Pillars of Society:
How the Financial System can sustain or
undermine (Un)HealthBusinesses-the
lcelandic Case

GudrunJohnsen, Assistant Professor of Finance
University of Iceland



Overview

AY | dzLJ( Rusige3ddodel in a nutshell

ACredit growth and credit allocation in Iceland 198816
AWages of Failure: Incentives at the individual level

AWho lost and who gained?
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ALevel playing field? Sustainable business models?
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built on Kaupthinking
Ahttps://youtu.be/Rkzhjpch38



https://youtu.be/Rkz-hjpch38

Unsustainable path?
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Banks can create money out of thin air

ADeposit Money Multiplier

ASustainable lending practices
ARecuperate principal and interest
Alnterest rates and lending terms need to reflect the underlying risk
Alnvestment opportunities gained or created?

ACredit growth of systemically important institutions typically needs to
reflect economic growth



Boombust cycle

Domestic credit provided by financial sector (% of I5DP

19602016
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Too much focus on supply side of credit?

iIn China

200%

180%

160%

140%

120%

100%

80%

60%

A40%

20%

0%

Total Credit to Private Sector, Trend, and Gap

Credit Percent GDP

12-1992
11-1993
10-1994
09-1995
08-1996

07-1997 r
06-1998
05-1999
04-2000
03-2001

Sources:

02-2002
01-2003
12-2003
11-2004
18-2005
09-2006
08-2007
07-2008
06-2009

BIS. NBS, Author's Calculations

05-2010

04-2011

03-2012

02-2013

Gap from Trend

30%

20%

10%

0%

-10%

-20%

-30%

Total Credit
to GDP Gap

Total Credit
to GDP

Total Credit
to GDP HF
Trend

SourceBorst (2013) Measuring Excess Credit Growth in China, Peterson Institute for International Economics

http:// blogs.piie.corfthina/?p=3119

RS
SAGES
s?‘i\(}.f UNIVERSITY OF ICELAND
2 NS
Poigene®



..what about the demand side?

AWhere does the money end up?
AHow is credit allocation during credit booms, busts and normal times?

AHow is it possible to increase a balance sheet of systemically
Important bank by 500% In three years?



How?

oS '
[ 7T~
f 7 AT : :

Source: SIC report, Vol. 9., Appendix 2, pp. 23
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Bank Credit to the Corporate Sector
20002008
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Credit allocation
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Stories from the Pr€rash Era

AWeb of firms became increasingly complex
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.. Large exposure limits heavily viola

Glitnir*'s expoa

Figure 52
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.. Increased leverage pushed

asset prices up to unsustainable levels

Figure 4
The leverage at the Icelandic Stock Exchange
ICEX

9000
8000
7000
6000
5000
4000
3000
2000 -
1000

0

01/04 o01/05 o01/06 01/07 01/08
—JCEX (left axis)

Percent of shares on ICEX pledged as collateral

|

45

- 40

35

- 30
- 25
- 20

15

- 10

s“‘)"{;
$ QR
;‘:‘\‘i\@f UNIVERSITY OF ICELAND
2N
705 5 a8



100
90
B0
70
60
B0
40
30
20
10

Wages of failure- Incentives at the
iIndividual level
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.. the compensation structure changed in Glitnir and Landsbanki, but Kaupthing kep
Its course for the main part
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Leaving options behindattempt to avoid

taxes

Outstanding option grants

MiIn. shares
Kaupthing

40
35
30
25
20
15
10

5

o]

2005 2008 T 2007 0 2008 1 2005 7 2010 7 2011 T 2012

B <00 e e30 [ a0 I /a =01
BN 830 [Cd s40 [ 841 / a7z  s1s

/| 1007 B 1110

1166 [ 1224

Options granted at the different strike price

h & h 8

20
15
10

5 (E UNIVERSITY OF ICELAND
N



Pushing It over the edge

Mynd 14

Performance pay schedule
Glitnir 20062008
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Incentive schemes waiting to be manipulated

Mynd 36

Performance based option grants
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No skin in the game

Stock owne'(::;ﬁe?r\\;ja:ﬁ\e/el of leverage Stock ownership and level of leverage
N Market Value
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How much was In it for the bankers?

Total compensation of the CEOs of the three big banks-2008 current prices ISK

2004 2005 2006 2007 2008 Total ISK
Sigurjon b. Arnason Landsbanki  42.089.283 112.820.768 218.169.279 234.332.638 355.180.856 962.592.824
Halldor J. KristjadnssorLandsbanki ~ 33.775.376 262.837.573 143.907.350 105.839.025 133.623.686 679.983.010
Bjarni Armannsson  Glitnir 80.057.080 137.467.312 230.381.360 570.844.544 11.149.876 1.029.900.172
Larus Welding Glitnir 387.661.792 35.823.212 423.485.004
Hreidar Mar
Sigurdsson Kaupthing 141.786.672 310.321.280 822.697.403 811.964.856 458.917.504 2.545.687.715
Ingolfur Helgason Kaupthing 5.391.704 139.805.184 126.305.760 129.493.760 77.966.954 478.963.362
Total: 303.100.115 963.252.117 1.541.461.152 2.240.136.615 1.072.662.088 6.120.612.087
Dividend Payments
2004 2005 2006 2007 2008 Total

BjarniArmannsson 33,054,721 31,214,072 88,729,634 204,128 - 153,202,554

Halldor J. Kristjansson 1,833,745 10,808,487 10,808,487 10,808,487 - 34,259,207

Hreidar Mar Sigurdsson 10,025,455 27,992,390 75,925,346 124,704,780 - 238,647,971

Sigurdur Einarsson 12,559,895 37,444,230 89,157,922 143,608,460 - 282,770,507

Total 57,473,816 107,459,179 264,621,389 279,325,855 708,880,239

Combined total salary of CEOs during the period Z2W8 was

6,1 bin. ISK > 800 USD

Dividend payments amounted 700 MIn. ISX 9,2 million USD
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How much did creditors loose?

A Worth of loans and related liabilities was exaggerated in the banks' financial statements for 2007 and the semi
annual statements for 2008

A The values of the assets of the three big banks were adjusted in November 2008.
A Before they were assessed at IKR 11,764 billion
A After the adjustments they wemssessed dKR 4,427 billion
A A writedown of IKR 7,337 billion or about 60%.

A Thewrited own at the end of June 2008 was | KR 67 billion o
AWwrittdown of the assets of the fallen financi al | N st
Assets before value Write-downs as a percentage of
Amounts in billion IKR adjustment Adjusted value assets
Write-downs (%)
Landsbanki Islands hf. 4.353 1.994 2.359 54%
Kaupthing banki hf. 3.505 1.073 2.432 69%
Glitnir banki hf. 3.906 1.360 2.546 65%
Total 11.764 4.427 7.337 62%

Source: SIC presentation on 12th of April 2010, available at sic.althingi.is

After 9 years of asset management within the compagstition framework unsecured claimholders set te3§20
of theirclaimsg OdzZNNB Yy & Of F AYK2f RSNQa NBO2YSNE RSLISYRa 2y

Estimated total recovery 57%, including priority claimholders before taxes and stability
contribution(Benediktsdottir et al. 2017)
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How much did soclety loose?

ADepends on how much the new banks will be sold at

ADirect fiscal cost of the government a net gain/loss as share of GDP
ALeven & Valencia (2012) 44% gross cost, net 20% cost

A Benediktsdottir Eggertssoi& Thorarinssor(2017) 44% gross cost, net cost
from 5% to gain of 1% of GDP

AExcludes cost of creditors, cost of pensioners, cost of unemployment,
cost of loss of social cohesion, cost of deteriorated credit rating,
opportunity cost of extended capital controls, transfers due to market
etc.
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How much equity”? How much leverage?

Assets: 20 Liability: 10
In the form of  Equity: 10
Firm B

Assets: 40 Liability 20
In the form of Equity 20
Firm C
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Remaining questions on sustainabllity

ASustainability and tax avoidance

AOur preliminary results suggest that firms in business groups pay lower taxes
than standalone firms Zheng& Johnsen, 2017)

ALevel playing field?

AAre competitors really competing?

Als risk adequately priced in the banking sector?
Alf not ¢ are banks adequately capitalized?

S
s?‘ﬁaf UNIVERSITY OF ICELAND
>, NS

Zope St



