchange 

Table 16: Kaupthing 

Shareholder % 

Exista B.V 21.10 

Egla hf 10.82 

Arion safnreikningur 6.16 

Vátryggingafélag Íslands hf 4.03 

Arion verðbréfavarsla - Safnr/sænsk bréf 4.00 

Íslandsbanki hf 3.49 

Lífeyrissjóður verslunarmanna 3.21 

Gildi -lífeyrissjóður 2.79 

Landsbanki Luxembourg S.A. 2.70 

Lífeyrissjóðir Bankastræti 7 2.43 

Norvest ehf 1.50 

Kaupþing banki hf 1.49 

Straumur - Burðarás Fjárfesting 1.39 

Everest Equities Ltd. 0.95 

Sund ehf 0.89 

Fjárfestingasjóður Búnaðarb. hf 0.88 

Holt Holding S.A. 0.83 

FL GROUP hf 0.74 

Samvinnulífeyrissjóðurinn 0.59 

Sigurður Einarsson 0.56 

Source: Iceland Stock Exchange 

Table 17: Islandsbanki 

Shareholder %

Milestone ehf 14.88

FL GROUP hf 10.19

Íslandsbanki hf 7.47

Arion safnreikningur 6.20

Landsbanki Íslands hf,aðalstöðv 5.02

RedSquare Invest ehf 3.38

Straumur - Burðarás Fjárfesting 3.22

Hrómundur ehf 2.60

Ker hf 1.90

Hafsilfur ehf 1.62

Sjóvá-Almennar tryggingar hf 1.56

Samherji hf 1.40

Lífeyrissjóðir Bankastræti 7 1.24

Gildi -lífeyrissjóður 1.22

Tammuz ehf 1.06

Fjárfestingafélagið Fjörður ehf 0.93

Lífeyrissjóður verslunarmanna 0.90

Sameinaði lífeyrissjóðurinn 0.86

Fjárfestingasjóður Búnaðarb. hf 0.84

Einar Sveinsson 0.80

Source: Iceland Stock Exchange 

 

Twenty Largest Shareholders 
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� The Chart Does Not Show Self-Ownership 

The banks own relatively high proportions of their own 
stock. The table below shows these holdings, as reported 
on the Iceland Stock Exchange. We understand that at least 
some of these stakes are: 

1. Held in nominee accounts on behalf of customers, or 

2. Under forward or other derivative contracts with 
clients. 

Nonetheless, this degree of self ownership does highlight 
the banks’ own exposure to the performance of their stock 
as losses on these stakes could well impact the banks’ 
profitability (and capital) where the risks associated with 
the shareholdings have not been passed on.  

� Some Shareholders and Associated Companies 

Are Omitted To Simplify the Chart 

We have left a number of shareholders in the banks out of 
the cross shareholdings chart where we did not feel this 
would add to, or change the message of the chart. All the 
banks’ shareholders are shown in three separate tables (one 
for each bank) while interests in associated companies are 
shown in the appendix. These holdings are as reported on 
the Iceland stock exchange for the largest companies in 
Iceland, and therefore do not include interests in unlisted 
companies and/or smaller entities. 

 

Table 18: Key Entrepreneurs 

Entity Ownership 

Samson Holding Thor Bjorgolfsson & family 
Amber International Ltd. Thor Bjorgolfsson & family 
Baugur  Jon Johannesson 
Milestone ehf & Milestone 
 Import Export Ltd. 

Ingunn Wernersdóttir, Karl Wernersson & 
Steingrímur Wernersson 

Eyrir Invest 
Thordur Magnusson &  
Arni Oddur Thordarson. 

Hrómundur ehf. Einar Sveinsson  
Eignarhaldsfélagið Oddaflug Hannes Smárason 

Source: Company websites 

� Investment Companies with Few (Normally 

One to Three) People Behind Them Have 

Significant Ownership  

There are a number of investment companies in Chart 12. 
Many of these are owned by one or two individuals. Some 
examples of this are shown below. These investment 
companies are owned by a variety of individuals – from 
Thor Bjorgolfsson, widely said to be the richest man in 
Iceland, to Karl and Steinfrimur Wernersson, who 
reportedly made their fortune through Actavis, the 
pharmaceuticals group. We do not think this is a credit 
negative in itself. What does cause concern is that: 

1. These individuals or groups sometimes also have 
interests in a number of non-financial companies. The 
banks could therefore be indirectly exposed to the fate 
of these companies. In some cases, the banks have 

also built up stakes in these non-financial companies. 
For example, Landsbanki Islands has a stake in 
Actavis, which is 35% owned by Amber International. 
Amber International is controlled by Thor 
Bjorgolfsson, who also controls Samson Holding, the 
largest shareholder in Landsbanki. 

2. Bank ownership is not necessarily core to these 
investment companies. FL Group (formerly known as 
Flugleidir), for instance, is the holding company for 
Icelandair and other miscellaneous transportation and 
tourism interests. It has built up a c.10% stake in 
Islandsbanki over the past year, but the commitment 
to the bank (if any at all) is presently unclear. 

 

Systemic Issues – The Analytical 
Tool Kit 

To understand financial system stress, we must dust down 
our beloved Bank Analysis Manual that has remained 
relatively unthumbed since the Russian Crisis in 1998. We 
try to explain below the main financial indicators that 
indicate financial stress in a banking system and why they 
are flashing red in the case of Iceland. 

Mapping the indicators of stress is actually not that 
difficult to do – it is the easy part as it were. The leading 
indicators are generally predicated on discerning growth in 
leverage of a financial system over and above what one 
might consider the normalized growth rate connected to 
financial deepening. The real skill is to determine 

whether or not those indicators translate into defined 

risk for bond holders. Because they do not always do so. 
However, we run through here the main indicators of 
stress, to show why prima facie Iceland could be subject to 
pressure on its financial system. 

The theme that runs through most banking system stress is 
change and what we see happening in Iceland is again 
consistent with that. In Iceland’s case, we have seen 
significant financial sector deregulation coupled with 
privatization as the State has virtually exited the 
commercial banking arena. This has catalyzed the 
extraordinary growth in the banking sector, in our opinion. 
It cannot be denied, too, that deregulation and privatization 
have often been precursors of banking crises in many 
emerging economies.  

Leading indicators of banking system stress are: 

• The level and rate of increase of lending to the private 
sector. 

• The level and rate of increase of corporate and 
household indebtedness. 

• Asset price inflation. 

• Growth in external liabilities of financial institutions. 

We see all these indicators “flashing red” for Iceland.  
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Chart 13: Iceland – Household Borrowing from the Credit 
System 
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� Private Sector Credit Growth 

Chart 13 for example maps out the increase of the 
borrowing of households over the last 15 years and the 
evident acceleration in borrowing over the last three years. 
It is also clear that the banks have become the main 
suppliers of credit to the household sector today, inevitable 
given their entry into the mortgage market which was 
previously the preserve of the Housing Finance Fund 
(Ibudalanasjodur) and to a lesser extent consumer credit.  

Chart 14: Iceland – Credit System Assets (ISKm) 
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Whatever way one looks at it, the growth in banking 
system assets in Iceland has been astonishing. Central 
Bank data shows that domestic banking system assets grew 
by 37% in 2003/4 alone (we have yet to see the final data 
for last year), reflecting the banks’ major push into 
mortgages and of course their lending to Icelandic 
corporations, trends that if anything accelerated in 2005.  

We have no doubt that we have seen a veritable lending 
boom in Iceland over the past few years. According to 
Fitch, credit to the private sector stood at 218% of GDP at 
end-2005, having doubled in three years. Such a high 
Credit-to-GDP ratio raises, of course, questions about how 
the borrowings could have been put to productive use in 
the economy (especially an economy like Iceland’s which 

is not very diversified), or indeed whether the extra 
leverage is merely funding increasing asset prices. 

� Asset Price Inflation 

One might also look to indicators of large money supply 
growth too as a loose money policy somewhat inevitably 
leads to an increase in the appetite for risk assets and a 
reduced perception of credit and equity risks. Again, this is 
mirrored in the spectacular growth of the Icelandic stock 
market over the last half a decade or so, a rise that has 
been barely dented, so far, by the volatility that we saw on 
February 20th as a result of Fitch’s negative outlook on the 
sovereign. It has taken a matter of days for the market to 
regain its poise.  

Chart 15: ICEX-15 – Iceland’s Stock Market Boom 
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Asset price inflation can also be seen in the real estate 
sector which has also experienced an unprecedented boom 
in recent years. According to data from the Land Registry, 
housing prices in the Greater Reykjavik Area were 149% 
higher by February 2005 than they were at the beginning 
of 1997. Prices rose by one-third in 2004 alone. In its 
Financial Stability Review 2005, the Central Bank 
admitted that “Current housing prices in the Greater 
Reykjavik Area appear unlikely to be sustainable in the 
long term, although prices are quite likely to rise 
somewhat further before peaking”. We cannot say we are 
surprised by this boom. The banks have all aggressively 
entered into the residential mortgage arena in recent years, 
leading to greater provision of relatively cheap and 
convenient credit, which in our view has fired the 
expansion.  

In spite of their high per capita income – one of the 
world’s most elevated – Icelandic households are quite 
indebted.  The Central Bank estimated that household debt 
was 192% of household disposable income in 2004, and 
the situation can scarcely have subsequently improved. 
Households appear to have taken advantage of lower 
interest rates and lengthened loan maturities to gear up still 
further. With loan-to-value ratios also rising, the risk of 
negative home equity, according to the Central Bank, has 
correspondingly risen too. 100% mortgages exacerbate this 
risk.  Successive rises in base rates for the Krona, now at 
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10.25%, do not appear to have been successful in 
stemming the consumer’s appetite for more debt. 

 

Table 19: Property Price Rises in the Greater 
Reykjavik Area Since The Low of 1995-97, in 
Real Terms 

 
% 

 
2004 

Last 3 
months*

Residential housing   
 Detached 63 93
 Condominiums  54 73
Business Premises  
 Simple average price 66 69
 Size-weighted average price 92 81

* Q4/2004 for business premises and December 2004 to February 2005 for residential 
housing. 
Source: The Land Registry of Iceland, Sedlabanki  

� External Liabilities 

High external liability growth may also point to 
unsustainably high credit expansion, as it indicates that 
credit demand is outpacing the supply of deposits, 
potentially leading to stress. Furthermore – and we think 
more appropriately for the Icelandic banks – it points to a 
high dependence on purchased funds. This makes the 
banks more vulnerable to shifts in the level of confidence 
in the international markets – something which must now 
be rather painfully apparent to all.  

Chart 16: Iceland: Growth in External Liabilities (ISK m) 
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As Chart 16 clearly shows, there has been a significant 
shift in the external liabilities of Iceland over the last 
decade, with the monetary authorities borrowing needs 
having changed little but with a stark increase in a 
seemingly voracious appetite of the banks for external 
funding.  

� Mitigants, Explanations and Offsets 

Whilst recognizing that there are many financial indicators 
that are ‘flashing red’, nevertheless we think that there are 
some counter-arguments that are worth bearing in mind in 

assessing the likelihood of any of them leading to banking 
stress in Iceland. We recall that Fitch’s sovereign analysts 
originally sounded the alarm bell not because of the 
growth in the indicators per se. Rather they broke through 
what in Fitch’s assessment was a manageable boundary in 
terms of growth or development.   

The growth in household borrowing, for example, has to 
be seen in the context of both high per capita income and 
the fact that the Icelandic pension system is well funded. It 
is mandatory for individuals to set aside 10-20% of their 
income into private pension funds. It is also argued that 
Iceland’s demographics argue for higher levels of personal 
leverage, given that the 0-35 age group is well over 50% of 
the population and this group naturally borrows much 
more than it saves owing to household formation, for 
example. The population aged over 65 is only about 11% 
of the total. We hear all this but we are still somewhat 
concerned about the ‘Spend Today’ attitude that the high 
levels of personal indebtedness indicate, especially as so 
far the personal sector does not appear to have been 
particularly impacted by the Central Bank’s attempts to 
run a tighter monetary policy. We are also concerned about 
the lack of the use of the fiscal lever by the Icelandic 
government to dampen demand in the personal sector. On 
the contrary, we understand that the sector is about to get 
another boost from tax cuts – a decision that cannot now 
be reversed politically. 

In terms of asset price inflation, it is pointed out that the 
latest data on real estate prices do show some cooling in 
the Reykjavik area – but this is before tax cuts start to 
come through. The ‘cooling’, though, still sees 30% real 
estate price increases in the capital. 

When we look at the stock market, we recall that stock 
indices could well be rising because of higher anticipated 
earnings growth from the companies therein. Given the 
acquisition strategies of the banks, who are two-thirds of 
the market (for example), one would naturally expect the 
index to rise as the market factored in higher earnings. The 
PER of the ICEX is around 13.3x which does not of itself 
suggest that valuations in Iceland are crazy (certainly not if 
one compares with some of the Gulf countries’ PERs). 
Whether this is reasonable depends of course on earnings 
growth expectations now. Given the ‘closed’ nature of the 
market and the concentrations in terms of ownership, not 
to mention the prevalence of connected parties and that it 
appears impossible to short any stock on the ICEX, we 
remain cautious about the high levels of the market and the 
implication any correction may have for the banks. 

Finally, the growth in external liabilities must be seen in 
the context of the expansion abroad of the Icelandic banks. 
In that sense, the growth in external liabilities rather 
reflects the banks’ attempts to diversify better away from 
their domestic business and thereby improve their credit 
metrics.  
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Sovereign Support – A Given? 

Should events conspire to cause banking stress in the 
coming years, then it would certainly not be the first time 
that there has been a banking crisis in Iceland.  

� Historical Evidence of Support 

There are in fact two examples of systemic support for the 
banks from the relatively recent past: 

• Utvegsbanki Islands lost all its own funds in 1987 and 
had to be recapitalized by the Treasury. Utvegsbanki 
(Fisheries Bank) had loaned 100% of its equity to a 
shipping company. This was prior to the introduction 
of rules with respect to lending concentrations by the 
regulator. The cost of the bailout was a modest 
ISK2bn or 1% of GDP. 

• Landsbanki Islands got into trouble in the early 1990s. 
At that time, Landsbanki was state-owned and the 
three largest political parties all had representation on 
its board. We understand that the asset quality 
problems of the bank stemmed from politically 
directed lending; Landsbanki lost around 40% of its 
capital on 2-3 bad loans (related to the fish farming 
industry). The cost to the Treasury was ISK2bn or 
0.5% of GDP. Moreover, Landsbanki’s obligations up 
to 1998 actually benefited from a State guarantee. 

Landsbanki’s problems at the beginning of the 1990s 
reflected the wider banking crisis at that time, precipitated 
by diminishing fish catches and lower fish prices. NPLs of 
the banks reportedly rose as high as 10% at the height of 
the crisis.  

What can certainly be factored in to the assessment of the 
Icelandic banks is that there has been a track record – 
albeit under very different circumstances. This is a positive 
factor. Yet today’s circumstances for support – if 

indeed it is required – are totally different from the last 

time that the Treasury was able to extend assistance to 

the banking sector. 

� Estimating the Extent of Support Needed in a 

Crisis 

Table 20 allows us to put support yesterday and today in 
the proper context. The exponential growth of the banks, 
whose assets increased ten-fold between 1993 and 2004 
(on an unconsolidated basis, which we use as a proxy for 
the Icelandic operations of the banks) compares with GDP 
growth which has (merely) doubled. The cost of providing 
financial assistance to the banking sector would depend on 
a large number of variables, not least the extent of the 
solvency and/or liquidity problems seen at the banks. 

S&P estimates that in a ‘reasonable worse case 

scenario’ today, gross problematic assets in the 

financial system could rise to 15-30% (the second lowest 
analytical ‘bucket’ for S&P’s estimate of the contingent 
liability) of domestic credit to the private sector and non-
financial public enterprises, bringing the contingent 

liability to the sovereign to between 26-51% of 2004 

GDP, or, in terms of 2004 GDP, about $6bn. Dealing with 
a contingent liability of this magnitude would likely, we 
think, cause significant pain to creditors, possibly through 
maturity extension, foregone interest and of course debt 
write-offs. Note that the upper end of the range implies 

the virtual insolvency of all the major banks as a result 

of financial system stress, taking into account their 

total capital resources (shareholders’ funds and 

preferred shares as of end-2005). In our view, this 
scenario would probably also lead to any preference shares 
of the banks also being written down, as well as 
shareholders’ funds.  

The potential contingent liability is comparatively large in 
terms of percentages, even though the level of estimated 
NPAs (non-performing assets) is not at all of the highest. 
Yet it is naturally influenced by the high levels of private 

 

Table 20: Iceland’s Banking Woes – History 

Parent Banks/ 
Consolidated 

Parent Banks/ 
Consolidated Parent Banks Consolidated 

1987 1987 1993 1993 2004 2004 2004 2004

ISK bn % of GDP ISK bn % of GDP ISK bn % of GDP ISK bn % of GDP

Total Equity 9 4.4% 19 4.6% 267 31% 267 31%
Total Assets 113 53.9% 257 62.2% 2359 275% 3205 373%
Total Deposits 69 32.8% 158 38.2% 538 63% 705 82%
   
Support from the Treasury   
Utvegsbanki Islands 2 1%   
Landsbanki Islands 2 0.5%   
   
GDP 209 413 859  859
US$ Exchange Rate 38.7 67.7 70.1  70.1
USD Equivalent GDP $5.4bn $6.1bn $12.2bn  $12.2bn

Source: Fjarmalaeftirlitid 
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sector debt in Iceland, itself a manifestation of the high 
levels of leverage now prevalent across the financial  

system. This estimate of course only ‘plugs the gap’ 
caused by credit losses. There would also likely be 
liquidity support to the sector in some form, though the 
provision of this would hopefully not be a permanent cost 
to the Treasury. 

As a comparison, for Italy, the estimated contingent 
liability to the sovereign from a banking crisis is only 18% 
of GDP, according to S&P. By contrast, we understand 
that the banking crises in Sweden and Finland in the early 
1990s cost only between 4-8% of GDP to sort out.  

However, given the Icelandic government’s currently 
strong fiscal position and low levels of its own external 
debt, we would assert that Iceland could ‘afford’ to fix a 
banking crisis on these (extreme) parameters, though it 
would almost certainly cost them a notch or two to their 
current sovereign ratings (Aaa/AA-/AA-), in our view.  

Moreover, in our discussions with them, the Regulator 

(FME) played down the support issue, citing the 

magnitude of the banks’ balance sheets today. That 
said, in the event of a systemic crisis, we would be 
expecting the Treasury to support the banks – though there 
is nothing in legislation that forces the Central Bank of 
Iceland to be a lender of last resort, nor to bail out 
bondholders. However, such is the dependence of the 

banks on external funding that we would expect some 

provision to ensure that shorter term, senior 

obligations at the very least continued to be serviced in 

an orderly fashion. 

Support can of course come in many forms: from the 
provision of liquidity, to the guarantee of classes 
obligations, to recapitalization, even re-nationalization. A 

priori it is impossible to say which of the tools would be 
required though we note that in the past the Treasury has 
used recapitalization (e.g. cash injection, subordinated 
loans) and guarantees to restore confidence in the banks.  
 

JDA Upside Defensible, But Not 
Expected  

It would require only a ~60% assumption for the 

probability of sovereign support under Moody’s JDA 

model to get an upgrade for the Icelandic banks. While 

this might be a defensible figure, we simply don’t think 

Moody’s will stomach having these banks in the Aa 

band. The interruption to funding that we are seeing 

with the Icelandic banks in these days is hardly a 

characteristic of Aa rated banks, for example. Hence 

we expect no change in ratings under JDA application, 

expected in Q2. 

� Ratings Already Supported… 

Each of the three major Icelandic banks enjoy senior debt 
ratings one notch above those suggested by their stand-
alone financial strength. So a degree of sovereign support 
is already factored into ratings.  

Under an explicit application of Moody’s Joint Default 
methodology4, Icelandic bank ratings would be raised if 
the agency determined that the probability of sovereign 
support for the banks were over ~60% (per Table xx, it 
differs for the lower-rated ISBAIR). This is quite low 
compared to that required to get ratings uplift for higher-
rated banks.  

In our view, a support assumption of this order (or indeed 
higher –80% would arguably still be reasonable) is quite 
defensible for banks in a system this concentrated.  

� ..But Moody’s Should Back Down From Aa3 

However, we suspect the agency would be loathe to 

take any of these banks into the Aa category. Indeed the 
Icelandic banks sit out to us as examples of names where 
Moody’s looks likely to “back down” from what the JDA 
model could reasonably support. (Recall we argued in our 
initial piece on JDA that, although an explicit application 
of the model could easily see 75% of major European 
banks upgraded, the agency seemed likely to “finesse” this 
number lower – towards our target for 39 of 77 upgrades 
for major banks - through adjusting FSRs, etc).  

A possibility would be to upgrade local currency deposit 
ratings for each bank (recall this is the explicit target for 
the JDA approach to banks), but then increase notching to 
other ratings, including senior. As we have said before, as 
much as it may be theoretically sound, we do not see such 
a change as very practical for Moody’s. Hence we expect 

notching, including to hybrids, to remain unchanged 

under JDA
5
.  We have for some time, however, 

highlighted this as the key risk to our view that JDA will 
be a major ratings event for European bank credit markets. 

                                                                          

4 For full detail see “Money in the Bank: Moody’s JDA: 

Half of European Banks Upgraded?”, 9 November 2005. 
5 See “European Banks: JDA: Update on the question of 

Notching”, 9 January 2006. 

 

Table 21: JDA Parameters for Icelandic Banks 
 
 
 
Ticker 

 
 

Current BFSR/ 
BRA* 

 
Current 
Deposit 

rating 

Current 
support 

(notches)

Min. implied 
probability of 

support in 
deposit rating

Min. implied 
probability of 

support to get 1 
notch upgrade

Fitch 
support 

rating

 
Fitch 

-implied 
JDA rating* 

ML 
expected 

rating 
outcome

ML 
Expected 
upgrade 

(notches)

KAUP C+ / A2 A1 1 26% 60% 2 Aa3 A1 0
LANISL C / A3 A2 1 20% 53% 2 A1 A2 0
ISBAIR C+ / A2 A1 1 26% 60% 2 Aa3 A1 0

*“See Money in the Bank: Moody’s JDA: Half of European Banks Upgraded?”, 9 November 2005, page 7 for description of this calculation. 
Source: Merrill Lynch Estimates., Moody’s, Fitch 
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Table 22: Islandsbanki –  Financial Statements 

 2005 2004 2003  2002

 (Mil. ISK (%)§ (Mil. ISK (%)§ (Mil. ISK (%)§ (Mil. ISK (%)§
ASSETS  
Short term, interbank funds, bank-owed 96,348.0 6.54 57,876.0 8.54 39,538.0 8.91 29,932.0 9.58
Securities  
 - Marketable securities 102,401.0 6.96 16,490.0 2.43 4,829.0 1.09 3,552.0 1.14
 - Trading securities  151,897.0 10.32 109,046.0 16.10 50,691.0 11.42 17,888.0 5.73
Total securities 254,298.0 17.27 125,536.0 18.53 55,520.0 12.51 21,440.0 6.86
Loans  
 - Loans (gross) and acceptances 1,108,132.0 75.27 482,665.0 71.26 324,097.0 73.00 259,466.0 83.06
 - (-) Loan loss reserves 8,886.0 0.60 10,279.0 1.52 8,931.0 2.01 6,470.0 2.07
 - Loans (net) 1,099,246.0 74.66 472,386.0 69.74 315,166.0 70.99 252,996.0 80.99
Investment in affiliates 8,081.0 0.55 2,605.0 0.38 7,960.0 1.79 2,961.0 0.95
Investment in subsidiaries 0.0 0.00 0.0 0.00 0.0 0.00 34.0 0.01
Fixed assets 12,811.0 0.87 16,043.0 2.37 14,871.0 3.35 1,415.0 0.45
Other assets 1,466.0 0.10 2,870.0 0.42 10,888.0 2.45 3,589.0 1.15
Total assets 1,472,250.0 100.00 677,316.0 100.00 443,943.0 100.00 312,367.0 100.00
LIABILITIES  
Customer deposits  
 - Demand/current 195,805.0 13.30 71,558.0 10.56 37,067.0 8.35 32,947.0 10.55
 - Time fixed 108,331.0 7.36 84,044.0 12.41 70,605.0 15.90 52,880.0 16.93
Total customer deposits 304,136.0 20.66 155,602.0 22.97 107,672.0 24.25 85,827.0 27.48
Due to banks 30,656.0 2.08 22,676.0 3.35 26,787.0 6.03 23,480.0 7.52
Insurance Liabilities 0.0 0.00 19,454.0 2.87 0.0 0.00 0.0 0.00
Trading liabilities and derivatives for hedging 36,024.0 2.45 16,223.0 2.40 0.0 0.00 0.0 0.00
Other borrowings  
 - Short term 0.0 0.00 0.0 0.00 94,757.0 21.34 69,531.0 22.26
 - Long term 937,794.0 63.70 382,020.0 56.40 138,176.0 31.12 95,216.0 30.48
 - Subordinated term debt 27,390.0 1.86 15,327.0 2.26 11,306.0 2.55 6,706.0 2.15
Total other borrowings 965,184.0 65.56 397,347.0 58.66 244,239.0 55.02 171,453.0 54.89
Provisions 0.0 0.00 0.0 0.00 19,413.0 4.37 0.0 0.00
Other liabilities 31,426.0 2.13 13,501.0 1.99 12,006.0 2.70 6,250.0 2.00
Supplementary capital  
 - Perpetual subordinated debt 0.0 0.00 0.0 0.00 0.0 0.00 0.0 0.00
 - Preference shares 20,074.0 1.36 4,039.0 0.60 4,403.0 0.99 4,393.0 1.41
Total supplementary capital 20,074.0 1.36 4,039.0 0.60 4,403.0 0.99 4,393.0 1.41
Total liabilities 1,387,500.0 94.24 628,842.0 92.84 414,520.0 93.37 291,403.0 93.29
SHAREHOLDERS' EQUITY  
Share capital 13,112.0 0.89 11,081.0 1.64 10,080.0 2.27 9,400.0 3.01
Revaluation reserve 0.0 0.00 319.0 0.05 275.0 0.06 0.0 0.00
Reserves 32,423.0 2.20 12,644.0 1.87 3,629.0 0.82 425.0 0.14
Retained profits 39,215.0 2.66 24,430.0 3.61 15,439.0 3.48 11,139.0 3.57
Minority interests 0.0 0.00 0.0 0.00 0.0 0.00 0.0 0.00
Published equity 84,750.0 5.76 48,474.0 7.16 29,423.0 6.63 20,964.0 6.71
Total liabilities and equity 1,472,250.0 100.00 677,316.0 100.00 443,943.0 100.00 312,367.0 100.00
Commitments and contingencies 45,954.0 26,229.0 19,087.0  18,951.0
GROWTH P.A. (%)  
 - Loans and advances (gross) 129.59 48.93 24.91  (2.47)
 - Total assets 117.37 52.57 42.12  (10.29)
 - Customer deposits 95.46 44.51 25.45  10.28
 - Published equity 74.84 64.75 40.35  3.34
Consolidated.  

Source: Merrill Lynch 
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Table 23: Islandsbanki – Financial Statements 

 2005 2004 2003  2002

 (Mil. ISK (%)§ (Mil. ISK (%)§ (Mil. ISK (%)§ (Mil. ISK (%)§
PROFITABILITY   
Net interest income   
 - Interest income 62,565.0 5.82 31,983.0 5.70 24,144.0 6.38 24,481.0 7.41
 - Interest expense 39,175.0 3.64 19,207.0 3.43 13,105.0 3.47 14,773.0 4.47
 - Monetary adjustment 0.0 0.00 0.0 0.00 0.0 0.00 0.0 0.00
Net interest income 23,390.0 2.18 12,776.0 2.28 11,039.0 2.92 9,708.0 2.94
Other income   
 - Fees and commissions 8,773.0 0.82 6,610.0 1.18 3,752.0 0.99 3,480.0 1.05
 - Trading gains 2,974.0 0.28 7,486.0 1.34 2,905.0 0.77 65.0 0.02
 - Insurance 229.0 0.02 886.0 0.16 366.0 0.10 0.0 0.00
 - Other income 2,307.0 0.21 913.0 0.16 999.0 0.26 821.0 0.25
Total other income 14,283.0 1.33 15,895.0 2.84 8,022.0 2.12 4,366.0 1.32
Gross revenues 37,673.0 3.51 28,671.0 5.11 19,061.0 5.04 14,074.0 4.26
Operating expenses   
 - Personnel expenses 8,848.0 0.82 8,554.0 1.53 5,422.0 1.43 4,302.0 1.30
 - Other operating expenses 6,883.0 0.64 5,803.0 1.04 4,347.0 1.15 3,421.0 1.04
Total operating expenses 15,731.0 1.46 14,357.0 2.56 9,769.0 2.58 7,723.0 2.34
Net operating income before loan loss 
provisions 21,942.0 2.04 14,314.0 2.55 9,292.0 2.46 6,351.0 1.92
Loan loss provisions 1,820.0 0.17 3,137.0 0.56 2,864.0 0.76 2,184.0 0.66
Net operating income after loan loss 
provisions 20,122.0 1.87 11,177.0 1.99 6,428.0 1.70 4,167.0 1.26
Nonoperating expenses including abnormal 
and extraordinary 3,243.0 0.30 2,916.0 0.52 0.0 0.00 0.0 0.00
Pretax profit 23,365.0 2.17 14,093.0 2.51 6,428.0 1.70 4,167.0 1.26
Tax expense/credit 4,266.0 0.40 2,135.0 0.38 593.0 0.16 760.0 0.23
Net income 19,099.0 1.78 11,958.0 2.13 5,835.0 1.54 3,407.0 1.03
Other items   
 - Abnormal and extraordinary included in net 
profit after tax 0.0 0.0 0.0  0.0
 - Dividend paid 4,525.0 2,266.0 1,535.0  1,247.0
 - Internal capital generation 14,574.0 9,692.0 4,300.0  2,160.0
 - Nonperforming loans (gross) 8,865.1 9,852.0 11,454.0  6,126.0
 - Adjusted common equity 73,926.0 36,289.0 17,560.0  20,694.0
 - Adjusted equity 94,000.0 40,328.0 21,963.0  25,087.0
 - Net charge offs (profit and loss and 
provisions) 2,174.0 3,099.0 1,353.0  1,776.0
 - Risk weighted assets 946,428.0 448,819.0 287,424.0  233,722.0
 - Free capital 74,682.0 41,692.0 37,593.0  16,824.0
 - Average assets 1,074,783.0 560,629.5 378,155.0  330,289.0
 - Average loans 785,816.0 393,776.0 284,081.0  256,511.0
 - Average equity 66,612.0 38,948.5 25,193.5  20,625.5
 - Assets Under Management 344,975.0 254,163.0  
GROWTH P.A. (%)   
 - Gross income 31.40 50.42 35.43  8.92
 - Noninterest expenses 9.57 46.96 26.49  8.76
 - Net operating income before loan loss 
provisions 53.29 54.05 46.31  9.12
 - Adjusted common equity 103.71 106.66 (15.14)  3.58
 - Adjusted equity 133.09 83.62 (12.45)  0.84
 - Loan loss provisions (41.98) 9.53 31.14  3.36
 - Pretax profit 65.79 119.24 54.26  12.41
 - Net income 59.72 104.94 71.27  8.50

§Of average assets. 
Source: Merrill Lynch 
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Table 24: Islandsbanki – Financial Analysis 

Profitability (%) 2005 2004 2003 2002 2001

 - Net interest income/revenues 62.09 44.56 57.91 68.98 77.77
 - Noninterest income/revenues 37.91 55.44 42.09 31.02 22.23
 - Noninterest expenses/revenues 41.76 50.07 51.25 54.87 54.96
 - Net operating income before loan 
loss provisions/revenues 58.24 49.93 48.75 45.13 45.04
 - Net operating income after loan loss 
provisions/revenues 53.41 38.98 33.72 29.61 28.69
 - New loan loss provisions/revenues 4.83 10.94 15.03 15.52 16.35
 - Pretax profits/revenues 62.02 49.15 33.72 29.61 28.69
 - Net income/revenues 50.70 41.71 30.61 24.21 24.30
 - Pretax profit/average risk assets 3.35 3.83 2.47 1.69 1.54
 - Net income/average risk assets 2.74 3.25 2.24 1.38 1.30
 - Net income/average adjusted 
common equity 34.66 44.41 30.51 16.75 18.06
Funding and liquidity (%)   
 - Total deposits/total liabilities 21.92 24.74 25.98 29.45 23.73
 - Loans/customer deposits 361.43 303.59 292.71 294.77 334.12
 - Loans (net)/assets 74.66 69.74 70.99 80.99 74.67
Capitalization (%)   
 - Adjusted common equity/assets 5.02 5.36 3.96 6.62 5.74
 - Adjusted common equity/ risk assets 7.81 8.09 6.11 8.85 7.68
 - Adjusted common equity/loans (net) 6.73 7.68 5.57 8.18 7.68
 - Internal capital generation/previous 
year's equity 15.50 24.03 19.58 8.68 17.89
 - Risk adjusted capital - Tier 1 9.90 9.40 8.00 10.80 9.00
 - Adjusted equity/assets 6.38 5.95 4.95 8.03 7.14
 - Adjusted equity/risk assets 9.93 8.99 7.64 10.73 9.57
 - Adjusted equity/loans (net) 8.55 8.54 6.97 9.92 9.57
 - Dividend payout ratio 23.69 18.95 26.31 36.60 15.76
Asset Quality (%)   
 - New loan loss provision/average 
loans (net) 0.23 0.80 1.01 0.85 0.87
 - Net charge offs/average loans (net) 0.28 0.79 0.48 0.69 0.35
 - Loan loss reserves/loans (gross) 0.80 2.13 2.76 2.49 2.26
 - Loan loss reserves/risk assets 0.94 2.29 3.11 2.77 2.32
 - Nonperforming 
assets(gross)+ORE/loans(gross)+ORE 0.80 2.04 3.53 2.36 1.69
 - Net nonperforming 
assets+ORE/loans(net)+ORE 0.00 -0.09 0.80 -0.14 -0.58
 - Loan loss reserves/nonperforming 
assets(gross)+ORE 100.24 104.33 77.97 105.62 133.74
Consolidated.   

ORE = Other Real Estate (Foreclosed Assets). 
 Source: Merrill Lynch 
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Table 25: Kaupthing Bank – Financial Statements 

 2005 2004 2003  2002

 (Mil. ISK (%)§ (Mil. ISK (%)§ (Mil. ISK (%)§ (Mil. ISK (%)§
ASSETS   
Short term, interbank funds, bank-owed 230,471.0 9.07 180,600.0 11.62 50,545.0 9.05 37,717.0 8.72
Securities   
 - Marketable securities 275,376.0 10.84 100,776.0 6.48 1,512.0 0.27 802.0 0.19
 - Trading securities  337,157.0 13.27 205,185.0 13.20 129,647.0 23.21 102,180.0 23.63
Total securities 612,533.0 24.11 305,961.0 19.68 131,159.0 23.48 102,982.0 23.82
Loans   
 - Loans (gross) and acceptances 1,556,653.0 61.27 992,400.0 63.84 359,296.0 64.32 275,097.0 63.62
 - (-) Loan loss reserves 12,953.0 0.51 12,294.0 0.79 8,301.0 1.49 5,764.0 1.33
 - Loans (net) 1,543,700.0 60.76 980,106.0 63.05 350,995.0 62.84 269,333.0 62.29
Investment in associates 13,888.0 0.55 3,649.0 0.23 2,070.0 0.37 2,999.0 0.69
Investment in subsidiaries 0.0 0.00 0.0 0.00 856.0 0.15 529.0 0.12
Equity investments 0.0 0.00 0.0 0.00 0.0 0.00 0.0 0.00
Fixed assets 101,532.0 4.00 60,345.0 3.88 11,389.0 2.04 8,281.0 1.92
Other assets 38,686.0 1.52 23,792.0 1.53 11,555.0 2.07 10,571.0 2.44
Total assets 2,540,811.0 100.00 1,554,453.0 100.00 558,569.0 100.00 432,412.0 100.00
LIABILITIES   
Customer deposits   
 - Demand/current 163,426.0 6.43 80,084.0 5.15 103,432.0 18.52 80,270.0 18.56
 - Time fixed 322,750.0 12.70 122,109.0 7.86 79,065.0 14.15 84,300.0 19.50
Total customer deposits 486,176.0 19.13 202,193.0 13.01 182,497.0 32.67 164,570.0 38.06
Due to banks 80,327.0 3.16 42,173.0 2.71 78,788.0 14.11 109,865.0 25.41
Trading Liabilities and Derivatives 60,273.0 2.37 68,011.0 4.38 0.0 0.00 0.0 0.00
Other borrowings   
 - Short term 515,820.0 20.30 271,184.0 17.45 70.0 0.01 3,907.0 0.90
 - Long term 862,240.0 33.94 687,643.0 44.24 211,054.0 37.78 98,122.0 22.69
 - Subordinated term debt 61,487.0 2.42 43,676.0 2.81 9,415.0 1.69 9,746.0 2.25
Total other borrowings 1,439,547.0 56.66 1,002,503.0 64.49 220,539.0 39.48 111,775.0 25.85
Provisions 3,271.0 0.13 0.0 0.00 1,646.0 0.29 411.0 0.10
Other liabilities 59,681.0 2.35 66,717.0 4.29 17,278.0 3.09 10,034.0 2.32
Supplementary capital   
 - Perpetual subordinated debt 0.0 0.00 0.0 0.00 0.0 0.00 0.0 0.00
 - Preference shares 41,201.0 1.62 13,947.0 0.90 1,289.0 0.23 1,264.0 0.29
Total supplementary capital 41,201.0 1.62 13,947.0 0.90 1,289.0 0.23 1,264.0 0.29
Total liabilities 2,170,476.0 85.42 1,395,544.0 89.78 502,037.0 89.88 397,919.0 92.02
SHAREHOLDERS' EQUITY   
Share capital 6,638.0 0.26 6,521.0 0.42 4,384.0 0.78 4,092.0 0.95
Revaluation reserve 0.0 0.00 0.0 0.00 0.0 0.00 0.0 0.00
Reserves 113,066.0 4.45 109,889.0 7.07 23,620.0 4.23 17,638.0 4.08
Retained profits 74,479.0 2.93 32,960.0 2.12 17,925.0 3.21 11,649.0 2.69
Minority interests 8,329.0 0.33 9,539.0 0.61 10,603.0 1.90 1,114.0 0.26
Published equity 202,512.0 7.97 158,909.0 10.22 56,532.0 10.12 34,493.0 7.98
Total liabilities and equity 2,540,811.0 100.00 1,554,453.0 100.00 558,569.0 100.00 432,412.0 100.00
Commitments and contingencies 404,417.0 260,698.0 0.0  0.0
GROWTH P.A. (%)   
 - Loans and advances (gross) 56.86 176.21 30.61  452.74
 - Total assets 63.45 178.29 29.18  266.51
 - Customer deposits 140.45 10.79 10.89  1453.72
 - Published equity 27.44 181.10 63.89  266.25
Consolidated.   

Source: Merrill Lynch 
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Table 26: Kaupthing Bank – Financial Statements 

 2005 2004 2003  2002

 (Mil. ISK (%)§ (%)§ (%)§ (Mil. ISK (%)§ (%)§ (%)§
PROFITABILITY   
Net interest income   
 - Interest income 100,009.0 4.88 40,074.0 3.79 29,648.0 5.98 26,185.0 9.52
 - Interest expense 67,299.0 3.29 21,815.0 2.06 19,524.0 3.94 19,187.0 6.97
 - Monetary adjustment 0.0 0.00 0.0 0.00 0.0 0.00 0.0 0.00
Net interest income 32,710.0 1.60 18,259.0 1.73 10,124.0 2.04 6,998.0 2.54
Other income   
 - Fees and commissions 22,428.0 1.10 13,308.0 1.26 9,683.0 1.95 6,224.0 2.26
 - Trading gains 35,474.0 1.73 12,355.0 1.17 10,044.0 2.03 5,900.0 2.14
 - Profit/loss of associates 1,396.0 0.07 240.0 0.02 0.0 0.00 0.0 0.00
 - Other income 9,877.0 0.48 5,806.0 0.55 1,929.0 0.39 2,290.0 0.83
Total other income 69,175.0 3.38 31,709.0 3.00 21,656.0 4.37 14,414.0 5.24
Gross revenues 101,885.0 4.98 49,968.0 4.73 31,780.0 6.41 21,412.0 7.78
Operating expenses   
 - Personnel expenses 20,317.0 0.99 12,851.0 1.22 10,110.0 2.04 6,505.0 2.36
 - Other operating expenses 14,412.0 0.70 10,775.0 1.02 8,383.0 1.69 5,950.0 2.16
Total operating expenses 34,729.0 1.70 23,626.0 2.24 18,493.0 3.73 12,455.0 4.53
Net operating income before loan loss 
provisions 67,156.0 3.28 26,342.0 2.49 13,287.0 2.68 8,957.0 3.25
Loan loss provisions 2,450.0 0.12 3,825.0 0.36 3,894.0 0.79 2,794.0 1.02
Net operating income after loan loss 
provisions 64,706.0 3.16 22,517.0 2.13 9,393.0 1.90 6,163.0 2.24
Nonoperating expenses including abnormal 
and extraordinary (2,422.0) -0.12 (22.0) 0.00 0.0 0.00 0.0 0.00
Pretax profit 62,284.0 3.04 22,495.0 2.13 9,393.0 1.90 6,163.0 2.24
Tax expense/credit 11,228.0 0.55 4,236.0 0.40 1,486.0 0.30 764.0 0.28
Net income 51,056.0 2.49 18,259.0 1.73 7,907.0 1.60 5,399.0 1.96
Other items   
 - Abnormal and extraordinary included in net 
profit after tax 0.0 0.0 0.0  0.0
 - Dividend paid 3,298.0 1,322.0 1,244.0  704.0
 - Internal capital generation 47,758.0 16,937.0 6,663.0  4,695.0
 - Nonperforming loans (gross) 15,566.5 21,936.0 14,011.0  10,131.0
 - Adjusted common equity 147,569.0 123,811.0 50,584.0  31,491.0
 - Adjusted equity 188,770.0 137,758.0 51,873.0  32,755.0
 - Net charge offs (profit and loss and 
provisions) 3,212.0 5,580.0 1,382.0  1,277.0
 - Risk weighted assets 1,945,271.0 1,189,171.0 414,355.0  329,204.0
 - Free capital 145,306.0 130,013.0 49,811.0  26,097.0
 - Average assets 2,047,632.0 1,056,511.0 495,490.5  275,196.0
 - Average loans 1,261,903.0 665,550.5 310,164.0  159,126.5
 - Average equity 180,710.5 107,720.5 45,512.5  21,955.5
 - Assets Under Management   1,073,651  507,755.0  
GROWTH P.A. (%)   
 - Gross income 103.90 57.23 48.42  253.92
 - Noninterest expenses 46.99 27.76 48.48  147.02
 - Net operating income before loan loss 
provisions 154.94 98.25 48.34  788.59
 - Adjusted common equity 19.19 144.76 60.63  247.85
 - Adjusted equity 37.03 165.57 58.37  261.81
 - Loan loss provisions (35.95) (1.77) 39.37  573.25
 - Pretax profit 176.88 139.49 52.41  939.29
 - Net income 179.62 130.92 46.45  532.94

§Of average assets. 
Source: Merrill Lynch 
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Table 27: Kaupthing Bank – Financial Analysis 

FINANCIAL ANALYSIS 2005 2004 2003  2002 2001

Profitability (%)    
 - Net interest income/revenues 32.10 36.54 31.86  32.68 -3.09
 - Noninterest income/revenues 67.90 63.46 68.14  67.32 103.09
 - Noninterest expenses/revenues 34.09 47.28 58.19  58.17 83.34
 - Net operating income before loan loss 
provisions/revenues 65.91 52.72 41.81  41.83 16.66
 - Net operating income after loan loss 
provisions/revenues 63.51 45.06 29.56  28.78 9.80
 - New loan loss provisions/revenues 2.40 7.65 12.25  13.05 6.86
 - Pretax profits/revenues 61.13 45.02 29.56  28.78 9.80
 - Net income/revenues 50.11 36.54 24.88  25.21 14.10
 - Pretax profit/average risk assets 3.97 3.50 4.53  3.24 0.81
 - Net income/average risk assets 3.26 2.84 3.82  2.83 1.16
 - Net income/average adjusted common 
equity 37.63 27.49 31.26  29.97 12.56
Funding and liquidity (%)    
 - Total deposits/total liabilities 22.40 14.49 36.35  41.36 9.76
 - Loans/customer deposits 317.52 484.74 192.33  163.66 461.86
 - Loans (net)/assets 60.76 63.05 62.84  62.29 41.46
Capitalization (%)    
 - Adjusted common equity/assets 5.81 7.96 9.06  7.28 7.67
 - Adjusted common equity/ risk assets 7.59 10.41 12.21  9.57 9.55
 - Adjusted common equity/loans (net) 9.56 12.63 14.41  11.69 18.51
 - Internal capital generation/previoust 
year's equity 25.30 12.84 14.33  8.35 8.35
 - Risk adjusted capital - Tier 1 9.40 11.50 12.20  11.50 9.30
 - Adjusted equity/assets 7.43 8.86 9.29  7.57 7.67
 - Adjusted equity/risk assets 9.70 11.58 12.52  9.95 9.55
 - Adjusted equity/loans (net) 12.23 14.06 14.78  12.16 18.51
 - Dividend payout ratio 6.46 7.24 15.73  13.04 11.36
Asset Quality (%)    
 - New loan loss provision/average loans 
(net) 0.19 0.57 1.26  1.76 1.26
 - Net charge offs/average loans (net) 0.25 0.84 0.45  0.80 0.64
 - Loan loss reserves/loans (gross) 0.83 1.24 2.31  2.10 1.71
 - Loan loss reserves/risk assets 0.67 1.03 2.00  1.75 0.90
 - Nonperforming 
assets(gross)+ORE/loans(gross)+ORE 1.00 2.21 3.90  3.68 1.64
 - Net nonperforming 
assets+ORE/loans(net)+ORE 0.17 0.98 1.63  1.62 -0.07
 - Loan loss reserves/nonperforming 
assets(gross)+ORE 83.21 56.04 59.25  56.89 104.17
Consolidated.    

ORE = Other Real Estate (Foreclosed Assets). 
Source: Merrill Lynch 
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Table 28: Landsbanki – Financial Statements 

 2005 2004 2003  2002

 (Mil. ISK (%)§ (Mil. ISK (%)§ (Mil. ISK (%)§ (Mil. ISK (%)§
ASSETS   
Short term, interbank funds, bank-owed 103,530.0 7.37 85,344.0 11.58 39,567.2 8.83 17,846.5 6.42
Securities   
 - Marketable securities 39,172.0 2.79 17,747.0 2.41 9,204.8 2.05 1,045.7 0.38
 - Trading securities incl gold bullion 218,894.0 15.57 64,730.0 8.78 62,404.5 13.92 32,322.0 11.63
Total securities 258,066.0 18.36 82,477.0 11.19 71,609.3 15.98 33,367.7 12.01
Loans   
 - Loans (gross) and acceptances 997,739.0 70.99 555,527.0 75.36 326,399.7 72.82 214,787.2 77.31
 - (-) Loan loss reserves 13,144.0 0.94 8,359.0 1.13 7,699.5 1.72 6,621.6 2.38
 - Loans (net) 984,595.0 70.05 547,168.0 74.23 318,700.2 71.10 208,165.6 74.93
Investment in associates 4,456.0 0.32 3,792.0 0.51 1,339.9 0.30 3,999.9 1.44
Investment in subsidiaries 0.0 0.00 0.0 0.00 0.0 0.00 15.0 0.01
Equity investments 0.0 0.00 0.0 0.00 0.0 0.00 0.0 0.00
Fixed assets 14,721.0 1.05 5,731.0 0.78 5,875.2 1.31 6,172.4 2.22
Other assets 40,095.0 2.85 12,630.0 1.71 3,447.5 0.77 1,635.2 0.59
Total assets 1,405,460.0 100.00 737,141.0 100.00 448,238.7 100.00 277,824.3 100.00
LIABILITIES   
Customer deposits   
 - Demand/current 113,834.0 8.10 84,225.0 11.43 58,273.0 13.00 40,598.9 14.61
 - Time fixed 220,328.0 15.68 133,745.0 18.14 94,047.0 20.98 67,707.3 24.37
Total customer deposits 334,162.0 23.78 217,970.0 29.57 152,320.0 33.98 108,306.2 38.98
Due to banks 144,596.0 10.29 61,236.0 8.31 43,839.7 9.78 30,665.1 11.04
Trading Liabilities and Derivatives for 
Hedging 30,590.0 2.18 9,659.0 1.31 0.0 0.00 0.0 0.00
Other borrowings   
 - Short term 23,318.0 1.66 18,136.0 2.46 97,071.9 21.66 45,351.7 16.32
 - Long term 666,671.0 47.43 356,948.0 48.42 112,285.0 25.05 63,127.1 22.72
 - Subordinated term debt 26,675.0 1.90 11,015.0 1.49 11,129.7 2.48 7,327.3 2.64
Total other borrowings 716,664.0 50.99 386,099.0 52.38 220,486.6 49.19 115,806.1 41.68
Provisions 0.0 0.00 0.0 0.00 0.0 0.00 0.0 0.00
Other liabilities 43,432.0 3.09 11,913.0 1.62 6,388.7 1.43 5,056.7 1.82
Supplementary capital   
 - Perpetual subordinated debt 0.0 0.00 0.0 0.00 0.0 0.00 0.0 0.00
 - Preference shares 22,400.0 1.59 11,555.0 1.57 1,960.0 0.44 888.9 0.32
Total supplementary capital 22,400.0 1.59 11,555.0 1.57 1,960.0 0.44 888.9 0.32
Total liabilities 1,291,844.0 91.92 698,432.0 94.75 424,995.0 94.81 260,723.0 93.84
SHAREHOLDERS' EQUITY   
Share capital 10,614.0 0.76 7,954.0 1.08 7,500.0 1.67 6,695.7 2.41
Revaluation reserve 0.0 0.00 0.0 0.00 0.0 0.00 0.0 0.00
Reserves 54,067.0 3.85 7,537.0 1.02 4,623.2 1.03 1,646.5 0.59
Retained profits 45,377.0 3.23 22,214.0 3.01 10,258.8 2.29 7,967.2 2.87
Minority interests 3,557.0 0.25 1,004.0 0.14 861.7 0.19 792.0 0.29
Published equity 113,615.0 8.08 38,709.0 5.25 23,243.7 5.19 17,101.4 6.16
Total liabilities and equity 1,405,459.0 100.00 737,141.0 100.00 448,238.7 100.00 277,824.4 100.00
Commitments and contingencies 111,536.0 58,186.9 48,550.8  35,090.6
GROWTH P.A. (%)   
 - Loans and advances (gross) 205.68 158.64 51.96  7.89
 - Total assets 213.55 165.33 61.34  3.31
 - Customer deposits 119.38 101.25 40.64  8.58
 - Published equity 388.80 126.35 35.92  3.82
Consolidated.   

Source: Merrill Lynch 
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Table 29: Landsbanki – Financial Statements 

 2005 2004 2003  2002

 (Mil. ISK (%)§ (%)§ (%)§ (Mil. ISK (%)§ (Mil. ISK (%)§
PROFITABILITY   
Net interest income   
 - Interest income 66,437.0 7.17 34,252.0 6.75 21,871.3 6.02 21,813.3 7.98
 - Interest expense 43,441.0 4.69 19,517.0 3.85 12,539.8 3.45 14,081.6 5.15
 - Monetary adjustment 0.0 0.00 0.0 0.00 0.0 0.00 0.0 0.00
Net interest income 22,996.0 2.48 14,735.0 2.90 9,331.5 2.57 7,731.7 2.83
Other income   
 - Fees and commissions 16,726.0 1.80 8,891.0 1.75 6,116.1 1.68 4,075.5 1.49
 - Trading gains 17,127.0 1.85 9,398.0 1.85 2,672.8 0.74 208.3 0.08
 - Profit/loss on shareholdings 1,907.0 0.21 (8.0) 0.00 144.1 0.04 523.0 0.19
 - Other income 1,073.0 0.12 453.0 0.09 717.9 0.20 1,377.9 0.50
Total other income 36,833.0 3.97 18,734.0 3.69 9,650.9 2.66 6,184.7 2.26
Gross revenues 59,829.0 6.46 33,469.0 6.60 18,982.4 5.23 13,916.4 5.09
Operating expenses   
 - Personnel expenses 12,682.0 1.37 7,794.0 1.54 5,656.4 1.56 4,387.4 1.60
 - Other operating expenses 8,284.0 0.89 6,667.0 1.31 5,158.2 1.42 4,117.8 1.51
Total operating expenses 20,966.0 2.26 14,461.0 2.85 10,814.6 2.98 8,505.2 3.11
Net operating income before loan loss 
provisions 38,863.0 4.19 19,008.0 3.75 8,167.8 2.25 5,411.2 1.98
Loan loss provisions 6,197.0 0.67 4,485.0 0.88 4,656.0 1.28 2,862.7 1.05
Net operating income after loan loss 
provisions 32,666.0 3.52 14,523.0 2.86 3,511.8 0.97 2,548.5 0.93
Nonoperating expenses including abnormal 
and extraordinary (1,883.0) -0.20 0.0 0.00 0.0 0.00 0.0 0.00
Pretax profit 30,783.0 3.32 14,523.0 2.86 3,511.8 0.97 2,548.5 0.93
Tax expense/credit 5,764.0 0.62 1,798.0 0.35 456.7 0.13 475.4 0.17
Net income 25,017.0 2.70 12,723.0 2.51 3,055.2 0.84 2,073.1 0.76
Other items   
 - Abnormal and extraordinary included in net 
profit after tax 0.0 0.0 0.0  0.0
 - Dividend paid 1,577.0 1,620.0 750.0  685.0
 - Internal capital generation 23,440.0 11,103.0 2,305.2  1,388.1
 - Nonperforming loans (gross) 5,744.0 10,176.8 11,217.5  12,421.9
 - Adjusted common equity 103,154.0 37,124.0 22,075.1  16,150.6
 - Adjusted equity 125,554.0 48,679.0 24,035.1  17,039.5
 - Net charge offs (profit and loss and 
provisions) 1,998.0 3,611.0 3,578.0  1,571.3
 - Risk weighted assets 1,065,074.0 576,498.2 350,307.8  223,629.7
 - Free capital 104,899.0 30,771.0 17,197.2  7,864.9
 - Average assets 926,849.4 507,482.7 363,031.5  273,375.1
 - Average loans 651,647.6 377,666.8 263,432.9  201,209.8
 - Average equity 68,429.4 27,905.2 20,172.6  16,786.8
 - Assets Under Management   300,000.0  204,000.0  
GROWTH P.A. (%)   
 - Gross income 78.76 36.40 36.40  13.59
 - Noninterest expenses 44.98 27.15 27.15  4.90
 - Net operating income before loan loss 
provisions 104.46 50.94 50.94  30.60
 - Adjusted common equity 177.86 36.68 36.68  8.21
 - Adjusted equity 157.92 41.06 41.06  14.17
 - Loan loss provisions 38.17 62.64 62.64  24.60
 - Pretax profit 111.96 37.80 37.80  38.06
 - Net income 96.63 47.37 47.37  11.74

§Of average assets. 
Source: Merrill Lynch 
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Table 30: Landsbanki – Financial Analysis 

 2005 2004 2003  2002 2001

Profitability (%)    
 - Net interest income/revenues 38.44 44.03 49.16  55.56 71.60
 - Noninterest income/revenues 61.56 55.97 50.84  44.44 28.40
 - Noninterest expenses/revenues 35.04 43.21 56.97  61.12 66.18
 - Net operating income before loan loss 
provisions/revenues 64.96 56.79 43.03  38.88 33.82
 - Net operating income after loan loss 
provisions/revenues 54.60 43.39 18.50  18.31 15.07
 - New loan loss provisions/revenues 10.36 13.40 24.53  20.57 18.75
 - Pretax profits/revenues 51.45 43.39 18.50  18.31 15.07
 - Net income/revenues 41.81 38.01 16.09  14.90 15.14
 - Pretax profit/average risk assets 4.35 3.63 1.22  1.16 0.93
 - Net income/average risk assets 3.54 3.18 1.06  0.95 0.94
 - Net income/average adjusted common 
equity 39.95 47.76 15.99  13.34 13.35
Funding and liquidity (%)    
 - Total deposits/total liabilities 25.87 25.87 35.84  41.54 39.51
 - Loans/customer deposits 294.65 294.65 209.23  192.20 194.75
 - Loans (net)/assets 70.05 70.05 71.10  74.93 72.23
Capitalization (%)    
 - Adjusted common equity/assets 7.34 5.04 4.92  5.81 5.55
 - Adjusted common equity/ risk assets 9.69 6.44 6.30  7.22 6.98
 - Adjusted common equity/loans (net) 10.48 6.78 6.93  7.76 7.68
 - Internal capital generation/previous 
year's equity 18.67 22.81 9.59  8.15 9.09
 - Risk adjusted capital - Tier 1 11.90 7.80 6.90  7.70 7.50
 - Adjusted equity/assets 8.93 6.60 5.36  6.13 5.55
 - Adjusted equity/risk assets 11.79 8.44 6.86  7.62 6.98
 - Adjusted equity/loans (net) 12.75 8.90 7.54  8.19 7.68
 - Dividend payout ratio 6.30 12.73 24.55  33.04 36.92
Asset Quality (%)    
 - New loan loss provision/average loans 
(net) 0.95 1.19 1.77  1.42 1.28
 - Net charge offs/average loans (net) 0.31 0.96 1.36  0.78 0.66
 - Loan loss reserves/loans (gross) 1.32 1.50 2.36  3.08 2.43
 - Loan loss reserves/risk assets 1.23 1.45 2.20  2.96 2.26
 - Nonperforming 
assets(gross)+ORE/loans(gross)+ORE 0.58 1.83 3.44  5.78 3.94
 - Net nonperforming 
assets+ORE/loans(net)+ORE -0.75 0.33 1.10  2.79 1.55
 - Loan loss reserves/nonperforming 
assets(gross)+ORE 228.83 82.14 68.64  53.31 61.60
Consolidated.    

ORE = Other Real Estate (Foreclosed Assets). 
Source: Merrill Lynch 
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Appendix – Associated Holdings 

 

Table 31: Landsbanki – Holdings 

Listed Company Shareholder %

Actavis Group hf.  Landsbanki Íslands hf,aðalstöðv 5.72
Avion Group hf.  Landsbanki Íslands hf,aðalstöðv 1.66
Dagsbrún hf.  Landsbanki Íslands hf,aðalstöðv 9.05
FL GROUP hf.  Landsbanki Íslands hf,aðalstöðv 29.40
Flaga Group hf.  Landsbanki Íslands hf,aðalstöðv 0.98
HB Granda hf.  Landsbanki Íslands hf,aðalstöðv 3.28
Icelandic Group hf.  Landsbanki Íslands hf,aðalstöðv 0.67
Íslandsbanka hf.  Landsbanki Íslands hf,aðalstöðv 5.02
Landsbanka Íslands hf.  Landsbanki Íslands hf,aðalstöðv 7.18
M Fashions hf.  Landsbanki Íslands hf,aðalstöðv 2.99
Marel hf.  Landsbanki Íslands hf,aðalstöðv 36.45
Straumi-Burðarás Fjárfesting Landsbanki Íslands hf,aðalstöðv 0.78
Vinnslustöðinni hf.  Landsbanki Íslands hf,aðalstöðv 4.00
Össuri hf.  Landsbanki Íslands hf,aðalstöðv 1.38
  
Actavis Group hf.  Landsbanki Luxembourg S.A. 10.39
Avion Group hf.  Landsbanki Luxembourg S.A. 8.87
Dagsbrún hf.  Landsbanki Luxembourg S.A. 5.08
FL GROUP hf.  Landsbanki Luxembourg S.A. 0.56
Flaga Group hf.  Landsbanki Luxembourg S.A. 1.84
Hampiðjunni  Landsbanki Luxembourg S.A. 0.61
Icelandic Group hf.  Landsbanki Luxembourg S.A. 23.05
Kaupþing banki hf.  Landsbanki Luxembourg S.A. 2.70
Landsbanka Íslands hf.  Landsbanki Luxembourg S.A. 4.46
M Fashions hf.  Landsbanki Luxembourg S.A. 1.25
Straumi-Burðarás Fjárfesting Landsbanki Luxembourg S.A. 15.48
  
Landsbanka Íslands hf.  Landsbankinn eignarhaldsfél ehf 1.45
Straumi-Burðarás Fjárfesting Landsbankinn eignarhaldsfél ehf 5.94
  
 Landsbanka Íslands hf.  LB Holding Ltd 1.93

Source: Iceland Stock Exchange 

 

 

 

 

Table 32: Islandsbanki – Holdings 

Listed Company Shareholder %

Alfesca hf.  Íslandsbanki hf 0.69
Avion Group hf.  Íslandsbanki hf 3.00
Bakkavör Group hf.  Íslandsbanki hf 2.57
FL GROUP hf.  Íslandsbanki hf 8.81
Icelandic Group hf.  Íslandsbanki hf 0.73
Íslandsbanka hf.  Íslandsbanki hf 7.47
Kaupþing banki hf.  Íslandsbanki hf 3.49
Straumi-Burðarás FjárfestingÍslandsbanki hf 1.09

 
Icelandic Group hf.  Íslandsbanki hf,útibú 0558 3.92

Source: Iceland Stock Exchange 

 

 

Table 33: Kaupthing – Holdings 

Listed Company Shareholder %

Alfesca hf.  Kaupþing banki hf 27.00
Bakkavör Group hf.  Kaupþing banki hf 0.69
Dagsbrún hf.  Kaupþing banki hf 1.00
FL GROUP hf.  Kaupþing banki hf 2.91
Flaga Group hf.  Kaupþing banki hf 14.75
HB Granda hf.  Kaupþing banki hf 23.66
Icelandic Group hf.  Kaupþing banki hf 1.60
Kaupþing banki hf.  Kaupþing banki hf 1.49
M Fashions hf.  Kaupþing banki hf 13.27
Vinnslustöðinni hf.  Kaupþing banki hf 0.75
Össuri hf.  Kaupþing banki hf 3.50
  
Avion Group hf.  Kaupthing Luxembourg S.A. 0.74

Source: Iceland Stock Exchange 
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Analyst Certification 

We, Richard Thomas, Tolu Alamutu and David Lewis, 
hereby certify that the views each of us has expressed in 
this research report accurately reflect each of our 
respective personal views about the subject securities and 
issuers.  We also certify that no part of our respective 
compensation was, is, or will be, directly or indirectly, 
related to the specific recommendations or view expressed 
in this research report. 

 
 

Merrill Lynch’s Rating Scale – Return Drivers 
and Investor Action Points 

 
Recommendation 

Investor Action Points 
(Cash and/or CDS) 

Primary Investment 
Return Driver 

Overweight-100% 
 

Up to 100% Overweight of 
investor's guidelines 

Compelling spread 
tightening potential 

Overweight-70% Up to 70% Overweight of 
investor's guidelines 

Carry, plus some spread 
tightening expected 

Overweight-30% Up to 30% Overweight of 
investor's guidelines 

Good Carry, but little 
spread tightening expected

Underweight-30% Down to 30% Underweight 
of investor's guidelines 

Unattractive carry, but 
spreads unlikely to widen 

Underweight-70% Down to 70% Underweight 
of investor's guidelines 

Expected spread 
underperformance 

Underweight-100% Down to 100% 
Underweight of investor’s 
guidelines 

Material spread widening 
expected 

Time horizon - our recommendations have a 3 month trade horizon. 
Source: Merrill Lynch 
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Important Disclosures 

EJETF Price Chart 
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The Investment Opinion System is contained at the end of the report under the heading "Fundamental Equity Opinion Key". Dark Grey shading indicates the security is restricted with the opinion 
suspended. Light Grey shading indicates the security is under review with the opinion withdrawn. Chart current as of Jan 31, 2006. 
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MLPF&S or an affiliate was a manager of a public offering of securities of this company within the last 12 months: Islandsbanki. 
The company is or was, within the last 12 months, an investment banking client of MLPF&S and/or one or more of its affiliates: Landsbanki Islan; Kaupthing 

Bank; Islandsbanki; easyJet. 
MLPF&S or an affiliate has received compensation from the company for non-investment banking services or products within the past 12 months: Kaupthing 

Bank; BPI. 
The company is or was, within the last 12 months, a securities business client (non-investment banking) of MLPF&S and/or one or more of its affiliates: 

Kaupthing Bank; BPI. 
The company is or was, within the last 12 months, a non-securities business client of MLPF&S and/or one or more of its affiliates: Kaupthing Bank; BPI. 
In the US, retail sales and/or distribution of this report may be made only in states where these securities are exempt from registration or have been qualified 

for sale: Landsbanki Islan; Kaupthing Bank; Islandsbanki; easyJet; BPI. 
MLPF&S or an affiliate has received compensation for investment banking services from this company within the past 12 months: Landsbanki Islan; 

Kaupthing Bank; Islandsbanki; easyJet. 
MLPF&S or an affiliate expects to receive or intends to seek compensation for investment banking services from this company within the next three months: 

Landsbanki Islan; BPI. 
The analyst(s) responsible for covering the securities in this report receive compensation based upon, among other factors, the overall profitability of Merrill 

Lynch, including profits derived from investment banking revenues. 
 

Other Important Disclosures 
 
MLPF&S or one of it affiliates has a significant financial interest in the fixed income instruments of the issuer.  If this report was issued on or after the 10th 

day of a month, it reflects a significant financial interest on the last day of the previous month.  Reports issued before the 10th day of a month reflect a 
significant financial interest at the end of the second month preceding the date of the report: Landsbanki Islan; easyJet. 

 

Other Important Disclosures 
 

Merrill Lynch fixed income analysts regularly interact with Merrill Lynch sales and trading desk personnel in connection with their research, including to ascertain pricing 
and liquidity in the fixed income markets. 

Copyright, User Agreement and other general information related to this report: Copyright 2006 Merrill Lynch, Pierce, Fenner & Smith Incorporated. All rights reserved. 
This research report is prepared for the use of Merrill Lynch clients and may not be redistributed, retransmitted or disclosed, in whole or in part, or in any form or manner, 
without the express written consent of Merrill Lynch.  Merrill Lynch research reports are distributed simultaneously to internal and client websites eligible to receive such 
research prior to any public dissemination by Merrill Lynch of the research report or information or opinion contained therein.  Any unauthorized use or disclosure is 
prohibited.  Receipt and review of this research report constitutes your agreement not to redistribute, retransmit, or disclose to others the contents, opinions, conclusion, or 
information contained in this report (including any investment recommendations, estimates or price targets) prior to Merrill Lynch's public disclosure of such information.  The 
information herein (other than disclosure information relating to Merrill Lynch and its affiliates) was obtained from various sources and we do not guarantee its accuracy. 

Officers of MLPF&S or one of its affiliates (other than research analysts) may have a financial interest in securities of the issuer(s) or in related investments. 
This research report provides general information only.  Neither the information nor any opinion expressed constitutes an offer, or an invitation to make an offer, to buy or 

sell any securities or other investment or any options, futures or derivatives related to securities or investments.  It is not intended to provide personal investment advice and 
it does not take into account the specific investment objectives, financial situation and the particular needs of any specific person who may receive this report.  Investors 
should seek financial advice regarding the appropriateness of investing in any securities, other investment or investment strategies discussed or recommended in this report 
and should understand that statements regarding future prospects may not be realized. Investors should note that income from such securities or other investments, if any, 
may fluctuate and that price or value such securities and investments may rise or fall.  Accordingly, investors may receive back less than originally invested.  Past 
performance is not necessarily a guide to future performance. Any information relating to the tax status of financial instruments discussed herein is not intended to provide 
tax advice or to be used by anyone to provide tax advice.  Investors are urged to seek tax advice based on their particular circumstances from an independent tax 
professional. 

The bonds of the company are traded over-the-counter.  Retail sales and/or distribution of this report may be made only in states where these securities are exempt from 
registration or have been qualified for sale. MLPF&S usually makes a market in the bonds of this company. 

Foreign currency rates of exchange may adversely affect the value, price or income of any security or related investment mentioned in this report. In addition, investors in 
securities such as ADRs, whose values are influenced by the currency of the underlying security, effectively assume currency risk. 

UK readers: MLPFS or an affiliate is a liquidity provider for the securities discussed in this report. Merrill Lynch Research policies relating to conflicts of interest are 
described at http://www.ml.com/media/43347.pdf. 

Information relating to Non-US affiliates of Merrill Lynch, Pierce, Fenner & Smith Incorporated (MLPF&S): MLPF&S distributes research reports of the following non-US 
affiliates in the US (short name: legal name): Merrill Lynch (France): Merrill Lynch Capital Markets (France) SAS; Merrill Lynch Dublin (Frankfurt Branch): Merrill Lynch CMB 
Ltd, Dublin, Frankfurt Branch; Merrill Lynch (South Africa): Merrill Lynch South Africa (Pty) Ltd; Merrill Lynch (Milan): Merrill Lynch Capital Markets Bank Limited;  MLPF&S 
(UK): Merrill Lynch, Pierce, Fenner & Smith Limited; Merrill Lynch (Australia): Merrill Lynch Equities (Australia) Limited; Merrill Lynch (Hong Kong): Merrill Lynch (Asia 
Pacific) Limited; Merrill Lynch (Singapore): Merrill Lynch (Singapore) Pte Ltd; Merrill Lynch (Canada): Merrill Lynch Canada Inc; Merrill Lynch (Mexico): Merrill Lynch Mexico, 
SA de CV, Casa de Bolsa; Merrill Lynch (Argentina): Merrill Lynch Argentina SA; Merrill Lynch (Brazil): Banco Merrill Lynch de Investimentos SA; Merrill Lynch (Japan): 
Merrill Lynch Japan Securities Co, Ltd; Merrill Lynch (Seoul): Merrill Lynch International Incorporated (Seoul Branch); Merrill Lynch (Taiwan): Merrill Lynch Taiwan Limited; 
DSP Merrill Lynch (India): DSP Merrill Lynch Limited; PT Merrill Lynch (Indonesia): PT Merrill Lynch Indonesia; Merrill Lynch (Israel): Merrill Lynch Israel Limited. 

This research report has been prepared and issued by MLPF&S and/or one or more of its non-US affiliates. MLPF&S is the distributor of this research report in the US 
and accepts full responsibility for research reports of its non-US affiliates distributed in the US. Any US person receiving this research report and wishing to effect any 
transaction in any security discussed in the report should do so through MLPF&S and not such foreign affiliates. 

This research report has been approved for publication in the United Kingdom by Merrill Lynch, Pierce, Fenner & Smith Limited, which is authorized and regulated by the 
Financial Services Authority; has been considered and distributed in Japan by Merrill Lynch Japan Securities Co, Ltd, a registered securities dealer under the Securities and 
Exchange Law in Japan; is distributed in Hong Kong by Merrill Lynch (Asia Pacific) Limited, which is regulated by the Hong Kong SFC; is issued and distributed in Malaysia 
by Merrill Lynch (KL) Sdn. Bhd., a licensed investment adviser regulated by the Malaysian Securities Commission; and is issued and distributed in Singapore by Merrill Lynch 
International Bank Limited (Merchant Bank) and Merrill Lynch (Singapore) Pte Ltd (Company Registration No. 198602883D). Merill Lynch International Bank Limited and 
Merrill Lynch (Singapore) Pte Ltd. are regulated by the Monetary Authority of Singapore. Merrill Lynch Equities (Australia) Limited, (ABN 65 006 276 795), AFS License 
235132, provides this report in Australia. No approval is required for publication or distribution of this report in Brazil.
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