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This document commits only the Commission services involved in its preparation and does 
not prejudge the final form of any decision to be taken by the Commission 



1. INTRODUCTION 



No bank, whether sound or ailing, holds enough liquid funds to redeem all or a significant 
share of its deposits on the spot. This is why banks are susceptible to the risk of bank runs if 
depositors believe that their deposits are not safe and try to withdraw them all at the same 
time. This can seriously affect the whole economy. 



Since 1994, Directive 94/19/EC on Deposit Guarantee Schemes1 (DGS) has ensured that all 
EU Member States have in place a safety net for depositors if banks fail to pay. First and 
foremost, bank failures are prevented by the prudential supervision ensured by national 
supervisory authorities and harmonised throughout the EU to a relatively high extent. If 
nevertheless a bank has to be closed, its DGS steps in and reimburses depositors up to a 
certain ceiling (i.e. the coverage level), thereby financing depositors' needs. The existence of 
DGS also means that most depositors (those who are fully covered) do not have to participate 
in lengthy insolvency procedures which usually lead to insolvency dividends representing 
only a fraction of the original claims. 



The events in 2007 and 2008 have shown that the existing fragmented system of DGS has not 
delivered on the objectives set by the Directive in terms of ensuring depositor confidence and 
maintaining financial stability in times of economic stress. The Commission has therefore 
been requested to comprehensively review Directive 94/19/EC. This impact assessment aims 
at providing for an evidence-based analysis of the existing and potential problems stemming 
from the current guarantee system, spells out possible policy options designed to address the 
problems in line with the objectives set, shows the possible impacts of the policy options and 
tests these options against the effectiveness, efficiency and consistency criteria. 



The Commission work on DGS is part of a package on guarantee schemes in the financial 
sector consisting of DGS, insurance guarantee schemes (IGS) and investor compensation 
schemes (ICS). The main objective of IGS is the protection of policyholders in the event of an 
insurance company failure. The main purpose of ICS is to compensate investors if a firm fails 
and is unable to repay money in connection with investment services or if it is unable to return 
a financial instrument to its client. Such a claim typically arises if there is fraud or theft. 
However, a decline in the value of an investment (market risk) is not covered by any scheme. 
More details about the commonalities and differences between these schemes are set out in 
Annex C. 



The revision of the Directive on Deposit Guarantee Schemes will be only one among 
numerous ongoing initiatives to enhance financial stability (e.g. the revisions of the Capital 
requirements Directive 2006/48/EC and ongoing work on crisis management and bank 
resolution). 



                                                 
1  OJ L 135, 31.5.1994. 
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2. PROCEDURAL ISSUES AND CONSULTATION OF INTERESTED PARTIES  



This impact assessment accompanies both the legislative proposal and the report fulfilling the 
Commission's obligations under Article 12 of Directive 2009/14/EC that entered into force on 
16 March 20092. The Directorate-General Internal Market and Services (DG MARKT) has 
been in the lead (items 74 and 76 on its work programme). Sections 4.1.1, 4.4.2, 4.5, 4.6, 7.9, 
7.10 and 7.12 relate to the report and all other chapters concern the legislative proposal. 



The Inter-Service Steering Group included the following Directorates-General: Secretariat 
General, Legal Service, Economic and Financial Affairs, Employment and Social Affairs, 
Health and Consumers, Competition, Enterprise and Industry, Taxation and Customs Union, 
and the Joint Research Centre (JRC). The group met in February, April, May, July, 
September, November 2009 and January 2010. The minutes of the last meeting have been 
transmitted to the IA Board. The European Central Bank was also consulted in the course of 
preparation of the IA report. The JRC gathered numerical and statistical information for the 
IA report3. All figures are quoted from a draft JRC report unless indicated otherwise4.  



External expertise was used to prepare this proposal. In March 2009, an informal roundtable 
with experts was held5. Member States' expertise was provided at the three meetings of the 
Working Group on Deposit Guarantee Schemes (DGSWG) – in June and November 2009 and 
February 2010. In the context of the Commission Communication of 2006 on the review of 
the DGS Directive, the JRC was asked to submit reports on the coverage level (2005), the 
possible harmonisation of funding mechanisms (2006 and 2007), the efficiency of deposit 
guarantee schemes (2008) and the possible models for introducing risk-based contributions in 
the EU (2008 and 2009)6. This work was supported by the European Forum of Deposit 
Insurers (EFDI), which in 2008 also finalised several reports on specific issues7. This work 
has been taken into account for the current proposal. 



A public consultation was held from 29 May to 27 July 2009. All 104 contributions and a 
summary report have been published in August 20098 and stakeholders' views have been 
taken into account in this impact assessment. 



This impact assessment was presented to the Impact Assessment Board on 24 March 2010. In 
its opinion issued after the meeting, the Board assessed that "the report [i.e. this impact 
assessment] presents a large amount of analysis in a clear manner" and "quantitative 
estimates are provided for most impacts". Moreover, as stated by the Board, "the report 
largely respects the standards set out in the IA guidelines and presents complex issues in 
understandable language". At the same time, the Board made some recommendations for 
improvement. They were related to (i) strengthening the evidence and the arguments 
underpinning the problems with the current level of harmonisation; (ii) providing a stronger 
justification for the preferred options; (iii) assessing the size of the most relevant impacts and 
the possibility of mitigating measures for individual stakeholders; and (iv) integrating more 



                                                 
2 OJ L 68, 13.3.2009. 
3 In principle, the JRC calculations are based on the data from all Member States (if the data from some 



Member States are unavailable, the calculations are based on the remaining Member States). 
4 The final JRC report will be published in spring 2010. 
5 For more details, see http://ec.europa.eu/internal_market/bank/guarantee/index_en.htm.  
6 Ibid.  
7 The relevant reports issued by EFDI in May 2008 are all available at www.efdi.eu. 
8 See http://ec.europa.eu/internal_market/consultations/2009/deposit_guarantee_schemes_en.htm. 
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transparently the results of the public consultation. These recommendations were taken into 
account in the following way:  



The evidence base has been further strengthened given the scale of the suggested policy 
changes and the cost implications (see in particular 7.8). Several quantitative annexes have 
been added. A more extensive analysis of the problems with the current level of 
harmonisation has been provided (see in particular 4.1). The subsidiarity and proportionality 
of the suggested increase in harmonisation and the phasing-out of national DGS features 
offering higher coverage has been assessed in greater depth (see 5.). The report has also 
provided a stronger justification for specific parameters, notably the nominal coverage level 
(see 7.1), the preference for a single payout within a short delay (see 7.5), the split between 
ex-ante and ex-post financing and the target level for funds at DGS disposal (see 7.8). The 
report has indicated clearly (where appropriate) where these will be particularly relevant for 
certain Member States or stakeholders. Finally, the results of the public consultation have 
been visibly and transparently integrated into the analysis (see in particular Chapter 7). Some 
annexes were added in order to accommodate the comments of the Board. 



3. POLICY CONTEXT AND SCOPE OF THE IMPACT ASSESSMENT  



3.1. Policy context 



The Council of the European Union agreed on 7 October 2008 that it was a priority to restore 
confidence and proper functioning of the financial sector. It committed to take all necessary 
measures to protect the deposits of individual savers and welcomed the intention of the 
Commission to bring forward urgently an appropriate proposal to promote convergence of 
DGS. The Council also agreed that all Member States would, for an initial period of at least 
one year, provide deposit guarantee protection for individuals for an amount of at least  
€50 000, acknowledging that many Member States determined to raise their minimum to at 
least €100 000.  



Following that, on 15 October 2008, the Commission adopted a proposal to amend the DGS 
Directive. It underwent some changes during the legislative proceedings and the final text was 
published on 13 March 2009 (see Annex A).  



There was general agreement between the Council, the European Parliament and the 
Commission that those amendments could only be an emergency quick-fix measure when the 
crisis aggravated in order to restore and maintain the confidence of depositors. The need for 
swift negotiations (adoption by the European Parliament within two months) would not have 
allowed a satisfactory response to all open issues. This is why the amendments include a 
broad review clause on all aspects of DGS.  



The need to reinforce DGS by appropriate legislative proposals has been reiterated in the 
Commission Communication of 4 March 2009 on 'Driving European recovery'9 and is part of 
the political guidelines of President Barroso of 3 September 2009. 



In its Communication of 20 October 200910, the Commission consulted on the tools that are 
considered necessary for an EU crisis management framework. These tools range from 'early 



                                                 
9 COM(2009)114, p. 4. 
10  COM(2009)561. 
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intervention' actions by banking supervisors aimed at correcting irregularities at banks, to 
bank resolution measures which involve the reorganisation of ailing banks, to insolvency 
frameworks under which failed banks are wound up. The current review of DGS should be 
seen in this context as well since DGS are only triggered if a bank cannot be saved by other 
measures. The better the crisis management tools are, the lower the probability that DGS are 
triggered. Moreover, a discussion of crisis management also raises the question to which 
extent DGS should be actively involved in it provided that they are soundly financed, which 
will be dealt with in section 7.10 of this report and in forthcoming initiatives on crisis 
management. 



3.2. Scope of the impact assessment  



This impact assessment is a basis for both the report to the European Parliament and the 
Council and for the legislative proposal to amend Directive 94/19/EC. It covers the following 
issues which are determined by the review clause of Article 12(1) of the Directive: 



“(a) the harmonisation of the funding mechanisms of deposit-guarantee schemes addressing, in 
particular, the effects of an absence of harmonisation in the event of a cross-border crisis, in regard to 
the availability of the compensation payouts of the deposit and in regard to fair competition, and the 
benefits and costs of such harmonisation; 



(b) the appropriateness and modalities of providing for full coverage for certain temporarily 
increased account balances; 



(c) possible models for introducing risk-based contributions; 



(d) the benefits and costs of a possible introduction of a Community deposit-guarantee scheme; 



(e) the impact of diverging legislations as regards set-off, where a depositor’s credit is balanced 
against its debts, on the efficiency of the system and on possible distortions, taking into account cross-
border winding-up; 



(f) the harmonisation of the scope of products and depositors covered, including the specific needs of 
small and medium enterprises and local authorities; 



(g) the link between deposit-guarantee schemes and alternative means for reimbursing depositors, 
such as emergency payout mechanisms. 



If necessary, the Commission shall put forward appropriate proposals to amend this Directive.” 



Furthermore, Article 10(1) of Directive 2009/14/EC sets out that: 



“by 16 March 2011, the Commission shall submit to the European Parliament and to the Council a 
report on the effectiveness and delays of the payout procedures assessing whether reduction to 10 
working days of the delay referred to in the first subparagraph could be implemented.” 



Article 7 of Directive 2009/14/EC required Member States to increase the coverage level to at 
least €50 000 by the end of June 2009 and obliged them to implement the coverage level of 
€100 000 by the end of 2010. This level will be fixed, i.e. in general DGS will not be 
permitted to offer higher or lower coverage.  



The Commission has been tasked to assess retroactively whether this increase is appropriate 
and whether it is viable for Member States. In this context, it has to be borne in mind that 
DGS are financed by banks and the Commission intends to maintain this requirement. That 
means that the budget of Member States is not directly concerned by the DGS Directive. The 
recent crisis has shown that in a systemic crisis, DGS may reach their limits. However, even if 
in such cases governments stepped in under strict obedience of state aid rules, this would not 











EN 9   EN 



be triggered under a legal obligation in the DGS Directive and 'viability for Member States' is 
therefore not subject of this impact assessment11.  



4. PROBLEM DEFINITION  



Currently, there are 39 DGS in 27 Member States. They are very different as regards the 
number of member banks (ranging between 6 and 1209 in 2008), their human and financial 
resources (between 0 and 168 persons of permanent staff – see Annex 27), their 
administrative setup (16 schemes are private, 13 schemes are public, 10 schemes are 
characterised by both public and private elements) and the available ex-ante financial 
resources (between €0 and €6.5 billion in 2007 – see, for example, Annex 13). In some 
Member States, notably in DE and AT, there are also mutual and voluntary guarantee 
schemes, which reinforce or replace  statutory DGS subject to the Directive. 



The problems inherent to this fragmentation of DGS are spelled out below and summarised in 
a 'problem tree' at the end of this chapter.  



4.1. Differences in the level and scope of coverage of DGS 



4.1.1. Diverging and inappropriate level of coverage 



The approach of minimum harmonisation, introduced by the Directive 94/19/EC, has resulted 
in significant differences between the coverage levels in the EU. They currently range from 
the minimum of €50 000 in nine Member States to €103 291 in IT12 (see Annex 1 for more 
details). The coverage ratios, i.e. the ratios between available DGS funds and eligible 
deposits, are also very different throughout the EU (see Annex 16).When the financial crisis 
aggravated in autumn 2008, most Member States either raised their coverage levels to €50 
000 or €100 000 or issued unlimited guarantees, sometimes covering not only deposits but all 
liabilities of banks. First, on 20 September 2008, the Irish government announced its 
commitment to provide increased coverage of €100 000 for Irish banks but for a few days 
excluding subsidiaries of foreign banks. Moreover, the government law of 30 September 2008 
gave temporary unlimited state guarantees for major Irish banks. As a result, depositors 
quickly shifted money to banks covered by higher or unlimited guarantees, notably from UK 
to IE13. This created heavy liquidity strains to the banks not covered by such guarantees. In 
this situation, in early October 2008, the UK authorities were forced to raise the coverage 
level from £35 000 to £50 000. In order to avoid competitive disadvantages and prevent the 
outflow of deposits, other Member States were also forced to increase radically their coverage  
(for example, in early October 2008, AT adopted law on temporary unlimited coverage for 
individuals, and the governments in GR and DE also declared unlimited deposit guarantees 
but they were not followed by any legislative action). Those actions were undertaken 
unilaterally in an uncoordinated way, and – as they were followed by other Member States – 
contributed to serious competitive distortion between Member States, undermining depositor 
confidence and threatening the overall stability of the EU financial markets. In order to 



                                                 
11  However, since the fiscal support measures for banks in the financial crisis, in particular the 



recapitalisation measures (expressed as a percentage of eligible deposits) were by far more expensive 
than the measures proposed here, it can be concluded that the increase in coverage level introduced by 
Directive 2009/14/EC would be viable even if governments were forced to repay depositors. 



12 In Norway (EEA country), the coverage level is equivalent to over €240 000. 
13 http://www.breakingnews.ie/ireland/savers-shifting-cash-to-irish-banks-379909.html; 



http://www.guardian.co.uk/politics/2008/oct/02/alistairdarling.ireland.  
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maintain depositor confidence and prevent runs on banks, the ECOFIN Council had to 
intervene urgently14.  



Therefore, the above experience confirms two aspects: 



- the approach of minimum harmonisation as to coverage levels lead to unwanted side-effects 
and seriously jeopardised financial stability, and, on the other hand 



- the level of coverage as stipulated by Directive 94/19 (minimum €20 000) was too low .  



This current level of coverage is insufficient since even before the crisis (in 2007), the 
average household deposits amounted to more than €50 000 in at least five Member States 
and were only slightly below this amount in two other Member States (see Annex 7).15 The 
events have also shown that there is a lack of cooperation between Member States, which is 
aggravated by the fragmentation of DGS (several DGS in many Member States) that makes 
cooperation even more difficult. 



Moreover, under a coverage level of €50 00016, only 91% of the number of eligible deposits 
would be covered17. This means that at least 9% of depositors are likely to run on a bank. 
Given that many depositors perceive themselves wealthier than they are, at a coverage level of 
€ 50 000, there might even be more than 9% running on their bank. Papers of the Basel 
Committee for Banking Supervision define deposits as 'unstable' if there is a run-off-factor of 
7.5% of depositors18. A coverage level at €50 000 would therefore be dangerously low. 



As to the minimum harmonisation, the threat to consumer's confidence and financial stability 
will exist as long as there are different coverage levels in Member States. In this context, it 
should be noted that sizeable deposit movements, based solely on one factor (the coverage 
level), may involve significant costs for depositors (as, for example, they may lose some 
interest rate earnings due to switching from one bank to another), banking industry (as such 
sudden and significant outflow of deposits may create heavy liquidity strains to the banks 
experiencing it), as well as real economy (as banks may limit their lending activity in times of 
financial instability, and eventually government intervention and the use of public funds may 
be necessary).  



                                                 
14  The ECOFIN Council agreed on 7 October 2008 that all Member States would, for an initial period of 



at least one year, provide deposit protection for individuals for at least € 50 000, acknowledging that 
many Member States had already determined to raise their minimum to at least € 100 000. The 
ECOFIN Council also welcomed the intention of the Commission to bring forward urgently an 
appropriate proposal to promote convergence of DGS. 



15  In particular, the coverage level of €50 000 is inappropriate for the old Member States (EU-15). The 
average size of household deposits in the EU-15 was about €41 400 as of end-2007. Assuming similar 
deposit growth rates as in the previous years (about 5% per year), one could expect an average deposit 
in those Member States of roughly €53 000 or €58 000 within the next 3-5 years respectively.  



16 Directive 2009/14/EC required Member States to increase the coverage level to at least €50 000 by end 
of June 2009 and obliges them to implement coverage level of €100 000 by the end of 2010 



17 It would not be useful to refer to total deposits since they contain a large part of ineligible deposits (i.e. 
by financial institutions) and their comparison with covered deposits would consequently not lead to 
relevant results.  



18 Basel Committee on Banking Supervision, International framework for liquidity risk measurement, 
standards and monitoring, December 2009/April 2010. 
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As indicated in recent international research19, differences in deposit insurance guarantees 
across countries (as well as within a given country, i.e. co-existing different levels of deposit 
insurance for host-country banks and branches of foreign banks) may have implications for 
competition among banks operating in these markets as well as give rise to consumer 
protection issues. It is also argued that deposit insurance coverage – like any guarantee – 
gives rise to moral hazard and it is most relevant in the case of either implicit or explicit 
provision of unlimited coverage (such as those announced by some governments in autumn 
2008). Finally, speaking of moral hazard and unlimited coverage, it is argued that once a 
government granted (limited or unlimited) guarantees, there may be a general perception that 
a government guarantee will always be made available during a crisis situation.  



Moreover, in times of stability, some depositors might base their choice of product or service 
not on its price and quality but on the merits of the DGS that covers it, potentially distorting 
competition and limiting the benefits of the Internal Market since banks cannot choose their 
DGS. On the contrary, it could be argued that depositors might, in order to avoid having 
deposits above the coverage level, split up deposits and open accounts at several banks, which 
could actually enhance competition. However, it should be considered that such behaviour 
would seem to highly depend on the product (with savings accounts seeming easier to split 
than current accounts), on banks' policies, in particular 'product tying', i.e. offering better 
conditions if savings and current accounts are held at the same bank, and on the bank fees that 
could multiply. In UK, splitting up deposits was considered 'accidental'20 and in the public 
consultation, on request only anecdotal evidence was provided that sometimes such splitting 
had been observed.  



The current Directive intends to mitigate such distortions by topping up arrangements. For a 
better understanding of their function, it is essential to know that the sole responsibility to 
reimburse depositors lies with the DGS of the country where the bank has its registered seat, 
regardless whether the bank is a stand-alone company or a subsidiary controlled by another 
company. This responsibility extends to all legally dependent parts of a bank, i.e. its branches, 
even if they are located in another Member State. 



However, in case of branches, if the coverage in the host country is higher or more 
comprehensive than in the home country, the current regime provides the option for the bank 
to join the host country DGS for the difference in coverage. This is called 'topping up 
arrangement' and means that two DGS (from home and host country) are involved when 
depositors of such a branch are to be paid out. Topping up arrangements are very complex 
because the current Directive has only harmonised DGS on a minimum level and frictions 
occur if DGS operating under different national rules must cooperate. Topping up can also 
lead to delays in payout since two DGS, which have to coordinate their actions, are involved 
in the process. Such arrangements cause confusion for depositors who do not understand why 
they have to deal with two DGS for one account as is evident from complaints in the context 
of the failure of Icelandic banks. 



                                                 
19  See S. Schich, Challenges associated with the expansion of deposit insurance coverage during fall 2008, 



May 2009 (http://www.economics-ejournal.org/economics/journalarticles/2009-20). 
20 FSA, Consumer awareness of the Financial Services Compensation Scheme, Research Paper no. 75, 



January 2009, p. 9 (http://www.fsa.gov.uk/pubs/consumer-research/crpr75.pdf). 
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4.1.2. Non-harmonised exemptions from a fixed coverage level 



From end-2010, Member States will be required to fix coverage at a certain level for the DGS 
being subject to the Directive. Currently, exceptions from this fixed level are only granted to 
Member States where they had been in force on 1 January 2008 ('grandfathering'). Such 
exceptions, if limited to a few Member States, could lead to an unlevel playing field as 
described below in the context of diverging scope and eligibility criteria throughout the EU.  



In particular, in DK, pension deposits are covered far beyond the coverage level, and in FI, 
temporary high account balances resulting from real estate transactions are also covered at a 
higher level. UK is considering the introduction of such protection extended to pension 
payments and compensations for damages or injuries (if paid as lump sums) and other life 
events, such as inheritance, divorce, etc. On the one hand, such exemptions could improve 
depositor confidence by better protecting their wealth in exceptional circumstances. On the 
other hand, the more numerous and complicated the exemptions, the more resources of the 
DGS (staff, time and money) are bound during the payout process. 



4.1.3. Eligibility of depositors – discretionary exclusions  



Annex I of Directive 94/19/EC allows Member States to exclude protection for many different 
types of depositors. Currently, Member States exclude most deposits and depositors 
enumerated in Annex I of the Directive (see Annex B to this report). 



In general, the fact that the exclusions are discretionary entails some problems. First, it is 
questionable whether the protection is appropriate, i.e. if the depositors and deposits subject to 
the discretionary exclusions should be protected or not. While the inclusion of certain 
depositors or products could improve depositor confidence by better protecting their wealth, 
their exclusion would save money to DGS and banks financing them. Second, the wide range 
of discretion may lead to the same problems as widely diverging coverage levels: market 
distortions if depositors choose the most comprehensive DGS, not the best product. (see 
Section 4.3). Only well-informed depositors would act in this way. However, the fact that 
some depositors were alerted by the media in the financial crisis as far as failures of particular 
banks were considered likely does not mean that the majority of depositors were profoundly 
informed about their function. Consequently, it is also relevant that depositors may not always 
be informed whether they are eligible or not. Finally, differences in depositor and product 
eligibility stemming from the lack of harmonisation affect the ability of DGS to make fast 
payouts since such differences (notably if numerous) complicate the process of claims 
verification.  



The discretionary exclusions and specific problems resulting from them can be categorised as 
follows: 



• Enterprises in the financial sector, i.e. financial institutions, insurance, investment funds, 
pension funds (Annex I no. 1, 2, 5 and 6 of the Directive). Banks are ineligible under 
Article 2 of the Directive.  



• Authorities at central and local level (Annex I no. 3 and 4). Authorities can be expected to 
act responsibly and not to run on banks. They are also quite limited in numbers in 
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comparison with depositors21 and are subject to DGS coverage only in 7 Member States 
(CZ, DE (partially), DK, FI, GR, LT, PL and SE).  



• Depositors having a relationship with the failed bank, like managers, directors, important 
shareholders (>5%), auditors (and their close relatives), companies in the same group, 
depositors that obtained special conditions aggravating the financial situation of the bank 
(Annex I no. 7, 8, 9 and 11). Most of these depositors are difficult to identify and it leads to 
unnecessary payout delays to verify their eligibility. Moreover, such exclusions generally 
punish depositors who might not at all be responsible for the bank failure. In case of such 
exclusions, individual responsibility would be insinuated by law or determined by the DGS 
and not by the competent authorities and courts.. 



• Depositors who opened their account anonymously (Annex I no. 10). Anonymous accounts 
are now forbidden under Article 6(1) of Directive 2005/60/EC on the prevention of the use 
of the financial system for the purpose of money laundering and terrorist financing22.  



• Small and medium enterprises (SME). Currently, only deposits of companies that are 
permitted to draw up abridged balance sheets23 must be covered (Annex I no. 14). This 
definition deviates from the Commission Recommendation on micro, small and medium 
enterprises24 (Annex 10a to this impact assessment contains a comparison of the different 
categories of SME). 



The Commission has been explicitly tasked to examine whether the coverage of SME is 
appropriate. Since, according to Eurostat, there are 20 million SME representing the majority 
of enterprises in the EU (99.8%), their confidence is crucial as to the risk of bank runs. 
Among micro, small and medium enterprises, the largest group is the first one, but they are 
comparable in terms of the amount of their eligible deposits (see Annex 10c-d). 



The existence of smaller enterprises may be jeopardised if they have no access to their 
deposits after a bank failure, which may lead to negative consequences for the economy as a 
whole and strain public welfare. Moreover, determining during the payout procedure whether 
a company is an SME, i.e. if it is permitted to draw up abridged balance sheets (this comprises 
even companies whose balance sheet is not abridged), is time consuming, resource binding 
and therefore delaying payout for all depositors. 



                                                 
21 Throughout the EU, there are 121 000 local authorities and more than 450 million depositors. 
22  OJ L 309, 25.11.2005. 
23 More precisely, companies which – as of their balance sheet dates – exceed the limits of at least two of 



the three following criteria: a balance sheet total of €4.4 million, a net turnover: €8.8 million or an 
average number of 50 employees during the financial year. Only companies can be excluded, i.e. not 
self-employed natural persons or partnerships (unless they are special partnerships where shares are 
issued; for details see Article 1(1) of Directive 78/660/EEC).  



24 Article 8(1) of the Annex to the Commission Recommendation 2003/361/EC of 6 May 2003, OJ L 124, 
p.36: "Any Community legislation or any Community programme to be amended or adopted and in 
which the term ‘SME’, ‘microenterprise’, ‘small enterprise’ or ‘medium-sized enterprise’, or any 
other similar term occurs, should refer to the definition contained in this Recommendation." In contrast 
to the current regime that allows the exclusion of certain companies, an SME can have any legal form. 
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4.1.4. Scope of covered products  



Currently, coverage of at least €50 000 per depositor and per bank25 is required by the 
Directive. Several deposits at the same bank are aggregated. There are considerable 
differences in the scope of deposits covered by DGS across the Member States (see Annex B). 
The mere existence of these differences raises level-playing field issues since depositors may 
choose the product according to the deposit protection offered, which a bank cannot choose 
and banks which cannot 'offer' such protection may suffer from competitive disadvantages.  



Structured products 



The current definition of 'deposit' in Article 1(1) of the Directive26 leaves some room for 
interpretation as regards the coverage of so-called 'structured products'27. A structured product 
is a combination of a deposit and an investment product, where the return is dependent on the 
performance of some underlying financial instrument such as market indices, equities, interest 
rates, commodities, foreign exchange, etc. These products incur market risk (i.e. the risk of a 
changing market price of the underlying) which is not covered by any protection scheme if the 
underlying is acquired directly. If only the interest is subject to a certain underlying, the 
principal of the deposit should be repaid in the worse case scenario at par; otherwise, the 
depositor could be repaid less than 100% of his deposit. Even though the current definition in 
Article 1(1) is not very concise and there is no other definition of deposits in Community law 
on financial services, it seems to be clear from the general meaning of the word deposit (i.e. to 
place for safekeeping or in trust) that deposited items usually have to be returned in full. 
Moreover, deposits have an inherent 'guarantee' as it is their key feature that they are 100% 
repayable so that there is no need for a guarantee apart from a deposit guarantee28.  



If products (i) which incur market risk, (ii) are subject to a particular guarantee, or (iii) whose 
principal is not repaid at par, were to be covered by DGS, it could lead to additional losses for 
DGS if they had to cover particular risks incurred by such products. As explained above, ICS 
would not cover market risk either (for more information on ICS, see Annex C). 



Debt certificates issued by a credit institution 



The coverage of debt certificates issued by a credit institution (Annex I of the Directive, no. 
12) is subject to the discretion of Member States. In case of debt securities issued by a bank, 
their market price (if any) depends mainly on the insolvency risk of the issuer (i.e. the bank) 
and a change of interest rates.  



In contrast to this, in case of debt securities issued by non-banks these risks are covered 
neither by DGS nor by ICS. Consequently, banks as issuers of debt securities are privileged 



                                                 
25 Exceptions apply, see Article 8 of Directive 94/19/EC. 
26 "'Deposit' shall mean any credit balance which results from funds left in an account or from temporary 



situations deriving from normal banking transactions and which a credit institution must repay under 
the legal and contractual conditions applicable, and any debt evidenced by a certificate issued by a 
credit institution." 



27 See also the Communication on Packaged Retail Investment Products (PRIPS), COM(2009)402 (p.4) 
for a distinction between structured securities and structured deposits 



28 It should be noted that guaranteed repayments are also subject to a different prudential treatment than 
deposits. Repayment guarantees concerning a product incurring a loss when repayment is due, have to 
be treated as off-balance sheet items under Article 78 of Directive 2006/48/EC and its Annex II. 
Provision thus has to be taken in addition to the general prudential requirements that indirectly also aim 
at protecting deposits. 
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over other issuers. This argument was also raised during the public consultation by investment 
funds associations who feared competitive distortions since deposits of investment funds are 
not covered by DGS either. 



Moreover, holders of debt securities can in general not exercise their claims against the bank 
before maturity, so unlike with regard to holders of savings or current accounts, there is a 
limited risk for bank runs. 



More specifically, the current setup regarding debt securities is inconsistent in itself. While 
'debt evidenced by a certificate' is covered by DGS, 'debt securities and liabilities arising out 
of own acceptances and promissory notes' can be excluded from coverage. However, despite 
the different terms both categories seem identical since a debt security is typically a debt 
evidenced by a certificate. Own acceptances and promissory notes are also debt evidenced by 
a certificate. 



This is also confusing for depositors. In all but three Member States (HU, LV and SE)29 'debt 
securities and liabilities arising out of own acceptances and promissory notes' are excluded 
(see Annex B). 



Deposits in currencies of non-EU countries 



The coverage of deposits in currencies of non-EU countries (Annex I no. 13) is subject to the 
discretion of Member States. In 6 Member States, such accounts are currently excluded (AT, 
BE, CY, DE, LT and MT). However, exclusion of such deposits may lead to an inappropriate 
coverage, in particular for SME which might need such accounts for dealing with non-EU 
countries. Moreover, in a globalised world, such accounts may be necessary where some 
members of families live abroad. Their exclusion could thus be regarded unfair for them.  



Overlap between DGS and investor compensation schemes (ICS) 



In contrast to the DGS Directive, Directive 97/9/EC on ICS shall cover losses of investors in 
securities, such as equities and bonds, but also money linked to transactions in those 
investments in specific cases (see Chapter 1 and Annex C).  



However, securities (i.e. debt evidenced by a certificate issued by a credit institution) and 
money linked to transactions in investments (such as the proceeds arising from a sale of an 
investment product or money paid for buying an investment product so long as the transaction 
has not been executed yet) can fall within the scope of both the DGS and ICS Directives. In 
such cases Member States have discretion to choose one scheme they consider appropriate so 
as to prevent a reimbursement taking place twice30. 



However, ICS and DGS provide different kinds of safeguards for consumers. The recent 
changes of DGS by Directive 2009/14/EC (notably the increase of the coverage level to €100 
000) have not been taken over by the ICS Directive. In particular, compared with DGS there 
are no strict time limits for triggering the ICS. Whereas from end-2010 onwards the DGS has 
to be triggered at the latest one week after the inability to repay deposits, there is no 
comparable deadline for ICS but changes are underway. 



                                                 
29 In DE, such products are included by mutual guarantee schemes. However, these schemes are not 



subject to Directive 94/19/EC. 
30 Directive 97/9/EC on investor compensation schemes, Article 2(3).  
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An unlimited discretion for Member States to choose the scheme if the products concerned 
fall both within the scope of ICS and DGS could therefore circumvent the improvements 
achieved for depositors. This could in extremis mean that it is in the discretion of Member 
States to pay depositors much less after a longer period of time. 



4.2. Inadequate payout procedures  



4.2.1. Inappropriate payout delay 



Under the current regime, depositors must be paid out within 3 months after the bank has 
declared to be unable to repay deposits. From the end of 2010, this delay has to be reduced to 
20 working days with a possible extension of further 10 working days (i.e. 4 to 6 weeks). 
Currently, competent authorities must determine the 'inability to repay deposits' (i.e. the 
triggering date) within 21 days and from end-2010 onwards within 5 working days (i.e. one 
week)31. These delays must be taken into account for calculating the actual payout delay. The 
maximum delay from 2010 onwards will thus be 7 weeks. However, there are better practices. 
Even if the US scheme (which pays depositors out within two working days32) is not a fully 
relevant example for EU DGS at the moment33, it should be noted that the UK authorities 
envisaged shortening the payout delay to one week34.  



The payout delay of 4-6 weeks is simply too long since depositors need constant access to 
their funds in order to buy food, pay bills, etc. If depositors have the choice to withdraw their 
deposits before the DGS is triggered or to wait several weeks after the DGS steps in, they will 
run on their banks since most of them would not have the funds for their usual expenses 
available for more than a few days35. Thus, the possibility of long delays would prompt a run 
on a bank even if deposits were 100% covered. Furthermore, bank customers with a current 
account need access to basic banking services. 



Long payout delays are also caused by late access to information about deposits and the lack 
of human and technical resources of DGS36. Three quarters of all DGS have to rely on 
external workforce (see Annex 27), half of DGS have no regular access to deposit information 
and only one third has any contingency planning in place37. 



                                                 
31 According to the collected data, 93% of deposits were repaid within 3 months, and around 97% within 9 



months; concerning the number of reimbursed depositors, the average ranged from 72%, within 3 
months, to 82%, within 9 months. 



32 "It is the FDIC's goal to make deposit insurance payments within two business days of the failure of the 
insured institution" (see http://www.fdic.gov/consumers/banking/facts/payment.html).  



33  The US FDIC has a much broader mandate than EU DGS (it acts as supervisor, paybox and receiver). 
Moreover, it makes payouts after a 90-day pre-closing period. 



34 Bank of England, HM Treasury, FSA, Financial stability and depositor protection: further consultation, 
July 2008, p. 74 (http://www.fsa.gov.uk/pubs/cp/jointcp_stability.pdf); see also Ernst & Young, Fast 
payout study – final report, November 2008 (report commissioned by the FSA, BBA and FSCS, 
available at http://www.fsa.gov.uk/pubs/other/fast_payout_report.pdf). 



35 FSA, Consumer awareness of the Financial Services Compensation Scheme, op.cit., p. 11: "With regard 
to how long they felt they could cope if they were cut off from their current or deposit accounts (i.e. if 
their bank failed), respondents’ answers varied with their circumstances: those with only a current 
account, limited savings and few or no cards to fall back on felt they could only manage for up to a 
couple of weeks, which they would do by borrowing, primarily from family members. Some felt they 
could not manage for more than a few days or a week."  



36 EFDI, Report on improvement of payment delays to depositors and promotion of best practices, May 
2008, pp. 35, 37, 42 and 43. 



37 Ibid, p. 38. 
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At any rate, the forthcoming deadline being calculated in working days (according to the 
proposal as finally adopted – see Annex A) entails additional problems. Since there are 
different national holidays, this is not only opaque for depositors but can also lead to different 
payout delays in cross-border cases.  



4.2.2. Inadequate payout modalities 



In their correspondence to the Commission, depositors raised concerns about the payout 
modalities. Many depositors were concerned that in some recent bank failures there was no 
information provided by DGS in depositors' language about the state of play and on how to 
submit claims (or information was late and outdated). The mere need for claims – often still to 
be submitted on paper and based on information that in case of 'internet banks' may not be 
accessible when websites of such a bank are not operational – constituted a serious problem 
for depositors. Any difficulty and lack of transparent processes before and during the payout 
procedure may undermine depositor confidence in DGS. 



Currently, 30 DGS pay depositors out in the currency of their Member State whereas 5 DGS 
pay them out in the currency 'as paid in'38. Some depositors were worried that they would 
receive their reimbursement in the currency of the bank's home country even though their 
deposits were denominated in euro. The possibility to transfer currency risk to depositors may 
undermine their confidence in DGS and – at least together with other problems – induce a run 
on banks. Moreover, a payout in a different currency than the one of the DGS is likely to 
delay the process. 



It should be noted that this risk of delay does not only materialise in case of deposits in 
currencies other than the currency of the Member State where a bank or a branch is located 
but also in the situation where e.g. a bank from a country outside the euro area opens its 
branch in a euro-area country and deposits are taken in euro. In this respect, a payout in 
another currency than paid in could also have distortive effects since deposits with branches 
of foreign banks would become less attractive then. 



Currently, two thirds of DGS pay interest until the date of failure; those paying longer apply a 
fixed rate, a market rate or the originally agreed rate39. Depositors were worried that payout 
might not include interest payments if those would only be due after the time of failure.  



This shows that under the current approach depositors have no clear picture about how payout 
is executed and what they receive in case interest has not yet been credited to their account, in 
particular when the failure happens before interests are due, i.e. before maturity. The impact 
of this uncertainty on the possibility of bank runs may be low since interest rates on current 
accounts, are normally quite low and savings deposits may - pending their conditions - not be 
eligible for withdrawal before maturity or if so, interest payments would be reduced anyway. 
However, any uncertainty does not contribute to trust in DGS which is a prerequisite for 
financial stability.  



Moreover, with regard to structured products, the calculation of the interest payment may be 
difficult and time-consuming or may even sometimes not be calculable at all. Similarly, banks 
offering exceptionally high interest rates could lead to financing problems of DGS if this has 



                                                 
38 Ibid, p. 27. 
39 Ibid, p. 40. 
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not been taken into account when calculating the contributions of such banks. Both issues are 
not dealt with by the current Directive. 



4.2.3. Inappropriate set-off arrangements  



Currently, 22 Member States allow that deposits are set off against due liabilities of the 
depositor (e.g. instalments of mortgages) at the same bank or counterclaims against the 
depositor (e.g. the entire mortgage loan). This is not the case under normal circumstances if 
instalments are duly paid. In such case, if liabilities reach or exceed deposits, set off with due 
claims or counterclaims reduces and, in extreme cases, eliminates any payout from a DGS. If 
depositors know that their deposits and liabilities will be set off, they will prefer to run on 
their banks in order to get their deposits paid out in full. Those who do not do so might be 
paid out nothing and put under financial stress. Moreover, determining liabilities and 
matching them with deposits is time consuming and therefore likely to delay payout40. 



4.3. Insufficient depositor information 



Currently, actual and intending depositors must receive the information about the DGS 
covering their deposits including the amount and scope of coverage and whether their deposits 
are eligible or not. That information must be made available in a readily comprehensible 
manner. Information must also be given on request on the conditions for compensation and 
the formalities which must be completed to obtain compensation. All information must be 
given in the languages of the Member State in which the bank or the branch is established. It 
is within the discretion of Member States how exactly the information is provided. 



If depositors do not know whether and to what extent their deposits are protected, there is a 
risk that they will run on their banks in times of crisis. They may also hesitate to deposit their 
money at foreign banks or branches if they do not know how other country schemes function. 
They might be concerned that in case of a bank failure, they might not get their money back 
since they might not know or understand the procedures to follow. Depositors might be 
susceptible to financial losses if they discovered only after the fact that they are not eligible or 
that not all their financial products are covered or that all their deposits at one bank are 
aggregated in order to determine whether they are covered. And if they are uncertain about 
any of these aspects of deposit protection, it could lead to the lack of confidence in DGS, thus 
contributing to the possibility of a run on banks. 



In 2008 and 2009, the Commission received many requests from citizens who wanted to know 
how their deposits are protected. The Commission services understand that DGS or consumer 
organisations also received many such requests. The lack of awareness about the key features 
of the responsible DGS is illustrated by recent consumer research undertaken in the UK41. 



                                                 
40 Ibid, p.23: "Out of those DGS that apply set-off, 40% have experienced deposit payout. Five DGS 



applying set-off had asked for an extension of the three months period (45%)." 
41 FSA, Consumer awareness of the Financial Services Compensation Scheme, op.cit., p. 19: "Although 



awareness of the FSCS [the UK DGS] by name was very low among the groups, many respondents 
thought there was ‘something’, and a few of the wealthier respondents mentioned a figure of around 
£30,000-£35,000 of savings which was guaranteed. All the Northern Rock customers knew it was 
£35,000 but were still unfamiliar with the FSCS by name. Almost nobody knew anything more about the 
scheme or how it worked (e.g. with regard to protection being based on a bank's authorisation or debt 
and savings relationships), and none knew how it was funded. (…) Without guidance, most assumed it 
to be a government scheme or some form of private sector insurance." 
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Even though a relatively high number of depositors was alerted by the media in the financial 
crisis about the strength of their DGS in particular cases and sometimes this led to shifting 
deposits elsewhere as described above, the correspondence addressed to the Commission 
services shows that many depositors did not feel profoundly informed about the function of 
DGS. 



For example, depositors at branches of Icelandic banks complained to the Commission that 
the distinction between branches and subsidiaries, which can lead to different DGS dealing 
with payout, was confusing (see Section 4.6). Those depositors preferred a point of contact in 
their country of residence and consequently, in their language. Others were worried that 
payout might not include interest payments if the interest payments would only be due after 
the time of failure. Currently, these issues are indeed not dealt with by the Directive. This lack 
of clarity compromises depositor confidence.  



All deposits of a depositor at a bank including its branches are aggregated. If a depositor has 
e.g. a savings account of €30 000 and a current account of €40 000 at the same bank, the 
depositor would only receive €50 000 if this is the coverage level in a Member State. This 
may lead to problems if different products such as savings and current accounts are traded 
under different brand names even if they are sold by the same bank42. In such a case, the 
depositor may not know that both accounts are aggregated for the purpose of calculating the 
coverage level. 



A lack of information about what and to which extent products are covered by DGS may also 
lead to choosing inappropriate products and consumers may thus not fully exploit all options 
available in the Internal Market. 



4.4. Inappropriate financing of DGS 



4.4.1. Different DGS funding mechanisms and bank financing obligations across the EU 



DGS are principally funded by banks paying contributions to them. Currently, in 21 Member 
States such contributions are paid in advance on a regular basis (ex-ante) while in six Member 
States (AT, IT, LU, NL, SI and UK) banks only contribute after a failure (ex-post). Other 
financing sources are loans taken by the DGS or direct state interventions.  



Consequently, the level of DGS funding is very different throughout the EU. Ex-post funded 
DGS have no funds available when there is no bank failure. In terms of the ratio between ex-
ante funds and eligible deposits (coverage ratio, see also Annex 16), there is a range between 
0.01% and 2.3%. For smaller banks (i.e. banks not belonging to the top-10 deposit takers at 
each DGS), these ratios are much higher with an average of 7.9%. To illustrate these 
percentages, the amount of ex-ante funds ranged in 2007 between €6.9 million in MT and 
€6.5 billion in ES. At the same time, the maximum resources available to DGS (ex-ante 
schemes plus ex-post contributions) amounted to between €27 million and €8.1 billion in 
those Member States respectively. For comparison, the amount of eligible deposits in the EU 
is about €9.3 trillion and the amount of covered deposits (under Directive 2009/14/EC and the 
coverage level of €100 000) is about €6.7 trillion (see Annexes 2, 3 and 13a).  



When the financial crisis aggravated in autumn 2008, DGS have turned out to be 
underfinanced. The most prominent example is Iceland, an EEA country where the DGS 



                                                 
42 This situation occurs in particular in UK. 
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Directive applies. The DGS had available ISK 15 billion (approx. €120 million as of 1 
September 2008) in ex-ante funds, equivalent to 0.5% of deposits and ISK 6 billion 
guarantees as additional resources43. The savings deposits at branches of two Icelandic banks 
(Landsbanki and Kaupthing) in DE, NL and UK alone amounted to more than €8 billion44.  



In the context of the above, it is argued that in order to make deposit guarantees credible it is 
important to specify how they will financially be provided. The need for sound funding to 
ensure the effectiveness and credibility of DGS was emphasized by the developments in 
autumn 2008 when most Member States raised their coverage levels without any financial 
strengthening of their DGS. Therefore, there may be questions regarding the capacity of 
(some) governments to provide for the implicit or explicit guarantee that they have 
announced45. 



The Commission's research has shown that DGS in 6 Member States would not be capable to 
cope with a medium-sized bank failure46. In one Member State (SK), the scheme has just 
overcome a deficit in which it had been for years. In DE, the voluntary DGS had to apply for 
a state guarantee of €6.7 billion following the failure of a subsidiary of Lehman Brothers47. 
Even if a single DGS might never be able to cope with a failure of a large cross-border 
banking group, they should at least be able to deal with medium-sized failures. It should be 
noted that the DGS Directive is applicable regardless of whether there is a systemic crisis or 
not. Otherwise it could not fulfil its objective to prevent bank runs. If DGS have insufficient 
funds, depositors may be paid out only after a very long delay or not paid out at all. If 
depositors are aware of this, they will lose confidence in DGS and may potentially run on 
their banks. 



The lack of harmonisation as regards DGS funding may affect not only depositor confidence 
but also banks' competitiveness and behaviour (as it leads to significant differences in bank 
contributions to DGS). First of all, mere ex-post funding is pro-cyclical: it encourages risk-
taking in good times, but drains liquidity from banks in times of stress which might have 
implications on the level and conditions of credit supply by banks. Moreover, unlike in ex-
ante schemes the failed bank does not contribute to payout (moral hazard). Banks that do not 
have to pay ex-ante contributions are able to generate returns on these funds, which 
constitutes a competitive advantage vis-à-vis their competitors in other Member States with 
ex-ante funded DGS. This was raised by many banks and banking associations in the public 
consultation conducted by the Commission last year.48 



The access to funding beyond ex-ante funds is different, too. All but 7 DGS can borrow 
money from different sources, but 3 DGS only to a limited extent. This is problematic since 



                                                 
43 K. Jännäri, Report on banking supervision in Iceland: past, present and future, 30 March 2009, p. 8. 
44 Ibid, p. 17. 
45  S. Schich, Challenges associated with the expansion of deposit insurance coverage during fall 2008, 



op.cit. 
46 The six Member States were BE, CY, IE, IT, LV and MT. A medium-sized failure was defined in this 



context (representing a failure of intermediate size which occurred in an EU-12 country in 2003) as a 
failure concerning 0.81% of eligible deposits. Many other Member States had to rely on unlimited 
borrowing facilities in order to cope with a failure of that size (see JRC Report on the efficiency of 
DGS, May 2008). 



47 Commission Decision no. 17/2009 of 21 January 2009 (see press release IP/09/114). 
48 In contrast to this, there is research concluding that "mispriced deposit insurance and capital regulation 



were of second order importance in determining the capital structure of large US and European banks" 
(see R. Gropp, F. Heider, The determinants of bank capital structure, ECB Working Paper No. 1096, 
September 2009). 
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ex-ante funds alone may not be sufficient to pay out depositors. Where ex-ante funds are 
collected, the ratio between extraordinary (including ex-post) funds and total funds is between 
1.4% in SE and 82% in CY (see Annex 13a). If needed, all ex-ante funded DGS can request 
supplementary contributions from banks but the extent is very different (see Annex 13b). 
Taking into account additional ex-post financing facilities for ex-ante financed schemes, the 
coverage ratio ranges between 0.1% and 3.1%, while for smaller banks (as defined above) the 
average is 19.6%.  



If not all DGS are equally sound and capable to deal with a bank failure of a certain size, there 
may also be repercussions for the functioning of the Internal Market. Banks from Member 
States with very weak DGS, which establish branches in another Member State, can do so 
without being hindered by the host country. However, if the home country DGS is considered 
incapable by the host country to deal with a bank failure, the host country may not like to rely 
on the prudential supervision exercised by the home country. In the context of the recent 
Icelandic bank failures, this has led to Member States reflecting upon measures which might 
create obstacles to the freedom of establishment (i.e. to set up branches), implying a less open 
Internal Market49.  



Moreover, banking groups intending to reorganise themselves under the European Company 
statute have perceived it as tedious and burdensome to change the DGS when their 
subsidiaries would turn into branches, in particular because they did not receive their 
previously paid contributions back from the scheme they left but also had to pay contributions 
to the new scheme. 



4.4.2. Banks contributions to DGS not adjusted to risk 



In most Member States banks pay their contributions to DGS as a fixed percentage of deposits 
(usually eligible deposits). The degree of risk incurred by a given bank is not taken into 
account. This may be perceived by risk-averse banks as a competitive disadvantage and as a 
disincentive for sound risk management which may also make the financial system more 
vulnerable and induce adverse selection. 



This report does not, however, deal with systemic risk since criteria for measuring it are only 
being developed on international level. 



4.5. Limited mandates of DGS 



The powers to manage bank crises are split between different domestic authorities, ranging 
from supervisory authorities to central banks, governments, judicial authorities and in some 
cases DGS. Also, the extent of powers and the conditions governing their use differ according 
to each national system. This entails inefficient cross border bank resolutions process and 
suboptimal outcomes50.  



In this context, the Commission Communication on an EU framework for cross-border crisis 
management in the banking sector (COM(2009)561) states the following: 



                                                 
49 FSA, The Turner Review – A regulatory response to the global banking crisis, March 2009, p. 100 et 



seq. (http://www.fsa.gov.uk/pubs/other/turner_review.pdf). 
50 Impact Assessment accompanying the Communication on an EU framework for cross-border crisis 



management in the banking sector, SEC(2009)1389, p. 30. 
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"Deposit guarantee schemes could include the possibility of funding resolution measures. This 
would have the advantage that the banking sector would contribute directly to ensuring its 
own stability. However, this should not be to the detriment of compensating retail depositors 
in the event of a bank failure. In its review of the operation of deposit guarantee schemes to 
be brought forward in early 2010, the Commission will examine the use of deposit guarantee 
schemes in the context of the crisis. Alternatively, as some Member States do, the Commission 
could explore the creation of a resolution fund, potentially funded by charges on financial 
institutions which might be calibrated to reflect size or market activity." 



An assessment of the creation of a resolution fund would go beyond this impact assessment 
and will be performed as a follow-up to the Communication referred to above. 



Currently, in 11 Member States DGS have varying powers beyond the mere payout of 
depositors ('paybox' function) such as liquidity support, restructuring support or liquidation 
role (see Annex D). Such transactions may be rational if the cost for successful reorganisation 
is smaller for the DGS than the total payout to the same bank in the event of bankruptcy (the 
so-called 'least-cost principle'). The lack of coherence between national DGS roles may 
further impede coordinated actions on a cross-border basis. If a DGS can use its funds to 
support a bank in one Member State but this is not the case in another Member State, private 
sector in the former may not be willing to participate in the negotiations concerning e.g. a 
reorganisation of the bank51 if the private sector does not contribute to a similar extent than in 
the latter. A reorganisation of a bank could fail for such a reason, leaving the taxpayer to pay 
or causing financial and economic turmoil when a bank has to be liquidated. This is 
aggravated by the fragmentation of DGS since even a reorganisation in a Member State may 
be difficult if only one of several DGS can provide support and the other schemes refuse. 



The funds of a soundly financed DGS originate from the banks themselves. However, the 
current financial crisis has shown that when banks threatened to fail, they were bailed out 
mainly with taxpayers' money amounting to almost €13 billion in the EU52. 



In most Member States, the funds of DGS are either not sufficiently financed to even fulfil 
their 'paybox' role (see Section 4.4) or lack the power to participate in early interventions 
aiming at preventing a failure. If DGS have broader mandates, there could be a double impact 
by a restructuring and a payout at the same time even if occurring at different banks. 



4.6. Fragmentation and limited cross-border cooperation between DGS 



The high degree of fragmentation may mean that DGS with fewer resources would be hit 
more by a relatively big failure than a DGS with more resources be hit by a failure of a bank 
of the same size ('insurance effect'). This uneven distribution of risk is aggravated by the fact 
that there is no mutual borrowing between schemes of different Member States and 
sometimes not even between schemes within the same country. As a result, it is likely that the 
taxpayer would have to step in if a DGS has insufficient financial resources. 



                                                 
51 As defined in Article 2 of Directive 2001/24/EC: "measures which are intended to preserve or restore 



the financial situation of a credit institution and which could affect third parties' pre-existing rights, 
including measures involving the possibility of a suspension of payments, suspension of enforcement 
measures or reduction of claims". 



52 Without guarantees that are only commitments and not effective when granted (source: Public Finances 
in EMU (2009), p. 44, http://ec.europa.eu/economy_finance/publications/publication15390_en.pdf). 
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This is illustrated by the failure of an Icelandic bank that operated mainly via Internet and had 
a branch with 30 000 depositors in DE. Many depositors complained that German authorities 
and German DGS referred depositors to the Icelandic DGS. This is why a general obligation 
to mutually cooperate has already been introduced by Directive 2009/14/EC. However, this 
obligation is rather generic and does not require the host country DGS to assist and pay out 
depositors whose deposits are with a branch of a bank from another Member State (and the 
home DGS is primarily responsible). A payout by the host DGS on behalf of the home DGS 
has been requested in many complaints and petitions from depositors53. It can thus be 
concluded that currently there is no incentive for home country DGS to care about depositors 
in other Member States (i.e. host countries). 



In the context of the new EU financial supervisory architecture54 it has become more and 
more obvious that the supervisory cooperation for cross-border banking groups must be 
improved. Since banking supervisors are involved in the decision whether a bank should be 
saved or the DGS triggered, the fragmentation of DGS does not provide incentives for 
supervisors to reach a solution that is in the interest of all depositors of a banking group and 
takes into account the potential impact on the financial stability of all Member States 
concerned as required by Article 42a(3), second subparagraph, of Directive 2006/48/EC. 
While progress on burden sharing and resolution mechanisms is deemed critical to reinforcing 
trust between national authorities, the current degree of fragmentation would set incentives to 
deal separately with each subsidiary which could favour some creditors or depositors in one 
country compared to others55. 



Moreover, on 23 September 2009, the Commission adopted proposals for three Regulations 
establishing the European System of Financial Supervisors including the creation of the three 
European Supervisory Authorities. The new European Banking Authority will further 
coordinate banking supervision, in particular by setting technical standards and settling 
disagreements. 



4.7. Exemption of mutual and voluntary guarantee schemes from the DGS Directive  



Mutual guarantee schemes are schemes ensuring mutual protection of their members, i.e. 
preventing a bank failure56. They exist mainly in the sector of cooperative and savings banks 
in AT and DE. Consequently, there is in principle no need to pay out depositors since their 
banks’ operations would not cease. Voluntary guarantee schemes do not protect banks from 
failures but, based on a contract between members, in case of failure offer coverage of 
deposits that is higher and/or wider in scope than the statutory DGS subject to the Directive. 
Currently, there is only one such a scheme in DE that offer quasi-unlimited protection.  



Mutual guarantee schemes are exempt from the Directive if they fulfil the criteria under 
Article 3(1) and are acknowledged under Article 80(8) of Directive 2006/48/EC in another 
context (zero risk-weight of exposures between banks adhering to such scheme). Both articles 



                                                 
53 See e.g. Petition no. 1567/2008. 
54 Commission Communication of 27 May 2009 on European financial supervision (COM(2009)252) and 



Proposal for a Regulation establishing a European Banking Authority (COM(2009)501). 
55 COM(2009)561, p. 8. 
56 A mutual guarantee system protects the credit institution itself and ensures its liquidity and solvency. In 



an emergency, the other members of the system step in and support the bank. Such systems have in 
particular been established by cooperative and savings banks in AT and DE. 
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are not consistent with each other (see Annex E for details). Voluntary schemes are not 
covered by the Directive at all.  



Mutual guarantee schemes have been advertising with 'unlimited protection'57 even though 
they do not offer higher coverage as such. Depositors have thus not been adequately informed 
about their functioning. Maintaining the status quo, i.e. leaving such schemes apart and 
further advertising with 'unlimited protection', could lead to competitive distortions if from 
end-2010 onwards all DGS under the Directive are prohibited to increase their coverage levels 
above €100 000.  



Voluntary and mutual schemes are based on a contract between their members and most of 
them do not provide rights to depositors to claim reimbursement in the event of a bank 
failure58. However, Article 10 sets out that depositors shall have a claim against DGS under 
the Directive (for those DGS that are not exempt like the mutual schemes). This is not clearly 
mentioned on the above schemes' websites leading to the lack of depositor information. 



Moreover, since mutual schemes are exempt from the Directive, depositors would not be 
covered if a mutual system collapses59. In this context, it should be noted that details about 
the funds available to mutual and voluntary schemes have not been disclosed, even on 
request. It leaves plenty of room for speculation about their financial capacity. The voluntary 
scheme for private banks in DE, which promises coverage of up to one third of the bank’s 
own funds per depositor (i.e. de facto unlimited), asked for €6.7 billion state aid in 2008 (see 
Section 4.4.1) and has recently doubled contributions to be paid by its members60. A large 
insurance company has recently explained that it did not trust the deposit insurance of the 
private banks61. Despite the voluntary and mutual schemes in Germany, political unlimited 
deposit guarantee was given. Moreover, many of the German Landesbanken in distress which 
are members of the mutual guarantee scheme of German savings banks (except WestLB62) 
received state aid so that this scheme did not have to be tested. The protection of depositors 
could thus be compromised if they are not protected by a DGS under the Directive. 



4.8. Baseline scenario  



If the status quo is maintained, the fixed coverage level of €100 000 – paid out by DGS within 
maximum 4 to 6 weeks from the moment a bank is declared insolvent – will apply EU-wide 
from end-2010 onwards. This long payout delay together with the lack of financial capacity of 
some schemes would be insufficient to deter depositors from running to their banks in order to 
get all their deposits immediately (which happened in UK in 2007 under a coverage of only £ 
35 000) and could have severe economic consequences. Moreover, the perspective of 
depositors who owe money to their bank to be reimbursed less or not at all (set-off) in case of 
a bank failure will not calm down the depositors concerned. Consequently, the Directive 



                                                 
57 See references in the consultation paper: 



http://ec.europa.eu/internal_market/consultations/2009/deposit_guarantee_schemes_en.htm. 
58 A notable exception is the 'Raiffeisen-Kundengarantiegemeinschaft Österreich' for cooperative banks in 



AT. Article 14 of their statutes stipulates: "[In case of insolvency of a member], the association has to 
honour the protected claims against the [member] (…). To the extent that the claims are also subject to 
the statutory DGS, the claims are honoured on behalf of the statutory DGS." 



59 This is the case in DE, but not in AT where all banks including members of a mutual scheme 
('Haftungsverbund' or 'Solidaritätsverein') have to be members of a DGS. 



60 Handelsblatt, 18 January 2010. 
61 Süddeutsche Zeitung, 20 January 2010, www.sueddeutsche.de/finanzen/440/500704/text/print.html. 
62 Frankfurter Allgemeine Zeitung of 25 November 2009, p. 13. 
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would not meet its objectives in terms of protecting depositor wealth, preventing bank runs 
and contributing to financial stability. 



A varying scope of covered products and different eligibility criteria for protected depositors 
in the EU, combined with the lack of information on whether deposits are covered, would lead 
to depositors searching for the 'best DGS' when depositing their money instead of looking for 
the 'best product' or 'best service' (see 4.1).  



This and the lack of mutual cooperation between schemes in cross-border situations and the 
perspective of having to deal with a DGS in another language (as shown after the failure of 
the Icelandic banks) would lead to choosing between domestic banks only. The potential of 
the Internal Market would thus remain untapped. The new supervisory architecture described 
under would also be hampered by fragmentation and a lack of coordination (see above 4.5 and 
4.6). 



Banks, in particular those operating cross-border, would still suffer from an unlevel playing 
field if they have to pay high contributions in one Member State, but none in another one so 
long as there is no bank failure. In the latter case, they would have to provide liquidity to the 
DGS in times of general stress on banks’ liquidity. Banks will also suffer from adverse 
selection, if a sound and prudent bank has to pay the same contributions as a bank of the same 
size operating under an aggressive business model at the margin of prudential regulation and 
incurring higher risks. 
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Graph 1: Problem tree 



 



 



Source: Commission services.  
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5. SUBSIDIARITY 



Only EU action can ensure that credit institutions operating in more than one Member State 
are subject to the same requirements concerning DGS, which ensures a level playing field, 
avoids unwarranted compliance costs for cross-border activities and thereby promotes further 
integration within the Internal Market. Without harmonising the financing of DGS, depositor 
confidence could not be maintained. EU action therefore ensures a high level of financial 
stability in the EU.  



Namely the harmonisation of coverage, scope and eligibility of depositors, and of payout 
delays cannot be sufficiently achieved by Member States because it requires the 
harmonisation of a multitude of different rules existing in the legal systems of various 
Member States and can therefore be better achieved at EU level.  



This has already been acknowledged by the existing Directives on DGS63, which are all based 
on Article 53(1) TFEU. The extent of harmonisation, which goes far beyond the minimum 
harmonisation approach taken in 1994, when the Directive entered into force, is the only 
measure achieving the objective of protecting depositors, ensuring financial stability and 
enhancing the Internal Market since the minimum harmonisation approach has failed in the 
recent crisis. This has been acknowledged by the ECOFIN Council of October 2008 and 
Article 12 of Directive 1994/19/EC as amended by Directive 2009/14/EC, according to which 
a far-reaching review was necessary. 



6. OBJECTIVES 



The overarching objectives of the revision of the DGS Directive are identical with the 
objectives enshrined in the Directive: maintaining financial stability by strengthening 
depositor confidence and protecting their wealth. The pursuit of these objectives is driven by 
the need to enhance the Internal Market, which lies at the heart of the Directive. The 
following general objectives result from the recitals of the Directive and the Treaty64: 



• protecting a portion of depositor wealth in order to avoid bank runs, personal hardship and 
stress for social welfare systems;  



• ensuring financial stability by strengthening depositor confidence and a more effective 
supervision and resolution of cross-border banks;  



• enhancing the Internal Market: 



                                                 
63 Recital 17 of Directive 2009/14/EC and Recitals (not numbered) of Directive 94/19/EC. 
64 A general discussion of whether DGS as such induce moral hazard is not part of this impact assessment. 



This general question has been decided when DGS were introduced by Community legislation in 1994. 
Adverse selection from the perspective of banks, however, is addressed in Sections 4.4 and 7.9. More 
specifically, there is no moral hazard for banks since DGS are only triggered if they are closed and DGS 
offer thus no incentives in this regard. Moreover, from the perspective of depositors moral hazard is not 
discussed either since co-insurance, a portion of losses to be borne by depositors, has been abandoned 
by Directive 2009/14/EC and it cannot be assumed that depositors can assess the solidity of banks or 
that banks offering more than a certain interest rate have to be considered unstable. Supervision is the 
task of the competent authorities. 
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– ensuring a level playing field between banks wherever headquartered in the 
EU; 



– allowing banks to choose the way of providing cross-border services (i.e. via 
direct operations in another Member State, branch or subsidiary) without 
restraints concerning the DGS regime.  



Last but not least, it should be noted that the review maintains the principle set out in the 
recitals of the Directive that banks, not taxpayers, should in principle finance DGS. Therefore, 
this impact assessment does not deal with fiscal support for DGS65. 



The table below shows the hierarchy of the objectives (from general to operational) applicable 
to specific issues.  



                                                 
65 The Directive does not distinguish between systemic crises and 'normal times' and it is not intended to 



change this approach. Were it changed, depositors would have no confidence since they would be 
implicitly told that their deposits were not safe in a systemic crisis. The Directive could then not 
achieve its goal to prevent bank runs. 
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Table 1: General, specific and operational objectives  



Problem drivers 
Specific problems stemming from the 



problem drivers 
 



Operational objectives Specific objectives 
General 
objec-
tives 



1 Differences in and 
appropriateness of 
the level and scope 
of coverage 



If depositors feel that a significant part of their deposits 
is not covered, they will run on their banks. 
Differences lead to complex topping up arrangements 
and long payout delays in cross-border situations. 
Potential depositors may not choose the best product 
but the most comprehensive scheme, potentially 
distorting competition and limiting the benefits of the 
Internal Market. 



Ensure that deposits are 
covered to the highest 
economically feasible and 
cost-efficient extent also in 
relation to the potential 
number of bank failures.  
Reduce differences in the 
level and scope of coverage.
Provide alternative solutions 
to the current ‘topping up’ 
regime. 



Determine the appropriate coverage 
level.   
Provide for level playing field and 
enhanced product selection. 
Simplify arrangements applicable in 
cross-border situations 



2 Inadequate payout 
procedures 



If depositors have the choice to withdraw their deposits 
before the DGS is triggered or to wait several weeks 
after the DGS steps in, they will run on their banks in 
order to get money for the food, bills etc. 



Ensure clear and fair payout 
modalities.  
Ensure that DGS are 
capable to deal with payout 
situations. Involve DGS at an 
early stage. Improve 
information exchange 
between banks and DGS. 



Reduce payout delays. 



3 Insufficient 
depositor 
information on 
functioning of 
schemes 



If depositors do not know whether their deposits are 
protected, they will run on their banks. 
They may also hesitate to deposit their money at foreign 
banks or branches if they do not know how other 
schemes function. 



Clarify and elaborate existing 
information obligations of 
banks. 



Inform potential and existing 
depositors of their deposit protection 
conditions. 



4 DGS funding 
mechanisms 
different across the 
EU (ex-ante / ex-
post) 



Different funding mechanisms potentially distort 
competition. 
Mere ex-post funding would be pro-cyclical: it drains 
liquidity from banks in times of stress. Moreover, unlike 
in ex-ante schemes, the failed bank does not contribute 
to payout.  



Increase convergence 
between DGS. 



Provide for a level playing field. 



5 Level of funding of 
DGS: insufficient 
and different 
across the EU 



If DGS have insufficient funds, depositors may not be 
paid out. If they are aware beforehand, depositors will 
lose confidence and will run on their banks. Mere ex-
post funding would be pro-cyclical: it drains liquidity 
from banks in times of stress. Moreover, unlike in ex-
ante schemes the failed bank does not contribute to the 
payout.  



Strengthen funding 
mechanisms and reduce 
differences between them. 



Enhance funding of DGS. 



Provide for a level playing field. 



6 Banks 
contributions to 
DGS not based on 
risk exposure 



Lack of incentives for sound risk management may 
make financial system more vulnerable. 



Provide for contributions to 
schemes which adequately 
reflect the degree of risk 
incurred by banks. 



Provide incentives for sound risk 
management. 



Ensure that bank finance DGS. 



7 Limited mandate of 
DGS (only payout, 
no bank resolution) 



If DGS had a broader mandate, their funds originating 
from the private sector could be used to support ailing 
banks – this may reduce the need for taxpayers' money 
for support measures. 



Ensure adequate funding for 
DGS with additional tasks. 
Ensure that DGS with 
intervention powers remain 
sufficiently funded to fulfil 
their payout obligation if 
charged with additional 
tasks. 



Facilitate private sector solutions in 
crisis situations. 



8 Lack of cross-
border cooperation 
between DGS 



High degree of fragmentation may mean that DGS with 
fewer resources would be hit more by a big failure than 
a DGS with more resources. This is aggravated by the 
lack of mutual borrowing between schemes across the 
EU. As a result the taxpayer might have to step in if a 
DGS has insufficient financial resources. 



Provide for a solution which 
would make the schemes 
cooperate effectively. 



Protect depositor and taxpayer 
welfare regardless where in the EU 
deposits and their holders are 
located. 



9 Mutual and 
voluntary schemes 
exempted from 
DGS  



Depositors would not be covered if a mutual system 
collapses. Letting these schemes further advertising an 
‘unlimited protection’ could lead to competitive 
distortions if from end-2010 all DGS are prohibited to 
increase their coverage levels above €100 000. 



Consider including mutual 
and voluntary guarantee 
schemes in the DGS 
Directive 



Enhance depositor protection. 
Provide for a level playing field for 
the banks across the EU. 
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7. POLICY OPTIONS: IMPACT AND COMPARISON 



This section compares the impacts of policy options for each area on the relevant stakeholders 
(DGS, banks and depositors). The policy options have been assessed in terms of effectiveness 
(i.e. the extent to which they achieve the objectives of the proposal), efficiency (notably cost-
effectiveness) and coherence with other overarching objectives of EU policies. The following 
score system has been used for the assessment of a potential impact: from slightly positive (+) 
to strongly positive (+ + +), from slightly negative (–) to strongly negative (– – –), no impact: 
0. 



For simplification purposes, with regard to most issues, a step-up approach has been taken, 
i.e. already chosen preferred options serve as the baseline for the assessment of the following 
issues. 



The analysis is mostly based on the figures from the study elaborated by the Commission's 
Joint Research Centre (JRC); in areas not covered by this study other sources have been 
used66. The JRC developed numerous scenarios (changes in the level and scope of coverage, 
funding mechanisms, payout, etc.) in order to facilitate the assessment of the potential impact 
of various policy options on stakeholders.  In this context, it should be noted that: 



• The impact on banks has been presented both regarding normal times (when only ex-ante 
contributions are being collected and they influence operating profits of banks) and in a 
crisis situation (when also additional (ex-post) contributions need to be paid by banks). 
The latter, assuming that additional contributions are paid up to the maximum required 
ceiling (i.e. ¼ of all contributions), would have the strongest impact on bank profitability, 
and thereby it should be regarded as the worst-case scenario67. 



• Higher costs and lower profits for banks may render them less attractive for investors, 
mitigating their own funds and thus diminishing the capacity to grant credits. However, 
this effect cannot be measured and it is not expected to be significant in the context of the 
preferred options. 



• The impact on depositors has been presented as the worst-case scenario assuming that all 
additional bank costs are entirely passed on to depositors. In practice, however, these costs 
may be passed on not necessarily fully but only partially keeping in mind competition 
between banks. The real impact is thus expected to be lower. 



As most of the parts of the impact assessment pertain to the provisions of existing EU 
legislation, the analysis of the type of policy instrument was assumed to be superfluous. Some 
issues presented in this impact assessment, such as the level of coverage, risk-based 
contributions, DGS mandate and a pan-EU DGS, will likely be subject of a report rather than 
a legislative proposal at this stage.  



                                                 
66 See the overview preceding the statistical annexes.  
67  The figures on the potential impact on banks should be interpreted very carefully as the samples of 



banks in most Member States (based on available data) are usually small (see ibid).  
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7.1. Level of coverage 



The following policy options were taken into account as regards the extent of harmonisation 
of coverage levels in Member States: 



• Option 1 (current temporary approach): Minimum harmonisation of the coverage level set 
at €50 000 (Member States are not allowed to apply coverage levels lower than the 
minimum set in the Directive, but they are allowed to apply higher coverage levels). 



• Option 2: Maximum harmonisation of the coverage level (all Member States must apply 
the same fixed coverage level specified in the Directive). As regards this option, the 
following sub-options related to the level of coverage were taken into account: 68 



(a) fixed coverage level of €50 000 (current approach); 



(b) fixed coverage level of €100 000 (according to Directive 2009/14/EC, this 
level of coverage is to be applied from 31 December 2010 onwards); 



(c) higher fixed level of coverage (e.g. €150 000 or €200 000). 



The above options and sub-options within Option 2 are mutually exclusive. The options 
implying unlimited coverage and a coverage level based on selected financial or economic 
indicators, e.g. the size of deposits or GDP per capita, have been discarded at an early stage. 



The approach of minimum harmonisation (Option 1) resulted in significant differences 
between the coverage levels in Member States. If reverted to, potential serious competitive 
distortions between Member States would remain, i.e. in times of financial distress deposits 
could be shifted from banks in Member States with a lower coverage level to those with 
higher protection. Such movements of deposits, based solely on one factor (the level of 
coverage), may involve some significant costs for (a) depositors ( interest rate earnings 
potentially lost due to switching from one bank to another), (b) banking industry (a sudden 
and significant outflow of deposits may create heavy liquidity strains) and (c) real economy 
(banks may sizeably limit their lending activity in times of financial instability, and eventually 
government intervention and the use of public funds may be necessary).  



The approach of maximum harmonisation (Option 2), which requires a fixed level of 
coverage in all Member States and does not allow any differences in coverage levels within 
the EU would result in creating a level playing field within the Internal Market, avoiding 
cross-border competitive distortions, strengthening depositor confidence, abandoning 
complex topping up arrangements, etc. 



Various levels of coverage have been considered as to maximum harmonisation (Options 2a, 
2b, 2c). The expected impact of various coverage levels in terms of the amount of covered 
deposits and the number of fully covered deposits (in relation to the amount/number of 
eligible deposits) have been presented in Table 2.  



                                                 
68 The analysed options assume that the coverage level is applied on a 'per depositor per bank' basis (as 



stipulated by the Directive (see Annex F). 
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Table 2: The amount and the number of covered deposits with relation to the eligible deposits in the EU 



Coverage level 
Ratio As of  



end-2007 
€50 000 €100 000 €150 000 €200 000 



Amount of covered deposits 
Amount of eligible deposits 61.1 % 58.6 % 71.8 % 81.0 % 88.4 % 



Number of fully covered deposits  
Number of eligible deposits 88.8 % 91.0 % 95.4 % 96.5 % 97.2 % 



Source: European Commission (JRC). 



As Table 2 shows, setting the fixed coverage level at €50 000 (Option 2a) would decrease the 
amount of covered deposits from 61% (as of end-2007) to 59% of eligible deposits69. It 
would, however, raise the number of fully covered deposits from 89% to 91% of eligible 
deposits. Adopting the above coverage level would increase total bank contributions from 
€1.8 billion (in 2008) to €2.2 billion (see Annex 4). At the same time, it would decrease 
operating profits of banks by 1.9% (with a stronger impact in EU-12 – see Annex 5). If, in 
theory, bank costs are fully passed on to depositors, the expected reduction of interest rates on 
saving accounts would be less than 0.1% or bank fees on current account maintenance would 
increase by less than €2 per year per account (see Annex 6). 



This option could negatively influence both depositor confidence and financial stability. 
Currently, 16 Member States either already apply the coverage level of at least €100 000 or 
have legislation in place stipulating the introduction of such coverage in 2010 (see Annex 1). 
Reverting to the coverage level of €50 000 would thus be confusing for depositors and could 
undermine their confidence again, unnecessarily aggravating a risk of runs on banks. It could 
also be misinterpreted by the general public and financial markets as a lack of a clear vision 
and consistent overall strategy in the EU related to reforming DGS which are a key element of 
the financial safety net. Therefore, the idea to revert to the coverage level of €50 000 would 
be counter-productive to gradually restoring the still fragile financial stability in the EU. 



Setting the fixed coverage level at €100 000 (Option 2b) would increase the amount of 
covered deposits from 61% (as of end-2007) to 72% of eligible deposits. It would also raise 
the number of fully covered deposits from 89% to 95% of eligible deposits (see Annex 3a-b). 
Adopting the above coverage level would increase total bank contributions from €1.8 billion 
(in 2008) to €2.6 billion (see Annex 4). At the same time, it would decrease operating profits 
of banks by 4% (with a stronger impact in EU-12 – see Annex 570). If bank all costs are 



                                                 
69 In its legislative proposal of 15 October 2008, the Commission stated that, according to estimates, about 



65% of the amount of eligible deposits were covered under the previous regime (i.e. the minimum 
coverage level of €20 000) and the newly proposed coverage levels of €50 000 and €100 000 would 
cover about 80% and 90% of eligible deposits respectively. However, those figures were calculated on 
the then available data (as of 2003) and since then the amount of eligible deposits noticeably increased 
in the EU, while the amount of covered deposits remained almost unchanged. It is related to the fact that 
the average deposit size has increased in recent years (see Annex 3a). 



70  According to Annex 5, the average 5.5% decrease in bank profits is expected in EU-12. The strongest 
impact is expected in BG, EE and LV (about 10-15% decreases). The impact is related to the amount of 
eligible deposit and the corresponding operating profit of each bank. If in a sample there are banks with 
a small operating profit (as in the case of BG and EE), the variation of the operating profit will be very 
affected when increasing contributions (additionally, in EE, the sample includes only two banks). 
Moreover, as regards EE and LV the expected impact is high because of their low levels of coverage in 
2007 (less or equal to €15 000).  
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passed on to depositors, they may expect a maximum reduction of interest rates on saving 
accounts of less than 0.1% or increasing current account maintenance fees of around €3.5 per 
year per account (see Annex 6). 



Setting the fixed coverage level at €150 000 or €200 000 (Option 2c) would bring quite 
substantial benefits in terms of increasing the amount of covered deposits (see Table 2). At 
the same time, however, it would bring only very marginal (almost negligible) benefits in 
terms of increasing the number of fully covered deposits  – comparable to those that could 
already be achieved by adopting the fixed coverage level of €100 000. Moreover, the 
coverage levels of €150 000 or €200 000 would have higher cost implications for banks (a 
decrease in operating profits of about 6-7%) and depositors in comparison with the two lower 
levels (see Annexes 5 and 6).  



Finally, it should be noted that during the Commission public consultation conducted last 
year71, most stakeholders were in favour of setting the coverage level at €100 000 (about 50% 
of those who responded – compared to about 20 % who preferred maintaining coverage at 
€50 000). The proponents of the €100 000 level regarded it as simple, transparent, stable, 
adequate for restoring depositor confidence, etc. The opponents were afraid that the costs for 
banks would not outweigh the rather marginal benefits. About half of the remaining 
contributors either suggested raising the level to between €50 000 and €100 000 or notably 
higher or even unlimited coverage. About 80 % of respondents were of the opinion that the 
level of coverage should be fixed to create a level playing field. This issue has also been 
consulted with Member States after the public consultation. At the last meetings of DGSWG 
and EBC (in February and March 2009 respectively), only a few Member States still 
considered the level of €100 000 as too high; the others explicitly or implicitly supported it72.  



Conclusion: The approach of minimum harmonisation proved to be ineffective as regards 
protecting depositor wealth and is incoherent with the Treaty objective to ensure the proper 
functioning of the Internal Market. The approach of maximum harmonisation would create a 
level playing field for all Member States. Among the harmonised coverage levels, €100 000 
seems to be the most effective one as it would ensure a substantial progress in terms of 
increased deposit protection compared to the pre-crisis period. Moreover, keeping in mind 
that it was stipulated in the Directive quite a long time ago that the level of coverage would be 
applied from end-2010, it may be regarded as a kind of 'exit strategy' for Member States 
which introduced unlimited deposit guarantees as a result of the aggravation of the financial 
crisis in autumn 2008. All scenarios involve both benefits (extended depositor protection) and 
costs (increased bank contributions, reduced operating profits, potentially lower interest rates 
on savings or higher bank fees). In general, the higher the level of coverage, the higher 
benefits but also costs. It seems that the level of €100 000 is the balanced solution in terms of 
cost/benefit efficiency since the costs increase more or less proportionally in all scenarios (see 
Annexes 4-6) while the benefits of adopting a higher coverage level than €100 000 are very 
limited. 



                                                 
71  See http://ec.europa.eu/internal_market/consultations/2009/deposit_guarantee_schemes_en.htm. 
72 Depositors in NO are covered up to about €240 000. However, the average deposits amount to only €33 



000 so that a reduction is unlikely to cut off many depositors from protection. If a neighbouring EEA 
country could apply a 140% higher coverage level, this would lead to a significant competitive 
distortion, in particular in the other bordering Nordic Member States.  For sake of completeness, it 
should be noted that there is no particular impact on Member State with very low average deposits per 
depositor since then the coverage level is less relevant but does not lead to higher costs since the target 
level (see Section 7.8) would be accordingly lower in absolute figures. 
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The preferred policy option is therefore Option 2b. 



Comparison criteria  
Operational objectives Policy options 



Effectiveness Efficiency Coherence 



1. Minimum harmonisation – coverage level of 
€50 000 - n.a. - 



2a. Fixed coverage level of €50 000 (current 
temporary approach) o o o 



2b. Fixed coverage level of €100 000  
(final approach – from end-2010 onwards) + + + + + + + + 



Ensure that deposits are covered to the 
highest economically feasible and cost-
efficient extent also in relation to the 
potential number of bank failures. 



Reducing differences in coverage levels 



Providing alternative solutions to topping 
up  



2c. Higher fixed level of coverage 
(e.g. €150 000 or €200 000) + + + + + + + 



*n.a. – efficiency (cost-effectiveness) of a measure cannot be estimated if the measure does not achieve the objectives set 



7.2. Exemptions from the coverage level 



The following policy options were taken into account (of which Option 1 and 2 are 
cumulative and Option 3 is mutually exclusive in relation to Options 1 and 2): 



• Option 1 (current approach): Indefinitely maintaining exemptions for social 
considerations in place on 1 January 2008 (i.e. not accepting new exemptions); 



• Option 2: Higher coverage for temporary high deposit balances (THDB) stemming from 
some specific life events (e.g. real estate transactions) and limited in both amount and time; 



• Option 3: Phasing-out the grandfathering after a transition period without particular 
coverage of THDB73 but allowing a general protection of old-age provision products. 



Maintaining the grandfathering for exemptions for social considerations existing before 2008 
(Option 1) would be related to one Member State (unlimited protection of certain tax-
privileged deposit savings accounts74 in DK75). Therefore, it could lead to competitive 
distortions within the EU (see Section 4.1.2).  



A higher coverage for temporary high deposit balances (Option 2) refers to a sudden (one-off) 
increase of the amount deposited on a bank account as a result of some specific life events. 



                                                 
73  This would not prevent Member States from repaying deposits exceeding the coverage level if these 



deposits result from real estate transactions or are linked to particular life events such as marriage, 
divorce, invalidity or decease of a depositor provided that the costs for such repayments are not borne 
by DGS. 



74 These include savings index-linked accounts, lump-sum pension accounts, personal pension accounts, 
instalment pension accounts, children's savings accounts, home savings contracts, educational savings 
accounts and establishment accounts. 



75 It is worth noting that the Danish solution is similar but much more generous than the one existing in 
the US where so-called 'certain retirement accounts' (e.g. all types of individual retirement accounts, 
deferred compensation plan accounts provided by state and local governments, self-directed defined 
contribution plan accounts, etc.) enjoy a higher coverage level than standard deposits. The FDIC adds 
together all retirement accounts owned by the same person at the same insured bank, and insures the 
total amount up to $250 000 (see http://www.fdic.gov/deposit/deposits/insured/ownership2.html). This 
will remain even after the standard coverage level (now temporarily increased to $250 000 until end-
2013) will return to $100 000 in 2014 (see http://www.fdic.gov/deposit/deposits/difactsheet.html). 
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This has so far been applied only in FI and DK (limited to real estate transactions). It has also 
been considered in the UK. This option would have to entail the following elements: 



– definition of covered events76; 



– definition of a maximum coverage level; 



– definition of a maximum time limit. 



The Commission analysed only the impact of real estate transactions since it was regarded as 
the most relevant case and data on other events (e.g. personal injury compensations or 
inheritance) were not available on EU level. The following coverage levels were taken into 
account: €200 000, €300 000 and €500 000. The impact was calculated for the time limits of 
3, 6, and 12 months. 



In general, the higher the coverage level for THDB and the longer the time limit, the more 
costs for banks and for depositors (see Annex 9). The impact of coverage for THDB set at 
€200 000 for 3 months (the THDB scenario with the lowest impact analysed) would lead to an 
increase in annual contributions to DGS of €46 million after 2010 and a decrease in banks’ 
operating profits of 0.6%. If, in theory, all additional bank costs were completely passed on to 
depositors, a decrease in interest rates on savings would be negligible (almost zero) and an 
increase in bank fees on current accounts should not exceed €0.2 per account per year. On the 
other hand, under the scenario with the highest impact analysed (a THDB coverage of  
€500 000 for 12 months), annual bank contributions would increase by €371 million after 
2010 and their operating profits would decrease by 2.7%. If bank costs were entirely passed 
on to depositors, bank interest rates would decrease only very slightly (by 0.02%) or fees 
would increase by less than €1 per account per year.  



The impact on depositors will be low since only a very limited number of depositors will have 
THDB just at the time of a bank failure. According to the Commission (JRC) estimates, in 
2007, the average house price was above €100 000 in 15 Member States, of which it was 
above €200 000 only in 3 Member States (see Annex 8).77 Therefore, in many Member States, 
an average house transaction already falls within the coverage level of €100 000. Many 
depositors with high balances can be assumed to have sought financial advice on how to 
invest a THDB, thereby lowering it (e.g. by investing it). The low number of depositors 
concerned also means that THDB coverage would not have an impact on financial stability.  



The introduction of THDB coverage would also lead to an increase of human and financial 
resources needed for DGS. The definition of the three elements referred to above would be 
difficult to harmonise since the need to protect certain events (e.g. inheritance or divorce or 
real estate transactions) would likely be seen differently by Member States. If this was left to 
the discretion of Member States, the risk of competitive distortions would even be higher. 
Member States could also improve the rank of such depositors in an insolvency procedure, 



                                                 
76 For example, in its consultation paper of March 2009, the FSA proposed that temporary high balances 



should benefit from additional protection where they arise from: (i) sale of a primary residence and 
property bought for dependent relatives, for use as their primary residence; (ii) pension lump sums;  
(iii) inheritance; (iv) divorce settlements; (v) redundancy payments; (vi) proceeds of pure protection 
contracts; (vii) court awards / out-of-court settlements for personal injury (for more details, see 
http://www.fsa.gov.uk/pubs/cp/cp09_11.pdf). 



77 According to European Mortgage Federation, there are 7 Member States with the average house price 
above €200 000. 
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e.g. by allowing the segregation of ownership as to such claims. Moreover, payout would 
likely be delayed.  



Moreover, one could argue that if payments for social reasons or old age provision deposits 
are not covered, there may be an impact on public welfare. In general, there are no lump sum 
payouts in the mandatory state pension schemes in Member States (all Member States pay out 
monthly instalments instead of lump sums), or where it is possible, there is a limit of the 
entitlements (e.g. 25% in UK and SE). Lump sum payouts are much more wide-spread in 
privately funded pension schemes, and in this case a 100% payout in lump sum is also often 
used78. However, DGS are not designed to cover pensions since old age provision can take 
many different forms (e.g. investment, insurance, deposits or state payments). It would 
therefore seem preferable to examine pension protection in a broader context. Although there 
were no sufficient data to evaluate exactly the potential impact and costs of protecting pension 
lump sum payouts, the size of these lump sum payouts is unlikely to be very high implying 
that only a small fraction of them can be expected to be above the protection level of 
€100 000. Therefore, the impact would be very limited as most pension lump sum payouts 
would be protected under the standard coverage level. This also means that the impact on 
public welfare would be limited. 



Phasing out the grandfathering without introducing particular coverage for THDB (Option 3) 
would have a very limited negative impact since currently only depositors in DK and FI (the 
latter limited to real estate transactions) profit from it. For DK this would mean abandoning 
unlimited protection of certain tax-privileged savings accounts. Moreover, only depositors 
exceeding the coverage level would profit from such exemptions. On average in the EU, their 
number is very low (4.6%). However, their number in DK is much higher (18.8%). Leaving it 
open to Member States to introduce a general system for protecting old-age provision 
products would address social issues but not lead to market distortion since deposits would 
then not be privileged among other old-age provision  products. 



Finally, it should be noted that during the public consultation conducted by the Commission 
last year, interest in potential exemptions from a fixed coverage level – including temporary 
high balances – was rather low (only half of the respondents replied to the questions on that 
issue). Most of those who responded (60 %) were against any exemptions because it was 
perceived as running counter to harmonisation of the coverage level and confusing for 
depositors. About two thirds of respondents argued that covering temporary high balances 
would be complicated, distorting competition and delaying the payout process.  



Conclusion: Option 3, as compared to Option 1, is particularly effective as to the prevention 
of competitive distortion, i.e. reaching a level-playing field. Option 3 is not as effective as 
Option 2 to protect depositor wealth but more effective than Option 2 as to the avoidance of 
competitive distortions. In comparison with Option 2, Option 3 is very efficient since it saves 
administrative costs and limits contributions of banks to DGS. As regards cost efficiency of 
Option 2, it does not depend too much on a coverage level for THDB (€200 000, €300 000 or 
€500 000), but it depends quite heavily on a time limit for such protection (3, 6, or 12 months) 
(see Annex 9). 



The preferred policy option is therefore Option 3. Moreover, Option 2 could be considered as 
well provided the time for THDB protection is limited. 



                                                 
78 http://ec.europa.eu/employment_social/spsi/docs/social_protection_commitee/final_050608_en.pdf. 
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Comparison criteria  
Operational 
objectives Policy options 



Effectiveness Efficiency Coherence 



1. Indefinitely maintaining exemptions for social considerations existing before 
1 January 2008 (current approach) o o o 



2. Higher (limited in time) coverage for temporary high deposit balances + + – + 
Determining an 
appropriate level 
of coverage  



3. Phasing out the grandfathering after a transition period without 
particular coverage of THDB + + + 



7.3. Scope of coverage: eligibility of depositors 



The following policy options were taken into account (of which Options 1 and 2 are mutually 
exclusive while the sub-options are cumulative): 



• Option 1 (current approach): Leaving all eligibility criteria to the discretion of Member 
States and mandatorily include only SME permitted to draw up an abridged balance sheet. 



• Option 2: Harmonised approach to the eligibility criteria. The following sub-options have 
been considered: 



(a) excluding enterprises in the financial sector, i.e. financial institutions, 
insurance companies, investment funds, pension funds; 



(b) excluding authorities at all levels; 



(c) including depositors having a relationship with the failed bank, like managers, 
directors, important shareholders (>5%), auditors (and their close relatives), 
companies in the same group, depositors that obtained special conditions 
aggravating the financial situation of the bank; 



(d) including all enterprises. 



If all categories of depositors were included (apart from banks and the depositors who opened 
their account anonymously that are excluded mandatorily), there would be an increase in 
contributions for each DGS of 7.6% and it would reflect into a maximum decrease in banks’ 
operating profits of 1.1% at EU level. If all categories referred to in Annex I of the Directive 
were excluded from protection, contributions to DGS would decrease on average by 8.7% and 
consequently banks’ operating profits would increase by around 0.7% at EU level (Annex 
11a-c). 



If costs were (in theory) fully passed on to depositors, an inclusion of all categories (the most 
expensive scenario for banks) would lead to a reduction of 0.02% in interest rates on savings 
or an average increase in current account fees of €0.5 per account per year. A partial inclusion 
of only some categories would presumably even have a lower impact. 



Leaving the eligibility criteria to the discretion of Member States (Option 1) is ineffective as 
to ensuring appropriate coverage for all depositors in the EU, reducing differences in scope of 
coverage, enhancing depositor confidence, avoiding market distortions and improving 
depositor information (see Section 4.1.3). 
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Excluding enterprises in the financial sector (Option 2a) would have a rather limited impact79 
since they are already excluded in all Member States but for DK, GR, FI and UK80. 
Enterprises in the financial sector can assess the risk of their operations. Some investment 
funds associations argued in the public consultation that their deposits should be mandatorily 
covered by DGS since these deposits belong in the end to unit holders. The impact of bank 
failures on collective investment undertakings is already taken into account by Article 52(1)b 
of Directive 2009/65/EC81, which limits any investment (including deposits) to 20% of the 
fund's size. Such deposits are only covered in 3 Member States (DK, FI and SE)82. 



Excluding authorities at central and local level (Option 2b) would have a limited impact since 
for the majority of them, the coverage level of €100 000 would be insignificant (around 83% 
of local authorities in the EU are estimated to have deposits of more than €50 000 and about 
72% of more than €100 000). Since central authorities are likely to hold even higher deposits 
than local authorities, the impact on them would even be lower. The impact would also be 
limited because authorities are currently included only in 7 Member States (CZ, DK, FI, GR, 
LT, PL and SE83). The amount of their total deposits (i.e. before application of the coverage 
level) can be found in Annex 10e. Since in all other Member States they are excluded from 
coverage, this would not have any impact in 20 Member States. This corresponds to a rather 
small impact on each DGS (a decrease in contributions of 0.2% at EU level). The impact on 
banks' operating profits would be negligible (see Annex 11c). In particular, local and central 
authorities also have easier access to credits than citizens84 and even if municipalities are 
technically insolvent, there will be means under national law to ensure that they can continue 
to fulfil their basic tasks towards citizens. Their limited number compared to all other 
depositors does also minimise the impact on financial stability in case of a bank failure. 



Including depositors having a relationship with the failed bank (Option 2c) would have an 
impact on depositors in 20 Member States where they have been excluded. They are covered 
only in CY, DK, FI, PL, SK, SI and SE. Dropping the timely verification of eligibility criteria 
would contribute to a reduction of payout and of administrative costs for DGS, which would 
have to be borne by banks contributing to DGS. Only competent authorities and courts would 
decide about the individual responsibility for a bank failure. Since the number of concerned 
depositors seems very low, their inclusion would not lead to a significant increase of costs for 
DGS and banks and may even be counterbalanced by the savings of administrative costs. If, 



                                                 
79 Even though only the impact on certain categories of financial institution could be calculated, for the 



following assessment it is deemed that the impact on all kinds of financial institutions would not be 
significantly different. Furthermore, no data were available as to financial institutions in general, since 
they are a quite inhomogeneous group. 



80 On the contrary, if only insurance companies and pension funds were included into the scope of 
coverage, this would lead to an increase in contributions for most DGS (on average in the EU about 
5%), and a decrease of banks’ operating profit of 0.2% at EU level (see Annex 11b-c). 



81 Directive 2009/65/EC of the European Parliament and of the Council of 13 July 2009 on the 
coordination of laws, regulations and administrative provisions relating to undertakings for collective 
investment in transferable securities (UCITS), OJ L 302, 17.11.2009, p. 32. 



82 In DE, such deposits are included by mutual guarantee schemes. However, these schemes are not 
subject to the German legislation on DGS. 



83 However, in CZ and LT the average deposits of municipalities in these Member States are the lowest in 
the EU so that the impact there might be higher than in DK and SE (see Annex 10e). However, no data 
are available as to the covered deposits...  



84 Under Annex VI, no. 8, 9, 23, 29 and 32, of Directive 2006/48/EC, exposures to local authorities with a 
maturity of less than 3 months are assigned a risk weight of only 20% compared with a risk weight of 
75% for retail exposures. This means that for short-term loans to authorities, banks have to maintain 
less own funds, which makes loans to local authorities more attractive. 
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however, these depositors were excluded, high investigation costs would be incurred with 
little savings due to their low number. 



Including all enterprises regardless of their size (Option 2d) would have an impact on medium 
and large enterprises currently excluded in 13 Member States (AT, BE, DE, EE, IE, LU, MT, 
NL, PL, RO, SK, SI and UK)85. If they were included, contributions to DGS would increase 
by 1.3%. This would result in a 0.7% decrease in banks’ operating profits at EU level (see 
Annex 11c). On the other hand, if only micro and small enterprises were covered as it is now 
the case, the contributions would drop by €254 million, i.e. by 13% (see Annex 11d). 



Finally, as regards the public consultation conducted by the Commission last year, almost all 
respondents were in favour of harmonisation of eligibility criteria for depositors to ensure a 
level playing field. Nearly all respondents suggested excluding financial institutions (regarded 
as professional entities) and a clear majority was in favour of excluding all kinds of 
authorities (since taxpayers’ money should not be covered by privately-financed DGS and 
authorities should be expected to behave reasonably in a crisis, thus minimising the risk of a 
bank run). Some suggested covering only local authorities because the coverage level of 
€ 100 000 would be significant to them. A majority suggested maintaining coverage for SMEs 
and excluding larger enterprises since they deemed €100 000 relevant to smaller companies. 
Conclusion: Options 2a-d are effective as regards creating a level playing field and ensuring a 
better protection of depositor wealth and they could highly contribute to reducing payout 
delay. In this context it should be noted that it is relatively easy to distinguish between 
categories of depositors but time-consuming and costly to distinguish within them. These 
options would also be efficient since they save administrative costs for verifications of 
eligibility during payout and only moderately increase contributions of banks to DGS. 



The preferred policy options are therefore Options 2a-d. 
Comparison criteria  Operational 



objectives Policy options 
Effectiveness Efficiency Coherence 



1. Leaving all eligibility criteria to the discretion of Member States (current 
approach) o o o 



2. Harmonised approach to the eligibility criteria +++ ++ + 



2a. Excluding enterprises in the financial sector  ++ ++ + 
2b. Excluding authorities ++ ++ + 
2c. Including depositors having a relationship with the failed bank ++ + + 



Reducing 
differences in 
the scope of 
coverage 



 



2d. Including all enterprises + + + 



7.4. Scope of coverage: protected products 



The following policy options were taken into account (they are cumulative, not mutually 
exclusive – except for Option 1): 



• Option 1 (current approach): Broad definition of deposits but discretionary exclusion of 
certain deposits: structured products and debt securities / liabilities arising out of own 
acceptances or promissory notes; allowing Member States to choose between DGS and 
ICS if products covered by both schemes are concerned by a bank failure. 



                                                 
85 Based on the current criterion, i.e. the option to abridge balance sheets (see Annex B). 
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• Option 2: Excluding coverage of debt evidenced by a certificate issued by the same bank 
and debt securities and liabilities arising out of own acceptances and promissory notes 
(currently optional). 



• Option 3: Excluding structured products whose principal is not repayable in full (currently 
unclear). 



• Option 4: Including deposits in non-EU currencies (currently optional). 



• Option 5: The approach to products covered by DGS and ICS: clarifying that in the event 
of a claim on a credit institution subject to both ICS and DGS, the claim should be dealt 
with by the DGS. 



Retaining the current approach is ineffective (see Section 4.1.4) since depositors may choose 
the 'best DGS' covering the deposits they hold but not the 'best product or service'. The 
inclusion of products that have investment character could lead to a double protection of 
depositors under DGS and ICS and the identification of depositors and covered products 
would be complicated and therefore delay payout. 



The impact of excluding debt certificates (Option 2) on depositors would be low since in all 
Member States but HU, LV and SE debt securities and liabilities arising out of own 
acceptances and promissory notes are excluded (see Annex B)86. Exclusion would only have 
an impact on depositors at banks registered in these three countries. The impact on DGS and, 
in turn, on banks financing them is that costs are lower since less deposits must be covered. 



Structured products (Option 3) have not been defined in the Directive and it is unclear 
whether their coverage is required by the Directive or not87. However, they are only covered 
at a minority of DGS88 so their exclusion would lead to only slightly lower costs for DGS and 
banks financing them as fewer deposits would have to be covered.  



Deposits in non-EU currencies (Option 4) are covered in all Member States but for AT, BE, 
CY, DE, LT and MT. The only figures available on the amount of such deposits are from AT 
(7% of eligible deposits), BE (8% of total deposits), LT (11% of eligible deposits) and BG 
(14% of eligible deposits). However, in the public consultation conducted by the Commission 
last year, stakeholders from only few Member States referred to the importance of such 
depositors in their country. On the basis of an average of 5% of eligible deposits, this would 
lead to the rough estimation that there are €273 million of covered deposits in non-EU 
currencies in the EU. Correspondingly, DGS had to cover this additional amount. The impact 



                                                 
86 By nature, also mutual schemes cover them since they protect the bank as such and thus indirectly cover 



all liabilities of a bank. 
87 Since the current definition in Article 1(1) of the Directive focuses on repayable credit balances in an 



account, it could be argued that products that are not repayable in par would not fall under this 
definition.  



88 EFDI asked DGS whether deposits with embedded derivatives were covered with the result that the 
position of EFDI-members differs but if the terms of repayment are fixed and cover at least the 
originally paid-in capital then the DGS-protection works in all countries. But if there is a market risk to 
the capital amount, not only with the earning of interest but also linked to financial performances of 
share (or other) indices, the protection is not granted by the DGS in most of the countries. From the (not 
published) annex to the report on scope of coverage under national DGS (2008) it seems that such 
deposits are only covered in HU. 
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on banks contributions to DGS under the chosen target level 1.96% of eligible deposits (see 
Section 7.8) would be at maximum €5.3 million (€273 million x 1.96%).89  



If the DGS Directive prevails over ICS in case of a double coverage (Option 5), depositors 
would be confident that deposits are always reimbursed under the DGS Directive. Compared 
to the ‘worst case scenario’ of the status quo (that a Member State chooses to reimburse 
depositors by using the ICS) depositors enjoy – under the current rules – a higher coverage (at 
minimum €50 000 and soon €100 000 compared to a current minimum coverage in the 
framework of ICS of €20 000 raised to €50 000). There is no impact on banks because the 
amount of covered deposits does not change – only the right to choose ceases to exist.  



All options but Option 1 effectively reduce differences in the coverage level since they lead to 
harmonisation. Moreover, Options 3 and 4 ensure a high level of protection with a resulting 
higher depositor confidence into DGS. Options 2 and 3 contribute to reducing the payout 
delay. Options 3 to 5 lead to slightly higher costs but this should be more than outweighed by 
the gain in depositor confidence and financial stability.  



During the public consultation conducted by the Commission last year, most respondents 
(about two thirds) were in favour of covering structured deposits. Opponents indicated the 
market risk incurred by such deposits and regarded them as investments that should only be 
covered by ICS and not DGS. As to debt certificates, a slight majority was against including 
them in the scope of deposit protection since securities should only be covered by ICS and 
that they are usually not redeemable before maturity, meaning that a run on banks caused by 
debt certificates would be unlikely. Proponents of including certificates highlighted their role 
as easily accessible savings products (important in some Member States). An overwhelming 
majority supported harmonising coverage for both structured deposits and debt certificates 
and having clear definitions of such products. Finally, most respondents (about three quarters) 
were in favour of coverage for non-EU currencies. Opponents emphasised the currency risk.  



Conclusion: Options 2-5 are effective in order to achieve a level playing field and to reduce 
the payout delay. These options are also efficient since administrative costs will be saved and 
contributions can be expected to remain stable (higher contributions to cover non-EU 
currencies but lower contributions since structured products and debt certificates will not be 
covered). Option 5 is also coherent with the ICS Directive (see Annex C). 



The preferred policy options are therefore Options 2-5.  



                                                 
89  The data in this paragraph are from the (not published) annex to the EFDI report on scope of coverage 



(see the previous footnote). 











EN 42   EN 



 
Comparison criteria  



Operational objectives Policy options 
Effectiveness Efficiency Coherence 



1. Retain current approach (all optional) o o o 



2. Exclude structured products not repaid at par  + +  + 



3. Exclude debt certificates + + + + 



4. Include accounts in non-EU currencies + – + 



Reducing differences in the 
scope of coverage.  



Providing alternative 
solutions to current topping 
up regime. 



5. DGS prevails over ICS + - + 



7.5. Payout delay and modalities 



The following policy options were taken into account as regards the payout delay (Options 1-
4 are mutually exclusive): 



• Option 1 (current approach): Retaining the payout delay of 20-30 working days (from 
end-2010 onwards). DGS can require depositors to submit application forms on paper. 



• Option 2: Emergency payout (e.g. €10 000 in 3 days), but retaining the standard delay of 
20-30 working days for the exceeding deposits. 



• Option 3: Reducing the payout delay to one week, i.e. 7 calendar days90 (without 
extension) after a transition period of 3 years. Payments by DGS on their own initiative 
without the need for applications91. Requirements for banks to tag eligible deposits and to 
provide a single customer view aggregating all deposits of a depositor. 



• Option 4: Requiring a transfer of deposits to another bank or a bridge bank within the one-
week delay set in Option 3 (if the transfer is not feasible, Option 3 should be applied). 



The following policy options were taken into account as regards payout modalities (Options 
5-8 are cumulative, but their sub-options are mutually exclusive): 



• Option 5: Payout of covered deposits must be made: 



(a) in the currency chosen by the DGS concerned (current approach); 



(b) in the same currency as the deposits were paid in; 



(c) in the currency of the DGS (counter value of the deposits on date of payout). 



• Option 6: Interests that have not been credited at the time of a bank failure: 



(a) are paid or not, within the discretion of the Member States (current approach); 



                                                 
90 It would lead to a clear definition of the payout delay, not blurred by different dates of national holidays 



in Member States and possibly different definitions of a ‘working day’. 
91 Without prejudice to request to depositors to (preferably electronically) indicate their new account if 



necessary (unless e.g. cheques are used for payout). 
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(b) are paid out according to the rate agreed with the bank until the date of failure 
but replaced with interest payments on the basis of current average market rates 
if interest cannot be calculated with reasonable efforts; 



(c) are not paid by the DGS at all.  



• Option 7: Dealing with small deposits: 



(a) all deposits regardless of their size must be paid out by DGS in full up to the 
coverage level (current approach); 



(b) introduction of a 'de minimis' rule (i.e. deposits below a certain size, e.g. €10 or 
€20, would not have to be paid out). 



• Option 8: Set-off arrangements: 



(a) set-off and counterclaims unlimited but optional (current approach); 



(b) limiting set-off to claims that have fallen due or are delinquent; 



(c) discontinuing set-off for depositors, but limiting set-off in the insolvency 
procedure (against the DGS that has subrogated into the depositors' claims 
against the bank); 



(d) discontinuing set-off completely. 



Retaining the current approach (Option 1) would mean that depositors have to wait 1 month to 
6 weeks for their money. This delay would likely lead depositors to withdrawing their money 
and running on a bank in order to avoid this delay. 



The option stipulating an emergency payout (Option 2) would mean that DGS would have to 
pay out twice (for most depositors, i.e. those who have more deposits than e.g. €10 000). Even 
though the costs assigned to payout (stemming from involving human and technical 
resources) cannot be precisely estimated due to the lack of data, they would likely almost 
double as a result of making the payout exercise twice. Making a rapid payout without a 
proper verification of claims (due to time pressure) may result in a relatively high rate of 
erroneous payments compared to normal circumstances. As a result, it would involve further 
costs for DGS – stemming from involving resources required to recover erroneously paid 
money. It may be practically very difficult and time consuming as it would likely force DGS 
to challenge claims before the courts. It would also make false impression of DGS 
incompetence. In general, making an emergency payment would send a very negative market 
signal to depositors who could think that the DGS does not have sufficient funds to pay the 
whole amount; this, in turn, could lead to contagious effects and a run on banks. 



As to reducing the payout delay to one week (without extension) after a transition period 
(Option 3), it would entail tagging eligible deposits (i.e. marking them in bank books so that, 
in case of a bank failure, no eligibility test has to be made), data cleansing (i.e. any IT and 
manual data cleansing undertaken - e.g. postcode or date of birth of accounts’ holders - to 
allow the unique identification of a customer) and creating a single customer view (i.e. a 
comprehensive identification of the complete position of each depositor). They have been 
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identified in the UK study92 as indispensable for a payout within a week93. The cost analysis 
conducted for the UK and extrapolated to the EU suggests that tagging would incur one-off 
costs for EU banks around €1.1 billion, data cleansing about €1.7 billion and the single 
customer view about €3.5 billion. These total costs of €6.2 billion are assumed to be faced 
over 5 years (thus, annual costs would be about €1.2 billion)94. They are expected to be higher 
for medium-sized banks than for large ones (see Annex 12d). The above costs would translate 
in an average 1.4% decrease of bank operating profits at EU level. In the unlikely case that all 
those costs were passed on to depositors, it would mean a 0.02% decrease in interest rates on 
savings or an increase in bank fees of less than €2 per year per account (see Annex 12 e-f). 
However, the single customer view would also lead to benefits for banks since they would 
better know their customers and could offer them products they have not bought yet.  



The option requiring the transfer of deposits to another bank or a bridge bank within one week 
(Option 4) goes beyond the typical DGS mandate in the EU and is typically part of a bank 
resolution.95 This option is similar to the insured deposit transfer (IDT) transaction used in the 
US as an alternative to the straight deposit payoff; it may ensure the continuity of service to 
depositors96. This option is also similar to the purchase and assumption (P&A) transaction97, 
which is the preferred resolution method used for failing banks in the US (deposit payoffs are 
only used when no acquiring institution can be found or if a bid for a P&A transaction is not 
the least costly option to the insurance fund)98. More recently, the 2009 Banking Act in the 
UK created the Special Resolution Regime (SRR) which allowed the UK authorities to 
transfer all or part of a bank to a private sector purchaser, and to transfer all or part of a bank 
to a bridge bank (a subsidiary of the Bank of England) pending a future sale99. 



As regards the currency used for payout of deposits, Option 5b would not lead to costs for the 
depositor but for the DGS that may have to bear currency risk and transaction costs. Option 5c 



                                                 
92 Ernst & Young, Fast payout study – final report, November 2008 (report commissioned by the FSA, 



BBA and FSCS, available at http://www.fsa.gov.uk/pubs/other/fast_payout_report.pdf). 
93  For example, it was stated that the lack of common unique customer identifiers in many UK banks 



(such as e.g. the social security number used by the FDIC in the US) slowed down calculation of 
compensation across multiple accounts held by a customer. In this context, creating a single customer 
view (SCV) was indicated as a key factor to allow faster calculation of individual compensation (see 
ibid). 



94 However, if eligibility criteria are radically simplified, the costs can even be expected to be lower since 
the tagging will be made easier and nearly obsolete (as only financial institutions, authorities and 
structured products are excluded which should be easy to identify). 



95 See COM(2009)561. 
96  The IDT transaction was created by the FDIC in 1983. In an IDT, the insured deposits and secured 



liabilities of a failed bank are transferred to a healthy institution or institutions – the so-called 'agent 
institution(s)'. The agent institution does not assume the direct liability in regard to these deposits; it 
acts as a 'paying agent' on behalf of the FDIC and disburses insured funds to depositors (it reduces the 
FDIC’s costs to handle the failure). If a depositor requests it, the agent institution may open an account 
for them, which means that service to customers with insured deposits continues uninterrupted. See 
FDIC Resolutions Handbook (http://www.fdic.gov/bank/historical/reshandbook/ch4payos.pdf) or FDIC 
Claims Manual (http://www.fdic.gov/about/freedom/DRRClaimsManualVol1.pdf). 



97 A P&A is a resolution transaction in which a healthy institution purchases some or all of the assets of a 
failed bank or thrift and assumes some or all of the liabilities, including all insured deposits. A popular 
type of P&A is a bridge bank (introduced in the US in 1987), i.e. a newly created national bank 
designed to maintain the operations of a failed bank until a more permanent solution, i.e. an acquisition 
of the failed bank by a third party (http://www.fdic.gov/bank/historical/reshandbook/ch3pas.pdf). 



98 Ibid and http://www.fdic.gov/about/strategic/report/2008annualreport/ARfinal.pdf. During the current 
financial crisis P&A transactions have also been widely used by the FDIC. 



99 For more details: http://www.bankofengland.co.uk/financialstability/role/risk_reduction/srr/index.htm, 
http://www.bankofengland.co.uk/financialstability/role/risk_reduction/banking_reform_bill/index.htm. 
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would have the inverse impact on depositors and DGS. Option 5c would make it less 
attractive for euro-area depositors to hold deposits with a bank registered in a Member State 
outside the euro area. In turn, this would affect competition within the Internal Market. Option 
5b would consequently put banks outside the euro area on an equal footing with banks from 
the euro area. 



As to interests that have not been credited at the time of a bank failure, Option 6b would lead 
to costs for the depositor only if interest cannot be calculated. As to structured deposits, the 
calculation of the interest payment may be difficult and time-consuming or sometimes may 
even not be calculable at all. In order to avoid a negative impact on the duration of payout, in 
such cases the DGS would be permitted to pay interest on the basis of current average market 
rate. It would of course lead to costs for the DGS and contributing banks. Option 6c would not 
lead to costs for the DGS but for the depositors. The impact of Option 6c on depositors and 
DGS would be high since currently, two thirds of DGS pay interest until the date of failure; 
those paying longer apply a fixed rate, a market rate or the originally agreed rate100. However, 
impact of Option 6c on the possibility of bank runs may be low since interest rates on current 
accounts are normally quite low and the withdrawal of savings deposits may – pending their 
conditions – lead to reduced interest payments. 



The introduction of a 'de minimis' rule (Option 7a) would cause insignificant losses for 
depositors but may lead to saving administrative costs of DGS and reducing the payout delay. 
However, it may also lead to undermining depositor confidence since they may doubt whether 
their money is fully safe if some (even small) amounts are not to be paid out. If so, it may 
provoke a run on banks. It would also be difficult to set a 'de minimis' threshold since, 
keeping in mind different purchasing power in Member States, it might be perceived in one 
Member State as irrelevant but in the other Member State as not negligible. Moreover, there 
are not only benefits stemming form the application of the 'de minimis' rule, i.e. savings for 
DGS (amounts that have not been paid out), but also administrative costs to determine the 
amounts under the 'de minimis' threshold that are not eligible for payout. The analysis has 
shown that the additional administrative costs to identify such deposits would likely be 
substantially higher than the potential savings (see Annex 24). 



Finally, in order to assess the impact of policy options related to set-off arrangements (Option 
8), it is necessary to explain the legally complex follow-up to a bank failure. According to the 
Directive, DGS subrogate to depositors' claims against banks. In order to refinance 
themselves, DGS then try to get at least a part of these claims in the insolvency procedure. 



Pending national insolvency legislation, two scenarios can be distinguished. If the liability of 
the customer (i.e. the claim the bank has against him or her) is sold by the insolvency 
practitioner to another entity, nothing changes for the DGS since the price paid by the buyer 
of the claim will be used to pay the creditors of the failed bank (i.e. also the DGS). However, 
in some Member States, the insolvency practitioner can or even must set off claims against 
the bank (i.e. deposits now claimed by the DGS instead of the depositor) against liabilities 
(i.e. the claim against the depositor). If the insolvency practitioner exerts this right, the DGS 
would not receive the amount that has been set-off and might thus have refinancing problems, 
leading to higher funding needs. The payment of the DGS to the depositor would remain 
untouched. DGS would in such a case have paid off the liability. 



                                                 
100 EFDI Report on improvement of payment delays to depositors and promotion of best practices, p.40. 
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In order not to reduce DGS' efficiency, where they would later suffer from set off against the 
bank by the insolvency practitioner, there are two possible safeguards: either the insolvency 
practitioner is only permitted to set off against the deposits above the coverage limit so that 
the DGS would remain unaffected, or DGS enjoy priority above other creditors in the 
insolvency procedure (like in the US or Switzerland – see Section 7.8). Due to the different 
insolvency laws throughout the EU, it would be left to Member States to amend their 
insolvency law accordingly under option 8c.  



The impact of abandoning set-off would be relatively low but would depend how set-off is 
understood. Set off may refer to a set off of claims either against all liabilities or against due 
liabilities. In the latter case, in general only a monthly instalment would be set off (and in only 
few cases a higher amount in case of payment difficulty), which leads to a very mow impact. 
If the whole liability can be set off, the impact is higher but still limited. The following figures 
should be seen as a worst-case scenario that is likely to be quite far away from the real impact 
since reliable data on the correlation between deposits and loans were not available. On the 
basis of the EU-average amount of deposits, the EU average impact would be an increase of 
payments of 3.5% only and not exceeding 11.4% in any Member State. Second, among the 
(only four) Member States providing own estimates, in three countries the estimated impact is 
very low (between 0.2% and 7.3%)101.  



As regards the public consultation conducted by the Commission last year, a clear majority of 
respondents (over 60 %) were against further reducing the payout delay, but many (almost 
30 %) were in favour of shortening it to one week (with a few suggesting an even shorter 
period). Respondents were quite equally divided as to a transfer of deposits to another bank or 
an emergency payout (slightly more in favour of one or both of the above solutions than 
against them). Regarding payout modalities, a half of the respondents were of the view that 
deposits should be paid out in the same currency as they were paid in, most respondents (over 
60 %) were in favour of paying interest that has not been credited at the time of failure or until 
insolvency proceedings are opened, while the others (about a quarter) would prefer leaving it 
to the discretion of Member States. A large majority supported 'tagging' eligible depositors 
when an account is opened and regularly updating this information on account statements. 
More respondents were in favour of introducing a 'de minimis' rule than those against. 
Respondents were fairly equally divided between those in favour of DGS payments made 
only after applications are received from depositors and those in favour of payments by DGS 
on their own initiative. Finally, most respondents (about 60 %) supported discontinuing set-
off for payout of depositors or limiting it significantly (e.g. only to claims that have fallen due 
or are delinquent). However, many contributors (more than 35 %) believed that the current 
approach should be retained.  



Conclusion: As to payout delay, Options 3 and 4 would be very effective to maintain 
depositor confidence and financial stability since depositors would have quick access to their 
money after a bank failure and, in turn, they would probably refrain from running on their 
banks (however, the feasibility of the latter option depends on the future works on bank 
resolution in the EU). As to payout modalities, the following set of options would ensure 
maintaining depositor confidence: payout in the same currency as the deposits were paid in, 
interest paid by DGS, no 'de minimis' rule, discontinuing set-off for depositors but limiting it 
in the insolvency procedure (Options 5b, 6b, 7a and 8c).  



                                                 
101 HU estimates the impact quite high (40-50%). However, this figure cannot be confirmed by evidence 



but it shows that the results should be interpreted carefully. 
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As regards the efficiency of policy options, Options 1 and 2 are not efficient as they involve 
various direct or indirect costs that outweigh the benefits (e.g. double work of DGS in case of 
Option 2). On the contrary, in case of Option 3, the benefits (mitigating the risk of bank runs) 
seem to outweigh the costs (quite significant administrative costs for DGS and banks). Also, 
Option 4 would be very efficient provided DGS in the EU are more involved in bank 
resolution (as this is the case e.g. in the US). As to payout modalities, Options 5c and 6c are 
likely to involve social costs stemming from bank runs as a result of financial loses expected 
by depositors (currency risk, unpaid interests). Option 7b would only be efficient for DGS if 
there are a high number of accounts with very low amounts of money, a situation for which 
no evidence was found. Option 8b would incur fewer costs than Options 8c and 8d, but the 
benefits of the latter two options (avoiding bank runs, public welfare) seem to outweigh these 
costs. Option 8c would allow Member States with an incompatibility between abandoning set-
off and their insolvency laws (according to our information only DE) to adapt their insolvency 
law accordingly. 



Options 1 and 2 referring to working days would be incoherent with other EU policies 
because no other EU financial services legislation uses this term.  



Therefore, Options 3, 5b, 6b, 7a and 8c are currently preferred. In the future, depending on the 
progress in the area of bank resolution, Option 4 could be considered as well. 



Comparison criteria  
Operational 
objectives Policy options 



Effectiveness Efficiency Coherence 



1. Retaining the current approach o o o 
2. Emergency payout (e.g. €10 000 within 3 days) + + – o 
3. Payout delay of 7 calendar days (after a transition period of 3 years) + + + + + + 



Pa
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ut 
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lay
 



4. Transfer deposits to another bank or a bridge bank + + + + +  



5A. Payout in the currency chosen by the DGS concerned (current approach) o o o 



5B. Payout in the same currency as the deposits were paid in +  / – + + 
5C. Payout of covered deposits in the currency of the DGS + / – + / – + 



6A. Interests paid or not - MS’ discretion (current approach) o o o 
6B. Interests paid out according to the rate agreed with the bank until the 
date of failure + + + 



6C. Interest not paid by the DGS at all – + / – – 
7A. All deposits regardless of their size must be paid out by DGS in full 
up to the coverage level (current approach) o o o 



7B. Introduction of a 'de minimis' rule + + / – - 



8A. Set-off and counterclaims unlimited but optional (current approach) o o o 



8B. Limiting set-off to claims fallen due or delinquent + + + + 
8C. Discontinuing set-off for depositors, but limiting set-off in the 
insolvency procedure  + + + + + + 



Ensuring 
adequate 
payout 
procedures 
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8D. Discontinuing set-off completely + + + + + 
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7.6. Capability of DGS to deal with payout situations  



The following policy options were taken into account (Options 2 and 3 are cumulative but 
alternative to Option 1; sub-options are cumulative): 



• Option 1 (current approach): No particular rules on exchange of information between 
DGS as well as between DGS and competent authorities and/or member banks (DGS are 
only informed about a likely bank failure if appropriate); no disclosure requirements; 
stress testing required in general. 



• Option 2: Exchanging of information between DGS, competent authorities and banks: 



(a) requiring competent authorities to inform DGS by default if a bank failure 
becomes likely; 



(b) requiring banks and DGS to exchange information domestically and cross-
border on depositors through a common interface in a way which is unfettered 
by confidentiality requirements. 



• Option 3: Disclosure requirements for DGS: 



(a) requiring DGS to regularly disclose the amount of ex-ante funds, their ex-post 
financing capacity, their workforce and the result of regular stress testing 
exercises and of a regular peer review among DGS; 



(b) making the above disclosure a precondition for providing cross-border services 
and/or the establishment of branches. 



Retaining the current approach (Option 1) would lead to difficulties since a shorter payout 
delay cannot be achieved by merely introducing a legal requirement to pay within a one-digit 
number of days. If no further measures such as rules on exchange of information, disclosure 
requirements and stress testing are taken, a short payout could not be achieved even if the 
delay were reduced by law. Moreover, the above measures ensure that DGS properly function 
at all, not only with regard to a quick payout. 



As to exchanging of information between DGS, competent authorities and banks, Option 2a – 
requiring supervisors to inform DGS by default if a bank failure becomes likely – would 
involve DGS as soon as possible in order to prepare payout. Keeping in mind that DGS are 
main actors in the payout process (see Annex 12 a-c), their early involvement and improving 
the information flow between competent authorities and DGS are crucial factors for quick 
payout102. There would be insignificant costs for transmitting information. The margin of 
discretion whether it is appropriate for competent authorities to inform DGS at an early stage 
(i.e. if a failure becomes likely) creates uncertainty. The only argument for the 
inappropriateness to inform a DGS could be confidentiality. However, this issue could easily 



                                                 
102  In this context, it is worth to note that in the US, the FDIC – that acts both as a supervisor and paybox – 



is involved at a very early stage (when the leverage ratio of a bank is below the minimum required by 
law and its failure is impending or inevitable if the situation is not corrected within 90 days). During 
this 90-day pre-closing period, the FDIC has the opportunity to review bank financial information, 
make preliminary insurance determination and least-cost test, choose the method of resolution, etc. 
Then, if a deposit payoff in needed, it is made very quickly (within 1-2 business days). For more details, 
see e.g. FDIC Claims Manual (http://www.fdic.gov/about/freedom/DRRClaimsManualVol1.pdf). 
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be overcome if DGS are public entities governed by officials subject to professional secrecy. 
This may be different if banks (i.e. competitors of the bank in jeopardy) are represented in the 
board of a DGS or make available their workforce to it, e.g. by detaching some of their 
employees to the scheme. However, in this case Member States could be required to ensure 
that there are 'Chinese walls' in order to avoid any leakages of information or – even more 
effective – that there are no employees of other banks involved at all. The relevance of this 
argument is, however, questionable. In the case of DGS that can play a role in bank 
resolution, DGS must be informed anyway at an early stage. In most DGS with such a broad 
mandate, banks are actually represented in the board103. However, early action may lead to 
administrative costs for DGS if the bank does not fail but will be rescued. 



Option 2b would enable DGS to start their work and to exchange information with banks as 
soon as possible in order to prepare payout. This option would ensure that information can be 
exchanged electronically without major problems, e.g. the conversion of databases. It would 
lead to costs both for banks and DGS. 



As regards disclosure requirements for DGS, Option 3a would exert peer pressure and the 
pressure of the public on the DGS to be organised in a way that it can meet a very short 
payout delay. By means of regular stress testing DGS would know whether they have to 
improve their systems. Depositors and also competent authorities in other Member States 
would be informed about how solid a DGS which protects depositors of a branch in another 
Member State is. The peer review could be performed by the EBA with the participation of 
EFDI. It was argued (mainly from countries where few details about DGS are published) that 
such information would scare depositors and undermine DGS credibility since the funds 
available to them would never be equivalent to deposits. If some DGS fear that, they could 
explain why this is the case and that – like in the financial crisis – political decisions would 
have to be made whether and how to save a bank. Option 3b would make the establishment of 
branches dependent on disclosure of the above information. This would restrict the freedom 
of establishment.  



During the public consultation conducted by the Commission last year, a clear majority of 
respondents (about 70 %) supported involving DGS at an early stage, notably in cases likely 
to trigger DGS. Half of respondents were of the opinion that DGS should have access to 
relevant bank records when the schemes are notified by the competent authorities, while 
others (about a quarter) were against. More respondents were in favour of than against as 
regards establishing a common interface between DGS and banks, but they believed it should 
be restricted to the minimum necessary and subject to confidentiality provisions. Most 
respondents were also in favour of stress testing and regular peer reviews among DGS, but 
there was no agreement on regular disclosure of key information by DGS (e.g. the amount of 
ex-ante funds, their workforce, result of stress tests, etc.).  



Conclusion: Option 1 would be both ineffective and inefficient in terms of shortening the 
payout delay and preventing bank runs. Options 2a and 2b would be effective to ensure 
information of DGS at an early stage that is crucial for a quick payout. Option 3a would also 
be effective in ensuring a quick payout as well as depositor confidence and financial stability. 



                                                 
103 IT: http://www.fitd.it/chi_siamo/organi_consortili.htm; 



ES: http://www.fgd.es/es/info_regulacion_sistema2.html;  
PL (representatives of banking associations): 



 http://www.bfg.pl/doc_media/wezel_807/100_ustawa-bfg-1994.pdf.pdf;  
PT (representative of banking association): http://www.fgd.bportugal.pt/default_e.htm.  
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Disclosure, in general, would make DGS more credible (however, disclosure of some specific 
information, e.g. the results of stress testing could be both effective and ineffective – similarly 
to Option 3b). All but Option 1 are efficient (with benefits outweighing rather insignificant or 
moderate costs). Only Option 2b would be costly, but the benefits of depositor confidence and 
financial stability are expected to outweigh the costs for banks and DGS. Finally, all but 
Option 3b are coherent with other EU legislation (CRD, data protection law). Option 3b raises 
legal issues as to the freedom of establishment stipulated in the Treaty. 



The preferred policy options are therefore Options 2a, 2b and 3a. 
Comparison criteria  



Operational 
objectives Policy options 



Effectiveness Efficiency Coherence 



1. No particular rules on exchange of information between DGS, competent 
authorities and banks, no disclosure requirements, stress testing required in 
general (current approach) 



o o o 



2a. Requiring competent authorities to inform DGS by default by when 
triggering of DGS becomes likely + + + + + + + 



2b. Requiring DGS and their member banks to have a common 
interface to quickly exchange information + + + + + 



3a. Requiring DGS to regularly disclose the amount of ex-ante funds, 
the workforce and the result of regular stress testing exercises and of a 
regular peer review among DGS 



+ / – + + + 



Ensuring that 
DGS are 
capable to deal 
with payout 
situations 



Involving DGS 
at an early stage 



Improving 
information 
exchange 
between banks 
and schemes 



3b. Making such disclosure a precondition for cross-border services or 
establishment of branches – n.a. – 



*n.a. – efficiency (cost-effectiveness) of a measure cannot be estimated if the measure is inconsistent with the existing EU 
legislation  



7.7. Depositor information 



The following policy options were taken into account as to depositor information (Options 2 
and 3 are cumulative but alternative to Option 1): 



• Option 1 (current approach): Member States decide how depositors are informed about 
DGS coverage, and how to prevent the use of information advertising to affect financial 
stability. 



• Option 2: Depositors must countersign information given before entering into a contractual 
relationship and receive a copy. This information is harmonised by means of a template 
enumerating specific elements of information104 and it would be given in the language 
chosen by the depositor. 



(a) a template is annexed to the Directive; 



                                                 
104 Name and address, telephone and website/e-mail of the scheme; function (i.e. DGS, mutual or voluntary 



scheme) and explanation of the function including the payout delay; level of coverage, treatment of 
joint and trust accounts, aggregation of several accounts at the same bank even if banks are trading 
under different names (if relevant, identification of several brands of the bank concerned); scope of 
coverage; eligibility of depositors; explanation how a depositor can claim reimbursement. 
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(b) the template is to be developed by stakeholders and adopted as an 
Implementing Measure under Article 290 of the Treaty on the functioning of 
the EU. 



• Option 3: There must be a reference to DGS if a product is covered in advertisements and 
account statements. Advertising shall be restricted to a factual reference to the scheme to 
which a credit institution belongs.  



As correspondence and research in Member States have shown (see Section 4.3), the current 
approach (Option 1) is ineffective since depositors are not sufficiently informed about the 
function and coverage of the DGS responsible for them. 



A template that has to be countersigned (Option 2) would lead to EU depositors receiving the 
same information. Costs incurred by a template (i.e. printing and processing/filing costs) 
would not seem substantial. If contracts are concluded online, costs would be even lower. 



A reference in advertisements and account statements (Option 3) would complement Option 2 
with regard to potential depositors or depositors who signed a contract long ago. Information 
should be limited to the necessary, i.e. a mere reference to the DGS and its web site. This is 
already optional under current law. It would ensure that depositors know that a product is 
covered and, if the reference is missing, that it is not covered. Additional costs for banks are 
not substantial since this short reference would not take much payable advertising space. 
Costs for marketing material to be discarded or reprinted do not seem significant. Mentioning 
DGS in account statements would add a further line to statements of account as is now the 
case for IBAN and BIC on statements of current accounts105. The eligibility of the 
accountholder would be implicitly confirmed by this statement.  



As regards the public consultation conducted by the Commission last year, most respondents 
(about two thirds) supported developing a template for standardised information (possibly 
annexed to the Directive) to ensure that all depositors get the same or similar information. 
However, there were mixed views on when and how depositors should be informed. Most 
respondents (40 %) preferred retaining the current approach, but many (30 %) were in favour 
of making reference to information on DGS on account statements and/or requiring depositors 
to countersign information on DGS before depositing money at a bank. Less support (15 %) 
was expressed for making reference to such information in advertisements, notably if 
mandatory. In general, requests were made to keep information brief and clear and to strike a 
balance between raising depositor awareness and costs for banks.  



Conclusion: Options 2a and 3 are effective in clarifying and elaborating depositor information 
and efficient with low expected costs and high benefits as to the information of depositors and 
consequently, depositor confidence. 



The preferred policy options are therefore Options 2a and 3. 



                                                 
105 For example: "This deposit is covered by the DGS [reference to DGS website] up to €100 000. This 



limit applies per depositor and per bank [including brand names …]." 











EN 52   EN 



 
Comparison criteria 



Operational 
objectives Policy options 



Effectiveness Efficiency Coherence 



1. Retaining the current approach  o o o 



2. Developing a standard template including specific information for 
depositors + + + + + 



Clarifying and 
elaborating 
information 
obligations of 
banks 3. Requiring a reference to DGS in advertisements and on statements of 



account + + + + + 



7.8. Funding mechanisms and levels 



The following policy options were taken into account (Options 2 and 3 are cumulative but 
alternative to Option 1; Options 4 and 5 are cumulative to Options 1, 2 or 3): 



• Option 1 (current approach): No harmonisation of funding mechanisms and no particular 
requirements on DGS funding levels. 



• Option 2: Harmonised approach to selected elements of DGS funding: 



(a) a target level for the total (ex-ante and ex-post) funds that should be available 
to DGS in order to make them able to cope with a bank failure of a certain size 
(e.g. a mid-size or big failure); ex-post funds would be needed if the number of 
amount of payouts would necessitate it; 



(b) a limit for ex-post funds (to ensure that ex-post funds would not be collected 
without limits during a crisis as it could negatively influence healthy banks); 



(c) a limit for borrowing by DGS106.  



• Option 3: Harmonised approach to funding mechanisms and levels, i.e. making ex-ante 
funding mandatory supported by ex-post funding (other elements, such as the contribution 
base, the scope of coverage, the target level and limits for ex-ante/ex-post funds, need to be 
harmonised as well) – to be achieved within a specified period of time (e.g. 5 or 10 years 
since an immediate high target level could not be achieved by banks in Member States 
with ex-post financed DGS). 



• Option 4: Using the liquidity remaining in a bank at the time of failure to reimburse 
depositors. This would necessarily entail that depositors are privileged (at least up to the 
coverage level) over all other creditors in the insolvency proceedings. Such a regime is in 
place in Switzerland107 and also in the US108. 



                                                 
106 Borrowing has in practice included borrowing from the state/public authorities. 
107 See http://www.efd.admin.ch/00468/index.html?msg-id=29000&lang=de.  
108 In the US, the law of 1993 (National Depositor Preference) gave payment priority to depositors, 



including the FDIC as subrogee, over general unsecured creditors. Claims against the failed bank are 
paid from monies recovered by the receiver through its liquidation efforts. Under the above law, claims 
are paid in the following order of priority: (1) administrative expenses of the receiver; (2) deposit 
liability claims (the FDIC claim takes the position of all insured domestic deposits); (3) other general or 
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• Option 5: Limiting the annual maximum contribution to DGS 



Retaining the current approach (Option 1) would maintain the drawbacks of the existing 
framework linked to the co-existence of both ex-ante and ex-post DGS: an unlevel level 
playing field between banks operating in Member States with ex-ante and ex-post DGS, pro-
cyclicality as ex-post DGS requires banks to pay all – sometimes very high – contributions in 
times of financial stress, etc (see Section 4.4). Moreover, in bad times, it is more difficult to 
receive any additional funds in financial markets; therefore, if DGS are not sufficiently 
funded, it may result in the need to use the taxpayer money. Finally, without specific 
requirements on the level of funding, some DGS (not only ex-post ones but ex-ante ones as 
well) would likely remain undercapitalized, as this is the case today. 



As regards the harmonised approach to a target level for the total funds (Option 2a), it is 
assumed in the Commission (JRC) research that the choice of a target level for the funds may 
be related to the capability of DGS to handle a bank failure of a specific size based on bank 
recapitalisations by Member States during the financial crisis (from a small failure to a big 
one – ranging from 0.36% and 7.25% of the amount of eligible deposits respectively). In 
particular, the following scenarios have been analysed: 



Table 3: Analysed scenarios as to the target level for the total funds 



Scenarios 
Size of the failure  



(% of the total amount 
of eligible deposits) 



Scenarios based on the size of a failed banks 



Big bank failure Failure of a big member bank (average of top-10 member banks, funds to be collected in 10 years)  7.25% 109 



Small bank failure Failure of a small member bank (average of other than top-10 banks, funds to be collected in 1 year) 0.36% 



Scenarios based on DGS payout  



Big DGS payout Maximum cost to DGS for a failure occurred in the EU MS in 2008 (funds to be collected in 10 years) 1.96% 



Medium DGS payout Average costs to DGS for a failure occurred in the EU MS in 2008 (funds to be collected in 1 year) 0.60% 



Source: Joint Research Centre. 



The impact of adopting target levels that would allow DGS to cope with bank failures 
corresponding to those from the above table has been measured by comparing incurred costs 
with both ex-ante and ex-post funds. The main findings are summarized below (see also 
Annexes 14-17):110 



• Considering the target level allowing DGS to cope with the biggest failure (i.e. 7.25% of 
eligible deposits to be achieved in 10 years), two Member States would be able to handle 
this failure with the funds at their disposal (ex-ante). Considering both ex-ante funds and 



                                                                                                                                                         
senior liabilities of the institution; (4) subordinated obligations; (5) shareholder claims 
(http://www.fdic.gov/bank/historical/reshandbook/ch7recvr.pdf). 



109 This is the simple average of the data from 32 DGS in 21 Member States (the average weighted 
according to eligible deposits is very similar, i.e. 7%). 



110  The figures in the below bullet points describe in principle the impact in normal times when only ex-
ante contributions are collected. The impact in a crisis situation, when also ex-post contributions need to 
be collected (up to the maximum limit – see further part of this section) is presented in Table 4 and 
Annex 14. 
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additional contributions, and assuming to collect all contributions in 10 years, 4 Member 
States would be able to handle such a failure (see Annex 15). From the banks’ perspective, 
this would translate into a decrease of 29% in operating profits at EU level. As to the 
impact on depositors at EU level, interest rates on savings would be reduced of about 
0.35% or current account fees would increase by around €31 per account per year (see 
Annex 14). 



• As regards the target level allowing DGS to cope with a medium-sized failure in a crisis 
(1.96% of eligible deposits to be achieved in 10 years – as in the 'big DGS payout' 
scenario), seven Member States would be able to handle this failure with their ex-ante 
funds, and 14 Member States would be able to handle this failure when considering 
additional funds (see Annex 15). From the banks’ perspective, this would translate into a 
decrease of less than 5% in operating profits at EU level. From a point of view of 
consumers, the impact at EU level would be a reduction of about 0.04% in the interest rates 
granted on deposits and/or an average increase of €4.5 per account per year in bank fees 
(see Annex 14).  



• Finally, as to the target level allowing DGS to cope with the smallest failure in a crisis 
(0.36% of eligible deposits to be achieved in 1 year), 15 Member States would be able to 
handle this failure with ex-ante funds and 17 Member States would be able to handle this 
failure when considering additional funds (see Annex 15). From the banks’ perspective, 
this would translate into a decrease of less than 5% in operating profits at EU level. From a 
consumer point of view, the impact at EU level would be a reduction of about 0.04% in the 
interest rates granted on deposits and/or an average increase of about €4 per account per 
year in account fees (see Annex 14). 



Table 4: Scenarios on the target level: potential impact on annual bank operating profits at EU level 
 Big bank failure 



(fund built up over 
10 years) 



Small bank failure 
(fund built up over  



1 year) 



Big DGS payout 
(fund built up over 



10 years) 



Medium DGS 
payout (fund built 



up over 1 year) 



Impact in normal times  
(only ex-ante contributions are collected) -29.20% -4.81% -4.66% -11.02% 



Impact in a crisis situation  
(both ex-ante and ex-post contributions are collected) -41.76% -7.35% -7.34% -17.61% 



Source: Joint Research Centre. 



With regard to the harmonised approach to a limit for ex-post funds (Option 2b), it would be 
useful to consider the so-called 'extraordinary ratio', i.e. the ratio between extraordinary 
contributions111 and the total DGS funds. The ratio expresses the weight of the extraordinary 
component with respect to the total amount of funds available to a scheme. Setting the ex-post 
component at a fixed percentage of the total funds collected for all Member States would lead 
to a considerable increase in the amount of this component. When setting the 'extraordinary 
ratio' at 21.06% (the EU average value in 2007 – see Annex 13a), ex-post components would 
increase by 140% at EU level. This would in turn be reflected in a decrease in banks’ 
operating profits of almost 12% at EU level. If, in theory, all bank costs were fully passed on 
to depositors, the impact at EU level would be a reduction of 0.05% in interest rates on 
savings or an increase in account fees of almost €4 per account per year.  



                                                 
111  Extraordinary contributions are defined in practice as the difference between maximum and ordinary 



contributions whenever the DGS Statutes set a maximum level for members’ contributions. 
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As to the harmonised approach to DGS borrowing (Option 2c), the EU borrowing limit (€99 
billion) has been set by the Commission (JRC) as a percentage (1.75%) of the total amount of 
covered deposits. The percentage has been estimated according to the US data, i.e. the ratio 
between the borrowing limit ($100 billion – equivalent of about €68 billion)112 and the total 
amount of deposit insured by the FDIC in 2008 (equivalent of about €3.9 trillion).113 



Assuming that each DGS would repay the loan within 10 years, it would lead to an average 
increase in banks' contributions to DGS at EU level by 205% (see Annex 23). On average, 
four times the 2008 contributions should be collected every year to repay the loan within 10 
years. At EU level, this would result in a decrease of banks’ operating profits by around 3%. 
From depositors’ point of view, an increase in contributions would translate into an average 
interest rate reduction by about 0.04% or into an average annual increase by €4 per account. 
Currently, only 7 Member States are able to repay the estimated loan within 10 years without 
calling for new additional contributions. 



Taking into account a harmonised approach to funding mechanisms and levels (Option 3), the 
Commission has developed a harmonised scenario by combining key aspects of funding 
mechanisms.  The following assumptions have been put forward114: 



• Target level for total DGS funds: 1.96% of the amount of eligible deposits115 – according 
to the 'big DGS payout' scenario (it would mean that the target level for ex-ante and ex-
post funds would be about 1.5% and 0.5% respectively – see assumptions on the 
proportions between ex-ante versus ex-post components);  



• Contribution base: the amount of eligible deposits116 – as it is  currently the case in most 
DGS (22 DGS, representing 17 Member States – see Section 7.9); 



• Ex-ante versus ex-post component: 75% and 25% respectively117 (ex-post component close 
to the actual 'extraordinary ratio' in the EU118); 



                                                 
112 In March 2009, Congress increased the FDIC's borrowing authority from $30 billion to $100 billion 



(permanent level) and – as a temporary measure (by end-2010 only) – up to a maximum of $500 billion. 
Before, in October 2008, Congress allowed the FDIC to borrow, if necessary, unlimited amounts from 
the US Treasury (by end-2009). 



113 FDIC Annual Report 2008 (http://www.fdic.gov/about/strategic/report/2008annualreport/ARfinal.pdf). 
114 There is no assumption as to the coverage level since the calculations have been based on eligible 



deposits (thus, the level of coverage – contrary to the scope of coverage – does not affect the results). 
115 The coverage level would be recalculated on the basis of covered deposits – after a transition period and 



under the comitology procedure (see also the previous footnote). 
116 After a transition period, the contribution base would be changed from eligible to covered deposits (see 



Section 7.9). This change (from a broader to narrower contribution base) would inevitably require 
changing (increasing) the nominal value of the target level in order to maintain the total amount of DGS 
funds unchanged. 



117  In principle, the DGS funds should consist of both ex-ante and ex-post elements. Keeping in mind the 
drawbacks of pure ex-post funding (pro-cyclicality, competitive disadvantages, disincentives for sound 
risk management, etc), the ex-ante element should be clearly dominant. It means that it should be 
significantly (and not merely slightly) higher than 50% of the total funds. At the same time, taking into 
account the importance of additional funding that may be needed in a crisis situation, a pure (100%) ex-
ante system is not desirable. Therefore, the balanced proportions between ex-ante and ex-post elements 
could be roughly 75%-25% or 80%-20%. In both cases, the ex-post element would be close to the 
actual 'extraordinary ratio' in the EU (see the next footnote). Since the latter proportion would be 
slightly more costly for the banking industry in normal times, the former seems to be more preferred.  



118  The 'extraordinary ratio' in the EU (simple average) is 32.9% for all Member States or 21.1% if MT and 
CY are excluded (as their indicators - 72% and 83% respectively - are much higher than the indicators 
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• Scope of coverage: two options considered – exclusion and inclusion of deposits held by 
non-financial enterprises, central/local authorities, and/or enterprises in the financial sector 
(see Section 7.3). 



It is assumed that the scenarios developed on the basis of the above assumptions (see Table 5) 
should be achieved within 10 years. The phase-in period of 10 years seems to be a balanced 
solution compared to both shorter and longer periods. A shorter phase-in period such as 5 
years has shown to result in excessive financial burden on banks since (i) the expected costs 
within the 10-year period are already relatively high, (ii) Member States, notably those with 
ex-post DGS, need some mitigating measures (such as a sufficiently long transition period) in 
order to build up their ex-ante funds according to the required levels, and (iii) it should be 
kept in mind that there are also other initiatives aimed at strengthening the financial sector to 
be implemented in the coming years (however, the assessment of the impact of those 
initiatives on banks is outside the scope of this impact assessment). On the other hand, 
choosing a longer phase-in period than a decade involves the risk that the entire initiative to 
build up a system of soundly financed DGS would be perceived as 'watered down' and not 
treated seriously. 



Table 5: Harmonised scenarios on DGS funding 



Harmonised 
scenarios 



Target 
level 



Contribution 
base 



Ex-ante vs. ex-post 
component Scope of coverage Number of years to 



reach the target  



Scenario A 1.96 % Eligible 
deposits 75 % - 25 % Exclude financial and non-financial enterprises 



and authorities 10 years 



Scenario B 1.96 % Eligible 
deposits 75 % - 25 % Include non-financial enterprises, exclude 



authorities and enterprises in the financial sector 10 years 



Scenario C 1.96 % Eligible 
deposits 75 % - 25 % Include financial and non-financial enterprises 



and authorities 10 years 



Source: Joint Research Centre. 



As a result of the above scenarios, DGS would be much better capitalised that currently. For 
Scenario B (built on the preferred option concerning scope of coverage assuming the 
inclusion of all non-financial enterprises and the exclusion of all authorities and all financial 
sector enterprises – see Section 7.3), DGS would collect together within 10 years the amount 
of ex-ante funds of about €149 billion and €49.7 billion potentially available as ex-post 
contributions (compared to total ex-ante and ex-post funds of DGS of €23 billion in 2008 – 
see Annex 18a). In normal times, when only ex-ante contributions are collected, it would 
require an average increase in contributions of 393% at EU level119. The aggregated annual 
ex-ante contributions would increase from €1.8 billion to €9.4 billion at EU level120 (see 



                                                                                                                                                         
of other Member States). As to the EU weighted average (according to the amount of eligible deposits), 
it is 21.2% when including CY and MT and 19.0% if they are excluded – see Annex 13a).  



119  There would be a particularly high impact in FR (a 2450% increase in contributions). This is because 
the amount of eligible deposits is very high, while the funds at DGS disposal are not proportionally 
high. For example, in 2008, total DGS funds in FR were almost 5 times lower than the funds in ES 
although in 2007 eligible deposits in FR were more than twice as high as deposits in ES (see Annexes 2 
and 18a).  



120  The highest level of annual ex-ante contributions would be expected in FR and UK (each €2.4 billion), 
while the lowest one in LV (€8 million) (see Annex 18b). As to FR, it should be noted that in 2008 
contributions to its DGS were more than 6 times lower compared to those in GR although in 2007 
eligible deposits in FR were more than 10 times higher than in GR (see Annexes 2 and 18b).  
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Annex 18b). However, the 2008 contributions are already higher in some Member States than 
estimated contributions to be collected in order to reach the target within the time limit. Also, 
in some Member States cumulated funds are already higher than the target ex-ante 
component. From banks’ perspective, an average decrease in operating profits would be about 
2.5% at EU level (with a stronger impact in EU-15 than in EU-12 where, on average, a slight 
increase in bank profits is expected121 – see Annexes 19 and 22b). For depositors, if all banks 
costs were passed on to them, the impact on interest rates would mean a decrease of less than 
0.1%, and additional bank fees of around €7 per account per year (see Table 6 and Annexes 
18-20). Of course, under the worst-case scenario, i.e. a crisis situation when ex-post 
contributions must be collected up to the maximum ceiling (25% of the total fund, i.e. about 
0.5% of eligible deposits), the above figures would be substantially higher (e.g. the decrease 
in the operating profit would be over 6% and additional bank fees about €12 – see Annexes 
19, 20 and 22a). 



Table 6: Potential impact of the harmonised scenarios on DGS funding at EU level in normal times 



Harmonised 
scenarios 



Total  
ex-ante funds 
collected after 



10 years  
(€ thousands) 



Total  
ex-post funds 
available after 



10 years  
(€ thousands) 



Ex-ante 
contributions 



to be collected 
annually 



within 10 years 
(€ thousands) 



Increase in 
annual ex-ante 
contributions 
(compared to 



2008) 



Decrease in 
bank operating 



profits 



Decrease in 
interest rates 
on savings 



Increase in 
bank fees on 



current 
accounts  



(€) 



Scenario A 127 938 303 42 646 101 7 655 420 289% 1.01% 0.06% 7.02 



Scenario B 149 015 250 49 671 750 9 368 379 393% 2.46% 0.07% 7.08 



Scenario C 171 556 596 57 185 532 10 561 256 437% 3.26% 0.08% 8.43 



As of 2008 18 635 489 4 467 624 1 812 589 – – – – 



Source: Joint Research Centre. 



It should be noted that the harmonised scenarios on funding would have a significant impact 
on ex-post financed DGS whose ex-ante funds are by definition zero. Under the above 
scenario B, ex-post DGS in six Member States would have to collect together about €47 
billion within 10 years, roughly a half of which the UK alone (see Annexes 18).  



If the remaining bank liquidity is used (Option 4), DGS and their member banks would have 
to pay significantly less since a large part if not all depositors could be paid out with this 
liquidity. On the other hand, the same amount saved by DGS and banks would have to be 
borne by all other creditors and depositors who are not protected by the DGS or whose 
deposits exceed the coverage level since corresponding to the priority of the DGS their claims 
would become more subordinate and therefore they will get a smaller insolvency dividend. 
Since many of these 'other creditors' are banks, losses caused by a lower insolvency dividend 
for them may counterbalance the savings as to their contributions to DGS. However, this only 
occurs to the extent banks have not had collateral for their claims against the failed bank.  



During the public consultation conducted by the Commission last year, a large majority of 
respondents (about 70%) supported ex-ante funding while a minority of them (less than 15 %) 



                                                 
121  Some EU-12 Member States have their funds which are considerably high: if they want to reach the 



target level in 10 years they can reduce their contributions which, in turn, would be translated into 
increasing operating profits of banks. The highest increase in bank operating profits is expected in BG 
(13%) and EE (23%), while the strongest decrease is expected in AT (16%) and BE (18%). 
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were in favour of solely ex-post funding (those from Member States with ex-post systems – 
AT, IT, NL and UK). Proponents of ex-ante funding indicated several advantages: a level 
playing field, avoiding pro-cyclicality, speeding up payout, addressing moral hazard and 
unfairness stemming from the fact that riskier banks are de facto subsidised by safer ones, 
etc122. Opponents argued that ex-ante funding is an inefficient use of financial resources, may 
be very costly for Member States with ex-post systems, and – together with the recent and 
planned CRD amendments – may lead to higher capital requirements for banks. There were 
also rather mixed views on a target level for ex-ante funds, with many more respondents in 
favour than against (roughly two thirds to one third), but only a few suggestions were made 
on how high this target level should be (e.g. the level necessary to cover 4-5 smaller banks or 
2-3 medium-sized banks). Most respondents agreed that a maximum contribution level would 
be desirable to avoid excessive pro-cyclicality (notably during a crisis when unlimited 
contributions may be very burdensome for banks). Practically all respondents agreed that 
additional financing sources should be allowed if needed by DGS. 



Finally, Option 5 would ensure that banks would not have to pay contributions to an extent 
that might bring them into financial difficulties. The maximum contribution would have to 
ensure (i) that the target level can be built up over 10 years (1.5% / 10 = 0.15%), (ii) that the 
extraordinary contributions can be paid (0.5%), and (iii) that there is a safety margin in case 
the DGS funds are depleted. The current maximum annual contributions throughout EU DGS 
oscillate around 0.2% in most Member States or are set at 1.5 or 1.875% (BG and GR). In 
some countries, they are set as a percentage of own funds (PL, AT, DE). 



Conclusion: The drawbacks stemming from the current approach could be eliminated by a 
more harmonised approach to funding mechanisms and levels. Keeping in mind the relevant 
operational objectives (increasing convergence between DGS, enhancing DGS funding), the 
harmonised approach would be much more effective if applied to all key aspects of DGS 
funding (Option 3) than merely to selected aspects (Option 2). Ex-ante funding is much more 
efficient than ex-post financing because of its counter-cyclical nature. Therefore, the most 
effective solution seems to be a 'mixed system' (mandatory for all Member States), where ex-
ante funding would be dominant and supported by ex-post funds collected if necessary 
(Option 3). Borrowing by DGS does not need to be harmonised because this touches upon the 
organisation of the financial system in Member States and, in line with the subsidiarity rule, 
should be left to Member States' discretion.  



Setting a target level for DGS funds would ensure that schemes are credible and capable to 
deal with medium-sized bank failures. The most cost-efficient target level would be 1.96% (or 
simply 2%) of eligible deposits (to be achieved within 10 years) because it would increase 
DGS funds to cope with a medium-sized bank failure; and despite quite substantial increase in 
contributions, it would, on average, only moderately affect bank profits at EU level (with a 
stronger impact in some Member States) and lead to very limited costs for depositors. Also, 
Option 4 would be effective and efficient; it would not involve new costs for banks while 
ensuring a quick payout and sound financing. However, this option – contrary to other options 
– does not seem coherent with the fact that there is no harmonised approach to bank 
insolvency in the EU yet. Option 5 would also be effective and efficient. It would ensure a 
sound financing of the DGS but avoid unwanted side-effects if contributions were too high. 



                                                 
122  Similar advantages of ex-ante funding were also indicated by the International Association of Deposit 



Insurers (IADI) – see IADI, Funding of Deposit Insurance Systems. Guidance Paper, 6 May 2009 
(http://www.iadi.org/docs/Funding%20Final%20Guidance%20Paper%206_May_2009.pdf). 
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The preferred policy option is therefore Option 3. 
Comparison criteria 



Operational 
objectives Policy options 



Effectiveness Efficiency Coherence 



1. No harmonisation of funding mechanisms and no particular requirements on 
DGS funding levels (current approach) o o o 



2a. Harmonised target level for the total (ex-ante and ex-post) funds ++ + + + 
2b. Harmonised limits for ex-ante and ex-post funds + + + + + + + 
2c. Harmonised limit for borrowing by DGS – – + 
3. Harmonised approach to funding mechanisms and levels (mandatory 
ex-ante funding supported by ex-post funding, other elements/limits 
harmonised) – to be achieved within a specified period of time (e.g. 5 or 
10 years) 



+ + + + + + 



Increasing 
convergence 
between DGS 



Enhancing 
DGS funding 



4. Using the liquidity remaining in a bank at the time of failure to reimburse 
depositors + + + + + – 



7.9. Bank contributions to DGS 



The following policy options were taken into account (Options 2-5 are cumulative but 
alternative to Option 1 and each sub-option is alternative to the other sub-options): 



Option 1 (current approach): No requirements as to bank contributions; 



Option 2: Harmonised approach to the contribution base: 



(a) eligible deposits as the contribution base in all Member States; 



(b) covered deposits as the contribution base in all Member States. 



Option 3: General common approach to the calculation of risk-based contributions, i.e. the 
total amount of contribution depends on both the contribution base and risk indicator(s): 



(a) using a single risk indicator for calculating risk-based contributions; 



(b) using multiple risk indicators for calculating risk-based contributions. 



Option 4: Partially or fully harmonised approach to the choice of risk indicators in order to 
calculate risk-based contributions: 



(a) requiring Member States to apply risk-based contributions and allowing them 
to develop their own risk indicators; 



(b) developing a set of indicators and allowing Member States to choose relevant 
indicators in order to calculate risk-based contributions; 



(c) developing a set of core indicators (mandatory for all Member States) and 
another set of supplementary indicators (optional); 



(d) developing a common set of indicators to be used in all Member States in order 
to calculate risk-based contributions; 
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Option 5: Harmonised approach to the contributions for banks joining or leaving a scheme: 



(a) requiring annual contributions without down payments if a bank joins the 
scheme and requiring DGS to reimburse the last contributions paid by a bank if 
it becomes a member of another DGS due to changes of its legal status 
(subsidiary / branch); 



(b) permitting down payments if a bank joins the scheme and forbidding DGS to 
reimburse any contributions of a bank. 



One option discarded at an early stage is worth mentioning. If banks were required to 
contribute without limitation to DGS, this could drive them into illiquidity or even insolvency, 
which would be counterproductive. Such a case occurred when the funds of the German ICS 
were emptied and extraordinary contributions were temporarily suspended by a court order 
because there was a risk that contributors (i.e. investment firms) could also be driven into 
insolvency. Such a situation could also happen at a DGS since the financing mechanism of 
DGS and ICS is the same. In most Member States, however, there is a ceiling for maximum 
contributions of banks usually based on a percentage of eligible deposits (see Annex 15b). 



Currently, DGS apply very different approaches to bank contributions (e.g. they use different 
contribution bases; some of them have introduced risk-based contributions while the others 
have not). Retaining the current approach (Option 1) would maintain the situation where 
contributions in Member States are still not fully comparable and the same risk within a cross-
border banking group is reflected in contributions in a different way in Member States. 



As regards the harmonised approach to the contribution base (Option 2), selecting the amount 
of eligible deposits as a contribution base (Option 2a) for all DGS would lead to an increase in 
the contributions for those DGS using currently the amount of covered deposits (11 DGS in 6 
Member States), with an EU average figure of 111%123. It would result in a decrease in bank 
operating profits of about 0.01% at EU level (with no change for EU-12). If all costs were 
passed on to depositors, it would mean a reduction of about 0.06% in interest rates on savings 
or an increase in current account fees of around €7 per account per year. In contrast, the 
impact of assuming the amount of covered deposits as a contribution base (Option 2b) would 
translate into a change for most Member States (currently, 22 DGS in 17 Member States use 
eligible deposits as their contribution bases). This would lead to a decrease in contributions of 
58% at EU level. From the banks’ point of view this would translate into a 4% increase in 
their operating profits. In theory, it should lead to an increase of interest rates on savings or a 
reduction of bank fees to be paid by depositors, but this might not be fully passed on to them. 
In general, the former approach (eligible deposits as the contribution base) would result in an 
slight increase of total DGS funds at EU level (up to €18.7 billion), while the latter one 
(covered deposits as the contribution base) would lead to a decrease in this respect (to €17.5 
billion) – compared to the current situation (total funds of €18.6 billion as of end-2008). 



As to the common approach to the calculation of risk-based contributions: the use of risk 
indicator(s) (Option 3), according to the Commission (JRC) report on risk-based contributions 



                                                 
123 This average also includes the decrease of 44% relative to IE which is the only Member States adopting 



the total deposits as contribution base. 
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published in 2008124, only 8 DGS in the EU adjusted the contributions of all their members, 
taking into account information from indicators which allow for assessing banks' risk profiles. 
Although the approaches currently applied across Member States were quite heterogeneous, 
there was a common principle behind the various adjustment procedures: the contributions are 
adjusted by decreasing or increasing them by a percentage (ranging from 75% to 140% of the 
standard amount) obtained by classifying DGS member banks into rating classes, linked to 
scores from a set of indicators. This may serve as a starting point for further discussions. 



Last year, the Commission (JRC) in cooperation with the EFDI125, investigated potential 
models for risk-based contributions and assessed their potential impact across Member States. 
The JRC report published in 2009126 presented two potential approaches to calculating such 
contributions that could be applied in the EU, i.e. Single Indicator Model (SIM) and Multiple 
Indicator Model (MIM). Both models are based on practices implemented by DGS adopting a 
risk-based contribution system (key elements from different systems in force were combined 
to build models adaptable to different EU banking systems). Both models rely on current 
reporting obligations, i.e. existing accounting-based indicators to assess the risk profile of 
DGS member banks (8 indicators covering 4 key risk classes commonly used to evaluate the 
financial soundness of banks: capital adequacy, asset quality, profitability, and liquidity – see 
Annex 25). The SIM uses a single accounting ratio to categorise banks into rating classes and 
accordingly calculate banks’ contributions127. In contrast, the MIM combines four ratios (one 
per class) to obtain a single measure of the risk behaviour of DGS members. 



The JRC report presented also some quantitative analyses for the above models in order to 
assess the impact that the introduction of risk-based contributions would have on DGS 
members. The SIM was tested by using each of the 8 proposed indicators. Results showed that 
the impact on contributions would be very different depending on the indicator selected. For 
this model, the EU average maximum decrease in contributions for a single bank would be 
19.6%, while the EU average maximum increase in contributions would be 27.8%. As regards 
the MIM, it was tested by using two sets of four indicators. Results showed that the variability 
of the impact on contributions was significantly reduced: the EU average maximum 
decrease/increase in contributions was -4.1 % and +3.8 % respectively (it was also found that 
changing the set of indicators had not much influence).128 



                                                 
124 European Commission, Risk-based contributions in EU Deposit Guarantee Schemes: current practices, 



Joint Research Centre, Ispra, June 2008 (http://ec.europa.eu/internal_market/bank/docs/guarantee/risk-
based-report_en.pdf). 



125  EFDI, Development of common voluntary approaches to include risk based elements for deposit 
guarantee schemes, 2009 (http://www.efdi.net/scarica.aspx?id=143&Types=DOCUMENTS). 



126 European Commission, Possible models for risk-based contributions to EU Deposit Guarantee 
Schemes, Joint Research Centre, Ispra, June 2009 (http://ec.europa.eu/internal_market/bank/docs/ 
guarantee/2009_06_risk-based-report_en.pdf). 



127 Contributions were calculated as a fixed percentage of the contribution base and subsequently adjusted 
by a risk factor specific to each member bank (see Annex 25). The risk adjustment factor was a 
percentage used to increase contributions for risky banks and to decrease them for well-behaving banks 
(in the JRC report, those factors varied between 80% for the least risky banks and 150% for the most 
risky banks). 



128 The above results should be carefully interpreted since the sample of banks did not cover the entire 
banking sector in any Member State (the banks taken into account are the largest set of banks for which 
values for the indicators were available). Moreover, the quantitative analysis relied on a number of 
assumptions and choices being made when assigning values to the model parameters. 
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Another approach to risk-based contributions was presented in one of the recent research129. It 
presents a mathematical model for estimating the losses to DGS and contributions of each 
bank according to its risk profile (the model is run via a Monte Carlo simulation). The idea is 
to use this model to estimate the contribution to the total loss of the system (in percentage) 
that is attributable to each bank. These risk-based contributions are to be estimated under 
different assumptions, depending on how inter-bank contagion has been taken into account. 
The estimation of each bank's risk based contribution is split into its 3 components: (i) the risk 
profile of bank's credit portfolio (inter-bank contagion is not taken into account); (ii) the 
fragility of the bank due to its inter-bank connection (passive contagion) and (iii) the systemic 
risk of the bank (active contagion, i.e. the risk that the bank causes others banks' defaults 
through its inter-bank exposure). 



Indicators for systemic risk of a bank have not been taken into account since the development 
of criteria for Systematically Important Financial Institutions is still in progress. 



As regards policy options stipulating partially or fully harmonised approach to the choice of 
risk indicators, Option 4a would not cause a substantial difference in comparison with the 
current situation. Although, on the one hand, it would be mandatory for DGS in Member 
States to calculate bank contributions using some risk indicators, but on the other hand, 
Member States would still be free to choose their own indicators. Therefore, bank 
contributions in Member States would still be incomparable (even within the same cross-
border banking group). Options 4b and 4c would mean partial harmonisation. First, Member 
States would agree a set of indicators. Then, they would either choose relevant indicators 
from the set (Option 4b) or divide the set into core and supplementary indicators – of which 
the former would be mandatory but the latter optional for DGS (Option 4c). These two sub-
options would contribute to greater comparability of risk measurement in Member States. 
However, the greatest (full) comparability would be achieved by applying sub-option 4d as it 
would mean full harmonisation. All Member States would use the same indicators to calculate 
risk-based contributions. They would use all indicators included in the common set and would 
not be allowed to use any other indicators. 



It is obvious that the introduction of risk-based contributions in the EU would influence those 
Member States that do not apply such contributions (since they would need to introduce a new 
framework on which they have no experience). However, it could also have some impact on 
Member States already applying risk-based contributions. It would happen if the set of 
indicators did not include the indicators currently used by those Member States. In this 
situation, those Member States would have to change their risk assessment framework that 
had been used for some years before. 



As regards the harmonised approach to the contribution requirements for banks joining or 
leaving a scheme, Option 5a would ensure that banks reorganising their operations in a way 
that branches turn into subsidiaries (in particular if they adopt the legal form of a European 
Company) are not hindered from doing so by being required to make initial down payments 
when joining a DGS. When a branch becomes a subsidiary, it may currently have to pay an 
initial contribution in addition to the annual one. Option 5b would concern the opposite case – 
if branches turn into subsidiaries, they would have to pay the last annual contribution for the 



                                                 
129  F. Campolongo, R. De Lisa, S. Zedda, M. Marchesi, Deposit insurance schemes: target fund and risk-



based contributions in line with Basel II regulation, JRC Scientific and Technical Reports, 2010 
(http://easu.jrc.ec.europa.eu/eas/downloads/pdf/JRC57325.pdf).  
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branch twice which otherwise could then be used as contribution for the subsidiary. This 
would mean that DGS do not lose funds but the bank is imposed a double charge.  



As regards the public consultation conducted by the Commission last year, a large majority of 
respondents (above 70 %) were in favour of risk-based contributions to DGS, but some of 
them (over 20 %) were against. Proponents emphasised that risk-based contributions would 
create incentives for more prudent behaviour of banks and improve their risk management, 
mitigate moral hazard and free riding problems (subsidising riskier banks by safer ones), etc. 
Opponents were afraid that such contributions may result in pro-cyclical effects and mean 
double penalisation for banks (since they may already be penalised by supervisors if do not 
comply with capital requirements). No single view emerged whether risk-based contributions 
should be harmonised or not, mandatory or optional, but there was agreement that they should 
be flexible enough to take into account specific situations in Member States. Moreover, some 
indicators to calculate risk-based contributions were suggested: capital adequacy/solvency, 
liquidity, profitability, high exposure, loan portfolio quality, etc. Some respondents stated that 
the JRC reports on risk-based contributions could serve as a starting point and the CEBS 
could provide some guidelines on this (bearing in mind the need to improve the convergence 
of supervisory and DGS practices).  



Conclusion: Retaining the current approach (Option 1) would be incoherent with the values of 
the Internal Market and ineffective since it does not create any incentive for a proper risk 
management. The analysis has revealed that a more harmonised approach to bank 
contributions, which in principle consists of both non-risk-based and risk-based elements 
(Options 2 and 3 respectively) is most efficient. As to the former, in principle, it would be 
more effective to base contributions in all Member States on covered deposits (Option 2b) 
since this better reflects the risk to which DGS are exposed130. As to the latter, it should be 
calculated on the basis of several indicators (Option 3b) and not just on a single one which 
may miss some important information on banks' risk profiles. Taking into account differences 
between banking sectors in Member States, full harmonisation of risk-based contributions 
seems to be neither feasible nor needed (at least at this stage) and some flexibility is 
necessary. Therefore, partial harmonisation (Option 4c) seems to be an appropriate solution at 
the moment. It should be noted that the introduction of risk-based contributions would have 
no impact on the overall level of contributions since the total amount of contributions would 
be determined by the target level for DGS funds and risk-based contributions would only be 
helpful in apportioning it among individual banks according to their risk profiles. Finally, 
Option 5a would be efficient (cost-neutral) and coherent with the Internal Market and some 
fundamental Treaty freedoms (freedom of the establishment, freedom of providing services). 



The preferred options are therefore Options 2a/2b, 3b, 4c/d as well as 5a. 



                                                 
130  In practice, however, keeping in mind that most DGS (22 in 17 Member States) use currently eligible 



deposits as their contribution bases, it would be easier to harmonise the contributions bases by the two-
step approach: first, using eligible deposits in all Member States as the contribution base, and then (after 
a relevant transition period), switching to covered deposits as the single contribution base in the EU. 
The application of this approach would be merely a formal change, i.e. it would involve the change of 
the nominal target level for DGS funds in order to ensure that the overall amount of funds is unchanged. 
Therefore, it would have no impact on bank contributions and, in turn, on bank profits.  
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Comparison criteria  



Operational 
objectives Policy options 



Effectiveness Efficiency Coherence 



1. No requirements or harmonisation on banks contributions to DGS (current approach) o o o 



2a. Eligible deposits as the contribution base in all MS (temporary solution) + + + + 



2b. Covered deposits as the contribution base in all MS (final solution) + + + + 



3a. Calculation of RBC based on a single indicator – – + 
3b. Calculation of RBC based on multiple indicators + + + + + 



4a. Requiring MS to apply RBC and allowing MS to develop their own risk indicators + + + 
4b. Developing a set of indicators and allowing MS to choose relevant indicators in order 
to calculate RBC + + + 



4c. Developing a set of core indicators (mandatory for all MS) and another set of 
supplementary indicators (optional for MS) + + + + + + 



4d. Developing a common set of indicators to be used in all MS in order to calculate RBC + / – + / – + + 
5a. Requiring annual contributions without down payments if a bank joins the 
scheme and requiring DGS to reimburse the last annual contribution of a bank if it 
becomes a member of another DGS due to changes of its legal status 



+ + + 



Providing for 
contributions 
to schemes, 
which 
adequately 
reflect the 
degree of 
risk incurred 
by banks 



5b. Allowing down payments and forbidding reimbursement of the last annual 
contribution – – + 



7.10. Mandate of DGS 



The following policy options were taken into account (they are mutually exclusive): 



• Option 1 (current approach): Mandate of DGS left to the discretion of Member States 
(whether a DGS carries out any additional functions beyond payout). 



• Option 2: Retaining the current approach and ensuring that the payout function cannot be 
impeded by expenses on early intervention or restructuring measures.  



• Option 3: All DGS must provide funding for early intervention or bank resolution131 
measures. This means that beyond the target level required for payout, there must be 
additional funds available, either for dealing with a medium-sized bank (Option 3a) or a 
large bank (Option 3b) in difficulty. 



As regards Option 1, if DGS are not required to participate in resolution for ailing banks, 
there is a higher risk that taxpayers' money is used for resolutions while corresponding powers 
of DGS would ensure that money originating from banks is used. The lack of coherence 
between national DGS roles in this regard may also impede coordinated resolution actions on 
a cross border basis. If in one Member State a DGS can use its funds to resolve a bank but this 
is not permitted in another Member State, it may render bank resolution negotiations more 



                                                 
131 According to COM(2009)561, the term 'bank resolution' covers 'measures taken by national resolution 



authorities to manage a crisis in a banking institution, to contain its impact on financial stability and, 
where appropriate, to facilitate an orderly winding up of the whole or parts of the institution'.  
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complex since private sector in one country may not be willing to participate if private sector 
does not contribute to a similar extent in the other country.  



Option 2 implies, in addition to the impact stemming from Option 1, that the 11 Member 
States where DGS have powers beyond the mere payout of depositors132 banks would have to 
ensure that DGS funds can in principle only be used for paying out depositors but can be used 
for bank resolution purposes if such use shall be limited to the amount that would have been 
necessary to pay out covered deposits. This would avoid a depletion of funds for the benefit of 
uninsured creditors of a bank, who also benefit from a resolution measure. 



This option would affect these 11 Member States in so far as they would have to get 
additional funding if a resolution measure is more expensive than a payout. However, there 
are no data available as to the probability of such an event and its likely impact.  



Even if the financial impact cannot be estimated, there are some other positive impacts: 



– Depositors are the weakest link among those concerned by a bank failure and their 
protection would not be put into perspective or endangered by resolution actions; 



– One bank may be subject to DGS support while another one might just be failing 
without support. The DGS may then less likely be empty because of the support 
granted and it may still be able to pay out depositors of the other bank;  



– It takes into account that a bank that enjoyed DGS support may fail later (due to 
unexpected risks, unforeseen events, etc.). This so-called 'double whammy effect' 
could quickly empty DGS funds. 



An effective and cost-efficient solution to ensure that DGS funds cannot be drained for bank 
resolution measures to the benefit of uninsured creditors is to require that DGS funds should 
principally be used for paying out depositors. However, in order not to deprive depositors of 
the benefits of bank resolution measures (i.e. the continuity of banking services as a result of 
the transfer of deposits of the failed bank to another credit institution133), it would be effective 
to allow the use of DGS funds for resolution, but limited to the amount that would have been 
necessary to pay out covered deposits. 



If DGS had an even broader mandate, i.e. including not only bank resolution but also early 
intervention measures (e.g. recapitalization, liquidity assistance, guarantees, etc.), they would 
need to be adequately funded. It means that additional funds would need to be collected 
beyond the target level because bank resolution is alternative to payout while early 
intervention does not always prevent payout later on. However, in order to avoid situations 
where DGS funds could serve as an important contribution to an otherwise difficult early 
intervention measure, they could be used for such purposes under some restrictions. 



                                                 
132 See Annex D. RO, as the 12th Member State with DGS having a mandate beyond paybox, is not taken 



into account since its DGS has only liquidation powers which go beyond the paybox mandate but do not 
allow the support of banks. 



133  It seems that Member States could also allow DGS to use their financial means in order to avoid a bank 
failure without being restricted to financing the transfer of deposits to another institution, provided that 
financial means of that DGS exceed the target level before such measure and its financial means are not 
lower than a certain threshold (e.g. 1% of eligible deposits) after such measure. 
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Finally, as to Option 3, it would result in avoiding the negative impacts of Option 1. It means 
that additional funds would need to be collected beyond the target level – either for dealing 
with a medium-sized bank or a large bank in difficulty (see Table 7). The impact of Option 3a 
would be €121 billion (of which €90 billion ex-ante funds) and for the impact of Option 3b 
would be €352 billion (of which €264 billion ex-ante funds). The cumulated impact ('paybox' 
and resolution as described under Option 2) would amount to €302 billion (of which €227 
billion ex-ante funds; Option 3a) and €534 billion (of which €401 billion ex-ante funds; 
Option 3b). The impact on benefits such as depositor confidence and financial stability would 
be very positive but cannot be calculated. 



However, Option 3 would seem inconsistent with ongoing Commission work on bank 
resolution to prescribe a mandatory bank resolution mandate for all DGS since it would 
anticipate the outcome of this work. 



During the public consultation conducted by the Commission last year, a slight majority was 
in favour of maintaining DGS as mere 'payboxes' due to the need to avoid interference with 
other actors in the financial safety net and the risk of depleting DGS funds. The majority of 
respondents in favour of extending the mandate to bank resolution activities preferred to leave 
this decision at the discretion of Member States, since each Member State has a different set-
up of crisis management. However, it was widely acknowledged that competent authorities in 
all Member States must have bank resolution powers. 



Table 7: Scenarios based on government interventions (i.e. recapitalisations) 



Description of scenarios 
Size of the failure  



(% of the total amount of 
eligible deposits) 



Big government 
intervention 



Maximum costs for banks’ individual recapitalisations operated by governments of EU 
Member States during the financial crisis 3.80% 



Medium government 
intervention 



Average costs for banks’ individual recapitalisations operated by governments of EU 
Member States during the financial crisis 1.30% 



Source: Joint Research Centre. 



Conclusion: Option 3 would be the most effective one as regards ensuring that bank 
resolution is financed with private funds (banks) rather than with taxpayers' money at the 
same time ensuring that there is adequate funding in order to payout depositors in all EU 
Member States (contrary to Option 2, only 11 Member States). However, as the costs of such 
solution are extremely high and additional benefits as to depositor confidence and financial 
stability compared to Option 2 remain unclear, doubts remain as to the efficiency of Option 3. 
Option 2 is effective to ensure that DGS funds are not drained for other purposes. All options 
seem consistent with the possible establishment of a pan-EU resolution fund mentioned in the 
Commission Communication on crisis management (insert reference). 



Comparison criteria  
Operational objectives Policy options 



Effectiveness Efficiency Coherence 



1. Other DGS functions than 'paybox' optional 
(current approach) o o o 



2. Requiring DGS with a broad mandate to 
collect adequate funds + + + 



Enabling DGS to participate in bank resolution 



Ensuring adequate funding for DGS with 
additional tasks 



Ensuring that DGS with intervention powers 
remain sufficiently funded to fulfil their payout 
obligation if they are charged with additional tasks 



3. Requiring all DGS to have a broad 
mandate and to collect appropriate funds + – – + 
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7.11. Cross-border cooperation of DGS and a pan-EU DGS 



Fragmentation of DGS across the EU can be overcome by two alternative approaches: an 
improvement of cooperation between existing DGS to a different extent or a pan-EU DGS. 



From this result three basic options. Only sub-option 3A is mutually exclusive as to the other 
options. Apart from this, the options can be combined: 



• Option 1 (current approach): no pan-EU DGS, depositors paid out and informed by the 
home country DGS (see Section 4.6). 



• Option 2: Host country DGS acting as a single point of contact (this option is mutually 
exclusive only with Option 3a). Unless there is a single pan-EU DGS, Option 2 will always 
be relevant in case of branches, whether there is topping up or not. The following sub-
options have been taking into account: 



(a) the host country DGS informs depositors at branches in its country about a 
bank failure in the home country; it also acts as a post box of the home scheme 
and provides information and advice in the host country’s language; 



(b) in addition to Option 2a, the host country DGS is paying agent for the home 
country DGS and would be reimbursed by it. 



• Option 3: Introducing a pan-EU DGS;  



As regards Option 3, the following sub-options were taken into account as regards the 
structure of a pan-EU DGS (sub-options 3b or 3c can be cumulated with Option 2): 



(a) a single entity acting as a pan-EU DGS replacing the existing schemes (if this 
option is chosen, Option 2 will become obsolete); 



(b) a '28th regime' supplementing and supporting the existing DGS; 



(c) a network of DGS ('EU system of DGS'): if the financial capacity of one 
scheme becomes insufficient or depleted, the other schemes would have to lend 
it money which is to be recovered over time (see Annex 28)134. 



In addition, the following sub-options of Option 3 were taken into account as regards the 
membership of a pan-EU DGS (they can be combined with any of the structure-related sub-
options above): 



                                                 
134 This is applied in a similar way in AT, where under Article 93a of the Bankwesengesetz, the sectoral 



scheme must pay to the extent that its member banks have paid the maximum contribution of 0.93% of 
own funds. In cases where the responsible scheme in question is unable to pay out the guaranteed 
deposits in full, the other sectoral schemes are obliged to make proportionate contributions immediately 
in order to cover the shortfall. Those protection schemes are to have recourse to claims against the 
relevant protection scheme in the amount of the contributions made and demonstrable costs. In cases 
where the schemes as a whole are unable to pay out guaranteed deposits in full, the original scheme 
concerned must issue debt securities in order to meet the remaining payment obligations; the Federal 
Minister of Finance may assume liability on behalf of the federal government according to a special 
legal authorisation. 
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(d) all banks; 



(e) cross-border banks (i.e. those with branches in another Member State); 



(f) only large, systemically important cross-border banks. 



Option 3 presupposes full harmonisation of DGS as presented in this report and could only 
enter into force after the target level for DGS (see Section 7.7) has been reached. Both 
Options 2 and 3 would entail that (i) home and host DGS must conclude mutually binding 
bilateral or multilateral agreements on the details of such cooperation and/or (ii) relevant 
provisions in this respect would be stipulated in the Directive. In order to ensure that the 
arrangements work in practice, account should be taken of templates designed by EFDI135 and 
the European Banking Authority (EBA) could act as a mediator136. 



Option 2a would mainly have an impact on DGS facing additional administrative costs for 
cooperation with the home country DGS if they play their role vis-à-vis the depositors. In 
turn, this would lead to a simplification for depositors since they would only have to contact 
one DGS in their own language. 



In addition to this, for the host country DGS/banks, Option 2b would lead to interim financing 
costs until reimbursement. The amount paid by the host DGS needs to be reimbursed by the 
home DGS. However, payout should not depend on advance payments by the home scheme in 
order not to delay it. This issue could be left to arrangements between DGS for a transition 
period. Once the target fund size is reached, this will become less relevant.  



The introduction of a pan-EU DGS (Option 3) paying out depositors on the basis of a decision 
by the Member State in charge of banking supervision could be thought of as a single entity 
replacing all national schemes or could consist of a network between existing schemes ('EU 
system of DGS'). It could also take the form of a so-called '28th regime', i.e. supplementing 
existing DGS with a scheme providing financial support to DGS if necessary. 



The option requiring that there would be only one DGS in each Member State (i.e. merging 
their DGS on national level) was discarded at an early stage. Such a requirement would not be 
very effective since it would only resolve fragmentation at national but not EU level. 



A single entity (Option 3a) would be financed directly by banks whereby Member States 
could collect the contributions and transfer them to the pan-EU DGS; a '28th regime' (Option 
3b) would be financed by all DGS but indirectly by banks. The management of funds not used 
by the pan-EU DGS (whether a single entity or a '28th regime') could be performed by the EIB 
or the ECB (against fee). This would save the costs for asset managers at the pan-EU DGS 
and it could focus on collecting contributions and payout.  



Options 3b and 3c would be accompanied by the following safeguards: 



• It is a precondition that each national DGS is sufficiently financed to participate in such a 
network. It is also crucial to determine term, interest and amount of a loan (as a percentage 



                                                 
135 EFDI, Report on the development of a non-binding model agreement on exchange of information 



between DGS and EFDI Memorandum of Understanding (topping up), see 
http://www.efdi.net/documents.asp?Id=11&Cat=Efdi%20EU%20committee%20public%20documents.  



136 Article 11 of the Proposal for a Regulation establishing a European Banking Authority, COM(2009) 
501. 
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of deposits) to prevent the lending DGS from endangering their financial capability. In 
order to avoid that Member States keep their DGS funds artificially low, transparency 
about the level, the use and the investment of funds and the collection of the contributions 
are of the essence. The funds designated for DGS payout function should be subject to 
strict low-risk investment rules in order to avoid DGS to lose funds from inappropriately 
risky investments. Such rules already exist for 87% of DGS (see Annex 26). 



• To avoid moral hazard, the funds designated for DGS payout should be shielded from 
unlimited use to avoid allocation to other areas. However, funds of DGS could continue to 
be used for bank resolution purposes but only under a strict and transparent application of 
the least cost principle, preventing a situation where other Member States would have to 
lend money to a DGS whose funds have been depleted for dubious bank resolution actions 
(moral hazard).  



• In order to ensure that the function of the network is not impeded by different views in 
participating DGS, the EBA - as mentioned before - could act as a mediator.  



• To reduce complexity, there should be only one DGS per Member State, which fulfils the 
obligation towards the other DGS in the network, irrespective of the number of DGS in a 
given country and which would function as a hub for the network of DGS. 



As regards the membership of a pan-EU DGS, a pan-EU DGS could comprise all banks in the 
EU. If it is argued that a pan-EU DGS should not deal with every bank failure but only with 
those a national DGS cannot deal with, a pan-EU scheme could be limited to banks that have 
branches in other Member States ('cross-border banks'). If it is argued that smaller failures 
could anyway be dealt with at national level, and only systemically important banks137 would 
need to be dealt with by a pan-EU DGS, membership could even be further limited to cross-
border banks above a certain size.  



As regards the public consultation conducted by the Commission last year, there were very 
mixed views on a pan-EU DGS. Proponents argued that a pan-EU scheme would be more 
efficient than the current fragmented framework, ensure harmonisation, remove competitive 
distortions, enhance consumer confidence, save administrative costs, etc. Opponents 
anticipated breaching the principles of subsidiarity and proportionality and were afraid of 
moral hazard (i.e. weaknesses in the banking supervision of certain Member States would be 
paid for by banks from other Member States). Both proponents and opponents indicated that, 
at first, pan-EU banking supervision would have to be established and clear burden-sharing 
rules set between Member States. A majority of those in favour of introducing a pan-EU 
scheme preferred establishing a network of DGS. Also, most respondents suggested that all 
banks (rather than only cross-border ones) should be members of a pan-EU DGS. The impact 
of Option 3a-c can be summarized as follows: a single pan-EU scheme would have resources 
of about €230 billion and save about €40 million admin costs per year. Under Option 3b, if 
e.g. each year only 25% of contributions to national GDS were paid to the 28th regime over 10 
years, in eight Member States (BG, EE, LV, LT, MT, RO, SI and SK), all deposits could be 
repaid, over 10% of deposits could be repaid in 15 Member States, and only in four Member 
States (DE, FR, ES and UK), the 28th regime would encompass about 5% of deposits.  



                                                 
137 The concept of Systematically Important Financial Institutions has been dealt with by the Financial 



Stability Board. According to a 2009 report to G-20 countries, three key criteria are size, substitutability 
and interconnectedness. Source: http://www.financialstabilityboard.org/publications/r_091107c.pdf.  
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Option 3c would entail that a DGS in need can borrow a limited amount from all other 
schemes in proportion to their fund size (i.e. in proportion to the deposits in each DGS). These 
funds would quickly be available before the DGS would have to borrow from other sources. 
In order to allow an additional facility of 0.5% of eligible deposits for the borrowing scheme 
(i.e. the equivalent of ex-post-contributions referred to under Section 5.3 – ¼ of 2%), all DGS 
would only have to lend up to 0.08% (for UK as one of the countries with the highest amount 
of deposits) of eligible deposits, i.e. about one 25th of their funds at target level. This is 
effective and efficient. Details about the contributions of each DGS (cumulated by Member 
State) are referred to in Annex 29. 



Conclusion: Option 1 is ineffective because it does not mitigate fragmentation. Among 
Options 2a and 2b, the latter is preferred because of its effectiveness with regard to depositor 
confidence. As to Option 3, it would be more effective than any other option to reduce 
fragmentation. As to the structure of a pan-EU scheme, Option 3a would save administrative 
costs of (estimated) €36 million. Option 3b would seem rather ineffective since it would add 
complexity. Option 3c would not require changes in the legal set-up of national DGS. Given 
the fact that legal questions as to Option 3 a/b still have to be assessed, Options 3a and 3c 
could be combined by establishing a network first and by aiming at a pan-EU DGS after a 
certain transition period. This would also allow to take into account the evolution in the field 
of bank resolution (follow-up to COM(2009)561). Since Options 3e and 3f, due to their 
potentially distortive character are incoherent with the Internal Market, Option 3d would be 
preferred as to the membership in a pan-EU DGS. 



Comparison criteria 
Operational objectives Policy options 



Effectiveness Efficiency Coherence 



1. Member States required to have at least one DGS (current 
approach) o o o 



2. Host country DGS acting as a single point of contact ++ + + 



3a. Single (pan-EU) entity  + + + + ++ 



3b. ‘28th regime’ complementary to existing DGS + – – – 



St
ru



ctu
re



 



3c. EU system/network of DGS + + + 



3d. All banks + + + + + + 



3f. All cross-border banks + + – – – 



Ensuring that DGS are capable 
to deal with payout situations 



Enhancing funding of DGS 



Increasing convergence 
between DGS 



Pa
n-



EU
 D



G
S 



Me
mb



er
s 



3e. Large, systemically important cross-border banks  + + – – – 



7.12. Other issues 



7.12.1. Topping up arrangements  



The Commission has been tasked to assess the harmonisation of level and scope of coverage 
and the eligibility of depositors. According to this assessment (see Sections 7.2, 7.3, 7.4), full 
harmonisation is proposed. This means that there is no need for topping up arrangements 
anymore in order to deal with differences between DGS. However, for the sake of providing a 
complete impact assessment, a description and assessment of possible options whether or how 
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to continue the current 'topping up' approach is provided in Annex F. It would become 
relevant as soon as there is any national discretion on the level or scope of coverage or the 
eligibility of depositors. 



7.12.2. Exemption of mutual and voluntary schemes from the DGS Directive 



Since any impact would be limited to DE and, to a lesser extent, AT, the description of 
options, their impact and assessment is referred to in Annex G. The preferred option is to 
require all banks to be a member of a statutory DGS so that depositors are protected if a 
mutual scheme fails and to apply the Directive to voluntary DGS. 



7.12.3. Additional issues raised by stakeholders 



During the public consultation conducted by the Commission in 2009, as well as at the 
meetings of the Commission's working group on DGS in 2009 and 2010 (see Chapter 2), 
stakeholders indicated some additional issues that could or should be included in the current 
review of the DGS Directive. These issues are briefly presented in Annex H. 



8. OVERALL IMPACT OF THE PREFERRED POLICY OPTIONS  



The approach of minimum harmonisation introduced by the DGS Directive in 1994 has 
resulted in significant differences between DGS as to the level of coverage, the scope of 
covered depositors and products, payout delay, etc. Other important areas, such as funding 
mechanisms and levels, bank contributions to DGS or payout modalities, have not been 
harmonised at all but fully left to the discretion of Member States. This is not only costly and 
harmful for depositors, banks, and DGS, but may also be disruptive for financial stability and 
proper functioning of the Internal Market. The analysis presented in this impact assessment 
showed that adopting maximum harmonisation is more effective than the approach of 
minimum harmonisation.  



The selected policy options138 relate in most cases to the current legislative proposal and are 
expected to be implemented in the short and medium term (sometimes after a relevant 
transitional period). However, the options which are not reflected in the current legislative 
proposal (e.g. those related to risk-based contributions and to a single pan-EU DGS) are 
expected to be implemented in a longer perspective. 



8.1. Micro- and macroeconomic impacts of the preferred policy options  



The choice of preferred options has been based on their potential impact both in a micro-
dimension (on depositors, banks and DGS) as well in a macro-scale (on financial stability and 
the economy). The options have been selected because of their expected effectiveness and 
efficiency in achieving specific and operational objectives and their coherence with the 
overarching objectives of EU policy. The preferred options indicated in various sections of 
this impact assessment may be combined in order to measure the cumulative impact of all of 
them. This is relating to the following set of preferred options:   



(a) Level of coverage: € 100 000 (see Section 7.1);  



                                                 
138 Annex J presents the set of preferred policy options indicated in this impact assessment. 
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(b) Scope of coverage: inclusion of deposits held by non-financial enterprises, exclusion of 
deposits held by central/local authorities and financial sector enterprises (see Section 7.3);  



(c) Payout delay: as short as possible (preferably 7 calendar days) – which requires from 
banks, inter alia, tagging eligible depositors, data cleansing and creating single customer 
views (see Section 7.5); and early access to information by DGS. 



(d) Target level for total DGS funds: about 2% of the amount of eligible deposits (of which ¾ 
collected ex-ante and ¼ available ex-post if needed) – to be reached in 10 years (see 
Sections 7.8 and 7.9).  



The above options represent the approach of maximum harmonisation, i.e. they should be 
applied in all Member States in the same way. Their expected cumulative impact on 
stakeholders (depositors, banks and DGS) – to be expected within 5 or 10 years139 – may be 
summarised as follows: 



• DGS: DGS will be much better financed due to the target level of 2% of eligible deposits. 
It is expected that after 10 years, at EU level, DGS would have at their disposal about €150 
billion as ex-ante funds and €50 billion potentially available as ex-post contributions – 
compared to total ex-ante/ex-post funds of €23 billion in 2008 (see Annex 18). They will 
be capable to payout depositors of a medium-sized bank within one week due to improved 
cooperation within their country (ensuring the involvement of DGS at an early stage) and 
with other DGS. Stress tests will alert them of possible shortcomings that can be tackled. 
Due to the simplification of eligibility criteria they will also save administrative costs. 



• Banks: The higher the protection offered by DGS the higher the costs needed to ensure 
such protection. The impact may be expected in terms of an increase in contributions to be 
paid by banks140 and, in turn, a decrease in their operating profits. Taking into account the 
above preferred options as to the level and scope of coverage and the harmonised approach 
to DGS financing, there would be an increase in bank contributions by 390% at EU level, 
i.e. from the pre-crisis level of €1.8 billion to €9.4 billion – the latter to be collected 
annually within 10 years. In addition, taking into account the above preferred option as to 
the payout delay, banks may expect total one-off administrative costs at EU level of about 
€1.2 billion annually within 5 years (the costs could be considerably lower if eligibility 
criteria were radically simplified). The cumulated impact on banks stemming from the 
costs stemming from all the above-listed policy options (the level and scope of coverage, 



                                                 
139  The cumulative impact on banks and depositors stems from two separate scenarios:  



 (1) speeding up the payout process – which involves one-off administrative costs to be faced within 5 
years (see Section 7.5 and Annex 12d-f);  



 (2) harmonising DGS funding and scope/level of coverage (harmonised scenario B) – which involves 
costs, i.e. higher contributions, to be faced 10 years (see Section 7.8 and Annexes 18-20).  



 Given different time horizons of the above scenarios, the cumulative impact on banks and depositors in 
the 10-year period is expected to be different in the first 5 years and in the remaining 5 years. During 
the first 5 years, the impact is to be higher as stemming from both scenario (1) and (2), which includes 
all the above preferred options: (a), (b), (c) and (d). During the remaining 5 years, the impact is to be 
lower as stemming from the second scenario only, which includes only the above preferred options (a), 
(b) and (d). The cumulative impact in the first 5 years has been presented in Annex 21 and the 
cumulative impact in the remaining 5 years is the same as presented in Annexes 19 and 20. 



140  It has been assumed that the increase in contributions is proportional to the increase in the in the amount 
of covered deposits. 
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the harmonised approach to DGS funding and a faster payout) would be the following: a 
decrease of about 4% in bank operating profits at EU level during the first 5 years, and a 
2.5% decrease in the remaining 5 years (see Annexes 19 and 21a respectively)141. On the 
other hand, banks would benefit from greater stability and safety of the banking system 
thanks to well capitalised DGS. Moreover, banks with a low-risk business model will 
profit from lower contributions to DGS. Finally, the single customer view would also lead 
to benefits for banks since they would better know their customers and could offer them 
products they have not bought yet. 



• Depositors: In particular, substantially higher deposit protection offered by DGS is 
expected as a result of the adoption of the coverage level of €100 000 in all Member States 
(an increase in the amount of covered deposits from 61% to 72% of eligible deposits and 
an increase in the number of fully covered deposits from 89% to 95% of eligible deposits). 
The main benefit is that depositor confidence is expected to be critically enhanced with 
higher level of coverage and other provisions (e.g. a short payout delay and a sound target 
level for DGS funds) which will make depositors confident that their deposits are safe and 
that they will get them back up to €100 000 at any time, even if a bank fails. This should 
prevent them from bank runs in times of financial distress and, in turn, this would 
contribute to financial stability. In terms of costs for depositors, the cumulative impact – 
being a result of applying the above-listed policy options as to the level and scope of 
coverage, DGS financing and a faster payout – is expected to be moderate, i.e. lower 
interest rates of saving accounts by around 0.1% or higher bank fees on current accounts 
by about €7 per year per account (or €10 in a crisis situation) (see Annexes 20 and 21b). 
Depositors will also have a contact to a DGS in their own language which means that if 
depositors are well informed and believe in the system, they will not run on banks. 



Moreover, the following overall impact in a macro-scale may be expected:  



• Financial stability: The preferred policy options are expected to bring numerous benefits 
as to financial stability by preventing bank runs, eliminating the risk of shifts of deposits 
from Member States with a lower coverage level to those with a higher one, better 
monitoring of risks in the banking sector (risk-based contributions), ensuring that failures 
of a certain size (small and medium) will not threaten financial stability since better 
capitalised DGS are able to cope with these failures, etc. 



• Internal Market: The preferred policy options are also expected to bring some important 
benefits for the EU economy and the Internal Market: creating a level playing field, 
eliminating competitive distortions, avoiding negative consequences for the economy 
stemming from instability of the banking sector, etc. Moreover, there should be a lower 
need to use the taxpayer money in case of bank failures (as a result of better capitalised 
funds of DGS). On the costs side, lower lending activity (stricter lending conditions or 
higher cost of credit) as a result of higher contributions could be expected, but it does not 
seem to have a big impact as it may be mitigated thanks to competition between banks. 



The overall impact on stakeholders (DGS, banks and depositors) and the impact in a macro 
scale (on financial stability and the economy) are summarized in Table 8.  



                                                 
141  This is the expected impact in normal times, i.e. when only ex-ante contributions are collected by DGS. 



In a crisis situation, when DGS may call for additional (ex-post) contributions as well – up to the ceiling 
of ¼ of the total target fund – the impact would be stronger, i.e. a 7.5% decrease in bank operating 
profits during the first 5 years, and a 6% decrease in the remaining 5 years (see Annexes 19 and 21a). 
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Table 8: Overall impact of the preferred options on stakeholders, financial stability and the economy 



Impact on stakeholders Macro-impact Preferred policy 
options DGS Banks Depositors Financial stability  Economy 



Level and scope of coverage 
Fixed coverage level of 
€100 000 



Substantially higher deposit protection 
offered by DGS: 



- increase in the amount of covered 
deposits from 61% to 72% of eligible 
deposits 



- increase in the number of fully covered 
deposits from 89% to 95% of eligible 
deposits 



Increase in total annual 
contributions from €1.8 billion to 
€2.6 billion and decrease in 
operating profits of 4% 



Avoiding strains to bank liquidity in 
case of numerous deposit shifts 
from one Member State to another 



Lower interest rates on saving accounts 
by max 0.08% or higher current account 
fees by max €3.5 per year per account 



Discouraging depositors to shift deposits 
from one bank to another on the basis of 
the coverage level only, which may 
result in loosing interest rates, paying 
penalty fees, etc. 



Eliminating the risk of shifts of 
deposits from Member States with a 
lower coverage level to those with a 
higher one 



Avoiding strains to liquidity of the 
banking sector in case of sudden and 
substantial deposit shifts from one 
Member State to another 



Level playing field and no 
competitive distortions 



Lower cost of credit for 
enter-prises as a result of 
stronger competition 
between banks  



 



No exemptions from the 
level of coverage 



Very limited impact (only in 2 Member 
States): abandoning – after a transition 
period – unlimited DGS protection for 
certain tax-privileged deposit savings 
accounts (in DK) and THDB for real 
estate transactions (in FI) 



No additional costs for banks (no 
need for banks to tag deposits 
eligible for additional protection 
under THDB, social 
considerations, etc.) 



No change for depositors in most 
Member States 



Social costs in 2 Member States; 
eliminating protection of a popular type 
of deposits in one Member State  



No substantial impact expected Level playing field and no 
competitive distortions 



Inclusion of all 
enterprises in the scope 
of coverage 



Lower administrative costs and shorter 
payout since time-consuming verification 
of size classes obsolete 



Increase in contributions of 1.3% 
and decrease in operating profits 
of 0.7% 



Impact on medium and large enterprises 
in 13 Member States: all of them are 
covered 



Reducing the risk that enterprises, in 
particular small enterprises (about 20 
million in the EU) run on banks 



More dynamic economic 
activity of small 
enterprises if their 
deposits are safe 



Exclusion of all (central 
/ local) authorities from 
the scope of coverage 



Rather limited impact on DGS and local 
authorities: 



- local authorities are currently included 
only in 7 Member States (CZ, DK, GR, 
LT, Pl, FI, SE)  



- central authorities are excluded in all 
Member States 



Decrease in contributions of 0.2% 
and negligible impact on operating 
profits (increase of 0.01%) 



Only 121 000 local authorities affected 
in contrast to more than 450 million 
depositors.  



No impact expected:  
- the level is not relevant for most of 
local authorities (73% of them have 
deposits above €100 000) 
- authorities are not expected to run on 
banks like individual depositors 



Level playing field and no 
competitive distortions 
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Impact on stakeholders Macro-impact Preferred policy 
options DGS Banks Depositors Financial stability  Economy 



Inclusion of deposits in 
non-EU currencies in 
the scope of coverage 



Rather limited impact on DGS:  



- deposits in non-EU currencies are not 
covered only in 6 Member States (BE, 
DE, LT, CY, MT, AT)  



- about €273 million of covered deposits 
in non-EU currencies (compared to €5.7 
trillion of all covered deposits in the EU) 



The impact on banks financing 
DGS under the chosen target level 
1.96% is estimated at maximum 
€5.3 million because of higher 
contributions to DGS 



Potentially higher (but rather 
moderate) inflow of deposits in 
non-EU currencies to EU banks 



Ensuring protection for depositors 
having non-EU currencies in those MS 
where such deposits are currently not 
covered 



Enhancing depositor confidence 



No substantial impact Level playing field and no 
competitive distortions 



 



Exclusion of debt 
certificates and 
structured products 
from the scope of 
coverage 



Low impact: debt securities and 
liabilities arising out of promissory notes 
and own acceptances are included only 
in HU, LV and SE  



Low impact: structured products are 
covered only in HU 



No preference for debt certificates 
issued by banks vis-à-vis other 
debt securities issued by non-
banks 



Reducing incentives for banks to 
offer structured products 



Simpler (and more understand-able for 
depositors) rules on covered and 
uncovered products 



Slightly less protection for depositors in 
a few Member States 



No substantial impact Level playing field and no 
competitive distortions 



Payout delay and modalities 
Reducing the payout 
delay to one week 



Much faster verification of claims as a 
result of receiving from banks proper 
(high-quality) data on deposits 



One-off admin costs (tagging 
deposits, data cleansing, single 
customer view - SCV): €1.2 billion 
annually within 5 years.  



Marketing benefits: banks better 
know clients (SCV) and offer them 
products not bought by them yet 



Quick access to money 



Avoiding problems with day-to-day 
payments 



Enhancing depositor confidence 



Preventing bank runs Avoiding negative 
consequences for the 
economy stemming from 
instability of the banking 
sector 



Payout modalities 
(payout currency as 
deposits paid in, 
interests paid by DGS) 



DGS have to provide for foreign 
currencies and bear exchange rate risk 



No incentives for banks to limit 
deposits in foreign currencies 



Positive impact on banks out-side 
the euro area (otherwise they 
would be less attractive for euro-
area depositors) 



Avoiding exchange rate risk 



Enhancing depositor confidence 



Preventing bank runs and competitive 
distortions 



Avoiding negative 
consequences for the 
economy stemming from 
instability of the banking 
sector and competitive 
distortions 
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Impact on stakeholders Macro-impact Preferred policy 
options DGS Banks Depositors Financial stability  Economy 



Discontinuing set-off 
for depositors and 
limiting it in the 
insolvency procedure 



Avoiding the need to identify depositors' 
liabilities to match them against their 
deposits  



 Avoiding the risk that eligible deposits 
will not be paid at all (or payout will be 
reduced) 



Enhancing depositor confidence 



Preventing bank runs Avoiding negative 
consequences for the 
economy stemming from 
instability of the banking 
sector 



Requiring supervisors 
to inform DGS by 
default if a bank failure 
is likely 



More time for the preparation of claims 
verification 



Need to share all relevant 
information on deposits with DGS 
before failure 



No impact Possibility to prepare bank failure in an 
orderly manner (including quick 
payout) 



Avoiding negative 
consequences for the 
economy stemming from 
unexpected bank failures 



Requiring DGS and 
banks to have a 
common interface 



Ensuring quick exchange of information 
with member banks 



Need to adjust existing reporting 
obligations to requirements of DGS 



No impact Ensuring smooth information 
exchange in crisis situations 



No impact 



Requiring DGS to 
regularly disclose 
relevant information 
(funds, stress testing, 
etc.) 



Higher transparency and credibility of 
DGS 



Possibility to monitor on a regular 
basis information about actual 
DGS funding and potential 
expectations on future bank 
contributions 



Providing some depositors with 
additional information on DGS (limited to 
those seeking such information more 
actively) 



Possibility to assess whether DGS are 
capable to deal with bank failures and 
maintain financial stability 



Avoiding negative 
consequences for the 
economy stemming from 
instability of the banking 
sector 



Financing of DGS 
Harmonised approach 
to DGS funding (target 
level: 2% of eligible 
deposits, ex-ante/ ex-
post funds: 75%-25%, 
etc) to be achieved in 
10 years 



DGS would be much better capitalised 
that currently – after 10 years they 
would collect together the amount of ex-
ante funds of about €150 billion and €50 
billion available as ex-post contributions 
(compared to total ex-ante and ex-post 
funds of DGS of €23 billion in 2008) 



Increase in contributions of 393% 
and decrease in operating profits 
of about 2.5% 



Need for member banks of ex-post 
DGS to switch to ex-ante system 
and pay adequate contributions to 
build the fund of a required size 



Lower interest rates on saving accounts 
by about 0.1% or higher current account 
fees by about €7 per year per account 



Failures of a certain size (small and 
medium size) will not threaten financial 
stability since better capitalised DGS 
are able to cope with these failures 



Lower need to use the 
taxpayer money in case 
of bank failures (as a 
result of better capitalised 
funds of DGS) 



Covered deposits as 
the contribution base 



Better reflecting the actual risk to which 
DGS are exposed 



 



Increase in nominal contributions, 
but no impact on the actual 
amount of contributions paid to 
DGS 



No impact Better monitoring of some risk 
exposures of DGS 



No impact 
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Impact on stakeholders Macro-impact Preferred policy 
options DGS Banks Depositors Financial stability  Economy 



Partially harmonised 
approach to  
risk-based 
contributions 
(mandatory and 
optional indicators) 



Need to monitor risk profiles of banks 
(via relevant indicators) on a regular 
basis 



Adjusting contributions to the 
actual risk incurred by banks 
(discouraging banks from taking 
excessive risk) 



Less risky products offered by banks to 
customers 



Better monitoring of risks in the 
banking sector 



Promoting more prudent and 
responsible behaviour in the banking 
sector 



Avoiding the problem of free riding 
(and de facto subsidizing riskier banks 
by safer ones) 



Avoiding negative 
consequences for the 
economy stemming from 
excessively risky and 
irresponsible behaviour of 
market participants 



Other issues 
Host DGS as a single 
point of contact for 
depositors at bank 
branches 



DGS in host Member State would have 
to involve its money in advance and 
then be repaid by DGS from home 
Member State 



No impact Ensuring better information to depositors 
and quicker payout 



Enhancing depositor confidence 



Preventing bank runs  



Require all banks to be 
a member of a DGS – 
integrate mutual and 
voluntary DGS into the 
Directive apart from 
coverage issues 



DGS have a broader financing basis if 
all banks contribute to them 



Increase in contributions for banks 
that are only members of mutual 
guarantee schemes but mitigated 
when risk-based contributions are 
introduced  



Depositors have a claim against all 
schemes protecting them 



Depositors maintain the indirect 
protection by mutual schemes 



It is ensured that all schemes are 
soundly financed 



Preservation of mutual schemes as a 
safeguard for financial stability 



Reducing distortions of 
competition 



 



Source: Commission services. 
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8.2. Social impact 



The Directive is expected to have a very positive social impact. It consists of the following 
aspects:  



• a high level of financial stability – confidence of about 95% of EU depositors will 
substantially increase as from the end of 2010 they will be fully covered by DGS and will, 
in case of a bank failure, be reimbursed by a DGS within 7 calendar days; 



• an increase of protection of the wealth of depositors – 95% of EU depositors will be fully 
covered at the coverage level of €100 000;  



• less stress for social welfare systems – a quick payout of 7 calendar days will make the 
intervention of social welfare systems because of a bank failure almost unnecessary. 



On the cost side, even if all costs stemming from the increase in banks contributions to DGS 
were to be passed on to depositors – which is rather unlikely in a competitive market – they 
will be very limited: a maximum 0.1% reduction in interest rates on savings or maximum €7 
more current account fees per year per account (in a crisis situation, the latter figure would be 
€10).  



With regards to the jobs linked to national DGS, there are about 500 permanent employees at 
DGS in the EU. If a pan-EU scheme were to be introduced, some of the current employees 
would not keep their positions. Around 100 of them would be needed to run a pan-EU 
scheme. It can be assumed that due to their expertise in the banking sector, the rest of the 
current employees would find another adequate job. 



8.3. Administrative burden 



The preferred options do not lead to any significant administrative burden142.  



Some elements of this proposal could be seen as implying administrative burden such as the 
information obligations of banks and supervisory authorities to DGS, the cross-border 
information obligation between different DGS and the improvement of banks' and DGS' 
technical resources to reduce the payout delay or other indirect costs such as updating printed 
matters or web pages according to the new rules. 



However, none of these costs are caused by a regular obligation since they are incurred only 
in case of a bank failure. Regular information of DGS about banks' deposits is implicitly 
necessary but this has also been the case under current law. They are thus 'business as usual 
costs'. No regular reporting obligations would be introduced.  



The only figures that can be estimated are the costs for banks to tag eligible deposits, make 
data cleansing and provide a single customer view (about €6.2 billion over 5 years, i.e. around 
€1.2 billion annually within this period of time – see Section 7.5). The current administrative 
costs per DGS are about €1 million per year with huge differences between schemes (see also 
Section 7.10). Apart from IT costs for DGS, which cannot be estimated, the other types of 
costs mentioned above are considered insignificant. 



                                                 
142 See Annex K for more detailed analysis. 
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8.4. Correlation with other impacts 



The impact of a revision of the Directive on Deposit Guarantee Schemes will be only one of 
the impacts caused by the whole range of ongoing initiatives to enhance financial stability 
(e.g. the revisions of the Capital Requirements Directive 2006/48/EC). In general, each 
initiative is accompanied by its own impact assessment. It is not the purpose to provide a 
cumulative assessment on the occasion of this revision. 



9. MONITORING AND EVALUATION 



Since bank failures are unpredictable and if possible avoided, the functioning of DGS cannot 
be regularly monitored on the basis of how real bank failures are handled. However, as 
proposed, there should be regular stress tests of DGS. This would show whether DGS are at 
least in an exercise scenario capable to comply with the legislative requirements. This should 
take place in a peer review. Such review could be performed by EFDI and EBA. Results 
should be disclosed to Member States and to the Commission, the EBA and the ECB but 
otherwise details may be kept confidential when the first review is undertaken in order to 
allow improvements without public pressure. The main results of the following reviews 
should be disclosed to the public in detail. 



The new European Banking Authority should assess the resilience of DGS, ensure that 
national legislation is not applied in away breaching the Directive, conduct peer review 
analyses, decide whether a DGS can borrow from other DGS and settle disagreements 
between DGS. This includes vetting if the ex-ante fund is being built up over time (see 
Section 7.8). The involvement of the EBA in general substantially reinforces the monitoring. 



The transposition of any new EU legislation on DGS will be monitored under the Treaty on 
the functioning of the EU. 



On a pan-EU scheme, there may be a further report long-term. 
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ANNEX A: COMPARISON OF THE COMMISSION PROPOSAL WITH THE FINAL TEXT 
OF DIRECTIVE 2009/14/EC 



 Commission proposal  
(submitted on 15 October 2008) 



Final text  
(agreed on 18 December 2008  



and adopted on 11 March 2009) 



Increase of the minimum coverage level to € 100 000 Increase of the minimum coverage level to € 50 000 by the 
end of June 2009 and to a fixed level  



of € 100 000 by the end of 2010 unless the Commission 
considers this inappropriate 



Limiting the eligibility of depositors to private individuals and 
abandoning all depositor-related discretionary exclusions in 



Annex 1 (leaving the option to Member States to broaden this 
limited scope) 



The scope of coverage was not changed. 



Reduction of the deadline to decide whether a bank has failed 
from 21 to 3 days 



Reduction of the deadline to decide whether a bank has 
failed to 5 working days (i.e. 1 week) 



Reduction of the payout delay from 3 months (extendable to 9 
months) to 3 days 



Reduction of the payout delay to 20 working days with the 
possibility to extend it a further 10 working days (i.e. 4-6 



weeks) by the end of 2010. 



Abandon of co-insurance  
(i.e. a portion of losses to be borne by the depositor) 



Regular performance tests of DGS' systems 



Early information of DGS in case of problems in a credit 
institution 



Early information of DGS in case of problems in a credit 
institution if appropriate 



Requirement for DGS to mutually cooperate 



Source: Commission services.  
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ANNEX B: INCLUSIONS IN THE SCOPE OF COVERAGE APPLIED IN MEMBER STATES* 



 Category of deposits 
 1 2 3 4 5 6 7 8 9 10 11 12 13 14
BE      
BG     X X
CZ  X X X X  X X
DK X X X X X X X X  X X
DE1   X X    
DE2      
DE3,4 X X X X X X X X X X X X X X
EE     X 
IE     X 
GR   X X   X X
ES1,2.3     X X
FR     X X
IT1     X X
IT2     X X
CY1   X X    X
CY2   X X    X
LV   X  X X X
LT  X X    X
LU     X 
HU   X  X X X
MT      
NL     X 
AT1-5      
PL   X X X X  X 
PT1     X X
PT2   X   X X
RO     X 
SI   X  X 
SK   X  X 
FI X  X X X X X X X  X X
SE X X X X X X X X X X X
UK   X   X 
1. Deposits by financial institutions as defined in Article 1 (6) of Directive 89/646/EEC. 
2. Deposits by insurance undertakings. 
3. Deposit by government and central administrative authorities. 
4. Deposits by provincial, regional, local and municipal authorities. 
5. Deposits by collective investment undertakings. 
6. Deposits by pension and retirement funds. 
7. Deposit by a credit institution’s own directors, managers, members personally liable, holder of at least 5% of the credit institution’s 



capital, persons responsible for carrying out the statutory audits of the credit institution’s accounting documents and depositors of 
similar status in other companies in the same group. 



8. Deposits by close relatives and third parties acting on behalf of the depositors referred to in 7. 
9. Deposits by other companies in the same group. 
10. Non-nominative deposits. 
11. Deposits for which the depositor has, on an individual basis, obtained from the same credit institution rates and financial 



concessions which have helped to aggravate its financial situation. 
12. Debt securities issued by the same institution and liabilities arising out of own acceptances and promissory notes. 
13. Deposits in currencies other than those of the Member States. 
14. Deposits by companies which are of such a size that they are not permitted to draw up abridged balance sheets pursuant to Article 



11 of the Fourth Council Directive (78/660/EEC) of 25 July 1978 based on Article 54 (3) (g) of the Treaty on the annual accounts of 
certain types of companies. 



* 'X' labels Member States where inclusions are applied  



Source: Joint Research Centre. 
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ANNEX C: DIFFERENCES BETWEEN DGS AND OTHER FINANCIAL PROTECTION 
SCHEMES 



Even though they are treated by a different Impact assessment, it seems useful to briefly 
explain the functioning of other guarantee systems for financial services. 



IGS provide last-resort protection to consumers when insurers are unable to fulfil their 
contract commitment, offering protection against the risk that claims will not be met in the 
event of a failure of an insurance undertaking. Unlike the banking and the securities sectors, 
there is no European legislation on guarantee schemes in the insurance sector. As of today 
only 12 Member States have one or more IGS, showing significant differences across 
Member States with regard to the various design features of the national IGS.  



The main objective of IGS is the protection of policyholders.  



Directive 97/9/EC on Investor-Compensation Schemes (ICS) applies to investment firms 
(including credit institutions) who provide investment services under Directive 2004/39/EC 
on markets in financial instruments. It provides for clients of investment firms to be 
compensated in two limited situations. Firstly, if a firm is unable to repay money owed or 
belonging to a client and held on the client's behalf in connection with investment services. 
Secondly, if a firm is unable to return to a client a financial instrument belonging to the client 
and held, administered or managed on the client's behalf. Such a claim will typically arise if a 
firm gone into default is unable to return clients' assets because of fraud or theft or an error or 
problem with a firm's systems and controls. However, it does not cover compensation for a 
decline in the value of an investment (e.g. if the value of the investment's underlying assets 
decline, the value of the market declines or if an issuer fails).  



The main purpose of ICS is to remove a potential obstacle to the proper functioning of a 
single market for investment services (i.e. diverse national compensation schemes being 
applied to such services).  



Source: Commission services.  
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ANNEX D: DGS MANDATES BROADER THAN 'PAYBOXES' IN MEMBER STATES 



Member 
State Mandate 



AT Receivership; moratorium; preventive intervention 



BE Preventive interventions (under strict conditions) 



BG Preventive interventions (increase of the capital of an ailing bank); administration of bankruptcy 
proceedings 



DE Mutual Guarantee Schemes covering certain banks, but no comparable powers for the scheme 
required for other banks  



ES Preventive interventions (financial aid, subsidies, guarantees, loans under favourable conditions); 
reorganisation of institutions 



FR Preventive interventions 



IT Transfer of assets and liabilities; support interventions 



LT DGS has the right to take over an insolvent bank 



PL Financial assistance: loans, guarantees, endorsements; acquisition of debts 



PT Co-operation actions intended to restore the solvency and liquidity conditions of member institutions; 
granting allowances or loans; providing guarantees in favour of the member institutions; acquiring 
credits or any other assets from its members  



RO Interim administration; special administration; judicial liquidation; administrative liquidation 



UK FSCS can contribute to the costs of a bank failure through the Special Resolution Regime (SRR); 
insolvency practitioner: first objective is to work with the FSCS to ensure that each eligible depositor 
has the relevant account transferred to another institution and receives payment from (or on behalf of) 
the FSCS - FSCS can now borrow from the National Loans Fund 



Source: Joint Research Centre and Member States. 
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ANNEX E: COMPARISON OF SELECTED PROVISIONS OF DIRECTIVES DGS (94/19/EC) 
AND CRD (2006/48/EC) 



 Article 3(1)  
of Directive 94/19/EC 



Article 80(8) in conjunction with Article 80(7) (a), (d), (e)  
of Directive 2006/48/EC 



Description The credit institution belongs to a 
system which protects the credit 
institution itself and in particular 
ensures its liquidity and solvency, 
thus guaranteeing protection for 
depositors at least equivalent to 
that provided by a deposit-
guarantee scheme. 



(8)(b) the credit institution and the counterparty have entered into a contractual 
or statutory liability arrangement which protects those institutions and in 
particular ensures their liquidity and solvency to avoid bankruptcy in case it 
becomes necessary (referred to below as an institutional protection scheme); 



(7)(a) the counterparty is an institution or a financial holding company, financial 
institution, asset management company or ancillary services undertaking 
subject to appropriate prudential requirements; 



(7)(d) the counterparty is established in the same Member State as the credit 
institution;  



(8)(i) the institutional protection scheme shall be based on a broad membership 
of credit institutions of a predominantly homogeneous business profile; 



(8)(g) members of the institutional protection scheme are obliged to give 
advance notice of at least 24 months if they wish to end the arrangements. 



Recognition 
and 
monitoring 



the system must be in existence 
and have been officially recognized 
when this Directive is adopted; 



conditions must be fulfilled in the 
opinion of the competent 
authorities 



(8)(j) the adequacy of the systems referred to in point (8)(d) is approved and 
monitored at regular intervals by the relevant competent authorities. 



Mechanism the system must be designed to 
prevent deposits with credit 
institutions belonging to the system 
from becoming unavailable and 
have the resources necessary for 
that purpose at its disposal, 



(8)(c) the arrangements ensure that the institutional protection scheme will be 
able to grant support necessary under its commitment from funds readily 
available to it; 



(7)(e) there is no current or foreseen material practical or legal impediment to 
the prompt transfer of own funds or repayment of liabilities from the counterparty 
to the credit institution. 



Risk 
management 



 (8)(d) the institutional protection scheme disposes of suitable and uniformly 
stipulated systems for the monitoring and classification of risk (which gives a 
complete overview of the risk situations of all the individual members and the 
institutional protection scheme as a whole) with corresponding possibilities to 
take influence …; 



(8)(e) the institutional protection scheme conducts its own risk review which is 
communicated to the individual members; 



(8)(h) the multiple use of elements eligible for the calculation of own funds 
("multiple gearing") as well as any inappropriate creation of own funds between 
the members of the institutional protection scheme shall be eliminated. 



Disclosure the system must ensure that 
depositors are informed in 
accordance with the terms and 
conditions laid down in Article 9 



(f) the institutional protection scheme draws up and publishes once in a year 
either, a consolidated report comprising the balance sheet, the profit-and-loss 
account, the situation report and the risk report, concerning the institutional 
protection scheme as a whole, or a report comprising the aggregated balance 
sheet, the aggregated profit-and-loss account, the situation report and the risk 
report, concerning the institutional protection scheme as a whole; 



Reference to 
state aid 



the system must not consist of a 
guarantee granted to a credit 
institution by a Member State 
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ANNEX F: TOPPING UP  



The sole responsibility to reimburse depositors lies with the DGS of the country where the 
bank has its registered seat, regardless whether it the bank is a stand-alone company or a 
subsidiary controlled by another company. This responsibility extends to all legally dependent 
parts of a bank, i.e. its branches, even if they are located in another Member State. 



There is an important exception to this principle. If, in case of branches, coverage in the host 
country is higher or more comprehensive than in the home country, the current regime 
provides the option for the bank to join the host country DGS for the difference in coverage. 
This is called 'topping up arrangement' and means that two DGS (home and host country) are 
involved when depositors of such a branch are to be paid out. Topping up arrangements are 
very complex since the Directive has only harmonised DGS on a minimum level and frictions 
occur if DGS operating under different national rules must cooperate. Topping up can also 
lead to delays in payout since two DGS are involved, which have to coordinate their actions. 



The current form of topping up arrangements gives a bank with a branch in another Member 
State the right to join the host country DGS for its branch and for the difference in coverage 
but this is dependent on whether and how the DGS of both countries can find an agreement. 
Important obstacles would remain such as different banking secrecy obligations (hindering the 
echange of depositor information between DGS), different ranks of DGS in insolvency 
procedures and in particular different legal systems in Member States. The involvement of 
two DGS that might have a very different setup inevitably takes more time. They cause 
confusion for depositors who do not understand why they have to deal with two DGS for one 
account as is evident from complaints in the context of the failure of Icelandic banks. 



Policy options and their impact 



The options below are only relevant if neither a single pan-EU DGS is chosen nor level and 
scope of coverage and the eligibility of depositors will be fully harmonised, the latter being 
preferred according to this report. In this case, the following sub-options could be taken into 
consideration: 



• Option 1: Discontinuation of topping up. 



• Option 2: Mandatory topping up by the host country. 



• Option 3: Mandatory topping up by the home country. 



Option 1 would have the positive impact that depositors would only be covered by one DGS. 
However, this would mean for banks that their branches could not compete with other banks 
if their home DGS has a lower protection than banks registered in the host country. It would 
also lead to depositors at banks operating in the same country being subject to different level 
or scope of protection. Costs for covering the difference between home and host coverage 
would be shifted towards the home DGS. 



Option 2 would have a very low impact since many banks concerned by different coverage 
levels have already opted for topping up. Depositors may be better protected in total but the 
involvement of two DGS is prone to complications. Banks would have to contribute to two 
DGS if topping up applies. Most likely, this would increase the overall contributions. 
Depositors at banks operating in the same country would be protected equally. 
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Option 3 would simplify deposit protection for DGS, banks and depositors since only one 
DGS would be competent and overall contributions per bank would seem to be lower as under 
option 2 (economies of scale: 1 instead of 2 DGS must be contributed to). The amount of 
covered deposits protected by the home-country DGS would increase since they are assumed 
to provide protection to branches that were covered by the host country DGS. On average, this 
increase is negligible – between 0.3% and 0.7%. Option 3 would lead to an equal protection 
of depositors at banks operating in the same country but lead to a different protection of 
depositors at the same bank pending on the location of its branches where the deposits are 
kept. This may lead to pressure in the home country to align level or scope of coverage to the 
level and scope guaranteed in other Member States. 



Comparison of policy options 



Effectiveness 



Option 1 would be effective to mitigate fragmentation and to reduce payout delays. However, 
it would be ineffective as to creating a level playing field if no full harmonisation can be 
achieved.  



Option 2 would not be effective to mitigate fragmentation and to reduce the payout delay 
since the involvement of two DGS would even become mandatory in case of divergent 
coverage. 



Option 3 would be effective to mitigate fragmentation since only one DGS is competent. It is 
also effective to increase depositor confidence and to reduce payout delays since the depositor 
does not have to deal with two DGS. Home country topping up as such would not solve 
unequal treatment between depositors but be much more effective since many possible 
frictions and delays caused by the involvement of different schemes would be avoided. 
Option 3 would have an additional advantage: If home countries are forced to offer depositors 
in host countries more protection than depositors in the home country, there may be pressure 
of the public to align coverage with the one in the host country, i.e. to also apply optional 
elements of scope and eligibility. 



Efficiency 



Option 1 saves admin costs for the host scheme and costs for the banks that do not have to pay 
contributions to the host DGS anymore. Option 2 incurs admin costs for the host DGS and 
costs for banks that have to contribute to two schemes. Option 3 also incurs costs for banks 
that have to pay higher contributions (to the home DGS) but there are no additional admin 
costs since only one DGS is involved. Given its effectiveness and relatively low costs, option 
3 is the most efficient option. 



Conclusion: Since Option 3 is the most effective and efficient option, it would be preferable 
over the other options. 
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ANNEX G: MUTUAL AND VOLUNTARY GUARANTEE SCHEMES 



It should be recalled that mutual schemes function in a different way than DGS while 
voluntary DGS are DGS going beyond statutory DGS (see Section 4.7).  



Policy options and their impact: 



The following options have been taken into account: 



• Option 1: Retain current approach (mutual schemes are exempt from the Directive if they 
meet certain requirements and voluntary schemes are not covered by the Directive143). 



• Option 2: Banks being members of mutual guarantee schemes also have to be members of 
a DGS but pay half of the pre-determined contribution which is paid by the banks in the 
same risk category. The function of DGS could also be performed by the mutual scheme, 
which would then fall entirely within the scope of the Directive, including its coverage 
level. The mutual scheme would have the choice either to become a statutory DGS with a 
bank resolution mandate (see above 7.10) or to remain a mutual scheme and contribute half 
of the risk-based pre-determined contribution to a statutory DGS. Voluntary schemes 
would be subject to all requirements of the Directive, in particular the level and scope of 
coverage, the financing requirements and the payout delay. 



• Option 3: Prohibit mutual and voluntary schemes. 



Option 1 would have no impact on voluntary and mutual schemes. As described in Section 
4.7, retaining the current approach leads to insufficient information and inappropriate 
protection of depositors because they have no claim against voluntary and most mutual 
schemes and are not protected if the mutual or voluntary scheme fails. Competitive distortions 
resulting from offering higher coverage (‘unlimited protection’) and from the exemption to 
pay contributions to the statutory DGS would remain 



Under Option 2, two variants have been considered the choice of which is up to the mutual 
schemes: (a) mutual guarantee schemes could also perform the role of a DGS and would then 
fall entirely within the scope of the Directive, including its coverage level; (b) For mutual 
guarantee schemes not acknowledged as a DGS under the Directive and for voluntary 
schemes, this option would entail the following requirements in order to ensure that the 
problems described in Section 4.7 are avoided: 



• Depositors must have a claim for reimbursement on voluntary schemes (or on mutual 
schemes if the mutual protection has failed) and have to be informed accordingly. As to 
mutual schemes, this level cannot be higher as for DGS under the Directive. If the claim 
against the mutual or voluntary scheme cannot be met, the DGS has to pay up to the 
coverage limit and must be in a position to recover the payments from the mutual or 
voluntary scheme. 



• The fact that banks are members of a mutual scheme is taken into account for the 
calculation of risk-based contributions to the DGS of which they are a member. Their risk 
should be assessed by the DGS.  



                                                 
143 Article 3 of Directive 94/19/EC and Recital 8 of Directive 2009/14/EC.. 
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• Members of mutual schemes can only enjoy this reduction if the mutual scheme fulfils the 
criteria of Article 80(8) of Directive 2006/48/EC144 and if it covers the same products and 
uses the same eligibility criteria for depositors as DGS under the Directive (since otherwise 
the risk for the statutory DGS would be higher if it has to step in, see below). 



• On the one hand, no mutual or voluntary scheme has failed so far (which speaks for a low 
risk for statutory DGS concerning their members). On the other hand, a voluntary scheme 
needed billions of state guarantees to survive (see Section 4.4) and no information on their 
financial soundness is disclosed (which speaks against their solidity). The political 
declaration of unlimited coverage given in autumn 2008 could be interpreted as if there 
was no sufficient depositor confidence into the German safety net. Considering the lack of 
detailed information, due to the mere fact that two safety mechanisms would apply to one 
bank (the DGS and the mutual scheme), contributions of members of a mutual scheme to 
statutory DGS would thus be half of the contribution for a bank with the same degree of 
risk as the mutual scheme as a whole. In other words, banks that are members of a mutual 
scheme would get a reduction of 50% for their contribution to DGS. 



• Depositors protected mutual schemes are clearly informed that they offer an additional 
layer of protection to existing DGS, that they have a claim against mutual and voluntary 
schemes and about how they function.  



• Mutual and voluntary schemes are subject to the same financing requirements, disclosure 
requirements, peer review and stress testing as DGS but are free to impose stricter 
conditions on their members.  



This option would improve depositor protection since depositors would have a claim against 
those schemes as a safety net. It has an impact on statutory DGS that must be prepared to 
cover customers of banks belonging to a mutual scheme but in turn, it receives contributions 
from them. The strict criteria of Article 80(8) of Directive 2006/48/EC ensure that a mutual 
scheme significantly reduces the risk of its members to fail since if its conditions are fulfilled, 
the lending between members is regarded as risk-free for prudential purposes. It would also 
improve depositor information. This option would remove competitive distortions since 
mutual schemes could not advertise with 'unlimited coverage' anymore but only explain that 
their scheme prevents failures. 



Members of German mutual schemes would consequently have to pay contributions to the 
statutory DGS in addition to the mutual scheme (with a reduction of 50%). This does not 
apply to Austrian banks since they must all be members of a DGS under the Directive. Since 
we requested but did not receive information on the amount of funds of and contributions to 
these schemes, the impact cannot be calculated145. However, on the basis of the eligible 



                                                 
144 See Annex E for a comparison of Article 3 of Directive 1994/19/EC and Article 80(8) of Directive 



2006/48/EC. 
145 Sometimes, there are ratings for the schemes or for central institutions of their members available. The 



central institution of Austrian Volksbanken is rated Baa (Moody's), the central institution of the 
Austrian Raiffeisenbanken A1 (Moody's), the Erste Bank Group comprising most Austrian Savings 
Banks A (S&P). German Sparkassen have a corporate rating of Aa2 (Moody's)/A (DBRS), the German 
cooperative banks have a group rating of A+ (Fitch/S&P). 
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deposits held with banks under German mutual schemes (about € 1.6 trillion146), the current 
contributions to be paid into the German statutory DGS147 – under the assumption that 
contributions will be risk-based in future (see Section 7.9) and members of the German 
mutual schemes fall into the lowest category of risk, i.e. 75% of the 'standard' contribution 
(even though this cannot be verified due a lack of information) – it can be estimated that 
German cooperative banks would have to contribute about €37 million and savings banks €67 
million to the German statutory DGS. Currently, the contributions to the German schemes are 
not risk-based. If the target fund sizes for DGS discussed in Section 7.8 are taken into account 
(0.6%, 1.3% and 1.96% of eligible deposits), the German cooperative banks would ceteris 
paribus have to pay € 137, 299 or 450 million each year over 10 years. For the German 
savings banks, this would respectively mean € 251, 544 or 821 million.  



If the German mutual schemes opted for becoming DGS acknowledged under the Directive, 
the costs for banks adhering to them would be considerably lower since existing funds would 
be fully taken into account. However, due to a lack of information about their current fund 
size it can only be guessed that the impact would be lower. In 2008, the German Minister of 
Finance was quoted in the press with a statement that the German voluntary scheme had a size 
of € 4.8 billion148. For cooperative banks, such a fund size would mean 0.84% of deposits and 
for the savings banks 0.44% of deposits. However, this impact has to be compared with the 
impact on other banks (see Annex 5 and 14) and is relatively low. 



As to the impact on bank interest rates and fees, no estimation is possible for Germany (due to 
the lack of data) but generally, the impact of rising contributions to DGS on depositors is low 
(0.09% lower interest rates in the EU and about  € 4 higher fees in the EU (see Annex 6). 



Option 3 would force any bank into a DGS and the operations of other schemes would cease. 
No problems linked to the existence of these schemes such as inappropriate coverage and a 
lack of depositor information would exist. The fragmentation of DGS would also be reduced. 
The impact on depositors would be low since the current quasi unlimited coverage of 
voluntary DGS does not seem to be credible. If such schemes had to apply the same rules as 
others, they would likely cease their operation. The funds of the schemes could be 
redistributed to members who could finance contributions to DGS with it. 



Comparison of policy options 



Effectiveness 



Option 1 would not contribute to improving depositor information. The fact that depositors do 
not have a claim for reimbursement on mutual and voluntary schemes in case of failure, the 
coverage of depositors would not be effectively ensured with negative consequences for 
financial stability. 



 



                                                 
146 This may include interbank deposits since they are also covered by the mutual schemes. The real impact 



(since DGS only cover retail deposits) would in this case be much lower. No clarification could be 
obtained. 



147 Currently, the contribution to the German DGS for private banks is set at 0.016% of eligible deposits. 
148 Handelsblatt of 19 February 2009 (http://www.handelsblatt.com/finanzen/vorsorge/einlagensicherung-



das-grosse-versprechen;2162821).  
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Option 2 would be effective in ensuring appropriate coverage of depositors, in particular if a 
mutual scheme collapsed. Depositor information would be improved. It would also be 
effective with regard to the objective to facilitate private sector solutions in crisis situations. 
This option would not effectively reduce fragmentation since mutual schemes continued to 
coexist alongside statutory DGS but due to the obligation for DGS to cover failures if a 
mutual scheme collapses, risk would be distributed to two schemes and therefore the negative 
effects of fragmentation would be mitigated. 



Option 3 would be less effective as to the general objective of financial stability since mutual 
schemes are an additional safeguard mechanism. This option would also be incoherent with 
the objective to facilitate private sector solutions in crisis situations. However, option 3 would 
be very effective to mitigate fragmentation, would resolve any possible competitive 
distortions and would not imply additional costs to schemes. Option 3 would not resolve but 
mitigate competitive distortions if mutual and voluntary schemes are treated like DGS or in 
case of mutual schemes if they have to pay contributions to the scheme and coverage in case 
of payout is limited. 



Efficiency 



Options 1 and 3 do not lead to direct financial costs. In an extreme case, mutual and voluntary 
schemes could even refuse payment to depositors149. There are no benefits either under 
Option 1. However, the fact that depositors have no claims against the schemes and do not 
know how many funds they have at hand, reduces their credibility and thus consumer 
confidence. This could lead to high social costs in case of bank runs. Most likely, the taxpayer 
would bear these costs in the end.  



Option 3 would be less efficient than Option 1 since the costs to manage crises among their 
members would rise if the mutual schemes had to cease their operations. Options 1 and 2 
would leave this function intact and thus be more efficient. Option 2 would seem to lead to 
significant costs if mutual schemes do not want to turn into DGS under the Directive, which 
would not lead to any disadvantages for them since they could maintain their mutual support 
function as to bank resolution. However, even if they have to pay contributions to two 
schemes, the benefits for depositor confidence and financial stability cannot be calculated but 
are estimated to outweigh the costs. This seems to be proven by the Austrian example where 
members of a mutual scheme also have to pay into the DGS, even if ex-post only. 



Coherence 



Option 3 – as far as mutual schemes are concerned – would be inconsistent with Article 80(8) 
of Directive 2006/48/EC since this Directive would allow what is prohibited in the same 
context of financial stability. Option 1 would also be inconsistent with this Article since 
stricter prudential conditions would be required for prudential purposes than for the protection 
of depositors. 



Conclusion: Option 2 is preferred. It would allow maintaining depositor confidence, 
mitigating fragmentation and mitigating competitive distortions. 



                                                 
149 Frankfurter Allgemeine Zeitung of 10 November 2009, p. 22 (on a lawsuit concerning interbank 



deposits not covered by DGS but under the German voluntary scheme, which refused repayment in a 
specific case). 
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ANNEX H: ADDITIONAL ISSUES RAISED BY STAKEHOLDERS  



Harmonisation of the statute of limitation 



Directive 94/19/EC (Article 3) allows a statute of limitation – only one day longer than the 
payout delay. With Directive 2009/14/EC that has slightly reduced the payout delay 
depositors could be caught out with their claims against the DGS after only some weeks, 
which seems too short. Without stating a certain timeframe, the statute of limitation would 
better be linked to the registration deadline of claims in the insolvency procedure so that DGS 
would not have to payout depositors when they cannot get recovery for these claims in the 
insolvency procedure anymore.  



Handling of deposits held on behalf of several depositors (e.g. trust accounts) 



Under Article 8 of Directive 94/19/EC, Member States can decide whether accounts 
belonging to several persons can be treated as one single account or whether the coverage 
level should be applied to every beneficiary of such account. Any attempt to harmonise this 
would be complicated since 27 different civil laws on associations, trusts, etc. would have to 
be taken into account. It would be very burdensome for the DGS if it was required to look 
behind every trust account. Whether this is possible can only be decided by the Member 
States and should therefore remain as it is. However, if Member States wish to go beyond the 
trustee accountholder and to identify beneficiaries, this should be taken into account for the 
calculation of contributions and a longer payout delay should be allowed. 



Taxpayer’s contribution to DGS funding 



The recent crisis has shown that the use of taxpayers' money has led to budgetary deficits. The 
use of taxpayers' money should therefore be avoided as much as possible. 



Reintroduction of co-insurance 



Co-insurance has been abolished by Directive 2009/14/EC since it reduced the effectiveness 
of depositor protection and was unfair since depositors protected by the Directive are not in a 
position to judge the soundness of their bank. 



Excluding high-risk banks from DGS 



Excluding high-risk banks from DGS would be counterproductive because it would limit the 
protection of depositors. Supervisory measures should be taken and the introduction of risk-
based contributions should serve as sufficient incentive to deter banks from becoming 'high-
risk' banks. 



Including deposits of investment funds 



It is argued that such deposits (being subject to Annex I no. 5 of Directive 94/19/EC) should 
be mandatorily covered by DGS since these deposits belonged in the end to unit holders. 
However, an inclusion of investment funds would be incoherent since the impact of bank 
failures on collective investment undertakings is already taken into account by Article 
52(1)(b) of Directive 2009/65, which limits any investment (including deposits) to 20% of the 
fund's size. A further safeguard does therefore not seem necessary. This is probably why these 
deposits are only covered in 3 Member States (DK, FI and SE). 
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ANNEX J: PREFERRED OPTIONS (SUMMARY) 



Problem 
driver Operational objective Policy options indicated as preferred in the Impact Assessment 



Level and scope of coverage 



Inappropriate 
coverage levels 



Differences in 
coverage levels 



Determining appropriate 
coverage level 



Reducing differences in 
coverage levels  



Providing alternative solutions 
to topping up 



Fully harmonised (fixed) coverage level of € 100 000 in all MS – to be applied 
from 31 December 2010 onwards 



Full harmonisation of the coverage level makes topping up obsolete 



Application of the coverage level: per depositor per bank (no coverage per 
brand) 



No exemptions from the fixed coverage level (no indefinite grandfathering for 
social considerations, no additional coverage for temporary high deposit 
balances, etc.) 



Differences in 
the scope of 
coverage 
(eligibility of 
depositors) 



Full harmonisation of scope and eligibility makes topping up obsolete. 



Including the following depositors into the scope of coverage: all enterprises 
(regardless of their size), depositors having a relationship with the failed bank 



Excluding the following depositors from the scope of coverage: enterprises in 
the financial sector, local and central authorities, depositors who opened their 
account anonymously 



Differences in 
the scope of 
coverage 
(covered 
products) 



Reducing differences in the 
scope of coverage 



Providing alternative solutions 
to current topping up regime 



Including the following products into the scope of coverage: deposits in non-EU 
currencies (currently optional) 



Excluding the following products from the scope of coverage: debt certificates 
issued by the same bank and debt securities and liabilities arising out of own 
acceptances and promissory notes (currently optional), structured products 
whose principal is not repayable in full 



Clarifying that if a claim on a credit institution is subject to both ICS and DGS, 
the claim should be dealt with by the DGS 



Payout delay and modalities 



Too long payout 
delay 



Requiring a fair payout delay 
(as short as possible, but 
feasible) 



Providing alternative solutions 
to deposit payout 



Reducing the payout deadline to 7 calendar days (without extension) after a 
transition period of 3 years (requirements: tagging eligible deposits, single 
customer view, etc.) 



Leaving alternative solutions to further work on bank resolution 
(COM(2009)561) 



Inadequate 
procedures for 
payout 



Ensuring clear and fair payout 
modalities 



Limiting set-off 



Payout of covered deposits in the same currency as the deposits were paid in 



Interest paid out according to the rate agreed with the bank until the date of 
failure if it can be determined 



Discontinuing set-off for depositors, but limiting set-off in the insolvency 
procedure (against the DGS that has subrogated into the depositors' claims 
against the bank) 



Inadequate 
procedures for 
payout 



Ensuring that DGS are capable 
to deal with payout situations 



Involving DGS at an early 
stage 



Improving information 
exchange between banks and 
schemes 



Requiring competent authorities to inform DGS by default if a bank failure 
becomes likely and requiring banks and DGS to exchange information on 
depositors domestically and cross-border unfettered by confidentiality 
requirements 



Requiring DGS and their member banks to have a common interface to quickly 
exchange information 



Requiring DGS to regularly disclose the amount of ex-ante funds, ex-post 
financing capacity, workforce and the result of regular stress testing exercises 
and of a regular peer review among DGS 
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Financing of DGS 
Harmonised approach to funding mechanisms (i.e. making ex-ante financing 
mandatory and supported by ex-post funding) and setting limits for both ex-ante 
and ex-post contributions (e.g. 75% and 25% of the total fund respectively) 



Harmonisation of the target level, the contribution base, the scope of coverage 
and limits for ex-ante/ex-post funds (to be achieved within a specified period of 
time, e.g. 10 years) 



Different 
financing 
obligations on 
banks across 
MS  



Increasing convergence 
between DGS 



Requiring annual contributions without down payments if a bank joins the 
scheme 



Requiring DGS to reimburse the last annual contribution of a bank if it becomes 
a member of another DGS due to changes of its legal status 



Bank 
contributions to 
DGS are too low 



Enhancing DGS funding Setting a relevant target level for the DGS funds (both ex-ante and ex-post) in 
order to ensure that DGS would be capable to handle a bank failure of a 
specific size (e.g. 2% of the amount of eligible deposits, i.e. the maximum DGS 
payout for a failure occurred in the EU MS in 2008) – it would allow DGS to 
collect within 10 years about € 150 billion of ex-ante funds and € 50 billion 
available as ex-post contributions (if bank annual contributions were 4-5 times 
higher within those 10 years) 



Borrowing by DGS allowed but not necessarily harmonised 



Bank 
contributions to 
DGS are not 
based on risk 
exposures 



Providing for contributions to 
schemes, which adequately 
reflect the degree of risk 
incurred by banks 



Total amount of bank contributions depends on both the contribution base 
(covered deposits) and risk indicators 



Developing a set of core risk indicators (mandatory for all MS) and another set 
of supplementary indicators (optional for MS) 



Other issues 



Insufficient 
depositor 
information on 
functioning of 
DGS 



Clarifying and elaborating 
existing information obligations 
of banks 



Developing a standardised template (annexed to the Directive) that includes 
relevant information on DGS and must be countersigned by depositors before 
entering into a contractual relationship with a bank 



Requiring a reference to DGS in advertisements and account statements if a 
product is covered by DGS 



Limited mandate 
of DGS - lack of 
mechanisms for 
bank resolution 



Ensuring adequate funding for 
DGS with additional tasks 



Ensuring that DGS with 
intervention powers remain 
sufficiently funded to fulfil their 
payout obligation if they are 
charged with additional tasks 



Not requiring DGS to be in charge of bank resolution. However, if a DGS has a 
resolution mandate, permitting the use of DGS funds for bank resolution 
purposes, but limited to the amount that would have been necessary to pay out 
covered deposits. 



Cross-border 
cooperation 



 Requiring host country DGS to act as a single point of contact for depositors in 
case of a bank failure.  



Pan-EU DGS  A pan-EU DGS would be effective to overcome fragmentation of schemes. 
However, some legal aspects have to be examined in more detail. 



System of mutual borrowing between DGS  



Exemption of 
mutual and 
voluntary 
guarantee 
schemes from 
the Directive 



 Requiring that banks being members of mutual guarantee schemes also have 
to be members of a DGS (but pay half of the pre-determined contribution which 
is paid by the banks in the same risk category, if their mutual guarantee 
scheme is separate from the DGS where they are members). Applying the 
same conditions to all schemes, whether mutual, voluntary or statutory. 



Source: Commission services. 
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ANNEX K: COSTS ANALYSIS: IMPACT ON DGS AND MEMBER BANKS (SUMMARY) 



The introduction of the DGS Directive will have a number of effects for DGS and their 
member banks, such as the increase of the level of coverage or the reduction of the payout 
period. Some of these effects might involve a cost for the DGS and/or their members. This 
section is aimed at to analysing the administrative costs that could be imposed by introducing 
new Regulations/Directive; the analysis follows the Standard Cost Model (SCM) 
methodology150. The SCM is a method for determining the administrative burdens for 
businesses imposed by regulation; it is a quantitative methodology that can be applied in all 
countries and at different levels. It is developed by a network of countries (within and outside 
the EU151) which committed themselves to using the same methodological approach when 
measuring and tackling administrative burdens.  



According to SCM analysis, the costs that DGS and their members may incur can be 
classified in different categories: (i) direct financial costs (e.g. cost for banks resulting from 
an increase in contributions);152 (ii) indirect financial costs (e.g. IT changes required for banks 
to comply with the Directive, such as adding eligibility flags for account set-up); (iii) long-
term structural costs (e.g. if for example in order to comply with the Directive, banks or DGS 
have to hire additional people on a permanent basis); (iv) business as usual administrative 
costs: information that would be collected and processed by businesses even in the absence of 
the legislation; and (v) administrative burden: part of the administrative costs that incurred in 
order to meet the information reporting obligations resulting from the Directive. 



The below table summarizes the effects of the Directive and its cost implications for DGS and 
its member banks. It lists for each one of the potential effects of the Directive, what are the 
different categories of costs that will be incurred by banks and DGS. If we take aside the 
direct financial costs, the effects that will most likely have the biggest cost impact on 
banks/DGS are the changes in the payout procedures (see last row of the Table), since costs 
related to all the other potential effects of the Directive do not seem to be as substantial as 
those for the changes in payout procedures. Direct Financial Costs have not been divided into 
costs for members and for DGS, because the estimated costs can be apportioned among 
members or can be borne directly by the involved DGS. As an example, many MS increased 
their level of coverage, but none of their DGS (but GR) has raised their contributions 
correspondingly. 



The table shows that from a cost category point of view (again taking aside the direct 
financial costs), the most important category is the indirect financial cost that mainly involves 
IT related changes. Administrative costs resulting from the Directive (administrative burden) 
also exist, but they should not be substantial compared to the indirect financial costs. 
Concerning administrative burden costs, these costs are not substantial comparable to the 
indirect financial cost. 



                                                 
150 The Standard Cost Model (SCM) is a method for determining the administrative burdens for businesses imposed by regulation. 



It is a quantitative methodology that can be applied in all countries and at different levels. It is developed by a network of 
countries (within and outside the EU) which committed themselves to using the same methodological approach when 
measuring and tackling administrative burdens. Following the SCM, costs can be classified into: direct and indirect financial 
costs, long term structural costs, business-as-usual administrative costs, and administrative burden. For more details: 
http://www.administrative-burdens.com/filesystem/2005/11/international_scm_manual_final_178.doc. 



151 The EU countries which are not members of this network are: BG, LU, HU, MT, and SK. 
152 This cost category has been analysed in the relevant sections of the IA and thereby this annex focuses on the remaining 



categories. 
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 Direct Financial 
Costs Indirect Financial Costs 



Long Term 
Structural 



Costs 



Business As 
Usual 



Administrative 
Costs 



Administrative Burden 



Banks 
YES, although NOT SUBSTANTIAL: 
Example: Marketing material to be 
discarded 



YES, although NOT SUBSTANTIAL. Updating documentation 
(to clients such as account opening forms, internal procedures) Change in the 



level of coverage 
DGS 



YES - In case of 
increase in the 
level of coverage YES - One-off cost (most likely not 



Substantial) 



NO NO 



YES, although NOT SUBSTANTIAL. Updating Documentation 



Banks NO NO153 Discontinuation 
of topping up 
procedures DGS 



NO 
NO 



NO NO 
NO 



Banks YES - IT related such as Changing 
Account Set up flags. 



YES, although NOT SUBSTANTIAL: 



1) potential IT changes154 resulting from new information 
obligations (e.g. amount of eligible/covered deposits or 
accounting data)155 



2) updating documentation (addressed to clients such as 
account opening forms or internal procedures) 



Changes in the 
funding 
mechanism and 
in the scope of 
covered 
products and 
depositors 



DGS 



YES - In case of 
increase in 
Members’ 
contributions or in 
case of additional 
products covered 



YES - One-off cost156 (most likely not 
significant). 



NO NO 



Assuming there are no new reporting obligations from DGS 
towards authorities (e.g. Supervisory Authority, Central Bank), 
NON SUBSTANTIAL costs are related to updated 
documentation. 



                                                 
153 It could potentially be reduced in some MS if information would be collected only by the home-country scheme. 
154 IT changes related to information obligations should be included as part of the Administrative Burden (and not as Indirect Financial Costs). 
155 We are assuming that the new reporting obligations will not require additional time compared to current obligations. 
156 According to the SCM Report available at http://www.administrative-burdens.com/filesystem/2005/11/international_scm_manual_final_178.doc, one-off costs are costs that are only 



sustained once in connection with the businesses adapting to a new or amended legislation/regulation. 
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 Direct Financial 
Costs Indirect Financial Costs 



Long Term 
Structural 



Costs 



Business As 
Usual 



Administrative 
Costs 



Administrative Burden 



Banks 
YES - e.g. IT changes: 1.- Changing 
Account Set up flags 2.- 
Harmonization of data requirements 
to be provided in case of default 



NO158 



Changes in 
payout 
procedures 



DGS 



NO Difficult to asses given lack of info 
received from DGS. (Data received 
from Members would need to be 
harmonized. This would probably 
need IT changes). 



NO NO157 



NO 



Banks NO NO Discontinuation 
of set-off 
practices DGS 



NO - As 
contributions do 
not typically take 
set-off into 
account 



NO 
NO NO159 



NO 



Banks YES, for instance harmonization of 
data requirements or IT changes. 



YES, substantial or not, depending on the design of the Pan-
EU, for instance updating documentation or data requirements 
on a regular basis. Establishment of 



Pan-EU 
DGS 



YES, in case of 
harmonization of 
funding or scope 
and coverage. YES, for instance harmonization of 



data requirements or IT changes. 



YES, the 
establishme
nt of a new 
entity would 
require 
additional 
workforce. 



YES, the 
establishment of 
a new entity 
would require 
additional 
administrative 
workforce. 



YES, substantial or not, depending on the design of the Pan-
EU, for instance updating documentation or data requirements 
on a regular basis. 



Source: Joint Research Centre. 



                                                 
157 It could potentially be reduced in some MS if the collection of claims is eliminated in case of a bank failure and schemes pay out on their own initiative. 
158 We are assuming there are no new reporting obligations. The IT changes under Indirect financial costs are intended to cover the changes in the payout procedures. 
159 It could potentially be reduced in some MS if information on loans is not collected eliminated in case of bankruptcy. 
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STATISTICAL ANNEXES: SOURCES, DEFINITIONS AND METHODOLOGIES 



Unless otherwise specified, all quantitative data from the Commission's Joint Research Centre (JRC) have been collected through a survey distributed across EU DGS (MS = Member States).  



Data # of 
Annex Definition Source  



if not DGS Methodology 



Total deposits 2, 10 Any deposit as defined in Article 1(1) of Directive 94/19/EC, excluding 
those deposits left out form any repayment by virtue of Article 2. 



Eurostat (ES, 
FR, LT, NL, 
UK); Central 
Bank (CY, LU) 



The estimated amount and the number of deposits under different levels of coverage are 
based on the distribution of deposits in Member States. These distributions have been 
obtained either by DGS (BG, EE, ES, IT, CY, LV,LT,HU, MT, NL, AT1, AT3, PT, RO, SI) or 
banking associations (BE, PT, FI, SE, UK). In case of missing data the distribution of 
deposits was obtained on the basis of distributions available for other Member States, 
looking at macroeconomic variables such as the savings rates or the GDP per inhabitant. A 
number of technical assumptions are behind these estimates. 



Eligible deposits 2, 3, 10 Deposits repayable by the guarantee scheme under your national law, 
before the level of coverage is applied. 



Eurostat (IE, 
FR, NL); Central 
Bank (DK, CY) 



- 



Covered deposits 2, 3, 9a Deposits obtained from eligible deposits when applying the level of 
coverage provided for in every national legislation. 



- Estimates from analogy with other MS (BE, DE, IE, FR, SK, UK), and from the dataset (CY, 
NL). 



Fund 13, 14, 
18 



Amount of money collected by the DGS in the previous years. - - 



Contributions 4, 9b, 
11, 13, 
14, 18 



Amount of money collected by the DGS among its members, in advance 
or in case of intervention, to cover its administrative expenses and its 
interventions. 



- - 



Level of coverage 1, 4 Level of protection granted under national law in the event of deposits 
being unavailable. 



- Given the variation in banks’ contributions under different levels of coverage, it is assumed 
that additional fees impact only on a bank’s operating profit (see definition in the statistical 
annex). Thus the variation in the operating profit is computed. 



Distribution of 
eligible deposits 



- Amount of eligible deposits held in the following buckets: [0-20 000]; [20 
000-50 000]; [50 000-100 000]; [100 000-150 000]; [150 000-200 000]; 
[200 000-500 000]. 



Banking Asso-
ciations (BE, 
PT, FI, UK). 



Estimated from analogy with other MS (CZ, DK, DE, IE, GR, FR, LU, PL, SK, SE) which 
provided for the distribution of eligible deposits. 



Distribution of 
covered deposits 



3, 4 Amount of covered deposits held in the following buckets: [0-20 000]; [20 
000-50 000]; [50 000-100 000]; [100 000-150 000]; [150 000-200 000]; 
[200 000-500 000]. 



- The amount of covered deposits in each bucket is estimated starting from the distribution of 
eligible deposits and taking into account the hypothesized level of coverage. 



Given the distribution of deposits, the increase in the amount of covered deposits under 
different levels of coverage can be estimated. It is assumed that DGS contributions are 
proportional to the increases in covered deposits. 
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Data # of 
Annex Definition Source  



if not DGS Methodology 



Distribution of the 
number of eligible 
deposits 



2, 3 Number of eligible deposits held in the following buckets: [0-20 000]; [20 
000-50 000]; [50 000-100 000]; [100 000-150 000]; [150 000-200 000]; 
[200 000-500 000]. 



 - The number of eligible deposits in each bucket is estimated as the average between the 
maximum and minimum number of deposits (BE, DK, DE, IE, GR, FR, LT, LU, MT, NL, PL, 
SK, FI, SE, UK). 



Number of fully 
covered deposits 



2, 3 Number of deposits which are fully covered under different level of 
coverage. 



- The number of deposits which are fully covered is estimated starting from the distribution of 
the number of eligible deposits and taking into account different level of coverage. 



Operating profit 5, 9c, 
11c, 
12f, 
14d, 
19, 
21a, 22 



The operating profit is an accounting measure covering the bank’s 
normal/core business operations (i.e. excluding extraordinary/ exception 
amounts or other items such as taxes that are not directly related to 
banks’ core business). 



Bankscope Additional contributions for banks under different levels of coverage are assumed to be 
entirely passed onto consumers as decreases in the interest rates for their saving accounts 
or as an increase in their yearly account fees. The impacts have been estimated only for ex-
ante DGS. 



The impact on banks is estimated as a variation in bank operating profits (this variation is 
linked to the variation in contributions). The samples of banks in most MS are usually small. 
Moreover, some banks (with extremely high variation of the operating profit) have been 
excluded from the sample. 



Number of house 
purchases 



8 - European 
Mortgage 
Federation 



MS with available number of house purchases time-series (BE, DK, DE, EE, ES, IE, FR, IT, 
LV, LU, HU, NL, PL, FI, SE, UK): the average number of house purchases has been 
estimated as the average of the number of house purchases over the period 1998-2007. 
MS with no data available: the number of house purchases has been estimated by applying 
to the number of households the EU average ratio number of house purchases/number of 
households. 



The increases in covered deposits are estimated from the distribution of temporary high 
deposits balances (THDB) by hypothesizing different levels of coverage. 



The distributions of temporary high deposits balances are estimated under a number of 
assumptions, since no data are available from any EU DGS. The money related to house 
purchases is assumed to stay on a bank account for a specified time horizon (e.g. 3, 6, 12 
months, etc.)  



Impact of inclusion / 
exclusion of certain 
depositors 



11   In this analysis it is hypothesized that every DGS continues to apply its current funding 
mechanism (as of 01 January 2009). Only the amount of contribution base varies by 
including or excluding the various classes. Contributions’ changes are due to changes in 
each DGS contribution base. Data on the amount of deposits for each selected classes are 
mainly from Eurostat since few DGS could provided some information. 



Impact on tagging / 
data cleansing / 



12d,e,f  Report “Fast 
payout study – 



Data on costs for data cleansing/tagging and SCV were obtained from the report available 
at http://www.fsa.gov.uk/pubs/other/fast_payout_report.pdf.  





http://www.fsa.gov.uk/pubs/other/fast_payout_report.pdf�
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Data # of 
Annex Definition Source  



if not DGS Methodology 



single customer 
view (SCV) 



Final report””, 
Ernst & Young, 
November 
2008,   



The costs estimated in this report are rescaled for the other EU MS based on the amount of 
deposits eligible for protection. The costs obtained for banks are measured as a variation in 
the operating profit (12f). Costs are assumed to be entirely passed onto consumers as 
decreases in interest rates or as an increase in yearly account fees (12e). The impacts 
have been estimated only for ex-ante DGS 



Maximum amount of 
contributions 



13 Maximum amount of money collected by the DGS among its members. 
Contributions are increased up to a maximum amount (specified in the 
DGS' statute) only under particular circumstances, specified in each DGS' 
statute. 



DGS' statute Estimated following the description reported in the DGS statute. 



Total fund 13, 14, 
18 



It is the sum of the Fund, contributions and additional contributions that 
DGS can levy. 



- Total Fund = Fund + Contributions + Extraordinary Contributions, or 



Total Fund = Fund + Maximum amount of Contributions 



Borrowing limit 24 Estimate of the maximum amount of money that MS could borrow. - Estimated as a percentage of the amount of covered deposits. The percentage is the ratio 
between the maximum amount of US borrowing resources and its amount of insured 
(covered) deposits. 



Ex-ante MS 14, 26 MS whose funding mechanism collects contributions from member banks 
in advance on a regular basis. 



- - 



Ex-post MS 14 MS whose funding mechanism does not collect contributions from 
member banks in advance on a regular basis. 



- - 



Additional 
contributions 



16, 17 Contributions (collected by ex-ante MS) which are not collected on a 
regular basis but only in case of need and they are clearly defined in the 
statutes as extraordinary contributions or maximum contributions. 



- It is the difference between the maximum amount of contributions and contributions. 



Borrowing 23   For every DGS, a borrowing limit has been set as a percentage (1.75%) of the total amount 
of covered deposits. The percentage has been estimated according to the US data, i.e. the 
ratio between the borrowing limit and the total amount of deposit insured by the US-FDIC in 
2008. Contributions to pay the loan back within 10 years have been estimated. 



Source: Joint Research Centre. 
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ANNEX 1: COVERAGE LEVELS IN EU MEMBER STATES AND EEA COUNTRIES 
BEFORE AND AFTER THE AGGRAVATION OF THE FINANCIAL CRISIS (AS OF 1 
JANUARY 2010) * 
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* Note: Pre-crisis period – as of 15 September 2008; crisis – October-December 2008; current situation: as of 1January 2010. For non-
euro area countries, € equivalents have been calculated on the basis of relevant ECB exchange rates (see footnote 1 in the below table). 
For scaling purposes, the coverage level for Member States with unlimited coverage is shown as € 250 000. Political declarations on 
increasing coverage levels or unlimited deposit guarantees, which were not followed by any legislative actions in autumn 2008, as well as 
guarantees for selected banks only, have not been taken into account. 



** See comments in the below table.  
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Coverage level (€) 1  



pre-crisis crisis current  
Developments related to the level of coverage  



BE 20 000 100 000 100 000 The level was first raised to € 50 000 (7 Oct 2008) and then to 
€ 100 000 (17 Nov 2008). 



BG 20 452 51 129 51 129 On 18 Nov 2008, the level was raised from BGN 40 000 to 
BGN 100 000 (equivalent of € 51 129). 



CZ 
27 778 
(10% co-



insurance) 
50 000 50 000 The law of 15 Dec 2008 raised the level to € 50 000 and discontinued co-



insurance (with immediate effect). 



DK 40 229 2 40 306 2  



+ unlimited  



50 000  
+ unlimited 
[100 000] 3 



The law of 10 Oct 2008 gave unlimited state guarantees until 30 Sep 2010 – 
for the amounts not covered by the Danish DGS (i.e. above DKK 300 000). 
The law of 1 May 2009 raised the level to € 50 000 (from 30 Jun 2009) and 
then to € 100 000 (from 1 Oct 2010).  



DE 
22 222 
(10% co-



insurance) 



22 222 
(10% co-



insurance) 



50 000 
[100 000] 3 



The law of 14 May 2009 raised the level to € 50 000 and discontinued co-
insurance (from 30 Jun 2009) and then to € 100 000 (from 31 Dec 2010). 
Before, on 5 Oct 2008, the govt publicly declared that all private savings 
were guaranteed by the German govt. 



EE 
22 222 
(10% co-



insurance) 
50 000 50 000 The law of 14 Nov 2008 raised the level to € 50 000 and discontinued co-



insurance (retroactively from 9 Oct 2008). 



IE 
22 222  
(10% co-



insurance) 



22 222  
(10% co-



insurance) 
100 000 



The law of 24 Jun 2009 gave effect to Directive 2009/14/EC and the Irish 
govt’s commitment in Sep 2008 to provide increased coverage of € 100 000 
(with no co-insurance). The effective date for that commitment was 20 Sep 
2008. The law of 30 Sep 2008 gave unlimited state guarantees for 7 banks 
until 29 September 2010 – for the amounts not covered by the DGS in IE or 
other jurisdiction. 



GR 20 000 100 000 100 000 
On 7 Nov 2008, the level was temporarily increased to € 100 000 by law 
(until 31 Dec 2011). Before, on 2 Oct 2008, temporary unlimited coverage 
was set for individuals by a government declaration. 



ES 20 000 100 000 100 000 The law of 10 Oct 2008 raised the level to € 100 000 (from 11 Oct 2008). 



FR 70 000 70 000 70 000 The level was set on 9 Jul 1999 and unchanged since then. 



IT 103 291 103 291 103 291 The level was introduced on 17 Jan 1997 (ITL 200 million) and unchanged 
since then (converted to € on 1 Jan 1999). 



CY 
22 222 
(10% co-



insurance) 



22 222 
(10% co-



insurance) 
100 000 



On 8 Oct 2008, the govt announced its intention to raise the level to 
€ 100 000. The law of 24 Jul 2009 raised the level to € 100 000 and 
discontinued co-insurance. 



LV 20 000 50 000 50 000 The law of 17 Oct 2008 raised the level to € 50 000 (from 18 Oct 2008). 



LT 
22 000 
(10% co-



insurance) 
100 000 100 000 



The law of 14 Oct 2008 temporarily raised the level to € 100 000 (for 1 year) 
and discontinued co-insurance (both effective from 1 Nov 2008). The law of 
21 Jul 2009 made the level of € 100 000 permanent (from 4 Aug 2009). 



LU 20 000 100 000 100 000 The law of 19 Dec 2008 raised the level to € 100 000 (from 1 Jan 2009). 



HU 
24 905 
(10% co-



insurance) 
49 430 50 000 



On 8 Oct 2008, the level was raised from HUF 6 million to HUF 13 million 
(equivalent of € 49 430) and co-insurance was discontinued. At the same 
time, the govt declared unlimited deposit guarantees. The law of 29 May 
2009 raised the level to € 50 000 (from 30 Jun 2009). 
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MT 
22 222 
(10% co-



insurance) 



22 222 
(10% co-



insurance) 
100 000 



On 8 Oct 2008, the govt announced its intention to raise the level to 
€ 100 000. The law of 7 Aug 2009 raised the level to € 100 000 and 
discontinued co-insurance. 



NL 
40 000 
(10% co-



insurance) 
100 000 100 000 



On 7 Oct 2008, the level was temporarily increased to € 100 000 (until Oct 
2009) and co-insurance was discontinued. On 10 March 2009, it was 
announced that this arrangement was extended indefinitely, and on 3 July 
2009 this was formalised in legislation. 



AT 
20 000 



(10% co-insu-
rance for non-



individuals) 



unlimited 
+ 50 000 



(10% co-insu-
rance for non-



individuals) 



100 000 
(individuals) 
+ 50 000  



[100 000] 3 
(non-individuals) 



On 1 Oct 2008, temporary unlimited coverage was set for individuals (until 
31 Dec 2009); for non-individuals no changes except raising coverage for 
SMEs to € 50 000. The law of 20 Oct 2008 set the level for individuals at € 
100 000 (from 1 Jan 2010). The law of 16 Jun 2009 raised the level for non-
individuals to € 100 000 (from 1 Jan 2011) and discontinued co-insurance 
(from 1 Jul 2009). 



PL 
22 500 
(10% co-



insurance) 
50 000 50 000 The law of 23 Oct 2008 raised the level to € 50 000 and discontinued co-



insurance (both effective from 28 Nov 2008). 



PT 25 000 100 000 100 000 The law of 3 Nov 2008 retroactively (from 12 Oct 2008) and temporarily 
(until 31 Dec 2011) raised the level to € 100 000. 



RO 20 000 50 000 50 000 
On 15 Oct 2008, the level was raised to € 50 000 (for individuals only). The 
law of 24 Jun 2009 extended this coverage to microenterprises and SMEs 
(from 30 Jun 2009). 



SI 22 000 unlimited unlimited On 20 Nov 2008, temporary unlimited coverage was introduced (until 31 
Dec 2010). 



SK 
22 222 
(10% co-



insurance) 
unlimited unlimited The law of 24 Oct 2008 introduced unlimited coverage and discontinued co-



insurance (both effective from 1 Nov 2008). 



FI 25 000 50 000 50 000 The law of 19 Dec 2008 raised the level to € 50 000 (retroactively from 8 Oct 
2008). 



SE 26 173 50 474 50 000 
On 31 Oct 2008, the level was raised from SEK 250 000 to 
SEK 500 000 (equivalent of € 50 474). The law of 17 Jun 2009 set 
€ 50 000 as a minimum level (from 30 Jun 2009). 



UK 44 083 64 329 2 56 092 2 
The law of 2 Oct 2008 raised the level from £ 35 000 to £ 50 000 - effective 
from 7 Oct 2008 (equivalent of € 64 329 as of the date of entry into force). 
The law of 28 May 2009 set the level at £ 50 000 or € 50 000 if greater 
(effective from 30 Jun 2009). 



IS 20 887 
unlimited 
(domestic 
deposits) 



unlimited 
(domestic 
deposits) 



On 6 October 2008, the Icelandic government declared unlimited coverage 
for deposits in domestic banks and their branches in Iceland (but not in 
foreign branches of Icelandic banks. 



LI 18 864 2 19 751 2 67 236 On 27 Mar 2009, the level was raised from CHF 30 000 to CHF 100 000 
(equivalent of € 65 954 at that time) - effective from 1 Apr 2009. 



NO 244 409 2 205 128 2 243 043 2 The pre-crisis level of NOK 2 million has not been changed as a result of the 
crisis. 



1 For non-euro area countries, € equivalents have been used – calculated on the following ECB exchange rates: as of 15 
September 2008 (pre-crisis period); as of the date of increasing the coverage level in a given Member State between 
October and December 2008, or - if no increase - as of 31 December 2008 (crisis period); as of 4 January 2010, i.e. the first 
working day in 2010 (current situation). 
2 The coverage level in the national currency unchanged – different figures for € equivalents due to exchange rate variations. 
3 Planned changes to the coverage level that have been envisaged in adopted national law. 



Source: Data from Member States; Commission services' calculations based on ECB exchange rates. 
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ANNEX 2: DATA ON THE AMOUNT AND NUMBER OF DEPOSITS IN MEMBER STATES 
(AS OF 31 DECEMBER 2007) 



Total amount of deposits (in € thousands) Number of deposits 
Member 
States 



Total deposits 1 Eligible deposits Covered deposits Eligible deposits 2 Fully covered 
deposits 



BE 418 000 000 234 000 000 104 203 635 7 089 864 4 749 621 
BG 20 011 078 16 453 260 8 416 078 10 503 424 10 408 988 
CZ  81 530 720 75 784 888 36 014 721 14 571 797 14 312 163 
DK 205 810 976 194 986 000 68 648 352 3 179 673 1 909 006 
DE 3 244 528 000 2 365 528 000 1 952 842 121 78 033 794 68 457 592 
EE 8 516 339 6 513 255 2 614 051 2 037 365 1 993 904 
IE confidential 203 329 118 90 545 441 6 819 401 4 965 379 
GR 231 207 352 162 624 584 45 342 658 5 767 108 4 251 641 
ES 1 257 005 863 815 509 600 360 085 300 87 328 803 79 904 289 
FR 1 871 643 901 1 765 519 727 1 236 735 659 58 240 783 52 681 279 
IT 2 106 736 038 574 377 415 402 347 830 44 363 926 43 165 796 
CY 65 918 045  59 113 956 20 445 000 963 103 478 164 
LV 14 624 816 11 966 456 2 969 375 2 289 882 1 670 463 
LT 19 614 456 confidential confidential 640 491 498 723 
LU 688 056 543 103 969 600 12 953 500 3 487 009 2 497 053 
HU 60 107 201 44 421 235 23 331 888 16 888 554 16 637 824 
MT 32 783 800 6 728 864 2 354 324 246 701 174 967 
NL 586 888 889 445 595 855 343 853 038 14 258 125 11 144 607 
AT  286 000 000 211 409 819 124 948 903 17 890 150 16 678 551 
PL confidential confidential confidential 3 677 195 3 155 439 
PT 183 986 884 confidential confidential 16 143 897 15 105 103 
RO 58 230 615 26 937 557 14 548 146 19 929 855 19 737 553 
SI 19 530 540 15 430 308 8 820 533 2 074 726 1 760 810 
SK 35 070 000 18 030 000 8 497 904 730 127 622 372 
FI 96 576 837 94 086 374 41 014 103 3 472 675 2 434 399 
SE 378 647 461 259 386 750 61 219 086 3 369 674 1 408 534 
UK 4 311 271 463 1 319 754 071 566 868 083 24 442 582 17 259 885 



EU 16 797 827 066 9 271 701 898 5 661 966 190 448 440 684 398 064 106 



EU-15 16 231 736 208 8 888 681 327 5 478 035 593 373 887 465 326 612 735 



EU-12 566 090 858 383 020 571 183 930 598 74 553 219 71 451 371 



1 Interbank deposits not included. 
2 The number of eligible deposits = the number of covered deposits (every eligible deposit is covered at least to some extent) 



Source: Joint Research Centre. 
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ANNEX 3: POTENTIAL IMPACT OF THE HARMONISED COVERAGE LEVELS IN 
TERMS OF DEPOSIT PROTECTION 



(a) Ratio of the amount of covered deposits to eligible deposits (€ thousands) 



 As of  
end-2007 



Coverage level  
€ 50 000 



Coverage level  
€ 100 000 



Coverage level  
€ 150 000 



Coverage level  
€ 200 000 



BE 44.53% 57.0% 70.2% 79.4% 87.3%



BG 51.15% 63.8% 86.1% 100% 100%



CZ 47.52% 58.5% 71.3% 81.0% 88.5%



DK 35.21% 44.4% 63.3% 76.0% 85.5%



DE 82.55% 61.4% 74.6% 83.1% 89.8%



EE 40.13% 59.6% 66.7% 70.5% 77.4%



IE 44.53% 60.0% 73.6% 82.4% 89.3%



GR 27.88% 63.3% 77.4% 85.0% 90.9%



ES 44.15% 70.0% 74.9% 84.7% 92.6%



FR 70.05% 61.4% 74.6% 83.1% 89.8%



IT 70.05% 57.2% 65.6% 72.0% 80.1%



CY 34.59% 42.8% 62.7% 76.1% 85.5%



LV 24.81% 38.0% 56.3% 71.8% 84.4%



LT 53.86% 75.3% 83.3% 88.9% 93.3%



LU 12.46% 60.0% 73.6% 82.4% 89.3%



HU 52.52% 58.5% 71.3% 81.0% 88.5%



MT 34.99% 68.7% 83.2% 89.3% 93.5%



NL 77.17% 64.5% 77.6% 85.3% 91.1%



AT 59.10% 53.6% 63.6% 71.6% 78.7%



PL 55.15% 58.5% 71.3% 81.0% 88.5%



PT 47.93% 55.1% 68.3% 78.0% 86.5%



RO 54.01% 69.4% 75.1% 82.3% 88.3%



SI 57.16% 71.9% 85.0% 90.3% 94.9%



SK 47.13% 58.5% 71.3% 81.0% 88.5%



FI 43.59% 69.2% 82.0% 88.7% 93.4%



SE 23.60% 39.8% 59.9% 73.6% 84.0%



UK 42.95% 47.4% 65.6% 77.5% 86.4%



EU 61.1 % 58.6 % 71.8 % 81.0 % 88.4 %



EU-15 61.6 % 58.7 % 71.8 % 81.0 % 88.4 %



EU-12 48.0 % 57.6 % 71.4 % 81.6 % 89.4 %



* Ratio = Amount of covered deposits / Amount of eligible deposits 
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(b) Ratio of the number of fully covered deposits to eligible deposits 



 As of  
end-2007 



Coverage level  
€ 50 000 



Coverage level  
€ 100 000 



Coverage level  
€ 150 000 



Coverage level  
€ 200 000 



BE 66.99% 87.45% 93.25% 94.35% 95.11%



BG 99.10% 99.34% 99.42% 99.50% 99.57%



CZ 98.22% 98.33% 98.83% 99.11% 99.30%



DK 60.04% 67.85% 81.22% 86.70% 89.59%



DE 87.73% 88.12% 93.96% 95.39% 96.39%



EE 97.87% 99.29% 99.68% 99.80% 99.83%



IE 72.81% 87.84% 93.85% 95.35% 96.29%



GR 73.72% 86.14% 95.00% 96.19% 97.02%



ES 91.50% 94.15% 98.58% 98.76% 98.93%



FR 90.45% 88.12% 93.96% 95.39% 96.39%



IT 97.30% 96.10% 97.26% 97.91% 98.36%



CY 49.65% 68.99% 78.85% 86.76% 89.64%



LV 72.95% 98.66% 98.81% 98.96% 99.10%



LT 77.87% 96.24% 97.79% 98.31% 98.68%



LU 71.61% 87.84% 93.85% 95.35% 96.29%



HU 98.52% 99.16% 99.41% 99.55% 99.65%



MT 70.92% 85.39% 95.47% 97.42% 97.94%



NL 78.16% 87.18% 94.12% 95.86% 96.76%



AT 93.23% 97.61% 99.05% 99.17% 99.29%



PL 85.81% 92.07% 94.44% 95.76% 96.68%



PT 93.57% 92.89% 92.89% 92.89% 92.89%



RO 99.04% 99.67% 99.87% 99.89% 99.91%



SI 84.87% 97.59% 99.21% 99.31% 99.41%



SK 85.24% 92.07% 94.44% 95.76% 96.68%



FI 70.10% 88.21% 95.52% 96.92% 97.90%



SE 41.80% 57.89% 74.67% 81.69% 85.67%



UK 70.61% 72.52% 84.29% 89.05% 91.43%



EU 88.8 % 91.0 % 95.4 % 96.5 % 97.2 %



EU-15 87.4 % 89.6 % 94.7 % 96.0 % 96.7 %



EU-12 95.8 % 98.2 % 98.8 % 99.1 % 99.3 %



* Ratio = Number of fully covered deposits / Number of eligible deposits 



 



Source: Joint Research Centre; Commission services’ calculations. 
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ANNEX 4: POTENTIAL IMPACT OF THE HARMONISED COVERAGE LEVELS ON BANK 
CONTRIBUTIONS TO DGS 



New contributions (€ thousands) 
Member 
States 



Coverage 
level in 2007 



(€) 



Contributions in 
2008  



(€ thousands) 
Coverage level 



€ 50 000 
Coverage level 



€ 100 000 
Coverage level 



€ 150 000 
Coverage level 



€ 200 000 
BE 20 000 50 895 65 168 80 203 90 752 99 784 
BG 20 452 69 893 87 200 117 579 141 980 160 090 
CZ 25 000 63 969 78 708 96 002 108 991 119 109 
DK 40 000 0 0 0 0 0 
DE 22 222 n.a. n.a. n.a. n.a. n.a. 
EE 20 000 16 341 24 255 27 168 28 721 31 531 
IE 22 222 143 300 192 943 236 939 265 284 287 484 
GR 20 000 602 109 512 369 626 505 688 027 735 952 
ES 20 000 412 500 564 198 699 799 791 322 865 068 
FR 70 000 95 400 83 646 101 590 113 230 122 298 
IT 103 291 0 0 0 0 0 
CY 22 222 24 656 30 528 44 721 54 247 60 979 
LV 15 000 24 334 37 275 55 234 70 391 82 748 
LT 17 377 confidential 65 946 73 007 77 922 81 751 
LU 20 000 0 0 0 0 0 
HU 23 600 3 897 4 339 5 292 6 008 6 566 
MT 22 222 713 1 400 1 694 1 820 1 905 
NL 40 000 0 0 0 0 0 
AT 20 000 0 0 0 0 0 
PL 22 500 confidential 51 892 63 294 71 857 78 528 
PT 25 000 47 877 55 000 68 181 77 963 86 369 
RO 20 000 24 962 32 069 34 702 38 021 40 803 
SI 22 000 0 0 0 0 0 
SK 20 000 37 241 46 201 56 353 63 977 69 916 
FI 25 000 39 668 62 979 74 599 80 717 84 952 
SE 26 479 58 694 99 035 148 980 183 093 209 000 
UK 47 700 0 0 0 0 0 



EU* - 1 812 589 2 185 150 2 611 841 2 954 323 3 224 831 



EU-15* - 1 450 443 1 725 338 2 036 795 2 290 388 2 490 906 



EU-12* - 362 146 459 812 575 046 663 935 733 925 



EU** - 95 399 115 008 137 465 155 491 169 728 



EU-15** - 181 305 215 667 254 599 286 299 311 363 



EU-12** - 32 922 41 801 52 277 60 358 66 720 



Note: The increases in contributions are proportional to the increase in the amount of covered deposits, thus the analysis has been 
performed only for ex-ante DGS. DE has been excluded because 2008 contributions were not available, DK has been excluded because it 
did not collect contributions in 2008. 



* Total contributions ** Average of the non zero contributions  Source: Joint Research Centre.
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ANNEX 5: POTENTIAL IMPACT OF THE HARMONISED COVERAGE LEVELS ON 
OPERATING PROFITS OF BANKS (AVERAGE PERCENTAGE VARIATION) * 



Member States 
Coverage level 



€ 50 000 
Coverage level 



€ 100 000 
Coverage level 



€ 150 000 
Coverage level 



€ 200 000 



BE -1.01% -2.07% -2.81% -3.45% 



BG -3.34% -9.21% -13.92% -17.42% 



CZ -1.55% -3.36% -4.72% -5.79% 



EE -11.13% -15.23% -17.42% -21.37% 



IE -3.43% -6.47% -8.43% -9.96% 



GR 3.19% -0.87% -3.05% -4.76% 



ES -2.05% -2.43% -3.21% -3.83% 



FR 0.05% -0.03% -0.08% -0.11% 



CY -0.68% -2.33% -3.43% -4.21% 



LV -4.75% -11.35% -16.91% -21.45% 



HU -0.04% -0.13% -0.19% -0.24% 



MT -0.41% -0.58% -0.66% -0.71% 



PT -0.29% -0.83% -1.24% -1.58% 



RO -1.83% -2.51% -3.37% -4.08% 



SK -2.22% -4.73% -6.62% -8.09% 



SE -0.81% -1.82% -2.50% -3.02% 



EU -1.89% -4.00% -5.53% -6.88% 



EU-15 -0.62% -2.07% -3.04% -3.82% 



EU-12 -2.88% -5.49% -7.47% -9.26% 



* The analysis is developed for ex-ante funded DGS whose contribution base is defined in terms of the amount of total, 
eligible or covered deposits. PL,  NL, UK have been excluded because their contribution base is different than  total, eligible 
or covered; DK has been excluded because it did not collect 2008 contributions; IT, LU, AT, and SI have been excluded 
because they are ex-post financed; DE has been excluded because 2008 contributions are not available; LT and FI have 
been excluded because the sample available from Bankscope was small. 



Source: Joint Research Centre, BankscopeTM database.
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ANNEX 6: POTENTIAL IMPACT OF THE HARMONISED COVERAGE LEVELS ON 
DEPOSITORS 



Decrease in the interest rates on savings Additional bank fees on current accounts 
(€ per year per account) 



Member 
States Coverage 



level 
€ 50 000 



Coverage 
level 



€ 100 000 



Coverage 
level 



€ 150 000 



Coverage 
level 



€ 200 000 



Coverage 
level 



€ 50 000 



Coverage 
level 



€ 100 000 



Coverage 
level 



€ 150 000 



Coverage 
level 



€ 200 000 



BE 0.006% 0.013% 0.017% 0.021% 0.63 1.29 1.76 2.16 
BG 0.105% 0.290% 0.438% 0.548% 1.65 4.54 6.86 8.59 
CZ 0.019% 0.042% 0.059% 0.073% 0.95 2.06 2.90 3.55 
DK n.a. n.a. n.a. n.a.  n.a. n.a. n.a. n.a. 
DE n.a. n.a. n.a. n.a.  n.a. n.a. n.a. n.a. 
EE 0.122% 0.166% 0.190% 0.233% 3.88 5.31 6.08 7.46 
IE 0.024% 0.046% 0.060% 0.071% 5.37 10.13 13.20 15.60 
GR  n.a.  n.a. 0.053% 0.082%  n.a.  n.a. 3.59 5.59 
ES 0.030% 0.035% 0.046% 0.055% 2.77 3.29 4.34 5.18 
FR  n.a. 0.000 % 0.001 % 0.002 % n.a. 0.05 0.13 0.20 
IT  n.a.  n.a.  n.a.  n.a.  n.a.  n.a.  n.a.  n.a. 
CY 0.010% 0.034% 0.050% 0.061% 1.97 6.74 9.94 12.20 
LV  0.108% 0.258% 0.385% 0.488% 5.65 13.49 20.11 25.51 
LT 0.173% 0.238% 0.284% 0.319% 2.37 3.26 3.88 4.37 
LU  n.a.  n.a.  n.a.  n.a.  n.a.  n.a.  n.a.  n.a. 
HU 0.001% 0.003% 0.005% 0.006% 0.03 0.08 0.12 0.16 
MT  0.010% 0.015% 0.016% 0.018% 0.79 1.12 1.27 1.36 
NL   n.a.  n.a.  n.a.  n.a.  n.a.  n.a.  n.a.  n.a. 
AT  n.a.  n.a.  n.a.  n.a.  n.a.  n.a.  n.a.  n.a. 
PL 0.003% 0.016% 0.025% 0.033% 0.04 0.18 0.28 0.36 
PT  0.005% 0.015% 0.022% 0.028% 0.31 0.89 1.32 1.69 
RO 0.026% 0.036% 0.048% 0.059% 0.15 0.21 0.28 0.34 
SI  n.a.  n.a.  n.a.  n.a.  n.a.  n.a.  n.a.  n.a. 
SK 0.050% 0.106% 0.148% 0.181% 1.14 2.42 3.39 4.14 
FI 0.025% 0.037% 0.044% 0.048% 2.06 3.09 3.63 4.00 
SE 0.016% 0.035% 0.048% 0.058% 2.07 4.62 6.37 7.70 
UK  n.a.  n.a.  n.a.  n.a.  n.a.  n.a.  n.a.  n.a. 



EU 0.043% 0.077% 0.102% 0.125% 1.87 3.49 4.71 5.80 
EU-15 0.018% 0.026% 0.036% 0.046% 2.20 3.34 4.29 5.27 
EU-12 0.057% 0.109% 0.150% 0.184% 1.69 3.58 5.01 6.19 



Note: The methodology adopted to estimate the impact on depositors is twofold: (i) if all the additional contributions are assumed to be 
passed by banks on to depositors as an increase in maintenance fees for current accounts, the increase in fees can be estimated by 
dividing the increases in contributions by the number of accounts; (ii) if all the additional contributions are assumed to be passed on to 
depositors as a decrease in interest rates, the percentage decrease can be estimated by calculating the ratio between the increases in 
contributions and the total amount of eligible deposits. Additional contributions are proportional to the increase in the amount of covered 
deposits, thus the analysis has been performed only for ex-ante DGS. DE has been excluded because 2008 contributions were not 
available, DK has been excluded because it did not collect contributions in 2008. Source: Joint Research Centre. 
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ANNEX 7: AVERAGE DEPOSITS HELD BY HOUSEHOLDS IN MEMBER STATES (€) 



Member 
States 2003 2004 2005 2006 2007 



BE 44 843 49 825 50 024 51 745 53 644
BG 1 236 1 599 2 088 2 599 3 350
CZ n.a. n.a. n.a. n.a. n.a.
DK 31 897 34 749 39 055 41 698 44 805
DE 33 892 34 569 35 409 35 434 37 123
EE 2 894 3 230 4 135 5 179 6 144
IE 37 085 40 734 45 506 50 313 52 235
GR 28 203 29 106 33 159 34 640 37 978
ES 30 743 31 817 33 360 37 002 39 531
FR 35 732 36 994 36 881 37 134 37 763
IT 32 848 34 301 34 321 36 505 37 533
CY n.a. n.a. 66 552 71 603 80 003
LV 1 714 2 300 3 398 4 550 5 356
LT 2 153 2 579 3 560 4 520 5 411
LU * n.a. n.a. n.a. n.a. n.a.
HU 4 720 5 641 6 059 6 427 6 854
MT n.a. n.a. n.a. n.a. n.a.
NL 37 157 38 858 41 215 42 218 44 288
AT 48 852 48 711 49 441 50 860 53 971
PL 3 799 4 312 4 838 5 263 6 117
PT 29 619 29 677 29 489 30 554 33 035
RO 759 1 031 1 540 2 044 2 777
SI 13 941 14 864 15 223 16 065 17 722
SK 5 474 5 788 5 954 4 983 6 260
FI 20 553 21 660 23 633 24 274 26 821
SE 17 948 18 393 19 164 22 727 26 180
UK 42 284 45 987 50 301 55 254 54 467
EU** 22 102 23 336 26 429 28 066 29 974
EU-15** 33 690 35 384 37 211 39 311 41 384
EU-12* 4 077 4 594 11 335 12 323 13 999
EU*** 35 172 36 884 38 543 40 630 41 784
EU-15*** 35 911 37 729 39 412 41 592 42 559
EU-12*** 3 654 4 028 9 973 10 522 14 643



* In the Eurostat database, there are no data on average household deposits in LU, but it may be fairly assumed that it is well above the 
EU average since LU is a Member State with the highest GDP per capita in the EU (according to Eurostat data as of end-2008, GDP per 
capita was € 75 780 in LU while € 24 254 in the EU-27, € 34 149 in the EU-15 and € 11 885 in the EU-12). 



** Simple average  



*** Weighted average [the weights are the amount of deposits by households] 



Source: Eurostat; Joint Research Centre; Commission services' calculations. 
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ANNEX 8: SELECTED DATA ON HOUSE PRICES IN MEMBER STATES (€) 



Member States Number of house purchases 
(average 1998-2007) 



Estimated  
average house price * 



Average purchase price  
of a house ** 



BE 115 209 136 305 235 000 



BG 107 417 (e) 50 056 n.a. 



CZ 161 409 (e) 85 435 n.a. 
DK 71 710 265 491 244 596 



DE 502 200 110 018 276 600 



EE 33 365 85 785 91 600 



IE 91 157 254 222 260 786 
GR 160 476 (e) 91 068 n.a. 
ES 885 506 302 261 175 325 



FR 770 500 97 417 220 000 
IT 741 511 177 113 249 700 



CY 10 146 (e) 147 488 n.a. 
LV 46 375 85 435 80 000 



LT 51 074 (e) 85 435 97 300 



LU * 4 829 147 488 n.a. 
HU 257 706 42 850 n.a. 
MT 5 143 (e) 168 821 n.a. 
NL 272 500 108 041 n.a. 
AT 133 849 (e) 116 025 n.a. 
PL 277 800 93 903 91 670 
PT 145 063 (e) 112 119 100 000 



RO 277 325 (e) 86 265 n.a. 
SI 27 628 (e) 85 435 n.a. 
SK 63 356 (e) 67 121 n.a. 
FI 76 925 119 409 n.a. 
SE 54 960 176 327 250 000 



UK 1 552 690 147 721 158 720 



EU average 255 475 127 595 180 807 *** 



EU-15 371 939 157 402 – 



EU-12 109 895 90 336 – 



* Average house price = Average mortgage loan / Loan-to-Value (LTV) ratio.  



** Data for DE, EE, LV, LT and PT refers to 2007 while data for BE, DK, ES, FR, IE, IT, PL, SE and UK refers to 2008.  



*** This is the simple average; the weighted average, calculated by using the size of national mortgage markets as weights, would be  
€ 210 713.  
(e) estimated value. 



Source: Joint Research Centre (columns 2 and 3); European Mortgage Federation (column 4) – EMF Study on the cost of 
housing in Europe, May 2010.  
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ANNEX 9: POTENTIAL EXEMPTIONS FROM THE FIXED LEVEL OF COVERAGE – 
TEMPORARY HIGH DEPOSIT BALANCES * 



(a) Additional covered deposits when protecting THDB (€ millions) 



 Increased levels for THDB 



 € 200 000 € 300 000 € 500 000 



 3 months 6 months 12 months 3 months 6 months 12 months 3 months 6 months 12 months 



BE 1 387 2 774 5 548 1 764 3 528 7 056 2 091 4 181 8 362 
BG 127 253 507 127 253 507 127 253 507 
CZ 781 1 563 3 125 988 1 976 3 952 988 1 976 3 952 
DK 1 586 3 172 6 344 2 668 5 337 10 674 3 612 7 225 14 450 
DE 4 351 8 702 17 404 5 606 11 213 22 426 5 771 11 542 23 085 
EE 163 326 651 206 413 826 206 413 826 
IE 1 926 3 852 7 703 3 209 6 418 12 836 4 232 8 464 16 927 
GR 987 1 975 3 949 1 312 2 623 5 246 1 312 2 623 5 246 
ES 19 649 39 297 78 595 34 829 69 658 139 315 51 305 102 609 205 218 
FR 4 516 9 031 18 063 5 548 11 096 22 192 5 548 11 096 22 192 
IT 12 182 24 364 48 729 17 572 35 144 70 288 20 925 41 850 83 701 
CY 140 279 558 187 375 750 221 443 885 
LV 224 449 898 284 568 1 135 284 568 1 135 
LT 247 494 989 313 625 1 250 313 625 1 250 
LU 68 137 273 92 185 369 106 212 424 
HU 168 335 670 168 335 670 168 335 670 
MT 83 167 334 118 237 473 144 289 578 
NL 2 337 4 674 9 349 3 033 6 066 12 132 3 126 6 251 12 503 
AT 1 156 2 313 4 625 1 467 2 934 5 868 1 467 2 934 5 868 
PL 1 666 3 333 6 665 2 195 4 390 8 780 2 195 4 390 8 780 
PT 1 378 2 756 5 512 1 866 3 732 7 465 2 444 4 888 9 776 
RO 1 369 2 738 5 475 1 741 3 482 6 964 1 741 3 482 6 964 
SI 134 267 535 169 338 676 169 338 676 
SK 190 380 759 190 380 759 190 380 759 
FI 690 1 381 2 762 866 1 732 3 463 866 1 732 3 463 
SE 935 1 871 3 741 1 339 2 678 5 355 1 641 3 283 6 566 
UK 21 612 43 223 86 446 29 668 59 336 118 673 36 595 73 190 146 379 



Total EU 80 053 160 106 320 212 117 526 235 051 470 103 147 786 295 572 591 144 



EU-15 
average  4 984 9 968 19 936 7 389 14 779 29 557 9 403 18 805 37 611 
EU-12 
average  470 939 1 878 596 1 193 2 385 602 1 203 2 407 



EU  
% change 1.66% 3.31% 6.62% 2.22% 4.45% 8.90% 2.50% 5.00% 10.00% 
EU-15  
% change 1.22% 2.44% 4.88% 1.80% 3.60% 7.20% 2.26% 4.52% 9.04% 
EU-12  
% change 2.32% 4.64% 9.27% 2.92% 5.85% 11.70% 2.97% 5.95% 11.90% 



* Temporary high deposits balances (THDB) are transactional balances that a consumer may have for a limited period of time, e.g. 
between selling one property and buying another. The money related to house purchases is assumed to stay on a bank account for a 
specified time horizon (e.g. 3, 6, 12 months, etc.). 
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(b) Estimated contributions for the scenarios on THDB (€ thousands) 



 Increased levels for THDB 



 € 200 000 € 300 000 € 500 000 



 



Estimated 
contribu-
tions for 
the fixed 
coverage 
level of  



€ 100 000 3 months 6 months 12 months 3 months 6 months 12 months 3 months 6 months 12 months 



BE 80 203 80 880 81 558 82 913 81 064 81 926 83 649 81 224 82 245 84 287 
BG 117 579 118 631 119 684 121 788 118 631 119 684 121 788 118 631 119 684 121 788 
CZ 96 002 97 390 98 778 101 553 97 757 99 512 103 022 97 757 99 512 103 022 
DK 0 0 0 0 0 0 0 0 0 0 
DE n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. 
EE 27 168 28 186 29 204 31 240 28 459 29 749 32 330 28 459 29 749 32 330 
IE 236 939 239 987 243 035 249 130 242 018 247 096 257 253 243 637 250 334 263 729 
GR 626 505 631 419 636 333 646 161 633 032 639 560 652 614 633 032 639 560 652 614 
ES 699 799 722 308 744 817 789 835 739 698 779 597 859 394 758 572 817 345 934 890 
FR 101 590 101 938 102 286 102 983 102 018 102 446 103 302 102 018 102 446 103 302 
IT 0 0 0 0 0 0 0 0 0 0 
CY 44 721 44 890 45 058 45 394 44 947 45 173 45 625 44 988 45 255 45 789 
LV 55 234 57 073 58 913 62 592 57 560 59 886 64 539 57 560 59 886 64 539 
LT 73 007 75 006 77 005 81 003 75 535 78 063 83 119 75 535 78 063 83 119 
LU 0 0 0 0 0 0 0 0 0 0 
HU 5 292 5 320 5 348 5 404 5 320 5 348 5 404 5 320 5 348 5 404 
MT 1 694 1 719 1 745 1 795 1 730 1 766 1 837 1 738 1 782 1 869 
NL 0 0 0 0 0 0 0 0 0 0 
AT 0 0 0 0 0 0 0 0 0 0 
PL 63 294 64 923 66 551 69 808 65 439 67 585 71 875 65 439 67 585 71 875 
PT 68 181 69 174 70 167 72 154 69 526 70 871 73 561 69 942 71 704 75 227 
RO 34 702 37 051 39 399 44 097 37 689 40 676 46 650 37 689 40 676 46 650 
SI 0 0 0 0 0 0 0 0 0 0 
SK 56 353 57 185 58 017 59 681 57 185 58 017 59 681 57 185 58 017 59 681 
FI 74 599 75 266 75 934 77 270 75 436 76 273 77 948 75 436 76 273 77 948 
SE 148 980 149 877 150 773 152 567 150 263 151 547 154 114 150 553 152 127 155 274 
UK 0 0 0 0 0 0 0 0 0 0 
Total 
EU 2 611 841 2 658 223 2 704 605 2 797 368 2 683 307 2 754 774 2 897 706 2 704 715 2 797 589 2 983 337 



EU-15 
average  254 599 258 856 263 113 271 627 261 632 268 664 282 729 264 302 274 004 293 409 



EU-12 
average  52 277 53 398 54 518 56 760 53 659 55 042 57 806 53 664 55 051 57 824 



EU  
% change – 1.83% 3.66% 7.33% 2.43% 4.85% 9.71% 2.69% 5.37% 10.75% 



EU-15 
% change – 1.18% 2.36% 4.71% 1.79% 3.58% 7.17% 2.34% 4.68% 9.36% 



EU-12 
% change – 2.31% 4.61% 9.23% 2.89% 5.78% 11.55% 2.94% 5.88% 11.76% 



Note: The starting point is the situation where the level of coverage is fixed at € 100 000. The increases in contributions are proportional to 
the increase in the amount of covered deposits, thus the analysis has been performed only for ex-ante DGS. DE has been excluded 
because 2008 contributions were not available, DK has been excluded because it did not collect contributions in 2008. 
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(c) Scenarios on THDB: impact on banks (variation of operating profits)  



 € 200 000 € 300 000 € 500 000 



 3 months 6 months 12 months 3 months 6 months 12 months 3 months 6 months 12 months 



Total EU -0.58% -1.16% -2.33% -0.66% -1.33% -2.65% -0.68% -1.37% -2.74%



EU-15 
average  -0.10% -0.21% -0.41% -0.16% -0.32% -0.65% -0.21% -0.42% -0.83%



EU-12 
average  -0.95% -1.91% -3.82% -1.05% -2.11% -4.21% -1.05% -2.11% -4.22%



Note: The analysis is developed for ex-ante funded DGS whose contribution base is defined in terms of the amount of total, eligible or 
covered deposits. PL, NL and UK have been excluded because their contribution base is different than  total, eligible or covered; DK has 
been excluded because it did not collect 2008 contributions; IT, LU, AT, and SI have been excluded because they are ex-post financed; 
DE has been excluded because 2008 contributions are not available; LT and FI have been excluded because the sample available from 
Bankscope was small.  



(d) Scenarios on THDB: impact on depositors  



 Range of variation of the estimated percentage decrease 
in interest rates on savings 



Range of variation of the estimated additional bank fees 
on current accounts (€ per year per account) 



 € 200 000 € 300 000 € 500 000 € 200 000 € 300 000 € 500 000 



Total EU 0.004% - 0.017% 0.005% - 0.022% 0.006% - 0.023% 0.16 - 0.63 0.21 - 0.85 0.24 - 0.94 



EU-15 
average  0.001% - 0.005% 0.002% - 0.007% 0.002% - 0.009% 0.12 - 0.49 0.19 - 0.76 0.24 - 0.98 



EU-12 
average  0.007% - 0.027% 0.008% - 0.033% 0.008% - 0.033% 0.18 - 0.73 0.23 - 0.91 0.23 - 0.92 



 



Source: Joint Research Centre. 



The increases in contributions are proportional to the increase in the amount of covered deposits, thus the analysis has been performed 
only for ex-ante DGS. DE has been excluded because 2008 contributions were not available, DK has been excluded because it did not 
collect contributions in 2008 
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ANNEX 10: SELECTED DATA ON DEPOSITS AND DEPOSITORS IN THE EU (INCL. 
ENTERPRISES)  



(a) Definition of micro, small and medium-sized enterprises vs. the approach adopted in 
the DGS Directive  



Category Calculation Staff Annual turnover Balance sheet  
total 



Micro enterprise < 10 < € 2 million < € 2 million 



Small entreprise < 50 < € 10 million < € 10 million 



Medium-sized enterprise 



Limit for balance 
sheet total 



or  



annual turnover may 
be exceeded < 250 < € 50 million < € 43 million 



Company with abridged 
balance sheets 



One of the limits may 
be exceeded < 50 < € 8.8 million < € 4.4 million 



(b) Breakdown of total value of deposits in the EU by classes of depositors (2007) 



58,3%



16,4%



8,1%1,6%



11,3%
4,3%



Households Small and medium enterprises (SME)*
Large non-financial companies (LNFC) Insurance and pension funds (IPF)
Local governments (LG) Others



 
  Note: Total amount of deposits in the EU (as of end-2007): € 16.8 trillion (see Annex 2). 



  * SME include micro enterprises as well. 
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(c) Number of enterprises in the EU (2006) 



6.9% 0.2%1.1%



91.8%



Micro enterprises Small enterprises Medium enterprises Large enterprises  
  Note: Total number of SME: 20 million. Definition of SME: see Table A in this Annex. 



(d) Amount of eligible deposits held by enterprises in the EU (2006)  



20.9%



18.4%



17.8%



42.9%



Micro enterprises Small enterprises Medium enterprises Large enterprises  
  Note: Total amount of eligible deposits held by enterprises: € 4.05 trillion. 



(e) Amount of total deposits held by local authorities  



Member States Total deposits held by local governments (€ thousands) 
CZ 163 061* 
DK 3 161 796** 
GR 1 439 070** 
LT  169 434* 
PL 5 006 512 
FI 1 858 847** 
SE 2 753 800 
Total 14 552 520 



* EFDI; ** Eurostat. 



Source: Commission services based on Commission Recommendation 2003/361/EC of 6 May 2003 concerning the 
definition of micro, small and medium-sized enterprises, OJ L 124 (Table A); Joint Research Centre and Eurostat data 
(Graphs B-D); DGS, EFDI and Eurostat (Table E).  
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ANNEX 11: POTENTIAL IMPACT OF THE INCLUSION OR EXCLUSION OF SOME 
DEPOSITORS* INTO/FROM THE SCOPE OF COVERAGE 



(a) Impact on contributions at Member States' level (€ thousands) 



Increase in contributions ** 



Me
m



be
r 



St
at



es
 



2008 
contributions 



Contributions  
if all classes 



(LNFC, LG, IPF) 
excluded 



if LNFC 
included 



if LG  
included if IPF included 



Contributions 
if all classes 



(LNFC, LG, IPF) 
included 



BE 50 895 50 895 6 546 909 7 051 65 401 



BG 69 893 53 472 16 421 1 700 1 700 73 292 



CZ 63 969 53 702 10 130 138 1 652 65 621 



DK 0 n.a. n.a. n.a. n.a. n.a. 



DE n.a. n.a. n.a. n.a. n.a. n.a. 



EE 16 341 16 341 2 848 286 74 19 550 



IE 143 300 143 300 0 0 0 143 300 



GR 602 109 549 679 42 640 5 328 8 923 606 570 



ES 412 500 374 160 38 340 9 501 58 168 480 170 



FR 95 400 89 269 6 131 1 872 706 97 978 



IT 0 n.a. n.a. n.a. n.a. n.a. 



CY 24 656 23 305 1 351 19 1 817 26 518 



LV 24 334 21 087 3 248 946 880 26 160 



LT confidential 41 610 4 843 738 422 47 613 



LU 0 n.a. n.a. n.a. n.a. n.a. 



HU 3 897 2 943 954 168 53 4 119 



MT 713 713 223 54 84 1 030 



NL 0 n.a. n.a. n.a. n.a. n.a. 



AT 0 n.a. n.a. n.a. n.a. n.a. 



PL confidential n.a. n.a. n.a. n.a. n.a. 



PT 47 877 43 373 4 503 472 1 680 50 029 



RO 24 962 24 962 9 940 1 568 507 36 977 



SI 0 n.a. n.a. n.a. n.a. n.a. 



SK 37 241 37 241 18 472 1 678 2 898 60 288 



FI 39 668 34 957 3 542 784 386 39 668 



SE 58 694 39 738 17 015 623 2 636 60 012 



UK 0 n.a. n.a. n.a. n.a. n.a. 



EU 1 812 589 1 600 747 187 146 26 768 89 638 1 904 299 



Note: Increases in contributions are proportional to the increases in the contribution base. The analysis has been performed only for ex-
ante DGS. DE has been excluded because 2008 contributions were not available, DK has been excluded because it did not collect 
contributions in 2008; PL has been excluded because its contribution base is different than  total, eligible or covered. 



* LNFC – large non-financial corporations; LG – local governments; IPF – insurance and pension funds. 



** Increase in the columns 4-6 with respect to the column 3 (Contributions if all classes excluded). 
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(b) Impact on contributions at EU level 



Potential scenarios Aggregated EU contributions in 2008 
(€ thousands) 



Weighted average % change with 
respect to 2008 contributions 



Include all classes 1 904 299 +7.61 % 
Exclude all classes 1 600 747 -8.72 % 
Include LNFC 1 801 669 +1.34 % 
Exclude LNFC 1 614 523 -8.36 % 
Include LG 1 782 799 +1.64 % 
Exclude LG 1 756 031 -0.16 % 
Include IPF 1 847 113 +4.63 % 
Exclude IPF 1 757 475 -0.20 % 



(c) Impact on banks' operating profits 



 Include all 
classes 



Include 
LNFC 



Include 
IPF 



Include 
LG 



Exclude 
all classes 



Exclude 
LNFC 



Exclude 
IPF 



Exclude 
LG 



EU -1.06% -0.73% -0.20% -0.13% 0.51% 0.49% 0.01% 0.01% 



EU-15 -0.21% -0.04% -0.15% -0.02% 0.31% 0.27% 0.02% 0.02% 



EU-12 -1.72% -1.27% -0.24% -0.21% 0.66% 0.66% 0.00% 0.00% 



Note: The analysis is developed for ex-ante funded DGS whose contribution base is defined in terms of the amount of total, eligible or 
covered deposits. PL, NL, UK have been excluded because their contribution base is different than  total, eligible or covered; DK has been 
excluded because it did not collect 2008 contributions; IT, LU, AT, and SI have been excluded because they are ex-post financed; DE has 
been excluded because 2008 contributions are not available; LT and FI have been excluded because the sample available from 
Bankscope was small.  



(d) Impact on contributions if some classes of SME are covered or not 



Potential scenarios 
Aggregated EU 
contributions  



in 2008  
(€ thousands) 



Variation in 
contributions with 



respect to the current 
situation (€ thousands) 



Weighted average % 
change with respect to 
the current situation * 



Exclude all enterprises (both SME 
and large enterprises) 1 250 231 -513 410 -25.2% 



Include micro enterprises only  1 393 272 -370 369 -18.9% 



Include small and micro enterprises   1 509 102 -254 539 -13.2% 



Include medium, small and micro 
enterprises (=all SME)  1 614 523 -149 118 -8.4% 



Include all enterprises (both SME and 
large enterprises) 1 801 669 38 028 1.3% 



* The current situation: DGS in most Member States cover deposits by larger enterprises, i.e. companies which are of such a size that they 
are not permitted to draw up abridged balance sheets (see Annex B). The analysis has been performed only for ex-ante DGS. DE has 
been excluded because 2008 contributions were not available, DK has been excluded because it did not collect contributions in 2008; PL 
has been excluded because its contribution base is different than total, eligible or covered. 



Source: Joint Research Centre (based on Eurostat data). 
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ANNEX 12: SELECTED DATA RELATING TO THE PAYOUT PROCESS IN THE EU 



(a) Authorities responsible for the collection of data needed for the payout process 



42%



8%13%



10%



5%



17%



5%



DGS Liquidator Defaulting bank DGS & central bank DGS & liquidator Other N.A.



 



(b) Authorities responsible for 
reimbursement payout calculation 



(c) Authorities responsible for repaying 
depositors 



69%



5%



8%



13%
5%



DGS Liquidator Defaulting bank Other N.A.
 



67%
5%



10%



13%
5%



DGS DGS + another existing bank
Another existing bank Other
N.A.
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(d) Potential total costs for banks stemming from tagging deposits, cleansing data and 
creating single customer views (SCV)* – to be faced within 5 years  



0.35
0.55



1.07



0.63



0.99



2.14



0.09 0.14
0.29



1.06



1.68



3.49



0.0



0.5



1.0



1.5



2.0



2.5



3.0



3.5



4.0



€ billions



Large banks Medium banks Other Total



Tagging eligible accounts Data cleansing Single customer view



 
Note: This analysis has been developed by using costs’ estimates from the Ernst & Young Report on fast payout for the UK (published by 
the UK FSA in November 2008) and by re-scaling those costs for the other EU MS taking into account their relative sizes (i.e. amounts of 
eligible deposits).  



* The categories are defined as follows:  
− Data cleansing: any IT and manual data cleansing undertaken (e.g. postcode, date of birth of accounts’ holders) to allow the unique 



identification of a customer.  
− Tagging (flagging) eligible accounts: any IT and manual effort to electronically flag all eligible customers for DGS compensation.  
− Creating a single customer view (SCV): a comprehensive identification of the complete position of each customer.  



(e) Potential impact of tagging/cleansing/SCV on depositors 



 Variation in interest rates on savings Additional bank fees on current accounts  
(€ per year per account) 



 Tagging Cleansing SCV Total Tagging Cleansing SCV Total 



EU 0.003% 0.005% 0.011% 0.019% 0.27 0.42 0.94 1.63 
EU-15 0.003% 0.004% 0.009% 0.015% 0.34 0.54 1.18 2.05 
EU-12 0.004% 0.006% 0.014% 0.023% 0.18 0.29 0.64 1.11 
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(f) Potential impact of tagging/cleansing/SCV on bank profits  



Decrease in bank operating profits as a result of: Member 
States tagging deposits * data cleansing * creating SCV * 



Total impact * 
(tagging + cleansing + SCV) 



BE -0.72% -1.14% -2.56% -4.42% 



BG -0.07% -0.10% -0.23% -0.40% 



CZ -0.32% -0.50% -1.13% -1.96% 



DK -0.09% -0.14% -0.31% -0.53% 



DE n.a. n.a. n.a. n.a. 



EE -0.10% -0.16% -0.35% -0.60% 



IE -0.74% -1.17% -2.63% -4.55% 



GR -0.26% -0.41% -0.92% -1.59% 



ES -0.29% -0.46% -1.03% -1.78% 



FR -0.34% -0.54% -1.21% -2.08% 



IT -0.20% -0.32% -0.71% -1.23% 



CY -0.28% -0.44% -1.00% -1.73% 



LV -0.05% -0.07% -0.17% -0.29% 



LT n.a. n.a. n.a. n.a. 



LU n.a. n.a. n.a. n.a. 



HU -0.04% -0.07% -0.15% -0.26% 



MT -0.04% -0.07% -0.15% -0.26% 



NL n.a. n.a. n.a. n.a. 



AT -0.24% -0.38% -0.86% -1.48% 



PL n.a. n.a. n.a. n.a. 



PT -0.26% -0.41% -0.93% -1.60% 



RO -0.24% -0.38% -0.85% -1.47% 



SI -0.17% -0.27% -0.62% -1.06% 



SK -0.05% -0.08% -0.17% -0.29% 



FI n.a. n.a. n.a. n.a. 



SE -0.06% -0.09% -0.20% -0.34% 



UK n.a. n.a. n.a. n.a. 



EU -0.23% -0.36% -0.81% -1.40% 



EU-15 -0.32% -0.50% -1.14% -1.96% 



EU-12 -0.14% -0.21% -0.48% -0.83% 



* The average variation in the operating profit for each MS is the weighted average (the weights are the eligible deposits) of the variation in 
the operating profit for every bank in the sample, while the figure at EU level is the simple average of all the previous figures. PL,  NL, UK 
have been excluded because their contribution base is different than  total, eligible or covered; DE has been excluded because 2008 
contributions are not available; LT and FI have been excluded because the sample available from Bankscope was small; LU has been 
excluded because data available from Bankscope are not consistent with the data collected through the JRC survey. 



Source: Joint Research Centre based on Ernst & Young Report on fast payout (2008); Commission services' calculations. 
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ANNEX 13: DGS FUNDS AND CONTRIBUTIONS TO DGS 



(a) Maximum amount of funds available to DGS in Member States (€ thousands) 
A B C D E F Member 



States 2007  
fund size 



2008 
contributions 



Maximum 
contributions Total funds * Extraordinary 



ratio * Available resources 



BE 765 000 50 895 101 790 866 790 5.87 % fund + ordinary and extraordinary 
contributions  



BG 265 768 69 893 246 799 512 567 34.51 % fund + maximum contributions 
CZ 304 492 63 969 127 939 432 430 14.79 % fund + extraordinary contributions 
DK 489 410 0 411 622 901 032 45.68 % fund + maximum contributions 
DE n.a. n.a. n.a. n.a. n.a n.a. 
EE 116 043 16 341 32 566 148 610 10.92 % fund + maximum contributions 
IE 526 100 143 300 143 300 669 400 0 fund + ordinary contributions 
GR 942 181 602 109 1 806 327 2 748 508 43.81 % fund + maximum contributions 
ES 6 502 717 412 500 1 631 019 8 133 736 14.98 % fund + maximum contributions 
FR 1 624 000 95 400 n.a. 1 719 400 n.a. fund + ordinary contributions 
IT 0 0 0 0 not defined ex-post virtual fund ** 
CY 8 392 24 656 177 342 185 733 82.21 % fund + maximum contributions 
LV 95 599 24 334 24 334 119 934 0 fund + ordinary contributions 
LT confidential confidential confidential 298 659 0 fund + ordinary contributions 
LU 0 0 0 0 not defined ex-post fund 
HU 248 690 3 897 88 842 337 532 25.17 % fund + maximum contributions 
MT 6 861 713 20 187 27 048 72.00 % fund + maximum contributions 
NL 0 0 0 0 not defined ex-post fund 
AT 0 0 0 0 not defined ex-post fund ** 
PL confidential confidential n.a. 780 199 n.a. fund + ordinary contributions 



PT 1 377 232 47 877 566 331 1 943 563 26.68% fund + maximum and extraordinary 
contributions 



RO 219 495 24 962 269 376 488 870 50.00% fund + maximum and extraordinary 
contributions 



SI 0 0 0 0 not defined ex-post fund ** 



SK -22 544 37 241 315 525 292 981 n.a. fund + maximum and extraordinary 
contributions 



FI 549 000 39 668 39 668 588 668 0 fund + ordinary contributions 
SE 1 821 744 58 694 85 707 1 907 451 1.42 % fund + maximum contributions 
UK 0 0 0 0 not defined ex-post fund 
Total 16 822 900 1 812 589 9 100 154 23 103 113 – – 
EU simple 
average – – – – 21.06 % *** – 
EU weighted 
average – – – – 18.98 % *** – 



* Figures in the column D have been calculated as follows: D=A+C, if C is available, otherwise D=A+B. The extraordinary ratio is the ratio 
between extraordinary contributions and total funds (i.e. the fund + current contributions + extraordinary contributions). 



** The following rules have been set for ex-post MS: IT – the maximum amount for the virtual fund is set as 0.8% of the contribution base. 
AT – the maximum amount is set as 0.93% of the assessment basis for the solvency ratio; the figure cannot be estimated and it has not 
been considered in the analysis. SI – according to the Regulation on the DGS, member banks must invest assets in the amount of at least 
2.5% of their covered deposits; this amount is equal to € 220 534 000 and it has not been taken into account in the analysis since it is the 
minimum amount that members must undertake to make available in case of intervention.  



*** Ratios for CY and MT are much higher than the indicators of other MS because of the peculiar funding mechanisms of those two DGS. 
The EU simple average excluding these two DGS is 21.06% and it would be 32.93% if they were included. As to the EU weighted average 
(according to the amount of eligible deposits), it is 18.98% when excluding CY and MT, and it would be 21.19% when including them.  
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(b) Description of the contribution base, definition of the annual contribution, maximum 
amount of annual contribution, and extraordinary contributions 



 Base Annual contribution Maximum amount of 
annual contribution 



Extraordinary / additional 
contributions 



BE eligible 0.0175% of the contribution base NO Up to 200% of the regular annual 
premium per year 



BG eligible 0.5% of the contribution base 1.5% of the contribution 
base 



NO 



CZ eligible 0.1% of the contribution base NO When the DGS has been granted a loan, 
or another form of repayable financial 
assistance, the contributions shall be 
doubled until the debt is repaid 



DK covered Only in case the fund is below the 
minimum level: in case, apportioned 
among members on the basis of their 
contribution base 



0.2% of the total amount 
of deposits 



Extraordinary contributions can be 
raised, but they cannot exceed the max 
amount of contributions 



DE
160 



eligible 0.016% of the contribution base 0.6% of own fund Up to five times the annual contributions 
or entry fee, after three consecutive 
years limited to the double annual 
contribution or entry fee (individual 
exemption on request if bank in jeopardy 
because of extraordinary contributions) 



EE eligible Quarterly contributions, each 0,07% of 
the contribution base in 2005, 0,09% in 
2006 



0.0008% of the 
contribution base 
(quarterly payments) 



NO 



IE total 0.2% of its relevant deposits subject to a 
minimum of  
€ 25 400 



NO Banks are allowed to pay additional 
contributions; these additional payments 
are limited in any one year to the amount 
a bank is at that time normally required to 
hold with the scheme. The amount is 
recouped in subsequent years as 
appropriate. 



GR eligible Different classes according to their 
contribution base. A different percentage 
is applied to different classes, ranging in 
2008 from 0.0125% to 0.625% 



Max contributions can be 
levied up to a max of three 
times the regular 
contributions 



NO 



ES eligible 0.04%, 0.06%, 0.08% of the contribution 
base 



The percentages (0.04%, 
0.06%, 0.08%) can be 
raised to 0.2% 



When the fund size is negative, 
extraordinary contributions can be raised 
in order to make the deficit disappear 



FR eligible Risk-based NO Fixed by the regulator without a max as 
long as the stability of the banking sector 
is not endangered 



                                                 



160 Information refers to EdB - Federal Compensation Fund of Private Banks, and to EdÖ - Federal Compensation Fund of Public Banks     
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 Base Annual contribution Maximum amount of 
annual contribution 



Extraordinary / additional 
contributions 



IT covered Ex-post 0.8% of the contribution 
base 



Not appropriate  



CY eligible Initial and special contributions, set by 
DGS 



0.3% of the contribution 
base  



Supplementary contributions may be 
levied if the DGS amount falls below a 
basic level of capital. Special 
contributions may be levied if it appears 
that payments may exhaust the 
resources of the DGS 



LV eligible Quarterly contributions, each 0.05% of 
the contribution base 



NO NO 



LT eligible 0.45% of the contribution base 
(commercial banks and branches of 
foreign banks) and 0.2% of the 
contribution base (credit unions) 



NO NO 



LU eligible Ex-post NO Not appropriate  



HU eligible Quarterly depending on the size of the 
contributions base, ranging in 2005 from 
0.005% to 0.05% 



The percentages can be 
raised to a max of 0.2% 



Extraordinary contributions can be raised 
in case the level of the fund is not 
sufficient 



MT eligible From 2007, members must maintain 
0.1% of their contribution base in the 
fund 



0.3% of the contribution 
base. 



NO 



NL other Ex-post NO Not appropriate  



AT covered Ex-post Max contributions can be 
levied up to 0.93% of the 
assessment basis for the 
solvency ratio 



Not appropriate  



PL other Amount equalling 12.5-times the sum 
total of capital requirements 



0.3%*12.5*capital 
requirement. 



NO 



PT 



 



 



eligible PT1: 0.0375% of the contribution base, 
weighed by the solvency indicator 



PT2: the annual rate is between 0.2% 
and 0.27% of the contribution base. This 
rate is then adjusted taking into account 
its solvency indicator 



Max annual rate is 0.2% 
for PT1 and 0.27% for 
PT2. The annual rate is 
adjusted with the solvency 
ratio (capital adequacy 
ratio). The adjustment 
varies from 0.8 to 1.2. 



When the Fund’s resources are 
insufficient, additional contributions may 
be levied, but the overall value of these 
contributions shall not exceed, in each 
fiscal year of the Fund's activity, the 
value of its annual contribution 



RO eligible Ex-ante part: 0.1% of the contribution 
base 



0.5% of the contribution 
base 



Extraordinary contributions can be 
raised, but they cannot exceed annual 
contributions 



SI covered Ex-post NO Not appropriate  



SK eligible Between 0.1% - 0.75% of the contribution 
base 



0.75% of the amount of 
the contribution base 



Extraordinary contributions can be levied 
for supplementing the fund, or for 
repayment of a loan. This contributions 
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 Base Annual contribution Maximum amount of 
annual contribution 



Extraordinary / additional 
contributions 



range between 0.1% and 1% of the 
contribution base 



FI covered 0.175 % of the amount obtained by 
dividing the minimum amount of 
consolidated own funds required to cover 
risks by the actual amount of 
consolidated own funds, and then 
multiplying the sum by the amount of 
covered deposits 



NO NO 



SE covered 0.1% of the contribution base, adjusted 
by taking into account the capital 
adequacy ratio 



0.14% of the contribution 
base 



NO 



UK other Ex-post NO Not appropriate  



Source: Joint Research Centre.  
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ANNEX 14: POTENTIAL TOTAL COSTS OF SETTING A TARGET LEVEL FOR DGS UNDER VARIOUS SCENARIOS (€ THOUSANDS) 



(a) Potential total costs in normal times (i.e. if only ex-ante contributions are collected) 



Scenarios based on banks’ size Scenarios based on DGS payout 
Member States 2007  



fund size 
2008 



contributions 
Total funds 



in 2008 Big failure Small failure Big payout Medium payout 
BE 765 000 50 895 866 790 12 723 750  631 800  3 439 800          1 053 000  
BG 265 768 69 893 512 567         894 646 44 424 241 863 74 040  
CZ 304 492 63 969 432 430 4 120 803  204 619 1 114 038             341 032  
DK 489 410 0 901 032 10 602 364  526 462 2 866 294             877 437  
DE n.a. n.a. n.a. 128 625 585  6 386 926 34 773 262         10 644 876  
EE 116 043 16 341 148 610 354 158  17 586 95 745               29 310  
IE 526 100 143 300 669 400 11 056 021  548 989 2 988 938             914 981  
GR 942 181 602 109 2 748 508 8 842 712  439 086 2 390 581             731 811  
ES 6 502 717 412 500 8 133 736 44 343 335  2 201 876 11 987 991          3 669 793  
FR 1 624 000 95 400 1 719 400 96 000 135  4 766 903 25 953 140          7 944 839  
IT 0 0 0 31 231 772  1 550 819 8 443 348          2 584 698  
CY 8 392 24 656 185 733 3 214 321  159 608 868 975             266 013  
LV 95 599 24 334 119 934 650 676  32 309 175 907               53 849  
LT confidential confidential 298 659 589 152  29 254 159 274               48 757  
LU 0 0 0 5 653 347  280 718 1 528 353             467 863  
HU 248 690 3 897 604 059 2 415 405  119 937 652 992             199 896  
MT 6 861 713 27 048 365 882  18 168              98 914               30 280  
NL 0 0 0 24 229 275  1 203 109 6 550 259          2 005 181  
AT 0 0 0 11 495 409  570 807 3 107 724             951 344  
PL confidential confidential 780 199 4 937 566  245 176 1 334 845             408 626  
PT 1 377 232 47 877 1 943 563 7 536 615  374 232 2 037 485             623 720  
RO 219 495 24 962 488 870 1 464 730  72 731 395 982             121 219  
SI 0 0 0 839 023  41 662 226 826               69 436  
SK -22 544 37 241 292 981 980 381  48 681 265 041               81 135  
FI 549 000 39 668 588 668 5 115 947  254 033 1 383 070             423 389  
SE 1 821 744 58 694 1 907 451 14 104 155  700 344         3 812 985          1 167 240  
UK 0 0 0 71 761 628  3 563 336 19 400 385          5 938 893  
Total EU 16 822 900 1 812 589 23 103 113 504 148 791  25 033 595 136 294 018           41 722 659  
Total MS with ex-ante DGS 16 822 900 1 812 589 23 103 113 358 938 338  17 823 145 97 037 123 29 705 242  
Total MS with ex-post DGS - - - 145 210 453  7 210 450 39 256 895  12 017 417  
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(b) Potential total costs in a crisis situation (i.e. if both ex-ante and ex-post contributions are collected) 



Scenarios based on banks’ size Scenarios based on DGS payout 
Member States 2007  



fund size 
2008 



contributions 
Total funds 



in 2008 Big failure Small failure Big payout Medium payout 
BE 765 000 50 895 866 790 16 965 000 842 400 4 586 400 1 404 000 
BG 265 768 69 893 512 567 1 192 861 59 232 322 484 98 720 
CZ 304 492 63 969 432 430 5 494 404 272 826 1 485 384 454 709 
DK 489 410 0 901 032 14 136 485 701 950 3 821 726 1 169 916 
DE n.a. n.a. n.a. 171 500 780 8 515 901 46 364 349 14 193 168 
EE 116 043 16 341 148 610 472 211 23 448 127 660 39 080 
IE 526 100 143 300 669 400 14 741 361 731 985 3 985 251 1 219 975 
GR 942 181 602 109 2 748 508 11 790 282 585 449 3 187 442 975 748 
ES 6 502 717 412 500 8 133 736 59 124 446 2 935 835 15 983 988 4 893 058 
FR 1 624 000 95 400 1 719 400 128 000 180 6 355 871 34 604 187 10 593 118 
IT 0 0 0 41 642 363 2 067 759 11 257 797 3 446 264 
CY 8 392 24 656 185 733 4 285 762 212 810 1 158 634 354 684 
LV 95 599 24 334 119 934 867 568 43 079 234 543 71 799 
LT confidential confidential 298 659 785 536 39 006 212 366 65 010 
LU 0 0 0 7 537 796 374 291 2 037 804 623 818 
HU 248 690 3 897 604 059 3 220 540 159 916 870 656 266 527 
MT 6 861 713 27 048 487 843 24 224 131 886 40 373 
NL 0 0 0 32 305 699 1 604 145 8 733 679 2 673 575 
AT 0 0 0 15 327 212 761 075 4 143 632 1 268 459 
PL confidential confidential 780 199 6 583 422 326 901 1 779 794 544 835 
PT 1 377 232 47 877 1 943 563 10 048 820 498 976 2 716 647 831 626 
RO 219 495 24 962 488 870 1 952 973 96 975 527 976 161 625 
SI 0 0 0 1 118 697 55 549 302 434 92 582 
SK -22 544 37 241 292 981 1 307 175 64 908 353 388 108 180 
FI 549 000 39 668 588 668 6 821 262 338 711 1 844 093 564 518 
SE 1 821 744 58 694 1 907 451 18 805 539 933 792 5 083 980 1 556 320 
UK 0 0 0 95 682 170 4 751 115 25 867 180 7 918 524 
Total EU 16 822 900 1 812 589 23 103 113 672 198 388 33 378 127 181 725 357 55 630 211 
Total MS with ex-ante DGS 16 822 900 1 812 589 23 103 113 478 584 450 23 764 193 129 382 831 39 606 989 
Total MS with ex-post DGS - - - 193 613 937 9 613 933 52 342 527 16 023 222 
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(c) Potential total costs for DGS involved in bank resolution under scenarios based on government intervention 



Total costs in normal times  
(only ex-ante contributions are collected) 



Total costs in a crisis situation  
(both ex-ante and ex-post contributions are collected) Member States 2007  



fund size 
2008 



contributions 
Total funds in 



2008 
Big intervention Medium intervention Big intervention Medium intervention 



BE 765 000 50 895 866 790 6 669 000  2 281 500 8 892 000 3 042 000 
BG 265 768 69 893 512 567 468 918 160 419 625 224 213 892 
CZ 304 492 63 969 432 430 2 159 869  738 903 2 879 826 985 204 
DK 489 410 0 901 032 5 557 101  1 901 114 7 409 468 2 534 818 
DE n.a. n.a. n.a. 67 417 548  23 063 898 89 890 064 30 751864 
EE 116 043 16 341 148 610 185 628  63 504 247 504 84 672 
IE 526 100 143 300 669 400 5 794 880  1 982 459 7 726 506 2 643 279 
GR 942 181 602 109 2 748 508 4 634 801  1 585 590 6 179 734 2 114 120 
ES 6 502 717 412 500 8 133 736 23 242 024  7 951 219 30 989 365 10 601 625 
FR 1 624 000 95 400 1 719 400 50 317 312  17 213 817 67 089 750 22 951 756 
IT 0 0 0 16 369 756  5 600 180 21 826 342 7 466 906 
CY 8 392 24 656 185 733 1 684 748  576 361 2 246 330 768 481 
LV 95 599 24 334 119 934 341 044  116 673 454 725 155 564 
LT confidential confidential 298 659 308 797  105 641 411 729 140 855 
LU 0 0 0 2 963 134  1 013 704 3 950 845 1 351 605 
HU 248 690 3 897 604 059 1 266 005  433 107 1 688 007 577 476 
MT 6 861 713 27 048 191 773  65 606 255 697 87 475 
NL 0 0 0 12 699 482  4 344 560 16 932 642 5 792 746 
AT 0 0 0 6 025 180  2 061 246 8 033 573 2 748 328 
PL confidential confidential 780 199 2 587 966  885 357 3 450 621 1 180 476 
PT 1 377 232 47 877 1 943 563 3 950 226  1 351 393 5 266 968 1 801 857 
RO 219 495 24 962 488 870 767 720  262 641 1 023 627 350 188 
SI 0 0 0 439 764  150 446 586 352 200 594 
SK -22 544 37 241 292 981 513 855  175 793 685 140 234 390 
FI 549 000 39 668 588 668 2 681 462  917 342 3 575 282 1 223 123 
SE 1 821 744 58 694 1 907 451 7 392 522  2 529 021 9 856 696 3 372 028 
UK 0 0 0 37 612 991  12 867 602 50 150 655 17 156 803 
Total EU 16 822 900 1 812 589 23 103 113   264 243 504  90 399 094 352 324 672 120 532 125 
Total MS with ex-ante DGS 16 822 900 1 812 589 23 103 113  188 133 198  64 361 357 250 844 264 85 815 143 
Total MS with ex-post DGS - - - 76 110 306  26 037 736 101 480 409 34 716 982 
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(d) Potential impact on banks: variation in operating profits * 
 Big bank failure Small bank failure Big DGS payout Medium DGS payout Big gov't intervention Medium gov't intervention 
 Normal times Crisis situation Normal times Crisis situation Normal times Crisis situation Normal times Crisis situation Normal times Crisis situation Normal times Crisis situation 



EU -29.20% -41.76% -4.81% -7.35% -4.66% -7.34% -11.02% -17.61% -12.56% -18.35% -5.75% -9.20% 
EU-15 -38.56% -53.65% -5.85% -9.09% -6.84% -10.68% -14.59% -23.66% -17.64% -25.08% -8.32% -13.08% 
EU-12 -19.84% -29.88% -3.77% -5.61% -2.48% -4.00% -7.45% -11.55% -7.47% -11.63% -3.18% -5.32% 



(e) Potential impact on consumers: interest rates * 
 Big bank failure Small bank failure Big DGS payout Medium DGS payout Big gov't intervention Medium gov't intervention 
 Normal times Crisis situation Normal times Crisis situation Normal times Crisis situation Normal times Crisis situation Normal times Crisis situation Normal times Crisis situation 



EU 0.354% 0.526% 0.039% 0.060% 0.040% 0.072% 0.088% 0.143% 0.138% 0.213% 0.045% 0.086% 
EU-15 0.412% 0.594% 0.022% 0.038% 0.051% 0.094% 0.072% 0.128% 0.172% 0.255% 0.052% 0.103% 
EU-12 0.311% 0.478% 0.051% 0.075% 0.032% 0.056% 0.100% 0.154% 0.113% 0.182% 0.039% 0.073% 



(f) Potential impact on consumers: bank fees (€) * 
 Big bank failure Small bank failure Big DGS payout Medium DGS payout Big gov't intervention Medium gov't intervention 
 Normal times Crisis situation Normal times Crisis situation Normal times Crisis situation Normal times Crisis situation Normal times Crisis situation Normal times Crisis situation 



EU 31.08 44.26 4.28 6.73 4.48 7.54 10.29 16.56 13.23 19.56 5.41 9.34 
EU-15 48.24 68.43 2.80 5.26 6.41 11.46 10.36 18.85 20.62 30.40 7.08 13.30 
EU-12 18.60 26.68 5.36 7.80 3.07 4.69 10.24 14.89 7.86 11.68 4.20 6.46 



* Normal times: only ex-ante contributions are collected; crisis situation: both ex-ante and ex-post contributions are collected (ex-ante and ex-post contributions are 75% and 25% of the DGS funds respectively). Impact on 
banks: PL, NL and UK have been excluded because their contribution base is different than total, eligible or covered; DE has been excluded because 2008 contributions are not available; LT and FI have been excluded 
because the sample available from Bankscope was small; LU has been excluded because data available from Bankscope are not consistent with the data collected through the JRC survey. Impact on consumers has been 
performed only for ex-ante DGS. DE has been excluded because 2008 contributions were not available, DK has been excluded because it did not collect contributions in 2008. 



General note: The analysis aims at investigating the DGS’ capability of handling a failure of a certain size. The below table summarizes all the developed scenarios.  
Scenarios Size of the failure (% of the total amount of eligible deposits) 
Big bank failure Failure of a big member bank (average of top-10 member banks)  7.25% 
Small bank failure Failure of a small member bank (average of other than top-10 banks) 0.36% 
Big DGS payout Maximum costs to DGS for a failure occurred in the EU MS in 2008 1.96% 
Medium DGS payout Average costs to DGS for a failure occurred in the EU MS in 2008 0.60% 
Big government intervention Maximum costs for banks’ individual recapitalizations operated by governments of EU MS during the financial crisis 3.80% 
Medium government intervention Average costs for banks’ individual recapitalizations operated by governments of EU MS during the financial crisis 1.30% 



Source: Joint Research Centre. 
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ANNEX 15: NUMBER OF MEMBER STATES ABLE TO HANDLE THE COSTS UNDER 
VARIOUS SCENARIOS ON A TARGET LEVEL FOR DGS 



Number of MS able to handle the 
intervention with cumulated funds plus 



ordinary contributions  
within the time limit 



Number of MS able to handle the 
intervention with cumulated funds plus 



extraordinary contributions  
within the time limit  



Scenario  
(target level - to be 



achieved after x years) 



Normal times * Crisis situation * 



2 4 Big bank failure 
(7.25% of eligible deposits -  
10 years) BG, LT BG, GR,  



RO, SK 



15 17 Small bank failure  
(0.36% of eligible deposits -  
1 year) BE, BG, CZ, EE, IE, GR, ES, LV, LT, HU, PL, PT, RO, 



FI, SE 
BE, BG, CZ, DK, EE, GR, ES, LV, LT, HU, MT, PL, 



PT, RO, SK, FI, SE, 



7 14 Big DGS payout  
(1.96% of eligible deposits -  
10 years) BG, EE, GR, LV, LT, RO, SK BG, CZ, DK, EE, GR, ES, CY, LV, LT, HU, MT, PT, 



RO, SK 



13 13 Medium DGS payout  
(0.60% of eligible deposits -  
1 year) BG, CZ, EE, GR, ES, LV, LT, HU, PL, PT, RO, FI, SE BG, EE, GR, ES, LV, LT, HU, PL, PT, RO, SK, FI, SE 



4 7 Big government 
intervention  
(3.80% of eligible deposits -  
10 years) BG, EE, GR, LT BG, EE, GR, LT, PT, RO, SK 



9 13 Medium government 
intervention  
(1.30% of eligible deposits -  
5 years) BG, EE, GR, ES, LV, LT, PL, PT, RO BG, DK, EE, GR, ES, CY, LV, LT, HU, MT, PT, RO, 



SK 



 * Normal times: only ex-ante contributions are collected; Crisis situation: both ex-ante and ex-post contributions are collected (up to max 
limits). 



Source: Joint Research Centre.  
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ANNEX 16: CURRENT CAPABILITY OF DGS TO COPE WITH A BANK FAILURE OF A 
CERTAIN SIZE (USING EX-ANTE FUNDS, CONTRIBUTIONS AND ADDITIONAL 
CONTRIBUTIONS AVAILABLE UNDER THE CURRENT REGIME) 



(a) Actual coverage ratios* vs. potential target levels (2007)  
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(b) Maximum coverage ratios* vs. potential target levels (2007)  
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* Coverage ratio = ex-ante fund / eligible deposits; Maximum coverage ratio = total funds (ex-ante fund plus additional contributions) / 
eligible deposits.  
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(c) Target levels and coverage ratios at DGS having a target level for funds  



Member 
States 



Target level for DGS funds  
(brief description) 



Target level for DGS funds  
(as % of 2007 eligible deposits) 



Coverage ratio 
(as of 2007) 



BG 5% of the total amount of eligible deposits 5.00 % 1.62 % 



DK € 429 500 000 0.22 % 0.25 % 



EE 2% of the total amount of eligible deposits 2.00 % 1.78 % 



ES 1% of the total amount of eligible deposits 1.00 % 0.80 % 



FR € 1 500 000 000 0.08 % 0.09 % 



IT 0.8% of the total amount of covered deposits (virtual fund) 0.56 % 0.00 % 



LT 4% of the total amount of eligible deposits 4.00 % 2.32 % 



HU confidential confidential 0.56 % 



MT € 7 000 000 0.10 % 0.10 % 



RO € 399 000 000 1.48 % 0.81 % 
 



(d) Coverage ratios in the EU and Norway (2007) 



 



Source: Joint Research Centre. 
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ANNEX 17: CURRENT CAPABILITY OF DGS TO COPE WITH A BANK FAILURE OF A 
CERTAIN SIZE (USING EX-ANTE AND ADDITIONAL CONTRIBUTIONS AVAILABLE 
UNDER THE CURRENT REGIME)  



(a) Resources potentially available to DGS after 5 years  
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(b) Resources potentially available to DGS after 10 years 
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Note: Dark blue bars – ex-ante funds; pale blue bars – ex-post funds. 



Source: Joint Research Centre. 
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ANNEX 18: HARMONIZED SCENARIOS ON DGS FUNDING*: POTENTIAL IMPACT ON 
TOTAL DGS FUNDS AND BANK CONTRIBUTIONS 



(a) Total ex-ante and ex-post funds to be collected within 10 years (€ thousands) 



Harmonised scenario A 
(Target level 1.96% - 



Exclude all – 10 years) 



Harmonised scenario B 
(Target level 1.96% - Include 
SME and large enterprises – 



10 years) 



Harmonised scenario C 
(Target level 1.96% -  
Include all – 10 years) 



Member 
States 



2007  
size of 
funds  



2008  
total funds 



Ex-ante Ex-post Ex-ante Ex-post Ex-ante Ex-post 



BE 765 000 866 790 3 439 800 1 146 600      3 882 211    1 294 070  4 420 267 1 473 422 



BG 265 768 512 567 185 039 61 680         241 863         80 621  253 629 84 543 



CZ 304 492 432 430 935 232 311 744      1 111 641       370 547  1 142 802 380 934 



DK 489 410 901 032 2 514 465 838 155      2 750 410       916 803 2 866 294 955 431 



DE n.a. n.a. 34 773 262 11 591 087    38 630 767  12 876 922  49 225 548 16 408 516 



EE 116 043 148 610 95 745 31 915         112 430         37 477  114 544 38 181 



IE 526 100 669 400 2 988 938 996 313      3 784 456    1 261 485  4 435 895 1 478 632 



GR 942 181 2 748 508 2 182 417 727 472      2 351 713       783 904  2 408 295 802 765 



ES 6 502 717 8 133 736 10 873 755 3 624 585    11 987 991    3 995 997  13 954 605 4 651 535 



FR 1 624 000 1 719 400 24 285 156 8 095 052    25 953 140    8 651 047  26 654 536 8 884 845 



IT 0 0 6 882 665 2 294 222      8 443 348    2 814 449  10 812 940 3 604 313 



CY 8 392 185 733 821 353 273 784         868 975       289 658  934 597 311 532 



LV 95 599 119 934 152 431 50 810         175 907         58 636  189 107 63 036 



LT confidential 298 659 140 438 46 813 156 783 52 261 160 697 53 566 



LU 0 0 1 528 353 509 451      2 379 216       793 072  3 011 845 1 003 948 



HU 248 690 337 532 493 135 164 378         652 992       217 664  690 059 230 020 



MT 6 861 27 048 98 914 32 971         129 879         43 293  143 038 47 679 



NL 0 0 6 550 259 2 183 420      7 624 374    2 541 458  8 470 489 2 823 496 



AT 0 0 3 107 724 1 035 908      3 418 953    1 139 651  3 514 481 1 171 494 



PL confidential 780 199 1 261 250 420 417      1 574 351       524 784  1 692 092 564 031 



PT 1 377 232 1 943 563 1 845 839 615 280      2 037 485       679 162  2 129 080 709 693 



RO 219 495 488 870 395 982 131 994         553 660       184 553  586 574 195 525 



SI 0 0 226 826 75 609         248 697         82 899  262 026 87 342 



SK -22 544 292 981 265 041 88 347         396 501       132 167  429 061 143 020 



FI 549 000 588 668 1 218 783 406 261      1 342 277       447 425  1 383 070 461 023 



SE 1 821 744 1 907 451 2 581 530 860 510      3 686 872    1 228 957  3 898 618 1 299 539 



UK 0 0 18 093 971 6 031 324    24 518 359    8 172 786  27 772 405 9 257 468 



EU 16 822 900 23 103 113 127 938 303 42 646 101 149 015 250 49 671 750 171 556 596 57 185 532 



* This scenario assumes harmonising some key elements of DGS funding in all Member States: the target level for total funds of 1.96% of eligible 
deposits; proportions of total funds: 75% ex-ante / 25% ex-post (to be achieved within 10 years). It also assumes harmonising the scope of 
coverage: including/excluding non-financial enterprises, financial sector enterprises and authorities. The adoption of a given harmonised level of 
coverage has no impact on the results as the above assumptions on DGS funding are based on eligible (and not on covered) deposits. 
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(b) Bank contributions to be collected annually within 10 years (€ thousands) 



Harmonised scenario A  
(Target level 1.96% - Exclude All -  



10 years) 



Harmonised scenario B  
(Target level 1.96% - Include SME and 



large enterprises - 10 years) 
Harmonised scenario C  



(Target level 1.96% - Include All -  
10 years) Member 



States 



2008 
contri-
butions  Ex-ante 



contributions 
% change in 
contributions 



Ex-ante 
contributions 



% change in 
contributions 



Ex-ante 
contributions 



% change in 
contributions 



 BE  50 895  267 480  426% 311 721 512%  365 527  618% 



 BG  69 893  (*)n.a.  (*)n.a.  (*)n.a. (*)n.a. (*)n.a.  (*)n.a. 



 CZ  63 969  63 074  -1% 80 715 26%  83 831  31% 



 DK  0  202 506  n.a. 226 100 n.a.  237 688  n.a. 



 DE  n.a.  n.a.  n.a. n.a. n.a.  n.a.  n.a. 



 EE  16 341  (*)n.a.  (*)n.a.  (*)n.a. (*)n.a. (*)n.a.  (*)n.a. 



 IE  143 300 246 284  72% 325 836 127% 390 980  173% 



 GR  602 109  124 024  -79% 140 953 -77%  146 611  -76% 



 ES  412 500  437 104  6% 548 527 33%  745 189  81% 



 FR 95 400  2 266 116  2275% 2 432 914 2450%  2 503 054  2 524% 



 IT  0 688 266 n.a. 844 335 n.a. 1 081 294 n.a. 



 CY  24 656  81 296  230% 86 058 249%  92 621  276% 



 LV  24 334  5 683  -77% 8 031 -67%  9 351  -62% 



 LT  confidential  (*)n.a.  (*)n.a. n.a. n.a. (*)n.a.  (*)n.a. 



 LU  0  152 835  n.a. 237 922 n.a.  301 185  n.a. 



 HU  3 897  24 444  527% 40 430 937%  44 137  1 032% 



 MT  713  9 205  1 192% 12 302 1626%  13 618  1 811% 



 NL  0  655 026  n.a. 762 437 n.a.  847 049  n.a. 



 AT  0  310 772  n.a. 341 895 n.a.  351 448  n.a. 



 PL  confidential  53 000  confidential 84 310 confidential  96 084  confidential 



 PT  47 877  46 861  -2% 66 025 38%  75 185  57% 



 RO  24 962  17 649  -29% 33 416 34%  36 708  47% 



 SI  0  22 683  n.a. 24 870 n.a.  26 203  n.a. 



 SK  37 241  28 759  -23% 41 905 13%  45 161  21% 



 FI  39 668  66 978  69% 79 328 100%  83 407  110% 



 SE  58 694  75 979  29% 186 513 218%  207 687  254% 



 UK  0  1 809 397  n.a. 2 451 836 n.a.  2 777 241  n.a. 



Total EU 1 812 589  7 655 420  – 9 368 379 – 10 561 256 – 



EU average – – 289 % – 393 % – 437 % 



Note: There would be a particularly high impact in FR. This is because the amount of eligible deposits is very high in FR (see Annex 2), while the 
funds at DGS disposal and annual bank contributions are not proportionally high (see both tables in this annex).  



* It means that 2007 funds cover completely the ex-ante component and thus additional contributions do not have to be called to reach the target 
level. 
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(c) Total ex-ante funds and additional contributions to be collected within 10 years  
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(d) Total amount of ex-ante contributions to be collected annually within 10 years  
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Source: Joint Research Centre. 
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ANNEX 19: HARMONIZED SCENARIOS ON DGS FUNDING: POTENTIAL IMPACT ON BANKS 
– VARIATION IN BANK OPERATING PROFITS 



Harmonised scenario A  
(Target level 1.96% - Exclude all - 10 years) 



Harmonised scenario B  
(Target level 1.96% - Include SME and large 



enterprises - 10 years) 
Harmonised scenario C  



(Target level 1.96% - Include all - 10 years) Member 
States 



Normal times * Crisis situation * Normal times * Crisis situation * Normal times * Crisis situation * 



BE -15.28% -23.37% -17.58% -26.37% -20.33% -29.97% 



BG 13.50% 13.50% 13.50% 12.40% 13.50% 12.10% 



CZ 0.22% -2.99% -1.76% -5.64% -2.11% -6.11% 



DK -6.11% -8.64% -6.86% -9.64% -7.22% -10.13% 



DE n.a. n.a. n.a. n.a. n.a. n.a. 



EE 22.99% 21.36% 22.99% 18.25% 22.99% 17.86% 



IE -9.39% -17.19% -14.98% -24.62% -19.54% -30.67% 



GR 16.89% 14.24% 16.37% 13.57% 16.20% 13.35% 



ES -0.21% -3.28% -1.15% -4.54% -2.81% -6.74% 



FR -8.95% -12.29% -9.92% -13.59% -10.33% -14.14% 



IT -8.50% -11.33% -9.01% -12.02% -9.79% -13.05% 



CY -6.55% -9.72% -7.12% -10.47% -7.89% -11.51% 



LV 6.85% 4.99% 5.99% 3.83% 5.50% 3.19% 



LT n.a. n.a. n.a. n.a. n.a. n.a. 



LU n.a. n.a. n.a. n.a. n.a. n.a. 



HU -1.99% -3.57% -3.30% -5.26% -3.59% -5.65% 



MT -5.05% -7.02% -5.55% -7.66% -5.75% -7.92% 



NL n.a. n.a. n.a. n.a. n.a. n.a. 



AT -14.98% -19.97% -16.26% -21.68% -16.65% -22.20% 



PL n.a. n.a. n.a. n.a. n.a. n.a. 



PT 0.01% -2.56% -0.75% -3.54% -1.10% -4.00% 



RO 1.89% -1.52% -1.57% -5.99% -2.26% -6.89% 



SI -7.56% -10.08% -8.29% -11.05% -8.73% -11.64% 



SK 2.66% 0.47% -1.33% -4.84% -2.31% -6.16% 



FI n.a. n.a. n.a. n.a. n.a. n.a. 



SE -0.56% -2.53% -2.61% -5.10% -2.97% -5.57% 



UK n.a. n.a. n.a. n.a. n.a. n.a. 



EU -1.01% -4.08% -2.46% -6.20% -3.26% -7.29% 



EU-15 -4.71% -8.69% -6.27% -10.75% -7.45% -12.31% 



EU-12 2.69% 0.54% 1.36% -1.64% 0.93% -2.27% 



* Normal times: only ex-ante contributions are collected; Crisis situation: both ex-ante and ex-post contributions are collected (up to max limits). PL,  
NL, UK have been excluded because their contribution base is different than  total, eligible or covered; DE has been excluded 
because 2008 contributions are not available; LT and FI have been excluded because the sample available from Bankscope was 
small; LU has been excluded because data available from Bankscope are not consistent with the data collected through the JRC 
survey. Source: Joint Research Centre.  
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ANNEX 20: HARMONIZED SCENARIOS ON DGS FUNDING: POTENTIAL IMPACT ON 
DEPOSITORS 



(a) Potential decrease of interest rates on savings 



Harmonised scenario A  
(Target level 1.96% - Exclude all - 10 years) 



Harmonised scenario B  
(Target level 1.96% - Include SME and large 



enterprises - 10 years) 
Harmonised scenario C  



(Target level 1.96% - Include all - 10 years) Member 
States 



Normal times * Crisis situation * Normal times * Crisis situation * Normal times * Crisis situation * 



BE 0.093% 0.142% 0.111% 0.167% 0.134% 0.197% 
BG n.a.** n.a.** n.a.** 0.000% n.a.** 0.000%. 
CZ 0.000%. 0.040% 0.022% 0.071% 0.026% 0.076% 
DK n.a. n.a. n.a. n.a. n.a. n.a. 
DE n.a. n.a. n.a. n.a. n.a. n.a. 
EE n.a.** 0.000% (*)n.a 0.000% (*)n.a 0.000% 
IE 0.051% 0.100% 0.090% 0.152% 0.122% 0.195% 
GR 0.000% 0.000% 0.000% 0.000% 0.000% 0.000% 
ES 0.003% 0.047% 0.017% 0.066% 0.041% 0.098% 
FR 0.123% 0.169% 0.132% 0.181% 0.136% 0.187% 
IT n.a. n.a. n.a. n.a. n.a. n.a. 
CY 0.096% 0.142% 0.104% 0.153% 0.115% 0.168% 
LV 0.000% 0.000% 0.000% 0.000% 0.000% 0.000% 
LT n.a.** n.a.** n.a.** n.a.** n.a.** n.a.** 
LU n.a. n.a. n.a. n.a. n.a. n.a. 
HU 0.046% 0.083% 0.082% 0.131% 0.091% 0.142% 
MT 0.126% 0.175% 0.172% 0.237% 0.192% 0.263% 
NL n.a. n.a. n.a. n.a. n.a. n.a. 
AT n.a. n.a. n.a. n.a. n.a. n.a. 
PL 0.004% 0.051% 0.039% 0.097% 0.052% 0.114% 
PT 0.000% 0.044% 0.013% 0.062% 0.020% 0.071% 
RO 0.000% 0.022% 0.031% 0.100% 0.044% 0.116% 
SI n.a. n.a. n.a. n.a. n.a. n.a. 
SK 0.000% 0.002% 0.026% 0.099% 0.044% 0.123% 
FI 0.029% 0.072% 0.042% 0.090% 0.046% 0.095% 
SE 0.007% 0.040% 0.049% 0.097% 0.057% 0.108% 
UK n.a. n.a. n.a. n.a. n.a. n.a. 



EU 0.058% 0.081% 0.067% 0.122% 0.080% 0.140% 



EU-15 0.051% 0.088% 0.065% 0.116% 0.080% 0.136% 



EU-12 0.068% 0.074% 0.086% 0.143% 0.080% 0.143% 



Note: It is assumed that ex-ante and ex-post contributions are 75% and 25% of the DGS funds respectively. Impact on consumers have been 
performed only for ex-ante DGS. DE has been excluded because 2008 contributions were not available, DK has been excluded because it did not 
collect contributions in 2008. 



* Normal times: only ex-ante contributions are collected; Crisis situation: both ex-ante and ex-post contributions are collected (up to max limits).  
** It means that 2007 funds cover completely the ex-ante component and thus additional contributions do not have to be called to reach the target 
level.. 
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(b) Potential increase of bank fees on current account (€)  



Harmonised scenario A  
(Target level 1.96% - Exclude all - 10 years) 



Harmonised scenario B  
(Target level 1.96% - Include SME and large 



enterprises - 10 years) 
Harmonised scenario C  



(Target level 1.96% - Include all - 10 years) Member 
States 



Normal times * Crisis situation * Normal times * Crisis situation * Normal times * Crisis situation * 



BE 9.55 14.60 11.50 17.20 13.87 20.37 
BG n.a.** n.a.** n.a.** 0.00 n.a.** 0.00 
CZ 0.00 1.95 1.08 3.47 1.28 3.73 
DK n.a. n.a. n.a. n.a. n.a. n.a. 
DE n.a. n.a. n.a. n.a. n.a. n.a. 
EE n.a.** 0.00 n.a.** 0.00 n.a.** 0.00 
IE 11.14 21.92 19.75 33.40 26.80 42.80 
GR 0.00 0.00 0.00 0.00 0.00 0.00 
ES 0.28 4.43 1.56 6.13 3.81 9.14 
FR 15.98 21.94 17.21 23.57 17.72 24.26 
IT n.a. n.a. n.a. n.a. n.a. n.a. 
CY 19.03 28.23 20.63 30.36 22.83 33.30 
LV 0.00 0.00 0.00 0.00 0.00 0.00 
LT n.a.** n.a.** n.a.** n.a.** n.a.** n.a.** 
LU n.a. n.a. n.a. n.a. n.a. n.a. 
HU 1.20 2.16 2.14 3.41 2.35 3.70 
MT 9.72 13.49 13.26 18.21 14.77 20.22 
NL n.a. n.a. n.a. n.a. n.a. n.a. 
AT n.a. n.a. n.a. n.a. n.a. n.a. 
PL 0.05 0.56 0.43 1.08 0.58 1.27 
PT 0.00 2.66 0.80 3.79 1.20 4.33 
RO 0.00 0.13 0.18 0.58 0.25 0.68 
SI n.a. n.a. n.a. n.a. n.a. n.a. 
SK 0.00 0.04 0.59 2.27 1.00 2.82 
FI 2.41 6.01 3.51 7.46 3.87 7.94 
SE 0.89 5.29 6.54 12.84 7.63 14.28 
UK n.a. n.a. n.a. n.a. n.a. n.a. 



EU 7.02 8.82 7.08 11.70 8.43 13.49 



EU-15 6.71 10.98 8.69 14.91 10.70 17.59 



Eu-12 7.50 6.65 7.33 10.73 6.15 9.39 



Note: It is assumed that ex-ante and ex-post contributions are 75% and 25% of the DGS funds respectively. Impact on consumers have been 
performed only for ex-ante DGS. DE has been excluded because 2008 contributions were not available, DK has been excluded because it did not 
collect contributions in 2008. 
* Normal times: only ex-ante contributions are collected; Crisis situation: both ex-ante and ex-post contributions are collected (up to max limits).  
** It means that 2007 funds cover completely the ex-ante component.  



Source: Joint Research Centre. 
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ANNEX 21: POTENTIAL CUMULATIVE IMPACT ON BANKS AND DEPOSITORS DURING THE 
FIRST 5 YEARS: HARMONIZED SCENARIO ON PAYOUT, FUNDING AND SCOPE/LEVEL OF 
COVERAGE *  



(a) Potential impact on operating profits of banks  



Variation in operating profits Member 
States Normal times ** Crisis situation ** 



BE -22.00% -30.79% 
BG 13.10% 12.00% 
CZ -3.71% -7.60% 
DK -7.38% -10.16% 
DE n.a. n.a. 
EE 22.39% 17.65% 
IE -19.53% -29.16% 
GR 14.78% 11.98% 
ES -2.93% -6.31% 
FR -12.00% -15.67% 
IT -10.24% -13.25% 
CY -8.84% -12.20% 
LV 5.70% 3.54% 
LT n.a. n.a. 
LU n.a. n.a. 
HU -3.56% -5.53% 
MT -5.82% -7.92% 
NL n.a. n.a. 
AT -17.74% -23.16% 
PL n.a. n.a. 
PT -2.35% -5.14% 
RO -3.04% -7.46% 
SI -9.35% -12.11% 
SK -1.62% -5.14% 
FI n.a. n.a. 
SE -2.95% -5.45% 
UK n.a. n.a. 
EU -3.86% -7.59% 
EU-15 -8.24% -12.71% 
EU-12 0.52% -2.48% 



PL,  NL, UK have been excluded because their contribution base is different than  total, eligible or covered; DE has been excluded because 2008 
contributions are not available; LT and FI have been excluded because the sample available from Bankscope was small; LU has been excluded 
because data available from Bankscope are not consistent with the data collected through the JRC survey. 
* This harmonised scenario presents the cumulative impact on banks and depositors stemming from two separate scenarios:  
 (1) speeding up the payout process – which involves one-off administrative costs for banks related to tagging eligible deposits, data cleansing 



and creating single customer views – to be faced within 5 years (see Annex 12d-f);  
(2) harmonising DGS funding and scope/level of coverage (harmonised scenario B) – which assumes the target level for total funds of 1.96% of 
eligible deposits; proportions of total funds: 75% ex-ante / 25% ex-post; coverage: including all non-financial enterprises, excluding financial 
sector enterprises and all levels' authorities; time horizon: to be achieved within 10 years (see Annexes 18-20).  
Given different time horizons of the above scenarios, the cumulative impact presented in this annex is relating to the first 5 years. As to the 
remaining 5 years, the impact on banks and depositors is the same as presented in Annexes 19 and 20.  



** Normal times: only ex-ante contributions are collected; Crisis situation: both ex-ante and ex-post contributions are collected (up to max limits).  
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(b) Potential impact on consumers: decrease of interest rates on savings and increase of bank 
fees on current account  



Decrease of interest rates on savings Increase of bank fees on current account (€) Member 
States Normal times * Crisis situation * Normal times * Crisis situation * 



BE 0.126% 0.182% 13.03 18.73 
BG 0.019% 0.019% 0.30 0.30 
CZ 0.050% 0.099% 2.45 4.84 
DK n.a. n.a. n.a. n.a. 
DE n.a. n.a. n.a. n.a. 
EE 0.026% 0.026% 0.82 0.82 
IE 0.104% 0.166% 22.90 36.55 
GR 0.024% 0.024% 1.61 1.61 
ES 0.036% 0.085% 3.37 7.94 
FR 0.147% 0.196% 19.07 25.44 
IT n.a. n.a. n.a. n.a. 
CY 0.127% 0.176% 25.13 34.86 
LV 0.020% 0.020% 1.02 1.02 
LT 0.022% 0.022% 0.30 0.30 
LU n.a. n.a. n.a. n.a. 
HU 0.110% 0.159% 2.85 4.13 
MT 0.198% 0.262% 15.23 20.19 
NL n.a. n.a. n.a. n.a. 
AT n.a. n.a. n.a. n.a. 
PL 0.061% 0.119% 0.68 1.32 
PT 0.035% 0.084% 2.13 5.12 
RO 0.056% 0.125% 0.33 0.73 
SI n.a. n.a. n.a. n.a. 
SK 0.051% 0.124% 1.17 2.85 
FI 0.056% 0.103% 4.63 8.59 
SE 0.063% 0.111% 8.43 14.72 
UK n.a. n.a. n.a. n.a. 



EU 0.070% 0.111% 6.60 10.00 
EU-15 0.074% 0.119% 9.40 14.84 
EU-12 0.067% 0.105% 4.57 6.49 



* Normal times: only ex-ante contributions are collected; Crisis situation: both ex-ante and ex-post contributions are collected (up to max limits). 



Source: Joint Research Centre. 
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ANNEX 22: POTENTIAL CUMULATIVE IMPACT OF VARIOUS HARMONISED 
SCENARIOS ON BANKS 



(a) Decrease in bank operating profits at EU level 
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(b) Variation in bank operating profits in EU-15 and EU-12  
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Note: Harmonised scenarios A, B and C are presented in Annexes 18-20. Cumulative scenario is presented in Annex 21. 



Source: Joint Research Centre. 
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ANNEX 23: RESULTS FOR THE HARMONIZED SCENARIO ON BORROWING BY DGS 



 



Borrowing limit  
(€ thousands) 



Annual contributions 
to refund the loan  



(€ thousands) 
Percentage change  



in 2008 contributions 



Number of 2008 
contributions to be 



collected annually to 
repay the loan within 



the time limit  
(10 years) 



BE 1 822 151 182 215 258 % 5 
BG 147 167 14 716 -79 % 1 
CZ 629 770 62 977 -2 % 1 
DK 1 200 416 120 041 n.a. n.a.
DE 34 148 269 3 414 827 n.a. n.a.
EE 45 710 4 571 -72 % 1 
IE 1 583 318 158 332 10% 3 
GR 792 882 79 288 -87 % 1 
ES 6 296 612 629 661 53 % 3 
FR * 21 626 112 2 162 611 2 167 % 23 
IT 7 035 634 703 563 n.a. n.a. 
CY 357 510 35 751 45 % 3 
LV 51 924 5 192 -79 % 1 
LT confidential confidential -78 % 1 
LU 226 511 22 651 n.a. n.a. 
HU 407 992 40 799 947 % 11 
MT 41 169 4 117 478 % 7 
NL 6 012 768 601 277 n.a. n.a.
AT 2 184 912 218 491 n.a. n.a.
PL confidential confidential 79 % 3 
PT confidential confidential 143 % 3 
RO 254 395 25 440 2 % 3 
SI 154 240 15 424 n.a. n.a. 
SK 148 598 14 860 -60 % 1 
FI 717 191 71 719 81 % 3 
SE 1 070 504 107 050 82 % 3 
UK 9 912 508 991 251 n.a. n.a. 



Total EU 99 007 669 9 900 767 – – 



EU average – – 205 %  4 



* FR figures are very high; this is due to the fact that FR covered deposits are considerably higher than all the other MS’ covered deposits. 



Source: Joint Research Centre. 
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ANNEX 24: ESTIMATED ADMINISTRATIVE COSTS IF THE DE-MINIMIS RULE IS 
APPLIED 



Percentage of deposits potentially affected  
by the 'de-minimis' rule 



 



1% 3% 5% 7% 



Amount saved if the 'de minimis' 
is applied (€ thousands) 64 193 321 449 50 000 



deposits 
involved New administrative costs if the 'de 



minimis' is applied (€ thousands) 6 355 6 227 6 098 5 970 



Amount saved if the 'de minimis' 
is applied (€ thousands) 128 385 642 899 100 000 



deposits 
involved New administrative costs if the 'de 



minimis' is applied (€ thousands) 12 710 12 453 12 196 11 940 



Amount saved if the 'de minimis' 
is applied (€ thousands) 321 963 1 605 2 247 250 000 



deposits 
involved New administrative costs if the 'de 



minimis' is applied (€ thousands) 31 775 11 875 11 234 10 592 



Amount saved if the 'de minimis' 
is applied (€ thousands) 642 1 926 3 210 4 493 500 000 



deposits 
involved New administrative costs if the 'de 



minimis' is applied (€ thousands) 63 550 62 266 60 982 59 698 



Source: Joint Research Centre. 
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ANNEX 25: POTENTIAL MODELS FOR CALCULATING RISK-BASED CONTRIBUTIONS  



(a) Single Indicator Model (SIM) – the most common risk-based approach 



iii xc αβ=
 



ci – contribution of the i-th member bank 



α – common percentage for all member banks, reflecting the overall conditions in the banking system in a given country 



βi – individual percentage proportional to the risk attitude of the i-th member bank 



xi – contribution base (usually the total amount of eligible or covered deposits)  



(b) Multiple Indicators Model (MIM) – the calculation procedure 



 



 
The Composite Score (the variable ρi) is defined as the average of four scores, each covering a different aspect of DGS 
member banks’ behaviour:  



 
Each ρi(j) (with j = 1, 2, 3, 4) is a score built to indicate the risk of the DGS members: the higher the score, the higher the 
risk. More specifically, ρi(1) is a capital adequacy score, ρi(2) is an asset quality score, ρi(3) is a profitability score, and ρi(4) 
is a liquidity score. For all classes, scores range from a minimum score of 1 describing a ‘very low risk’ situation, to a 
maximum score of 5 to indicate a ‘very high risk’ situation (see the below table). Both the scores and the risk categories are 
examples only and may be changed if necessary. Moreover, scores within the same risk category but for different classes 
may differ. 
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 Capital adequacy Asset quality Profitability Liquidity 



Very low risk 1 1 1 1 



Low risk 2 2 2 2 



Medium risk 3 3 3 3 



High risk 4 4 4 4 



Very high risk 5 5 5 5 



(c) Risk indicators to be applied in the proposed models (SIM and MIM) 



Class Name of indicator Formula 



Tier 1 capital ratio assets  weightedRisk
Capital I Tier  



Capital adequacy 



Total capital ratio assets  weightedRisk
Capital  Total  



Non-performing loan (NPL) ratio Loans Gross
Loans  PerformingNon  



Asset quality 



Loan loss provision 
RevenueInterest Net 
Provision  Loss Loan  



Cost to income ratio income Operating
  Expenses Operating  



Profitability 



Return on average assets (ROA)  AssetsTotal Average
  IncomeNet  



Liquid assets to deposits ratio  Funding TermShort &  Customer
  AssetsLiquid  



Liquidity 



Loan to deposit ratio Funding TermShort &  Customer
 LoansNet  



Source: Joint Research Centre (Report on risk-based contributions, 2009). 
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ANNEX 26: FUNDS INVESTED BY EX-ANTE DGS 



Among ex-ante schemes, in most cases (nearly 90% of the ex-ante DGS) funds are directly 
managed by the DGS. Only in very few cases funds are given by ring-fenced reserves or 
partially earmarked by members. Regarding the way ex-ante DGS manage their resources, in 
all but one case funds are invested, as detailed in the below Figure. For the great majority, 
funds are invested in national and/or EU bonds or similar government securities and there are 
significant cases where schemes resort to short-term deposits. Whenever more risky 
instruments are allowed, strict limitations are set in the statutes/by-laws in order to limit the 
risk in the DGS portfolio, for example a minimum rating for the instrument is required. 



34%



7%



10%3%
7%



17%



3%



3%



3%



10%



Government securities
Short-term deposits
Government securities, short-term deposits
Government securities, short-term deposits, limited amount of other financial instruments
Government securities, limited amount of other financial instruments
Government securities, high-rated low-risk instruments
High-rated low-risk instruments
Bonds and equities
Not allowed
N.A.



 



Source: Joint Research Centre (Report on DGS efficiency, 2008). 
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ANNEX 27: PERMANENT, TEMPORARY AND ADDITIONAL WORKFORCE OF DGS 



 Permanent 
workforce 



Temporary 
staff Additional workforce 



BE 5 0 From central bank, the amount will depend on size of the failure 
BG 24 n.a. NO 
CZ 4 1 NO 
DK 1.5 0 From the central bank. At the last case in 1999 3 persons. 



DE 77 3 



DE1: From labour market and their commercial unit. DE2: from the German Auditing 
Association (PV) and from the Banking Association itself. DE3: in a first step use the other 
workforce of the BVR (app. 120) and then ask in a second step the Regional Cooperative 
Auditing Association with their workforce of in total app. 2,000 over all. DE4: Ordering lawyers, 
accountants and additional staff within the association 



EE 3 0 In case of need the Fund can outsource administrative and other services to reinforce of its 
staff and activities in the event of paying compensations. 



IE 0 0 The DGS is inside the Central Bank (CB). In case of necessity the DGS would source from 
staff in Financial Regulator, CB and from external firm. 



GR 10 0 NO 
ES 16 0 YES 
FR 4 0 YES, no limit 



IT 22 0 IT1: NO. IT2: around 20 employees from the Local Federations, which are territorial links to 
the Fund. Their DGS endorsed an agreement with each Local Federation 



CY 0 0.5 CY1: from CB 
LV 2 0 From the Financial and Capital Market Commission 
LT 10 n.a. NO 
LU 2 n.a. Subcontracting agreement with an international Accounting firm  



HU 7 2 Financial Supervisor - communication and PR (2); Private sector firms - IT (4+) and 
operational services (2+) 



MT 0 0 YES, if necessary. 
NL 0 0 The DGS is inside the CB. Concerning additional resources, numbers are case-specific 



AT 10 6 
AT1-2: staff can be rented from member banks. AT3: They have access to additional 
workforce at any time and without restraint when needed. . AT4: all the necessary staff may be 
rented from member banks or ÖGV. AT5: additional workforce can be required to the bank in 
question as well as from their data centre. 



PL 65 0 NO 



PT 9 0 PT1: depending on the size of the credit institution, the management committee can get 
workforce from financial supervisor (CB).. PT2: NO 



RO 30 0 YES, if necessary. They do not foresee a high demand of additional workforce because all the 
information needed is provided by the liquidator of the defaulting institution. 



SI 0 0 The number is not defined. It is expected to get the staff from Banking Supervision 
Department or other departments of the Bank of Slovenia  



SK 5 0 NO 



FI 1.5 0 
They employ the staff of the Federation of the Finnish Financial Services, the staff of the 
Finnish Financial Ombudsman Bureau and lawyers and assistants from a law firm. In an event 
of compensation to depositors, they would partly rely on the staff of the insolvent bank.) 



SE 3 0 10 employees from other departments within SNDO and if necessary form external consultant 
UK 168 0 YES, external companies 



EU average: 18 



Source: Joint Research Centre. 
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ANNEX 28: POTENTIAL STRUCTURE OF A PAN-EU DGS 



 



Source: Commission services. 
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ANNEX 29: MUTUAL BORROWING OF DGS – MAXIMUM AMOUNT TO BE LENT BY 
DGS TO FACE POTENTIAL FAILURES 



UK failure ES failure PL failure 
Member 
States Amount to be 



lent per MS  
(€ thousands) 



As a % of 
eligible 



deposits 



Amount to be 
lent per MS  



(€ thousands) 



As a % of 
eligible 



deposits 



Amount to be 
lent per MS  



(€ thousands) 



As a % of 
eligible 



deposits 



BE 192 727 0.08% 108 678 0.05% 11 649 0.005% 



BG 10 367 0.08% 5 846 0.05% 627 0.005% 



CZ 52 400 0.08% 29 548 0.05% 3 167 0.005% 



DK 140 882 0.08% 79 442 0.05% 8 515 0.005% 



DE 1 948 293 0.08% 1 098 632 0.05% 117 761 0.005% 



EE 5 364 0.08% 3 025 0.05% 324 0.005% 



IE 167 466 0.08% 94 433 0.05% 10 122 0.005% 



GR 122 278 0.08% 68 952 0.05% 7 391 0.005% 



ES 609 240 0.08%  -   36 824 0.005% 



FR 1 360 661 0.08% 767 269 0.05% 82 243 0.005% 



IT 385 625 0.08% 217 452 0.05% 23 308 0.005% 



CY 46 019 0.08% 25 950 0.05% 2 782 0.005% 



LV 8 541 0.08% 4 816 0.05% 516 0.005% 



LT 7 869 0.08% 4 437 0.05% 476 0.005% 



LU 85 631 0.08% 48 287 0.05% 5 176 0.005% 



HU 27 630 0.08% 15 580 0.05% 1 670 0.005% 



MT 5 542 0.08% 3 125 0.05% 335 0.005% 



NL 367 001 0.08% 206 950 0.05% 22 183 0.005% 



AT 174 121 0.08% 98 186 0.05% 10 524 0.005% 



PL 70 666 0.08% 39 848 0.05%  -   



PT 103 420 0.08% 58 318 0.05% 6 251 0.005% 



RO 22 186 0.08% 12 511 0.05% 1 341 0.005% 



SI 12 709 0.08% 7 166 0.05% 768 0.005% 



SK 14 850 0.08% 8 374 0.05% 898 0.005% 



FI 68 287 0.08% 38 506 0.05% 4 127 0.005% 



SE 144 639 0.08% 81 561 0.05% 8 742 0.005% 



UK - - 571 664 0.05% 61 276 0.005% 



Total  6 154 412  3 698 556  428 997  



Note: In order to ensure comprehensibility, a failure in one of three Member States (ES, UK, PL) has been chosen as possible 
scenario. 



Source: Joint Research Centre. 
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ANNEX 30: HISTORICAL DGS INTERVENTIONS 



In the period preceding the financial crisis (from 1994 to 2006) EU DGS handled a number of 
payouts of depositors or other types of interventions, such as interventions to prevent a bank 
failure. In that period a total of 67 interventions occurred, of which 37 were in the EU-15 and 
30 in the EU-12. Among the EU-15 MS, 22 cases took place in the UK. However, these 
mainly concerned small credit unions. A broad peak in the number of annual interventions 
took place in 2003, with a total of 13 payouts.  



The range of costs for payouts of depositors was quite broad, ranging from a minimum of 
around €6000 (payout in RO in 2003) to a maximum of € 470 million (payout in CZ in 2003). 
The average cost of historical payouts to depositors in the whole EU was around €57 million, 
with higher values in the EU-12 (on average €75 million) than in the EU-15 (€24 million 
when excluding UK). For other types of interventions the range of costs was again quite 
broad, varying from €100 000 (support intervention in IT in 2004) to a huge restructuring 
intervention occurring in ES in 1994, whose costs reached €1.6 billion. On average, the costs 
of an intervention not classified as payout were around €90 million.  



If we express the figures on payouts as a percentage of eligible deposits, the minimum and 
maximum costs of those interventions are respectively 0.00005% (payout in RO in 2003) and 
3.24% (payout in CZ in 2001) of the total amount of eligible deposits of the corresponding 
systems, with an average percentage of 0.27% of eligible deposits. These figures can be 
compared with more recent data on failures occurred in 2008: the minimum and maximum 
costs are respectively 0.05% and 1.96% of 2007 eligible deposits, with an average figure of 
0.6%.  



If we compare these amounts with the MS coverage ratios (i.e. the ratio between the size of 
the DGS fund and the amount of deposits eligible for protection by the same DGS), the EU 
average 2007 coverage ratio is around 0.73% (obtained excluding Slovakia’s negative 
coverage ratio and the nil coverage ratios of ex-post financed DGS) and it is in line with the 
2005 one (about 0.70%).  



 
Source: Joint Research Centre.  
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Financial stability means that the financial system is equipped to 
withstand shocks to the economy and financial markets, to mediate 
credit and payments, and to redistribute risks appropriately.



The purpose of the Central Bank of Iceland’s Financial Stability 
report is:



 • To promote informed dialogue on financial stability, i.e. its 
strengths and conceivable weaknesses, the macroeconomic and 
operational risks that it may face, and efforts to strengthen its 
resilience;



  • To provide an analysis that is useful for financial market 
participants in their own risk management;



• To focus the Central Bank's work and contingency planning;



 • To explain how the Central Bank carries out the mandatory tasks 
assigned to it with respect to an effective and sound financial 
system.











Early in October 2008, nearly nine-tenths of Iceland’s banking system collapsed when 
its three large commercial banks – Glitnir, Landsbanki, and Kaupthing – were taken 
into special resolution regimes on the basis of the emergency legislation that had 
just been passed by Parliament. This collapse has caused the entire Icelandic nation 
economic hardships, which came on top of those caused by the difficult but inevitable 
adjustment already underway after the overheating and macroeconomic imbalances 
that characterised the period from 2005-2007. The crash amplified the contraction in 
production and employment and aggravated households’ and businesses’ debt pro-
blems. 



The failed banks had their headquarters in Iceland and were majority-owned by 
Icelanders. But in order to better understand the chain of events, it is important to bear 
in mind that the banks were only partly Icelandic, in that a large share of their activities 
took place overseas. For example, about 60% of their lending was to non-residents and 
about 2/3 of their deposits denominated in foreign currency. It was these international 
operations and the size of the banks relative to Iceland’s GDP that ultimately proved to 
be their Achilles heel.  



It is not unlikely that the current investigation of the banks’ failure will reveal 
weaknesses in areas such as asset quality and governance, in addition to the more 
obvious flaws in their business model and risk management. Moreover, the estimated 
recovery ratios from the banks’ estates have given rise to questions about both the 
quality of their financial reporting and the reliability of their financial ratios as indicators 
of financial strength. But it was the banks’ difficulties in refinancing their foreign assets 
that catalysed the crash. Then, because of their size, the Icelandic Government was 
unable to rescue them in their time of need. 



Those working in the financial sector at the time will long remember the panic that 
ensued when US investment bank Lehman Brothers failed in mid-September 2008. All 
confidence and trust vanished. Financial undertakings tried to protect their equity and 
hoarded liquid assets as much as they possibly could. They resorted to measures that 
appeared sensible from the perspective of individual businesses but had devastating 
consequences for the system as a whole. When everyone is hoarding cash, a liquidity 
shortage will ensue. When no financial undertaking is willing to lend to any other, even 
the staunchest of them could end up in difficulties. This resulted in closure of credit lines 
and massive margin calls. Assets that were sold to raise liquidity, other than the very 
safest, were put on fire sales. Financial markets all over the world were close to freezing 
solid, and premia of all types rose to record heights. The situation was especially dire in 
the foreign exchange swap markets, and an acute global dollar shortage became a fact. 
Banks around the world had severe difficulties refinancing their foreign assets.  



It was against this backdrop that the Icelandic banks faced illiquidity. A number 
of other banks would probably have met the same fate if governments all over the 
globe had not made broad-based rescue efforts. The future will probably reveal just 
how close the global financial system was to complete collapse during those weeks. 
But the scope of governmental measures is unprecedented. They involved a dramatic 
increase in domestic liquidity facilities from central banks; new currency swap agree-
ments between the US Federal Reserve Bank and other central banks, and expansion 
of existing swap agreements; direct lending to banks from various countries’ foreign 
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exchange reserves; expanded deposit insurance schemes; government guarantees of 
deposits and wholesale financing; and capital injections.  



Rescue efforts were also carried out in Iceland in connection with the banks’ 
failure. They were somewhat different in nature, however, as the Icelandic authorities 
did not, on their own, have the resources to rescue the banks, and international support 
was not forthcoming, even though it could be argued that the three banks concerned 
were systemically important because of the possibility of a domino effect throughout 
Northern Europe in the event of their collapse. On the contrary: The response to 
Iceland’s crisis was characterised by ring-fencing and hostility, yet it is well known that 
such an approach creates a worse outcome in the aggregate. Iceland’s rescue efforts 
focused on keeping payment intermediation and domestic banking operations up and 
running to the extent possible, and then on rebuilding the financial system and the 
economy on new foundations. As is described in this report, attempts to keep domestic 
payment intermediation functioning were broadly successful under the circumstances. 
This is due in large part to attempts made over the past several years to improve the 
efficiency and security of payment intermediation, in line with international standards. 
Cross-border payment intermediation was disrupted when the banks fell, however, 
partly because of the actions taken by the British authorities. But a variety of meas-
ures described in some detail in this report restored the functioning of cross-border 
payment intermediation, which is largely back to normal as of this writing.



Rebuilding the domestic banking system is part of the economic programme prep-
ared by the Government in collaboration with the International Monetary Fund (IMF). 
The restructuring of the three commercial banks is well advanced. The savings banks’ 
restructuring is still incomplete, and it remains unclear how large a capital injection will 
be required from the Treasury. The cost of recapitalising the commercial banks will be 
much less than originally assumed, however.



Although the banks’ restructuring is proceeding apace, there is still considerable 
work to be done before the long-term structure of the new Icelandic financial system 
is complete. The banks are still operating under capital controls, and they have limited 
access to foreign funding. At this point, when the First Review of the economic pro-
gramme of the Government and the IMF appears imminent, it is timely to begin lifting 
the capital controls. As the economy and financial system are rebuilt and conditions 
improve on the global markets, we expect that the Republic of Iceland will have access 
to foreign credit markets once again, and that the banks will follow in its wake.



At that point, it will be more important than it is now to decide to what extent 
Icelandic financial institutions will be allowed to engage in international banking 
operations. In a sense, the financial crisis represented a run on such operations. The 
crisis revealed clearly the contradiction between the internationalisation of finance, on 
the one hand, and national supervision and safety nets, on the other. The problem 
was particularly prominent in the case of the EEA regulatory framework, which had 
gone farther in lifting restrictions on cross-border banking activities than was the case 
in many other parts of the world. In this context and others, it is important to bear 
in mind that international or pan-European regulatory provisions represent minimum 
requirements. Iceland and other nations may need to adapt those provisions to the 
specific risks that they face. In some areas, this may imply more stringent capital 
adequacy and liquidity requirements, or special restrictions on financial undertakings’ 
activities. Work is currently being done, both in Europe and globally, towards reform-
ing the regulatory framework for international banking operations. Until the fram-
ework for those operations is more secure, however, the wisest course for Icelanders 
may be to proceed with caution and adopt tighter rules on cross-border financial 
activities than are set forth in the minimum requirements. A clear example of this is a 
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restriction on the accumulation of deposits in foreign bank branches. The long-term 
need for such more stringent rules will be determined to a degree by Iceland’s fut-
ure currency and exchange rate regime. Experience shows that maturity mismatches 
between banks’ assets and liabilities that are not backed up by a lender of last resort 
represent a substantial risk.  



The global financial crisis has revealed a variety of weaknesses in the regulatory 
framework and the supervision of the financial sector. On the whole, the quantity and 
quality of financial institutions’ capital was insufficient to provide the necessary shock 
absorption. In particular, there should have been more unpledged common equity. The 
risk assessment of assets and liabilities was distorted because it was based on historical 
data that did not assign sufficient weight to bad states of the world. Liquidity risk was 
vastly underestimated, and the procyclical tendencies within the financial system were 
not sufficiently offset by the regulatory and supervisory framework. On the contrary, it 
can be argued that the interplay of regulatory provisions and financial reporting rules 
based on mark-to-market exacerbated these tendencies. The remuneration schemes in 
financial undertakings and the decisions made by credit rating agencies added fuel to the 
fire. Financial supervisors tended to focus on risk attached to individual financial institu-
tions more than on system-wide risk. There was also a tendency to practise somewhat 
lax supervision in order to stimulate the development of financial centres. As a result of 
all of the above factors, the financial system became far too leveraged. 



At this writing, a variety of efforts are being made internationally towards 
correcting these flaws, as is described more fully in this report. The Central Bank of 
Iceland is following these developments closely, not least through its membership in 
the Bank for International Settlements in Basel, which is the venue for a number of the 
committees and institutions that assess risk in the global financial system and formulate 
the regulatory framework and standards that govern it. 



The experience of this financial crisis – both in Iceland and abroad – calls for a 
reassessment of the most effective architecture for financial supervision, with particular 
emphasis on the nature of the relationship with the central bank. For some time, the 
trend was towards separating central banks from financial supervision, particularly in 
countries with developed financial systems. But as is discussed in this Financial Stability 
report, banking supervision has remained within the central banks of a majority of 
European countries, and the pendulum might be swinging in that direction once again 
in countries with developed financial systems. An example of this is Germany’s decision 
to transfer its banking supervision into its central bank. 



The relationship between the Central Bank and the Financial Supervisory Authority 
(FME) is among the issues that must be examined thoroughly in Iceland in the com-
ing period. The arguments in favour of closer collaboration between the Central Bank 
and the FME touch on the previously mentioned shortcomings in the regulatory and 
supervisory framework. In order for a central bank to perform its role as lender of 
last resort, it must at all times have information that allows it to assess whether a fin-
ancial institution in distress is faced illiquidity or insolvency. It must also have thorough 
knowledge of the available collateral. Moreover, it is important that the central bank 
have an overview of large exposures in the system as a whole and that it be able to 
assess the risk of contagion between financial institutions. This requires that the central 
bank have access to information similar to that possessed by financial supervisors. In 
the event that it is decided to let capital adequacy ratios vary with reference to credit 
and asset price cycles, it will be necessary to join the tools of financial supervisors with 
the macroeconomic overview of central banks. Furthermore, it is widely held that in 
small countries, where the external sector plays a key role, there is a stronger argument 
in favour of close co-operation or merger between these institutions than there is in 
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FOREWORD



larger economies. There are two reasons for this: First, exchange rate movements and 
foreign exchange market conditions can be of critical importance to domestic financial 
institutions; and second, the personnel and other service elements necessary to build 
up two effective institutions in this field are limited. 



The Central Bank of Iceland published its last Financial Stability report in May 
2008. The present report has been written without confirmed information on the 
banks’ and savings banks’ balance sheets, operations, and ownership structure. 
Consequently, it is not possible to assess the status of the banking system as a whole, 
as has been done in previous reports. Nonetheless, the Bank considered it important to 
issue a Financial Stability report at this time, both to document certain information on 
the financial crisis and the subsequent recovery work, and to discuss anticipated projects 
related to the regulation and supervision of financial activities. It is important to note 
that this report does not attempt to present a comprehensive analysis of the causes of 
the banks’ collapse, nor does it pass judgment on the actions taken by the Government 
and the supervisory authorities prior to the crash. In recent years, the Central Bank has 
engaged in broad-based contingency work in preparation for a possible financial crisis, 
in collaboration with domestic authorities and supervisory institutions, and with foreign 
central banks. That work is not discussed in the present report. One of the roles of 
the Parliamentary Special Investigative Commission is to compile information on these 
topics and present an analysis of them. The Central Bank neither has the capacity nor 
the will to front-run that analysis. The Bank will probably need to revise its operational 
practices in these areas in view of experience and the Commission’s findings, as will 
other supervisory institutions. In addition, the Bank will soon review its precautionary 
rules, such as those pertaining to financial institutions’ liquidity and foreign exchange 
balance, in light of recent events. Various elements of payment intermediation and 
settlement will also be reviewed in the near future, with the aim of promoting financial 
stability more effectively. 



Because of the uncertainty still surrounding assets, capitalisation, and ownership 
of Icelandic financial undertakings, it is difficult to assess the main risks in Iceland’s fin-
ancial system at this time. However, those risks are clearly related to asset quality, on 
the one hand, and foreign exchange and indexation mismatches, on the other. For this 
reason, among others, it is important that financial institutions maintain capital ade-
quacy ratios well above the statutory minimum in the near future. At present, deposits 
form the backbone of the banks’ funding, as foreign investment in Iceland and access 
to global credit markets are limited. Lifting the capital controls entails a certain risk, 
partly because it involves liberalising capital flows while the ownership structure of 
the banks is still being clarified. It is also clear that restructuring and recapitalising 
the savings banks is in the offing, and this could also pose some risk. The risk that 
had accumulated in the Icelandic financial system prior to the crash has materialised, 
however, and it is unlikely such a situation will arise again in the near future. Broadly 
speaking, the risk in the system should abate over time, particularly if reforms of the 
regulation, supervision, and governance of the financial system are well and speedily 
implemented.



Governor











Presentation of material



In the Governor’s foreword to this report, the Central Bank of Iceland 
presents the points that it considers most important with respect to 
the Bank’s role in promoting an effective and secure financial system. 



The body of the present report is divided into three main 
chapters. The first focuses on the financial crisis in Iceland, beginn-
ing with an overview of the global backdrop and sequence of events 
leading up to the crash. A special section is devoted to payment int-
ermediation during a financial crisis.  



The second chapter describes the status and outlook for 
markets, households and businesses, and deposit money banks. The 
report is based on the information that is available; however, there is a 
shortage of reliable data, especially data on banks and savings banks, 
as their recapitalisation is not complete, although the process is well 
advanced. 



The final chapter discusses the restructuring and recovery of 
the financial system and the general economy. It examines how fin-
ancial restructuring efforts have been organised and what the Bank 
has already done in order to improve its methods and procedures in 
this area. It also looks ahead at macroeconomic policy and the imp-
rovements that the Bank believes should be implemented in regard to 
financial supervision and the general institutional framework.     



Summary



At the beginning of each numbered section is a short introduction 
summarising the main conclusions in that section. Boxes provide 
further insight into specific topics. 



The two tables that follow, like those appearing in previous 
Financial Stability reports, give an overview of the main risk and 
resilience factors in the current situation. The financial system is deal-
ing with a range of problems stemming primarily from the banks’ and 
savings banks’ poorer asset quality, their financing, and the overall 
economic situation. On the other hand, the long-term economic 
outlook is favourable. Moreover, the reduced scope of the banks’ and 
savings banks’ activities relative to the national economy, together 
with progress in institutional framework, supervision, and payment 
systems, should foster greater stability.  



Table 1 Main vulnerabilities 



  Risk Explanation



  Banks’ asset  The assessment of the commercial and savings banks’
 quality  assets is subject to considerable uncertainty. Assets 



are largely foreign-denominated and indexed, while 
liabilities are in Icelandic krónur and at variable interest 
rates. Write-offs could be larger than expected if the 
economic contraction is deeper than projected, or if the 
króna depreciates, with the ensuing financial difficulties 
for households and businesses and declines in asset 



Presentation and summary











8



F
I



N
A



N
C



I
A



L
 



S
T



Q
A



B
I



L
I



T
Y



2
0



0
9



PRESENTATION AND SUMMARY



prices. On the other hand, an excessively rapid currency 
appreciation will erode financial institutions’ equity. The 
Treasury has limited ability to support financial institu-
tions through long-term financial difficulties.



  Financing Deposits are the foundation of the banks’ funding. 
Transfers could ensue when the capital controls are 
lifted, when the financial strength and ownership of 
banks is clarified or new deposit insurance criteria are 
implemented. There is little foreign direct investment in 
Iceland, and access to foreign credit markets remains 
very limited. 



 



Table 2 Resilience



  Resilience Explanation



  Economic outlook The economic programme of the Government and the 
International Monetary Fund (IMF) has already stabil-
ised the currency. Fiscal restraint in line with long-term 
plans should cause a reduction in debt when the next 
growth phase begins. If the economic programme is 
implemented successfully, confidence in the Treasury 
and the currency will increase, ultimately providing 
domestic financial undertakings with access to foreign 
credit markets. 



  Relative size of  The balance sheets of the banks and savings banks are 
 domestic banks  smaller than they were before the crisis. The banks’ 



operations now centre on service to domestic house-
holds, firms and institutions, and the Government and 
the Central Bank will be better able to support financial 
institutions as a result.



  Institutional and   Over the next few years, efforts will be made to imp-
 supervisory  rove the EU/EEA regulatory framework. Corresponding 
 framework and  improvements will be implemented in Iceland. In all
 payment systems  likelihood, these will include more stringent financial 



supervision and increased collaboration between the 
Central Bank and the Financial Supervisory Authority. 
Payment systems have withstood the strain of the crisis.
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I. The financial crisis



The global financial crisis has a far-reaching and complex background. To some extent, it can be said 



that its roots lie in the imbalances that have characterised the global economy for a long while, engen-



dering extremely low interest rates and a worldwide glut of liquidity. These conditions contributed to 



rapid lending growth and leverage ratios increased rapidly. The low-interest environment prompted the 



search for higher returns. That search and the long-standing stability in the global economy pressed risk 



premia downwards. It is now evident that risk was underestimated and incorrectly priced. In another 



sense, the problem can be traced to innovations in the financial services sector and inadequate surveil-



lance of them. Transparency declined, due in part to complex financial instruments that shifted risk and 



complicated supervision. A number of flaws in the regulatory framework and in financial supervision 



have come to the surface, and credit rating agencies’ methods are debatable as well.1



1.1. International background



Rising asset prices



The surging growth experienced by many of the world’s nations from 
the mid-1990s onward gave rise to the belief that constant, burgeon-
ing growth was a permanent phenomenon. The period was charac-
terised by constant growth, low interest rates, and modest inflation. 
Lending rose by leaps and bounds, and because inflation was low in 
most economies, monetary restraint was very limited. Instead of fuel-
ling increases in goods and services prices, the abundance of liquidity 
pressed asset prices upwards. Asset bubbles formed in the real estate 
and equities markets, and as time passed, the imbalances spread to 
the commodities markets as well.



The search for higher returns



In this environment, investors sought out higher returns than could be 
had on the conventional bond markets, but in order to increase their 
returns, they had to take more risk. As a result, risk was priced low in a 
historical context – in other words, risk premia declined. New, complex 
financial products were developed as a means of improving returns 
and diversifying risk. Indebtedness rose. Instead of keeping loans on 
their own balance sheets, many financial institutions securitised them 
and sold them. This led to growing indebtedness throughout the finan-
cial system. Financial companies demonstrated strong profits, in part 
because they used the market value of financial instruments in their 
accounting. Their balance sheets grew, but their capital ratios remained 
relatively constant. This tended to foster the attitude that risk was on 
the decline and was better diversified than before. Because financial 
statements were based on the market value of financial instruments 
or, when market prices were not available, on prices based on models, 
financial companies became more vulnerable when economic condi-
tions deteriorated and the price of marketable securities fell.  



1. Sources: The High-Level Group on Financial Supervision in the EU, The de Larosière 
Group, February 2009. The Turner Review, A regulatory response to the global banking 
crisis, March 2009 and Már Guðmundsson, „Hin alþjóðlega fjármálakreppa. Rætur og 
viðbrögð“, Skírnir, 183. ár vor 2009.
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Risk underestimated



By now it has become obvious that risk was underestimated by both 
financial undertakings and financial supervisors. Their ability to man-
age risk was overestimated and the need for capital underestimated. 
Statistical models gave a skewed view of risk, especially the risk of 
system-wide shocks and tail risk. Consequently, stress tests were too 
lenient. For example, it was never assumed that interbank markets 
might seize up. The extent of credit risk was underestimated, and 
it was unclear where that risk lay. Securitisation diversified risk and 
severed the link between lender and borrower. A lender intending to 
sell its loan portfolio did not have the same incentive to set stringent 
lending requirements as it would otherwise. These factors resulted 
in a slackening of lending terms and standards, but the more lenient 
lending standards seemed to carry no price tag because asset prices 
continued rising. Securitisation obscured the placement of credit risk, 
and the resulting uncertainty fuelled doubt that ultimately spiralled 
into thorough distrust among market participants.  



Credit rating agencies underestimated the risk of default on 
financial instruments backed with sub-prime loans. Their methods 
of assessment were flawed in that their default models were based 
on insufficient historical data. As a result, the link between default 
and severe economic downturns was underestimated, which in turn 
prompted the agencies to give excessively high ratings2. Credit rating 
agencies have also been criticised for not having paid sufficient atten-
tion to financial companies’ relaxation of lending standards. 



The role of management, governments, and financial supervisors



A number of things suggest that financial undertakings’ boards of 
directors and senior management did not fully understand the prop-
erties of the complex new financial products and were insufficiently 
aware of the risk accompanying financial operations. Shareholders and 
boards of directors imposed too little restraint on financial companies’ 
management. Remuneration and incentive programmes encouraged 
risk-taking, with short-term profit as a lodestar. Managers were under 
acute pressure to promote share price rises and pay out dividends. Too 
much faith was placed in the financial companies’ ability to manage risk 
themselves and on the credit ratings issued by the agencies. Supervision 
was too focused on an assessment of the risk attached to individual 
financial companies rather than the financial system as a whole. The 
performance of various economic sectors and the financial markets was 
not scrutinised closely enough.



The financial crisis quickly revealed that financial supervisors 
around the world were poorly prepared to deal with a crisis of glo-
bal proportion. There were difficulties in sharing information and in 
joint decision-making involving central banks, financial supervisors, 
and government ministries. A number of parties had pointed out the 
imbalances and the risk of a chain reaction, but governmental authori-



2. The Icelandic banks themselves invested very little in structured securities. On the other 
hand, bonds issued by them were frequently used as ”ingredients” in the securitised 
structures because of their strong credit ratings relative to yield. Demand for the banks’ 
bonds solved their funding problems for a time in 2006 but then evaporated entirely.
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ties and financial supervisors had trouble coming to a joint conclu-
sion on the measures to be taken. Financial supervision, both within 
individual countries and across borders, was subject to limitations. 
Supervisory bodies either lacked the proper data, did not request 
them, or received them too late. 



It is generally considered that supervisory bodies lacked a suf-
ficient understanding of the risk that existed, underestimated it, and 
therefore did not keep other countries’ financial supervisors adequately 
informed. There is a strong tendency for individual countries to shield 
their own financial systems. In most countries, budgetary allocations 
for financial supervision were quite limited; therefore, supervisors 
were unable to hire qualified personnel with appropriate experience, 
especially in countries whose financial systems grew very rapidly. 



Because supervision was focused too closely on individual finan-
cial undertakings rather than on the system as a whole, the risk of a 
domino effect was underestimated. Competition between financial 
centres also discouraged supervisory bodies from collaborating to 
address issues needing resolution. The contingency management 
framework in the EEA proved unsatisfactory. When larger financial 
firms with cross-border operations were involved, financial supervisors’ 
responses were weak, and collaboration between national supervisory 
bodies and the relevant governmental authorities was inadequate.   



Distrust spreads



During the summer of 2007, defaults on sub-prime mortgage loans 
in the United States caused unrest in the credit markets (see Chart 
1.1). Uncertainty about the scope of the problem undermined inves-
tors’ confidence. The risk related to sub-prime mortgages spread 
to financial undertakings all over the world through the derivatives 
market, leading to a lack of transparency. In 2008, defaults and debt 
write-off escalated. A lack of transparency, falling credit ratings, and 
the US government’s decision not to rescue investment bank Lehman 
Brothers in the autumn of 2008 catalysed the continued spread of 
distrust. Interbank markets virtually closed, and a number of banks 
that were considered vulnerable found themselves battling liquidity 
flight but others accumulated liquid assets in order to protect their 
own position. In many instances, they were forced to seek assistance 
from their governments and central banks. 



Gradual recovery 



The strain on the global financial system peaked during the period 
from September 2008 to March 2009, which featured acute risk aver-
sion and plunging equity prices, unusually high risk premia in many 
markets, and what amounted to frozen wholesale funding markets. 
During that period, governments around the world responded with 
measures to support their own financial systems. Broad deposit guar-
antees were promised, and central banks further expanded liquidity 
supplies and even purchased financial undertakings’ asset portfolios 
or guaranteed them. 



In Q2/2009, the first signs of recovery could be seen, and since 
that time confidence has begun to take hold again. The price of equity 



Chart 1.1



Development of the financial crisis
Difference between 3-month money market interest rates 
and expected policy rates and CDS spreads in major US banks



i) Aug 9, 2009: 3 BNP Paribas funds frozen. ii) Dec 12, 2007: co-ordinated 
central banks liquidity measures. iii) Mar 16, 2008: Bear Stearns rescue. iv) 
May 2, 2008: co-ordinated liquidity measures. v) Sep 15, 2008: Lehman 
Brothers collapse. vi) Early Oct 2008: co-ordinated central bank measures 
and broad-based government policy action. 
1. Average 5-yr CDS spreads at Bank of America, Citigroup, JPMorgan 
Chase, Merrill Lynch. 
Source: Bloomberg.
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securities has risen in major countries, risk premia on lending rates 
have declined, and the interbank markets are reawakening after lying 
dormant. Financial undertakings have begun to earn a profit once 
again, and there is little demand at present for further assistance from 
governments and central banks. 



It is too early, however, to say that the danger is past. Financial 
companies’ loan write-offs always appear after a time lag, and it 
is certain that their loan losses have yet to increase. Furthermore, 
governments will soon face the intricate problem of unwinding emer-
gency support measures. The timing of modifications to the deposit 
insurance scheme must be carefully considered, and amendments that 
tighten the financial regulatory framework must not be more onerous 
than is necessary to achieve the set objective.



Box 1.1



Regulatory responses 
to the financial crisis



The following is an overview of the most important regulatory 
responses to the financial crisis. 



Turner review1



The Turner review takes an in-depth look at the causes of the finan-
cial crisis as well as recommends 28 actions – covering e.g. deposit 
insurance, capital adequacy and liquidity – required to create a sta-
ble and effective banking system. The review focuses on long-term 
solutions rather than the short-term challenges.



High level group on financial supervision - de Larosière report2



The report to the European Commission calls for an overhaul of 
Europe’s financial regulation system. One of the main recommenda-
tions is the creation of the European Systemic Risk Board (ESRB).



Financial Stability Forum report3



The report Enhancing Market and Institutional Resilience includes 
recommendations in five areas: strengthened prudential oversight 
of capital, liquidity and risk management; enhancing transpar-
ency and valuation; changes in the role and uses of credit ratings; 
strengthening the authorities’ responsiveness to risks; and robust 
arrangements for dealing with stress in the financial system.



G20 report4



The G20’s report includes 25 recommendations - covering e.g. pro-
cyclicality and compensation schemes – to support the vital role of 
the financial system in promoting economic growth while, at the 
same time, reducing the likelihood of a similar crisis in the future and 
mitigating the consequences of future periods of financial stress.



BIS - Comprehensive response to the global banking crisis5 
BIS is reviewing a comprehensive set of measures, including the 
introduction of a macroprudential overlay which includes a counter-
cyclical capital buffer, as well as practical steps to address the risks 
arising from systemic, interconnected banks.



1. http://www.fsa.gov.uk/pubs/other/turner_review.pdf.



2. http://ec.europa.eu/commission_barroso/president/pdf/statement_20090225_en.pdf.



3. http://www.financialstabilityboard.org/publications/r_0804.pdf.



4. http://www.g20.org/Documents/g20_wg1_010409.pdf.



5. http://www.bis.org/press/p090907.htm.
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Rapid growth left the banks vulnerable to a changed financial 



climate



Developments in the Icelandic financial market were shaped very 
strongly by developments and conditions on the foreign markets. The 
Icelandic banks took advantage of ready access to foreign credit at 
low interest rates to expand their balance sheets many times over in 
the few years following completion of their privatisation in 2003. They 
established branches overseas and acquired other financial companies. 
Because Iceland is a member of the EEA, an Icelandic operating licence 
authorised the licensed undertaking to operate branches in other EEA 
and EU member states. According to the EEA Agreement, Iceland was 
obliged as well to incorporate the European Union’s legal and regula-
tory financial market framework into national law. Countries outside 
the EEA and EU have also implemented similar regulatory instruments, 
however. 



The largest commercial banks were assigned credit ratings by 
international rating agencies, which gave them high credit ratings that 



1. See also the Bank’s previous Financial Stability reports. Also worth noting is the February 
6, 2009, address by former Central Bank of Iceland Governor Ingimundur Fridriksson, 
which can be found on the Bank’s website: www.sedlabanki.is. 



When the fantastical growth of the Icelandic banks ended with their collapse in the autumn of 2008, 



the assets held by three large commercial banks were about ten times the nation’s gross domestic prod-



uct and constituted about 88% of the assets of the entire banking system. The banks had branches and 



subsidiaries in a number of countries. This section does not present an exhaustive analysis of the run-up 



to and reasons for the collapse. The causes are numberous and complex. To an extent, the banks were 



participants in a global sequence of events that were shaped by extraordinary circumstances in the 



world economy. Interest rates were unusually low and risk premia virtually non-existent. Short-sighted 



incentive programmes encouraged risk appetite in many organisations. Conventional banking operations 



yielded in favour of investment banking, which was more profitable yet riskier. The prevailing ideology 



was to trust in large part in financial undertakings’ own supervision and monitoring. In addition, cross-



border financial supervision was limited, even though banks’ operating licences permitted them to open 



branches in numerous countries. Trust was placed in the financial supervisory authorities in the home 



country and in the central bank as the lender of last resort for its institutions. 



Although developments in the Icelandic financial system shared a number of the features of the 



global climate, growth and risk-taking behaviour in Iceland was more exaggerated than in most other 



countries, with the result that Icelandic financial companies became more vulnerable to upheaval in the 



global markets than many of their competitors abroad. The Icelandic banks had recently been privatised. 



Led by their new owners, they embarked on a phase of vigorous expansion, as is often the case with 



newly privatised banks. The ownership structure quickly became relatively concentrated. The growth in 



the banks’ balance sheets, both domestically and abroad, was linked to some extent to the large-scale 



foreign investment undertaken by Icelandic investors, some of them companies with close ties to the 



owners of the banks. Surging domestic demand also fuelled the banks’ growth in the domestic market, 



and their own actions contributed to overexpansion and asset bubbles. The imbalances in the Icelandic 



economy, which emerged in an enormous current account deficit and soaring asset prices, undermined 



confidence in the banks and weakened the asset side of their balance sheets. This section gives an over-



view of the main events related to the fall of the banks.1  



1.2. Collapse of the Icelandic banking system



Chart 1.2



Total assets of the three largest banks/GDP
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Source: Central Bank of Iceland.
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greatly facilitated their access to the global bond markets.2 The banks 
funded their activities to a large degree with short-term market fund-
ing, thus accumulating a significant refinancing need. The rapid growth 
of the Icelandic financial system made it more sensitive to changes in 
the global environment. The swift pace of the system’s growth gave 
rise to doubts about loan quality, especially because it was thought 
likely that a considerable portion of that growth was attributable to 
equity purchase loans granted to related parties, often through hold-
ing companies. In latter years, loans to holding companies represented 
about one-third of the banks’ loans to firms in Iceland.  



Increased emphasis on deposits 



The rapid growth of Iceland’s banks gave rise to a sense of unease, 
and in late 2005 and early 2006, the voices of scepticism grew louder. 
Negative coverage of the banks appeared in international media and 
CDS spreads skyrocketed. For a time afterwards, the European bond 
markets were closed almost entirely to the Icelandic banks. Among 
other points, the criticism focused on the banks’ rapid growth and 
risk appetite, their funding, and their complex and opaque network 
of ownership ties. The banks were considered too heavily dependent 
on short-term market funding, which created refinancing risk. The 
share of deposits among their liabilities was considered too small. The 
banks responded to these admonitions in a number of ways, includ-
ing enhancing information disclosure internationally, making some 
attempt to reduce cross-ownership ties, and improving their liquidity 
and capital position. They sought funding in new markets, particularly 
the US market, and began accumulating deposits in foreign markets, 
partly through online savings accounts. 



In 2007, a liquidity crisis developed on foreign markets after 
serious flaws in the US mortgage lending market surfaced, with 
repercussions felt all over the globe. Confidence in the financial 
markets evaporated quickly, and the difficulties intensified through-
out 2008. Bond market funding became ever scarcer, and it proved 
difficult to sell assets. Central banks, including the Central Bank of 
Iceland, became providers of liquidity in greater measure than before. 
Central bank liquidity facilities increased markedly, and many central 
banks relaxed their collateral requirements. News of bank failures and 
response measures taken by governments and central banks began 
to appear in the foreign press. The scope of such official measures 
expanded quickly, and the problems spread as the year progressed. 
In other countries, the Icelandic banks were often grouped together 
in a single category, and the term “Icelandic risk” began to be heard. 
As is the case with other banks, the Icelandic banks’ liquidity risk was 
in some respects related to the possibility of massive withdrawals of 
deposit balances. The perception of “Icelandic risk” meant that a risk 



Chart 1.3



Composition of funding 2006-20081



1. Largest commercial banks' consolidated accounts.
Sources: Commercial banks' annual reports, Central Bank calculations.
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2. For a while in 2007, the banks were assigned a credit rating of AAA by Moody’s Investor 
Service, the highest given by the agency. The agencies based the banks’ strong credit rat-
ings on the grounds that they were systemically important and that the Government was 
likely to back them. This was discussed in Financial Stability 2007, where it was emphas-
ised that neither the Treasury nor the Central Bank had ever granted such a guarantee or 
made any declarations to that effect. See Financial Stability 2007, p. 46.
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to one of the banks,  was a risk to all of them; for example, negative 
news about any one of the banks might trigger a run on the others. 



In September 2008, the US investment bank Lehman Brothers 
collapsed. Even though the Icelandic banks did not incur large direct 
losses as a result, Lehman’s demise had a profound indirect impact. 
The fall of Lehman showed that large financial firms could fail with-
out the government’s taking any action to rescue them. Lack of trust 
escalated in the financial system and on the markets. Global markets 
all but froze, liquidity dried up, interbank markets ceased to func-
tion properly, and assets became difficult to sell. The currency swap 
markets, which are used to convert liquid assets from one currency 
to another, became largely non-functional. Central banks’ liquidity 
facilities, already sizeable, increased substantially. The balance sheets 
of many of the world’s leading central banks mushroomed in size, and 
central banks around the world concluded extremely large currency 
swap agreements in a bid to counteract the paralysed swap markets. 
Around the world, banks – including very large ones – teetered on 
the brink of collapse, and numerous smaller banks failed thereafter, 
including over 100 banks in the United States. Foreign bond markets 
had been closed to the Icelandic banks for some time, and it was virtu-
ally impossible to sell assets under the circumstances. 



The October maturity date of the Glitnir bond was a known 
quantity. The Central Bank kept close watch on the bank’s attempts 
to fund the payment, its progress was slow. In September, Glitnir 
informed the Central Bank that it was optimistic about the sale of 
assets that would cover the bond payment. Contractual agreements 
were nearly finalised. However, in the tempest that followed the 
failure of Lehman Brothers, circumstances changed suddenly and 
dramatically for the worse. The prospective buyer backed out, and it 
was obvious that the sale would not materialise. Simply put, it was no 
longer possible to sell assets or to refinance in any other way.



Outsized banking system 



By the end of September 2008, Glitnir’s senior management had lost 
all hope of selling assets to cover the October bond payment. On top 
of that, a foreign bank had unexpectedly refused to roll over another 
loan. Glitnir then requested a loan of 600 million euros from the 
Central Bank. Such a loan would have to be taken from the Central 
Bank’s foreign exchange reserves, and it amounted to nearly 23% of 
the Bank’s reserves at that time.3 



On September 29, 2008, the Government announced an agree-
ment with the owners of Glitnir, following consultation with the 
Central Bank and the Financial Supervisory Authority (FME), accord-
ing to which the Treasury would contribute new capital to the bank. 
Under the agreement, the Treasury’s share capital contribution was to 
equal 600 million euros, and the State would thereby acquire a 75% 
stake in Glitnir. This was to be affirmed in a shareholders’ meeting 
scheduled for October 11, but due to developments over the inter-
vening days, that meeting was never held. 



Chart 1.4



Debt distribution - three largest commercial 
banks, bond maturities
Bank groups



Source: Bloomberg.
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Chart 1.5



5 year senior CDS spreads - Icelandic banks 
and sovereign 
June 1 2007 - October 1 2008



Source: Bloomberg.
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3.  Currency swap agreements and credit lines not included in Foreign exchange reserves.
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Rating agencies downgraded the ratings for both the banks 
and the Republic of Iceland.4 All of the banks had a large proportion 
of their operations overseas. As a result, conditions abroad strongly 
affected their position. Governmental authorities in most of Iceland’s 
neighbouring countries were faced with severe problems at home. 
Banks in many places were on the verge of failing. Officials in other 
countries issued statements pledging higher deposit insurance or even 
declaring blanket guarantees of all deposits and other obligations,5  



and measures to rescue banks in distress were announced. Customers 
began withdrawing money from their Icelandic deposit accounts 
abroad, seriously jeopardising the banks’ position.  



In addition to margin calls stemming from credit rating down-
grades and acceleration of loans due to violations of covenants, the 
banks were faced with increased claims from foreign central banks 
and financial supervisors. They were given a few days to remit large 
sums of money as collateral against illiquidity in foreign branches and 
subsidaries. The European Central Bank issued a margin call against 
two Icelandic banks,6 and the British Financial Services Authority 
dramatically increased the liquidity requirements for Kaupthing’s UK 
subsidiary. 



On October 6, the Central Bank granted a four-day loan in the 
amount of 500 million euros to Kaupthing, against general collateral 
in the Danish bank FIH. Two days later, on October 8, the UK authori-
ties closed Kaupthing’s British subsidiary, Singer & Friedlander Ltd., 
and subjected it to insolvency proceedings. 



Collapse of the bulk of the Icelandic banking system



The Icelandic banking system was too large for the authorities to be 
able to issue declarations of the type given in many other countries in 
an attempt to ensure continued banking operations. Furthermore, the 
rating agencies made it clear that a Government guarantee or further 
support for the banks would result in a downgrade of the sovereign 
credit rating, and thus of all the banks’ ratings as well. That, in turn, 
would trigger further margin calls and acceleration of loans. 



The Central Bank met with the FME and exchanged informa-
tion at meetings of the consultative committee of the Government, 
Central Bank and FME. Discussions were held with the Nordic central 
banks, the European Central Bank, and the Bank of England. A mis-
sion from the International Monetary Fund came to Iceland, and 
foreign consultants were engaged. Task forces sought solutions to the 
problems looming on the horizon.



Distrust of the banking system escalated during the first days 
in October, and both firms and individuals feared for their deposits. 
Some depositors moved balances between banking institutions, and 
withdrawals of cash increased substantially. The volume of banknotes 



4. That same day, Standard & Poor’s announced its downgrade of Glitnir, the Republic of 
Iceland, and the Housing Financing Fund. Moody’s announced a downgrade of Glitnir the 
next day, and on September 30, Fitch announced a downgrade of the Republic and Glitnir, 
Kaupthing, Landsbanki, and Straumur-Burdarás.



5. On September 30, 2008, the Irish government announced that it would guarantee all 
deposits and all bonds issued by six Irish banks for a period of two years. 



6. The banks had all taken collateral loans from the European Central Bank through their 
subsidiaries. 
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in circulation more than doubled, and the Central Bank was forced 
to use reserve supplies of banknotes that had been withdrawn from 
general circulation. Cash outflows subsided somewhat after October 
6, when the Government announced that all deposits in Iceland were 
guaranteed in full. Outflows increased again on October 7-9 but 
stopped a few days later. 



On October 6, 2008, the Parliament of Iceland passed Act 
no. 125/2008, the so-called Emergency Act,7 which authorised the 
Financial Supervisory Authority to take control of financial undertak-
ings and assume control of shareholders’ meetings under extraor-
dinary financial and/or operational difficulties. On the basis of the 
Emergency Act, the Financial Supervisory Authority intervened in the 
operations of Landsbanki and Glitnir on October 7, and of Kaupthing 
two days later. Emphasis was placed on continued functioning of 
domestic banking operations. Three new State-owned banks were 
established, and these banks took over the domestic activities of the 
three old banks: Landsbanki, Kaupthing, and Glitnir. Resolution com-
mittees were appointed for the old banks and assumed the duties 
of the boards of directors of the banks that were placed in morato-
rium.8



Domestic payment intermediation was not interrupted by these 
measures. Cross-border payment intermediation was transferred to 
the Central Bank, and with the assistance of staff members from 
the three banks, it continued to function, although slower and less 
smoothly than before. The Central Bank guaranteed payments to 
card companies for payment card transactions. It communicated with 
foreign banks when problems arose and contacted other central banks 
when foreign banks refused to transfer payments to Iceland. On 
October 8, the British authorities announced its intention to invoke 
the Anti-Terrorism, Crime and Security Act against Landsbanki. Their 
original statement also mentioned the Icelandic Government, the 
Central Bank, and the FME. Many of the problems related to cross-
border payment intermediation stemmed from these actions by the 
UK authorities. These topics are discussed further in Section 1.3. 



Smaller financial undertakings



In spite of the fact that payment intermediation was not inter-
rupted with the collapse of nearly 90% of the banking system, the 
consequences were inevitably severe. In September 2008, the three 
commercial banks accounted for 75% of the ICEX-15 index on the 
Icelandic stock exchange, and bonds issued by them represented 
about a quarter of the bond market. Pension funds, equity funds, and 
investment funds sustained a terrific shock with the fall of the banks. 
Other banks and savings banks were also affected, both directly and 
indirectly. Their holdings in the equity and debt securities issued by 
the banks were largely wiped out. Moreover, many of the banks’ 
customers, both individuals and companies, suffered heavy blows that 



7. See Box 1.2.



8. Winding-up committees have now begun working in the old banks, and the period for filing 
claims against the banks’ estates will end later this year. The deadlines for filing claims are 
October 30 in the case of Landsbanki; November 29 for Glitnir and December 30 in the 
case of Kaupthing.
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On October 6, 2008, the Parliament of Iceland passed the Act on 
Authorisation for Treasury Disbursements due to Unusual Financial 
Market Circumstances etc., no. 125/2008, commonly referred to as 
the Emergency Act. As the title of the Act indicates, it was passed 
in response to the extreme circumstances that had developed in 
the Icelandic financial market. The Act granted the Government 
important, sweeping, and unprecedented powers to intervene in the 
operations of financial undertakings. This short article explains the 
most salient of the measures incorporated in the Emergency Act. 



The main provisions of the Act
The passage of Act no. 125/2008 granted the Financial Supervisory 
Authority (FME) broad-based and unprecedented authorisation to 
intervene in various ways in the operations of financial undertakings. 
This authorisation was necessary so that the FME could respond to 
the emergency situation reigning in the Icelandic financial market at 
the beginning of October 2008. 



According to Article 1, Paragraph 1 of the Emergency Act, 
under special and very unusual circumstances in the financial mar-
kets, the Minister of Finance, on behalf of the Treasury, is authorised 
to provide capital to establish a new financial undertaking or to take 
over an existing financial undertaking or its estate, either wholly or 
in part. In the sense of the Act, the term “special and very unusual 
circumstances in the financial markets” refers to particular financial 
and/or operational difficulties experienced by a financial undertak-
ing, including the probability that it will not be able to abide by 
its commitments vis-à-vis its customers or creditors, the likelihood 
that the premises for revocation of its operating license exist, or the 
likelihood that the undertaking cannot meet the minimum require-
ments for own funds, and the measures adopted by the Financial 
Supervisory Authority are not likely to limit the damage or risk of 
damage to the financial markets. 



Under the extraordinary circumstances specified above, the 
Minister of Finance, on behalf of the Treasury, is authorised to inject 
capital to a savings bank in an amount up to 20% of the book 
value of the savings bank’s own funds, according to the savings 
bank’s ratified annual accounts as of December 31, 2007.1 Thus 
the Treasury is authorised by law to strengthen the capital ratio of 
savings banks that fall below the statutory minimum, which is set at 
8% of the savings bank’s capital base according to Article 84 of the 
Act on Financial Undertakings, no. 161/2002. 



The Financial Supervisory Authority may call a meeting of 
shareholders or guarantee capital owners. A representative of the 
FME shall preside over such meetings, with the right to speak and 
present proposals; cf. Article 5, Paragraph 1 of the Act. The FME 
is authorised to do this irrespective of the provisions of the Act on 
Public Limited Companies, no. 2/1995, and the undertaking’s Articles 
of Association concerning the minimum advance notice for calling 
meetings. 



Article 5, Paragraph 3 of the Act states that, under extremely 
pressing circumstances, the FME may also take control of a meeting 
of shareholders or guarantee capital owners for the purpose of tak-
ing decisions on necessary measures, including limiting the decision-
making power of the board of directors; dismissing the board in 
whole or in part; taking over the assets, rights, and obligations of 
the financial undertaking, in whole or in part; or disposing of such 
an undertaking in whole or in part, including merging it with another 
undertaking.. When it dismisses the board of a financial undertak-
ing, the Financial Supervisory Authority may appoint a five-member 
resolution committee that will have the same authority as the board 



Box 1.2



The Emergency Act



1. Cf. Item 1 of the Rules on Capital Contributions to Savings Banks pursuant to Article 
2 of the Act on Authorisation for Treasury Disbursements due tu Unusual Financial 
Market Circumstances, etc., no 125/2008, issued on December 18, 2008.
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of directors pursuant to the Act on Public Limited Companies, no. 
2/1995; cf. Article 5, Paragraph 4 of Act no. 125/2008. 



The Financial Supervisory Authority utilised the powers in 
Article 5, Paragraphs 3 and 4, when, on October 7-9, 2008, it took 
control of the shareholders’ meetings of the three large commercial 
banks – Landsbanki íslands hf., Glitnir Bank hf., and Kaupthing Bank 
hf. – dismissed their boards of directors, and appointed resolution 
committees that assumed all of the authorisations of the boards, 
as is provided for in the Act on Public Limited Companies. The 
FME utilised these powers again the following spring, when it took 
over the operations of three other financial institutions – Straumur-
Burdarás Investment Bank hf. on March 9, 2009, SPRON hf. on 
March 21, 2009, and Sparisjóðabanki Íslands on March 27, 2009 
– and dismissed all three institutions’ boards of directors. 



Article 5, Paragraph 4 of the Emergency Act authorises the 
FME to restrict or prohibit the disposal of a financial undertaking’s 
capital and assets. In such an instance, the FME is authorised to take 
custody of those assets that are to satisfy the financial undertaking’s 
obligations and have their value assessed, and to dispose them as 
necessary for payment of accrued claims. The FME is also authorised 
to cancel asset sales that took place up to one month before it took 
special action. 



Article 6 of Act no. 125/2008 states that, in dividing the estate 
of a financial undertaking, claims for deposit balances, pursuant to the 
Act on Deposit Guarantees and an Investor Compensation Scheme, 
no. 98/1999, shall have priority as provided for in Article 112, 
Paragraph 1 of the Act on Bankruptcy, etc., no. 21/1991. Because 
the Act on Deposit Guarantees and an Investor Compensation 
Scheme, no. 98/1999, was amended, and Article 10, Paragraph 3 
was added to it, Article 9 of Act no. 125/2008 states that the claim 
of the Depositors’ and Investors’ Guarantee Fund shall have priority 
as provided for in Article 112, Paragraph 1 of the Act on Bankruptcy, 
etc., in bankruptcy proceedings; otherwise, it is enforceable by execu-
tion without prior adjudication or settlement. The amendment means 
that deposits held in financial undertakings, which were previously 
assigned the same priority as other unsecured claims, now enjoy 
higher priority. Article 112 of the Act on Bankruptcy, etc., contains 
an eight-item list of claims that are to take priority during bankruptcy 
proceedings. Deposits held in financial institutions are among the 
claims on that list.



have eroded the banks’ loan portfolios. Financial institutions varied 
in their ability to absorb the shock. One of the determining factors 
was their lending policy; i.e., whether they had loaned large sums for 
equity purchases and accepted equities as collateral, loaned money 
against insufficient collateral, or extended foreign-currency loans. The 
impact of this is explored more fully in Section 2, “Current situation 
and outlook”.



Straumur-Burdarás Investment Bank had been struggling with 
liquidity problems for some time when, on March 9, the FME took 
over the bank and assumed control of its shareholders’ meeting based 
on the authority in the Emergency Act. The FME had received a notice 
from Straumur, stating that it would apply for a moratorium on pay-
ment that day. It was also a commercial bank and had a considerable 
amount of deposits. These were transferred to Íslandsbanki, which 
received a debt instrument secured by Straumur assets. 



Sparisjóðabankinn (SPB; previously known as Icebank) suffered 
perhaps the most severe effects of the banks’ collapse. The bank held 
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9. The High-Level Group on Financial Supervision in the EU, The de Larosière Group, 
February 2009. The Turner Review, A regulatory response to the global banking crisis, 
March 2009.



a large portofolio of the three banks’ bonds wich it had pledged as 
collateral against loans from the Central Bank. SPB provided payment 
intermediation and finance management services, to the savings 
banks. 



SPB, SPRON, and SPM Savings Bank had been in discussions 
with their creditors concerning financial restructuring. The FME had 
granted all of these firms repeated extensions of time to restore their 
capital position, which was negative and therefore far below the 
statutory minimum.  



On March 21, the FME took control of SPB and SPRON. 
Discussions with creditors had proven fruitless and, because of the 
two banks’ liquidity position and the fact that they had been unable 
to correct their capital position through negotiation, it was clear that 
their position was a threat to the financial system as a whole. SPRON 
deposits were transferred to New Kaupthing, and SPRON customers 
had access to them there. Byr took over payment intermediation tasks 
for the savings banks previously served by SPB. 



SPM Savings Bank had also been engaged in negotiations with 
creditors. The result of those discussions was that New Kaupthing, the 
bank’s largest creditor, purchased all of its assets and paid for them 
with a debt instrument and a new share issue. At that time, New 
Kaupthing acquired all guarantee capital in the savings bank. 



The Emergency Act authorised the Government to contribute 
capital to savings banks in an amount ranging up to 20% of their 
own funds. In rules issued on December 18, 2008, on the basis of the 
Act, it is specified that the capital contribution shall be based on own 
funds as of year-end 2007. The rules also specify other preconditions 
for such capital injections. Savings banks must apply for such a capital 
contribution, and the applications are to be reviewed in light of these 
conditions and other factors. Eight applications were filed, but by the 
end of September 2009, no savings banks had received a capital injec-
tion from the Government. 



The financial system and its framework



Iceland’s banking system is utterly changed. It is still evolving, and 
most currently operating financial companies are undergoing restruc-
turing. Section 2.3 discusses the main risk factors and the conditions 
the banks and savings banks must face. 



Work on amending the legal and regulatory framework for 
financial undertakings and financial supervisors is underway in many 
countries, as it is in Iceland. The financial crisis that has rocked the 
world has unearthed shortcomings in the European regulatory frame-
work. This has been discussed in a variety of international reports.
Among the points that require particular consideration are deposit 
insurance schemes and cross-border banking supervision.9 In March 
2009, a report by Kaarlo Jännäri on the run-up to the Icelandic finan-
cial crisis and the operations of supervisory and governmental entities 
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The Central Bank of Iceland’s reports on financial stability are 
intended as a contribution to informed discussion and for use in risk 
analyses. They are also intended as a tool to promote systematic 
contingency work in the Central Bank and to explain how the Bank 
carries out its tasks in this field. The Central Bank began to conduct 
regular analyses of financial stability in February 2000, when it 
published its first summary of the strengths and weaknesses of the 
financial system in its Monetary Bulletin. In 2005 the Bank began 
issuing a separate Financial Stability report. 



Financial Stability 2008
At the beginning of May 2008, the Central Bank published its 
Financial Stability report, which included a detailed analysis of the 
status and outlook for the financial system. Three main sections 
constituted the bulk of the report. These were supplemented by sev-
eral boxes. The first section, which focused on the macroeconomic 
environment and financial markets, contained an assessment of 
the possible developments in domestic and global economic affairs 
over the next several years and the effects of those developments 
on the earnings and balance sheets of households, businesses, and 
the financial system as a whole. Also included were discussions 
of changes in the global financial markets, the liquidity crisis, and 
increased risk aversion. These were followed by a section on finan-
cial companies, with particular emphasis on Iceland’s three largest 
commercial banks. That section included an analysis of the banks’ 
and savings banks’ financial statements and a discussion of the 
chief risks and strengths in their operations and overall position. The 
third main section centred on recent measures aimed at enhancing 
the security and effectiveness of payment and settlement systems. 
Financial Stability 2008 also contained four appendices providing 
a more in-depth discussion of Icelandic banks’ credit default swap 
spreads, liquidity management, loan portfolio quality among the 
largest commercial banks, and dollarisation of accounting. 



A test of the banks’ resilience 
Financial Stability 2008 pointed out vulnerabilities but also identified 
elements that tended to strengthen the system. The Central Bank’s 
analysis, which bore the title, “Current conditions test the banks’ 
resilience,” stated that the system was considered broadly sound but 
that contingency measures were needed. The chief risk factors were 
a vulnerable foreign exchange market and limited access to capital, 
which represented a short-term risk. For the longer term, vulner-
abilities centred rather on the effects of higher cost of capital and 
the risk of erosion of asset quality. Financial Stability 2008 reported 
that the banks’ capital ratios were satisfactory, their performance 
strong from broad-based operations, and their assets diversified. 



Box 1.3



Financial stability 
report 2008



was published.10 The chief findings and recommendations made by 
Jännäri in that report are summarised in Box 3.1.



The Parliamentary Special Investigative Commission was estab-
lished by statute at the end of 2008. Its mandate is to investigate the 
background and causes of the collapse of Iceland’s banks and related 
events. The Commission’s aim is to gain an overview that includes the 
presence or absence human error or neglect in relation to supervision 
and compliance with regulatory instruments. A report containing the 
Commission’s findings is scheduled for publication in February 2010. 



10. Kaarlo Jännäri, the former director of the Finnish Financial Supervisory Authority, wrote 
a report on the regulatory and institutional framework in Iceland. The report was pub-
lished in March. See Box 3.1 and http://www.island.is/media/frettir/KaarloJannari%20
_2009_%20Final.pdf.
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Domestic payment intermediation
Domestic payment intermediation during the crisis



Domestic payment intermediation withstood the strain of the financial 
crisis. There have been no measurable disruptions in domestic payment 
intermediation since the beginning of October 2008. The payment sys-



1.3. Payment intermediation during the financial crisis 



Payment intermediation is one of the fundamental premises for the functioning of modern society. All 



individuals and companies make use of payment intermediation. Iceland’s payment infrastructure is highly 



centralised and linked in various ways to the activities of the Icelandic Banks’ Data Centre (RB). The 



proportion of electronic payment intermediation is high in Iceland, and domestic payment intermediation 



is efficient and economical. Central Bank payment intermediation measures reflect the Bank’s role and 



responsibilities, which are to promote safe and efficient system operation with the aim of enhancing 



and reinforcing financial stability. Three systemically important payment and settlement systems are in 



operation in Iceland: the Central Bank of Iceland’s real-time gross settlement (RTGS) system, the netting 



system operated by Fjölgreiðslumidlun hf. (FGM), and the securities settlement system operated by the 



Icelandic Securities Depository (ISD).1 



The Central Bank of Iceland formulated clear objectives for domestic payment intermediation dur-



ing the financial crisis: to ensure smooth functionality of online banking and payment cards, and to meet 



increased demand for banknotes and coin. Those objectives were achieved. No substantial problems 



surfaced in relation to domestic payment intermediation, and payment systems functioned normally in 



spite of the difficulties looming on the horizon. If any of these three elements had failed, it could have 



caused grave difficulties, leading ultimately to a run on the banks and a state of chaos. Cross-border 



payment intermediation was more vulnerable to the effects of the crisis, however, because by its very 



nature it depends to a large degree on collaboration between domestic and foreign financial institutions, 



without the involvement of the Central Bank of Iceland. Nonetheless, through a co-operative effort with 



the commercial banks and payment card companies, the Bank was able to solve the vast majority of the 



problems that arose. 



1. A more detailed description and discussion if individual payment systems can be found in 
the Bank’s Financial Stability reports from 2005-2008, which are available on the Central 
Bank of Iceland website. 



Their liquidity was deemed satisfactory, but that it would be put 
to the test in 2008. And the result of that test was that the banks’ 
resilience proved insufficient. The report included a detailed analysis 
of the quality of the banks’ loan portfolios. Although the conclusion 
was that the banks were well prepared to face rising default and loan 
losses at that time, particular attention was drawn to increases in the 
ratio of large exposures to capital and in the proportion of holding 
companies among borrowers. The report emphasised that there was 
good reason to scrutinise this development closely. The Central Bank 
had pointed this out in earlier reports as well. For the near term, 
the banks’ most critical task was to guarantee access to foreign 
credit and reduce their borrowing requirement. The confidence of 
investors and depositors was also vital to the banks’ success. It was 
deemed unlikely that conditions in the international markets would 
improve to any dramatic extent in the near future, and when they 
did, investors would undoubtedly demonstrate more caution and 
conservatism than they had previously. In addition to this, the report 
shed light on the banks’ enormous re-financing needs in the next 
few years. 
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tems have withstood the demands made of them, and the development 
and improvements in the systems over the past few years have more 
than proven their worth. The online banking services of banks and sav-
ings banks have been fully accessible since the beginning of the crisis, 
even though entire deposit portfolios have been transferred from one 
bank or savings bank to others. Payment cards have also functioned 
normally, and neither cardholders nor merchants have experienced 
marked difficulties with domestic card transactions, which are settled 
through domestic settlement systems. There were temporary problems 
with cross-border payment card settlement, however, owing to the 
involvement of foreign banks in the settlement process. The success of 
domestic payment intermediation is attributable, among other things, 
to internal organisation, system structure, and competent staff with 
solid expertise in payment intermediation and a keen awareness of its 
importance. As is discussed in greater detail below, it would not have 
been possible to tackle the problem so successfully without the high 
level of centralisation in the payment infrastructure.



Central Bank contingency measures at the onset of the crisis



The Central Bank has always emphasised smooth payment interme-
diation operations. This remained the Bank’s focus in spite of the enor-
mous problems it faced at the beginning of the financial crisis. Over 
the weekend of October 4-5, the Central Bank met with the Icelandic 
Banks’ Data Centre (RB), the owners and operators of the payment 
systems, and the card companies in order to discuss possible responses 
in the event of a run on the banks and a shortage of banknotes. The 
structure of Icelandic payment intermediation is such that customers 
of banks and savings banks have ready access to their accounts via 
online banking, and a part of the system is open 24 hours a day. As a 
result, it is easy to transfer funds from sight deposit accounts to other 
banks or savings banks, within specified limits determined by online 
banking systems and payment systems. This payment intermediation 
structure also allows the Central Bank to intervene in the payment 
intermediation process easily and at short notice, both by steering 
and by imposing restrictions if necessary. In the event, however, the 
Central Bank did not need to intervene in this way. 



As has been described previously, the Central Bank has been 
instrumental in developing the systems so as to limit the debit balance 
of individual participants and implement technical locks in order to 
prevent participants from exceeding their fully collateralised overdraft 
limits.2 The Central Bank has also set special rules concerning system 
membership and use. The work that has been done in recent months 
and years was extremely important for the security of payment inter-
mediation, particularly during the difficulties that came to a head in 
October 2008 and March 2009. As a result, there was never any genu-
ine risk of loss in the payment intermediation system due to liquidity 
problems or insolvency at the individual banks or savings banks that 
participate in the payment intermediation systems, and the need to 
appropriate participants’ collateral never arose.  



2. For further information, see the Central Bank’s Financial Stability reports from 2005-
2008.











24



THE FINANCIAL CRISIS



F
I



N
A



N
C



I
A



L
 



S
T



A
B



I
L



I
T



Y
2



0
0



9



Increased outflow of banknotes from the Central Bank’s vault 
became apparent at the end of September 2008. For a while, there 
was a significant risk of a temporary shortage of banknotes. This 
did not happen, however, even though the amount of banknotes in 
circulation more than doubled and retired banknotes had to be re-
circulated. A technical solution was prepared, under which depositors 
who had withdrawn banknotes from banks and savings banks could 
deposit them to an account with the Central Bank in their own name 
or receive an instrument of debt in return for depositing banknotes 
that the Bank could then re-circulate in the banking system. 



The risk of a run on the banks rose as well, due to a sharp drop 
in confidence in individual financial institutions. Over the weekend of 
October 4-5, the Central Bank was preparing a solution that entailed 
mirroring all general deposits in the Icelandic banking system to the 
Central Bank’s account number series. If this method had been acti-
vated, it would have been possible to transfer a portion of the depos-
its of individual financial institutions to the Central Bank electronically. 
Such a measure would have boosted confidence among depositors, 
as it would have entailed a Treasury guarantee of the deposits con-
cerned. At that point in time, the Government had not yet declared 
that all deposits in Icelandic banks in Iceland were guaranteed. 



However, it did not prove necessary to resort to these measures, 
in part because the Government declared that depositors were in no 
danger of losing their money. Furthermore, special legislation was 
passed in order to address the problems that had developed. The 
Bank also declared that it would ensure unimpaired payment card 
functionality even in the event of bankruptcy at one or more financial 
institutions. 



Deposits in banks and savings banks



In the run-up to the collapse, there was evidence of some scepticism 
towards individual financial institutions, and even towards the bank-
ing system as a whole. There had been discussions of possible losses 
sustained by depositors in the event that a bank or savings bank 
should go bankrupt. By law, the deposit insurance scheme guarantees 
just over 20 thousand euros, and there was speculation about depos-
its in excess of that amount. Some depositors divided up balances in 
excess of the guaranteed amount between bank accounts or opened 
new accounts in family members’ names in order to bring the bal-
ances down below the deposit guarantee threshold. Furthermore, a 
considerable amount of cash was withdrawn from the banking system 
and placed in safety deposit boxes or stored in other places that could 
hardly be considered secure storage locations for large amounts of 
money. 



Banknotes



When the news broke that Glitnir had sought Government assistance, 
depositors began to withdraw their money. Outflows began slowly 
on Monday, September 29, and reached some 300 m.kr. in excess of 
the usual volume on that day. In five business days, the amount of 
banknotes in circulation rose by 53%, to a total of 20.5 b.kr. by the 
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end of Friday, October 3. In some instances, individual parties’ with-
drawals amounted to tens and even hundreds of millions of krónur. 
Because of this massive outflow of banknotes, it was necessary to use 
reserves, including older banknotes that had been withdrawn from 
general circulation and replaced by newer and more secure notes. 
Since September 2008, however, the Central Bank’s banknote stocks 
have been expanded and renewed. 



The events of the weekend of October 4-5 appeared to mol-
lify the market, as outflows of cash subsided on Monday, October 6, 
which ended with the Prime Minister holding a press conference and 
Parliament passing emergency legislation. On October 7-9, banknote 
withdrawals escalated again, with cash in circulation reaching 35.3 
b.kr. by the end of the day on October 9, an increase of more than 
2.5 times, or 20 b.kr., over the course of nine business days.



On Friday, October 10, the situation settled down, and the 
surge in outflows stopped on Monday, October 13. Cash in circulation 
amounted to 25,5 b.kr. at end-August 2009, as opposed to 13 b.kr. 
before the financial crisis struck. 



Payment cards



In view of the problems afoot, special emphasis was placed on guar-
anteeing payment card functionality. In Iceland, only international 
cards are used; there are no regional or uniquely Icelandic payment 
cards. The international payment card companies can intervene and 
close cards that bear their brand name and are issued by Icelandic 
financial institutions, and they do so if the risk attached to those insti-
tutions’ operations is not kept within specified limits.



Among the meetings over the weekend of October 4-5 were 
those held with the directors of the leading card companies in order 
to discuss the necessary responses to various scenarios. Because of 
Icelanders’ extensive use of payment cards, restrictions on their use 
would have sudden, broad-based impact. The underlying responsi-
bility for the RÁS payment card authorisation system rests with the 
guarantees provided by card issuers (banks and savings banks), so 
that if the position of individual banks or savings banks should dete-
riorate significantly, or if these institutions are likely to fail, this would 
invariably affect the international card companies’ attitude unless it 
could be established that the issuer concerned was able to fulfil his 
obligations to acquirers and service providers. 



During that first weekend in October, it was decided that the 
Central Bank would step in and ensure that payment cards would not 
be closed. The Central Bank issued a statement to the international 
card companies, guaranteeing settlement between issuers and acquir-
ers, so that acquirers would be able to demonstrate their ability to meet 
domestic obligations. Furthermore, the Bank guaranteed the acquirers 
access to foreign exchange so that they would be able to fulfil their 
cross-border commitments due to Icelanders’ card use abroad.  



Both of these options were put into action when the crisis 
struck shortly thereafter. The Central Bank demanded that issuers 
reduce cardholders’ credit limits, and more stringent risk management 
requirements were made. This was done to reduce the underlying risk 
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3. Previously Icebank.



in card transactions, but the measure entailed transferring part of the 
risk previously limited to card issuers (banks and savings banks) over 
to the Central Bank, which had taken it upon itself to support them 
temporarily.  



Transfer of deposits from old banks to new



When it became clear in October 2008 that the three commercial 
banks – Glitnir, Landsbanki, and Kaupthing – were no longer operable, 
their deposit portfolios were transferred to new banks established 
following a decision by the Financial Supervisory Authority (FME). 
All deposits and related rights were transferred electronically, after 
business hours, from the old banks to the new ones. These measures 
were carefully prepared and successfully executed. In the same man-
ner, the portion of loan portfolios related to domestic operations was 
transferred from the old banks to the new. The banks’ customers were 
subjected to very little inconvenience as a result of these measures, 
and payment intermediation functioned normally, both before and 
after the transfers. Services were only interrupted for a few minutes 
during the night. 



Sparisjóðabankinn, March 2009



The action taken in the autumn of 2008 addressed the acute problems 
related to the commercial banks. Other financial institutions were dis-
tressed as well, due to their own internal problems and to exogenous 
factors, such as the losses they sustained with the failure of the three 
commercial banks. Sparisjóðabankinn (SPB)3 was in a unique position, 
in that the bank had undertaken various service functions for the 
savings bank system, including all cross-border payment intermedia-
tion and domestic payment intermediation for the Housing Financing 
Fund (HFF) and for savings banks other than Reykjavík Savings Bank 
(SPRON) and Byr. SPB’s domestic deposit business was restricted 
mainly to the above parties, as was its lending activity. The bank’s 
attempts to negotiate with its creditors were unsuccessful, and in the 
end it proved necessary to stop its operations. HFF’s deposits were 
transferred to the Central Bank of Iceland, as were SPB’s payment 
intermediation operations. The Central Bank later moved payment 
intermediation operations for the savings banks over to Byr. Other 
deposit balances were transferred to New Kaupthing. Upon the col-
lapse of SPB, the Central Bank and Byr collaborated in handling the 
savings bank system’s payment intermediation along the lines used 
when the three commercial banks failed in October 2008. In the main, 
the measures were successful, but the implementation and execution 
were more complicated than in the case of the commercial banks 
because deposits and loans were stored in different systems.  



SPRON – transfer of deposits to Kaupthing in March 2009



SPRON had also been engaged in discussions with its largest creditors 
for some time, in an attempt to resolve the problems looming on the 
horizon, and had been granted repeated extensions from the FME. 
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Negotiations with creditors did not yield results that were deemed to 
ensure continuing operations. Hence the FME took action, including 
transferring deposits over to New Kaupthing. The scope of the task 
was smaller than in the case of the commercial banks the previous 
autumn, but the actual implementation was more complex because 
the savings bank system, including SPRON, used not only RB sys-
tems but also systems from Teris, which provides specified services 
to the savings bank system. Nonetheless, with effective co-operation 
among all parties concerned, the transfer of deposits was effected 
quite smoothly. Following the transfer, however, problems arose in 
connection with SPRON’s loan portfolio, due to differing systems and 
implementation, as well as uncertainty about the status and rights of 
the relevant parties. For example, the recipient of the loan portfolio, 
New Kaupthing, did not initially have access to historical documents 
related to the loan portfolio, which made it difficult for the bank to 
provide service to borrowers. 



Changes in the payment card market – settlement arrangements   



Since autumn 2008, the settlement procedure for domestic payment 
card transactions has undergone significant changes, particularly to 
include sending domestic card transactions abroad for settlement in 
foreign settlement systems. This is due mainly to the fact that Icelandic 
acquirers (Borgun and Valitor) began to carry out dual acquiring for 
various card types following the crash last fall. Icelandic acquirers have 
elected to use the settlement arrangements of the international card 
companies Visa and Mastercard when carrying out acquiring for cards 
other than their own. Under normal circumstances, there are few bar-
riers to such a solution; however, in the current climate, two security 
issues come to the fore.  



First of these is the transfer of settlement risk from issuer (bank/
savings bank) to the acquirer in those instances where the acquirer 
must settle more frequently than it settles with merchants.  



The latter issue concerns increased systemic risk in view of the 
experience from October 2008. In other words, events like those of 
last autumn, involving settlement failure by foreign entities, could 
occur again. As is described in the section on domestic payment inter-
mediation during the financial crisis, settlement between foreign par-
ties and merchants was delayed by several days last fall. If problems 
of this sort occurred again now, the systemic repercussions would be 
much more serious and widespread than they were in October 2008, 
because the scope of dual acquiring has increased by a factor of 4-5 
in recent months. It can be assumed that up to half of payment card 
transactions will be settled through dual acquiring by the end of 2009. 
In view of this fact, together with indications of possible legal action 
by creditors against the Icelandic banks and savings banks as a result 
of bankruptcy-related losses, the Central Bank considered it necessary 
to take precautionary measures. As a consequence, the Bank issued 
rules requiring temporary changes in settlement of domestic card 
transactions. 



Entities that are responsible for acquiring and delivery of pay-
ment for goods and services shall have settlement of payment card 
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transactions carried out in Icelandic krónur without conversion to 
foreign currency. This applies to instances where both card issuer 
and merchant are Icelandic and where the price for the goods and/
or services is specified in Icelandic krónur. Under these circumstances, 
card companies that engage in acquiring shall have settlement of 
payment card transactions carried out in Icelandic krónur. It is permis-
sible, however, to use the clearing services of foreign payment card 
conglomerates, provided that the card companies guarantee smooth 
daily execution of clearing and settlement based on clearing.



Lessons to be learnt from the experience with domestic payment 



intermediation 



At the behest of the Bank for International Settlements (BIS) and 
the G10 countries, minimum security requirements have been estab-
lished for payment intermediation systems. Those criteria have been 
implemented in Iceland in recent years and have proven invaluable 
in the effort to keep domestic payment intermediation in operation. 
But even though no serious problems related to domestic payment 
intermediation have arisen to date, the same cannot be said of cross-
border payment intermediation.



Cross-border payment intermediation
Foreign banks’ response



When the banks failed in the beginning of October 2008, their foreign 
bank accounts were closed, as were their means of intermediating 
payment to and from Iceland. Substantial uncertainty ensued and 
distrust of Iceland escalated sharply, making foreign banks reluctant to 
send payments to Iceland for fear that they would be frozen. Foreign 
banks froze the Icelandic banks’ foreign bank accounts. 



Freezing the banks’ foreign accounts was partly in an attempt to 
net outstanding debt. The foreign banks with which Icelandic banks 
had accounts had claims against the Icelandic banks and refused to 
disburse funds from the accounts before those claims were satisfied. 
But another reason for the freezing, in addition to this attempt at 
netting, was that foreign banks were unwilling to send payment to 
Iceland for fear that they would become liable for compensatory dam-
ages if the payment were routed to the estate of the bank in question 
instead of being delivered to the correct end recipient. 



The Freezing Order imposed by the British authorities on the basis 
of the Anti-Terrorism, Crime and Security Act of 2001 did nothing to 
improve matters; indeed, it rendered the situation much more grave 
than necessary, not least because the original Freezing Order not only 
applied to Landsbanki but also mentioned the Treasury, the Financial 
Supervisory Authority, and the Central Bank of Iceland. The direct 
and indirect damage resulting from this action by the UK authorities 
was enormous. The impact was not limited to British banks, nor was it 
restricted to payment intermediation in pounds sterling. A large number 
of banks outside the UK refused to fulfil and execute legitimate pay-
ment orders, irrespective of currency or origin of payment. Numerous 
innocent Icelandic companies and individuals were thus turned into 
defaulters, with the concomitant cost and damage to their reputation.  
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The Central Bank’s response to imminent problems in 



cross-border payment intermediation  



The Central Bank immediately intervened and began to intermedi-
ate payment for the Icelandic banks and their customers though its 
own foreign bank accounts. On October 10, 2008, in response to an 
imminent shortage of foreign exchange, the Central Bank instructed 
deposit money banks to reduce and prioritise foreign exchange 
outflows. Necessary commodities such as food, pharmaceuticals, 
and petroleum products, as well as costs related to the social infra-
structure, were given top priority. In addition, banks and firms began 
applying to the Central Bank for foreign exchange transfers, and all 
applications falling under priority categories according to the instruc-
tions were approved.  



Until that time, the Central Bank’s cross-border payment inter-
mediation had been limited to overseas payments on behalf of the 
Bank itself and the Treasury. In order to handle the extra workload, 
employees from the commercial banks were recruited to the Central 
Bank. Furthermore, a “detour” was set up in the Bank’s system, 
whereby the new banks could enter payment orders directly into the 
system and the Central Bank would send them out upon approval. 
This method did not become functional, however, until the new banks 
had been established. For the first several days, employees from the 
banks worked inside the Central Bank and processed overseas pay-
ments for their own institutions, using the Central Bank’s payment 
intermediation system. When the proper connections had been estab-
lished, they were able to move back and continue carrying out cross-
border payment intermediation through the Central Bank payment 
intermediation system, but from their own banks. 



The Central Bank expanded its Accounting Department staff in 
order to process incoming payments and respond to queries. These 
new employees were either seconded from the commercial banks and 
SPB or were hired directly on a temporary basis. Thus the Central Bank 
infrastructure was suddenly subjected to enormous strain, when some 
90% of the cross-border payment intermediation previously handled 
by the commercial banks was routed through the Central Bank. Prior 
to the crash, the Central Bank processed slightly more than 300 over-
seas payments per month on average, while at the peak of activity, 
the banks’ payment intermediation volume exceeded 30,000 transac-
tions per month. The bulk of cross-border payment intermediation in 
Iceland was routed through the Central Bank infrastructure, which 
was not designed to handle such traffic. Actually, with external help, 
the Bank was astonishingly successful in solving the huge problems 
facing it, although it was unable to solve all problems within set time 
limits. 



It quickly emerged that, in spite of the Central Bank’s role as 
intermediary, various foreign banks were refusing to send payments 
to Iceland because they didn’t believe they would be routed to the 
proper recipient. Therefore, on October 16, the Bank issued a state-
ment declaring that it would guarantee the correct delivery of all 
payments routed through its accounts. At the same time, the Bank 
contacted the Nordic central banks, as well as several central banks in 
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Europe, Canada, and the US, and sought their assistance in relieving 
the bottlenecks that had developed in the intermediation of pay-
ments. These actions were successful, and payments began to flow 
into the country once again. Over the ensuing weeks, the Bank also 
contacted numerous foreign commercial banks, corrected a number 
of misunderstandings, and convinced them that it was safe to send 
payment to Iceland. Some of the foreign banks defended themselves 
by saying, for example, that if they sent payments or had any busi-
ness dealings with the new banks, they were, in essence, condoning 
the substance of the Emergency Act (Act no. 125/2008) and thereby 
weakening their grounds for damages claims against the old banks.  



Losses of foreign exchange transactions



Several foreign banks sustained losses attributable to their foreign 
exchange transactions with the Icelandic banks. This type of loss in 
relation to FX transactions stems from what is often termed “Herstatt 
risk”. The risk lies in both halves of a foreign exchange transaction not 
being settled at the same time. The underlying risk corresponds to the 
total value of the contract lost if one of the parties is unable to fulfil 
its commitment. Certain foreign banks that incurred losses of this type 
last autumn have refused to do any business with Icelandic banks as 
long as the agreements remain unsettled. 



Non-residents’ deposits with Icelandic banks



During the first weeks after the crash, a large number of foreign banks 
contacted the Central Bank and requested to open króna-denominat-
ed accounts with the Bank. The Central Bank rejected the requests to 
open accounts, as there were no problems with domestic payment 
intermediation, and all intermediation of payments in Icelandic krónur 
between commercial banks and savings banks proceeded smoothly. 
The main reason for these parties’ requests to open accounts with 
the Central Bank of Iceland was doubtless their fear of losing their 
deposit balances if the financial institution concerned should fail. Two 
such accounts were opened for foreign parties that were considered 
systemically significant in connection with securities settlement. 



Communications with the British authorities



Because the British authorities applied the Anti-Terrorism, Crime and 
Security Act of 2001 and froze the Icelandic banks’ assets, banks 
in the UK were among the hardest to deal with in terms of cross-
border payments, regardless of whether the commercial banks, sav-
ings banks, Central Bank of Iceland, or Icelandic Government were 
involved. As a result, no payments were received from the UK for a 
while, and payments to the UK moved slowly and with difficulty. The 
Central Bank contacted the Bank of England, HM Treasury, and the 
Financial Services Authority (FSA) to discuss the matter. Thereafter, 
HM Treasury issued a statement on October 17, emphasising that the 
Freezing Order applied only to Landsbanki assets in the UK and not to 
payments for customers of Landsbanki or other banks. In spite of this, 
certain banks resisted and did not release payments that had stopped 
in their systems until the end of October 2008. In dealing with these 
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parties, it became clear that their position was largely due to their 
unsettled claims against the Icelandic banks. Landsbanki Íslands was 
not removed from the list of regimes subjected to financial sanctions 
under the Anti-Terrorism, Crime, and Security Act until June 9, 2009. 



Payment flows resume, but with frequent delays 



Little by little, payments began to flow once again, first in Danish 
kroner, and over a two-week period, all other major currencies began 
to appear as well. The foreign banks made a variety of additional 
demands, however, such as requiring that the Central Bank always 
maintain a sufficient balance on its accounts to cover payment out-
flows for the following two days. A few foreign banks also began 
processing payment orders manually, which delayed payments during 
the first few weeks and raised costs as well. 



By year-end 2008, cross-border payment intermediation was 
more or less back to normal. Payments moved more slowly than 
before, but they could be relied on. Most of the problems that arose 
stemmed from incorrect or insufficient payment instructions, which 
caused payments to be stopped along the way; in those instances, 
it was not possible to route them to the ultimate recipient because 
the payment instructions did not include information on the final 
recipient and his bank account. There were also cases where payments 
were routed to frozen accounts in the old banks. Although the old 
banks had ceased all payment intermediation activities, their SWIFT 
identification numbers were still active. At first, the new banks used 
these identification numbers for foreign banks’ payment instructions 
in krónur, for securities custodianship, and for other transactions. The 
fact that the identification numbers were still registered to the old 
banks was unfortunate in all the confusion, and could have caused 
serious problems. Fortunately, however, no such serious difficulties 
developed. The three banks received new identification numbers on 
November 22, whereupon this ceased to be a problem. SWIFT in 
Brussels made special arrangements for the banks and activated the 
numbers in two weeks’ time, whereas they are usually activated once 
every two months, on pre-determined dates. 



Establishment of foreign exchange accounts in the Central Bank 



of Iceland 



After payment intermediation had been restored to normal function-
ing, there were nonetheless numerous companies that kept their 
export revenues in foreign bank accounts instead of repatriating them 
to Iceland. There were several reasons for this, among them compa-
nies’ need to use a portion of this capital to pay foreign invoices, and 
their fear that they would not have access to the foreign exchange 
they needed to fulfil their obligations. The Central Bank collaborated 
with the commercial banks to meet the needs of this group by estab-
lishing foreign-currency accounts in the custody of the Bank. 



Participation in cross-border payment intermediation  



Concurrent with the above activities, preparations began in mid-
October for the establishment of accounts for the new banks with a 
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foreign commercial bank, as it is not the primary task of the Central 
Bank to carry out cross-border payment intermediation for the bank-
ing system and its customers. 



The new accounts were opened with a foreign bank, with the 
assistance of the Central Bank. The foreign bank made a single joint 
offer to the Icelandic banks, and the Central Bank negotiated on their 
behalf concerning terms and conditions, while each bank signed the 
agreement itself. Collateralised overdraft lines were negotiated at the 
same time. At year-end 2008, two of the commercial banks began 
to use this channel for outgoing payments. A portion of incoming 
payments were still routed through the Central Bank, however. There 
were at least two reasons for this: First, it takes time to disseminate 
the information that new accounts should be used for payment rout-
ing, and second, foreign banks were still hesitant to send payment 
directly to the commercial banks’ accounts. As a result, the Central 
Bank remained an intermediary for cross-border payment intermedia-
tion, in part because of the Bank’s declaration that it would guarantee 
correct delivery of payments routed through its accounts. Since that 
time, however, the Icelandic banks have opened accounts with various 
foreign banks. 



The current status of cross-border payment intermediation  



The commercial banks have established nostro accounts in all of the 
world’s major currencies, and they now handle their outgoing over-
seas payments on behalf of their customers. In the same manner, they 
handle incoming payments from abroad, although some payments 
are still routed through the Central Bank. Work is being done towards 
having all foreign financial institutions send incoming payments 
directly to the recipient institution in Iceland.



As is mentioned above, SPB previously handled cross-border pay-
ment intermediation for the savings banks. After SPB failed, its payment 
intermediation activities were transferred to Byr Savings Bank with little 
difficulty. Byr has received assistance from the Central Bank and has 
used its nostro accounts, but it is now well on the way to handling 
cross-border payment intermediation independent of outside help. MP 
Bank became a participant in the SWIFT system in March 2009 and has 
been working on establishing foreign banking relationships. It is now 
able to offer payment intermediation in major currencies. 



Thus cross-border payment intermediation in the Icelandic 
financial system has been largely restored to pre-crisis function-
ing as regards systems, procedures, and access to major currencies. 
Difficulties do arise from time to time, but these are not unique to 
Iceland. A number of tasks remain unfinished, however: It is essential 
to build relationships and re-establish trust, and it is necessary to find 
new, more secure ways to minimise the risk related to cross-border 
payment intermediation. 



Lessons to be learnt from the experience with cross-border 



payment intermediation



The chain of events in the fall of 2008 showed beyond a doubt how 
enormously important effective, secure cross-border payment inter-











33



THE  FINANCIAL CRISIS



F
I



N
A



N
C



I
A



L
 



S
T



A
B



I
L



I
T



Y
2



0
0



9



4. The method involves the banks’ having an account in each of its various currencies at 
a bank in the country where each currency is used. The banks then send their payment 
instructions back and forth, and payments are transferred from the payer’s account to the 
recipient’s account within the same currency zone.  



mediation is for Icelandic society. The method that most banks use 
– correspondent banking4 – is simple and effective when everything is 
running smoothly, but when crises occur and banks experience serious 
difficulties the compromise their credibility, or if they become insol-
vent, the weaknesses in this method surface. As is described above, 
the risk that became reality in October was the closure/freezing of the 
accounts used for cross-border payment intermediation. Risk can also 
develop into actual problems if the bank in which an account is held 
becomes insolvent and the account owner loses access to it. 



Another risk with this method involves the settlement of bilat-
eral agreements, such as currency swaps at spot rates. For example, if 
two banks negotiate to swap US dollars and Japanese yen at a given 
exchange rate on a given date, the bank that sells the yen must, in all 
instances, deliver or fulfil its part of the agreement before the bank 
selling US dollars will have the opportunity to fulfil its part of the 
agreement. This is because of the time difference between yen settle-
ment in Tokyo and dollar settlement in New York. The risk is that the 
party paying in US dollars will be unable to pay or will become insol-
vent in the interim. This is called settlement risk and is also referred to 
as Herstatt risk, after the German bank of the same name, which was 
declared insolvent in the middle of a business day in 1974.  



Reducing risk in cross-border payment intermediation  



In recent years, various methods for reducing settlement risk have 
been developed, the simplest being the negotiation of payment net-
ting between parties, and the largest entity involved in this method is 
the continuous linked settlement (CLS) system, which was launched 
in September 2002. Under the CLS system, when banks have negoti-
ated an agreement, information on the contract is sent to the system 
and both sides of the agreement are settled at the same time. After 
all transactions have been matched in this way, the net amount in 
each currency for each party is settled with a payment into or out of 
the CLS system. This eliminates settlement risk. The only risk remain-
ing is the risk that the contract will not be fulfilled; that is, that the 
underlying currencies will not be delivered on time, which could result 
in default and generate financing costs.  



It is possible to become a direct participant in the CLS system 
upon meeting certain conditions, but because it is rather costly, several 
large banks have chosen to offer smaller banks indirect membership. 
In the case of indirect membership, the smaller bank is listed as a 
“third party” to CLS, while the large bank is responsible for settlement 
vis-à-vis the CLS system and, in so doing, takes on a certain credit 
risk vis-à-vis the small bank. One of the Icelandic banks was already 
an indirect member of the system, and others were preparing such 
membership. When the Icelandic banks collapsed, this indirect mem-
bership was cancelled without prior notice, and it came to light that 
procedures, on the one hand, and the wording of the CLS agreement, 
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5. The real-time gross settlement system used by eurozone countries. 



on the other, were not explicit under the prevailing arrangement. 
This became apparent both in Iceland and elsewhere. In light of the 
experience gained from this, the Central Bank will review and attempt 
to revise its arrangements for cross-border payment intermediation in 
collaboration with Icelandic financial institutions.  



The Central Bank’s role in cross-border payment intermediation 



In view of the experience of the current financial crisis, the Central 
Bank of Iceland’s task with respect to cross-border payment inter-
mediation is to seek ways to prevent the interruption of payment 
intermediation between Iceland and other countries under such con-
ditions. It is necessary to review the structure and arrangements for 
cross-border payment intermediation in co-operation with banks and 
savings banks, so as to minimise underlying risk. In this context, for 
example, it is important that the Icelandic banks and savings banks 
choose carefully the banks they use for cross-border payment inter-
mediation and ensure that they have at least two banks to handle 
each currency. Another simple action is to use netting in contract set-
tlement wherever possible.  



As regards CLS, Target2,5 and other international payment sys-
tems, it is unlikely that Icelandic financial institutions will be granted 
access to these in the next few years. First, the banks will have to 
prove that they are able to meet the requirements for membership. 
In addition, it is uncertain whether some foreign banks are willing to 
provide them services as indirect members because indirect member-
ship means another bank must assume a given risk. Moreover, the 
Icelandic banks’ experience of indirect CLS membership showed that 
this method is not reliable under strain; hence it is likely that the sys-
tem structure will be revised. It is necessary to examine the possibility 
for the Central Bank to act as an intermediary in certain instances or 
to facilitate changes in the system structure. If the Central Bank and 
domestic financial institutions are to participate in international sys-
tems such as CLS, it will require a substantial investment in personnel 
and equipment, but perhaps this is unavoidable. 



For the short term, the Central Bank’s role with respect to cross-
border payment intermediation is to assist the banks and savings 
banks as much as possible in re-establishing secure, efficient payment 
intermediation activities. It is important to keep abreast of interna-
tional developments in cross-border payment intermediation and the 
adjustments made in the wake of the current global financial crisis. 
The Bank must also be prepared at all times to intervene in the process 
with measures similar to those used in the fall of 2008. 
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Domestic payment intermediation and services to Icelandic payment 
and settlement systems were uninterrupted in spite of changes in 
participants’ operations following the financial crisis of 2008. There 
were no disturbances in the operation of the three systemically 
important systems supervised by the Central Bank,1 in spite of com-
plex systemic changes involving transfers of customers and services 
from the failed banks to functioning financial institutions. 



The Central Bank assisted the financial system in guaranteeing 
uninterrupted payment intermediation services for the benefit of 
firms, institutions, and the general public, with the aim of minimising 
the damage resulting from the collapse of Icelandic financial institu-
tions. While this section does not include an exhaustive discussion 
of that work, it provides a brief description of the developments and 
current status of domestic payment systems and payment interme-
diation.2 The landscape has changed as a result of the crisis. 



Changes in payment system membership  
For years, there were few changes in the group of RTGS system 
participants. After the financial crisis, however, the changes were 
substantial. Six financial institutions applied for membership, three 
institutions took over the membership of previous participants, 
and two cancelled their participation. Íslandsbanki, NBI, and New 
Kaupthing took over the rights and responsibilities of their prede-
cessors. New participants in 2008 and 2009 were Byr Savings Bank, 
the Housing Financing Fund (HFF), Saga Capital, Straumur, and MP 
Bank. SPRON and Sparisjóðabankinn (SPB) ceased participation In 
addition, it is likely that at least one foreign entity will join the group 
of participants before year-end 2009. 



As of September 2009, nine participants were direct members 
of the RTGS system. They were Íslandsbanki, NBI, New Kaupthing, 
Byr, HFF, Saga Capital, Straumur, and MP Bank, in addition to the 
Central Bank of Iceland. 



There have also been considerable changes in FGM netting 
system participation as a result of the financial crisis. New partici-
pants assumed the roles of financial institutions that discontinued 
operations according to the decision of the FME. In September 
2009, direct participants to the FGM netting system were the 
following, in addition to the Central Bank: Byr, MP Bank, NBI, 
Íslandsbanki, New Kaupthing Bank, and HFF. 



Contraction in RTGS system turnover 
The past several years have seen a sharp annual increase in turnover 
and number of transactions, with total turnover in the real-time 
gross settlement (RTGS) system amounting to 164,978 b.kr. in 
2008.3 November 2008 was a turning point, however, as turnover 
plummeted after rising almost without interruption since 2005. 
Monthly turnover (incoming and outgoing payments) dropped from 
13,308 b.kr. to 3,456 b.kr. between November 2007 and November 
2008. That downward trend has continued in 2009. Turnover in 
July 2009 was slightly more than 13% of July 2008 figures. RTGS 
system turnover now appears to have returned to the pre-upswing 
levels seen in 2005.  



Box 1.4



Operating payment 
systems in the wake 
of the financial crisis 



1. The RTGS system, netting system, and securities settlement system.



2. Further discussion of payment intermediation and payment systems can be found on the Central Bank 
of Iceland website and in the section of the present report entitled “Payment intermediation during 
the financial crisis”. 



3. Incoming and outgoing payments. If only payment orders for transfers out of participants’ accounts 
are included (outgoing payments), system turnover totalled 81,810 b.kr



Chart 1
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Netting system: stagnation in turnover and number of 
transactions   
The total volume of outgoing payments in the netting system 
amounted to 2,917 b.kr. in 2008. In krónur terms, it rose by just over 
5% year-on-year and did not even keep pace with inflation. The 
total number of netting system transactions was approximately 72 
million in 2008, having contracted marginally year-on-year, follow-
ing an increase of just under 5% between 2006 and 2007. Monthly 
turnover peaked at just over 302 b.kr. in October 2008, after the 
banks collapsed, while December was the peak month in 2007. Had 
there been no rise in turnover as a direct result of the banking crisis, 
the contraction in the system would probably have been larger in 
real terms in 2008.  



The pattern continued in 2009. For the first nine months 
of the year, turnover shrank, averaging 212 b.kr. and 5.9 million 
transactions per month, as opposed to 237 b.kr. and 6 million 
transactions per month over the same period in 2008. Presumably, 
this trend reflects the contraction in the general economy in recent 
months, as well as developments in the use of payment instruments 
in Iceland.  



Contraction in the securities settlement system  
Securities settlement system turnover amounted to 4,500 b.kr. in 
2008, with transactions totalling over 108,000. There was a decisive 
contraction in the last two months of 2008, when turnover dipped 
below 75 b.kr. in November and 144 b.kr. in December. The con-
traction in turnover that had begun at year-end 2008 continued in 
2009. From January through September 2009, average monthly 
turnover was 182 b.kr., as opposed to 375 b.kr. over the same 
period in 2008. 



Transactions in the system numbered nearly 96,000 during the 
first nine months of 2008, and dropped to just under 25,000 over 
the same period in 2009. Thus all figures show a dramatic decline in 
securities transactions in Iceland. 



Collateral security in the payment systems
Payment system collateral totalled about 25 b.kr. in September 
2008 but 21 b.kr. in September 2009, including more tha 16 b.kr. 
for the RTGS system and just under 5 b.kr. for the FGM netting 
system. Collateral has not been reduced in accordance with the 
contractions in volume.



Revised rules for the payment systems and settlement of 
payment card transactions
On August 13, 2009, the Central Bank issued new rules on the 
operations of both the RTGS system and the netting system. The 
main amendments to the previous rules pertain to payment sys-
tem collateral. The rules were also adapted to reflect changes in 
securities settlement, and provisions pertaining to interest on RTGS 
accounts were amended as well. In general, the threshold between 
the two payment systems is unchanged at 10 m.kr., but under 
special circumstances, participants are authorised to use the RTGS 
system for payment orders under 10 m.kr. Furthermore, provisions 
on contingency matters were revised, as were the requirements for 
contingency plans. The conditions for participation were clarified as 
well, so that the rules now extend to direct and indirect participants, 
as applicable. 



In early October 2009, the Central Bank issued rules concern-
ing temporary changes in settlement of domestic payment card 
transactions. According to the Rules, entities that are responsible for 
acquiring and delivery of payment for goods and services shall have 
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Chart 4



Collateral coverage in RTGS system 
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Chart 2



Total netting system turnover and 
consumer price index



January 2006 - September 2009



1988 = 100



Sources: Statistics Iceland, Central Bank of Iceland. 
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settlement of payment card transactions carried out in Icelandic 
krónur without conversion to foreign currency. It is permissible, 
however, to use the clearing services of foreign payment card con-
glomerates, provided that the card companies guarantee smooth 
daily execution of clearing and settlement based on clearing. The 
rules can be found on the Central Bank of Iceland website.



New rules of procedure for securities settlement and renewal of 
agreement between the Central Bank and the ISD
The agreement between the Central Bank and the Icelandic 
Securities Depository (ISD) was renewed on August 25, 2009. At 
the same time, the parties to the agreement finalised new rules 
of procedure for securities settlement, which entail, among other 
things, carrying out securities settlement during the settlement sys-
tem’s hours of operation. The new rules of procedure took effect 
on September 21, 2009, and can be found on the websites of the 
Central Bank and the ISD.  



Contingency and system development
In view of recent experience, contingency matters have been under 
review, and completion of a new contingency plan and alternative 
route is expected early in 2010.   



Improvements to the RTGS system have been finalised so that 
the system can receive and execute payment orders sent via SWIFT 
MT103 messages. Furthermore, it is possible to configure the sys-
tem so that it can execute payment orders for amounts below the 
RTGS system threshold. The changes necessary to enable the RTGS 
system to handle the new securities settlement process have also 
been finalised.  
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The interbank króna market



Trading on foreign interbank markets declined from mid-2007 onwards. 
Trust between financial institutions gradually waned, and by the 
autumn, UK mortgage lender Northern Rock was in difficulties. Under 
such circumstances, financial undertakings seek out central bank facili-
ties in greater measure. This happened in Iceland, as it did elsewhere. 
Volumes began declining on the interbank króna market, with trading 
for the year 2008 totalling 699 b.kr., half of it in the first three months 
of the year. Trading was intermittent in the second and third quarters, 
and from October onwards it was almost non-existent. 



The Central Bank widened the interest rate corridor in December 
2008, and trading on the króna market perked up considerably the fol-
lowing January and February. Isolated trades took place in March and 
May, but there was no activity at all in April, June, July, and August. 
A number of interrelated factors explain the lack of interbank market 
activity. Before the crash, there were six market makers on the interbank 
market, as opposed to the current four. Most important, though, is that 
the commercial banks have had a generous liquidity position for most 
of 2009. There is considerable uncertainty and distrust in the interbank 
market, and financial undertakings have elected to maintain ample 
króna balances. The Rules on Interbank Market Trading in Icelandic 
Krónur were revised in late summer 2009, in co-operation with active 
market makers, and entered into force on October 1, 2009, supplant-
ing the previous Rules dating from 2000. Although there are some 
amendments, the fundamental aspects of the Rules are unchanged. 



Quotes on the interbank market (REIBOR) were based on the 
Central Bank policy rate until March 2009, when market participants 
began submitting quotes based on Central Bank current account rates. 
Since mid-June 2009, the financial institutions that submit quotes for 
the interbank króna market have reduced them still further. As end-
September, overnight REIBOR rates were 8.45%. In October, trading 
resumed on the REIBOR market, and overnight rates rose quickly to 
9.5%, the rate on Central Bank current accounts. This was the first 
activity on the market since May 2009.  



II. Current situation and outlook



2.1. Financial markets



Chart 2.1



Balance of overnight and collateral loans
Daily data January 3, 2008 – September 3,  2009
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Central Bank interest rate corridor and 
REIBOR overnight rates
Daily data January 3, 2008 – October 7, 2009
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Trading on the interbank króna market had become sparse and erratic before the banking system col-



lapsed. The banking system has ample liquidity at present, and market quotes have been based on Central 



Bank current account interest. The interbank foreign exchange market virtually shut down in October 



2008, and an offshore króna market developed. The interbank market opened again in December, after 



the capital controls had been imposed, and the exchange rate of the króna was again based on market 



pricing. Price formation for the króna does exist on both interbank and offshore markets, but both mar-



kets are extremely shallow. The bond market, like other markets, was hit hard by the collapse of the 



banking system. New primary dealer agreements were made with market makers, and there is still market 



making with Treasury securities and Housing Financing Fund (HFF) bonds. Trading on the Nasdaq OMX 



Iceland bond market is restricted almost entirely to Treasuries and HFF bonds. 
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Foreign exchange market



At end-September 2008, the foreign exchange market all but closed, 
and in mid-October, after the banking system fell, the Central Bank 
established a foreign exchange auction market. The Central Bank held 
daily auctions of currency from its foreign exchange reserves in order 
to facilitate foreign exchange trading, which was extremely sluggish. 
The Bank had previously instructed financial undertakings to prioritise 
foreign exchange transactions. Banks and savings banks sent requests 
to the Central Bank, which purchased or sold currency in accordance 
with the request. At first, the market reflected an accumulation of 
demand, but it gradually became more stable. The exchange rate 
of the króna was fixed in accordance with the accepted bids in the 
auction. The auction market continued operating until December 4, 
2008, when the króna was floated once again. During the period of 
auction market operation, the króna depreciated from 150 krónur per 
euro on October 15, 2008, to 187 krónur per euro on December 3, 
2008. In addition, trading volume on the foreign exchange market 
dropped to a mere fraction of previous levels. Turnover averaged 813 
b.kr. per month from January to September 2008, and the Central 
Bank’s share was negligible. From October to December 2008, how-
ever, average monthly turnover was 31 b.kr., with half of it attribut-
able to the Central Bank. 



Re-floating the króna



When the króna was floated once again, there were three market 
makers in the foreign exchange market: Íslandsbanki, New Kaupthing, 
and NBI. The market was structured in the same way as before, and 
the fixing of the exchange rate of the króna was based on price for-
mation in the market. Market makers’ use of the market has changed 
substantially. Financial undertakings have increasingly attempted to 
equalise flows in-house; therefore, the interbank foreign exchange 
market is shallow and can change with little prompting. The króna 
appreciated markedly after it was re-floated, largely due to the con-
version of domestic foreign-currency deposits to Icelandic krónur. 
Interest payments to non-resident investors seem to have affected the 
króna strongly between December 2008 and the end of September 
2009, when outgoing interest payments totalled almost 15.4 b.kr. 
Total foreign exchange market volume over the same period was 
nearly 53 b.kr., 14.8 b.kr. of which is attributable to the Central Bank. 
The interest payments were primarily due to Treasury notes (60%) and 
certificates of deposit (30%). The króna was trading at 170 against 
the euro at year-end 2008, having depreciated by 45.6% since the 
beginning of the year. By the end of September 2009, the króna had 
declined another 6.4% against the euro and was trading at 181. 



Capital account restrictions



When the nation’s largest banks collapsed and the British authorities 
froze the assets of Landsbanki and the Central Bank in October 2008, 
foreign exchange transmission channels ceased to function properly. 
Cross-border payment intermediation was seriously affected, and the 
exchange rate of the króna plummeted. It became necessary to instruct 
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Chart 2.4



Foreign exchange market
Developments in ISK against EUR and accumulated 
interest payments
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the banks to prioritise foreign exchange transactions in accordance with 
the October 10 statement from the Board of Governors of the Central 
Bank so as to prevent shortages of essential goods. In order to facilitate 
trade, the Bank conducted limited currency transactions with the banks 
at an exchange rate that implied considerable excess demand for for-
eign currency. As a result, an offshore foreign exchange market devel-
oped alongside the official domestic market, with an exchange rate 
considerably below the pricing in the domestic market. This situation 
continued until the beginning of December 2008, when the interbank 
foreign exchange market resumed operation, which occurred as soon 
as the foreign exchange restrictions on general transactions were lifted 
and replaced with stricter capital account controls and a requirement 
to repatriate foreign currency. The authorities intend to lift the capital 
controls in stages, in accordance with the capital account liberalisation 
strategy announced in August 2009. 



The bond market 



Prior to the collapse in October 2008, seven financial undertakings 
acted as market makers in the secondary market for Treasury securities, 
and six acted as market makers with Housing Financing Fund (HFF) 
bonds. After resolution committees replaced the boards of directors of 
the three largest market makers for Treasury securities, the only avail-
able option was to release all of the market makers from their market 
making duties. At that time, there was enormous demand for bonds 
bearing a Treasury guarantee, and yields declined sharply, as can be 
seen on the charts. 



Yield on short Treasury notes dropped by 9% in only two days, 
for example, while HFF bond yields fell less dramatically, by about 2%. 
The free fall lasted only 1-2 days, however. When depositors began 
to believe the Government’s declarations that all deposits in domestic 
banks were safe, yields on Treasury-guaranteed bonds recovered swiftly. 
This plunge in bond yields in only a few days is unique to Iceland and 
reflects the confusion prevailing in the bond market at the time of 
the crash. During the two-month period while formal market making 
was suspended, bond market volumes were low and prices fluctuated 
wildly. Actually, turnover all but collapsed, with HFF and Treasury bond 
volumes measuring 92.3 b.kr. in November, as opposed to 318 b.kr. in 
October and 510 b.kr. in September (see Chart 2.7). 



The new banks became members of the NASDAQ OMX 
Exchange, thus creating the preconditions for new market mak-
ing agreements for Treasury securities. Because of the high level of 
uncertainty about economic affairs in general, market makers were 
unwilling to resume market making duties on previous terms, and it 
was apparent that market makers would decline in number. At the 
end of November, new six-month market making agreements were 
concluded. Effective December 1, five financial institutions became 
market makers, as opposed to the previous seven. Each market maker 
was obliged to submit quotes for at least 50 m.kr. nominal value 
in each Treasury note series. This was half the previously required 
amount. The maximum spread between bid and ask quotes was also 
doubled in size. In mid-December, the HFF signed agreements related 
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Long-term nominal Treasury bond yields
Daily data August 29, 2008 - October 6, 2009



Source: Central Bank of Iceland.
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Chart 2.6



Yields on indexed long-term bonds
Daily data August 29, 2008 - October 6, 2009



Source: Central Bank of Iceland.
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Chart 2.7



Bond trading in Nasdaq OMX 
Nordic Exchange Iceland 
Monthly volume
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Source:  Nasdaq OMX Nordic Exchange Iceland.
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to housing bond issues and market making in the secondary market. 
The agreements were similar to those made with the Central Bank on 
behalf of the Treasury. From the time the agreements were concluded 
in December until they were renewed in May, Treasury note turnover 
averaged 100 b.kr. per month, and price volatility declined markedly. 
Given the vast increase in the Treasury’s funding needs in a short 
period of time, and because it was clear that issuance will be substan-
tial in the next few years, emphasis was placed in tightening primary 
dealers’ market making requirements when the agreements were 
renewed in May. Strong market making with Treasury bonds reduces 
price volatility in the secondary market and increases trading volumes, 
which makes it easier for the Treasury to seek credit market funding 
on a regular basis. The new market making agreements took effect at 
the beginning of June and remain valid for one year. The new agree-
ments revived the previous arrangement, under which each primary 
dealer is required to submit bid-ask quotes for a minimum of 100 
m.kr. in each series instead of the 50 m.kr. under the interim agree-
ment, and the ceiling on bid-ask spreads is similar to the previous one. 
These changes promote a deeper market, where investors can rely on 
the availability of bid-ask quotes in individual Treasury note series in 
the NASDAQ OMX Nordic Exchange for a minimum of 500 m.kr. 



The new agreements had a positive effect on the secondary 
market: Monthly Treasury note turnover doubled as a result, and now 
averages about 200 b.kr. This increase is particularly positive in view 
of the fact that bond turnover usually declines during the summer 
months. At the end of June, the HFF also amended its market making 
agreements to accord with those previously made by the Central Bank 
on behalf of the Treasury, and HFF bond trading increased notably 
thereafter. Turnover of bonds from issuers other than the Treasury and 
the HFF has been very low in the past few years. Trading was limited 
primarily to bonds issued by banks and corporations. After the banks 
collapsed, trading in these parties’ bonds ceased due to a rash of 
securities exchange delistings. Over the past 12 months, bonds other 
than Treasuries and HFF bonds have constituted less than 1% of total 
bond market trading. 



In June, the Treasury issued the longest non-indexed bond 
series ever issued in Iceland. The series bears 8.00% annual interest 
and matures in 2025. The issue lengthens the Treasury note yield 
curve significantly, as the longest non-indexed series prior to this issue 
matures in 2019. The duration of the new series is similar to that of 
HFF150434, which is an index-linked, amortised series issued by the 
HFF and maturing in 2034. This new issue facilitates the assessment of 
the market’s inflation expectations over a longer horizon than before.



The crash of the equity market



The Icelandic equity market crashed after the failure of Glitnir, 
Landsbanki Íslands, and Kaupthing. The number of listed entities has 
plummeted, and trading volumes are very small. 



Iceland’s OMXI15 share price index peaked at 9,016 at the 
market close on July 18, 2007. The OMXI15 index measured changes 
in the share price of the 15 largest, most heavily traded companies 
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Chart 2.8



Equity market
Monthly volume and price developments
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Source:  Nasdaq OMX Nordic Exchange Iceland.
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on the exchange at any time. At present, however, there are only 10 
companies listed on the exchange’s Main List, four of them Faroese, 
and trading in some companies’ shares is negligible. As a consequence, 
the calculation of the OMXI15 was discontinued on June 30, 2009, 
when the index measured 263.7, some 97% below its peak. Instead, 
a new index is calculated, the OMXI6, which reflects trading in the 
six largest companies on the exchange. The total market capitalisa-
tion of companies listed on the Icelandic exchange was 192 b.kr. at 
the beginning of August, with Össur representing one-fourth of that 
amount, Marel some 31 b.kr., and Føroya Banki about 29 b.kr. 



The current market is but a shadow of its former self after the 
majority of listed companies had their equity wiped out in the banks’ 
collapse. Most Icelandic households lost substantial amounts of money 
invested in joint pension funds and private pension savings or invested 
directly in Icelandic equities. As a result, it will probably take a long 
time to restore investor confidence. Icelandic companies’ access to 
investment capital is restricted almost entirely to credit from Icelandic 
banks, as foreign credit markets are closed to them at present. This 
is likely to obstruct gross capital formation among Icelandic firms for 
quite a while to come. 



Box 2.1



Central Bank 
liquidity facilities



In common with other central banks, the Central Bank of Iceland 
grants short-term liquidity facilities to financial undertakings. The 
two forms regular facilities take are seven-day collateral loans and 
overnight loans. The purpose of such facilities is to ensure that 
financial undertakings have access to liquidity in order to cover 
fluctuations in payment flows. All loans that the Central Bank 
extends to financial undertakings are granted against collateral. 
The securities deemed eligible under the Rules on Central Bank of 
Iceland Facilities for Financial Undertakings as current at any time 
are acceptable as collateral. The Bank does not provide financial 
undertakings with loans other than those provided for in the Rules 
unless under special circumstances. Such loans are considered loans 
of last resort. Transactions between financial institutions and the 
Central Bank are subject to the Rules on Central Bank of Iceland 
Facilities for Financial Undertakings, no. 553 of June 26, 2009. 



Demand for collateral loans and overnight loans from the 
Central Bank can arise either as a result of short-term fluctuations 
in a financial undertaking’s liquidity position or due to a shortage 
of liquidity in the market. Examples of the latter include instances 
when the Central Bank sells foreign currency to a market maker on 
the foreign exchange market (FX market intervention) or when the 
Treasury issues bonds or bills. For instance, demand for collateral 
loans rose when the Central Bank sold foreign currency in 2000-
2001. Collateral loans were in the 20-40 b.kr. range in 2000-2005. 
After glacier bonds were first issued in 2004, market participants’ 
behaviour gradually changed. Foreign investors suddenly owned 
large amounts in Icelandic krónur. A few parties held relatively large 
amounts, and some of them moved the money between financial 
institutions on a daily basis, depending on which one offered the 
highest returns. 



When day-to-day liquidity is highly uncertain, financial under-
takings want to have more liquidity on hand. The interbank market 
with krónur was functional at that time, and financial undertak-
ings could trade in the market on better terms than the Central 
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Bank offered. As a result, overnight loans were used very little, as 
the terms were vastly inferior to those in the interbank market. 
Collateral loans were on the rise from 2005 onwards. Demand 
escalated at the same time, and interbank market trading in krónur 
declined. By early in 2008, trading in the interbank market was 
very limited, primarily due to the high level of uncertainty and the 
lack of trust among financial undertakings. A large issue of Central 
Bank certificates of deposit (CDs) also siphoned liquidity out of the 
market. CDs amounting to 75 b.kr. were issued in March 2008, and 
in early October 2008 the issue was expanded to 150 b.kr.



In mid-2007, the global markets began to feel the effects 
of the liquidity shortage that was aggravated by the fall of British 
mortgage lender Northern Rock that autumn. When trust among 
financial undertakings evaporated, central banks tried to solve 
their liquidity problems. The same trend was observed in Iceland. 
Financial undertakings’ demand for Central Bank collateral loan 
facilities surged in 2008, and until the banking system collapsed that 
October, the Central Bank was their chief source of liquidity.  



In 2007 and 2008, the Central Bank amended its Rules on 
Central Bank Facilities for Financial Undertakings so as to facilitate 
access to liquidity, as the liquidity shortage had begun to cause pro-
blems in payment systems, among other things. The Central Bank of 
Iceland’s actions were comparable in many respects to those taken 
by central banks around the world at that time. In January 2008, 
the Bank relaxed its eligibility requirements for securities eligible as 
collateral for Central Bank loan facilities. New rules enabled financial 
undertakings to use bonds issued in US dollars, pounds sterling, and 
euros as collateral, provided that they did not exceed 50% of total 
collateral value at any given time. Covered bonds issued in Icelandic 
krónur and backed by housing bond portfolios were also deemed 
eligible as collateral. In August 2008, substantial amendments were 
made to the Rules once again: The proportion of foreign-denom-
inated securities was raised to 70% of total collateral value, covered 
bonds in foreign currency and in Icelandic krónur were allowed, 
and asset-backed securities were deemed eligible. In addition, 
limitations were set on the amount of unsecured bonds issued by 
domestic financial institutions a financial undertaking could submit 
as collateral. The amendments authorised financial undertakings to 
submit a wider variety of securities as collateral, but they entailed 
no relaxation of precautionary rules. The Central Bank sought out 
precedents among its counterparts abroad, including the European 
Central Bank (ECB); however, the Central Bank of Iceland was not 
as liberal as the ECB in its acceptance of collateral. 



When the banking system collapsed, almost 42% of the 
collateral for Central Bank collateral loan facilities consisted of bonds 
either bearing a Treasury guarantee or backed by some sort of asset 
portfolio. Some 58% of the underlying collateral consisted of bonds 
issued by Glitnir, Kaupthing, and Landsbanki. The proportions for 
overnight loan collateral were similar.  



The banks’ collateral loans peaked on October 1 at just over 
520 b.kr., and overnight and collateral loans combined slightly excee-
ded 521 b.kr. After that time, collateral loans declined, but overnight 
loans increased. On October 15, the total balance of collateral loans 
and overnight loans was just over 630 b.kr. By October 22, the out-
standing balance had declined, but the liabilities of the old banks were 
no longer included in the total figure. The balance of overnight loans 
can change on a daily basis, but collateral loan balances only change 
once a week. After the banks collapsed in October 2008, the Central 
Bank retained substantial assets that had been submitted as collateral 
for collateral and overnight loan facilities granted to the failed banks. 
Other financial undertakings in operation that October also sustained 
shocks when the large banks fell. A portion of their outstanding debt 
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to the Central Bank was secured with bonds issued by the old banks, 
the value of which was extremely uncertain. On October 20, 2008, 
the Central Bank announced that it would apply a 50% haircut to 
securities issued by the old banks because of this uncertainty about 
their value. Thereafter, the financial undertakings that had previo-
usly used bonds issued by the large commercial banks provided new 
collateral to the Central Bank. Much of this collateral would not have 
been accepted under normal circumstances, however.  



At year-end 2008, the Treasury took over a portion of the 
claims that had remained in the Central Bank. The Treasury took 
over a total of 345 b.kr. against a 270 b.kr. payment in the form of 
an indexed five-year debt instrument. The value of these claims is 
still extremely uncertain. With that transfer, the balance of outstand-
ing collateral loans was reduced. The combined balance of collateral 
loans and overnight loans fell to about 164 b.kr. The total balance 
of collateral loans and overnight loans was 100-120 b.kr. until early 
March 2009, when Straumur and, later in the month, SPRON and 
Sparisjódabankinn (SPB) discontinued operations. Since that time, the 
outstanding balance of collateral loans has been under 20 b.kr., and 
overnight loan balances have been below 2 b.kr. As of mid-Septem-
ber 2009, collateral loans totalled about 8 b.kr. Liquidity in the bank-
ing system has been sufficient in recent months; therefore, financial 
undertakings have had little need for Central Bank loan facilities.  



Chart 1 shows collateral loans taken from the Central Bank 
during the period 2005-2009. The chart shows a clear increase 
in the first half of 2008, due in part to the relaxation of rules on 
collateral and to the Bank’s CD issuance in late March. There was 
another increase in the autumn of 2008, when the CD issue was 
expanded in late September. Collateral loans declined on three 
occasions: when the banks failed, when the Treasury took over 
claims, and when SPRON, SPB, and Straumur fell in March 2009. 



Since the banks collapsed, the Rules on Central Bank Facilities 
for Financial Undertakings have been amended and the Bank’s 
liquidity management procedures revised. The main amendments 
are two: Eligibility is limited to securities in Icelandic krónur, and 
Treasuries and Housing Financing Fund bonds are chief among 
those accepted as collateral by the Bank. In mid-2009, the Bank 
announced changes in liquidity management. Previously, commerci-
al banks’ access to liquidity from the Central Bank was limited by 
the volume of eligible securities they could provide as collateral. 
Under the new Rules, however, market liquidity will be steered more 
closely by the Bank. The new liquidity management structure will be 
implemented in stages, as conditions allow. 



Chart 1



CBI collateral lending 2005-2009
Weekly position January 4, 2005 - September 30, 2009



M.kr. 



Source: Central Bank of Iceland.
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The indebtedness of Iceland’s private sector is virtually without precedent among nations that have expe-



rienced a system-wide financial crisis. Households’ and businesses’ debt to the credit system amounted to 



nearly 500% of GDP shortly before the crash. Because a substantial portion of this debt is denominated 



in foreign currency, household and business balance sheets were extremely vulnerable to the deprecia-



tion of the króna, particularly because most of the borrowers had little or no foreign-currency income. 



Household and business balance sheets have been dealt a terrible blow by the currency collapse, the 



ensuing inflation spike, and the failure of the banks. Assets and income have declined concurrent with a 



rise in debt and debt service. Outstanding debts exceed assets in many instances, and financial distress is 



on the rise. The position of borrowers represents a risk for the credit system, and there is the danger that 



default and the need for loan provisions will continue to rise in coming quarters. The Central Bank has 



compiled extensive data on household and businesses and has found the information useful in its assess-



ment of borrowers’ position and their effect on the financial system. The results of the Central Bank’s 



analysis should also prove useful in policy-making related to private sector debt restructuring, which is 



an important element in economic recovery and the development of a sound financial system. 



2.2. Borrowers: households and businesses



Households
Many households took substantial risk during the upswing 



instead of preparing for the foreseeable economic downturn



Developments between 2004 and 2007 appeared to strengthen 
household balance sheets to a marked degree. Real disposable income 
rose swiftly, lending rates dropped, access to credit opened up, 
unemployment declined, asset prices increased, and debt service fell. 
Although household indebtedness grew rapidly, asset values rose even 
faster. Between year-end 2003 and year-end 2007, household assets 
excluding pension assets increased by 73% in real terms, from 1,790 
b.kr. to approximately 3,780 b.kr. Of that amount, the value of real 
estate exclusive of contents and automobiles rose by 1,290 b.kr., or 
64%. Households’ securities holdings increased substantially as well. 
Hence households’ assets were substantial, far outstripping liabilities 
by year-end 2007. 



At first glance, household balance sheets seemed fairly strong 
at the end of the upswing in spite of an enormous increase in debt, 
and they appeared able to withstand considerable heavy weather. 
However, such an overview did not give a clear enough picture of the 
underlying risk in the event of sudden changes in debt service, income 
flows, outstanding debt balances, and asset prices. Many households 
took substantial risk instead of preparing for a possible downturn. 
Rapid lending growth and increased assets made these households 
much more sensitive to shock, particularly those that took foreign-
denominated loans without having any foreign income and those 
that took on too much debt. The share of foreign-denominated loans 
rose sharply during this period, in spite of the growing likelihood that 
the króna would depreciate as the real exchange rate moved farther 
from its long-term equilibrium value. By the end of September 2008, 
foreign-denominated debt constituted about one-fifth of total house-
hold debt, as opposed to 1½% at year-end 2003. 



A common occurrence in the run-up to financial and currency 
crises in emerging nations is that households and businesses take on 



Chart 2.9



Private sector debt in selected countries 
1980-2007
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Sources: Bank of England, Central Bank of Iceland.
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significant foreign exchange risk. Many such nations adhered to a 
fixed exchange rate regime, which contributed to the development 
of imbalances in the currency composition of assets and liabilities. 
Iceland’s tight monetary policy widened the exchange rate differ-
ential with abroad during the period from 2005 to 2007, and the 
real exchange rate of the króna was high. Despite the fact that the 
high real exchange rate exacerbated the risk attached to foreign-
denominated borrowing, many households took advantage of ready 
access to cheap foreign credit. But the majority of borrowers had no 
foreign-currency income and therefore had limited protection against 
exchange rate volatility. Many underestimated the foreign exchange 
risk involved and did not anticipate the effects of adverse exchange 
rate movements on debt service and equity. 



After several boom years characterised by debt accumulation, 
households’ balance sheets were vulnerable to shock. The macroeco-
nomic imbalances that were manifested in surging domestic demand, 
an ongoing current account deficit, and persistent inflation suggested 
the likelihood that an adjustment following the upswing would usher 
in rising unemployment, currency depreciation, and falling asset 
prices – and plunge a number of households into financial difficulties. 
Although many predicted that the domestic economy was in for a 
major adjustment towards sustainable demand levels, the shock was 
more massive than generally expected. 



Households have been struck by multiple interrelated shocks in 



the wake of the currency and banking crisis



Households have been hard hit by the collapse of the banks and the 
króna. Their balance sheets have sustained a number of blows, and 
their capacity to pay has diminished.



The króna fell by 45% against the euro in 2008, and by another 
7% in the first nine months of 2009. This is a more pronounced cur-
rency depreciation than households have faced in other countries 
with widespread foreign-currency debt. Inflation soared at the same 
time, peaking at 18.7% in January 2009. As a consequence, both 
inflation-linked and foreign-denominated loans have risen substan-
tially. The currency depreciation raises the debt service of households 
with foreign-currency debt and erodes their equity for the long term 
if the exchange rate does not recover. Inflation also erodes the equity 
of households with inflation-indexed loans and raises their debt serv-
ice when accrued indexation on those loans rises; however, the vast 
majority of indexed loans are amortised long-term loans, and the 
indexation is distributed over a long period. Furthermore, inflation 
eats into households’ real wages and real disposable income. Real 
wages have declined by 7.5% since the collapse last autumn, and the 
Central Bank’s macroeconomic forecast of August 2009 projects that 
real disposable income will contract by more than one-fourth between 
the banks’ failure and year-end 2011.



Asset values have declined sharply. When the banks failed, 
about 80% of equity holdings were wiped out, and many firms’ bonds 
plunged in value. To add insult to injury, households lost a portion 
of their investment fund savings and pension savings. House prices 



Chart 2.11



Developement of real disposable income 
per capita 1995-2008



Change on a year earlier (%)



Sources: Statistics Iceland, Central Bank of Iceland.
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Chart 2.12



Share of banks' household loans 
in foreign currency in a few countries
Comparison between 2003 and 2008



Share of loans (%)



Sources: Magyar Nemzeti Bank, Central Bank of Iceland.
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Chart 2.10



Household and corporate sector debt 
1980-20081



% of GDP



1. Value for 2008 is for September 2008.
Source: Central Bank of Iceland.
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have declined by about 12% in nominal terms, and by one-third in 
real terms, after peaking in January 2008. The Central Bank’s August 
forecast assumes that real house prices will fall by nearly 50% from 
their peak. Households’ housing wealth can therefore be expected to 
decline in coming quarters, further eroding equity. Those households 
with negative homeowners’ equity and a dramatically increased debt 
service burden are at great risk of financial distress. 



Unemployment has risen swiftly since the banks collapsed. 
Increased unemployment is likely one of the most serious factors, as 
it raises debt service. The number of households in distress will be 
determined largely by how high unemployment rises and how long the 
króna remains weak. According to the Central Bank’s August forecast, 
unemployment will peak at just over 11% in Q1/2010 and remain 
high throughout the forecast horizon. This is a two-fisted blow, as dis-
posable income falls and debt service rises at the same time. 



Finally, credit has been very scarce since the crash, although the 
credit market had been tight in the run-up to the crisis because of the 
liquidity squeeze.



Outstanding balances on foreign-denominated mortgages have 



doubled for 43% of borrowers



The collapse of the banks and the króna had a sudden, dramatic effect 
on the liabilities side of household balance sheets. According to the 
new Central Bank database, which is based on financial information 
gathered in collaboration with domestic financial institutions, the 
Director of Internal Revenue, and the Directorate of Labour,1 about 
80,000 Icelandic households were carrying mortgage loans with a 
total outstanding balance of 1,330 b.kr. as of year-end 2008.2 At that 
time, nearly 45,000 households had motor vehicle loans with a total 
outstanding balance of 127 b.kr., and over 81,000 households owed a 
total of 53 b.kr. in the form of overdraft loans. Household debt to the 
Icelandic Student Loan Fund is not included in the database, nor are 
pension fund loans from several of the smaller pension funds. 



In the Central Bank database, it is possible to compare the 
original amount of each loan and its outstanding balance at the end 
of 2008. Households with foreign-denominated loans have seen their 
debts rise most. About 5,500 households have mixed mortgages – 
that is, a portion of their debt is in foreign currency – and 1,500 have 
foreign-denominated mortgages only. Among homeowners with 
foreign-currency mortgages only, roughly 43% have an outstand-
ing balance more than twice the original amount, and over half of 
households with mixed mortgages have seen their total outstanding 
balance rise by more than 50% from the date of issue. While the rise 
in outstanding mortgage balances among households with inflation-
linked, króna-denominated loans only is more modest, approximately 
one-third of households in this category saw their outstanding mort-
gage balances increase by more than 30% between the date of issue 
and the end of 2008.



1. The data collection is based on permission granted by the Data Protection Authority. The 
analysis has been conducted using data that are encrypted and anonymous.



2. All loans backed by real estate are defined as mortgages. 



Chart 2.13



Exchange rate changes 
from July 2007 to August 2009
Based on BIS broad nominal effective exchange rate indicies



%



Sources: BIS, Central Bank of Iceland. 
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Chart 2.14



Real house prices 1980-20111



%



1. Central Bank baseline forecast in the Monetary Bulletin 2009/3 for 
2009-2011.
Sources: Statistics Iceland, Central Bank of Iceland.
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Chart 2.15



Mortgage borrowers by currency denomination



Source: Central Bank of Iceland.
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Over 37,000 households carry foreign-denominated motor vehi-



cle debt; loan balances have risen sharply



Households with foreign-denominated car loans far outnumber those 
with foreign mortgages. About 28,600 households have all their 
motor vehicle debt in foreign currency, while 8,600 have a mixture 
of domestic and foreign loans, and another 7,200 have car loans in 
krónur only. Motor vehicle loan balances have risen by more than 
50% since the date of issue for about half of borrowers with their 
entire motor vehicle debt in foreign currency. 



Around 15% of the 80,000 households with mortgages owe 
more than 50% more than they borrowed for motor vehicle and 
house purchases. 



Heavily indebted households have multiplied rapidly



The rise in debt is an imperfect indicator of the risk the debt increase 
represents for the credit system. Such an assessment must also take 
into account debt distribution, as well as households’ equity and 
ability to tolerate increased debt service. Over half of households in 
Iceland carry mortgage debt amounting to less than three times their 
annual disposable income. One-fourth owe more than five times their 
annual disposable income.3 Assuming a real interest rate of 5% on a 
30-year, inflation-indexed, amortised loan, the payments on housing 
debt amounting to 500% of disposable income will amount to 30% of 
disposable income, which is close to what is generally considered the 
danger limit for mortgage debt service. 



About half of households carrying motor vehicle debt owe less 
than 50% of their annual disposable income on their car loans. One-
fourth of them owe more than their annual income, which is a large 
proportion, considering the short duration of such loans. An examina-
tion of total household debt in the database, which excludes student 
loans, reveals that about half of households are carrying debt exceed-
ing 300% of their annual disposable income. 



In Financial Stability 2008, the Central Bank expressed its con-
cern about the increased number of couples owing more than 300% 
of their annual income, according to income tax returns for 2006. 
About one-fourth of couples fell into this category, while 5% owed 
more than 600% of their annual disposable income. Hence it can 
be assumed that the group of households owing more than 300% 
of their annual disposable income has doubled in size in three years, 
and the most indebted group – those owing more than 600% of 
their annual disposable income – has quadrupled. It should be borne 
in mind, however, that debt-free households are not included in the 
Central Bank database unless they have loaned collateral to other 
households. Furthermore, data on disposable income are not entirely 
comparable. Even allowing for these factors, however, it is clear that 
the number of heavily indebted households has risen rapidly.  



3. Based on income in February 2009, according to information from the Director of Internal 
Revenue’s tax withholding register. Tax withholding data do not provide as comprehensive 
a view of disposable income as do data based on individual income tax returns, as the 
former do not take account of mortgage interest allowances, child subsidy allowances, 
alimony, independent contractor fees, and other factors. This can be expected to distort 
the assessment of low-income families’ position.



Chart 2.17



Auto loan borrowers by currency denomination



Source: Central Bank of Iceland.
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Change in outstanding amount of auto loans 
from date of origin to year-end 2008



Share of households (%)



Source: Central Bank of Iceland.
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Chart 2.16



Change in outstanding amount of mortgages 
from date of origin to year-end 20081



Share of households (%)



1. All loans backed with residential housing collateral are defined as 
mortgage loans.
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In assessing the risk this development poses for the credit sys-
tem, it is useful to determine how large a share of total debt is borne 
by the most indebted group of borrowers. Some 73% of total debt 
is carried by households owing more than 300% of their disposable 
income, while households owing more than 600% of disposable 
income represent 39% of total debt. 



The highest-income group carries a smaller share of debt than is 



common abroad



The distribution of debt by asset and income category can provide 
useful insight into the risk to the credit system as a result of household 
indebtedness. The distribution of total debt is thus well in line with 
income distribution in Iceland, and the share of total debt borne by 
higher-income groups is smaller than is often the case in other coun-
tries. It can be assumed that the credit system is at greater risk from 
household indebtedness if a large proportion of total debt is carried by 
lower-income borrowers, who are more vulnerable to loss of income 
or employment. 



Households with significant housing wealth carry a relatively 
large proportion of total debt in Iceland. Just under one-third of 
households own property valued at more than 30 m.kr. according 
to official assessments, but this group owes nearly half of mortgage 
debt. Almost 68% of households own property valued at less than 30 
m.kr. according to official assessments, and they owe just over half of 
total mortgage debt.



One-fifth of homeowners have negative housing equity



In the Central Bank database, it is possible to examine the homeown-
ers’ equity of the 75,000 households that own real estate, although 
that examination is limited at present to the difference between 
outstanding mortgage balances and housing wealth according to 
the official valuation of December 2008. According to this criterion, 
about 21% of homeowners had negative equity in their property 
at the end of 2008. If nominal house prices decline in accordance 
with the Central Bank’s August forecast, it is likely that one-third of 
households will have negative equity in the next few years. It should 
be noted, however, that in some locations the market value of real 
estate exceeds the official assessed value; furthermore, the forecast 
assumes that house prices will dip temporarily below their long-term 
equilibrium values before recovering. 



Debt service burden over the danger limit for 20-26% of house-



holds in early 2009



Household debt service has skyrocketed due to the weak króna, high 
inflation, and declining disposable income. Mortgage debt service 
amounting to less than 30-35% of disposable income is generally 
considered manageable.4 According to information from the Central 



Chart 2.19



Change in combined outstanding amount of 
mortgage and auto loans from date of origin 
to year-end 2008



Share of households (%)



Source: Central Bank of Iceland.
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Chart 2.20



Mortgage, auto and overdraft debt 
as per cent of annualised disposable income1



Share of households (%)



1. Based on outstanding amounts of loans at year-end 2008 and income 
data from PAYE records in February 2009.
Source: Central Bank of Iceland
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Chart 2.21



Mortgage, auto and overdraft debt 
as per cent of annualised disposable income1



%



1. Based on outstanding amounts of loans at year-end 2008 and income 
data from PAYE records in February 2009.
Source: Central Bank of Iceland.
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4. See, for example, Greninger, Sue A., Vickie L. Hampton, Karrol A. Kitt and Joseph A. 
Achacoso (1996). “Ratios and Benchmarks for Measuring the Financial Well-Being of 
Families and Individuals“, Financial Services Review, 5(1), 51-70. See also Parliamentary 
Document no. 345, Case 98, from the 137th legislative session of the Parliament of 
Iceland, year 2009.
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Bank database, which is based on income and debt service in early 
2009, 26% of households allocated over 30% of their disposable 
income towards mortgage payments, and 20% of households spent 
more than 35% of disposable income on mortgage debt. For 23% of 
households, total debt service for mortgages, car loans, and overdraft 
loans exceeded 40% of disposable income, which is commonly con-
sidered the danger limit for total debt service. 



Households with foreign-denominated mortgages have expe-
rienced the largest rise in debt service. Information from the Central 
Bank database indicates that at least 35-40% of households with part 
or all of their mortgage debt in foreign currency are above the danger 
limits, although this percentage could be even larger.5 



Indicators suggest that 85-90% of all króna-denominated mort-



gage loans are being paid as usual …



The Central Bank is in the process of gathering data on default and 
the use of financial distress measures from commercial banks and 
asset financing firms. Although compilation is not yet complete, the 
data gathered so far indicate that approximately 85-90% of total 
króna-denominated mortgage loans are being paid as usual, while 5% 
have been adjusted under payment smoothing measures and another 
7% have been frozen. It should be noted that approximately 87% of 
outstanding mortgage loans were in Icelandic krónur as of year-end 
2008. Thus it is clear that the vast majority of all mortgages are being 
paid in the customary fashion. Indicators suggest that approximately 
9% of total króna-denominated mortgages are in arrears, including 
6% seriously in default.6



… but the default ratio for foreign mortgages is at least twice 



that for domestic mortgages 



About 9% of households with mortgages have at least a portion of 
their mortgage debt in foreign currency. The use of financial distress 
measures among households with foreign-denominated mortgages 
appears to differ somewhat by financial institution and by the rate at 
which loan freezing declines. Clearly, an increasing number of borrow-
ers are choosing payment smoothing, especially those with foreign-
currency mortgages, with available data suggesting that about 20% 
of all foreign mortgage balances are in payment smoothing. There are 
also indicators that freezing of foreign-currency mortgages is on the 
decline, and it appears as though the share of frozen loans has fallen 
below 15% in most banks. Data suggest that approximately 20% of 
foreign-denominated mortgages are in arrears at the large commercial 
banks, including over 10% seriously in default. 



Chart 2.23



Mortgage debt service ratio1



Share of households (%)



1. Mortage debt at beginning of the year as a service ratio from PAYE 
records in February 2009.
Source: Central Bank of Iceland.
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Chart 2.24



Household debt to disposable income ratios 
in selected countries 1981-2008



% of disposable income



1. Value for Iceland in 2008 is for September 2008.
Sources: Riksbanken, Norges Bank, Central Bank of Iceland.
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Chart 2.22



Mortgage debt as a share of housing wealth 
at year-end 20081



Share of households (%)



1. Based on outstanding amount of mortgage debt and Land Registry 
value of residential property in December 2008.
Source: Central Bank of Iceland. 
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5. The Central Bank’s study of households’ position in the wake of the banks’ collapse is 
based on information provided to the Central Bank by banks, savings banks, asset financ-
ing firms, the Housing Financing Fund, and pension funds earlier in 2009. Calculations of 
debt service are based on all of the loans for which the financial institution in question has 
provided debt service information according to the most recent payment slips. While loans 
were “frozen” by financial institutions, the Central Bank did not always receive information 
on debt service for those loans. It was not possible to use those data for the assessment of 
debt service.



6. Loans more than 90 days in arrears are defined as seriously in default.
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Asset financing companies have offered a number of financial 
distress measures for customers with car loans. In most cases, these 
measures involve reducing the debt service temporarily and lengthen-
ing the loan duration. According to available indicators, about half of 
outstanding foreign-denominated motor vehicle loans are being paid 
in this manner. A comparison of car and mortgage loans in krónur, 
on the one hand, and a comparison of foreign-denominated car and 
mortgage loans, on the other, indicates that the default ratio on car 
loans is similar to that for mortgages. However, the proportion of 
foreign-denominated motor vehicle loans is higher; therefore, the 
default ratio for car loans is higher as well. 



Indicators imply that about one-fifth of households currently 



need financial distress measures of some sort 



As is discussed above, about 20-26% of households had debt serv-
ice above the danger limit, according to the study carried out by the 
Central Bank. Since the beginning of 2009, income has continued to 
contract, the króna has weakened, and prices have risen. As a result, 
the group of households at risk of financial difficulties has grown. On 
the other hand, an increasing number of households are utilising the 
available financial distress measures, such as payment smoothing of 
inflation-linked and foreign-denominated mortgages and temporary 
reductions in debt service on car loans. Thus it is informative to compare 
the Central Bank’s research findings with recent information on default 
and the use of financial distress measures. It is clear that approximately 
80% of all mortgage loans are being paid as usual, that the proportion 
of loans in payment smoothing is on the rise, and that over 10% are 
in default.7 Thus it is likely that the percentage of households in seri-
ous need of assistance is similar to that according to the Central Bank’s 
study, but that it will rise unless further action is taken.8 



Official household debt restructuring measures have been 



announced but not yet implemented



At the end of September, the Minister of Social Affairs announced 
Government measures to reduce debt service. The measures are based 
on a mixture of general and specialised assistance, plus changes to 
official debt mitigation measures. The general measures involve plac-
ing a ceiling on payment smoothing so that the duration of a loan in 
payment smoothing may be extended by no more than three years. 
Payment smoothing is intended for mortgages and motor vehicle 
loans, with the aim of basing payments on the debt service burden 
as of January 1, 2008, for inflation-linked loans and May 2, 2008, for 
foreign-denominated loans.9 Loan payments will develop in line with 



7. There is greater uncertainty among borrowers with motor vehicles loans, as a large number 
are using temporary measures to reduce debt service.



8. These findings are quite consistent with the results of two surveys carried out by Capacent 
Gallup for the Icelandic Federation of Labour (ASÍ) and the Icelandic Homes’ Coalition 
(HH). The ASÍ survey revealed that just under 19% of households had needed or conside-
red themselves to need special assistance in order to continue paying their loans. The HH 
survey revealed that nearly 18% of households needed to use their savings to make ends 
meet, were accumulating debt, or said they were insolvent.



9. The modified mortgage payment index is a composite index derived from the wage index 
and weighted to take account of employment levels.
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a so-called modified mortgage payment index. Households for which 
these general measures do not suffice will be offered special debt 
mitigation measures in co-operation between borrowers and financial 
institutions. The specialised debt mitigation measures entail assessing 
the borrower’s long-term capacity to pay and adjusting the debt to 
that capacity; for example, by deferring a portion of the debt, writing 
off debt, and possible takeover or sale of pledged assets. The details 
of these measures are still under development; thus it is too early to 
evaluate the effect they will have. 



Labour market developments and the outcome of debt restructur-



ing will be major determinants of the scope of financial distress 



Icelandic households are among the most indebted that have ever 
experienced a system-wide financial crisis. They have sustained severe 
blows as a result of the banks’ collapse, and they were less resilient 
beforehand than aggregate statistics indicated. The pre-crisis spree 
of foreign borrowing has proven extremely costly for many, and it is 
obvious that financial institutions were too liberal in issuing foreign-
denominated loans to households without any foreign-denominated 
income. Extensive data compilation, indicators of default, and survey 
results suggest that about one-fifth of households are in financial dif-
ficulties and that this figure will rise if no action is taken. However, the 
preconditions for household debt restructuring are developing. The 
Government has already announced its debt restructuring plans, and 
financial institutions appear ready and willing to participate in them. 
The scope of financial distress among borrowers and the extent of 
financial institutions’ loan losses will be determined by unemployment 
and by the outcome of debt restructuring measures. 



Businesses
Lending to businesses has surged in the past decade  



In recent years, the Central Bank’s Financial Stability reports have 
discussed the status of businesses and assessed the possible impact 
of increased business indebtedness on the stability of the banking 
system. In that discussion, the Bank pointed out repeatedly that the 
status of companies was quite uncertain due to a shortage of informa-
tion, and it stressed the necessity of compiling further data. Lending 
trends, growing corporate bond issuance, and other factors made it 
clear, however, that companies’ balance sheets were expanding rap-
idly. With interest rates at historical lows and access to credit virtually 
unlimited, lending grew by leaps and bounds. 



In the past several years, businesses have borrowed increasingly 
in foreign currency, but in 2006, Icelandic banks found foreign credit 
harder to come by, and lending growth lost momentum. 



In 2007, however, lending growth gained pace again, in spite 
of the banks’ limited access to foreign credit owing to changes on 
the global front. Lending growth in 2008 was attributable primarily 
to exchange rate effects. It should be borne in mind that correction 
for exchange rate effects is based on the exchange rate index, which 
is not entirely comparable to the currency composition of businesses’ 
loans. For example, the króna weakened more against the Swiss franc 



Chart 2.25



Lending growth as % of GDP
Credit institution lending to businesses1



% of GDP



1. Available data for 2008 included only the first nine months of the 
year. Indexed lending has been adjusted according to the CPI, and FX 
lending according to the ISK exchange rate index. The exchange rate 
index may not reflect the currency composition of foreign-denominated 
loans; hence this is merely an approximation.
Sources: Statistics Iceland, Central Bank of Iceland.
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and the Japanese yen than it did against the euro; thus such a correc-
tion overestimates lending growth in 2008. 



Extensive gathering of data on the financial position of busi-



nesses



The Central Bank is preparing an evaluation of the status of companies 
based on information received from credit institutions10 on the status 
of domestic businesses’11 loans and deposits as of end-June 2009. All 
of the information in this section is based on companies’ position as of 
that time. This new database enables the Central Bank to examine the 
scope and composition of businesses’ debt in much greater detail than 
was previously possible. The data give an indication of the number of 
companies that could end up in financial distress, and of the risk that 
increased default among businesses poses for the banking system. 



The majority of loans are to holding companies



Outstanding loans from Icelandic credit institutions to domestic com-
panies amounted to 4,600 b.kr. at the end of June 2009. Holding 
companies were the largest debtors, with about 39% of the total. 
Service companies are next in line, with nearly 26% of total loans to 
businesses. Loans to fisheries accounted for 11.5% of the total, and 
loans to companies in retail trade about 9%. 



Lending to holding companies quintupled during the three-year 
period ending with the banks’ collapse at the end of September 2008. 
Foreign-denominated loans account for about 70% of loans to hold-
ing companies, which is similar to the proportion of foreign loans to 
total loans granted to companies. Bullet loans account for about half 
of loans to holding companies but only about one-third of all business 
loans. The principal of 3% of outstanding loans to holding companies 
has been frozen. Default is more common among holding companies 
than among businesses in general, at 57%.12 Of that amount, 80% 
are seriously in default. In addition, loans to holding companies have 
generally been of short duration, with 55% of the total outstanding 
balance maturing in the next two years.  



A large majority of business loans are foreign-denominated 



Some 70% of loans to businesses and holding companies are denomi-
nated in foreign currency. This is proportionally larger than revenues in 
foreign currency. In other words, businesses have a sizeable unhedged 
foreign exchange risk. In spite of the large proportion of foreign-
denominated loans, only 44% of businesses have borrowed in for-
eign currency; therefore, the loan portfolios of over half of Icelandic 
companies are not directly linked to the exchange rate of the króna. 
One-fifth of loans to companies are non-indexed, and only 10% are 
index-linked. 



Over one-third of foreign-denominated loans are in euros, 
just over one-fifth in Swiss francs, and slightly less than one-fifth in 



10. Credit institutions are commercial banks, savings banks and lending institutions.



11. Domestic businesses include holding companies and other companies.



12. The proportion of loans in default is calculated from total outstanding balance of loans to 
holding companies. This does therefore not show the amount which is unpaid.



Chart 2.26



Distribution of lending by sector
Central Bank of Iceland database on loans to businesses 



at end-June 2009



%



Sources: Statistics Iceland, Central Bank of Iceland.
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Chart 2.27



Type of loan
Central Bank of Iceland database on loans to businesses 



at end-June 2009
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Source: Central Bank of Iceland.
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Currency composition of loans



Central Bank of Iceland database on loans to businesses 



at end-June 2009
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Japanese yen. The currency composition of businesses’ foreign loans 
therefore appears to be different from that of their export revenues. 
A small share of Iceland’s export revenues is in low-yielding currencies 
such as the yen and the Swiss franc, while the majority is in euros and 
US dollars. As a result, it is clear that, despite having foreign-currency 
revenues, businesses’ loan portfolios could be sensitive to exchange 
rate movements among major currencies. In some instances, such risk 
may have been hedged with forward contracts, but because those 
contracts are now held in the old banks and the swap market has 
been non-functional for some time, some foreign exchange risk may 
remain. 



Icelandic businesses heavily indebted in an international context



Prior to the banks’ failure, Iceland’s private sector – that is, busi-
nesses and households – was heavily indebted in comparison with 
other countries. In terms of private sector lending as a proportion of 
GDP, Iceland stands out in a comparison with other countries that 
have experienced financial crises that in turn have triggered business 
debt crises. As can be seen in Chart 2.30, business lending in Iceland 
exceeded 500% of GDP in 2008, as opposed to Thailand, which 
suffered a crisis in 1997 with a business lending ratio that peaked at 
165% of GDP. 



The proportion of foreign-denominated lending to businesses 
is higher in Iceland than it is elsewhere. A comparison with countries 
that have also experienced currency crises shows that the proportion 
of foreign-currency lending is much higher in Iceland, both in com-
parison with exports and as a percentage of GDP. 



Over 70% of business loans to mature in the next four years



Unlike loans extended to individuals, business loans usually have short 
maturities. A large proportion of business loans in Iceland will mature 
in the next four years, and over one-fourth have maturities shorter 
than one year. It has taken a very long time to finalise the initial bal-
ance sheets of the three new banks, and their ultimate ownership 
structure is still uncertain. Most likely, credit institutions have been 
unwilling to lend and to conclude negotiations on debts before having 
access to this information. Furthermore, decisions on debt restructur-
ing have been shrouded in uncertainty. It is important to address this 
problem as soon as possible so that debt restructuring can begin and 
financial institutions can provide credit to profitable ventures once 
again, although the uncertain economic situation, relatively high 



Table 1 Comparison with other countries
 



   Iceland Argentina Thailand Korea Brazil Uruguay



  % 2007 2000 1996 1996 2001 2001



  FX loans as %  
  of exports 309 213 132 39 135 199



  FX loans as % 
  of GDP1 107 24 52 12 18 35



1. Based on data one year before the crisis struck.



Sources: International Monetary Fund, Central Bank of Iceland.



Chart 2.29



Decline of the króna against currencies
Decline from Sep 1, 2008 - Jun 30, 2009



%



Source: Central Bank of Iceland.
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Chart 2.30



Private sector lending as % of GDP1



% of GDP



1. The year in parentheses represents the onset of the crisis in the 
country concerned.
Sources: Reuters EcoWin, Central Bank of Iceland.
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Chart 2.31



Duration of loans
Central Bank of Iceland database on loans to businesses 
at end-June 2009



%



Source: Central Bank of Iceland.
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nominal interest rates, and erosion of collateral values are factors 
as well. In many instances, the value of companies’ collateral has 
declined due to falling asset prices, and equity securities held by busi-
nesses may have little or no value. Companies that find themselves 
in this position may have difficulty obtaining re-financing. Firms in 
the sectors hardest hit by the crisis – construction companies, holding 
companies, and importers of durables – envision a long-standing con-
traction in revenues. Under those circumstances, it could be difficult 
to restructure debt. 



Foreign-denominated loans amounting to over 750 b.kr. will 
mature over the next twelve months. According to the Rules on 
Foreign Exchange, it is prohibited to grant foreign-currency loans, 
but it is permissible to extend the duration of loans taken before the 
adoption of the Rules. It is only permissible to extend previously taken 
loans, however, if other terms and conditions remain unchanged.  



One-fourth of businesses are in arrears



Nearly one-fourth of businesses have loans in default at the credit 
institutions included in the Bank’s sample.13 Of these loans, 80% of 
the outstanding balances are in serious default. There appears to be 
no pattern to the type of loan in default. It could have been expected 
that foreign-currency loans would predominate among those in default 
because of the increased debt service resulting from the weak króna. 
Some 14% of foreign-denominated loans have been frozen. As Chart 
2.32 shows, most of these borrowers have requested to freeze the prin-
cipal. Most likely, some companies have requested freezing in the hope 
that the króna will appreciate. Approximately 13% of indexed loans 
have been frozen. Although debt service on these loans has not risen as 
abruptly as that on foreign-denominated loans, the increase is substan-
tial. It is conceivable that these borrowers requested freezing because of 
broader-based financial difficulties caused by declining revenues. 



One-third of loans to businesses are bullet loans on which inter-
est is paid either during the loan period or at maturity. Defaults on 
such loans usually do not become apparent before maturity. Many 
bullet loans are to mature in the next few months, and unless there 
are major changes in the economic environment, existing figures on 
default could underestimate the difficulties faced by companies. 



Fisheries have the most loans with frozen principal 



Fisheries account for about 11.5% of total lending to businesses, with 
95% of their loans in foreign currency. Over half of foreign loans to 
fisheries are in low-yielding currencies – Swiss francs and Japanese yen 
– while 25% are in euros. However, nearly 40% of fisheries’ exports 
are in euros, one-fourth in British pounds, and just over one-fifth in US 
dollars. Only a very small portion of export revenues are in yen and 
Swiss francs. This currency mismatch between revenues and lending 
could therefore cause difficulties in fisheries’ operations if they have no 
way to hedge against the risk this entails. A considerably large share of 
fisheries’ foreign loans – 21% of outstanding loan principal – has been 
frozen. This is rather a surprise, considering that the vast majority of 



Chart 2.32



Frozen loans
Central Bank of Iceland database on loans to businesses 
at end-June 2009



B.kr.



Source: Central Bank of Iceland.
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Chart 2.33



Currency composition of FX loans to fisheries
Central Bank of Iceland database on loans to businesses 
at end-June 2009
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Source: Central Bank of Iceland.
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13. If an instalment loan is in arrears, it is classified as a loan in default.
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their revenues are in foreign currency. There could be several reasons 
for this: First, the currency mismatch described above could have raised 
debt service far in excess of revenue increases. Second, the banks may 
be more willing to freeze loans to fisheries than to other sectors because 
they consider them more viable businesses. Finally, it could be that the 
companies are attempting to maximise their foreign exchange revenues 
by postponing payments for exports and freezing their loans in the 
hope of advantageous exchange rate developments. 



Only one-third of service companies have foreign-denominated 



loans



Loans to service companies represent about 26% of total lending to 
businesses. Real estate firms are the largest debtors in this category. 
The majority – 63% – of loans to the services sector are foreign-
denominated, yet only one-third of companies in the sector have 
borrowed in foreign currency. 



Total lending to the sector amounts to 1,190 b.kr., while export-
ed services totalled 186 b.kr., or 15% of the loan amount, in 2008. 
Clearly, these companies have substantial unhedged foreign exchange 
risk. Tourism provides about one-third of all exported services, while 
transport-related services represent 43%, and other services constitute 
the remainder. It is not possible to obtain a more detailed itemisation 
of export revenues by sector and by currency. The tourism sector has 
outstanding loans amounting to 47 b.kr., 65% of which are in foreign 
currency. Revenues from tourism exports amounted to 54 b.kr. in 
2008. About 2/3 of foreign-denominated loans to the tourism industry 
are in Swiss francs and Japanese yen, yet it is unlikely that the com-
panies concerned have revenues in those currencies. As a result, their 
debt service on these loans has probably outpaced their revenues.



Nearly 2/3 of the loans to the services sector excluding tourism 
are in foreign currency, and presumably the companies in question 
have limited foreign exchange revenues. Nearly one-fourth of foreign-
denominated loans to this group are in Swiss francs, and another 20% 
in yen. While this unhedged foreign exchange risk applies to only one-
third of companies, it extends to over 80% of all lending to service 
companies not engaged in tourism. 



Short duration of loans to construction companies could cause 



difficulties



Loans granted to companies in the construction sector account for 
about 6% of total business lending. About 43% of these loans are 
denominated in foreign currency, 37% are non-indexed, and about 
20% are indexed. Half of loans to construction companies mature in 
the next four years, and one-third in the upcoming 12 months. The 
short duration of these loans could cause difficulties, as turnover in 
the residential and commercial real estate markets is negligible, which 
means that revenues will be small and the borrowers will need to re-
finance the loans. Collateral may be insufficient due to falling asset 
prices. An examination of default in the sector brings the existing 
financial distress clearly to light, as about 50% of outstanding loans 
are in default, and 70% of those are in serious default. In 15% of 
instances, the loan principal has been frozen. 



Chart 2.34



Distribution of lending by service sector
Central Bank of Iceland database on loans to businesses 
at end-June 2009



Source: Central Bank of Iceland.
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Type of loan by service sector
Central Bank of Iceland database on loans to businesses 
at end-June 2009
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Source: Central Bank of Iceland.
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Chart 2.36



Duration of loans in the building and 
construction sector
Central Bank of Iceland database on loans to businesses 
at end-June 2009



%



Source: Central Bank of Iceland.
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Businesses are heavily indebted



It is clear that lending to companies has increased swiftly in recent 
years and that business indebtedness has risen sharply as a result. 
Many of the loans were granted to holding companies. It is unclear 
how they stand at present, as many of these holding companies were 
established to administer holdings in companies that are now worth-
less. A large share of the loan portfolio is foreign-denominated, and 
a comparison with export revenues reveals considerable unhedged 
foreign exchange risk. Because the duration of business loans is rather 
short, it is important to expedite debt restructuring efforts and enable 
financial institutions to begin channelling credit towards profitable 
investment projects once again. About one-fourth of businesses are 
in default. Because of the predominance of bullet loans among busi-
nesses’ debt, it is likely that figures on default underestimate the 
problems businesses face. 



After the collapse of the old commercial banks last autumn and the subsequent failure of several other 
financial undertakings this March, the assets of currently operating banks have contracted sharply. Their 
operations are now restricted almost entirely to domestic activities. One of the chief risks faced by banks 
is the possibility that the quality of their loan portfolios could deteriorate markedly from previous esti-
mates. In the current economic climate, it is difficult to determine both borrowers’ actual capacity to pay 
and the value of loan collateral. Before the crisis, numerous households and businesses had accumulated 
far too much debt, and currency depreciation coupled with higher inflation have swelled their outstand-
ing loan balances considerably. It is clear that a significant amount of loans needs to be written off, and 
the credit risk is therefore substantial. This has been taken into account in the valuation of the new 
banks’ assets for the settlement between the new and old banks, but that valuation is very uncertain. The 
banks’ largest exposures exceed the statutory maximum, which is 25% of a financial institution’s capital 
base. The banks are beset by large foreign exchange imbalances between the assets and liabilities on their 
balance sheets, which makes their operations extremely vulnerable to exchange rate movements. 



Banks and savings banks aim at cutting operating expenses. If they are to prove successful, there 
must be further concentration in the credit market, as well as comprehensive streamlining efforts: 
reduced staffing, branch closure, and saving on information technology. Measures of this sort are among 
the prerequisites for capital contributions to the savings banks that have applied for assistance. The new 
banks have limited chances to obtain foreign-denominated market funding, and by far the largest pro-
portion of their funding comes from deposits. At present, the banks’ liquidity risk centres in large part 
on the possibility of large-scale withdrawals, as well as uncertain inflows from their loan portfolios. The 
current economic environment calls for a strong capital position. Banks must therefore maintain capital 
ratios well in excess of the 8% statutory minimum during the reconstruction of the financial system and 
the national economy. 



2.3. Commercial and savings banks



Commercial banks1



Today there are four commercial banks in operation in Iceland: the 
three banks that were established on the foundations of the three 



1. According to a summary from the FME, as of end of September 2009, there were four 
commercial banks in operation in Iceland: the three new banks – NBI hf., New Kaupthing 
Bank hf., and Íslandsbanki hf. – as well as MP Bank hf. The discussion here is based on 
end-September 2009, when there was limited information available on the balance sheets 
and operations of the new banks.  
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Chart 2.37



Total assets of commercial banks1



1. Parent companies of commercial banks.
Source: Central Bank of Iceland.
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failed institutions – New Kaupthing, Íslandsbanki, and NBI – and MP 
Bank. Together, their assets constitute some 80% of total assets of 
deposit money banks. The commercial banks that failed last autumn 
still have their operating licences from the Financial Supervisory 
Authority (FME), but they are in moratorium.  



Emergency legislation and resolution committees



The authorities responded to the financial crisis of last autumn by 
passing Act no. 125/2008, commonly referred to as the Emergency 
Act.2 On the basis of the authority conferred by that Act, the FME 
took over the operations of the commercial banks and appointed 
resolution committees, which assumed all of the authorisations previ-
ously held by the banks’ boards of directors. Thereafter, new banks 
were established for domestic assets and deposits, and domestic 
banking activities continued within these new institutions. The foreign 
operations in each bank were assigned to its resolution committee, 
which was to handle settlement vis-à-vis creditors. The old banks 
were granted moratoria on payment, and winding-up committees 
began their work. In March 2009, Straumur-Burðarás Investment 
Bank hf., Sparisjóðabanki Íslands hf. (SPB), and Reykjavík Savings 
Bank (SPRON) became insolvent, and their domestic deposits were 
transferred to financial institutions in operation. 



Settlement between new and old banks



With the passage of the Emergency Act, the Government pledged to 
ensure that the difference between transferred assets and liabilities 
would be settled. Soon after the transfer was effected, prepara-
tions for the settlement between the new and old banks began. The 
auditing firm Deloitte LLP was engaged to appraise the value of the 
transferred asset portfolio, and the consulting firm Oliver Wyman 
was hired to prepare an independent evaluation of the methodology 
used for the valuation. These parties submitted their findings in the 
spring of 2009. Thereafter, the Ministry of Finance and the resolu-
tion committees began negotiating the final settlement between the 
old and new banks, including the terms and conditions of financial 
instruments for the transferred assets. An important step was taken in 
September 2009, when settlement agreements were concluded with 
the Glitnir and Kaupthing resolution committees. The resolution com-
mittees of these banks have the option of acquiring a majority share 
in the new banks on behalf of their creditors. An agreement has also 
been reached with Landsbanki’s resolution committee, but the parties 
have until November to complete contract preparation. 



The commercial banks’ assets declined by 85% 



Because the activities of the new banks are limited to domestic opera-
tions, the commercial banks’ total assets have declined markedly since 
the old banks failed. The total assets of the currently operating com-
mercial banks are estimated at approximately 2,100 b.kr., some 85% 
less than the assets of the old banks’ parent companies in September 



2. A discussion of the Emergency Act can be found in Box 1.2.
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3. The total assets of the parent companies of the old commercial banks and currently operat-
ing commercial banks. GDP at year-end 2008.



2008. As a proportion of GDP, the banks’ assets have declined from 
over 1000% to slightly more than 170%.3 



Loans
The majority of the banks’ assets are loans. Credit risk derives in 
particular from the possibility that the borrower or counterparty will 
be unable to fulfil his commitments in accordance with the agreed 
terms and conditions. Credit risk is usually linked to general lending, 
that is the risk that the borrower will be unable to pay the loan in its 
entirety.



Uncertain loan quality



One of the chief risks faced by banks and savings banks is that, in the 
next several years, loan quality will prove considerably poorer than 
estimated. In the current economic climate, it is difficult to deter-
mine both borrowers’ actual capacity to pay and the value of loan 
collateral. As a result, there is considerable uncertainty about loan 
recovery, in terms of both amounts and time. Clearly, the restructuring 
of the banks’ loan portfolios will take 18-36 months or longer, and 
a final conclusion on the need for write-offs will not be forthcoming 
before that time. Price developments for loans will be determined by 
general economic developments and by firms’ operating conditions. 
Hence developments in exchange rates, interest, input prices, product 
prices, unemployment, asset prices (real estate and securities), and 
other factors will be of critical importance. Economic developments in 
neighbouring countries will also have an effect. The current economic 
crisis is different than previous recessions, and this makes it more dif-
ficult to assess loan quality. If economic developments are negative 
for a number of years, the banks’ capital position will be damaged as 
a result of loan losses.  



Foreign-denominated loans have risen substantially



Some 2/3 of the banks’ loans are denominated in foreign currency. 
In most instances, companies and individuals took their foreign loans 
when the Icelandic króna was strong. In many instances, these par-
ties were already too heavily indebted before the crisis, and the 
subsequent depreciation of the króna has raised their foreign loan 
balances sharply. The currency depreciation and the resulting changes 
in operating conditions have caused customers difficulties with their 
balance sheets and operations; they have changed the composition 
of balance sheets, and in many instances equity has been eroded and 
even turned negative. A large proportion of borrowers have negoti-
ated deferred payments or had their loan frozen, and defaults have 
escalated. The problem is most severe among those without foreign-
denominated income or foreign assets. In part, debt restructuring 
involves re-denominating foreign exchange loans and converting 
them to Icelandic krónur at Icelandic interest rates. 



Chart 2.38



Open currency position in % of own funds1



1. Three largest commercial banks. Data for October 2008 are 
estimated. Simple average.
Source: Central Bank of Iceland.
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Numerous borrowers in distress



The banks’ largest customers have over 2/3 of outstanding loans. 
Over the last year, a great deal of effort has been invested in apprais-
ing the quality of the largest loans and the companies’ ability to repay 
them. The companies’ financial and operational position, cash flow, 
status of collateral, and other factors have been reviewed. It is clear 
that a significant amount of loans needs to be written off. The most 
distressed borrowers are real estate companies, companies in the con-
struction sector, and holding companies. A number of retailers and 
service companies are in serious difficulties as well. As is discussed 
in the section on households and businesses, many individuals are in 
considerable difficulties as well. A large proportion of companies need 
sizeable write-offs and new share capital, and they may be unable to 
avoid bankruptcy. Other firms could survive if they are able to freeze 
the principal and interest on their debt for a long period of time. Still 
others should be able to pull through without assistance. 



Large exposures



According to the Act on Financial Undertakings, exposure result-
ing from one or more customers that are internally linked to one 
another may not exceed 25% of a financial undertaking’s own funds. 
Furthermore, the total of large exposures may not exceed 800% of 
own funds. The term “large exposure” is defined as any exposure 
amounting to 10% of more of own funds. According to information 
from the Financial Supervisory Authority, the commercial banks’ larg-
est exposures exceed the 25% maximum but total large exposures 
are well within the 800% statutory maximum. The Central Bank is of 
the view that the margin for large exposures (25%/800%) should not 
be utilised, so that the exposures of the largest customers should not 
exceed 20% of the financial undertaking’s own funds, and total large 
exposures should not exceed 300%.4 



Imbalances between assets and liabilities
Transfer of assets from the old banks to the new ones without a corre-
sponding transfer of liabilities, results in foreign exchange imbalances, 
interest imbalances, and indexation imbalances. Foreign funding and 
exchange rate hedging are not available to the same degree as before. 
As a result, the banks have more difficulty in protecting the value of 
their portfolios, the vast majority of which are foreign-denominated. 
Furthermore, a proportionally larger share of the banks’ asset port-
folios is now indexed and bears fixed interest; therefore, changes in 
interest rates and the CPI have a greater effect on the value of loan 
portfolios than they did previously. 



Foreign exchange imbalances are one of the banks’ largest risks



When the new banks were established, mismatches in currency 
composition developed between assets and liabilities. The extensive 
foreign funding of the Icelandic banks’ domestic lending activity dis-



4. Such advice is in line with the comments presented by the former director of the Finnish 
Financial Supervisory Authority, Kaarlo Jännäri, in the report he wrote for the Icelandic 
Government on the regulatory and institutional framework in Iceland. See http://www.
island.is/media/frettir/KaarloJannari%20_2009_%20Final.pdf.
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appeared, as the items offsetting foreign lending – the banks’ foreign 
borrowings and all of their currency swap agreements – were left in 
the old banks and were under the control of the resolution commit-
tees. According to reports submitted by the banks to the Central Bank, 
the foreign exchange imbalances of the three largest commercial 
banks totalled approximately 1,300 b.kr. at year-end 2008. At the 
same time, the exchange rate of the króna fluctuated widely each day; 
thus the foreign exchange imbalances were one of the banks’ largest 
short-term risks. An imbalance of this type makes a significant impact 
on the banks’ operational foundations and makes their operations 
extremely sensitive to exchange rate movements. Broadly speaking, 
this impact can be divided into three categories:



1. An open foreign exchange imbalance means that, when the 
króna appreciates, asset values decline and a negative exchange 
rate differential develops.  



2. Depreciation of the króna has the opposite effect: It creates an 
exchange rate gain for the banks, as the book value of assets 
rises over and above the book value of liabilities. When the 
króna depreciates, on the other hand, the position of customers 
with foreign-denominated loans deteriorates. The banks’ asset 
quality is eroded as a result; therefore, increased impairment of 
assets can be expected, with negative effects on operations and 
a reduction in recorded exchange rate gains. 



3.  Because interest on foreign-denominated loans is generally 
lower than interest on króna-denominated loans, the foreign 
exchange imbalance generates a negative interest rate differen-
tial for the banks.
 



Ways sought to reduce foreign exchange imbalances



In December 2008, the Central Bank sent the Prime Minister a letter 
expressing its concerns about the large foreign exchange imbalances 
on the banks’ balance sheets. As a result, a committee was appointed 
and assigned the task of finding ways to reduce the imbalances. The 
committee’s work revealed that the banks’ foreign exchange imbal-
ances would not be resolved unless a portion of their funding were 
denominated in foreign currency. The new banks have limited access to 
market funding in foreign currency, yet the banks’ foreign assets can-
not be converted to krónur unless it is done over a long period of time, 
concurrent with restructuring of household and business debt. 



 It is difficult to estimate the ultimate value of the assets that 
were transferred to the new banks. Until the final settlement between 
new and old banks has taken place, the precise size of the imbalance 
remains unknown. The appraisal of assets transferred from the old 
banks to the new ones took into consideration the depreciation of 
the króna and its impact on loan values. When the króna weakens, 
the value of the loans rises in krónur terms, but if the depreciation is 
large, the likelihood of drastically reduced recovery ratios becomes an 
important factor. As a result, it was agreed to transfer the assets at a 
discount, which lowers the balance of foreign assets and reduces the 
foreign exchange imbalance. Uncertainty about the final settlement 
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between new and old banks extends equally to amount, form, and the 
effect that agreements with creditors will have on the banks’ foreign 
exchange balance. 



The Central Bank has amended its Rules on Foreign Exchange 
Balance for financial undertakings. In the new Rules, which took 
effect on September 1, 2009, the deviation limits for an open foreign 
exchange position were expanded from 10% of a financial under-
taking’s capital base to 30%. The Central Bank’s authority to grant 
exemptions from the Rules was also expanded. The amendment was 
necessary because, upon the banks’ collapse, foreign-denominated 
assets far exceeded foreign liabilities, most financial undertakings’ 
capital ratios had declined due to losses in the previous year, and 
financial undertakings had fewer possibilities for foreign exchange 
hedging than before the banks fell (see Section 3.3) .  



Most borrowers should not take on foreign exchange risk



The banks cannot be expected to have access to foreign-denominated 
funding in the near future. As a consequence, they will not be in a 
position to provide foreign-currency loans in the same measure as 
before. It can also be assumed that the terms for foreign-denominated 
loans will deteriorate, as the banks will not have the chance to finance 
them except in krónur. Furthermore, the majority of domestic firms 
have little or no foreign-currency income and therefore should not take 
on any significant foreign exchange risk. Individuals’ and companies’ 
chances to hedge against that risk are virtually nonexistent in the cur-
rent market environment. The Central Bank has always warned against 
heavy foreign indebtedness, especially if the borrower has neither for-
eign income nor foreign assets to absorb fluctuations in the exchange 
rate of the króna.5 Such borrowers should rightly take domestic-
currency loans, yet it is difficult to redenominate foreign loans at their 
current balances, both because of the weakness of the króna in recent 
moths and because domestic interest rates are much higher than for-
eign rates. Domestic parties with substantial income and/or assets in 
foreign currency should continue to safeguard the foreign exchange 
balance on their balance sheets by carrying foreign debt.  



Indexation and interest rate imbalances



With the transfer of domestic assets and liabilities to the new banks, 
the banks’ indexation imbalances increased because their indexed 
liabilities remained with the old banks. Because their balance sheets 
contracted, the banks’ indexation imbalances also increased propor-
tionally. Efforts at hedging against the banks’ indexation imbalances 
primarily involved indexed deposits and issuance of indexed bonds to 
market participants. Indexed deposits have increased somewhat, but 
the banks have limited opportunities to issue indexed bonds. Indexed 
mortgage loans from the banks are generally at fixed indexed interest 
rates, and for periods up to 40 years. Thus indexation risk and fixed 
interest risk have developed on the banks’ loan books, which should 
result in increased reserves on behalf of the banks. 



5. See Financial Stability 2008, Box 2, p. 24; and Monetary Bulletin 2007/2, pp. 17-18.
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Funding
Banking system funded with deposits



The vast majority of the new banks’ funding comes from customer 
deposits. Deposits have generally been considered a lower-risk form 
of funding than market financing. For the long term, deposits are 
rather stable, although they can be volatile in the short term. When 
the stability of the deposit portfolio is assessed, it is important, among 
other things, to consider the long-term development of the portfolio – 
who the major depositors are, and the reason for the deposits. If new 
customers’ deposits grow rapidly and the customers have no other 
business with the bank, the deposits are considered riskier than those 
belonging to long-term customers. It is also important to consider 
how large a proportion of the portfolio is in term deposits, in addi-
tion to other factors. In the past year, bank deposits have increased 
due to a lack of other investment possibilities and the general view of 
deposits as a low-risk option. 



As other investment options grow in number, it is likely that a 
portion of bank deposits will be shifted elsewhere. It is also likely that 
a possible change in the blanket Government guarantee of deposits 
– cf. the declarations by three governments that deposits in banks 
in Iceland are guaranteed in full – will affect investors’ choices. It is 
conceivable as well that changes in the banks’ ownership structure 
will result in the transfer of deposits between banks. Liberalisation 
of the capital controls will also have a strong effect on bank depos-
its. Analysing the banks’ deposit portfolios is therefore an extremely 
important element in liquidity management. At present, the banks’ 
liquidity risk centres in large part on the possibility of large-scale 
withdrawals, as well as uncertain inflows from their loan portfolios. 
Because sight deposits are the dominant form of bank deposit, the 
banks must be able to remit a large proportion of their deposit bal-
ances at any time. In addition, many customers are in grave financial 
difficulties, which reduces payment flows from loans and thus affects 
inflows of liquid assets. 



Capital adequacy ratios



The current economic environment calls for a strong capital position. 
The banks themselves calculate their internal capital requirement, 
which is somewhat above the 8% minimum provided for in the Act 
on Financial Undertakings. The extra is due primarily to concentration 
on their loan books; for example, due to individual customers and 
sectors. The Central Bank is of the opinion that it is necessary to allow 
for increased capital due to foreign exchange imbalances and opera-
tional uncertainty. Banks should therefore maintain capital ratios well 
in excess of the 8% statutory minimum during the reconstruction of 
the financial system and the national economy. 



In August, the Ministry of Finance announced that the Treasury’s 
capital contributions to Íslandsbanki and New Kaupthing were 
ensured. The contributions correspond to a capital adequacy ratio 
of 12%. As regards NBI, on October 12 the Government and the 
Landsbanki resolution committee reached an agreement concerning 
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settlement of transferred assets and liabilities and the State’s capital 
contribution. Settlement agreements were concluded with the Glitnir 
and Kaupthing resolution committees in September. The resolution 
committees, on behalf of creditors, have the option of acquiring a 
majority holding in the banks, but if the creditors do not utilise that 
option, payment for transferred assets will take the form of a debt 
instrument. The Glitnir resolution committee has already announced 
its intention to exercise the right to acquire 95% of share capital in 
Íslandsbanki. 



Uncertain prospects
Larger interest rate differential needed



The banks’ main income source is net interest income.6 Other large 
sources of income are service charges and exchange rate differential 
on financial operations. The new commercial banks use króna-denom-
inated deposits to finance foreign lending, which bears low interest in 
comparison with króna-denominated loans. This creates a significant 
foreign exchange imbalance, as is discussed above, and leads to a nar-
rower interest rate differential.7 In the recent term, deposit interest has 
been high; therefore, two things are necessary – higher lending rates 
and lower deposit rates – in order for the banks to increase net interest 
income and widen their interest rate differential. One means of rais-
ing lending rates is to convert foreign loans to non-indexed domestic 
loans. As is stated above, the banks own considerably more indexed 
assets than liabilities. The excess assets are funded with non-indexed 
interest, particularly deposits. The indexation imbalance increases net 
interest income in times of spiking inflation and low non-indexed 
interest rates. If inflation subsides in the near future and interest rates 
will remain high, the interest rate differential will decline. 



It would be imprudent to expect sizeable capital gains on securi-
ties portfolios, as the banks’ holdings in marketable bonds and equi-
ties have declined significantly. It is likely that income from fees and 
commissions will rise steadily as the economy recovers. The banks’ 
foreign exchange imbalances will generate large exchange rate gains 
if the Icelandic króna depreciates. Conversely, the banks will incur an 
exchange rate loss if the króna appreciates. It is important to bear 
in mind, however, that a gain/loss of this type is accompanied to an 
extent by larger/smaller write-offs of loans to borrowers without for-
eign exchange income or foreign assets. Therefore, entering write-offs 
as expenses/income offsets a part of the effect of foreign exchange 
imbalances on operations. 



Developments in lending in line with output growth



Lending will probably contract in 2009 and 2010. Icelandic firms 
are heavily indebted, and in many instances, their shareholders are 
unable to contribute further capital. Because of the banks’ limited 
ability to fund foreign-denominated loans, it is likely that new for-
eign lending or refinancing of previous loans will be determined by 



6. Interest income less interest expenses



7. In this discussion, interest rate differential refers to net interest income as a proportion of 
the average balance of total assets. 
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the recovery of pre-existing foreign loans. All of the banks need to 
reduce their foreign-denominated loans; in other words, they need to 
redenominate a portion of their customers’ foreign loans into Icelandic 
krónur. Consequently, a large portion of Icelandic firms’ medium-term 
refinancing will be in domestic currency. As the economic recovery 
progresses and inflation and interest rates begin to fall, lending will 
probably begin growing once again. 



As is stated above, the value of the banks’ assets is a source of 
great uncertainty. If the value of the new commercial banks’ assets 
is appraised properly in their initial balance sheets, they will probably 
not need to write off substantial additional amounts unless economic 
developments are much more adverse than expected. 



Increased streamlining 



In spite of a dramatic contraction in activity, the banks’ operations are 
still too large in scope. The banks aim at cutting operating expenses. 
Their expense ratios8 could be down to 50% or less in the medium 
term, but if they are to prove successful in cutting costs, there must be 
further concentration in the banking sector, as well as comprehensive 
streamlining efforts: reduced staffing, branch closure, and saving on 
information technology. 



Savings banks9 



Savings banks are numerous but small in comparison with the com-
mercial banks. Together, their assets now constitute roughly one-fifth 
of total assets of the banking system. In spite of their small size, they 
render essential financial services in many rural locations in Iceland, 
as well as providing the commercial banks with important competi-
tion. The savings banks vary in terms of their financial position. The 
strongest among them are some of those operating in geographical 
areas where the recent upswing made little of the impact seen in the 
greater Reykjavík area.



Contraction in the savings bank system



The savings banks’ total assets have declined by nearly 40% since the 
crisis struck last autumn. Weighing most heavily in that figure are the 
collapse of SPRON, the largest of the savings banks, and the transfer 
of SPM Savings Bank’s assets to New Kaupthing. Furthermore, the 
savings banks have written off substantial assets due to falling securi-
ties prices and anticipated loan losses. As a proportion of GDP, the 
savings banks’ assets have declined from over 50% to about 30%.



The collapse of Sparisjóðabankinn



The savings bank system was shaken by the collapse of Sparisjóða-
bankinn (SPB) in March 2009. For a number of years, SPB had acted 
as an intermediary in foreign business for the savings banks and their 



8. Operating expenses as a proportion of net operating income.



9. As of end of September 2009, there were a total of 13 savings banks in operation, exclud-
ing those in moratorium. The discussion here is based on end of September 2009, when 
there was limited information available on the balance sheets and operations of many of 
the savings banks.



Chart 2.39



Total assets of savings banks1



1. Parent companies of savings banks.
Source: Central Bank of Iceland.



September 2008 (left)



June 2009  (left)



Change between years (right)



%B.kr.



0



100



200



300



400



500



600



700



800



-80



-70



-60



-50



-40



-30



-20



-10



0



Savings banks











67



CURRENT SITUATION AND OUTLOOK



F
I



N
A



N
C



I
A



L
 



S
T



A
B



I
L



I
T



Y
2



0
0



9



customers. Before the financial market collapsed, the larger savings 
banks had moved some of their business to the three commercial 
banks, however, and lost a large portion of their foreign exchange 
hedging when the banks failed. The smaller savings banks continued 
to operate through SPB. With SPB’s collapse, the savings banks were 
faced suddenly with having their foreign exchange credit lines, fund-
ing for foreign re-lending, and deposit balances frozen by the SPB 
resolution committee. In other words, nearly all of the savings banks’ 
operating capital locked inside SPB. At the end of April, the savings 
banks’ deposits with SPB were transferred to the Central Bank, in 
accordance with a decision by the FME, and from there to Byr Savings 
Bank, upon consultation with the FME. There were further specified 
claims against the savings banks, most of them foreign-denominated, 
to secure the deposits. Thus most of the smaller savings banks have 
foreign exchange balances within the limits provided for in Rules no. 
707/2009. Renegotiation of the claims is currently underway, and the 
savings banks’ foreign exchange balances could change in coming 
weeks as a result. In restructuring the savings banks’ loan portfolios, 
it is important to take account of the fact that the foreign-denomi-
nated loans are extended only to borrowers with considerable foreign 
income or foreign assets. A higher interest rate premium on the for-
eign loans is necessary because, in all likelihood, the savings banks’ 
funding will be denominated in krónur in the near future.  



Deposits and liquidity 



Savings banks are usually funded in large part with deposits. Deposits 
have generally been considered a lower-risk form of funding than 
market financing, as they are rather stable over the long term. In the 
recent term, savings bank deposits have increased due to a lack of 
other investment possibilities and the general perception of deposits 
as a low-risk option. As other investment options grow in number, it is 
likely that a portion of savings bank deposits will be shifted elsewhere. 
It can also be expected that a change in the Government’s blanket 
deposit guarantee will affect investors’ choices. At present, the savings 
banks’ liquidity risk centres in large part on the possibility of large-scale 
withdrawals, as well as uncertain inflows from their loan portfolios.  



Uncertain prospects



After the collapse of the financial system last autumn, the position of 
many of the savings banks’ borrowers deteriorated and the value of 
loan collateral declined. This is particularly true of larger customers 
that had taken foreign-denominated loans for business operations, 
but in some instances it applies as well to those who borrowed funds 
to finance purchases of real estate or equity securities. The savings 
banks’ holdings in bonds and equities have also been written down 
due to the financial crisis. As a result, the savings banks’ impairment 
has risen to a considerable degree and their own funds have declined 
markedly. Some of the savings banks have capital ratios below the 
FME’s set minimum. Due to their lower capital base and exchange 
rate adjustments of loans, the savings banks’ largest exposures have 
increased as a proportion of their capital base – beyond the threshold 



 



Chart 2.40



Open curreny posotion in % of own funds,
savings banks1



1. Savings banks parent companies. Data for October 2008 are estimated. 
Simple average.
Source: Central Bank of Iceland.
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set by the FME, in some cases. 
The savings banks have had a strong position in the customer 



service field. Their operations are subject to great uncertainty at 
present; for example, as regards developments in net interest income 
and expense. Like the commercial banks, the savings banks have con-
siderable foreign exchange and indexation imbalances, which affect 
interest rate differentials. Clearly, net interest income must rise in order 
to offset increased impairment, and general operating expenses must 
be reduced as well. 



Restructuring of the savings banks



The Emergency Act authorised the Minister of Finance to contribute 
capital to savings banks upon the fulfilment of specified conditions 
pertaining to operability and acceptable capital adequacy ratio, among 
others. Rules pertaining to these items were adopted in December 
2008. Several savings banks have applied for assistance on the basis 
of the Emergency Act. The FME has granted extensions of time to 
the savings banks that need more time to remedy their operations. 
Furthermore, some of the savings banks are engaged in negotiations 
with creditors, and it is hoped that these will conclude with debt 
restructuring. If savings banks should merge in addition to significantly 
reducing their operating expenses, including IT costs, they should be 
able to strengthen their operational foundations. Measures of this sort 
are among the prerequisites for capital contributions to the savings 
banks that have applied for assistance.



Soon after the banks collapsed in early October 2008, the Prime 
Minister issued a declaration including the following statement:1 
“The Government of Iceland reiterates that deposits in domestic 
banks and savings banks and their branches in this country will be 
guaranteed in full. The term deposits refers to all balances held in 
bank accounts owned by individuals and companies covered by the 
Depositors’ and Investors’ Guarantee Fund.”2 The declaration does 
not state that the guarantee is limited to a particular amount. In 
view of the events unfolding at that time, it was deemed essential 
to prevent a run on the Icelandic banks at a time of uncertainty 
about their fate. When the recapitalisation of the banks and savings 
banks has been ensured and equilibrium restored,  it is advisable to 
re-examine the need for deposit insurance as broad in scope as the 
Government has declared.



Deposits are the most conservative method of saving available 
to individuals and firms. The main risks faced by depositors are 
interest rate changes and counterparty risk, which is the risk that 
the financial institution will be unable to repay the deposit upon 
demand. Deposit insurance is intended to reduce depositors’ risk of 
losing part or all of their savings, but it also plays an important role 
in reducing the likelihood of a run on one or more banks. Deposit 
insurance has a number of undesirable side effects, however, 



Box 2.2



Deposit insurance  



1. The aim of this article is not to pass judgment on the Prime Minister’s declaration of 
October 2008. The intention is mainly to explore the effects of the declaration on 
the capital markets, either domestically or abroad. The article also includes general 
comments on when and how it might be possible to scale down the deposit guarantee 
scheme, particularly in view of domestic circumstances. 



2. See also the website of the Prime Minister’s Office: http://www.forsaetisraduneyti.is/
frettir/nr/3032.
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particularly if no maximum amount is specified. These include the 
following:  



1. Pricing on the equity and bond markets becomes distorted, as 
investors seek higher returns than they otherwise would on 
riskier investments that are not Treasury-insured and liquid, as 
deposits are.



2. An informed investor will constantly transfer his deposits to 
the financial undertaking offering the highest deposit rates, 
without considering the undertaking’s risk appetite, as his 
investment is always Government-guaranteed. Individual fin-
ancial undertakings’ liquidity risk increases, as a large share of 
claims (deposits) are payable upon demand, which makes it 
difficult to predict the timing of outflows when there is the risk 
that depositors will move their deposits from bank to bank at 
short notice.  



3. If Government-guaranteed deposits are available, and to the 
extent that investors elect Treasury-guaranteed deposits over 
and above other investments, the State’s contingent liabilities 
will rise if one or more financial undertakings should become 
insolvent. 



4. Financial institutions can compete more fiercely for deposits 
among themselves at the expense of the third party – that is, 
the State – because they needn’t give as close consideration 
to the effect their actions have on their credibility. The risk of 
a run on the banks is sharply reduced when all deposits are 
guaranteed by the State; therefore, financial undertakings 
need not pay as close attention as usual to the liquidity risk 
stemming from deposits, which are payable upon demand, or 
at short notice (see Item 2 above). 



5. An unlimited Government guarantee of deposits is conducive 
to moral hazard. Other things being equal, the deposit institu-
tions that offer higher deposit interest must take more risk in 
lending and other investments in order to be able to pay out 
higher deposit interest. A Government guarantee of deposits 
means that taxpayers, and not depositors, bear the expense of 
this excess risk-taking in the event that a financial undertaking 
becomes insolvent. 



6. In addition to direct costs due to the possible failure of a 
deposit institution, society also bears expenses in the form of 
increased systemic risk in the financial system, which stems 
from a serious distortion of the competitive position of deposit 
institutions. 



Before reverting to a deposit guarantee scheme similar to 
that prevailing before the crash, certain important milestones in 
the reconstruction of the financial system must be reached. It is 
necessary to reduce uncertainty about Icelandic deposit institutions’ 
liabilities and portfolio values following the systemic collapse. 
Depositors must be able to obtain reliable information on the status 
of deposit institutions so that they can make informed decisions on 
the interplay of risk and returns on their savings. It is also import-
ant to eliminate uncertainty about legal interpretation, the role and 
responsibilities of the Depositors’ and Investors’ Guarantee Fund, 
and the structure of the deposit insurance scheme. Supervisory 
institutions must be strengthened and their sphere of responsibility 
explicitly defined. There must be clear criteria and statutory autho-
rity specifying when it is permissible to intervene in the operations 
of a deposit institution so as to minimise the potential loss incurred 
by stakeholders. 



In building up an effective financial market, including equity 
and bond markets, investors must have an incentive to invest in 
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assets other than those bearing a Government guarantee. As a 
result, steps must be taken to reduce the moral hazard stemming 
from unlimited deposit insurance; for instance, through one or more 
of the measures listed below: 



1. Restrict deposit insurance to a specified maximum, as is provi-
ded for, for example, in European Union directives.3 In this 
Directive, the maximum has now been raised to 50,000 euros 
and is to be increased to 100,000 euros by the end of 2010. 



2. Place a ceiling on the interest rates on Government-guaranteed 
deposits. 



3. Restrict deposit insurance to retail deposits; that is, to deposits 
held by individuals and firms and not those acquired on the 
interbank market.4



3. See also the EU Directive on Deposit-Guarantee Schemes at: http://ec.europa.eu/int-
ernal_market/bank/docs/guarantee/200914_en.pdf.



4. See Kane and Demirguc-Kunt (2001): Deposit insurance around the globe: Where does 
it work. http://www.nber.org/papers/w8493.pdf.











Currency depreciation played a key role in the financial crisis …



At the beginning of the decade, the króna appreciated, driven by 
strong capital inflows stemming from easy access to global liquidity. 
As Chart 3.1 shows, those inflows came to a sudden halt in early 
2008, when access to foreign liquidity became much tighter and con-
cerns about the position of the Icelandic financial system escalated. 
This turnaround triggered a sharp drop in the exchange rate of the 
króna, a situation that only worsened as the global financial crisis 
gained momentum. By the time the banking crisis struck Iceland, the 
króna had already depreciated markedly. It fell still further throughout 
2008 and ended the year some 45% weaker than it had begun it. 



Chart 3.2 shows the development of the króna prior to and 
immediately after the financial crisis, and compares its development 
to that of the Swedish, Finnish, and Norwegian currencies before and 
after their financial crises in the early 1990s.1 The Icelandic króna 
weakened substantially, but the other Nordic currencies withstood 
the shock for the most part.2 Thus the post-crisis developments in the 
Icelandic króna are far more similar to the experience of the curren-
cies of Mexico and the Southeast Asian countries during their financial 
crises in the mid-1990s, or of Argentina early this century. In all of 
these countries, the currencies fell either during or immediately after 
the financial crisis struck. In this respect, however, the króna stands 
out, as a substantial portion of the króna depreciation took place six 
to twelve months prior to the onset of the crisis in September. 



III. Reconstruction of the financial system and the economy



3.1. Formulating credible macroeconomic policy



1. The crisis is assumed to have struck Iceland in September 2008. The dates for the other 
countries are from Luc Laeven and Fabian Valencia (2008), “Systemic banking crises: A 
new database“, IMF Working Paper no. 08/224, The dates are as follows: September 
1991 for Finland and Sweden, October 1991 for Norway, December 1994 for Mexico, July 
1997 for Thailand, August 1997 for South Korea, and December 2001 for Argentina.



2. When the banking crisis struck Sweden and Finland in 1991, those two nations operated 
under a relatively credible fixed exchange rate regime. It was not until more than a year 
later that the Swedish krona and the Finnish mark depreciated significantly in the ERM fixed 
exchange rate crisis, which began with a run on the pound sterling. 



Chart 3.1



Bank of England liquidity index and the 
ISK exchange rate1



Daily data January 3, 2002 - June 12, 2009



Liquidity index



1. The liquidity index shows the number of standard deviations from the 
mean.  It is a moving average of an unweighted average of nine measures 
of liquidity, normalised from the average value for 1999-2004.  The index 
aims to indicate how easy it is to dispose of assets without moving market 
prices, thus indicating access to liquidity.  See, for example, Box 2 in the 
Bank of England Financial Stability report, April 2007. 
Sources: Bank of England, Central Bank of Iceland.



-5



-4



-3



-2



-1



0



1



2



200



180



160



140



120



100



80



60



20092008200720062005200420032002



Liquidity index (left)



EURISK exchange rate (reverse right axis)



EURISK



Chart 3.2



Average exchange rates pre- and post-crisis



Index = 1 when the crisis strikes (time 0)



Sources: BIS, Central Bank of Mexico, Central Bank of Iceland.
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Due to heavy indebtedness and the large share of foreign-denominated debt, the collapse of the króna 



severely damaged the balance sheets of Icelandic households and businesses. Consequently, the main 



goal of the joint economic programme of the Government, Central Bank and International Monetary 



Fund (IMF) has been to facilitate the recovery and restructuring of these balance sheets by attempting 



to stabilise the króna and avert further depreciation. The Treasury balance sheet has also sustained a 



heavy blow; thus it is equally important to undertake broad-based consolidation measures to ensure the 



long-term sustainability of public sector finances. The third point of emphasis has been to restructure 



and rebuild the domestic financial system so that it can serve the domestic economy efficiently. Broadly 



speaking, the economic programme has proceeded successfully, although it has moved forward more 



slowly than originally expected. 
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… and aggravated the problems of indebted households and 



firms



As has been discussed earlier in this report, the financial crisis 
has dealt a heavy blow to domestic households and businesses. It 
has drastically curtailed access to credit, caused a sharp reduction in 
disposable income, eroded asset prices, and fuelled an upsurge in debt 
and debt service. The reallocation of resources from the non-tradable 
sector to the tradable sector in the wake of the currency depreciation 
will also cause a painful adjustment, which is reflected, among other 
things, in a rapid rise in unemployment. 



What makes the crisis and the ensuing adjustment more difficult 
is that households and businesses were heavily indebted during the 
run-up to the crisis; moreover, they had accumulated substantial debt 
in foreign currency.3 As is discussed in Section 2.2, an estimated one-
fifth of household debt and about 70% of business debt is indexed 
to foreign currencies. The depreciation of the króna has already hit 
the balance sheets of households and firms hard. Moreover, inflation 
soared in the wake of the currency depreciation, exacerbating the 
problems of those with inflation-index debt. The danger of a further 
depreciation of the króna is that an increased number of indebted 
households and firms will be unable to fulfil their commitments, trig-
gering an even sharper contraction in private consumption and invest-
ment and deepening the recession.  



Decline in real exchange rate greater than needed to improve the 



competitive position of the tradable sector



Currency depreciation improves the competitive position of the trad-
able sector. Profits and cash flow of conventional export sectors have 
therefore improved dramatically, and the conditions have been cre-
ated for new commercial activities that were not competitive when 
the króna was stronger. Other things being equal, this should foster 
increased exports and shift demand from imports to domestic produc-
tion. Moreover, a weakening of the currency leads to a contraction in 
domestic demand and imports. Thus a trade deficit turns into a sus-
tainable surplus, which is the foundation for long-term appreciation 
of the króna and enables the nation to fulfil both the international 
obligations that had accumulated in the years before the crisis and 
those falling on the Treasury afterwards. A low real exchange rate 
contributes to the development of export-driven growth in the period 
to come. The contraction also unleashes resources that will facilitate 
growth in export revenues. 



The real exchange rate is now below its realistic long-term equi-
librium value, however (see Chart 3.3).4 This is in line with other coun-
tries’ experience of financial crises: the equilibrium real exchange rate 
can fall temporarily below its long-term value. Hence it can be argued 



3. Even the public sector is beleaguered by this problem, as a number of municipalities borro-
wed funds in foreign currency without having any offsetting foreign exchange revenues. 
An estimated one-half of total municipal debt is denominated in foreign currency. 



4. See, for example, Ásgeir Daníelsson (2009), “QMM: A steady state version”, Central Bank 
Iceland Working Papers, forthcoming, and Robert Tchaidze (2007), “Estimating Iceland’s 
real equilibrium exchange rate”, IMF Working Papers no. 07/276. It is worth noting that 
Iceland ran a current account deficit for virtually the entire period from 1980 onwards. 



Chart 3.3



Real exchange rate
Q1/1990 – Q2/2009



Index 2000 = 100



Source: Central Bank of Iceland.
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that the real exchange rate is lower than is necessary to strengthen the 
domestic economy. The danger is also that such a low real exchange 
rate will lead to new distortions in the reconstruction phase, just as 
an overvalued currency did at the beginning of the present decade by 
directing excessive resources towards sectors that would not be viable 
at a more appropriate exchange rate.  



Exchange rate stability has become the main task of the macr-



oeconomic programme



The focal point of the economic programme of the Government, 
Central Bank, and the International Monetary Fund (IMF) in the wake 
of the collapse has been to stabilise and strengthen the currency. This 
will make it possible to protect the fragile balance sheets of house-
holds and firms during the economic restructuring and rebuilding 
phase. The inflation target, however, remains the formal, long-term 
goal of monetary policy. 



Relatively tight monetary policy and temporary capital account 
restrictions have therefore been applied to support the currency and 
prevent disorderly capital outflows, which could undermine the króna. 
Once the restructuring of household and business balance sheets is 
complete and confidence in the domestic economy has been restored, 
the damage caused by exchange rate fluctuations will subside, thus 
enabling the focus of monetary policy to shift to an increasing extent 
towards supporting economic recovery. During the restructuring 
phase and while confidence in the currency is limited, however, it is 
inevitable to apply greater monetary restraint than would be appropri-
ate merely from the standpoint of domestic demand.  



The financial crisis has completely altered the Treasury’s financial 



position …



The financial crisis and the ensuing economic collapse have entirely 
changed the Treasury’s financial position. The outlook is for large fis-
cal deficits in the next several years, and public sector debt will rise 
sharply because of the Treasury’s need to inject new capital into finan-
cial institutions at a time when all revenue sources are contracting as a 
result of the recession. According to Monetary Bulletin 2009/3, which 
appeared in August, Treasury debt is estimated to grow by just over 
one GDP between 2007 (the year before the collapse) and 2009, and 
to equal 165% of GDP in 2009.5  



… and has called for substantial consolidation measures in order 



to ensure fiscal sustainability 



An important part of the economic programme prepared by the 
Government, Central Bank, and IMF has therefore been to take 
broad-based fiscal policy measures in order to prevent untenable and 
uncontrolled growth in public sector debt. A long-term consolidation 
plan aimed at stopping the growth of fiscal debt and gradually reduc-
ing it over time was announced earlier this year. According to that 
plan, the intention is to turn a sizeable fiscal debt into a surplus over 



5. Offsetting this are assets; therefore, the Treasury’s net debt is estimated at 25% of GDP.
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several years’ time, with large expenditure cuts and increases in direct 
and indirect taxes. In the Central Bank’s estimation, the Government’s 
long-term plan will ensure a surplus on Treasury operations in 2014, 
with the gross public debt ratio gradually declining to about an esti-
mated 142% of GDP that year and continuing to fall thereafter.



The plan is demanding and calls for tough decisions on all fronts 
related to public operations and services. It is also clear that, for the 
short term, it will intensify the recession, as the contraction in expend-
iture will contribute directly to a downturn in domestic demand, 
and tax hikes will reduce disposable income. However, the plan is a 
prerequisite for the establishment of exchange rate stability and long-
term inflation control; thus it is a fundamental premise for economic 
stability. Otherwise, unsustainable growth in public sector debt could 
exert renewed pressure on the króna and cause a resurgence of infla-
tion. A high debt ratio and the significant funding requirement that 
would ensue would also push real interest rates upwards, which could 
delay the reconstruction of the economy still further. Moreover, inter-
national investors would demand higher risk premia, making it more 
difficult for the Treasury to borrow in international markets. Rising risk 
premia on the Treasury’s financial obligations could also affect domes-
tic businesses’ credit terms in international markets, further delaying 
the recovery of the domestic economy.



Financial system restructuring is an important precondition for 



economic recovery



The last pillar of the economic programme prepared by the Government, 
Central Bank, and IMF centres on rebuilding the domestic financial 
system. 



At the core, this restructuring involves returning the financial 
system to full operability as soon as possible so that it can serve the 
domestic economy in a normal way, thus contributing to economic 
recovery. This is discussed in greater detail in the following section. 
The main emphases of the economic programme include improv-
ing corporate governance in the financial system, capitalising the 
new commercial banks, protecting the banks’ asset portfolios, and 
strengthening financial supervision. A further aim is to treat depositors 
and other creditors in the fairest and most transparent way possible so 
as to ensure normal international relations and access to global finan-
cial markets. Still another important objective is to prevent private 
sector’s losses due to the financial crisis from falling more heavily on 
the public sector than they already have. Nonetheless, debt restructur-
ing for households and businesses is important, and the conditions for 
launching debt restructuring measures in earnest are developing. It is 
critical that private sector debt restructuring and the reconstruction of 
the banking system be co-ordinated so as to support economic recov-
ery and strengthen the foundations of a sound banking system while 
ensuring fiscal sustainability. 



Developments broadly in line the economic programme



Broadly speaking, the macroeconomic programme has proceeded suc-
cessfully, although it has moved forward more slowly than originally 
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expected. Policy-making has been based on the necessary prioritisa-
tion of policy action. Even though the króna is somewhat weaker 
than expected, it has been possible to hold the exchange rate rela-
tively stable and prevent another massive currency depreciation.6 A 
credible long-term fiscal consolidation plan has been presented. The 
financial system is in operation, and its restructuring is well advanced. 
These factors are conducive to creating the conditions for economic 
recovery, restoring confidence in the key institutions in the Icelandic 
economy, and fostering mutual co-operation between lenders and 
borrowers on debt restructuring and new investment projects. 



Macroeconomic developments have also been broadly in 
line with the premises assumed in the economic programme of 
the Government, Central Bank, and IMF. The outlook is for a very 
sharp contraction in 2009, and for a swift rise in unemployment. 
Unemployment is projected to peak early in 2010, followed by the 
beginnings of economic recovery late in the year. Inflation will con-
tinue to subside, with underlying inflation expected to reach the 
Central Bank inflation target in mid-2010, although headline inflation 
will remain somewhat higher due to the effects of indirect tax hikes. 
Further discussion of these topics can be found in Monetary Bulletin 
2009/3, which appeared in August.  



6. As is described above, the bulk of the króna depreciation took place prior to the crash. 
Although the króna has fallen by another one-fourth since then, it can be said in broad 
terms that the objective has been achieved, particularly in view of the experience of other 
currency crises. 



The failure of Iceland’s large commercial banks a year ago necessitated swift response as well laying the 



foundations for viable financial services to households and businesses. That process is well underway but 



not yet complete. This section describes in broad terms the co-ordinated work carried out by Government 



authorities as they rebuild the financial system.  



3.2. Viable banking institutions



Main elements of restructuring efforts



When the financial and currency crisis struck in October 2008, the 
first responses focused on gaining control of events and containing 
the damage. Aspects of that work included analysing the problem, 
co-ordinating Government action, discussing and negotiating with 
the International Monetary Fund (IMF), assisting with cross-border 
payment intermediation and external trade, appointing senior man-
agement for the banks, passing new legislation, and keeping creditors 
and the public informed.  



As time passed, it proved necessary to address a variety of after-
effects of the crisis, including the insolvency of two more commercial 
banks and two savings banks and the financial difficulties faced by 
households and businesses. The first steps toward rebuilding the sys-
tem were taken as well. 
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Banks and savings banks play an important, centralised role in 
the economy. It is virtually impossible to achieve acceptable growth in 
an economy that is not served by a sound, effective banking system. It 
is therefore a priority to restructure the banking system, which reduces 
the risk in company operations and ensures employment, which in 
turn is a prerequisite for households’ ability to maintain their income 
and service their debt. The authorities, in the broad sense of that 
word, participate in the restructuring efforts, with consultative groups 
have attempting to organise that work and follow up on it. 



Government consultative groups



Since 2004, the Office of the Prime Minister, Ministry of Finance, 
Ministry of Commerce,1 Financial Supervisory Authority, and Central 
Bank of Iceland have collaborated on financial stability and contin-
gency plans. At the beginning of 2006, an agreement was concluded 
among these parties and a formal consultative group established.2 
The Permanent Secretary of the Prime Minister’s Office led the work 
of the group. The consultative group was a forum for exchange of 
information and opinions. It had an advisory function and did not 
wield decision-making authority. The agreement did not limit the 
scope of each consultative group member organisation to make inde-
pendent decisions on courses of action based on its role and sphere 
of responsibility. 



In 2006 and 2007, the group met twice a year, but in 2008 
dozens of meetings were held until October 3. When the Icelandic 
banks collapsed, the structure of the group was changed, and it held 
progress meetings under the leadership of the Ministry of Finance. 
Three such meetings were held in mid-October, but then the struc-
ture was changed, and until November 19, meetings were held in a 
so-called Control Tower structure under the leadership of Ásmundur 
Stefánsson, with technical assistance from the international consul-
tancy firm McKinsey. 



The group’s focus changed once again when the Coordination 
Committee on financial system restructuring was established in 
accordance with the Letter of Intent from the Government, in connec-
tion with the Stand-By Arrangement from the IMF. A Swedish banking 
expert and former IMF consultant, Mats Josefsson, was engaged to 
lead the Committee’s efforts in accordance with the Government’s 
economic programme. Committee members came from the bodies 
represented on the original consultative group, with the addition 
of a representative from the Ministry for Foreign Affairs. The first 
Coordination Committee meeting was held on December 5, 2008. 
On May 13, 2009, the Committee suspended its activities temporar-
ily, and the Execution Committee commenced work. Then-current 
Central Bank Governor Svein Harald Øygard chaired the Execution 
Committee until he left the Bank on August 20, 2009. The Committee 
emphasised preparing decisions and then following them up. The 
same parties were represented in this group, apart from the Ministry 



1. Later re-named the Ministry of Business Affairs, now the Ministry of Economic Affairs.



2. http://www.sedlabanki.is/lisalib/getfile.aspx?itemid=3666
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for Foreign Affairs, and the FME elected to participate as observer. 
The Coordination Committee then began meeting once again, led 
initially by the Prime Minister’s Office, with Mats Josefsson acting as 
a consultant but on October 1 the Ministry of Economic Affairs took 
over that responsibility. This entire process entails innumerable hours 
of work from public employees and a host of Icelandic and foreign 
consultants.   



Asset valuation and settlement with old banks



Resolution committees were appointed for the old banks and assumed 
the duties of the boards of directors of the failed banks, which were 
placed in moratorium. Winding-up committees have now begun 
working in the old banks, and the period for filing claims against the 
banks’ estates will end later this year.3



In addition to deposit obligations, assets had been transferred 
from the old banks upon the establishment of the new ones. In order 
to protect the interests of the banks’ creditors and ensure a fair set-
tlement of assets, the Government decided that their value should 
be appraised by an impartial assessor. If the appraised value of the 
assets exceeds that of the liabilities taken over, the estates of the old 
banks would be paid for them.4 The obligations that were taken over 
were deposits, which were classified as priority claims according to 
the Emergency Act. The valuation of the assets was carried out by the 
auditing firm Deloitte LLP, and the consultancy firm Oliver Wyman 
reviewed the valuation and appraised it.



 
Recapitalisation of banks and savings banks



In April 2009, when the valuation of the assets was complete, nego-
tiations began with the resolution committees of the old banks, on 
behalf of the creditors. The negotiations centred on the settlement of 
the banks’ assets. Various options were possible, including participa-
tion by the old banks in the ownership of the new banks. Landsbanki 
had a unique position in these negotiations, as its largest creditors 
are the British and Dutch deposit guarantee schemes and national 
governments. 



The Government’s negotiations with the resolution committees, 
which protect the interests of the old banks and their creditors, were 
carried out under the auspices of the Minister of Finance. Thorsteinn 
Thorsteinsson was appointed by the Minister of Finance to act as 
the primary negotiator for the State, assisted by the consultancy firm 
Hawkpoint and others. The negotiations centred on a fair appraisal 
of the asset values and the arrangements for the settlement. The 
formal supervision of the negotiations was in the hands of officials 
from the Prime Minister’s Office and the Ministries of Finance and 
Business Affairs, who served on a special triumvirate committee. The 
Coordination Committee was provided regularly with information on 
the status of the discussions. 



3. The deadlines for filing claims are as follows: Landsbanki, October 30; Glitnir, November 
29; and Kaupthing, December 30.



4. The assessment was to take account of long-term value and not the sale value as of last 
autumn. That is, it was based on the fair value of the assets.











78



RECONSTRUCTION OF THE FINANCIAL 
SYSTEM AND THE ECONOMY



F
I



N
A



N
C



I
A



L
 



S
T



A
B



I
L



I
T



Y
2



0
0



9



In July 2009, the parties signed an agreement setting forth the 



principal terms of a financial instrument for settlement and a time-



table for financing. On September 3, 2009, the Ministry of Finance, 



on behalf of the Icelandic Government, and the Kaupthing resolution 



committee signed agreements on the settlement for the new bank. 



According to the agreement, the old Kaupthing can acquire an 87% 



stake in the new bank, against a 13% contribution from the State. It 



is to decide on this option no later than October 30. If the creditors 



decide not to participate in the capital contribution to the new bank, 



they acquire purchase options on shares in the bank. The options are 



exercisable during the period from 2011 to 2015. On September 13, 



the Ministry of Finance and the Glitnir resolution committee reached a 



similar agreement. On October 15, the resolution committee decided 



to acquire a 95% holding in Íslandsbanki. A few days earlier, on 



October 10, an agreement was signed concerning the settlement of 



assets and liabilities due to the division of Landsbanki. According to 



the agreement, Landsbanki (NBI) will issue a bond to the old bank in 



the amount of 260 b.kr., plus equity securities in the amount of 28 



b.kr., which is roughly equal to 20% of the bank’s total share capital. 



According to the agreement, the Treasury’s holding in Landsbanki will 



be at least 80%, and at year-end 2012 a final valuation of the assets 



will take place, and decided if an additional bond will be issued. 



The largest creditors have been involved in the negotiations, but 



the resolution committees must also refer the agreement to a informal 



creditors’ meeting. The deadlines to file claims against the estates of 



the old banks have not passed. 



If agreements can be reached on this basis, an extremely impor-



tant phase in the restructuring of the Icelandic banking system will 



have been completed. The capital position of the new banks will be 



ensured, there will be effective competition in the market, and an 



agreement on payment for the assets transferred from old banks to 



new will have been reached with the old banks’ main creditors. It 



was originally estimated that the Treasury would have to contribute a 



total of 385 b.kr. to the three new banks, but now it appears that the 



capital contribution may be about half that amount. 



The Emergency Act authorised the Minister of Finance to con-



tribute capital to savings banks against compensation in the form of 



guarantee capital certificates or share certificates, upon the fulfilment 



of specific conditions, including conditions pertaining to operability 



and acceptable capital position. Rules pertaining to these items were 



adopted in December 2008. The FME granted extensions of time to 



the savings banks that need more time to remedy their operations. 



Several savings banks applied for assistance, but a decision on how 



the Government will contribute guarantee capital and subordinated 



loans has yet to be finalised. 



As things stand at present, the restructured banking system will 



combine private and public ownership and will be smaller in scale than 



its predecessor. The commercial banks and savings banks in operation 



are those focusing on services to domestic customers (see Section 



2.3). Both scope and operating expenses have been cut down, and 
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5. Acts no.88/2009 and 75/2009



6. http://www.island.is/media/frettir/KaarloJannari%20_2009_%20Final.pdf.



continued efforts to reduce costs through mergers and other stream-
lining measures can be expected. 



Institutional framework and supervision



Among the measures prepared during the course of committee work 
was the establishment of the Iceland State Banking Agency (ISBA) and 
an asset management company modelled on foreign entities of the 
same type. In August, Parliament passed legislation on the Iceland State 
Banking Agency and the asset management company.5 The ISBA is to 
fulfil the duties of the State as owner of the banks and savings banks, 
without direct involvement of politicians apart from an explicit owner-
ship policy set by the Minister of Finance. The Minister and Parliament 
are to receive an annual report on the operations of the ISBA. In its 
operations, the Agency shall emphasise the revitalisation and develop-
ment of a powerful domestic financial market and shall promote effec-
tive, appropriate competition in that market, guarantee transparency in 
all decision-making related to the State’s participation in financial opera-
tions, and guarantee effective information disclosure to the public. 



The asset management company will act primarily as a consult-
ant on the financial restructuring of firms that are under the admin-
istration of the banks, but it may also acquire important companies, 
with the aim of restructuring and then reselling them. The asset man-
agement company is to ensure transparent procedure where all par-
ties receive equitable treatment. The ISBA and the asset management 
company are intended to facilitate successful, professional reconstruc-
tion of the banking system.



On the basis of provisions in the Letter of Intent vis-à-vis the 
International Monetary Fund, the Government engaged former 
Director of the Finnish Financial Supervisory Authority, Kaarlo Jännäri, 
to analyse Iceland’s regulatory and institutional framework, explore the 
way in which financial supervision has been carried out, and propose 
improvements.6 In his report, he recommends, among other things, 
that functions pertaining to the financial market be merged into a 
single governmental ministry, and that the Central Bank of Iceland and 
the FME either merge or collaborate more closely. (See Box 3.1)   



Numerous tasks require resolution



Further discussion of the status and risks of the banks and savings 
banks can be found in Section 2.3. However, there is good reason to 
reiterate the importance of successful household and business debt 
restructuring, which is one of the most critical issues to be tackled in 
the months to come. It is also important to stimulate new investment 
and foster the development of viable companies while addressing 
other companies’ indebtedness problems with a firm hand. In that 
endeavour, the Government can contribute by amending regulatory 
instruments and by providing support through the institutional frame-
work described above. However, the state of fiscal affairs offers very 
little scope for official measures, and implementation will depend in 
particular on professionalism and the capacity of credit institutions.
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Box 3.1



Kaarlo Jännäri’s 
recommendations



In November 2008, the Government decided to invite Kaarlo 
Jännäri, former Director of the Finnish Financial Supervisory 
Authority, to review the legal environment and infrastructure of 
Icelandic financial market supervision and propose needed changes. 
Jännäri’s report was published in March 2009, as a part of the 
Stand-By Arrangement with the International Monetary Fund.



Kaarlo Jännäri’s major recommendations for the future are as 
follows:1



1. Decrease the number of ministries that have a hand in financial 
market legislation or are otherwise involved in the financial mar-
kets.



2. Merge the CBI [Central Bank of Iceland] and the FME [Financial 
Supervisory Authority], or at least bring them under the same 
administrative umbrella (as in Finland and Ireland).



3. Give more discretionary powers to the FME and encourage it to 
use its powers more forcefully.



4. Create a National Credit Registry at the FME to diminish credit 
risks in the system and to provide a better overview of large 
exposures at the national level.



5. Lay down tougher rules and, subsequently, apply strict practice 
on large exposures, connected lending and quality of owners, 
using discretionary best judgment when necessary.



6. Conduct more on-site inspections to verify off-site supervision 
and reports, particularly on credit risk, liquidity risk and foreign 
exchange risk.



7. Review and improve the deposit guarantee system, closely 
following the developments within the EU.



8. Participate actively in international cooperation on financial 
regulation and supervision, particularly within the EEA and EU.



1. Kaarlo Jännäri. (2009). Report on Banking Regulations and Supervision in Iceland: past, 
present and future, p. 38. The report can be found at: http://www.island.is/media/
frettir/KaarloJannari%20_2009_%20Final.pdf.



Financial systems must be prepared to withstand severe economic shocks and market volatility. The cur-



rent international financial crisis shows without a doubt that the global financial system was not firmly 



grounded enough to tolerate such difficult conditions. The Icelandic banking system was overstretched 



and poorly prepared to face a financial crisis of international proportion. The regulatory instruments gov-



erning the financial markets must be reviewed and amended so as to reduce the likelihood that history 



will repeat itself. Such work must take account of the improvements made in other countries. Around 



the world, the regulatory and supervisory framework is being amended and improved. The amendments 



extend to most aspects of financial operations, particularly to include indebtedness, capital adequacy, 



liquidity, and transparency. It is also necessary to define authorisations for timely official intervention in 



financial company operations so as to avoid financial calamity and minimise the cost borne by taxpayers 



as a result. 



3.3. Improvements in framework and supervision



Amendments to financial market regulation and 
improved implementation



Improvements are needed



The run-up to the global financial crisis was characterised by stable 
growth, low inflation, low interest rates, and a worldwide glut of 
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liquidity. Experience shows that, in such an environment, financial 
undertakings and financial supervisors tend to pay insufficient heed to 
capital adequacy and liquidity, underestimate risk, overestimate access 
to credit markets, and give too little attention to other factors that are 
important for financial stability. 



The global financial crisis has proven that financial undertakings 
must reinforce their own ability to withstand shocks. A stronger capital 
position and robust liquidity tend to enhance financial institutions’ 
resilience and reduce the likelihood that they will need substantial 
government support when shocks do occur. Internationally, there is 
growing discussion of the need to amend capital adequacy rules so 
that banks will accumulate equity during upswings in order to cushion 
themselves against downturns. 



In Spain, for example, this has long been the practice.1 With 
such rules in place, banks can actually mitigate a downward cycle 
by injecting capital into the economy. In practice, the current capital 
adequacy rules have been procyclical rather than countercyclical. 



It is important that international attempts to improve the regula-
tory framework for the financial system be successful. At present, 
it appears as though these attempts could produce three types of 
changes: first, a generalised introduction of leverage ratio for financial 
institutions that could be adapted to each country’s local environment; 
second, the adoption of internationally recognised liquidity ratio and 
third, the adoption of more stringent capital adequacy requirements.2 
Although tightening the regulatory framework for financial undertak-
ings and markets is unavoidable, care must be taken to stop short of 
raising costs needlessly and cutting into output growth. It is no less 
important to reinforce economic policy so as to combat asset and 
credit bubbles and global imbalances. 



The majority of Icelandic financial companies were poorly equip-
ped to face the shock of the global liquidity crisis. In Financial Stability 
2008, the Central Bank expressed its concerns about their funding 
difficulties, maintaining that the banks’ most critical task was to ens-
ure access to foreign credit. The report also stressed the importance 
of reducing their reliance on borrowed funds, as conditions in the int-
ernational markets were unlikely to improve, and noted that the banks 
needed to improve their capital position to cushion themselves against 
shocks. Financial Stability 2008 also discussed concentration risk and 
drew attention to the rapid growth in lending to indebted holding 
companies. After the collapse of Iceland’s commercial banks, it came 
to light that the book value of loans was too high, in part because loan 
loss provisions according to financial reporting rules were insufficent 
and goodwill was overvalued. The rapid growth of the banks had 
raised concerns about the quality of many of their assets, and it now 
appears that those concerns had some merit. The portfolio was riskier 
than the banks’ accounts indicated. The question of whether financial 
reporting rules and associated information disclosure perhaps fostered 



1. Fernández de Lis, S., Martínez Pagés, J., and Saurina, J., (2000), “Credit Growth, Problem 
Loans and Credit Risk Provisioning in Spain“, Banco de España.



2. Goodhart, Charles, (2009), “Is a less pro-cyclical financial system an achievable goal? “, 
31 August 2009. http://www.bcra.gov.ar/pdfs/eventos/Goodhart_Panel3_31_08_09.pdf
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the illusion in their accounts is under examination. Incentive pro-
grammes for executives encouraged expansion, debt accumulation, 
and risk-taking. Many of these factors apply to foreign financial firms 
as well as those in Iceland. The need to review and revise financial 
market regulations is obvious. It is also necessary to expand financial 
supervisors’ authorisations to gain access to data and to demand that 
financial firms take action in response to circumstances that may arise. 
Financial supervisors must have sufficient powers to intervene in fin-
ancial undertakings’ operations if they are headed for trouble.   



Central Bank measures 



The practices and procedures of the Central Bank and other superv-
isory bodies must be improved in light of recent experience. The 
Central Bank sets rules on liquidity and foreign exchange balance, in 
keeping with its role in promoting a safe and secure financial system. 
Monitoring of and participation in payment intermediation is another 
major aspect of the Central Bank’s tasks in ensuring secure payment 
intermediation



The Central Bank intends to review its liquidity rules for financial 
undertakings. A possible option is to increase liquidity requirements 
as a financial undertaking’s risk rises; for example, if the undertaking 
has grown large in comparison with its home country, or if its growth 
has exceeded given criteria. The Central Bank also intends to exam-
ine closely the results of other countries’ efforts in this area. The Basel 
Committee on Banking Supervision (BCBS) and the Committee of 
European Banking Supervisors (CEBS) have been preparing criteria for 
liquidity management and supervision. 



In September 2008, the BCBS issued a set of guidelines entitled 
Principles of Sound Liquidity Risk Management and Supervision. 
These guidelines represent a step towards the development of general 
standards for the assessment, management, and supervision of liqui-
dity. Rules set on the basis of the BCBS guidelines would aim at ens-
uring that banks had sufficient liquidity to withstand shocks of various 
types. The development of criteria on which rules should be based 
is still in progress. It is expected that liquidity ratio criteria, including 
those for banks with cross-border operations, will be presented by the 
end of the current year. 



The Central Bank has reviewed its Rules on Foreign Exchange 
Balance for financial undertakings. In the new Rules, which took 
effect on September 1, 2009, the deviation limits for an open foreign 
exchange position were expanded from 10% of their capital base 
to 30%. The Central Bank’s authority to grant exemptions from the 
Rules was also expanded. The amendment was made because of the 
fact that, with the banks’ collapse, foreign-denominated assets far 
exceeded foreign liabilities, most financial undertakings’ capital ratios 
had declined due to losses in the previous year, and financial under-
takings had fewer possibilities for foreign exchange hedging after the 
fall of the banks. While it is impossible to correct this imbalance in 
a short period of time, it is essential that it be done without undue 
delay. According to previous Rules, the Central Bank only granted 
exemptions to firms needing to protect their capital adequacy ratios 
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from fluctuations in the exchange rate of the króna. The new Rules 
are temporary and are intended as aids in improving financial under-
takings’ foreign exchange balance. Early in 2010, both regulatory 
instruments and reporting related to foreign exchange balance will be 
thoroughly reviewed in view of the Bank’s newly established Capital 
Controls Surveillance Unit, among other things. 



Various aspects of payment intermediation and settlement issues 
must also be re-evaluated in the future. In view of recent experience, 
the Central Bank of Iceland follows developments in these areas very 
closely. Closer consideration should be given to banks’ correspondent 
banking arrangements for cross-border payment intermediation, as 
well as the current arrangements for so-called third-party membership 
to the Continuous Linked Settlement (CLS) system. Internal links 
between domestic and cross-border payment intermediation have 
increased rapidly. Payment card settlement is one example of such 
internal links, which generate a certain amount of risk in the system. 
The Central Bank has therefore issued special temporary Rules on 
Settlement of Payment Card Transactions, with the aim of eliminating 
the underlying risk. 



The Act on Financial Undertakings and other regulatory 



instruments 



The review of the Act on Financial Undertakings is well advanced, but 
a number of issues related to the Act must be addressed. The current 
rules must be tightened, and it could prove necessary to set new rules 
pertaining to various risk factors in banking operations. These risk 
factors must be examined in a broad context, with particular attention 
to the following:
• rules on large exposures3 
• rules on lending to related parties3



• calculation of credit equivalent of derivative contracts 
• rules on very rapid balance sheet and deposit growth
• restricting the direct and indirect exposures related to the bank 



itself and to other financial undertakings; e.g. loans secured to a 
significant degree by shares in financial undertakings4



• rules on foreign-denominated lending to borrowers with króna-
denominated income



• rules on leverage ratio, which take into account risks due to 
guarantees and other off-balance sheet items



•  application of supplemental capital contributions according to 
Pillar 2.
The rules on connected clients must be tightened, and the def-



inition of the term “connected clients” needs clarification. The limits 
for large exposures should be reduced, but it could be possible to 
offer banks and savings banks the option of applying to the Financial 



3. Kaarlo Jännäri, former Director of the Finnish Financial Supervisory Authority, has recomm-
ended this improvement. See Box 3.1 on Jännäri’s recommendations.



4. Facilities secured by capital shares in financial undertakings should be handled as a direct 
holding in the financial undertaking in question. If this is done, the facility is deducted from 
capital in the calculation of the capital adequacy ratio, as with a direct holding. In this way, 
it is possible to limit risk to capital as a result of financial undertakings and reduce systemic 
risk. 
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Supervisory Authority (FME) for an exemption. Such an exemption 
would be chiefly for the benefit of smaller financial undertakings, 
particularly those playing a key role in a given community and its 
economy. It would then be possible to ensure that one party does not 
receive maximum loans from several different banks. This was widesp-
read in pre-crisis Iceland, and counterparty risk in the entire financial 
system escalated as a result. It is also necessary to tighten the rules on 
related-party lending, or even prohibit such lending unless the FME 
has granted a special exemption, as is the practice in Denmark.5 



 The crisis has revealed that structured financial instruments are 
far too opaque. It is essential to adhere to IRFS standards and Pillar 3 
provisions. Valuation methods for illiquid assets must be co-ordinated 
and standardised, particularly those for derivatives.6 Until this has 
been done, it is necessary to ensure that capital requirement is in line 
with risk, according to Pillar 2. 



It could prove useful to enact regulatory provisions that dis-
courage rapid growth in financial undertakings, as credit risk, market 
risk, and operational risk increase when a firm grows swiftly. There is 
also the risk that financial supervisors will have difficulty monitoring 
that growth. The same principles apply to rapid growth in deposits. 
It is necessary to make it possible to control the pace of deposit acc-
umulation. Deposit growth should automatically require increased 
contributions to the Depositors’ and Investors’ Guarantee Fund.7 
Conceivably, a special supplemental contribution could be required 
if growth spirals out of control. Another possibility is to raise capital 
requirements when deposit growth is unusually rapid. For example, 
Norges Bank has proposed that contributions to the Norwegian 
deposit insurance scheme be determined by a financial undertaking’s 
risk; that is, that contributions rise as the capital adequacy ratio falls 
and lending increases. The Bank of England aired similar ideas in its 
most recent Financial Stability Report.8 



In 2007, Icelandic financial undertakings dramatically increased 
their foreign-denominated lending to borrowers with income in 
domestic currency, thus raising both the borrowers’ foreign exchange 
risk and the credit risk borne by the lending institutions themselves. 
A possible response to this could be to set limitations on borrowers’ 
foreign exchange risk by placing restrictions on foreign-denominated 
lending or raising capital requirements. This could be accomplished by 
assigning a higher risk weight to foreign-currency loans. 



It is important that supervisors require increased capital of fin-
ancial institutions if their risk is increased, as the capital regulation 
allow for. Thus it would be possible to add explicit rules on additional 
contributions in cases involving foreign-currency lending to parties 
with income in krónur, indexation imbalances, loans backed by equity 



5. Lov om finansiel virksomhed § 182. 



6. For further discussion of derivatives and valuation of illiquid products, see the de Larosière 
report (2009), “The high-level group on financial supervision in the EU“, Brussels.



7. Contributions to the Depositors’ and Investors’ Guarantee Fund were calculated once a 
year based on the previous year’s average deposits. 



8. Norges Bank, (2008), ”Regelverket om Bankenes sikringsfond“ and Bank of England 
(2009).
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securities, and other quantifiable risk factors that are not already 
specified in calculating the minimum capital requirements (Pillar 1). 
It is important as well to identify the fundamental weaknesses in the 
banks’ administration, as well as in their risk appetite, and ensure that 
incentive programmes reward efforts that generate sound returns for 
the long term.9 



Supervision and its implementation



By law, the Central Bank is obliged to promote a safe and effective 
financial system, including domestic and cross-border payment 
systems. The Financial Supervisory Authority monitors individual fin-
ancial undertakings and ensures that they operate in compliance with 
the applicable regulatory instruments. In order for these supervisory 
bodies to be best able to fulfil the requirements made of them, it is 
important that the following points be used as guidelines in carrying 
out supervisory activity:
• The Central Bank and the Financial Supervisory Authority will 



work more closely together in the future than in recent years. 
• The Central Bank must have sufficient access to data and must 



be authorised to carry out on-site inspections, as the Financial 
Supervisory Authority does. 



• An Icelandic National Credit Register must be established.10 
Closer collaboration between the Central Bank and the FME can 



be structured in various ways. It is essential to review thoroughly the 
experience of the past several years, particularly that pertaining to the 
collaboration between these organisations, both before and after the 
banks collapsed. The Central Bank must have access to all of the data 
and documents it needs in order to assess the stability of the financial 
system, including information on the largest debtors. Such inform-
ation is necessary for the assessment of systemic concentration risk.11 
Supervisory bodies must have the statutory authority to carry out on-
site inspections. The Central Bank does not have such authority, but it 
is a necessity if the Bank is to enforce rules such as those on liquidity 
and foreign exchange balance. A National Credit Register would 
improve oversight and supervision of large exposures, ownership ties, 
and indebtedness. 



Official intervention under pressing circumstances
It is necessary that there be sufficient authorisation for official int-
ervention in financial undertakings’ operations. The aim is to give the 
authorities the power to intervene before a bank has become insol-
vent, while there is still value in the bank, and while its capital position 
is still positive. Intervention is carried out in order to limit loss or the risk 
of loss in financial markets, but only for legitimate purposes and upon 



9. G-20 Working Group 1, (2009), “Enhancing Sound Regulation and Strengthening 
Transparency“, Final Report. 



10. Kaarlo Jännäri, former Director of the Finnish Financial Supervisory Authority, has recomm-
ended that such a register be established. See also the Box on Jännäri’s recommendations 
and the Box on the National Credit Register.



11. Systemic risk and supervision is discussed in Claudio Borio (2009), “Implementing the 
macroprudential approach to financial regulation and supervision,” Financial Stability 
Review No. 13: The future of financial regulation, Banque de France, 2009.
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the fulfilment of specific conditions. In carrying out such intervention, 
the principal objective is to seek solutions conducive to averting a fin-
ancial crisis. This will reduce the cost that falls on taxpayers. Financial 
undertakings must be aware that supervisory bodies can take over 
their operations in accordance with pre-determined procedure if they 
jeopardise financial stability. 



Supervision and monitoring of banking operations developed within 
central banks in order to ensure financial stability. However, supervi-
sion of non-banking financial institutions, such as insurance compa-
nies, securities firms, and pension funds, usually developed under 
the aegis of a separate institution, although this is not universally 
true.1 Around 1990, a number of countries began transferring bank-
ing supervision out of their central banks and into a separate super-
visory authority whose role was to supervise all financial institutions. 
Denmark (1988), Norway (1988), Sweden (1991), the United 
Kingdom (1998), and Iceland (1999) were among the countries to 
take this step, and others followed suit. At present, nearly four of 
every ten European countries have their banking supervision outside 
the central bank (see Table 1). The principal arguments in favour of 
establishing a single supervisory institution centred on the changed 
and more complex structure of the financial markets and the close 
ties linking the banking, insurance, and securities markets.2 



A number of shortcomings in this arrangement have surfaced, 
however: For example, if banking supervision is not carried out 
within the central bank, the central bank could lack the information 
it needs to assess the stability of the financial system. In the interna-
tional arena, there is widespread discussion of the optimum financial 
supervision architecture. A number of changes have already come 
to the fore, such as Germany’s recent decision to move its bank-
ing supervision activities from the financial supervisory authority to 
Bundesbank. 



Supervision of individual institutions involves ensuring that the 
institutions’ operations are in compliance with the pertinent regula-
tory instruments and, as such, focuses on legal issues. In order to 
promote an effective, stable financial system, – an important role 
of any central bank – it is necessary to examine information from 
another perspective. It is necessary to observe the overall picture, 
determine the risk of chain reaction, and integrate information on 
various aspects of the economy. Thus banking supervision plays an 
important role in the financial system’s safety net, as do payment 
systems and the loans of last resort provided by central banks.3 As 
regards the last of these, it is of vital importance that decisions on 
loans of last resort be based on a thorough knowledge of the banks’ 
assets. The knowledge that accompanies banking supervision is an 
important aspect of the assessment of financial stability and informs 
decision-making during times of potential crisis within the financial 
system. 



The structure and framework of financial supervision are top-
ics of discussion internationally, and it is not clear whether a single 
arrangement will be suitable everywhere. It is important to evalu-
ate the conditions reigning in each country when seeking the most 
effective structure.



1. Quintyn Marc, Taylor, Michael W. (2004), “Should Financial Sector Regulators Be 
Independent?“, International Monetary Fund.



2. Goodhart, Charles (2000), “The Organisational Structure of Banking Supervision“, 
Financial Stability Institute, BIS.



3. Albulescu, Claudiu Tiberiu (2008), “Central Bank or Single Financial Supervision 
Authority: The Romanian Case, http://mpra.ub.uni-muenchen.de/17225/. 



Box 3.2



Financial supervisory 
authorities



Location of banking supervision 
in European countries



Banking supervision Banking supervision  
within the central bank outside the central bank
Albania Austria 
Bulgaria  Belgium
Estonia Bosnia Herzegovina
Finland United Kingdom
France Denmark
Greece Iceland 
The Netherlands  Latvia
Belarus Lithuania
Ireland Luxembourg
Italy Malta
Croatia Norway
Cyprus Poland
Macedonia Switzerland
Moldova Sweden
Portugal Turkey
Romania Hungary 
Russia  
Serbia 
Slovakia  
Slovenia 
Spain 
Montenegro 
Czech Republic 
Ukraine 
Germany  



Source: BIS, with update.
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12. This topic is discussed in Hüpkes Eva (2009), “Special bank resolution and shareholders’ 
rights: balancing competing interest”, Journal of Financial Regulation and Compliance.



13. Act no. 125/2008. For further discussion of the Emergency Act, see Box 1.2. 



14. Act no. 44/2009 amending the Act on Financial Undertakings, no. 161/2002.



15. “Banking Act (c.1) “, (2009), Office of Public Sector Information.



16. The term “bridge bank” refers to a distressed bank that is taken over by the state and 
re-opened while its long-term fate is decided. Such a bank could be a subsidiary of the 
Central Bank, as in the case of the Bank of England. 



The general legislation on bankruptcy is not well designed for ass-
isting distressed financial institutions. It is important to have systems that 
protect the public interest and minimise the costs borne by taxpayers. 
Measures must be prepared with care, and a balance must be found 
between the power to intervene and the rights of shareholders.12 



The Emergency Act passed in October 200813 authorises the 
FME to intervene in a financial undertaking’s operations by taking 
control of its shareholders’ meeting for the purpose of taking dec-
isions on necessary actions if the undertaking’s situation has become 
acute. In the spring of 2009, the Emergency Act and the Act on 
Financial Undertakings were amended.14 The FME’s authorisation 
to intervene was deleted from the Emergency Act and added to the 
Act on Financial Undertakings as a Temporary Provision that will 
expire on July 1, 2010. A further provision was added, authorising 
the board of directors of a financial undertaking to request that the 
Financial Supervisory Authority assume control of the undertaking if 
it is experiencing such severe financial or operational difficulties that 
it is unlikely to be able to abide by its obligations or meet the minim-
um requirements for own funds. Under this provision, intervention 
by the FME is subject to a request from the board of directors of the 
undertaking in question. Lack of proper authorisation for direct int-
ervention could prove a barrier to timely action by the authorities. A 
number of countries have passed special legislation authorising official 
intervention in banking operations, including the United States, 
Canada, Italy, and Switzerland, as well as the United Kingdom, which 
passed such legislation earlier this year.15 The main reasons for official 
intervention are the following:
• to safeguard financial stability
• to ensure the existence of a functioning banking system and 



payment intermediation 
• to protect depositors.



Deposits are unlike other claims against the estate of a financial 
undertaking in that the general depositor must have access to his 
accounts, and the proper functioning of payment intermediation is 
necessary to society. Lack of access to deposits due to moratorium on 
payment or bankruptcy can have severe repercussions and can lead 
to contagion throughout the system, as deposits play a key role in the 
national economy. It is necessary to define possible intervention meas-
ures, on the one hand, and criteria that could result in intervention, on 
the other. Intervention measures could entail the following:
• selling a bank, wholly or in part, to private entities
• transferring a bank, wholly or in part, to a bridge bank16 
• nationalising the bank, wholly or in part
• filing for bankruptcy, as depositors will gain quick access to their 



money.
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 17.  Mayes, (2009), “Early intervention and prompt corrective action in Europe”, Bank of 
Finland Research Discussion Papers.



The preconditions for intervention vary greatly from country to 
country. Often the criterion is merely a quantifiable assessment based 
on the undertaking’s capital adequacy ratio or a violation of other 
financial supervision regulations, or a combination of quantifiable and 
subjective factors. Mayes (2009)17 recommends that other measures 
in addition to capital adequacy be considered grounds for intervention 
as well, as such a broadening of criteria could result in earlier int-
ervention, which is considered more secure and less expensive. Such 
additional criteria could include liquidity rules, asset quality, manage-
ment, risk-taking, and market information. It is impossible to present 
an exhaustive list for either criteria or courses of action. There will 
always be scope for the authorities to assess circumstances and apply 
their best judgment. 



The Emergency Act was passed in order to authorise official int-
ervention under extremely pressing circumstances. The authorisation 
for broad-based intervention in financial undertakings expires on July 
1, 2010. Before that time, the authorities must decide how official 
intervention may be carried out, in light of experience both in Iceland 
and abroad, with the aim of preventing financial calamity and minim-
ising the cost that usually falls on taxpayers as a result.



Box 3.3



 National Credit Register



Public and privately operated credit registers are in widespread use 
around the world. Examples can be found in France, Belgium, Spain, 
Portugal, and most recently, in Latvia. If the register is maintained 
by the government, it is usually operated by the central bank of the 
country concerned. 



Credit registers are operated with the assistance of financial 
undertakings, which regularly (for example, once a month) sub-
mit information on loans granted. The information is summarised, 
encrypted, and entered into the credit register database (Option A). 
With borrowers’ consent, financial undertakings may also request 
information from the database when granting new loans, and can 
they use that information to assess the credit risk of individuals and 
legal entities (Option B).1 Individual borrowers may also request 
information from the register about their own loans (Option C) and 
can correct the information if necessary.  



The information stored in a centralised credit register is also 
used to monitor financial undertakings’ credit risk and households’ 
and firms’ indebtedness. The information is always used in summa-
rised form for analysis of economies and financial systems. A cen-
tralised credit register as such would provide financial supervisors 
with important information on the aggregate indebtedness levels of 
individuals and legal entities, as well as being useful in monitoring 
systemic risk. In addition, the summarised information can be used 
internationally in monitoring, comparing, and researching indebted-
ness and systemic risk (Option D). 



After the collapse of the banks, the Icelandic Government 
engaged Kaarlo Jännäri, former director of the Finnish Financial 



1. This is already done during the loan application process as part of the credit assess-
ment. 
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Supervisory Authority, to review the regulatory and institutional 
framework of Iceland’s financial market.2 Among other recom-
mendations, Jännäri proposed the establishment of a centralised 
National Credit Register that would be useful in monitoring large 
exposures and other credit risk, among other factors. The Central 
Bank is unequivocally of the opinion that Jännäri’s advice should be 
followed, as it considers such a database an important tool to meas-
ure activity that affects price stability and overall financial stability. 
These are arguments for placing the Register within the Central 
Bank, in line with practice abroad. The Central Bank is willing to 
build up this database if so requested.  



Participants in 
financial markets: 



Banks, savings 
banks, companies 



leasing



Central Bank 
of Iceland 



National Credit 
Register



Individual borrowers



Centralised credit 
registers operated 
by other central 



banks



a



b d



c



2. The full report can be found at http://www.island.is/media/frettir/KaarloJannari%20
_2009_%20Final.pdf 
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Financial Services Authority 
 
 
 
 



 



To: Landsbanki Islands hf  



Of: Beaufort House, 15 St Botolph Street, London, EC3A 7QR  



Date: 10 October 2008 



 



_______________________________________ 
 



FIRST SUPERVISORY NOTICE 
_______________________________________ 



 
 



TAKE NOTICE: The Financial Services Authority ("the FSA") of 25 The North 
Colonnade, Canary Wharf, London E14 5HS has taken the following action:  



1.  ACTION  



1.1 For the reasons listed below and pursuant to sections 194, 196, 197 and 199 of the 
Financial Services and Markets Act 2000 (“the Act”) the FSA has decided to 
impose the following requirements on you, Landsbanki Islands hf (“Landsbanki”) 
in respect of your branch in the United Kingdom (“the branch”) as precautionary 
steps in consequence of your breach of liquidity requirements: 



a) you must preserve all information and documents that the Financial Services 
Compensation Scheme (“the Scheme”) may consider: 



 (i) to be necessary for the fair determination of a claim made under that 
scheme in respect of the branch; or 



 (ii) to be necessary (or likely to be necessary) for the fair determination of 
other claims made (or which it expects may be made) in respect of the 
branch, 



 such that it can be provided to the Scheme in accordance with section 219 or 
section 220 of the Act; 











b) you must deal in an open and cooperative way with the Scheme in the 
discharge of its functions under the Act in relation to the branch; and 



c) you must take reasonable steps to ensure that its agents or suppliers under 
outsourcing arrangements of the branch, preserve such of the information and 
documents referred to in paragraph (a) as they hold and that they deal in an 
open and cooperative way with the Scheme in the discharge of its functions 
under the Act in relation to the branch. 



1.2 The information or documents referred to in paragraph 1.1(a) include: 



a) information relating to account holders, including names, addresses, other 
contact details, and unique or other account holder identifiers; 



b)  whether an account holder is a director, employee or manager of Landsbanki 
UK, or relative of such a person; 



c) labels or descriptions of accounts or account holders, including whether an 
account is a trust, nominee, client, corporate, business (including whether the 
business if authorised under the Act), auditor, actuary, shareholder, pension or 
retirement fund, government, central administrative, provincial, regional, local 
or municipal authority account, together with any supporting evidence and 
details (including beneficiaries or other interests); 



d) account data including terms and conditions, tax status, details of any linked 
accounts, account balances as at 8 October 2008, interest rates and accrual to 
the accounts; 



e) any debts or liabilities owed by account holders including overdrafts, loans, 
credit cards, mortgages, guarantees, or other liabilities which are capable of 
being set off against account balances under the Scheme; 



f) know your client details and records; 



g) details of fraud checks and systems; and 



h)  details of payments systems and controls. 



1.3 The requirement to deal in an open and cooperative way in paragraphs 1.1(b) and 
(c) includes: 



(a) being readily available for meetings with representatives or appointees of the 
Scheme as reasonably requested;  



(b) permitting representatives of the Scheme, or persons appointed for the 
purpose by the Scheme, to have access, with or without notice, during 
reasonable business hours to any of its business premises in relation to the 
discharge of the Scheme's functions under the Act; 











(c) giving representatives or appointees of the Scheme reasonable access to any 
records, files, tapes or computer systems, which are within the firm's 
possession or control, and provide any facilities which the representatives or 
appointees may reasonably request;  



(d) printing information in the firm's possession or control which is held on 
computer or on microfilm or otherwise convert it into a readily legible 
document or any other record which the Scheme may reasonably request;  



(e) permitting representatives or appointees of the Scheme to copy documents or 
other material on the premises of the firm at the firm's reasonable expense and 
to remove copies and hold them elsewhere, or provide any copies, as 
reasonably requested; and  



(f) answering truthfully, fully and promptly all questions which are reasonably 
put to it by representatives or appointees of the Scheme. 



1.4 The requirement in paragraph 1.1(b) shall not apply to the extent that it exceeds 
the obligations imposed on the branch under Part XV of the Act unless the 
Scheme agrees to reimburse the reasonable costs that would be incurred by the 
branch in complying with requests made by the Scheme under that paragraph that 
exceed those obligations. 



1.5  These requirements take effect immediately. 



 
2.  REASONS FOR THE ACTION 



2.1 The FSA has concluded that in respect of your UK branch: 



a) you are contravening the liquidity requirement in GENPRU 1.2.26R and the 
requirement to maintain adequate financial resources in Principle 4, both of 
which are imposed on you under the Act; and 



b) the FSA has decided it should exercise its power of intervention as a matter 
of urgency in order to protect the interests of consumers.  Accordingly, it is 
necessary for the requirements to take immediate effect.  The FSA will, at 
the earliest possible opportunity, inform the home state regulator and the 
Commission of its decision. 



 
3. PUBLICATION 
3.1.  The FSA will publish this Notice immediately and in full. 
 
4. DECISION MAKER  











4.1     The decision to give this notice was made by Sheila Nicoll, Director of Retail 
Firms Division. 



 
5.  IMPORTANT 



5.1. This Supervisory Notice is given to you in accordance with section 197(3) of the 
Act. The following statutory rights are important. 



The Tribunal 



5.2. You may refer this matter to the Financial Services and Markets Tribunal ("the 
Tribunal").  Under section 133 of the Act, you have 28 days from the date this 
Supervisory Notice was given to refer the matter to the Tribunal or such other 
period as specified in the Tribunal Rules or as the Tribunal may allow.  A 
reference to the Tribunal is made by way of a written notice signed by you and 
filed with a copy of this notice.  The Tribunal's address is: 15-19 Bedford Avenue, 
London WC1B 3AS (telephone 020 7612 9700).  The detailed procedures for 
making a reference to the Tribunal are contained in section 133 of the Act and the 
Tribunal Rules.  



5.3. You should note that the Tribunal Rules provide that at the same time as filing a 
reference notice with the Tribunal, you must send a copy of the notice to the FSA.  
Any copy notice should be sent to Melanie Beaman at the FSA, 25 The North 
Colonnade, Canary Wharf, London, E14 5HS.  



Representations 



5.4. You have the right to make written and oral representations to the FSA (whether 
or not you refer this matter to the Tribunal).  If you wish to make written 
representations you must do so by 7 November 2008 or such later date as may be 
permitted by the FSA. Written representations should be made to Sheila Nicoll 
and sent to Melanie Beaman at 25 The North Colonnade, Canary Wharf, London 
E14 5HS. If you wish to make oral representations, you should inform Melanie 
Beaman of that fact by 31 October 2008. If you do not notify us by 31 October 
2008, you will not, other than in exceptional circumstances, be able to make oral 
representations. 



 



FSA contacts 



5.5. For more information concerning this matter generally, you should contact 
Melanie Beaman at the FSA (direct line: 020 7066 0592/ fax: 020 7066 0593). 
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Financial Services Authority 
 
 
 
 
 
 



 
 
 



NOTICE OF RESCISSION 
 
 
 
 



To:  Landsbanki Islands hf 
 
Of: 4th Floor, Old Change House 



128 Queen Victoria Street 
London 



  EC4V 4BJ 
 



 
FRN:  207250 
 
Dated:  20 July 2010 
 
 
TAKE NOTICE: The Financial Services Authority of 25 The North Colonnade, 
Canary Wharf, London E14 5HS (the “FSA”) gives you notice that: 
 
1. REQUIREMENTS RESCINDED 
 
1.1 By  Supervisory Notices dated 3, 6 and 10 October 2008 (the “Supervisory 



Notices”) and pursuant to sections 194, 196, 197 and 199 of the Financial 



Services and Markets Act 2000 (“the Act”) the FSA decided to impose on you, 



Landsbanki Islands hf (“Landsbanki”) various requirements. Having 



considered the representations made by you the FSA has decided to rescind the 



following requirements which were imposed on your branch in the United 



Kingdom: 



FSN of 3 Oct 



2008 



Para 1.1 (b) You must: 



(i) immediately open a segregated trust account 











(“the account”) with the Bank of England or 



another account provider in the United Kingdom 



approved in writing by the FSA on terms set out 



in paragraphs (iv) and (v) below; 



(ii) upon opening the account, credit the account 



with a cash amount which is at least as great as 



the aggregate value of the deposits accepted by 



you from customers of the United Kingdom 



branch during the course of 2 and 3 October 



2008 (the ‘initial deposits’) 



(iii) thereafter credit the account with a cash amount 



which is at least as great as the value of any 



subsequent deposits accepted by the firm from 



its customers of the United Kingdom branch 



from time to time (the ‘subsequent deposits’) 



(iv) hold money standing to the credit of the account 



on trust for the benefit of the customers referred 



to in paragraphs (ii) and (iii) according to their 



respective interests in it (which shall be the 



amount of their deposit(s) less any sum 



withdrawn on their account); and 



(v) apply the money standing to the credit of the 



account solely to repay the initial deposits and 



the subsequent deposits to those customers. 



For the purposes of section 48 and 201 of the Act, 



the requirement in this paragraph is a requirement 



of the kind mentioned in section 48(3)(b). 



FSN of 3 Oct 



2008 



Para 1.1(c) This requirement applies to the following assets: 



(i) the cash reserves held in the bank account in the 











United Kingdom referred to in paragraph a) 



above; and 



(ii) any assets held by you which are located in the 



United Kingdom as at the date and time this 



requirement takes effect. 



You must not in respect of any assets to which this 



requirement applies take any action or enter into 



any arrangement in respect of those assets: 



(i) which has, or may have, the effect of 



transferring the assets to a location outside the 



United Kingdom; or 



(ii) which has, or may have, the effect of creating 



any charge, security interest or other similar 



economic interest over the assets,  



unless you have given the FSA at least 3 days’ 



written notice of the proposed action and the FSA 



has confirmed, in writing, that it has no objection to 



those proposals. 



The cash reserves that are kept in the bank account 



in the United Kingdom referred to in paragraph a) 



must not be used for any purpose other than 



repaying depositors of the branch. 



For the purposes of sections 48 and 201 of the Act, 



the requirements in this paragraph are requirements 



of the kind mentioned in section 48(3)(a). 



 











1.6 The FSA confirms that by virtue of a letter dated 11 May 2010 the FSA has 



previously rescinded the following requirements which were put in place by 



the Supervisory Notices of 3 October 2010 and 6 October 2010; 



FSN of 3 Oct 



2008 



Para 1.1(a) You must at all times maintain in a bank account in 



the United Kingdom cash reserved amounting to not 



less than 10% of GBP denominated retail instant 



access deposits held by your group.  The cash 



reserves held in the account must be increased by 6 



October 2008 to not less than 20% of GBP 



denominated retail instant access deposits held in 



your group.  The bank account must be an account 



with the Bank of England or another account in the 



United Kingdom approved in writing by the FSA.  



In this requirement, group has the same meaning as 



in section 421 of the Act. 



FSN of 3 Oct 



2008 



Para 1.1(d) You must revise your interest rate strategy to ensure 



that: 



(i)  the Icesave instant access deposits are not in any 



Best Buy tables in the United Kingdom; and 



(ii) there is no change to interest rates on the 



Icesave fixed rate deposit products without 



providing the FSA with at least two business 



days notice and demonstrating that any such rate 



change is merely to maintain current positions in 



the Best Buy tables. 



FSN of 3 Oct 



2008 



Para 1.1(e) You must cease all marketing of Icesave instant 



access deposits in the United Kingdom by no later 



than 10 October 2008. 



FSN of 3 Oct Para 1.1(f) You must by the end of 2008 reduce to £1 billion or 



less the overall level of Icesave instant access 











2008 deposits. 



FSN of 3 Oct 



2008 



Para 1.1(g) You must ensure that deposits of all types taken by 



the United Kingdom branch do not at any time 



exceed in aggregate £5 billion. 



FSN of 3 Oct 



2008 



Para 1.1(h) You must submit by 17 October 2008 a plan to 



ensure the sustained build up of reserves to enable 



repayment of the Icesave fixed term deposits which 



mature between now and the end of June 2009. 



FSN of 3 Oct 



2008 



Para 1.1(i) You must report your total non Icelandic Kronur 



marketable asset position on a daily basis to the 



FSA. 



FSN of 6 Oct 



2008 



Para 1.1(a) You must not, in order to support your liquidity, 



invoke any contractual term or condition in relation 



to your deposit accounts that allows you to 



temporarily cease or limit withdrawals from 



accounts for up to 60 days unless you have given 



the FSA at least 1 day’s written notice of the 



porposed action and the FSA has confirmed, in 



writing, that it has no objection to the proposal. 



 



1.7 This Rescission Notice is given to you in accordance with section 200(1) of 



the Act. 



1.8 For the avoidance of doubt, the above is without prejudice to your obligations 



to comply with the terms of any trust established pursuant to the requirements 



set out in the Supervisory Notice dated 3 October 2008. 



1.9 Furthermore please note that the requirements imposed by the Supervisory 



Notice dated 10 October 2008 remain in effect. 



 











2. FSA CONTACT  



2.1 For more information concerning this matter generally, you should contact Ed 



Sibly at the FSA (direct line:020 7066 8954). 



 



 



 



Tim Herrington 
Chairman of the Regulatory Decisions Committee 
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			Para 1.1 (b)


			You must:


			(i) immediately open a segregated trust account (“the account”) with the Bank of England or another account provider in the United Kingdom approved in writing by the FSA on terms set out in paragraphs (iv) and (v) below;


			(ii) upon opening the account, credit the account with a cash amount which is at least as great as the aggregate value of the deposits accepted by you from customers of the United Kingdom branch during the course of 2 and 3 October 2008 (the ‘initial deposits’)
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			For the purposes of section 48 and 201 of the Act, the requirement in this paragraph is a requirement of the kind mentioned in section 48(3)(b).
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			Para 1.1(c)
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Executive Summary 
 
The European Commission launched a review process of Directive 94/19/EC on Deposit Guarantee Schemes (DGS), 
the conclusions of which were disseminated via a formal Communication in 2006. The Commission highlighted a 
number of short-term improvements to the existing arrangements, to be adopted via self-regulatory agreements, 
without changes in the existing legislation. The European Forum of Deposits Insurers (EFDI) was asked to assist the 
Commission and its Joint Research Centre (JRC) in addressing these self regulatory issues. Several Working Groups 
have been set-up to deal with each theme. In its Communication, the Commission also identified the necessity to focus 
on the efficiency of current EU DGS when faced with a need to reimburse depositors.  
This Report considers the various meanings the word “efficiency” can have, the current way DGS operate, and a 
quantitative analysis investigating the capability of the EU Member States (MS) to handle reimbursements or preventive 
interventions1 of varying magnitude. Consequently, this Report also describes the various steps of the intervention 
procedure (both in case of payout and for preventive interventions), the authorities involved and their interaction, and 
the way DGS manage and invest available funds. Even though it has been difficult to draw general and harmonized 
conclusions (as each incident was distinctive), some key conclusions can be made. 
The procedures that DGS have to follow widely differ and seem sometimes lengthy and complex. For instance, the 
triggering event (i.e. the unavailability of deposits) may fall within the competence of up to 8 different types of entities or 
combinations of entities across the  MS. The number of procedural steps to follow ranges from 4 to 21. It is thus not 
surprising that 13% of DGS reported cooperation deficiencies with other domestic authorities. More details can be 
found in Section 3.1 and in Annex II. 
As to payout delays, it was found that on average more than 90% of deposits (but only 70% of depositors) were 
reimbursed within the existing three-months deadline. Only around 25% of the DGS which have reimbursed depositors 
made use of the option of extending the three-month time limit set in Directive 94/19/EC to complete the payout. Half of 
DGS reported that access to data, availability of funds and  staff availability determined the speed of payout. However, 
the critical issue of ready access to funding does not seem to impede a payout within this three month deadline, since 
the ability of DGS to obtain the necessary funds seems in general good. Even if borrowing facilities are unlimited for 
some schemes, it takes time to recover this through annual contributions, for instance the SK scheme, which asked for 
loans in 1999-2001, is still in deficit. More details can be found in Section 3.4.  
JRC also collected and analyzed data relating to historical interventions where payout delays were registered, providing 
statistical analysis to the EFDI Working Group responsible for dealing with this topic. 



                                                 
1 It should be noted that under the Directive 94/19/EC governing DGS, the mandatory task of the schemes is to reimburse 
depositors. However, beyond this Directive, some DGS are empowered by national legislation to intervene preventively. 
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Even though DGS thus seem to be robust for smaller failures, there are clear limits: on average, without resorting to 
unlimited borrowing DGS declare themselves capable of coping with a single crisis of any of the smallest 64% of their 
members.  
Among those schemes which collect ex-ante contributions, most (around 90%) invest their funds, mainly in government 
bonds and short term deposits. Only in 5 MS are DGS not allowed to ask for a loan in case of a shortfall, while in 
around two thirds of EU countries there is no limit to the amount of resources which can be borrowed. In this context, 
the study has presented a robustness indicator which reveals significant differences in the respective capacities of DGS 
to payout in the event of failure of one of their members (see Section 3.3). 
A significant part of the Report is devoted to a scenario analysis aimed at assessing the impact of different types of 
actions and/or interventions on DGS in each MS. Five scenarios have been developed. 
The first three scenarios are based on real-life historical payouts of differing size. The "low impact" scenario reflects a 
case where 0.035% of eligible deposits in a Member State are concerned. The "medium impact" scenario concerns 
0.81% whereas the "high impact" scenario would affect 3.24% of eligible deposits. The low impact scenario is 
equivalent to the most severe failure in EU-15 and the high impact scenario to the most severe failure in EU-12 (where 
failures have had higher impact over the last decade). The three scenarios would lead to an average financial burden, 
across EU countries, of €100 million, €2.18 billion and €8.69 billion, respectively. More precisely, to illustrate these 
values, the "medium impact scenario" covers an amount of deposits to be paid between 34m€ for EE and 15b€ for DE.  
A small failure could be borne by all DGS using their ex-ante funds (if not in deficit). For the medium impact scenario, 
the 7 MS with the highest coverage ratios would have enough ex-ante funds to cope with the repayment. On average, 
EU schemes would need around 4 times their present level of ex ante funds to handle the reimbursement. Under the 
high impact scenario, no DGS would be capable of handling reimbursement solely through existing ex-ante funds 
(between 2 and 22 times the existing ex-ante funds would be needed) and schemes would need to borrow money: 24 
DGS in 16 MS are permitted to borrow without limitation. 
A fictitious payout scenario has been also developed in order to simulate a very high impact failure of a credit institution 
in one MS with branches in a second MS. The average amount of funds needed for this scenario would be around 13.7 
billion €. Also for this scenario, no scheme has the necessary resources to face the costs of the payouts without 
collecting additional contributions or borrowing funds. On average, ex-ante schemes would have to collect 48 times 
their current funds to be able to handle the reimbursement.  
Including all financial means available (ex-ante funds, ex-post contributions and additional borrowing, eventually 
unlimited), it would appear that 6 MS are not equipped to deal with a mid-sized failure. More details on the scenarios 
can be found in Sections 5.2 and 5.3, in particular in Table 10. 
The study also examined a scenario which simulated a preventive intervention by the schemes, in order to provide 
funds to a "failing bank", although this is not foreseen in the EU Directive. Roughly one third of schemes can decide 
autonomously to do so while roughly one third of schemes may intervene only subject to decision by other authorities.    
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This scenario2 reveals that a small intervention (equivalent to 0.16% of eligible deposits, i.e. costs ranging from  €7 
million to €3.13 billion3 in the different MS) could be borne by most ex-ante funded schemes with only three of them 
needing to gather additional funds to cope with the costs of such preventive intervention.  
Particular attention has been devoted to the assessment of cross-border exposures, although only a limited amount of 
information has been gathered. For all EU countries, more than 90% of the eligible deposits are held at domestic 
banks, while in a few MS (BG, IT, RO, SK) branches from other EU MS hold more than 2% of eligible deposits.  
The Report also describes the intervention procedure applied in the US, by the Federal Deposit Insurance Corporation 
(FDIC), to highlight the main differences with the EU systems. Crucial differences are firstly the ability of the US 
scheme to act before a member becomes illiquid, and subsequently the central role played by the FDIC in the 
resolution, since it is generally appointed as the receiver.  More details can be found in Section 6.  
An Annex to this Report also contains an update to the scenario analysis built in 2007 to analyze potential effects of 
harmonizing the way DGS are funded. With respect to the 2007 Report, figures are only slightly different due to the 
growing sums of deposits and funds. The overall amount of ex-ante funds in EU DGS rose slightly to approximately 
13b€. 



                                                 
2 Even though preventive interventions are note foreseen in the Directive, the scenario is based on actual preventive interventions 
which have occurred in the past. 
3 This upper range figure concerns Germany, for which data on the size of funds in DGS has not been provided: robustness of the 
DE scheme has thus not been assessed.  
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1. Introduction 
 
The Communication4 on the review of Directive 94/19/EC5 on Deposit Guarantee Schemes (DGS), published in 
November 2006, summarized the conclusions drawn by the Commission from the consultation process and the 
investigations performed during the review of the Directive6. The Commission highlighted a number of short-term 
improvements to the existing arrangements, to be adopted via self-regulatory agreements and without the need to 
make changes to the existing legislation; more fundamental issues to be examined in coming years were also 
considered, these may lead to a revision of the Commission's policy towards DGS. 
The self-regulatory improvements cover matters such as the definition and scope of coverage of deposits, co-
insurance, de minimis clause, topping-up arrangements, the exchange of information among EU DGS, risk-based 
contributions, depositor information and payout delays in case of a bank failure. The Communication suggests that 
“design and implementation of such solutions could be carried out in cooperation with the Commission Working Group 



of Member States' representatives, the European Forum of Deposit Insurers (EFDI)7, or representative banking 



associations at EU level”. 
Prior to changing current legislation on the EU DGS, the Commission stressed that further investigations on some 
crucial topics are needed, in order to understand whether differences among DGS as regards funding mechanisms, 
coverage levels, and rules for paying out to depositors, especially in the case of cross-border situations, may 
undermine fast and efficient crisis resolution. In particular, the Commission identified the need to focus on the 
procedures and institutions involved in the management of banking failures, and the analysis of the capacity of the 
current systems to absorb a call on their funds in case of potential cross border failure. 
In light of these objectives, the FINECON-EAS group (Econometrics and Applied Statistics)8 of the Joint Research 
Centre (JRC), which had already performed quantitative analyses9 on EU DGS for the Commission Communication, 
was asked to support EFDI in the investigation of the self-regulatory issues, and perform quantitative studies aimed at 
exploring the current efficiency of DGS in the event of financial distress.  
                                                 
4 Communication COM(2006)729, concerning the review of Directive 94/19/EC on deposit guarantee schemes, available at 
http://ec.europa.eu/internal_market/bank/docs/guarantee/comm9419_en.pdf 
5 Directive 94/19/EC of the European Parliament and of the Council of 30 May 1994 on deposit-guarantee schemes,   
Official Journal L 135 , 31/05/1994 P. 0005 – 0014, available at  
http://eur-lex.europa.eu/LexUriServ/LexUriServ.do?uri=CELEX:31994L0019:EN:HTML 
6 http://ec.europa.eu/internal_market/bank/guarantee/index_en.htm 
7 http://www.efdi.net 
8 http://finecon.jrc.it and http://farmweb.jrc.cec.eu.int/ESAF 
9 Scenario Analysis: Estimating the effects of changing the funding mechanisms of EU Deposit Guarantee Schemes, available at 
http://ec.europa.eu/internal_market/bank/docs/guarantee/final_report_en.pdf 
Report on the minimum guarantee level of Deposit Guarantee Schemes Directive 94/19/EC, available at 
http://ec.europa.eu/internal_market/bank/docs/guarantee/report_en.pdf 
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In relation to the cooperation with EFDI, JRC gathered and analyzed historical data on payout delays of DGS to 
depositors, and helped to develop common definitions concerning the scope of coverage of deposits. EFDI is 
responsible for drafting reports for each issue identified by the Commission.  
Concerning the examination of how DGS function when called into action, JRC structured the analysis in three parts. 
First, JRC focussed on the functioning of the EU DGS, considering those aspects which might impact on their 
effectiveness in reacting to banking failures, such as the events that trigger DGS payouts in different EU MS, the 
authorities involved in the procedure, the amount of available funds, arrangements in place to ensure rapid transfer of 
funds to DGS if necessary, how DGS manage their funds, etc... Second, JRC collected and analyzed data on DGS' 
cross-border exposures in order to assess possible consequences of a cross-border banking default. Third, JRC 
analyzed historical data on banking failures and performed a scenario analysis to evaluate the efficiency of funds in 
case of payout of depositors and/or interventions aimed at avoiding a banking failure. Moreover, JRC was asked to 
compare the system currently in force in the US with present practices in the EU, in order to highlight the main 
differences. 
JRC was also asked to update the scenario analysis performed in 2006 to assess the costs of changing the way DGS 
are financed across the EU7, in order to explore the possibility of moving towards a harmonized system of financing EU 
DGS. During the consultation process, some stakeholders stated that the substantial differences in the way EU DGS 
are currently financed “raise doubts about the ability of schemes to function on a cross-border basis under crisis 



conditions”, and “create competitive distortions because of the unfair advantage to banks operating under schemes with 



lower costs”. Not being explicitly linked to the efficiency of the DGS, the updated scenario analysis is reported in Annex 
I to this Report.  
 



This Report presents the results of the quantitative analyses performed by JRC and is organized as follows. Section 2 
describes the survey prepared and distributed by JRC in cooperation with the Directorate General for Internal Market 
and Services. This survey, which is attached in Annex V, also covers some of the issues investigated by the Working 
Groups of the EFDI, such as the analysis of payout delays and the exploration of risk-based methodologies for DGS 
contribution adjustments. Section 2 also describes the data on deposits, collected through the survey, used as the 
basis for the quantitative analysis presented in the remaining sections of the Report. Section 3 describes how DGS 
currently function and evaluates their efficiency, while Section 4 presents the analysis of cross-border exposures in the 
EU. The first part of Section 5 investigates the potential costs of banking failures and preventative interventions 
performed by EU DGS, based on available data from earlier events; the second part presents scenario analyses to 
evaluate the efficiency of funds during financial distresses of varying nature and gravity. Section 6 is devoted to the 
description of the US system while the last Section 7 concludes. Moreover, six annexes are attached. Annex I presents 
the updated scenario analysis estimating the effects of changing the DGS funding mechanisms. Annex II contains a 
series of tables describing on a country by country basis the procedures adopted by DGS in case of reimbursement. 
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Annex III presents for each DGS a description of the resources available in case of need. Annex IV includes the 
complete dataset of historical payouts/interventions. Finally Annexes V and VI detail the JRC survey and the list of 
attached definitions. 
Finally, it should be noted that this report does neither commit the Commission nor does it limit the Commission's 
discretion with regard to any current or future actions or policies. 
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2. Source of information 



2.1 Survey 



In order to perform the analysis and to support the scenario investigation, a survey was prepared by JRC to collect data 
on a DGS by DGS basis. The survey, included in Annex V of this Report, aimed to obtain a general overview of the 
DGS functioning across MS and covered issues such as quantitative information on deposits, cross-border exposures 
and topping-up, interventions and reimbursement of depositors, and risk-based approaches to adjust DGS contributions 
and/or monitor DGS members’ risk profiles.  
JRC distributed the questionnaire to EU MS in July 2007 and received responses between September and December 
2007.10 37 out of 39 schemes replied to the survey. The two missing schemes are both from Germany and cover 
private and savings banks. Unless otherwise specified, data collected from this survey represent the inputs for analysis 
in the following sections. The data collected were cross checked with other databases available. Few discrepancies 
were found, which could relate to the fact that different sources or methods were used. 
Note that following a request from the EEA representative in the EU Working Group on DGS, the survey was also sent 
to EEA countries; only Norway has replied and this response is included in the Report for comparative purposes. 



 



2.2 Data on deposits 



The first set of relevant data for the scenario analysis consists of data on the total amount of deposits, eligible deposits, 
and covered deposits, since these are the basis for the scenarios. Following  the analysis performed in the 2007 Report 
and the request to update the database built using historical data, MS were asked to provide quantitative information on 
the total amount of deposits of their members (excluding those deposits left out from any repayment by virtue of Article 
2 of the Directive5), the amount of eligible deposits, and the amount of covered deposits.11 Table 1 (columns two to 
four) reports these figures for each DGS, for 2005.12 It also reports in the last two columns the size of the fund for the 
ex-ante DGS in 2005, and the amount of contributions collected in 2006 by each scheme.13 



                                                 
10 At the EFDI annual meeting held in Istanbul in November 2007 JRC met the EU DGS representatives to discuss their answers, 
confirm data, check on confidentiality issues, and to clarify some information to be included in the final version of the present 
Report.  
11 For further information on the definitions of total, eligible and covered deposits please see the file of definitions distributed with 
the survey and attached in Annex VI. 
12 In some countries (DE, ES, IT, CY, AT, PT) more than one DGS is operating In DE, the compensation system is quite complex 
because of historical reasons and 6 compensation schemes are operating: 2 schemes are statutory and protect credit institutions 
under public law or ownership (DE1) and private (DE2) law; 2 are institutional and protect cooperatives banks (DE3) and saving 
banks together with the Landesbanken (DE4). Moreover there are 2 voluntary schemes providing additional protection to private 
and public credit institutions. These latter are not included in the analysis. In ES 3 DGS are operating, representing Private Banks 
(ES1), Cooperative Banks (ES2), and Saving Banks (ES3). In Italy 2 DGS are operating, one covers Cooperative Banks (IT2); the 
second one the other institutions (IT1). In CY 2 DGS are present, one protecting Cooperative Banks and Credit Institutions (CY2), 
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In Table 2 aggregated values of deposits per MS are summarised. In order to complete the database and following the 
procedure adopted for the 2007 Report, several estimates are included in this table. Results presented in this Report 
are based on the aggregated data per MS as shown in Table 2. Eurostat data have been used in order to reproduce the 
total amount of deposits for DE, ES, and NL. Concerning the total amount of eligible deposits for DE and NL, Eurostat 
data have again been used to obtain an estimate. Approximations for the amounts of eligible deposits of DK, IE and CY 
are obtained by applying a ratio to the total amount of deposits of these MS. This ratio, obtained by the dataset, 
represents an estimate of the total amount of eligible deposits over the total amount of deposits for these countries. 
Separate approximations of the ratio, which are summarised in Table 3, are calculated for each of these MS using the 
dataset. For DK a ratio of 83.43% is used by considering the average ratio of total amount of eligible deposits over the 
total amount of deposits in SE and FI14. This average has been chosen as these three MS have, to some extent, the 
same types of eligible deposits (that is, exclusions from guarantee, following Annex I of Directive 94/19, are nearly the 
same). For IE, a ratio of 63.96% is obtained by averaging all available EU-15 ratios15. Finally, for CY a ratio of 84.65% 
is applied and obtained from data provided by the schemes themselves in 2006. 



                                                                                                                                                                
the second the remaining institutions (CY1). In AT five DGS are set up covering private commercial banks (AT1), rural cooperative 
banks (AT2), private savings banks (AT3), industrial cooperative banks (AT4), and privatised provincial mortgage banks (AT5). In 
Portugal two DGS are operating, one relative to Cooperative Banks included in the Mutual Agriculture Integrated System (PT2); the 
second covering other institutions (PT1). 
13 As can be seen from Table 1,the DGS from new MS provided almost all the required data; for some EU-15 DGS (DE1, DE2, 
DE4, and NL) no data was gathered. Other DGS (BE, DK, DE3, IE, GR, ES, FR, CY, AT, PT2, UK) did not report all types of 
deposits. Compared to the previous survey, PL and SI provided data on the total amount of deposits, SE supplied the amount of 
eligible deposits, and three MS (LT, HU, PL) furnished data on covered deposits. CY and IE in 2006 provided data on the eligible 
and covered deposits. 
14 Note that in the last survey only the ratio of FI was available and was used to estimate the eligible deposits of DK and SE. 
15 The ratios of Finland (96.57%) and Luxembourg (15.11%) are excluded because these values are outlying with respect to the 
distribution of the other EU-15 countries. 
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Table 1: Deposits, fund size, and amount of contributions in thousands of Euro (t€) per DGS. 



 2005 Total amount of 
deposits (t€) 



2005 Total amount of 
eligible deposits (t€) 



2005 Total amount of 
covered deposits (t€) 



2005 Fund size 
(t€) 



2006 Contributions  
(t€) 



BE 473 695 000 215 427 000 N.A. 713 000 44 799 
BG 11 071 740 9 718 707 5 276 767 153 884 43 372 
CZ 64 125 000 57 943 000 31 541 000 177 900 48 300 
DK 154 138 060 N.A. 57 307 821 16475 839 0 
DE1 N.A. N.A. N.A. N.A. N.A. 
DE2 N.A. N.A. N.A. N.A. N.A. 
DE3 532 000 000 N.A. N.A. N.A. N.A. 
DE4 N.A. N.A. N.A. N.A. N.A. 
EE 5 743 101 4 282 881 1 667 279 66 000 16 328 
IE 278 215 100 N.A. N.A. 337 500 N.A. 
GR 168 795 189 118 735 607 N.A. 688 487 110 197 
ES1 N.A. 221 719 422 94 548 971 1 920 093 140 379 
ES2 N.A. 53 337 000 29 745 000 388 700 42 782 
ES3 N.A. 361 482 000 191 502 000 2 906 070 145 515 
FR 1 103 293 000 1 018 477 953 N.A. 1 475 000 152 000 
IT1 1 712 482 803 513 497 675 372 042 284 0 170 
IT2 110 147 620 50 796 416 42 314 974 0 170 
CY1 28 819 529 N.A. N.A. 5 590 0 
CY2 7 837 838 N.A. N.A. 2 160 0 
LV 8 912 115 8 606 405 1 609 716 49 541 18 148 
LT 10 228 000 7 077 914 3 702 460 162 663 34 133 
LU 589 344 816 89 053 647 12 437 498 0 0 
HU 45 569 369 36 787 544 20 272 471 228 880 6 889 
MT18 (*)6 906 226 (*)5 705 739 (*)4 799 066 3 026 983 
NL N.A. N.A. N.A. 0 0 
AT1 57 048 164 46 000 000 22 296 079 0 0 
AT2 75 000 000 N.A. 39 000 000 0 0 
AT3 89 000 000 N.A. 42 000 000 0 0 
AT4 16 134 646 N.A. 10 047 058 0 0 
AT5 9 698 000 N.A. 4 004 000 0 0 
PL 102 494 381 94 801 324 90 067 687 358 479 36 622 
PT1 152 353 000 116 215 000 59 200 000 1 171 000 33 156 
PT2 8 134 695 7 670 838 N.A. 55 218 13 772 
RO 23 365 690 12 048 429 9 521 818 143 661 30 993 
SI 14 368 437 12 467 746 7 130 338 0 0 
SK 21 594 509 10 982 049 10 876 452 19-78 974 25 298 
FI 83 442 597 80 577 207 38 270 563 375 000 40 390 
SE 164 669 543 115 745 113 703 56 132 503 1 672 259 57 719 
UK 2 165 474 974 1 091 492 777 N.A. 209 886 0 
NO 149 530 369 120 100 188 71 383 845 1 953 663 63 



Source: Survey data; (*) Estimates from the dataset; ; N.A. for not available.  
                                                 
16 The fund in DK is made up partly of liquid cash (around 30%) and partly of pledges (see note 25): both are included in the figure. 
17 IT1 and IT2 are ex-post schemes collecting a small contribution to cover administrative expenses. 
18 Since before February 2006 the Maltese DGS covered deposits only in Maltese Liri, data provided referred only to these 
deposits. To include deposits in other EU-currencies, data were adjusted using other information provided by the Maltese DGS. 
19 In years 1999–2001 four banks went bankruptcy in SK. Since the fund held by the DGS was not enough to cover the total costs, 
the National Bank of SK provided the DGS with a loan for compensation disbursements. A residual loan was also taken out by 
commercial banks. 
20 Though classified as an ex-post scheme, UK has a residual fund, inheritance of the previous system. 
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Table 2: Deposits, fund size and contributions in t€ per MS. 



 
2005 Total 
amount of 
deposits  



(t€) 



2005 Total 
amount of 



eligible deposits 
(t€) 



2005 Total 
amount of 



covered deposits 
(t€) 



2005 
Fund size 



(t€) 



2006 
Contributions  



(t€) 



BE 473 695 000 215 427 000 (*)115 280 631 713 000 44 799 
BG 11 071 740 9 718 707 5 276 767 153 884 43 372 
CZ 64 125 000 57 943 000 31 541 000 177 900 48 300 
DK 154 138 060 (*)128 593 810 57 307 821 475 839 0 
DE (e)2 061 481 000 (e)1 911 376 000 (*)1 022 827 364  N.A. N.A. 
EE 5 743 101 4 282 881 1 667 279 66 000 16 328 
IE 278 215 100 (*)177 946 960 (*)95 224 079 337 500 N.A. 
GR 168 795 189 118 735 607 (*)63 538 533 688 487 110 197 
ES (e)870 258 840 636 538 422 315 795 971 5 214 864 328 675 
FR 1 103 293 000 1 018 477 953 (*)620 604 010 1 475 000 152 000 
IT 1 897 647 620 583 074 516 427 814 974 0 0 
CY 36 657 367 (*)31 030 373 (*)10 432 809 7 751 0 
LV 8 912 115 8 606 405 1 609 716 49 541 18 148 
LT 10 228 000 7 077 914 3 702 460 162 663 34 133 
LU 589 344 816 89 053 647 12 437 498 0 0 
HU 45 569 369 36 787 544 20 272 471 228 880 6 889 
MT 6 906 226 5 705 739 4 799 066 3 026 983 
NL (e)500 936 990 (e)482 343 020 (*)293 913 100 0 0 
AT 246 880 810 185 000 000 117 347 137 0 0 
PL 102 494 381 94 801 324 90 067 687 358 479 36 622 
PT 160 487 695 123 885 838 (*)63 107 530 1 226 218 46 928 
RO 23 365 690 12 048 429 9 521 818 143 661 30 993 
SI 14 368 437 12 467 746 7 130 338 0 0 
SK 21 594 509 10 982 049 10 876 452 -78 974 25 298 
FI 83 442 597 80 577 207 38 270 563 375 000 40 390 
SE 164 669 543 115 745 114 56 132 503 1 672 259 57 719 
UK 2 165 474 974 1 091 492 777 (*)665 095 197 209 886 0 
UE 11 269 797 167 7 249 719 981 4 161 594 773 13 460 864 941 290 
NO 149 530 369 120 100 188 71 383 845 1 953 663 63 



Source: Survey data; (*) Estimates from the dataset; (e) Eurostat data. 
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Table 3: Procedure for the estimation of the 2005 amount of eligible deposits. 



 
Total amount of  



deposits (t€) 
(A) 



Ratio 
(rounded to 2 decimals) 



(B) 



Total amount of  
eligible deposits (t€) 



= (A) * (B) 
DK 54 138 060 83.43% 128 593 809  
IE 278 215 100 63.96% 177 946 959  
CY 36 657 367 84.65%  31 030 372  



Source: Survey data. 



 
Estimates for the amount of covered deposits presented in Table 2 are in most cases estimated by applying a ratio to 
the amount of eligible deposits. Following the procedure used in the previous Report, different ratios are applied to 
different MS, depending on their level of coverage (see definition in Annex VI). For those EU-15 MS with a level of 
coverage lower or equal to € 25 000 and with a missing value for the amount of covered deposits (BE, DE, IE, GR), the 
ratio is calculated by averaging the available ratios of the amount of covered over eligible deposits of EU-15 MS, with a 
level of coverage lower or equal to € 25 00021 (the average being around 53.51%). 
For those EU-15 MS with a level of coverage higher than € 25 000 and with a missing value for the amount of covered 
deposits (FR, NL, UK), the ratio is estimated by averaging the available ratios of EU-15 MS with a level of coverage 
higher than € 25 00022 (the average being nearly 60.93%).  
 



Table 4: Procedure for the estimation of the 2005 amount of covered deposits.  



 
Total amount of  



eligible deposits (t€) 
(A) 



Ratio 
(rounded to 2 decimals) 



(B) 



Total amount of  
covered deposits (t€) 



= (A) * (B) 
BE 215 427 000 115 280 631 
DE23 (e)1 911 376 000 1 022 827 364 
GR 118 735 607 63 538 533 
IE (*)177 946 960 



53.51% 



95 224 079 
FR 1 018 477 953 620 604 010 
UK 1 091 492 777 665 095 197 
NL (e)482 343 020 



60.93% 
293 913 100 



PT2 123 885 838 50.94% 63 107 530 
CY (*)31 030 373 33.62% 10 432 809 



Source: Survey data; (e) Eurostat data; (*) Estimates from the dataset. 



                                                 
21 The ratio of the amount of covered deposits to the amount of eligible deposits of Luxembourg was excluded from the average 
ratio because Luxembourg’s ratio is extremely low (13.97%) compared to the others and can be considered an outlier. 
22 Note that in the last survey a ratio based only on the two Italian DGS was used. In the present survey SE also provided data on 
both the eligible and covered deposits. 
23 Note that the ratio applied to DE does not account for the protection guaranteed by the voluntary schemes, which is unlimited. 
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Note that PT is treated separately, since one of the two DGS provided data on the total amount of covered and eligible 
deposits (the ratio is 50.94%). An estimate of the total amount of covered deposits for the other Portuguese DGS is 
obtained from this ratio. As regards EU-12 MS, data for CY is missing, and the ratio of 33.62% is obtained by data 
provided by the DGS themselves in the 2006 survey. Table 4 summarises the amount of eligible deposits, the ratios 
applied and the estimates obtained for the amount of covered deposits. 



 



2.3 Data on DGS funding and level of coverage 



Compared to the situation depicted in the 2007 Report, during the last year EU DGS have not changed their funding 
mechanisms. None have moved from an ex-ante to an ex-post system or vice versa, and none of the ex-ante schemes 
have adopted new methodologies for estimating their annual premiums. However, it is worthwhile  noting that some 
schemes (RO, SE, UK) are currently revising the methodology to estimate their members’ contributions. For instance 
RO is in the process of drafting specific regulations for defining a “Fund’s exposure coverage rate” and for estimating 
the annual contribution of their members. Concerning SE, a new method to measure the risk of DGS members and 
accordingly adjust DGS premiums is under development by the Swedish National Debt Office, which incorporated the 
Swedish DGS at the beginning of 2008. Note also that the UK Financial Supervisory Authority (FSA) has recognized 
the need to be able to make early, forward-looking and accurate assessments of a bank’s risk of failure24. To facilitate 
early assessment, the FSA intends to investigate the introduction of new rules that would require UK banks to provide 
additional evidence to the competent authority that they are meeting threshold conditions on an ongoing and forward-
looking basis. 
Upon explicit request, the classification adopted in the 2007 Report to categorize DGS according to their funding 
mechanism has been reviewed and only two classes are considered: "DGS featuring an ex-ante component" and "mere 



ex-post schemes". This new classification still reflects the definitions in Annex VI even after removing the class “Other” 
which was used in the 2007 Report for DGS characterized by a peculiar mixture or combination of an ex-ante and an 
ex-post component25. The classification of the DGS according to the new categories is presented in Figure 1. 
 



                                                 
24 More details are available in the report “Financial stability and depositor protection: strengthening the framework”, by HM 
Treasure, FSA, and Bank of England, available at  
http://www.hm-treasury.gov.uk/media/3/5/banking_stability_pu477.pdf 
25 The schemes whose funding mechanism was classified as “Other” in the 2007 Report are DK, CY, MT, PL, RO. In DK, only a 
part of the contribution (at least 25%) is paid to the fund and the rest takes the form of pledges to guarantee payment, if the need 
arises. The regulations governing the operation of the Cypriot schemes foresee three different types of contribution: initial (ex-ante), 
supplementary and special (ex-post). The Maltese DGS collects ex-ante contributions to maintain a target size for the fund, and ex-
post levies in case of need. The Polish scheme levies both ex-ante contributions for an assistance fund, and ex-post contributions 
for compensation purposes in case of a member’s failure. Finally, in RO the contributions are defined in terms of a determined ex-
ante part plus an ex-post part which consists of stand-by lines of credit granted yearly by every member.  
 





http://www.hm-treasury.gov.uk/media/3/5/banking_stability_pu477.pdf
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Ex−ante (78%)



Ex−post (22%)



 
Figure 1: Pie chart of the funding mechanism per MS. 



 
To measure the adequacy of the DGS’ funds the following definition of coverage ratio is applied:  



(2005) Deposits Eligible of Amount Total
(2005) Fund the of Size  Ratio Coverage = . 



Table 5 shows the values of the ratio for the EU-15 MS (left column) and the twelve new MS (right column). Countries 
are ranked in decreasing order of coverage ratio.  



Table 5: EU-15 and new MS ranked by decreasing coverage ratio. 



EU-15 Coverage ratio (%) New MS Coverage ratio (%) 



SE 1.44 LT 2.30 
PT 0.99 BG 1.58 
ES 0.82 EE 1.54 
GR 0.58 RO 1.19 
FI 0.47 HU 0.62 
DK (*)0.37 LV 0.58 
BE 0.33 PL 0.38 
IE (*)0.19 CZ 0.31 
FR 0.14 MT 0.05 
UK20 0.001 CY (*)0.02 
  SK -0.72 
NO 1.63   



Source: Survey data; (*) Data on eligible deposits estimated from the dataset. 



 
Figure 2 plots the coverage ratios in increasing order. The horizontal black line in the picture represents the EU 
average coverage ratio (around 0.70%), obtained using data from Table 5, excluding Slovakia’s negative coverage 
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ratio. The average coverage ratio in the EU-15 countries is around 0.53% (0.59% when excluding UK, see note 20). 
When considering new MS, the average coverage ratio is higher (0.86%). The standard deviations in EU-15 and new 
MS are respectively 0.44% and 0.76%. In comparison to the 2007 Report, SE has become the MS with the highest 
coverage ratio in the EU-15 (from 1.09% to 1.44%). This change is due to the fact that in the last Report data on eligible 
deposits for SE were estimated, while this year they have been provided by the DGS. For the EU-12, although the rank 
has slightly changed from the 2007 Report, no significant variation in the coverage ratios is detectable.  
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Figure 2: Coverage ratios in countries with an ex-ante financed DGS. 



 
Finally, a few variations in the levels of coverage and payout limits applied across MS have been registered between 
the 2007 Report (figures as of 01/01/2007) and current values (as of 01/01/2008). The levels of coverage have 
changed in EE, LT and LV closed their transitional period, establishing a new level of coverage up to 20 000€ as 
suggested in the Directive 94/19/EC. Note that coinsurance rules have slightly changed in LT due to the increase in the 
level of coverage. NL started applying 10% coinsurance on deposits above 20 000 €, while in the UK coinsurance is no 
longer applied. 
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Figure 3: Payout limit and level of coverage. 
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3. Efficiency 
 
The survey distributed to EU DGS covered different aspects of the manner in which DGS operate in case of 
intervention, both for preventive interventions and for reimbursements of depositors. In particular, the survey aimed to 
investigate whether current practices can handle a failure in an efficient and effective manner. This section presents 
and briefly discusses the data collected. The first part concentrates on descriptive aspects such as the types of 
interventions allowed, the events triggering the DGS activation, the institutions involved and their cooperation. 
Subsequently, the financial resources available to DGS are described, with emphasis on the maximum amount of 
available funds at disposal. Finally a summary of quantitative information on payout delays is provided.  
Note that in the following paragraphs, in order to describe the different aspects of the functioning of DGS, data collected 
through the survey has been treated and standardised into classes. This means that comparable declarations have 
been harmonized and clustered together. The definitions of the classes might introduce minor alterations of the 
information collected, due to aggregation choices and  to the scope of the investigation.  
 



3.1 Actions and interventions 



The first distinction to be made concerns the roles assigned to DGS. Under Directive 94/19/EC, all DGS must have a 
statutory obligation to repay depositors in case of failure: 16 schemes are limited to this role (in the previous survey 
they were classified as “only pay-box schemes”). All other schemes replying to the survey (precisely 21) are allowed to 
perform other tasks such as preventive interventions. Note that some schemes tend to intervene mainly preventively, 
leaving compensation of depositors as the final option: this case is common among mutual guarantee schemes for 
cooperative banks.  
Regarding the payout procedure, the event triggering the DGS activation is in general the unavailability of deposits or, 
more precisely, the declaration of unavailability of deposits. In a few cases MS law establishes a time frame for the 
competent authority to officially declare the unavailability of deposits from the date on which the material fact (i.e. the 
operative inability to repay one depositor) was established.26 In CZ, DE, GR, MA, FI this limit is set at 21 days, while in 
SK and HU it is 5 days. In some Member States this declaration is made by the Central Bank or by the Banking 
Supervisory Authority (BSA), while in other cases the payout procedure is activated by a decision of the competent 
Court. Figure 4 presents, in a pie-plot, the segregation of duties between authorities for declaring the unavailability of 
deposits for each DGS, and shows that the situation is rather heterogeneous across the EU. Different entities (or 



                                                 
26 Under Article 1(3) of Directive 94/19/EC: “The competent authorities shall make that determination as soon as possible and at the 
latest 21 days after first becoming satisfied that a credit institution has failed to repay deposits which are due and payable”. 











 
Report on DGS efficiency, May 2008   
  



21



combinations of entities) other than the DGS can carry out the declaration, though in more than 50% of the cases the 
BSA is one of the authorities involved.  
 In general, after the declaration of unavailability of deposits, depositors are informed either through an announcement 
in the Official Gazette of the country, or via other media. In some cases there is a limit of three days (following the 
declaration of unavailability) set in the Statute for the announcement (EE, SI, ES). 
A detailed description of the procedure followed by each scheme for the payout of depositors is provided in Annex II, 
including information about the competent authority and a reference to the corresponding legislation. Note that not all 
DGS have provided information on this point, leaving, in some cases, ambiguities on the legislation to be applied, e.g. 
Banking Act or Bankruptcy Law. In general, a great variety of situations are described in Annex II: in many cases the 
DGS is the authority in charge both to verify claims and to manage the payout procedure, for instance by nominating a 
paying agent to operatively reimburse depositors; in other cases a third-party receiver in charge of the bankruptcy 
procedure might work in strict cooperation with the DGS, for example preparing the list of depositors or approving their 
claims.  



Central Bank and Ministry (5%)



Central Bank and Court (21%)



Central Bank, Court and BSA (3%)



Central Bank, BSA and Ministry (3%)



Court, BSA and Ministry (3%)



Central Bank (13%)



N.A.(10%)



Court and BSA (23%)



BSA (21%)



 
Figure 4: Competent authority in charge to declare unavailability of deposits. 



  



Regarding preventive interventions, in some countries the DGS has the power to decide autonomously on intervention 
to avoid a failure. Often, the Board of the DGS acts on the basis of a monitoring system developed to assess the risk of 
the DGS members. Different indicators are used to measure risk, such as the Capital Adequacy Ratio or Solvency 
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Ratio27. For other DGS, preventive interventions are driven by a decision involving other institutions such as the Central 
Bank, the Banking Supervisory Authority and the Ministry of Finance/Economy, as sketched in Figure 5. 
Although there are no common rules to start the supporting procedure, the underlying principle is often the “least cost 
principle”: a preventive intervention to avoid a default usually drives a lower cost than the failure itself. In general, the 
basic target is to ensure the stability of the financial system and banking sector, while any specific situation is carefully 
and regularly monitored by the Boards, in particular by Cooperative schemes. Note that in PL the bank itself must ask 
for financial assistance. 



DGS and BSA (3%)



Central Bank (15%)



DGS and Central Bank (10%)



BSA (3%)



DGS and Ministry (3%)



DGS (21%)



N.A. (5%)Only compensation (41%)



 
Figure 5: Competent authorities for interventions other than payout. 



 
DGS were also asked to comment on possible cooperation deficiencies experienced with other authorities involved in 
the intervention, which might slow down the process or reduce its efficiency. In most of the cases (around 70%) no 
cooperation deficiency had arisen. Based on historical cases, only a few DGS reported difficulties in the interaction with 
the other institutions involved, as shown in Figure 6.   



                                                 
27 A detailed report on existing risk monitoring approaches is foreseen to be delivered within spring 2008. 
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Yes, with the receiver (5%)



Yes, with the BSA (5%)



Yes, with the BSA and 
         with the liquidator (3%)       



No payout until now (11%)



No (68%)



N.A. (8%)



 
Figure 6: Cooperation deficiencies between DGS and other authorities in case of action. 



 



3.2 Financial resources 



This paragraph describes the resources at the disposal of EU DGS to handle potential banking failures or preventive 
interventions. Besides the size of the fund (see Table 1), other characteristics are examined in order to understand the 
complete spectrum of resources each DGS can call on if necessary. These cover the possibility to raise additional 
contributions up to a certain maximum, to levy so called extraordinary premia, and the option to borrow money.  
Concerning available funds, as already shown in Section 2, among EU DGS 9 schemes are funded in an ex-post way. 
For these schemes, there is no fund cumulated by the scheme prior to any action, but for some DGS there might be a 
virtual fund, earmarked or explicitly set aside by the members. Among ex-ante schemes, in most of the cases (nearly 
90% of the ex-ante DGS) funds are directly managed by the DGS. Only in very few cases funds are given by ring-
fenced reserves or partially earmarked by members. Regarding the way ex-ante DGS manage their resources, in all but 
one case funds are invested, as detailed in Figure 7. For the great majority, funds are invested in national and/or EU 
bonds or similar government securities and there are significant cases where schemes resort to short-term deposits. 
Whenever more risky instruments are allowed, strict limitations are set in the statutes/by-laws in order to limit the risk in 
the DGS portfolio, for example a minimum rating for the instrument is required.  
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YES, government securities, 
short term deposits (10%)   



YES, government securities, limited       
amount of other financial instruments (7%)



YES, high−rated low−risk instruments (3%)



YES, government securities, short−term deposits,  
limited amount of other financial instruments (3%)



YES, bonds, equities (3%)



NO (3%)



YES, government securities,         
high−rated low−risk instruments(17%)



YES, short term deposits (7%)
N.A.(10%)



YES, government  
securities (34%%)



 
Figure 7: Funds invested by ex-ante DGS. 



 
Concerning other resources, the possibility of borrowing funds deserves separate analysis. Seven schemes (BE, DE3, 
IE28, IT1, IT2, LV, NL29) are not allowed to borrow money, neither from institutional sources (Government, Central Bank) 
nor on the free market. In contrast , the option of asking for a loan is permitted for 30 DGS. Note that for these 30 DGS, 
in 24 cases there is no limitation explicitly set in the DGS Regulations to the amount of money that can be borrowed, 
thus introducing a theoretically infinite capability to collect money. However, since this option seems unrealistic, some 
schemes openly declared that a limit on borrowing must be considered as in force, despite the absence of an explicit 
limit in the regulation. For example, a ceiling on annual contributions introduces a limit to the capability of repaying a 
loan: the DGS in SK, whose fund is negative due to a loan taken in 2001, is still gathering money to repay the debt. In 
relation to borrowing, it must be noted that in many cases loans taken by schemes are guaranteed by the Central Bank 
or the Government (See Annex III of the 2007 Report).  
Finally note that, regarding own funds of DGS, more than half of the schemes (20 out of 39) have no link with the 
corresponding Investor Compensation Scheme (ICS). In 6 cases the DGS and ICS are grouped into a single Legal 
Entity, keeping funding and managing separate; in 7 cases they have separate funds managed together (data provided 
regard only DGS), while in the remaining 4 cases the two schemes act as a single legal entity; Figure 8 shows all the 
various configurations. 



                                                 
28 The Irish Central Bank is responsible for the scheme and is obliged under law to make reimbursements as appropriate. 
29 In case of default the Dutch National Bank advances funds to insured depositors and then ask members to repay the loan. 
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One Scheme, data 
on DGS (18%)     



One unique Scheme (10%)



Two Schemes, one management (15%)



N.A.(5%)
NO link (51%)



 
Figure 8: Link between DGS and ICS. 
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3.3 Maximum amount of available resources 



Considering the various types of resources available to DGS, this paragraph presents an introductory analysis aiming 
to estimate the maximum amount of funds each scheme can collect in the event of intervention. Notwithstanding the 
simplistic approach, this analysis can give a significant insight into the current financial capability of EU DGS. 
The estimation of the maximum amount of resources includes current funds, maximum level of annual contributions, 
maximum level of extraordinary contributions, and borrowing. Note that in the survey, the schemes were asked to 
estimate and comment on the maximum amount of money available in case of need and to provide comment on its 
composition. Whenever an estimate was not provided by the DGS, statues, bylaws, and data from the 2006 survey30 
have been used to obtain an approximation of the maximum available funds. Moreover, DGS were also asked to 
declare how many members would be covered by the maximum amount of funds available, that is to estimate how 
many members would be covered in case a single intervention occurs. To explore this point the following “robustness 



indicator” is defined: 
 



DGS  the  in  members  of  Number
resources  ofamount    maximum of value the under  lie  deposits    whosemembers  of  NumberIndicator  Robustness = . 



 
In the formula the maximum amount of resources includes all sources, except unlimited borrowing. The robustness 
indicator gives the percentage of banks in the scheme whose eligible31 deposits are lower or equivalent to the 
maximum amount of resources available to the DGS. For example, a value of 90% would indicate that only 10% of 
banks have eligible deposits that exceed the available DGS resources. In other words, under the hypothesis of a single 
intervention (as suggested by the dataset, multiple interventions in the same year have resulted quite uncommon), the 
robustness indicator gives the percentage of banks that would be theoretically covered.  
In order to complete the analysis, the “extended robustness indicator” is defined, which includes in the amount of 
resources also the possibility of unlimited borrowing: in this case, theoretically, their indicator is 100%. It is must be 
remarked that, even if unlimited borrowing is allowed, recovering a high amount of money could take time. As an 
example, the case of SK can be considered: the Slovakian scheme had to face the highest impact in EU (see intensity 
ratio description in Section 5.1 and Annex IV) in 2001 and is still in deficit. This point is strengthened by the following 
observation: excluding dramatic events, the majority of the MS declare that the option to activate extraordinary 
contribution or to raise the annual contribution is the main tool to ensure rapid transfer of funds. 



                                                 
30 See Annex III to the Report. 
31 In general, as usual,  eligible deposits have been taken as a reference. However, in countries for which the contribution base is 
not given by eligible deposits, the “proxy" of the indicator is calculated by resorting directly to values provided by the DGS 
themselves. In few cases, it could not be clarified whether total, eligible, or covered deposits were referred to. 
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Information is reported in Table 6 and Table 7, aggregated by MS. The first table shows in column A the 2005 fund, in 
column B the description of available resources (including borrowing where limited), in column C the maximum amount 
of funds reachable considering these resources (provided by the DGS or estimated with available information), and in 
column D the percentage of members covered by  the estimated amount of resources, which is the value of the 
robustness indicator. 
Table 7 focuses on the description of the borrowing, including information on which countries declare the possibility to 
borrow an unlimited amount of funds (column E) and the corresponding value of the robustness indicator (column F). 
The first two column of the table report information already presented in Table 6  for comparison purposes.  
Wherever possible, data presented in Table 6 and Table 7 has been provided directly by the DGS. Regarding 
borrowing, a value is included in the estimates of Table 6 only if either a maximum is estimated by the DGS or provided 
for in the DGS Regulation. A detailed description of the maximum amount of contributions and extraordinary 
contributions per DGS is presented in Annex III.  
Concerning ex-post schemes, an estimation of the virtual fund is provided for IT and SI32 in Table 6. For LU, NL and AT 
a maximum on the annual contributions is set in the Regulation (see Annex III) but cannot be estimated since 
expressed in terms of inaccessible variables (e.g. amount of shareholders’ equity, members’ own funds, etc…). Also for 
SK the maximum amount of resources is  unavailable, as this DGS is currently in deficit. 
Comparing the size of available funds with the estimated maximum amount of available resources (not including 
borrowing, if not limited) shows that for some schemes (EE, FR, LV, LT, PL) the two values are the same33, while for 
DGS with very low coverage ratios (e.g. CY) the maximum amount can be up to 11 times current funds. Note also that 
for FI the declared maximum amount of resources is much higher (more than 13 times) than current funds. On average 
the maximum amount of resources is around 3 times the value of present funds.  
Excluding schemes with unlimited borrowing, 14 provided information on the number of members covered by the 
maximum amount of available resources. On average these EU schemes declare themselves able to  cover a default of 
two thirds of their smallest members (average robustness indicator around 64%, see last but one row of Table 6). By 
including unlimited borrowing the value raises to around 86% (see the extended robustness indicator in Table 7).  
At first sight this value suggests that globally the schemes are able to intervene in a satisfactory percentage of cases: 
without unlimited borrowing values for the indicator range from 0% (MT), that is none of the members would be covered 
in case of a failure, to 95% (HU), that is the DGS is able to collect money necessary to repay depositors for almost any 
potential failure. 
 



                                                 
32 For IT, there is a fixed amount of money that the members undertake to make available to the Fund for interventions, varying 
between 0.4% and 0.8% of the covered deposits from all the members on 30 June of the previous year. 
For SI, banks must invest assets in the amount of at least 2.5% of their covered deposits. 
33 For EE the total amount of available resources is the 2007 fund. 
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Table 6: Estimation of maximum amount of resources excluding borrowing when unlimited, and percentage of members covered. 



 A B C D 



 Size of the 
fund 2005 (€) 



Description of available resources 
(excluding borrowing when unlimited) 



Maximum amount 
of resources 
described in 
column B (€) 



Robustness indicator  
(without unlimited 



borrowing, i.e. referring 
only to the amount 



presented in column C) 
BE 713 000 000 Fund + guarantees + 2 annual contribution 824 000 000 83.48% 
BG 153 883 517 Fund + maximum extra contribution (*)299 664 119 N.A. 



CZ 177 900 000 Estimated borrowing approx. equal to 10 
years income (syndicated loan+ bond) 1 100 000 000 80.00% 



DK 475 839 421 Fund + maximum contribution (*)784 115 542 N.A. 
DE N.A. N.A. N.A. N.A. 
EE 65 999 731 2007 Fund 95 867 473 71.43% 
IE 337 500 000 Fund + max. contribution based on eligible (*)693 393 919 N.A. 
GR 688 487 497 Fund + contribution + extra contributions 1 219 051 431 46.34% 
ES 5 214 863 500 Fund + maximum contribution (*)6 487 940 344 N.A. 
FR 1 475 000 000 Fund (*)1 475 000 000 N.A. 
IT 0 Total virtual funds32 of the 2 DGS 1 987 361 740 90.50% 



CY 7 750 654 total assets + max. borrowing + max. 
contribution aggregated over the 2 DGS 85 650 112 37.36% 



LV 49 541 425 Fund (*)49 541 425 25.45% 
LT 162 663 420 2007 Fund 213 130 213 N.A. 
LU 0 N.A. N.A. N.A. 
HU 228 880 452 Fund + maximum loan 317 750 328 95.61% 
MT 3 025 844 Fund + maximum  borrowing 4 200 000 0.00% 
NL 0 N.A. N.A. N.A. 
AT 0 N.A. N.A. N.A. 
PL 358 479 275 Fund 358 479 275 N.A. 
PT 1 226 218 214 Own funds aggregated over the two DGS (*)1 761 282 525 3487.76% 



RO 143 660 671 Own funds + stand-by lines35 + 
extraordinary contributions 



(*)507 292 074 81.25% 



SI 0 Virtual fund32 189 022 144 N.A. 
SK -78 974 050 N.A. N.A. N.A. 



FI 375 000 000 Liquidation of the DGS assets and 
estimated borrowing 5 000 000 000 76.92% 



SE 1 672 258 614 Fund + maximum contribution (*)1 750 844 118 N.A. 
UK 9 886 181 0.3% of the contribution base36 3 900 000 000 N.A. 
EU Total 13 460 864 367  29 074 804 994  
EU Aver.    64.68% 
NO 1 953 663 118 Twice the fund minimum level 4 132 748 90437 98.58% 



Source: Survey data and 2006 survey data; (*) Data estimated by JRC using all available information. 
                                                 
34 The estimate refers only to one scheme. 
35 The Romanian DGS funding is composed of an ex-ante part (at maximum equal to twice the annual contributions) and an ex-post 
part constituted by locked resources (stand-by lines) granted yearly by every member credit institution. 
36 The contribution base for UK is different from any other, and includes deposit made with: (a) an establishment of a relevant 
person in the UK, (b) a branch of a UK firm which is a credit institution established in another EEA State under an EEA right.  
37 The maximum amount of available resources for NO is not exactly twice the size of the fund since the former is referred to 2005. 
Moreover, there occurred a small change in the exchange rate NOK/EUR. 
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Table 7: Description of available resources, borrowing, and comparison between the robustness indicators with and without 
unlimited borrowing. 



 B D E F 



 Description of available resources 
(excluding borrowing when unlimited) 



Robustness 
indicator  



(without unlimited 
borrowing) 



Borrowing 
Description 



Extended robustness 
indicator  



(including unlimited 
borrowing) 



BE Fund + guarantees + 2 annual contribution 83.48% Not allowed 83.48%
BG Fund + maximum extra contribution N.A. Unlimited 100.00%



CZ Estimated borrowing approx. equal to 10 
years income (syndicated loan+ bond) 80.00% Limit not regulated, 



estimated by DGS 80.00%



DK Fund + maximum contribution N.A. Unlimited 100.00%
DE N.A. N.A. N.A. N.A. 
EE 2007 Fund 71.43% Unlimited 100.00%
IE Fund + max. contribution based on eligible N.A. Not allowed28 N.A. 
GR Fund + contribution + extra contributions 46.34% Unlimited 100.00%
ES Fund + maximum contribution N.A. Unlimited 100.00%
FR Fund N.A. Unlimited 100.00%
IT Total virtual funds32 of the 2 DGS 90.50% Not allowed 90.50%



CY total assets + max. borrowing + max. 
contribution aggregated over the 2 DGS 37.36% Limited by regulation 37.36% 



LV Fund 25.45% Not allowed 25.45%
LT 2007 Fund N.A. Unlimited 100.00%
LU N.A. N.A. Not regulated N.A. 



HU Fund + maximum loan 95.61% Limit not regulated,  
estimated by DGS 95.61%



MT Fund + maximum  borrowing 0.00% Limited by regulation 0.00%
NL N.A. N.A. Not allowed29 N.A. 
AT N.A. N.A. Unlimited 100.00%
PL Fund N.A. Unlimited 100.00%
PT Own funds aggregated over the two DGS 3487.76% Unlimited 100.00% 



RO Own funds + stand-by lines35 + 
extraordinary contributions 81.25% Unlimited 100.00%



SI Virtual fund32 N.A. Unlimited 100.00%
SK N.A. N.A. Unlimited 100.00%



FI Liquidation of the DGS assets and 
estimated borrowing 76.92% Limit not regulated,  



estimated by DGS 76.92%



SE Fund + maximum contribution N.A. Unlimited 100.00%
UK 0.3% of the contribution base36 N.A. Unlimited 100.00%
EU Aver.  64.68%  86.49% 
NO Twice the fund minimum level 98.58% Limited 98.58%



Source: Survey data and 2006 survey data. 



 
Note that for some MS (EE, GR, PT, and RO) the values of the robustness and extended robustness indicators differ: 
this relates to the fact that for these MS the borrowing is in principle unlimited (i.e. extended robustness indicator equals 
100%) but the DGS provided an estimate of the maximum size of loans affordable in practice (robustness indicator 
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lower than 100%). Lastly note that for all other MS declaring an unlimited borrowing capacity, which did not provide any 
potential bound for the size of the borrowing, the value of the extended robustness indicator is set to 100%. This 
number would suggest significant robustness of the schemes to cover any bank failure. In practice, this declaration may 
be viewed as hypothetical, considering that in case of high impact interventions other authorities (Government or 
Central Bank) would be likely to step in, by providing guarantees38 or acting directly to preserve financial stability. 
 



3.4 Payout delays 



Particular attention has been given, by the Commission, in the investigation of payout delays in cases of depositor 
reimbursements. A specific Working Group of EFDI is dealing with this issue, based on the statistical analysis produced 
by JRC using data collected through the survey. For this reason, only a few statistics will be presented, leaving scope 
for further discussion to the EFDI Working Group. 
The first information DGS were asked to supply is a general description of the time limit to repay depositors, and the 
time to start and complete the payout process. Directive 94/19/EC introduces a three-month limit to complete the 
repayment of depositors, giving the possibility to DGS to ask for an extension of a further 3 months, a maximum of 2 
times. Based on survey data, Figure 9 shows the percentage of cases where this option has been used by the DGS. 



Yes (15%)



No payout until now (36%)



N.A. (8%)No (41%)



 
Figure 9: Extension of the three months time limit. 



 
The possibility of extending the payout deadline leads to a limit of 9 months to complete the payout. Considering that 
the procedural steps necessary to start the process can take a few weeks, an operative maximum delay of around one 



                                                 
38 For more details on guarantees, please refer to Appendix III of the 2006 Report.  
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year has in some cases been reached. However, in practice, the majority of repayments were made in a shorter time 
period. An overview on the limits for lodging a claim with the DGS is presented in Figure 10. 
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Figure 10: Limits set in MS Regulations to present a claim against a failed bank 



 



In some cases the time interval is related to the entire liquidation procedure which starts after the bank failure, while in 
other MS the limit is strictly referred to claims addressed to the DGS. Figure 11 and Figure 12 respectively describe the 
time needed to start and complete the payout of depositors, based on estimated average data provided by the DGS. 
Again, the overlap between repayment of depositors and liquidation procedure can introduce different time horizons: for 
example, the class “up to 5 years” refer to the so called "statute of limitation," i.e. a concrete date set by the law after 
which, upon expiry, the claimant loses all rights to claim against the debtor. As explained before, the class “up to 1 
year” has been introduced in the classification as the sum of the 9 months extensions plus some weeks devoted to the 
steps necessary to start up the procedure. 
It is important to stress that data regarding time to start and time to complete the procedure are highly influenced by 
national laws and schemes’ statutes/bylaws: in some cases, claims can be lodged directly to the DGS within three 
months whilst in other cases claims can be advanced to the receiver over a wider time horizon, generally up to five 
years. It is clear that these differences lead to different classes shown in Figure 11 and Figure 12.  
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Figure 11: Time to start the repayment procedure. 
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Figure 12: Time to complete the repayment procedure. 



 
A more quantitative analysis of past payout delays can be found in Figure 13 and Figure 14. The first graph refers to 
the amount of deposits repaid in 3-6-9 months as a percentage of the total amount of covered deposits; the second 
shows the number of deposits repaid as a percentage of the total number of covered deposits. In the graphs, single 
data referring to interventions are plotted as crosses, while the aggregated average is drawn as a solid line. Note that 
the information of the two graphs is complementary since in many cases the number of deposits not repaid relate to 
extremely small amounts. This is evident since the amount repaid is higher than the corresponding number.  
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Figure 13: Amount of money  repaid in 3-6-9 months as a percentage of the total amount of covered deposits. 



 



3 6 9
0%



20%



40%



60%



80%



100%
Number of depositors repaid



Months



P
er



ce
nt



ag
e 



of
 d



ep
os



ito
rs



 r
ep



ai
d



data      −   average



 
Figure 14: Number of depositors repaid in 3-6-9 months as a percentage of the total amount of covered deposits. 



 
As expected, both the amount and number of deposits repaid grow with time. Within 3 months over 91% of deposits 
have been repaid, and this reaches a level close to full reimbursement (around 97%) within 9 months. Concerning the 
number of reimbursed depositors, the average moves from 67% within 3 months to 78% within 9 months. It is important 
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to stress that very often DGS declare an incomplete repayment after 9 months largely due to the fact that sometimes 
deposits are very small, leading respective owners not to claim the amount from the DGS. 
Another interesting case is represented by bankruptcies of DGS members for which a few deposits account for a large 
portion of the total amount to be reimbursed: in these cases, the amount exceeding the payout limit (i.e. uncovered) is 
vast with respect to that to be reimbursed (i.e. covered), leading to peculiar situations where DGS repaid for instance 
only 10% of the deposits but around 60% of the depositors. Clearly, this situation does not represent a problem of 
inefficiency of the DGS, suggesting the need to carefully read the data in regard to repaid depositors. 
To aid understanding of possible causes driving DGS inefficiency, the schemes were asked to identify relevant 
variables (including bilateral/topping-up agreements, data on deposits, immediate availability of funds, trained 
workforce, or other issues) influencing the promptness of repayments (see Figure 15). Since more than one choice was 
possible, the figures refer to the number of times each class was selected. Note that around half of the schemes 
declared that all the factors identified in the survey (bilateral/topping-up agreements, data on deposits, immediate 
availability of funds and trained workforce) can potentially speed up the reimbursement of depositors.  



                   



Data on deposits (18%)



Data on deposits, workforce (7%)



N.A. (13%)



Availability of funds, data on deposits (13%)



All (49%)



 
Figure 15: Variables influencing the promptness of repayments. 



 
The availability of data on deposits is identified as the primary cause influencing the speed of reimbursements. With this 
in mind, consider the situation described in Figure 16, which describes access DGS have to relevant data. Significantly, 
around 50% of the schemes cannot regularly access data. It is important to stress that current operative rules within 
DGS are clearly influenced by the structure and functioning of schemes: ex-post scheme do not generally ask for info 
periodically, whereas schemes embedded in the Central Bank have unrestricted access to every kind of data.  
With respect to deposits, in the case of payout, the DGS is, in all MS, in charge of verifying data on depositors to 
determine the eligibility of the claim and the covered amount. In most cases the Statutes of the DGS do not specify a 
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determined time limit for this step of the process. However, in some specific cases there is a limit ranging from 10-20 
days (BG, PL, SI), up to 3 months (LU). 
 
 



N.A. (8%)



Other (5%)



Yes, on request (20%)



YES, periodically (5%)



YES, periodically, on request, 
in case of intervention (13%)



No, only in case of 
intervention (49%)



 
Figure 16: Description of the way DGS can access their members’ data. 
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4. Cross border exposure 
 
In this section a brief overview of the data collected through the survey on DGS cross border exposures is presented. 
Topping-up issues are not included in the following discussion, since an EFDI Working Group is currently dealing with 
this subject. 
In the survey DGS were asked to specify the amount of eligible deposits and split this figure between their local 
members, EU branches and non-EU branches.39 In the survey, and in the remainder of this Report, "local members" 
shall refer to members under the prudential supervision of the country where the DGS is set up; "EU branch" shall refer 
to a branch of a credit institution from a EU MS, under the prudential supervision of the home-country; "non-EU branch" 
shall refer to a branch of a third country in one of the EU MS. Concerning local members, DGS were also asked to 
provide information about their subsidiaries (for definitions see also Annex VI). The following, discusses the relative 
importance of branches with respect to local members, together with a small paragraph on local members classified as 
subsidiaries. 
This analysis does not cover branches which are set in countries with a lower scope or level of coverage: these 
branches will not be part of the host-country DGS and do not represent a “real” cross border exposure since in the 
event of intervention only the home-country DGS would be involved. However, it is expected that the size of the market 
covered by these branches will be relevant, especially when considering EU-15 branches in EU-12 countries. The 
absence of a complete picture of EU branches causes problems in the definition of the scenario that considers 
branches of one MS in another MS (see Section 5.2). Considering the amount of available information, a fictitious 
scenario will be designed. 
All available information on the partition of the amount of eligible deposits is presented in Table 8: data is first reported 
as total amounts of deposits for each class (local members, EU branches, and non-EU branches) and then as 
percentages, in order to give an initial insight into the respective importance of each class. As before, the analysis has 
been performed taking the eligible deposits as a base, estimating values in cases where DGS did not provide the split 
of the total amount of eligible deposits between local, EU branches and non-EU braches. Where the scheme was able 
to provide the split for the amount of total or covered deposits, data on eligible deposits have been approximated 
reflecting the same percentage split (i.e. DK, CY). For some countries (DE, IE, FR, NL, and UK) the split is not 
available, although FR declared that there are no branches from another EU MS in their scheme. 
The relative proportions of the different types of members in term of eligible deposits are presented in Figure 17. Note 
that the scale of the y-axis focuses on the ninth decile, since for all EU countries more than 90% of the eligible deposits 



                                                 
39 According to Article 1(5) of the Directive 94/19/EC  
“'branch' shall mean a place of business which forms a legally dependent part of a credit institution and which conducts directly all 
or some of the operations inherent in the business of credit institutions; any number of branches set up in the same Member State 
by a credit institution which has its head office in another Member State shall be regarded as a single branch.” 
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are held in local members. Only 5 MS (BG, IT, CY, RO, SK) have less than 99% of eligible deposits kept in local 
members, while 10 countries declared to having no EU or non-EU branches. The majority of "non local members" are 
EU branches, although in some cases non-EU branches can account for a non negligible part of the market of deposits. 
For instance, in CY non-EU branches account for approximately 6.5% of the total market of deposits. Regarding EU-
branches, the MS with the highest percentage of non-local members among EU-15 is IT (around 2.4% of the market of 
deposits), while the MS with the highest percentage of non-local members among new MS is SK (around 6.1%).  



 
Table 8: Analysis of eligible deposits for local members, EU and non-EU branches. 



 Amount of eligible 
deposits of local 



members (€) 



Amount of eligible 
deposits of EU 



branches(€) 



Amount of eligible 
deposits of non-EU 



branches(€) 
% of local 
members 



% of EU 
branches 



% of non-EU 
branches 



BE 215 223 146 822 0 203 853 178 99.91% 0.00% 0.09% 
BG 9 299 712 723 250 943 107 168 050 912 95.69% 2.58% 1.73% 
CZ 57 754 000 000 189 000 000 0 99.67% 0.33% 0.00% 
DK (*)127 559 398 873 (*)1 034 411 019 0 99.20% 0.80% 0.00% 
DE N.A. N.A. N.A. N.A. N.A. N.A. 
EE 4 282 880 626 0 0 100.00% 0.00% 0.00% 
IE N.A. N.A. N.A. N.A. N.A. N.A. 
GR 118 549 812 674 0 185 794 331 99.84% 0.00% 0.16% 
ES 636 108 269 000 0 430 153 000 99.93% 0.00% 0.07% 
FR N.A. 0 N.A. N.A. 0.00% N.A. 
IT 568 596 416 000 14 050 000 000 428 100 000 97.52% 2.41% 0.07% 
CY (*)29 009 701 246 0 (*)2 020 671 670 93.49% 0.00% 6.51% 
LV 8 606 405 361 0 0 100.00% 0.00% 0.00% 
LT 7 077 913 867 0 0 100.00% 0.00% 0.00% 
LU 89 053 647 000 0 0 100.00% 0.00% 0.00% 
HU 36 787 544 187 0 0 100.00% 0.00% 0.00% 
MT 5 705 739 132 0 0 100.00% 0.00% 0.00% 
NL N.A. N.A. N.A. N.A. N.A. N.A. 
AT 185 000 000 000 0 0 100.00% 0.00% 0.00% 
PL 94 801 323 834 0 0 100.00% 0.00% 0.00% 
PT 123 885 838 000 0 0 100.00% 0.00% 0.00% 
RO 11 425 977 162 593 238 532 29 213 464 94.83% 4.92% 0.24% 
SI 12 467 745 896 0 0 100.00% 0.00% 0.00% 
SK 10 310 586 061 671 462 513 0 93.89% 6.11% 0.00% 
FI 80 361 942 078 129 841 597 85 423 672 99.73% 0.16% 0.11% 
SE 115 745 113 703 0 0 100% 0.00% 0.00% 
UK N.A. N.A. N.A. N.A. N.A. N.A. 
NO 120 100 187 852 0 0 100.00% 0.00% 0.00% 



Source: Survey data; (*) Estimation from the same proportions (between local, EU branches and non-EU branches) coming from 
information on total or covered deposits. 
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Figure 17: Proportion of EU (grey bars) and non-EU branches (dark bars) respect to local members (light grey bars) for 



those MS providing data. For countries labelled with a star data have been estimated from the dataset. 



 
DGS were also asked to provide information about the importance of subsidiaries among their local members. Although 
definitions of branch and subsidiary were attached to the survey in the file of definitions (see Annex VI), DGS 
encountered some problems in understanding what data was requested and in many cases this problem resulted in a 
declaration of unavailability of information. Despite the clarifications provided for in the EFDI Annual Meeting, the 
dataset could only be corrected and completed, with additional information, to a limited extent40. Data on subsidiaries 
was not available for 13 MS, noticeably all but one (PL) from the EU-15. 
Figure 18 plots the relative weights of the eligible deposits of subsidiaries in terms of the eligible deposits of the local 
members. Excluding CY, which declared that there are no subsidiaries among their local members, all other MS not 
shown in the figure did not provide any information on subsidiaries. This information is the most interesting, giving a 
rough proxy of the power of foreign banking systems in each EU country. Since subsidiaries are characterized by a 
great part of their capital coming from abroad, the percentages in the last column provide a measure of possible 
contagion between different banking systems (e.g. a major bank failure could lead to a failure of their subsidiaries in 
other MS). However, note that this phenomenon cannot be considered as a cross-border exposure, since supervisory 
                                                 
40 In case the Commission will be interested in investigating more thoroughly the role of subsidiaries in the EU banking system, 
supplementary information could be collected. 
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and legal responsibilities lie in the country where the subsidiary is set and a failure will not drive the intervention of any 
DGS from another MS.  
Figure 18 shows that situations within EU countries are very different and that the presence of subsidiaries is much 
more enhanced in EU-12 countries. In fact, the weight of the subsidiaries for 2 out of the 3 EU-15 countries providing 
data (ES, IT) lies between 1% and 2%. The only EU-15 MS where a relevant portion of the market of deposits is 
represented by subsidiaries is PT (around 16%).  



 



BG CZ EE ES IT LV LT HU MT PT RO SI SK
0



20%



40%



60%



80%



100%



S
ha



re
 o



f s
ub



si
di



ar
ie



s



Countries  
Figure 18: Eligible deposits of subsidiaries as a percentage of the total eligible deposits of local members. 



 
Regarding EU-12 data, subsidiaries represent a notable share of the market of deposits, thus highlighting the 
substantial role of EU-15 banks in acquiring significant quotas of the EU-12 banking systems. With the exclusion of CY 
(which declares zero subsidiaries), MT and CZ (where the portion of the deposits’ market covered by subsidiaries is 
less than 3%), the importance of subsidiaries in the other new MS ranges between 21% and more than 95% in EE and 
SK, respectively. 
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5. Interventions scenario analysis  
 
Aim of this Section is to develop scenario analyses exploring the impact of a financial crisis on the system of EU DGS. 
In the first part of this section, historical reimbursements and preventive interventions experienced in the EU will be 
analyzed and compared. This data will be subsequently used to define the scenarios. Finally results of the scenario 
analysis will be presented and discussed. 
 



5.1 Analysis of historical intervention 



This paragraph focuses on the description of the interventions faced by the EU DGS after the implementation of 
Directive 94/19/EC. In the survey each DGS was asked to provide qualitative and quantitative data on the 10 most 
recent interventions between 1994 and 200641. For each intervention the DGS were asked to declare the year of the 
intervention, describe if the intervention was related to a default or not, and quantify the encountered costs. In 
particular, the schemes were asked to detail the amount of administrative costs related to each intervention, to indicate 
whether the costs where entirely paid by the DGS or in part covered by third parties, and finally to specify the amount of 
funds recovered (if any) during the liquidation procedure. Developing and fine-tuning the complete interventions dataset 
presented a number of problems. Some countries supplied data aggregating all interventions in a specific year (PL42) or 
provided the total amount of costs from the date of failure up to current date, without specifying the percentage of 
reimbursed depositors (UK43). Finally, most of the DGS encountered problems in specifying the administrative costs of 
the interventions and the amount of recovered funds. Note that for DE no data on interventions is available: DE1 
declared that no intervention has occurred until now; DE3 did not provide any data due to confidentiality reasons, 
although this scheme has carried out preventive interventions; DE2 and DE4 did not reply to the survey. 
The complete dataset is presented in Annex IV of the Report, where the first table, IV-1, focuses on cases where the 
DGS classified the intervention as a payout of depositor, while the second table, IV-2, presents data for other types of 
interventions (mainly preventive). Both tables describe the interventions specifying the year, the total costs, the impact 
of the intervention (defined below) and, in case of failure, the recovery rate. The last column includes some notes on 
each intervention provided by the DGS. The third column of Table IV-2 also specifies whether or not the involved 



                                                 
41 Although 12 MS joined the EU only in 2004 and 2007, the same time horizon has been chosen for all countries. 
42 Following a request of the Polish DGS, data on interventions for PL are treated as confidential. 
43 The reason why data on the costs are referred to date is due to the fact that in the UK there is no limit of time for the claim of 
depositors. The UK DGS declared that in all cases the payouts were related to very small Credit Unions operating in local areas, for 
the most part run by volunteers. For these reasons, the UK DGS declared difficulty in providing data on the total amount of covered 
deposits, needed to understand if the incurred costs are almost 100% or lower. For all these peculiarities these interventions are 
considered not to be representative of the UK system and, currently, corresponding data is not included in the statistics on the 
impact/costs of the payouts presented in this paragraph on historical interventions. 
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institution failed. Figure 19 plots the number of interventions per year from 1994 to 2006, distinguishing between payout 
of depositors (solid line) and other types of interventions (dotted line). Concerning payouts of depositors, on average 5 
interventions per year occurred, with a total of 67 interventions, of which 37 were in the EU-15 and 30 in the EU-12. 
Among the EU-15 MS, 22 cases took place in the UK. However, these mainly concerned small credit unions. A broad 
peak is visible in 2003, with a total of 13 payouts. When considering other types of interventions, a mean of 2 per year 
is observable and all but one occurred in the EU-15.  
 



1994 1996 1998 2000 2002 2004 2006
0



2



4



6



8



10



12



14



Year



N
um



be
r 



of
 I



nt
er



ve
nt



io
ns



Payout
Other



 
Figure 19: Number of intervention per year. 



 
To compare the impact of these interventions, the total encountered costs (columns 3 and 4, respectively of Table IV-1 
and Table IV-2 of Annex IV) are reported at 2005 prices44. This adjustment accounts for the change in the value of 
money and enables costs to be referred to the same year, listed in columns 4 and 5 respectively of the same tables. 
Unless specified, costs, in the remainder of the Report, will refer to those reported in 2005. 
The range of costs for payout interventions is quite broad, ranging from a minimum of around 0.006 million € (payout in 
RO in 2003) to a maximum of 470 million € (payout in CZ in 2003). The average cost of historical payouts to depositors 
in the whole EU is around 57 million €, with higher values in the EU-12 (on average 75 million €) than in the EU-15 (24 



                                                 
44 To estimate the costs at 2005 prices the index of Harmonized Consumption Price Index available on the Annual Macro-Economic 
Database (AMECO) database developed by DG ECFIN has been applied. The database is available on-line at the following web 
address: http://ec.europa.eu/economy_finance/indicators/annual_macro_economic_database/ameco_en.htm 





http://ec.europa.eu/economy_finance/indicators/annual_macro_economic_database/ameco_en.htm


http://ec.europa.eu/economy_finance/indicators/annual_macro_economic_database/ameco_en.htm
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million € when excluding UK). For other types of interventions the range of costs is again quite broad, varying from 0.1 
million € (support intervention in IT in 2004) to a huge restructuring intervention occurring in ES in 1994, whose costs 
reached 1 623 million €. On average the costs of an intervention not classified as payout are around 90 million €. 
DGS were also asked to classify their interventions by declaring whether the defaulted or defaulting institution was a 
local member or a topping-up branch from another EU MS. Considering both databases (payout and non-payout), all 
interventions refer to local members, except one relating to a small German branch in Luxembourg. 
In order to fully exploit the information collected on past interventions, and use it to define the scenarios, costs have 
been compared to the size of the corresponding system of deposits. Specifically, the following ratio, which will be 
referred to as the "intensity ratio", has been defined to classify interventions: 
 



100
(2005)  deposits  eligible  ofamount    Total



2005)  to  d(actualize  oninterventi  of  costs  TotalRatio Intensity ×=           (1) 



 
The value of this ratio for each intervention is also reported in Table IV-1 and Table IV-2 of Annex IV. 
Categorizing payouts according to this ratio, accounts for the fact that an intervention of a certain amount will have 
different impacts on different MS, depending largely on the capacity of the system to absorb the costs, the bigger the 
system the smaller the impact. Note that,  in the definition of the intensity ratio it is necessary to weight costs referred to 
2005 against the total amount of deposits of the same year.  
Using the intensity ratio, the impact of actual payouts have been classified as high (intensity ratio greater or equal than 
0.5), medium (intensity ratio between 0.05 and 0.5), and small (intensity ratio smaller or equal than 0.05). Using this 
categorization, the database is composed of 7 payouts with high impact (all happened in the EU-12 countries), 13 of 
medium impact (all happened between 1995 and 2005 in the EU-12), while the remaining 24 payouts result to have a 
small impact (UK excluded). The range of variation between the highest and lowest intensity ratios is extremely broad, 
ranging from a minimum of 0.00005 (payout in RO in 2003) to 3.24  (payout in SK in 2001). In other terms the minimum 
and maximum costs of previous interventions are respectively 0.00005% and 3.24% of the total amount of eligible 
deposits of the corresponding systems.  
Regarding preventive interventions, they are equally apportioned between medium impact (10 out of 25) and low 
impact (14 out of 25). Intensity ratios vary in this case between 0.0002 and 0.73, the average being around 0.12. 
The dataset shows that in a few cases, failures drove reimbursements of very high costs. On one hand this fact seems 
to suggest that the financial stability of the EU banking system has, so far, not been profoundly undermined; on the 
other hand, the absence of severe, recurrent failures precludes the possibility to assess the consequences of a more 
severe crisis of the EU banking system. These remarks were taken into account in the construction of the scenarios in 
the next section. 
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5.2 Scenarios definition 



In order to assess the capability of the EU DGS system to deal with payouts/interventions of different sizes, a number 
of scenarios have been built, each scenario characterized by a different intensity ratio. To obtain the impact of each 
scenario in a MS, the corresponding costs are estimated by multiplying the intensity ratio set in the scenario by the total 
amount of eligible deposits of the MS under discussion and then dividing by 100 (see Equation (1) above). Further, to 
evaluate if current systems of DGS are capable of absorbing such events, scenarios’ costs are compared to the 2005 
available funds (if any). Three different payout scenarios based on historical data have been considered, one for each 
class of intensity:  



1) Scenario 1: high-impact scenario with an intensity ratio of 3.24, corresponding to the highest impact available 
in the database. This scenario represents a failure which occurred in a EU-12 country in 2003. 



2) Scenario 2: medium-impact scenario with an intensity ratio of 0.81, representing a failure of intermediate size 
which occurred in a EU-12 country in 2003; 



3) Scenario 3: low-impact scenario with an intensity ratio of 0.035, describing the highest available historical 
failure in a country of the EU-15; 



Moreover, a fourth scenario (Scenario 4) based on the historical database of interventions other than payouts has been 
considered, namely a preventive scenario with a medium intensity ratio of 0.16, which is close to the average intensity 
ratio of preventive interventions. 
The original scope of the scenario analysis included the assessment of the capacity of the EU MS to face a payout 
involving the failure of a credit institution with branches in another EU MS (most likely with very high impact). However, 
as stressed above, a database of cross-border interventions is not available. Moreover, as already stressed in Section 
4, it is expected that the real importance of branches in other EU MS will be much higher than the one described in the 
constructed dataset. In fact, whenever the scope or level of coverage in the host-country is lower or equal to the one of 
the home-country, it is not necessary for the branch to become a member of the host DGS for topping-up purposes. All 
costs of possible interventions will be covered by the home-country DGS. In this situation, which covers for instance the 
cases of EU-15 DGS in a EU-12 country with level of coverage set to the minimum, the host-country DGS does not 
have any data on the size of the deposits at the branches. Similarly, it is  impossible to extrapolate the size of the 
market of branches from home-country DGS data, since they are classified as local members. For these reasons it is 
impossible to build a scenario involving the failure of a credit institution with branches in another EU MS, from historical 
data.  
A fictitious scenario (Scenario 5) has been built in order to assess the consequences of a very high impact scenario 
with a failure of a credit institution in one MS with a branch in a second MS. In this scenario it is hypothesized that the 
bank covers 3% of the market in its home-country in terms of eligible deposits. It is also assumed that the branch can 
only be set in one MS and that the segment of the market in the host-country, covered by the branch, depends on 
whether the home-country and/or the host-country are in the EU-15 or in the EU-12, as specified in Table 9. This 
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means, for instance, that when a MS of the EU-15 is considered as the home-country and a MS of the EU-12 as a host-
country, the branch will cover 2% of the host-country market in terms of the total amount of eligible deposits.  
 



Table 9: Share(% of eligible deposits) of the host-country market covered by the branch in the fourth scenario.  



 Host-Country EU-15 Host-Country EU-12 
Home-Country EU-15 1.0% 2.0% 
Home-Country EU-12  0.1% 0.5% 



 
Further, as all possible combinations of home and host-countries are considered, the impact of the scenario for each 
Member State in its role as home-country will not be a single figure but a range of figures, each relating to a different 
host-country. The impact of the failure of such a credit institution when fixing the home and host-countries is estimated 
numerically using the following formula: 
 



))jdeposits(eligible ofamount (Total))ideposits(eligibleofamount  (Total3%  j)(i, costs Total ×+×= K  



 
where “i” labels the home-country, “j” the host-country, and “k” is the share in the host-country chosen using Table 9.  
Note that this last scenario is not applied to NO.  











 
Report on DGS efficiency, May 2008   
  



45



5.3 Results 



This section describes the results of the analysis performed considering the five scenarios defined in the previous 
Section. Table 10 shows the impact of each scenario for each EU MS by comparing its costs with the current available 
funds and contributions. In particular, the second and third columns report the 2005 funds and the maximum amount of 
resources for each country. Column 4 labels those MS where the borrowing is allowed without any limitation. Columns 
5-8 list the estimated costs for each payout scenario (high, medium, and low impact) and for the preventive scenario; 
the last column presents average costs for the very high impact scenario. The grey rows at the bottom of the table 
show the average costs for the EU as a whole, and for the subgroups of ex-ante and ex-post schemes. The last row 
shows the impact for NO. 
To better understand the size of the impact of each scenario and the capacity of each MS to absorb its costs, Table 11 
shows the ratio of the estimated costs over the 2005 available funds. Note that this ratio is not available for ex-post 
DGS which do not have any reserves available, and for SK, whose fund is negative. Whenever the ratio is lower than 1, 
it means that the DGS' current funds are enough to completely cover the intervention expenditures. Conversely, a ratio 
bigger than 1 implies that current funds are not sufficient to cover the expenditures and that the DGS needs to collect 
extra money.  
For scenario 1 (high impact) the costs vary from 0.14 to 61.85 b€, with an average impact of 8.69 b€. No scheme would 
have enough resources to face the costs of such a payout and only MS with a high coverage ratio (BG, EE, LT, PT, 
RO, SE) would have to collect less than 4 times their current funds. For EU-15 ex-ante DGS the lowest impact would 
be for SE (costs/funds = 2.24) while the highest impact would be for FR (costs/funds = 22.35). To better understand the 
impact of this scenario, note that for SE (the EU 15 MS with the highest coverage ratio) current contributions are 
around 1/30 of current available funds. For EU-12 ex-ante DGS the payout would affect CY45 (costs/funds = 129.56) 
and MT (costs/funds = 61.02) the most and LT (costs/funds = 1.41) the least. The high impact for CY and MT stresses 
the very low coverage ratio of these two MS (see Table 5) and the low ex-ante component of their funding mechanisms. 
When excluding these two MS, the remaining EU ex-ante schemes would have to collect on average around 7 times 
their current funds to meet the costs of the payout. If instead MT and CY are included, the average rises to 16 times. 
Finally, concerning ex-post schemes the costs range from 0.4 (SI) to 35.32 b€ (UK), with an average of 13.18 b€.  
For scenario 2 (medium impact), 7 MS (BG, EE, ES, LT, PT, RO, and SE) would have enough ex-ante funds to cope 
with the reimbursement without the need to collect any additional contributions. Including all financial means available 
(ex-ante funds, ex-post contributions and additional limited borrowing, eventually unlimited), it appears that 6 MS are 
not equipped to deal with a mid-sized failure. In the remaining MS (as far as data are available) DGS appear capable of 
dealing with such a failure either because of their additional resources or because of unlimited borrowing facilities. On 



                                                 
45 Note that for CY the total amount of eligible deposits has not been provided by the DGS but estimated as explained Section 2. 
For this reason results for this country have to be read carefully. 
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average, ex-ante EU schemes would need around 4 times their present funds to tackle the compensation of depositors. 
Excluding CY and MT, ex-ante schemes would have to raise between 1 to 3 times their current funds to cover the 
repayment expenditures. Costs in this scenario lie between 0.035 and 15.49 b€, with an average 2.18 b€. 
For scenario 3, as expected, the impact is low and all MS funded ex-ante except, CY (costs/funds = 1.41), would be 
able to handle the crisis using current funds. For ex-post DGS, costs vary between 0.004 (SI) and 0.38 b€ (UK), the 
average being 0.14 b€, values which are below the average EU 2005 funds. 
For scenario 4 (preventive) results lie in between the ones of scenarios 2 (medium impact) and 3 (low impact), 
discussed above. The costs for this scenario vary between 0.007 and 3.13 b€, with an average of 0.44 b€. Only three 
ex-ante MS (FR, CY, MT) would have to gather funds to cope with the costs of such preventive intervention. The overall 
EU average of this ratio is approximately 0.82, the higher burden being related again to CY and MT. Excluding these 
countries, the remaining ex-ante schemes would use on average only around one third of their current funds to handle 
such a preventive intervention (costs/funds = 0.35). 
When considering the maximum amount of available resources (excluding borrowing, if unlimited, for details see also 
Table 6 and Table 7) instead of current funds, the situation changes slightly for some MS. In the EU-15 the most 
remarkable difference occurs for FI, which declares to be able to collect a maximum amount of available resources up 
to more than 10 times their current funds by liquidating the DGS assets and borrowing money. With this amount of 
funds, FI would even be able to face the high impact scenario's costs. For the EU-12, BG and CZ show the most 
evident increases; in fact, summing current funds and estimated extraordinary contributions, BG would also nearly be 
able to cope with the costs of the high impact scenario.  
It goes without saying that all DGS that have access to unlimited borrowing (see Table 7 and Table 10) would 
theoretically be capable to absorb even the high impact scenario. In practice, this declaration may be viewed as 
hypothetical, considering that in case of high impact interventions other authorities (Government or Central Bank) would 
be likely to step in, by providing guarantees or acting directly to preserve financial stability. 
Figure 20 and Figure 21 shows, in histogram-plots, the costs of each scenario 1-4 for each MS compared to the size of 
available funds, if any. The two plots in Figure 20 refer to EU-15 countries while those in  Figure 21 describe EU-12 
MS: EU countries are ranked in descending order of costs for scenario 1, and the scales of all 4 plots are extremely 
different, due to the high variation of the costs in the various countries. Different scales have been adopted in order to 
make small bars visible and comparable, otherwise they would collapse to zero. Note that Germany has not been 
plotted since only partial data on 1 of 4 DGS was available.  
The Figures can help when assessing the impact of each scenario by comparing the amount of current funds (rightmost 
white bar) with the costs of each scenario. The difference is evident between those countries with a high coverage ratio 
(SE PT, ES for EU-15 and LT, BG, EE for EU-12, see Table 5), where current funds are often comparable to the 
expenditure in the scenarios, and the remaining MS, where the difference between current funds and scenarios’ costs 
can be significant. 
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Table 10: 2005 fund, maximum amount of resources and costs for each scenario in t€. For the scenario 5 average costs are reported. 



 



2005 
Fund 
(t€) 



Maximum 
amount of 
resources 
(excluding 
unlimited 



borrowing) 
(t€) 



Unlimited 
Borrowing 



Costs 
Scenario 1 



high  
(t€) 



Costs 
Scenario 2 



medium  
(t€) 



Costs 
Scenario 3 



low  
(t€) 



Costs 
Scenario 4 
preventive  



(t€) 



Mean Costs 
Scenario 5 
very high  



(t€) 



BE 713 000 824 000  6 971 484 1 746 173 75 762 352 810 16 062 519 
BG 153 884 (#)299 664 X 314 509 78 776 3 418 15 917 1 257 956 
CZ 177 900 1 100 000  1 875 107 469 665 20 378 94 895 2 704 685 
DK 475 839 (#)784 116 X 4 161 454 1 042 335 45 224 210 601 13 457 523 
DE N.A. N.A.  61 854 488 15 492 918 672 200 3 130 304 62 841 573 
EE 66 000 95 867 X 138 599 34 715 1 506 7 014 1 098 439 
IE 337 500 (#)693 394  5 758 583 1 442 373 62 581 291 428 14 938 118 
GR 688 487 1 219 051 X 3 842 431 962 428 41 757 194 456 13 161 777 
ES 5 214 864 (#)6 487 940 X 20 599 169 5 159 549 223 860 1 042 473 28 695 861 
FR 1 475 000 (#)1 475 000 X 32 959 204 8 255 412 358 182 1 667 984 40 154 047 
IT (*)0 1 987 362  18 869 011 4 726 190 205 058 954 914 27 091 944 
CY 7 751 85 650  1 004 181 251 521 10 913 50 819 1 897 306 
LV 49 541 (#)49 541  278 514 69 760 3 027 14 095 1 224 587 
LT 162 663 213 130 X 229 050 57 371 2 489 11 592  1 178 733 
LU (*)0 N.A.  2 881 886 721 836 31 319 145 845 12 271 318 
HU 228 880 317 750  1 190 490 298 186 12 938 60 248 2 070 022 
MT 3 026 4 200  184 645 46 249 2 007 9 344 1 137 567 
NL (*)0 N.A.  15 609 216 3 909 697 169 632 789 944 24 069 999 
AT (*)0 N.A. X 5 986 828 1 499 543 65 061 302 979 15 149 709 
PL 358 479 358 479 X 3 067 888 768 425 33 340 155 258  3 810 435 
PT 1 226 218 (#)1 761 283 X 4 009 099 1 004 174 43 569 202 891 13 316 284 
RO 143 661 (#)507 292 X 389 902 97 660 4 237 19 732 1 327 848 
SI (*)0 189 022 X 403 472 101 059 4 385 20 419 1 340 428 
SK -78 974 N.A. X 355 393 89 016 3 862  17 986 1 295 857 
FI 375 000 5 000 000 X 2 607 578 653 130 28 338 131 963 12 017 025 
SE 1 672 259 (#)1 750 844 X 3 745 655 938 188 40 706 189 558 13 072 062 
UK46 (*)0 3 900 000 X 35 322 054 8 847 243 383 860 1 787 562 42 344 492 
EU 
Aver.    8 689 255 2 176 429 94 430  439 742 13 666 226 
Ex-ante 
Aver.    7 406 544 1 855 144 80 490  374 827 11 748 582 
Ex-post 
Aver.    13 178 745 3 300 928 143 219  666 944 20 377 982 



NO 1 953 663 4 132 749  3 886 590 973 488 42 237 196 691 (§)Not app. 



Source: Survey data; (*) Ex-post schemes; (#) Data estimated by JRC using all available information; (§) Methodology not applied to NO. 



                                                 
46 Considering that UK has been classified as an-post system, the fund inherited from the previous scheme by the English DGS is 
considered as negligible in the present analysis.  
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Table 11: 2005 fund and ratios cost / fund for each scenario. For scenario 5 the average ratio is 
reported.  



 



2005 
Fund 
(t€) 



Ratio 
Scenario 1 



high  



Ratio 
Scenario 2 



medium 



Ratio 
Scenario 3 



low 



Ratio 
Scenario 4 
preventive 



Mean Ratio 
Scenario 5 
very high 



BE 713 000 9.78 2.45 0.11 0.49 22.53 
BG 153 884 2.04 0.51 0.02 0.10 8.17 
CZ 177 900 10.54 2.64 0.11 0.53 15.20 
DK 475 839 8.75 2.19 0.10 0.44 28.28 
DE N.A. N.A. N.A. N.A. N.A. N.A. 
EE 66 000 2.10 0.53 0.02 0.11 16.64 
IE 337 500 17.06 4.27 0.19 0.86 44.26 
GR 688 487 5.58 1.40 0.06 0.28 19.12 
ES 5 214 864 3.95 0.99 0.04 0.20 5.50 
FR 1 475 000 22.35 5.60 0.24 1.13 27.22 
IT (*)0 N.A. N.A. N.A. N.A. N.A. 
CY 7 751 129.56 32.45 1.41 6.56 244.79 
LV 49 541 5.62 1.41 0.06 0.28 24.72 
LT 162 663 1.41 0.35 0.02 0.07 7.25 
LU (*)0 N.A. N.A. N.A. N.A. N.A. 
HU 228 880 5.20 1.30 0.06 0.26 9.04 
MT 3 026 61.02 15.28 0.66 3.09 375.95 
NL (*)0 N.A. N.A. N.A. N.A. N.A. 
AT (*)0 N.A. N.A. N.A. N.A. N.A. 
PL 358 479 8.56 2.14 0.09 0.43 10.63 
PT 1 226 218 3.27 0.82 0.04 0.17 10.86 
RO 143 661 2.71 0.68 0.03 0.14 9.24 
SI (*)0 N.A. N.A. N.A. N.A. N.A. 
SK -78 974 (#)Not app. (#)Not app. (#)Not app. (#)Not app. (#)Not app. 
FI 375 000 6.95 1.74 0.08 0.35 32.05 
SE 1 672 259 2.24 0.56 0.02 0.11 7.82 
UK (*)0 N.A. N.A. N.A. N.A. N.A. 
Ex-ante Aver. 517 726  16.25 4.07 0.18 0.82 48.38 
NO 1 953 663 1.99 0.50 0.02 0.10 (§)Not app. 



Source: Survey data; (*) Ex-post schemes; (#) Ratio not applicable to SK since the fund is negative; (§) 
Methodology not applied to NO. 
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Figure 20: Costs of scenarios 1-4 compared to current funds and maximum resources available for EU-15 MS. 



Note that the scale of the two plots are different; an asterisk labels DGS which are allowed to borrow and there is a maximum 
amount set/estimated; a hat labels DGS where borrowing is allowed and unlimited (see Table 7). 
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Figure 21: Costs of scenarios 1-4 compared to current funds and maximum resources available for EU-12 MS.  



Note that the scale of the two plots are different; an asterisk labels DGS which are allowed to borrow and there is a maximum 
amount set/estimated; a hat labels DGS where borrowing is allowed and unlimited (see Table 7). 











 
Report on DGS efficiency, May 2008   
  



50



 
The very high impact scenario, Scenario 5, involving the failure of a credit institution with branches in another MS, has 
a much greater effect than scenario 1, with costs ranging from around 1 to almost 63 b€, with an average of 
approximately 13 b€. The average impact of this scenario on the various countries is diverse. The ratio of costs/funds 
for the EU-15 ex-ante schemes varies between 5.5 (ES) to 44.26 (IE), with an average of around 22. Excluding CY and 
MT, for the ex-ante EU-12 countries, the ratio has a slightly lower spread, with the minimum and maximum ratios at 
7.25 (LT) and 24.72 (LV), respectively.  
Figure 22 (EU-15) and Figure 23 (EU-12) plot the entire spectrum of possible costs for each MS, the variation 
dependant upon the choice of the host-country. The black dots in each bar represents the average costs presented in 
the last column of Table 10. Note that the minimum cost depends upon both the size of the market in the home-country 
and the minimum costs related to the branch in the other EU MS, which corresponds, for all countries, to a branch in 
EE (the country with the smallest amount of eligible deposits47). The bigger the size of the home-country market of 
eligible deposits (DE, UK, FR in the EU-15 or CZ and PL in the EU-12), the less relevant the impact of the branch 
abroad. Similarly, the maximum costs depend upon the highest possible size of the branch abroad. Since the 
percentage of exposure is fixed for all MS (1% for the EU-15 MS and 0.1% for the EU-12), this corresponds to a branch 
in DE, the country with the highest amount of eligible deposits in the EU48. Excluding the biggest markets (DE, UK, FR 
in the EU-15, CZ and PL in the EU-12) the minimum and maximum costs range on average between 7.42 and 26.45 b€ 
for the EU-15; and between 0.43 and 2.32 b€ for new MS. 
Results for this scenario can also be read as a percentage of the amount of eligible deposits, i.e. in terms of the 
intensity ratio, in Table 12. Clearly the minimum intensity ratio is very close to 3, representing the home-country market 
exposure. The maximum reaches as high as 25 in the EU-15 (FI) and almost 50 in the EU-12 (EE). The two averages 
(across home countries) for the maximum intensity ratio are respectively 13.17 for EU-15 and 20.69 for EU-12. 
Regarding average intensity across host countries, the minimum is in DE (3.29), the maximum in EE (25.65) while the 
average (over home countries) is around 9.81. 
To correctly understand the huge impact of this scenario, these figures have to be interpreted in terms of eligible 
deposits. On average, the costs for this scenario refer to a major crisis involving about 10% of the eligible deposits in a 
country. However this percentage can reach a maximum of 50% of  the market of eligible deposits.  
Finally note once more that whilst all other scenarios are based on previous banking failures, Scenario 5 has been 
explicitly designed as a fictitious scenario reflecting the importance of branches of credit institutions of a MS in another 
MS, a phenomenon which is becoming more common in recent years. Results show that the consequences of such a 
scenario might threaten the stability of the banking system in any EU MS.  



 
 



                                                 
47 The minimum cross border impact for EE corresponds instead to MT. 
48 The maximum cross border impact for DE corresponds instead to UK. 











 
Report on DGS efficiency, May 2008   
  



51



BE DK DE IE GR ES FR IT LU NL AT PT FI SE UK
0



10



20



30



40



50



60



70



Country



B
ill



io
n 



E
ur



o



 
Figure 22: Range of costs for the very high impact Scenario 5 in the EU-15. 
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Figure 23: Range of costs for the very high impact Scenario 5 in the EU-12. 
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Table 12: Minimum, maximum and average intensity ratios for the very 
high impact Scenario 5. 



 



Minimum  
Intensity 



Ratio 
Maximum  



Intensity Ratio 
Mean  



Intensity Ratio 



BE 3.04 11.87 7.46 
BG 3.22 22.67 12.94 
CZ 3.04 6.30 4.67 
DK 3.07 17.86 10.47 
DE 3.00 3.57 3.29 
EE 3.67 47.63 25.65 
IE 3.05 13.74 8.39 
GR 3.07 19.10 11.08 
ES 3.01 6.00 4.51 
FR 3.01 4.88 3.94 
IT 3.01 6.28 4.65 
CY 3.07 9.16 6.11 
LV 3.25 25.21 14.23 
LT 3.30 30.00 16.65 
LU 3.10 24.46 13.78 
HU 3.06 8.20 5.63 
MT 3.38 36.50 19.94 
NL 3.02 6.96 4.99 
AT 3.05 13.33 8.19 
PL 3.02 5.02 4.02 
PT 3.07 18.43 10.75 
RO 3.18 18.86 11.02 
SI 3.17 18.33 10.75 
SK 3.19 20.40 11.80 
FI 3.11 26.72 14.91 
SE 3.07 19.51 11.29 
UK 3.01 4.75 3.88 
EU Average 3.12 16.51 9.81 
Ex-ante Aver. 3.14 17.70 10.42 
Ex-post Aver. 3.06 12.35 7.71 



Source: Data estimated by JRC using all available information. 
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6. The US system 
 



6.1 Introduction to the US system 



This chapter presents the US deposit protection system and highlights the principal differences with respect to the 
mechanisms currently adopted by the EU DGS. In particular it describes the US DGS characteristics and the procedure 
adopted in cases of failure resolution. 
The US organisation dedicated to insure deposits of banks and savings associations is the Federal Deposit Insurance 
Corporation (FDIC); the FDIC is an ex-ante mechanism covering only the depositors of banks and thrifts. The quarterly 
risk-based contributions are collected and managed in advance and utilized, if necessary, by the FDIC who is usually 
appointed as receiver by the competent authority. FDIC's primary objectives are to maintain public confidence and 
stability, to prevent excessive risk taking by members, and to resolve bank failures while minimizing the community 
costs.  
The FDIC was created in 1933 in response to the financial crises occurred of the 1920s and early 1930s. According to 
its web site49, “since FDIC foundation no depositor has lost a single cent of insured funds, as a result of DGS’ member 



failure”. This sounds a great success considering that the 2005 level of coverage in US ($100 000 = €80 379) was 
around three times the EU average (€29 351) and that the depositors, in most of the cases, were reimbursed on the 
next business day. 
Nowadays the FDIC is consolidated and principally regulated by the Federal Deposit Insurance Act50 (FDIA) of 1950 
and by the Federal Deposit Insurance Corporation Improvement Act51 (FDICIA) of 1991. In particular the latter was 
introduced, after the banking crisis of the 1980s, with the aim of appointing and regulating the role of the FDIC as 
receiver of failed members. Although joining the insurer and the receiver in a single entity simplifies the procedures; 
giving the responsibility of asset liquidation to the largest creditor is an incentive to maximize possible returns. In 
February 2006, the Federal Deposit Insurance Reform Act52 (FDIRA) became law, introducing some changes in the 
deposit insurance system. For instance, it merged the two existing funds managed by the FDIC (the Bank Insurance 
Fund, BIF, and the Savings Association Insurance Fund, SAIF) into the new Deposit Insurance Fund (DIF), increased 
the level of coverage for certain retirement accounts to $250 000 (€200 948), and established a range for the Fund 
dimension, linked to the amount of covered deposits.  



                                                 
49 FDIC web-site is: http://www.fdic.gov/index.html 
50 The FDIA is available at: http://www.fdic.gov/regulations/laws/rules/1000-100.html 
51 The FDICIA is reported in FDIC law at page 8549 et seq.  
http://www.fdic.gov/regulations/laws/rules/8000-120.html 
52 The FDIR Act is accessible at:  
http://frwebgate.access.gpo.gov/cgi-bin/getdoc.cgi?dbname=109_cong_public_laws&docid=f:publ171.109.pdf 





http://www.fdic.gov/index.html


http://www.fdic.gov/regulations/laws/rules/1000-100.html


http://www.fdic.gov/regulations/laws/rules/8000-120.html


http://frwebgate.access.gpo.gov/cgi-bin/getdoc.cgi?dbname=109_cong_public_laws&docid=f:publ171.109.pdf


http://frwebgate.access.gpo.gov/cgi-bin/getdoc.cgi?dbname=109_cong_public_laws&docid=f:publ171.109.pdf
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The remainder of this Section illustrates quantitative data describing the FDIC, gathered on its web-site and referenced 
to 2005 in order to be comparable with EU survey data. Note that the EU is considered as a single entity, aggregating 
all DGS, and no single MS is compared with the US. This choice is due to the features of the US and to the 
heterogeneity of the EU dataset, which is composed by data relating to completely different situations. First, data on the 
total amount of deposits, the level of coverage and the amount of funds collected by FDIC are presented in order to 
focus on the main differences with respect to the EU DGS; second, the procedures and the rules of the scheme in case 
of intervention are described.  
 



6.2 Data on US 



Comparing US and EU data, it is necessary to pay attention to the impact of the currency exchange rate and on 
possible discrepancies in the definitions of deposits, due to the different legislations and to the dissimilar data sources. 
US data has been collected in Dollars and converted into Euros using the average exchange rate for the reference 
year53. This particularly impacts on the amounts of deposits, on the dimension of the fund, on the level of coverage 
discussed in this section, and also on the costs of interventions presented in the next paragraph.  
On the FDIC web site data on two categories of deposits can be found: “total domestic deposits” and “insured 



deposits”. Only a generic definition of “total domestic deposits” is available for the US54, referring to the rules of 
Consolidated Report of Condition55. The comparison between these values and EU data is rather delicate since it is not 
clear whether total domestic deposits are closer in definition to the EU total amount of deposits or to the eligible 
deposits. This problem is even more enhanced considering that the definition of total amount of deposits applied for the 
EU explicitly refers to the Directive 94/19/EC (see Article 1(1) of the Directive and Annex VI of the present Report). 
Concerning the US definition of “insured deposits”56, it seems closer to the definition of “covered deposits” provided in 
Annex VI: notwithstanding the fact that they are not identical, the purpose of these two measures is similar, that is to 
assess the total area of intervention of DGS. 
Note that these problems do not affect data on the adequacy of available resources, which is linked to the size of the 
fund and to the percentage of protected deposits. Finally note that these facts have also no effects on the 
considerations about the efficiency of the schemes, are discussed in the second part of this section and which 
represent the main differences between the US and the EU systems. 
 
 
Data on deposits  



                                                 
53 The Eurostat data for the average exchange rate in 2005 is 1€ = 1.2441$ 
54 The document is available at http://www4.fdic.gov/SOD/sodHelp.asp?barItem=8#Definitions 
55 The document is available at: http://www.fdic.gov/regulations/resources/call/crinst/399RC.pdf 
56 More details available at: http://www.fdic.gov/consumers/consumer/information/fdiciorn.html 
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The FDIC applies different levels of coverage to different categories of deposits57, as illustrated below. The most 
relevant types of deposits are single accounts58, insured until $100 000 (€80 379) per depositor per insured bank; 
certain retirement accounts, covered until $250 000 (€200 948); and trust accounts59 insured up to $100 000 (€80 379) 
for each beneficiary. 
Table 13 shows different variables for US (second column) and EU DGS (third column); the percentage differences are 
shown in the last column (the reference being US).  
 



Table 13: Comparison between US and EU data. 



  US EU Differences 



Population 298 986 357 491 023 535 64% 



Total amount of deposits 2005 (t€) *4 957 918 174 11 269 797 167 Not applicable 



Amount of covered deposits 2005 (t€) **3 127 490 555 4 161 594 773 33% 



Amount of covered deposits/ Total 
amount of deposits 2005 0.63 0.37 Not applicable 



Coverage level 2005 (€) 80 379 29 351 -63% 



Source: Survey data; FDIC web site; * Total Domestic Deposits; ** Insured deposits. 



 
As already outlined, the comparison between the total amount of deposits for the US and EU is not completely reliable. 
In order to get an intuitive insight in the dataset, Table 13 presents in the penultimate row the ratio of the amount of 
covered deposits over the total amount of deposits.  
Concerning cross-border exposures and topping-up, the US rules are based on the Foreign Bank Supervision 
Enhancement Act60. Since 1991, foreign branches are no longer able to offer deposits and to obtain deposit insurance 
by FDIC. Currently, there are only 11 foreign branches in the US; new foreign banks that want to offer retail deposits in 
the US are required to establish a subsidiary and to participate in the FDIC fund. Deposits of customers of US banks 
operating abroad are not covered unless those deposits are specifically designated as being payable in the US. This 



                                                 
57 The level of coverage are based on FDIA (12 U.S.C. 1811 et seq.) and on the FDIC’s regulation relating to insurance coverage 
(12 C.F.R. Part 330). The FDIC’s guide to Deposit Insurance Coverage is available at: 
 http://www.fdic.gov/deposit/deposits/insured/yid.pdf 
58 A single account is a deposit owned by one person. The following deposit account types are included in this ownership category: 
(i) Accounts held in one person’s name alone (ii) Accounts established for one person by an agent; (iii) Nominee, guardian, 
custodian, or conservator, including Uniform Transfers to Minors Act accounts, escrow accounts, and brokered deposit accounts 
(iv) Accounts held in the name of a business that is a sole proprietorship; (v) Accounts established for a decedent’s estate; and (vi) 
Any account that fails to qualify for coverage under another ownership category. 
59 Trust accounts are created when the account owner signs an agreement–usually part of the bank’s signature card – stating that 
the deposits are payable to one or more beneficiaries upon the owner’s death. 
60 It represents the “Title II-Regulatory Improvement” of the FDICI Act of 1991. Available at: 
http://www.fdic.gov/regulations/laws/rules/8000-2500.html#8000fdi201 
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fact implies that the FDIC has a very low cross-border exposure and that a foreign bank has no option to follow 
procedures such as the EU topping-up. In this way the FDIC operates like a completely independent fund, without any 
links to foreign DGS.  
 
Data on funding 
The Deposit Insurance Fund (DIF) is collected before the call for resources (ex-ante mechanism), through the 
assessment of quarterly risk-based contributions on FDIC’s members and through the earnings on the total assets 
managed. This fund is the principal instrument utilized by FDIC, in case of intervention, to ensure the guarantee on the 
protected deposits few days after the closure of the failed bank. Periodically the risk of each member is assessed, 
making use of different indicators, to create four risk categories. The system adjusts contributions by increasing the fee 
of those members whose risk of default is higher. The increase ranges between 5 and 43 cents per $100 of assessable 
deposits. Note that the risk-based assessment was introduced in the US mechanism in only 1993, and it has often been 
revised. 
In order to compare the level of resources in the DIF with the EU resources, only data from EU ex-ante DGS are 
considered, since funds are not collected by EU ex-post DGS. Table 14 reports the total amount of deposits, total 
amount of covered deposits, level of coverage, and size of the fund for US (second column) and for the subgroup of EU 
ex-ante DGS (third column). Note that, for the EU, data on DE (no data on funds are available) and SK (negative fund) 
is not included. This means that data of 19 out of 27 EU MS are aggregated to obtain figures in Table 14.  
 



Table 14: Comparison of funds and Designated Reserve Ratios between US and EU 



 US §Ex-ante EU Differences 



Total amount of deposits 2005 (t€) *4 957 918 174 3 772 068 011 Not applicable



Covered deposits 2005 (t€) **3 127 490 555 1 604 152 713 -49%



Fund 2005 (t€) 39 061 651 13 529 952  -65%



Coverage level 2005 (€) 80 379 25 903 -68%



Amount of covered deposits/ Total 
amount of deposits 2005 0.63 0.42 Not applicable



Designated Reserve Ratio (DRR) 1.25 0.84  -33%



Source: Survey data; FDIC web site; * Total domestic deposits; ** Insured deposits; § Data of ex-ante 
schemes without DE, SK. 



 
Note that the total amount of deposits of these schemes is only around one third of the total amount of EU deposits 
(see Table 13). This is due to the fact that DE is not included, and that some ex-post funded DGS account for a high 
portion of the total amount of deposits. For this subgroup of EU MS, the average level of coverage is lower (€25 903) 
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compared to the EU average (€29 351) and thus very much lower with respect to the US level (€80 379). This fact 
impacts on the difference between the ratio of the total amount of covered deposits over the total amount of deposits in 
the US (63%) and in the EU subgroup (42%). 
The last row of the table shows the so called Designated Reserve Ratio (DRR), introduced by the FDIC in order to 
monitor the adequacy of its resources and defined as the amount of funds over the amount of covered deposits61. The 
US regulation establishes a fixed range for this ratio between 1.15 and 1.50, and allows the FDIC to manage the fund’s 
assets within this interval.   
The US DRR is higher with respect to that in the EU, not only due to the size of covered deposits but also because of 
the amount of available funds, thus highlighting that the FDIC collects more contributions compared to EU ex-ante 
schemes. Owing to the differences between DRR in the EU and US, it is clear that the outcome of an intervention of the 
same size might be completely different in the US and the EU. 
 



6.3 Efficiency of the US system 



This subsection is dedicated to the procedures applied by FDIC in case of intervention to insure deposits and 
eventually to reimburse depositors. In relation to DGS efficiency, besides the objectives of ensuring financial stability, 
public confidence and minimizing the costs of resolving failed banks, the FDIC also has the task of acting as the 
receiver of the liquidation process. The first part of the next paragraph describes the US failure resolution procedures, 
highlighting the main differences with respect to the EU: the procedures applied in the various EU MS are not recalled 
here (see instead Section 3 and Annex II), since they are all quite different. This is followed by a short comparison of 
past interventions in the US and EU. 
 
Rules for intervention 
In case of intervention, the US mechanism is characterized by two specific features: the intervention of the FDIC before 
the real banking failure and its role as receiver in the liquidation process. Note that, besides the agencies in charge to 
officially declare the closure of the failing bank (chartering authorities), no other authority is generally involved in the 
procedure.  
Banks typically fail after a global deterioration, that implies insolvency and illiquidity, rather than after a single adverse 
event. Insolvency occurs when the value of the total assets managed by the institution is lower than the amount of its 
liabilities. Illiquidity, in the previous sections referred to as “unavailability of deposits”, occurs when a bank is not able to 
meet its current obligations to customers. In most of the cases a bank usually becomes first insolvent and then illiquid.  
When the process of deterioration starts, the US regulation requires the FDIC to initiate progressively more-stringent 
restrictions on the bank's activities (Prompt Corrective Action, PCA). The PCA stipulates that a member with a ratio of 



                                                 
61 Note that this ratio differs from the coverage ratio of Section 2.3. which is defined in term of the amount of eligible deposits. 
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tangible equity over assets equal to or less than 2% have to be closed by the entity that charters the bank and which 
has the authority to revoke its license.62 In this way members can be closed before they reach book-value insolvency. 
In contrast, the EU Directive 94/19/EC refers to illiquidity, without regulating the procedure for insolvent banks. This 
point represents one of the principal differences between the US and EU legislation on DGS. Early interventions or 
bank limitations have the aim to reduce the costs of DGS repayment and the impact of the failures. The US chartering 
authority and the FDIC start their actions when the member is becoming insolvent, this is earlier than the instigation in 
EU DGS. A pre-closing period of 90 days, before the official member’s closure, is set by law. In this period the FDIC 
works on the resolution of the failure and eventually arranges the reimbursement of insured deposits.  
In relation to the role of the DGS in the US63, besides its responsibility as the deposit insurer, the FDIC is in general 
appointed as the receiver of the liquidation procedure, after the closure of the insured bank. Acting as the receiver, i.e. 
as the principal creditor, the FDIC is strongly incentivised to maximize the asset returns of the failed bank. The FDIC 
acts in concordance with the “least-cost principle” that refers to the resolution method minimizing the present value of 
net losses incurred by the deposit insurer64. Conversely, EU DGS principally act as entities only responsible for the 
reimbursement and do not take part in the member’s liquidation.  
As a receiver, the FDIC is in charge of the process of resolving a failed bank (resolution stage) and of the process of 
liquidating its assets (receivership process). In the resolution stage the FDIC values the assets, solicits bids to sell the 
bank with the least cost to the insurance fund, and reimburses the depositors. During the receivership process, the 
FDIC liquidates any remaining assets and eventually distributes proceeds. 
There are two types of possible resolution transactions: open-bank assistance (OBA) and closed-bank resolution 
(CBR). In an OBA transaction, which is used in rare situations, the FDIC provides financial assistance to the bank while 
it remains open for specific reasons. The advantage of this procedure is that it has less negative effects on the 
relationships between the banks and its customers; on the contrary it can be more costly and complex for the DGS and 
might increase moral hazard.  
The standard procedure used is the CBR, where the competent office closes the credit institution and appoints the 
FDIC as the receiver. CBR can be of two kinds: Purchase-and-Assumption (P&A) transactions and deposit payoffs. In a 
P&A transaction a healthy bank purchases some or all of the assets of the failed bank and assumes some or all its 
liabilities. This procedure is often applied in case of sudden failure of a small FDIC member. A different type of P&A is 
the bridge-bank transaction, in which the FDIC acts temporarily as the acquirer, taking over the operations of the failing 
bank and maintaining the banking services for the depositors. This resolution is especially useful in particular types of 



                                                 
62 The chartering authority for state-chartered banks is usually the state banking department; for national banks, the Office of 
Comptroller of the Currency (OCC); and for federal saving institutions, the Office of Thrift Supervision (OTS).  
63 More details on the Failure resolution procedures are available on FDIC web-site at: 
 http://www.fdic.gov/bank/analytical/banking/2001sep/br2001v14n1art1.pdf 
64 The only exception to the application of the least-cost principle is the so called “systematic risk exception”, i.e. the case where the 
option suggested by the least cost principle would undermine the financial stability and have negative effects on the economy. 
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situations, when the failing bank is large or unusually complex, or when there is no time to respect the normal 
procedures due to the unexpectedness of the failure. 
In the case of deposit payoff, no assets or liabilities are assumed by another institution: depositors are reimbursed 
either by issuing a deposited check (straight deposit payoff) or by transferring the amount of insured deposits to a bank 
willing to serve as an agent of the FDIC (insured deposit transfer). 
Thank to these procedures, in the US the insured deposits are usually available for the depositors on the next business 
day in almost every bank failure. This is a consequence of the central role of the DGS in the receivership process, 
which allows arranging the payout as soon as possible, usually with no delays.  
Another feature enhancing the efficiency of the US DGS is the way depositors are informed of the occurred failure. 
Besides the announcement via public press, the FDIC issues a letter to depositors with instructions on how to claim 
their money. Moreover, the FDIC may organize a claim team for the failed member with the tasks to meet depositors 
directly and to take information on their claims.  
Table 15 shortly summarizes the main characteristics of the US deposit insurance system. 
 



Table 15: Summary of the US system characteristics. 



  Description 
Fund mechanism Ex-ante 
Fund’s finance Quarterly members contributions and earnings on fund assets  
Risk-based A specific risk-based method through composite indicators is applied 
Competent authority The chartering authority closes the member and appoint a receiver (usually FDIC) 
Trigger event Tangible equity to total assets ratio equal to or less than 2%  
Event Notification News in the local newspaper, instructions letter to all depositors  
Types of intervention Generally closed bank resolution (purchase & assumption, deposit payoff) 
Pre-closing period FDIC works on the resolution of members for 90 days before the closure 
Reimbursement One business day 



Source: FDIC web site. 
 
Historical interventions 
This part is dedicated to compare US and EU historical interventions from 1994 to 2006. Following the procedure 
adopted for the EU, US data is referenced to 2005 values. Table 16 shows US data collected from the website and EU 
aggregated data presented in Section 5.1, comparing the number of actions of the schemes and the aggregated costs. 
Through the analysis of historical data, it is possible to investigate the DGS role in minimizing the encountered costs. 
Between 1994-2006 the FDIC performed 70 interventions all concerning failed members. In 62 cases (88%) the P&A 
procedure was applied while in 8 cases (12%) a deposit payoff was arranged. In the same period, 32% more 
interventions (92) were observed in the EU, of which 67 resulted in payouts (73%) and 25 in preventive interventions 
(27%). The total costs in the US were less than half of those in the EU, 1 548 b€ compared to 4 830 b€, that is more 
than the double. Significant information is provided by the average impact of the DGS actions shown in the last row of 
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Table 16, defined as the ratio between the total estimated costs and the number of actions. The EU average impact (22 
111 t€) is around 2.4 times the US average impact (52 510 ). 
Even discarding the interventions with the highest impact (one in the US in 1999 with a weight on total costs of 28%, 
and two in the EU in 1994 and in 2003 with a weight on total costs of 43%) the EU average impact remains around 
twice the US one. However, it is questionable whether or not the early activation of the DGS in the US (i.e. when the 
bank becomes insolvent rather than when it is illiquid) reduces the average impact. In fact, if only examining the last 
five years, 2002-2006, the number of EU actions (46) were 2.5 times the number of US cases (18), while the average 
impact for this period was less in the EU (15 692 t€) than the US (20 078 t€). 
 



Table 16: Impact of past DGS actions in US and in EU. 



 
Number of FDIC 



actions  
1994-2006 



US Estimated 
costs 2005  



(t€) 



Number of EU 
DGS actions 



1994-2006 



EU Estimated 
costs 2005  



(t€) 
2006 0 0 11 39 202 
2005 0 0 7 72 746 
2004 4 2 977 10 18 421 
2003 3 53 688 15 584 638 
2002 11 304 731 3 6 824 
2001 4 217 439 2 387 533 
2000 7 25 025 7 658 512 
1999 8 479 398 9 692 076 
1998 3 176 073 6 147 066 
1997 1 3 914 3 69 586 
1996 6 47 185 9 325 747 
1995 8 86 722 6 188 256 
1994 15 150 591 4 1 640 354 
Total 1994-2006 70 1 547 743 92 4 830 961 
Average impact   22 111   52 510 



Source: Survey data; FDIC web site. 
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7. Conclusions 
In its Communication on DGS in 2006, the Commission identified the need to focus on the efficiency of current EU DGS 
to face crises of varying magnitude. This Report has investigated this subject taking into consideration the various 
meanings that the word “efficiency” can have. To aid the analysis JRC built a database collecting information across EU 
MS on the way schemes would operate in cases of reimbursement of depositors, other interventions, and on how 
schemes have functioned in the past in this regard. Besides a detailed description of the ways in which DGS currently 
operate and an analysis of their effectiveness, a more quantitative analysis, aimed at investigating the capability of the 
EU MS to handle potential reimbursements of depositors of different size, has also been presented. Particular attention 
has been put on the exploration of cross-border issues, although only a limited amount of information could be gathered 
for this. Moreover, JRC also collected and analyzed data relative to historical interventions where payout delays were 
registered. Additional analysis on this subject will be produced by a dedicated EFDI Working Group. 
As mentioned above, the first part of the Report presented the manner in which DGS operate when called into action. A 
wide spectrum of information covering different aspects has been presented, such as the description of the various 
steps of the intervention procedure (both in case of payouts and for preventive interventions), the authorities involved 
and their interaction, and the way DGS manage and invest available funds. 
In general, considerably diverse results were obtained across the EU countries, leading to difficulties in drawing general 
and harmonized conclusions. This is also evident from descriptions of the intervention procedures provided by each 
DGS and attached in Annex II. This diversity is likely to have an impact on the rapidity of payment and the 
interoperability of schemes if branches took additional coverage at the host country's scheme (topping up 
arrangement). Also different standards of robustness may be a factor affecting depositor confidence.  
Concerning the reimbursement of depositors, the activation of the DGS follows a declaration of unavailability of 
deposits by the Central Bank, the Banking Supervisory Authority or, in some specific cases, a competent Court. For 
preventive interventions (allowed in around 60% of the EU DGS), the same authorities are often involved in the 
procedure; however, for some DGS (around 33%) the scheme can decide autonomously when to intervene. Noticeably, 
most of the DGS (about 78% of the DGS which have previously performed a reimbursement of depositors or intervened 
preventively) declared that no cooperation deficiency, which might slow down the efficiency of the process, had been 
encountered with the other authorities involved. 
The report also analysed the amount of available resources, both in terms of the funds collected by ex-ante DGS and 
via the investigation of extraordinary resources such as supplementary contributions and borrowings: an indicator for 
the robustness of schemes is proposed, measuring the percentage of members whose deposits are below the 
maximum amount of available resources. On average, DGS declared themselves capable of coping with a single crisis 
of any of the smallest 64% of their members without access to unlimited borrowing and 86% with recourse to unlimited 
borrowing, thus highlighting that at first sight, systems seem able to cover a reasonable proportion of their members. 
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Values of the indicator without considering the possibility to borrow an unlimited amount of funds are extremely 
heterogeneous, and range from 0% in MT (i.e. no bank would be covered) to 95% in HU. Note that when allowing 
unlimited borrowing, the scheme features the “virtual ” capability  to cover intervention of any size. 
Concerning collected funds, 90% of the ex-ante DGS invest their money in national/EU bonds or in short term deposits. 
Only a few DGS declared that more risky investments are allowed, subject to constraints; for instance related to the 
rating of the underlying financial instruments. Besides collected funds, the great majority of the DGS are allowed to 
increase their annual fee and/or can call for additional resources such as extraordinary/supplementary contributions. 
Moreover, 21 MS DGS are allowed to ask for a loan, and in a great majority of EU countries there is no limit to the 
amount of money which can be borrowed  (only in 2 MS is a limit on borrowing set in the statute).  
The report has also presented some statistics on preceding payout delays, focusing on the time necessary to 
start/complete the procedure and on the percentage of deposits repaid within 3-6-9 months. Concentrating on the 3-
month limit set in Directive 94/19/EC, data shows that, although the number of reimbursed claims is on average around 
67% of the total, the amount repaid is higher than 92%, highlighting that globally, systems are quite efficient. Data on 
historical payouts emphasize that the option to extend the three-month period set in the Directive to complete the 
payout procedure has been exercised in only 25% of the occurred reimbursements. It is worthwhile noticing that in 
many MS the bankruptcy law allows depositors to claim their money over a longer time horizon, up to 5 years in many 
MS. Further analysis on the issue of payout delays is left to the EFDI Working Group. 
The final part of the Report was dedicated to designing and performing  scenario analysis intended at exploring the 
capacity of the EU DGS to cope with reimbursements of depositors and preventive interventions of  various sizes. In 
order to define the scenarios, a complete dataset on historical interventions was built.  
Between 1994 and 2006 a total of 45 reimbursements of depositors were registered across EU MS, 15 in the EU-15 
and 30 in the EU-12 (excluding 22 very peculiar reimbursements performed by the UK DGS in relation to the failure of 
very small Credit Unions, which cannot be considered as representative of the UK framework). Regarding preventive 
interventions, only 27 cases have occurred, all but one in the EU-15. A measure of the impact of the 
reimbursements/interventions, the “intensity ratio” (defined as 100 times the ratio of the total costs encountered over 
the total amount of eligible deposits), has been introduced in order to rank and classify historical DGS actions most of 
which involved small banks. Three classes of impact have been defined: high impact (intensity ratio higher than 0.5), 
medium impact (intensity ratio between 0.05 and 0.5), and small impact (intensity ratio smaller than 0.05). Historical 
payouts are characterized by an intensity ratio ranging from 0.0005 to 3.24 (largest case, happened in SK in 2001) with 
a mean of about 0.27 and higher ratios being related to reimbursements occurring mostly in the EU-12. Concerning 
preventive interventions, intensity ratios vary between 0.0002 and 0.73, the average being around 0.12.   
Three different scenarios representing a payout of depositors have been considered, one for each class of impact: a 
high-impact scenario (Scenario 1) with an intensity ratio of 3.24; a medium-impact scenario (Scenario 2) with an 
intensity ratio of 0.81; and a low-impact scenario (Scenario 3) with an intensity ratio of 0.035. Moreover, a fourth 
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scenario (Scenario 4) based on the historical database of preventive interventions has been built, with a medium 
intensity ratio of 0.16. Since the original scope of the analysis included the assessment of the capacity of the EU MS to 
face a default of a bank with branches in another EU MS, a fictitious scenario (Scenario 5) has also been designed, 
describing the failure of a credit institution in one MS with branches in a second MS. The lack of data both on deposits 
of credit institutions in foreign branches and on past cross border failures has forced the design of a fictitious setting 
instead of a scenario based on historical data. For Scenario 5 it has been hypothesized that the bank covers 3% of the 
market of deposits in its home-country; concerning the branch, it is assumed that it can be set in only one MS and that 
the share of the market for the host-country deposits accounted for by the branch varies between 0.1% (for a branch of 
a EU-12 country in one MS of the EU-15) and 2% (for a branch of a EU-15 country in one MS of the EU-12). All 
possible pairs of home and host countries have been considered, so that the impact of Scenario 5 for each fixed MS 
resulted in a range of values, each in relation to a different host-country.  
The impact of each scenario on the EU MS has been estimated by comparing scenario costs with current available 
funds. For Scenario 1 (high impact) the costs vary from 0.14 to 61.85 b€: no scheme would be capable of paying out 
this sum without collecting additional contributions. Ex-ante schemes would have to gather on average 16 times their 
current funds to cover Scenario 1 costs. To better understand the impact of this scenario, as an example, note that for 
SE (the EU 15 MS with the highest coverage ratio) current contributions are around 1/30 of current available funds, 
thus stressing that under a failure of such magnitude the DGS would have to collect an enormous amount of resources 
to manage. Concerning ex-post schemes, the costs range from 0.4 (SI) to 35.32 b€ (UK), with an average of 13.18 b€. 
For Scenario 2 (medium impact), 7 MS (BG, EE, ES, LT, PT, RO, and SE) would have enough funds to cope with the 
reimbursement without the need to collect any additional contributions. Including all financial means available (ex-ante 
funds, ex-post contributions and additional borrowing, eventually unlimited), it would appear that 6 MS are not equipped 
to deal with a mid-sized failure. On average, ex-ante EU schemes would need around 4 times their present funds to 
tackle the payout. Excluding countries with a very low coverage ratio such as CY and MT, DGS would have to collect 
between 1 and 3 times their current funds to handle the expenditures. Costs in this scenario lie between 0.035 and 
15.49 b€, with an average of 2.18 b€.  
As expected, the impact of Scenario 3 is low, and all MS, except CY, not funded ex-post would be able to handle the 
crisis using current funds. Costs for ex-post DGS vary between 0.004 (SI) and 0.38 b€ (UK), the average being 0.14 b€, 
values which are lower than the average EU 2005 funds. 
Results for Scenario 4 (preventive) lie in between the ones of Scenario 2 (medium impact) and Scenario 3 (low impact). 
In particular, only three ex-ante MS (FR, CY, MT) would have to gather funds to  cope with the costs of such a 
preventive intervention. On average, ex-ante schemes would only use around 80% of their current funds to handle the 
expenditures of this preventive scenario (excluding CY and MT this value drops to 35%).  
The very high impact scenario, Scenario 5 has a much stronger effect than Scenario 1, with costs ranging from around 
1 to almost 63 b€, the average being approximately 13 b€. Clearly, no EU MS would be able to face a crisis of this size 
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without resorting to additional fundingEU-15 ex-ante schemes would have to collect between 5.5 (ES) to 44.26 (IE) 
times their current funds to handle the payout, with a mean of around 22 times. Excluding CY and MT, for the ex-ante 
EU-12 countries the amount of additional funds to be collected would have a lower spread of 7.25 (LT) to 24.72 (LV) 
times current funds. Results show that the consequences of such a Scenario might threaten the stability of the banking 
system of any EU MS.  
To summarize, comparing the impact of these scenarios with one another is rather difficult due to the variations in their 
definitions. For instance, average EU costs range from 0.09 b€ for the low-impact Scenario 3 to 8.69 b€ for the high-
impact Scenario 1 and up to 13.67 b€ for the very high impact Scenario 5 (mean costs over host-countries). Comparing 
these amounts with the size of available funds implies that, in order to tackle the intervention, EU MS would need to 
collect, on average, between 4 times (medium-impact Scenario 2) and 50 times (mean costs very high impact Scenario 
5) their current resources. Only for the low-impact Scenario 3 would all ex-ante DGS (excluding CY) have enough 
resources to cope with the associated costs. 
To complete the analysis, Scenarios’ costs have also been compared with the maximum amount of available money 
(either provided directly by the DGS or estimated using statutes/laws/bylaws). The comparison, which must be read 
with particular attention, simply aims at investigating the capability of the schemes to gather extra funds if necessary. 
Results show that, on average, DGS are capable of collecting nearly 3 times their current resources. However, in terms 
of impact, significant differences are only evident in a few MS.  
The overview of the US system highlights the main differences with the functioning of DGS in the EU. Quantitative 
information is not completely comparable, but an effort to present similar values has been performed: most relevant 
differences are given by the level of coverage (€80 379) and the size of the fund (around 39 b€), both higher in US.  
Regarding qualitative information on the efficiency of the scheme, the first significant difference is the role played by the 
FDIC, acting in general as receiver. The second crucial point is that the FDIC intervenes before the closure of the failing 
bank. Specifically, a process of deterioration of a member is defined to start when the ratio of tangible equity over 
assets is equal to or less than 2%. In this situation the FDIC starts its action and a pre-closing period of 90 days begins, 
where the scheme works on the resolution of the failure and organize the eventual reimbursement of depositors. These 
aspects result in an easy procedure of failure resolution, standardised rules of intervention, and prompt reimbursement 
of depositors. On the contrary, before EU schemes pay out depositors, they have to wait for the administrative or 
judicial declaration that bank cannot meet its obligations to depositors. Moreover, the interplay between national DGS 
laws and the bankruptcy laws could introduce delays  
Finally, Annex I is devoted to updating the scenario analysis, assessing the implications of changing the DGS funding 
mechanisms, performed in the 2007 Report. Compared to the situation depicted in the previous Report, no scheme in 
the last year has moved from an ex-ante to an ex-post system or vice versa, and none of the ex-ante schemes have 
adopted a new methodology for estimating their annual premiums. The same four scenarios (three ex-ante and one ex-
post) have been explored, the ex-ante scenarios representing various EU countries and being characterized by 
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different coverage ratios. The conclusions of the updated scenario analysis are aligned with the outcomes of the 
previous scenario analysis. Results confirm that the impact would be high for ex-post schemes: the total yearly 
contributions to be collected by these DGS would range between 0.3 to 2.4 (last Report 0.3 and 2.3) billion Euro, 
depending on the scenario. With minor exceptions, all variations with respect to the 2007 Report are attributable to the 
increase in the amount of eligible deposits or to the increase in the funds available. 
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• This report is not intended to provide the basis of any credit or other evaluation and should not be relied upon for the purpose of making



investment decisions or determination regarding trading claims of LBI.



• The estimated value of assets is subjected to great uncertainty i.a. due to the development of the economic environment in Iceland and abroad



which could influence the future value of the underlying assets.



• In accordance with the Legislation for Financial Institutions number 161/2002, as amended by the Legislation number 44/2009 from April 22nd



2009, the later amendment defines a reference date for interest and cost. According to this, interest and cost from claims that fall due after April



Disclaimer



2009, the later amendment defines a reference date for interest and cost. According to this, interest and cost from claims that fall due after April



22nd will be secondary claims. Claims in foreign currency should be converted to ISK in the Registry of claims based on the published selling rate



from the Central Bank of Iceland on April 22nd.



• The numbers for liabilities shown as of 22nd of April 2009 are not acquired from the WuB Register of claims.
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Disclaimer cont.



• The information contained within this presentation is set forth to the best of LBI’s ability. Furthermore, certain information is taken from third



parties, in which case LBI uses sources which LBI regards as dependable. LBI cannot, however, guarantee the accuracy of the information



contained within this presentation. Furthermore, the information and views presented herein, regardless if these are provided by LBI or a third



party, may change without notice.



• LBI accepts no responsibility for the accuracy of the information provided herein. LBI is under no obligation to make amendments or changes to



this presentation if errors are found or opinions or information change.



• LBI does not warrant the accuracy, suitability or sufficiency of the information or any methodology used to produce the information contained



within this presentation.



• The use of LBI’s material, works or trademarks is forbidden without written consent except were otherwise expressly stated. Furthermore, it is



prohibited to publish material made or gathered by LBI without written consent.
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Estimated Global Recovery
Landsbanki Íslands hf.



Estimated Global Recovery



• Actual estimated recovery increased in the quarter by ISK  



33bn or 3%.



• Main changes in estimated recovery are reflected in higher 



Cash position than expected and reclassification from loans 



to customers to equities.



• Deloitte Iceland has reviewed  LBI´s valuation process and  



estimated recovery as of 31.12.2010. 



Estimated Recovery 



ISKbn  



Cash 293 361 1,3 67,3 23%



Loans to Financial Inst. 72 61 (0,2) (10,8) (15%)



Loans to Customers 346 277 2,2 (70,5) (20%)



Bonds 22 21 (0,1) (0,4) (2%)



Equities 59 117 0,5 57,5 98%



NBI Financing  322 318 0,7 (5,1) (2%)



Derivatives  20 15 0,0 (4,7) (24%)



Investment in Subsidiaries 2 1 0,0 (0,8) (37%)



30.9.2010 31.12.2010 FX change
Actual Change in 



Quarter*
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Actual change in Estimated Recovery



• According to our estimated recovery by currency only 8% of 



LBI’s assets will be collected in ISK thus currency 



fluctuations have a considerable effect on estimated 



recovery.



• If FX volatility is controlled for by fixing FX rates as of a 



certain date the estimated value of recoverable assets has 



increased by ISK 159bn since 30 April 2009 (see graph).



• Not controlling for FX rates, since 30 April 2009 reported 



estimated recovery has increased by ISK 75bn. Thus FX 



changes decrease the reported estimation of recovery by 



ISK 88bn. 



1.100



1.140



1.164 1.172
1.159



1.177



1.138



1.175



1.104
1.118



1.135 1.137
1.148



1.212
1.230



1.263



1.000



1.050



1.100



1.150



1.200



1.250



1.300



30.4.09 30.6.09 30.9.09 31.12.09 30.3.10 30.6.10 30.9.10 31.12.10



Estimated Recovery
- As reported compared to using FX rates of 22.4.2009 (ISKbn) 



Reported 
Est.Rec



Est.Rec 
FX 22.4.09



Non current assets 3 3 0,0 0,4 13%



Total 1.138 1.175 4,4 32,8 3%



*Actua l  Change excluding FX varia tions .











Statement of Assets and Liabilities
Landsbanki Íslands hf.



Assets



• Recorded balance sheet is presented 
after set-off. Estimated and realized set-
off amounts are subject to uncertainty.



• Recorded balance sheet amounts for 
Loans and derivatives are presented at 
nominal value outstanding plus accrued 
interest. 



• For listed Equities & Bonds the amount 
is market value. For unlisted equity and 
bonds the amount is cost based or 
based on fundamental valuation.



ISKbn 
Recorded balance 



sheet as of 30.9.2010



Estimated value of 



assets 30.9.2010 



Recorded balance 



sheet as of 31.12.2010



Estimated value of 



assets 31.12.2010 



Loans  to Financia l  Ins ti tutions  



    Cash 293 293 361 361



    Loans  to Financia l  Ins ti tutions  231 72 213 61



Loans  to customers 1.056 346 982 277



Bonds 77 22 77 21



Equities 76 59 118 117



Derivatives 94 20 94 15



Inves tments  in subs idiaries 89 2 89 1



Non-current as sets 3 3 3 3



Other ass ets 6 0 6 0



Tota l  as sets  without NBI 1.925 816 1.944 857



• Final write-offs in Q4 reduced loans to 
customers exposure by ISK 11bn.



• Loan Exposures are expected to 
decrease in 2011 due to final write-offs. 



• Development of changes in Balance 
Sheet from 8 October 2008 to Q1 2011 
will be explained in details on the 19th of 
May meeting.



Liabilities



• The number for liabilities shown as of 22
April 2009 are not acquired from the 
WuB Register of claims.
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  22.4.2009 30.9.2010 31.12.2010 %change



CAD:    105,5   110,4 115,3 4,5%



EUR:    169,2  154,4 153,8 (0,4%)



GBP:    191,1 178,3 179,1 0,4%



USD: 130,7 113,4 114,7 1,1%



FX rates 



Financia l  instrument from NBI 



   A Bond 282 282 269 269



   Contingent Bond 17 17 30 30



   Equi ty in NBI 28 28 28 28



   NBI Equi ty Claw Back (5) (5) (9) (9)



Total assets 2.247 1.138 2.262 1.175



ISKbn 
Book value as of  



22.4.2009 



Loans  from Financia l  Insti tutions 264



Depos i ts  from customers  



  Wholes ale 158



  Retai l  1.161



Securi ties  i ss ued 1.178



Other borrowings  187



Subordinated bonds 217



Derivatives 173



Other l iabi l i ties 89



Total liabilities 3.427











Estimated Recovery by Location
Landsbanki Íslands hf.



%



ISKbn 30.9.10 31.12.10 30.9.10 31.12.10 30.9.10 31.12.10 30.9.10 31.12.10 30.9.10 31.12.10 Change



Loans to Financial Institutions



    Cash 117 152 134 153 30 43 11 14 293 361 23%



    Loans to Financial Institutions 68 61 4 0 0 0 0 0 72 61 (15%)



Loans to Customers 128 90 132 117 61 48 24 23 346 277 (20%)



Bonds 0 0 22 21 0 0 0 0 22 21 (2%)



Equities 55 108 4 8 0 0 0 0 59 117 99%



Derivatives 20 15 0 0 0 0 0 0 20 15 (24%)



Investments in Subsidiaries 2 1 0 0 0 0 0 0 2 1 (41%)



Non-current Assets 3 3 0 0 0 0 0 0 3 3 14%



Reykjavik London Amsterdam Labki/Halifax Total
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• Reykjavík:  Estimated recovery in Reykjavík increases by ISK 33bn. This increase can mostly be attributed to a revaluation  of an asset that in the 



quarter was reclassified from Loans to Customers to Equities, also there is an increase in valuation of the Contingent Bond as well as Loans to 



Financial Institutions. 



• London Branch:  The estimated recovery increases by ISK 3bn due to increased valuation of Equities which is partly off-set by decreased 



valuation of Loans to Customers. 



• Amsterdam: No material changes.



• Labki/Halifax:  No material changes.



Non-current Assets 3 3 0 0 0 0 0 0 3 3 14%



Total assets without Instrument from NBI 393 430 296 299 92 91 35 36 816 857 5%



NBI A Bond 282 269 282 269 (5%)



NBI Contingent Bond 17 30 17 30 76%



NBI Equity 28 28 28 28 0%



NBI Equity Claw Back (5) (9) (5) (9) 76%



Total Assets 715 748 296 299 92 91 35 36 1.138 1.175 3%











UK Retail Assets
Landsbanki Íslands hf.



• Status update on LBI’s largest UK retail assets. 



• Iceland Foods 66,6%



• Stytta’s pledged equity position in Iceland Foods (27,6%) was transferred  to LBI in Q4 2010. Valuation was increased. 



• LBI’s equity position in Iceland Foods  is now (52,9%).



• BG Holding‘s pledged equity position in Iceland Foods (13,7%) will be transferred to LBI in Q1 - PWC is BG Holding’s administrator 



appointed by LBI.



• Highland Grp Holdings Ltd (HOF) 34,9%



• Pledged equity position still held by BG Holding’s administrator appointed by LBI. PWC is BG Holding’s administrator appointed 
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• Pledged equity position still held by BG Holding’s administrator appointed by LBI. PWC is BG Holding’s administrator appointed 



by LBI.



• Aurum Group 66,4%



• Equity position held by LBI since restructuring in early 2010.



• Corporal Ltd (Hamleys) 63,7%



• BG Holding’s pledged equity position in Corporal transferred to LBI in Q4 2010.



• Possible exit strategies are now being discussed and planned taking into account various routes to markets and buyers as well as general 



health of the companies. See slide on “Asset Management and Disposal Strategy-Equities” for further discussion.



• LBI is always open to review offers but as of now not actively marketing any companies.











LBI Estimated Recovery by Currency
Landsbanki Íslands hf.



Cash 26 68 122 130 10 5 361



Loans to Financial Institutions 0 0 52 9 0 0 61



Loans to Customers 16 46 88 81 23 24 277



Bonds 0 0 21 0 0 0 21



Equities 10 3 0 101 2 1 117



Derivatives 15 0 0 0 0 0 15



Other assets 3 1 0 0 0 0 4



Total assets without NBI Instrument 70 118 283 321 35 30 857



NBI A Bond 0 85 135 50 0 0 269



ISKbn ISK USD EUR GBP CAD 
Other 



currencies 
Total
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• Increase in GBP is due to higher expected recovery 



from an asset booked in Reykjavík.



• Bonds issued by NBI are expected to be collected in 



FX according to the terms of the A Bond.



• 37% of the expected recovery is in EUR, 32% in 



GBP, 18% in USD and 8% in ISK.
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400



Cash Loans to FI Loans to 
Customers 



Bonds Equites DerivativesOther assets NBI 
Financing



Estimated Recovery by Currency in ISKbn



ISK 



USD



EUR 



GBP 



CAD  and other 
currencies



NBI Contingent Bond 0 9 15 6 0 0 30



NBI Equity 28 0 0 0 0 0 28



NBI Equity Claw Back (9) 0 0 0 0 0 (9)



Total assets 89 212 433 377 35 30 1.175











Estimated cash-flow by currency
Landsbanki Íslands hf.



ISK 26 19 3 2 19 0 0 19 89



USD 68 11 7 24 9 84 9 0 212



EUR 122 22 8 14 118 134 15 0 433



GBP 130 22 123 11 36 49 6 0 377



CAD and other 16 20 7 3 19 0 0 0 65



Total assets 361 94 149 54 202 267 30 19 1.175



Cash 



31.12.2010 



NBI 



A -Bond 
ISKbn 



Contingent 



Bond 
Total2011 2013 Later2012



NBI 



Equity
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• LBI has pointed out FX imbalance that NBI 



needs to address (covered in LBI Observer 



slides).



• ISK 361bn have already been collected in 



cash. Cash collection has been faster than 



expected. Cash-flow in Q4 2010 was ISK 68bn, 



28% above last estimation.



• Estimated cash-flow has not changed 



significantly since Q3 2010.
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31.12.10 2011 2012 2013 Later NBI Financing



Estimated Cash-Flow by Currency in ISKbn



ISK



USD



EUR



GBP



CAD and other 











Loans to Financial Institutions - Cash
Landsbanki Íslands hf.



34%



7%



19%



4%



Currency Composition of Cash 
Balances 31.12.2010



EUR



GBP



ISK



USD



Other 



Currency 30.9.2010 31.12.2010
Change in 



Quarter 
30.9.2010 31.12.2010



Change in 



Quarter 



AUD 11 12 1 1,3 1,4 0,1



CAD 65 88 24 7,4 10,2 2,8



DKK 85 91 5 1,8 1,9 0,1



EUR 587 791 205 90,2 121,7 31,5



GBP 702 724 22 125,7 129,6 3,9



ISK 25.379 26.433 1.054 25,4 26,4 1,1



USD 348 592 244 39,9 67,9 28,0



Cash Balances - Using Currency Exchange Rates 31.12.2010
In currency m ISKbn
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• Cash balances have increased by 23% after 



excluding FX changes in the period and now 



amounts to 31% of total expected recovery.



Location 30.9.2010* 31.12.2010
Change in 



Quarter 



Reykjavik 117,3 151,5 34,2



London 135,0 152,7 17,7



Amsterdam 30,4 43,4 13,1



Labki/Halifax 11,1 13,6 2,5



Total ISKbn 293,8 361,3 67,5



Cash Recovery by Location



*Us ing exchange rates  31.12.2010, us ing exchange rate 30.9.2010 the tota l  amount 



would be 292,7bn



36%



USD 348 592 244 39,9 67,9 28,0



Other 1,9 2,1 0,2



Total ISKbn 293,8 361,3 67,5











Loans to Financial Institutions - Other
Landsbanki Íslands hf.



• No significant development  in matter of 



the LBI claim against Heritable Bank. 



Because of claims disputes estimated 



recovery remains unchanged.



• If cash is excluded LBI’s  claim against LI 



Lux represents 76% of Loans to Financial 



Institutions. Expected recovery is 



unchanged.Estimated Recovery as of 31.12.2010



All amounts in ISKbn 30.9.2010 31.12.2010 30.9.2010 31.12.2010 30.9.2010 31.12.2010



Heritable bank 15,3 15,4 9,2 9,2 60% 60%



LI Lux 139,0 138,4 46,3 46,1 33% 33%



Other 76,4 59,7 16,6 5,8 22% 10%



Total ISKbn  230,7 213,5 72,1 61,1 31% 29%



Recorded Balance Estimated Recovery  Recovery Rate % 
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unchanged.



• The decrease in estimated recovery of 



Other can be explained by payments from 



financial institutions which claims were a 



part of the Global Exposures project.



15%



76%



9%



Estimated Recovery as of 31.12.2010



Heritable



LLÚX



Other











Loans to Customers
Landsbanki Íslands hf.



Reykjavík



• Main changes are due to reclassification of 



Loans to customers to Equities through 



enforcement of security.



London Branch



• Decreases mainly due to payments and 



lower estimated recovery. 



Estimated Recovery as of 31.12.2010



All amounts in ISKbn 30.9.2010 31.12.2010 30.9.2010 31.12.2010 30.9.2010 31.12.2010



Reykjavík 732,2 684,6 128,4 90,2 18% 13%



London Branch 218,7 207,0 131,7 116,7 60% 56%



Amsterdam 74,9 62,0 61,3 47,9 82% 77%



Labki 29,8 28,8 24,1 22,5 81% 78%



Total ISKbn  1.055,6 982,4 345,6 277,3 33% 28%



Recorded Balance Estimated Recovery  Recovery Rate % 
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Amsterdam



• Lower exposure and estimated recovery is 



mainly due to significant payments.



Labki



• Estimated recovery is slightly down due to 



lower estimated recovery.



33%



42%



17%



8%



Estimated Recovery as of 31.12.2010



Reykjavík



London Branch



Amsterdam



Labki











Bonds & Equities
Landsbanki Íslands hf.



Reykjavík



• All Bonds with estimated recovery in 



Reykjavík have matured. 



• The Equity position in Reykjavík increased 



due to reclassification of pledged assets 



(resulting from enforcement of security) 



from Loans to Customers to Equities.



All amounts in ISKbn 30.9.2010 31.12.2010 30.9.2010 31.12.2010 30.9.2010 31.12.2010



Reykjavík



   Bonds 15,8 15,8 0,0 0,0 0% 0%



   Equities 72,4 109,8 54,8 108,5 76% 99%



London Branch



   Bonds 61,6 61,4 21,9 21,5 36% 35%



   Equities 3,9 8,2 3,9 8,2 100% 100%



Total ISKbn  153,7 195,1 80,6 138,1 52% 71%



Recorded Balance Estimated Recovery  Recovery Rate % 
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London Branch



• Estimated recovery of Bonds decreases 



due to maturity.



• The estimated recovery of Equities 



increases due to higher valuation and as 



one Reykjavík position was transferred to 



the London equities book.



79%



15%



6% 0%



Estimated Recovery as of 31.12.2010



Reykjavík - Equities



London - Bonds



London - Equities



Reykjavík - Bonds











Total Cost



Landsbanki Íslands hf.



• Note that the numbers are in ISKm.



• Costs continued to decrease in Q4. The decrease from 



Q3-Q4 2010 was 5% and 35% from H1-H2 2010.



• Other operational costs increased as unpaid costs in UK 



were accrued in December 2010.



• SLA costs were previously estimated but have now been 



revised from Q1 to Q4 to reflect actual costs, resulting 



in a decrease of ISK 479m.



Total Cost



All values in ISKm Q1 Q2 Q3 Q4 H1-H2 Q3-Q4



Payroll and benefits 942 652 536 524 (33%) (2%)



Administration cost 87 104 92 103 3% 12%



Legal and other expert costs 1.603 1.335 949 807 (40%) (15%)



Dutch Administration cost & support 82 124 0 0 (100%) -



Other Operational costs 296 171 171 219 (16%) 28%



SLA cost 146 146 139 139 (5%) 0%



Distribution by location



Iceland 1.707 1.454 1.184 1.117 (27%) (6%)



London 1.127 713 531 525 (43%) (1%)



2010 Change
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2009 2010



Cost by Location per Quarter in ISKm



Amsterdam



Canada



London



Iceland



London 1.127 713 531 525 (43%) (1%)



Canada 76 80 73 74 (5%) 1%



Amsterdam 247 285 100 77 (67%) (23%)



Total ISKm 3.157 2.531 1.888 1.793 (35%) (5%)
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The functions and organisation 
of deposit guarantee schemes: 
the French experience 



The recent spate of national and international financial crises and bank 
restructurings, together with the propagation and amplification across continents of 
economic cycles, has highlighted the increasingly globalised nature of financial 
systems and illustrates why it is necessary to consider the question of financial 
stability from a global standpoint. It was to meet this need that the Financial 
Stability Forum was set up in February 1999. The Forum consists of 
representatives of the finance ministers, banking supervisors, market regulation 
authorities, the main international economic and financial institutions and the 
various international forums promoting cooperation in the area of banking, market 
and insurance supervision within the G 7. Its purpose is to examine the factors 
contributing to vulnerability at the heart of modern economies and to prevent them 
from spreading. 



The question of insuring deposits has been discussed in this forum, thus 
continuing, at G 7 level, the debate that accompanied the adoption of the 1994 
European Directive on the subject. 



It was felt that in a modern non-managed economy the winding-up of loss-
making financial institutions was a normal occurrence and that the existence of 
clear, effective and speedy mechanisms for depositor compensation helped to 
preserve financial stability. A deposit guarantee scheme is thus an essential part of 
the “safety net” thrown around financial institutions, which also includes the 
authorisation arrangements needed to ensure that an institution meets all the 
conditions it is required to fulfil before starting business; the supervisory 
regulations designed to ensure that it observes the rules of sound management; and 
the insurance and liquidation arrangements which ensure that depositors do not 
suffer excessive loss if an institution has to close. 



Deposit guarantee schemes play an important role in preserving the 
stability of the financial system as a whole: if depositors have an accurate and clear 
understanding of the protection offered, then panic behaviour can be avoided. 



However, for this approach – which originated relatively recently – to be 
effective, two conditions must be met: 



– the authorities and the financial sector generally must accept that the possibility 
of a credit institution failing is normal; 



– the public must be aware of the existence of a deposit guarantee scheme and 
must have confidence in its ability to provide adequate and speedy 
compensation. 



International deliberations on 
financial stability… 



…have taken account of 
discussions on deposit 
protection schemes. 





finnur_landslog.is
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The latter point underlines the importance of keeping the public informed. 



In this paper, after discussing the general issues relating to deposit 
guarantee schemes (Section 1), we shall describe the basic principles underlying 
the French system, which was introduced under the Act of 
25 June 1999 (Section 2) and its particular characteristics (Section 3). 



1. THE GENERAL PRINCIPLES OF DEPOSIT 
GUARANTEE  



Economic theory, especially in the English-speaking world, has dealt in 
depth with the concept of deposit insurance and its relationship with prudential 
standards. Although the literature tends to conclude that their respective roles 
overlap, the experience of the last few years, especially in the United States, has 
highlighted the importance of deposit guarantee schemes in preventing bank runs 
and hence their contribution to financial stability. However, if they are to be 
effective in providing protection, security and stability, there are certain pitfalls 
that must be avoided. In order to be accepted, they also need to suit the local 
economic, legal, accounting and prudential environment. This is why there is such 
a variety of schemes in existence around the world today. 



As economies and financial markets open up, it is time to consider this 
issue in the international context. 



1.1. The aims of a deposit guarantee scheme 
The primary object of any deposit guarantee scheme is, of course, to 



provide protection and thus allow depositors to be quickly repaid should a financial 
institution default. But the macroeconomic implications and possible side-effects of 
such schemes are considerable. 



Indeed, one of the avowed goals of deposit guarantee is the promotion of 
financial stability. The first schemes were introduced in the 1930s to alleviate the 
situation created by the financial crises that arose during that period, when banks 
were faced with massive demand for deposit withdrawals (so-called “bank runs”) 
which they were unable to meet. A scheme which maintains the (at least partial) 
availability of deposits is an important factor in financial stability. 



Although in theory there is no need to have both an optimal capital 
cushioning system and a deposit guarantee scheme, the errors in measurement 
caused by informational asymmetry show that a dual system is more effective than 
exclusive reliance on a single mechanism. After all, a bank that is subject to capital 
ratios can still default and the reserves held by a deposit guarantee fund can prove 
to be insufficient, especially if the risks have been underestimated. 



It is therefore now accepted that these two types of arrangement are 
complementary and that deposit insurance schemes, in particular, play a 
fundamental role in the prevention of bank runs. The economic argument to the 
effect that the very existence of a deposit guarantee scheme results in depositors 
being less vigilant vis-à-vis financial institutions does not seem valid, especially in 
the G 7 countries, where the extensive fragmentation of deposits tends to mean that 
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deposit-holders play the role of free rider. This is due to the fact that individual 
deposits are relatively small and depositors do not therefore have effective control 
over lending institutions.  



Such schemes, however, can only perform their "macro-financial 
stabilising" role if they are effective and credible. In this respect, economic theory 
refers to the adverse-selection risk that putatively arises from inadequate or 
ineffective charging for risk. This could mean either that only high-risk institutions 
join such schemes or that institutions are tempted to incur more risks if, for 
example, the contribution to the deposit guarantee fund does not differentiate 
between institutions' risks.  



Therefore, the appropriate response to the problems identified by economic 
theory would seem to be to introduce a system of compulsory insurance (to avoid 
adverse selection), which is capped (to encourage depositors to continue to exercise 
a degree of watchfulness over the credit institutions). This insurance system would 
be set up prior to the emergence of any crisis (ex ante fund) and would have 
sufficient resources (to strengthen public confidence), raised by applying 
differentiated premiums (to avoid distortion of competition or moral hazard). 



However, the effectiveness of a deposit insurance scheme depends equally 
(or more so) on how far it suits the local economic, legal, legislative, financial, 
accounting and prudential environment. 



For this reason it would appear that a scheme ought to be specific to its own 
country and designed to meet clearly identified public objectives that are geared to 
local conditions. There are, though, a number of conditions which may be 
necessary if a scheme is to be effective and credible. For example, the legal system 
must be of proven excellence, the macroeconomic context must be stable (it is, for 
example, extremely difficult to run a deposit guarantee scheme in an environment 
prone to bank failure), the accounting rules must be clearly defined and regularly 
reviewed, effective risk controls must be in place and so on. 



The fact that there are so many different kinds of deposit insurance scheme 
in existence today is accounted for by the differences in local conditions. 



1.2. The main types of deposit insurance scheme 
The various deposit guarantee schemes in operation today differ chiefly in 



the extent of their powers. These range from simple reimbursement ("pay-box 
systems") to risk reduction ("risk-minimisers") and can even include effective 
powers of banking supervision vested in the deposit guarantee fund. Beyond this 
essential difference, there are other defining characteristics, such as the fund's 
status (public or private sector), method of funding (ex post or ex ante), 
contributions (uniform or graded according to risk), types of cover etc. 



Nonetheless, there is a fair degree of convergence on a number of minimum 
requirements to ensure that the system is effective. Its existence must be made 
public and be generally known. Membership must be compulsory for institutions. 
The extent of its powers and the rules governing cooperation with the other bodies 
forming part of the "safety net", in particular banking supervisors, must be clearly 
defined; and it must have access to adequate sources of finance. It is accepted that 
deposit guarantee schemes are neither meant nor able to deal with systemic 
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banking crises, which fall within the remit of other parts of the "safety net", 
e.g. supervisors, central bank, government. 



While the current schemes share the above features, they differ in other 
respects. In particular, the degree of cover varies. In Europe the 1994 Directive 
stipulates minimum cover of EUR 20,000, but the different countries of the zone 
have mostly opted to continue with the protection offered under their former 
scheme (when there was one). In some extreme cases a scheme may temporarily, 
e.g. in the event of a systemic crisis as in Mexico in 1994, offer total cover in order 
to restore public confidence. 



The method of funding may likewise differ: resources may be raised before 
(ex ante) or after (ex post) a crisis develops. With an ex post scheme, a call on 
funds is made to cover the cost of an identified loss, whereas an ex-ante system 
relies more on an "insurance"-type technique. Both systems have their advantages 
and drawbacks. 



An ex-ante scheme usually allows depositors to be repaid sooner, since the 
fund already has the resources at its disposal. It is therefore more likely to win the 
confidence of the public. It does, however, siphon off liquidity from the banking 
system at the time such a scheme is set up, and this raises the question of the fund's 
investment policy, especially in high-inflation countries. There also need for 
governing the size of the fund. Nevertheless, it appears that in the G 7 countries the 
trend is towards ex ante funds, sometimes with a possibility of raising additional 
resources, if needed, via bond issues, guaranteed loans, etc. 



Choosing the type of contribution to be paid by credit institutions raises a 
particular issue: should the premiums be uniform or graded according to the risk 
exposure that each institution represents for the financial community? 



Although economic theory shows a clear preference for graded premiums, 
which it regards as fairer and more likely to reduce moral hazard, such a system is 
complicated to put into practice when it comes to choosing the indicators on which 
grading would be based (e.g. should the criteria be exclusively quantitative or 
quantitative and qualitative?). There are also other issues: access to the information 
needed to produce such indicators, whether such information is reliable, how 
acceptable such a system would be to the financial institutions and, above all, the 
potentially destabilising consequences of charging institutions which may already 
be in difficulties. 



Uniform premiums are simpler, but less "fair" from the economic point of 
view. Although in recent times the move has been towards graded premiums, there 
are as yet only a few examples of deposit guarantee schemes actually operating 
along these lines. 



However, the chief distinguishing feature remains the scope of the powers 
given to the fund. At either extreme, there is the type of scheme that simply repays 
deposits and the one which seeks to reduce the risks. An obvious example of the 
latter type is the Federal Deposit Insurance Corporation (FDIC) in the United 
States, which, in addition to repaying deposits, clearly exercises a banking 
supervisory function. This includes checking up on access to the deposit guarantee 
scheme and an obligation to evaluate the risks incurred, possibly through on-site 
inspections. Such schemes may also provide cash support if a bank gets in 
difficulties which are felt to be temporary. 
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Nowadays, however, the powers vested in the various deposit guarantee 
schemes fall somewhere between these two extremes. 



1.3. International developments in the area of 
deposit insurance 
As a consequence of the increasing links between various financial systems 



and the globalisation of the main financial agents, the main issues relating to 
financial solvency have been discussed in international forums representing the 
main parties involved. Thus, February 1999 saw the setting-up of the Financial 
Stability Forum, one of whose working groups has been given the task of studying 
deposit insurance methods. Work on this subject had already been carried out 
under the auspices of the World Bank. 



The purpose of the Forum's ad hoc working group is to identify examples 
of "good practice" in the area of deposit insurance. It is not expected to issue 
recommendations, since it has been acknowledged that the effectiveness of a 
deposit guarantee scheme depends first of all on its suitability to the local 
macroeconomic and political environment. 



In this context, discussions will focus on cross-border issues, which are 
arising with increasing frequency but are very difficult to deal with. 



2. THE BASIC PRINCIPLES UNDERLYING 
DEPOSIT PROTECTION IN FRANCE 



2.1. The legal principle of depositor protection 
The principle of depositor protection was laid down in the initial version of 



Act No 84-46 of 24 January 1984 (Banking Act), which now forms part of the 
Financial and Monetary Code. The issue of depositor protection is dealt with in 
Title IV of that Act. In practice, protection was provided under the prudential 
provisions that are binding on credit institutions (Article 51, which has now 
become Article L 511-41 of the Financial and Monetary Code) and via the “crisis” 
mechanisms provided for under Article 52, now Article L 5211-42 of the Financial 
and Monetary Code. These mechanisms were embodied in the call on credit 
institutions' shareholders and the concept of “solidarité de la Place”, or the shared 
responsibility of the financial centre. There was no explicit system of depositor 
protection enshrined in the Act. 



Such a function was, however, provided by two mechanisms, one statutory 
and the other contractual. The former still works and is derived from enforcement 
of Article 21 of the Banking Act (now Article L. 511-31 of the Financial and 
Monetary Code), which concerns the liability shared by the members of networks 
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headed by a central organisation and which requires the latter to make 
arrangements for providing liquidity and solvency support to members in difficulty 
via a call for funds on the other members. 



By contrast, the other mechanism, introduced in 1975, was contractual in 
nature and exclusive to banks belonging to the French Bankers Association 
(Association Française des Banques – AFB). In the event of default by a member 
institution, it provided for the French franc deposits of private individuals and 
corporate bodies to be repaid up to an amount of FRF 400,000 per depositor. 
However, the AFB reserved to right not to activate this mechanism, which was 
exclusive to its own members, since judicial decisions had established that 
depositors could not take advantage of it. The amount of available assistance was 
also limited to FRF 200 million a year, which was insufficient to deal with sizeable 
losses. Nonetheless, the system was in operation from 1976 to 1995 and was used 
in around fifteen different incidents to compensate depositors, involving a total 
pay-out of over FRF 600 million. 



In the late 1980s, however, when increasing deregulation and competition 
led to an unprecedented accumulation of new risks, it was felt necessary to 
undertake a study of the arrangements for safeguarding banking stability, not only 
in France but also at the European level. Work began on issues such as the 
winding-up of credit institutions and, above all, the harmonisation of deposit 
guarantee schemes. 



2.2. The European Union offers a harmonised legal 
framework for deposit guarantee schemes 
As early as the mid-1980s the authorities stated that it was their objective to 



harmonise deposit guarantee systems. With the approach of the single market 
(actually introduced in 1993), the sharp differences that existed between different 
countries' schemes were bound to create obstacles in setting up and providing 
cross-border services and lead to competitive distortion within Europe. 



However, the first draft Directive was not submitted until 1992. Problems 
immediately arose on account of the significant differences that existed between 
Member States, especially regarding the amounts guaranteed. These differences 
were finally overcome in the last (1993) draft, which was explicitly based on 
common minimum standards and was adopted as Directive 94/19/ EC of 30 May 
1994 on deposit guarantee schemes. 



2.2.1. All bank deposits in Member States must be covered 



With this fundamental aim in view, the Directive was applied to all deposit-
taking credit institutions in the European Union, which were accordingly required 
to be a member of a deposit guarantee scheme. Some exceptions are allowed, 
however. 
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The first and most important exception relates to institutions linked by 
“solidarity”, i.e. mutual or cooperative organisations or savings banks, which are 
particularly common in Germany and France. The Directive recognised that these 
systems provided effective protection, which could therefore be treated as 
equivalent to that provided by an explicit deposit guarantee scheme. 



The other major exception relates to branches of third-country institutions 
located in the European Union which, on the responsibility of the Member States 
and subject to their supervision, may be exempted from joining the local scheme, 
provided that they offer equivalent protection to that available to institutions in the 
European Union. 



2.2.2. Cover is provided by the home country 



This is an extension of the general principle of home country regulation, 
which underlies the single market and features in all EU banking directives. 



Thus, deposits received by a credit institution throughout the European 
Union must be covered by the scheme operating in the home country, irrespective 
of how the deposits are collected, i.e. by a branch or through the provision of 
services. 



However, the Directive only offers a minimum common framework, which 
does not remove the differences between countries and can lead to competitive 
distortions. Foreign branches established in a host country where the guaranteed 
amount is very high would have been penalised vis-à-vis their depositors. It is for 
this reason that the Directive allows a branch to join the host country's scheme in a 
top-up capacity. 



But a competitive distortion could also have arisen where the scheme in the 
home country offered a higher level of cover than the host country's scheme. 
Initially it was decided to prohibit the "export of more generous schemes" in order 
to prevent the potentially destabilising effects that might ensue if institutions tried 
to outbid each other in terms of the cover they offered. A branch was then not 
allowed to offer in the host country a higher level of cover than that offered by that 
country's own scheme. This restriction was lifted on 31 December 1999, since the 
different schemes were seen to be functioning effectively within the zone. 



2.2.3. The Directive only lays down minimum features 



In view of the differences between existing systems, the Directive relies on 
the principle of subsidiarity, leaving it to Member States to decide the actual terms 
and conditions under which their own scheme will operate. It simply stipulates a 
minimum standard of depositor protection, leaving scope for a given country to 
offer a higher level of protection. 



The minimum amount guaranteed was set at EUR 20,000 per depositor for 
all his accounts combined. This is not an average figure, but was arrived at after an 
examination of the existing national schemes, some of which provide much higher 
levels of cover, especially those in Germany, Italy and France. The Directive 
allows the possibility of “coinsurance”, whereby the scheme does not compensate 
depositors in full, but makes them bear part of the loss in the form of a 
“deductible”, as an incentive to exercise some care in the choice of depository 
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institution. The Directive does lay down, however, that deposit guarantee schemes 
must pay at least 90% of the amount of the deposits in question.  



Guaranteed deposits consist of all credit balances on account and all claims 
represented by a debt instrument issued by the credit institution. However, certain 
items must be excluded, namely deposits of other credit institutions, any sums 
forming a credit institution's capital and funds resulting from money laundering. 
Other types of deposit may also be excluded, such as those held by other financial 
institutions, persons with links with the depository institution and negotiable debt 
securities or deposits denominated in non-Member State currencies. 



The guarantee is activated if the deposits become unavailable, with a 
maximum period laid down for payment of the compensation. 



An unavailable deposit is defined in the Directive as one which is “due and 
payable but has not been paid by a credit institution under the legal and contractual 
conditions applicable thereto”. Responsibility for determining whether a deposit 
has become unavailable is left to the supervisory authorities, which will decide that 
this is the case as soon as they judge on the basis on their information that "in their 
view the credit institution concerned appears to be unable for the time being, for 
reasons which are directly related to its financial circumstances, to repay the 
deposit and to have no current prospect of being able to do so". The Directive does 
not cover instances of temporary liquidity difficulties, if the institution is likely to 
be able to pay its depositors within a short period of time. If a court orders a 
suspension of payments in the context of legal proceedings, the deposits are 
regarded as unavailable. 



The Directive lays down strict deadlines for the payment of compensation 
to depositors. These are essential if the scheme is to be effective and thus maintain 
confidence in the banking system. Deposit guarantee schemes must be able to pay 
depositors' claims within three months of the deposits having been declared 
unavailable. Exceptionally, the competent authorities may extend this period by a 
further three months. 



In the event of winding-up proceedings, deposit guarantee schemes 
naturally enjoy a right of subrogation with respect to the rights of the depositors for 
an amount equal to their payment. 



Finally, the Directive underlines the need to provide depositors with 
information so that they properly understand the risks involved in holding deposits, 
their rights and the compensation procedures. Credit institutions are therefore 
required to inform their clients about depositor protection, but are not allowed to 
exploit this requirement for advertising purposes. 
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2.2.4. The principle of depositor protection has been extended 
to cover holders of securities 



The main provisions of the 1994 Directive were also included in 
Directive 97/9/EEC of 3 March 1997 on investor protection, which makes it a 
requirement within the European Union to belong to a compensation scheme for 
clients, in this case "investors", owning financial instruments held in the safe 
custody of authorised institutions. The minimum amount guaranteed is set at 
EUR 20,000 per investor. 



2.3. The Act of 25 June 1999 creates a unified and 
consistent deposit guarantee system 
Under an amendment to the 1994 Banking Act 1 and Regulation 95-01 of 



21 July 1995 of the Banking Regulations Committee (CRB), the 1994 Directive on 
deposit guarantee schemes was incorporated into French law. The law introduced a 
minimum guaranteed amount of ECU 20,000 (around FRF 140,000) and gave 
official recognition to several deposit guarantee schemes or schemes regarded as 
equivalent which were run by professional banking associations or networks with a 
central organisation. 



It soon became clear that the arrangements needed a thorough review in 
order to being them into line with the Directive and for the sake of greater 
simplicity and effectiveness. 



2.3.1. The Act of 25 June 1999 



The Act of 25 June 1999 (Savings and Financial Security) contained some 
provisions that were of importance to the operation of the French banking system. 



The purpose of this legislation was to create a universal protection fund 
with contributions paid in advance, which therefore had sufficient resources in the 
event of bank defaults and which operated transparently and efficiently. 



Although the goal of enhancing the stability of the banking system was 
clearly stated, the system introduced in France, as in most countries possessing 
formal deposit guarantee schemes, was not meant to deal with systemic crises, for 
which other measures are needed. 



Under the Act the Banking and Financial Regulations Committee (CRBF) 
is responsible for defining the scheme's operating rules. These are contained in 
CRBF Regulations 99-05, 99-06, 99-07, 99-08 of 9 July 1999 and 2000-07 of 
6 September 2000. The deposit guarantee fund's internal rules of procedure, which 
were approved by the CRBF, lay down how the fund will be internally managed. 



                                                 
1 Act 94-679 of 8 August 1994 (Omnibus Finance Act) amending Section 52 of the Banking Act. 
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2.3.2. Protection extended to securities (investor protection) and 
guarantees (guarantee protection) 



Apart from protection for client deposits, the Act also provides for two 
other compensation mechanisms, which are likewise administered by the deposit 
guarantee fund. 



The first results from the incorporation into French law of the 1997 
Directive on investor protection (see above) and aims to cover repayment of 
financial instruments held in safe custody on behalf of its clients by a provider of 
investment services, in the event the provider is unable to refund the securities in 
question. This scheme is designed for credit institutions providing investment 
services and companies authorised to perform this type of service. 



Unlike the rules for deposit guarantee, where the simple fact of being 
authorised as a credit institution implies membership of the fund, only financial 
agents authorised by the Financial Markets Council (Conseil des marchés 
financiers – CMF) to hold securities on behalf of third parties are required to 
belong to the securities guarantee scheme. Membership is thus a requirement for 
the following: 



– credit institutions approved in France which act as depositories of financial 
instruments entrusted to them by third parties (here, the securities guarantee 
arrangements may operate alongside the deposit guarantee scheme), 



– investment firms authorised in France, 



– intermediaries authorised by the CMF, 



– members of clearing houses. 



Since the 1996 Financial Activity Modernisation Act, amended in 1999, is 
not applicable in Monaco, securities held by credit institutions based in the 
Principality are not covered by the French securities guarantee arrangements. 



The second mechanism is specific to France. It covers credit institutions 
authorised in France to issue statutory or legal guarantees. The purpose is to 
compensate clients in the case of certain guarantees if the institution providing the 
guarantee fails. 



Branches of credit institutions whose registered office is located in a State 
that is not party to the Agreement on the European Economic Area belong to the 
scheme if they are authorised in France to issue guarantees. 



By contrast, branches of credit institutions whose registered office is 
located in a State other than France that is party to the Agreement on the European 
Economic Area and which are established in mainland France, Corsica or in the 
overseas territories do not in principle belong to the guarantee protection scheme. 
However, in implementation of Community law, especially the principle of non-
discrimination, it is envisaged that such branches may have the option of joining 
the scheme if they are authorised to issue guarantees. 
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3. THE FEATURES OF THE FRENCH DEPOSIT 
GUARANTEE SCHEME 



3.1. The scheme applies to all categories of 
institution 



3.1.1. Membership is compulsory for all credit institutions 



In the spirit in which the Banking Act was drafted, all types of credit 
institution in France (commercial banks, mutual or cooperative banks, municipal 
credit banks, financial companies and specialised financial institutions) must 
belong to the deposit guarantee scheme. This fact illustrates the priority given to 
maintaining the stability of the banking system as a whole, an objective which is to 
be realised by making credit institutions responsible and jointly liable for each 
other as a condition of their status as credit institutions. The automatic link between 
authorisation and membership of the scheme (which ceases if authorisation is 
withdrawn) makes it easier to administer the membership arrangements, which can 
be much more complex in some countries. Since membership is compulsory, all 
credit institutions are required to pay contributions to the deposit guarantee fund, 
but those which carry no deposits on their books pay a minimum flat-rate 
contribution. 



 
Application to foreign branches 



The French deposit guarantee scheme also covers French branches of 
foreign banks. A distinction needs to be made here between branches of institutions 
whose registered office is located in another State that is party to the Agreement on 
the European Economic Area and branches from other foreign countries, so-called 
third countries. For institutions based in the European Economic Area, membership 
of the deposit guarantee scheme is compulsory only in the case of branches set up 
outside mainland France, Corsica the overseas territories. In other cases it is 
optional and must take account of the protection provided by the home country. 
For institutions whose registered office is located in a third country, membership is 
still compulsory. 



There are specific rules for calculating members' fees. If it is agreed that the 
home country's schemes will compensate French clients on terms that are 
equivalent to those provided for under the French regulations, the institution may 
be exempted from payment of the fee. Moreover, where branches are exempt from 
compliance, on a territorial basis, with the French regulations because they are 
governed by regulations in their home country that are at least as strict, it is 
permissible, in accordance with the principle of recognition of home country 
supervision, to take account of the prudential situation of the institution as a whole. 
Similar rules apply all the more so to European institutions. 
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3.1.2. The scheme is run by the banks themselves 



The three statutory schemes (protecting bank deposits, financial 
instruments and related deposits and bank guarantees) are managed by a single 
organisation, the deposit guarantee fund (fonds de garantie des dépôts), whose 
purpose is to compensate clients of a member institution that has defaulted in the 
event that their deposits, other repayable funds or financial instruments become 
unavailable or the member institution is unable to honour the guarantees it has 
given. 



The Fund is a private-law corporation governed by special rules and vested 
with public-law powers. It is not a company or a not-for-profit association. Appeals 
against its decisions for involvement are heard by an administrative court, other 
appeals by other courts. It is required to send the Minister for the Economy, 
Finance and Industry a copy of the approved accounts for each financial year and it 
is subject to supervision by the General Finance Inspectorate (Inspection Générale 
des Finances). 



The deposit guarantee fund has a Supervisory Board which has on-going 
responsibility for monitoring the way the fund is managed and a Managing Board 
responsible for its day-to-day running. 



The Supervisory Board is made up of fourteen members, who all come 
from the banking industry: 



– four ex officio members representing the four main contributors, 



– two representatives of institutions with a central organisation, who are not 
ex officio members, 



– six members representing the other categories of credit institution, who are not 
ex officio members, complemented by two members representing investment 
firms. 



The members are private individuals who are managers within the meaning 
of the Banking Act (Article L. 511-13 of the Financial and Monetary Code) at one 
or more member institutions. They are appointed or elected for four years on the 
basis of the sum of the certificates of association held (see below) and fees paid in 
the year preceding the appointment. The ex officio members are appointed by the 
Commission Bancaire and the other members are elected under a system of voting 
based on contributions. 



The Supervisory Board carries out the duties defined in Section 128 of the 
Act of 24 July 1966 on commercial companies (Article L. 225-68 of the new 
Commercial Code), but it also exercises the powers normally vested in the general 
meeting of shareholders at a joint-stock company. It therefore decides, on a 
proposal from the Managing Board, on all important issues relating to the tasks and 
operation of the fund, i.e. involvement, action for damages, purchase and sale of 
assets in the event of involvement, byelaws, budget, supervision of the fund's 
management, appointment of auditors, approval of the accounts, appointment and 
dismissal of members of the Managing Board. The Minister of the Economy, 
Finance and Industry, the Governor of the Banque de France, the Chairman of the 
Commission Bancaire and the Chairman of the CMF can consult with the 
Supervisory Board (and the Management board). Decisions are taken by a simple 
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majority of the votes expressed on the basis of the total financial contribution of 
each member and the total contribution of those institutions that have appointed the 
member as their representative. In the event of a tie, the Chairman has the casting 
vote. 



The Managing Board is made up of three members appointed by the 
Supervisory Board. Unlike the members of the latter body, the members of the 
Managing Board may not at the same time hold positions at member institutions. 
The Managing Board, which is responsible for the fund's day-to-day running, 
decides the interest rate payable on the certificates of association and collateral 
deposits, draws up the annual accounts, defines the conditions applying to any 
preventive action to be taken by the fund. The Managing Board may also take 
action for damages against the managers of institutions that are the subject of fund 
involvement. The Chairman of the Managing Board, who must be approved by the 
finance minister, has certain rights: he is a member of the Credit Institutions and 
Investment Firms Committee (CECEI). He may be consulted by the Commission 
Bancaire at his own or the latter's request on any matter concerning an institution 
that might require fund involvement. His opinion is also sought in the event of any 
amendment to CRBF regulations relating to the fund, and he represents the fund 
with respect to third parties and in any legal proceedings. 



3.2. The scheme takes account of risks in various 
ways 



3.2.1. An ex ante fund provides a greater degree of security in 
the way intervention is handled 



Unlike under the earlier AFB scheme, where a call for contributions was 
made after a problem had been identified (ex post), the fund is provided with 
resources progressively on an ex ante basis. This is a particular feature of the 
schemes operating in the United States and Canada. 



The advantage of this arrangement is that it meets the practical need for a 
scheme that compensates depositors as quickly as possible. In this respect a stock 
of funds raised in advance probably increases confidence in the scheme's 
effectiveness, and the progressive build-up of funds allows contribution payments 
to be spread over a period of time and factored in when institutions draw up their 
management plans. By contrast, in the case of ex post contributions most of the 
burden usually falls at a time when the sector is experiencing difficulties which 
may be the source of the default(s) and, in any case, the deposit insurer may be in a 
relatively weak position to ask for contributions from its members. Another 
advantage of the ex ante arrangement is that all members pay up, including any 
future defaulting institution, which will have previously contributed its share. In an 
ex post system the defaulting institution is the only one not to contribute. 



In the French deposit guarantee fund there are two sorts of contribution, 
namely certificates of association and annual fees. 



The Managing Board is 
responsible for the fund’s day-
to-day running. 



The fund is based on an ex ante 
system, meaning that depositors 
are compensated quickly and 
the burden of contributions can 
be spread over time. 
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Each institution, when it joins the fund, subscribes to a certificate of 
association, which constitutes the material evidence of fund membership in the 
form of non-negotiable registered securities. The certificates of association are the 
last resource to which losses can be charged after the other resources have been 
absorbed. They are repaid to their subscribers in the event of a withdrawal of 
authorisation, except in the event of a merger, where they are added to the 
certificate of the acquiring entity (see point 3.3 of Annexe 2). Certificates of 
association bear interest at a rate that may not exceed the average yield on ten-year 
government bonds issued in the calendar year of their subscription. 



Half of the total amount of these certificates, set at EUR 500 million, was 
paid up in 1999 and 2000. 



The annual contributions represent the funds "ordinary" resources. Each 
member must pay its contributions in two half-yearly instalments, in principle for 
the same amount. Half of these amounts are irrevocably made over to the fund, 
while the member may opt to replace the other half by a guarantee commitment. 
This is valid for five years and takes the form of an undertaking to pay during the 
following five years the unpaid portion of the contributions, immediately upon 
request by the fund. It also requires the member to create at the fund a surety 
deposit for an amount equal to the portion of the unpaid contribution. These 
deposits are frozen for five years and bear interest on the same terms as those 
applying to certificates of association. At the end of five years institutions once 
again have free access to the funds, less any losses charged thereto. 



The total amount of contributions is set at EUR 950 million, paid at a 
decreasing rate between 1999 (EUR 400 million) and 2002 (EUR 100 million). 



New members are required to pay a supplementary contribution in order to 
reflect the fact that they are benefiting from a fund already in existence. The idea is 
that they should have caught up with their payments after five years, by means of a 
10% premium on the ten half-yearly payments, with respect to total contributions 
already paid. 



The amount of the contributions dedicated to investor protection has been 
set at EUR 70 million, to which are added EUR 10 million in respect of certificates 
of association. The scheme covering guarantees has funds of EUR 27 million in the 
form of annual contributions. 



Members' funds are mainly invested in debt instruments or shares in 
UCITS, whose assets chiefly comprise debt instruments of top-rated issuers 
selected from among the most active issuers on the Paris market. 



3.2.2. Contributions to the fund are adjusted in the light of  
members' risk exposure 



The calculation base for contributions is the same for the certificate of 
association and the annual contribution. It is made up of the amount of deposits and 
other repayable funds and takes account of the institutions' financial situation in 
two ways, i.e. via a gross indicator and a synthetic risk indicator. Each member's 
gross indicator incorporates, in addition to the amount of the deposits, one-third of 
the amount of lending up to the figure for total deposits. Lending is included in the 
calculation base on the grounds that it is the main source of banking risks. 



Payments to the fund are 
evidenced both by certificates 



of association, which represent 
membership… 



…and by annual premiums. 
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However, what would otherwise be a rather crude approach is modified by the 
application of four risk indicators which modify the aforementioned base by plus 
or minus 25%. 



The four risk indicators relate to solvency (or capital adequacy), risk 
diversification, operating profitability and maturity mismatching activity. These 
four criteria are calculated on the basis of the accounting and prudential data which 
credit institutions submit to the General Secretariat of the Commission Bancaire, 
which is responsible for calculating individual contributions (see Annexe 2). 



In the case of investor protection, the calculation base for contributions 
consists of the financial instruments held by clients (excluding OTC derivatives) 
and related deposits. It is weighted to take account of the level of capital 
cushioning and the profitability of the member's business. The calculation base in 
the case of the protection provided for guarantees is derived from material off-
balance-sheet data for the member, weighted by a factor reflecting the institution's 
solvency. 



This approach is the same as that adopted by the most sophisticated deposit 
guarantee systems, which operate according to the principle applied in insurance, 
whereby the amount of the premium is proportional to the risk that the member 
represents. In concrete terms this risk is embodied, firstly, in the total amount of 
deposits to be repaid in the event of a default and, secondly, in the risk of an actual 
default, which is assessed on the basis of information of a prudential nature. 



This arrangement helps to reduce the moral hazard by making those 
institutions carrying the highest risk pay more and by lightening the burden on the 
lower-risk institutions. For this reason it can be an additional factor in disciplining 
members and preventing crises. The main difficulty in this approach arises when 
putting it into practice: it requires a rigorous accounting and prudential framework, 
where compliance is underpinned by internal auditing rules, external auditors and 
the supervisory authorities. It also requires a highly developed system of 
information and calculation able to reflect changes in the risk profile of each of its 
members. This is the reason why such a system has so far only been introduced in a 
few countries — usually among the most developed — while other countries have 
opted for a flat-rate approach based exclusively on the amount of deposits. 



The fact that the deposit guarantee scheme is geared towards preventing 
risks does much to explain the important role which the Commission Bancaire 
plays in it. The Commission is involved whenever a bank defaults and so has 
unrivalled experience in this area. In particular, it assesses the probability of a 
credit institution defaulting, which must be done before the matter is referred to the 
deposit guarantee fund, and evaluates the implications. The fact that membership of 
the deposit guarantee scheme is a condition of a bank's authorisation also requires 
the Commission's involvement in monitoring compliance with the conditions of 
such authorisation. Finally, at the practical level, the accounting and prudential 
information needed to compute risk-based premiums is sent to the Commission 
Bancaire, and it is the Commission that has the legal authority and technical 
expertise to check its accuracy. In this capacity it is empowered to impose penalties 
if the information required for calculating the contributions arrives late or is 
inaccurate. 



The synthetic risk indicator 
comprises four criteria. 



Contributions for the investor-
protection and bank-guarantee 
protection mechanisms also 
include risk indicators. 



  



It reduces moral hazard and 
contributes to crisis prevention, 
even though it is complex to 
implement. 



The Commission Bancaire 
plays a key role in the French 
deposit guarantee system. 
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3.3. Original approach adopted in the French  
deposit guarantee scheme 
In addition to dealing with a problem in the banking sector in the traditional 



manner expected of a deposit guarantee fund, one of the novel features of the 
French scheme is its statutory responsibility of crisis prevention. 



3.3.1. Preventive action 



The Commission Bancaire is authorised to ask the deposit guarantee fund 
to intervene in a preventive capacity if the situation at a credit institution raises 
fears that its deposits may eventually become unavailable for repayment. However, 
it is the fund's Supervisory Board that decides, in the light of a report from the 
Managing Board, whether to intervene. If it so decides, it defines the terms and 
conditions of its involvement following consultation with the Commission 
Bancaire. 



The fund may support efforts made by shareholders to prop up the credit 
institution or any action taken by a central organisation that seeks to guarantee the 
solvency of a member institution. However, in that event the fund is entitled to 
make its support conditional upon the sale of all or part of the institution or the 
termination of its activity, especially through the sale of its business assets. The 
fund itself may also buy the shares of the institution concerned. Besides, it may 
take all actions against the de jure or de facto managers in order to obtain 
reimbursement of all or part of the sums it has paid. 



The preventive arrangements, which are not explicitly provided for in the 
European Directive, are similar to practices characteristic of deposit guarantee 
schemes that enjoy wide powers, such as those in the United States or Canada. The 
objective here is to deal with the problems at least cost by allowing action to be 
taken at the earliest opportunity — subject to joint agreement between the 
authorities and fund — in order to prevent a failure and bring about an orderly 
termination of business in a manner that is cheaper and faster that the procedure for 
compensating clients after a loss. 



3.3.2. Remedial action  



More in line with its traditional function, if the Commission Bancaire finds 
that a credit institution is no longer able to repay the funds it has received from the 
public immediately or at an early date, it will ask the fund to take remedial action. 
This will also happen if financial instruments held on behalf of clients become 
unavailable or an institution is unable to meet its guarantee commitments. Such 
action will be announced by a press notice published by the Managing Board. 



When the fund intervenes in this way, the institution in question is removed 
from the list of authorised institutions and its corporate personality is dissolved. 



The deposit guarantee fund 
can intervene in a preventive 
capacity at the request of the 



Commission Bancaire... 



…to minimise the cost of 
dealing with banking 



problems. 



The fund usually steps in when 
a failure is manifest. 
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3.4. The scope of cover and the rules on 
repayment ensure that depositors receive the 
appropriate degree of protection 



3.4.1. Broad definition of deposits 



Deposits and other repayable funds are defined as any credit balance 
deriving from funds left on an account or from temporary situations arising from 
normal banking transactions which the credit institution is required to repay under 
legal and contractual terms and conditions that are applicable, particularly with 
regard to compensation. 



However, some exceptions apply. Firstly, those depositors with access to 
information that is unavailable or not readily available to "small depositors" are not 
entitled to compensation. This applies for example to companies operating in the 
financial sector, such as credit institutions, investment firms, insurance companies, 
UCITS, retirement and pension funds and any organisation offering financial 
services. 



Private individuals or corporate bodies with a special relationship with the 
bank in question, and therefore with access to particular information about it, are 
also excluded from compensation. This applies to the institution's managers, 
directors, external auditors or any depositor with a similar status at other 
companies in the same group, which are likewise excluded. 



Secondly, certain deposits can be excluded because of the nature of the 
transactions involved, such as money laundering or transactions likely to impair the 
institution's financial situation, e.g. because of excessive rates of interest paid on 
the deposits in question. 



Finally, certain deposits are by their very nature excluded, namely deposits 
in the name of States or central governments or those eligible as the institution's 
own funds within the meaning of Regulation 90-02 of the CRB, negotiable debt 
securities and deposits in foreign currencies other than those of States that are party 
to the Agreement on the European Economic Area. 



The ceiling on compensation is set at EUR 70,000 (or FRF 460,000) per 
depositor, which is higher than under the previous system, when it was 
FRF 400,000, and well above the European minimum of EUR 20,000. This ceiling 
applies to the total amount of deposits at a single credit institution, irrespective of 
how many deposits there are and where they are held within the European 
Economic Area. In this respect, therefore, France offers some of the strongest 
guarantees in Europe. 



The compensation ceiling in respect of investor protection has also been set 
at EUR 70,000 and applies to financial instruments and to deposits, e.g. those 
resulting from a recent sale of securities. 



Compensation is not payable in 
respect of well-informed 
depositors… 



…or depositors having a 
special relationship with the 
banks… 



…or deposits resulting from 
questionable transactions… 



…or on specific categories of 
deposit. 



The ceiling is set at 
EUR 70,000 per depositor. 
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The compensation or renewal of a commitment in respect of bank 
guarantees is capped at 90% of the cost that the defaulting institution would have 
had to bear. The fraction on which no compensation is due cannot be less than 
EUR 3,000. 



3.4.2. The compensation arrangements aim to ensure the 
speedy repayment of deposits 



If the deposit guarantee fund is required to intervene, it sends a registered 
letter to all depositors identified as being eligible for compensation, informing 
them that their funds have become unavailable and stating the amount of their 
deposits for which the fund is assuming liability. 



The client has fifteen days after receipt in which to make comments or raise 
objections. Otherwise the client is required to return the schedule approved, stating 
the number of the account to be credited with the compensation payment. The letter 
will also give details of the procedure to be followed in the event that joint legal 
action is taken against the defaulting credit institution, in order to inform the 
creditors' representative or the liquidator of any claims that may have been 
excluded from compensation by the deposit guarantee fund. 



Payment times are very short: the fund having only two months from the 
date on which the Commission Bancaire requests it to act in which to complete the 
operation. Nonetheless, if circumstances require, this period may be extended by 
two months and then, if necessary, by two further periods of two months each. 
However, depositors may continue to enjoy the protection provided if they can 
show that they were unable to submit their claim within the allotted timeframe. 



As a natural consequence of the role which the deposit guarantee fund 
plays vis-à-vis depositors, and in accordance with the provisions of the 1994 
Directive, the fund can step into the shoes of its beneficiaries and sue for an 
amount equivalent to the sums it has paid. Therefore, as one of the main creditors, 
it may take an active part in any joint legal proceedings, by having itself appointed 
auditor and by also representing the banks in the courts. 



CONCLUSION 



The current deposit guarantee scheme, which was introduced in 1999, has 
not been called upon to any significant degree since there have been few bank 
failures in recent years. The fund has intervened only once to protect deposits, thus 
providing a practical opportunity to test the validity of the choices adopted. The 
failure of an institution that extended individual housing related guarantees largely 
determined the nature of the specifically French guarantee protection arrangements 
as enshrined in the law. Up to now the fund has not had to intervene in respect of 
investor protection. 



While the French system follows the requirements of the European 
directive, it does have specific features aimed at offering maximum banking 
security and the greatest possible protection of depositors' interests. The legal 
structure in place appears to be comprehensive and solid. 



Depositors eligible for 
compensation are informed 
individually by the deposit 



guarantee fund. 



Payment times are very short. 



The fund steps into the shoes of 
its beneficiaries in the event of 



collective procedures. 
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At a more informal but nonetheless palpable level, it also relies on the close 
collaboration that exists between the authorities and the banking community and of 
which the fund itself is an outward manifestation. This adds the elements of 
flexibility and pragmatism that are needed in the successful handling of defaults. 



Any economic and legal developments that might have implications for 
depositor protection can easily be taken into account by making adjustments to the 
CRBF regulations or to the deposit guarantee fund's rules of internal procedure. 
Such developments, which include the growth in business conducted under the 
freedom to provide services and in Internet banking, as well as the progress made 
in European harmonisation in the areas of banking and finance, will need to be 
accommodated by the deposit guarantee arrangements. 
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Annexe 1 



LEGAL AND REGULATORY TEXTS  
AND INSTRUCTIONS OF THE COMMISSION BANCAIRE 



Creation of mechanisms and determination of members 



− Deposit guarantee funds: Article L312-4 of the Financial and Monetary 
Code (Comofi) 



− Securities guarantee mechanism: Comofi Article L322-1 



− Guarantee protection mechanism: Comofi Article L313-50 



Internal functioning 



− Legal nature and management of deposit guarantee funds: Comofi 
Articles L312-9 to 15 



− Nomination of Supervisory Board members: CRBF Regulation 99-06 of 
9 July 1999, Articles 10 to 14, as amended by CRBF Regulation 2000-07 
of 6 September 2000 



− Representation of the securities guarantee mechanism to the fund 
Supervisory Board: CRBF Regulation 99-15 of 23 September 1999, 
Articles 11 to 14, as amended by CRBF Regulation 2000-08 of 
6 September 2000 



− Amounts allocated to funds 
• Deposit guarantee: CRBF Regulation 99-08 of 9 July 1999, as amended 



by CRBF Regulation 99-18 of 23 November 1999 
• Securities guarantee: CRBF Regulation 99-17 of 23 September 1999 
• Protection of guarantees: CRBF Regulation 2000-06 of 



6 September 2000, Article 10 



− Funds financial resources 
• Deposit guarantee: Regulation 99-06, Articles 1 to 9 
• Securities guarantee: Regulation 99-15, Articles 1 to 10 
• Protection of guarantees: Regulation 2000-06, Articles 4 to 9 



Implementation of guarantee mechanisms 



− Fund triggering mechanisms: Article L312-5 



− Indemnity procedures and timeframes 
• Deposit guarantee: CRBF Regulation 99-05, Articles 7 to 10 
• Securities guarantee: CRBF Regulation 99-14, Articles 7 to 10 
• Protection of guarantees: CRBF Regulation 99-12, Articles 1 and 2 



− Guarantee base 
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• Deposit guarantee: CRBF Regulation 99-05 of 9 July 1999, Articles 2 
to 4 



• Securities guarantee: CRBF Regulation 99-14 of 23 September 1999, 
Articles 2 to 4 



• Protection of guarantees: Decree 99-776 of 8 September 1999, in 
application of Comofi Article L313-50, amended by Decree 2000-699 
of 19 July 2000 



− Indemnity ceiling 
• Deposit guarantee: CRBF Regulation 99-05, Article 5 
• Securities guarantee: CRBF Regulation 99-14; Articles 5 and 6 
• Protection of guarantees: CRBF Regulation 99-12, Articles 3 and 4 



Contributions of members 



− Calculation of contributions 
• Deposit guarantee: CRBF Regulation 99-06 
• Securities guarantee: CRBF Regulation 99-15, Annex 
• Protection of guarantees: CRBF Regulation 2000-06, Annex 



− Special regime for networks 
• Deposit guarantee: CRBF Regulation  99-06, Annex, point 3 
• Securities guarantee: CRBF Regulation 99-15, Annex, point 3 
• Protection of guarantees: CRBF Regulation 2000-06, Annex, point 3 



− Special regime for branches of institutions of the European Union 
(supplementary membership for deposits and securities guarantees or 
optional for surety guarantees) 
• Deposit guarantee: CRBF Regulation 99-07 of 9 July 1999, Articles 6 



to 10  
• Securities guarantee: CRBF Regulation 99-16, Articles 6 to 10 
• Protection of guarantees: CRBF Regulation 2000-06, Articles 2 and 3 



− Regime for branches of institutions outside the European Union 
• Deposit guarantee: CRBF Regulation 99-07, Articles 2 to 5 
• Securities guarantee: CRBF Regulation 99-16, Articles 2 to 5 
• Protection of guarantees: CRBF Regulation  2000-06, Article 1, 



paragraphs 2 and 3 
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Annexe 2 



CALCULATION OF CONTRIBUTIONS  
TO THE DEPOSIT GUARANTEE FUND 



1. CALCULATION OF CONTRIBUTIONS 



1.1. The net base 



Net base = total deposits + gross risk indicator 



in which: 



− deposits = deposits and other repayable funds in euros payable in France (and 
overseas departments) 



− gross risk indicator = 1/3 of the loan portfolio but not exceeding total deposits 



1.2. The synthetic risk indicator 
The synthetic risk indicator is the arithmetic mean of the following four 



criteria: 



− solvency, 



− operating profitability, 



− risk diversification, 



− maturity mismatching. 



All these criteria are assessed according to a rating of 1 to 3 (a higher rating 
denotes a higher risk). 



1.3. The risk ratio 
The risk ratio is obtained by converting the synthetic risk indicator into a 



variation coefficient by resolution of the following linear system: 



− 75%  synthetic risk indicator 1, 



− 100%  synthetic risk indicator 2, 



− 125%  synthetic risk indicator 3. 



That is, the risk ratio equation = 0.25 x synthetic risk indicator + 0.5. 
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1.4. The net risk amount and the net share of risk 
The net risk amount is obtained by multiplying the net base by the risk 



ratio. 



A credit institution's net share of the risk is equal to its net risk amount in 
relation to the aggregate net risk amounts of all member credit institutions. 



1.5. Last stage 
The contribution is equal to the net share of the risk multiplied by the 



total amount to be shared. 



Some credit institutions (e.g. those only recently authorised) will not be 
able to provide the data needed for the calculation. These will pay the minimum 
contribution, which reduces the total amount to be shared among the other credit 
institutions. The minimum annual contribution is EUR 4,000. 



1.6. The special case of mutual institutions 
The networks of mutual or cooperative institutions enjoy special treatment 



when it comes to calculating the contributions, since they are assessed at two 
levels: 



− at the global network level, for the purposes of calculating the total 
contribution for the network, 



− at the individual level, for the purposes of sharing the network contribution 
among the various network members which also are individually members of 
the fund, on the basis of their respective risk exposure. 



The idea behind this special treatment is that these networks should be 
regarded not as a group of credit institutions, but as a single credit institution 
with several branches, as is the case, for example, with AFB banks having a 
network of establishments. 



The network is therefore assessed on aggregated figures for all the criteria 
included when calculating the contributions. 



The individual risk assessment serves as the key for determining the 
apportionment. 
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2. RISK ASSESSMENT CRITERIA 



2.1. The solvency criterion 
This is measured according to the level of the Tier 1 ratio: 



− numerator: core capital 1 (Line 121 of Return 4008 or 4009 C or NC), 



− denominator: weighted lending (Line 760 of Return 4008 C or NC) or capital 
requirements (Line 182 of Return 4009 C or NC). 



 



Level of Tier 1 ratio Level of solvency ratio 
≥ 9% (resp ≥ 112,5) 1 



≥ 6% (resp ≥ 75) and < 9% (resp < 112,5) 2 
< 6% (resp < 75) 3 



 



2.2. The criterion of operating profitability 
This is expressed by an operating ratio: 



− the numerator comprises general costs, appropriations to depreciation of 
tangible and intangible fixed assets, net appropriations to provisioning for 
tangible and intangible fixed assets, less cross-charged expenses; 



− the denominator comprises: 



+ the profit (loss) from banking operations 



+ net adjustments for over-provisioning on depreciation of securities held for 
sale 



- interest on doubtful debts 



+ other income 



+ cross-charged expenses, less those relating to numerator items 



- rebated income 



+ net share in non-banking transactions conducted jointly 



+ net share in registered office costs 



                                                 
1 less, for that portion which exceeds supplementary capital, equity investments and subordinated debt as defined 



in Article 6 of Regulation 90-02 (adding Lines 136 or 135 - 142 in Return 4008 or 4009 C or NC if this amount 
is less than 0). 
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Level of operating ratio Level of operating profitability criterion



< 65% 1 
≥ 65% et < 70% 1.5 
≥ 70% et < 75% 2 
≥ 75% et < 85% 2.5 



< 0 or ≥ 85% 3 
 



2.3. The risk diversification criterion 
This compares the total amount of the 10 largest exposures that are not 



eligible for refinance by the European System of Central Banks with core capital 
at the credit institution. 



This criterion was included for the first time in the calculation carried out 
as at 31 December 2000. 



 
Level of the 10 largest exposures Level of the risk diversification criterion 



< 30% Tier 1 1 
< 60% and ≥ 30% Tier 1 2 



≥ 60% Tier1 3 
 



2.4. The maturity mismatching criterion 
This is determined on the basis of the following maturity mismatching 



ratio: 



− numerator: difference between assets and liabilities at more than one year's 
notice, 



− denominator: capital. 



The ratio is calculated over three consecutive periods and an average is 
taken in order to arrive at the criterion. 



 
Level of the maturity mismatching ratio Level of the maturity mismatching 



criterion 
< 100% 1 



< 200% and ≥ 100% 2 
≥ 200% 3 



 



This criterion is only considered significant if assets and liabilities at more 
than one year's notice represent more than 20% of banking business. 
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3. PRACTICAL ARRANGEMENTS 



3.1. Dates and penalties 



− The Commission Bancaire must without fail calculate the contributions by 
25 May and 25 November (for the June and December payment dates). 



− If any of the documents needed for calculating the various criteria are missing 
or inaccurate, the credit institutions is assigned a 3 rating for the criterion or 
criteria in question and possibly also for the synthetic risk indicator. 



− If the deposit base cannot be calculated because the credit institution is late 
in sending the data needed to calculate it or the data re incomplete, the base 
which was calculated as at the preceding date is increased1 by: 



• 10% in respect of that portion of deposits that is less than EUR 3 billion, 



• 5% for those upwards of that amount. 



3.2. Treatment of contributions and certificates of 
association in the returns submitted 
to the Commission Bancaire 
Contributions are recorded in the profit and loss account under Item V2P 



"Other banking expenses". 



If a credit institution decides to pay half its contribution in the form of a 
guarantee deposit (Article 6 of CRBF N° 99-06), this will be assigned to 
Item E7H "Various debtors" and will constitute a claim on the fund. The other 
half will be charged to Item V2P. 



Certificates of association are normally registered under "Other intangible 
fixed assets for operational purposes". 



3.3. What happens when a credit institution leaves 
the fund 
When a decision to withdraw a credit institution's authorisation takes 



effect, its certificate of association is redeemed, no later than the end of the 
month in which the withdrawal of authorisation becomes effective, at its nominal 
value plus any interest accrued up to the redemption date. 



However, since the entry into force of Regulation 2000-07 on 
1 November 2000, if withdrawal of authorisation is due to one member 
institution being merged into another, the redemptions proceeds will be added to 
the amount of the acquiring entity's certificate. In this event, the interest due is 



                                                 
1 Except in the event of force majeure, in which case the deposit base is taken as the average of the three previous 



ones. 
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not repaid, but the new amount of the certificate serves as the basis for calculating 
the interest due to the acquiring entity as from the beginning of the year in 
question. 



However, if the deposit base of the acquired entity is zero, the proceeds 
from redemption of its certificate are paid to the acquirer. 



Lastly, if a member institution is struck off the list of authorised 
institutions, the certificate is not repaid and its amount belongs to the fund. 












Enclosures/TIF Loan Agreement 5 June 2009.PDF





























































































































Enclosures/Willem H. Buiter and Anne Sibert, The Icelandic banking crisis and what to do about it.PDF




October 2008 Update
Early in 2008 we were asked by the Icelandic bank
Landsbanki (now in receivership) to write a paper on the
causes of the financial problems faced by Iceland and its
banks, and on the available policy options for the banks
and the Icelandic authorities. We sent the paper to the
bank towards the end of April 2008.  On July 11, 2008,
we presented a slightly updated version of the paper in
Reykjavik before an audience of economists from the
central bank, the ministry of finance, the private sector
and the academic community. It is this version of the
paper that is now being made available in the CEPR
Policy Insight series.  In April and July 2008, our
Icelandic interlocutors considered our paper to be too
market-sensitive to be put in the public domain and we
agreed to keep it confidential. Because the worst possi-
ble outcome has now materialised, both for the banks
and for Iceland, there is no reason not to circulate the
paper more widely, as some of its lessons have wider rel-
evance.



The paper was written well before the latest intensifi-
cation of the global financial crisis that started with
Lehman Brothers seeking Chapter 11 bankruptcy pro-
tection on September 15, 2008.  It does therefore not
cover the final speculative attacks on the three interna-
tionally active Icelandic banks – Glitnir, Landsbanki and
Kaupthing – and on the Icelandic currency.  These
attacks resulted, during October 2008, in all three banks
being put into receivership and the Icelandic authorities
requesting a $2 bn loan from the IMF and a $4 bn loan
from its four Nordic neighbours. 



During the final death throes of Iceland as an inter-
national banking nation, a number of policy mistakes
were made by the Icelandic authorities, especially by the
governor of the Central Bank of Iceland, David Oddsson.
The decision of the government to take a 75 percent
equity stake in Glitnir on September 29 risked turning a
bank debt crisis into a sovereign debt crisis.  Fortunately,
Glitnir went into receivership before its shareholders had
time to approve the government takeover.  Then, on
October 7, the Central Bank of Iceland announced a
currency peg for the króna without having the reserves
to support it and without imposing capital and
exchange controls.  It was one of the shortest-lived cur-
rency pegs in history.  



In addition, outrageous bullying behaviour by the UK
authorities (who invoked the 2001 Anti-Terrorism,
Crime and Security Act, passed after the September 11,
2001 terrorist attacks in the USA, to justify the freezing
of the UK assets of the of Landsbanki and Kaupthing)
probably precipitated the collapse of Kaupthing – the
last Icelandic bank still standing at the time.  The offi-
cial excuse of the British government for its thuggish
behaviour was that the Icelandic authorities had
informed it that they would not honour Iceland's
deposit guarantees for the UK subsidiaries of its banks.
Transcripts of the key conversation on the issue
between British and Icelandic authorities suggest that,
if the story of Pinocchio is anything to go by, a lot of
people in HM Treasury today have noses that are rather
longer than they used to be.



The main message of our paper is, however, that it
was not the drama and mismanagement of the last
three months that brought down Iceland's banks.
Instead it was absolutely obvious, as soon as we began,
during January 2008, to study Iceland's problems, that
its banking model was not viable.  The fundamental
reason was that Iceland was the most extreme example
in the world of a very small country, with its own cur-
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rency, and with an internationally active and interna-
tionally exposed financial sector that is very large rela-
tive to its GDP and relative to its fiscal capacity.  



Even if the banks are fundamentally solvent (in the
sense that its assets, if held to maturity, would be suf-
ficient to cover its obligations), such a small country –
small currency configuration makes it highly unlikely
that the central bank can act as an effective foreign cur-
rency lender of last resort/market maker of last resort.
Without a credit foreign currency lender of last resort
and market maker of last resort, there is always an equi-
librium in which a run brings down a solvent system
through a funding liquidity and market liquidity crisis.
The only way for a small country like Iceland to have a
large internationally active banking sector that is
immune to the risk of insolvency triggered by illiquidity
caused by either traditional or modern bank runs, is for
Iceland to join the EU and become a full member of the
euro area.  If Iceland had a global reserve currency as its
national currency, and with the full liquidity facilities of
the Eurosystem at its disposal, no Icelandic bank could
be brought down by illiquidity alone.  If Iceland was
unwilling to take that step, it should not have grown a
massive on-shore internationally exposed banking sec-
tor.



This was clear in July 2008, as it was in April 2008
and in January 2008 when we first considered these
issues.  We are pretty sure this ought to have been clear
in 2006, 2004 or 2000. 



Because of lack of information, we have no strong
views on how sound the balance sheets of the three
Icelandic banks were.  It may be true, as argued by
Richard Portes in his Financial Times column of 13
October 2008, that ‘Like fellow Icelandic banks
Landsbanki and Kaupthing, Glitnir was solvent. All
posted good first-half results, all had healthy capital
adequacy ratios, and their dependence on market fund-
ing was no greater than their peers'. None held any
toxic securities."1 The only parties who are likely to
have substantive knowledge of the quality of a bank's
assets are its management, for whom truth telling may
not be a dominant strategy and, possibly, the regula-
tor/supervisor.  In this recent crisis, however, regulators
and supervisors have tended to be uninformed and out
of their depth.  We doubt Iceland is an exception.



If there is a bank solvency problem, even membership
in the euro area would not help.  Only the strength of
the fiscal authority standing behind the national banks
(and its willingness to put its fiscal capacity in the serv-
ice of a rescue effort for the banks) determines the
banks' chances of survival in this case.  If there were a
serious banking sector solvency problem in Iceland,
then with a banking sector balance sheet to annual GDP
ratio of around 900 percent, it is unlikely that the fiscal
authorities would be able to come up with the neces-
sary capital to restore solvency to the banking sector.  



The required combined internal transfer of resources
(now and in the future, from tax payers and beneficiar-
ies of public spending to the government) and external



transfer of resources (from domestic residents to foreign
residents, through present and future primary external
surpluses) could easily overwhelm the economic and
political capacities of the country.  Shifting resources
from the non-traded sectors into the traded sectors
(exporting and import-competing) will require a depre-
ciation of the real exchange rate and may well also
require a worsening of the external terms of trade.  Both
are painful adjustments.



If the solvency gap of the banking system exceeds the
unused fiscal capacity of the authorities, the only choice
that remains is that between banking sector insolvency
and sovereign insolvency.  The Icelandic government has
rightly decided that its tax payers and the beneficiaries
of its public spending programmes (who will be hit hard
in any case) deserve priority over the external and
domestic creditors of the banks (except for the insured
depositors).  



Iceland's circumstances were extreme, but there are
other countries suffering from milder versions of the
same fundamental inconsistent – or at least vulnerable
– quartet: (1) a small country with (2) a large, interna-
tionally exposed banking sector, (3) its own currency
and (4) limited fiscal spare capacity relative to the pos-
sible size of the banking sector solvency gap.  Countries
that come to mind are Switzerland, Denmark, and
Sweden and even to some extent the UK, although it is
significantly larger than the others and has a minor-
league legacy reserve currency.  Ireland, Belgium, the
Netherland and Luxembourg possess the advantage of
having the euro, a global reserve currency, as their
national currency.  Illiquidity alone should therefore not
become a fatal problem for their banking sectors.  But
with limited fiscal spare capacity, their ability to address
serious fundamental banking sector insolvency issues
may well be in doubt.



1 Introduction and overview



Despite the high quality of its economic institutions,
governance and policy making, the sustainability of its
public finances, the flexibility of its markets and the
quality of its labour force, Iceland is facing a potential,
and possibly unnecessary, financial and economic crisis.
The ratings agencies have down-graded its sovereign
debt or put it on negative watch. The cost of the pri-
vate banks' credit default swaps – a rough measure of
the likelihood of default – are among the highest in the
world. The underlying reason for this is that Iceland
possesses both its own currency and a banking sector
with vast assets and liabilities and with short-term for-
eign-currency liabilities that dwarf its foreign currency
assets and credit lines. Given the country's tiny size, it
is not surprising that most of its banks' business is done
in foreign currency, rather than in Icelandic krónur.  



The assets of the Icelandic banking sector, although
generally believed to be of good quality, are – as is usual
for banks – of relatively long maturity compared with its
liabilities and they are illiquid. Thus, Icelandic banks
face the possibility of a run on their liabilities and, if
there were to be a run on their foreign-currency-
denominated liabilities, there is no effective lender of
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1 Richard Portes, "The shocking errors behind Iceland's meltdown",
Financial Times, 13 October 2008.











last resort. In the current financial crisis, even funda-
mentally sound banks are threatened with illiquidity. In
the United States, a solvent but illiquid bank can count
on its central bank to make it a loan against its funda-
mentally sound, but illiquid or temporarily impaired
assets; the same is true in euro area or the United
Kingdom. But, an Icelandic bank has no such safety
net: the readily available foreign exchange resources of
the Icelandic authorities (the central bank and Treasury)
are too small compared to the short-term foreign-cur-
rency exposure of its domestic banks. The market realis-
es this, increasing further the likelihood of a crisis for
Icelandic banks and thus, the Icelandic economy.



The appropriate policy response to the current situa-
tion is straightforward, if not politically or technically
easy. First, the government must immediately secure
contingent emergency funding for its banks and the
banks themselves should explore all available sources of
liquid foreign exchange. Icelandic banks have sub-
sidiaries in the euro area, the United Kingdom and else-
where. The extent to which these subsidiaries are enti-
tled to borrow from the host countries' central banks
should be clarified. Foreign branches and subsidiaries of
the Icelandic banks should try to raise foreign currency
deposits. The Central Bank of Iceland should explore
setting up swap arrangements – along the lines of the
arrangements concluded on May 16, 2008 with the
Central Banks of Sweden, Norway and Denmark – with
other central banks, such as the ECB, the Federal
Reserve and the Bank of England.2 The Icelandic gov-
ernment could approach the IMF for a (revived) contin-
gent credit line. As a last resort, the government should
try to borrow foreign exchange in the global capital
markets by offering its natural resource wealth, mainly
hydro and geothermal energy, as collateral. 



The Icelandic government must also decide the extent
to which it is willing to risk its tax payers' money in
what might be an unsuccessful and expensive rescue
attempt. A rescue attempt could be unsuccessful for
two reasons. First, the authorities could fail to raise
enough foreign exchange to deter runs on the Icelandic
banks and to convince the markets to refinance the
banks' assets until maturity. Second, the quality of the
banks' assets could turn out to be of lower quality than
is generally believed at present. If, however, the author-
ities think that the Icelandic banks are fundamentally
sound, and most knowledgeable economists, including
the authors of two recent reports on Iceland's economy
and financial system (Miskin and Herbertsson (2006)
and Portes et al. (2007)), believe this to be true, then it
is likely to be worth the risk to attempt to avert a crisis
that could result in the insolvency of one or more of the
banks.



Assuming the immediate crisis can be resolved,
Iceland is faced with a choice between two alternatives.
The first, favoured by us, is for Iceland to become, as



soon as possible, a member of the European Union and
then a full member of the Economic and Monetary
Union. This would both ensure that Icelandic banks
have a credible foreign currency lender of last resort
and, we believe, offer a preferable monetary regime
from the perspective of macroeconomic stability: low
and stable inflation and no unnecessary real exchange
rate volatility. The EU/EMU route is the only one that
allows Iceland to have an internationally active banking
sector domiciled in Iceland. The only alternative is to
encourage the banking system to move the bulk of its
foreign-currency-denominated activities and portfolio
overseas, most likely into the euro area.  This would
leave a much smaller banking system, with a mainly
domestic-currency-denominated balance sheet, domi-
ciled in Iceland.  The quickest way to do this is to move
foreign currency assets and liabilities into the existing
subsidiaries in the euro area and, if necessary, to turn
euro area branches into subsidiaries or create new sub-
sidiaries in the euro area.  Unlike branches, subsidiaries
can have access to the Eurosystem's discount window
and can be eligible counterparties in Eurosystem repos.



In Section II of this paper we discuss how the current
liquidity crisis and the potential for a bank run arose in
Iceland. We discuss the conventional policy steps that a
central bank can try to take to solve a banking crisis
independently. In Section III we evaluate the Icelandic
government's ability to solve this crisis by acting as a
lender of last resort and we conclude that Iceland is too
small to provide the necessary foreign-currency liquidi-
ty without extraordinary measures. In Section IV we dis-
cuss how Iceland might acquire additional external
funding. In Section V we discuss the costs and benefits
of Iceland retaining its own currency and conclude that,
from an economic viewpoint, Iceland would be better
off as a member of the euro area. Section VI is the con-
clusion.



2  The Icelandic banking crisis



In this section we discuss the possibility of a run on
Icelandic banks and how the current international liq-
uidity shortage has contributed to the likelihood of such
a crisis. We describe the conventional policy tools for
dealing with this crisis.



2.1 All banks are vulnerable to runs



There is no such thing as a safe deposit-taking bank on
its own, even if its assets are of good quality and it has
enough liquid assets to cope with normal variations in
the net flow of deposits and other short-term liabilities.
The events since August 2007, and in particular the
demise of Northern Rock in the United Kingdom and
Bear Stearns in the United States, have made it clear
that any highly leveraged institution with assets that are
mostly long term and illiquid and liabilities that are
mostly short term can be subject to a catastrophic liq-
uidity shortage.  



In the case of deposit-taking institutions, the canon-
ical liquidity crisis is a bank run.  Deposits can be with-
drawn on demand and those who wish to withdraw are
paid on a first-come, first-served basis. A bank run canC
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2 The arrangements with the Central Banks of Sweden, Norway and
Denmark were for euro/Icelandic króna bilateral swap facilities.  In
an earlier version of this paper, circulated in April 2008, we recom-
mended the pursuit of swap arrangements with the three
Scandinavian central banks, all three of which are outside the euro
area.











occur if it is believed – rightly or wrongly – that a bank
is balance-sheet-insolvent (with assets worth less than
liabilities). But, as assets are illiquid, a bank run that
cripples the bank is always possible, even if the bank is
not believed to be balance-sheet insolvent: if each
depositor believes that all other depositors are going to
withdraw their assets then each depositor's rational
response is to withdraw his own.  The outcome – a bank
run – validates the depositors' beliefs: it is individually
rational, but socially disastrous.  The risk of cash-flow
insolvency – inability to meet one's obligations includ-
ing the obligation to redeem deposits on demand for
cash – is always present when assets are illiquid.



For highly leveraged institutions that fund themselves
mainly in the wholesale capital markets, including the
asset-backed securities and asset-backed commercial
paper markets, an analogous event is possible: in the
belief that other creditors will be unwilling to roll over
their loans to a borrower whose obligations are matur-
ing or to purchase the new debt instruments the bor-
rower is issuing, each creditor finds it optimal to refuse
to roll over his own loans or to purchase the new debt
instruments the borrower is trying to issue, let alone to
extend new credit. As with a classic bank run, this sce-
nario can occur even when the assets of the bank are
believed to be sound, if only they could be held to
maturity.  



2.2 The current international liquidity crisis and
Iceland



In the current international economic environment, the
difficulty in valuing many repackaged collateralised
debt obligations and the difficulty in determining the
exposure of individual banks has increased counter-
party risk and raised the global price of liquidity. This
has had three implications for Icelandic and other
banks. First, banks funding costs have increased, raising
the likelihood that any bank will become insolvent.
Second, by coordinating market beliefs about Icelandic
and other banks it has made bank runs that are based
solely on self-fulfilling expectations, rather than funda-
mentals, more likely. Third, it has made it more difficult
for banks to insure themselves against runs. Any
attempt by Icelandic banks to lower their risk of a bank
run by selling their longer-term assets before their
scheduled maturity dates would, at best, result in a



severe discount relative to the value of the asset held to
maturity.  At worst, an attempted fire-sale in an illiquid
market could realise next to nothing. 



As a deposit run or a run on a bank's other short-term
liabilities cannot be prevented or overcome by any indi-
vidual financial institution faced with it, third-party
support is necessary. Sometimes the banking sector col-
lectively can effectively support an individual institution
among their number faced with a run by providing the
threatened bank with lines of credit and cash. But,
when enough banks in the system are threatened, such
private solutions are ineffective. In Iceland, there are
only three internationally active banks, Landsbanki,
Glitnir and Kaupthing, and all of them have been
affected by the international liquidity crisis since last
September: no private solution is feasible.



2.3 The banking system and the crisis



Figure 1 shows the size of the three main Icelandic
banks. Total assets of the three banks (including their
foreign subsidiaries) at the end of the first quarter of
2008 amounted to 14,069,370 million krónur. This is
almost eleven times the Ministry of Finance's estimate
of 2007 GDP of 1,319,200 million krónur and equals
about $176 billion at an exchange rate of 80 kr./$.
Total liabilities of the three banks amount to
13,265,311 million krónur, or roughly $166 billion.



The spectacular internationalisation of the three
internationally active banks is shown in Figures 2 and 3.
Figure 2 depicts the geographical distribution of
Icelandic banks' assets. Roughly half of Landsbanki's
assets and two-thirds of the assets of Glitnir and
Kaupthing are located outside of Iceland. Total bank
assets located inside Iceland, however, still amount to a
massive 5,160,475 million krónur, almost four times
GDP.



Figure 3 shows the currency composition of the assets
and liabilities of the three large internationally active
banks for 2008Q1. About 21 percent of all assets and
15 percent of all liabilities are in krónur. Thus, most of
the Icelandic banks' business is done in foreign curren-
cy and there is a mismatch: the share of assets denom-
inated in foreign currency is significantly smaller than
the share of liabilities denominated in foreign currency.



The Icelandic banks get about a third of their total
funding from deposits. The remaining two thirds comes
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Figure 1 Assets and liabilities of the three main banks compared to GDP (m. kr.)



Source: Ministry of Finance, Interim Financial Statements











mainly from the international wholesale markets.3 The
proximate cause of the Icelandic banking crisis was not,
however, a deposit run, but rather an extreme interna-
tional wholesale liquidity shortage – a liquidity crunch.
Icelandic banks were unable to borrow in the interna-
tional financial wholesale markets despite having, by
the usual metrics, more than adequate capital ratios,
liquidity provisions, and profitability of their operations.  



Evidence of the effect of the current financial crisis on
Iceland is seen in Figure 4, which shows the path of the



default risk spreads on Icelandic banks debt in the cred-
it default swap markets between May 2006 and mid
July. For comparison, the European benchmark for
credit risk in the financial sector, the Itraxx Financial
Europe index is also shown.  



A credit default swap (CDS) is a derivative where one
party makes periodic payments to another party in
return for that other party making a payment if some
specified third party defaults. If the CDS for a business
trades at, say, 100 bps, then the annual cost of insuring
10 million euros of its debt is 100,000 euros, or one per-
cent. Thus, credit default swaps are a rough measure of
a bank's likelihood of default.



From Figure 4, it can be seen that in the beginning of
2007 credit default swap rates for Landsbanki,C
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Figure 3 Assets and liabilities of the three main banks (b. kr.)



Source: Consolidated Interim Financial Statements
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Figure 2 Geographical breakdown of Icelandic bank assets, 2008Q1



Source: Interim Financial Statements



3 Glitnir and Kaupthing each get about a quarter of their funding
from deposits, the same fraction as Northern Rock.  Landsbanki
has raised its share of total funding coming from deposits to
around 40 percent in July 2008 from 25 percent before the crisis
started.











Kaupthing and Glitnir were a fairly unremarkable 18, 27
and 24, respectively. However, they began rising after
that, fairly slowly at first but accelerating in 2008. They
peaked at 850 (Landsbanki), 1140 (Kaupthing) and 1026
(Glitner) in late March/early April. The rates declined in
May, but were back at 613 (Landsbanki), 961
(Kaupthing) and 960 (Glitnir) on 17 July 2008.
Illiquidity – driven by fear and uncertainty – are no
doubt distorting the CDS markets, and not just for
Icelandic banks, just as it has distorted interbank mar-
kets and asset-backed securities markets around the
world. It is also clear that the CDS spreads during the
current phase of the crisis have ceased to reflect the
marginal funding costs of the Icelandic banks.4



Nevertheless, these are some of the highest CDS rates in
the world and compare with a 270bps CDS spread for
the Icelandic sovereign (on July 17, 2008).



On 17 April 2008, Standard & Poor's lowered the
long-term foreign-currency rating on the Republic of
Iceland to 'A' from 'A+' and its long-term local-curren-
cy rating to 'AA-' from 'AA'. Moody's still maintains an
'Aaa' rating for the Icelandic Sovereign, but put it on a
negative outlook on 5 March, as did Fitch on 1 April.5



The three main internationally active Icelandic banks
were put on negative watch.6



Displaying unusual (and commendable) candour for a
central bank, in its latest Financial Stability report, the
Central Bank of Iceland says, "Critics have asserted that
the Icelandic banks have grown too large. This might be
true if a major financial crisis was imminent and the
Icelandic Government was forced to resolve a critical



situation affecting banking operations both in Iceland
and abroad." (May 2008, p. 7) Unfortunately, it is this
inability of the government to control a financial crisis
that is likely to cause one.



In a bank run on a solvent bank, each depositor (or
other lender) withdraws his money in the belief that all
other depositors will withdraw their money and the
bank will fail. A bank run is a classical coordination fail-
ure. But, it is not a usual outcome. Why would deposi-
tors all simultaneously choose to believe that other
depositors are going to run if they believe that the bank
is solvent? In normal times, bank runs are rare.



For a run on a solvent bank to occur, something must
coordinate depositors' beliefs. A failure of a similar bank
might do this. The typical depositor has little idea about
the health of his own bank. A failure of a similar bank
increases his perception of the riskiness of his own bank
and tells him something about what other depositors
will do. In addition to providing information, a run on
one bank can coordinate depositors at another bank on
a bank run outcome. The obvious fact that Iceland has
no foreign-currency lender of last resort could coordi-
nate lenders. This fact both increases beliefs about the
riskiness of Icelandic banks and provides information
about what other depositors will do. 



Perhaps more worrying, the government's announced
inability to deal with a crisis of significantly large mag-
nitude might tempt a few large investors to coordinate
deliberately – to collude to launch a speculative attack.
This could be done through a range of markets, includ-
ing short selling the banks' equity, selling aggressively in
the banks' OTC credit default swaps markets or shorting
the currency. The absence of an effective foreign-cur-
rency lender of last resort may make Iceland an attrac-
tive potential prey for hedge funds and other highly
leveraged institutions able and willing to speculate
against the Icelandic currency and banks. Even just a
few of them acting in consort – and some acting indi-
vidually – can achieve enough critical mass to move
prices significantly in markets where the Icelandic banks
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Figure 4 CDS spreads for three Icelandic banks and iTraxx Financial Europe, 10/07/2006 - 16/07/2008



Source: Central Bank of Iceland



4 See e.g. Glitnir Bank (2008a).



5 Fitch affirmed the long-term foreign-currency and local-currency
issuer default ratings at 'A+' and 'AA+', respectively.



6 On 1 April, Fitch placed Glitnir Banki hf.'s, Kaupthing Bank hf.'s
and Landsbanki Islands' long-term and short-term issuer default
ratings, senior and subordinated debt ratings and individual rat-
ings on Rating Watch Negative.  The long-term issuer default rat-
ings and the senior debt ratings of all three banks were affirmed
at 'A'.











are exposed. 
Earlier this year, the stock of HBOS, a large UK clear-



ing bank and mortgage lender, fell precipitously on
rumours that it had requested assistance from the Bank
of England.  The FSA launched a formal enquiry into
the source of these unfounded rumours.  There is a dan-
ger that such unprincipled activity may be more dam-
aging in the future. Unscrupulous traders using 'trash
and trade' strategies, are already said to have shorted
the króna or the stock or bonds of one or more of the
Icelandic banks, while spreading rumours unfavourable
to the currency or the bank's prospects, and benefiting
from the subsequent price movements. 



2.4 Conventional solutions to financial crises



Third-party support in the case of a bank run on
deposits can take the form of a central bank or govern-
ment loan to the bank or deposit insurance backed by
a sovereign guarantee. For this to be effective against a
worst-case scenario, the government must have access
to a sufficient amount of liquid assets to meet any con-
ceivable redemption demand from depositors or to
recapitalise banks that are insolvent as well as illiquid.
As long as the domestic banks' deposits and short-term
liabilities are denominated in domestic currency, this is
always the case. The central bank has a potentially
unlimited supply of domestic currency liquidity through
its ability to issue legal tender at will. 



If the government is credible in its commitment that
it will insure a bank's deposits or make available loans
against illiquid assets, then this in itself may be suffi-
cient to avert a bank run or solve a liquidity crisis. If not
and the crisis recedes quickly enough, then fundamen-
tally solvent banks will eventually cover their liabilities;
the central bank will be repaid. If the loan was at a
penalty rate, the central bank makes a profit. In this
case crisis aversion requires neither inflation nor a
change in fiscal policy.



However, if the deposit insurance does not convince
the private sector that a bank is solvent or a bank turns
out to be insolvent as well as illiquid, the bank may
eventually fail and the central bank may not be repaid
in full. As long as the central bank is not repaid in full,
the issuance of the base money to provide the insurance
or loan will be inflationary. The government can prevent
the ensuing inflation by undertaking offsetting open-
market operations, selling some of its holdings of secu-
rities for the domestic currency. If the securities sold are
government debt, then the government must repay the
principal and interest to the private sector; it the secu-
rities are private securities, the government loses the
principal and interest it would otherwise have received.
Either way, the government must raise current or future
taxes or, for given taxes, lower its current or future pub-
lic expenditure. Ultimately, the tax payers or the bene-
ficiaries from future public spending provide the funds
for an unsuccessful rescue if inflation is to be avoided
(see Buiter (2007) and Buiter (2008)). 



If domestic banks have deposits and other short-term
liabilities denominated in foreign currencies, a solution
may not be possible, even if deposit insurance or a loan
would be sufficient to avert a crisis. If a government



wants to guarantee foreign-currency deposits or make a
foreign-currency loan, it must possess or be able to
acquire the needed amount of foreign currency. If, say,
the United States wanted to provide a foreign-currency
loan to a US bank it could do this by issuing home
money, selling the home money for foreign money and
then lending the foreign money to the bank.



The ability of a central bank to provide foreign cur-
rency loans, however, is limited by the foreign exchange
market's willingness to exchange foreign currency for
the central bank's domestic currency. This willingness is
finite: as the central bank issues more base money, the
value of a unit of base money in terms of foreign cur-
rency declines and, although this is an empirical matter,
it appears likely that at some point issuing further home
money lowers the value of the home money stock in
terms of foreign currency. That is, there is a Laffer curve
in the foreign-currency value of seigniorage.
Unfortunately, the size of the foreign-currency liabilities
of the Icelandic banking sector is sufficiently large that
it is unlikely that the Icelandic government could pro-
vide full foreign-currency deposit insurance or sufficient
foreign-currency liquidity to replace maturing non-
deposit short-term foreign currency liabilities to ward
off a liquidity crisis simply by printing its own money. 



3 Can Iceland act as a lender of last
resort?



In this section we attempt to draw some conclusions
about whether the government of Iceland has the nec-
essary resources to act as a lender of last resort in the
current crisis.



3.1 How much foreign currency does Iceland need?



We will argue later on in the section that Iceland would
not need to bail out the foreign subsidiaries of its
domestic banks. Thus, in the event of a liquidity crisis
affecting all three large private Icelandic banks, Iceland
might need as much foreign currency as the required
short-term foreign-currency needs of the parent banks
and any foreign branches, less the liquid assets of these
parent banks and any foreign branches. Unfortunately,
precise data are not available to us, but we can make a
very rough estimate.



As seen in Figure 2, the shares of assets located in
Iceland are 51 percent for Landsbanki and 68 percent
for both Glitnir and Kaupthing. We assume that all of
the assets located abroad are subsidiaries and not
branches; to the extent that this is not true (and it is
indeed not true) our estimate may be too low. We also
assume that liability shares are the same as asset shares.
The shares of total assets held in krónur are 25 percent,
30 percent and 13 percent for Landsbanki, Glitnir and
Kaupthing, respectively. The shares of total liabilities
held in krónur are 19 percent, 20 percent and 9 percent
for Landsbanki, Glitnir and Kaupthing, respectively. 



We assume that all króna assets and all króna liabili-
ties are held in Iceland. Thus, we estimate that foreign
currency assets in Iceland as a percentages of total
assets are 24 percent, two percent and 19 percent for
Landsbanki, Glitnir and Kaupthing, respectively. We alsoC
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estimate that foreign currency liabilities in Iceland as a
percentage of total liabilities are 30 percent, 12 percent
and 23 percent for Landsbanki, Glitnir and Kaupthing,
respectively. We assume that these shares are constant
across maturities.



As an imperfect measure of the difference between
short-term liquidity needs and available liquid assets we
use the difference between short-term liabilities and
short-term assets. In particular we look at assets and
liabilities with maturities up to three months and assets
and liabilities with maturities up to a year. Using the
percentage shares that we calculated in the previous
paragraph and data on assets and liabilities of different
maturities found in the three large banks' 2008Q1 inter-
im financial statements, we find that the difference
between short-term liabilities and short-term assets
denominated in foreign currency and located in Iceland
is 481,336 million kr. or $6.0 billion if short-run is
defined as three months and 534,056 million kr. or $6.7
billion if short-run is defined as a year.7



Unfortunately, subtracting assets of a particular
maturity from liabilities of the same maturity may yield
an underestimate of the net liquidity deficit. Landsbanki
publishes a table showing the cash flow payable by its
group, classified by remaining contractual maturities.
This yields a number that is about one and a half times
as high as simply looking at assets and liabilities classi-
fied by maturities. If similar figures would result for the
two banks that do not publish these numbers, then it
may be that the central bank requires foreign reserves of
$10 billion or about 800 million kr. if the short run is
defined as a year.



3.2 Does Iceland have adequate foreign exchange
reserves to act as a foreign currency lender of
last resort?



The government of Iceland's foreign assets are mainly
the official foreign reserves of the Central Bank of
Iceland. A typical central bank's official foreign reserves
are mainly foreign exchange, typically acquired through
foreign exchange intervention, but they also include
gold, SDRs and the country's reserve position in the
IMF. 



The Central Bank of Iceland has pursued a pro-
gramme of regular foreign exchange purchases and on
11 July 2008, Iceland held foreign exchange reserves



equal to $2,567.56 million, or about 205 billion krónur.
Almost all of it (over 96 percent) is in foreign currency
reserves. To get an idea of the size of these official for-
eign reserves, we expressed them as a share of GDP and
compared Iceland's position with that of the other
Nordic central banks and the central banks of three
other small open economies. As can be seen in Figure 5,
with foreign assets equal to about 13 percent of GDP,
the Icelandic central bank holds a relatively large
amount of foreign reserves for a country of its size. No
Nordic country's central bank holds more, nor do the
central banks of Australia or Canada. Only the central
bank of New Zealand , with reserves of just under 14
percent of GDP, holds only slightly more.



In addition to its official reserves, Iceland has entered
into bilateral currency swap arrangements with Sweden,
Norway and Denmark on May 16, 2008. Each arrange-
ment provides access 500 million euros in exchange for
krónur. Thus, at an exchange rate of 124 kr./euro there
is access to about 186,000 million krónur worth of for-
eign currency. Thus, the Central Bank of Iceland has
already acquired access to a total of 391 billion kr. or
$4.9 billion. Unfortunately, our estimates in the previ-
ous subsection suggest that this might be less than half
of what it needs.



3.3 Could Iceland acquire enough additional
reserves by issuing base money?



As mentioned in the introduction, a central bank might
attempt to raise foreign-currency revenue by engaging
in foreign exchange intervention, selling the domestic
currency for foreign currency. As we mentioned in the
previous subsection, Iceland has been pursuing this
strategy. The amount of revenue that can be raised this
way is not clear. However, to get a ballpark idea, we
construct a simple model in Appendix 1 and demon-
strate that an upper bound on the amount that can be
raised is less than the value of the current domestic
money supply at the current exchange rate.8



Our calculations, however, assume that the foreign
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7 See Glitnir (2008b), Kaupthing (2008) and Landsbanki (2008).



8 The upper bound is generous in that we assume that the market
believe the increase is a one-off event and does not draw any neg-
ative conclusions about the future path of the Icelandic money
supply or the state of the Icelandic economy from this action. In
practice, a large sale of domestic currency by the Icelandic central
bank might cause a change in sentiment that would significantly
reduce the amount of foreign currency that the Icelandic author-
ities could raise. 
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Figure 5 Official foreign reserves of the Central Bank as a percent of GDP



Note: The Norwegian data exclude investments for the government pension fund.



Source: International Monetary Fund. Reserve data is from end June/early July and the GDP is projected GDP for 2008. 











exchange market is functioning normally and does not
become illiquid. Unfortunately, this is no longer the
case. The Central Bank of Iceland abandoned its
attempt to raise additional reserves this way at the end
of March 2008 because market conditions no longer
permitted it. (Financial Stability, May 2008, p. 70)



3.4 Iceland must seek assistance from abroad



In addition to being ineffective, any attempt by Iceland
to assist its banks on its own may be counterproductive.
The reason for bailing out a bank, when one would not
bail out a manufacturing company, is the fear of con-
tagion that could spark bank runs on solvent banks. 



As previously mentioned, a run on a solvent bank is
an unusual event. It requires something that coordi-
nates the beliefs of individual investors.  An example is
the visible failure of similar bank. The typical depositor
may have little idea about the balance sheet of the bank
in which he holds his money. A publicly observed failure
of a similar bank both increases each depositor's per-
ception of the riskiness of his own bank and tells the
depositor something about what other depositors will
do. Thus, in addition to providing information, a run on
one bank can coordinate depositors at another bank on
a bank run outcome. 



Other things can coordinate depositors as well. One
that we previously mentioned is the obvious fact that
Iceland has no foreign-currency lender of last resort
although its banks have large short-term foreign-cur-
rency liabilities. This publicly observed fact both
increases individuals' assessment of the riskiness associ-
ated with his deposit and provides information about
what other depositors will do, increasing the likelihood
of a bank run. Another way to coordinate depositors –
or to alert hedge funds of potential prey – is for the
government to make a frantic attempt to secure foreign
exchange that is both observable and believed likely to
be ineffective. 



Iceland has limited foreign exchange reserves and lim-
ited means to obtain more through normal, unilateral
foreign exchange operations. Currently, it has limited
access to other foreign exchange resources, such as
swaps and credit lines. Its massive mismatch between
the currency of the lender of last resort and the foreign
currencies of operation of the banking sector is unique,
as far as we know.9 The Central Bank of Iceland cannot
act as an effective lender of last resort for a domestic
banking system whose lending, borrowing and invest-
ment activities are mainly in foreign currencies and
whose balance sheet is largely foreign-currency-denom-
inated.  The scenario is an invitation to a bank run or a
market strike. The government should move to secure
foreign funding and, as soon as possible, an alternative
lender of last resort.



4. Obtaining external funding



Only full participation in the Economic and Monetary
Union of the European Union provides a long-term
solution that will permit Iceland to maintain an Iceland-
domiciled banking sector of its current size relative to
the rest of the Icelandic economy.  This requires EU
membership.  Even under the most favourable condi-
tions, EU membership for Iceland, let alone full EMU
participation, is several years away.  The only immediate
solution is for the banks, directly or indirectly, through
the government, to gain access to foreign exchange on
a sufficient scale. In this section we make some sugges-
tions about how this can be done.



4.1 What the banks can do: using their subsidiaries
abroad



Foreign branches of Icelandic banks do not have access
to the discount window of the central bank in their host
country, nor are they eligible parties in open market
operations by their host-country central bank.
Subsidiaries, however, can have both privileges. This is
why we excluded them when we calculated the amount
of foreign exchange that the central bank might need.
The three Icelandic banks should use the discount win-
dows accessible to their foreign subsidiaries to the max-
imum extent possible, and should also engage in collat-
eralised open market transactions with their host coun-
try central banks to the maximum amount possible.10



A Kaupthing subsidiary in the UK, Kaupthing Singer
& Friedlander Limited (KSF), is a participant in the Bank
of England's Reserve Scheme and in its Standing
Facilities. This means that KSF is an eligible counterpar-
ty in the Bank of England's open market operations and
that it can borrow overnight, on demand against appro-
priate collateral, at the standing lending facility, the
Bank of England's discount window, at a penalty over
Bank Rate of 100 basis points.  Kaupthing subsidiaries
are also on the MFI (monetary financial institutions) list
in Sweden, Finland and Luxembourg.  In the last two
countries they are subject to the Eurosystem's minimum
reserves and are, therefore, eligible counterparties at the
marginal lending facility and for open market opera-
tions.



A Landsbanki subsidiary is on the MFI list in the UK,
although it is not on the Bank of England's list of eli-
gible counterparties at its Standing Facilities or for its
open market operations. A Landsbanki subsidiary is an
eligible counterparty at the Marginal Lending Facility
and for open market operations with the Eurosystem in
Luxembourg. A Glitnir subsidiary is an eligible counter-
party for the Eurosystem in Luxembourg. We have not
been able to verify the eligibility for discount window
access or the open-market operation counterparty eligi-
bility of Glitnir's Norwegian and US subsidiaries.
Icelandic banks should, where possible, turn their euro
area and UK branches into subsidiaries with access to
Eurosystem, respectively Bank of England, liquidity.



Euro area and US subsidiaries of UK banks have bor-
rowed since last August from the ESCB and the Federal
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9 The Switzerland-domiciled part of the Swiss banking system (this
excludes the foreign subsidiaries of Swiss banks) derives an
unknown but probably substantial part of its revenues and profits
from the rents Switzerland creates and appropriates through its
bank secrecy laws and its resulting position as a tax haven.  We do
not recommend that Iceland actively pursue tax haven status, both
for practical and for ethical reasons. 



10 Appendix 2 contains a list of subsidiaries of the three internation-
ally active private Icelandic banks.











Reserve System, respectively, both through the discount
window and through open market operations. It is not
clear, however, that the ECB, the Fed or the Bank of
England would be happy to see Icelandic parent banks
borrow on a large scale from them, using their euro
area, US or UK subsidiaries as intermediaries or vehicles.
Because of possible contagion effects, these central
banks would not like to see the Icelandic parent banks
fail. But, it is possible that the governments in the euro
area, the United States and the United Kingdom would
believe that it is politically costly to bail out foreign
banks and that funding foreign parent banks through
subsidiaries is a violation of the spirit of the law.



4.2 Government borrowing from other central banks
and the market



It is clear that the Central Bank of Iceland must borrow
additional foreign exchange. The most attractive option
is probably to attempt to establish additional contin-
gent foreign-currency credit lines or overdraft facilities
besides the ones that they have established with three
Nordic central banks. Swaps are a common arrangement
among central banks. In Dec 2007 the Fed and the ECB
agreed to a $20 billion swap facility and the Fed and
the SNB agreed to a $4 billion swap facility.
Unfortunately, Iceland is at a disadvantage for swaps,
because few foreign central banks would naturally wish
to take a significant long position in the Icelandic
króna. However, the threat of the global contagion fall-
out from an Icelandic bank failure is likely to be quite
persuasive and the ECB, the Bank of England and the
Fed may be willing counterparties.  



The government of Iceland could also borrow from
the markets. It no longer has a triple A credit rating, and
on 1 April 2008, Fitch Ratings revised the Outlooks for
the Republic of Iceland's long-term foreign-currency
and local-currency issuer default ratings to Negative
from Stable. The long-term foreign-currency and local-
currency issuer default ratings are 'A+' and 'AA+'
respectively. Iceland also possesses some excellent col-
lateral, even if using it might prove politically unpalat-
able.  



We believe that neither the country's recent large cur-
rent account deficits, nor its (misreported and overstat-
ed) negative net external investment position should be
an obstacle to the Icelandic authorities borrowing
abroad.  The details of the argument are in Appendix 4.
In a nutshell, the end of the aluminium investment
boom will dramatically lower the country's cyclically-
corrected current account deficit.  The cyclical down-
turn will further reduce the external deficit.  The
marked-to-market net international investment posi-
tion of the country is much less negative than the com-
monly reported book or historic cost measure of the net
international investment position (see Svavarsson
(2008)).



One option is for the government to use the assets of
the publicly owned Housing Financing Fund as collat-
eral for loans from the market, or indeed for loans from
other central banks.  The HFF has roughly ISK 500 bil-
lion of assets on its books, or about $6.6 billion at cur-
rent exchange rates. There are two problems with this.



First, these assets are mortgages or residential-mort-
gage-backed securities, and the global popularity of
such assets is at an all-time low.  Standard & Poor's on
April 17, 2008, lowered the long-term foreign-currency
rating on HFF, alongside that of the Sovereign, to 'A'
from 'A+', and its local currency ratings to 'A+/A-1'
from 'AA-/A-1+'. HFF's short-term foreign currency rat-
ing of 'A-1' was affirmed. These assets are 'Aaa'-rated
by Moody's, but were placed on a negative Outlook on
5 March 2008. The second problem is that the HFF is
already being enlisted to lend the commercial banks up
to 30 billion krónur ($380 million) to allow them to
refinance mortgages.



The assets of the privately owned (by the social part-
ners) pension funds of Iceland could also be mobilised
by the government to lower the financial pressures on
the country and the banks.  At the end of January 2008,
the assets of the pension funds stood at ISK 1622 bil-
lion, or approximately $21.6 billion worth. Of that,
about ISK 442 billion were foreign securities – about
$5.9 billion worth. The pension funds could be encour-
aged to use their liquid foreign assets, or foreign
exchange obtained by borrowing against their illiquid
foreign assets, to buy back some of their long-term
debt to the Icelandic banks, write credit default swap
(CDS) insurance for the banks or engage in a range of
other measures that either provide the banks with liquid
foreign assets or discourage speculative attacks against
them in the CDS, stock and bond markets.  If the banks
are indeed solvent provided they can hold their assets to
maturity, and if the market 'strike' is indeed mainly a
liquidity phenomenon, it ought to be possible to offer
terms to the pension funds that compensate them fully
for their increased risk exposure yet at the same time
help take the pressure off the banks. Nevertheless, using
pension funds to back banks that have expanded as
aggressively as the Icelandic banks might be a political
hard sell.



From the perspective of the international financial
community, the most promising form of collateral for
official borrowing from abroad is Iceland's natural
resources.  Iceland is rich in hydro and geothermal ener-
gy resources that are currently only exploited for
exports indirectly, by being embodied in the exports of
aluminium smelted and refined in Iceland.  Before too
long, however, there may be a power cable linking
Iceland to Scotland and possibly to other countries as
well. This valuable resource could be used today by bor-
rowing against it. In particular, exploration rights and
exploitations options could be auctioned off to foreign
enterprises. Future foreign currency energy revenues of
the Icelandic Treasury could be securitised today, with
bonds that will only start paying a coupon in the future,
when the exports and taxes are actually flowing.  While
also possibly politically unappealing, tens of billions of
dollars could be mobilised through this channel.



4.3 The International Monetary Fund



Iceland, with its strong fiscal position and sound eco-
nomic policies, is not the usual candidate for IMF funds.
However, a look at the IMF's lending position, shown in
Table 1, below, suggests that Iceland and the IMF may
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be an excellent match: the IMF is desperate to lend to
worthy and credit-worthy borrowers.



Iceland currently has access to IMF resources in the
IMF's General Resources Account (GRA). The two IMF
facilities that would be available to the Icelandic
authorities are the Stand-By Arrangements (SBA) and
the Supplemental Reserve Facility (SRF). The SBA is
designed to help countries with short-term balance of
payments difficulties. The length of an SBA is typically
one to two years and repayment is normally expected in
two and a quarter to four years. There are surcharges for
high access levels.



The SRF provides sizable loans on a short-term basis.
This facility was introduced in 1997 after the crises in
emerging markets during the 1990s. Emerging market
economies suffered massive capital outflows after sud-
den losses in market confidence and their governments
required much larger loans than they had previously
been able to get from the IMF. The Fund expects SRF
loans to be repaid in a year to a year and a half and they
carry a substantial surcharge of three to five percentage
points.



The maximum amount that a country can borrow
varies and is different for different types of loans. It typ-
ically depends on a country's IMF quota, but in excep-
tional circumstances some loans may exceed the usual
limits. Access is typically limited to an annual amount
equal to the country's quota and a cumulative amount
equal to three times the country's quota. The IMF's
willingness to extend exceptional loans depends on a
country's balance-of-payments needs, its ability to
repay, its current indebtedness to the Fund and its track
record. Iceland's current IMF quota is about $193 mil-
lion. Iceland already has access to $25 million of this, it
is part of Iceland's official reserve assets; none of the
rest has been drawn on.



Unfortunately, the most obvious IMF loan facility for
Iceland, the Contingent Credit Line (CCL) no longer
exists. The CCL was introduced in 1999 as part of the
IMF's response to the Asian crisis of 1997-8. It was
intended to provide a precautionary line of defence for
countries with sound policies that were at risk of a cap-
ital account crisis because of contagion effects from
other countries. A country had to meet four criteria to
access this facility. First, it must not otherwise have
needed IMF lending; second, its policies must have been
progressing towards internationally accepted standards;
third, it must have had constructive relations with its
private creditors and been making progress toward lim-
iting its external vulnerability; fourth, it must have had
a satisfactory macroeconomic and financial programme
and a commitment to adjustment. Funds were available
for up to a year on a standby basis. There was no for-
mal limit on the amount available, but it was generally
expected that commitments would be about three to
five times a country's quota. Repayment was expected



in a year to eighteen months and there was a surcharge
of 1.5 to 3.5 percentage points.



The CCL was never used and it was allowed to expire
in 2003. However, the Directors of the IMF emphasised
during the debate on the CCL's expiration in 2003, that
the IMF stands ready to respond quickly and flexibly to
approve the use of Fund resources. It seems reasonable
to believe that Iceland would have been allowed to bor-
row five times its quota under this facility – almost one
billion dollars – and that it might still be able to arrange
similar IMF financing.  One billion dollar may not seem
like a lot, but even before the current systemic crisis
started in August 2007, there was at least one occasion
in 2006 where one of the Icelandic banks found itself in
considerable difficulty having to come up with just over
600 million dollars at short notice, when faced with a
short-lived market liquidity shortage.  A billion dollars
of additional liquidity would come in handy when total
foreign exchange reserves are around 2.8 billion dollars.



Borrowing from the IMF or resurrecting its contingent
credit facility may be hard to swallow for a country that
is not an emerging market or a developing country. It is
also possible that there is so much 'stigma' attached to
a country requesting even a contingent credit line with
the Fund, that it could end up harming the country's
access to funding from the markets.  The rating agen-
cies, for instance, may take an (unjustified) dim view of
a country seeking even contingent assistance from the
IMF, and the markets might react negatively. But if, as
we believe, at least $1bn could be made available
through this channel, and quite possibly a lot more, it
is a line of defence that ought to be given serious con-
sideration.



5. Can Iceland raise what it needs in the
short run?



We have argued that a ballpark figure of what Iceland
might need in the short run is $10 billion of foreign
currency. It already has almost $5 billion. It should be
possible for the Icelandic authorities to raise, at short
notice, say, $1 billion from the IMF and perhaps $2.5
billion from other central banks. The private banks
might be able to raise the remaining $1.5 billion
through their foreign subsidiaries. Any shortcoming
could be made up by the central bank borrowing from
the markets using the assets of the Pension Funds, the
assets of the HFF, or claims against its natural resources
as collateral. With a bit of luck, the banks and the rest
of the financial system ought to be able to survive the
current crisis. 



However, in the longer run, if Icelandic banks were to
be taxed for the costs of the foreign exchange liquidity
insurance mechanisms that reduce the likelihood of a
future liquidity crunch to an acceptable level, this
would put Icelandic banks at a competitive disadvan-
tage relative to banks domiciled in jurisdictions whose
currency is a serious global reserve currency.  



The concerns we express about the competitiveness
and even the viability of an internationally active bank-
ing sector domiciled in Iceland with the Icelandic króna
continuing as the country's currency, therefore applyC
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Table 1 IMF lending, 2008



Loanable funds $209.5 billion
Loans outstanding $16.1 billion



Source: IMF











not only to Iceland but, albeit to a lesser degree, to
other countries with internationally active banking sec-
tors that are large relative to the rest of the economy,
but without a domestic currency that is also a serious
global reserve currency. 



There are now only two serious global reserve curren-
cies, the US dollar and the euro. The list of countries
with internationally active banking sectors that are
potentially vulnerable to funding- or market-liquidity
crises due to the absence of a foreign currency lender of
last resort and market maker of last resort includes
Switzerland and the UK, but not Luxembourg, which is
part of the euro area.  



The Switzerland-domiciled part of the Swiss banking
system owes its continued profitability to a significant
extent to its banking secrecy and its associated status as
a tax haven.  Those subsidiaries of the internationally
active Swiss banks that are located in the Euro area or
in the US are eligible for liquidity support from the
Eurosystem and the Fed, respectively.  As we noted, the
subsidiaries of the Icelandic banks domiciled in the euro
area (mainly Luxembourg at the moment) are eligible
for access to the Eurosystem's marginal lending facility
and are eligible counterparties in Eurosystem repos.
The UK has, in sterling, a second-class global reserve
currency (see Appendix 3).  While this represents a com-
petitive disadvantage compared to Eurozone and US-
domiciled banks, it is better than nothing, which is the



condition Iceland finds itself in. 



6. Should Iceland join the euro area?



As we have argued, if Iceland wishes to maintain an
internationally active banking sector domiciled in
Iceland that is as large as the current one, relative to the
Icelandic economy, it is only sensible for it to join the
euro area. This is the only way to guarantee a perma-
nent foreign-currency lender of last resort. In this sec-
tion we argue that joining the euro area would also
result in a more sensible monetary regime – a precondi-
tion for macroeconomic stability.



6.1 Making monetary policy in Iceland is too 
difficult



One reason for Iceland to contemplate abandoning its
national currency is the difficulty it has had in making
monetary policy. To illustrate the problems, we consid-
er Iceland's recent aluminium investment boom.



In 2004 and 2005 Iceland had an externally financed
investment boom in aluminium projects; this is seen in
the spike in real gross fixed investment in Figure 6. In
2004 gross fixed investment increased by 28 percent; it
rose by nearly 35 percent in 2005. The prospect of
favourable future growth, coupled with lower income
taxes, led to a sizeable, if less impressive, growth in
domestic consumption: almost seven percent in 2004



To  d o w n l o a d  t h i s  a n d  o t h e r  P o l i c y  I n s i g h t s  v i s i t  w w w. c e p r. o r g



C
E



P
R



P
O



L
IC



Y
IN



S
IG



H
T



N
o.



26
OCTOBER 2008 12



-30



-20



-10



0



10



20



30



40



2000 2001 2002 2003 2004 2005 2006p 2007f 2008f



GDP private consumption public consumption



gross fixed investment exports imports



Figure 6 Icelandic national accounts at constant prices (percentage change)



Source: IMF.
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Figure 7 Export Composition (Exc. Income) 2007



Source: Finance Ministry, Iceland.











and nearly three percent in 2005. 
An obvious lesson from the boom is that a shock



affecting a single industry can have a large effect on an
economy as tiny as Iceland's. As seen in Figure 7, alu-
minium already makes up about a quarter of Icelandic
exports, a number expected to grow much larger in
years to come, as additional capacity comes on stream.
There are only two other export industries of significant
size: marine products and services each accounting for
about a third of Iceland's exports. Given Iceland's size,
we conjecture that three large export industries is a sen-
sible amount of economic or real diversification. But, on
its own it is not enough to adequately insure Iceland
against sector-specific shocks having a substantial
impact on the economy as a whole.



The aluminium boom was associated with large



swings in domestic investment demand and domestic
consumption demand and, as a result, there were sig-
nificant changes in capacity utilisation. Two measures
of this are unemployment (an inverse measure) and the
output gap, defined as the difference between actual
output and estimated potential output as a percentage
of estimated potential output. These measures are
shown in Figure 8. The output gap swung from -2.6
percent in 2003 to 5.2 percent in 2005 and then fell to
1.3 percent in 2007. Unemployment fell from 3.4 per-
cent in 2003 to 1.3 percent in 2006, before rising to 2.0
percent in 2007.



The boom was also associated with extreme swings in
investor sentiment, as shown in Figure 9. Residential
housing prices, which had increased at an average rate
of about six and a half percent per year in 2001, 2002
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Figure 8
Measures of Capacity Utilisation
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Figure 8 Measures of capacity utilisation



Figure 9
Asset Prices 
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Figure 9 Asset prices (annual percentage change)



 



Figure 10 Indexed loans of DMB to residents , % of total loans to residents



Source: Landsbanki











and 2003, rose by over 23 percent in 2004 and by 31
percent in 2005. Share prices, fell by nearly 20 percent
in 2000 and rose an average of 60 percent per year in
2003, 2004 and 2005. Clearly, these swings in capacity
utilisation and mood resulted in nominal and real
volatility and made monetary policy challenging.



Further problems for monetary policy have resulted
from another startling feature of the Icelandic econo-
my: roughly three quarters of the total domestic-cur-
rency lending of the credit system is index-linked to the
CPI.  About a quarter of the domestic currency loans of
the Icelandic depositary monetary banks are index-
linked, as shown in Figure 10.  Roughly 50 percent of
non-exchange-rate linked loans are indexed to the CPI.
Mortgages from the State Housing Financing Fund are
all indexed as is most Pension Fund lending to resi-
dents. This means that the overwhelming majority of
bank lending is either foreign-currency denominated or
index-linked to the domestic CPI.  Therefore, the inter-
est rate channel for monetary policy, which works
through changes in short-term domestic nominal inter-
est rates, is effectively emasculated.  Monetary policy
therefore works almost exclusively through the
exchange rate.  The extreme swings in the nominal and
real exchange rate of the Icelandic króna are consistent
with this. 



The CPI and nominal exchange rate are seen in Figure
11. The over-riding goal of the Icelandic central bank is
to keep the rate of inflation on average as close to its
target of two and a half percent as possible. However,
inflation was volatile and well above target during the
period 2000 – 2007. The central bank last attained a
year-over-year percentage change in inflation below
target in 1998 when inflation was 1.7 percent.11 In
March 2008, inflation has edged toward nine percent -



- despite a policy rate of 15.5 percent!
Figure 12 shows the behaviour of short-term domes-



tic nominal interest rates up to the end of 2007.  It does
not include the most recent rate increases, which
brought the official policy rate to 15.5 percent.  These
extremely high rates (motivated during the past year
also by the need to defend the currency and the rest of
the financial system against speculative attacks, were
not enough to stop inflation rising steadily, reaching
8.7 percent year-on-year in March 2008.



The volatility of the nominal exchange rate and, as
shown in Figure 13, of the real exchange rate, and the
persistent failure of the central bank to come close to
meeting its inflation target suggest that Iceland may be
just too small and too internationally exposed to gain
from having its own currency.



The fact, noted earlier, that most of the lending of
Icelandic financial institutions to the domestic economy
and most borrowing by the Icelandic non-financial pri-
vate sector from any source is either denominated in
foreign currency or index-linked (an extreme version of
'original sin'), means that the Central Bank of Iceland's
interest rate 'hammer' has but a tiny anvil to hit.



Despite its pride in having a national currency that
goes back over two hundred years, it is probably time
for Iceland to consider the costs and benefits of alter-
native arrangements. These costs and benefits are the
subject of the next subsection of this report. 



6.2 New optimal currency area criteria



The study of the costs and benefits of common-curren-
cy areas goes back to the seminal work of Mundell
(1961). Conventionally, the major cost of a joining a
common currency area is the loss of one's own mone-
tary policy – the ability to set the short, risk-free nom-
inal interest rate or the nominal spot exchange rate.
This loss is harmful for two reasons. First, if there are
asymmetric shocks in different member countries of a
common currency area, then the common central bank
cannot smooth output and employment in individual
countries, even if there are persistent nominal price
and/or cost rigidities. Second, if countries have different
consumption baskets and if relative prices are changing,
then even with a single monetary policy there will be
different inflation rates in different countries. If, say,
two and a half percent inflation per year is optimal then
a central bank may be able to attain something close to
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The CPI and the Nominal Effective Exchange Rate
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Figure 11 The CPI and the nominal effective exchange rate



Source: Central Bank of Iceland



11 There are some obvious things that Iceland could do to make
monetary policy easier.  The first is for the government to change
the way it subsidises housing and to exit the home lending mar-
ket. Currently, the HHF competes with private banks in the mort-
gage market. It funds its lending by issuing government-guaran-
teed long-term index bonds, making its costs insensitive to mon-
etary policy. Firms in the oligopolistic private banking sector have
an incentive to squeeze their profit margins, rather than raise their
rates when the policy rate increases. Another thing that Iceland
could do is to rethink the way that house prices are included in the
price index, so that is what is measured is the user cost of house
prices and so that the price index is not distorted by house price
volatility.











this for the currency area as a whole, but not for indi-
vidual countries. 



The old literature on optimal currency areas looked at
how various attributes of a country affected these costs.
For example, if countries have flexible labour markets or
there is labour mobility across countries, then this tends
to offset not having a country-specific monetary policy
to counteract the effect of idiosyncratic shocks affect-
ing labour demand. If there are no material nominal
wage or price rigidities, then monetary policy is ineffec-
tive in offsetting asymmetric shocks.  If countries con-
sumed similar consumption baskets, then even a one-
size-fits-all monetary policy would produce similar rates
of inflation across countries.



We argue, however, that these old optimal currency
area criteria are not particularly relevant to the case of
Iceland. It is true that cultural differences, language
barriers and geography ensure that labour is unlikely to
be especially mobile between Iceland and continental
Europe. Although there have in recent years been quite
sizeable labour flows between Iceland and both the
Nordic countries and the Baltics, and although Iceland's
internal labour market is flexible compared with much
of continental Europe, it is not as flexible as those in



the United States and New Zealand. The Icelandic con-
sumption basket is unlikely to be similar to the Italian
one. However, Icelandic monetary policy is certainly not
delivering optimal inflation for Iceland and even if the
central bank had a policy of offsetting shocks to the real
economy in their own right (that is, as distinct from
what shocks to the real economy imply for inflation), it
clearly has not been effective and it is hard to believe
that it would be effective in the future.  



For these reasons, Buiter (2000) concluded that even
on the conventional macroeconomic stabilisation crite-
ria for an OCA, it made sense for Iceland to adopt the
euro.  With the spontaneous euroisation of much of the
economy that has taken place since then, the ability to
conduct an independent monetary policy – even the
best-practice form of inflation targeting with a flexible
exchange rate – has been further impaired.  National
monetary independence today makes no sense for
Iceland today, even apart from the financial stability
considerations we have emphasized in this paper.



A conventional benefit of a common currency area is
the reduction in transactions costs. While transactions
costs in the financial wholesale markets are miniscule
per transaction, volume is high. The EuropeanC
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Figure 12 Short-term interest rates, January 1007 - February 2008(at end of month)



Source: Central Bank of Iceland



 



Figure 12 Real effective exchange rate of the Icelandic krona, 1960-20071



Note: 1 Preliminary 2007.



Source: Central Bank of Iceland











Commission (1990) estimated that these costs were .25
– 0.40 percent of the total European Community GDP. 



The króna, as measured by variations in the nominal
and real effective exchange rates, is volatile relative to
that of other advanced economies.12 Moreover, the
openness and small size of the Icelandic economy
makes it inhabitants particularly vulnerable to foreign
exchange volatility. Every business and household in
Iceland is in the position of having to be a foreign
exchange speculator. 



There is evidence to support the view that not all
households have been wise speculators. Around 80 per-
cent of the foreign currency loans to households, for
instance, were denominated in the two currencies with
the lowest interest rates; the Japanese yen and the Swiss
franc (see Figure 14). Iceland's households have there-
fore been enthusiastic proponents of the 'carry trade',
borrowing where the interest rates are lowest, and for-
getting about currency risk. 



The real resource cost of this must be substantial and
it leads to redistributions of income and wealth that are
typically regarded as unfair: the wealthy and the edu-
cated gain at the expense of the poor and the unsophis-
ticated. 



6.3 Is there a third way? Temporary suspensions of
capital account convertibility or a Sovereign
Wealth Fund for Iceland.



6.3.1 Temporary suspensions of capital account con-
vertibility



Other small countries with supposedly open capital
accounts, including Latvia, have discouraged specula-
tion against their currencies by not authorising large
transactions involving domestic currency borrowing, if
these large amounts were not justified, in the opinion
of the private banks and the Bank of Latvia (the central
bank), by the needs of trade and normal financial trans-
actions, but were instead part of an attempt to short the
lats and cause the currency peg with the euro to col-
lapse.  Effectively, therefore, the Latvian commercial
banks and the Bank of Latvia restricted the capital
account convertibility of the lats.  This clearly is against
the letter of the Acquis Communautaire, but appears
nevertheless to have been common practice during
recent speculative attacks on the lats.  We have off-the-
record confirmation of this from sources in the Bank of
Latvia, private Latvian banks and would-be lats borrow-



ers who were sent away empty-handed.
This course of action – the de-facto temporary and



selective suspension of capital account convertibility –
is not open to Iceland, if it wishes to retain its interna-
tional banking business.  In Latvia, about 80 percent of
the banking system is foreign-owned, mainly through
subsidiaries of Swedish and other Nordic banks.  These
subsidiaries don't themselves engage in significant for-
eign banking business, other than funding themselves
through the parents. 



6.3.2  A Sovereign Wealth Fund for Iceland?
Recently there have been proposals that Iceland should
establish a sovereign wealth fund to bolster its volatile
economy's defences against outside threats.  An exam-
ple is the proposal reported in the Financial Times of
Thursday, April 24 2008, by Björgólfur Gudmundsson,
owner and chairman of Landsbanki.  These proposals
are quite distinct from our recommendation that the
Icelandic authorities (and banks) acquire as many liquid
foreign currency resources and establish as many for-
eign currency credit lines as possible.  We view this as a
short-term, emergency measure.  When order is
restored, the country will, in our view, have to choose
between an internationally active banking sector and its
national currency.  The 'Sovereign Wealth Fund propos-
als' are presented as a way for Iceland to retain both its
internationally active banking presence and its national
currency.  It is meant to be a long-term solution.



We believe that the Sovereign Wealth Fund terminol-
ogy and the references to Norway's oil fund are rather
misleading.  We can distinguish three kinds of funds:
sovereign wealth funds, stabilisation funds and reserve
funds, corresponding to investments made, respectively,
for the long run, the medium run and the short run.  



Sovereign Wealth Funds save, invest and disburse to
smooth income and consumption across generations.
Since they invest for the ages, they often invest in illiq-
uid assets with long maturities.  They are relevant espe-
cially for countries with exhaustible resources such as
oil and natural gas.  Norway is a country with large
non-renewable resources.  Intergenerational equity
requires a sovereign wealth fund or some other public
sector institutions for transferring resources among
generations if private intergenerational concerns are not
sufficiently strong.



Iceland does not have non-renewable resources that
require a sovereign wealth fund to manage intergener-
ational equity.  Its hydroelectric and geothermal energy
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12 See Kallestrup (2008) for a recent study.
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Figure 14 Currency composition of household foreign currency borrowing from banks



Source: Central Bank of Iceland, borrowing from Kaupthing, Landsbanki and Glitnir











resources are, for all practical purposes, renewable.
Stabilisation funds aim to smooth cyclical fluctua-



tions in real income and consumption, due to changes
in the external terms of trade.  They tend to be used by
producers of renewable commodities for which the rel-
ative price in terms of the domestic consumption bas-
ket can swing wildly for reasons beyond the control of
the country.  Agricultural commodity producers are an
example.  Stabilisation funds tend to be invested in
rather liquid assets, as the timing of commodity price
cycles is unpredictable.  Iceland fits this category quite
well, and will do so even more in the future when it may
engage in direct exports of power via a cable to
Scotland.  



Reserve funds aim to provide liquidity for everyday
transactions needs in the markets for internationally
traded goods and services and for financial instruments.
They also provide emergency liquidity to defend the
currency, the stock market or the banks against specu-
lative attacks or against the consequences of liquidity
crises that are not due to reasonable concerns about the
long-term solvency of the banks or other institutions of
the country.  Reserve funds have to invest in highly liq-
uid foreign assets, as a crisis may strike at any time, and
the availability of liquidity exactly when it is needed is
key. 



Given enough time, Iceland could build up a stock of
liquid foreign exchange reserves large enough to com-
pensate for any conceivable interruption in the supply
of external credit to its banks and for any illiquidity in
the markets for the banks' foreign currency assets.
Building up a stock of reserves large enough to discour-
age speculative attacks on its stock market or on its cur-
rency would be more difficult, if the authorities main-
tain a truly open set of international financial markets.
As long as it is possible for a would-be speculator to
borrow from the Icelandic banks any amount of kr?nur
and to invest these krónur in foreign currencies, it is not
possible to build up a stock of reserves so large it can-
not be exhausted in a speculative attack.  Of course,
domestic interest rates can be raised to make this
expensive, but even a small depreciation of the
exchange rate over a short time interval swamps the
cost of high interest rates over that time interval.  



So building up a stock of liquid foreign assets large
enough to prevent large swings in exchange rates and
in the stock market driven by speculative attacks is not
a realistic possibility.  It is, however, possible to build up
a stock of liquid foreign assets large enough to ensure
the survival of the banking system when this is faced
with a liquidity crunch that prevents it from borrowing
abroad and from selling its foreign currency assets at
acceptable prices.  There are two problems with this
"third way", however.  



First, it would take time to build up a sufficient stock
of liquid official foreign assets.  Iceland may not have
enough time to get to the point that it can self-insure
against interruptions of international funding liquidity
and of international market liquidity. Second, even if
there were to be, following the current crisis, a period of
tranquillity long enough to permit the necessary stock
of foreign assets to be accumulated, it is likely that the



venture would be unprofitable.  The fund would be
quite unlike a sovereign wealth fund.  It would have to
be held in the most liquid possible form, to ensure its
immediate availability in case of a crisis. By effectively
undoing the maturity- and liquidity transformation of
the banking sector, this large investment in liquid assets
could destroy the social profitability of Iceland's inter-
national banking activities.  It is questionable whether
these international banking activities would be private-
ly profitable, if the authorities were to charge the banks
the full opportunity cost of the liquidity insurance serv-
ices provided by the authorities through their liquid for-
eign asset holdings. 



7 Conclusion



Iceland's economy is highly vulnerable to financial
shocks.  Iceland's banks have recently been exposed
both to interruptions of funding liquidity and to inter-
ruptions of market liquidity in key markets for their
assets.  As regards shocks to funding liquidity, although
Iceland's banks have not experienced classical bank runs
(a sudden withdrawal of deposits), they have been sub-
ject to its credit market counterpart – the refusal by the
bank's creditors to roll over maturing credit, secured or
unsecured.  As regards shocks to market liquidity, there
have been wholesale financial market 'strikes' – liquidi-
ty shortages in the wholesale financial markets in which
banks and other highly leveraged financial institutions
fund themselves to a growing extent.  Exchange rate
volatility and instability, the huge spreads in the
Icelandic banks' CDS markets and the de-facto exclu-
sion of these banks from the international wholesale
financial markets, are but the most visible manifesta-
tions of the financial difficulty Iceland finds itself in.  



In the years leading up to the crisis, there were indeed
speculative inflows of capital, followed by sudden rever-
sals, and these have been associated with large swings
in the nominal and real exchange rates.  There is also a
quite familiar story of structural reform and financial
liberalisation leading to a massive investment boom
(first in aluminium smelting and then in residential and
commercial construction) which resulted in an over-
heating economy, a very large current account deficit
and a growing negative net international investment
position.  



But these fundamental distortions are not capable of
explaining the magnitude of the financial disturbances
that have been part of Iceland's economic landscape for
the past few years.  The massive financial dislocation
can only be explained by considering Iceland's spectac-
ular growth as a financial intermediary, with gross for-
eign assets and liabilities rising eight and nine-fold as a
share of GDP in less than a decade.  Iceland has indeed
become a highly leveraged financial institution with
massive asset-liability mismatch – a 'hedge fund' in
tabloid language.  The North Atlantic financial crisis hit
the country, not because its investments had been of
poor quality – its subprime exposure is quite limited –
but because the liquidity crunch and disorderly financial
markets in North America and Europe are making it dif-
ficult if not impossible for the internationally activeC
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Icelandic banks to refinance their maturing obligations.
While there has not been a deposit run on any of the



Icelandic banks, the seizing up of the interbank mar-
kets, the ABS markets, ABCP markets and other sources
of wholesale funding have created a crisis.  The
Icelandic banks need a foreign-currency lender of last
resort.  Unfortunately, the Central Bank of Iceland can-
not print foreign currency, so its undoubted compe-
tence and good intentions are not enough to cope with
the crisis.  The short-term solution is to seek funding
abroad: from other central banks, the market and the
IMF.  The best medium-term solution is for Iceland to
join the EU and to adopt the euro as soon as possible.
The only alternative is to move its foreign-currency
banking activities to the euro area.  



The reason Iceland is no longer a viable currency area
has nothing to do with the familiar trade and normal
capital flows-based OCA arguments – although these
arguments also suggest that Iceland would be better off
in the euro area. Unilateral euroisation would deliver
macroeconomic stability benefits, but would not pro-
vide Iceland with a lender of last resort and market
maker of last resort capable of creating euros at will.  It
would therefore do nothing to enhance Iceland's finan-
cial stability. Iceland's business model, operating inter-
nationally in the financial markets with high leverage, is
not compatible with its currency regime.



A convincing case for Iceland becoming a full mem-
ber of the euro area as soon as possible can be based
solely on financial stability arguments: only the ECB
and the Eurosystem can act as a viable lender of last
resort and market maker of last resort for Iceland.
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Appendix 1  
The upper bound on foreign-currency
revenue from money expansion
In this Appendix, we use a simple open-economy ver-
sion of the Cagan model to demonstrate that there is
only a finite amount of foreign-currency revenue that a
country can raise from printing base money, even when
the foreign exchange market is liquid, and that this
amount is less than the foreign-currency value of the
existing money stock.



We assume that there is a small open economy with a
single tradable good. By small we mean that the for-
eign-currency price of the good and the foreign nomi-
nal interest rate are taken as given. It is assumed that
purchasing power parity holds. There are three financial
assets: home money, home bonds and foreign bonds. It
is assumed that home money is held only by home res-
idents and that home and foreign bonds are perfect
substitutes, that is, uncovered interest parity holds.
Output is assumed to be an exogenous and constant.



We assume that that the supply of real balances is
equal to the demand for real balances and the demand
for real balances is increasing in income and decreasing
in the nominal interest rate:



where Mt is the time-t money supply, Pt is the time-
t price of the good in terms of home currency, Y is a
multiple of output and It is one plus the nominal inter-
est rate between period t and period t + 1. We assume
a particular functional form for the L function so that
equation (1) can be rewritten as



Let small letters denote the logarithms of capital letters,
so that, for example mt = lnMt. Using this notation,
equation (2) becomes



It is assumed that purchasing power parity holds.
Thus,



where Et is the home-currency price of foreign cur-
rency and P*



t is the foreign-currency price of the good.
We assume that the foreign-currency price is exogenous
and constant. Then by picking the units in which the
good is measured we can normalise the foreign-curren-
cy price to one. Then, equation (4) becomes Pt = Et.
Taking logarithms yields



With perfect foresight, uncovered interest parity
implies



In logarithm form this is



Assuming that the foreign nominal interest rate is a
constant a and substituting equations (5) and (6) into
equation (3) yields



where Y * = Y – αi *t. Solving the first-order linear dif-
ference equation and ignoring outcomes with bubbles
yields



Suppose that the money supply is constant and that
the government plans to increase the money supply at
some point to generate foreign-exchange revenue. We
assume that the government's plan is initially secret, but
that at some point - perhaps minutes or hours before it
enters the market, market participants learn that the
increase will occur at time T. Algebraically we can rep-
resent the path of the money supply by



Substituting this into equation (8) yields that between
the time that market participants learn about the cen-
tral bank's plans and the instant that the jump occurs, 



At t = T, all of the adjustment has taken place and 
et = m + ∆ – y*. Thus, the (logarithm of the) foreign-
currency revenue that the central bank can raise is 
∆ − et = y * – m.



Before the market participants learned about the
future jump in the money supply they believed that the
money supply would remain constant at m. Thus, equa-
tion (8) implies that the exchange rate was given by 
et = m – y* and the foreign currency value of the (log-
arithm of the) money stock was m – et = y * > y * – m.
Thus, the central bank cannot generate an amount of
revenue that exceeds the value of the foreign currency
value of the existing money stock.



Appendix 2
Subsidiaries of the three internationally
active Icelandic banks 



Glitnir



Finland - Subsidiary 
Luxembourg - Subsidiary 
Norway - Subsidiary 
Russia - Subsidiary (CJSC Glitnir Securities; LLC Glitnir
Asset Management)
Sweden - Subsidiary 
USA - Subsidiary (Glitnir Capital Corporation)



Kaupthing



Belgium - Subsidiary of Kaupthing Luxembourg
Denmark - SubsidiaryC
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Appendix 3
Global currency reserves



Currency composition of official foreign exchange reserves



'95  '96  '97  '98  '99  '00  '01  '02  '03  '04  '05  '06  '07  



US dollar 59.00% 62.10% 65.20% 69.30% 70.90% 70.50% 70.70% 66.50% 65.80% 65.90% 66.40% 65.70% 63.30%
Euro 17.90% 18.80% 19.80% 24.20% 25.30% 24.90% 24.30% 25.20% 26.50%
German mark 15.80% 14.70% 14.50% 13.80%
Pound sterling 2.10% 2.70% 2.60% 2.70% 2.90% 2.80% 2.70% 2.90% 2.60% 3.30% 3.60% 4.20% 4.70%
Japanese yen 6.80% 6.70% 5.80% 6.20% 6.40% 6.30% 5.20% 4.50% 4.10% 3.90% 3.70% 3.20% 2.90%
French franc 2.40% 1.80% 1.40% 1.60%
Swiss franc 0.30% 0.20% 0.40% 0.30% 0.20% 0.30% 0.30% 0.40% 0.20% 0.20% 0.10% 0.20% 0.20%
Other 13.60% 11.70% 10.20% 6.10% 1.60% 1.40% 1.20% 1.40% 1.90% 1.80% 1.90% 1.50% 1.80%



Sources: 1995-1999, 2006-2007 IMF: Currency Composition of Official Foreign Exchange Reserves; 1999-2005, ECB: The Accumulation of Foreign Reserves (Wikipedia) 











Appendix 2 (contd.)



Finland - Subsidiary & Branch
Isle of Man - Subsidiary (Singer & Friedlander)
Luxembourg - Subsidiary
Norway - Subsidiary & Branch
Sweden - Subsidiary & Branch
UK - Subsidiary (Singer & Friedlander)
US - Subsidiary



Landsbanki



Landsbanki Kepler (Continental Europe)
Landsbanki Securities (UK)
Merrion Landsbanki (Ireland)
Landsbanki Heritable Bank (UK)
Landsbanki Luxembourg
Landsbanki Guernsey



Appendix 4 
The current account and net foreign
investment position of Iceland



In this Appendix we consider two features of
the Icelandic economy that have been argued to lie at
the root of the current crisis but which we believe not
to have been a major factor.  They are the recent large
current account deficits and Iceland's supposed large
negative net international investment position.  



The Icelandic economy's external accounts



Iceland is a wealthy but miniscule country, with just
over 300,000 inhabitants and a GDP (at market
exchange rates) of about $17 billion in 2007, or around
$56,000 per capita. As we argue in Section V, its small
size means that external and domestic shocks can cause
large swings in its national and balance of payments
accounts. 



For many years, Iceland has run an external current
account deficit. During the recent construction boom
associated with the aluminium projects and the residen-
tial housing boom that followed, the current account
deficit peaked at over 25 percent of GDP in 2006, as
shown in Figure A1. This has resulted in Iceland,
according to the most commonly used statistical meas-
ure, being a large net external debtor, with a net foreign
investment position of minus 125 percent of annual
GDP at the end of 2006, also shown in Figure A1.



We shall argue below, that this measure, which
records foreign direct investment (FDI) at book value,
represents a significant overstatement of the true net



external liabilities of Iceland.  However, our argument
that Iceland's financial business model is not viable
does not depend to any significant degree on the net
external investment position of the country, or of its
banks.  It depends instead on the presence of a large
stock of gross external assets denominated in foreign
currency, part of which is illiquid, and a large stock of
short-maturity foreign-currency-denominated gross
external liabilities.   



As the International Monetary Fund's 2007 Article IV
Consultation staff report (IMF (2007)) emphasises,
Iceland's international investment position data must
be treated with caution. Iceland's outward measured
direct investment (the purchase of over ten percent of
the stock of a foreign entity) is unusually large: about
90 percent of GDP and about 20 percent of Icelandic
gross foreign assets. It exceeds inward measured direct
investment by an amount that is over 30 percent of
Icelandic GDP. This is important because in computing
the net international investment position, direct invest-
ment is measured at book value while portfolio invest-
ment is measured at market value. As book value is typ-
ically (but not always) less than market value, the act of
direct outward investment usually lowers, at the instant
it takes place, the measured net international invest-
ment position, even though the actual investment posi-
tion has not changed. Moreover, over time, if equity
prices rise, then the value of portfolio investment that is
in the form of equity rises, while direct investment does
not. A careful study by Svavarsson (2008) estimates that
Iceland's end-of-third quarter 2007 international
investment position at market value might have been
only -27 percent of GDP - about 100 percent of GDP
larger than the -125 percent of GDP estimate common-
ly reported. 



Two remarks are in order. First, given the size of net
outward Icelandic direct investment, the marked-to-
market international investment position is highly sen-
sitive to swings in the exchange rate or global equity
prices. A small fall in the króna would lead to a signif-
icant improvement; a small decline in global equity
prices to a significant worsening. No doubt the current
marked-to-market net foreign investment position of
Iceland would show a larger negative position than -
27% of GDP.  Second, while Iceland's external position
is undoubtedly far better than the numbers suggest, it
has little implication for the current financial crisis.  Our
view of the Icelandic financial crisis is that it represents
a liquidity crisis, not a solvency crisis.  The finding that
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Figure A1. 
Current Account Deficit and Net External 



Debt as a Percent of GDP
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Figure A1 Current account deficit and net external debt as a percent of GDP.



Source: Central Bank of Iceland











the net external investment position of Iceland is signif-
icantly stronger with FDI assets and liabilities marked-
to-market rather than reported at book value, strength-
ens the argument that it is not a solvency crisis.
However, as we have argued earlier, even solvent enti-
ties can become the victims of a liquidity crunch if there
is no lender of last resort/market maker of last resort.  



The stronger net external investment position of the
country ought to mean that the Icelandic authorities
should be able to borrow from foreign official entities
(national and international) on a larger scale than they
would have been able to if the true net external invest-
ment position had indeed been -125 percent of GDP.
Through its ability to tax, the Icelandic fiscal authorities
can, given enough time, mobilise all domestic and net
external resources of the country as collateral for for-
eign borrowing.



Gross external assets (with FDI valued at book) have



ballooned, at the end of the third quarter of 2007, to
507 percent of annual GDP and gross external liabilities
to 626 percent of annual GDP, as seen in Figure A2.
According to Svavarsson (2008), marked-to-market
gross external assets were 674 percent of annual GDP at
the end of the third quarter of 2007, and marked-to-
market gross external liabilities 701 percent. Both book
values and marked-to-market valuation support the
common observation that Iceland can be characterised
as a hedge fund - a highly leveraged economic entity
whose (external) assets are of longer maturity and less
liquid than its (external) liabilities. 



We believe that the net international investment posi-
tion of Iceland and the likely sharp reduction in the
future current account deficit due to the end of the alu-
minium investment boom (and the cyclical slowdown)
should not be an obstacle to external borrowing by the
government or the central bank.
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Figure A2 External debt and assets, Q1/1998 - Q4/20071



Note: 1 Latest data are preliminary.



Source: Central Bank of Iceland
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