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CRO REVIEW 2016
This report provides comprehensive information on the risk position of Íslandsbanki and how the Bank manages its risk.
The report also gives information on the regulatory environment and its development, particularly in Iceland. I hope that
the report is accessible both for those looking for a bit of insight into how the Bank measures and manages risk, as well as
experts desiring a deeper analytical basis to understand the Bank’s risk position.
In January 2017, the Board of Directors approved changes to the Bank’s risk management and internal control policy. The
changes are intended to further strengthen the Bank’s three lines of defence governance framework. The main changes
are reflected in reorganisation of the Bank‘s senior management committees where a clear segregation is made between
committees that are responsible for the overall implementation and monitoring of Board approved policies and business
strategy and committees that make decisions regarding individual business proposals. A new committee, the All Risk
Committee, will be responsible for the implementation and monitoring of the Board approved policies relating to risk
management and internal control, responsibilities previously divided between the Executive Board, the Risk Committee
and the Asset and Liability Committee.
The implementation of the updated framework will be one of the Bank’s six key projects in 2017, and will be fully completed
by year-end.
Íslandsbanki’s capital position remained strong throughout 2016
and at the end of the year the Bank’s capital ratio was 25.2%,
exceeding both the Bank’s minimum capital target and regulatory
requirements. Over the past year, the Bank has released excess
capital by dividend payments to the Icelandic Government. The
Bank expects to continue on that path and cautiously manage
its capital ratios towards the Board approved long-term target
of 20–21% over the next 2–3 years. The Bank still maintains a
short-term total capital ratio target of 23%. The higher short-term
target is due to some remaining uncertainty regarding the lifting
of capital controls and due to the potential impact of the IFRS 9
implementation.
The loan portfolio grew by 3% in 2016, reflecting the growth in
economic activity and the competitive environment. New lending
was strongest in household mortgages and loans to the tourism
industry. The latter increased from 10% to 13% as a proportion
of the overall loan book. While the outlook for further growth in
tourism in Iceland remains positive, the Bank is mindful that there
are risks tied to such growth and remains selective in its risk
positioning in this sector.
The Bank’s loan quality indicators have improved reflecting
favourable economic conditions and prudence in lending
operations. The ratio of non-performing loans decreased from
2.2% to 1.8% in the year and the observed default frequency is
significantly lower than the long-term average.
The Bank is in preparation for the new IFRS 9 accounting standard
which will change the way loan portfolio impairment is estimated
and reported. From 2018 and onwards, the impairment allowance
shall reflect expected future credit losses instead of the present
incurred loss model. The development of the new impairment
process is expected to continue until the implementation in 2018.
Market risk accounted for 1.0% of the Group’s risk-weighted
assets at year-end 2016 compared to 2.4% at year-end 2015
mainly due to a decrease in equity exposure in both the trading
book and the banking book. Market risk, not reflected in the riskweighted assets under Pillar 1, increased somewhat over the year,
mainly due to an increase in CPI-linked lending to customers.
The currency imbalance remained modest throughout the year
following a strategic decrease at the end of 2015.

end 2016 the Bank’s LCR ratio was 161% for the parent company
and 187% for the Group.
The year-end balance of customer deposits remained largely
the same between 2015 and 2016. There were however large
movements within the year, mainly refunding of deposits in
connection to the Bank’s former owner Glitnir in relation to
their composition agreements. Offsetting these outflows was a
substantial increase in other customer deposits, which largely
stem from increased money supply due to Central Bank purchases
of foreign currency.
Íslandsbanki’s credit ratings have continued on a positive trajectory as both Standard & Poor’s (S&P) and Fitch upgraded their
ratings to BBB in October 2016 and January 2017, respectively.
The digitalisation of Íslandsbanki’s banking services continued
in 2016. The Bank launched a new innovative mobile payment
platform under a new brand Kass, offering free payment services
to all mobile phone users in Iceland, regardless of whether they
have previously used other banking services at Íslandsbanki. The
app has been well received by customers, and was chosen the
Icelandic app of the year 2016 at the Icelandic Web Awards.
As customers become more reliant on digital banking services,
the importance of information security management, including
cyber security is increasing. The Bank’s information security management framework is in accordance with the ISO 27001:2013
information security standard, and in 2016 the Bank received
certification, confirming adherence to the standard. The information management system applies to the Bank’s services and
operations, including physical and information assets, processes,
software and hardware.
In addition to its mobile banking initiatives, the Bank is taking
part in a major overhaul of Iceland’s core banking infrastructure
as legacy systems for payments and deposits at Reiknistofa
Bankanna (RB) are being replaced. Plans have also been made
for a renewal of the Bank’s loan systems. Although these projects
will result in a significant reduction of operational risk in the long
run, there are risks in the short-term tied to their implementation,
which the Bank mitigates with risk assessment and contingency
planning.
Sverrir Örn Thorvaldsson, Chief Risk Officer

The Bank maintained a strong liquidity position throughout 2016
and all regulatory and internal metrics were above limits. At year-
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1 INTRODUCTION
The objective of Íslandsbanki’s Pillar 3 Report is to provide market participants and other stakeholders with information
that facilitates a better understanding of the Bank’s risk profile and capital adequacy, in accordance with the Basel pillar 3
disclosure requirements. The Pillar 3 Report provides key information on Íslandsbanki’s risk governance, risk assessment
processes, material risk exposures, capital adequacy and liquidity adequacy. In addition, it provides a short introduction to
domestic legislative and regulatory changes as well as information about the Bank’s remuneration system.
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Exhibit 1.1. Regulation overview.

1.1

REGULATORY BACKGROUND

Íslandsbanki’s risk assessment framework is based on the Basel
III framework and the EU Capital Requirement Directive (CRD),
hereafter referred to as CRD IV.1
The scope of the CRD IV is broken into the following components:
• Pillar 1 – Sets rules for the calculation of the capital requirements, quality of capital and leverage ratio. Sets minimum
capital requirement for credit, market and operational risk.
• Global liquidity standard and supervision monitoring –
Sets rules on minimum liquidity (LCR) and funding (NSFR)
requirements.
• Pillar 2-A – Supervisory Review and Evaluation Process
(SREP) and framework for banks’ Internal Capital Adequacy Assessment Process (ICAAP) and Internal Liquidity
Adequacy Assessment (ILAAP).
• Pillar 3 – Market discipline through disclosure requirements.
Parts of the CRD IV framework have been implemented into Icelandic law by amendments to the Act on Financial Undertakings.2
The amendments to Icelandic law incorporate among other things
the CRD IV capital buffer requirements, disclosure requirements,
minimum leverage ratio, supervisory review and evaluation process and capital definitions. The Central Bank has already adopted
1
2

2

Capital Requirements Directive 2013/36/EU.
Act no. 57/2015 and Act no. 96/2016 amending Act no. 161/2002 on Financial
Undertakings.

the CRD IV liquidity measures into the Icelandic rules on liquidity
ratio.3 Further details about the implementation of the CRD IV
can be found in Chapter 3 (Capital Management) and Chapter 6
(Liquidity Risk).
1.2 CONSOLIDATION
The figures in the Pillar 3 report refer to the Bank on a consolidated
level unless otherwise noted. Names and primary businesses of
major subsidiaries at year-end 2016 are listed in Exhibit 1.2.
1.3 DISCLOSURE POLICY
As required under Pillar 3, Íslandsbanki has in place a formal
Disclosure and Communication Policy approved by the Board
of Directors. The policy outlines the governing principles and
framework for external disclosure and communication.
Risk and capital management disclosure aims at giving a true and
fair view of the Bank’s capital structure and adequacy, material
risk exposures and risk assessment processes and governance.
Íslandsbanki may decide not to disclose information that is
considered to be immaterial. In addition, the Bank will not disclose
information that is deemed to be proprietary or confidential.
The classification of proprietary and confidential information is
based on Icelandic law and regulation as well as the Bank’s own
assessment.
3

Central Bank Rules no. 1055/2013 on Liquidity.
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The main channel for Íslandsbanki’s risk and capital management
disclosure is through the Pillar 3 Report, the Annual Report, Consolidated Financial Statements (FS) and investor presentations.
All these documents are available on the Bank’s website.4 The
Pillar 3 Report is reviewed annually and published in conjunction with the Annual Report and the Consolidated FS. If material
risk exposures change significantly between reporting periods,
Íslandsbanki can choose to disclose information thereon more
frequently.
1.4 VERIFICATION
The Pillar 3 Report has not been audited by external auditors
and does not form a part of Íslandsbanki’s audited financial
statements. However, it has been appropriately verified internally
and includes information from the audited Consolidated FS 2016.
4

The Pillar 3 Report has been prepared in accordance with the
CRD IV5 , not in accordance with International Financial Reporting
Standards (IFRS). This can cause some discrepancy between
financial information in the Consolidated FS and information in
the Pillar 3 Report. For some parts, figures are only available, or
relevant, on parent level and are clearly marked as such.
The Pillar 3 Report is informative in nature, and should not be
interpreted as a recommendation to take, or not to take, any
particular investment action. Íslandsbanki holds no obligation
to update, modify or amend this report in the event that any
matter contained herein changes or subsequently becomes
inaccurate. Nothing in this report shall be interpreted as an offer
to customers nor is it intended to constitute a basis for entitlement
of customers.
5

www.islandsbanki.is

Basel Committee on Banking Supervision Revised Pillar 3 disclosure requirements.

Name

Main Business

Borgun hf.

Payment acquirer and issuing processor

63.5%

Iceland

Íslandssjódir hf.

Investment fund management company

100%

Iceland

Professional investment fund

100%

Iceland

Holding company

100%

Iceland

Insurance agent

100%

Iceland

Commercial real estate company

100%

Iceland

IS Thróunarsjódurinn Langbrók
Hringur eignarhaldsfélag ehf.
Allianz Ísland hf.
D1 ehf.

Ownership

Country

Exhibit 1.2. Íslandsbanki’s major subsidiaries at year-end 2016.
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2 RISK MANAGEMENT AND CONTROL
Risk assessment and the prudent evaluation and pricing of risk are key elements in the Bank’s operations. In turn,
an efficient risk assessment framework forms the foundation of the Bank’s risk and capital management strategy.
Íslandsbanki’s risk governance is based on a three lines of defence framework and aims for informed decision-making
and strong risk awareness throughout the Bank.
In January 2017, the Board of Directors approved changes to the Bank’s risk management and internal control framework
which are intended to strengthen the three lines of defence governance framework even further. The implementation of
the revised framework is one of the Bank’s six key projects in 2017 and will be fully implemented by year-end.
This chapter and the following chapters describe the risk management and internal control governance applicable
throughout the year 2016, before the aforementioned changes were made. A brief description of the main changes in
the revised framework can be found in the CRO overview.

Board of Directors

Group Internal Audit

Chief Executive Officer
Human Resources
Compliance

Legal
Chief Risk Officer

Risk Management

Exhibit 2.1. Risk governance and organisational structure of Risk Management.

2.1

RISK GOVERNANCE AND ORGANISATION

Íslandsbanki is exposed to various risk factors and managing
these risks is an integral part of the Bank’s operations. The
Bank’s management body has a dual structure. The Board of
Directors has a supervising role in monitoring the execution
of set policies, the sound control of accounting and financial
management and ensures that group internal audit, compliance
and risk management are effective at all times. The Chief
Executive Officer, the Chief Risk Officer, other members of the
senior management and the senior management committees are
responsible for implementing risk management practises and
internal monitoring in accordance with Board authorisation.
Exhibit 2.1 provides an overview of the governance for risk
management and control within Íslandsbanki.
The ultimate responsibility for ensuring an adequate risk management and internal control framework at Íslandsbanki lies with the
Board of Directors. The Board defines and communicates the risk
governance framework and the acceptable level of risk through
the Bank’s Risk Management and Internal Control Policy, the Risk
Appetite Statement and other risk management policies.
Chief Executive Officer (CEO)
The CEO is responsible for the day-to-day operations of the Bank,
pursuant to set policies and resolutions of the Board. Moreover,
it is the task of the CEO to ensure that the Bank’s operations are

4

consistent at all times with applicable legislation and the Bank’s
Articles of Association which includes maintaining adequate and
effective risk management and internal control functions. The
CEO appoints the Chief Risk Officer (CRO), the Compliance Officer
as well as other members of the Executive Board, the Risk
Committee, the Asset and Liability Committee and the Investment
Committee.
Chief Risk Officer (CRO)
The CRO heads the Risk Management department and is
responsible for defining the daily tasks of the department and to
assess the adequacy of its professional skills. In addition, the CRO
is responsible for organising risk management within Íslandsbanki
in order to ensure that the Bank has the right resources and an
appropriate organisation to manage its risks efficiently. The CRO
is a member of the Executive Board.
The CRO reports directly to the Board and cannot be removed
without its prior approval. Regular reporting from the CRO to
the Board includes an overview of compliance to risk limits
and risk appetite, review of risk aspects inherent in the Bank’s
remuneration system and adequacy of risk based pricing of assets
and liabilities.
Risk Management
Íslandsbanki has an independent department, Risk Management,
headed by the Bank’s Chief Risk Officer, with staff of about 30 well
educated and experienced employees.
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Risk Management is independent from business lines but provides strategic support aligned with the Bank’s business objectives. The existence of an independent risk management department does not absolve management from its responsibility as a
first line of defence to identify and manage all risks arising in their
business and function.
Risk Management is responsible for maintaining and developing
internal directives and processes regarding risk management
and internal control. The department organises training for the
Bank’s employees on the Bank’s policies, internal directives and
processes related to risk management and internal control. In
addition, Risk Management provides the managers of business
units with information and guidance regarding risk management
and internal control issues.
Risk Management advises on risk and risk assessment. It
develops, maintains and tests risk models and provides other
forms of support within its expertise.
Risk Management reports on risk, and compliance to limits to
internal and external stakeholders, and ensures an appropriate
escalation in the event of limit breaches.
Compliance Officer
As a financial undertaking licensed to conduct securities trading
and an issuer of listed financial instruments, the Bank operates
a compliance department. The Bank’s Compliance Officer is engaged by the CEO, subject to Board confirmation. The Compliance
Officer is responsible for regular monitoring and assessment of
the suitability and efficacy of the Bank’s measures concerning
securities transactions and anti-money laundering in accordance
to Icelandic law.1
Chief Audit Executive (CAE)
The CAE is engaged by the Board and directs Group Internal Audit
by Board authorisation. The CAE is responsible for internal audit
matters within the Bank, including outsourced projects. Internal
Audit is not responsible for internal control or its implementation,
but provides the Bank with independent, objective assurance
and consulting services designed to add value and improve the
Bank’s operations. It helps the Bank to evaluate and improve the
effectiveness of its risk management, controls, and governance
processes.
External Audit
As is provided for in the Articles of Association, the Bank’s external
audit firm is elected at the Annual General Meeting (AGM) for a
term of five years. External audit is responsible for the auditing
of the annual accounts in accordance with accepted auditing
standards and FME rules.2
2.2

RISK MANAGEMENT COMMITTEE STRUCTURE

Íslandsbanki emphasises sound governance principles. All business decisions and the resulting risks are initiated and owned by a
business unit and go through a clearly defined internal approval
and control process. The level of authority needed to approve
each business decision depends on the size, complexity and risk
involved. This is done in order to ensure that the decisions taken
within the Bank fulfil the appropriate requirements at any given
1
2

Act no. 64/2006 on Measures against Money Laundering and Terrorist Financing.
FME Rules no. 532/2003 on the Auditing of Financial Undertakings.

time. The responsibilities regarding such decisions are outlined in
the Bank’s risk policies and the Good Governance Policy (see in
Section 2.2.2).
As mentioned, the ultimate responsibility for ensuring an adequate risk management and internal control framework lies with
the Board of Directors. In order to assist the Board in fulfilling its
oversight responsibilities, the Board has appointed three board
subcommittees. Two of those committees, the Audit Committee
and the Risk Management Committee, are provided for in Icelandic law.3 The responsibilities of each committee are described
in their respective mandate letters.
The committee structure and responsibilities relevant to risk
management is shown in Exhibit 2.2.
The implementation of the risk management policies and internal controls in accordance with Board authorisation is delegated
to the management committees: the Executive Board, the Risk
Committee, the Asset and Liability Committee (ALCO), and the
Investment Committee. Under this authorisation, these management committees issue guidelines for risk assessment and individual risk thresholds in accordance with the Bank’s defined
risk appetite. The members of the management committees are
appointed by the CEO, and their mandate and rules of procedure
are documented in a charter.
2.2.1 BOARD SUBCOMMITTEES
Audit Committee
The Board Audit Committee, comprising three Board members,
assists the Board in fulfilling its oversight responsibilities concerning the financial reporting process, the system of internal
control, the audit process, and the Bank’s process for monitoring
compliance with laws and regulations and its code of ethics.
Risk Management Committee
The Board Risk Management Committee, comprising four Board
members, assists the Board in providing oversight of senior management’s activities in managing risk relevant to the Bank’s operations. It is also responsible for reviewing the Risk Management
and Internal Control Policy, the Risk Appetite Statement and other
risk related policies set by the Board.
Corporate Governance, Compensation and Human Resource
Committee
The Board Corporate Governance, Compensation, and Human
Resource Committee, comprising three Board members, assists
the Board in overseeing the development and the regular
assessment of the Bank’s approach to corporate governance
issues and board effectiveness. Furthermore it is responsible for
providing oversight regarding compensation and human resource
issues.
2.2.2 MANAGEMENT COMMITTEES
Executive Board
The Executive Board is responsible for the operational risk
framework and governs the Bank’s Operational Risk Policy.
In addition, the Executive Board supervises reputational risk,
business risk and strategic risk. The Executive Board approves
concepts for new products and services and its approval is a
prerequisite for product development according to the Bank’s
formal product approval process.
3

Act no.161/2002 on Financial Undertakings and Act no.3/2016 on Annual
Accounts.
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Board of Directors

Board Subcommittees

Audit
Committee

Corporate Governance,
Compensation and Human
Resource Committee

Risk Management
Committee

Chief Executive
Officer

Management Committees
Executive Board

Risk Committee

ALCO

Investment Committee

• Responsibility for the operational

• Governing the Credit Risk Policy

• Supervising and ensuring

• Making decisions pertaining to

risk framework

• Governing the Operational Risk
Policy

• Supervising and ensuring
appropriate control for legal risk,
reputational risk, business risk
and strategic risk

• Approving concepts for new
products and services

and other credit rules and
procedures

• Supervising and ensuring
appropriate control for credit and
credit concentration risks

• Delegating authorisation power
to subcommittees and deciding
on credit authorisation limits
to individual employees

• Deciding on credit proposals,
credit risk and counterparty
credit risk within defined limits

• Approving new products and
services

appropriate control for other
financial risks, including market
risk, liquidity risk and interest
rate risk in the banking book

• Deciding on and setting limits for
these risks and governing the
Bank’s Market Risk Policy and
Liquidity Risk Policy

the purchase or sale of equity
stakes in companies as well as
other types of investments such
as investment funds and real
estate

• Ensuring appropriate risk control
for the investments approved by
the committee

• Overseeing the Bank’s capital
allocation framework and
transfer pricing mechanism

• Supervising the capital
management framework and
making proposals to the Board
regarding issues related to
capital management and funding

Exhibit 2.2. Risk Management committee structure.

Risk Committee
The Risk Committee is responsible for supervising and monitoring
the Bank’s credit risk and credit concentration risk. The Risk
Committee governs the Bank’s Credit Risk Policy and other
credit rules and procedures. The Risk Committee can delegate
authorisation power to subcommittees and decides on credit
authorisation limits to individual employees.
The Risk Committee and each of its subcommittees have
the authority to decide on credit proposals, credit risk and
counterparty credit risk within defined limits. Decisions on
exposures that exceed committee limits must be referred to a
more senior committee. If credit decisions exceed the limit of the
Risk Committee then the Board of Directors can grant increased
authorisation limits for particular cases. As described above all
credit proposals that are decided upon by the Risk Committee or
its subcommittees are initiated, and the respective risk owned, by
a business unit.
The Risk Committee is also responsible for final approval of
products and services according to a formal product approval
process within the Bank as described in Section 7.13.
Asset and Liability Committee
The Asset and Liability Committee (ALCO) supervises other
financial risks, including market risk, liquidity risk and interest rate
risk in the banking book (non-trading portfolio). ALCO decides
on and sets limits for these risks and governs the Bank’s Market
Risk Policy and Liquidity Risk Policy. ALCO also oversees the
funding strategy and transfer pricing mechanism. The committee
supervises the capital management framework, including the

6

Internal Capital Adequacy Assessment Process (ICAAP) and the
Pillar 2 Framework, and makes proposals to the Board regarding
issues related to capital management and funding.
Investment Committee
The Investment Committee makes decisions pertaining to the
purchase or sale of equity stakes in companies as well as other
types of investments such as in investment funds and real estate,
other than those originated in the trading book. The Investment
Committee is responsible for ensuring appropriate risk control for
the investment decisions approved by the committee.
Good Governance Policy
As part of the Bank’s commitment to sound corporate governance, Íslandsbanki has in place a good governance policy. The
policy is a decision-making matrix that outlines all major decisions
that the Bank may wish to take under given circumstances. The
matrix sets specific conditions for all major decision-making and
requires that all such decisions be taken after consultation with
the best-qualified parties within the Bank and on the basis of
information available at the time. This procedure was introduced
in order to foster improved decision-making and ensure that decisions taken within the Bank fulfil the appropriate requirements at
any given time.
2.3

RISK CULTURE

Íslandsbanki promotes strong risk culture as an important part
of an effective risk management and internal control framework.
The Bank’s risk culture is reflected in the Bank’s values and the
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human resources strategy and developed and maintained through
training of staff regarding policies, procedures and their responsibilities for risk. Emphasis is placed on transparency, acknowledgement, responsiveness and respect for risk throughout the Bank
and open communication regarding risk is encouraged.
2.3.1 OWNERSHIP, TRANSPARENCY AND ACCOUNTABILITY
A key feature of a strong risk culture is that every member of
the organisation knows and understands their responsibilities
relating to risk management. The Risk Management and Internal
Control Policy, the Risk Appetite Statement along with other risk
management policies outline these roles and responsibilities at
Íslandsbanki.
All business decisions and the resulting risks are initiated and
owned by a business unit and go through a clearly defined review
and control process. As part of that process, the business units
are responsible for identifying and describing the risks inherent
in their proposals and for ensuring that all information regarding
these risks are available in a clear and comprehensive format
before they are presented to the relevant decision-making body
within the Bank.
The business units are also responsible for ensuring that all
information regarding risk exposures are correctly registered in
the Bank’s information systems in order to facilitate complete
transparency, oversight and correct reporting of the Bank’s overall
risk exposures.
2.3.2 TRAINING AND INCENTIVES
The Bank’s performance and talent management aims at encouraging and reinforcing risk awareness and a healthy risk culture. The Bank has in place a comprehensive training programme
managed by the Human Resources department. The programme
includes mandatory training on the Bank’s internal policies and
procedures tailored to the responsibilities of individual employees.
2.3.3 INCIDENT REPORTING
The Bank has implemented a framework to capture both actual
and potential operational risk losses. The Bank emphasises a
“no-blame” culture and encourages employees to register all
mistakes or failures, irrespective of registered financial losses, into
the Bank’s operational risk database. All registered events are
analysed and recorded and the information used for continuous
improvements to the Bank’s operations and control framework.
2.4 RISK POLICIES AND REPORTING STRUCTURE
Each year the Board reviews and decides on material risk
factors within Íslandsbanki and accordingly defines the Bank’s
risk appetite. The Risk Management department is responsible
for the process of identifying the risk inherent in the Bank’s
operations. The identification is done at business unit level and
then consolidated throughout the Bank. The results from the
risk identification process are compared to the Bank’s business
strategy and risk appetite. For the key risk factors a specific risk
policy is defined and approved by the Board of Directors. The
need for a specific risk policy is based on the assessment of
the proportionality of the respective risk factors to the Bank’s
operations and business strategy.
Currently, the following four risk types have been defined as
key to the Bank’s operations and business strategy and their

assessment, management and overall limits are defined in
specific risk policies:
•
•
•
•

Credit risk (Chapter 4)
Market risk (Chapter 5)
Liquidity risk (Chapter 6)
Operational risk (Chapter 7)

Concentration risk is defined as material but currently managed
according to the source of concentration. Concentration risk is
considered in the Credit Risk Policy, the Market Risk Policy and
the Liquidity Risk Policy.
Other risk types that are not covered in separate risk policies are
assessed through the annual ICAAP process and addressed in
other risk policies and management reports in accordance with
their nature and importance.
The governing principles for risk management and internal control
within Íslandsbanki are described in the Bank’s Risk Management
and Internal Control Policy.
Exhibit 2.3 provides an overview of the governance of risk
management documents issued by the Board of Directors and the
reporting lines for the respective risk positions.
Íslandsbanki’s Risk Appetite Statement is a high level statement of
the Bank’s risk tolerance and financial targets. The Risk Appetite
Statement is intended to support the Bank’s business strategy by
defining limits and targets for core factors in the Bank’s risk profile
and operations.
The Risk Appetite Statement is further implemented through
the policies approved by the Board that provide more details
for individual risk types. Finally, the risk appetite is translated to
specific risk limits that are approved by the relevant management
committees.
The strategic targets of the management are further defined in
the Bank’s business plan, approved by the Board of Directors.
The business plan gives a 5-year view for the development of
the Bank’s operations and provides a basis for stress testing and
capital planning.
The Internal Capital Adequacy Assessment Process (ICAAP) aims
at identifying and assessing the risk inherent in the Bank’s
operations and for integrating the Bank’s business strategy and
business plan on one hand and its risk profile and risk appetite on
the other hand. This is to ensure that the Bank at all times holds
enough capital to support its risk profile and business strategy.
The Pillar 2 Framework describes Íslandsbanki’s approach for
covering the Bank’s responsibilities under Pillar 2 of the Capital
Requirements Directive. The objective of the document is to provide a high level overview of how each of the Pillar 2-A functional
components is covered within the Bank’s risk management and
risk governance framework.
2.4.1 INTERNAL REPORTING
Íslandsbanki aims to have clearly defined and efficient reporting
lines to ensure compliance with the approved risk limits and
targets. Timely and accurate reporting on material risk factors
is an essential part of the risk management and internal control
governance. The Bank is continually working on improvements to
the technological platform to better support risk management.
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Risk Management and Internal Control Policy

Risk Appetite Statement

Board
approval

Pillar 2 Framework
and ICAAP

Management
committees

Credit Risk Policy

Market Risk Policy

Liquidity Risk Policy

Operational Risk
Policy

Risk Committee

ALCO

ALCO

Executive Board

• Large exposures
• Related party risk
• Credit concentration
• Non-performing
loans

• Collateral and loss

Risk reporting

•
•
•

given default
Expected loss
Credit impairments
Repossessed assets

• Equities
• Bonds
• Derivatives
• Inflation imbalance
• Interest rate risk in
•

• Liquidity position
• Liquidity stage
• Funding

• Operational risk
• Product

ALCO

• Capital management
• Risk adjusted pricing

management

• Data governance

the banking book
(IRRBB)
Currency imbalance

Risk Dashboard
Review of risk measures and compliance to risk appetite and risk limits

Board of Directors

Exhibit 2.3. Risk Management organisational structure subject to Board approval and risk reporting structure.

Risk Management produces various internal reports. The main
recipients of internal reports are the Board of Directors, the Executive Board, the Risk Committee, the Asset and Liability Committee
and the Investment Committee. The frequency varies from daily
or intraday reporting on positions that change frequently or are
of special concern, to weekly, monthly and quarterly reporting on
positions and portfolios that are more stable in nature. At least, at
every Board meeting, the Board and management receive a Risk
Dashboard summarising the main risk positions as compared to
internal and regulatory limits.
2.4.2 EXTERNAL REPORTING
The Bank publishes financial information mainly through the
Annual Report, Consolidated Financial Statements, the Pillar 3
Report and in investor presentations. All of these are available on
the Bank’s website.4
4
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The Bank’s financial accounts are prepared in accordance with
International Financial Reporting Standards (IFRS). Regulatory
reports are prepared based on the Capital Requirements Directive
(CRD IV) along with discretionary rules and requirements set by
the Central Bank (CB) and the Financial Supervisory Authority
(FME).
In addition, the Bank works and reports according to the
guidelines issued by Nasdaq Iceland for listed companies, since
Íslandsbanki is an issuer of listed papers both on Nasdaq Iceland
and on the Irish Stock Exchange. The framework for public
disclosure regarding the Bank’s risk and financial positions is
described in a Disclosure and Communication Policy approved by
the Board.

ÍSLANDSBANKI

3 CAPITAL MANAGEMENT
Íslandsbanki’s capital position remained strong throughout 2016 and at the end of the year the Bank’s capital ratio was
25.2%, exceeding both the Bank’s minimum capital target and regulatory requirements.
The Bank aims at managing its capital position and the corresponding capital ratios at a comfortable margin above the
overall regulatory capital requirement. The resulting long-term capital target assumes that the Bank maintains a capital
management buffer of about 0.5–1.5% in excess of the SREP results. Based on last year’s SREP results this translates to
a long-term target total capital ratio of around 20% and a minimum CET1 ratio above 15%.
The Bank still maintains a short term total capital ratio target of 23%. The higher short term target is due to some remaining
uncertainty regarding the lifting of capital controls and a buffer due to the potential impact of the IFRS9 implementation.
Over the past year, the Bank has actively released excess capital by dividend payments to the Icelandic Government. The
Bank expects to continue on that path and cautiously manage its capital ratios towards the long-term target over the next
2–3 years down to the Board approved long-term target of 20–21%.

DEFINITION OF CAPITAL
Banks’ capital is intended to provide a buffer for unexpected losses or volatility in earnings and thereby provide
protection for depositors and other creditors as well as promoting stability of the financial system.
The eligible capital for calculating the capital ratio is defined in law and further outlined in rules and regulations.
The Icelandic law, which is based on the European capital requirements directive, defines both the type of capital
eligible and restrictions to the reliance on specific instruments.

3.1

STRATEGY, ORGANISATION AND RESPONSIBILITY

The Bank’s capital management framework is based on the Basel
rules and the EU Capital Requirements Directive (CRD IV)1 as
adopted into Icelandic law.
The Board of Directors is responsible for the Bank’s capital management framework and for ensuring that the Bank’s capitalisation is adequate in relation to the risk inherent in the operations
taking into account the Bank’s business strategy and operating
environment.
The Asset and Liability Committee (ALCO) governs the capital
management of the Bank in accordance with the capital targets
set by the Board and reviews proposals to the Board regarding
issues related to capital management including the dividend
policy.
Risk Management is responsible for internal and external reporting on the Bank’s capital adequacy. Risk Management is also
responsible for the Bank’s Internal Capital Adequacy Assessment
Process (ICAAP) and for the calculations of the allocated capital to
individual business units.
Treasury is responsible for the management of the Bank’s
capital in accordance with the targets set by the Board and is
responsible for developing the Bank’s dividend policy for Board
approval. Finance is responsible for reporting on the risk-adjusted
performance down to individual business units.

The Bank’s minimum capital requirements, the corresponding
risk-weighted assets (RWA) under Pillar 1 and the resulting capital
ratios are shown in Exhibit 3.2. Details regarding the Bank’s capital
requirements can be found in Section 3.2.1.
Exhibit 3.3 shows the main components contributing to changes
in risk weighted assets during the year 2016. The net change
was not significant but the composition of the RWA changed
somewhat. The largest increase in RWA during the year was
due to new lending, which was offset by a decrease in shares
and equity instruments, both in the trading and banking book,
selling of non-current assets held for sale and a reduction of the
currency imbalance. A part of the increase in RWA due to loans to
customers is explained by a change in the treatment of the general
credit risk adjustments as mentioned in Section 3.2. Previously,
the general credit risk adjustments were subtracted from past due
items with 150% risk weight. Since it is now eligible as Tier 2
capital, it is no longer subtracted from past due items and the riskweighted assets increase accordingly.
CAPITAL REQUIREMENTS

At year-end 2016 the Bank’s total capital amounted to ISK
177 billion as compared to ISK 211 billion at year-end 2015.
The reduction in the capital base is twofold. Firstly, a large
dividend payment due to previous years’ retained earnings was
disbursed in December 2016. Secondly, the Tier 2 instrument

The Board of Directors sets a minimum capital target for the
Bank, expressed as the ratio between capital and risk-weighted
assets. The minimum capital target is intended to ensure that the
Bank’s capitalisation remains above regulatory requirements at all
times. The target is based on the results from the Internal Capital
Adequacy Assessment Process (ICAAP), the views expressed by
the regulator through the Supervisory Review and Evaluation
Process (SREP), implementation of the CRD IV capital buffers and

1

2

3.2
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was fully repaid in 2016. This reduction in eligible capital was
partly offset by the impact of an amendment of the Act on
Financial Undertakings allowing the inclusion of general credit risk
adjustments2 as Tier 2 capital. A breakdown of the Bank’s total
capital base is shown in Exhibit 3.1.

TOTAL CAPITAL AND CAPITAL RATIOS

Capital Requirement Directive 2013/36/EU.

Article 84(c), Paragraph 1c of Act no. 161/2002 on Financial Undertakings.
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Capital
Common equity Tier 1 Capital

31.12.2016

31.12.2015

175,325

198,117

Ordinary share capital

10,000

10,000

Share premium

55,000

55,000

Other reserves

4,139

6,002

105,563

127,288

4,223

3,937

Retained earnings
Non-controlling interests
Tax assets

(4)

Intangible assets
Other regulatory adjustments
Tier 2 capital

(2,672)

(1,331)

(924)

(2,779)

1,986

12,835

Qualifying subordinated liabilities

19,517

Adjustment to eligible capital instruments

(3,903)

Other regulatory adjustments

(2,779)

General credit risk adjustments

2,049

Capital base

177,374

210,952

Exhibit 3.1. Breakdown of the capital base at year-end 2016 and 2015 (ISK m). Consolidated.

Íslandsbanki’s capital requirements and RWA

Minimum
capital
requirements

RWA

Minimum
capital
requirements

49,237

615,465

48,527

606,591

-

-

51

633

191

2,381

207

2,587

89

1,117

87

1,093

450

5,627

651

8,134

Corporates

29,129

364,109

28,280

353,501

Retail

31.12.2016
Credit risk
Central governments or central banks
Regional governments or local authorities
Administrative bodies and non-commercial undertakings
Financial institutions

RWA

31.12.2015

12,028

150,350

11,792

147,399

Secured by real estate property

4,259

53,234

3,852

48,144

Past due items

1,071

13,393

817

10,207

22

271

23

290

1,594

19,928

2,145

26,811

404

5,054

623

7,792

579

7,243

1,329

16,607

Traded debt instruments

203

2,541

268

3,350

Shares and equity instruments

310

3,877

527

6,582

66

825

534

6,676

Collective investments undertakings (CIU)
Property, equipment, non-current assets held for sale and other assets
Fair value shares, investment in associates and shares held for sale
Market risk

Foreign exchange
Operational risk
Total

6,518

81,469

6,120

76,495

56,334

704,177

55,975

699,693

Tier 1 capital

175,325

198,117

Capital base

177,374

210,952

Tier 1 capital ratio

24.9%

28.3%

Capital ratio

25.2%

30.1%

Exhibit 3.2. Pillar 1 capital requirements, RWA and capital ratios at year-end 2016 and 2015 (ISK m). Consolidated.
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740
730

Increase

6

5
5

720

Decrease

6

16

RWA
9

710

0

704

Other

2016

700

700

690
680

670

660
650

640
2015

Loans to
customers

Off-balance
sheet items

Operational risk

Currency
imbalance

Non-current
assets held
for sale

Shares and
equity
instruments

Exhibit 3.3. Changes in risk-weighted assets (ISK bn). Consolidated.

other factors such as uncertainties in the operating environment,
a possible target rating or other external factors. The following
sections describe each component in more detail.
3.2.1 PILLAR 1 MINIMUM CAPITAL REQUIREMENTS

The Bank uses the Basic Indicator Approach, where the minimum
capital requirement for operational risk is equal to 15% of the
relevant indicator, where the relevant indicator is the average over
three years of the sum of net interest income and net non-interest
income.

The first pillar of the CRD IV defines the minimum capital
requirements for credit risk, market risk and operational risk. The
capital ratio, calculated as the ratio between the capital base and
risk-weighted assets, must exceed 8%.

Total risk-weighted assets are determined by multiplying the
capital requirements for market risk and operational risk by 12.5
(the reciprocal of the minimum capital ratio of 8%) and adding the
resulting figures to the sum of RWA for credit risk.

RISK-WEIGHTED ASSETS

3.2.2 PILLAR 2 REQUIRED ADD-ON (PILLAR 2-A)

For each of the Pillar 1 risk factors the CRD IV allows for
different methods to be used for calculating the minimum capital
requirements and thereby risk-weighted assets (RWA). For credit
risk and market risk, the Bank uses the standardised approach
to calculate the capital requirements and for operational risk the
Basic Indicator Approach. The minimum capital requirements
under Pillar 1 are 8% of RWA.

In addition to the minimum capital requirements for credit
risk, market risk and operational risk under Pillar 1 financial
institutions are required to make their own assessment of the
overall capital requirements of the institution. These additional
capital requirements, taking into account the risk profile of the
institution, are referred to as Pillar 2-A capital requirements.

Credit risk
The RWA for credit risk are derived by assigning a risk weight,
in the range of 0–150%, to the Bank’s assets depending on the
creditworthiness of the counterparty, the underlying collateral and
the type and term of the exposure.
Market risk
For traded debt instruments, the capital requirement is generally
in the range of 0–12% of the net exposure, based on the
creditworthiness of the issuer and the term of the instrument.
For traded equity instruments, the capital requirement is 16% of
the net exposure. For foreign exchange risk, the minimum capital
requirement is 8% of the maximum of the Bank’s total long and
total short positions in foreign currencies.
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Operational risk

In the ICAAP 2016, the main factors contributing to additional
capital requirements under Pillar 2-A for Íslandsbanki were:
• Additional capital requirements for risk factors underestimated under Pillar 1: Credit risk and market risk.
• Additional capital requirements for risk factors not
addressed under Pillar 1: Credit concentration risk,
interest rate risk in the banking book (IRRBB), market risk
arising from equities in the banking book and the inflation
imbalance.
The Pillar 2-A capital requirements are presented as a proportion
of RWA in addition to the regulatory capital minimum of 8% under
Pillar 1. The capital requirements under Pillar 1 and Pillar 2-A form
the minimum capital requirement for the Bank. Based on the 2016
SREP, the additional capital required for Íslandsbanki under Pillar
2-A was 3.2%. The breakdown of the Pillar 2-A can be seen in
Exhibit 3.4.
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SREP capital requirement
Pillar 1
Credit risk
Market risk
Operational risk
Pillar 2-A
Credit risk
Credit concentration risk
Market risk
Operational risk
Minimum capital requirment

2016

2015

8.0%
6.9%
0.2%
0.9%
3.2%
1.0%
0.7%
1.5%
0.0%
11.2%

8.0%
6.7%
0.4%
0.9%
3.9%
0.5%
1.2%
2.0%
0.2%
11.9%

Total Capital Ratio
25.2%
Short-term management buffer

00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 50-150bp
0 0 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00
*Pillar0 02-B
Guidance
Capital conservation buffer

Short-term target 23%
Long-term target >20%

Overall Capital
Requirement
19.2%

Countercyclical capital buffer

O-SII buffer

Exhibit 3.4. The breakdown of the Minimum Capital Requirement
Systemic risk buffer

9%
8%

1.25%

1.0%

Countercyclical
capital buffer

7%

Pillar 2-A
6%
5%

3.0%

3.0%

2.0%

2.0%

3.0%

Systemic risk
buffer

Total SREP Capital
Requirement
11.2%

O-SII buffer
4%
3%

Capital
conservation
buffer

2.0%

2%
1%

1.75%

2.5%

2.5%

January 2017

November 2017

Pillar 1

0%
June 2016

*Buffer to meet requirements over the economic cycle.

Exhibit 3.5. Implementation plan for the CRD IV capital buffers.

The ICAAP/SREP is a dynamic process and the resulting capital
requirements under Pillar 2-A can change somewhat over time.
The changes in the SREP capital requirement between 2015 and
2016 are mainly explained by changes in the market risk profile,
the reduction in the currency imbalance having the largest impact.
3.2.3 CRD IV CAPITAL BUFFERS
The capital buffers, as provided in the CRD IV, were incorporated
into Icelandic law with a bill amending the Act on Financial
Undertakings.3
The Financial Supervisory Authority is authorised to determine
the size of the capital buffer for systemically important financial
institutions (O-SII buffer), the systemic risk buffer and the
countercyclical capital buffer based on recommendations from
the Financial Stability Council4 , whereas according to law the size
of the capital conservation buffer is fixed at 2.5% as of 1 January
2017. Exhibit 3.5 shows the plan for the implementation of the
CRD IV capital buffers in Iceland.
The systemic risk buffer only applies to domestic RWA which
translates to 2.5% of total RWA for Íslandsbanki. The capital
requirement due to the countercyclical capital buffer is calculated
by using the weighted average of the countercyclical buffer in
countries, where it applies, in the European Economic Area in
proportion to exposure in the relevant countries – this translates
to 1% for Íslandsbanki as of November 2017.
3
4

Act no. 161/2002 on Financial Undertakings.
Article 86(a), through Article 84(e) of Act no. 161/2002 on Financial Undertakings.

Exhibit 3.6. Current regulatory requirements compared with Íslandsbanki’s minimum
capital target. Assuming full implementation of capital buffers as shown in Exhibit
3.5.

The sum of Pillar 1, Pillar 2-A and the combined capital buffers
form the total capital requirement. A breach of the total capital
requirement will trigger regulatory measures according to law.
3.2.4 PILLAR 2 GUIDANCE (PILLAR 2-B)
The Pillar 2-B is based on future risk and is subject to the FME’s
assessment of stress tests performed on the financial institutions
(supervisory stress testing). The FME can add the Pillar 2-B as a
capital reference if the results from the supervisory assessment
indicate that a financial institution might not be able to meet
the total SREP capital requirements over the projected economic
cycle.
3.2.5 MANAGEMENT BUFFER
The Bank aims at managing its capital position and the corresponding capital ratios at a comfortable margin above the overall
regulatory capital requirement. This margin is referred to as a
management buffer in the Bank’s capital management framework. The size of the management buffer is based on factors such
as volatility in the capital ratios for example due to currency fluctuations, uncertainties in the regulatory or operating environment,
and possibly a rating target.
The long-term capital target approved by the Board of Directors
assumes that the Bank keeps a management buffer of about
0.5–1.5% in excess of the overall capital requirement resulting
from the SREP. Based on last year’s SREP results this translates to
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Tier 2
25.2%

Additional Tier 1

0.3%
Common Equity Tier 1

Capital
buffers

19.2%

19.2%

Regulatory requirement
+
0.5–1.5% Management
buffer
0.5-1.5%

2.8%

2.8%

2.1%

2.1%

Pillar
2-A

24.9%

14.3%

Current regulatory requirements

Long-term capital target

Pillar
I

14.3%

Capital components

Íslandsbanki’s current capital

Exhibit 3.7. Composition of the Bank’s capital, the target composition of the capital target and the minimum requirements for CET1 capital under Icelandic rules.

a long-term target total capital ratio of around 20% and a minimum
CET1 ratio above 15%.
3.3

CAPITAL COMPOSITION

According to the CRD IV, the following restrictions apply to the
composition of capital held under Pillar 1:
• Common Equity Tier 1 (CET1) at a minimum 4.5% of RWA
• Tier 1 capital including Additional Tier 1 (AT1) at a
minimum 6.0% of RWA
• A total capital ratio including Tier 2 debt at a minimum 8.0%
of RWA
The capital held under Pillar 2-A is subject to the same
proportional restrictions as capital held under Pillar 1, the CRD IV
capital buffers shall be comprised only of Common Equity Tier 1
capital whereas the composition of the management buffer is at
the Bank’s discretion.
Exhibit 3.7 shows the composition of the Bank’s capital, the
minimum requirements for CET1 capital and the resulting room
for issuing AT1 or Tier 2 capital under Icelandic rules.
3.4

STRESS TESTING

Íslandsbanki’s stress testing framework aims at detecting the
sensitivity of the Bank’s operations to changes in the operating
environment and to ensure that the Bank holds sufficient available
capital and liquid funds to meet minimum requirements, even
under stressed operational conditions.
The main types of stress tests performed at Íslandsbanki are the
following:
• Sensitivity analysis: Sensitivity analyses provide information about key risks and enhance understanding about
concentrations in one or several risk factors. Sensitivity

14

•
•

•

•

analysis stresses one risk driver, with different degrees of
severity, to assess the sensitivity of the Bank’s operations
to that particular risk driver.
Business stress scenario: Assessing the impact of an
adverse development of key drivers in the business plan,
irrespective of the state of the economy.
Singular adverse events: At a predefined confidence level,
assessing the combined impact at a series of singular
events which the Bank believes might occur with a defined
probability.
Reverse stress tests: Given a significant pre-defined
negative outcome, the business units try to identify
possible causes and consequences that could have led
to such an outcome. The results are used in identifying
vulnerabilities in the business plan and in constructing the
economic stress scenario.
Economic stress scenario: Assessing the combined impact
of a shock to the economy on the Bank’s income statement
and balance sheet. The scenario can be a single event or a
trigger of multiple events that cause a sudden shock to the
economy. The scenario can also be a prolonged depression
due to domestic or international crisis.

The key assumptions for a scenario analysis and other significant
stress tests are developed in cooperation with the Bank’s research
unit, business units, senior management and the Board. The
results from stress tests are compared with the Bank’s capital
target, other risk appetite measures and risk limits. If the results
indicate a breach in the Bank’s capital targets or other risk appetite
or strategic measures, remedial actions may be suggested,
depending on the severity and likelihood of such a breach.
3.5 CAPITAL ALLOCATION
Allocation of capital across business units and individual positions
is a key element in the Bank’s capital management, pricing and
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Wealth Treasury Other
2%
12%
Management
1%
Corporate
Banking
32%

Tier 1 capital
Total exposure
RWA
Total assets
Leverage ratio
RWA/Total assets

31.12.2016

31.12.2015

175
1,098
704
1,048
16.0%
67.2%

195
1,082
700
1,046
18.1%
66.9%

Exhibit 3.9. Leverage ratio and RWA over total assets (ISK bn). Consolidated.

3.6 CRD IV – LEVERAGE RATIO

Retail
Banking
51%
Markets
2%

Exhibit 3.8. Proportional split of allocated capital in 2016. Parent.

performance measurement. Capital is allocated to all business
segments, down to branch or department level, based on each
unit’s risk exposure. The return on allocated capital is then
calculated for each unit as a risk-adjusted performance measure.
Exhibit 3.8 shows the average proportional split of allocated
capital in 2016.

The leverage ratio is a measure introduced in the CRD IV,
supplementing the risk-based capital requirements. A lower
leverage ratio indicates higher leverage. The leverage ratio is
calculated by dividing Tier 1 capital with the sum of total assets
and adjusted off-balance sheet exposures. According to law the
minimum leverage ratio is 3%.
Exhibit 3.9 shows the leverage ratio at year-end 2016 and 2015
as well as the ratio between RWA and total assets. The change
in the leverage ratio is explained by the reduction in Tier 1 capital
resulting from the dividend payment.

REGULATORY CHANGES
Act no. 96/2016 Amending Act no. 161/2002 on Financial Undertakings (CRD IV & CRR)
The amendment implemented parts of the Directive 2013/36/EU (CRD IV) of the European Parliament, into
Icelandic legislation. The primary changes concern legal definitions, the working environment of securities
corporations, leverage ratio, supervisory review and evaluation process and capital definitions.
The amendments came to effect in September 2016.
Other regulatory changes in 2016 had a limited impact on the Bank’s capital management.
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4 CREDIT RISK
The Bank undertakes credit risk by offering loans, guarantees and other credit products. Credit risk is the primary risk
factor in the Bank’s operations and taking on credit risk is a core activity of the Bank. The Bank has policies and procedures
for accepting, measuring and managing credit risk. The objective of credit risk management is to achieve an appropriate
balance between risk and return and to minimise potential adverse effects of credit risk on the Bank’s financial performance.
At the end of 2016 the Bank’s total exposure to credit risk amounted to ISK 1,069 billion compared to ISK 1,046 billion at
the end of 2015. The loan portfolio grew by 3% in 2016 after a 5% increase in the previous year and credit quality continued
to improve, reflecting favourable economic conditions in Iceland and prudence in the Bank’s lending operations.
This chapter provides a description of the Bank’s credit process, risk assessment models and a detailed breakdown of the
loan portfolio that gives an indication of credit concentration and credit quality.

DEFINITION OF CREDIT RISK
Credit risk is defined as current or prospective risk to earnings and capital arising from an obligor’s potential failure
to meet the terms of any contract with the Bank or otherwise fail to perform as agreed.
Credit concentration risk is the increase in risk that is driven by common underlying factors, such as sector,
economy, geographical location, type of financial instrument or due to connections or relations among
counterparties. This includes large individual exposures to parties under common control and significant
exposures to groups of counterparties whose probability of default is driven by common underlying factors.

4.1

STRATEGY, ORGANISATION AND RESPONSIBILITY

The Bank’s strategy is to maintain a modest credit risk profile and
it aims to have long-term average annual credit losses less than
0.9% of the loan portfolio. This risk appetite is reflected in the
credit risk limit structure and guided through the use of credit risk
assessment models.
Credit risk activities are controlled through exposure limits applied
to counterparties, countries, sectors and products.
The Bank’s credit process, shown in Exhibit 4.1, is based on
a committee structure. The Risk Committee is responsible for
supervising and monitoring credit and counterparty risk and governs the Bank’s credit rules and procedures. The Risk Committee appoints credit committees and allocates credit authorisation
limits to its subcommittees and to individual employees. The Risk
Committee handles credit cases in accordance with an authorisation limit set by the Board.
Branch managers and credit managers are assigned credit authorisation limits. If a proposed exposure exceeds the credit authorisation limit of the manager handling the case, the credit proposal
is escalated to a committee that has sufficient authorisation to
approve the proposal. All credit decisions at the authorisation level
of an employee are based on the four eyes principle, where at least
two authorised employees must approve each decision. All credit
decisions are documented and registered.
The Bank’s Credit Rules outline the general principles governing
loans, guarantees and other products that expose the Bank to
credit risk. All credit decisions are based on a careful evaluation of
the inherent credit risk involved, the customers’ financial standing,
future projected cash flows and overall creditworthiness. Trust
between the Bank and its clients is a prerequisite for all lending.
Sufficient collateral alone cannot justify lending to customers with
insufficient payment capacity.
To mitigate risk, the Bank requires collateral that is appropriate
for the product offered. For some products, such as relatively
small overdrafts to individuals, no collateral is required, given
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that the customer’s creditworthiness meets the Bank’s criteria.
Since the Bank does not seize collateral unless a borrower faces
serious repayment difficulties, the valuation of collateral focuses
on its future expected value at the time of default. The Risk
Committee has appointed a Collateral Board that reviews and
proposes guidelines for the valuation of collateral and pledged
assets. The objective is to ensure that the valuation of collateral
is co-ordinated throughout the Bank.
Monitoring of the loan portfolio is continuous and customers’
performance is reassessed periodically. Collection procedures
are set to be agile and swift to keep arrears at minimum. Loan
covenants are monitored and appropriate actions are taken to
protect the Bank’s interests if there are covenant breaches.
Customers that show signs of financial difficulties are put on a
watch-list and monitored carefully. When restructuring measures
are considered to be more appropriate than collection procedures, the Bank can offer several measures and restructuring
frameworks for its customers in financial difficulties. Forbearance
measures include temporary payment holidays, extension of loan
terms, capitalisation of arrears and waiving of covenants. In cases
when these measures are not sufficient, they may be precursors
to a more formal restructuring process.
Formal legal collection and liquidation of collateral is the final step
of the collection process if other measures are not successful.
4.2 MEASUREMENT AND MONITORING
Portfolio credit risk is measured both in terms of current
events and possible future events. Current events include nonperforming ratios, the scope of forbearance agreements and
impairment allowance, while possible future events are captured
by measurements such as the probability of default, which is
described in this section.
To ensure that the Bank charges an adequate interest rate and that
it has sufficient capital reserves to ensure long-term sustainability,
the Bank estimates expected and unexpected losses of its loan
portfolio.
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Loan application

Branch network

Ergo

Loan processing

Corporate Banking

Fact finding and credit analysis

00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00
0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0Depending
0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 on
0 0 0 0 exposure
000000000000000000
Credit approval

Branch

Credit Committee

Risk Committee

Documentation

Finalisation of terms – Customer acceptance

Establishment

Collateral – Disbursement

Follow-up

Closing

Board of Directors

Monitoring
Monitoring
and ongoing
and ongoing
reassessment
reassessment
of rating
Performing

Non-performing

Loan redeemed

Collection

Exhibit 4.1. Schematic overview of the Bank’s credit process.

IFRS 9 FINANCIAL INSTRUMENTS
A new international accounting standard that changes requirements for credit risk impairment will be adopted
from 1 January 2018. The impairment allowance in the new standard reflects future expected credit losses and
will replace the IAS 39 incurred loss model.
All loans will be required to carry an impairment allowance of either 12-month expected credit loss or, in case of a
significant increase in credit risk since origination, lifetime expected loss. For loans carrying lifetime-expected
credit loss that are also credit-impaired, the interest revenue is calculated on the net carrying amount after
deducting the impairment allowance.
The concepts of general impairment and specific impairment are replaced in the new standard with three stages
of impairment. This renders the recognition of specific impairment an obsolete proxy for the definition of default.
The Bank is currently designing and implementing necessary changes to definitions, systems and processes
to adopt the three stage expected credit loss model. As part of the IFRS 9 implementation, the Bank plans to
streamline and automate the impairment process by capitalising on both internal and external data for earlier
identification of credit-impairment and by using models more extensively for the calculation of an unbiased
probability-weighted estimate of expected credit losses.
Under IFRS 9, it will likely be more costly for the Bank to have loans with a significant increase in credit risk but
not credit-impaired compared to the general impairment of IAS 39. In contrast, for credit-impaired loans the
impairment allowance might actually decrease with the usage of probability-weighted average of credit losses.
Due to the complexity of the standard, the Bank has not calculated the full impact on impairment charges.
The development of the new impairment process is expected to continue until implementation in 2018.

The long-term expected credit loss on the loan portfolio is covered
by a part of the interest rate margin. Due to various underlying
factors, the observed annual losses can fluctuate significantly
around the long-term average, sometimes up to an order of
magnitude. In order to be able to cover these unexpected losses at
any time, the Bank holds a substantial capital buffer against these
fluctuations. An adequate return on this capital buffer also needs
to be covered by the interest rate margin.
The annual expected loss (EL) for a single obligor depends on the
probability that the obligor defaults within the horizon of one year
(PD), the expected exposure at time of default (EAD) and the loss
given default (LGD), expressed as a fraction of the exposure at

default:
EL = PD ⋅ LGD ⋅ EAD.

The unexpected portfolio loss, on the other hand, strongly depends on correlations between obligor defaults within the portfolio. These correlations may be due to common dependencies
on macroeconomic factors or due to business relations between
individual obligors.
4.2.1 PROBABILITY OF DEFAULT
Obligors are considered to be in default according to the Bank’s
definition when they are more than 90 days past due on a material
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Obligor type

PD assessment

Number of obligors

Exposure

(count)

(%)

Individuals

Statistical model

90,000

27.7

Small companies

Statistical model

9,000

8.3

Large companies

Hybrid model

300

33.9

Foreign banks

External rating agencies

30

2.2

Regional governments

Expert model

20

1.1

Sovereigns

External rating agencies

10

26.7

Public sector entities

Expert model

10

0.1

Exhibit 4.2. Methods used to assess the default risk of different obligor types, approximate number of obligors and relative size of exposure at year-end 2016. Parent.

Risk group

Low

Medium
Increased
High

Risk class

1
2
3
4
5
6
7
8
9

Large
companies
(%)
0.3
0.4
0.8
1.3
2.3
4.1
7.1
12.5
21.8

Small
companies
(%)
0.2
0.4
0.8
1.7
2.7
5.0
8.5
17.0
41.1

Individuals
(%)
0.1
0.2
0.3
0.5
1.3
2.5
5.3
10.6
32.0

10.00 %

1.00 %

0.10 %

0.01 %
1-4

5
ODF 2016

6

7
8
ODF 2015

9

Exhibit 4.3. Average long-term PD levels per risk class for the different rating models.

Exhibit 4.4. Observed default frequency (ODF) and predicted probability of default by
risk class for individuals in 2016, results for 2015 shown for comparison.

credit obligation or when a specific credit impairment has been
recognised. Note that this definition is likely to change with the
new IFRS 9 accounting standard. Defaults are defined on the
obligor level rather than the facility level.

4.2.2 COMPARISON OF OBSERVED DEFAULT FREQUENCY
AND PREDICTED PROBABILITY OF DEFAULT
The Bank’s PD models predict the average long-term default
rate while the observed default frequency (ODF) depends on the
current state of the economy, which in 2016 was considered to be
better than average.

The way an obligor’s probability of default (PD) is assessed
depends on the obligor type. Exhibit 4.2 shows the methods used
to assess the risk for different obligor types and the number of
obligors and relative size of exposure for each obligor type.
The Bank uses internal rating models to assess the default probability of companies and individuals. The rating of large companies is based on a company’s most recent financial statement,
together with a qualitative assessment of its management, market
position and industry sector. The model assigns each obligor to
one of ten risk classes. Risk class 10 is for obligors in default and
risk classes 1–9 for other obligors.
For individuals and small companies, the Bank uses two different
statistical rating models1 . These models are behavioural scoring
models and use information about a customer’s payment history,
amount of debt, deposits and demographic variables to assess the
probability that a customer will default on any of their obligations
within 12 months of the rating assessment.
Exhibit 4.3 shows the mapping from risk classes to the probability
of default (PD) for the three different rating models. The PD
corresponds to the observed long-term average default rate.

1
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100.00 %

For credit purposes, a company is considered to be small if the total exposure to the
Bank is less than ISK 150 million.

In 2016 there were only about half a dozen observed defaults for
large companies, which translates to a 2.0% default frequency
compared to a predicted default probability of 5.2%. The defaults
were so few that a meaningful comparison of observed default
frequency and predicted probability of default per risk class is not
possible.
For individuals and small companies, however, the number of
defaults allow for a meaningful breakdown by risk classes as
shown in Exhibits 4.4 and 4.5. Risk classes 1 through 4 are
grouped together due to few defaults in those risk classes. The
average long-term PD is shown in the figures as a shaded area.
As expected, given the current state of the Icelandic economy,
the observed default frequency is predominantly lower than the
predicted long-term default rate. The observed default frequency
was 2.4% compared to the 7.4% predicted probability of default
for individuals, corresponding rates were 4.5% and 8.5% for small
companies, respectively.
4.2.3 LOSS GIVEN DEFAULT
The loss given default (LGD) represents the percentage of the
exposure which is expected to be lost if an obligor goes into
default. The loss given default mostly depends on collateralisation
and other credit mitigants but in many cases defaulted customers
become performing again without the need to seize collateral. To
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4.2.5 EXPECTED CREDIT LOSS

100.00%

Having obtained the risk parameters PD, LGD and EAD, the
long-term expected credit loss can be computed. Exhibit 4.6
summarises the results for the performing part of the loan
portfolio at year-end 2016. Loans to banks, sovereigns and
regional governments are excluded from this analysis.

10.00%

1.00%

0.10%

0.01%
1-4

5
ODF 2016

6

7

8
ODF 2015

9

Exhibit 4.5. Observed default frequency (ODF) and predicted probability of default by
risk class for small companies in 2016, results for 2015 shown for comparison.

take historically observed loss experience into account, while also
allowing for a risk-sensitive differentiation of the portfolio, loss
given default is therefore modelled using loss severity and loss
rate:
LGD = loss rate ⋅ loss severity.

Loss rate is the probability that the Bank will need to seize
collateral or experience a loss given that the obligor defaulted.
Loss severity is the percentage of exposure at default that is lost
in the case of loss or repossession of collateral. The loss rate
is assumed to be the same for all assets within the same asset
class but the loss severity depends on the collateral allocated to
a particular loan. The asset classes used are: mortgages, leasing
to individuals, other loans to individuals, loans to small companies
and loans to large companies. The Bank does not use an internal
LGD model for loans to regional governments, sovereigns and
banks.
Loss severity is computed from allocated collateral using a
scenario-based approach, where different economic scenarios
are assumed to occur with certain probabilities. For each
scenario, haircuts dependent on collateral type are applied
to current collateral valuations and the resulting amounts
are allocated to eligible exposures by minimising the total
uncollateralised exposure amount subject to constraints imposed
by the collateral agreements. The haircuts take into account cost
of sale, depreciation of value and discounting of recovery cash
flows.
The loss rates are inferred from historical loss experience while the
loss severities are based on current collateralisation levels and the
loss parameters for each collateral type. This method takes the
historical long-term losses into account while allowing for a risksensitive differentiation of the portfolio.
4.2.4 EXPOSURE AT DEFAULT
To model exposure at default (EAD), the Bank currently applies the
supervisory credit conversion factors (CCF) stipulated by Basel to
unutilised amounts:
EAD = drawn amount + CCF ⋅ undrawn amount.

The Bank is in the process of developing a more sophisticated
model for exposure at default that will be used in calculations of
both the 12-month and life-time expected credit losses in IFRS
9. In the more sophisticated model the expected amortisation
schedule will be taken into account.

These results do not incorporate forward-looking information as
will be required in IFRS 9 and therefore the 12-month expected
credit loss cannot be used unchanged as an indication of the
impairment allowance after the adoption of IFRS 9.
4.3 CREDIT CONCENTRATION
The Bank monitors credit concentration risk which arises from the
unequal and granular distribution of exposure to borrowers, industry sectors and geographic regions. The portfolio concentration
is monitored with Herfindahl-Hirschman Indices and relative to
limits set in the Credit Risk Policy.
4.3.1 BORROWER CONCENTRATION
The Bank actively seeks to limit large exposures. A large exposure
is defined as an exposure to a group of connected clients that
is 10% or more of the Bank’s regulatory capital. The exposure
is evaluated both gross and net of eligible credit risk mitigating
effects according to FME rules2 . When assessing the exposure,
both on-balance sheet items and off-balance sheet items from all
types of financial instruments are included.
The Bank has internal criteria that define connections between
clients in line with Icelandic law3 where groups of connected
clients are defined.
At year-end 2016, the Bank had two large exposures amounting
to 24% of its capital base. In particular, no large exposure is above
the maximum 25% single large exposure limit set by the law.
The Bank seeks to limit borrower concentration risk and has
an internal limit on the aggregated exposures to the 20 largest
groups of connected clients. The utilisation of this limit is reported
internally on a monthly basis.
4.3.2 INDUSTRY SECTOR CONCENTRATION
The Bank defines industry sectors as groups of entities that have
similar primary activities, underlying risk factors and behaviour
characteristics. A see-through principle is applied for holding
companies that own other companies but do not produce goods
or services, i.e. a holding company may be classified in the sector
of its investments and not as an investment company if all the
investments are in the same sector. This is done to better capture
the underlying risk of economic industry sectors.
The Bank has limits on both the exposure to any single economic
industry sector as well as the aggregated exposure to the three
largest economic industry sectors as a percentage of the Bank’s
total credit exposure. Exposure to individuals, as a separate
economic industry sector, is also considered separately. These
concentrations are reported internally on a monthly basis.
2
3

FME Rules no. 625/2013 on Large Exposures.
Article (1)(a) of Act no. 161/2002 on Financial Undertakings.
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Asset class
Individuals - Mortgage
Individuals - Leasing

EAD

Loss rate

Severity

LGD

EL

(% of portfolio)

(%)

(%)

(%)

(%)

29.9

23

8

2

0.2

1.7

28

13

4

0.6

Individuals - Other

9.3

26

76

20

2.1

Small companies

10.1

29

43

13

1.5

49.0

35

27

9

0.4

Large companies
Total

100.0

0.6

Exhibit 4.6. Exposure at default (EAD), loss rate, severity, loss given default (LGD) and expected loss (EL) for various asset classes at year-end 2016. Only the performing part
of the portfolio is considered here. Parent.

TOURISM
The tourism industry has been in an upswing for the last few years and has become an important economic sector
in Iceland. Tourism currently yields a substantial part of foreign currency inflow into the economy and accounts
for a large portion of new job opportunities. Due to the nature of tourism, its effects are not limited to hotels, car
rentals and tour guides. The effects can also be seen in convenience stores, restaurants and other operations that
benefit from the inflow of tourists. The Bank therefore monitors the tourism industry internally as a quasi-sector
instead of a new separate sector.
The Bank’s exposure to this sector is primarily to hotels, car rentals and infrastructure. While the sector has
performed well and the outlook for further growth remains positive, the Bank is mindful that there are risks tied
to such rapid growth and the Bank remains selective in its risk positioning in this sector. The Bank’s exposure to
tourism has increased with the increased importance of tourism to the Icelandic economy. New lending to tourism
was 30% of all new lending to companies in 2016 and at year-end 2016 the exposure to tourism comprised 13%
of the loan portfolio, compared to 10% at year-end 2015.

4.3.3 GEOGRAPHIC CONCENTRATION
Country risk is the risk of losses that may occur, for example
due to economic difficulties or political unrest in countries to
which the Bank has exposures. Country risk includes political risk,
exchange rate risk, economic risk, sovereign risk and transfer risk,
i.e. economic factors that could have significant influence on the
business environment.
Specific geographical limits are established to manage country
risk. The geographical limits apply to the country from where the
credit risk arises. Iceland is considered to be a home market and is
as such not subject to geographical limits. The utilisation of these
limits is reported internally on a monthly basis.
Most of the Bank’s activities are in Iceland but in the last few years
the Bank has increased its international activities. The overseas
strategy is built on a heritage of servicing the core industries in
Iceland, primarily focusing on the seafood industry and offshore
service vessels. The strategy focuses on the North Atlantic region,
including Norway, the Faroe Islands, Greenland, Canada and the
United States.
4.3.4 PRODUCT CONCENTRATION AND COLLATERAL
CONCENTRATION
The Bank regularly monitors product concentration and collateral
concentration but neither type is currently considered to be
material.
4.4

SETTLEMENT RISK

Settlement risk is the risk that a party will fail to deliver on the
terms of a contract at the time of settlement. Settlement loss
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can occur because of a default at settlement and because of any
timing differences in settlement between two parties. The amount
at risk or the potential loss is the principal of the transaction.
To mitigate settlement risk on counterparties, the Bank utilises the
services of clearing houses and also applies the general rule of
delivery versus payment. If such a rule is not applicable due to the
nature of the business relationship, a settlement limit is assigned
to the counterparty to limit the risk.
4.5 CREDIT RISK EXPOSURES
Credit risk exposure comprises both on-balance sheet and offbalance sheet items. Exposure to credit risk for on-balance sheet
assets is the carrying amount as reported in the Consolidated
Financial Statements before the collective impairment is subtracted. The exposure for off-balance sheet items is the amount
that the Bank might have to pay out against financial guarantees
and loan commitments, less the provisions the Bank has made
because of these items. Because of the collective impairment
and off-balance sheet items, the credit exposure does not reconcile with the carrying amount in the Consolidated Financial
Statements. For capital requirement purposes, credit conversion
factors are applied to guarantees and undrawn commitments. For
derivative contracts the exposure is calculated by adding expected
future credit exposure to the market value of the contract. The
Bank currently has no direct credit exposure to securitisation.
Exhibit 4.7 summarises and describes the main sources of credit
risk, while Exhibits 4.8 and 4.9 show the main sources for credit
risk and asset risk at year-end 2016 and 2015. Asset risk is further
explained in Section 4.11.
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Item

Obligor type

Description

Loans to customers

Individuals

Loans to individuals derive from lending activities to
individuals and households. The largest product type is
mortgages but it also includes leasing agreements, term
loans, credit cards and overdrafts.

Legal entities, municipalities and state
guaranteed obligors

Loans to companies as well as municipalities and public
sector entities. This includes long-term facilities, leases
and asset-based financing, working capital facilities and
other short-term financing, project finance and financing
of income producing real estate.

Balances with the Central Bank and loans
to credit institutions

Financial institutions and central banks

Mandatory reserve deposits and other balances with the
Central Bank as well as other exposure to international
banks and financial institutions, for example as part of the
Bank’s liquidity management.

Bonds and debt instruments

Government entities, issuers of listed
bonds approved by the Bank’s credit
committees

The Bank is exposed to credit risk as a result of trading and
investing in debt instruments, for example as part of the
Bank’s liquidity management and its trading activities.

Guarantees and undrawn commitments

Derivatives

This includes unused overdrafts and credit card limits,
undrawn amounts in credit agreements and project
finance agreements, letters of credit and export
documentary credits.
Qualified counterparties with defined
credit limits at the Bank

Other financial assets

Derivatives and other financial instruments that involve
contingent exposures.
Unsettled transactions, account receivables.

Exhibit 4.7. The main sources of credit risk.

Credit risk

31.12.2016

31.12.2015

Loans to customers

689.9

668.2

Balances with the Central Bank and loans to credit institutions

293.1

252.3

Bonds and debt instruments

31.3

78.6

Guarantees and undrawn commitments

43.6

37.0

Derivatives

5.4

4.4

Other financial assets

6.3

5.5

1,069.5

1,046.1

31.12.2016

31.12.2015

Total
Exhibit 4.8. The main sources for credit risk at year-end 2016 and 2015 (ISK bn). Consolidated.

Asset risk
Repossessed assets held for sale

3.3

5.5

Assets of disposal groups classified as held for sale

3.0

7.3

Total

6.4

12.8

Exhibit 4.9. Asset risk at year-end 2016 and 2015 (carrying amount, ISK bn). Consolidated.

4.5.1 BALANCES WITH THE CENTRAL BANK AND LOANS TO
CREDIT INSTITUTIONS

Cash and balances with the Central Bank includes certificates of
deposits, mandatory reserve deposits and other balances with the
Central Bank.

Cash and balances with the Central Bank and loans to credit
institutions can fluctuate considerably between periods due to
liquidity management. Exhibit 4.10 shows a breakdown of these
exposures at year-end 2016 and 2015.

The Bank has exposures to Icelandic and foreign credit institutions, mostly in the form of money-market deposits and nostro
accounts. Exposures to foreign financial institutions are classified
further in the country risk exposure section.
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Type of institution

31.12.2016

31.12.2015

275.5
0.7
17.0
6.3
10.1
0.6
293.2

216.8
0.6
34.9
1.9
26.6
6.4
252.3

Central Bank
Domestic credit institutions
Foreign credit institutions
thereof rated AA- and above
thereof rated A- to A+
thereof rated BBB+ and lower
Total

4.5.3 GUARANTEES AND UNDRAWN COMMITMENTS
The Bank’s credit exposure deriving from guarantees and undrawn
commitments totalled ISK 44 billion at year-end 2016 compared
to ISK 37 billion the year before. An undrawn commitment is said
to exist when the Bank has signed a contract entailing such a
commitment. Also included are unutilised parts of overdraft and
credit card limits. The exposure is measured using regulatory
credit conversion factors.
4.5.4 DERIVATIVES
The Bank uses derivatives to hedge currency, interest and inflation
exposure. The Bank carries relatively low exposure due to margin
trading with clients and in these cases the Bank holds collateral to
cover possible losses. Credit risk for derivatives amounted to ISK
5.4 billion at year-end 2016 compared to ISK 4.4 billion the year
before.

Exhibit 4.10. Cash and balances with the Central Bank and loans to credit institutions
at year-end 2016 and 2015, with ratings based on Standard & Poor’s ratings or
equivalent (carrying amount, ISK bn). Consolidated.

Bonds and debt instruments

31.12.2016

31.12.2015

7.2

31.9

18.0
15.0
3.0
2.6
3.6
31.3

41.3
35.0
6.4
2.7
2.6
78.6

Icelandic government and government
guaranteed bonds
Foreign government bills
thereof rated AAA
thereof rated AA
Domestic corporates
Domestic credit institutions
Total

Derivative exposures are generally made under ISDA master
agreements with Credit Support Annex, or similar terms, with
pledged collateral in the form of cash and eligible bonds.
See also discussion on derivatives in Section 5.3.5.
4.5.5 COUNTRY RISK EXPOSURE
Exposure to countries other than Iceland amounted to ISK 62
billion at year-end 2016 compared to ISK 108 billion the year
before. This exposure relates mainly to the management of the
Bank’s foreign liquidity reserves, which were actively managed to
a lower level in 2016 as discussed in Chapter 6.

Exhibit 4.11. Bonds and debt instruments at year-end 2016 and 2015, with ratings
based on Standard & Poor’s ratings or equivalent (carrying amount, ISK bn).
Consolidated.

Exposures are only granted to credit institutions that have been
allocated a credit limit by the Risk Committee. When applying for
a credit limit for a specific credit institution, a thorough analysis
of the institution is presented to the committee including credit
ratings from rating agencies as appropriate.

Exhibit 4.12 shows a breakdown of credit exposure by country of
domicile. Exposures to financial institutions, central governments
and individuals are shown separately. Loans to individuals are
mostly loans that were granted in Iceland but the individual
later moved to another country. The Bank has recently increased
lending to companies in the United States, Norway and Canada
within its North-Atlantic strategy. The Bank has no retail lending
activities outside of Iceland.

4.5.2 BONDS AND DEBT INSTRUMENTS

4.6 LOANS TO CUSTOMERS

The Bank is exposed to credit risk as a result of trading and
investing in bonds and debt instruments, for example as part of
the Bank’s liquidity management and as a result of restructuring
activities. Exhibit 4.11 presents the Bank’s position in bonds and
debt instruments.

Loans to customers, both individuals and companies, represent
the largest part of the Bank’s credit risk exposure. This section describes the portfolio of loans to customers and shows a breakdown
by various risk factors separately for loans to individuals and loans
to companies.

Country

Central
government

Financial
institutions

Individuals

Other obligor
types

Total
31.12.2016

Total
31.12.2015

UK

-

7.9

0.7

0.1

8.7

13.6

Canada

-

0.1

0.0

8.2

8.4

9.4

USA

-

2.3

0.6

4.7

7.5

21.1

Norway

0.7

1.3

1.5

3.8

7.3

11.2

Germany

6.0

0.7

0.1

0.0

6.8

25.0

Netherlands

6.0

-

0.2

-

6.2

12.2

Switzerland

-

5.8

0.1

0.0

6.0

1.1

5.4

1.1

3.9

0.9

11.3

14.4

18.0

19.2

7.2

17.7

62.1

108.0

Other countries
Total

Exhibit 4.12. Credit exposure by country and obligor type at year-end 2016 with 2015 for comparison (carrying amount, ISK bn). Parent.
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900
850

40

16

40

800
750

163

132

700

8

3
4

650

688

600

666

550
500
Carrying
amount

New lending

Refinancing

CPI and FX
changes

Refinanced

Instalments

Write-offs

Changes in
impairment

Other changes

Carrying
amount

Exhibit 4.13. The main sources of changes in carrying amount from year-end 2015 to year-end 2016. Outstanding loans that are refinanced within the Bank are shown both
as an increase and a decrease in the carrying amount. Regular instalments, pre-payments and loans that are fully repaid are all shown as instalments in this chart. The effect
of facilities that do not have a fixed repayment schedule such as overdrafts and credit cards is in Other changes. (ISK bn). Consolidated.

Industry sector
Individuals

Non-indexed

CPI-linked

Foreign currency

Total

123.9

162.0

0.4

286.2

Commerce and services

83.2

11.7

3.1

97.9

Construction

24.5

2.8

0.6

27.9

Energy

3.6

3.4

0.2

7.2

Financial services

0.1

-

-

0.1

34.8

4.8

23.5

63.1

Investment companies

6.4

2.6

5.4

14.4

Public sector and non-profit organisations

7.3

5.5

0.1

12.8

38.4

52.7

8.9

100.0

5.2

0.5

74.6

80.2

327.2

245.9

116.8

689.9

Industrial and transportation

Real estate
Seafood
Total

Exhibit 4.14. Currency composition of loans to customers at year-end 2016 (carrying amount, ISK bn). Consolidated.

4.6.1 DEVELOPMENT OF THE LOAN PORTFOLIO
At year-end 2016 the size of the loan portfolio was ISK 688 billion,
having grown from ISK 666 billion at year-end 2015. The growth
is mainly due to new lending to new and existing customers. New
lending surpasses instalments, repayments, write-offs and other
items such as changes in overdrafts and credit cards. Exhibit 4.13
shows the development of the loan portfolio through the year
2016.
4.6.2 CURRENCY COMPOSITION OF LOANS TO
CUSTOMERS
As a principle, the Bank aims to have the currency composition of
loans to customers in balance with customer needs. In particular,
loans to customers whose income is predominantly in ISK should
be denominated in ISK. The Bank has in place strict rules
regarding lending in foreign currency ensuring management of
this risk. Exhibit 4.14 shows a breakdown of loans to customers
by industry sector and currency types. Exhibit 4.15 shows the
development of the currency composition of customer loans from
year-end 2010 to 2016.

4.6.3 LOANS TO INDIVIDUALS
Loans to individuals amounted to ISK 286 billion at year-end
2016 compared to ISK 273 billion the year before. New loans and
refinancing amounted to ISK 60 billion.
Loans to individuals derive from lending activities to individuals
and households and can be broken down by five product types,
namely mortgages, term loans, credit cards, overdrafts and
leasing.
The largest part of loans to individuals is in the form of residential
real estate mortgages. Mortgages are granted to individuals
to buy or refinance real estate for their own use. Mortgages
are secured by the first lien on the residential real estate or
consecutive liens from and including the first lien. The Bank
actively manages the mortgage portfolio, for example by having
highly trained mortgage consultants in most branches, by making
payment processing effortless with automatic transfers and by
actively initiating collection procedures in a timely manner by
contacting customers immediately if payments are late.
Term loans to individuals are often secured with residential real
estate but do not satisfy all the requirements needed to be
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Loans to individuals

Neither past due
nor impaired

4–90 days
past due

> 90 days
past due

Impaired

Total > 90 days past due
or impaired

Mortgages

202.5

5.9

1.8

1.0

211.2

1.3%

Term loans

31.6

1.8

0.7

0.5

34.7

3.5%

Credit cards

16.5

0.2

0.0

0.0

16.8

0.1%

Overdrafts

11.0

0.4

0.1

0.0

11.5

0.9%

Leasing

11.3

0.6

0.0

0.1

12.0

0.8%

273.0

9.0

2.7

1.6

286.2

1.5%

Total

Exhibit 4.16. Breakdown of loans to individuals by product type and number of days past due at year-end 2016 (carrying amount, ISK bn). Consolidated.

9%
19%

2%
19%

1%
16%

19%

18%

17%

Foreign currency
with ISK cash flow

21%

Foreign currency

15%

7%
5%

CPI-linked ISK

18%
32%
34%

33%

33%

33%

36%

7%

3%
6%

9%

6%

3%
4%
5%

3%
2%
5%

1%
2%
4%

1%1%
3%

Impaired
> 90 days past due

8%
4–90 days past
due
Neither past due
nor impaired

Non-indexed ISK

24%
90%

95%

87%

93%

84%

2012

2013

2014

2015

2016

76%
68%

38%

2010

42%

46%

2011

2012

52%

48%

49%

47%

2013

2014

2015

2016

Exhibit 4.15. Currency composition of loans to customers at year-end 2010–2016
(percentage of portfolio). Consolidated.

classified as the product type mortgages. These loans may have
a non-standard term structure or the purpose of the loan may
not have been to acquire the underlying property. Other examples
are additional loans for first-time home buyers or loans for home
improvements. Term loans are generally not as well collateralised
as mortgages and leasing. Problem loans are more frequent in this
product type than in other product types available to individuals.
Credit cards and overdrafts to individuals are usually uncollateralised short-term consumer loans. The outstanding amounts per
customer are typically low and they are used to meet fluctuations
in cash flows. It is expected that future earning ability of individuals
is sufficient for repayment without a formal collateral.
Leasing agreements are provided to individuals for purchases of
vehicles, mostly cars and campers. These agreements are usually
well collateralised.
Exhibit 4.16 shows the loan product types broken down by number
of days past due or specific impairment. Note that amounts refer
to the total loan and not only the payment or sum of payments
that are past due. Payments three days in arrears or less are not
considered relevant for past due analysis. Exhibit 4.17 shows the
development of this breakdown for loans to individuals at year-end
2010 to 2016.
The loan-to-value (LTV) ratio is an important factor when measuring risk of a mortgage portfolio. The LTV for a single mortgage is
the current carrying amount of the loan divided by the value of the
property. The value of the property is usually taken as the tax value
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2010

2011

Exhibit 4.17. Loans to individuals broken down by past due status at year-end
2010–2016 (carrying amount). Consolidated.

obtained from Registers Iceland4 . For mortgages that are not on
the first lien, the combined loan to value (CLTV) is the sum of the
current carrying amount of the loan under consideration and the
outstanding balance of all previous liens, divided by the value of
the property. For a portfolio of mortgages, however, the LTV can be
represented in various different ways depending on the intended
usage. Here, two such representations are presented.
The first representation is from the property point of view. To
find the average LTV of a mortgage portfolio each property is
assigned the maximum CLTV value of the Bank’s mortgages on
that property and that value is weighted with the total carrying
amount of the Bank’s loans on the property. The weighted average
LTV, calculated in the manner described, was 67% at year-end
2016 compared to 69% at year-end 2015.
Exhibit 4.18 shows the LTV distribution by categorising the total
carrying amount of the Bank’s loans on each property in the
mortgage portfolio by the maximum CLTV for that property.
Another way to represent the LTV of a mortgage portfolio is to
consider how each ISK lent is distributed in loan-to-value bands.
In the breakdown, every ISK is categorised according to its ranking
in the total debt on the property. The first band represents the
part of the portfolio that falls in the 0–10% LTV band, the second
represents the part that falls in the 10–20% LTV band and so on.
Exhibit 4.19 shows how the mortgage portfolio is distributed in
loan-to-value bands defined in this way.
4

In Icelandic: Þjóðskrá Íslands. For detail see Icelandic Property Registry.
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mortgage portfolio that is potentially eligible for a 35% risk weight
is on the left side of a vertical line drawn at 80% LTV in Exhibit 4.19.
Such a line cannot be drawn in Exhibit 4.18.

45
40

31.12.2015

35

31.12.2016

Exhibit 4.20 shows the portfolio of loans to individuals where the
exposure is continuously distributed by LTV bands. In the same
manner as in Exhibit 4.18, every ISK is categorised according to
its seniority in the total debt on the underlying asset.

30
25
20
15

4.6.4 LOANS TO COMPANIES
The category called loans to companies includes loans to
companies as well as municipalities and public sector entities.
These loans comprise a significant part of the Bank’s balance
sheet and operation. Loans to companies amounted to ISK 404
billion at year-end 2016 compared to ISK 396 billion at year-end
2015. New loans and refinancing of outstanding loans amounted
to ISK 143 billion in the year 2016.

10
5
0

Exhibit 4.18. Breakdown of the mortgage portfolio by the LTV calculated for each
property, year-end 2016 and 2015 (carrying amount, ISK bn). Consolidated.

Credit policies are in place to ensure to the extent possible that
companies have the capacity to repay their loans. The Bank also
takes collateral to minimise loss in case of default. Collateral is
usually more important for loans to companies than for loans
to individuals because future earnings ability cannot be relied
upon for companies. Loans with exposure in excess of branch
managers’ authorisation limits are handled by Credit committees
where experts review the case.

40
35

31.12.2015

30

31.12.2016

25
20
15

An overview of the company loan portfolio by sector and number
of days past due at year-end 2016 is given in Exhibit 4.22.
The development of this breakdown for the portfolio of loans to
companies at year-end 2010 to 2016 is shown in Exhibit 4.21.
Finally, Exhibit 4.23 depicts the company loan portfolio where the
collateralised exposure is distributed in LTV bands as in Exhibit
4.20.

10
5
0

Exhibit 4.19. Breakdown of the mortgage portfolio by LTV bands, year-end 2016 and
2015 (carrying amount, ISK bn). See main text for further explanation. Consolidated.

4.7 LOANS COVERED BY COLLATERAL
Collateral and other credit risk mitigants vary between types of
obligors and credit facilities. Loans to eligible credit institutions are
usually unsecured. For loans to individuals the principal collateral
taken is residential property against mortgages. Unsecured
loans to individuals are mostly short-term consumer loans
such as overdrafts and credit cards. In the case of large
companies the Bank takes a charge over assets such as real
estate, fishing vessels, cash and securities, as well as other
collateral including accounts receivables, inventory, vehicles and

For capital requirement assessment purposes, residential real
estate mortgages to individuals are divided into two segments, the
part that is covered up to 80% LTV and the amount that exceeds
80% LTV. The part with an LTV below 80% is potentially eligible
for a 35% risk weight when calculating the capital requirements
as compared to 75% for the remaining part.5 One of the benefits
of the representation shown in Exhibit 4.19 is that the part of the
5

See more on risk weights in Exhibit 4.40.

LTV band

Mortgages

Term loans

Credit cards &
overdrafts

Leasing

Total

0–50%

159.0

75%

11.9

39%

1.6

5%

8.9

74%

181.4

64%

50–70%

35.9

17%

3.9

13%

0.7

3%

1.8

15%

42.4

15%

70–80%

10.6

5%

1.8

6%

0.3

1%

0.5

4%

13.2

5%

80–90%

2.6

1%

3.1

10%

0.3

1%

0.3

2%

6.3

2%

90–100%

1.0

0%

1.0

3%

0.2

1%

0.1

1%

2.4

1%

100–110%

0.5

0%

0.5

2%

0.1

0%

0.1

0%

1.2

0%

>110%

1.2

1%

2.8

9%

0.6

2%

0.3

3%

4.8

2%

Unsecured

0.4

0%

5.7

19%

24.6

87%

0.1

1%

30.8

11%

211.2

100%

30.9

100%

28.3

100%

12.0

100%

282.4

100%

Total

Exhibit 4.20. Loans to individuals by LTV bands and product type at year-end 2016 (ISK bn). Consolidated.
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29%

1%
1%1%
2%
2% 1% 1%1% 1%

6%
1%
6%

12%
2%
6%

Covenants in loan agreements are also an important credit
enhancement but they do not reduce credit exposure.

Impaired
> 90 days past
due

45%
6%
2%

For income producing real estate companies the collateral is
sometimes in the form of a charge over the cash flow from rental
agreements as well as the underlying property.

4–90 days past
due

3%
2%
80%

87%

96%

97%

97%

2014

2015

2016

Neither past due
nor impaired

Valuation of collateral is based on market price, official valuation
from the Registers Iceland or the expert opinion of the Bank’s
employees, depending on availability. In the case of fishing vessels
the assigned fishing quota is included in the valuation, based on a
valuation by the Bank’s Collateral Board. Since the price volatility
differs between asset classes it is interesting to consider how the
LTV distribution of the portfolio is split between asset classes. This
LTV distribution is shown in Exhibit 4.24.

62%
50%

2010

2011

2012

2013

Exhibit 4.21. Loans to companies broken down by number of days past due at yearend 2010–2016 (carrying amount). Consolidated.

To find the financial effect of collateral on maximum credit exposure, the Bank allocates collateral to loans using an elaborate
optimisation algorithm. Among other things, the algorithm ensures that collateral is not assigned in excess of its estimated
value, in excess of any maximum amount stipulated in a collateral
agreement or in excess of the claim value of the relevant loans. The
last constraint means that if some loans have collateral values in
excess of their claim value, then the excess is removed in order to
reflect the Bank’s actual exposure to credit risk.

equipment. Loans to government entities and to municipalities are
generally unsecured.
In some cases the Bank uses guarantees as credit enhancement
but since guarantees effectively transfer credit risk from one
counterparty to another they do not represent a reduction in
exposure to credit risk although they may strengthen its quality.
Loans to companies by sector

Neither past due
nor impaired

4–90 days
past due

> 90 days
past due

Impaired

Total

> 90 days past
due or impaired

Commerce and services

94.6

2.0

0.3

1.0

97.9

1.4%

Construction

26.7

0.4

0.2

0.7

27.9

3.0%

Energy

7.2

-

-

-

7.2

-

Financial services

0.0

-

0.0

-

0.1

48.2%

Industrial and transportation

58.6

0.6

3.1

0.8

63.1

6.2%

Investment companies

14.0

0.3

0.1

0.0

14.4

0.8%

Public sector and NPOs

12.8

0.0

-

0.0

12.8

0.1%

Real estate

97.2

1.5

0.3

1.1

100.0

1.3%

Seafood
Total

79.0

0.5

0.6

0.2

80.2

1.0%

390.2

5.2

4.6

3.8

403.7

2.1%

Exhibit 4.22. Loans to companies by sector and by number of days past due at year-end 2016 (carrying amount, ISK bn). Consolidated.

LTV band

Commerce &
services

Industrial &
transportation

Public sector &
NPOs

Real estate &
construction

Seafood

Other sectors

Total

0–50%

54.4

56%

27.8

44%

0.7

6%

91.6

72%

61.7

77%

12.2

54%

248.4

62%

50–70%

13.9

14%

7.0

11%

0.1

1%

19.1

15%

10.8

13%

1.8

8%

52.6

13%

70–80%

3.6

4%

1.8

3%

0.0

0%

6.4

5%

3.9

5%

0.3

1%

16.1

4%

80–90%

2.8

3%

1.3

2%

0.0

0%

3.5

3%

1.2

1%

0.1

1%

8.9

2%

90–100%

1.4

1%

0.9

1%

0.0

0%

0.9

1%

0.3

0%

0.1

1%

3.5

1%

100–110%

0.9

1%

0.7

1%

0.0

0%

0.5

0%

0.1

0%

0.1

0%

2.3

1%

14.2

15%

7.5

12%

0.4

3%

5.4

4%

2.2

3%

3.3

14%

33.0

8%

5.3

5%

16.2

26%

11.6

90%

0.5

0%

0.1

0%

4.7

21%

38.3

10%

>110%
Unsecured
Total

96.4 100%

63.1 100%

12.8 100%

127.9 100%

80.2 100%

22.6 100%

403.1 100%

Exhibit 4.23. Loans to companies by LTV bands and industry sector at year-end 2016 (ISK bn). Real estate and construction have a similar LTV distribution and are combined
here in one column. The sectors that are combined as Other sectors here are Energy, Financial services and Investment companies. Consolidated.
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120
100
80
60

Residential real estate
Commercial real estate
Vessels
Cash & securites
Vehicles & equipment
Other collateral

40
20
0

Exhibit 4.24. The continuous LTV distribution of the loan portfolio by type of
underlying asset at year-end 2016 (ISK bn). Consolidated.

Exhibit 4.25 shows the financial effect of allocated collateral at
year-end 2016 broken down by sector and type of collateral.
4.8 RISK PROFILE
As described in Section 4.2.1, each obligor is assigned a risk class
depending on how likely they are considered to default in the next
12 months. Exhibit 4.26 combines the risk classes into five groups,
risk classes 1–4 represent low risk, risk classes 5–6 moderate risk,
risk classes 7–8 increased risk, risk class 9 high risk and risk class
10 represents those classified as in default. The exposure is then
Credit exposure covered by collateral

Individuals
Commerce and services

shown by past due status. Not all subsidiaries of the Bank have risk
classes for their customers, which means that on a consolidated
basis some obligors are unrated.
Note that a customer can have loans that are more than 90 days
past due or impaired, and at the same time other loans that are
neither past due nor impaired.
The portfolios of loans to individuals and companies are shown
in Exhibit 4.27 and 4.28 by risk groups, along with information of
past-due status at year-end 2016. Past due loans imply higher
risk and are more common in higher risk classes. As can be
seen in Exhibit 4.29, risk class migration for the complete loan
portfolio was positive in the year 2016, i.e., upgrades exceeded
downgrades.
In order to measure asset quality it is convenient to consider nonperforming ratios but such ratios can be defined in a variety of
ways which complicates comparison of asset quality between
banks, countries and time periods. The Bank’s Pillar 3 Report
20146 contains a detailed discussion on various definitions of
non-performing ratios.
The non-performing ratio that the Bank uses, depicted in Exhibit
4.30, is based on the net carrying amount of impaired loans and
loans that are more than 90 days past due. One of the benefits of
6

www.islandsbanki.is

Residential
real estate

Commercial
real estate

Vessels

Cash &
securities

Vehicles &
equipment

Other
collateral

Total

229.0

7.2

0.0

0.6

11.4

0.1

248.4

5.6

43.4

0.6

0.1

20.7

10.0

80.5

11.1

14.6

0.1

0.7

1.5

3.2

31.3

-

2.9

-

0.4

-

0.0

3.3

Financial services

0.0

0.0

-

0.1

-

-

0.2

Industrial and transportation

1.3

24.5

3.4

0.4

6.2

11.7

47.3

Investment companies

1.5

3.3

0.0

2.6

0.1

4.2

11.7

Public sector and NPOs

0.1

0.9

-

0.0

0.1

-

1.0

Real estate

8.4

90.9

-

3.8

0.2

0.7

104.0

Seafood

0.2

5.2

66.4

0.0

0.2

10.5

82.5

257.1

192.9

70.5

8.8

40.3

40.5

610.1

Construction
Energy

Total

Exhibit 4.25. Financial effect of allocated collateral at year-end 2016 (ISK bn). Consolidated.

Risk group

Neither past due
nor impaired

4-90 days
past due

>90 days
past due

Impaired

Total

Risk classes 1-4

127.8

0.0

-

-

127.8

Risk classes 5-6

292.9

0.8

-

-

293.7

Risk classes 7-8

176.9

1.7

0.0

-

178.7

Risk class 9

57.1

9.3

0.0

-

66.4

Risk class 10

2.8

1.6

7.2

5.3

17.0

Unrated
Total

5.6

0.8

-

-

6.3

663.1

14.2

7.3

5.3

689.9

Exhibit 4.26. Loans to customers by risk groups and past due status at year-end 2016 (carrying amount, ISK bn). Consolidated.
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120

Impaired

Small companies

400

>90 days past due

100
80

Large companies

4-90 days past due

300

Neither past due nor
impaired

200

60

Individuals

100

40

0
1–4

5–6

7–8

9

10

Exhibit 4.27. Loans to individuals by risk groups and number of days past due at yearend 2016 (carrying amount, ISK bn). Consolidated.

Same

Previously
unrated

>3

2–3

1

0

1

2–3

>3

Downgrades

Unrated

Out of
default

20

Into
default

Rating
expired

0

Upgrades

Exhibit 4.29. Migration of risk classes in the year 2016 (carrying amount, ISK bn).
Consolidated.
25%

200

Interquartile range

Impaired

180

>90 days past due

Median

Íslandsbanki

20%

160
140
120

4-90 days past due

15%

Neither past due nor
impaired

10%

100
80

5%

60
40

1–4

5–6

7–8

9

10

this definition is the fact that the ratio can be calculated for various
banks based on information in financial statements.
Exhibit 4.31 shows a comparison between Íslandsbanki and over
50 large European banks. The ratio has been decreasing for
Íslandsbanki and at year-end 2016 the ratio was 1.8%, compared
to 2.2% a year earlier. The European Banking Authority used to
publish statistics on this ratio in the EBA Risk Dashboard but has
recently changed to a new definition which the Bank has not yet
adopted.
EXPOSURES IN DEFAULT

When there is objective evidence that the Bank will incur losses on
loans, their carrying amounts are reduced, through the use of an
allowance account, to the present value of expected future cash
flows, discounted at their effective interest rate. For on-balance
sheet items this is referred to as specific impairment and is one of
the two triggers that define defaults. Note that these definitions
will change in 2018 with the introduction of IFRS 9. The other
trigger is being more than 90 days past due on a material credit

12-2016

06-2016

12-2015

Exhibit 4.31. The Bank’s non-performing loans ratio as defined in Exhibit 4.30.
Comparison between Íslandsbanki and over 50 large European banks. Data for the
European banks not available after 2015. Source: Íslandsbanki and the European
Banking Authority (EBA).

obligation. Default criteria are applied per customer and not by
facility. Exhibit 4.32 shows the gross and net carrying value of
financial assets that are measured at amortised cost, broken into
defaulted and non-defaulted exposures.
Exhibit 4.33 shows changes in the stock of defaulted loans. The
changes are tracked on a monthly basis which means that a
customer can be marked as defaulted and return to non-defaulted
status again within the calendar year. Repeatedly defaulting
customers are thus counted as often as the return to default
status. The amount under other changes can include accrued
interest and CPI or FX movements in addition to partial recovery
and instalments.
4.10 FORBEARANCE
Forbearance measures can be granted to customers facing
temporary challenges or financial difficulties. For a loan to be
considered as forborne, two conditions need to apply: (1) The
Bank has agreed to changes to the terms of the loan that would

Asset classes

Exposure

Cross default

Non-performing criteria

(can choose many)

(choose one)

(choose one)

(can choose many)
>90 days past due

Loans to customers

Claim value

Per facility

Loans to banks

Carrying amount

Per customer

Specific impairment

Other assets

Payments in arrears

Per group of connected clients

Forbearance
Cure period

Exhibit 4.30. Definition of the Bank’s non-performing ratio indicated with the shaded items.

28

06-2015

12-2014

06-2014

12-2013

06-2013

Unrated

Exhibit 4.28. Loans to companies by risk groups and number of days past due at yearend 2016 (carrying amount, ISK bn). Consolidated.

4.9

12-2012

0

06-2012

12-2011

0%
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Non-defaulted Defaulted exposures
exposures

Allowance for
impairments

Credit exposure

(Gross)

(Gross)

(Gross)

(Net)

674.5

26.9

11.5

689.9

280.1

8.3

2.3

286.2

Commerce and services

96.5

2.5

1.1

97.9

Construction

26.6

3.0

1.8

27.9

7.2

-

-

7.2

0.0

0.0

-

0.1

58.8

8.6

4.3

63.1

Loans to customers
Individuals

Energy
Financial services
Industrial and transportation
Investment companies

14.3

1.0

0.9

14.4

Public sector and non-profit organisations

12.8

0.0

0.0

12.8

Real estate

98.7

2.1

0.7

100.0

Seafood

79.4

1.3

0.4

80.2

130.6

0.7

0.2

131.1

Companies

Total

Off-balance sheet exposures

Exhibit 4.32. Breakdown of gross and net credit exposure of defaulted exposures at year-end 2016 (ISK bn). Consolidated.

Change in stock of defaulted loans

Individuals

Defaulted loans at end of 2015

14.4

18.7

33.1

Loans that have defaulted in 2016

10.4

11.3

21.7

(11.3)

(5.2)

(16.5)

Amounts written off

(1.0)

(2.8)

(3.8)

Other changes

(4.2)

(3.4)

(7.6)

8.3

18.6

26.9

Loans returned to non-defaulted status

Defaulted loans at end of 2016
Exhibit 4.33. Change in stock of defaulted loans, gross carrying value (ISK bn). Consolidated.

normally not be offered to the customer and (2) the customer was
in financial difficulties, making it hard for them to uphold the loan
contract, at the time the terms were changed. Such forbearance
measures include temporary payment holidays, capitalisation of
arrears, extension of loan terms and waiving of covenants.
For households, forbearance measures are used to accommodate
temporary changes in household disposable income, for instance
due to illness or unemployment. Temporary changes in terms
are also granted to companies when needed, for example to
meet adverse changes in the operating environment, which affect
revenue and cash flows or to meet necessary but unforeseen
capital expenditures. The customer is expected to resume normal
repayments after the concession period. Furthermore, covenants
are sometimes waived when customers are in minor difficulties.
Exhibit 4.34 presents the carrying amount of loans that received
forbearance measures in the year 2016 and are neither impaired
nor more than 90 days past due at year-end 2016. Information on
forbearance agreements granted by subsidiaries is currently not
available.

Bank acquires these assets through repossessions following loan
defaults, debt restructuring and bankruptcies of its customers.
The Bank’s employees are not permitted to purchase repossessed
assets.
Repossessed assets held for sale are classified into two groups,
repossessed collateral and assets of disposal groups classified
as held for sale. Assets of disposal groups represents assets of
companies in which the Bank holds more than 50% share, without
being consolidated subsidiaries. These companies might have
corresponding liabilities which are not subtracted here. Assets of
disposal groups held for sale has decreased at year-end 2015,
compared to previous years, see Exhibit 4.35.
The second group represents repossessed collateral, which is
mainly in land or property, as seen in Exhibit 4.36.

4.11 REPOSSESSED ASSETS HELD FOR SALE

The development of the number of repossessed vehicles and
vehicles for sale is shown in Exhibit 4.37. The number of
repossessed vehicles in 2016 has decreased compared to
previous years, and the number of repossessed vehicles held for
sale is now more or less the same as the number of vehicles
repossessed in one quarter.

In most cases it is in the best interest of the Bank and the
customer to improve the customer’s position and their ability to
serve their loans rather than to acquire assets from the customer.
The Bank acquires assets only if all other means to assist the
customer to honour their commitment have been exhausted. The

The development of the number of repossessed residential
properties is shown in Exhibit 4.38. There are fewer repossessed
residential properties in 2016, compared to the two previous
years, and more properties sold. The number of properties held
for sale has decreased significantly in the year 2016, reflecting
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Individuals

Companies

Total

Loans more than 90 days past due or impaired

4.2

8.3

12.6

Performing loans where forbearance agreements were made

2.4

8.3

10.7

Temporary payment holidays

1.3

0.3

1.6

Capitalisation of arrears

0.8

0.5

1.4

Extension of loan terms

0.3

7.4

7.7

-

-

-

Other loans neither 90 days past due nor impaired

279.5

387.1

666.6

Total

286.2

403.7

689.9

Waiving of covenants

Exhibit 4.34. Forbearance measures during the year 2016 (carrying amount, ISK bn). Consolidated.
40
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300
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200
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100

30
25

0

0

20
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(20)
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(40)
5

(60)

0
2013
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Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4
2014 2014 2014 2014 2015 2015 2015 2015 2016 2016 2016 2016

2016

Exhibit 4.35. Assets of disposal groups classified as held for sale at year-end
2013–2016 (carrying amount, ISK bn). Consolidated.

Repossessed collateral
of which land and property

31.12.2016

31.12.2015

3.4
3.3

5.5
5.4

Exhibit 4.36. Repossessed collateral at year-end 2016 and 2015 (ISK bn).
Consolidated.
60

Repossessed

Sold

For sale

40

20

20

0

0

(20)
(40)
(60)
Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4
2014 2014 2014 2014 2015 2015 2015 2015 2016 2016 2016 2016

Exhibit 4.37. Number of repossessed and sold vehicles (left hand axis) and vehicles
for sale (right hand axis) at quarter-end 2014 to 2016. Consolidated.

increased activity in the real estate market. Details on the
composition of properties held for sale is shown in Exhibit 4.39.
CAPITAL REQUIREMENTS

The Bank reports its Pillar 1 capital requirements for credit risk
according to the standardised Basel approach. Exhibit 4.40 shows
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Residential property
of which rented out
of which advertised for sale
of which not ready

31.12.2016

31.12.2015

97
34
8
55

202
68
113
21

60

40

4.12

Exhibit 4.38. Number of repossessed and sold residential properties (left hand axis)
and residential properties for sale (right hand axis) at quarter-end 2014 to 2016
Consolidated.

Exhibit 4.39. Residential properties held for sale at year-end 2016 and 2015
(number). Consolidated.

exposure amounts, risk weights and corresponding risk-weighted
assets for the different portfolios as at year-end 2016. Currently,
residential real estate, commercial real estate and securities
issued by the central government are used as credit risk mitigants
to reduce capital requirements.
Capital add-on for credit risk under Pillar 2-A is estimated in the
annual ICAAP/SREP process. This add-on includes concentration
risk and underestimation of credit risk under Pillar 1. The
ICAAP/SREP discussion with the regulator in Iceland is still
maturing but for the last few years the add-on for credit risk in Pillar
2-A has included an increased risk weight for certain asset classes
where the standardised approach may not be representative of the
inherent risk. These asset classes comprise municipalities with
low payment capacity, loans to holding companies to buy shares
in operating companies and cross default from customers with
forbearance agreements. Furthermore, additional capital is held
against loans to customers that have been more than 30 days past
due in the last 12 months.
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Central governments
or central banks
0%
Regional governments
or local authorities
20%
100%
Administrative bodies
and non-commercial
undertakings
100%
Financial institutions
20%
100%

On-balance sheet

Derivatives
exposure

Off-balance
sheet
(after CCF)

Financial
collateral

Inflow

RWA

276,089

115

9

-

1,985

-

276,089

115

9

-

1,985

-

11,170

-

498

-

-

2,381

11,111

-

498

-

-

2,322

59

-

-

-

59

1,058

-

59

-

-

1,117

1,058

-

59

-

-

1,117

17,996

6,680

100

-

-

5,627

17,645

6,292

-

-

-

4,787

351

389

100

-

-

840

Corporates

328,931

5,748

30,583

1,153

-

364,109

100%

328,931

5,748

30,583

1,153

-

364,109

188,594

99

12,189

416

-

150,350

188,594

99

12,189

416

-

150,350

151,192

-

-

-

-

53,234

35%

149,081

-

-

-

-

52,178

50%

2,112

-

-

-

-

1,056

10,701

-

2

411

-

13,393

272

-

-

-

-

136

100%

3,958

-

1

411

-

3,548

150%

6,472

-

1

-

-

9,709

271

-

-

-

-

271

Retail
75%
Secured by real estate

Past due items
50%

Collective investment
undertakings (CIU)

271

-

-

-

-

271

Other items

23,208

-

-

-

-

24,982

100%

19,659

-

-

-

-

19,659

100%

150%
Grand total

3,549

-

-

-

-

5,324

1,009,210

12,642

43,442

1,980

1,985

615,465

Exhibit 4.40. Exposure, risk weights, flow between exposure classes (outflow due to financial collateral and corresponding inflow) and risk-weighted assets per asset class at
year-end 2016 (ISK m). Consolidated.
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FINANCING OF GREENER CARS

In December 2016, the average CO2 emission for
rental cars was 135 g/km while it was 160 g/km for
other cars that the Bank has financed. Exhibit 4.41
shows how the emission rate has decreased over the
past few years. It is noticeable that the emissions have
been steadily decreasing over the years, with a large
decrease in the spring when the car rentals renew
their fleet. For comparison, the green line shows the
threshold (100 g/km) that the city of Reykjavík used in
2016 for allowing environmentally friendly cars to park
for free in the downtown area.

200

CO2 emission (g/km)

In the past few years, the Bank has increased its efforts
regarding corporate social responsibility. One of its
goals is to exert positive influence on society and the
environment. In line with that, a decision was made
to explore the CO2 emissions of the Bank’s leasing
portfolio with the aim to monitor and in the future set
goals for the emissions.

150

100

50

0

2013

2014

2015

2016

Rental Cars
Other
Green car acc. to Reykjavík in 2016

Exhibit 4.41. Development of the average CO2 emission rate of cars
that the Bank has financed.

REGULATORY CHANGES
Act no. 118/2016 on Mortgages to Consumers
The Act is intended to introduce Directive 2014/17/EU of the European Parliament and of the Council on credit
agreements for consumers relating to residential immovable property and amending Directives 2008/48/EC and
2013/36/EU and Regulation (EU) no. 1093/2010. The Directive is known as the “Mortgage Credit Directive”. The
reason behind the enactment is the impact of irresponsible credit policy, which arose in the economic crisis in
2008. Mortgages are often the biggest commitment of a household and at the same time one of the key activities
of financial institutions and financial markets.
The Act shall ensure consumer protection in offering, granting and intermediation of mortgage agreements to
consumers. The following are the main provisions of the Act:
• Encourage responsible credit granting and counteract consumers’ excessive leverage.
• Balance the negotiating power in transactions between consumers and parties who conduct business
commercially.
• Basic requirements are made for qualification, knowledge and remuneration of the staff of financial
institutions.
• Increased emphasis is on the consumer’s right for explanation during the credit granting.
• It is disallowed to have conditions in credit agreements that oblige consumers to purchase any additional
financial services.
• It is required that the consumer passes an assessment of creditworthiness and servicing capacity before
the granting of credit.
• The FME is given the authority to set regulation on maximum loan to value when asked to do so by the
Financial Stability Board.
• Consumers have the right to pre-pay mortgages.
• The maximum pre-payment fee is amended with the intention of encouraging increased supply of credit
with fixed-rate interests.
• The Financial Supervisory Authority is also given the authority to set regulation regarding the maximum
loan amount and the maximum of the consumer’s debt to income.
The Act comes into force 1 April 2017.
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5 MARKET RISK
The domestic stock market yielded a return of -7% in the year 2016 according to the stock market index OMXI8GI compared
to a staggering return of 49% in 2015. One new company was listed in December 2016 and the total market value of listed
equities amounted to ISK 936 billion at year-end 2016.
In 2016 there was a significant increase in the daily turnover and in the volatility of return in the stock market. The average
daily volatility increased by 60% from 2015 to 2016 and the average daily turnover by 41%. The bond market was more
subdued in 2016 than the previous year, with total turnover falling by 25% and decreased volatility between years. Inflation
premium declined over the year, mostly due to a sharp fall in nominal yields in the wake of a policy rate cut in Q3. From
year-end 2015 to year-end 2016 the consumer price index rose by 1.9% and the ISK strengthened by 18%.
Market risk accounted for 1.0% of the Group’s risk-weighted assets at year-end 2016 compared to 2.4% at year-end 2015.
The decrease is mainly due to decrease in equity exposures. Interest rate risk in the banking book increased slightly while
interest rate risk in the trading book remained almost unchanged. The Group’s inflation imbalance increased somewhat in
2016 mainly due to an increase in CPI-linked lending to customers. The currency imbalance remained modest throughout
the year following a strategic decrease at the end of 2015.

DEFINITION OF MARKET RISK
Market risk is the current or prospective risk to earnings and capital arising from adverse movements in the level
or volatility of prices of market instruments, such as those that arise from changes in interest rates, equity prices
and foreign exchange rates.

5.1

STRATEGY, ORGANISATION AND RESPONSIBILITY

Market risk has been identified as one of the key risk factors in
the Bank’s operations. The Bank takes on market risk as a part
of its business strategy and aims to maintain a moderate market
risk profile. The objective of the Bank’s market risk management
framework is to manage and control market risk exposures and
ensure that the market risk profile is within the Board’s approved
risk appetite.
Market risk mainly originates in the banking book due to
mismatches in assets and liabilities with respect to currencies,
interest reset dates and CPI-indexation and due to shares and
equity instruments. The Bank also takes on market risk in relation
to its trading activities or other activities of the Market or Treasury
units.
The overall responsibility for ensuring an adequate framework
for managing market risk lies with the Board of Directors. The
Board determines the market risk appetite for the Bank in the
Market Risk Policy which also states the roles and responsibilities
in relation to market risk management.
The Asset and Liability Committee (ALCO) governs the market
risk management of the Bank in accordance with the market risk
appetite approved by the Board. Risk Management is responsible
for monitoring and reporting on the Group’s overall market risk
exposure and compliance to limits to ALCO and to the Board on
a consolidated level. Individual business units of the Bank are
responsible for adhering to the Bank’s risk management policies
and procedures, defining investment policies where applicable
and managing their market risk within approved limits.
5.2

MEASUREMENT AND MONITORING

The Bank uses various tools to monitor and limit market risk
exposures. These tools consist of conventional risk measures,
such as limits on notional amounts and sensitivity measures.
The Bank also uses stress tests to simulate the effects on

34

portfolios from extreme but plausible market events and Value-atRisk (VaR) based measures for margin requirement calculations,
capital calculations and determination of trading limits. These
tools provide complementary information to notional limits and
sensitivity measures but the limit structure for market risk is not
formally VaR based.
Risk Management monitors the trading activities of the Bank
and ensures that positions and margin requirements comply with
limits. All market risk limit breaches are handled in accordance
with the Bank’s limit breach process and reported to ALCO, which
decides on appropriate actions, depending on the severity of the
breach. Exhibit 5.1 shows the risk factors related to market risk in
the Bank’s operations, their origination and main limit types.
Market risk exposures are separated into two portfolios, trading
book and banking book (non-trading portfolio).
Positions in the trading portfolio are undertaken mainly as a part of
the Bank’s flow trading, through the Bank’s liquidity portfolio and
as hedges against customers’ derivatives contracts. The positions
are managed with specific limits on risk factors, products and
portfolios. Limits are also set to manage the concentration risk
towards single issuers or instruments, as well as to manage
trading liquidity risk which is significant in the current domestic
environment. The Bank is also exposed indirectly to market
risk through customers’ derivative positions. Those positions are
subject to strict margin and monitoring requirements.
Banking book positions that contribute to market risk are subject
to various limits. Positions in the banking book mainly relate to
assets and liabilities from commercial and retail banking activities,
or the Treasury unit, which contribute to interest rate, inflation and
currency risk exposures. Equity exposure includes both listed and
unlisted shares.
5.3 MARKET RISK EXPOSURE
The market risk appetite defines the maximum market risk
exposure that the Bank is willing to undertake. The market
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Risk type

Description

Origination

Main limit types

Interest rate risk

Current or prospective risk to earnings or capital
arising from adverse movements in interest rates.
Main sources of interest rate risk are as follows:
• Re-pricing risk: Arising from differences
between the timing of rate changes and the
timing of cash flows.
• Yield curve risk: Arising from changing rate
relationships across the spectrum of maturities
(change in slope and shape of the yield curve).
• Basis risk: Arising from changing rate
relationships among yield curves that affect the
institution’s activities.
• Optionality risk: Arising from interest rate
related options embedded in the institution’s
products.

• Bonds and debt instruments.
• Interest rate derivatives.
• Loans and deposits.

• BPV (basis point value).
• Total long and short positions in
underlying securities.
• Open delta position of
underlying securities.
• Duration of underlying securities.

Inflation risk (CPI
risk)

The risk that earnings or capital may be negatively • CPI-linked bonds and debt
affected from unexpected changes in inflation (the
instruments.
Consumer Price Index or CPI).
• CPI-linked loans and deposits.
• CPI-linked derivatives.

• Size of the inflation imbalance.

Credit spread risk

The risk that earnings or capital may be negatively
affected from adverse movements in bond risk
premium for an issuer.

• Bonds and debt instruments.

• Issuer-specific notional limits.

Currency risk

The risk that earnings or capital may be negatively
affected from the fluctuations of foreign exchange
rates, due to transactions in foreign currencies or
holding assets or liabilities in foreign currencies.

• Spot positions in currencies.
• Foreign exchange derivatives.
• Foreign-currency-denominated
loans and deposits.

• Total currency balance.
• Total open position per currency.
• Total notional in underlying
derivatives.

Price risk

The risk that earnings or capital may be negatively • Equities.
affected from the changes in the price level or
• Bonds and debt instruments.
volatility of debt instruments or equity instruments. • Interest rate and equity
derivatives.

Trading liquidity risk The risk that the Bank is unable to easily liquidate
or offset a particular position without moving
market prices due to inadequate market depth or
market disruption, thus negatively affecting the
earnings or capital.

• Bonds and debt instruments.
• Equities.
• Derivatives.

• Total position in equities.
• Total position in individual
securities.
• Total position in individual
securities.
• Total notional of foreign
exchange derivatives.

Exhibit 5.1. Main types of market risk within Íslandsbanki.
25%

Interest rate risk
Currency risk
Appetite

considered. The Board has set the market risk appetite relative
to the Group’s capital such that for predetermined shifts in risk
factors, the amount at risk shall not exceed 20% of Tier 1 capital.
Exhibit 5.2 shows how the market risk exposure evolved in 2015
and 2016 with respect to the average quarterly contribution of
each risk factor according to the market risk framework. The
currency imbalance was strategically decreased at the end of
2015, making interest rate risk the largest contributing factor to
market risk in 2016.

Equity risk
Inflation risk

20%

15%

10%

5%

Q4-2016

Q3-2016

Q2-2016

Q1-2016

Q4-2015

Q3-2015

Q2-2015

Q1-2015

0%

Exhibit 5.2. Market risk exposure and market risk appetite as percentage of Tier 1
Capital, average positions. Consolidated.

risk exposure is measured according to an internal framework
where the amount and volatility of the underlying positions are

Exhibit 5.3 displays the main categories of the market risk trading
book exposures in 2016 and 2015, excluding hedges. Since
many of these exposures are quite volatile in nature, the figures
displayed represent the exposure range by showing maximum,
minimum and average levels in each category per year. The
year-end exposure is also displayed. As shown in Exhibit 5.3 the
average equity position was significantly higher in 2016 than
2015.
The market risk exposures in the banking book at year-end 2016
and 2015 are displayed in Exhibit 5.4.
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Range of exposures in the trading book

31.12.2016

Max.

Min.

Avg.

31.12.2015

Max.

Min.

Equity (net position)

Avg.
2015

2016
1,938

4,909

1,837

3,320

3,344

3,344

3

1,550

Interest rate (100bp weighted adverse shift)

101

417

11

170

131

474

62

223

FX (net position)

249

2,711

-

318

238

2,531

1

280

Exhibit 5.3. Market risk trading book exposure in 2016 and 2015 (ISK m). Consolidated.

Exposure

31.12.2016

31.12.2015

4,743
1,341

11,042
1,181

58,541
(634)

46,784
4,085

Equity (net position)
Interest rate (100bp weighted
adverse shift)
Inflation imbalance
FX (net position)

Exhibit 5.4. Market risk banking book exposure at year-end 2016 and 2015 (ISK m).
Consolidated.

Further details on the methodology for measurement and
changes in market risk exposures can be found in Sections 5.3.1
to 5.3.4.
5.3.1 SHARES AND EQUITY INSTRUMENTS
The Group’s equity exposure arises mainly from shares acquired
through restructuring of companies although it also arises from
flow trading, market making and strategic investments. The equity
books are divided into three main portfolios: flow trading, hedge
portfolio and equity investments. Most of the shares held are
denominated in ISK.
The overall equity risk is managed through limits on the aggregated market value and concentration, market liquidity risk is further managed through limits on the maximum exposure in single
securities. An overview of the equity position on a consolidated
basis, excluding hedges against customers’ derivative positions,
is presented in Exhibit 5.5. The trading equity exposure increased
in 2016 with the average position doubled in 2016 compared to
2015. The Bank was a market maker for 12 listed companies on
the domestic stock exchange at the end of 2016. The net position
in equities used for hedging can be seen in Exhibit 5.12.
The market value of direct equity exposures in the equity
investment desk, such as fair value shares and shares held for
Held for
trading

Designated at
fair value

sale, decreased in 2016 mainly due to the Group selling shares in
Visa Europe. The Group has no positions in equity underwriting.
Sensitivity analysis for shares and equity instruments is provided
in the Consolidated Financial Statements as required by IFRS.
5.3.2 INTEREST RATE RISK
To manage interest rate risk the Bank uses sensitivity measures
like basis point value (BPV) 1 . The Bank measures the effect of an
adverse shift in yield curves where each yield curve is shifted in a
direction that results in a loss for the Bank, this is called an adverse
shift.
Interest Rate Risk in the Trading Portfolio
The fixed income trading book is divided into three portfolios: flow
trading, hedge portfolio and liquidity portfolio.
The flow trading portfolio mainly consists of positions that the
Bank takes on as a market maker for highly liquid Icelandic
government bonds, covered bonds issued by the Icelandic banks
and some municipal and corporate bonds to a lesser extent. The
role of the Bank as a market maker is to enhance price formation
in the secondary market and to be a provider of liquidity to clients.
Government bonds can be either non-index linked or CPI-linked.
Duration ranges up to ten years for the non-indexed government
bonds, while the CPI-linked HFF bonds have duration of up to 12
years. The duration of the covered bonds ranges up to 10 years
for the CPI-indexed issues but up to 5 years for the non-indexed
issues.
All positions in the flow trading portfolio are subject to BPV limits,
both intraday and end-of-day limits. In addition to BPV limits, both
the total short and long positions in the underlying bonds are
limited. As a part of market making agreements the Bank has
1

The BPV measures the effect of a 0.01 percentage point (1 basis point) parallel
upward shift in the yield curve on the market value of the underlying position.

Non-current assets
and disposal groups
held for sale

Investments in
associates

Total

31.12.2016
Listed
Unlisted
Total

1,938

1,737

-

-

3,675

-

1,717

839

450

3,006

1,938

3,454

839

450

6,681

31.12.2015
Listed
Unlisted
Total

3,344

3,218

-

-

6,562

-

1,664

5,445

716

7,825

3,344

4,882

5,445

716

14,387

Exhibit 5.5. Shares, equity instruments (excluding equity hedges) and investments in associates at year-end 2016 and 2015 (ISK m). Consolidated.
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Country

Market
BPV
value
31.12.2016

Market
BPV
value
31.12.2015

Belgium
France
Germany
Netherlands
Norway
USA
Total

2,388
2,980
5,965
5,969
654
1,126
19,081

6,366
13,439
12,025
1,471
8,030
41,331

(0.07)
(0.02)
(0.09)
(0.13)
(0.03)
(0.33)

(0.14)
(0.30)
(0.25)
(0.07)
(0.09)
(0.85)

Exhibit 5.6. Origin of government issued bills and BPV in the Bank’s liquidity portfolio
(ISK m) at year-end 2016 and 2015. Consolidated.

access to securities lending which enables the Bank to take short
positions in government and government-guaranteed bonds as
well as covered bonds.
At year-end 2016, the total BPV of CPI-indexed and non-indexed
bonds in the flow trading portfolio was ISK -0.8 million compared
to ISK -0.1 million at year-end 2015.
The Bank’s liquidity management assumes that part of the
liquidity portfolio in foreign currencies can be invested in highly
liquid bills issued by foreign governments with at least a long-term
issuer rating of AA- from S&P or Fitch or Aa3 from Moody’s. At
year-end 2016 the Group held a significant amount of foreign AAA
and AA- credit-rated government bills for liquidity management
purposes. These bills have a duration ranging up to six months
and the sensitivity measured in BPV was ISK -0.3 million at yearend 2016 compared to ISK -0.9 million at year-end 2015. The
reduction in liquid assets in foreign currency relates to strategic
actions taken to reduce liquidity cost in foreign currencies.
Further discussion on liquidity ratios and liquidity management
are provided in Chapter 6. Exhibit 5.6 displays the origin of the
Group’s position in foreign government bills through its liquidity
portfolio.
The hedge portfolio consists of hedge positions against customers’ bond options, bond forward and interest rate swap contracts. Bond options and interest rate swaps are subject to BPV
limits. Additionally, bond options are subject to, for example, net
delta limits. The net position in bonds used for hedging can be
seen in Exhibit 5.12.
Market value Duration (years)

Exhibit 5.7 displays the market value and BPV of the trading
portfolios. The maximum total position in the trading portfolios
over the year, excluding the hedge portfolio, was ISK 55.8 billion
compared to ISK 60.4 billion in 2015 and mainly originated in
the liquidity portfolio. Sensitivity analysis for interest rate risk in
the trading portfolios is provided in the Consolidated Financial
Statements as required by IFRS.
Interest Rate Risk in the Banking Book
Interest rate risk in the banking book (IRRBB) arises from the
Bank’s core banking activities. The main source of this type of
interest rate risk is the risk of loss from fluctuations in future
cash flows or fair value of financial instruments as market rates
change over time, reflecting the fact that the Bank’s assets and
liabilities are of different maturities and are priced relative to
different interest rates.
The Bank’s main source of interest rate risk in the banking
book is fixed rate mortgage loans, covered bond debt, loans in
adjustments to the repayment schedule and fixed-term deposits.
Interest rate risk in the banking book is managed by limits on
the sensitivity of the fair value of the Bank’s assets and liabilities
to changes in market rates. In Exhibits 5.8 all interest bearing
assets and liabilities are bucketed according to their next interest
reset as at year-end 2016. The same bucketing for previous years
can be seen in previous Pillar 3 reports. Sensitivity calculations
are based on the duration of the underlying assets and liabilities.
The calculations exclude loans with specific impairment since
the valuation of such loans is based on the underlying collateral
and is thus not affected by changes in the underlying interest
rates. Sensitivity analysis for interest rate risk in the non-trading
portfolios is provided in the Consolidated Financial Statements as
required by IFRS.
The Bank measures interest rate risk in the banking book in terms
of adverse shift in interest rates. The development of the Bank’s
interest rate risk in the banking book in 2016 based on weighted
adverse shifts is shown in Exhibit 5.9. The interest rate risk in
the banking book increased over the year mainly due to new
CPI-linked ISK lending and new non-indexed ISK covered bond
issuances.
5.3.3 INFLATION RISK
The Bank is exposed to inflation risk since assets linked to the
CPI exceed liabilities linked to the CPI. The carrying amount of all
BPV

Market value Duration (years)

BPV
31.12.2015

31.12.2016
Long positions
CPI-indexed

1,210

7.35

(0.89)

1,818

8.08

(1.47)

Non-indexed

23,499

0.37

(0.88)

43,703

0.32

(1.42)

Total

24,709

0.72

(1.77)

45,521

0.63

(2.89)

CPI-indexed

371

11.37

0.42

1,754

7.04

1.24

Non-indexed

488

2.60

0.13

3,057

1.10

0.34

Total

859

6.39

0.55

4,811

3.27

1.58

23,850

0.51

(1.22)

40,710

0.32

(1.31)

Short positions

Net position

Exhibit 5.7. Bonds and debt instruments in the trading portfolio at year-end 2016 and 2015 (ISK m). Consolidated.
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0-3 months

3-12 months

1-2 years

2-5 years

5-10 years

> 10 years

Total

241

34

-

-

-

-

275

Assets
Balances with Central Bank
Bonds and debt instruments

1

0

0

0

-

-

2

18

-

-

-

-

-

18

Loans to customers

468

32

30

150

3

8

690

Total assets

728

67

30

150

3

8

985

66

9

40

6

-

-

121

-

-

-

56

-

-

56

Loans to credit institutions

Off-balance sheet items
Effect of derivatives held for risk
management
Liabilities
Deposits from CB and credit institutions

5

-

-

-

-

-

5

573

12

-

9

-

-

594

26

10

51

82

44

-

212

-

-

-

-

-

-

-

604

22

51

91

44

-

812

Off-balance sheet items

75

4

6

33

3

-

120

Effect of derivatives held for risk
management

56

-

-

-

-

-

56

Net interest gap on 31 December 2016

59

50

13

88

(44)

8

174

Deposits from customers
Debt issued and other borrowed funds
Subordinated loans
Total liabilities

Exhibit 5.8. Interest rate reset periods in the banking book at year-end 2016 (ISK bn). Consolidated.
16

60

14

50
12

40

Consolidated

10

Parent
30

8
6

20
Consolidated

4

Parent

10

2

CPI-indexed assets and liabilities changes according to changes
in the CPI at any given time and all changes in the CPI affect
the Bank’s profit and loss through interest income. The mismatch
between the CPI-indexed assets and liabilities in the banking
book is reported to ALCO and is subject to a limit decided by
the committee. At year-end 2016 the inflation imbalance in the
banking book amounted to ISK 58.5 billion compared to ISK 46.7
billion at year-end 2015. The banking book inflation imbalance
increased in 2016 mainly due to an increase in CPI-linked lending
to customers. Exhibit 5.10 displays the development of the Bank’s
banking book inflation imbalance in 2016.

38

12-2016

11-2016
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09-2016

08-2016

07-2016

06-2016

05-2016

04-2016

03-2016

02-2016
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12-2016
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10-2016
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07-2016

06-2016
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04-2016

03-2016

02-2016

01-2016

12-2015

Exhibit 5.9. Monthly development of interest rate risk in the banking book in 2016
(weighted adverse BPV in ISK m). Consolidated and parent.

12-2015

0

0

Exhibit 5.10. Monthly development of the banking book inflation imbalance in 2016
(ISK bn). Consolidated and parent.

5.3.4 CURRENCY RISK
Currency risk arises when financial instruments are not denominated in the Bank’s reporting currency, especially if there is a
mismatch in the currency denomination of assets and liabilities.
Currency risk is managed within internal limits and also regulatory
limits where the net position per currency and the overall
currency imbalance of the Bank may not exceed 15% of the
Bank’s capital base. Exhibit 5.11 displays the development of the
Bank’s currency imbalance in 2016. The currency imbalance was
relatively stable throughout the year after a strategic decrease at
the end of 2015. The overall consolidated currency imbalance was
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Risk exposure

31.12.2016

31.12.2015

4,395
4,123

4,649
(1,781)

30

Equities (net position)
Bonds (net position)

25
20

Exhibit 5.12. Market value of equities and bonds used for hedging at year-end 2016
and year-end 2015 (ISK m). Consolidated.
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Exhibit 5.11. Monthly development of the currency imbalance in 2016 (ISK bn).
Consolidated and parent.

ISK -0.4 billion at year-end 2016 or 0.2% of the total capital base.
The banking book currency imbalance was ISK -0.6 billion or 0.4%
of the total capital base at year-end 2016 compared to ISK 4.1
billion or 1.9% of the total capital base at year-end 2015.
5.3.5 DERIVATIVES
The Bank offers various types of derivative products to its
customers. The main products are interest rate swaps (IRS),
cross currency interest rate swaps (CIRS), bond options, foreign

currency options (FX options), foreign exchange swaps (FX
swaps), outright forwards (FX forwards), equity forwards and bond
forwards. All derivative positions that carry market risk are subject
to risk limits. The overall position in interest rate swaps and cross
currency interest rate swaps is limited with BPV and duration
limits while options are subject to several limits, including a limit
on the open delta position per underlying instrument.
Derivatives that do not carry direct market risk (due to hedging),
such as forward agreements on foreign currency and securities,
are subject to notional limits that cap the Bank’s indirect exposure
to the underlying risk factors. The Bank uses derivatives to hedge
out currency exposure, interest rate risk and inflation risk in
the banking book. The equity hedge portfolio consists of hedge
positions against customers’ equity forward contracts. Other
derivatives in the Bank held for trading or for other purposes are
insignificant. Exhibit 5.12 shows the market value of equities and
bonds used for hedging. Exhibit 5.13 shows the Bank’s derivatives
assets and liabilities and their notional values.
Assets

Notional values
related to assets

Liabilities

Notional values
related to liabilities

Interest rate swaps

762

58,055

1,605

63,768

Cross currency interest rate swaps

783

8,293

765

24,989

Equity forwards

237

2,494

152

2,141

30

2,660

1,056

13,992

Foreign exchange forwards
Foreign exchange swaps

141

13,128

231

21,105

Bond options

-

-

103

25,000

Bond forwards

1

400

3

3,610

1,953

85,030

3,916

154,606

Total

Exhibit 5.13. Derivatives assets and liabilities and their notional value at year-end 2016 (ISK m). Consolidated.
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REGULATORY CHANGES
In January 2016 the Basel Committee on Banking Supervision (BCBS) published a revised framework on
Minimum capital requirements for market risk. The final standard, also known as the Fundamental review of the
trading book (FRTB), is intended to harmonise the treatment of market risk across the banking and trading book
and across different jurisdictions. Its implementation, which is due in 2019, will generally result in higher market
risk capital requirements although capital requirements already included in the Pillar 2-A estimation are likely to
mitigate the effect for many banks, including Íslandsbanki.
The EMIR (European Market Infrastructure Regulation) no. 648/2012 on OTC derivatives, central counterparties
and trade repositories was implemented in the European Union in 2012 and is expected to be implemented
by the Icelandic Financial Supervisory Authority (FME) in the near future. The Regulation increases reporting
obligation for OTC derivatives with the aim of ensuring that information on all European derivative transactions
will be reported to trade repositories and be accessible to supervisory authorities.
BCBS has issued a final paper mandating a new standardised calculation of counterparty exposures, The
standardised approach for measuring counterparty credit risk exposures (SA-CCR). This standard will replace
the current exposure method (CEM) and is expected to come into effect in 2017.
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6 LIQUIDITY RISK
The Bank maintained a strong liquidity position throughout 2016 and all regulatory and internal metrics were above limits.
At year-end 2016 the Bank’s LCR ratio was 161% for the parent company and 187% for the Group.
The year-end balance of customer deposits remained largely the same between 2015 and 2016. There were however large
movements within the year. Deposits reduced by ISK 48bn in 1Q2016 due to outflow in connection to Glitnir’s composition
agreements. Deposits from Glitnir were also substantially reduced in 3Q2016 as a result of the Bank’s EUR 500 million
benchmark issuance, where a large part of the proceeds were used to refinance a debt instrument and deposits from
Glitnir. Offsetting these outflows there has been a substantial increase in other customer deposits, which largely stem from
increased money supply due to Central Bank purchases of foreign currency.
The Bank’s funding activities continued to evolve in 2016 as it consolidated its position in the domestic covered bond
market, strengthened its key liquidity ratios and repaid the remaining elements of legacy funding from the time of its
foundation in 2008. Íslandsbanki’s credit ratings continued its positive trajectory as both S&P and Fitch upgraded its ratings
to BBB in October 2016 and January 2017, respectively.

DEFINITION OF LIQUIDITY RISK
The Bank defines liquidity risk as the risk of not being able to fund its financial obligations or planned growth, or
only being able to do so substantially above the prevailing market cost of funds.

6.1

STRATEGY, ORGANISATION AND RESPONSIBILITY

Sound and efficient management of liquidity risk is a key factor
to ensure the viability of the Bank’s operations and to achieve
and maintain a target credit rating. The Bank takes a conservative
and prudent approach to managing liquidity risk and its liquidity
strategy assumes that the Bank can sustain a prolonged period of
stress. This strategy is fulfilled by ensuring that the Bank:
• Has a portfolio of liquid assets to be able to honour its
obligations as they fall due, also under stressed conditions
in the funding markets.
• Maintains a prudent balance between the maturity of
assets and liabilities.
• Enforces a prudent amortisation profile on its portfolio of
loans to customers to reduce the refinancing risk of both
the Bank’s customers and the Bank itself.
• Has clear limits with respect to liquidity risk in the main
operating currencies.
• Fulfils regulatory limits on liquidity at all times.
• Has in place well defined liquidity risk stages and a
contingency plan which details the management actions at
each stage.
The overall responsibility for the Bank’s liquidity risk management
framework lies with the Board of Directors. The Board defines the
Bank’s risk appetite and the Bank’s Liquidity Risk Policy which
also states the roles and responsibilities regarding liquidity risk
management.
The Asset and Liability Committee (ALCO) governs the liquidity
risk management of the Bank subject to the risk limits set forth
in the Risk Appetite Statement and the Liquidity Risk Policy.
The Risk Management unit is responsible for communicating the
Bank’s Liquidity Risk Policy to the Bank’s business units and the
subsidiaries. Risk Management makes proposals to ALCO and the
Board of Directors on the liquidity risk appetite, limit structure
and the liquidity risk management framework. Risk Management
is also responsible for reporting on the Group’s overall liquidity
position and compliance to limits, both internally and externally.
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Treasury is responsible for managing the Bank’s liquidity, funding
its operations and for managing an internal pricing framework,
all within limits set by ALCO. Day-to-day liquidity management is
delegated to the Interbank desk within the Markets division.
The Bank complies with FME guidelines on liquidity management1 based on the Principles for Sound Liquidity Risk Management and Supervision, issued by the Basel Committee on Banking
Supervision2 .
6.2 MEASUREMENT AND MONITORING
Key measures for the assessment of liquidity risk are the Liquidity
Coverage Ratio (LCR) and Net Stable Funding Ratio (NSFR)
introduced by the Basel Committee on Banking Supervision in
2010 and incorporated into European law through the CRD IV.
The implementation of the LCR and NSFR requirements differs
somewhat between countries but full implementation is planned
in Europe by 2019. In preparation for the lifting of capital controls
in Iceland, the implementation of the LCR and the NSFR has
been ahead of that in Europe and special focus has been on
setting limits regarding LCR and NSFR in foreign currencies. The
Central Bank of Iceland, which is the main supervisory authority
regarding liquidity risk, has incorporated the LCR and the NSFR
based on the CRD IV standards into the Rules on Liquidity Ratio3
and the Rules on Funding Ratio in Foreign Currencies4 . In 2017 the
Central Bank plans to make some changes to the rules on liquidity
ratio to make them fully comparable with European standards.
Preliminary calculations indicate that the changes will not have a
negative impact on the Bank’s reported LCR.
Exhibit 6.1 displays the implementation plan for the LCR and
NSFR in Iceland compared to the Basel minimum standards.
According to the Central Bank’s rules on liquidity ratios, the Bank
submits monthly reports on the LCR and NSFR ratios to the
1

FME Guidelines no. 2/2010 for Sound Liquidity Risk Management and Supervision.
Basel Committee on Banking Supervision, Principles for Sound Liquidity Risk
Management and Supervision.
3
Central Bank Rules no. 1055/2013 on Liquidity Ratio.
4
Central Bank Rules no. 1032/2014 on Funding Ratio in Foreign Currencies.
2
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ICELAND

1 Dec 2016

2017

2018

2019

LCR 90%
FX-LCR 100%
NSFR N/A
FX-NSFR 90%

LCR 100%
FX-LCR 100%
NSFR N/A
FX-NSFR 100%

LCR 100%
FX-LCR 100%
NSFR 100%
FX-NSFR 100%

LCR 100%
FX-LCR 100%
NSFR 100%
FX-NSFR 100%

LCR 70%
NSFR N/A

LCR 80%
NSFR N/A

LCR 90%
NSFR 100%

LCR 100%
NSFR 100%

BASEL
COMMITTEE

Exhibit 6.1. The planned implementation of the LCR in Iceland compared to the Basel Committee.
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Exhibit 6.5. NSFR in foreign currency. Consolidated and parent.
Exhibit 6.2. LCR for all currencies. Consolidated and parent.
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LCR for foreign currencies – regulatory
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In addition to the regulatory LCR and NSFR measures, the Bank
uses various metrics and measures, both static and forward
looking, to assess and quantify its liquidity position and thereby
its liquidity risk. These measures include:
• Forecast of the development of the LCR.
• A list of predefined triggers for the assessment of liquidity
stage.

400%
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The assumptions for the internal liquidity measures are reviewed
regularly.
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6.3 LIQUIDITY POSITION
The Bank maintained a strong liquidity position throughout 2016
and all regulatory and internal metrics were above limits.

Exhibit 6.3. LCR in foreign currency. Consolidated and parent.

The net impact of the deposit flow in 2016 lead to an increase in
the total LCR. The foreign currency denominated LCR was actively
managed to a lower, albeit still high, level in an effort to reduce
liquidity cost. In 2016, the Bank aims to continue to steer its
liquidity ratios with the aim of reducing liquidity cost further while
still keeping the ratios comfortably above minimum requirements.
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08-2016
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0%

Exhibit 6.4. NSFR for all currencies. Consolidated and parent.

Central Bank. Exhibits 6.2–6.5 show the development of these
ratios for Íslandsbanki in 2016 as compared to the regulatory
minimum where applicable. The following sections on Liquidity
Position and Funding provide further details on the composition
of the LCR and NSFR.

6.3.1 LIQUIDITY COVERAGE RATIO
The Liquidity Coverage Ratio (LCR) is defined as the proportion of
High Quality Liquid Assets (HQLA) to net cash outflow over the
next 30 calendar day period.

LCR =

Stock of HQLA
Cash outflow – Minimum{Cash inflow, 75% Cash outflow}

High Quality Liquid Assets (HQLA) are defined as assets that can
be easily and immediately converted into cash at little or no loss
of value. These include Central Bank deposits, government bonds
and corporate debt securities. The main outflow factors include
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LCR breakdown, end-of-month average Q4

2016

2015

Balance

LCR weighted

Balance

LCR weighted

3

3

3

3
186

High-quality liquid assets (HQLA)
Cash
Balances with central banks

221

221

186

Domestic bonds eligible as collateral against borrowing at the CB

22

22

23

23

Foreign government bonds

22

22

43

43

Total stock of Level 1 assets

267

267

255

255

Total stock of Level 2A assets

1

1

1

1

Total stock of Level 2B assets

8

-

9

-

Total high-quality liquid assets (HQLA)

-

268

-

256

Cash outflows
Retail deposits and deposits from small business customers, of which:
Stable deposits

86

3

86

3

209

16

184

14

3

1.9

2

1

Non-operational deposits

286

109

341

166

Unsecured debt

134

1

109

2

96

2

85

1.1

Outflows related to derivative exposures and other collateral requirements

8

5

8

6

Outflows related to loss of funding on debt products

-

-

-

-

93

9

80

8

45

21

48

28

Less stable deposits
Unsecured wholesale funding, of which:
Operational deposits and deposits in networks of cooperative banks

Secured wholesale funding
Additional requirements, of which:

Credit and liquidity facilities
Other contractual funding obligations
Other contingent funding obligations
Total cash outflows

51

-

49

-

1,013

168

991

229

Cash inflows
Secured lending (e.g. reverse repos)

-

-

-

-

541

4

552

3

Loans to credit institutions

29

20

48

40

Other cash flows

49

3

42

3

618

28

642

47

Inflows from fully performing exposure

Total cash inflows
Total HQLA

268

Total net cash outflows

140

256
182

Liquidity coverage ratio (end-of-month average Q4)

192%

140%

Liquidity coverage ratio (end of year)

187%

143%

Exhibit 6.6. Composition and amount of liquidity back-up (ISK bn). Consolidated.
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on-demand deposits, committed credit and liquidity facilities,
contractual lending obligations within a 30-day period, derivative
cash outflow and other contractual cash outflows. This is offset by
contractual cash inflows from outstanding exposures that are fully
performing and derivative cash inflows.

show the average of end-of-month positions in the quarter as
opposed to the year-end figures in the financial accounts.

In order to prevent banks from relying too much on anticipated
inflows to meet their liquidity requirements, the amount of inflows
that can offset outflows is capped at 75% of total expected cash
outflows. This requires that banks must maintain a minimum
stock of HQLA equal to 25% of the total cash outflows.

The Bank continues to be predominantly deposit-funded and the
deposit-to-loan ratios have remained in the range 80–90% over
the past years. The deposit-to-loan ratio is expected to remain
high but might decrease gradually over the coming years as the
long-term impact of the lifting of capital controls materialises.

Exhibit 6.6 shows the breakdown of the Group’s liquid assets
(HQLA) and the positions underlying the LCR at the end of 2016
and 2015. According to the LCR disclosure standards, the figures

In September, the final transactions relating to the Bank’s former
owner Glitnir’s composition agreements were finalised. In relation
to these transactions the Bank issued a benchmark EUR 500

6.4 FUNDING
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Exhibit 6.7. Deposit development from year-end 2013 to 2016 (ISK bn). Consolidated.

million bond, where a large part of the proceeds were used to
refinance the subordinate debt and deposits from Glitnir.
6.4.1 NET STABLE FUNDING RATIO
A key metric for assessing the long-term viability of the Bank’s
funding structure is the Net Stable Funding Ratio (NSFR). The
NSFR measures the proportion of stable funding to long-term
assets for a time horizon of over one year. In particular, the NSFR
is structured to ensure that long-term assets are funded with at

The amount of Available Stable Funding (ASF) is measured
based on the assumed relative stability of an institution’s funding
sources reflected in the corresponding ASF factor. The available
amount of stable funding is mainly comprised of retail deposits,
wholesale deposits with remaining maturity of greater than one
year, borrowings with a residual maturity over 1 year and equity.
The amount of Required Stable Funding (RSF) is measured based
on the liquidity risk profile of an institution’s assets and offbalance sheet exposures. The required amount of stable funding
is mainly in the form of encumbered and unencumbered assets
with maturity of more than one year and other on and off-balance
sheet exposures. All categories are weighted by the appropriate
RSF factor.
Exhibit 6.8 shows a high level breakdown of the components
underlying the Group’s NSFR in 2016.
6.4.2 DEPOSITS
Although the current deposit-to-loan ratio is very high in historical
terms, and will most likely decline, it is expected that deposits will
continue to be the largest source of funding for the Bank in the
years ahead.
The deposit balance decreased by around ISK 20 billion over
the course of the year 2016 as shown in Exhibit 6.7. An ISK 90
billion decrease in deposits related to the stability agreements was
partially offset by an ISK 25 billion increase in retail deposits and
ISK 27 billion in deposits from short-term investment funds.

NSFR breakdown, end-of-month average 4Q2016

Foreign
currency

Total

Balance NSFR weighted

Balance NSFR weighted

Tier 1 and Tier 2 capital
Other capital instruments
Unsecured financing
Secured financing
Less stable deposits (LCR classification)
Stable deposits (LCR classification)

-

-

196

196

-

-

-

-

165

138

425

200

-

-

82

134

10

9

214

194
83

2

2

87

15

-

48

0

191

148

1,052

808

44

2

331

8

1

1

123

123

115

89

563

417

8

8

47

47

Off-balance sheet

33

2

143

6

Currency imbalance

(0)

(0)

0

-

202

101

1,206

602

Other liabilities
Available stable funding
Liquid assets
Encumbered assets (loans and securities)
Unencumbered assets (loans and securities)
Other assets

Required stable funding
Net stable funding ratio (Q4 end of month avg.)

146%

134%

Net stable funding ratio (end of year)

144%

123%

Exhibit 6.8. Breakdown of the components underlying the Group’s NSFR in 2016 (ISK bn). Consolidated.
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Composition of deposits

Deposits maturing within 30 days
Less stable Weight (%)

Term
deposits

Total
deposits

Whereof
ASF

Stable Weight (%)

Retail

105

10%

56

5%

70

231

214

SMEs

52

10%

14

5%

7

72

66

3

25%

0

5%

0

3

3

59

40%

0

20%

35

94

49

7

40%

0

20%

1

8

4

Operational relationship
Corporations
Sovereigns, central-banks and public sector entities
Financial institutions in composition

5

100%

0

3

8

-

Pension funds

23

100%

0

27

50

10

Domestic financial entities

1

46

100%

0

34

81

Foreign financial entities

2

100%

0

30

32

-

Other foreign entities

9

100%

2

11

21

15

218

599

361

Total

311

25%

72

Exhibit 6.9. Composition of deposits by LCR categories, term and the proportion classified as Available Stable Funding at year-end 2016 (ISK m). Consolidated.

There has been a concerted effort to transfer customers from nonterm deposits to deposits with terms of 31 days or longer. Various
term products have been offered to customers, with the result that
the proportion of term deposits, whether notice accounts or fixed
deposits, has increased from 26.3% of total deposits excluding
financial institutions in dissolution at the end of 2015 to 33.0% at
the end of 2016. This push for term deposits is part of the Bank’s
overall wish to manage its liquidity risk as effectively as possible.
Exhibit 6.9 shows the composition of deposits by LCR categories,
term and the proportion classified as Available Stable Funding
(ASF).
6.4.3 DEPOSIT CONCENTRATION
Deposit concentration is monitored specifically since a substantial
amount of the Bank’s deposits are held by relatively few counterparties. The Bank’s highest deposit concentrations are in wholesale deposits from foreign and domestic financial institutions and
pension funds. As shown in Exhibit 6.10 deposit concentration has
decreased somewhat since 2015. At the end of the year 2016,
15% of the Banks deposits belonged to the 10 largest depositors
excluding off-shore deposits, compared to 24% at the end of 2015.
The proportion of the 100 largest depositors decreased from 43%
to 33% in 2016.
The Icelandic banks serve as intermediaries for the off-shore ISK
deposits that were not converted to foreign currency in the Central
Bank auction in June 2016. The deposits remain on the banks’
balance sheets but the banks are required to invest them fully in
Central Bank certificates of deposits. Thus, these deposits are not
a source of funding for the Icelandic banks and are consequently
excluded from the LCR calculations and taken as a separate
category in the concentration Exhibit 6.10. At year-end 2016, offshore ISK deposited at Íslandsbanki amounted to ISK 34 billion.
6.4.4 BOND ISSUANCE
Íslandsbanki continues to be one of the largest covered bond
issuers in Iceland. The Bank issued ISK 20 billion of covered bonds
in 2016, compared to ISK 24.1 billion in 2015. The issuance
was in the lower range of the ISK funding plan for 2016 which
estimated covered bond issuance to be between ISK 20–30
billion. Liquidity has remained strong in the Bank’s covered bonds
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Off-shore deposits

Largest depositors (1–10)

Largest depositors (11–100)

Other

619
573

581

57%

59%

18%

19%

573

599

52%
64%

60%

19%

24%

18%

5%

7%

12-2015

03-2016

19%
3%
06-2016

19%
13%
4%
09-2016

18%
15%
6%
12-2016

Exhibit 6.10. Development of the deposit concentration throughout 2016 (ISK bn).
Consolidated.

and yields relatively stable throughout the year with non-indexed
yields lowering in August in line with the lowering of the Central
Bank policy rates. Two covered bond series in the amount of
ISK 6.8 billion matured in 2016 leaving the total outstanding
amount of covered bonds at year-end 2016 at ISK 64.7 billion,
thereof ISK 47.6 billion CPI-linked. Exhibits 6.11 and 6.12 show
the development of the yield and the turnover of Íslandsbanki’s
covered bond issues in 2016.
In April 2013 the Bank began issuing unsecured short-dated
bonds (i.e. commercial paper) in the domestic market, the first
listed issue of such securities by an Icelandic bank since the
autumn of 2008. At year-end the Bank had ISK 5.9 billion of
debt outstanding in short-term unsecured bonds, with maturities
ranging from one month to one year.
The Bank’s foreign currency funding activities for 2016 got
underway in January with a USD 35 million private placement
maturing in August 2017 through Bank of America Merrill Lynch
– the first USD denominated transaction from an Icelandic bank
since 2008. The Bank is well disposed towards issuing smaller
transactions such as these when possible to mitigate refinancing
risk, and to diversify markets and investors.
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Exhibit 6.11. Development of the yields and turnover of Íslandsbanki’s non-indexed
covered bonds in 2016. (ISK m)

In May, the Bank issued a EUR 75 million tap of its existing EUR
225 million 2.875% bond due July 2018, bringing the issue up to
an index-eligible size of EUR 300 million. The bond was issued at
a spread of 247 basis points over the mid-market swaps rate after
a series of investor meetings in continental Europe.
The background to the Bank’s issuance programme in 2016
was a benign one. In January 2016 Standard & Poor´s (S&P)
Global Ratings raised Iceland’s rating to BBB+ in recognition of
its continued progress toward capital account liberalisation and its
declining debt levels. As a consequence, Íslandsbanki’s rating was
confirmed at BBB- (long-term)/A-3 (short-term) with a positive
outlook.
In August, it became apparent that market conditions were particularly favourable towards a further issue of euro-denominated
bonds. The Bank had some remaining debt towards its former
owner, including a Tier 2 instrument, and the decision was taken
to repay that debt in full. After an investor roadshow in continental
Europe and London, the Bank issued a EUR 500 million bond
paying a coupon of 1.75% maturing September 2020. The bond
was issued at a spread of 200 basis points over the mid-swaps
rate, the order book having been oversubscribed three times over.
The transaction was managed by Bank of America Merrill Lynch,
Citigroup, Deutsche Bank and JP Morgan.
A notable feature of 2016 was the remarkable performance
of Icelandic bank bonds, particularly in the second half of the
year. S&P’s positive outlook on the Bank, favourable economic
development in Iceland, and a relative shortage of attractively
priced assets in the wider European market contributed to
significant tightening of the Banks secondary bond spreads.
This trend was both validated and accelerated in October by S&P
upgrading the Bank to BBB/A-2, again with a positive outlook. The
upgrade reflected improving operating conditions for Iceland’s
banking sector, with falling private sector leverage and improved
access to foreign debt capital markets. The continued positive
outlook reflects positive trends in the Icelandic economy and the
banking sector, and that the Bank’s capital ratios will remain
strong whilst it prepares for a potential ownership change.
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Exhibit 6.12. Development of the yields and turnover of Íslandsbanki’s CPI-linked
covered bonds in 2016. (ISK m)
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Exhibit 6.13. Maturity profile of long-term funding (ISK bn). Parent.

Exhibit 6.13 provides a summary of how the maturity of outstanding bond issues is distributed over the coming years and Exhibit
6.14 gives an overview of the terms of outstanding bonds issued
by the Bank.
Fitch assigned a long-term rating of BBB-/F3 to Íslandsbanki
in April 2015, making it the first Icelandic bank to be rated
investment-grade since 2008. In April, Fitch affirmed the Bank’s
BBB-/F3 rating with a stable outlook. In January 2017 Fitch
upgraded the Bank’s to BBB/F3, with stable outlook, citing
continuous strengthening of the Icelandic operating environment
as reflected in the extended record of robust economic growth,
combined with an improved external position.
Íslandsbanki remains the only Icelandic bank that enjoys the
additional assurance of two investment-grade ratings. Exhibit
6.15 shows the credit rating history for Íslandsbanki from April
2014 to January 2017.
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Issue year

Maturity
year

Type

Interest terms

Currency

Nominal
amount
(outstanding)

Notional
amount
(outstanding)
(ISK bn)

Covered bonds
ISLA CB 19

2014-2016

2019

At maturity Fixed, 6.93%

ISK

7.8bn

ISLA CB 23

2015-2016

2023

At maturity Fixed, 6.40%

ISK

7.4bn

7.8
7.4

ISLA CBI 19

2012-2014

2019

At maturity Fixed, CPI linked, 2.84%

ISK

7.5bn

7.5

ISLA CBI 20

2014-2015

2020

At maturity Fixed, CPI linked, 3.47%

ISK

3.9bn

3.9

ISLA CBI 22

2015-2016

2022

At maturity Fixed, CPI linked, 2.98%

ISK

5.3bn

5.3

ISLA CBI 24

2012-2015

2024

At maturity Fixed, CPI linked, 3.45%

ISK

9.7bn

9.7

ISLA CBI 26

2015-2016

2026

At maturity Fixed, CPI linked, 3.37%

ISK

18.5bn

18.5

10.0

Bonds issued under the Bank’s GMTN programme
Senior unsecured bond

2013 and 2014 2017

At maturity Floating, STIBOR + 4.00%

SEK

800m

Senior unsecured bond

2015

At maturity Floating, STIBOR + 3.10%

SEK

600m

7.4

Senior unsecured bond

2015 and 2016 2018

At maturity Fixed, 2.875%

EUR

300m

35.8

Senior unsecured bond

2015

2018

At maturity Floating, NIBOR + 2.60%

NOK

500m

6.6

Senior unsecured bond

2016

2017

At maturity Floating, USDLIBOR + 1.70%

USD

35m

4.1

Senior unsecured bond

2016

2020

At maturity Fixed, 1.75%

EUR

500m

60.0

2009

2019

Equal
Payments

ISK

14.7bn

14.7

2019

Other long-term debt
Asset backed bond

Fixed, CPI-linked, 4,5%

Exhibit 6.14. Terms of outstanding bonds issued by the Bank. The covered bond amounts shown exclude the bonds reserved for securities. Consolidated.

6.4.5 ASSET ENCUMBRANCE
The asset encumbrance ratio, the percentage of assets pledged
as collateral, is a measure that has gained increased prominence
in recent years, and is critical when monitoring the consequences
of changes in funding sources and the ability to withstand funding
stress. The Bank’s asset encumbrance predominately consists of:
• Loans and securities serving as collateral for covered bond
issuance which is one of the Bank’s strategic long-term
funding sources.
• Loans and securities as collateral for mortgage-backed
bonds.
• Cash and securities as collateral for currency swap agreements.
• Central Bank term deposits for the payment system.
Íslandsbanki’s asset encumbrance ratio stood at 15.2% at yearend 2016 compared to 10.4% at year-end 2015. A large part
of the increase in the encumbrance ratio is explained by Central
Bank certificates of deposits held against off-shore ISK deposits
in accordance with Act no. 37/2016 on the Treatment of KrónaDenominated Assets Subject to Special Restrictions. If these
assets are excluded from the calculations the asset encumbrance
ratio is 11.9%, compared to 10.4% at the end of 2015. Exhibit 6.16
shows the development of the reported encumbrance ratio since
2010.
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path of its deposit to loan ratio. A general movement out of deposits into other asset classes is a likely eventuality as Icelandic
financial markets continue to broaden. The Bank’s policy is to
mitigate these and other possibilities by putting in place a mixed
funding platform that embraces deposits of various types, and
capital markets funding sourced both domestic ally and overseas.
Íslandsbanki estimates that the total issuance of covered bonds
will be between ISK 15 and 25 billion in 2017. The Bank’s chief
foreign currency funding platform is its USD 1,500 million Global
Medium Term Note (GMTN) Programme. The GMTN Programme
enables the Bank to issue transactions of all sizes in a range of
currencies, with a minimum of cost and process. Bonds issued
from the Programme are can be listed on the Irish Stock Exchange.
Due to the Bank’s strong liquidity position, both in ISK and foreign currencies, successful foreign currency denominated transactions and favourable spread development of outstanding foreign currency denominated transactions, the Bank, in 2017, may
explore buybacks and/or refinancing or switches of outstanding
transactions.
The raising of the Bank’s S&P ratings in October and Fitch
ratings in January 2017 will facilitate issuance across the capital
spectrum in 2017 and beyond. The Bank is contemplating issuing
Tier 2 and eventually Additional Tier 1 capital instruments in order
to increase its capital efficiency.

6.4.6 FUNDING OUTLOOK

6.5 LIQUIDITY CONTINGENCY PLAN

Although the Bank anticipates that it will continue to be predominantly deposit-funded for the foreseeable future, there nonetheless remains a range of external factors that will determine the

The Bank’s Liquidity Risk Policy stipulates that the Bank has in
place a Liquidity Contingency Plan. The main purpose of the
contingency plan is to identify liquidity or funding problems as
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S&P counterparty
credit rating
(long-term)

S&P outlook

S&P counterparty
credit rating
(short-term)

Fitch long-term
issuer default
rating

Fitch outlook

Fitch short-term
issuer default
rating

April 2014

BB+

Stable

B-3

October 2014

BB+

Positive

B-3

April 2015

BB+

Positive

B-3

BBB-

Stable

F3

July 2015

BBB-

Stable

A-3

BBB-

Stable

F3

January 2016

BBB-

Positive

A-3

BBB-

Stable

F3

April 2016

BBB-

Positive

A-3

BBB-

Stable

F3

October 2016

BBB

Positive

A-2

BBB-

Stable

F3

January 2017

BBB

Positive

A-2

BBB

Stable

F3

Exhibit 6.15. Íslandsbanki’s credit rating history.

Year

Percent of total assets
pledged as collateral

2010
2011
2012
2013
2014
2015
2016

8.6%
9.6%
11.5%
12.2%
10.8%
10.4%
15.2%*

Exhibit 6.16. Development of asset encumbrance as a percentage of total assets
at year-end. Consolidated. *The ratio is 11.9% if the Central Bank certificates of
deposits that are held against off-shore ISK are excluded.

early as possible and thereby improve the Bank’s ability to respond
to such situations. As a part of the Liquidity Contingency Plan,
the Bank has defined five liquidity stages reflecting different
levels of severity. The liquidity stages are determined based

on both predefined risk triggers and on qualitative assessment.
For each stage, management and reporting actions have been
defined and communicated to the relevant parties, including
the Board of Directors, the Central Bank and the FME. The
Liquidity Contingency Plan, which forms a part of the Bank’s
Business Continuity Plan, which is discussed in Chapter 7, is
tested regularly and the findings from the test are used to improve
the contingency plan if needed.
6.6 REGULATORY CHANGES AND OUTLOOK
As discussed above, the Central Bank of Iceland, has already
incorporated the Liquidity Coverage Ratio and the Net Stable
Funding Ratio into the Icelandic liquidity rules – well ahead of
the general implementation plan in Europe. The Central Bank has
indicated that some changes could be made in the definitions
underlying the calculations to reflect changes that have been
made in 2016 through the implementation phase in Europe.
Preliminary calculations indicate a slight increase in the measured
LCR for both total currencies and for foreign currencies.
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REGULATORY CHANGES
Act no. 37/2016 on the Treatment of Króna-Denominated Assets Subject to Special Restrictions
The Act provided that the Central Bank of Iceland was to hold a foreign currency auction where owners of
offshore króna assets could sell their assets in return for cash payment in foreign currency. The auction was a
part of the authorities’ comprehensive capital account liberalisation strategy of recent years to lift capital controls
without it having a negative effect on currency markets. The objective of the Act is to promote the liberation of
capital controls and create a foundation for unrestricted cross-border trade with Icelandic króna, in the interest of
economic stability and the public good. To this end, provisions are stipulated for the treatment of specified krónadenominated assets, referred to as offshore króna assets. Credit institutions and foreign securities depositaries
operating in Iceland are obliged to transfer offshore króna assets according to the Act held in their custody
to accounts subject to special restrictions. Offshore króna assets held in accounts subject to special reserve
requirements are subject to reserve requirements according to this provision. The reserve requirements shall be
met by allocating an amount equal to the total balance of the deposit money bank’s accounts subject to special
restrictions for investment in Central Bank of Iceland certificates of deposit.
Act no. 113/2016, Amending the Act on Mandatory Pension Insurance and on the Activities of Pension Funds
no. 129/1997
The purpose of the Act is to respond to the discussion following the economic crisis in 2008 regarding the
investment of pension funds. The real yield of the pension funds’ assets in 2008 was negative 23.4%, which raised
the question of whether investments of the pension funds were made in a reliable manner. With increased activity
of the pension funds system the pension funds influence on Icelandic economy has at the same time increased
substantially. According to article 36(a) of the Act there are made various amendments regarding authority of
investment. Moreover additional requirements are made regarding risk management of pension funds.
The Act allows the pension funds to have more authority and opportunity to invest in registered and unregistered
shares. In addition, pension funds get more authority to invest in covered bonds. It was decided not to give
pension funds authority to participate in business with shares on the credit market. Moreover, stricter regulation,
regarding business transactions are provided in accordance with the legislation of the European Union including
the “prudential rule”.
The Act comes into force on 1 July 2017.
Act no. 42/2016, Amending the Foreign Exchange Act, no. 87/1992. New policy instrument to temper and
affect the composition of capital inflows.
A Temporary Provision was added to the Foreign Exchange Act, no. 87/1992. The main purpose of the Temporary
Provision is to provide the Central Bank of Iceland with a new policy instrument, generally referred to as a capital
flow management measure, to temper inflows of foreign currency and to affect the composition of such inflows.
It is therefore intended to reduce the risk that could accompany excessive capital inflows under the current
regulatory framework for foreign exchange, support other aspects of domestic economic policy, and contribute
to macroeconomic and financial stability.
CBI Rules on Special Reserve Requirements (instrument to temper and affect the composition of capital inflows)
On 4 June 2016 the Central Bank of Iceland published Rules on Special Reserve Requirements for New Foreign
Currency Inflows in accordance with a Temporary Provision of the Foreign Exchange Act. The Central Bank’s
capital flow management tool is based on the application of special reserve requirements for new inflows of foreign
currency, in accordance with rules set by the Central Bank on the basis of the Foreign Exchange Act. The capital
flow management measure is structured so as to reduce the risk potentially accompanying strong capital inflows
by directly affecting the incentives for carry trade. The rules contain provisions on the implementation of special
reserve requirements for new foreign currency inflows, including the special reserve base, holding period, special
reserve ratio, settlement currency, and interest rates on deposit institutions’ capital flow accounts with the Central
Bank of Iceland. The special reserve base is defined as new inflows of foreign currency in connection with specified
types of capital, particularly to include new investment in electronically registered bonds and bills, and deposits.
In addition, new inflows related to loans taken for investment in such instruments can create the special reserve
base. The rules set the holding period at one year and the special reserve ratio at 40%. The rules also set the
interest rate on capital flow accounts with the Central Bank of Iceland at 0% and specify the Icelandic króna as
the settlement currency.
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7 OPERATIONAL RISK
The Bank uses the Basic Indicator Approach of the Capital Requirements Directive (CRD IV) to calculate the capital
requirements for Pillar 1 operational risks. Under the Basic Indicator Approach the capital requirement for operational
risk is equal to 15% of the relevant indicator, where the relevant indicator is the average over three years of the sum of net
interest income and net non-interest income.
In 2016, a total of 427 operational risk events were registered, most of the events occurred without causing a loss, the
number of events was similar to the number of events in 2015.
The Bank’s information security management framework is designed according to ISO 27001:2013 information security
standard and in 2016 the Bank received certification, confirming adherence to the standard. The Bank is taking part in
a major overhaul of Iceland’s core banking infrastructure as RB’s legacy systems for payments and deposits are being
replaced. Plans have also been made for a renewal of the Bank’s loan systems. Although these projects will result in a
significant reduction of operational risk in the long run, there are risks in the short term tied to their implementation, which
the Bank attempts to mitigate with risk assessment and contingency planning.

DEFINITION OF OPERATIONAL RISK
The Bank has adopted the definition of operational risk from the CRD IV, where operational risk is defined “as the
risk of loss resulting from inadequate or failed internal processes, people and systems or from external events,
and includes legal risk”. The Bank’s definition of operational risk includes reputational risk.

7.1

STRATEGY, ORGANISATION AND RESPONSIBILITY

The Board of Directors has approved an Operational Risk
Management Policy in accordance with Icelandic law1 . The policy
outlines a framework for operational risk management in the Bank.
The operational risk management framework is further described
in several other documents, such as the Quality Management
Policy, Data Policy, Business Continuity Management Framework,
Security Policy, Outsourcing Policy and the Crisis Communication
Policy, all of which are approved by the Executive Board.
The operational risk strategy can be summarised by the following
principles:
• Increase operational risk awareness, and promote a culture
of reliable business continuity.
• Accept no unnecessary operational risk unless the cost of
avoiding risk outweighs the benefits.
• Mitigate unacceptable risks and prevent loss.

The Bank takes out insurance against operational risk loss events
when it is deemed to be a cost effective mitigation of operational
risk.
The insurance coverage limits financial loss caused by serious
unexpected events or legal liabilities that occur in spite of other
operational risk management procedures. The policy also offers
coverage for wrongful act claims brought solely against directors
and officers of the Bank.

The Executive Board is responsible for the operational risk framework, and Risk Management is responsible for the implementation and monitoring of the operational risk framework throughout
the Bank. However, each business unit is responsible for managing and controlling its own operational risk.

The main processes for managing operational risk are; incident
reporting of all significant operational risk loss events occurring
in the Bank, Risk and Control Self Assessment throughout the
Bank, monitoring of Key Risk Indicators throughout the Bank,
Business Continuity Management and management reporting
that provides operational risk reports to relevant functions within
the Bank.

7.2

7.3 INCIDENT REPORTING

MEASUREMENT AND MONITORING

The Bank has implemented an operational risk management
framework within the parent company that fulfils the Basel
Accord’s requirements for the standardised approach.
Thresholds for acceptable quarterly losses are defined in the
Operational Risk Management Policy in accordance with the Risk
Appetite Statement, approved by the Board of Directors. If the loss
exceeds the lower threshold a report of the causing events and a
risk mitigation plan is presented to the Executive Board. However,
if the loss exceeds the higher threshold, a report and a mitigation
plan is presented to the Board of Directors.
1
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Risk Management produces management reports intended to
provide an overview of the Bank’s operational risk profile to
support or stimulate the management’s decisions. The reports are
based on registered operational risk loss events, Key Risk Indicator
(KRI) measurements and Risk and Control Self Assessment
(RCSA) results and are reported regularly to the Board of Directors,
the Executive Board and relevant business owners.

Article (78) of Act. no. 161/2002 on Financial Undertakings.

The Bank has implemented a framework to capture both actual
and potential operational risk losses.
Operational risk loss events, which result in losses of more
than ISK 100,000 and incidents that could potentially cause
substantial losses (near-misses) are registered in the Bank’s loss
event database. The database holds information on all significant
actual losses, categorised according to Basel categorisation and
severity, and provides a basis for management reports. Also,
the loss event data is used in the Internal Capital Adequacy
Assessment Process (ICAAP) to model the Bank’s operational risk
profile in order to assess the appropriate capital requirements for
operational risk.
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Exhibit 7.1. Number of loss events in 2015–2016 based on Basel event categories. Parent.
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Exhibit 7.2. Loss amounts in 2015–2016 based on Basel event categories. Parent.

In 2016, a total of 427 loss events were registered in the Bank’s
loss event database. Most of the registered operational risk events
occurred without causing a loss. The loss events are categorised
according to Basel convention. The category “Execution, Delivery
and Process Management” accounts for 29% of all loss events,
and the categories “External Fraud” and “Business Disruption
and System Failures” each accounted for 25% of all loss events.
The loss events in the category “Execution, Delivery and Process
Management” account for 65% of the total loss amount attributed
to operational risk in 2016.
Further division of loss events is presented in Exhibits 7.1 and 7.2.
7.4

RISK AND CONTROL SELF ASSESSMENT

The Bank uses the RCSA process to identify, assess, control
and mitigate operational risk. The purpose of this framework
is to improve how the Bank operates through regular review of
policies, processes, models and systems. The RCSA also provides
an organised way of identifying controls and the effectiveness of
controls by estimating risk before and after controls have been
applied.
The risk identification is based on a thorough review of current
processes. Each business unit reviews processes that are critical
to the sound delivery of its products and services. For every

weaknesses found, risk score and controls are assessed. For
all risks determined unacceptable, a mitigation plan is created
and reported to senior management. All risks identified in the
RCSA process throughout the Bank are registered in a database,
managed by Risk Management. The RCSA database is used for
management reporting on the Bank’s operational risk profile.
7.5 KEY RISK INDICATORS
The Bank monitors Key Risk Indicators (KRI) in order to detect
changes in the Bank’s operational risk profile. KRIs are carefully
selected parameters which can be measured consistently over
time and can be indicative of the probability of loss events.
The KRIs are used to direct management attention to business
units, processes or systems where the operational risk profile is
changing, i.e. where the probability of loss events is increasing.
The KRIs are reported monthly to the Executive Board and
depending on the estimated severity of operational risk a
mitigation plan and/or improvements in controls are reviewed
thoroughly.
7.6 BUSINESS CONTINUITY
The Bank’s Business Continuity Management Framework documents the measures taken by the Bank to mitigate risks that
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could disrupt the Bank’s operations, resulting in a loss or negative
customer experience. The primary objective of the framework is
to create a culture of business continuity by raising employee and
management awareness, and providing guidelines for creating
business continuity plans for the Bank’s business units.
Employees, systems and processes are included in the scope of
the Business Continuity Plans. The consideration given to each
element depends on the element’s sensitivity to disruption and
importance in the assurance of business continuity. Sensitivity
and importance are evaluated annually by each of the Bank’s
business units, as well as the accompanying alert levels and
testing frequencies.
In case of a serious disruption in the Bank’s operations a Crisis
Management Plan is in place in order to provide a set of guidelines
for the Bank’s Executive Board. The document also states the
principles that should guide the Executive Board in case of a major
disruption and specifies which of the Bank’s functions should be
the Executive Board’s main concern.
7.7

MANAGEMENT OF REPUTATIONAL RISK

Reputational risk is the risk to earnings or capital arising from
adverse perceptions of the Bank by customers, counterparties,
shareholders, investors, or regulators.
Unfavourable perceptions can affect the Bank’s ability to maintain
existing business relationships or establish new relationships and
a serious harm to the Bank’s reputation may limit the Bank’s
access to funding.
The Bank uses KRI, RCSA and incident reporting processes to
manage reputational risk.
The Executive Board has approved a Crisis Communication Policy
where responses to reputational crises are outlined.
7.8

MANAGEMENT OF LEGAL AND COMPLIANCE RISK

Legal risk is the risk to earnings or capital arising from uncertainty
in the applicability or interpretation of contracts, law or regulation,
for example when legal action against the Bank is concluded with
unexpected results, when contracts are not legally enforceable
or rendered illegal by a court’s ruling. There are various legal
issues that the Bank faces that could significantly impact the
Bank’s financial and reputational standing. The main legal issues
are described further in the Consolidated Financial Statement2 .
The Bank continually reviews contract documentation in order to
mitigate the risk of possible further litigation against the Bank.
Should a significant financial implication become likely from legal
proceedings, the Bank will address such issues immediately and
report to the Board of Directors and if relevant through the
financial statements.
Compliance risk is defined as the risk of legal or regulatory
sanctions, financial loss, or damage to the Bank’s reputation in the
event of failure to comply with applicable laws, regulations, and
codes of conduct and standards of good practice.
The Bank takes on appropriate and sufficient measures to prevent
money laundering and terrorist financing and reports to the
competent authorities any knowledge of such illegal activities
2
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Íslandsbanki Consolidated Financial Statement 2016, note 56.

The Bank has implemented a Competition Policy approved by the
Executive Board. The main objective of the policy is to ensure
that the Bank operates in every respect in accordance with
the competition laws and regulations. The Bank’s legal division
is responsible for controlling the Bank’s competitive issues by
regular risk assessment, monitoring and advisory. The main
competition issues are described further in the Consolidated
Financial Statement3 .
7.9 MANAGEMENT OF CONDUCT RISK
The Bank considers conduct risk as the risk of losses, due to
revenue loss or reputational damage, as a result of the Bank’s
employees’ conduct does not meet the reasonable expectations
of customers or regulators, for example due to improper supply of
financial services or inappropriate marketing to certain financial
groups.
The Bank has made measures to ensure that the Bank’s management and employees conduct meets customer expectations
as well as to comply with law, regulations and the Bank’s internal
rules.
7.10 MANAGEMENT OF IT RISK
IT risk is defined as the risk of loss to earnings or capital due
to a malfunction or unintended action of the Bank’s IT systems.
IT risk events can involve loss of confidentiality through the
unintended disclosure of data, loss of integrity through accidental
corruption of data and loss of availability or data due to a system
malfunction. The Bank relies heavily on its IT systems in the
processing of financial transactions and serious malfunctions in
the IT systems may result in disruptions in the processing of
financial transactions, causing both financial and reputational
damage to the Bank.
The Bank gives information security high priority and works
according ITIL4 and achieved an ISO 27001 certification in 2016.
Appropriate preventive and monitoring measures are taken in IT
operations, and disruptions are handled according to business
continuity plans which are updated regularly. The Bank’s security
managers perform regular security risk assessments on the
Bank’s IT-systems and certain measures of IT risk are among the
KRIs presented to the Executive Board.
Based on ISO 27001, the Bank has an Information Security Management System (ISMS) in place including controls for risk assessment, asset management, human resources security, physical and environmental security, communications and operational
management, access controls and business continuity management.
In addition to the aforementioned policies and procedures, the
Bank is implementing controls to be compliant with PCI-DSS.
Íslandsbanki is currently taking part in the implementation of new
core banking systems together with Reiknistofa Bankanna5 (RB).
RB runs shared infrastructure systems for Icelandic banks. The
main motivation for the project is to replace legacy systems for deposits and payments, running on outdated technology platforms.
3

Íslandsbanki Consolidated Financial Statement 2016, note 56.
ITIL stands for Information Technology Infrastructure Library and is a well-known
and well-established framework for best practices in IT service management. ITIL
guidelines and best practices align IT actions and expenses to business needs and
change them as the business grows or shifts direction.
5
Reiknistofa bankanna (RB) is an IT service centre for the Icelandic financial market.
4
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The new systems, provided by Sopra Banking, enable greater flexibility, agility and reliability for Íslandsbanki’s customers as well as
increasing the Banks systems’ operational stability. Concurrently
with the implementation of RB’s new core banking systems, a
modernisation and renewal initiative of the Bank’s internal system architecture is taking place. The Bank has started a project
together with RB to implement a new loan system. Although these
projects will result in a significant reduction of operational risk
in the long run, there is increased risk of IT related incidents
and business disruptions in the short run. This risk is mitigated
through continual risk assessment and contingency planning. The
project is closely monitored by FME and the Central Bank.

7.14

7.11 DATA GOVERNANCE

Under the Basic Indicator Approach the capital requirement for
operational risk is equal to 15% of the relevant indicator. The
relevant indicator is the average over three years of the sum of net
interest income and net non-interest income.

Risk Managment is responsible for the Bank’s data governance
framework and the maintenance of the Bank’s Data Policy.
In general the data governance aim is to ensure the availability,
usability, integrity, consistency, auditability and security of the
Bank’s data. This is achievable through the interworking of data
standards, data strategy, communication, policies and processes.
The Bank’s Data Policy lays the foundation on how the Bank’s
data should be treated. The Data Policy is based on the
Basel Committee on Banking Supervision (BCBS) consultative
document Principles for Effective Risk Data Aggregation and Risk
Reporting.

The Bank has outsourced some of its operations to various service
providers. An outsourcing policy, which all outsourcing contracts
must comply to, has been approved by the Executive Board.
The Outsourcing Policy is in accordance with Icelandic law and
regulations and FME Guidelines6 .
7.15

7.13 PRODUCT APPROVAL PROCESS
The Product Management Policy documents the product approval
process within the Bank. The main objective is to ensure
implementation of products in compliance with the Bank’s policy
and legal requirements. The process is a synchronisation and
communication tool between product stakeholders, as well as a
monitoring and risk management tool for new products. It also
provides an overview of the full product range and the diversity of
products within the Bank. All new products have to be approved
by the Risk Committee before they are implemented and launched
to the market.

CAPITAL REQUIREMENT

The Bank uses the Basic Indicator Approach of the Capital Requirements Directive (CRD IV) to calculate the capital requirements for Pillar 1 operational risks, in accordance with Icelandic
law and regulations7 .

The Bank uses statistical modelling, based on registered loss
events and risks discovered in the RCSA process, in the ICAAP
process to assess the need (if any) for Pillar 2-A capital in addition
to the Pillar 1 regulatory minimum.
7.16

SUPERVISORY OBSERVATIONS AND SANCTIONS

In 2016 the Financial Supervisory Authority issued these three
Transparency Notifications on aspects of the Bank’s operations.
The topics of these inquiries were:

7.12 MODEL RISK
The Bank defines Model risk as the risk of losses resulting from
decisions based on output from internal models because of errors
in the development, implementation or use of the models. Model
risk is identified measured, monitored and mitigated using the
methods for managing operational risk, described in the Bank’s
Operational Risk Management Policy.

OUTSOURCING

• Separation of functions at Íslandsbanki: Nine observations
were made, for which correcting actions have been taken
by the Bank.
• Íslandsbanki’s counteractions against money laundering
and terrorist financing: No observations were made.
• The scope of concessions at Íslandsbanki: No observations
were made.
On 27 October 2016 the Bank and the Financial Supervisory
Authority entered into a settlement due to the Bank’s alleged
violation of Article 18 of Act no. 108/2007 on Securities
Transactions. The Bank acknowledged the violations and agreed
to pay a fine amounting to ISK 7m.

6

FME Rules no. 670/2013 on Sound Business Practices of Financial Undertakings,
FME Guidelines no. 2/2014 on the IT-Operations of Supervised Entities and FME
Guidelines no. 6/2014 on Outsourcing for Regulated Entities.
7
FME Rules no. 215/2007 on the Capital Requirement and Risk-Weighted Assets of
Financial Undertakings.

REGULATORY CHANGES
Act no. 6/2016 Amending Act no. 64/2006 on Measures against Money Laundering and Terrorist Financing
The purpose of the amendment is to strengthen rules and regulations on Measures against Money Laundering
and Terrorist Financing and to adapt Icelandic legislation in accordance with recommendations from the FATF
(Financial Action Task Force). The amendment provides for stricter due diligence requirements subject to a
threshold amount. Furthermore the amendment states that persons under obligation to report under the act
shall make necessary steps to identify beneficial owners and conduct ongoing monitoring of the business
relationship with their customers to ensure that their transactions are consistent with the available information
on the customers.
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8 REMUNERATION
Íslandsbanki’s Remuneration Policy is based on principles of good corporate governance and is intended to support the
Bank’s policy of providing exceptional services while laying the foundation for acceptable return on equity, taking into
consideration the long-term interests of the company, its shareholders, customers and employees.
The Bank’s remuneration practices aim at supporting a sound risk culture that does not encourage excessive risk taking
but at the same time attract, develop and retain highly motivated employees with the right competence and skills.
At Íslandsbanki’s shareholders’ meeting on 4 April 2016 a new remuneration policy was approved, stating that the Board
of Directors shall not prepare or authorise any contracts regarding variable remuneration governing the Bank’s operations
after 31.12.2016. An exception can be made if a prior approval has been obtained from the shareholders, and the terms
are in accordance with the terms agreed upon at shareholders’ meeting.
8.1

REGULATORY FRAMEWORK

The Icelandic Financial Supervisory Authority (FME) publishes
rules on a remuneration policy for financial undertakings.1 The
rules reflect a conservative framework for remuneration schemes
within the financial sector. According to the rules a bank intending
to pay variable remuneration to one or more employees is required
to have in place a remuneration policy approved by its Board of
Directors. The Remuneration Policy shall be reviewed at least
annually and the Bank shall account for the policy to the FME.
The rules state that the aggregate of variable remuneration
including deferred payments shall not amount to more than
25% of the annual salary of the person in question, exclusive of
variable remuneration. Payment of at least 40% of the variable
remuneration shall be deferred for a minimum of three years. If
the total sum of an employee’s variable remuneration, on yearly
basis, is less than 10% of their fixed salary without variable
remuneration, the Bank can pay out the variable part without
delay. Risk Management, Compliance and Internal Audit shall
review and analyse whether variable remuneration complies with
the Bank’s Remuneration Policy and the FME rules. Variable
remuneration cannot be paid to employees in control functions.
According to the Basel Pillar 3 disclosure requirements for
remuneration, the quantitative disclosure of remuneration should
only cover senior management and other material risk takers. CRD
IV defines material risk takers as employees “whose professional
activities have material impact on an institutional risk profile”.
The Bank uses an internal classification of “key employees” as
defined in the Bank’s Rules on qualification of key employees.
According to Íslandsbanki’s rules, the Bank has defined key employees as employees, other than the CEO, who are empowered
to make decisions that can have a material impact on the future
development and performance of the Bank, this is in accordance
with the definition of a key employee in the aforementioned Act
on financial undertakings and the FME rules on the remuneration
system. The Board determines which employees are considered
to fall under this definition and Compliance maintains a list of the
key employees at any given time. Currently, only members of the
Executive Board are on the list of key employees.
8.2

REMUNERATION GOVERNANCE

Íslandsbanki’s Remuneration Policy was approved by the 2016
annual shareholder’s meeting. The policy is in compliance with
Icelandic law and regulation described in Section 8.1 and is
published on the official website of the Bank.2
1
2
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Rules no. 388/2016 on Remuneration Policy for Financial Undertakings in
accordance with Act no. 161/2002 on Financial Undertakings.
www.islandsbanki.is

The Board’s Corporate Governance, Compensation and Human
Resource Committee3 provides general guidance on remuneration within the Bank. The Committee held seven meetings in the
year 2016.
The CEO and Head of Human Resources submit proposals to
the Committee regarding variable remuneration at the Bank.
Such proposals are subject to a review from Risk Management,
Compliance and Internal Audit.
8.3 CURRENT VARIABLE REMUNERATION SYSTEM
As mentioned above, there will be no variable remuneration
system as of 1 January 2017. The disclosure for variable
remuneration in this report applies to the year 2016 before the new
Remuneration Policy comes to effect.
Íslandsbanki’s variable remuneration system is a Budgeted Performance Plan (BPP) where a variable performance payment can
materialise if specific budgeted numbers and Key Performance
Indicators (KPIs) are met. The system metrics are based on the
operational performance of the relevant business unit, the performance of the relevant employee and the overall performance
of the Bank. Examples of employee performance metrics are:
leadership skills, customer satisfaction, employee engagement,
cost control initiatives and corporate responsibility and ethics. The
system is designed with a view to the Bank’s long-term interests.
The model for calculating the variable payment is risk adjusted and
discourages excessive risk taking.
8.4 REMUNERATION TO KEY EMPLOYEES IN 2016
According to the above definition there are currently nine key
employees at Íslandsbanki, the Chief Executive Officer and eight
Executive Managers. Seven Executive Managers were a part of
the variable remuneration system in 2016. A new Board was
assigned in the year 2016, therefore the number of beneficiaries
includes a total of 14 Board members. The amounts are broken
down into fixed and performance-based remuneration where
fixed remuneration figures include pension contributions and
other salary related benefits that are not tied to the variable
remuneration scheme. Exhibit 8.1 provides total remuneration for
the Board of Directors and the Executive Board in the financial year
2016.
Performance based remuneration was only in the form of cash and
the Bank offered no share-based remuneration to employees.
Deferred remuneration is split into vested and unvested amounts
where the vested amount refers to guaranteed payments earned
3

See Annual Report 2016 for more information about the governance structure.
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Total remuneration earned in the financial year 2016
broken down by fixed and performance based remuneration

Board of
Directors

Executive
Board

Total annual remuneration

55

399

Number of beneficiaries

14

9

Total fixed remuneration

55

343

-

56

Cash

-

56

Shares

-

-

Share-linked instruments

-

-

Other

-

-

Variable remuneration % of fixed

-

16.4%

Outstanding deferred remuneration for the financial year 2016

-

72

Total variable remuneration

Vested

-

-

Unvested

-

72

Total variable remuneration earned in 2015

-

67

Paid out in 2016

-

39

Reduced through performance adjustments

-

1

Deferred

-

26

-

-

Total amount

-

-

Number of beneficiaries

-

-

Highest individual award

-

-

Sign-on and severance pay granted during the financial year 2016

Exhibit 8.1. Total remuneration for the Board of Directors and the Executive Board broken down by fixed and performance-based remuneration (ISK m).

in 2016 and due to be paid in 2017 or later. The unvested amount
is the additional amount that could become vested for the financial
year 2016. The unvested amount could at year-end 2016 have
been paid, vested and deferred or reduced through performance
evaluation.
No sign-on or severance pay was granted to the employees in
scope during the financial year 2016.

The salaries and other benefits of the Bank’s management and the
Board of Directors are disclosed in the Annual Report, according
to the IFRS standards4 . Please note that the amounts displayed
in Exhibit 8.1 are not fully comparable to the figures in the Annual
Report since the basis for preparation differs.
4

Íslandsbanki Consolidated Financial Statement 2016, note 20.
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DEFINITIONS
Asset risk The risk of loss that may occur due to changes in value
of assets held for sale.
Basel International recommendations on banking laws and regulations issued by the Basel Committee on Banking Supervision.
Basel III A set of reform measures, developed by the Basel
Committee on Banking Supervision, to strengthen the regulation,
supervision and risk management of the banking sector.
Basis point value (BPV) The BPV measures the effect of a 0.01
percentage point (1 basis point) parallel upward shift in the yield
curve on the market value of the underlying position. Thus a BPV
of ISK 1 million means that a 0.01 percentage point upward shift
in the yield curve would result in a reduction of approximately ISK
1 million in the market value of the underlying asset.
Basis risk Arising from changing rate relationships among yield
curves that affect the institution’s activities.
Business risk The risk that operating income decreases due to
lower revenues or increases in costs not caused by one of the other
risk types.
Capital Requirements Directive IV (CRD IV) The CRD IV rules
are based on the Basel III guidelines and came into force on 17
July 2013. The supervisory framework in the EU is designed to
ensure the financial soundness of credit institutions and reflects
EU global liquidity standards on banking capital adequacy.
Carrying amount Book value of loans as displayed in the
Financial Statements.
Claim value The remaining amount of obligor’s debt.
Collateral Board The Risk Committee has appointed a Collateral
Board that reviews and proposes guidelines for the valuation
of collateral and pledged assets to ensure that the valuation of
collateral is co-ordinated throughout the Bank.
Collective impairment Reflects losses that have been incurred
but not identified in the reporting period. These losses are
estimated on a portfolio level and cannot be allocated to individual
loans.
Concentration risk The significantly increased risk of any type
that is driven by common underlying factors, e.g. sector, economy,
geographical location, type of financial instrument or due to
connections or relations among counterparties. This includes
large individual exposures or liabilities to parties under common
control and significant exposures to groups of counterparties
whose likelihood of default is driven by common underlying
factors.
COREP Common Reporting is the term used to describe harmonised European Capital Requirements Directive reporting.
Country risk The risk of losses that may occur due to economic
difficulties or political unrest in countries to which the Bank has
exposures.
Credit risk Current or prospective risk to earnings and capital
arising from an obligor’s potential failure to meet the terms of any
contract with the Bank or otherwise fail to perform as agreed.
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Credit risk exposure Credit risk exposure comprises both onbalance sheet and off-balance sheet items. Exposure to credit risk
for on-balance sheet assets is the carrying amount as reported
in the Consolidated Financial Statements before the collective
impairment is subtracted. The exposure for off-balance sheet
items is the amount that the Bank might have to pay out against
financial guarantees and loan commitments, less provisions
the Bank has made because of these items. Because of offbalance sheet items the credit exposure does not reconcile with
the carrying amount in the Consolidated Financial Statements.
For capital requirement purposes, credit conversion factors are
applied to guarantees and undrawn commitments. For derivative
contracts the exposure is calculated by adding expected future
credit exposure to the market value of the contract.
Credit spread risk The risk that earnings or capital may be
negatively affected by the adverse movements in bond risk
premium for an issuer.
Currency risk The risk that earnings or capital may be negatively
affected from the fluctuations of foreign exchange rates, due to
transactions in foreign currencies or holding assets or liabilities in
foreign currencies.
Default Obligors are in default according to the Bank’s definition
when they are more than 90 days past due on a material
credit obligation or when a specific credit impairment has been
recognised. Note that the definition is on the obligor level rather
than the facility level.
Expected loss (EL) The annual expected loss for an obligor is the
probability that the obligor defaults (PD), times the possible loss.
The possible loss, is the exposure at the time of default (EAD) times
the loss given default (LGD).
Exposure at default (EAD) Expected credit exposure of facility at
the time of default.
Forbearance An agreement modifying the terms of a loan
agreement to accommodate temporary financial difficulties on the
side of the borrower.
Herfindahl-Hirschman Index (HHI) A measure of the size of
exposures in relation to the portfolio. It is defined as the sum of
the squares of exposures dived by the square of the sum.
High quality liquid assets (HQLA) Assets that can be easily and
immediately converted into cash at little or no loss of value and
include Central Bank certificates of deposits, government bonds
and corporate debt securities.
Indirect exposure An exposure to counterparties that is not
direct but becomes direct at the event of default of other
counterparties.
Inflation risk The risk that earnings or capital may be negatively
affected unexpected changes in inflation (the Consumer Price
Index or CPI).
Interest rate risk Current or prospective risk to earnings or
capital arising from adverse movements in interest rates. Main
sources of interest rate risk are re-pricing risk, yield curve risk,
basis risk and optionality risk.
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Internal Capital Adequacy Assessment Process (ICAAP) The
ICAAP includes an evaluation of the capital required under Pillar
2-A. The Bank identifies and measures its risks and ensures
sufficient capital in accordance to the risk appetite statement.
The assessment is based on minimum capital under Pillar 1 and
capital required add-on for other risk factors under Pillar 2-A.
In the ICAAP process the Bank performs stress tests, aiming
to detect the sensitivity of the Bank’s operations to changes
in the operating environment and to ensure that the Bank
holds sufficient available capital, even under stressed operational
conditions. Once a year a full ICAAP report is submitted to the
FME.
Internal Liquidity Adequacy Assessment Process (ILAAP) The
ILAAP aims at ensuring that the Bank adequately identifies and
measures its liquidity risk, holds adequate liquidity at all times
in relation to its risk profile and uses sound risk management
systems and processes to support it. Once a year a full ILAAP
report is submitted to the FME.
IT risk The risk of loss to earnings or capital due to a malfunction
or unintended action of the Bank´s IT systems.
Large exposure An exposure to a group of connected clients that
is 10% or more of the Bank’s regulatory capital. The exposure is
evaluated net of credit risk mitigating effects eligible according to
FME rules no. 625/2013.
Legal risk The risk to earnings or capital arising from uncertainty
in the applicability or interpretation of contracts, law or regulation,
for example when legal action against the Bank is concluded with
unexpected results, when contracts are not legally enforceable or
rendered illegal by a court’s ruling.

Market risk Current or prospective risk to earnings and capital
arising from adverse movements in the level or volatility of prices
of market instruments, such as those that arise from changes in
interest rates, equity prices and foreign exchange rates.
Net stable funding ratio (NSFR) The proportion of long-term
assets to long-term stable funding with a time horizon of one year.
Non-performing ratios A way to measure asset quality for loans
to customers. A facility is non-performing if a facility’s loan is either
impaired or more than 90 days past due. The ratio is based on the
carrying amount.
Obligor A customer that has a loan or other credit facility with the
Bank.
Observed default frequency (ODF) The ratio of customers that
defaulted during the observed period.
Operational risk The risk of loss resulting from inadequate or
failed internal processes, people and systems or from external
events and includes legal risk.
Optionality risk Arising from interest rate related options embedded in the institution’s products.
Pillar 1 This contains generic rules for calculating credit, market
and operational risks to determine a bank’s risk-weighted assets
(RWA). It also stipulates the minimum capital requirement.
Pillar 2-A Supervisory Review and Evaluation Process (SREP)
and framework for banks’ Internal Capital Adequacy Assessment
Process (ICAAP) and Internal Liquidity Adequacy Assessment
(ILAAP).

Leverage ratio A non-risk based measure which is calculated by
dividing Tier 1 capital with the sum of total assets and adjusted offbalance sheet exposures. A lower leverage ratio indicates higher
leverage.

Pillar 3 Market discipline sets disclosure requirements which will
allow market participants to assess key pieces of information on
the scope of application, capital, risk exposures, risk assessment
process, and hence the capital adequacy of the institution.

Liquidity coverage ratio (LCR) The proportion of HQLA to net
cash outflow over the next 30 calendar day period.

Price risk The risk that earnings or capital may be negatively
affected from the changes in the price level or volatility of debt
instruments, equity instruments or commodity products.

Liquidity risk The risk of not being able to fund its financial
obligations or planned growth, or only being able to do so
substantially above the prevailing market cost of funds.

Probability of default (PD) Probability that a counterparty is
going to default within the time horizon of 12 months.

Loan-to-value band The loan-to-value (LTV) of a portfolio can
be represented by considering how each ISK lent is distributed in
loan-to-value bands. In the breakdown every ISK is categorised
according to its seniority in the total debt on the underlying
property. The first band represents the part of the portfolio that
falls in the 0-10% LTV band, the second represents the part that
falls in the 10-20% LTV band and so on.
Loss given default (LGD) Expected loss on a credit facility in the
case of default, as fraction of the exposure at default.
Loss rate The probability that the Bank will need to claim
collateral or experience a loss given that the obligor defaulted.
Loss severity The percentage of exposure at default that is lost
in the case of loss or repossession of collateral.

Problem loans Loans that are either more than 90 days past due
or specifically impaired.
Re-pricing risk Arising from differences between the timing of
rate changes and the timing of cash flows.
Reputational risk The risk to earnings or capital arising from
adverse perceptions of the Bank by customers, counterparties,
shareholders, investors, or regulators.
Risk and Control Self Assessment (RCSA) A structured approach to identify and assess all potential risks in order to plan
appropriate actions to mitigate them. The ultimate purpose of
this framework consists in improving the way a bank operates
through regular review of policies, processes and systems. The
RCSA process is undertaken at least once a year by all units within
the Bank.
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Risk class Each obligor is categorised in one of ten risk classes.
The risk classes 1–9 are for performing obligors and reflect the 12
month probability of default. Risk class 10 is for obligors that are
in default.
Risk-weighted assets (RWA) Assets adjusted for their associated risks using weightings established in accordance with the
Basel Capital Accord. Certain assets are not weighted but deducted from capital.
Settlement risk The risk that a party will fail to deliver on the
terms of a contract at the time of settlement. Settlement loss can
occur because of default at settlement and because of any timing
differences in settlement between two parties. The amount at risk
or the potential loss is the principal of the transaction.
Specific impairment Loans are classified as impaired or with
specific impairment if contractual cash payments are not expected to be fully honoured and the financial restructuring of the
obligor is expected to lead to a loss for the Bank.
Strategic risk The current or prospective risk to earnings and
capital arising from changes in the business environment and
from adverse business decisions, improper implementation of
decisions or lack of responsiveness to changes in the business
environment.
Subordinated loans Debt that ranks after other debts should a
company fall into receivership or go bankrupt.
Supervisory Review and Evaluation Process (SREP) Through
the SREP the regulator assesses the risk management framework
of the Bank and whether the Bank’s capitalisation and liquidity
is adequate to its risk profile and business strategy. As part of
the SREP, the regulator reviews the Bank’s ICAAP and ILAAP
report but the review can also include on- or off-site inspections
of specific parts of the operations.

60

Tier 1 capital Is composed of Common Equity Tier 1 capital and
Additional Tier 1 capital less regulatory deductions.
• Common Equity Tier 1 capital: Consists of paid-in share
capital, share premium account and other premium accounts, reserve accounts and retained earnings, net of the
book value of own shares or guarantee capital certificates,
goodwill, deferred tax credit and other intangible assets.
• Additional Tier 1 capital: Contingent convertible capital
and non-innovative hybrid capital subject to conditions on
maturity, repayment, interest and conversion to equity as
defined in rules and regulations.
• Regulatory deductions include for example holdings in
financial institutions and tax assets.
Tier 2 capital Tier 2 allows for inclusion of subordinated loans
which state clearly that the repayment period of the loan is not
less than five years with further restrictions defined in rules and
regulations.
Total capital base Tier 1 capital in addition to Tier 2 capital.
Total capital ratio Total capital base divided by risk-weighted
assets. (Also referred to as solvency ratio.)
Trading liquidity risk The risk that the Bank is unable to easily
liquidate or offset particular position without moving market
prices due to inadequate market depth or market disruption, thus
negatively affecting the earnings or capital.
Value-at-risk (VaR) A statistical method used to measure and
quantify the level of financial risk within a portfolio over a specified
time horizon at given confidence levels.
Yield curve risk Arising from changing rate relationships across
the spectrum of maturities (change in slope and shape of the yield
curve).
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ABBREVIATIONS
AGM
ALCO
ASF
AT1
BCBS
BIS
BoD
BPP
BPV
BS
CAE
CB
CCF
CEO
CET1
CIRS
CIU
CLTV
COREP
CPI
CRD
CRO
EAD
EBA
EL
EU
FME
FX
GMTN
HFF
HQLA
IAS
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Annual General Meeting
Asset and Liability Committee
Available Stable Funding
Additional Tier 1
Basel Committee on Banking Supervision
The Bank for International Settlements
Board of Directors
Budgeted Performance Plan
Basis Point Value
Balance Sheet
Chief Audit Executive
Central Bank
Credit Conversion Factor
Chief Executive Officer
Core Tier 1 Capital
Cross Currency Interest Rate Swap
Collective investments undertakings
Combined Loan to Value
Common Reporting
Consumer Price Index
Capital Requirement Directive
Chief Risk Officer
Exposure at Default
European Banking Authority
Expected Loss
European Union
Financial Supervisory Authority, Iceland
Foreign Currency
Global Medium Term Note
Housing Financing Fund
High Quality Liquid Assets
International Accounting Standard

ICAAP
IFRS
IRRBB
IRS
ISDA
ISK
ISO
ITIL
KPI
KRI
LCR
LGD
LSS
LPA
LTV
NPO
NSFR
ODF
PD
PSE
PSI-DSS
RB
RCSA
REPO
RSF
ROE
RWA
SME
SREP
STIBOR
VaR

Internal Capital Adequacy Assessment Process
International Financial Reporting Standards
Interest Rate Risk in the Banking Book
Interest Rate Swap
International Swaps and Derivatives Association
Icelandic króna
International Standards Organisation
Information Technology Infrastructure Library
Key Performance Indicators
Key Risk Indicators
Liquidity Coverage Ratio
Loss Given Default
Municipality Iceland (i. Lánasjóður sveitarfélaga)
Loan Portfolio Analysis
Loan-to-Value
Non-profit Organisation
Net Stable Funding Ratio
Observed Default Frequency
Probability of Default
Public Sector Entity
Payment Card Industry Data Security Standard
Reiknistofa bankanna
Risk and Control Self-Assessment
Repurchase Agreements
Required Stable Funding
Return on equity
Risk-Weighted Assets
Small or Medium-sized Enterprise
Supervisory Review and Evaluation Process
Stockholm Interbank Offered Rate
Value-at-Risk

Íslandsbanki

Service Center:
+354 440 4000

www.islandsbanki.is
islandsbanki@islandsbanki.is

