
CHAPTER 1  I CAPITAL MARKETS INTELLIGENCE

1

Investing in the Icelandic bond
market
by Daniel Svavarsson and Magnus Stefansson, Landsbankinn hf.

A resource-based economy with a
booming tourism sector

Iceland is by far the smallest OECD economy, with a total

GDP of ISK2,205bn in 2015 (US$16.8bn). The population

is also small, numbering just under 334,000. According to

the OECD, gross domestic product per capita, measured

in terms of purchasing power parities was equivalent

to US$45,800 in 2015, roughly in line with the other

Nordic countries. 

Historically, economic prosperity in Iceland has depended

largely on abundant marine and energy resources, with

investment and services as the main drivers of economic

growth. Exports of services, driven by a flourishing

tourist sector, are an increasingly important source of

export revenues. In 2015 services accounted for roughly

When it comes to economic growth, Iceland has in recent years been
somewhat of an exception among advanced economies. Growth in most
countries in Europe has been slow and fragile, especially considering the
extraordinarily loose monetary conditions prevailing in the last several
years. Even the US economy does not seem to have fully recovered after
the global financial crisis. Iceland was hard hit by the crisis but has
recovered strongly with annual GDP growth expected to average around
3.3% over the next three yearsi. Monetary policy is tight, with the Central
Bank of Iceland repo rate currently 6.5% and bond yields well above those
of most other advanced economies. Recent research has also shown that
the business cycle in Iceland seems to a large extent asymmetric to the
business cycle of other developed countries2. These conditions make
Iceland an interesting option for global bond investors.

Daniel Svavarsson, Director of Economic Research

tel: +354 410 6563

email: Daniel.Svavarsson@landsbankinn.is

Magnus Stefansson, Fixed Income Analyst

tel: +354 410 4045

email: Magnus.Stefansson@landsbankinn.is

Daniel Svavarsson Magnus Stefansson



CHAPTER 1  I CAPITAL MARKETS INTELLIGENCE

the current level of output is with the product of a

relatively well-balanced economy, both internally and

externally. 

Registered unemployment peaked at 9.3% in early 2010

but had fallen to 2.5% in April 2016, well below the EU

average. The ISK exchange rate has stabilised significantly

after losing almost 50% of its value against the euro from

January 2008 to November 2009. At the end of May 2016,

the ISK had appreciated by 34% from its lowest level in

November 2009. 

Inflation currently low

In May 2016 the inflation rate was 1.7%, almost a whole

percentage point below the Central Bank's 2.5% inflation

target. Inflation has been continuously below target since

February 2014. The current low inflation is primarily due to

favourable global price developments and a stronger ISK.

However, substantial rises in wage costs and housing price

increases could press inflation well above the Central

Bank's target in the foreseeable future.

48% of total export revenues, while exports of marine

products accounted for 22% and exports of aluminium and

aluminium products accounted for 20%. 

Iceland was hard stricken by the global
financial crisis
In 2008, the Icelandic economy entered into a deep

recession after a five-year period of robust but

unsustainable economic growth. Initially spurred by large-

scale investments in the aluminium and energy sectors, the

upswing was amplified by phenomenal growth in the

banking sector and a credit boom, sustained by easy

access to global credit. The entire economy soon became

increasingly imbalanced, with huge FX inflows attracted by

high interest rates reflected in a soaring current account

deficit and mounting inflationary pressures. The result was

a double shock, a currency crisis and banking crisis,

causing a deep recession in the autumn 2008. Output fell

by around 9% as GDP contracted two years in a row. The

economy started growing again in 2011 and by 2014 had

reached its previous output peak of 2008, then grew a

further 4% in 2015. Unlike the pre-crisis peak, however,

EUR/ISK exchange rate Exhibit 1

Source: Thomson Reuters Eikon
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3Positive economic outlook

The IMF expects GDP growth in Iceland to outpace most that

of advanced economies in the next few years. The economy

grew by 4% in 2015 and the IMF expects GDP to rise by

4.6%3 in 2016. This high growth has occurred despite very

tight monetary policy which is expected to tighten further in

the coming years (the repo rate is currently 6.5%). 

Government finances on a sustainable path
Following the financial crisis and economic recession in

2008, gross government debt ballooned from 27% of GDP in

2007 to 95% of GDP in 2011. Treasury debt has since

declined relative to GDP in recent years. By year-end 2015,

central government debt had dropped to 65% of GDP, a

reduction of 11% of GDP since year-end 2014. At the end of

Q1 2016 government debt was ISK1,306bn (59% of GDP).

Further debt reduction is expected in the near future as

increased government revenues will be used partly to

pay down public debt. IMF projections expect gross

government debt to be 35% in 2020. When the

government's large cash buffers are taken into account, net

central government debt amounted to ISK800bn or 33% of

GDP in April 2016, which is a moderate level in the European

context. In contrast to many other highly-indebted European

countries, however, Iceland has a nearly fully funded private

pension system, which together with favourable

demographics bodes well for long-term fiscal sustainability.

Favourable net external position
Led by a rapidly expanding tourism sector, the surplus in

trade in goods and services in 2015 was ISK155bn, or 7%

of GDP. Gross foreign liabilities as of end of year 2015

totalled ISK4,917bn. Thereof direct foreign investments,

mainly in the aluminium and pharmaceutical sector,

amount to ISK2,020bn. Foreign assets totalled ISK4,790bn

and the net international investment position is therefore

negative by ISK127bn, or 6% of GDP.

Overview of the bond market

The total size of the Icelandic bond market is ISK2,380bn, or

108% of GDP. The largest issuers are the Treasury (38% of

market) and the state-owned Housing Financing Fund (33%

of market). The Treasury bonds are by far the most liquid

bonds listed on the Nasdaq Iceland exchange, accounting

for approximately 80% of total bond market turnover.

Inflation Exhibit 2

Source: Statistics Iceland
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Government bonds
The bond market was relatively volatile in 2015. In the first

half of the year, yields on nominal Treasury bonds rose

under strong selling pressure due to uncertainty about

wage developments. Yields declined again in the latter half

of the year, following the government’s presentation of a

comprehensive strategy for capital account liberalisation.

Following that announcement, rating agencies Moody’s,

Fitch, and Standard & Poor’s upgraded the Republic of

Iceland’s sovereign credit ratings, owing to the prospective

reduction in Treasury debt concurrent with the payment of

stability contributions by the failed banks’ estates. 

These developments, along with the favourable outlook for

the economy in general and the large interest rate spread

between Iceland and its main trading partners, generated

significant interest in long-term nominal Treasury bonds

among foreign investors. The Treasury yield curve flattened

out at mid-year, and there has been very little difference in

yields on short- and long-term Treasury bonds until very

recently. Following the implementation of a new policy

instrument early in June to temper capital inflows the term

premium on longer bonds has returned to some degree,

although the slope of the yield curve still remains relatively

low in historical terms.

In the years following the collapse of the Icelandic banks in

2008, the government ran a significant deficit. As this

deficit was partially financed in the bond market the

Treasury became by far the largest single issuer of new

bonds between 2009 and 2011. The government is

expected to run a surplus in 2016 and subsequent years,

making further net Treasury bond issuance unnecessary.

Scheduled gross Treasury bond issuance in 2016 totals

ISK50bn, while net issuance is expected to be negative

by ISK20bn.

GDP growth Exhibit 3

Source: IMF World Economic Outlook (April 2016)
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Your financial 
partner in Iceland

Landsbankinn is Iceland’s largest financial institution. We are a 

trusted financial partner for individuals, companies and investors, 

focusing on our customers needs and building strong business 

relationships. Our market leadership makes Landsbankinn the 

perfect partner for doing business in Iceland.

410 4000Landsbankinn landsbankinn.is
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General government debt Exhibit 4

Source: IMF World Economic Outlook (April 2016) – 2015-2020 IMF staff estimations / projections
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Bond auctions Exhibit 5

Source: Central Bank of Iceland
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Housing Financing Fund
The Housing Financing Fund (HFF) is an independent

government institution that grants mortgage loans to

finance housing purchases and construction. Its stated

purpose is to “ensure housing security and equality for all

Icelanders”. Since its inception in 1999 it has been one of

the largest issuers of ISK denominated bonds. Currently HFF

bonds comprise around 33% of the total bond market.

However, the future role and existence of the fund remains

highly uncertain. As the Fund has suffered under high

defaults and other issues following the recession, the

Icelandic government had to inject some ISK53.4bn in the

form of direct capital contributions between 2010 and 2016,

to ensure the Fund remained solvent. And while the covered

bond market has grown rapidly, the HFF has ceased issuing

bonds, as the volume of new mortgages issued by the fund

is lower than prepayments by its customers. The last bond

issuance by the fund was in January 2012. 

Covered bonds
All three major commercial banks in Iceland have covered

bond programmes in place which represent an important

source of funding for their mortgage lending in the

domestic market. Covered bonds are regulated by the

Icelandic Financial Supervisory Authority which additionally

appoints an independent inspector to monitor the issues.

Íslandsbanki was the first of the new banks to issue

covered bonds in December 2011. Since then the total size

of the covered bond market has increased to ISK141bn.

Arion Bank, Íslandsbanki and Landsbankinn intend to offer

covered bonds this year totalling ISK75bn-ISK105bn, of

which ISK30bn had been issued as of the end of May. 

A large part of the Icelandic bond market is inflation-

linked, reflecting a past history of price instability. The

stated goal of Government Debt Management (which

handles Treasury funding) is to reduce the significance of

inflation-linked debt in the central government debt profile.

Icelandic bond market (ISK bn) Exhibit 6

Source: Central Bank of Iceland

n Central government 892

n Housing fund 774
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All three major commercial banks have issued a blend of

inflation indexed and non-indexed covered bonds, mainly

based on market sentiment.

New policy instrument to manage
capital inflows

The Central Bank of Iceland recently published new rules

aimed at controlling new capital inflows. All new

investments in bonds, bills, fund units and deposits will be

subject to “special reserve” requirements, i.e. investors

have to deposit a specific portion (currently 40%) in

reserve accounts for a certain holding period (currently

12 months) at very low interest (currently 0%). 

In summary

The Icelandic economy has recovered very strongly after

the global financial crisis of 2008. Unemployment is low

and government finances are on a firm footing. The private

sector has emerged stronger than pre-crisis due to

substantial deleveraging over the last few years. The

Icelandic banking system has been rebuilt from the ground

up and all the commercial banks now have among the

highest bank capital ratios in the world. As GDP growth is

significantly above trend, monetary conditions are tight

despite low inflation. The underlying current account has

been in continuous surplus over the last seven years and is

likely to remain so for at least the next few years, making

further ISK appreciation likely in the coming years.

Notes:

1 IMF World Economic Outlook (April 2016).

2 Central Bank of Iceland (2013), Working paper no. 63: “On our own?

The Icelandic business cycle in an international context”; Einarsson,

Bjarni G. et al.

3 IMF Staff Report for the 2016 Article IV consultation, June 3, 2016.

Contact us:

Landsbankinn hf.

Austurstræti 11, 101 Reykjavík, Iceland

tel: +354 410 4000

web: www.landsbankinn.is

Interest rate differential with the euro Exhibit 7

Source: Thomson Reuters Eikon
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