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CRO REVIEW 2017
In 2017, Íslandsbanki implemented important
changes to its three lines of defence model for risk
control. This was aimed at clarifying and segregating roles to ensure appropriate and effective risk
management and internal control within the first
and second lines of defence. This aligned well with
changes in the Bank’s organisational structure
as well as its emphasis on strong risk culture.
This also entailed a clear segregation between
committees on one hand that are responsible for
implementing business, risk strategy, policy and
risk monitoring, and on the other hand business
committees that take decisions regarding individual business proposals. Employees from the
second line of defence cannot partake in business
committee decisions.
The Bank was well prepared for liberalisation of
capital controls that proceeded within expectation
and without significant impact on the Bank’s risk
profile. Over the year, the domestic currency was
relatively stable, depreciating by 0.7%, but shortterm exchange rate volatility increased after liberalisation as could be expected. The Bank’s credit
rating and funding environment continued to develop positively, with considerably improved funding terms. The Bank issued its first Tier 2 capital instrument in the market, an important milestone towards more effective management of the Bank’s
capital structure.
New technology and digital distribution channels are shaping the way the Bank interacts with
its customers, as well as how it provides banking
services and develops its products. This provides
both challenges and opportunities for risk man3

agement, as new skill sets are required for new
technologies, but effective use of data also supports better risk assessment and ability to develop risk management models and tools for decision
and monitoring. Íslandsbanki will continue to develop its digital channels and is committed to supporting effective use of data for business, reporting
and risk management, based on reliable aggregation and management of vast resources of data.
The Bank is nearing completion of a major overhaul of core systems that is expected to finish in
2018. This significant upgrade of the operating
platform for payment services and deposits is expected to reduce operational risk in the long term,
and support the Bank’s digital strategy and data management efforts. The implementation itself
entails some operational risks in the short term,
which the Bank mitigates with risk assessment and
contingency planning.
Íslandsbanki’s capital position remained strong
throughout 2017 and at the end of the year, the
Bank’s capital ratio was 24.1%, exceeding both the
Bank’s minimum capital target and regulatory requirements. The Bank aims to continue with its
capital optimisation process and expects to cautiously manage its capital ratios towards its longterm target range of 20.3–21.3% over the next
years. The transition to IFRS 9 will reduce the
Bank’s capital ratios by about 0.25% in 2018.
The loan portfolio grew by 10% in 2017, more
than double the estimated economic growth for
Iceland. The growth in loans to customers is mainly due to diverse new lending to both new and
existing customers, balanced across lending units,

but strong in residential mortgages and loans to
real estate companies. The share of loans to the
tourism sector remained stable at 13% of the loan
portfolio. Loan quality indicators continued to improve, with the ratio of non-performing loans decreasing from 1.8% to 1.0% in 2017 and observed default frequency significantly lower than
the long-term average.
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1 INTRODUCTION
Íslandsbanki’s Pillar 3 Report contains information on risk management, risk measurement, material risk exposures, capital adequacy and liquidity adequacy, in accordance with Icelandic law and
European Regulation. The report should provide market participants and other stakeholders with
information that facilitates a better understanding of the Bank’s risk profile and capital adequacy.
1.1

REGULATORY BACKGROUND

– Global liquidity standard and supervision mon-

The EU Capital Requirements Directive IV1 and

itoring – Sets rules on minimum liquidity (LCR)

the EU Regulation on prudential requirements for

and stable funding (NSFR) requirements.

credit institutions and investment firms2 , hereafter
referred to together as CRD IV, have for the most
part been transposed into Icelandic law by amendments made to the Act on Financial Undertakings
and with the regulation on the prudential requirements for financial undertakings3 . These amendments incorporate, among other things, the CRD
IV capital buffer requirements, disclosure requirements, minimum leverage ratio, supervisory review
and evaluation process and capital definitions.
The scope of the CRD IV is broken into the following components:
– Pillar 1 – Rules for risk coverage, the calculation of the capital requirements, quality of capital and a minimum leverage ratio. Sets minimum
capital requirement for credit, market and operational risk.
– Pillar 2 – Supervisory Review and Evaluation
Process (SREP) and framework for banks’ Internal Capital Adequacy Assessment Process
(ICAAP) and Internal Liquidity Adequacy Assessment Process (ILAAP).
1

Directive 2013/36/EU.
2
Regulation 575/2013/EU.
3
Regulation no. 233/2017 on the Prudential Requirements for Financial Undertakings.
4

– Pillar 3 – Market discipline through disclosure
requirements.
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 exposure amount (REA). 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 REA.

The Central Bank, which is the main supervisory
authority regarding liquidity risk in Iceland, has already adopted the CRD IV liquidity measures into
the Icelandic rules on liquidity ratio4 .
The European Banking Authority issued Pillar
3 Guidelines5 on disclosure requirements. The
guidelines include specific guidance and prescribed tables and templates, which are regarded as a significant step towards enhancing more
consistency and comparability between banks and
their regulatory disclosures. In this Pillar 3 Report,
Íslandsbanki will for the first time disclose the standardised European Banking Authority (EBA) tables. The tables are included in an excel sheet on
the Bank’s website6 .
The Pillar 3 Report is intended to allow market participants to assess key information on capital, risk exposures, risk assessment processes, and
hence the capital adequacy of the institution.

Pillar 2 sets out total regulatory requirements for
the Bank, in view of the Group’s risk profile, additional capital requirements for risk factors not addressed or not adequately covered under Pillar 1
(ICAAP). The Bank’s internal capital adequacy assessment is then reviewed by the Financial Supervisory Authorities (FME) through the supervisory
review and evaluation process (SREP). The SREP
also includes a review of the Bank’s liquidity adequacy assessment (ILAAP) and if the Bank adequately identifies and measures its liquidity risk,
holds adequate liquidity in relation to its risk profile and if it uses sound risk management systems
and processes to support it.

1.2

CONSOLIDATION

The Pillar 3 Report includes figures for the consolidated group, hereafter referred to as Íslandsbanki or the Group, unless otherwise noted then as the
Bank or parent. Names and primary businesses of
major subsidiaries at year-end 2017 are listed in
Exhibit 1.1.
4
Central Bank Rules no. 266/2017 on Liquidity Ratio replacing the
rule no, 1055/2013.
5
EBA Guidelines on disclosure requirements under Part Eight of
Regulation (EU) no 575/2013.
6
www.islandsbanki.is.
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Exhibit 1.1. Íslandsbanki’s major subsidiaries at year-end 2017.
Name

Main Business

Ownership

Country

Borgun hf.

Payment acquirer and issuing processor

63.5%

Iceland

Íslandssjóðir hf.

Investment fund management company

100%

Iceland

Hringur eignarhaldsfélag ehf.

Holding company

100%

Iceland

Insurance agent

100%

Iceland

Allianz Ísland hf.

1.3

DISCLOSURE AND COMMUNICATION
POLICY

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 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 the relevant Icelandic law and regulation
as well as the Bank’s own assessment.
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 website7 . 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 re7

5

www.islandsbanki.is.

porting 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 2017.
The Pillar 3 Report has been prepared in accordance with the CRD IV, 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.
1.5

DISCLAIMER

The Pillar 3 Report is informative in nature, and
shall under no circumstances 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. Íslandsbanki accepts no liability whatsoever for any direct or
consequential loss arising from the use of this publication or its contents.
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2 RISK MANAGEMENT AND CONTROL
Risk assessment and the prudent evaluation and pricing of risk are key elements in Íslandsbanki’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 policy which are intended to strengthen the three lines of defence governance framework even further. The implementation of the revised framework was one of the Bank’s key projects
in 2017.
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. Íslandsbanki emphasises sound
governance principles. The risk management and
internal control framework is intended to ensure
effective and efficient operations, adequate control of risks; prudent conduct of business, reliability
of financial and non-financial information reported internally and externally, and compliance with
the relevant laws, regulations, supervisory requirements and the Bank’s internal rules and decisions.
2.1.1

THREE LINES OF DEFENCE MODEL

The first line of defence consists of the Bank´s business and support units. The business units take on
risk through the extension of credit and by providing other services to the Bank´s customers. The
primary responsibility for managing these risks lies
with business units and their individual employees. Each business unit shall have in place effective processes to identify, measure or assess, monitor, mitigate and report on the risks taken on by the
unit. Support units, whose decisions have an im6

pact on the Bank´s operational risk, are subject to
the same requirements for risk identification and
management as the Bank´s business units.
The second line of defence comprises the Bank´s
internal control units. The internal control units are
responsible for developing and maintaining an efficient internal control framework to facilitate adequate control of risks, prudent conduct of business, reliability of financial and non-financial information reported or disclosed, and compliance with
the relevant laws, regulations, supervisory requirements and the Bank´s internal policies and procedures. The Bank´s internal control units are Risk
Management and Compliance.
The third line of defence provides independent
assurance to management and the Board of Directors of the effectiveness and completeness of the
internal control framework, including both the first
and the second line of defence. The third line of defence duties are performed by Group Internal Audit.

in setting and monitoring the execution of set policies, the sound control of accounting and financial management and ensuring that group internal audit, compliance and risk management are
effective. The Chief Executive Officer (CEO), the
Chief Risk Officer (CRO) and other members of
the senior management committees are responsible for implementing risk management practises and internal control in accordance with Board
authorisation. Exhibit 2.1 provides an overview of
the Group’s risk management and internal control
governance.
2.2
2.2.1

ORGANISATIONAL HIERARCHY

The Bank’s management body has a dual structure. The Board of Directors has a supervising role

BOARD OF DIRECTORS

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 risk management policies
and the Risk Appetite Statement.
2.2.2

BOARD COMMITTEES

To assist the Board in fulfilling its oversight responsibilities, the Board has appointed three board
subcommittees, the Risk Management Committee, the Audit Committee and the Corporate Governance, Compensation and HR Committee.
2.2.3

2.1.2

ROLES AND RESPONSIBILITES

CHIEF EXECUTIVE OFFICER

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
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adequacy of its professional skills. The Compliance Officer is responsible for monitoring the
compliance risk management framework for the
Bank and maintaining oversight for compliance
risk throughout the Bank.

Exhibit 2.1. Íslandsbanki’s risk management and internal control governance.

ÍSLANDSBANKI'S ARTICLES OF ASSOCIATION

RULES OF PROCEDURE FOR THE BOARD OF DIRECTORS
Audit Committee

Corporate gov., Compensation
and HR Committee
EXTERNAL AUDIT

CHIEF EXECUTIVE OFFICER (CEO)
Executive Board
Asset and Liability Senior Credit
Committee
Committee
(SCC)
(ALCO)

All Risk Committee
Investment Operations and
Committee
Security
(IC)
Committee (OSC)

FIRST LINE OF DEFENCE

SECOND LINE OF DEFENCE

THIRD LINE OF DEFENCE

Business Units

Compliance

Internal Audit

Support Units

Risk Management

of the CEO to ensure that the Group’s operations are consistent with applicable legislation and
the Bank’s Articles of Association which includes
maintaining adequate and effective risk management and internal control functions.
2.2.4

CHIEF RISK OFFICER

The Chief Risk Officer (CRO) heads Risk Management 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 monitoring the risk management
framework at Íslandsbanki and verifying that the
Bank has the right resources and an appropriate
organisation to manage its risks efficiently.
The CRO is selected and appointed by the CEO,
subject to Board confirmation. The CRO reports
directly to the Board and the Board Risk Commit7

SUPERVISORY AUTHORITIES

Risk Management Committee

tee on the overall risk profile of the Group and cannot be removed without the Board’s prior approval.
The removal or appointment of the CRO shall be
publicly disclosed and the Financial Supervisory
Authority (FME) informed about the reasons.
The CRO is independent from the business
units, is a member of the Executive Board and reports directly to the CEO. The CRO provides an independent view on the Group’s exposure to risk.
The CRO can veto certain risk-taking decisions of
the Bank’s committees if an internal control unit
considers the proposed risk inconsistent with the
Bank’s risk appetite, policies or procedures.
2.2.5

COMPLIANCE OFFICER

The Compliance Officer heads the Compliance
department and is responsible for defining the
daily tasks of the department and assessing the

The Bank’s Compliance Officer is selected and
appointed by the CEO, subject to Board confirmation, and reports directly to the CEO. The Compliance Officer cannot be removed without the
Board’s prior approval. The FME and Chief Audit
Executive shall be notified of the dismissal or departure of the Compliance Officer.
The Compliance Officer reports directly to the
Board on the overall compliance risk profile of the
Bank.
2.2.6

CHIEF AUDIT EXECUTIVE

The Chief Audit Executive (CAE) is appointed by
the Board, reports directly to Board and directs
Group Internal Audit with a mandate from the
Board. The CAE is responsible for internal audit
matters within the Group.
2.2.7

MANAGING DIRECTORS IN BUSINESS
UNITS

The managing directors for individual business
units are responsible for the risks taken on by their
units and for earning an acceptable level of return
on these risks. This entails the responsibility for ensuring the necessary resources and training of employees for understanding, identifying, measuring
or assessing, continuously monitoring and reporting on these risks.
Managing directors for individual business units
can be assigned authorisations for assuming risk
on the Bank´s behalf. For business decisions exceeding the authorisations of managers at individual business units, further authorisation must be
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requested from the relevant senior management

2.2.11

committee.

The Bank’s internal control units are responsible

INTERNAL CONTROL UNITS

for developing and maintaining an efficient inter2.2.8

MANAGING DIRECTORS IN SUPPORT
UNITS

The managing directors for individual support
units are responsible for the implementation of the
technical and operational infrastructure necessary
to fulfil internal and external requirements for the

nal control framework to facilitate adequate risk
management, prudent conduct of business, reliability of financial and non-financial information reported or disclosed, and compliance with the relevant laws, regulations, supervisory requirements
and the Bank´s internal policies and procedures.

identification, continuous monitoring and reporting on the risks assumed by the business units.

Risk Management

The responsibility for managing individual risk

Íslandsbanki has an independent risk manage-

factors that are owned by a business unit can on-

ment function, Risk Management, headed by the

ly be transferred to a support unit through clear

Bank’s Chief Risk Officer.

documentation, mandate letters, product descrip-

Risk Management is responsible for ensuring ef-

tions, service level agreements or some other for-

ficient implementation of the Bank’s risk strategy

mal manner.

and policies, for verifying that the Bank has in place
efficient risk management processes and that each

2.2.9

GENERAL COUNSEL

The General Counsel heads the legal department
of the Bank. The General Counsel is appointed
by and reports directly to the CEO. The General Counsel provides legal advice to the Bank’s senior management, including the Board of Directors, and manages the Bank’s legal department
that provides comprehensive legal advice to the
Bank’s business and support units.

key risk that the Bank faces is identified and properly managed by the relevant units.
Risk Management is mandated to identify, understand, measure and monitor the risks that the
Group is exposed to. It provides independent information, analyses and expert judgement on risk
exposures, and advice on proposals and risk decisions made by the management and business or
support units as to whether they are consistent
with the risk appetite and risk policies set by the
Board. Emphasis is made on actively involving Risk

2.2.10

ALL EMPLOYEES

Management at an early stage in elaborating the

Each employee is responsible for understanding

Bank’s risk strategy and in all material risk man-

the risk related to their day-to-day work, for know-

agement decisions, especially when offering new

ing and understanding the respective internal and

products or taking on new business.

to further clarify risk policies, procedures and limits.
Risk Management provides senior management
and the Board with all relevant risk-related information to enable them to define the Bank’s risk
appetite. Risk Management takes an active part
in developing the Bank’s business strategy by ensuring that risks are appropriately and timely considered and that targets, which include credit ratings and rates of return on equity, are plausible and
consistent. However, accountability for the business and pricing decisions taken remains with the
business and support units and ultimately the senior management and the Board.
Compliance
The Bank has an independent compliance function, Compliance, headed by the Bank’s Compliance Officer.
Compliance is responsible for implementing the
compliance risk framework, for developing and
maintaining a compliance risk policy and for communicating the policy to the Bank’s employees.
Compliance is specifically 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 with the applicable law.
Compliance verifies, in close cooperation with
Risk Management, that the process for new products and new procedures complies with the current legal framework and, where appropriate, any
known forthcoming changes to the relevant legislation, regulations and supervisory requirements.

external rules and procedures, for using the alert

Where necessary, Risk Management makes rec-

procedures in the event of possible fraudulent ac-

ommendations to senior management and the

2.2.12 GROUP INTERNAL AUDIT

tivities and for conducting business in accordance

Board for improvements to the risk appetite, the

with the Bank’s code of conduct.

risk strategy and the risk management framework

Group Internal Audit is an independent unit headed by the Chief Audit Executive and responsi-

8
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annual accounts in accordance with accepted au-

Exhibit 2.2. Organisational structure of the Bank’s committees.

diting standards and FME rules1 .

EXECUTIVE COMMITTEES

EXECUTIVE BOARD

ALL RISK COMMITTEE

Implementation of Board
approved policies and strategy
through issuance of
guidelines, limits or thresholds

Business strategy, IT strategy,
marketing, finances, governance
and human resources

Oversight relating to risk strategy
and risk appetite

2.2.14 SENIOR MANAGEMENT
COMMITTEES
The Bank’s committee structure is twofold. Two
executive committees, the Executive Board and
All Risk Committee are responsible for the imple-

BUSINESS COMMITTEES
Decisions regarding individual
business proposals subject to
the guidelines, limits or
thresholds issued by the Board
or ARC

ASSET AND
LIABILITY
COMMITTEE

SENIOR CREDIT
COMMITTEE

INVESTMENT
COMMITTEE

OPERATIONS
AND SECURITY
COMMITTEE

Funding and
liquidity, market
risk, capital
management and
internal and
external pricing

Credit proposals

Investment
proposals

Product approval,
operations,
security and
business
continuity

mentation of the business strategy, risk appetite
and policies. Four business committees, the Asset
and Liability Committee (ALCO), the Senior Credit Committee (SCC), the Investment Committee
(IC), and the Operations and Security Committee
(OSC), are responsible for the approval of business proposals and the Bank’s operational framework and implementation subject to internal rules

ble for assessing whether the Bank’s risk management, internal control framework and governance
processes are effective and efficient.

accounting measurements. Group Internal Audit
is, however, not involved in the design or selection
of models or other risk management tools.

Group Internal Audit is not responsible for internal control or its implementation, but provides the
Group with independent, objective assurance and
consulting services designed to add value and improve the Bank’s operations. It helps the Board and
senior management evaluate and improve the effectiveness of the risk management, controls, and
governance processes.

The work of Group Internal Audit is performed
in accordance with a risk-based audit plan which
is approved by the Board Audit Committee. Group
Internal Audit is furthermore responsible for internal investigations on suspected fraudulent activities.

Group Internal Audit evaluates the compliance
of the Bank’s operations to internal policies and
procedures. Group Internal Audit also assesses
whether existing policies and procedures remain
adequate and comply with legal and regulatory requirements.
Group Internal Audit verifies the integrity
of the processes ensuring the reliability of the
Bank’s methods and techniques, assumptions and
sources of information used in risk models and
9

Group Internal Audit reports directly to the
Board on its findings and suggestions for material improvements to internal controls. All audit
recommendations are subject to a formal followup procedure by the respective levels of management to ensure and report their resolution.
2.2.13

EXTERNAL AUDIT

As is provided for in the Articles of Association, the
Group’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

and guidelines issued by the executive committees and the Board.
The members of the senior management committees are appointed by the CEO, and their mandate and rules of procedure are documented in a
charter. The organisation of the Bank’s committees
is shown in Exhibit 2.2.

Executive Board
The Executive Board, chaired by the CEO, is responsible for implementing the Board-approved
business strategy, maintaining oversight for and
coordinating the Bank’s operations and human resources. The Executive Board also coordinates key
aspects of its activities and holds decision-making
power in matters entrusted to it by the CEO in accordance with the Bank’s strategy, policies and risk
appetite.
1
FME Rules no. 532/2003 on the Auditing of Financial Undertakings.
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All Risk Committee

are considered inconsistent with the Bank’s risk
appetite, policies or procedures.

systems to facilitate complete transparency, oversight and correct reporting of the Bank’s overall
risk exposures.

2.3

The business committee meetings provide a formal platform for the communication of risk before
a final decision is taken regarding individual business proposals.

The All Risk Committee (ARC) is responsible for
the review and implementation of the risk management and internal control policies issued by
the Board. The All Risk Committee translates the
Board-approved risk policies into risk limits or
guidelines for individual business units, desks or
portfolios and approves methods and assumptions
used for calculating risk measures, capital requirements, liquidity need, impairment, internal and external pricing. The committee reviews and confirms proposals regarding risk assessment, impairments and capital and liquidity requirements prior to submission to the Board of Directors for approval.

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 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.

Business Committees

2.3.1

The business committees decide on individual
business proposals in accordance with the rules
and procedures issued by the Executive Board, the
All Risk Committee and the Board. All business
proposals discussed by the business committees
are initiated and owned by a business or support
unit and although authorisation has been given by
a committee, the business decision itself is made
and owned by the business unit.

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.

OWNERSHIP, TRANSPARENCY AND
ACCOUNTABILITY

The managing directors are responsible for ensuring that their employees have the necessary
knowledge, resources and systems to monitor and
manage their respective risk positions within the
approved risk limits. All breaches of risk limits are
reported through a formal limit breach process.
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.
In 2017, the Bank recorded around 3,800 registrations for 200 different in-house training courses. All employees are required to read and confirm
their knowledge of the Bank’s operational procedures, code of conduct, security policies and rules
on measures against money laundering. The ratio
of confirmation is monitored by the Bank’s Human
Resources department and lack of participation is
escalated to the appropriate managing directors if
needed.

Representatives from Risk Management attend
all business committee meetings. Their attendance is intended to ensure effective communication of risk information in the decision-making process, to ensure that the risks inherent in individual proposals are adequately addressed by the business units and to give an independent view on the
risk inherent in the proposal and whether the risk is
in line with the Bank’s risk appetite.

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 is available in a
clear and comprehensive format before they are
presented to the relevant decision-making body
within the Bank.

2.3.3

The Risk Management representatives do not
take part in the final decision of the business committees but can veto certain risk decisions if they

The business units are also responsible for ensuring that all information regarding risk exposures
are correctly registered in the Bank’s information

The Bank has implemented a framework to capture both actual and potential operational risk losses. The Bank emphasises a “no-blame” culture and

10

INCIDENT REPORTING
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Exhibit 2.3. Risk types and corresponding metrics in the Risk Appetite Statement.
Type of risk

Metrics

Profitability

Minimum rate of return on capital

Capital adequacy

CET1 capital ratio
Total capital target

Credit risk

Annual credit losses
Non-primary lending activity
Concentration risk

Market risk

Market risk as a ratio of the Group’s total capital
Market value of listed and unlisted equities
Equity and bond underwriting exposures

Liquidity risk

Regulatory liquidity ratios

Operational risk

Operational losses as a percentage of capital

encourages employees to register all mistakes or
failures, irrespective of 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.

framework. The policies apply to the Bank and are
implemented throughout the Group as applicable.
All business decisions and the resulting risks are
initiated and owned by a business unit and go
through a clearly defined internal review and control process. The level of authority needed to approve each business decision depends on the size,

INTERNAL ALERT PROCEDURES

complexity and risk involved. The responsibilities

Íslandsbanki has an independent reporting channel enabling employees to report anonymously
suspicion of fraudulent activities or actual breaches of regulatory or internal requirements. This reporting channel, which is referred to as a whistleblowing service, is provided by an external partner
to ensure anonymity and whistle-blower protection. Information stored in the system is only accessible to the Íslandsbanki Group Internal Audit
Fraud Investigation Team.

regarding such decisions are outlined in the Bank’s

2.3.4

risk policies and investment policies and for material decisions summarised in the Good Governance Policy.
2.4.1

RISK APPETITE STATEMENT

The Board defines the Bank’s risk tolerance and
financial targets in the Risk Appetite Statement.
The Risk Appetite Statement is intended to support the Bank’s business strategy by defining highlevel limits and targets for core factors in the Bank’s

2.4

RISK MANAGEMENT FRAMEWORK

The Bank’s risk policies, rules and procedures, limits and reports form the Bank’s risk management
11

risk profile and operations.
The measures include target return on equity,
target capitalisation level and capital composition,

maximum credit losses, concentration limits, maximum amounts at risk for market risk and target liquidity ratios. Exhibit 2.3 shows the risk types and
corresponding metrics in the Risk Appetite Statement.
2.4.2

RISK POLICIES AND LIMITS

The Risk Appetite Statement is further implemented through risk policies, approved by the
Board, and other rules, procedures and limits
which provide more details specific to each risk
type. In addition, the Risk Assessment Framework
and the Stress Testing Framework, approved by
the Board, describe the processes for identifying
and assessing the risks inherent in the Bank’s operations.
The risk policies such as the Credit Risk Policy,
the Market Risk Policy, the Operational Risk Policy, the Liquidity Risk Policy, the Compliance Risk
Policy and the Product Governance Policy outline
in further details the Bank´s strategy for risk identification, management and control within the three
lines of defence framework. Finally, the risk appetite is translated into limits on individual desks,
portfolios or risk positions.
2.4.3

RISK IDENTIFICATION

Identification of risks in the Bank’s operations is
made both bottom up, through the product approval process and approval of individual transactions or portfolio/desk limits; and top-down
through the annual risk assessment procedure as
part of the ICAAP.
The product approval process and approval of
individual transactions, or portfolio, is intended to
ensure early detection and full oversight of risks
in the Bank’s operations. Each business unit is responsible for identifying the risks inherent in their
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operations and the products and services they of-

ment and overall limits are defined in specific risk

fer.

policies:

The Product Governance Policy outlines the

– Credit risk (Chapter 4)

product and new business approval process within

– Market risk (Chapter 5)

the Bank. The main objective is to ensure that the

– Liquidity risk (Chapter 6)

implementation of products and operations com-

– Operational risk (Chapter 7)

plies with the Bank’s policy and the relevant le-

Concentration risk is defined as material but cur-

gal requirements. The Product Governance Poli-

rently managed according to the source of con-

cy describes the necessary synchronisation, review

centration. Concentration risk is considered in the

and control process necessary to ensure success-

Credit Risk Policy, the Market Risk Policy and the

ful implementation of new products. The product

Liquidity Risk Policy.

approval process itself is a communication tool be-

Other risk types that are not covered in sepa-

tween product stakeholders, as well as a monitor-

rate risk policies are assessed through the annual

ing and risk management tool for new products.

ICAAP process and addressed in other risk policies

In addition, as a part of the Internal Capital Adequacy Assessment Process (ICAAP), a formal and

and management reports in accordance with their
nature and importance.

comprehensive assessment of the risks inherent
in the Group operations is made annually. This review is described in the Risk Assessment Framework which is approved by the Board of Directors.
Risk Management is responsible for managing
the annual risk assessment process. The assessment is done at business unit level and then consolidated throughout the Group. The results from
the risk assessment process are compared to the
Bank’s business strategy and risk appetite and
used as an input to the annual review of the Risk
Appetite Statement.

2.4.4

RISK MONITORING AND REPORTING

Risk Management provides a holistic view on risk,
and compliance to limits to internal and external
stakeholders, and ensures an appropriate escalation in the event of limit breaches. Business and
support units are however responsible for maintaining their independent view on the risks inherent in their operations, implementation of controls and other mitigating actions where needed, and reporting to senior management any
present or foreseeable breaches from limits, poli-

For the key risk types identified through the as-

cies or strategic direction. Exhibit 2.4 provides an

sessment, a specific risk policy is defined and ap-

overview of the governance of the risk manage-

proved by the Board of Directors. The need for a

ment framework.

specific risk policy is based on the assessment of

The strategic targets of the management are

the proportionality of the respective risk factors to

further defined in the Group’s business plan, ap-

the Bank’s operations and business strategy.

The Internal Capital Adequacy Assessment Process (ICAAP) aims at identifying and assessing the
risk inherent in the Group’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 holds enough capital to support its risk profile
and business strategy.
Íslandsbanki’s Risk Assessment Framework outlines the Bank’s framework for identifying the risks
inherent in its operations and assessing its capital and liquidity adequacy. The scope of the Bank’s
risk assessment framework encompasses all material risks to which the Bank and its subsidiaries are
exposed to.
2.4.5

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 procedures and principles governing the Bank’s risk and financial reporting are
documented in the Bank’s Reporting Policy.
Risk Management is responsible for providing
the Executive Board, the All Risk Committee and
the Board with comprehensive and understandable information on the overall risk profile of the
Group as compared to the approved policies and
limits. Exhibit 2.5 provides an overview of risk reporting and frequency to the All Risk Committee
and the Board of Directors.

proved by the Board of Directors. The business

2.4.6

Currently, the following four risk types have

plan gives a 5-year view of the development of the

been defined as key to the Group’s operations and

Group’s operations and provides a basis for stress

business strategy and their assessment, manage-

testing and capital planning.

The Group publishes financial information mainly
through the Annual Report, Consolidated Financial Statements, the Pillar 3 Report and in investor

12
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Exhibit 2.4. Íslandsbanki’s governance risk management framework.

GOVERNING
BODY

RISK
IDENTIFICATION

DOCUMENTATION AND APPROVAL

Board of
Directors

REPORTING

QUALITY ASSURANCE

Management
reports

Regulatory
reports

Risk Dashboard

ICAAP / ILAAP
reports

Risk Management and Internal Control Policy
A holistic report from
Risk Management on
risk profile compared
to risk appetite

Annual
reporting on
compliance to
internal and
external rules
(law)

Risk Appetite Statement

Credit Risk Policy
Market Risk Policy
Liquidity Risk Policy
Operational Risk Policy
Compliance Risk Policy
Product Governance Policy
Disclosure & Communication
Policy

All Risk
Committee

Business
Committees

Business/
Support
units

Limit
review

Product
approval
process

Annual risk
assessment
process
(ICAAP)

Credit rules
and
other rules

Business
and limit
proposals

Investment policies
Credit and investment
decisions
Limits and rules delegated by
ARC

Risk
Control Self
Assess−
ment

Credit decisions according to
authorisation
Trading guidelines and other
guidelines

Documents, reports,
processes or proposals
owned or facilitated by
business or support units

presentations. These are all available on the Bank’s
website2 .
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www.islandsbanki.is

Risk Assessment Framework
Stress Testing Framework

Recovery plan

Liquidity Contingency Plan
Crisis Communication Plan

Regulatory reports

Other risk policies not subject to
Board approval

First line
of defence

2

Allocation of
risk appetite
through limits

Statistics
regarding
review of
documents in
Quality
Manual

Independent
assurance of
the
effectiveness
and
completeness
of the internal
control
framework

Reporting on
positions and
performance

Performance
assessment
according to
mandate

Management
assessment of
performance
and
compliance

Business Continuity Plans

Second line
of defence

Documents, processes or
reports owned or
facilitated by Risk
Management or
Compliance

Performance
assessment
according to
mandate

Third line
of defence

Documents, processes
or reports owned or
facilitated by Internal
Audit

The Group’s financial accounts are prepared in

tive (CRD IV) along with discretionary rules and re-

accordance with International Financial Report-

quirements set by the Central Bank of Iceland (CB)

ing Standards (IFRS). Regulatory reports are pre-

and the Icelandic Financial Supervisory Authority

pared based on the Capital Requirements Direc-

(FME).
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Exhibit 2.5. Risk reporting and frequency to the All Risk Committee and the Board of Directors.
Frequency

Reporting

Monthly

Risk Dashboard
The report provides a review of risk measures that summarise the main risk positions as
compared to the risk appetite, internal and regulatory limits. This includes utilisation of limits
set by the Board, Executive and Business Committees. On a quarterly basis the report also
includes an assessment of capital adequacy in light of changes in risk profile (ICAAP review).

Annual

ICAAP report (Internal Capital Adequacy Assessment Process)
The ICAAP report includes a detailed description of how the Bank identifies, measures and
assesses its capital adequacy in relation to its risk profile and business model. The scope of
the assessment encompasses all material risks to which the Bank and its subsidiaries are
exposed.
ILAAP report (Internal Liquidity Adequacy Assessment Process)
The ILAAP report includes a detailed description of how the Bank identifies, measures and
assesses its liquidity adequacy in relation to its risk profile. The report also includes a
forward-looking analysis based on contractual inflows and outflows, planned issuance and
new lending according to the Bank’s business plan.

In addition, the Group 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.

14
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3 CAPITAL MANAGEMENT
Íslandsbanki’s capital position remained strong throughout 2017 and at year-end the Bank’s capital
ratio was 24.1%, 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.
Over the past year, the Bank has actively released excess capital by dividend payments to its sole
shareholder, the Icelandic Government. The Bank aims to continue with its capital optimisation and
expects to cautiously manage its capital ratios towards the long-term target over the next 2–3 years.
3.1

STRATEGY, ORGANISATION AND
RESPONSIBILITY

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 by law and further outlined in the relevant rules and regulations. The applicable Icelandic law defines both the type of eligible capital and restrictions to the reliance on specific instruments.
The Bank’s capital management framework is
based on the CRD IV1 as transposed 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 All Risk Committee (ARC) governs the capital management of the Bank in accordance with
1

15

Capital Requirement Directive 2013/36/EU.

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 riskadjusted performance down to individual business
units.
3.2

TOTAL CAPITAL AND CAPITAL RATIOS

At year-end 2017 the Bank’s total capital amounted to ISK 187 billion as compared to ISK 177 billion at year-end 2016. The largest changes in the
capital base are because the Bank issued a SEK
750 million (ISK 9.5 billion) 10NC5 Tier 2 transaction in November 2017. The bond pays a quarterly

coupon of 3-month STIBOR +200 bps. The bond
has an investment grade rating of BBB- from S&P
Global Ratings. The bond is listed on the Irish Stock
Exchange. A breakdown of the Bank’s total capital
base is shown in Exhibit 3.1.
The Bank’s minimum capital requirements, the
corresponding risk exposure amount (REA) 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.
The risk exposure amount increased by ISK 70
billion during the year. The largest increase was
due to growth in the loan portfolio and off-balance
sheet credit facilities, contributing to an ISK 63 billion increase in risk exposure amount. The main
components contributing to changes in REA can
be seen in Exhibit 3.3.
Capital Requirements
The Board of Directors sets a minimum capital target for the Bank, expressed as the ratio between
capital and risk exposure amount. 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 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.
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Operational risk

Exhibit 3.1. Breakdown of the capital base at year-end 2017 and 2016 (ISK m). Consolidated.
Capital

31.12.2017

31.12.2016

175,525

175,325

Ordinary share capital

10,000

10,000

Share premium

55,000

55,000

Common equity Tier 1 Capital

Other reserves
Retained earnings
Non-controlling interests

6,179

4,139

107,387

105,563

2,479

4,223

Tax assets

(4)

(4)

Intangible assets

(4,231)

(2,672)

Other regulatory adjustments

(1,285)

(924)

Tier 2 capital

11,234

2,049

Qualifying subordinated liabilities

9,505

-

General credit risk adjustments

1,729

2,049

186,759

177,374

Total capital base

3.2.1

PILLAR 1 MINIMUM CAPITAL
REQUIREMENTS

Credit risk
The REA for credit risk is derived by assign-

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 exposure
amount, must exceed 8%.

ing a risk weight, in the range of 0–150%, to the

Risk Exposure Amount

Market risk

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 exposure amount (REA). 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 REA.
16

Bank’s assets depending on the creditworthiness
of the counterparty, the underlying collateral and
the type and term of the exposure.

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.

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.
REA is 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
REA for credit risk.
3.2.2

PILLAR 2 REQUIRED ADD-ON (PILLAR
2-R)

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 2R capital requirements.
In the ICAAP 2017, the main factors contributing to additional capital requirements under Pillar
2-R 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-R capital requirements are presented
as a proportion of REA in addition to the regulatory capital minimum of 8% under Pillar 1. The capital
requirements under Pillar 1 and Pillar 2-R form the
total capital requirement for the Bank. The Bank’s
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Exhibit 3.2. Pillar 1 capital requirements, REA and capital ratios at year-end 2017 and 2016 (ISK m). Consolidated.
Minimum capital
Íslandsbanki’s capital requirements and REA

requirements

Minimum capital
REA

requirements

54,602

682,525

49,237

615,465

-

-

-

-

189

2,365

191

2,381

31.12.2017
Credit risk
Central governments or central banks
Regional governments or local authorities
Administrative bodies and non-commercial undertakings

REA

31.12.2016

80

1,000

89

1,117

628

7,850

450

5,627

Corporates

33,926

424,070

29,129

364,109

Retail

Financial institutions

11,840

148,002

12,028

150,350

Secured by real estate property

4,693

58,661

4,259

53,234

Past due items

1,113

13,918

1,071

13,393

0

3

22

271

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

541

6,767

404

5,054

1,591

19,887

1,594

19,928

653

8,160

579

7,243

Traded debt instruments

258

3,222

203

2,541

Shares and equity instruments

284

3,544

310

3,877

Foreign exchange

111

1,393

66

825

123

1,534

6,667

83,331

6,518

81,469

62,044

775,550

56,334

704,177

Credit valuation adjustment
Operational risk
Total
CET1 capital

175,525

175,325

Total capital base

186,759

177,374

CET1 ratio

22.6%

24.9%

Capital ratio

24.1%

25.2%

Pillar 2-R results are reviewed by the FME through

down of the Pillar 2-R capital requirements can be

tween 2016 and 2017 as the increase due to cred-

the SREP and in the latest process, a capital charge

seen in Exhibit 3.4.

it concentration risk and operational risk was off-

due to operational risk was added. Based on the
2017 SREP, the additional capital required for Íslandsbanki under Pillar 2-R was 3.2%. The break17

The ICAAP/SREP is a dynamic process and the
resulting capital requirements under Pillar 2-R can

set by a decrease in credit risk and market risk. As a

change somewhat over time. The total Pillar 2-

result, the SREP minimum capital requirement re-

R capital requirement remained unchanged be-

mained unchanged at 11.2% of REA.
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3.2.3

Exhibit 3.3. Changes in risk exposure amount (ISK bn). Consolidated.

CRD IV CAPITAL BUFFERS

The Financial Supervisory Authority is authorised
to determine the size of the capital buffer for other

810

systemically important financial institutions (O-SII
buffer), the systemic risk buffer and the counter-

790

770

56

1

1

2

2

7

776

3

cyclical capital buffer are based on recommendations from the Financial Stability Council2 , whereas according to law the size of the capital conser-

750

vation buffer is fixed at 2.5% as of 1 January 2017.
The Financial Supervisory Authority has set the

730

buffer for other systemically important financial in710

704

stitutions at 2%, a systemic risk buffer at 3% of the
Increase

domestic risk exposure amount and the counter-

REA

690

cyclical capital buffer at 1.25%.
As the systemic risk buffer only applies to do-

670

mestic exposures, the effective risk buffer rate is
650
2016

Loans to
customers

CRD IV
Loans to credit
implementation
institutions

Off−balance
sheet items

Operational
risk

Credit valuation
adjustment

Other

2017

calculated by multiplying the proportion of the domestic credit risk exposure by the domestic systemic risk buffer rate.
The institution-specific countercyclical capital

Exhibit 3.4. Breakdown of the total capital requirement. Consolidated.

buffer rate applies to institution-wide total risk exposure amount. The institution’s specific buffer

SREP capital requirement

2017

2016

Pillar 1

8.0%

8.0%

Credit risk

7.0%

6.9%

Market risk

0.1%

0.2%

Operational risk

0.9%

0.9%

3.2%

3.2%

Credit risk

0.8%

1.0%

Credit concentration risk

0.9%

0.7%

Market risk

1.3%

1.5%

The sum of Pillar 1, Pillar 2-R and the combined

Operational risk

0.2%

0.0%

capital buffers forms the overall capital require-

11.2%

11.2%

Pillar 2-R

Total capital requirement

add-on amount is calculated as the weighted average of the countercyclical capital buffer rate applicable in jurisdictions in which an institution has
private sector credit exposures, multiplied by total
risk exposure amount3 .
The calculations of the institution specific buffer
rates are displayed in Exhibit 3.5.
Exhibit 3.6 shows combined buffer requirement
for Íslandsbanki at year-end 2017 and 2016.

ment.
2

Article 86(a)-(e) of Act no. 161/2002 on Financial Undertakings.
For further information on methodology see FME’s Methods for
setting capital buffers.
3
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Exhibit 3.5. Calculation of effective buffers for Íslandsbanki (ISK bn). Consolidated.
Contributing

Contributing

Total

Institution

credit risk

market risk

contributing

specific buffer

REA

REA

REA

Buffer rate

rate

Iceland

651.3

3.1

654.4

1.25%

1.21%

Norway

4.6

0.0

4.6

1.50%

0.01%

15.4

0.1

15.4

0.00%

0.00%

671.3

3.1

674.4

655.6

-

655.6

3.00%

2.88%

26.9

-

26.9

0.00%

0.00%

682.5

-

682.5

Countercyclical capital buffer

Other countries
Total

1.22%

Systemic risk buffer
Iceland
Other countries
Total

2.88%

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 set 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 the most recent SREP results, this
translates to a long-term target total capital ratio
of 20.3–21.3% and a minimum CET1 ratio above
15%.
Exhibit 3.7 shows Íslandsbanki’s current regulatory requirements and how they contribute to the
Group’s minimum capital target. The Pillar 2-G is
shown as a possible add-on buffer on top of overall
capital requirement.

Exhibit 3.6. Combined capital buffer requirement. Consolidated.
31.12.2017

31.12.2016

Capital conservation buffer

2.50%

1.75%

O-SII buffer

2.00%

2.00%

Systemic risk buffer

2.88%

2.88%

Countercyclical capital buffer

1.22%

Combined buffer requirement

8.60%

3.2.4

PILLAR 2 GUIDANCE FOR STRESSED
CONDITIONS (PILLAR 2-G)

The Pillar 2-G is based on future risk and is subject to the regulators’ assessment of stress tests
performed on the financial institutions (supervisory stress testing). The FME can add the Pillar 2-G
as a capital reference if the results from the supervisory assessment indicate that a financial institu19

6.63%

tion 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 the management buffer in the Bank’s capital management
framework. The size of the management buffer is

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 REA
– Tier 1 capital including Additional Tier 1 (AT1) at
a minimum 6.0% of REA
– A total capital ratio including Tier 2 debt at a
minimum 8.0% of REA
The capital held under Pillar 2-R 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 3.8 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 the relevant Icelandic rules.
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Exhibit 3.7. Current regulatory requirements compared

Exhibit 3.8. Composition of the Bank’s capital. the target composition of the capital target and the minimum require-

with Íslandsbanki’s minimum capital target. Consolidat-

ments for CET1 capital under Icelandic rules. Consolidated.

ed.

Tier 2

Total Capital Ratio
24.1%
0.5−1.5%
Pillar 2−G Guidance

Additional Tier 1

Long−term target
> SREP results
+0.5−1.5%
Overall Capital
Requirement
19.8%

Systemic risk buffer

Pillar 2−R

0.5−1.5%

2.8%

2.8%

2.1%

2.1%

14.9%

14.9%

Current regulatory requirements

Long−term capital target

Pillar
I

O−SII buffer

19.8%

Total SREP Capital
Requirement
11.2%

Capital components

The main types of stress tests performed at Íslandsbanki are the following:
Pillar 1

– Sensitivity analysis: Sensitivity analyses provide
information about key risks and enhance understanding about concentrations in one or several
risk factors. Sensitivity analysis stresses one risk
driver, with different degrees of severity, to as-

3.4

24.1%
1.4%

22.6%

Pillar
2−R

Countercyclical capital buffer

Capital
buffers

19.8%

Capital conservation buffer

SREP requirement
+
0.5−1.5%
Management buffer

Common Equity Tier 1

STRESS TESTING

sess the sensitivity of the Bank’s operations to
that particular risk driver.

Íslandsbanki’s current capital

series of singular events which the Bank believes
might occur with a defined probability.
– Reverse stress tests: Given a significant predefined 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.

Íslandsbanki’s stress testing framework aims at de-

– Business stress scenario: Assessing the impact

– Economic stress scenario: Assessing the com-

tecting the sensitivity of the Bank’s operations to

of an adverse development of key drivers in the

bined impact of a shock to the economy on

changes in the operating environment and to en-

business plan, irrespective of the state of the

the Bank’s income statement and balance sheet.

sure that the Bank holds sufficient available capital

economy.

The scenario can be a single event or a trigger

and liquid funds to meet minimum requirements,
even under stressed operational conditions.
20

– Singular adverse events: At a predefined confi-

of multiple events that cause a sudden shock to

dence level, assessing the combined impact of a

the economy. The scenario can also be a pro-
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Exhibit 3.9. Proportional split of allocated capital in
2017. Parent.
Proprietary Other
Treasury Trading 3% 1%
3%
Business
Banking
37%

surement. 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 riskadjusted performance measure. Exhibit 3.9 shows
the average proportional split of allocated capital
in 2017.
3.6

Corporate &
Investment
Banking
40%

Personal
Banking
15%

longed depression due to a domestic or international crisis.
The key assumptions for a scenario analysis and
other significant stress tests are developed in cooperation with the Bank’s Chief Economist, 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 performance mea21

CRD IV – LEVERAGE RATIO

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 by the sum of total assets and
adjusted off-balance sheet exposures. According
to law, the minimum leverage ratio is 3%.
Exhibit 3.10 shows the leverage ratio at yearend 2017 and 2016 as well as the ratio between
REA and total assets. The change in the leverage
ratio is explained by the reduction in Tier 1 capital resulting from the extraordinary dividend payment.

Exhibit 3.10. Leverage ratio and REA over total assets
(ISK bn). Consolidated.

31.12.2017 31.12.2016

Tier 1 capital
Total exposure
REA

176

175

1,085

1,098

774

704

Total assets

1,036

1,048

Leverage ratio

16.2%

16.0%

REA/Total assets

74.7%

67.2%
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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 2017, the Bank’s total exposure to credit risk amounted to ISK 1,067 billion, compared to ISK 1,069 billion at year-end 2016. The loan portfolio grew by 9.8% in 2017 after a 3.3%
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. The improved credit quality
is exemplified by the Bank’s non-performing loans ratio which decreased to 1.0% at the end of 2017,
compared to 1.8% at the end of 2016.
Credit risk accounted for 88.2% of capital requirements under Pillar 1 and 79.3% of the total capital requirements at the end of 2017.
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.
4.1

STRATEGY, ORGANISATION AND
RESPONSIBILITY

Credit risk is defined as the 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.

framework at Íslandsbanki lies with the Board of
Directors. The Board defines the credit risk governance framework and the acceptable level of credit risk through the Risk Management and Internal
Control Policy, the Risk Appetite Statement and
the Credit Risk Policy.

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.

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.

The ultimate responsibility for ensuring an adequate credit risk management and internal control

As the second line of defence, Risk Management monitors the adherence to credit risk limits

22

Credit risk activities are controlled through exposure limits applied to counterparties, countries,
sectors and products.

and reports on credit risk to the All Risk Committee and to the Board of Directors, including current
and prospective risk position compared to risk appetite.
The Bank’s credit process, shown in Exhibit 4.1,
is based on a committee structure where the Senior Credit Committee has the authority to approve credit proposals within authorisation limits
set by the Board of Directors. The Senior Credit
Committee then appoints and allocates credit authorisation limits to its subcommittees and to individual employees such as branch managers and
credit managers. Credit authorisation limits can
have reference to the risk class of the counterparty
or to specific credit products.
The Bank’s Credit Rules outline the principles
governing loans, guarantees and other products
that expose the Bank to credit risk. Trust between
the Bank and its customers is a prerequisite for all
lending, as well as the customer’s ability and willingness to repay in a timely manner. 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 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 Bank has appointed a Collateral Board that reviews and proposes guidelines for the valuation of collateral and
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Exhibit 4.1. Schematic overview of the Bank’s credit process. Loan applications can be received through the Bank’s
Call Centre as well as the Bank’s mobile and online banking platforms.

Loan application

Loan processing

Credit approval

Mobile app

Branch network

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 ob-

Ergo

Corporate Banking

served annual losses can fluctuate significantly
around the long-term average, sometimes up to
an order of magnitude. To be able to cover these
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Fact finding and credit analysis

unexpected losses at any time, the Bank holds
a substantial capital buffer against these fluctuaBoard of Directors

tions. An adequate return on this capital buffer also
needs to be covered by the interest rate margin.

Documentation

Finalisation of terms − Customer acceptance

Establishment

Collateral − Disbursement

Follow−up

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 ex-

Monitoring
Monitoring
and and
ongoing
ongoing
reassessment
reassessment
of rating
Performing

Non−performing

Loan redeemed

Collection

pected exposure at time of default (EAD) and the
loss given default (LGD), expressed as a fraction of
the exposure at default:

Closing

pledged assets. The objective is to ensure that the

when these measures are not sufficient, they may

valuation of collateral is coordinated throughout

be precursors to a more formal restructuring pro-

the Bank.

cess.

As the first line of defence, the business units

Formal legal collection and liquidation of collat-

continuously monitor their loan portfolio and pe-

eral is the final step of the collection process if oth-

riodically reassess customers’ performance. Col-

er measures are not successful.

lection procedures are set to be agile and swift

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.

to keep arrears at minimum. Loan covenants are

4.2

monitored and appropriate actions are taken to

Portfolio credit risk is measured both in terms of

ceive even greater attention in the year 2018 af-

current events and possible future events. Current

ter the adoption of a new international account-

events include non-performing ratios, the scope

ing standard, IFRS 9, that changes requirements

protect the Bank’s interests if there are covenant
breaches.

MEASUREMENT AND MONITORING

The calculation of expected credit losses will re-

Customers that show signs of financial difficul-

of forbearance agreements and impairment al-

for credit risk impairment. The impairment al-

ties are put on an internal watchlist and moni-

lowance, while possible future events are captured

lowance in the new standard reflects a probability-

tored carefully. When restructuring measures are

by measurements such as the probability of de-

weighted estimate of expected future credit losses

more appropriate than collection procedures, the

fault, which is described in this section.

and replaces the IAS 39 incurred loss model.

Bank can offer several measures and restructur-

To ensure that the Bank charges an adequate in-

Under IFRS 9, all loans will be required to car-

ing frameworks for customers in financial diffi-

terest rate and that it has sufficient capital reserves

ry an impairment allowance of either 12-month

culties. Forbearance measures include temporary

to ensure long-term sustainability, the Bank esti-

expected credit loss or, in case of a significant in-

payment holidays, extension of loan terms, capital-

mates expected and unexpected losses of its loan

crease in credit risk since origination, lifetime ex-

isation of arrears and waiving of covenants. In cases

portfolio.

pected credit loss.
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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 2017. Parent.
Obligor type

PD assessment

Number of obligors

Exposure

(count)

(%)

Individuals

Statistical model

90,000

31.4

Small companies

Statistical model

9,000

8.7

Large companies

Hybrid model

350

35.3

Foreign financial institutions

External rating agencies

40

3.8

Regional governments

Expert model

20

1.2

Sovereigns

External rating agencies

10

19.5

Public sector entities

Expert model

10

0.1

Large companies

Small companies

Individuals

(%)

(%)

(%)

1

0.3

0.2

0.1

2

0.4

0.4

0.2

3

0.8

0.8

0.3

4

1.3

1.7

0.5

5

2.3

2.7

1.3

6

4.1

5.0

2.5

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

Low

Medium

Increased

High

Risk class

7

7.1

8.5

5.3

8

12.5

17.0

10.6

9

21.8

41.1

32.0

4.2.1

PROBABILITY OF DEFAULT

Obligors are considered to be in default according to the Bank’s current definition when they are
The Bank has designed and implemented the

more than 90 days past due on a material cred-

necessary changes to systems and processes to

it obligation or when a specific credit impairment

adopt the three-stage expected credit loss mod-

has been recognised. Note that this definition will

el but the discussion in this report focuses on the

change with the new IFRS 9 accounting standard

methods used in the year 2017.

and the Bank is in the process of harmonising def-

24

initions of default for accounting and regulatory
purposes. Defaults are defined on the obligor level
rather than the facility level.
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 the 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.
4.2.2

OBSERVED DEFAULT FREQUENCY

The Bank’s PD models predict the average longterm default rate while the observed default frequency (ODF) depends on the current state of the
economy, which in 2017 was considered to be better than average.
1
For credit purposes, a company is considered to be small if the total exposure to the Bank is less than ISK 150 million.
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Exhibit 4.4. Observed default frequency (ODF) and

Exhibit 4.5. Observed default frequency (ODF) and

predicted probability of default by risk class for individ-

predicted probability of default by risk class for small

uals in 2017, results for 2016 shown for comparison.

companies in 2017, results for 2016 shown for compar-

Logarithmic scale. Parent.

ison. Logarithmic scale. Parent.

100.00 %

100.00%

10.00 %

10.00%

1.00 %

1.00%

0.10 %

0.10%

0.01%

0.01 %
1−4

5

ODF 2017

6

7

8

1−4

9

ODF 2016

In 2017 there were only about half a dozen observed defaults for large companies, which translates to a 1.3% 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

5

6

ODF 2017

4.2.3

7

8

9

ODF 2016

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 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:

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 1.7% compared to the 7.2%
predicted probability of default for individuals, corresponding rates were 3.0% and 7.8% for small
companies, respectively.
25

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 de-

pends on the collateral allocated to a particular facility. 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 risk-sensitive 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 has developed models for exposure
at default that take the expected amortisation
schedule into account and these models will be
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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 2017. Only the performing part of the portfolio is considered here. Parent.
Asset class

EAD

Loss rate

Severity

LGD

exposures to the 20 largest groups of connected
clients.

EL

4.3.2

INDUSTRY SECTOR CONCENTRATION

(% of portfolio)

(%)

(%)

(%)

(%)

The Bank defines industry sectors as groups of en-

29.0

23

7

2

0.1

tities that have similar primary activities, under-

Individuals - Leasing

1.7

28

12

3

0.2

lying risk factors and behaviour characteristics. A

Individuals - Other

8.2

26

74

19

1.2

Small companies

9.3

29

35

10

1.3

Large companies

51.7

35

27

9

0.3

Individuals - Mortgage

Total

100.0

used in calculations of both the 12-month and lifetime expected credit losses in IFRS 9. The EAD

0.4

monitored with Herfindahl-Hirschman Indices and
relative to limits set in the Credit Risk Policy.

shown here is, however, the one found for capital
requirement purposes and not for IFRS 9.
4.2.5

EXPECTED CREDIT LOSS

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 yearend 2017. Loans to banks, sovereigns and regional
governments are excluded from this analysis.
These results do not incorporate forwardlooking 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

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 total capital base. 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 2017, the Bank had two large exposures amounting to 21% 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

ographic regions. The portfolio concentration is
26

panies 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 an
economic industry sector, is also considered separately.
The tourism industry is an important economic
sector in Iceland but 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.
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 expo-

arises from the unequal and granular distribution
of exposure to borrowers, industry sectors and ge-

see-through principle is applied for holding com-

2

FME Rules no. 233/2017 on Prudential Requirements for Credit
Institutions.
3
Article (1)(a) of Act no. 161/2002 on Financial Undertakings.

sures. Country risk includes political risk, exchange
rate risk, economic risk, sovereign risk and transfer
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risk, i.e. economic factors that could have significant influence on the business environment.

4.5

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. 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 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 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.
27

COUNTERPARTY CREDIT RISK

Counterparty credit risk is the risk arising from the
possibility that the counterparty may default on
amounts owed on a derivative transaction.
Íslandsbanki takes on counterparty credit risk
when it enters into derivatives transactions. This
includes, but is not limited to, interest rate swaps
and futures, cross-currency swaps, equity forwards
and options. The Bank actively uses derivatives to
hedge currency, interest and inflation exposures.
The Bank mitigates counterparty credit risk
through collateral agreements and netting agreements.
Derivatives are generally made under ISDA master agreements with a Credit Support Annex, or
similar terms, with collateral in the form of cash and
eligible bonds.
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Exhibit 4.7. The main sources of credit risk.
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

Loans to companies as well as municipalities and public-sector entities. This

obligors

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

Financial institutions and central banks

to credit institutions

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

The Bank is exposed to credit risk due to trading and investing in debt

approved by the Bank’s credit committees

instruments, for example as part of the Bank’s liquidity management and its
trading activities.

Guarantees and undrawn commitments

This includes unused overdrafts and credit card limits, undrawn amounts in
credit agreements and project finance agreements, letters of credit and
export documentary credits.

Derivatives

Qualified counterparties with defined credit limits

Derivatives and other financial instruments that involve contingent exposures.

at the Bank
Other financial assets

4.6

CREDIT RISK EXPOSURES

Credit risk exposure comprises both on-balance
sheet and off-balance sheet items. Exposure to
credit risk for on-balance sheet assets is the net
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 Finan28

Unsettled transactions, account receivables.

cial Statements. For capital requirement purposes, credit conversion factors are applied to guar-

4.6.1

BALANCES WITH THE CENTRAL BANK
AND LOANS TO CREDIT INSTITUTIONS

antees and undrawn commitments. For derivative

Cash and balances with the Central Bank and

contracts, the exposure is calculated by adding ex-

loans to credit institutions can fluctuate consid-

pected future credit exposure to the market value

erably between periods due to liquidity manage-

of the contract. The Bank currently has no direct

ment. Exhibit 4.10 shows a breakdown of these ex-

credit exposure to securitisation.

posures at year-end 2017 and 2016.
Cash and balances with the Central Bank in-

Exhibit 4.7 summarises and describes the main

cludes certificates of deposits, mandatory reserve

sources of credit risk, while Exhibits 4.8 and 4.9

deposits and other balances with the Central Bank.

show the main sources for credit risk and asset risk

The Bank has exposures to Icelandic and foreign

at year-end 2017 and 2016. Asset risk is further

credit institutions, mostly in the form of money-

discussed in Section 4.12.

market deposits and nostro accounts. Exposures
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to foreign financial institutions are classified further in the country risk exposure section.

Exhibit 4.8. The main sources for credit risk at year-end 2017 and 2016 (ISK bn). Consolidated.
Credit risk

31.12.2017

31.12.2016

Loans to customers

756.9

689.9

Balances with the Central Bank and loans to credit institutions

215.7

293.1

Bonds and debt instruments

27.1

31.3

Guarantees and undrawn commitments

51.3

43.6

Derivatives

6.3

4.7

Other financial assets

9.8

6.3

1,067.2

1,068.8

Total

Exhibit 4.9. Asset risk at year-end 2017 and 2016 (carrying amount, ISK bn). Consolidated.
Asset risk

31.12.2017

31.12.2016

Repossessed assets held for sale

1.2

3.4

Assets of disposal groups classified as held for sale

1.6

3.0

Total

2.8

6.4

Exhibit 4.10. Cash and balances with the Central Bank and loans to credit institutions at year-end 2017 and 2016,
with ratings based on Standard & Poor’s ratings or equivalent (carrying amount, ISK bn). Consolidated.
Type of institution

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

29

31.12.2017

31.12.2016

189.0

275.5

2.1

0.7

24.6

17.0

1.5

6.3

19.1

10.1

4.0

0.6

215.7

293.2

Exposures are only granted to credit institutions
that have been allocated a credit limit by the Senior
Credit 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.
4.6.2

BONDS AND DEBT INSTRUMENTS

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.
4.6.3

GUARANTEES AND UNDRAWN
COMMITMENTS

The Bank’s credit exposure deriving from guarantees and undrawn commitments totalled ISK 51
billion at year-end 2017 compared to ISK 44 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.
4.6.4

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 6.3 billion at year-end 2017
compared to ISK 4.7 billion the year before.
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Exhibit 4.11. Bonds and debt instruments at year-end 2017 and 2016, with ratings based on Standard & Poor’s
ratings or equivalent (carrying amount, ISK bn). Consolidated.
Bonds and debt instruments

31.12.2017

31.12.2016

4.7

7.2

10.9

18.0

10.9

15.0

Icelandic government and government guaranteed bonds
Foreign government bills
thereof rated AAA

-

3.0

Domestic corporates

thereof rated AA

1.9

2.6

Domestic credit institutions

9.7

3.6

27.1

31.3

Total

Exhibit 4.12. Credit exposure by country and obligor type at year-end 2017 with 2016 for comparison (carrying
amount, ISK bn). Parent.
Central

Financial

Other obligor

Total

Total

government

institutions

Individuals

types

31.12.2017

31.12.2016

USA

2.1

2.9

0.6

5.2

10.7

7.5

Norway

2.5

3.3

1.1

3.3

10.2

7.3

Canada

-

0.1

0.0

9.1

9.2

8.4

UK

-

6.4

0.6

0.0

7.0

8.7

Switzerland

-

6.1

0.1

0.0

6.2

6.0

Belgium

-

3.9

0.1

-

4.0

2.5

Germany

3.1

0.6

0.1

0.0

3.9

6.8

Other countries

3.1

2.4

3.8

1.1

10.3

14.9

10.9

25.6

6.3

18.6

61.5

62.1

Country

Total

30

See also discussion on derivatives in Sections 4.5
and 5.3.5.
4.6.5

COUNTRY RISK EXPOSURE

Exposure to countries other than Iceland amounted to ISK 62 billion at year-end 2017, similar to
the year before. This exposure relates mainly to
the management of the Bank’s foreign liquidity reserves.
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.
4.7

LOANS TO CUSTOMERS

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.
4.7.1

DEVELOPMENT OF THE LOAN
PORTFOLIO

At year-end 2017 the size of the loan portfolio was
ISK 755 billion, having grown from ISK 688 billion
at year-end 2016. 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 2017.

Pillar 3 Report 2017

CREDIT RISK

Exhibit 4.13. The main sources of changes in carrying amount from year-end 2016 to year-end 2017. 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.
1,100

7

1,000

112

112

900
135

800

199

6

2

4

755

700
688
600
500
Carrying
amount

New
lending

Refinancing CPI and FX Refinanced Instalments Write−offs Changes in Other
changes
impairment changes

Carrying
amount

Exhibit 4.14. Currency composition of loans to customers at year-end 2017 (carrying amount, ISK bn). Consolidated.
Industry sector

Individuals

Non-indexed

CPI-linked

Foreign currency

Total

122.0

177.0

0.3

299.4

Commerce and services

92.1

13.3

6.6

112.1

Construction

21.1

2.7

1.0

24.8

Energy

3.0

3.9

0.2

7.1

Financial services

0.0

-

-

0.0

36.5

5.6

27.9

70.0

Industrial and transportation
Investment companies

8.3

3.8

7.6

19.7

Public sector and non-profit

6.7

5.2

0.0

11.9

59.7

58.6

8.7

127.1

8.6

0.5

75.8

84.9

358.1

270.5

128.3

756.9

organisations
Real estate
Seafood
Total
31

4.7.2

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. Loans to customers are categorised into three currency types,
Non-indexed, Consumer Price Index (CPI) linked
and Foreign currency (FX). Exhibit 4.15 shows the
development of the currency composition of customer loans from year-end 2010 to 2017.
4.7.3

LOANS TO INDIVIDUALS

Loans to individuals amounted to ISK 299 billion
at year-end 2017 compared to ISK 286 billion the
year before. New loans and refinancing amounted
to ISK 78 billion.
Loans to individuals derive from lending activities to individuals and households and can be broken down into 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 collec-
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Exhibit 4.15. Currency composition of loans to customers at year-end 2010-2017 (percentage of portfolio). Consolidated.

9%
19%
15%

2%
19%

1%
16%

19%

18%

17%

17%

33%

33%

36%

36%

Foreign currency with
ISK cash flow
Foreign currency
CPI−linked ISK

18%

32%
34%

33%

Non−indexed ISK

24%

38%

42%

46%

2010

2011

2012

52%

2013

48%

2014

tion procedures in a timely manner by contacting
customers immediately if payments are late. In July
2017, regulators set a cap of 85% of market value
for the LTV of all new mortgages in Iceland (90% for
first-time buyers)4 . The Bank’s policy was already
stricter than that and therefore this new regulation
had no effect on the Bank’s mortgage portfolio.
4
FME Rules no. 666/2017 on Maximum Loan to Value Ratio for
New Residential Mortgages.

49%

2015

47%

2016

ments. Term loans are generally not as well collateralised as mortgages and leasing.
Credit cards and overdrafts to individuals are
usually uncollateralised short-term consumer
loans. They are used to meet fluctuations in cash
flows and the outstanding amounts per customer
are typically low. It is expected that future earningability 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.

47%

2017

Term loans to individuals are often secured with
residential real estate but do not satisfy all the requirements needed to be classified as the product type mortgages. These loans may have a nonstandard 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 homebuyers or loans for home improve-

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 yearend 2010 to 2017.
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

Exhibit 4.16. Breakdown of loans to individuals by product type and number of days past due at year-end 2017 (carrying amount, ISK bn). Consolidated.

Loans to individuals

Mortgages

Neither past due

4-90 days

> 90 days

nor impaired

past due

past due

Impaired

Total

> 90 days past due
or impaired

219.3

5.0

1.3

0.3

225.8

0.7%

Term loans

36.0

1.7

0.4

0.2

38.3

1.5%

Credit cards

16.2

0.2

0.0

0.0

16.4

0.1%

Overdrafts

10.9

0.4

0.0

0.1

11.4

0.8%

7.2

0.3

0.0

0.0

7.5

0.5%

289.6

7.5

1.7

0.6

299.4

0.8%

Leasing
Total
32
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Exhibit 4.17. Loans to individuals broken down by past due status at year-end 2010–2017 (carrying amount).
Consolidated.

7%
21%
7%
5%

68%

2010

9%

3%
6%
6%

3%
4%
5%

3%
2%
5%

1%
2%
4%

1% 1%
3%

0%
1%
2%

Impaired
> 90 days past due

8%

4−90 days past due

76%

2011

87%

90%

93%

95%

97%

84%

2012

2013

2014

2015

2016

2017

Neither past due nor
impaired

Exhibit 4.18. Breakdown of the mortgage portfolio by the LTV calculated for each property, year-end 2017 and 2016
(carrying amount, ISK bn). Consolidated.
50
45
40

31.12.2016

35

31.12.2017

30
25
20
15
10
5

property. The value of the property is usually tak-

chase price of the property can be used as a valu-

en as the tax value obtained from Registers Ice-

ation in the beginning while it is considered more

land5 but for newly granted mortgages, the pur-

accurate. For mortgages that are not on the first

In Icelandic: Þjóðskrá Íslands. For detail see Icelandic Property
Registry.
33

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 63% at year-end 2017
compared to 67% at year-end 2016.
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 part of the
loan amount is distributed in loan-to-value bands.
In the breakdown, each part of the loan amount
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.

0

5

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 ways depending on
the intended usage. Here, two such representations are presented.

lien, the combined loan to value (CLTV) is the sum
of the current carrying amount of the loan under

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
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Exhibit 4.19. Breakdown of the mortgage portfolio by LTV bands, year-end 2017 and 2016 (carrying amount, ISK
bn). See main text for further explanation. Consolidated.

Exhibit 4.18, each part of the loan amount is categorised according to its seniority in the total debt
on the underlying asset.

45

4.7.4

40
35
31.12.2016

30
25

31.12.2017

20
15
10
5
0

remaining part6 . One of the benefits of the representation shown in Exhibit 4.19 is that the part of
the mortgage portfolio that is potentially eligible
for a 35% risk weight is on the left side of a vertical
6

line drawn at 80% LTV in Exhibit 4.19, this amount
cannot be inferred from Exhibit 4.18.
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

See more on risk weights in Exhibit 4.38.

LOANS TO COMPANIES

The category 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 458 billion at yearend 2017 compared to ISK 404 billion at yearend 2016. New loans and refinancing of outstanding loans amounted to ISK 233 billion in the year
2017.
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 of more uncertainty in
future earnings ability for companies.
An overview of the company loan portfolio by
sector and number of days past due at year-end

Exhibit 4.20. Loans to individuals by LTV bands and product type at year-end 2017 (ISK bn). Consolidated.
LTV band

0–50%

Mortgages

175.9

78%

50–70%

35.7

70–80%

10.1

80–90%

1.7

Term loans

Credit cards & overdrafts

12.6

45%

1.9

7%

16%

3.9

14%

0.8

4%

1.6

6%

0.4

1%

2.9

10%

0.3

1%

Leasing

9.6

72%

3%

2.2

1%

0.7
0.4

Total

200.0

68%

17%

42.7

14%

5%

12.7

4%

3%

5.4

2%

90–100%

0.6

0%

0.7

3%

0.2

1%

0.2

2%

1.8

1%

100–110%

0.3

0%

0.4

1%

0.1

0%

0.1

1%

0.9

0%

>110%

0.7

0%

0.9

3%

0.2

1%

0.1

1%

1.9

1%

Unsecured

0.4

0%

5.3

19%

23.5

86%

0.0

0%

29.2

10%

225.5

100%

28.1

100%

27.5

100%

13.4

100%

294.5

100%

Total
34
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Exhibit 4.21. Loans to companies broken down by number of days past due at year-end 2010–2017 (carrying
amount). Consolidated.

29%

12%
2%
6%

6%
1%
6%

2%
2% 1%

1%
1% 1%

1% 1%
1%

1%
0%
2%

45%

Impaired
> 90 days past due

6%
2%

4−90 days past due

3%
2%
80%

87%

96%

97%

97%

97%

Neither past due
nor impaired

2017 is given in Exhibit 4.22. The development of
this breakdown for the portfolio of loans to companies at year-end 2010 to 2017 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.
The Bank’s exposure to tourism has increased
with the increased importance of tourism to the
Icelandic economy. New lending to tourism was
21% of all new lending to companies in 2017 and
at year-end 2017 the exposure to tourism was
13% of the loan portfolio, same as the year before.

62%
50%

4.8

2010

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-

2011

2012

2013

2014

2015

2016

2017

LOANS COVERED BY COLLATERAL

Exhibit 4.22. Loans to companies by sector and by number of days past due at year-end 2017 (carrying amount, ISK bn). Consolidated.
Loans to companies by
sector

Commerce and services
Construction

Neither past due

4–90 days

> 90 days

> 90 days past due or

nor impaired

past due

past due

Impaired

Total

impaired

108.2

2.8

0.2

0.9

112.1

1.0%

23.3

0.4

0.1

1.0

24.8

4.4%

Energy

7.1

-

-

-

7.1

-

Financial services

0.0

-

-

-

0.0

-

68.8

0.6

0.4

0.1

70.0

0.8%

Industrial and
transportation
Investment companies

19.3

0.2

0.2

-

19.7

1.1%

Public sector and NPOs

11.9

0.0

-

-

11.9

-

123.3

2.3

0.2

1.2

127.1

1.1%

82.4

1.6

0.5

0.2

84.8

0.9%

444.4

7.9

1.7

3.5

457.5

1.1%

Real estate
Seafood
Total
35
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Exhibit 4.23. Loans to companies by LTV bands and industry sector at year-end 2017 (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.
Commerce &

Industrial &

Public sector &

Real estate &

services

transportation

NPOs

construction

LTV band

Seafood

Other sectors

Total

0–50%

65.9

60%

31.4

44%

0.7

6%

107.2

63%

67.1

78%

17.5

65%

292.2

61%

50–70%

16.6

15%

7.3

10%

0.1

1%

22.1

13%

9.6

11%

2.4

9%

58.6

12%

70–80%

4.3

4%

1.8

3%

0.0

0%

7.3

4%

2.5

3%

0.8

3%

16.9

4%

80–90%

2.4

2%

1.3

2%

0.0

0%

3.3

2%

1.5

2%

0.5

2%

9.1

2%

90–100%

1.5

1%

1.1

1%

0.0

0%

1.3

1%

0.3

0%

0.3

1%

4.5

1%

100–110%

0.9

1%

0.9

1%

0.0

0%

0.6

0%

0.0

0%

0.1

0%

2.4

1%

11.9

11%

6.5

9%

0.0

0%

23.8

14%

5.4

6%

1.6

6%

49.7

10%

>110%
Unsecured
Total

5.7

5%

21.3

30%

10.9

93%

3.6

2%

0.0

0%

3.9

14%

46.7

10%

109.2

100%

71.5

100%

11.7

100%

169.2

100%

86.5

100%

27.1

100%

480.1

100%

term consumer loans such as overdrafts and credit cards. In the case of large companies, the Bank
takes charge over assets such as real estate, fishing
vessels, cash and securities, as well as other collateral including accounts receivable, inventory, vehicles and 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. Covenants in loan agreements are also an
important credit enhancement but they do not reduce credit exposure.
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.
Valuation of collateral is based on market price,
official valuation from Registers Iceland or the ex36

pert 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.
To assess 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 this assessment in order to reflect the Bank’s actual exposure to credit risk.

Exhibit 4.25 shows the financial effect of allocated collateral at year-end 2017 broken down by
sector and type of collateral.
4.9

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 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.
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Exhibit 4.24. The continuous LTV distribution of the loan portfolio by type of underlying asset at year-end 2017 (ISK
bn). Consolidated.
140
120

Residential real estate
Commercial real estate

100

Vessels
80

Cash & securites
Vehicles & equipment

60

Other collateral
40
20

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 2017. 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 2017.
Asset quality is measured with non-performing
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 20147 contains a
detailed discussion on various definitions of nonperforming 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. Exhibit 4.31 shows

0

7

Íslandsbanki Pillar 3 Report 2014.

Exhibit 4.25. Financial effect of allocated collateral at year-end 2017 (ISK bn). Consolidated.
Residential real

Commercial

Credit exposure covered by collateral

estate

real estate

Vessels

secureties

Cash &

Individuals

Vehicles &
equipment Other collateral

Total

241.5

9.5

0.0

0.5

13.1

0.2

264.9

Commerce and services

6.3

43.7

0.9

0.2

25.2

17.3

93.5

Construction

9.9

11.1

-

0.4

1.9

4.0

27.2

Energy

-

3.4

-

0.4

-

0.1

3.9

Financial services

-

-

-

0.2

-

-

0.2

Industrial and transportation

1.1

21.2

2.9

0.1

6.1

15.0

46.5

Investment companies

2.0

4.6

-

2.4

0.1

9.2

18.2

Public sector and NPOs

0.1

0.8

-

0.0

0.1

0.0

0.9

14.3

112.3

-

0.4

0.2

0.9

128.1

0.1

6.5

75.9

0.0

0.2

7.4

90.3

275.3

213.2

79.7

4.6

46.9

54.1

673.8

Real estate
Seafood
Total
37
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Exhibit 4.26. Loans to customers by risk groups and past due status at year-end 2017 (carrying amount, ISK bn). Consolidated.
Neither past due

4–90 days

>90 days

nor impaired

past due

past due

Impaired

Total

Risk classes 1–4

189.7

0.0

-

-

189.7

Risk classes 5–6

314.4

0.4

-

-

314.8

Risk classes 7–8

180.1

3.7

-

-

183.9

Risk group

Risk class 9

40.2

9.7

0.0

-

49.9

Risk class 10

4.5

1.5

3.4

4.0

13.5

Unrated

5.0

0.1

-

-

5.1

734.0

15.4

3.5

4.0

756.9

Total

Exhibit 4.27. Loans to individuals by risk groups and

Exhibit 4.28. Loans to companies by risk groups and

number of days past due at year-end 2017 (carrying

number of days past due at year-end 2017 (carrying

amount, ISK bn). Consolidated.

amount, ISK bn). Consolidated.

120

250

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 implementation of IFRS 9. The other trigger is the state

Impaired
>90 days past due

100

200

4−90 days past due
80

Neither past due
nor impaired

Impaired

of being more than 90 days past due on a material

>90 days past due

credit obligation. Default criteria are applied per

4−90 days past due

customer and not by facility. Exhibit 4.32 shows

150
Neither past due nor impaired

60
100

that are measured at amortised cost, broken into
defaulted and non-defaulted exposures.

40
50

20

the gross and net carrying value of financial assets

Exhibit 4.33 shows changes in the stock of defaulted loans. The changes are tracked monthly,

0

0
1−4

5−6

7−8

9

10

1−4

Unrated

4.10

5−6

7−8

9

10

Unrated

EXPOSURES IN DEFAULT

which means that a customer can be marked as defaulted and return to non-defaulted status again
within the calendar year. Repeatedly defaulting

When there is objective evidence that the Bank
the development of the non-performing ratio de-

customers are thus counted as often as they return

will incur losses on loans, their net carrying

to default status. The amount under other changes

fined in this way. The ratio has been decreasing in

amounts are reduced, using an allowance ac-

can include accrued interest and CPI or FX move-

recent years and at year-end 2017 the ratio was

count, to the present value of expected future

ments in addition to partial recovery and instal-

down to 1.0%, compared to 1.8% a year earlier.

cash flows, discounted at their effective interest

ments.
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4.11

Exhibit 4.29. Migration of risk classes in 2017 (carrying amount, ISK bn). Consolidated.
400
350

Small companies

300

Large companies

250

Individuals

200
150
100
50
0
Rating
expired

Into
default

>3

2−3

1

Downgrades

0

1

2−3

Same

>3

Out of
default

Previously
unrated

Upgrades

Exhibit 4.30. Definition of the Bank’s non-performing assets, indicated by the highlighted cells.
Asset classes

Exposure

Cross default

Non-performing criteria

(can choose many)

(choose one)

(choose one)

(can choose many)

Loans to customers

Gross carrying amount

Per facility

>90 days past due

Loans to banks

Net carrying amount

Per customer

Specific impairment

Other assets

Payments in arrears

Per group of connected

Forbearance

clients

Cure period

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 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
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 net carrying amount of
loans that received forbearance measures in 2017
and are neither impaired nor more than 90 days
past due at year-end 2017. Information on forbearance agreements granted by subsidiaries is
currently not available.

Exhibit 4.31. The Bank’s non-performing loans ratio as defined in Exhibit 4.30.
25%
20%
15%

4.12
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Q2
2012

Q4
2012

Q2
2013

Q4
2013

Q2
2014

Q4
2014

Q2
2015

Q4
2015

Q2
2016

Q4
2016

Q2
2017

Q4
2017

REPOSSESSED ASSETS HELD FOR SALE

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
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Exhibit 4.32. Breakdown of gross and net credit exposure of defaulted exposures at year-end 2017 (ISK bn). Consolidated.
Non-defaulted

Defaulted

Allowance for

Credit

exposures

exposures

impairments

exposure

(Gross)

(Gross)

(Gross)

(Net)

Loans to customers

744.9

20.7

8.7

756.9

Individuals

296.1

5.4

2.2

299.4

Commerce and services

110.9

4.3

3.0

112.1

23.4

2.4

1.0

24.8

Energy

7.1

-

-

7.1

Financial services

0.0

-

-

0.0

Industrial and transportation

66.6

4.7

1.3

70.0

Investment companies

19.5

0.6

0.4

19.7

Public sector and non-profit organisations

11.9

-

-

11.9

125.4

2.0

0.3

127.1

84.1

1.3

0.5

84.9

152.9

1.0

0.1

153.9

Companies

Total

Construction

Real estate
Seafood
Off-balance sheet exposures

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

Defaulted loans at end of 2016
Loans that have defaulted in 2017

Individuals

8.3

18.6

26.9

5.5

5.0

10.5

Loans returned to non-defaulted status

(7.1)

(3.3)

(10.4)

Amounts written off

(1.2)

(4.7)

(5.9)

Other changes

(0.1)

Defaulted loans at end of 2017

5.4

(0.3)

(0.4)

15.3

20.7

faults, debt restructuring and bankruptcies of its
customers. The Bank’s employees are not permitassist the customer to honour their commitment

ted to purchase repossessed assets.

have been exhausted. The Bank acquires these

Repossessed assets held for sale are classified

assets through repossessions following loan de-

into two groups, repossessed collateral and assets

40

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 have decreased at yearend 2017, compared to previous years, see Exhibit
4.35.
The second group represents repossessed collateral, which is mainly in land or property, amounting to ISK 1.2 billion at year-end 2017 compared
to ISK 3.4 billion the year before.
The development of the number of repossessed
residential properties is shown in Exhibit 4.36.
There are fewer repossessed residential properties
in 2017, compared to the two previous years, and
more properties sold. The number of properties
held for sale has decreased significantly in 2017,
reflecting increased activity in the real estate market. Details on the composition of properties held
for sale is shown in Exhibit 4.37.
4.13

CAPITAL REQUIREMENTS

The Bank reports its Pillar 1 capital requirements
for credit risk according to the standardised approach of the CRD IV. Exhibit 4.38 shows exposure amounts, risk weights and corresponding riskexposure amounts for the different portfolios as at
year-end 2017. 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-R is
estimated in the annual ICAAP process. This addon includes concentration risk and underestimation of credit risk under Pillar 1. The ICAAP discussion with the regulator in Iceland is still matur-
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Exhibit 4.34. Forbearance measures during 2017 (carrying amount, ISK bn). Consolidated.

Exhibit 4.35. Assets of disposal groups classified as held
for sale at year-end 2013–2017 (carrying amount, ISK
bn). Consolidated.

Individuals

Companies

Total

Loans more than 90 days past due or impaired

2.3

5.2

7.5

35

Performing loans where forbearance agreements were made

2.3

12.6

14.9

30

Temporary payment holidays

1.8

1.0

2.8

25

Capitalisation of arrears

0.3

0.4

0.7

20

Extension of loan terms

0.2

11.2

11.4

15

-

-

-

Other loans neither 90 days past due nor impaired

294.8

439.7

734.5

Total

299.3

457.5

756.9

40

Waiving of covenant enforcement

Exhibit 4.36. Number of repossessed and sold residential properties (left hand axis) and residential properties for sale
(right hand axis) at quarter-end 2014 to 2017. Consolidated.
60

Repossessed
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300
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40
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0
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2015

Q4
2015
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Q2
2016

Q3
2016

Q4
2016

Q1
2017

Q2
2017

Q3
2017

Q4
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Exhibit 4.37. Residential properties held for sale at year-end 2017 and 2016 (number). Consolidated.
31.12.2017

31.12.2016

39

97

of which rented out

17

34

of which advertised for sale

20

55

2

8

Residential property

of which not ready
41

10
5
0
2013

2014

2015

2016

2017

ing but for the last few years, the add-on for credit risk in Pillar 2-R 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, high volatility commercial real estate
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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Exhibit 4.38. Exposure, risk weights, flow between exposure classes (outflow due to financial collateral and corresponding inflow) and risk-exposure amounts per asset class at
year-end 2017 (ISK m). Consolidated.

On balance sheet
Central governments or central banks
0%
Regional governments
20%
100%
Administrative bodies
100%
Financial institutions
20%
50%
100%

Derivatives

Off balance sheet

Financial

exposures

(after CCF)

collateral

Inflow

REA

189,420

-

2

-

1,114

-

189,420

-

2

-

1,114

-

10,388

1

1,244

5

-

2,365

10,339

1

1,244

5

-

2,316

49

-

-

-

-

49

923

-

77

-

-

1,000

923

-

77

-

-

1,000

26,936

1,697

42

-

-

7,850

25,291

71

-

-

-

5,072

417

654

-

-

-

535

1,228

973

42

-

-

2,243

Corporates

383,035

4,396

37,209

571

-

424,070

100%

383,035

4,396

37,209

571

-

424,070

Retail
75%
Real estate

232

12,332

364

-

148,002

232

12,332

364

-

148,002

166,916

-

-

-

-

58,661

35%

165,312

-

-

-

-

57,859

50%

1,604

-

-

-

-

802

10,456

8

421

195

-

13,918

Exposure in default
100%

3,817

-

415

0

-

4,232

150%

6,638

8

6

195

-

9,685

Collective investment undertakings (CIU)
100%
Equity exposures
150%
Other items

3

-

-

-

-

3

3

-

-

-

-

3

4,512

-

-

-

-

6,767

4,512

-

-

-

-

6,767

19,887

-

-

-

-

19,887
19,887

100%

19,887

-

-

-

-

150%

-

-

-

-

-

-

997,612

6,334

51,328

1,135

1,114

682,525

Grand total

42

185,135
185,135
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5 MARKET RISK
Most restrictions on foreign exchange transactions and cross-border movement of domestic and foreign currency in Iceland were lifted in March 2017. The domestic stock market, with a 13% increase
in total turnover compared to 2016, yielded a negative return of 3.4% in 2017 according to the stock
market index OMXI8GI. The return of the domestic bond market was 9.3% measured by the NOMXIBB index with a total turnover falling by 16% in 2017 compared to 2016. From year-end 2016 to
year-end 2017 the Consumer Price Index rose by 1.8% and the ISK depreciated by 0.7%.
Market risk accounted for 12.7% of the Group’s total capital requirement in 2017 compared to
14.0% in 2016. The primary development of the Group’s market risk over the course of 2017 was
that equity risk in the trading book and the Group’s inflation imbalance were significantly lower in
2017 compared to 2016. The interest rate risk in the banking book decreased mid-year 2017 although it is expected to increase again due to a Supreme Court ruling in late 2017 regarding interest rate reset terms on consumer mortgage contracts. The development of other market risk factors
remained modest.
5.1

and the managing director of Finance & Treasury
(CFO) are responsible for the market risk taken on
or owned by their units and for earning an acceptable level of return on these risks. The directors of
business units that take on market risk on behalf of
the Bank are responsible for identifying and managing the risk in their portfolios within limits approved by the Board, ARC or ALCO.

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 notion-

STRATEGY, ORGANISATION AND

CPI-indexation, and due to shares and equity in-

al amounts and sensitivity measures. The Bank also

RESPONSIBILITY

struments. The Bank also takes on market risk in re-

uses stress tests to simulate the effects on portfo-

Market risk is defined as the current or prospective

lation to its trading activities and other activities re-

lios from extreme but plausible market events and

risk to earnings and capital arising from adverse

lated to investment banking or treasury.

Value-at-Risk (VaR) based measures for margin

movements in the level or volatility of prices of

The ultimate responsibility for ensuring an ade-

requirement calculations, capital calculations and

market instruments, such as those that arise from

quate market risk management and internal con-

determination of trading limits. These tools pro-

changes in interest rates, inflation, equity prices

trol framework at Íslandsbanki lies with the Board

vide complementary information to notional limits

and foreign exchange rates.

of Directors. The Board defines the market risk

and sensitivity measures but the limit structure for

Market risk has been identified as one of the

governance framework and the acceptable level of

market risk is not formally VaR based.

key risk factors in the Bank’s operations. The Bank

market risk through the Risk Management and In-

The business units, as the first line of defence,

takes on market risk as a part of its business strat-

ternal Control Policy, the Risk Appetite Statement

are responsible for continuous monitoring of the

egy and aims to maintain a moderate market risk

and the Market Risk Policy.

market risk inherent in their operations, for main-

profile. The objective of the Bank’s market risk

The All Risk Committee (ARC) is responsible for

taining their view on these risks and for notifying

management framework is to manage and control

the review and implementation of the Market Risk

senior management of any foreseeable breaches

market risk exposures and ensure that the market

Policy and the market risk appetite. The Asset and

of limits, policies or strategic direction. Risk Man-

risk profile is within the Board’s approved risk ap-

Liability Committee (ALCO) decides on individu-

agement, as the second line of defence, monitors

petite.

al proposals for assuming and pricing market risk

the overall market risk profile of the Group, ensures

Market risk mainly originates in the banking

on behalf of the Bank within the appetite and lim-

proper escalation of limit breaches and provides an

book due to mismatches in assets and liabilities

its approved by the Board and ARC. The manag-

independent view on all market risk taken on by

with respect to currencies, interest reset dates and

ing director of Corporate & Investment Banking

the Group.
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Exhibit 5.1. Main types of market risk within Íslandsbanki.
Risk type

Description

Origination

Main limit types

Interest rate risk

Current or prospective risk to earnings or capital arising from – Bonds and debt instruments.

– BPV (basis point value).

adverse movements in interest rates. Main sources of

– Interest rate derivatives.

– Total long and short positions in

interest rate risk are as follows:

– Loans and deposits.

underlying securities.

– Re-pricing risk: Arising from differences between the

– Open delta position of underlying

timing of rate changes and the timing of cash flows.

securities.

– Yield curve risk: Arising from changing rate relationships

– Duration of underlying securities.

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.
Inflation risk (CPI risk)

The risk that earnings or capital may be negatively affected

– CPI-linked bonds and debt instruments. – Size of the inflation imbalance.

from changes in inflation due to the indexation af assets and – CPI-linked loans and deposits.
Credit spread risk

liabilities to the Consumer Price Index (CPI).

– CPI-linked derivatives.

The risk that earnings or capital may be negatively affected

– Bonds and debt instruments.

– Issuer-specific notional limits.

The risk that earnings or capital may be negatively affected

– Spot positions in currencies.

– Total currency balance.

from the fluctuations of foreign exchange rates, due to

– Foreign exchange derivatives.

– Total open position per currency.

transactions in foreign currencies or holding assets or

– Foreign-currency-denominated loans

– Total notional in underlying derivatives.

from adverse movements in bond risk premium for an issuer.
Currency risk

liabilities in foreign currencies.
Price risk

Trading liquidity risk

and deposits.

The risk that earnings or capital may be negatively affected

– Equities.

– Total position in equities.

from the changes in the price level or volatility of debt

– Bonds and debt instruments.

– Total position in individual securities.

instruments or equity instruments.

– Interest rate and equity derivatives.

The risk that the Bank is unable to easily liquidate or offset a

– Bonds and debt instruments.

– Total position in individual securities.

particular position without moving market prices due to

– Equities.

– Total notional of foreign exchange

inadequate market depth or market disruption, thus

– Derivatives.

derivatives.

negatively affecting the earnings or capital.

Exhibit 5.1 shows the risk factors related to mar-

book exposures are related to short- and medium-

portfolio and as hedges against customers’ deriva-

ket risk in the Group’s operations, their origination

term trading in securities, currencies and other

tives contracts. Banking book exposures are secu-

and main limit types.

capital market instruments and derivatives. The

rities held for long-term investment purposes, un-

Market risk at Íslandsbanki is split into two cat-

positions are undertaken mainly as a part of the

listed securities and holdings in subsidiaries or affil-

egories, trading book and banking book. Trading

Bank’s flow trading, through the Bank’s liquidity

iates. In addition, a large part of the banking book
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Exhibit 5.2. Market risk exposure and market risk ap-

Exhibit 5.3. Quarterly development of equity risk in

petite as a percentage of total capital base, average

2017. The Exhibit includes bond funds and bonds

positions. Consolidated.

with equity like features but excludes the equity risk

The equity risk is managed through limits on ag-

part of long-term holdings in the financial industry and

gregated market value and maximum exposure or

non-current assets held for sale as measured against

market share in single securities. The quarter-end

internal limits. (ISK m). Consolidated.

figures for the Group’s equity risk in 2017 are pre-

25%
20%
Interest rate risk
Currency risk
Appetite

15%

Equity risk
Inflation risk

decreased in 2017 with an ISK 1.7 billion average position in 2017 compared to ISK 3.3 billion in

6,000

5%

2016. The maximum equity exposure in the trad-

4,000

ing book was ISK 2.8 billion in 2017 compared to

2,000

ISK 4.9 billion in 2016.

The market risk is 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. The Bank is also exposed indirectly to market risk through customers’ derivative
positions. Those positions are subject to strict margin and monitoring requirements.
5.3

MARKET RISK EXPOSURE

The market risk appetite defines the maximum
market risk exposure that the Group is willing
to undertake. The market risk exposure is measured according to an internal framework where
the amount and volatility of the underlying positions are considered. In November 2017, the
45

12−2017

09−2017

06−2017

03−2017

0
12−2016

Q4−2017

Q3−2017

Q2−2017

Q1−2017

Q4−2016

0%

market risk is due to a mismatch in the composition
of assets and liabilities, for example with respect to
currencies, interest rates, CPI-indexation or other factors that can affect the Group’s earnings or
earnings volatility. Derivatives used to hedge such
imbalances are categorised in the banking book.

ISK.

sented in Exhibit 5.3. The trading equity exposure

10,000
8,000

10%

ments. Most of the shares held are denominated in

Equity risk in the trading book
Equity risk in the banking book

Board updated 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 the Group’s total capital base rather
than the Group’s Tier 1 capital as before. Note that
the Group’s total capital base and the Tier 1 capital were essentially the same until the Bank issued
a subordinated issue in November 2017. Exhibit
5.2 shows how the market risk exposure evolved in
2017 with respect to the average quarterly contribution of each risk factor according to the market
risk framework. In 2017, the overall market risk remained moderate and well within the Group’s risk
appetite. Interest rate risk and equity risk continued to be the largest contributing factors to market risk.

The market value of equity risk exposures in the
banking book, such as fair value shares and shares
held for sale, remained relatively stable in the year
2017. The Group has no positions in equity underwriting.
An overview of the equity risk exposures is presented in Exhibit 5.4. Note that hedges against
customers’ equity derivative positions are excluded since they do not carry direct market risk.

5.3.2

INTEREST RATE RISK

To manage interest rate risk, the Bank uses sensitivity measures like 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 fair value of the underlying position. The quarter-end figures for the Group’s interest rate risk in 2017 are presented in Exhibit
5.5. The interest rate risk in the banking book was

5.3.1

EQUITY RISK

The Group’s equity risk exposure arises from flow
trading, market making, shares acquired through
restructuring of companies and strategic invest-

significantly reduced by mid-year following a new
CPI-linked covered bond issuance but increased
again over the next quarter due to further issuance
and derivative contracts with customers.
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Exhibit 5.4. Equity risk exposures at year-end 2017 and 2016 (ISK m). Consolidated.
Designated at fair value

Long-term holdings & held

Bonds with equity like

Held for trading

through P&L

for sale

features

Total

1,742

1,645

-

-

3,387

-

2,188

1,940

1,364

5,492

1,742

3,833

1,940

1,364

8,879

1,938

1,737

-

-

3,675

-

1,717

1,289

1,371

4,377

1,938

3,454

1,289

1,371

8,052

31.12.2017
Listed
Unlisted
Total

31.12.2016
Listed
Unlisted
Total

Exhibit 5.5. Quarterly development of interest rate risk in
2017. Presented as the change in fair value that results
from a 100 basis points parallel upward shift in yield
curves (100 BPV in ISK m). Consolidated.
1,200
800
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−400
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−1,600
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Interest rate risk in the trading book
Interest rate risk in the banking book

Interest Rate Risk in the Trading Book
The Group’s interest rate exposures in the trading book arise mainly from flow trading, market
making and liquidity management. All positions in
the trading book are subject to BPV or duration
limits, both intraday and end-of-day limits. In ad46

dition to BPV limits, there are limits on the total short and long positions in underlying bonds.
For foreign bonds and bills in the liquidity portfolio there are issuer rating and maturity limits. The
maximum interest rate risk measured as the absolute value of the effect of a 100 basis points parallel upward shift in yield curves was ISK 437m in
2017 compared to ISK 417m in 2016. Exhibit 5.5
presents the quarter-end figures for interest rate
risk in 2017.

Interest rate risk in the banking book (IRRBB) arises from the Group’s core banking activities. It represents 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 Group’s assets and liabilities are of different maturities and are priced relative to different
interest rates. The Group’s main sources of interest
rate risk in the banking book are fixed rate mortgage loans, covered bond debts 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 Exhibit 5.6 all interest-bearing assets and liabilities are bucketed according to their
next interest rate reset date, and the effect of a
100 basis points upward parallel shift on the interest rate exposure presented. 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.
A Supreme Court ruling in late 2017 regarding
interest rate reset terms on consumer mortgage
contracts is expected to increase the Group’s interest rate risk in the banking book since the Bank
might not be able to reset interest rates on those
loan contracts containing the term clause in question. A worst-case estimate of the effect of the ruling on the Group’s interest rate risk is discussed
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Exhibit 5.6. The effect of a 100 basis points parallel upward shift in yield curves on the interest rate exposure in the banking book, for different interest rate reset periods, at year-end
2017 (100 BPV in ISK m). Consolidated.
0-3

3-12

1-2
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est rate risk of the positions. At year-end 2017 the

47

(50)

-

In addition to a parallel shift in yield curves, the
Group measures the effect of a so-called weighted adverse shift in yield curves. This entails that different weights are used to shift each yield curve in
a direction that results in a loss for the Group, and
the effect per yield curve is then added up to a single number. The development of the Group’s interest rate risk in the banking book in 2017 based
on this weighted adverse BPV is shown in Exhibit
5.7. The interest rate risk in the banking book measured according to this manner decreased over the
year mainly due to new CPI-linked covered bond
issuances.

The Group is exposed to inflation risk since assets
linked to the CPI exceed liabilities linked to the
CPI. The carrying amount of all CPI-linked assets
and liabilities changes according to changes in the
CPI at any given time and all changes in the CPI
affect the Group’s profit and loss through inter-

-

-

est income. The inflation risk inherent in the trad-

INFLATION RISK

-

-

in notes 64 and 65 in the Consolidated Financial
Statements.

5.3.3

750
133

-

(56)

(103)

(2)

Total

ing book positions is captured through the interinflation imbalance in the banking book amounted
to ISK 25.4 billion compared to ISK 58.5 billion at

Group’s currency imbalance in 2017. The currency imbalance was relatively stable throughout the
year and fluctuated around zero. The overall consolidated currency imbalance was ISK -0.8 billion
at year-end 2017.

year-end 2016. The banking book inflation imbalance decreased in 2017 mainly due to new CPI-

5.3.5

linked covered bond issuances and derivative con-

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), foreign exchange swaps (FX swaps),
outright forwards (FX forwards) as well as equity 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.

tracts. Exhibit 5.8 displays the development of the
Group’s banking book inflation imbalance in 2017.
5.3.4

CURRENCY RISK

Currency risk arises when financial instruments are
not denominated in the Group’s reporting currency, especially if there is a mismatch in the currency
denomination of assets and liabilities.
Currency risk is managed within internal and
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
1

base . Exhibit 5.9 displays the development of the
1

Central Bank Rules no. 950/2010.

DERIVATIVES

Derivatives that, since being fully hedged, do not
carry direct market risk are subject to notional limits that cap the Bank’s indirect exposure to the underlying risk factors. The equity and bond hedge
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Exhibit 5.7. Monthly development of interest rate risk in

Exhibit 5.8. Monthly development of the banking book

Exhibit 5.9. Monthly development of the currency

the banking book in 2017 (weighted adverse BPV in ISK

inflation imbalance in 2017 (ISK bn). Consolidated and

imbalance in 2017 (ISK bn). Consolidated and parent.

m). Consolidated and parent.

parent.
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Parent

12
10
8

60

25

50

20

40

15

30

6

Parent
Regulatory limit (parent)
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20
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Parent

4
10

2
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10

0

tomers’ equity and bond forward contracts. The
Bank uses derivatives to hedge imbalances with
respect to currency exposure, interest rate risk and
inflation risk in the banking book. Other derivatives in the Group are insignificant. For further information on derivative contracts see note 24 in
the Consolidated Financial Statements and Section 4.5 in the Pillar 3 Report.
5.4

CAPITAL REQUIREMENTS

The Bank reports its Pillar 1 capital requirements
for market risk according to the standardised approach of the CRD IV. Capital add-on for market risk under Pillar 2-R is estimated in the annual ICAAP process and reviewed by the regulator through the supervisory review and evaluation
process (SREP), a process that is still maturing in
Iceland. For the last few years, the main add-on for
market risk under Pillar 2-R has been due to underestimation of equity and interest rate risk in the
48

trading book under Pillar 1 and due to risk factors
not addressed under Pillar 1, namely market risk
arising from equities in the banking book, interest
rate risk in the banking book and inflation risk.
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6 LIQUIDITY RISK
The Bank maintained a strong liquidity position throughout 2017 and all regulatory and internal
metrics were above limits. At year-end 2017 the Bank’s LCR ratio was 128% for the parent company and 142% for the Group. The NSFR ratio at year-end 2017 was 118% for the parent company
and 117% for the Group.
The year-end balance of deposits decreased by around ISK 21 billion from 2016 to 2017, mainly
due to outflow of domestic financial institutions (ISK 23 billion) and offshore deposits (ISK 25 billion)
following the Central Bank currency auction in March. Offsetting these outflows, there has been a
substantial increase in retail deposits during the year (ISK 26 billion).
The Bank’s funding activities continued to evolve in 2017 as it consolidated its position in the domestic covered bond market, maintained strong liquidity ratios and issued subordinated debt, being
the first Icelandic bank to do so since 2008. Íslandsbanki’s credit ratings continued its positive trajectory as Fitch upgraded the Banks ratings to BBB in January 2017 and S&P upgraded its rating to
BBB+ in October 2017.
6.1

STRATEGY, ORGANISATION AND
RESPONSIBILITY

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.
Sound and efficient management of liquidity risk
is a key factor to ensure the viability of the Bank’s

– The Bank has in place a liquidity contingency
plan which shall be tested regularly
– The Bank aims for consistency and transparency
in liquidity disclosure
– The Bank aims to maintain a prudent amortisation profile on its portfolio of loans to customers
in order to reduce the refinancing risk of both the
Bank’s customers and the Bank itself

operations and to achieve and maintain a target

– The Bank aims to maintain a prudent balance

credit rating. The Bank takes a conservative and

between the maturity of assets and liabilities and

prudent approach to manage liquidity risk and its

to avoid spikes in the funding profile

liquidity strategy assumes that the Bank fulfils ex-

The Bank’s liquidity risk appetite is reflected in the

ternal rules on liquidity at all times and can sustain

liquidity risk framework and guided through the

a prolonged period of stress. Following are the key

liquidity limit structure.

principles on which the Bank’s liquidity risk man-

The ultimate responsibility for ensuring an ade-

agement framework is based:

quate liquidity risk management and internal con-

– Roles and responsibilities with respect to man-

trol framework at Íslandsbanki lies with the Board

agement of liquidity risk shall be clear
– The definition, categorisation and management
of liquid assets shall be clear
49

of Directors. The Board defines the liquidity risk
governance framework and the acceptable level of
liquidity risk through the Risk Management and

Internal Control Policy, the Risk Appetite Statement and the Liquidity Risk Policy.
The All Risk Committee (ARC) is responsible
for the review and implementation of the Liquidity Risk Policy, Liquidity Contingency Plan and the
liquidity risk appetite. The Asset and Liability Committee (ALCO) decides on individual proposals for
internal and external pricing, subject to the policies
and models approved by the Board and ARC. ALCO also reviews and approves investment policies
for managing the Bank’s liquid assets, reviews and
approves the liquidity stage assessment as part
of the Bank’s Liquidity Contingency Plan and reviews information about the liquidity position of
the Bank with respect to targets and limits.
The Chief Financial Officer (CFO), as the managing director for Treasury, is responsible for ensuring the necessary resources and training of employees for understanding, identifying, measuring
or assessing, monitoring, mitigating and reporting
on funding and liquidity risk. Treasury is responsible for the liquidity management of the Bank, in
line with the internal and regulatory limits and policies, and the associated risks. Treasury is also responsible for the Bank’s funding operations and
the internal pricing framework.
The Bank complies with FME guidelines on liquidity management1 which are based on the Principles for Sound Liquidity Risk Management and
Supervision, issued by the Basel Committee on
Banking Supervision2 .
1
FME Guidelines no. 2/2010 for Sound Liquidity Risk Management and Supervision.
2
Basel Committee on Banking Supervision, Principles for Sound
Liquidity Risk Management and Supervision.
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Exhibit 6.1. The planned implementation of the LCR and NSFR in Iceland compared to the Basel Committee. TBD
represents that the implementation is yet to be determined while N/A represents that implementation has not taken
effect.

ICELAND

BASEL
COMMITTEE

6.2

2017

2018

2019

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

LCR 100%
FX−LCR 100%
NSFR TBD
FX−NSFR 100%

LCR 100%
FX−LCR 100%
NSFR TBD
FX−NSFR 100%

LCR 80%
NSFR N/A

LCR 90%
NSFR 100%

LCR 100%
NSFR 100%

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 the preparation phase for the lifting of
capital controls in Iceland, the Central Bank of Iceland implemented the LCR and the NSFR ahead
of Europe and special focus was placed 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
3
Central Bank Rules no. 266/2017 on Liquidity Ratio replacing the
rule no, 1055/2013.
4
Central Bank Rules no. 1032/2014 on Funding Ratio in Foreign
Currencies.
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changed the rules on liquidity ratio to make them
fully comparable with European standards. At the
beginning of 2018, the Central Bank implemented the newly developed additional liquidity monitoring metrics (AMM)5 to obtain a comprehensive
view of the bank’s liquidity risk profile. The AMM
cover a wide array of monitoring metrics, including
a maturity ladder, funding concentration, concentration of counterbalancing capacity and rollover
of funding.
Exhibit 6.1 displays the implementation plan
for the LCR and NSFR in Iceland compared to
the Basel minimum standards. At the beginning
of 2018, the minimum standard for the NSFR will
be implemented in Europe but the Central Bank
of Iceland has not issued a plan regarding implementing the standard in Iceland.
According to the Central Bank’s rules on liquidity ratios, the Bank submits monthly reports on the
LCR and NSFR ratios along with AMM reports to
the Central Bank. In addition to these regulatory
measures, the Bank monitors a number of quan5
EBA draft implementing standards on additional liquidity monitoring metrics

titative and qualitative liquidity measures, both
static and forward-looking, to assess and quantify its liquidity position and thereby its liquidity risk.
These include predefined triggers for the assessment of liquidity stage and forecasts of the development of the LCR. The assumptions for the internal liquidity measures are reviewed regularly.
Treasury, as a first line of defence, is responsible
for continuous monitoring of the liquidity risk inherent in the Bank’s operations and for notifying
senior management of any foreseeable breaches
from either internal or regulatory targets, limits or
strategic direction. Risk Management, as the second line of defence, is responsible for providing an
independent view on liquidity risk on a consolidated basis to internal and external stakeholders and
for managing the annual Internal Liquidity Adequacy Assessment Process (ILAAP).
Current or prospective breaches in internal or
regulatory liquidity targets or limits result in an escalation of the Bank’s liquidity stage according to
the definitions and triggers described in the Bank’s
Liquidity Contingency Plan which is described further in Section 6.5.
6.3

LIQUIDITY POSITION

The Bank maintained a strong liquidity position
throughout 2017 and all regulatory and internal
metrics were above limits. The foreign currency
denominated LCR was actively managed to a lower, albeit still high, level in an effort to reduce liquidity cost at year-end 2017. In 2018, the Bank
will continue to steer its liquidity ratios with the aim
of reducing liquidity cost further while keeping the
ratios comfortably above minimum requirements.
Exhibits 6.2–6.5 show the development of the
LCR and NSFR ratios for Íslandsbanki in 2017 as
compared to the regulatory minimum where appli-
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Exhibit 6.2. LCR for all currencies. Consolidated and

Exhibit 6.3. LCR in foreign currency. Consolidated and

Exhibit 6.4. NSFR for all currencies. Consolidated and

parent.
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parent.
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High Quality Liquid Assets (HQLA) are defined as assets that can be easily and immediate-

Exhibit 6.6 shows the breakdown of the Group’s
positions6 underlying the LCR at year-end 2017
6

In accordance with Article 435(1) of Regulation (EU) 575/2013
and guidelines from the Central Bank
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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.

Exhibit 6.5. NSFR in foreign currency. Consolidated and

04−2017

ly converted into cash at little or no loss of value.
These include cash, Central Bank deposits, government bonds and corporate debt securities. The
main outflow factors include 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.
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LCR for all currencies − Consolidated

NSFR for all currencies − Parent
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LCR for foreign currencies − regulatory minimum
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LIQUIDITY COVERAGE RATIO
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LCR for all currencies − Parent

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. The formula for the LCR is
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12−2016

12−2017

11−2017

10−2017

09−2017

08−2017

07−2017

06−2017

05−2017

04−2017

03−2017

02−2017

01−2017

12−2016

40%

cable. The following chapters provide further details on the composition of the LCR and NSFR.
The Bank’s liquidity management assumes that
part of the liquidity portfolio in foreign currencies
can be invested in highly liquid bonds and bills issued by foreign governments with a long-term issuer rating of at least AA, short-term bank deposits
or commercial paper issued by banks which have
been allocated a credit limit. See further information in Exhibits 4.10 and 4.11 in Chapter 4.
6.3.1

60%

NSFR for foreign currencies − Parent
NSFR for foreign currencies − Consolidated
NSFR for foreign currencies − regulatory minimum

and 2016. According to the LCR disclosure standards, the figures show the average of end-ofmonth positions throughout 2017 as opposed to
the year-end figures in the Consolidated Financial
Statements.
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Exhibit 6.6. Composition of the Liquidity Coverage Ratio (ISK bn). For greater detail consult exhibit EU LIQ1 in the accompanying excel sheet. Consolidated.
LCR breakdown

All currencies

end-of-month average 2017

Balance (less than 30

Foreign currency
LCR weighted

Balance (less than 30

day maturity)

LCR weighted

day maturity)

High-quality liquid assets
Total high-quality liquid assets (HQLA)

218

218

23

23

Cash outflows
Retail deposits and deposits from small business customers

250

25

14

2

Unsecured wholesale funding

177

110

45

25

-

-

-

-

54

15

19

5

Secured wholesale funding
Additional requirements
Other contractual funding obligations

8

4

1

1

Other contingent funding obligations

34

13

5

1

522

166

84

33

Inflows from fully performing exposures

42

34

31

27

Other cash inflows

18

6

3

2

Total cash inflows (0-30 days)

60

41

34

29

Total cash inflows subject to 75% cap

60

41

34

24

Total cash outflows (0-30 days)
Cash inflows

Total HQLA (2017 End-of-month avg.)

218

23

Total net cash outflows (2017 end-of -month avg.)

126

8

Liquidity coverage ratio (2017 end-of-month avg.)

173%

268%

Liquidity coverage ratio (year-end 2017)

142%

159%

6.4

FUNDING

6.4.1

NET STABLE FUNDING RATIO

The Bank continues to be predominantly funded

A key metric for assessing the long-term viabili-

by deposits although borrowings through bond is-

ty of the Bank’s funding structure is the Net Sta-

suance amount to around 30% of the total funding.

ble Funding Ratio (NSFR). The NSFR measures the

The deposit-to-loan ratio, which has been in the

proportion of stable funding to long-term assets

range of 70-80% in 2017, is expected to remain

for a time horizon of over one year. In particular, the

in that range over the coming years. The Bank has

NSFR is structured to ensure that long-term as-

been gradually increasing its borrowing in recent

sets are funded with at least a minimum amount of

years with covered bond issuance, foreign curren-

stable liabilities and thus to limit over-reliance on

cy denominated bonds and subordinated debt.

short-term wholesale funding.

52

NSFR =

Available amount of stable funding
Required amount of stable funding

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 composed mostly of retail deposits, wholesale deposits with remaining maturity
of greater than one year, borrowings with a residual
maturity over one year and equity.
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Exhibit 6.7 Breakdown of the components underlying the Group’s NSFR in 4Q2017 (ISK bn). Consolidated.

Exhibit 6.8. Deposit development from year-end 2013
to 2017 (ISK bn). Consolidated.
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11

1

0
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450
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Liquid assets
Encumbered assets (loans and securities)
Unencumbered assets (loans and securities)
Other assets

5

5

48

48

Off-balance sheet

26

1

163

7

Currency imbalance

(0)

0

-

1,216

657

Required stable funding

208

Net stable funding ratio (Q4 end-of-month

(0)
106

123%

114%

122%

117%

avg.)
Net stable funding ratio (year-end 2017)

40%

300

20%

0%
12−2017

Less stable deposits (LCR classification)

60%

400

06−2017

Secured financing

500

12−2013

Unsecured financing

80%

600

12−2016

NSFR
weighted

06−2016

Balance

12−2015

NSFR
weighted

100%

800

06−2015

Balance

All currencies

12−2014

Foreign currency

06−2014

4Q2017

Foreign financial entities and other foreign enitites
Pension funds and domestic financial entities
Financial institutions in dissolution
Corporations, sovereigns, central banks and PSE
Retail and SMEs
Deposit/loan ratio (right axis)

largest source of funding for the Bank in the years
ahead.
The deposit balance decreased by around ISK
21 billion over the course of the year 2017 as
shown in Exhibit 6.8. An ISK 25 billion decrease
in deposits was related to the outflow of offshore

The amount of Required Stable Funding (RSF)

Exhibit 6.7 shows a high-level breakdown of

deposits and another ISK 23 billion related to out-

is measured based on the liquidity risk profile of

the components underlying the Group’s NSFR in

flows from domestic financial institutions. This out-

an institution’s assets and off-balance sheet ex-

2017.

flow was partially offset by an ISK 26 billion increase in retail deposits.

posures. 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

6.4.2

DEPOSITS

The proportion of term deposits has decreased

The deposit-to-loan ratio lowered slightly in 2017

from 33% of total deposits at year-end 2016 to

and is currently in the range of 70-80%. The ratio

29% at year-end 2017. The decrease was mainly

categories are weighted by the appropriate RSF

could be seen to decline even further although it

due to financial institutions and large corporations

factor.

is expected that deposits will continue to be the

while core retail term deposits remained stable.

53
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Exhibit 6.9. Composition of deposits by LCR categories, term and the proportion classified as Available Stable Funding at year-end 2017 (ISK m). Consolidated.
Composition of deposits

Deposits maturing within 30 days

Term deposits Total deposits Whereof ASF

Less stable

Weight (%)

Stable

Weight (%)

Retail

119

10%

64

5%

69

251

233

SMEs

56

10%

15

5%

7

78

71

2

25%

-

5%

-

2

3

Operational relationship
Corporations

64

40%

0

20%

27

92

47

Sovereigns, central-banks and public sector entities

7

40%

0

20%

2

9

4

Financial institutions in dissolution

3

100%

-

-

3

-

Pension funds

31

100%

-

28

60

11

Domestic financial entities

31

100%

-

27

58

1

Foreign financial entities

5

100%

-

4

9

2

Other foreign entities

9

100%

2

6

17

13

170

578

385

Total

326

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 fi-

25%

82

The Icelandic banks serve as intermediaries for
the offshore króna assets7 that were not converted to foreign currency in the Central Bank auction in June 2016. The deposits remain on the Icelandic banks’ balance sheets but they 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
classified in a separate category in Exhibit 6.10. At
year-end 2017, offshore ISK deposits at Íslandsbanki amounted to ISK 4.5 billion.

Exhibit 6.10. Development of the deposit concentration
throughout 2017 (ISK bn). Consolidated.

15%

579
2%
15%

582
1%
15%

600
1%
15%

578
1%
14%

18%

21%

25%

24%

24%

61%

62%

59%

60%

61%

599
6%

nancial institutions and pension funds. As shown in
Exhibit 6.10, deposit concentration has remained

6.4.4

stable since year-end 2016. At year-end 2017,

Íslandsbanki continues to be one of the largest
covered bond issuers in Iceland. The Bank issued
ISK 41.7 billion of covered bonds in 2017, compared to ISK 20 billion in 2016. The issuance was

14% of the Bank’s deposits belonged to the 10
largest depositors compared to 15% at the end of
2016, excluding off-shore deposits. The proportion of the 100 largest depositors increased from
33% to 38% in 2017.
54

7

CAPITAL MARKETS ACTIVITY

Act no. 37/2016 Treatment of Króna-Denominated Assets Subject to Special Restrictions

12−2016
03−2017
06−2017
09−2017
12−2017
Offshore deposits
Largest depositors (1−10)
Largest depositors (11−100)
Other

in line with the updated domestic issuance plan
for 2017 which assumed covered bond issuance
to be between ISK 35–45 billion. Liquidity has remained strong in the Bank’s covered bonds and
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Exhibit 6.11. Development of the yields and turnover of
Íslandsbanki’s non-indexed covered bonds in 2017 (ISK
m).

Exhibit 6.12. Development of the yields and turnover of

Exhibit 6.13. Maturity profile of long-term funding (ISK

Íslandsbanki’s CPI-linked covered bonds in 2017 (ISK

bn) as of year-end 2017. Parent.

m).
80

1,000
800

3.0%

yields have decreased from year-to-year. The Bank
issued a total of ISK 15.5 billion of a new covered
bond series ISLA CBI 30 in 2017 leaving the total
outstanding amount of covered bonds at year-end
2017 at ISK 106.4 billion, thereof ISK 87.2 billion

1,000
2.5%

Total CPI Turnover
ISLA CBI 19
ISLA CBI 24
ISLA CBI 30

12−2017

11−2017

10−2017

09−2017

08−2017

07−2017

0

ISLA CBI 20
ISLA CBI 22
ISLA CBI 26

enced very marked tightening, with the spread of
EUR 500 million September 2020 bond contracting from 114bp in January to 41bp by year-end.
This progression was in line with the Bank´s peers in
Iceland and reflected the continuing improvement

velopment of the yield and the turnover of Íslands-

in the sovereign´s finances, the positive credit out-

banki’s covered bond issues in 2017.

look of the banking sector, and the relative scarci-

cured short-dated bonds (i.e. commercial paper) in

ty of supply of Icelandic bank paper in the international bond markets.

the domestic market, the first listed issue of such

The Bank issued a number of relatively short-

securities by an Icelandic bank since the autumn

dated Euro-denominated private placements in

of 2008. At year-end, the Bank had ISK 7.7 bil-

the third quarter of the year, but in the fourth quar-

lion of debt outstanding in short-term unsecured

ter, Íslandsbanki became the first Icelandic bank

bonds, with maturities ranging from one month to

to issue subordinated debt since 2008. In Novem-

one year.

ber, after a roadshow in Norway and Sweden, the

The Bank saw its foreign currency denominated

Bank issued a SEK 750 million 10-year Tier 2 note

bonds continue to perform strongly in secondary

at a spread of 200 basis points over 3-month STI-

markets over the course of 2017. In particular, the

BOR. The bond was bought by a wide range of in-

two Euro denominated benchmark issues experi-

vestors in the Nordic countries and Germany and
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Repayment of long−term debt as a % of balance sheet

was further evidence of the broadening appetite
for Icelandic bank paper in debt capital markets.
The transaction was managed by Danske Bank,
DNB and Pareto Securities.
In December 2017, the Bank mandated
Deutsche Bank and Goldman Sachs to undertake
a liability management exercise on the Bank´s EUR
300 million July 2018 bond. Through a public
tender, the Bank bought back EUR 150 million at a
purchase yield of -0.20%. The tender enabled the
Bank to manage surplus liquidity and to fine-tune
its liquidity metrics.
In January 2018, through bookrunners Goldman Sachs, JP Morgan and Nomura, the Bank issued a EUR 300 million Fixed Rate Note due in
2024, with an issuer’s call option in 2023. This
bond, the first of its kind from an Icelandic issuer,
was designed to improve efficiency in managing
the Bank´s Net Stable Funding Ratio (NSFR). The
deal was met with considerable enthusiasm by a
wide range of European investors, garnering or-

Pillar 3 Report 2017

LIQUIDITY RISK

Exhibit 6.14. Terms of outstanding bonds issued by the Bank. The covered bond amounts exclude the bonds reserved for securities lending. Consolidated.
Maturity
31.12.2017

Nominal amount

Notional amount

Issue year

year

Maturity type

Interest terms

Currency

(outstanding) ISK (outstanding)

ISLA CB 19

2014-2017

2019

At maturity

Fixed, 6.93%

ISK

7.8bn

7.8bn

ISLA CB 23

2015-2016

2023

At maturity

Fixed, 6.40%

ISK

7.4bn

7.4bn

ISLA CBI 19

2012-2014

2019

At maturity

Fixed, CPI linked, 2.84%

ISK

7.5bn

7.5bn

ISLA CBI 20

2014-2015

2020

At maturity

Fixed, CPI linked, 3.47%

ISK

3.9bn

3.9bn

ISLA CBI 22

2015-2017

2022

At maturity

Fixed, CPI linked, 2.98%

ISK

5.3bn

5.3bn

ISLA CBI 24

2012-2017

2024

At maturity

Fixed, CPI linked, 3.45%

ISK

9.7bn

9.7bn

ISLA CBI 26

2015-2017

2026

At maturity

Fixed, CPI linked, 3.37%

ISK

18.5bn

18.5bn

ISLA CBI 30

2017

2030

At maturity

Fixed, CPI linked, 3.00%

ISK

18.5bn

18.5bn

Covered bonds

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

2015 and 2016

2018

At maturity

Fixed, 2.875%

EUR

150m

18.8bn

Senior unsecured bond

2015

2018

At maturity

Floating, NIBOR + 2.60%

NOK

500m

6.4bn

Senior unsecured bond

2015

2019

At maturity

Floating, STIBOR + 3.10%

SEK

600m

7.6bn

Senior unsecured bond

2017

2019

At maturity

Floating, EURIBOR + 0.40%

EUR

3m

0.4bn

Senior unsecured bond

2017

2019

At maturity

Floating, EURIBOR + 0.38%

EUR

10m

1.3bn

Senior unsecured bond

2017

2019

At maturity

Floating, EURIBOR + 0.40%

EUR

20m

2.5bn

2017

2027

At maturity

Floating, STIBOR + 2.00%

SEK

750m

9.5bn

Subordinated debt
Tier II (10NC5)

ders of over EUR 1.3 billion, and being allocated to

In October 2017 Standard & Poor´s Global Rat-

Bank’s ratings reflect S&P’s expectation that the

115 separate investors. The bond was priced at a

ings (S&P) upgraded Íslandsbanki´s rating to BBB+

Icelandic economy will remain resilient and that

spread of 75 bp over the equivalent swap rate.

in recognition of an improving operating environ-

the Bank will maintain a strong capital position in

ment for the Icelandic banking system following

the coming years, even while it continues to opti-

Exhibit 6.13 provides a summary of how the

the liberalisation of capital controls and declining

mise its capital structure.

maturity of outstanding bond issues is distributed

private sector debt. S&P is of the view that the Ice-

Fitch assigned a long-term rating of BBB-/F3

over the coming years and Exhibit 6.14 gives an

landic banking system has strengthened and Ís-

to Íslandsbanki in April 2015, making it the first

overview of the terms of outstanding bonds issued

landsbanki’s long-term risk-adjusted capital po-

Icelandic bank to be rated investment-grade since

by the Bank at year-end.

sition has improved. The stable outlook on the

2008. In January 2017 Fitch upgraded the Bank’s

56
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Exhibit 6.15. Íslandsbanki’s credit rating history.
S&P counterparty credit

S&P counterparty credit

Fitch long-term

rating (long-term)

Outlook

rating (short-term)

issuer default rating

Outlook

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

October 2016

BBB

Positive

A-2

BBB-

Stable

F3

January 2017

BBB

Positive

A-2

BBB

Stable

F3

October 2017

BBB+

Stable

A-2

BBB

Stable

F3

rating to BBB/F3, with a 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. Fitch affirmed Íslandsbanki ratings, at BBB/F3, with a stable outlook in
December 2017.
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 December 2017.
6.4.5

ASSET ENCUMBRANCE

The asset encumbrance ratio, the percentage of
assets pledged as collateral, 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.
57

– Cash and securities as collateral for currency
swap agreements.
– Central Bank term deposits for the payment system.
Íslandsbanki’s asset encumbrance ratio remained
at 15.2% at year-end 2017, unchanged from yearend 2016. The large increase in 2016 was due
to off-shore deposits that the Bank is required
to fully invest in Central Bank certificates of deposits8 . These certificates of deposits are considered pledged assets in the encumbrance ratio. Exhibit 6.16 shows the development of the reported
encumbrance ratio since 2010.
6.4.6

FUNDING OUTLOOK

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 path of
its deposit-to-loan ratio. A general movement out
of deposits into other asset classes is a likely even8

Act no. 37/2016 on the Treatment of Króna-Denominated Assets
Subject to Special Restrictions

Fitch short-term

Exhibit 6.16. Development of asset encumbrance as a
percentage of total assets at year-end. Consolidated.
Percent of total assets pledged
Year

as collateral

2010

8.6%

2011

9.6%

2012

11.5%

2013

12.2%

2014

10.8%

2015

10.4%

2016

15.2%

2017

15.2%

tuality as Icelandic financial markets continue to
broaden. The Bank’s policy is to mitigate outflow
of deposits and other possibilities by putting in
place a mixed funding platform that embraces deposits of various types, and capital markets funding
sourced both domestically and overseas.
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The Bank estimates that the total issuance of
covered bonds will be between ISK 20 and 25
billion in 2018. The Bank’s chief foreign currency funding platform is its USD 2,000 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 can be listed on the Irish
Stock Exchange.

ity Contingency Plan, which forms a part of the
Bank’s Business Continuity Framework, which is
discussed in Chapter 7, is tested regularly and findings from the tests are used to improve the contingency plan if needed.

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 may explore buybacks or refinancing of outstanding transactions in 2018.
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 2018 and
beyond. The Bank is contemplating issuing Tier
2 and eventually Additional Tier 1 capital instruments in order to increase its capital efficiency.
6.5

LIQUIDITY CONTINGENCY PLAN

The Bank has in place a Liquidity Contingency
Plan. The main purpose of the contingency plan is
to identify liquidity or funding problems as 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 Liquid58
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7 OPERATIONAL RISK
A total of 450 operational risk events were registered in 2017 and most of these events occurred
without causing a loss. The operational risk loss is well within the Bank’s risk appetite.
Operational risk contributed to 10.8% of the Group’s risk exposure amount compared to 11.6%
at year-end 2016. According to the SREP 2017 results, the total capital requirement due to operational risk was 1.1% of REA compared to 0.9% in 2016.
One major legal risk event materialised in 2017 when the Supreme court ruled in a legal case
against the Bank regarding interest rate reset terms on consumer mortgage contracts. The financial
impact of this ruling is yet to be fully assessed.
The project of replacing the Bank’s payments and deposit systems in cooperation with RB continued in 2017 and is expected to be finalised in 2018. The project will result in a significant reduction
of operational risk in the long run, but the implementation process entails substantial operational
risks which are closely monitored and mitigated through continuous risk assessment and contingency planning.
7.1

STRATEGY, ORGANISATION AND
RESPONSIBILITY

Operational risk is the risk of loss resulting from in-

– The Bank promotes a strong risk culture, emphasising compliance to internal and external laws
and regulations.

adequate or failed internal processes, people and

– A key feature of a strong risk culture is to foster a

systems or from external events. The Bank’s defi-

“no blame” environment where operational risk

nition of operational risk includes reputational risk,

events are recognised and registered to enable

legal risk, conduct risk and compliance risk.

continuous improvement to the Bank’s opera-

The ultimate responsibility for ensuring an ad-

tions.

The managing directors for individual business
and support units are responsible for the operational risk inherent in their business. This entails
identifying the sources of operational risk in their
operations, assessing whether the cost of avoiding
the risk outweighs the benefits and ensuring that
unacceptable operational risks are mitigated and
losses prevented.
Risk Management implements the operational
risk framework and develops and maintains the
Operational Risk Policy. Furthermore, Risk Management monitors the overall operational risk profile of the Bank, ensures proper escalation and reporting of operational risk issues and provides an
independent view on the overall operational risk
inherent in the Bank’s operations. Risk Management is also responsible for reporting on operational risk events and limit breaches to senior management, the Board of Directors and to the competent authorities in accordance with internal procedures and regulatory requirements.
Compliance is responsible for implementing the

equate operational risk management and inter-

The All Risk Committee (ARC) is responsible for

nal control framework at Íslandsbanki lies with the

Bank’s compliance risk framework, for developing

the review and implementation of the operational

Board of Directors. The operational risk manage-

and maintaining the Bank’s Compliance Risk Poli-

risk framework. The Operations and Security Com-

ment framework is based on the following princi-

cy and for communicating the policy to the Bank’s

mittee (OSC) decides on individual proposals for

ples:

employees.

assuming and mitigating operational risk on behalf

The Bank takes out insurance against opera-

– Clear responsibilities and ownership of opera-

of the Bank within the appetite and limits approved

tional risk loss events when it is deemed to be a

by the Board and ARC. The OSC also reviews and

cost-effective mitigation of operational risk. The

– The Bank accepts no unnecessary operational

approves proposals for new products, services or

insurance coverage limits financial loss caused by

risk unless the cost of mitigating that risk and

other risky changes of systems or procedures with-

serious unexpected events or legal liabilities that

preventing possible losses outweighs the bene-

in the Bank in accordance with the Operational

occur despite other operational risk management

fits.

Risk Policy and the Product Governance Policy.

procedures. The policy also offers coverage for

tional risk and operational risk controls.

59
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wrongful act claims brought solely against directors and officers of the Bank.

7.3

OPERATIONAL RISK EXPOSURE

One major legal risk event materialised in 2017
when the Supreme court ruled in a legal case
against the Bank regarding interest rate reset
terms on consumer mortgage contracts. The financial impact of this ruling is yet to be fully assessed. Further details on the nature of this event
can be found in notes 46, 64 and 65 in the Consolidated Financial Statement.

In 2017, a total of 450 operational risk events were
registered in the Bank’s Loss Event Database com-

7.2

MEASUREMENT AND MONITORING

pared to 426 events in the year 2016. Most of the

The Bank has implemented an operational risk
management framework which fulfils the criteria
for the standardised approach according to CRD
IV.

registered operational risk events occurred without causing a loss. The events are categorised according to Basel convention. The category “Business Disruption and System Failures” accounted

The main processes for managing operational
risk are the Business Continuity Framework including the Crisis Management Plan, the Risk and
Control Self Assessment (RCSA), development
and monitoring of Key Risk Indicators (KRIs) and
reporting of all significant operational risk events
into the Bank’s Loss Event Database (LED).

for 34% of the number of all loss events, “Execu-

7.3.1

tion, Delivery and Process Management” accounted for 31% of all loss events and the category “Ex-

In 2017 the Financial Supervisory Authority issued six transparency notifications on aspects of
the Group’s operations or its subsidiaries. The topics of these inquiries were:

ternal Fraud” accounted for 23% of all loss events.
The loss events in the category “Damage to Physical Assets” accounted for 79% of the total loss
amount attributed to operational risk in 2017. Fur-

Thresholds for acceptable quarterly operational
risk losses as a percentage of the Bank’s capital are
defined in the Risk Appetite Statement.

SUPERVISORY OBSERVATIONS AND
SANCTIONS

– Assessment of the Bank’s process for price valuation of assets after repossession: Two observations were made.

ther statistics for registered loss events is presented in Exhibits 7.1 and 7.2.

Exhibit 7.1. Categorisation of loss events in 2016–2017 by Basel event categories. Parent.

34%
31%
29%
25%

25%
22%

16%

6%
4%
0%

4%

1%

Internal Fraud

1%
External Fraud

Employment
Practices and
Workplace Safety
% of all events 2016

60

Clients Products
and Business
Practices

2%

Damage to
Physical
Assets
% of all events 2017

Business
Disruption and
System Failures

Execution Delivery
and Process
Management
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Exhibit 7.2. Categorisation of loss amounts in 2016–2017 by Basel event categories. Parent.

79%

65%

13%

10%
0%

3%

0%

Internal Fraud

External Fraud

1%

0%

0%

Employment
Practices and
Workplace Safety

– Íslandsbanki’s billing process: No observations
were made.

0%

Clients Products
and Business
Practices

% of all loss amounts 2016

Damage to
Physical
Assets

% of all loss amounts 2017

Bank acknowledged the violations and agreed to
pay a fine amounting to ISK 22.5m.

– Assessment of unsolicited bills in the online
banks of Íslandsbanki: No observations were

7.4

made.

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
regulations2 .
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.

– Íslandssjóðir’s marketing material: Two observations were made.
– Borgun’s counteractions against money laundering and terrorist financing: Five observations
were made.
– Borgun’s Risk Management system and the
Board of Directors’ management: Nine observations were made.
On 2 February 2017 Íslandsbanki and the Central

CAPITAL REQUIREMENT

Bank of Iceland entered into a settlement due to
the Bank’s alleged violation of Icelandic law1 . The
1
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Act no. 87/1992 on Foreign Exchange

15%

11%

2
Regulation no. 233/2017 on the Capital Requirement of Financial Undertakings.

1%

Business
Disruption and
System Failures

Execution Delivery
and Process
Management
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8 REMUNERATION
The Bank’s Compensation Policy states that the Board of Directors shall not prepare or authorise any
contracts regarding variable remuneration as of 1 January 2017. 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 regarding remuneration in
financial undertakings1 . 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 compensation policy approved by its
Board of Directors. The Compensation Policy shall
be reviewed at least annually and the Bank shall
account for the policy to the FME.
8.2

COMPENSATION POLICY

The Bank’s Compensation Policy2 states that the
Board of Directors shall not prepare or authorise any contracts regarding variable remuneration
governing the Bank’s operations as of 1 January
2017. 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.
8.3

VARIABLE REMUNERATION IN 2017

The only variable remuneration in 2017 relates to
agreements that were made before the current
1
Rules no. 388/2016 on Remuneration Policy for Financial Undertakings in accordance with Act no. 161/2002 on Financial Undertakings.
2
Íslandsbanki Compensation Policy.
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Compensation Policy came into effect. For further

Exhibit 8.1 shows variable remuneration approved before the current Compensation Policy
came into effect, which is a payment of at least 40%
of the variable remuneration deferred for a minimum of three years. The amounts are broken down

information on the previous remuneration scheme

into fixed and performance-based remuneration

please refer to the 2016 Pillar 3 Report3 .

where fixed remuneration figures include pension contributions and other salary-related benefits that are not tied to the variable remuneration

3

Íslandsbanki‘s Pillar 3 Report 2016.

scheme.

Exhibit 8.1. Total remuneration for the Board of Directors and the Executive Board broken down by fixed and
performance-based remuneration (ISK m).
Total remuneration earned in the financial year 2017

Board of

Executive

broken down by fixed and performance based remuneration

Directors

Board

61

401

Number of beneficiaries

9

9

Total fixed remuneration

61

339

-

62

-

62

Variable remuneration % of fixed

-

18.2%

Total variable remuneration earned in 2016

Total annual remuneration

Total variable remuneration
Cash

-

69

Paid out in 2017

-

39

Reduced through performance adjustments

-

3

Deferred

-

26

Sign-on and severance pay granted during the financial year 2017

-

98

Total amount

-

98

Number of beneficiaries

-

2

Highest individual award

-

51

Pillar 3 Report 2017

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 as the basis for
preparation differs.

4

63

Íslandsbanki Consolidated Financial Statement 2017, note 16.
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9 REGULATORY CHANGES
As a financial institution, Íslandsbanki must comply with a comprehensive set of laws and regulations. The legal and regulatory environment of the Bank is constantly changing and the Bank puts
substantial resources into monitoring and implementing these changes to ensure full compliance.
This chapter provides an overview of the main legal and regulatory changes that came into effect
in 2017.
9.1

NEW LEGISLATION

Act no. 61/2017 on Supplementary Supervision
of Financial Conglomerates
The Act imposed rules on supplementary supervision of financial conglomerates, i.e. their solvency
margin, concentration of risk and internal business
transactions. The Act also implemented rules on
harmonised supervision and procedures of supervisory authorities within European Economy Area
(EEA) member states. The Act is based on and implements in part EU Directive 2002/87/EC on the
supplementary supervision of credit institutions,
insurance undertakings and investment firms in a
financial conglomerate. The Act took effect on 1
June 2017.
Act no. 23/2017 amending Act no. 161/2002 on
Financial Undertakings and Act no. 87/1988 on
Official Supervision of Financial Activity
(Reporting of breaches)
The Act implements Article 71 of EU Capital Requirements Directive 2013/36 (CRD IV) on Reporting of breaches, which states that Member
States shall ensure that competent authorities establish effective and reliable mechanisms to encourage reporting of potential or actual breaches of national provisions. The obligation is twofold.
Firstly, the competent authorities shall maintain
64

mechanisms that include specific procedures for
the receipt of reports on breaches and their followup. Secondly, Member States shall require institutions to have in place appropriate procedures
for their employees to report breaches internally
through a specific, independent and autonomous
channel. The Act took effect 9 May 2017.
Act no. 36/2017 amending Act no. 38/2001 on
Interest and Indexation (Foreign Currency Loans)
The Act abolished the implicit ban on exchange
rate indexation of loans in domestic currency (ISK).
Prior to the amendment, exchange rate indexation
of loans in ISK was forbidden, while direct lending
in foreign currency was allowed. The cause for the
amendment was the reasoned opinion of the EFTA
Surveillance Authority (ESA), where ESA deemed
that by maintaining in force a total ban on the
granting of exchange rate indexed loans in ISK,
Iceland has failed to fulfil its obligation arising from
Article 40 of the Agreement on the EEA. The Act
took effect 1 June 2017.

ropean Banking Authority (EBA), 1094/2010 on
the European Insurance and Occupational Pensions Authority (EIOPA) and 1095/2010 on the
European Securities and Markets Authority (ESMA). The Act also implemented EU regulation
1092/2010 on the European Systemic Risk Board
(ESRB). According to the Act, local supervision will
be in the hands of the Icelandic Financial Supervisory Authority and the ESA. The Act took effect 9
May 2017.
Act no. 55/2017 on Short Selling and Credit
Default Swaps.
The Act implemented EU regulation 236/2012 on
short selling and certain aspects of credit default
swaps. The Act’s main focus is on supervision over
short selling and credit default swaps, the supervisory authorities’ ability to collect information, the
jurisdiction of the ESA and the EFTA Court. The
Act provides for restrictions on short selling and
makes certain types of short selling subject to conditions and reporting to the supervisory authorities
if transactions are over specific thresholds. The relevant supervisory authorities are The Financial Supervisory Authority of Iceland (FMA) and the ESA.
The Act took effect on 1 July 2017.

Act no. 24/2017 on European Supervision
Mechanism of the Financial Market

Act no. 27/2017 amending Act no. 37/2016 on
the Treatment of Króna-Denominated Assets
Subject to Special Restrictions

The Act implemented the European Supervision
Mechanism of the Financial Market. The Act implemented EU regulations 1093/2010 on the Eu-

Amendments were made to Article 11, Paragraph
2 of the Act, which focuses on the authorisation
for withdrawals of interest and dividend payments
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from accounts subject to special restrictions, sub-

9.3

ject to confirmation by the Central Bank of Iceland.
The amendments also authorise the withdrawal of
contractual instalments of principal on loan obligations, as well as indexation on them, from accounts subject to special restrictions before the
final maturity date. Moreover, prior confirmation
from the Central Bank of Iceland is no longer required; instead, the Bank must be notified within five days of the date of the withdrawal. Furthermore, Article 12, Paragraph 3 of the Act, on
the maximum amount individuals may withdraw
from accounts subject to special restrictions, was
amended to raise the ceiling from ISK 1m to ISK
100m.

Act no. 50/2017 on Credit Rating Agencies
The main objective of the Act is to improve the
quality of credit ratings, in particular, the quality of
credit ratings to be used by financial institutions
and persons regulated by harmonised rules in the
Community. The Act implements the EU regulation 1060/2009 on Credit Rating Agencies. The
Act took effect 1 June 2017.

9.2

Rules no. 150/2017 on the Assessment of
Eligibility of Managing Directors and Board
Members of Financial Undertakings
The FME has set new rules regarding the assessment of eligibility of managing directors and board
members of financial undertakings according to
Act no. 161/2002 on Financial Undertakings. The
rules no. 887/2012 regarding the same matter
have ceased to apply. The rules were changed due
to Act no. 57/2015 where the conditions of qualification for managing directors and board members were changed as were the conditions on
board members’ work for other parties. The condition of board members or managing directors having a university degree which is relevant to their
work was abolished. They are still required to have
knowledge and experience or that they have completed an education which is relevant to their work.
The new rules take note of the aforementioned
amendments to the Act on Financial Undertakings, lessons the FME has learned from applying
the older rules, development and models from Europe and the remarks which were made in the
write-up process. The rules took effect on 8 February 2017.

REGULATION SET BY THE MINISTRY OF
FINANCE AND ECONOMIC AFFAIRS

Regulation no. 233/2017 on Prudential
Requirements for Credit Institutions
The regulation implements the EU Capital Requirement Regulation 575/2013 (CRR) and
“Basel III”. The regulation is set in accordance
with Act no. 96/2016 amending Act no. 161 on
Financial Undertakings, which laid the foundation
for the implementation of CRR and “Basel III”. The
Regulation took effect on 6 March 2017.
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RULES SET BY THE FINANCIAL
SUPERVISORY AUTHORITY

Rules no. 247/2017 on Financial Undertaking’s
Credit Facilities to Related Parties
The FME has implemented new rules on financial undertaking’s credit facilities to related parties
no. 247/2017, based on Act no. 161/2002 on Financial Undertakings. The Rules no. 161/2011 regarding the same matter have ceased to apply.
The changes were made based on the following
changes to the Act on Financial Undertakings, implemented in 2015-2016:

– Act no. 57/2015 entailed that a loan or other
credit to an owner, a key employee or a board
member was changed from the maximum 1% of
the capital base or ISK 100 million to a maximum
of ISK 200 million or 25% of the capital base.
– Act no. 96/2016 entailed changes to definitions
in Article 29 a, including the concept of related
parties.
– It is now clearly stated in the Act on Financial
Undertakings that the arm’s length principle applies to related parties.
The rules took effect on 24 March 2017.
Rules on Technical Standards for CRD IV
On 7 June 2017, the FME issued five new rules
regarding technical standards due to the implementation of the EU Capital Requirements Directive 2013/36 (CRD IV) and the EU Capital
Requirements Regulation 575/2013 (CRR). The
rules provide for various calculations, i.e. methods
of calculation of own funds as well as providing
rules on reporting. The rules were as follows:
– Rules no. 505/2017 on Technical Reporting
Standards for Financial Undertakings.
– Rules no. 506/2017 on Technical Standards for
the Reporting Requirements of Financial Undertakings.
– Rules no. 507/2017 on Technical Standards for
the Calculation of Own Funds.
– Rules no. 508/2017 on Technical Standards on
Credit Risk.
– Rules no. 509/2017 on Technical Standards on
Large Exposures.
Rules no. 666/2017 on Maximum Loan-to-Value
Ratios
On 20 July 2017 FME issued rules limiting the
loan-to-value ratio of new residential mort-
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gages in accordance with Article 25(1) of Act
No. 118/2016 on Consumer Mortgages. In
accordance with the rules entering into force,
the maximum loan-to-value ratio is 85% of a
property’s market price. However, first-time
home-buyers may be granted loans of up to 90%
of the market price in accordance with Article
25(2) of the Consumer Mortgage Act. The purpose of the rules is to maintain financial stability
considering growing imbalances in the housing
market and to strengthen the resilience of lenders
and borrowers with respect to the possibility of
falling property prices.

standards due to the implementation of the EU
Capital Requirements Directive 2013/36 (CRD
IV) and the EU Capital Requirements Regulation
575/2013 (CRR). The rules also implement technical standards provided by the European Banking
Authority (EBA). The Rules were as follows:

Rules no. 672/2017 on the Proper and Sound
Business Practices of Financial undertakings
The FME issued updated rules on the proper and
sound business practices of financial undertakings.
The rules address the general principles that constitute proper and sound business practices of financial undertakings pursuant to the first paragraph of Article 19 of the Act no. 161/2002 on
Financial Undertakings. The rules do not, however, constitute an exhaustive catalogue of what constitutes proper and sound business practices. The
objective of the rules is for financial undertakings
to conduct their business in accordance with proper and sound business practices and customs in
the financial market and thereby increase confidence and credibility in the financial market. The
rules took effect on 7 July 2017.
New Rules on Technical Standards and Rules on
the Calculation of the Leverage Ratio of Financial
Undertakings.
On 14 November 2017, the FME issued seven
new rules on the calculation of the leverage ratio of financial undertakings and various technical
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– Rules no. 959/2017 on the Calculation of the
Leverage Ratio of Financial Undertakings.
– Rules no. 960/2017 on Technical Standards for
Transferred Credit Risk Resulting from Securitisation.
– Rules no. 961/2017 on Technical Standards for
Market Risk.
– Rules no. 962/2017 on Technical Standards for
Internal Calculation of Capital Requirements of
Financial Undertakings.
– Rules no. 963/2017 on Technical Standards
for Projecting Credit Rating in Calculation of
Capital Requirements based on Standardised
Method and on Securitisation.
– Rules no. 964/2017 amending Rules no.
505/2017 on Technical Reporting Standards
for Financial Undertakings.
– Rules no. 965/2017 amending Rules no.
506/2017 on Technical Standards for the
Reporting Requirements of Financial Undertakings.
9.4

RULES SET BY THE CENTRAL BANK OF
ICELAND

Rules no. 200/2017 on Foreign Exchange
With the rules, the restrictions on foreign exchange transactions and cross-border movement
of domestic and foreign currency have largely
been lifted. The rules provide for general exemptions to nearly all the restrictions pursuant to the
Foreign Exchange Act no. 87/1992. Restrictions
on the following will remain in place, however: i)

derivatives trading for purposes other than hedging; ii) foreign exchange transactions carried out
between residents and non-residents without the
intermediation of a financial undertaking; and iii)
in certain instances, foreign-denominated lending
by residents to non-residents. Despite the lifting of
these restrictions, certain cross-border movement
of foreign and domestic currency shall be reported to the Central Bank of Iceland. The Rules took
effect on 14 March 2017.
Rules no. 266/2017 on Credit Institutions’
Liquidity Ratios
The Central Bank of Iceland has set new rules on
credit institutions’ liquidity ratios. As before, the
aim of the liquidity rules is to mitigate credit institutions’ liquidity risk by ensuring that they always have sufficient liquid assets to fulfil their obligations under stressed conditions over a specified
period.
The liquidity rules are based on the Basel Liquidity Coverage Ratio (LCR) requirements, as were
the Bank’s previous rules, which date from 2013.
The new rules will not have a significant impact
on the liquidity requirements for banks. However,
they aim at implementing the definitions and presentation requirements that have taken effect in
the European Union, and they are the same as the
EU rules in most respects. However, the Central
Bank’s new rules still make specific requirements
concerning minimum LCR ratio in foreign currencies that are not found in the EU liquidity rules. The
rules took effect on 31 March 2017.
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Asset risk

Carrying amount

Country risk

The risk of loss that may occur due to changes in

Book value of loans as displayed in the Financial

value of assets held for sale.

Statements.

The risk of losses that may occur due to economic
difficulties or political unrest in countries to which
the Bank has exposures.

Claim value

Credit risk

The remaining amount of obligor’s debt.

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.

Basel
International recommendations on banking laws
and regulations issued by the Basel Committee on
Banking Supervision.

Collateral Board
Basel III

The Risk Committee has appointed a Collateral

A set of reform measures, developed by the Basel

Board that reviews and proposes guidelines for the

Credit risk exposure

Committee on Banking Supervision, to strengthen

valuation of collateral and pledged assets to en-

the regulation, supervision and risk management

sure that the valuation of collateral is co-ordinated

of the banking sector.

throughout the Bank.

Credit risk exposure comprises both on-balance
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 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.

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

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.

curve would result in a reduction of approximately
ISK 1 million in the market value of the underlying
asset.

Concentration risk
The significantly increased risk of any type that
is driven by common underlying factors, e.g. sec-

Capital Requirements Directive IV (CRD IV)

tor, economy, geographical location, type of finan-

The CRD IV rules are based on the Basel III guide-

cial instrument or due to connections or relations

lines and came into force on 17 July 2013. The su-

among counterparties. This includes large individ-

pervisory framework in the EU is designed to en-

ual exposures or liabilities to parties under com-

sure the financial soundness of credit institutions

mon control and significant exposures to groups of

Currency risk

and reflects EU global liquidity standards on bank-

counterparties whose likelihood of default is driv-

ing capital adequacy.

en by common underlying factors.

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

Indirect exposure

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 a 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.

An exposure to counterparties that is not direct
but becomes direct at the event of default of other
counterparties.

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.
Large exposure

Inflation risk
The risk that earnings or capital may be negatively
affected due to 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.

An exposure to a group of connected clients that is
10% or more of the Bank’s regulatory capital.
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.
Leverage ratio

Internal Capital Adequacy Assessment Process
(ICAAP)
The ICAAP includes an evaluation of the capital
required under Pillar 2-R. 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-R. 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.

A non-risk based measure which is calculated by
dividing Tier 1 capital with the sum of total assets
and adjusted off-balance sheet exposures. A lower leverage ratio indicates higher leverage.
Liquidity coverage ratio (LCR)
The proportion of HQLA to net cash outflow over
the next 30 calendar day period.
Liquidity risk
The risk of not being able to fund financial obligations or planned growth, or only being able to do
so substantially above the prevailing market cost
of funds.
Loan-to-value band

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.
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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

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
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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.

Observed default frequency (ODF)

Risk and Control Self Assessment (RCSA)

The ratio of customers that defaulted during the
observed period.

Loss given default (LGD)

Operational risk

Expected loss on a credit facility in the case of default, as fraction of the exposure at default.

Operational risk is the risk of loss resulting from inadequate or failed internal processes, people and
systems or from external events. The Bank’s definition of operational risk includes reputational risk,
legal risk, conduct risk and compliance risk.

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 is to improve the way a bank operates
through a regular review of policies, processes and
systems. The RCSA process is undertaken at least
once a year by all units within the Bank.

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.
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.

Pillar 1
This contains generic rules for calculating credit,
market and operational risks to determine a bank’s
risk exposure amount (REA). It also stipulates the
minimum capital requirement.
Pillar 2-R
Supervisory Review and Evaluation Process
(SREP) and framework for banks’ Internal Capital
Adequacy Assessment Process (ICAAP) and
Internal Liquidity Adequacy Assessment (ILAAP).
Pillar 3
Disclosure requirements which promote market
discipline by allowing market participants to assess
the capital structure, risk exposures, risk assessment process and hence the capital adequacy of
the institution.

Non-performing ratios
A way to measure asset quality for loans to customers. A facility is non-performing if it is either impaired or more than 90 days past due. The ratio is
based on the carrying amount.

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

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 exposure amount (REA)
Risk weighted exposure value i.e. the exposure value after considering the risk inherent in the asset.
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.

Reputational risk
Obligor
A customer that has a loan or other credit facility
with the Bank.
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The risk to earnings or capital arising from adverse
perceptions of the Bank by customers, counterparties, shareholders, investors or regulators.

Subordinated debt
Debt that ranks after other debts should a company fall into receivership or go bankrupt.
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Supervisory Review and Evaluation Process
(SREP)

Total capital ratio

Through the SREP, the regulator assesses the risk
management framework of the Bank and whether
the Bank’s capitalisation and liquidity is adequate
for its risk profile and business strategy. As part of
the SREP, the regulator reviews the Bank’s ICAAP
and ILAAP reports but the review can also include
on- or off-site inspections of specific parts of the
operations.

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.

Tier 1 capital

Value-at-risk (VaR)

Tier 1 capital is composed of Common Equity Tier
1 capital and Additional Tier 1 capital, less regulatory deductions.

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.

– Common Equity Tier 1 capital: Consists of paidin 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.
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Yield curve
A curve displaying interest rates across the spectrum of maturities for bonds which are otherwise
identical or very similar.
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ABBREVIATIONS
ICAAP

Internal Capital Adequacy Assessment
Process

IFRS

International Financial Reporting
Standards

ILAAP

Internal Liquidity Adequacy
Assessment Process

IRRBB

Interest Rate Risk in the Banking Book

ISDA

International Swaps and Derivatives
Association

ISK

Icelandic króna

KRI

Key Risk Indicators

LCR

Liquidity Coverage Ratio

LGD

Loss Given Default

LTV

Loan-to-Value

NSFR

Net Stable Funding Ratio

ODF

Observed Default Frequency

OSC

Operations and Security Committee

O-SII

Other Systemically-Important
Institutions

European Economic Area

PD

Probability of Default

EL

Expected Loss

RCSA

Risk and Control Self-Assessment

EU

European Union

RSF

Required Stable Funding

FME

The Icelandic Financial Supervisory
Authority

REA

Risk Exposure Amount

SCC

Senior Credit Committee

FX

Foreign Currency

SREP

GMTN

Global Medium-Term Note

Supervisory Review and Evaluation
Process

HQLA

High Quality Liquid Assets

VaR

Value-at-Risk

IAS

International Accounting Standard

IC

Investment Committee

AGM

Annual General Meeting

ALCO

Asset and Liability Committee

ARC

All Risk Committee

ASF

Available Stable Funding

AT1

Additional Tier 1

BPV

Basis Point Value

CAE

Chief Audit Executive

CB

Central Bank

CCF

Credit Conversion Factor

CEO

Chief Executive Officer

CET1

Common Equity Tier 1

CIU

Collective Investment Undertakings

CLTV

Combined Loan to Value

CPI

Consumer Price Index

CRD

Capital Requirements Directive

CRO

Chief Risk Officer

EAD

Exposure at Default

EBA

European Banking Authority

EEA
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