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                             EFTA SURVEILLANCE AUTHORITY DECISION 
 

   of 11 August 2004 

 

regarding the Icelandic Housing Financing Fund and an increase of lending by 

that fund up to 90 % of the purchase price of housing 

 

                                                (ICELAND) 

 

THE EFTA SURVEILLANCE AUTHORITY, 

 

HAVING REGARD TO the Agreement on the European Economic Area1, in 

particular to Articles 59, 61 to 63 and Protocol 26 thereof, 

 

HAVING REGARD TO the Agreement between the EFTA States on the 

establishment of a Surveillance Authority and a Court of Justice2, in particular to 

Article 24 and Protocol 3 thereof, 

 

WHEREAS: 

 

 

I.  FACTS 

 

 

1. Procedure 
 

By letter of 20 November 2003 from the Icelandic Mission to the EU, forwarding a 

letter from the Icelandic Ministry of Finance dated the same date, both received and 

registered by the Authority on 25 November 2003 (Doc No: 03-8227 A, now Event 

No: 255584), the Icelandic Government notified, pursuant to Article 1(3) in Part I of 

Protocol 3 to the Surveillance and Court Agreement, an increase of lending by the 

Icelandic Housing Financing Fund (hereinafter referred to as “the HFF”) up to 90% of 

the purchase price of housing.  

 

According to Article 5(1) in Part II of Protocol 3 to the Surveillance and Court 

Agreement, the Competition and State Aid Directorate sent a letter dated 23 January 

2003 (Event No: 184357), requesting additional information from the Icelandic 

Government. By letter of 11 March 2004 from the Icelandic Mission to the EU, 

forwarding a letter from the Icelandic Ministry of Finance dated the same date, both 

received and registered by the Authority on 12 March 2004 (Event No: 259197), the 

                                                           
1  Hereinafter referred to as “the EEA Agreement”. 
2  Hereinafter referred to as “the Surveillance and Court Agreement”. 
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Ministry of Finance replied to the request for additional information. Attachments to 

the letter of 11 March 2004 were forwarded separately by the Icelandic Mission to the 

EU on 18 March 2004, received and registered by the Authority on the same day 

(Event No: 259976).  

 

By letter dated 23 April 2004, received and registered by the Authority on 27 April 

2004 (Event No: 279495), the Bankers’ and Securities Dealers’ Association of Iceland 

lodged a complaint with the Authority, alleging that the “current legislation in Iceland 

on the operation of the State Housing Financing Fund is incompatible with the EEA 

Agreement, in particular the competition rules, the rules on state aid, free movement 

of services, capital and the freedom of establishment of the EEA Agreement”.   

 

Based on Article 5(1) in Part II of Protocol 3 to the Surveillance and Court 

Agreement, the Competition and State Aid Directorate sent a letter dated 14 May 

2004 (Event No: 280306) to the Icelandic Government requesting, for a second time, 

information and clarification, and forwarded by that letter with the consent of the 

Bankers’ and Securities Dealers’ Association of Iceland, a copy of the complaint.  

 

The notification was discussed between representatives of the Icelandic Ministries of 

Finance and Social Affairs, the HFF and the Authority during the State aid package 

meeting in Reykjavik on 26 May 2004. By letter of 10 June 2004 from the 

Icelandic Mission to the EU, forwarding a letter from the Icelandic Ministry of 

Finance dated the same date, both received and registered by the Authority on 11 June 

2004 (Event No: 284350), the Ministry of Finance replied to the second request for 

information. 

 

On the request of the complainant, a meeting took place in Brussels on 14 June 2004 

between representatives of the Bankers’ and Securities Dealers’ Association of 

Iceland and the Authority, to discuss the complaint. 

 

On 1 July 2004, the Icelandic Mission to the EU forwarded a letter from the Icelandic 

Ministry of Finance dated 30 June 2004, received and registered by the Authority on 1 

July 2004 (Event No: 286392), in which the Icelandic Government provided 

outstanding information in response to the Authority’s second information request. 

 

The Authority received an email from the Department of Local Government and the 

Ministry of Social Affairs on 7 July 2004, registered by the Authority on 8 July 2004 

(Event No: 287125), by which the Icelandic Government forwarded the following 

laws: Act No. 57/2004, amending the Housing Act No. 44/1998; Regulation No. 

544/2004 on “the Finances and Risk Management of the Housing Financing Fund”; 

Regulation No. 522/2004 on “HFF Mortgages and HFF Bonds”; Regulation No. 

521/2004 on “Loan Proportions and Maximum Amounts of HFF Mortgages” 3. By the 

same email the Icelandic Government also provided a document on the HFF’s 

Funding and Risk Policy elaborated by a financial consultant. 

 

Supplementary information and explanations concerning the above mentioned laws, 

the document on the HFF’s Funding and Risk Policy, and certain other issues were 

sent by fax from the Icelandic Ministry of Social Affairs dated 8 July 2004, forwarded 

                                                           
3  The Icelandic Government provided English translations of these laws. Quotes from these laws in 

this decision are based on the translation provided by the Icelandic Government.  
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to the Authority by letter of 9 July 2004 from the Icelandic Mission to the EU, 

received and registered by the Authority on the same day (Event No: 287337).   

 

2. The Housing Financing Fund (HFF) system prior to 1 July 2004 

 

This section provides a description of the HFF system and the way it operated until 30 

June 2004. Some changes to the HFF system entered into force on 1 July 2004. These 

changes will be described below in section 3.  

 

2.1 Background  

 

According to the notification, it has been the aim of successive Icelandic 

Governments for the past 50 years to encourage private home ownership. Public 

intervention in the Icelandic housing market has been aimed at making private 

housing affordable to a bigger proportion of the public. This has resulted in a high 

percentage of privately owned housing and a comparatively small share of rented 

accommodation. 

 

Prior to 1989, the Icelandic Government provided assistance to private home buyers 

through provision of loans on preferential terms or other assistance. In 1986 

Government assistance to private home-ownership was tied to access to pension 

funds, with the pension funds being required to provide funding for the system. The 

State Housing Board then issued loans to home owners below market rates. This led 

to a substantial increase in demand, which in turn stretched the resources of the 

pension funds beyond their limits.  

 

To remedy the situation and in order to generate more financial resources to finance 

housing, a Housing Bond system was introduced to provide financing to the market of 

housing loans, while social assistance to home buyers was channelled through the tax 

system, “primarily in the form of interest rate rebates”. Entrusting a State agency with 

issuing bonds was considered necessary in establishing the system, in order to create 

an effective market for trading in Housing Bonds. No restrictions were placed on 

other financial institutions to issue their own bonds.  

 

2.2  The Housing Bond system 

 

The Housing Bond system was based on uniform and universal access to financing, 

regardless of assets, income or geographic location, as long as applicants fulfilled 

basic conditions of income and had assets sufficient to service payments of the loan. 

The HFF was entrusted with the Housing Bond system.  

 

The Housing Bond system was not a traditional mortgage loan system, but a bond 

swap system, meaning that homebuyers applied to issue a mortgage bond, which was 

secured against the property to be bought. The HFF then bought this bond from the 

homebuyer and paid for it by issuing a Housing Bond to the seller. This Housing 

Bond could then be freely traded in the securities market. The possible market price 

obtained when the bond was sold influenced the price for the housing by the seller. 
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The Housing Bonds were the most actively traded bonds on the ICEX4. The Housing 

Bonds counted for more than 47% of the total market capitalisation of long-term 

bonds at the ICEX.   

 

2.3 The Act on Housing Affairs 1998 No. 44 

 

The legal framework of a new Icelandic Housing Bond system was laid down in the 

Act on Housing Affairs 1998 No. 44 (hereinafter referred to as “the Housing Act”)5.  

 

According to Article 1 of the Housing Act, it is the purpose of this Act “to promote, 

through the granting of loans and the organisation of housing affairs, the ability of 

Icelanders to live with security and equal rights in housing affairs along with the 

special allocation of funds to increase people’s chances of acquiring or renting 

housing on manageable terms”6.  

 

The Minister of Social Affairs has the supervision of the matters covered in the 

Housing Act (Article 3 of the Housing Act). The Icelandic Government stated that the 

Icelandic housing policy comprised, inter alia, the following priorities: Facilitate 

private ownership; ensure access to financing as cheap as possible; and ensure equal 

access to funding, regardless of asset status or location.  

 

According to the Icelandic Government, the global character of the Icelandic Housing 

Bond system led to better terms of borrowing for lower income buyers and those 

buying property in lower-valued areas. The Icelandic Government stressed that the 

system ensured social and territorial cohesion. The Icelandic Government stated in the 

notification that private banks almost exclusively restricted lending for housing 

purchase to property around the Reykjavik area.  

 

Furthermore, the Icelandic Government stated in the notification: 

 

“The universality of the system is indispensable for its success. If the system would 

only benefit those with poorer credit rating, these loans would likely carry higher 

interest rates as they would be subject to higher risk and the percentage of Housing 

Bonds in the overall funding of housing purchase would be higher. The universality is 

also necessary to enable lending on equal low rates to housing purchase in rural 

areas. It does therefore give buyers of property in these areas and lower income 

families access to funding rates which otherwise would only be available to those 

better off and those buying higher value property”.      

 

 

 

 

 

                                                           
4  The Icelandic Stock Exchange. 
5  The Housing Act was amended by Act No. 57/2004. Act No. 57/2004 entered into force on 1 July 

2004, except for Temporary Provision I, which entered into effect immediately (see Article 22 of 

Act No. 57/2004). Changes to the Housing Act will, as necessary, be mentioned in the footnotes. 

Major changes to the Housing Act, due to the entering into force of Act No. 57/2004, will be 

described below in section 3.   
6  A translation of the Housing Act into English has been provided with the notification by the 

Icelandic Government. 
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2.4 The HFF  

 

By the entering into force of the Housing Act on 1 January 1999 the HFF was 

established. The previous State Housing Board was repealed (Article 52 of the 

Housing Act) and the HFF took over all assets and obligations of the State Housing 

Fund and the Workers’ Building Fund (Articles 4 and 53 of the Housing Act). The 

State Housing Board was abolished. The HFF was entrusted with the management and 

implementation of housing affairs under the Housing Act. The HFF is a separate state-

owned institution subject to special management. The State carries full liability for all 

obligations undertaken by the HFF. Organisationally, the HFF is accountable to the 

Minister of Social Affairs. The Minister of Social Affairs appoints the HFF’s Board of 

Directors for a four-year term and appoints a chairman and vice-chairman from the 

group of board members (Article 7 of the Housing Act).   

 

As stated above, the main tasks of the HFF were, according to Article 4 of the 

Housing Act, to manage and implement housing affairs in line with the provisions of 

the Act7. The principal tasks of the HFF were laid down in Article 9 of the Housing 

Act8. These tasks comprised, apart from general housing policy tasks, of  providing 

loans and the exchange of Housing Bonds and of granting loans to municipalities, 

companies and associations for the construction or purchase of rental housing.  

 

The tasks were confined to lending for  domestic housing and were not expanded to 

operations in other financial services or to other countries. The Icelandic Government 

stressed that the HFF “is obliged to serve all applicants from all corners of the 

country and without regard to nationality”. According to the Icelandic Government, 

the HFF was not authorised to accept deposits from the public and did not engage in 

commercial activity outside its core function as a supplier of housing loans. The 

Icelandic Government stated that the HFF was not a credit institution in the meaning 

of the EEA banking directives.  

 

The HFF granted loans in the following loan categories9 (Article 15 of the Housing 

Act10): 

 

 General loans for the construction or purchase of residential housing.  

 Additional loans to individuals for the construction or purchase of their own 

residential housing.  

 Loans for rental housing to municipalities, associations and companies for the 

construction or purchase of residential housing to be rented. 

 

 

 

                                                           
7  Article 4 of the Housing Act was amended by Article 2 of Act No. 57/2004. The amendment states 

that the following wording should be added to Article 4: the HFF “shall provide loans for purchase, 

construction and renovation of residential housing in Iceland”.  
8  Article 9 of the Housing Act was amended by Article 3 of Act No. 57/2004. The above wording of 

Article 9 of the Housing Act corresponds to the version in force prior to 1 July 2004. 
9  After obtaining the approval of the Minister of Social Affairs, the HFF’s Board of Directors may 

create new loan categories (Article 16 of the Housing Act). 
10  Article 15 of the Housing Act was amended by Article 6 of Act No. 57/2004 (the word 

“renovation” was inserted into the wording of the general loans, apart from construction or 

purchase). The above wording of Article 15 of the Housing Act corresponds to the version in force 

prior to 1 July 2004. 
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2.4.1 General Loans  

 

As stated in Article 2 of the Housing Act, general loans were those entailing the 

exchange of Housing Bonds for real-estate bonds issued with a mortgage in 

residential housing11. In other words, in order to obtain a Housing Bond, first a real-

estate bond had to be issued, which was then exchanged for the Housing Bond12. 

 

Real-estate bonds were bonds that a buyer or owner of residential housing issued with 

a mortgage on residential housing related to real-estate transactions, new construction 

or major additions to, improvements and renewal of existing residential housing. A 

real-estate bond was price-indexed, according to the consumer price index, and had 

the same loan terms as the Housing Bonds to be exchanged for the real-estate bonds, 

with an additional fixed interest surcharge (Article 19 of the Housing Act13).  

 

In comparison, Housing Bonds were marketable bonds issued in the name of the HFF 

with regard to its loans (Article 2 of the Housing Act14). To this end, the HFF 

operated a Housing Bonds Department. The Housing Bonds Department was 

segregated from other parts of the HFF’s operations. The tasks were, inter alia, to 

issue Housing Bonds in the name of the HFF and to exchange Housing Bonds and 

real-estate bonds15.  

 

A real-estate bond was exchanged for a Housing Bond for an amount up to 70% of a 

dwelling’s appraised value if the applicant was buying or building his first dwelling, 

but otherwise for up to 65% of the dwelling’s appraised market value (Article 19 of 

the Housing Act). HFF loans were limited in relation to the fire insurance value16. The 

loan periods of the Housing Bonds were 25 or 40 years. 

 

The maximum lending in absolute terms was, at the time of the notification, ISK 9 

million (approximately 103.000 Euro) for new housing and up to ISK 8 million 

(approximately 91.000 Euro) for existing housing. As of 2 January 2004, the 

maximum lending in absolute terms was changed to respectively ISK 9.7/ISK 9.2 

million17. The HFF allowed other lenders first priority, as long as its own loans were 

within the 70%/65% limits.   

 

2.4.2 Additional Loans 

 

Additional loans were those granted by the HFF according to a referral from the 

housing committee of a municipality to individuals in addition to a general housing 

loan for the acquisition of their own housing with a mortgage in the relevant property, 

subordinate to a real-estate bond (Article 2 of the Housing Act18).  

 

                                                           
11  This is the definition prior to the entering into force of Act No. 57/2004. Article 2 of the Housing 

Act was amended by Article 1 of Act No. 57/2004.  See below in section 3. 
12  This system has changed with effect from 1 July 2004. See below section 3. 
13  Article 19 of the Housing Act was amended by Article 9 of Act No. 57/2004. The above wording 

reflects the situation prior to the entering into force of Act No. 57/2004. 
14  This definition was subsequently replaced by Article 1(c) of Act No. 57/2004. See below in section 

3. The above wording reflects the situation prior to 1 July 2004. 
15  This system was changed as from 1 July 2004. See below section 3. 
16  As defined by Act No. 48/1994 on Fire Insurance. 
17  This was done on 31 December 2003 by a decision of the Minister of Social Affairs.  
18  Article 2 of the Housing Act was amended by Article 1 of Act No. 57/2004. See below section 3. 
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Homebuyers within specific income and asset limits were entitled to these additional 

loans. Additional loans granted to families with low incomes and limited assets 

implied that up to 90% of the purchase price could be financed. Access to these loans 

was limited.  

 

These additional loans were financed by issuing Housing Authority Bonds. Housing 

Authority Bonds were bonds issued in the name of the HFF, which the HFF sold on 

the general market to raise capital for its operations.  

 

Interest rates were fixed as the average interest rates from Housing Authority Bond 

sales in the previous year plus 0.15 percentage points. Loans to those who required 

specially-furnished housing or who had to make alterations to their housing, due to 

disability, carried fixed interest rates as the average interest rates from Housing 

Authority Bond sales in the previous year plus 0.35 percentage points.  

 

The municipalities paid an additional 5% of each loan into a special reserve fund, 

owned by the municipalities. 

 

2.4.3 Loans for rental housing 

 

The HFF granted loans for the construction or the purchase of rental apartments 

(Article 33 of the Housing Act) to municipalities, companies and associations with the 

objective of building, owning and supervising the operation of rental housing. Loans 

for rental apartments could be granted up to 90% of the construction costs or the 

apartment purchase price although never more than 90% of the determined cost basis 

of the loan approved by the board of the HFF (Article 36 of the Housing Act).  

 

These loans were financed by issuing Housing Authority Bonds. From 1999 onwards, 

these loans carried fluctuating interest rates, which corresponded to the average 

interest rates from Housing Authority Bonds sales in the previous year plus 0.35 

percentage points.  

 

The right to rental housing depended on the applicant’s social circumstances and on 

whether his income and assets fell within the limits for income and assets as 

prescribed (Article 37 of the Housing Act). 

 

2.5 The HFF’s financing mechanism  

 

The HFF financed its tasks with the income from the fund’s equity capital (i.e. the 

payments, interest and indexation of granted loans), by issuing Housing Bonds and by 

the sale of Housing Authority Bonds and the taking of loans (Article 10 of the 

Housing Act)19. 

 

 

 

                                                           
19  The above wording reflects the situation prior to 1 July 2004, i.e. prior to the entering into force of 

Act No. 57/2004. Article 10 of the Housing Act was amended by Article 4 of Act No. 57/2004. 

According to this amendment, the HFF finances its tasks with the income from the fund’s equity 

capital (i.e. the payments, interest and indexation of granted loans), by issue and sale of HFF bonds 

and by borrowing as provided for in the Budget Act at any particular time and by service charges as 

provided for in Article 49.  
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Housing Bonds 

 

Housing Bonds were indexed through the Consumer Price Index and carried a fixed 

real interest of 4.75%. Article 28 of the Housing Act20 authorised the Housing Bond 

department to take a margin on interest rates to cover operational costs and expected 

losses on loans. The Minister for Social Affairs decided this margin, upon proposal by 

the Board of Directors of the HFF, to be 0.35 percentage points. Therefore, HFF’s 

lending rate was at 5.10% in real terms. According to the Icelandic Government, the 

margin of 0.35 percentage points was supposed to cover operational costs, losses on 

loans and to ensure a certain return on the HFF’s capital. The loan periods of the 

Housing Bonds were 25 or 40 years. The Housing Bonds carried an implicit State 

guarantee, due to the State ownership of the HFF. The HFF was not subject to a State 

guarantee fee under Article 7 of Act No. 121/1997 on State Guarantees.  

 

Housing Authority Bonds 

 

Housing Authority Bonds were bonds issued in the name of the HFF, which the fund 

sold on the general market to raise capital for its operations (i.e. to finance the HFF’s 

other loan categories, see above). Housing Authority Bonds were indexed through the 

Consumer Price Index and carried a fixed real interest of 2.7%. The loan periods of 

the Housing Authority Bonds were 24 or 42 years. The HFF charged a commission of 

0.35 percentage points on the loan, which was the same as in the case of the Housing 

Bonds.   

 

Losses on loans 

 

According to the Icelandic Government, since the HFF’s general policy was to 

provide loans to everyone everywhere, given some basic conditions, one could expect 

that the HFF would be vulnerable to losses on loans. In order to cover losses on loans, 

the HFF reserved some provisions every year. Loan-loss provision as a percentage of 

total loans has been quite stable around 0.20%. For example, actual losses were 0.29% 

in 2001 and 0.10% in 2002. 

 

Salary and administrative expenses 

 

The Icelandic Government submitted that salaries and administrative expenses of the 

HFF were ISK 617 million in 1999 and increased to ISK 742 million in 2002. These 

were the total salary and administrative costs for the whole HFF and all its functions, 

not only the lending operations. 

 

Direct interest support 

 

The HFF received some interest support from the State to cover obligations resulting 

from lending below market rates at 3.5% and 4.5% for rented housing for low income 

                                                           
20  Article 28 of the Housing Act was amended by Article 17 of Act No. 57/2004. After the 

amendment, the wording of Article 28 of the Housing Act reads as follows: “The Housing 

Financing Fund may claim an interest addition to cover its operating expenses, estimated losses of 

outstanding loans, and its interest risks. The Minister for Social Affairs, having obtained the 

proposals of the board of the Housing Financing Fund, shall determine the level of this interest 

addition”.  
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families. The support varied through the years and was ISK 9 million in 2001 and 71 

million in 2002.  

 

Tax exemptions 

 

The HFF paid no corporate tax or property tax. The Icelandic Government submitted 

that the HFF did not pay what would have amounted to ISK 335 million in corporate 

tax and 417 million ISK in property tax for the years 1999 to 2002. According to the 

Icelandic Government, these advantages were used to strengthen the HFF’s equity and 

provide for losses. The Icelandic Government stated that the foregone tax revenue had 

to be weighted against the need for the HFF to cover losses amounting to 1.715 

million ISK for the same period.  

 

Profits and dividends 

 

The HFF was charged with preserving and earning a return on the funds it supervises 

(Article 11 of the Housing Act)21. The Icelandic Government stated that the HFF did 

not pay any dividends to its owners. The return was solely intended to sustain the 

HFF’s lending operations and cover losses on loans.   

 

Other aspects  

 

It was not foreseen that the Icelandic Government provided funds for the operation of 

the Housing Bond system. Furthermore, the Icelandic Government argued that the 

HFF was not a credit institution and therefore not subject to the rules of a “regular 

credit institution” with regard to capital adequacy requirements and minimum 

solvency ratios. 

 

HFF’s key financial figures 

 

The HFF’s key financial figures for the years 1999 to 2002 were as follows: 

 

Table 1: HFF’s key financial figures 

 1999 2000 2001 2002 

Net operating income before 

loss provisions  

859 1,031 278 2,009 

Loss provisions 592 563 652 748 

Operating profit/loss 267 468 -374 1,261 

Actual losses on loans 258 48 1,022 387 

Total assets 279,187 311,036 362,262 401,722 

Loans 264,952 298,694 355,569 392,926 

Equity 7,560 8,353 8,684 9,946 

Equity in % of total assets 2.71% 2.69% 2.40% 2.48% 

Return on equity 3.53% 5.60% -4.31% 12.68% 

Numbers in ISK 1,000 

Source: Central Bank of Iceland and HFF’s Annual Reports 1999 – 2002. 

                                                           
21  This is the wording prior to 1 July 2004. After that date Article 5 of Act No. 57/2004 amended 

Article 11 of the Housing Act and, inter alia, changed the title of that Article to: Management of 

Assets and Liabilities (this translation has been provided by the Icelandic Government).  
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3. The HFF system after 1 July 2004 

 

The HFF system has undergone some changes due to the entering into force on 1 July 

2004 of the following laws: Act No. 57/2004, amending the Housing Act No. 

44/1998, Regulation No. 544/2004 on “the Finances and Risk Management of the 

Housing Financing Fund”, Regulation No. 522/2004 on “HFF Mortgages and HFF 

Bonds” and Regulation No. 521/2004 on “Loan Proportions and Maximum Amounts 

of HFF Mortgages”. 

 

Already in the Spring of 2003, the Icelandic Government decided in principle to 

increase the maximum level of funding available to the general public through the 

Housing Bond system of up to 90% of purchase price for all home buyers. However, 

the new laws have not altered the current maximum percentage levels of purchase 

price used to benchmark the maximum loan. The maximum percentage levels 

remained the same as provided for by Article 19(2) of the Housing Act, and 

reaffirmed by Article 2 of Regulation 521/2004.   

 

The HFF loans continue to be subject to a lending cap in the form of a maximum 

amount obtainable. The maximum loan proportions and maximum amounts for 

purchase of used residential housing and new constructions are governed by 

Regulation No. 521/2004 “on Loan Proportions and Maximum Amounts of HFF 

Mortgages”22. Article 3 of Regulation No. 521/2004 states that the maximum amount 

of a loan extended by the HFF for purchase of residential housing shall be ISK 

9,200,000 for used constructions and ISK 9,700,000 for new constructions. The 

Icelandic Government submitted that the increase up to 90% of the purchase price 

would require an increase in the maximum amount obtainable, up to a level which 

corresponds to 90% of the price for an average apartment23. The Icelandic 

Government foresees that the maximum loan will be increased in steps up to that level 

in the coming years. 

 

Additionally, the Icelandic Government introduced a new provision to the effect that 

HFF’s loans are limited to two dwellings for each applicant24. In exceptional 

circumstances, a loan for a third dwelling could be authorised, but it would be up to 

the Board of Directors to define the precise conditions for such an exception.  

 

The Icelandic Government stated that the adaptations were necessary, since the loan 

amount had not followed inflation in housing prices in recent years. More and more 

middle and lower-middle income families, just above the income and asset limit set 

for 90% borrowing under the current rules, were forced to take additional loans at 

higher interest rates. The Icelandic Government stressed that it is an important 

housing policy goal to sustain the private home ownership policy for this category of 

home buyers. It is also important to maintain social and territorial cohesion in the 

implementation of housing policy by not creating artificial barriers between those that 

receive funding and those that are just above the income limit for 90% funding.       

 

                                                           
22  Article 20 of Regulation No. 522/2004. 
23  With regard to the exact definition of what constitutes an “average apartment”, the Icelandic 

Government based its evaluation on prices of apartments sufficient for an average family size and to 

this end collected information and statistical material. The Icelandic Government estimated such an 

average price to be approximately 15,6 million ISK.   
24  Article 21, first sentence, of Regulation No. 522/2004. 



 

 

 Page 11  
 

 
 

According to the Icelandic Government, the adaptations to the HFF system imply the 

following changes: Firstly, the Icelandic Government has planned to introduce a “first 

priority rule”, which will require the HFF to lend only to the extent which the 

commensurate priority of mortgages allows. Secondly, the previous bond swap 

system was abolished. The old Housing Bonds have been replaced and loans extended 

by the HFF are now paid out in cash25. Before a loan is paid out, the borrower issues a 

“mortgage instrument”26. This mortgage stands as the security for the loan27.   

 

As from 1 July 2004, the HFF issues new types of “HFF Bonds”28. These HFF Bonds 

are marketable debt instruments issued in the name of the HFF and sold by the Fund 

in the general market for financing its lending activities29. The structure of the new 

HFF Bonds is similar to the Housing Authority Bonds. The holders of old Housing 

Bonds and Housing Authority Bonds will be offered to swap them in steps, into the 

new issues of the HFF Bonds. According to the Icelandic Government, the new types 

of bond issues will expose the HFF to a new risk as there will be a mismatch in 

optionality between assets and liabilities, i.e. Icelandic mortgage holders will have the 

same option as before to call the assets at par (prepayment), while the HFF, unlike 

before, will not have the same option to call the new types of bonds.  

 

The Icelandic Government stated that the rationale behind these changes to the old 

Housing Bond system is to do away with the uncertainty regarding final borrowing 

costs and to enable borrowers to gain directly from the lower borrowing costs that the 

HFF enjoys, by issuing non-callable bonds. The Icelandic Government stressed that 

these changes do not affect entitlement to loans in any way, but simply provide a 

more effective lending system. The changes do however require the HFF to charge an 

additional interest margin, sufficient to cover the cost of the prepayment risk inherent 

in lending without a premium for prepayment while the HFF financing is achieved by 

issuance of non-callable bonds. 

 

Article 28 of the Housing Act as now amended by Act No. 58/2004 reads: 

"The Housing Financing Fund may claim an interest addition to cover its operating 

expenses, estimated losses on outstanding loans, and interest risk. The Minister for 

Social Affairs, having obtained the proposals of the board of the Housing Financing 

Fund, shall determine the level of the interest addition." (translation provided by the 

Icelandic Government.) 

 

The Icelandic Government emphasised that of the three new regulations, which have 

been issued on the basis of Act No. 57/2004, Regulation No. 544/2004 is of particular 

importance, since it sets equity standards which are intended to trigger changes to the 

                                                           
25  See, inter alia, Article 9 of Act No. 57/2004. 
26  See Article 9 of Act No. 57/2004. This mortgage triggers the issuance of an HFF mortgage to the 

HFF by the purchaser or owner of residential housing. The HFF purchases HFF mortgages issued 

for the construction or purchase of new residential housing, which depends upon the property being 

constructed or purchased (Article 19 of Regulation No. 522/2004). 
27  It stands ultimately against the HFF Bonds. The HFF collects the instalments and interest payments 

on mortgages and uses the monies to repay its financing bonds (Article 12 of Act No. 57/2004). 
28  Article 1(c) of Act No. 57/2004 replaced the definition of “Housing Bonds” in Article 2 of the 

Housing Act by the following wording: “Financing Bonds shall be marketable debt instruments 

issued in the name of the Housing Financing Fund (HFF Bonds), or have been issued in the name 

of the State Housing Fund or the Workers’ Housing Fund (housing bonds or residence bonds) in 

connection with their lending and financing”.   
29  See Article 1(d) of Act No. 57/2004. 
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operating margin and, if necessary, the payment of fees by individual borrowers for 

extra instalments and payment of the HFF mortgages prior to maturity.  

 

Article 7 of Regulation No. 544/2004 states: “The Housing Financing Fund shall in 

the long term endeavour to keep its equity ratio, as defined in the Rules of the 

Financial Supervisory Authority on the Solvency Ratio of Financial Undertakings, 

over 5%, in order to ensure that the Fund will be able to honour its obligations. If the 

Fund’s equity ratio is likely to fall below 4%, the board of the Fund shall call the 

attention of the Minister to this and increase the frequency of its reports according to 

Article 6, delivering reports on a monthly basis. The board shall furthermore make 

proposals on how to achieve the equity ratio objective, including whether the interest 

addition provided for in Article 28 of the Housing Act should be increased, or 

whether the decisions provided for in Article 23, the second paragraph, of the Act 

should be taken. If it is deemed that traditional risk management methods and the 

Fund’s room to decide on interest rates will not suffice to protect its financial status, 

the Minister, having obtained the opinion of the board on the necessary measures, 

shall issue an administrative Regulation on payment of fees for extra instalments and 

payment of borrower’s mortgages prior to maturity. The fee shall, in part or entirely, 

compensate for the difference between the paid-up value of a borrower’s mortgage 

and a comparable HFF bond”.  

 

The Icelandic Government believes that the above Article underlines the 

Government’s cautious approach to the added interest risk, which is a consequence of 

the fact that the HFF no longer has the option of drawing lots to redeem outstanding 

bonds, as was the case in the old housing bond system. Correspondingly, as of 1 July 

2004, this risk is valued at 25-30 basis points, and the overall interest addition has 

risen from 0.35 to 0.60 percentage points30. The Icelandic Government submitted that 

the interest margin will be reviewed regularly on the basis of the HFF’s performance 

and the risks it faces at any given time. The HFF estimated that this margin will need 

to be between 45 and 65 basis points in the longer term. According to the Icelandic 

Government, the overall result is still a gain for the borrowers as the overall interest of 

the HFF mortgages is now set at 4.8%, compared to 5.1% in the housing bond system. 

The Icelandic Government also pointed out that the new system implies that lending 

terms will be more transparent for both the seller and the purchaser of housing, since 

the interest risk of housing bonds has been removed and instead it has become, from 

now on, the responsibility of the HFF to meet that risk with appropriate measures. 

 

The Icelandic Government submitted that the lending rate of the HFF, as of 1 July 

2004, was decided on the basis of the HFF’s net capital costs. According to Article 13 

of Regulation No. 522/2004, the rate was determined in the following manner: 

 

“HFF mortgages shall be price-indexed by the Consumer Price Index calculated and 

published by Statistics Iceland as provided for in Article 1 of the Consumer Price 

Index Act, No. 12/1995. The board of the Housing Financing Fund shall determine 

the interest rate of HFF mortgages with a view to the costs of financing in regular 

issues of HFF bonds and financing costs due to loans paid up, plus interest additions, 

cf. Article 3”31. 

 

                                                           
30  The financial consultant estimated the risk to correspond to 15-35 basis points, ref. the submission 

from the Icelandic Government of 7 July 2004, as referred to above.  
31  This translation was provided by the Icelandic Government. 
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Article 3 of Regulation No. 522/2004, states in line with Article 28 of the Housing 

Act, that the “Minister of Social Affairs, having obtained the opinion of the Fund’s 

board, shall determine the amount of the service charge and interest addition to be 

charged by the Fund in order to cover its operating expenses, estimated losses of 

outstanding loans, and interest risk”.  

 

The Icelandic Government also pointed out that, in principle, the HFF is required to 

operate at a pre-determined profit margin. However, this profit margin does not aim to 

create a dividend for the HFF’s owner, as that is not allowed by law, but rather to 

create and maintain a “safety net” in order to ensure that the HFF will be able to 

honour its obligations. The HFF’s current capital adequacy ratio (CAD) is now around 

5% and therefore this does not constitute a change in the HFF operation or its business 

strategy32.   

 

4. Icelandic market for house financing and possible effects of the measures 

 

According to the Icelandic Government, the Icelandic market for mortgage loans is 

largely divided between three main actors. These are the HFF, the pension funds and 

other private credit institutions. The HFF had, in 2002, a market share of 

approximately 78% of that market. The market share of pension funds was in that 

same year approximately 17%. The remaining 5% were taken by private credit 

institutions. The Icelandic Government submitted figures showing that the HFF had, 

in 2002, a total amount of approximately ISK 382 billion in mortgage loans, 

compared to ISK 84 billion in pension funds and ISK 27 billion in private banks33.  

 

The Icelandic Government stated that private banks almost exclusively restrict 

lending for housing purchases to property around the Reykjavik area. The Icelandic 

Government stressed that the HFF is the only lender which offers loans on equal 

terms which are universally accessible throughout the Icelandic territory. When 

lending is broken down by geographic areas the trend shows that the further one 

moves outside of Reykjavik the higher the proportion of the HFF lending gets.  

 

As regards financial institutions’ interest rates charged on loans, the Icelandic 

Government stated that it was difficult to obtain comprehensive information from the 

banks on their lending to housing purchases and available information varied a lot. 

Rates to individual borrowers within the same bank also differed considerably, 

depending on creditworthiness, business history and location of the dwelling.  

 

With this proviso, the Icelandic Government provided the following lending rates of 

banks, pension funds and the HFF for the years 1999 to 2003: 

 

Table 2: Average lending rates  

                                                           
32  The Authority asked what effect a dividend requirement similar to that of Icelandic commercial 

banks would have on the HFF’s operating margin and the payment of possible taxation. In response, 

the Icelandic Government has sought to calculate the effects an 8% CAD requirement, coupled with 

a 15% dividend payment and payment of taxes would have on the operation of the HFF. The result 

is that an additional margin of between 65 and 85 basis points would need to be added to the 

existing margin for the first three years, with the longer term effect being an increase in the margin 

of between 35 and 50 basis points. If such a dividend would be paid and was taxed, it would be 

subject to a 10% capital gains tax, payable by the recipients. 
33  Sources: The Central Bank of Iceland and the HFF. 
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Real interest rates (%)34  1999 2000 2001 2002 2003 Average 

Banks average prime rates  6.00 7.00   7.70   7.60 6.48 6.96 

Banks average lending rates 8.50 9.50 10.20 10.20 9.10 9.50 

Pension funds lending rates 5.85 5.85   5.85   5.85 5.85 5.85 

HFF lending rates 5.10 5.10   5.10   5.10 5.10 5.10 
Source: Central Bank of Iceland, HFF and various pension funds. The average lending rates, 

published by the Central Bank of Iceland, include total weighted lending rates by banks. These rates 

are not broken down into categories. The average lending rates are therefore rates for all lending, 

including loans issued against collateral and unsecured loans and loans both to business and 

households.   

 

According to the Icelandic Government, prime rates are only granted to the best 

clients of the banks.  It further stated that the average housing lending rate should, in 

most cases, be somewhere between the average prime rate and the average lending 

rate, but the exact values could not precisely be determined.   

 

The Icelandic Government further presented the following average funding rates by 

financial institutions in the Icelandic housing finance market for the years 1999 to 

2003: 

 

Table 3: Average funding rates by financial institutions in the Icelandic housing 

finance market 

Real interest rates (%)  1999 2000 2001 2002 2003 Average 

Banks average borrowing rates  5.20 6.60 7.00 6.90 N/A 6.43 

Pension funds borrowing rate35 3.50 3.50 3.50 3.50 3.50 3.50 

HFF borrowing rate 4.75 4.75 4.75 4.75 4.75 4.75 
Source: Central Bank of Iceland. 

 

According to information submitted by the Bankers’ and Securities Dealers’ 

Association of Iceland, all commercial banks in Iceland, savings banks, pension funds 

and some mortgage companies offer long-term housing loans to the public. According 

to the complaint, these loans bear a real interest rate of between 5.9% and 7.9% 

depending on the security.  

 

4.1 Effects on lending from pension funds 

 

The Icelandic Government projects that pension funds will most likely lose market 

share, as they are confined by law to lend within 65% of the purchase price. Under the 

current HFF system pension funds can lend secured by first priority followed by the 

HFF loan carrying second priority. Following the above described changes, the 

maximum loan obtainable against second priority will be the HFF maximum loan, 

deducted by the full outstanding amount of the first priority loan.  

 

4.2 Effects on lending from banks 

 

                                                           
34  Practically all long-term loans and obligations in Iceland are index-linked. By law index-linkage 

has to be to the official consumer price index. 
35  According to the Icelandic Government, the pension funds have in principle no borrowing rate. The 

funds are exclusively financed by contributions from their members and from operating profit. 

However, pension funds are required to have at least 3.5% real yield on average on their assets. 

3.5% is therefore assumed as a minimum benchmark for borrowing rates.   
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In the Icelandic Government’s view, banks will most likely maintain, or even 

increase, their market share. The maximum lending limit in ISK will limit the amount 

that the HFF can lend. Under the current system, a bank could obtain first priority, 

followed by HFF, and followed by the bank again. The new system will basically 

place the HFF first, followed by the banks. Because the banks obtain lower priority 

they will most likely demand a higher price. 

 

4.3 Trade effects 

 

According to the Icelandic Government, the housing loan market for individuals is by 

its nature a local market and does “normally” not involve any direct cross-border 

transactions. The Icelandic Government stressed that today no foreign banks are 

granting mortgage loans in ISK to Icelandic households. Furthermore, it was stated in 

the notification that there are currently no foreign financial institutions or 

representative offices of foreign financial institutions in Iceland. The Icelandic 

economy is very limited in size. The limited number and small size of transactions in 

trade in the foreign exchange markets of the ISK does not warrant interest from 

foreign banks. The special geography and the scattered population outside Reykjavik 

further reduces the foreign interest for lending to the Icelandic housing market. The 

Icelandic Government stressed that the proposed changes can therefore be regarded to 

have insignificant effects on trade.  

 

5. Alternatives to the current system 

 

In the notification, the Icelandic Government discussed possible alternatives to the 

current HFF system. The Icelandic Government stated, inter alia, that abandoning 

Government intervention in house financing would lead to considerable changes for 

lower and middle income families, increase division between the Reykjavik area and 

the rest of the country and dramatically reduce the number of families able to 

purchase housing on the market. Alternatively, entrusting banks to lend with the same 

favourable conditions would not be possible without massive direct State aid.  

 

 

II.  APPRECIATION 

 

 

1. State aid within the meaning of Article 61(1) of the EEA Agreement 

 

Article 61(1) of the EEA Agreement reads as follows: 
 

“Save as otherwise provided in this Agreement, any aid granted by EC Member 

States, EFTA States or through State resources in any form whatsoever which distorts 

or threatens to distort competition by favouring certain undertakings or the 

production of certain goods shall, in so far as it affects trade between Contracting 

Parties, be incompatible with the functioning of this Agreement.” 

 

This implies that for the notified measures to be classified as State aid within the 

meaning of Article 61(1) of the EEA Agreement, they must be granted by the State or 

through State resources, confer an advantage on the recipient, be liable to affect trade 

between the Contracting Parties and distort competition. In order to examine whether 
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these conditions are fulfilled, the Authority considers it necessary to assess the 

notified measures in conjunction with the HFF system prior to 1 July 2004.  

 

Beforehand, however, it needs to be clarified whether the HFF is subject to the 

application of Article 61(1) of the EEA Agreement, since it has been argued by the 

Icelandic Government that the HFF could not be qualified as an undertaking in the 

meaning of that Article.  

 

Firstly, the HFF is a separate State-owned institution set up by law, having its own 

board of directors and annual accounts. Secondly and more importantly, the European 

Court of Justice has repeatedly defined the concept of an undertaking as any entity 

engaged in an economic activity, which is any activity which offers goods or services 

on a given market, regardless of its legal status and the way in which it is financed36. 

Although the Icelandic Government considers the HFF not to be a separate 

undertaking, as it operates only as a “branch of the State itself”, the Authority takes 

the view that the HFF is engaged in an economic activity. The economic activity 

consists of offering services on the market for housing mortgage loans, i.e. long-term 

house financing (for residential accommodation). Therefore, the HFF has to be 

qualified as an undertaking in the sense of Article 61(1) of the EEA Agreement.   

 

1.1 Transfer of State resources and thereby favouring certain undertakings   

 

In order to qualify as State aid, the HFF system must imply a transfer of State 

resources and thereby confer on the HFF an advantage that relieves it of charges that 

are normally borne from its budget.  

 

The Altmark conditions  

 

The Icelandic Government argued that the HFF system does not constitute State aid, 

because the system would, inter alia, not confer any advantage on the HFF. In this 

respect, the Icelandic Government referred to the Altmark ruling37 of the European 

Court of Justice and argued that the HFF system would comply with all of the four 

criteria that the Court established in that ruling.  

 

In this context, it needs to be recalled that the European Court of Justice has 

established the following conditions, which need to be fulfilled cumulatively, for a 

State measure to escape the classification of State aid. These conditions are: 

 

 First, the recipient undertaking must actually have public service 

obligations to discharge, and the obligations must be clearly defined. 

 Second, the parameters on the basis of which the compensation is 

calculated must be established in advance in an objective and transparent 

manner, to avoid it conferring an economic advantage which may favour 

the recipient undertaking over competing undertakings. 

 Third, the compensation cannot exceed what is necessary to cover all or 

part of the costs incurred in the discharge of public service obligations, 

                                                           
36  Case C-118/85  Commission v Italy [1987] ECR 2599; Case C-41/90 Klaus Höfner and Fritz Elser 

v Macrotron GmbH [1991] ECR I-1979; Case C-69/91 Decoster [1993] ECR I-5335. See similar 

Case E-4/97 Norwegian Bankers’ Association v EFTA Surveillance Authority [1999] Report of the 

EFTA Court, page 3, para. 30. 
37  Case C-280/00 Altmark Trans GmbH [2003] ECR I-7747. 
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taking into account the relevant receipts and a reasonable profit for 

discharging those obligations. 

 Fourth, where the undertaking which is to discharge public service 

obligations, in a specific case, is not chosen pursuant to a public 

procurement procedure which would allow for the selection of the tenderer 

capable of providing those services at the least cost to the community, the 

level of compensation needed must be determined on the basis of an 

analysis of the costs which a typical undertaking, well run and adequately 

provided with means so as to be able to meet the necessary public service 

requirements, would have incurred in discharging those obligations, taking 

into account the relevant receipts and a reasonable profit for discharging 

the obligations. 

 

It is the Authority’s opinion that the HFF system neither complies with the second nor 

with the fourth condition. Concerning the second condition, the Icelandic authorities 

did not establish in advance, and in an objective and transparent manner, the 

parameters on the basis of which the compensation was to be calculated, in order to 

avoid conferring an economic advantage, which may favour the HFF over competing 

undertakings. The Icelandic Government has not demonstrated that such an ex ante 

assessment has taken place in an objective and transparent manner. To establish the 

parameters for the calculation of the compensation would have required quantifying 

the costs incurred in discharging the public service obligation in advance and 

comparing them with the possible benefits that the HFF enjoys. However, such 

quantification of costs has not taken place. Based on that shortcoming, it is not 

apparent from the outset what the level of compensation will amount to, since the 

isolated costs incurred in discharging the public service obligation have not been 

identified. Furthermore, with regard to the fourth condition, the HFF has neither been 

chosen by way of a public procurement procedure nor did the Icelandic authorities 

determine the level of compensation by way of a comparison between the HFF and a 

privately run “reference company”, taking into account the relevant receipts and a 

reasonable profit for discharging the obligations.  

 

Since the HFF system does not comply with all of the above mentioned conditions, 

there is a presumption that the HFF system involves State aid. It is now necessary to 

identify the possible aid elements.   

 

The State guarantee 

 

The HFF enjoys an implicit State guarantee for all of its securities. The State 

guarantee results in a more favourable credit rating for its bonds than bonds issued by 

private undertakings. This leads to cheaper funding costs for the HFF. Private credit 

institutions do not benefit from such a State guarantee. The State guarantee confers an 

advantage on the HFF compared to private credit institutions. The State guarantee is 

financed by State resources and therefore constitutes State aid. 

 

Interest support 

 

The HFF also receives interest support from the State to cover obligations resulting 

from lending below market rates at 3.5% and 4.5% for rented housing for low income 

families. The support has varied through the years. It was ISK 9 million in 2001 and 
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71 million in 2002. This interest support is financed by State resources and therefore 

constitutes State aid.  

 

Exemptions from corporate and property tax 

 

The HFF is exempted from corporate tax and property tax. The HFF has not paid what 

would have amounted to ISK 335 million in corporate tax and 417 million ISK in 

property tax for the years 1999 to 2002. Thus, the Icelandic State has foregone 

income, which under normal circumstances would have been charged to the HFF’s 

budget. These exemptions therefore constitute State aid.  

 

No dividend payments 

 

The HFF is charged with preserving and earning a return on the funds it supervises. 

The return is intended to sustain the operations of the HFF. The HFF is, however, not 

required to pay out any dividends to its owner. A normal market investor would 

require its undertaking to pay out a certain dividend. Since the Icelandic Government 

is not requiring such a dividend, it is foregoing income and the HFF is relieved of 

charges it would normally bear. Consequently, this relief constitutes another State aid 

element. 

 

Not covered by capital adequacy requirements and minimum solvency ratio rules 

 

The Icelandic Government argued that the special status of the HFF implied that it 

was not subject to the same rules38 as private credit institutions, as regards capital 

adequacy requirements and minimum solvency ratio rules.  

 

However, if the HFF were covered by the same rules as private credit institutions, 

then an exemption from these rules could imply State aid.  

 

Capital adequacy requirements and minimum solvency ratio rules for credit 

institutions are contained in the Act referred to in point 14 of Chapter II(i) of Annex 

IX to the EEA Agreement (hereinafter referred to as “the Banking Directive”)39. In 

this context, the Authority notes that the adaptation text40 to Article 2(3) of the 

Banking Directive explicitly exempted from the scope of that Directive in Iceland the 

“Byggingarsjóðir ríkisins” (literally translated “the State’s Building Funds”41). The 

Icelandic Government stated that this term was traditionally used for the funds 

operated by the predecessor of the HFF, namely the State Housing Board, which 

comprised the State Housing Fund and the Workers’ Building Fund. As stated above, 

the HFF was established by taking over all assets and obligations of the State Housing 

Board. 

 

Furthermore, Article 1(1) of the Banking Directive defines a credit institution as “an 

undertaking whose business is to receive deposits or other repayable funds from the 

public and to grant credits for its own account…”. Given the way the HFF’s financing 

mechanism operates, the Authority cannot see how the HFF could be classified as a 

                                                           
38   The Icelandic Government referred in this context to Directive 2000/12/EC on credit institutions. 
39  Directive 2000/12/EC of the European Parliament and the Council of 20 March 2000 relating to the 

taking up and pursuit of the business of credit institutions (OJ L 126, 26.5.2000, p. 1), as amended.  
40  The adaptation text mentioned in point 14(a) of Chapter II(i) of Annex IX to the EEA Agreement. 
41  This translation has been provided by the Icelandic Government. 
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credit institution in the meaning of the Banking Directive because the HFF is not 

receiving any deposits or other repayable funds from the public.  

 

In light of the above and for the limited purpose of identifying possible State aid 

elements, the Authority concludes that the HFF is not covered by the scope of the 

Banking Directive. The HFF is therefore not subject to the same rules as private credit 

institutions as regards capital adequacy requirements and minimum solvency ratio 

rules. Since the HFF is not subject to these rules, it is consequently not relieved of 

charges that it would normally bear from its own budget. Hence, excluding the HFF 

from these requirements does not entail State aid. 

 

1.2 Distortion of competition and effect on trade between Contracting Parties 

 

The Authority considers housing mortgage loans, i.e. long-term house financing (for 

residential accommodation), to be the relevant market for the assessment in the 

present case. The granting of loans for financing purchases of residential 

accommodation is a financial service which, in the present market circumstances, is 

predominantly of a local character and normally does not involve any direct cross-

border transactions. Distortion of competition arising from financial advantages 

accorded to the HFF operating such services are therefore prima facie likely to have 

only limited direct trade effects. However, it cannot be excluded that the State aid, 

which is involved in the HFF system, threatens to distort competition between banks 

in the European Economic Area, by making it more difficult for them to enter the 

Icelandic housing mortgage loan market. Such a potential effect on trade is sufficient 

for State aid to be caught by Article 61(1) of the EEA Agreement. 

 

1.3 Conclusion 

 

In light of the above, the Authority concludes that the HFF system as such and as 

amended as from 1 July 2004, involves State aid within the meaning of Article 61(1) 

of the EEA Agreement.  

 

2. Notification requirement and Standstill obligation 

 

Pursuant to Article 1(3) in Part I of Protocol 3 to the Surveillance and Court 

Agreement, “the EFTA Surveillance Authority shall be informed, in sufficient time to 

enable it to submit its comments, of any plans to grant or alter aid (…). The State 

concerned shall not put its proposed measures into effect until the procedure has 

resulted in a final decision”. 

 

The above notification requirement and standstill obligation concern “new aid”. On 

the other hand, “existing aid” can be granted until the Authority finds the aid in 

question to be incompatible with the functioning of the EEA Agreement. 

 

The HFF system as such was not notified to the Authority. The HFF was established 

and entered into force on 1 January 1999, i.e. after the entry into force of the EEA 

Agreement, taking over all assets and obligations of its predecessor, the State Housing 

Board. In this context, the Icelandic Government argued that the HFF system had to 

be classified as existing aid.  
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The Authority does not share this point of view. In deciding whether or not an aid 

scheme is to be regarded as “new aid” or “existing aid”, the Authority examines the 

relevant legal provisions providing for the aid in question and in particular the entry 

into force of these provisions.  

 

In such cases the Authority is not obliged to carry out an economic analysis of the 

measure in question as compared to aid schemes which were in place prior to the 

introduction of the new legal provisions. This view is confirmed by the ruling of the 

European Court of Justice in Namur-Les Assurances. In that ruling the Court held that 

“…the emergence of new aid or the alteration of existing aid cannot be assessed 

according to the scale of the aid or, in particular, its amount in financial terms at any 

moment in the life of the undertaking if the aid is provided under earlier statutory 

provisions which remain unaltered. Whether aid may be classified as new aid or as 

alteration of existing aid must be determined by reference to the provisions providing 

for it”42(emphasis added). 

 

The fact that the HFF system is the result of alterations to an old system, by merging 

different legal entities, and that a complete new law was adopted, which forms the 

legal basis of the HFF and the loan system, are sufficient grounds to classify the entire 

HFF system as “new aid” within the meaning of Article 1(3) in Part I and Article 1(c) 

in Part II of Protocol 3 to the Surveillance and Court Agreement.  

 

Therefore, the Authority concludes that the HFF system, established in 1999, 

constitutes “new aid”, which, pursuant to Article 1(3) in Part I of Protocol 3 of the 

Surveillance and Court Agreement, should have been notified to the Authority in 

advance. Since the HFF system was not notified to the Authority, it is considered to 

constitute “aid unlawful on procedural grounds”, in accordance with Articles 1(f) and 

10 et seq. in Part II of Protocol 3 to the Surveillance and Court Agreement.  

 

3. Compatibility of the aid  

 

The Authority cannot declare State aid compatible with the functioning of the EEA 

Agreement, if that aid would infringe other provisions of the EEA Agreement. The 

Bankers’ and Securities Dealers’ Association of Iceland submitted in its complaint 

that the “Housing Financing Fund is incompatible with the EEA Agreement, in 

particular the competition rules, the rules on state aid, free movement of services, 

capital and the freedom of establishment”.  

 

In relation to the competition rules, the free movement of services, capital and the 

freedom of establishment, the Authority has assessed these allegations and concluded 

that they are unfounded.  

 

Firstly, with regard to the alleged infringement of some of “the four freedoms”, as the 

complainant itself argues, it is the State aid which creates the possible hindrances to 

the free movement of services, capital and establishment. The effect of these possible 

hindrances is indissolubly linked to the objective of the State aid. Therefore, the 

Authority has assessed the case under the lex specialis of the State aid rules and found 

the rules on the “four freedoms” to be inapplicable43.  

                                                           
42  Case C-44/93 Namur-Les Assurances du Crédit SA [1994] ECR I-3829, paragraph 28. 
43  With regard to the relationship between the State aid rules and the provisions of the “four 

freedoms”, see for example Case 74/76 Ianelli & Volpi v Meroni [1977] ECR 557. 
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Secondly, with regard to the alleged infringement of the competition rules (the 

complainant alleged in particular an infringement of Articles 59(1) and 54 of the 

Agreement), the Authority takes the view that the complaint does not warrant the 

initiation of formal proceedings, since the complainant has not substantiated that the 

HFF has abused or will abuse its position as a consequence of the legislative 

framework by which it is governed.     

 

Consequently, the Authority has limited its assessment to the State aid rules, since no 

information has been provided of which one could conclude that the HFF is infringing 

other provisions of the EEA Agreement. 

 

3.1 Article 61 paragraphs (2) or (3) of the EEA Agreement  

 

The Icelandic Government argued that the derogation under Article 61(2)(a) of the 

EEA Agreement applies to the case at hand. The intervention of the State in the 

housing market through the HFF is, according to the Icelandic Government, based on 

particular social objectives and is limited in scope. The Icelandic Government 

submitted that the privilege accorded to the HFF, through the implicit State guarantee 

on the Bonds, does not in any way benefit the HFF, but only the recipients of funding 

from the HFF.  

 

Article 61(2)(a) of the EEA Agreement declares State aid compatible with the 

functioning of the EEA Agreement, if the aid has a social character and is granted to 

individual consumers, provided that such aid is granted without discrimination related 

to the origin of the products concerned.  

 

In the Authority’s view, this derogation is not applicable to the case at hand. The aid 

is granted to the HFF, which is considered to be an undertaking in the meaning of 

Article 61(1) of the EEA Agreement (see above), and not directly to individual 

consumers. Furthermore, consumers are bound to finance their housing by the HFF, in 

order to enjoy favourable conditions. Consumers are not free to benefit from State aid 

by their own choice of financial institution. Hence, the State aid is not granted without 

discrimination related to the origin, in this case, of the service concerned. Therefore, 

the aid is not neutral with respect to the operators in the market for house financing44.  

 

With regard to the other derogations mentioned in Article 61, paragraphs (2) and (3), 

of the EEA Agreement, the Authority takes the view that none of them are relevant to 

the case at hand. For example, although it is one of the objectives of the HFF to 

ensure territorial cohesion, it is not its primary goal to serve as an instrument for 

regional development. The HFF system is based on the universality objective and 

grants housing finance under the same conditions throughout Iceland, regardless of 

the region.    

 

3.2 Article 59(2) of the EEA Agreement 

 

The derogation under Article 59(2) of the EEA Agreement permits Contracting 

Parties to the EEA Agreement to confer on undertakings to which they entrust the 

operation of services of general economic interest, exclusive rights or other privileges 

                                                           
44  See similar Case E-4/97, cited above, para. 30. 
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which may hinder the application of the rules of the EEA Agreement, in particular 

those on competition and State aid, in so far as restrictions on competition, or even the 

exclusion of all competition by other economic operators, are necessary to ensure the 

performance of the particular tasks assigned to the undertakings concerned.  

 

Article 59(2) of the EEA Agreement reads as follows: 

 

 “Undertakings entrusted with the operation of services of general economic interest 

[…] shall be subject to the rules contained in this Agreement, in particular to the 

rules on competition, in so far as the application of such rules does not obstruct the 

performance, in law or fact, of the particular tasks assigned to them. The development 

of trade must not be affected to such an extent as would be contrary to the interests of 

the Contracting Parties”. 

 

The following conditions must be satisfied in the present case, in order for Article 

59(2) of the EEA Agreement to apply: 

 

 The service in question must be a service of general economic interest and 

must be accurately defined by the State (see below in point 3.2.1). 

 The undertaking in question must be entrusted by the State with the provision 

of such service (see below in point 3.2.1). 

 The application of the rules of the EEA Agreement must obstruct the 

performance, in law and fact, of the particular tasks assigned to undertakings 

entrusted with the operation of services of general economic interest (see 

below in point 3.2.2). 

 The derogation must not affect the development of trade within the EEA to an 

extent that would be contrary to the interest of the Contracting Parties (see 

below in point 3.2.3).  

 

3.2.1 Services of general economic interest 

 

It needs to be established whether the Icelandic State has entrusted the HFF to 

perform a service of general economic interest. The concept of service in the general 

economic interest means, among other things, that the State assigns “particular tasks” 

to an undertaking45. In order to qualify for classification as service of general 

economic interest, a service must have certain characteristics, the most important of 

which is that the service provided can not be provided in the same manner on the 

market and that the service should be clearly defined46.  

 

As an exception to the main rule in Article 59(1) of the EEA Agreement, the concept 

of “services of general economic interest” must be interpreted restrictively47 and 

applies only to activities of direct benefit to the public. Still, States remain free, in 

principle and where no common policy is established, to designate which services 

                                                           
45  See for example: Case 10/71 Muller [1971] ECR 723; Case 127/73 BRT v SABAM [1974] ECR 

313; Case 7/82 GVL [1983] ECR 483; Case C-393/92 Almelo [1994] ECR I-1520; Case C-266/96 

Corsica Ferries [1998] ECR I-3949. 
46  Communication from the Commission – Services of General Interest in Europe (OJ C 17, 19.1.2001, 

p. 7), see paragraph 14 (hereinafter referred to as “Services of General Interest”). 
47  See Case C-242/95 GT-Link A/S v De Danske Statsbaner [1997] ECR I-4449, para. 50; Case T-

260/94 Air Inter [1997] ECR II-147, para. 135; Case C-159/94 Commission v France [1997] ECR 

I-5815, para. 53. 
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they consider to be of general economic interest and to organize these services as they 

see fit, subject to the rules of the EEA Agreement and the specific conditions laid 

down in Article 59(2) of the EEA Agreement48. Thus, the competence to define such 

services lies with the States, subject to scrutiny by the Authority. This scrutiny must 

essentially be conducted on a case-by-case basis. 

 

In this assessment, the nature of the undertaking entrusted with the service is not of 

decisive importance, nor whether the undertaking is entrusted with exclusive rights, 

but rather the essence of the service deemed to be of general economic interest and the 

special characteristics of this interest that distinguish it from the general economic 

interest of other economic activities49. In conducting such analysis the Authority has 

to consider the nature of the service, as well as the extent to which the same service is 

provided by the market on the same conditions, and in the case of a universal service,  

particularly, the State’s legitimate objective to ensure continuity of service on 

acceptable conditions throughout its territory50. 

  

In this respect, the so-called “Husbanken-case” is of particular importance, as it also 

concerned the relationship between Article 59(2) of the EEA Agreement and State aid 

to a public undertaking with a view to provide cheap housing loans51. In that case, the 

EFTA Court found that the services concerned were covered by Article 59(2) of the 

EEA Agreement, since the services concerned were specifically defined by Norway, 

limited to certain categories of houses and available to everyone on an equal basis. 

That the loans in the “Husbanken-case” were not restricted to people in weak financial 

situations could not, as had been argued by the applicant, lead to another result. 

 

The Icelandic housing policy dates back more than 50 years and is based on the 

political goal to encourage private home ownership. To this end, public intervention 

in the Icelandic housing market has been aimed at making private housing affordable 

to a bigger proportion of the public. The HFF is the financing instrument whereby the 

Icelandic State pursues its public housing policy objectives. The Housing Act52 

entrusts the HFF with the management and implementation of the housing affairs and 

lays down in detail the tasks of the HFF, the objectives and the HFF’s financing 

mechanisms. The Icelandic State uses the HFF to channel capital to the housing sector 

and to provide house financing on more advantageous terms than are available on the 

open Icelandic capital market. The HFF is obliged to provide house financing at 

affordable tariffs and on equal conditions, irrespective of the profitability of 

individual operations53. 

                                                           
48  See in this context for example:  Services of General Interest, cited above, paragraph 22; Case T-

106/95 FFSA [1997] ECR II-229, paragraph 192. As stated by Advocate General Léger in his 

opinion in Case C-438/02 Åklagaren v Krister Hanner [2004] (not yet reported), para. 139: “…it 

falls to the Member States to define the content of their services of general economic interest and, 

in so doing, they enjoy considerable leeway since the Court and the Commission will intervene only 

in order to penalise manifest errors of assessment”. 
49  Case E-4/97, cited above, para. 47. 
50  See in this context: Report of the European Commission to the Council of Ministers: Service of 

general economic interest in the banking sector (adopted by the Commission on 17.6.1998 and 

presented to the ECOFIN Council on 23.11.1998). Services of General Interest, cited above, 

paragraph 10. 
51  Case E-4/97, cited above. 
52  As amended by Act No. 57/2004 and the corresponding Regulations Nos. 521/2004, 522/2004 and 

544/2004. 
53  As admitted by the complainant in a previous submission to the Authority [letter dated 29.1.2004 

(Event No: 189014), which was attached to an email dated 1.2.2004 (Event No: 189015)],”[t]he 
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The loan system is available to everyone on equal terms and applies to the entire 

territory of Iceland, including sparsely populated areas, where asset evaluations differ 

compared to more densely populated areas. Thus, the HFF provides a universal 

service throughout Iceland on equal conditions. No private credit institution would be 

in the position to offer mortgage secured loans on equal conditions throughout the 

entire territory of Iceland. Asset evaluations differ between the Reykjavik area and 

sparsely populated areas. Prices and securities in real estate differ depending on where 

the dwelling is located in Iceland. In the Authority’s opinion, this aim to correct 

regional imbalances must be considered as a task of general economic interest in the 

sense of Article 59(2) of the EEA Agreement both for the so-called additional loans 

and for the general loans.   

 

The HFF’s loan system contains also certain social dimensions. This is of course 

especially so for the additional loans. However, as the HFF loans will continue to be 

subject to a lending cap in the form of a maximum amount available, also the general 

loans entail a social element. These loans aim at financing housing that corresponds to 

the price of average apartments in Iceland. The HFF’s loans alone will not be 

sufficient to finance high priced property. The relative advantage to house owners, 

due to the cheap loans that the HHF can offer, is accordingly inversely proportionate 

to the amounts they wish to loan and thereby, also to the price of the house. In this 

respect, the Authority has no reason to contest the notified increase in lending terms, 

since this increase is necessary to, inter alia, take account of inflation in housing 

prices in recent years.  

 

Additionally, the Icelandic Government has introduced a new provision to the effect 

that HFF’s loans will be limited to two dwellings for each applicant. In exceptional 

circumstances, a loan for a third dwelling could be authorised, but it would be up to 

the Board of Directors to define the precise rules for such an exception.  

 

In light of the above, the Authority concludes that the HFF is entrusted with services 

of general economic interest, given their social and universal dimension, 

distinguishable from the economic interest of other economic activities, within the 

meaning of Article 59(2) of the EEA Agreement.   

 

3.2.2 Obstruction of the performance of the particular tasks 

 

Article 59(2) of the EEA Agreement states that the rules of the EEA Agreement (here 

the State aid rules) apply as long as this does not obstruct, in law and fact, the 

fulfilment of the task of general economic interest entrusted to the given undertaking. 

In other words, the derogation contained in Article 59(2) of the EEA Agreement is 

only applicable to the extent that it is necessary so that the undertaking in question can 

fulfil the task of general interest which has been conferred on it54. This requirement of 

necessity is simply an expression of the principle of proportionality.  

 

It is incumbent upon the EEA State, which invokes Article 59(2) of the EEA 

Agreement, to demonstrate that this condition is met. Thus, the State must set out in 

                                                                                                                                                                      

HFF loans go far beyond what can be defined as loans on a means-tested basis, since all 

Icelanders, irrelevant of income, are eligible to borrow 65% (70% for new apartments) of the 

market price of the property”.    
54  See Case C-41/90, cited above, para. 24; and Case C-242/95, cited above, para. 54. 
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detail the reasons for which, in the event of elimination of the measures, the 

performance of the tasks of general economic interest under economically acceptable 

conditions would, in its view, be jeopardized55. However, that burden of proof cannot 

be so extensive as to require the EEA State to go even further and prove, positively, 

that no other conceivable measure could enable those tasks to be performed under the 

same conditions56.   

 

In the Authority’s view, the HFF would not be able to perform the same level of 

services of general economic interest, described above, without any State support. 

However, the above mentioned proportionality test also requires that the State support 

for the obligation to render a service of general economic interest must be based on 

the costs of such specific service. Therefore, in the following it will be assessed 

whether the HFF’s costs to render the service of general economic interest are 

overcompensated and whether the State support is limited to what is necessary for the 

HFF to perform the specific service in question.   

 

As stated above, the implicit State guarantee, the exemptions from taxes, the 

abstention from paying any dividends and the interest support imply that the HFF 

receives State aid in the meaning of Article 61(1) of the EEA Agreement. On the 

other hand, the costs for the HFF can be said to be the interest support the final 

consumers get as a result of the HFF’s lending activities. To the extent the HFF is able 

to be funded at lower costs than competing financial institutions, a benefit may be said 

to accrue to the HFF. Correspondingly, to the extent it is obliged to lend at lower rates 

than competing institutions, costs may be said to be incurred. In other words, as long 

as the HFF’s is forced to lend at rates lower than market rates, it is forced to abstain 

from revenue.  

 

While the HFF can raise money cheaply because of the State guarantee, it is not free 

to set interest rates to the public. Until the end of June 2004 it could only charge an 

interest rate on its loans that was 0.35 percentage points higher than its funding rate. 

As tables 2 and 3 above show, this margin was clearly lower than margins charged by 

other financial institutions. This means that low funding costs obtained by the HFF 

due to the State guarantee were transferred to the final consumers.  

 

The charge of 0.35 percentage points was supposed to cover current operational costs 

of the HFF, provisions for losses on loans and to provide for a certain return on equity 

such that the HFF sustains its activity without drawing on direct State grants. Back in 

1993 the margin was fixed at 0.25 percentage points. However, it turned out that this 

margin was a too small to cover losses on loans. Therefore, the margin was increased 

to 0.35 percentage points in 1994. A new review was undertaken in 1997. It was then 

concluded that the 0.35% margin would be sufficient. Looking at developments for 

the years from 1999 to 2002, as shown in table 1 above, it also appears that this mark-

up was appropriate to cover just operating expenditures, loss provisions and to yield a 

certain rather modest net profit, such that equity was kept rather stable in relation to 

total assets. Against this background the Authority concludes that the mark-up of 0.35 

percentage points was and still is appropriate to just cover these different provisions. 

 

                                                           
55  It is not necessary that the survival of the undertaking itself be threatened. See Case C-157/94 

Commission v The Netherlands [1997] ECR I-5699, para. 43. 
56  See Case C-159/94 Commission v France [1997] ECR I-5815, paras. 94 to 107.  
56  Case E-4/97, cited above, para. 62. 
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The changes in the lending system as of 1 July 2004 have, introduced a new cost 

element that needs to be assessed. As of that date, the interest margin has been 

increased by 25 basis points. This increase stems from the fact that the previous bond 

swap system has been abolished and that direct cash lending has been introduced. As 

the Icelandic Government has pointed out, this implies that the HFF takes on new 

risks related to interest rate developments. Mortgage holders will, as before, have the 

possibility of prepayment of loans at par while the HFF cannot redeem its obligations 

in the same manner. Before 1 July 2004 HFF had the possibility to prepay its funding 

at par. The new situation creates new risks for HFF as developments in interest rates 

are uncertain. A fall in interest rates will normally increase prepayments while HFF 

does not have an identical means of adjusting its funding.  

 

The value, or the cost, related to this new risk is naturally uncertain. The financial 

consultant estimated it to be in the range of 15 to 35 basis points. The Financial 

Supervisory Authority and the State Guarantee Fund have called for caution when 

fixing the additional mark-up to cover the risk. Under these circumstances, and also 

taking into account the new provisions on solvency ratio according to the Rules of the 

Financial Supervisory Authority, the Authority can accept that the increase in the 

interest rate margin for HFF with 0.25 percentage points is what is necessary to cover 

the costs of the new risks HFF is facing. 

 

The Authority also takes note of the statement from the Icelandic Government that 

HFF’s interest margin shall be reviewed regularly on the basis of HFF’s performance 

and the risks it is facing at any given time. The Icelandic Government has also stated 

that building up funds inside HFF beyond what is required to maintain the solvency 

rate of 5% is not the policy of the Government and would run counter to the expressed 

policy of enabling the borrowers to gain directly from the operation of the housing 

lending system. 

 

According to the Icelandic Government, a common dividend requirement for 

Icelandic banks is some 15% on equity. If the HFF were to be subject to a similar 

dividend policy and also subject to normal taxation, the interest mark-up would need 

to be increased correspondingly as the current margin would not provide for any 

means to cover such obligations. The Icelandic Government has estimated what the 

necessary interest mark-up would be in such a case, taking into account an 8% capital 

adequacy ratio – instead of the current 5% - and concluded that the mark-up would 

increase by 65 to 80 basis points above the current level. To the extent that the HFF 

were subject to the same taxation and dividend requirements as commercial banks, 

borrowing costs would increase for the ultimate borrowers, corresponding to what the 

State would charge in the form of taxes and dividends. When the Icelandic 

Government abstains from taxes and dividends in relation to the HFF, it is just to keep 

interest rates for house buyers low such that the Government is able to offer the 

service of general economic interest, namely to provide the Icelandic population with 

affordable housing. 

 

As far as direct interest support is concerned, the HFF is obliged in certain conditions 

to grant interest support to low income families. To some extent such support has 

been granted by drawing on the Fund’s own equity. In other instances the HFF has 

received direct contributions from the State. These contributions have been transferred 

directly to the beneficiaries and have not left the HFF with any extra financial means. 
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In light of the above and as demonstrated by the Icelandic Government, the mark-up 

of 0.35 percentage points applicable until 30 June 2004 and the mark-up of 0.60 

percentage points thereafter can be justified as an appropriate margin to cover the 

expenses of running the HFF. In other words, it is reasonable to assume that the 

benefit of the HFF’s low borrowing rate is fully transferred to the final consumers. 

The Authority has not detected any overcompensation to the HFF. The benefits it 

receives are passed on to the final consumers. 

 

In conclusion, the Authority is of the view that the HFF’s costs to render the service 

of general economic interest are not overcompensated and that the State support is 

limited to what is necessary for the HFF to perform the specific service in question.   

 

3.2.3 Development of trade and the interest of the Contracting Parties 

 

Article 59(2) of the EEA Agreement further involves an assessment of whether the 

specific service in question affects the development of trade to an extent contrary to 

the interests of the Contracting Parties57.  

 

The interest of the Contracting Parties requires extensive freedom, in particular, in the 

field of services and compliance with the rules on competition, whereas the interest of 

the Icelandic State could be defined as its right to regulate the Icelandic housing 

policy, according to the political goals set. In other words, the Authority is charged 

with striking a balance between the right of Iceland to invoke the derogation and the 

interest of the Contracting Parties to avoid distortions of competition and restrictions 

to the “four freedoms”58.   

 

This entails that it must be established that the performance of the service of general 

economic interest does not affect competition and unity of the market established by 

the EEA Agreement in a disproportionate manner. It is therefore necessary to examine 

whether the measures adopted by Iceland are disproportionate. It is, however, not 

required that the measures adopted be the least restrictive possible59. A reasonable 

relationship between the aim and the means employed is satisfactory60. Thus, the 

Authority does not have competence to strike down a measure that otherwise fulfils 

Article 59(2) of the EEA Agreement simply because the measure might, in some 

minor aspects and details, go further than what is strictly necessary to fulfil the aims 

behind it. It is for the States to define their policies and organize general interest 

services, leaving the Authority no power to take a position on the organization and 

scale of the service or the expediency of the political choice made. Even if it were 

successfully shown that the scheme in question were not an optimally efficient one, 

                                                           
57  In this context, it is interesting to note the opinion of Advocate General Léger in Case C-438/02, 

cited above, para. 143: ”Finally, the last condition in Article 86(2) EC requires that ‘[t]he 

development of trade must not be affected to such an extent as would be contrary to the interest of 

the Community’. Even though the Court has not yet ruled on the meaning of that requirement, 

certain Advocates General have already adopted a position on the issue. In their view, effect on the 

development of intra-Community trade within the meaning of Article 86(2) EC, unlike the classic 

definition of the concept of ‘measures having an effect equivalent to a quantitative restriction’, calls 

for proof that the measure in issue has in fact had a substantial effect on intra-Community trade. 

That assessment does seem to me to be supported by the wording of Article 86(2) EC”. 
58  See similar Case E-4/97, cited above, para. 70. 
59  See for example: Case C-159/94, cited above; Case C-158/94 Commission v Italy [1997] ECR I-

5789; Case C-157/94, cited above. 
60  Case E-4/97, cited above, para. 62. 
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this alone would not lead to the conclusion that the distortive effects are necessarily 

disproportionate to the goals assigned.  

 

The EEA Agreement establishes inter alia the general principles, both applicable to 

financial services, of the right of establishment for nationals of the EEA States and 

their freedom to provide services within the territory of the Contracting Parties. 

However, the secondary legislation which, under the EC Treaty and the EEA 

Agreement, has been adopted to make these basic provisions effective, does not 

extend to specialised housing finance institutions like the HFF61. Consequently, such 

institutions are at present not able to benefit from the principles of mutual recognition 

and home country control contained in the banking legislation of the EEA Agreement. 

Therefore, due to different national credit rules and practices and the absence of 

effective harmonisation or mutual recognition at EEA level for such institutions, there 

continue to be considerable obstacles to effective cross-border operations in this area.  

 

In most developed countries, including most parties to the EEA Agreement, 

Governments, both at central and local level, intervene in housing and housing 

finance markets. This intervention takes different forms from one State to another, 

depending, inter alia, on certain realities in the housing markets, in particular the 

pattern of housing tenure, and the objectives of the housing policy of the 

Governments concerned. There is, for instance, likely to be a relationship between the 

extent to which private individuals’ home ownership is an objective of public housing 

policy and the scope of intervention by the Government concerned in housing finance; 

a Government that sees it as an important objective to its housing policy that as many 

households as possible own their own dwelling, like in Iceland, is likely to want to 

support the financing of such investments on a broad scale.     

 

As already stated above, the Authority considers long-term house financing for 

residential accommodation to be the relevant market for the assessment in the present 

case. 

 

As submitted by the Icelandic Government, the Icelandic market for mortgage loans is 

largely divided between three main actors. These are the HFF, the pension funds and 

other private credit institutions. The HFF had, in 2002, a market share of 

approximately 78% of that market. The market share of pension funds was, in 2002, 

approximately 17%. The remaining 5% was taken by private credit institutions. The 

Icelandic Government submitted figures showing that the HFF had, in 2002, a total 

amount of ISK 382 billion in mortgage loans, compared to ISK 84 billion of the 

pension funds and ISK 27 billion of private banks62.  

 

The granting of loans for financing purchases of residential accommodation is a 

financial service which, in the present market conditions, is predominantly of a local 

character and normally does not involve any direct cross-border transactions. 

Distortion of competition arising from financial advantages accorded to the HFF 

operating such services are therefore prima facie likely to have only limited direct 

trade effects. 

 

                                                           
61  See similar Case E-4/97, cited above, para. 63. 
62  Sources: The Central Bank of Iceland and the HFF. 
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The HFF is not entitled to grant any loans for the financing of dwellings outside 

Iceland. The HFF’s activities are, as laid down in the Housing Act, targeted 

exclusively towards promoting Icelandic housing policy.   

 

Today no foreign banks are granting cross-border mortgage loans in ISK to Icelandic 

households. Furthermore, there are currently no foreign financial institutions or 

representative offices of foreign financial institutions in Iceland. The Icelandic 

economy is very limited in size. The limited number and small size of transactions in 

trade in the foreign exchange markets of the ISK warrants only limited interest from 

foreign banks. The special geography and the scattered population outside the 

Reykjavik area further reduces the foreign interest for lending to the Icelandic housing 

market. That foreign banks do not even operate representative offices in Iceland 

underpins the lack of interest in the Icelandic financial market. In the absence of any 

“flourishing” financial activities of foreign banks on the Icelandic market outside the 

particular market for long term housing loans, it can therefore hardly be argued that it 

is the State aid to the HFF which prevents foreign banks from entering the Icelandic 

financial market. 

 

In the light of the above, given the limited size of the Icelandic housing market, with 

its special geographic and demographic features, the Authority is of the opinion that 

the HFF’s financing mechanism does not affect the development of trade to an extent 

contrary to the interests of the Contracting Parties.  

 

4. Conclusion 

 

The Authority concludes that the HFF system constitutes unlawful aid on procedural 

grounds. However, the HFF system (including the notified changes) can be declared 

compatible with the State aid rules according to Article 59(2) of the EEA Agreement.  

 

The Authority would like to remind the Icelandic authorities of their obligation to 

submit to the Authority annual reports on the HFF system according to Article 21(1) 

in Part II of Protocol 3 to the Surveillance and Court Agreement. 

 

HAS ADOPTED THIS DECISION: 

 

1. The EFTA Surveillance Authority has decided to declare the house financing 

mechanisms provided for by the Icelandic  authorities in favour of the Housing 

Financing Fund to be compatible with the State aid rules according to Article 

59(2) of the EEA Agreement.  
 

2. This Decision is addressed to the Republic of Iceland.   

 

3. This Decision is authentic in the English language version. 
 

Done at Brussels, 11 August 2004 
 

For the EFTA Surveillance Authority 

 

 

Hannes Hafstein      Bernd Hammermann  

President                                                                                 College Member 


