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Landsbankinn hf. in brief

Landsbankinn hf. was founded on 7 October 2008 by the Ministry of Finance on behalf of the Icelandic State 
Treasury. The Bank is a limited liability company incorporated and domiciled in Iceland. The Bank is licensed as a 
commercial bank and operates in accordance with Act No. 161/2002 on Financial Undertakings. Landsbankinn is 
subject to supervision of the Financial Supervisory Authority of Iceland (FME) in accordance with Act No. 87/1998 
on Official Supervision of Financial Activities.

Landsbankinn hf. is a leading Icelandic financial institution. The Group offers a full range of financial services 
and is the market leader in the Icelandic financial service sector with the largest branch network. Focused on com-
mercial banking, Landsbankinn provides retail and corporate banking services, capital markets services and asset 
and wealth management for private banking clients.

The bank’s initial balance sheet was introduced in December 2009; at the same time, a settlement was negotiated 
between Landsbankinn (NBI hf., now Landsbankinn hf.) and Landsbanki Íslands hf. (now LBI hf.).

Under the terms of the settlement agreement, the National Treasury of Iceland acquired an 81.3% share in the bank 
and Landskil ehf., a subsidiary of Landsbanki Íslands hf., 18.67%. Total issued share capital amounted to ISK 24 
billion.

Ownership of Landsbankinn changed as of 11 April 2013. The 18.67% share held by Landskil on behalf of the 
Winding-up Board of LBI hf. was transferred to the Icelandic State and 2% of shares came to Landsbankinn hf. in 
accordance with the agreement from 2009. The holding transferred to Landsbankinn was intended for disburse-
ment among the bank’s employees. On 30 September 2013, part of that asset was assigned to around 1400 current 
and former Landsbankinn employees.

The Icelandic State now holds 97.9% of shares in the bank, Landsbankinn hf. holds 1.6% and around 1400 current 
and former Landsbankinn employees hold 0.5%.



4 Landsbankinn 2014



Landsbankinn 2014 5

Content

1	 Highlights of 2013 and Outlook............................................................................................................6
2	 Disclosure Policy.......................................................................................................................................8
	 2.1	 Introduction......................................................................................................................................................................................8
	 2.2	 Disclosure policy............................................................................................................................................................................8
	 2.3	 Frequency of publication...........................................................................................................................................................9
	 2.4	 Verification........................................................................................................................................................................................9
	 2.5	 Media and location of publication........................................................................................................................................9
3	 Risk Management.................................................................................................................................. 10
	 3.1	 Risk appetite.................................................................................................................................................................................. 10
	 3.2	 Risk identification.......................................................................................................................................................................11
	 3.3	 Risk management structure.................................................................................................................................................12
	 3.4	 Risk measurement.......................................................................................................................................................................15
	 3.5	 Risk monitoring............................................................................................................................................................................16
4	 Capital Management............................................................................................................................ 18
	 4.1	 Capital management structure............................................................................................................................................ 18
	 4.2	 Capital management framework.........................................................................................................................................19
	 4.3	 The capital base............................................................................................................................................................................19
	 4.4	 Capital requirement...................................................................................................................................................................21
	 4.5	 Economic capital.........................................................................................................................................................................24
	 4.6	 Stress testing.................................................................................................................................................................................25
	 4.7	 Summary of capital requirement and economic capital........................................................................................26
	 4.8	 Consolidation methods............................................................................................................................................................27
	 4.9	 New capital regulations..........................................................................................................................................................28
5	 Credit risk................................................................................................................................................ 32
	 5.1	 Credit risk management..........................................................................................................................................................32
	 5.2	 The credit portfolio....................................................................................................................................................................38
6	 Market risk.............................................................................................................................................. 56
	 6.1	 Market risk management and policy...............................................................................................................................56
	 6.2	 Control and monitoring...........................................................................................................................................................57
	 6.3	 Market risk exposure................................................................................................................................................................57
	 6.4	 Measuring market risk............................................................................................................................................................57
	 6.5	 Market risk VaR............................................................................................................................................................................61
7	 Liquidity risk........................................................................................................................................... 64
	 7.1	 Identification.................................................................................................................................................................................64
	 7.2	 Management.................................................................................................................................................................................64
	 7.3	 Assessment.....................................................................................................................................................................................65
	 7.4	 Stress test / sensitivity analysis..........................................................................................................................................66
	 7.5	 Control and monitoring...........................................................................................................................................................66
	 7.6	 Requirements from supervisory authorities................................................................................................................67
	 7.7	 Liquidity Contingency Plan..................................................................................................................................................68
	 7.8	 Funding and refinancing risk..............................................................................................................................................68
8	 Operational risk...................................................................................................................................... 70
	 8.1	 Control...............................................................................................................................................................................................70
	 8.2	 Measurement, mitigation, processes and control..................................................................................................... 71
9	 APPENDIX................................................................................................................................................ 76
	 9.1	 Landsbankinn’s 2013 Remuneration report.................................................................................................................76
	 9.2	 Further disclosures required under Pillar III..............................................................................................................79



6 Landsbankinn 2014

1 Highlights of 2013 and Outlook

The global economy continues to 
be volatile and under stress, and 
the Group’s continued commit-
ment to sound risk management 
has proved to be effective. This 
was reflected in an increased 
core tier 1 capital ratio to 27.1%, 
strong liquidity position and a 
positive overall effect from rating 
migration.

The Group recognises that main-
taining and continually enhanc-
ing its risk management capabili-
ties will be critical in the years 
ahead to ensure that the Group’s 
financial and strategic objectives 
are achieved within appropriate 
levels of risk appetite.

Landsbankinn is confident and 
well-prepared for the future due 
to solid and improved quality in 
its well-diversified credit port-
folio and a strong liquidity and 
capital position. Landsbankinn is 
fully compliant with the liquidity 
coverage ratio (LCR) require-
ments, both on Group level and 
on currency level. Landsbankinn 

already meets the CRD IV / CRR 
capital requirements and will 
foreseeably still meet them when 
implemented.

On 20 January 2014, the inter-
national rating agency Stand-
ard and Poor‘s (S&P) assigned 
Landsbankinn the credit rating 
grade BB+ with a stable outlook. 
In its rating report, S&P states 
that it is the company‘s view 
that Landsbankinn operates 
with significant liquidity and 
capital buffers and low leverage 
in a difficult economic environ-
ment. S&P expresses the view 
that Landsbankinn has been well 
managed since its creation in 
2008, demonstrating superior op-
erating efficiency and a reduction 
of non-performing loans. S&P's 
full report can be seen here

Defined risk appetite and risk 
limits have been in place for two 
years and have proven effective 
measures to reduce risk in line 
with the Group‘s strategy. The 
Bank‘s overall risk level improved 

significantly in 2013 which is 
clearly reflected in the assess-
ment of decreased Economic 
Capital. Credit quality contin-
ued to improve with an average 
exposure weighted probability of 
default of 4.7% and 5.3% 90 days 
past due ratio which is broadly 
in line with the 2013 credit risk 
appetite. At the same time the 
Economic Capital usage for credit 
and concentration risk decreased 
reflecting model improvements 
and improved credit quality. 

The Economic Capital due to legal 
and regulatory risk was reduced 
during the year, for one thing due 
to limited dispute exposure and, 
for another, due to a more risk 
sensitive calculation method. 

In 2013 the Group submitted a 
formal application to the Finan-
cial Supervisory Authority (FME) 
to use the Foundation Internal 
Rating Based Approach (F-IRB). 
Subject to certain minimum con-
ditions and disclosure require-
ments, banking corporations 

http://corporate.landsbankinn.com/uploads/documents/bankinn/credit-ratings/SP-Landsbankinn-Rating-Report-2014-01-20.pdf
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that have received a Supervisor’s 
approval to use the IRB approach 
may rely on their own internal 
estimates of risk components in 
determining the capital require-
ment for a given exposure. If 
provided by the FME, an ap-
proval will be a clear indicator of 
improved quality of the Group’s 
risk management. The FME aims 
to respond to the Group’s applica-
tion by year-end 2014.

Moderate growth in private con-
sumption is expected in the next 
few years, driven by increased 
purchasing power and rising em-
ployment level. Public consump-
tions however have contracted 
considerably in recent years, or by 
little less than 7% in 2008-2012. 
The impact of public consump-
tion on economic growth has 
been negative during the period, 
a turnaround from previous years. 
Having regard for the fiscal posi-
tion, it is not likely that public con-
sumption will contribute much to 
economic growth in coming years. 

It appears that total capital for-
mation will contribute less to eco-
nomic growth in coming years 
than previously expected. This is 
due, inter alia, to less extensive 
developments in heavy industry.

In light of deteriorating terms of 
trade, limited access to interna-
tional credit markets and falling 
trade surplus, the Group expects 
the ISK nominal exchange rate to 
give way rather than appreciate 
in coming years. Declining infla-
tion since the beginning of 2012 
has stifled inflation expectations 
somewhat. 

The economic situation in Eu-
rope, Iceland’s most important 
market region, has been difficult 
of late. The outlook is for some 
improvement but hitherto the 
situation in Europe has not only 
affected exports and trade, but 
also affected Icelandic access to 
international capital markets.

Despite ambitious goals set by 
authorities five years ago, capital 
controls still hold sway on the 
domestic financial market and no 
comprehensive strategy has been 
formed to lift controls in the fore-
seeable future. Limited access to 
international credit markets and 
a lack of diverse investment op-
tions will continue to hamper the 
domestic market in the near term. 
The equities market is likely to 
continue to be the driving force 
of the financial market in coming 
years, both due to expectations of 
improved performance of largest 
companies and new listing.

The Bank‘s core operations are 
sound and have been improving 
continuously. Foundations have 
been laid in the form of new and 
revised processes to improve effi-
ciency and customer relationship 
management. With solid equity 
and a robust liquidity base, the 
Group is in a strong position to 
take on future challenges. 
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2.1 Introduction

The Basel II Accord, implemented 
in the European Union through 
the Capital Requirements Direc-
tive (CRD 2006/48&49/EC (‘the 
Directive’)) establishes a revised 
regulatory capital framework 
across Europe governing the 
amount and nature of capital that 
must be maintained by credit 
institutions. The Directive is in-
cluded in Icelandic financial leg-
islation as part of the European 
Economic Area (EEA) agreement, 
but discrete national require-
ments for Icelandic banks on 
Pillar III disclosures have not yet 
been provided by the Icelandic 
Financial Supervisory Authority 
(FME). 

The Basel II framework consists 
of three ‘Pillars’. 

»	 Pillar I sets out the mini-
mum capital amount that 
meets the firm’s credit, 
market and operational risk

»	 Pillar II requires the firm 
to assess whether its Pil-
lar I capital is adequate 
to meet its risks (Internal 
Capital Adequacy Assess-
ment Process, ICAAP) and is 
subject to annual review by 
the Financial Supervisory 
Authority (FME) (Supervi-
sory Review and Evaluation 
Process, SREP)

»	 Pillar III requires disclosure 
of specified information 
about the underlying risk 
management controls and 
capital position

This publication, Risk and Capital 
Management 2013, reviews the 
Group’s organisation and pro-
cesses relating the identification 
and management of the risk type 
characteristic of a financial group 
with its type of business concept. 
It also describes The Group’s 
risk position on the basis of the 
requirements under Pillar III.

2.2 Disclosure policy

In accordance with the Directive, 
the Group has adopted a formal 
disclosure policy in that it will 
comply with the requirement to 
publicly disclose relevant infor-
mation. 

The rules provide that one or 
more of the required disclosures 
may be omitted if it is believed 
that the information is immate-
rial. Materiality is based on the 
criteria that the omission or 
misstatement of material infor-
mation would be likely to change 
or influence the assessment or 
decision of a user relying on that 
information for the purposes of 
making economic decisions. If 
disclosure is considered to be im-
material, it will be stated in the 
relevant section.

One or more of the required dis-
closures may be omitted where it 
is believed that the information is 
regarded as proprietary or confi-

2 Disclosure Policy
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dential. Proprietary information 
is that which, if it were shared, 
would undermine a competitive 
position. Information is consid-
ered to be confidential where 
there are obligations binding the 
Group to confidentiality with cus-
tomers and counterparties. If in-
formation is omitted for either of 
these two reasons it will be stated 
in the relevant section along with 
the reasons for this. Further gen-
eral information on the subject of 
the required disclosures will be 
published where appropriate. 

2.3 Frequency of publication

The disclosures will be reviewed 
on an annual basis at a mini-
mum and, if appropriate, more 
frequently. Disclosures will be 
published as soon as is practica-
ble following any revisions. 

2.4 Verification

The disclosures have been put 
together to explain the basis of 
preparation and disclosure of 
certain capital requirements and 
provide information about the 
management of certain risks 
and for no other purposes. They 
do not constitute any form of 
audited financial statement and 
have been produced solely for the 
purpose of Pillar III. They should 
not be relied upon in making 
judgements about the Group. The 
disclosures will only be subject to 
external verification to the extent 
that they are equivalent to those 
made under accounting require-
ments. 

The disclosures are reviewed and 
approved by the Group’s Board of 
Directors and Executive Manage-
ment Committee.

This publication, Risk and Capital 
Management 2013, has not been 
audited by external auditors. 

However, it has been appropriate-
ly verified internally and includes 
information from the audited 
Consolidated Financial State-
ments 2013. There may be some 
discrepancy between financial 
information in the Consolidated 
Financial Statement 2013 and in-
formation in the Risk and Capital 
Management 2013 as the report 
has been prepared in accordance 
with the Capital Requirements 
Directive and the Basel II capital 
framework, rather than in accord-
ance with IFRS.

2.5 Media and location  
of publication 

The disclosures will be published 
on the Landsbankinn hf. website 
and will also be made available 
upon written request to Investor 
Relations, ir@landsbankinn.is.
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Risk is inherent in the Bank’s ac-
tivities and is managed through 
a process of on-going identifica-
tion, measurement, management 
and monitoring, subject to risk 
limits and other controls. Risk 
identification involves find-
ing the origins and structures 
of possible risk factors in the 
Bank’s operations and undertak-
ings. Risk measurement entails 
measuring the identified risks 
for management and monitoring 
purposes. Finally, risk controls 
and limits ensure compliance 
with rules and procedures as 
well as compliance with the 
Bank’s risk appetite. 

The objective of the Bank’s 
risk policies and procedures is 
to ensure that the risks in its 
operations are detected, meas-
ured, monitored and effectively 
managed. Exposure to risks is 
managed to ensure that it will 
remain within limits and the 
risk appetite adopted by the 
Bank will comply with regula-
tory requirements. In order to 
ensure that fluctuations which 
might affect the Bank’s equity 
as well as performance are kept 
limited and manageable, the 
Bank has adopted several poli-

cies regarding the risk structure 
of its asset portfolio which are 
covered in more detail under 
each risk type.

Risk policy is implemented 
through the risk appetite, goal 
setting, business strategy, inter-
nal rules and limits that comply 
with the regulatory framework of 
the financial markets.

3.1 Risk appetite

Risk appetite within the Group is 
defined as the level and nature of 
risk that it is willing to take in or-
der to pursue its articulated strat-
egy, and is defined by constraints 
reflecting the views of the Board 
of Directors and the Group’s CEO 
and Executive Management. 

The Bank’s risk appetite has been 
reviewed, revised and implement-
ed for 2014. The statement of the 
Bank’s risk appetite is as follows:

It is the policy of the Bank to 
only take on risks that the Bank 
understands, is able to measure 
and manage. The Bank’s strategy 
and long-term vision is to attain 

the same credit rating as compa-
rable leading banks in the Nordic 
countries. 

The Bank seeks to maintain solid 
business relationships and avoids 
taking part in transactions that 
might damage the Bank’s reputa-
tion. It will take advantage of 
market opportunities to ensure 
diversified and sound financing. 

Transactions entered into by the 
Bank aim to limit fluctuations 
in its operations and ensure that 
the Bank is always in a position 
to withstand shocks. Moreover, 
transactions shall take into ac-
count the current standing of 
both the Bank and its customers 
and has due regard for any inter-
nal connections. The profitability 
of the Bank shall be assessed 
with respect to risk taken by 
the Bank. The Bank’s corporate 
culture is characterised by pro-
fessionalism and processes that 
support its risk strategy.

Executives and employees are 
responsible for monitoring and 
managing risks taken on within 
their units in accordance with the 
Bank’s rules and applicable law. 
Decisions are based on in-depth 

3 Risk Management
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and professional discussions with 
the Bank’s long-term interests 
in mind. Regular and thorough 
follow-up on decisions and risk 
monitoring is an integral part of 
the Bank’s operations. 

3.2 Risk identification

The Group is exposed to the fol-
lowing material risks which arise 
from financial instruments:

»	 Credit risk

»	 Market risk

●	 Currency risk

●	 Interest rate risk

●	 Other market risk

»	 Liquidity risk 

»	 Operational risk

The table above provides a link 
between the Group’s business 
units and the principal risks that 
they are exposed to. The signifi-
cance of risk is assessed within 
the context of the Group as a 
whole and is measured based  
on allocation of the Economic 
Capital within the Group.

The Group also manages other 
relevant risks, such as business, 
legal and compliance risk.

Risk identification

Personal Banking Corporate Banking Markets

Credit risk High Credit risk High Operational risk High

Operational risk Moderate Operational risk Moderate Market risk Moderate

Market risk Low Market risk Low

    Treasury    

    Liquidity risk High

Market risk High

Operational risk Moderate

    Credit risk Low
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3.3 Risk Management  
structure

The Group wishes to meet the 
highest and latest international 
standards and recommendations 
for bank’s risk management in or-
der to support its business model. 
The Group therefore devotes sub-
stantial resources to developing 
and maintaining procedures and 
tools to fulfil this ambition.

The Group’s risk management 
is based on guidelines, policies 
and instructions set forth by 
the Board of Directors. On the 
Basis of the Board of Directors’ 
general instructions, the Group 
has prepared specific instruc-

tions on risk management for 
the individual business units. 
These instructions are used as 
the basis for business and control 
procedures, among other things, 
at the units.

3.3.1 Risk committees

Proper organisation of the work 
of the Board is a prerequisite 
for the smooth operation of the 
Group and the Directors’ work. 
The establishment of sub-com-
mittees can improve procedures 
in the issues that the Board is 
obliged to attend to and can make 
its work more effective.

The Board assesses the need for 
establishing sub-committees 

according to the size and scope 
of the bank at each time, and the 
composition of the Board. The 
bank’s corporate governance 
statement must provide informa-
tion on the establishment and 
appointment of sub-committees. 
Three sub-committees operate 
within the Board of Directors, 
preparing discussion by the 
Board of specific areas of opera-
tion and investigating in more 
detail matters related to them.

The Audit and Risk Committee 
shall endeavour to ensure the 
quality of Landsbankinn’s an-
nual accounts and other finan-
cial information, as well as the 
independence of its auditors. 
The committee’s function is, 

Risk committees

Supervision by the Board of Directors                       Board of Directors

                                               Audit & Risk Committee, Remuneration Committee, 
                                               Strategic Development Committee and direct oversight 
                                               of Internal Audit

Key risk management bodies and committees          The CEO

                               Executive Management Committee,
                               Risk & Finance Committee, Credit Committee,
                               Security Committee

Risk types  Compliance risk Credit risk Market risk Operational risk Liquidity risk

The Bank’s risk management governance structure at year-end 2013 is as follows:
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among other things, to supervise 
accounting procedures. The com-
mittee also monitors the organi-
sation and function of internal 
auditing and risk management, 
as well as risk management of 
credit risk, market risk, liquidity 
risk, reputational risk and other 
risks as the case may be. Moreo-
ver, the committee supervises the 
auditing of the annual and con-
solidated accounts of the Bank 
and assesses the independence of 
Landsbankinn’s external auditors 
and also supervises other tasks 
performed by external auditors 
and submits proposals to the 
Board of Directors for the selec-
tion of external auditors.

The Remuneration Committee 
establishes the Bank’s terms of 
employment with regard to the 
salaries of the CEO of the Bank 
and those of the members of the 
Board of Directors, which are sub-
ject to the approval of the Board 
of Directors. In addition to this, 
the Remuneration Committee 
fulfils the function of the Board 
with regard to preparing and 
submitting proposed terms to the 
Board and negotiating salaries 
and terms of employment with 
the CEO. The Remuneration Com-
mittee also discusses the devel-
opment of wage agreements as 
well as the development of wage 
expenditure and the number of 
employees. For further details on 

the Group’s Remuneration policy, 
see 9.1 Landsbankinn’s 2013 
Remuneration report.

The Strategic Development 
Committee prepares the Board 
of Directors for discussion and 
decisions on the future vision 
and strategy of the Group. The 
Strategic Development Com-
mittee monitors changes in the 
bank's operating environment 
and deliberates on the bank's po-
sition and business plan with an 
eye to strategic development. The 
Committee is also tasked with 
prioritising objectives in relation 
to the bank's strategy.

The Board of Directors of the 
Bank has overall responsibility 
for the establishment and over-
sight of the Bank’s risk manage-
ment framework and risk appetite 
setting. The CEO is responsible 
for the effective implementa-
tion of the framework and risk 
appetite through the corporate 
governance structure and com-
mittees. The CEO has established 
and is a member of the Credit 
Committee, the Risk & Finance 
Committee and the Executive 
Management Committee.

The Credit Committee deals with 
credit risk – both credit limits on 
individual customers as well as 
credit risk policy issues – while 
the Risk & Finance Committee 

covers primarily market risk, li-
quidity risk, operational risk and 
legal risk. The Risk & Finance 
Committee monitors all the 
Bank’s risks and is responsible for 
enforcing the Bank’s risk appetite 
and risk limits, and reviews and 
approves changes to risk models 
before presented to the Board of 
Directors. The Executive Man-
agement Committee serves as a 
forum for consultation and com-
munication between the CEO and 
managing directors, addressing 
the main current issues in each 
division. This committee makes 
all major decisions not being con-
sidered in other standing com-
mittees. The Security Committee 
is a forum for discussions and 
decisions on information safety, 
personnel security, responsibili-
ties in specific security areas and 
the Group’s safety procedures.

3.3.2 Risk Management  
Division

The Bank's Risk Management 
Division is responsible for imple-
menting and enforcing the Bank's 
risk management framework. 
Subsidiaries of the Bank have 
their own risk management func-
tions and the Risk Management 
Division receives information on 
exposures from the subsidiar-
ies and collates them into Group 
exposures.



14 Landsbankinn 2014

The Risk Management Division is 
comprised of six departments.

»	 The Credit Management 
Department is responsible 
for risk assessment and veto 
right on credit applications 
from customers with expo-
sures exceeding the credit 
limits of individual business 
units and customers which 
have been classified yellow, 
orange or red (see section 
5.1.5 Control and monitor-
ing). Secondary voting on 
decisions exceeding the 
authorisation of the Risk 
Management Division is 
referred to the Bank’s Credit 
Committee;

»	 The Credit Risk Monitoring 
Department is responsible 
for monitoring credit risk in 
the Bank’s credit portfolio. 
This is done by operating a 
credit monitoring system. 
The Credit Risk Monitoring 
Department is also respon-
sible for the portfolio valu-
ation methodology and for 
the operation of the Bank’s 
write-off process. In addi-

tion the department works 
with other departments on 
impairment analysis;

»	 The Market Risk Depart-
ment is responsible for 
measuring and monitoring 
market risk, liquidity risk 
and interest rate risk in 
the Bank’s banking book. 
Market Risk is also respon-
sible for monitoring all 
derivatives trading the Bank 
enters into, both for hedg-
ing and trading purposes. 
Market risk monitoring also 
includes FX balance moni-
toring for the Bank as well 
as providing limit monitor-
ing for pension funds under 
management by the Bank. 
The Market Risk Depart-
ment is also responsible for 
comprehensive risk report-
ing to various departments 
and committees;

»	 The Operational Risk De-
partment is responsible for 
ensuring that Bank opera-
tional risks are monitored 
and that the Bank imple-
ments and maintains an 

effective operational risk 
management framework. 
The department assists 
the Group's managers with 
operational risk assessment 
incidents related to normal 
operations and operational 
loss incidents analysis, 
and oversees continuity 
plans. The Operational Risk 
Department leads the work 
on the Bank’s certification 
under the ISO 2701 stand-
ard for information security;

»	 The Models and Analysis 
Department is responsible 
for providing, developing 
and maintaining the Bank’s 
internal models and related 
processes to measure risk, 
including the Economic 
Capital framework; as well 
as to support the implemen-
tation of such models and 
processes within the Bank. 
In addition, the Department 
is responsible for credit risk, 
economic capital and risk ap-
petite reporting within the 
Bank as well as reporting to 
supervisory authorities.	
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3.3.3 Compliance

The Bank’s Compliance Depart-
ment ensures that the Bank 
adheres to its own rules on secu-
rities trading and insider trading 
and that the Bank’s operations 
comply with Act No. 108/2007, on 
Securities Transactions, Act No. 
67/2006 on Actions to Combat 
Money Laundering and Terror-
ist Financing, and other relevant 
legislation and regulations. 
Compliance also concentrates on 
Bank adherence to codes of ethics 
and on limiting market abuse, 
minimising conflicts of inter-
est and ensuring best practice. 
Compliance is one of the Bank’s 
support functions and is integral 
to its corporate culture. 

3.3.4 Internal audit

Internal Audit is part of the 
Bank’s risk management frame-
work as well as being a part 
of the monitoring system. The 
purpose of Internal Audit in the 
risk management process is to 
confirm that risk management is 
functioning and is sufficient for 
the Bank. The effectiveness of the 

Bank’s risk management and risk 
assessment procedures, including 
the Internal Capital Adequacy 
Assessment Process (ICAAP), is 
evaluated by Internal Audit and 
the findings are reported to the 
Board of Directors. The activities 
of Internal Audit extend to every 
operating unit, including the 
Bank’s subsidiaries.

3.4 Risk measurement

The Group regularly monitors 
and assesses its current risk 
profile in the most important 
business areas and for the most 
important risk types. It also 
constantly seeks to improve 
the process for its risk appetite 
in order to supplement the risk 
management framework and to 
support the business model.

The risk appetite framework 
considers key risks relevant to 
the Group’s business activities by 
setting risk appetite goals and 
limits. The risk appetite is on an 
aggregate level represented in 
terms of credit risk, market risk, 

liquidity risk, operational risk 
and funding risk and it varies 
how detailed they are as well as 
which metrics are used depend-
ing on their properties and are 
suited to enable the Bank to man-
age risk in an efficient manner.

Credit risk pertains, inter alia, to 
the quality of the loan portfolio, 
probability of default, defaults, 
concentration risk and large expo-
sures. The Bank has been success-
ful in reducing risk in relation to 
all of these factors. Revised limits 
on credit risk are based on reduc-
ing the risk even further in 2014.

Measurements of market and 
liquidity risk were within limits 
the entire year and the Bank has 
revised limits that relate to mar-
ket risk in relation to the business 
plan.

The Bank’s liquidity position is 
very strong and the Bank has 
reasonable scope to manoeuvre 
without approaching the risk 
limits.

Measurements of operational risk 
were within limits right up to the 
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end of the year when one devia-
tion from the risk appetite was 
documented due to four incidents 
- of the total documented during 
the year – which occurred earlier 
than 2013.

Economic Capital is also a key 
element in the management of 
the Group’s risk and capital struc-
ture as well as in the day-to-day 
financial management. Economic 
Capital is the capital required to 
cover the Group’s unexpected loss 
one year into the future. One of 
the benefits of Economic Capital 
is the fact that it comes up with 
an aggregate figure for all risk 
types, products and business 
units. It thus produces one uni-

fied risk measurement expressed 
in a single unit of value, and the 
capital will at any time reflect the 
Group’s risk the next year. Fur-
ther details on Economic Capital 
can be seen in section 4.5.

3.5 Risk monitoring

The Group allocates considerable 
resources for ensuring on-going 
adherence with the approved risk 
limits and for risk monitoring. It 
has set guidelines for reporting 
to relevant management bodies, 
including the Board of Directors, 
Audit & Risk committee, the Risk 
& Finance committee and the 

Executive Management, on  
developments in risk measures 
and risk appetite, liquidity, 
market related risks, the credit 
portfolio and such. 

The Board of Directors receives 
thorough risk reports every four 
months as well as receiving risk 
reporting through an integrated 
monthly management report. 
The Risk & Finance committee 
and the Executive Management 
Board receive a monthly risk 
report or more frequently if re-
quired. Once a year, an expanded 
ICAAP report is submitted for 
approval which is subject to a re-
view by the FME’s SREP process.

Principal reporting to the Board of Directors

Annual 

ICAAP report

Evaluation of the risk profile and the solvency need. The re-
port contains conclusions drawn from stress testing, including 
the effect of various scenarios on expected losses and capital 
needs

Every four months

Risk report 

Thorough risk report which addresses every risk type. The 
report covers aspects such as Economic Capital, risk appetite, 
credit risk, market risk, liquidity risk, operational risk and 
external economic prospects

Monthly 

Risk appetite Development in the Group’s risk appetite measures. Key meas-
urements are broken down by business units

Past due loans Analysis of past due loans broken down by corporations and 
individuals, industry segments

Credit quality, probability of default

Analysis of average exposure-weighted probability of default 
(PD, broken down by corporations and individuals, industry 
segments. Default rate vs. probability of default, distribution 
of loan portfolio in rating categories and migration analysis

Portfolio analysis Analysis of credit quality and concentration on industry level

Economic Capital Analysis of Economic Capital developments and Economic 
Capital breakdown by risk types and business units

Large exposures Overview of the Group’s 20 largest exposures and their effect 
on the capital base

Market risk reporting
Analysis of the Group’s current equity, fixed income and cur-
rency positions as well as reports on the utilisation of limits 
since the preceding report
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4.1 Capital management 
structure

The Group’s capital management 
governance structure for year-
end 2013 is as follows:

4 Capital Management

Capital management structure

Responsible party Role

Board of Directors

The Board of Landsbankinn hf. is responsible for determining the Bank’s capital policy. 
The Board shall ensure that management establishes and maintains frameworks for as-
sessing risks, relating risk to capital, as well as capital management. The Board monitors 
and approves the ICAAP process and its methodology, scenarios and results.

CEO 

The CEO decides on the overall capital management framework. The CEO shall ensure, on 
an on-going basis that the capital management framework is in accordance to the risk 
profile and business plan and operates properly. 

The CEO shall provide the Board of Directors with ICAAP reports and quarterly manage-
ment reports on capital ratios and capital base. The CEO shall notify the Board of material 
changes or exceptions from established policies that will significantly impact the opera-
tions of the capital management framework.

Finance

The Managing Director of Finance is responsible for capital management, including the 
capital base, capital adequacy reporting, capital planning activities and the ICAAP. Fur-
thermore the MD of Finance shall monitor the development of capital requirements and 
the capital base. Finance shall review on an annual basis the capital management policy 
and make proposals to the Board on capital targets.

Finance provides reporting to the CEO and Board regarding capital management.

Finance is responsible for liquidity management and funding.

Risk Management The Managing Director of Risk Management is responsible for the risk management 
framework as well as the Economic Capital framework for relating capital to risk.

Internal Audit
Internal Audit shall at least annually review the capital management framework and its 
operations to ensure that they remain comprehensive and proportionate to the nature, 
scale and complexity of the Bank’s activities.
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4.2 Capital management  
framework

The purpose of the Group’s capi-
tal management is to support the 
Group’s strategy and ensure that 
it has sufficient capital to cover 
its risks at all times. 

The capital management frame-
work of the Bank comprises of 4 
interdependent activities: Capital 
Assessment, Risk Appetite/Capi-
tal Target, Capital Planning, and 
Reporting/Monitoring.

The Group uses the standard-
ised approach in measuring the 
regulatory capital requirement 
for Pillar I risks. 

Economic Capital (EC) is a risk 
measure which is applied to 
all material risks. It captures 
unexpected losses and reduction 
in value or income for which the 
Bank needs to hold capital to 
avoid insolvency. 

The total capital ratio target is 
set annually as part of the Bank’s 
risk appetite. When setting the 
target, Economic Capital, Pillar I 
and II capital requirements, ex-
pected “Basel III” requirements, 
internal capital buffers, risk 

appetite, and strategic objectives 
are considered.

The Internal Capital Adequacy 
Assessment Process (ICAAP) 
under Pillar II is the Group’s own 
assessment of its capital need 
(as a percentage of RWA) and 
is based on Economic Capital 
calculations, stress tests and 
results of the Supervisory Review 
and Evaluation Process (SREP). 
ICAAP is the foundation of the 
capital planning process which 
includes the business plan, finan-
cial plan and stress testing. 

4.3 The Capital base

The Group's equity at 31 Decem-
ber 2013 amounted to ISK 242.3 
billion (31.12.2012: ISK 225.2 
billion). The Capital Adequacy Ra-
tio, calculated in accordance with 
Article 84 of Act No. 161/2002, 
on Financial Undertakings, was 
26.7% at 31 December 2013 
(31.12.2012: 25.1%). Under the 
Act the minimum requirement 
for this ratio is 8%. The capital 
base consists of Tier 1 capital and 
the breakdown is as follows:

Capital Assessment
Regulatory Capital
Economic Capital

Capital planning
Business plan
Financial plan
Stress testing

Risk Appetite
/ Capital Target

Reporting
and Monitoring
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The Group’s capital adequacy ra-
tio rose in 2013, mainly because 
of its earnings of ISK 28 billion 
after taxes. A dividend payment 
of ISK 10 billion was made.

4.3.1 Tier 1 capital  
and statutory deductions 

Tier 1 capital consists of core Tier 
1 capital less statutory deduc-
tions according to requirements 
of the FME based on Articled 

54 and 55 of Act No. 113/1996.1 
The Group makes deductions in 

order to determine its core Tier 1 
capital:2

1	Article no.55 under http://www.althingi.is/lagas/127b/1996113.html
2	Other deductions are goodwill and investments in own shares which do not apply to the Group at the year-end 2012

The capital base

Capital base 31.12.2013 31.12.2012

Share capital 23,618 24,000

Share premium 120,700 123,898

Statutory reserve 7,046 5,053

Retained earnings 90,002 72,120

Non-controlling interests 935 95

Intangible assets -585 -541

Deferred tax assets 0 -48

Tier 1 capital 240,774 225,166

Deduction from original and additional own funds -3,865 -3,815

Capital base 236,909 220,762

Risk-weighted assets

Credit risk 684,655 679,516

Market risk 99,763 98,486

Operational risk 104,500 101,393

Total risk-weighted assets 888,918 879,395

Tier 1 capital ratio 27.09% 25.54%

Capital adequacy ratio 26.65% 25.10%

Tier 1 capital and statutory deductions

2013 2012

Valitor 2,905 3,155

Borgun 960 660

Total 3,865 3,815
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»	 Carrying amounts of intan-
gible assets

»	 Deferred tax assets

»	 Capital holdings in other 
credit and financial institu-
tions amounting to more 
than 10% of their capital

Capital holdings (>10%) in other 
credit and finance institutions are 
as follows:

The capital base contains no hy-
brid capital and no Tier 2 capital.

4.4 Capital Requirement

The regulatory minimum capital 
requirement under Pillar I of the 
Directive is 8% of risk-weighted 
assets for credit risk, market risk 
and operational risk. The Group 
uses the standardized approach3 
in measuring Pillar I capital 
requirements for credit risk and 
market risk. For operational risk 
it uses the basic indicator ap-
proach4 in calculating capital 
requirement. 

Risk-weighted assets (RWA) for 
credit risk, the single largest 
risk type, amounted to 77% of 
total RWA. RWA for market risk 
amounted to 12% of RWA.

Total risk-weighted assets in-
creased by 1% in 2013.

3	See Staðalaðferð under http://www.stjornartidindi.is/Advert.aspx?ID=f051707c-8c23-4e99-a305-68dcb6f97a29
4	Capital requirements for operational risk are calculated by aggregating the operating revenues for the last three years and obtaining the arithmetic mean. If the aggregate 

operating revenues for any given year are negative, it is excluded in the calculations. The capital requirement for operational risk is equal to 15% of this mean.

Change in capital ratio
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Capital requirement

Capital requirement and risk-weighted assets 31.12.2013 31.12.2012

Credit risk breakdown Capital  
requirement RWA Capital  

requirement RWA

Central governments or central banks 81 1,011 6 77

Regional governments or local authorities 221 2,768 353 4,416

Administrative bodies 205 2,567 6 69

Institutions 1,864 23,306 1,834 22,926

Corporations 32,946 411,819 30,480 381,005

Retail 7,818 97,723 9,437 117,964

Secured by real estate property 4,447 55,586 3,030 37,870

Past due items 2,811 35,143 4,174 52,175

Items belonging to regulatory high risk categories 1,066 13,323 974 12,170

Short-term claims on institutions and corporate 0 0 0 0

Other items 3,313 41,410 4,068 50,844

Credit risk  54,772 684,655 54,361 679,516

Market risk breakdown

Traded debt instruments 2,321 29,006 1,439 17,991

Equities 4,130 51,621 4,426 55,321

Market risk  6,451 80,628 5,865 73,312

Currency risk 1,531 19,135 2,014 25,174

Operational risk 8,360 104,500 8,111 101,393

Total capital requirement and RWA 71,114 888,918 70,351 879,395
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Economic capital

Risk Calculation method

Credit risk

The credit risk EC model is the asymptotic single risk factor (ASRF) model from the Basel 
II internal rating based (IRB) approach’s risk weight formula, i.e. the EC equals the capital 
requirements of the IRB approach in the capital requirements directive. The main input to 
the model are the risk parameters probability of default (PD), loss given default (LGD) and 
exposure at default (EAD).

Market risk

Market risk EC for interest rate risk in the trading book is calculated using the standard-
ised measurement method of the Basel framework, i.e. EC equals the Bank’s capital re-
quirements for interest rate risk. However market risk EC for equity risk is calculated using 
the following risk weights:
• 290 % for exchange traded equity exposures.
• 370 % for all other equity exposures.

Currency risk

For FX positions a VaR-model is used to calculate EC 1-day 99% VaR as well as stressed 
VaR (SVaR) are calculated and scaled to one-year 99% VaR in accordance with the Basel 
framework. Stressed VaR is calculated from the worst case of the previous 250 trading 
days. EC for FX-risk equals the sum of the two one-year 99% VaR measures.

Concentration risk

EC for single name concentration is calculated by adjusting for the granularity and non-
homogeneity in the portfolio. This is necessary as the credit risk EC model assumes that 
the portfolio is infinitely large and homogenous, hence the single name concentration EC is 
given as an add-on.
An internal model is used to measure the additional EC for credit risk related to industry 
concentrations in the loan portfolio, i.e. a concentration add-on. EC is given by the increase 
in credit risk EC when a correlation adjusted for the concentration in the portfolio is used.

Interest rate risk in 
the banking book

Interest rate risk in the banking book EC is equal to the loss of economic value resulting 
from a simultaneous parallel shift in the relevant interest rate curves.

Operational risk
EC for Operational risk is calculated using the basic indicator approach, which means that 
it equals the Group’s capital requirement. 

Business risk
Economic Capital for Business risk is calculated using an internal model, which is based on 
the volatility of the Bank’s income, before profit or loss due to any other material risk.

Legal and  
regulatory risk

Economic Capital for legal and regulatory risk is calculated by adding the potential loss of 
on-going disputes weighted by their  status within the legal system.
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4.5 Economic Capital

Economic Capital (EC) is a risk 
measure which is applied to 
all material risks. It captures 
unexpected losses and reduction 
in value or income for which the 
Group needs to hold capital to 
avoid insolvency. It arises from 
the unexpected nature of losses 
as distinct from expected losses. 
EC is defined as the difference 

between unexpected losses and 
expected losses, where unexpect-
ed loss is defined as the 99.9% 
Value-at-Risk, with a one-year 
time horizon. The purpose of the 
EC framework is to enable the 
Group to assess the amount of 
capital it requires to cover the 
economic effects of risk-taking 
activities, as well as to compare 
different risk types using a com-
mon “risk currency”. 

The following summarizes how 
the Group calculates its Economic 
Capital (EC) for the risks included 
in the framework:

Economic Capital decreased dur-
ing 2013 mainly due to improved 
quality of the loan portfolio and 
lower assessment of EC for Legal 
and regulatory risk. EC for Mar-
ket risk increased significantly 
due to higher risk weights ap-
plied to Equities in line with the 

Economic Capital ISK million 2013 2012

Credit risk - Loans to customers and credit institutions 63,770 68,764

Credit risk - Other assets 4,379 5,041

Market risk 12,124 5,865

Currency risk 2,728 3,676

Operational risk 8,360 8,111

Single name concentration risk 7,736 8,099

Industry concentration risk 3,175 2,710

Interest rate risk 9,925 10,688

Business risk 4,180 4,056

Legal and regulatory risk 5,711 18,913

Total 122,088 135,923

EC/RWA 13.7% 15.5%

*Numbers in parenthesis from 31.12.2012
**Loss given default calculations are based on foundation IRB LGD, except for individuals where internal LGD’s are used.
***New credit rating model for individuals and new PD estimates have an impact of increase on the measurement values of the PD even 
though the quality in the loan portfolio has improved. For further details see 5.2.3 Migration analysis.

Weighted average 

Credit risk at 31 
December 2013

Probability  
of default (PD)*

Loss given  
default (LGD)**

Exposure  
at default (EAD)

Economic  
Capital (EC)

Financial institutions 0.2% (1.5%) 45.0% 59.820 1.421

Public entities 0.9% (1.2%) 45.4% 15.842 553

Individuals 4.4% (2.7%)*** 33.0% 243.616 8.690

Corporations 5.5% (6.0%)*** 44.8% 603.202 53.107

Total 4.7% (4.6%) 41.7% 922.480 63.770
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Financial Supervisory Author-
ity’s (FME) requirements. Credit 
risk is the largest source of risk 
confronting the Bank and in the 
year 2013 the EC for this risk type 
decreased reasonably. Economic 
Capital is estimated at 13.7% of 
RWA for year-end 2013.

Below is a further breakdown for 
credit risk, probability of default 
by asset class as well as loss 
given default, exposure at default 
and EC. Probability of default 
has decreased significantly the 
past two years, mainly because of 
improved quality in the corporate 
loan book. Numbers for 2012 are 
shown in parenthesis. 

4.6 Stress testing

As a part of ICAAP and the 
capital planning process, inter-
nal stress tests are used as an 
important risk management tool 
in order to determine how severe, 

unlikely but plausible, changes in 
the business and macro environ-
ment affect the capital need. 
Stress tests reveal how the capital 
need varies during a stress sce-
nario, where impact on financial 
statements, regulatory capital 
requirements and capital ratios 
occur. The stress test process is 
divided into the following steps:

»	 Scenario development and 
approval

»	 Scenario translation

●	 Translation model to 
determine loan loss

●	 Translation method to 
determine the effect on 
financial statements

●	 Translation model to 
determine Economic 
Capital

»	 Calculation

»	 Analysis and reporting

In 2013, the Group developed 2 
new scenarios, as well as a base-
line scenario and a recurring mild 
recession scenario. These sce-
narios forecast developments of 
key macro indicators over a given 
period. Scenarios demonstrate an 
alternative development of key 
economic variables induced by 
various shocks compared to the 
baseline macroeconomic and in-
flation forecast of Landsbankinn's 
Economic Research.

In general, the Group develops 3 
scenarios and 1 or more scenarios 
which confront actual or foresee-
able risk:

When scenarios have been devel-
oped and approved by the Board 
a scenario translation is applied. 
The Group uses both statistical 
models as well as expert judge-
ment. 

Stress testing

Baseline scenario
The banks business plan, based on the most recent macroeconomic forecast of Eco-
nomic Research.  This scenario is in fact the most likely one to occur.

Mild recession The scenario assumes a slight contraction in GDP growth for the first few years fol-
lowed by a return to trend growth in the last years. 

Illegal indexation This scenario assumes that Consumer Price Index (CPI) linked loans to individuals are 
to be deemed illegal in the same manner as the FX loans.

Reverse stress test
The scenario assumes a massive downturn in the export sector, hitting the economy se-
verely with several implications for the bank and the economy. The starting point is to 
create a series of events that will result in a solvency ratio below 12% at a given time.
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The Group uses a loan loss model 
which incorporates macroeco-
nomic variables and produces 
probability of default (PD), default 
rates as well as loss given default 
(LGD) which can then be trans-
lated into loan losses.

The effect on financial state-
ments is then translated and cal-
culated with a resulting impact 
on the capital base. The effect 
on risks is also translated and cal-
culated, resulting in changes to 
Economic Capital, i.e. the capital 
need. 

The purpose of a mild recession 
scenario is to analyse how much 
additional capital is needed to 
ensure that the Group will not 
have to intervene with manage-
ment actions, other than not 
paying dividends, in the case of a 
mild recession. Mild recession is 
also important when the Group 
assesses the appropriateness of 
the risk appetite related to capital 

as well as to assess the size of the 
minimum internal buffer.5

The Illegal indexation of CPI 
linked loans scenario is intended 
to focus on the legality of such 
loans to individuals. 

In addition to these two main 
scenarios, the Group applies vari-
ous specialised scenarios to pro-
vide management with a better 
understanding of how the Group 
will be affected by specific events 
which might require manage-
ment action.

4.7 Summary of Capital 
Requirement and Economic 
Capital

At 31.12.2013 the Group esti-
mated its Economic Capital at ISK 
122.1 billion (13.7% of RWA) and 
the capital requirement to be ISK 
77.1 billion under Pillar I. 

The add-on for Pillar I risks is ISK 
20 billion (2.3% of RWA), mainly 
due to credit risk. Pillar II risks 
require ISK 30.7 billion of capital 
(3.5% of RWA), the biggest risks 
being Interest rate risk in the 
banking book. 

According to the preliminary 
SREP for 2013, based on year-end 
2012, the FME has lowered its re-
quirements to 16,7%, according to 
the banks decrease in Economic 
Capital, i.e. risk, and less uncer-
tainty regarding loans in foreign 
currency. This replaces the 19.5% 
requirement determined by 
the FME in the previous SREP 
process, based on year-end 2011. 
The Group has complied with this 
requirement as well as taken stra-
tegic objectives into consideration 
into account in determining a 
capital target of a capital ratio in 
the range of 20% to 23%.

5	The internal capital buffer is a countercyclical buffer which equals the amount of capital that is needed to ensure that the Bank stays above the minimum capital requirement 
during normal fluctuations of the business environment, e.g. a mild recession, and inherent risks in the Group’s operations.

Phase 1 - Scenarios Phase 2 - Effect on P/L and Risk Phase 3 Phase 4

GDP ↓↑
Short-term interest rates ↓↑

Inflation ↓↑
Foreign exchange rates ↓↑

Total investments↓↑
Output gap↓↑

Equities – ISK/FX ↓↑

Net interest income
Net trading income

FX gain/loss
Funding cost
Loan losses

Profit  
/Loss 

Capital  
base

Economic 
Capital

Scenario 
result

Risk
Credit risk
Market risk

Operational risk
Other risk types
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4.8 Consolidation methods

Risk and Capital Management 
2013 is based on the definition 
of the Landsbankinn Group used 
in the 2013 Annual Report and 
complies with IFRS. Subsidiar-
ies are entities over which the 
Group has the power to govern 
financial and operating policies 
so as to obtain benefits from their 
activities, generally accompanied 
by a shareholding of over half 
of the voting rights. Subsidiar-
ies are fully consolidated in the 
financial statements according 
to the acquisition method. In 
capital requirement calculations 
and Economic Capital the Group 
consolidates its subsidiaries with 
a full look-through approach, 
that is, the Group looks through 
the subsidiary and down at each 
individual asset. 

The main subsidiaries held di-
rectly or indirectly at 31.12.2013 
were as follows:6

Associates are those entities in 
which the Group has significant 
influence, but not control, over 
financial and operating policies. 
Significant influence is presumed 
to exist when the Group holds, di-
rectly or indirectly, between 20-
50% of the voting power of an-
other entity. The Group accounts 
for investments in associates in 
the financial statement using the 
equity method. In capital require-
ment calculations and Economic 
Capital the Group classifies the 
share in each associate with ap-
plicable risk weight.

Investments in associates at 
31.12.2013 are as follows:

Summary of capital requirement and economic capital
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Capital Base
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6	Other subsidiaries are Eignarhaldsfélag Landsbankans ehf., Landsvaki ehf., Blámi-fjárfestingafélag ehf., Landsbanki Vatnsafl ehf., Span ehf. and Landsbanki Holdings UK plc., 
all in 100% ownership.
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4.9 New capital regulations

The Bank does not have informa-
tion on amendments to acts of 
law and/or regulations that will, 
with any certainty, lead to ad-
ditional requirement of economic 
capital buffers. While plans have 
been presented to commence 
preparation of new legislation 
that could potentially have such 
effect the Bank regards such 

potential effect not to be certain 
enough to call for a requirement 
of economic capital buffers.

On 1 January 2014, a new frame-
work for prudential requirements 
for banking entered into force in 
the EU. The framework, referred 
to as CRD IV, consists of two 
parts, an updated Directive (CRD 
IV, Capital Requirements Direc-
tive) and a Regulation (CRR, Capi-
tal Requirements Regulation) 

The new CRD IV framework 
has not been taken into the EEA 
Agreement and is therefore, not 
yet at least, binding on Iceland 
under international public law. 
The reason for this is that CRD IV 
is closely linked to a new EU insti-
tutional framework for financial 
services, introduced with regula-
tions in 2010. Three European 
supervisory authorities, mandated 
to work closely with national su-
pervisors, were set up under this 

Consolidation methods

Company Ownership interest Activity

Horn fjárfestingarfélag hf. (Iceland) 100% Investment company

Landsbréf hf. (Iceland) 100% Management company for mutual funds

Hömlur ehf. (Iceland) 100% Holding company*

Lindir Resources ehf. 78% Investment company

Associates Ownership  
interest

Carrying amount at  
31 December 2013

Carrying amount at  
31 December 2012

Framtakssjóður Íslands hf. 28% 8,882 8,113

Valitor Holding hf. 38% 2,905 3,155

Borgun hf. 31% 960 660

IEI slhl. 28% 621 -

Reiknistofa bankanna hf. 37% 613 629

Motus ehf. 48% 191 125

Auðkenni hf. 20% 50 38

Other  - 2 10

Reginn hf. 0% 2,798

Total   14,224 15,528

* Manages the banks repossessed collaterals, which consists mainly of real estate assets.
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framework: the European Banking 
Authority (EBA), the European 
Securities and Markets Authority 
(ESMA) and the European Insur-
ance and Occupational Pensions 
Authority (EIOPA). These regula-
tions have not been incorporated 
into the EEA Agreement and have 
thus not transposed into Icelan-
dic law. These regulations are 
considered to involve the transfer 
of executive powers that would 
go beyond the provisions of the 
Icelandic Constitution. This has 
postponed the incorporation of the 
CRD IV framework into the EEA 
Agreement.

CRD IV provides for the adoption 
of technical standards in various 
fields. The technical standards 
are prepared by EBA and stipu-
late more detailed provisions on 
the basis of the CRD IV frame-
work. The technical standards 
will, for instance, include provi-
sions on the harmonisation of the 
frequency and form of reporting 
to supervisors. All reports from 
European banks are expected to 
be submitted simultaneously and 
in a standardised form, to regula-
tors and from there on to EBA.

In Iceland, the Directive is ex-
pected to be transposed through 

a bill of legislation amending the 
Act on Financial Undertakings 
No. 161/2002 that is planned to 
be submitted to the Icelandic 
Parliament, Althingi, in the 2014 
spring session. Preparatory work 
is under way for the transposition 
of the Regulation which is ex-
pected to be transposed through 
an annex to a regulation adopted 
on the basis of a provision in Act 
on Financial Undertakings. 

CRD IV includes, inter alia, the 
transposition of the Basel III 
standard that introduced provi-
sions in the following areas: (i) 
a redefinition of the financial 
instruments that may form the 
capital framework of banks, 
aimed at increasing the quality of 
the capital base, (ii) new capital 
buffers, aimed at increasing the 
stability of the financial system; 
and, (iii) a leverage ratio that 
restricts the build-up of debt in 
financial undertakings. Basel III 
(and CRD IV) assumes incre-
mental transposition, a phase-in 
whereby implementation will 
begin in 2014-15 and end in 2018-
19. Individual states, Sweden 
for one, have however availed 
themselves of the possibility to 
expedite implementation of cer-
tain provisions of Basel III. 

Currently, the Bank does not have 
information on proposals for the 
implementation of the aforemen-
tioned provisions of CRD IV into 
Icelandic law. The Bank does not 
expect the implementation of the 
provisions to lead, overall, to an in-
crease in capital requirements for 
the Bank. This view is based on the 
Bank ś strong capital and liquidity 
position and the already far reach-
ing capital requirements imposed 
by the FME under Pillar 2. 

The Bank expects that the re-
definition of common equity and 
liquidity ratio (points i and iii) 
will have a very limited impact 
on the Bank, all things remaining 
equal. The Bank expects that the 
introduction of the capital buffers 
(the capital conservation buffer, 
the countercyclical capital buffer, 
the systemic risk buffer and the 
systemic important institutions 
buffer) will lead to a review of the 
criteria applied by FME for decid-
ing how much additional capital is 
to be required under Pillar 2 (and 
together with Pillar 1). The Bank 
thus considers that the imposition 
of the capital buffers will lead to a 
decrease in current requirement of 
capital under Pillar 2. 
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However, there are some indica-
tions that the interpretation of 
the FME is simply to add the 
buffers on top of the current capi-
tal requirements under Pillar 2, 
i.e. with no revision of the criteria 
applied by FME for deciding how 
much additional capital is to be 
imposed under Pillar 2. Should 
this interpretation prevail, signif-
icant additional capital require-
ments could be made in respect 
to the Bank. The Bank expects to 
enter into discussions with the 
FME on the interpretation of the 
relevant provisions of Basel III 
/ CRD IV, the implementation of 
these provisions into Icelandic 
law and the application of the 
rules with regard to the Bank.

Even though the interpretation 
of the FME would prevail, the 
Bank will neither need to revise 
its business plan nor risk appetite 
targets, due to the strong capital 
position.

Bank's own 
capital buffer

Pillar 2

Higher of
Systemic risk,

G-SII and O-SII
buffers

Countercyclical
capital buffer

Capital
conservation

buffer

Tier 2

Additional Tier 1

Common
Equity
Tier 1

1 - 2%*

0 - 2%*

0 - 5%*

0 - 2.5%*

2.5%*

2%*

1.5%*

4.5%

Extra capital  
for other risks

Extra cushion of CET1 
capital for systemical-
ly important institu-
tions and for macro-
prudential risk

Extra cushion of CET1 
capital in boom times

Extra cushion of CET1 
capital

Basic requirement

*Assumed upper bounds (values can be higher)
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Landsbankinn hf. offers loans, 
credits, guarantees and other 
credit related products as part 
of its business model and thus 
undertakes credit risk. 

At the end of 2013, 77% of the 
Group’s risk-weighted assets 
were due to credit risk. On the 
same date, total loans and ad-
vances to customers amounted 
to ISK 748.384 million (2012: 
ISK 730.436 million), with ISK 
680.468 million coming from 
lending activities (2012: ISK 
666.087 million) and ISK 67.916 
million from loans and advances 
to financial institutions (2012: 
ISK 64.349 million).

5.1 Credit risk management

Credit risk is mainly managed 
through the credit process and 
the Group’s credit risk models 
which include PD, LGD and EAD 
modelling. The models are used 
for various purposes, e.g. in man-
agement reporting. 

5.1.1 Identification

Credit risk is defined as the risk 
of loss if customers fail to fulfil 
their agreed obligations and the 
pledged collateral does not cover 
existing claims. 

The Group’s activities may activi-
ties may give rise to risk at the 

time of settlement of transactions 
and trades. Settlement risk is the 
risk of loss due to the failure of an 
entity to honour its obligations to 
deliver cash, securities or other 
assets as contractually agreed.

Credit risk is the greatest sin-
gle risk faced by the Group and 
arises principally from loans 
and advances to customers and 
from investments in debt securi-
ties, but also from commitments, 
guarantees and documentary 
credits, counterparty credit risk 
in derivatives contracts, and 
aforementioned settlement risk. 

5.1.2 Assessment

Credit risk is measured in three 
main dimensions: the probability 
of default (PD), the loss given 

default (LGD) and the exposure. 
For the purpose of measuring 
PD the Bank has developed an 
internal rating system, including 
a number of internally developed 
rating models. The objectives of 
the rating system are to provide 
a meaningful assessment of 
obligor characteristics; a mean-
ingful differentiation of credit 
quality; and accurate and con-
sistent quantitative estimates of 
default risk, i.e. probabilities of 
default (PD). Internal ratings and 
associated PD play an essential 
role in the risk management and 
decision-making process, and in 
the credit approval and corporate 
governance functions.

The rating system has an obligor 
rating scale which reflects exclu-
sively quantification of the risk of 

5 Credit risk
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obligor default, i.e. credit quality. 
The obligor rating scale has 10 
rating grades for non-defaulted 
obligors from ‘1’ to ‘10’, ‘10’ indi-
cating the highest credit quality, 
and the grade ‘0’ for defaulted 
obligors. The rating assignment 
is supported by rating models, 
which take information such as 
industry classification, financial 
accounts and payment behaviour 
into account.

The rating assignment and ap-
proval is an integrated part of 
the credit approval process and 
assignment shall be updated at 
least annually or when mate-
rial information on the obligor 
or exposure becomes available, 
whichever is earlier.

In 2013 the Group implemented in 
2013 a new credit rating model for 
individuals. Considerable changes 
in the rating distribution resulted 
from the implementation com-
pared to the former model. The 
new model’s discriminatory power 
significantly exceeds the Basel 
II regulatory minimum require-
ment of 0.5. Furthermore, the new 
model is well calibrated, i.e. the 
weighted probability of default for 
each rating grade is equal to the 
actual default rate with respect to 
reasonable error limits. 

LGD is measured using the mod-
els defined in the Basel frame-
work for the purpose of Economic 
Capital calculations. In addition 

Internal mapping from internal rating grade  
to S&P rating grades

Internal rating grade S&P Lower PD Upper PD

10 AAA/AA+/AA/AA- 0.00% 0.04%

9 A+/A/A- 0.04: 0.10%

8 BBB+ 0.10: 0.21%

7 BBB/BBB- 0.21% 0.46%

6 BB+/BB 0.46% 0.99%

5 BB- 0.99% 2.13%

4 B+ 2.13% 4.54%

3 B 4.54% 9.39%

2 B- 9.39% 18.42%

1 CCC/C 18.42% 100.00%

Rating category and PD band
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the Bank has implemented in the 
business processes an internal 
LGD model, which takes into 
account more types of collat-
eral and is more sensitive to the 
collateralisation level than the 
aforementioned Basel model. 

Exposure is calculated using the 
credit conversion factors of the 
Basel framework.

5.1.3 Management and policy

The Bank’s credit risk manage-
ment is based on active monitor-
ing by the Board of Directors, the 
CEO, the Risk & Finance Com-
mittee, the Credit Committee, 
the credit departments within 
the Risk Management Division 
and the business units. The Bank 
manages credit risk according 

to its risk appetite statement 
and credit policy approved by 
the Board of Directors as well as 
detailed lending rules approved 
by the CEO. The risk appetite 
statement and credit policy 
include limits on large exposures 
to individual borrowers or groups 
of borrowers, concentration of 
risk and exposures to certain 
industries. The CEO ensures that 

Rating system: The ´rating system´comprises alla of the methods, processes, controls,  
data collection and IT systems that support the assessment of credit risk, the assignment  

of ratings to customers, and the quantification of probability of default estimates

IT systems and process support

Risk models

Model development

Risk parameters

Calibration
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strategies
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manuals

Credit 
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Collateral
assessment
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Risk adjusted 
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Capitalisation 
(ICAAP)
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the risk policy is reflected in the 
Bank’s internal framework of 
regulation and guidelines. The 
Bank’s executives are responsible 
for the Bank’s business units to 
execute the risk policy appropri-
ately as the CEO is responsible for 
the oversight of the process as a 
whole.

Incremental credit authorization 
levels are defined based on size 
of units, types of customers and 
lending experience of credit of-
ficers. Credit decisions exceeding 
authorization levels of business 
units are subject to confirmation 
by Credit Management, a depart-
ment within Risk Management. 
Credit decisions exceeding the 
limits of Credit Management are 
subject to approval by the Bank’s 
Credit Committee. Credit deci-
sions exceeding the limits of the 
Credit Committee are subject to 
approval by the Board of Direc-
tors which holds the highest 
credit authorization within the 
Bank.

5.1.4 Mitigation

Mitigating risks in the credit 
portfolio is a key element of the 
Bank’s credit policy as well as 
being an inherent part of the 
credit decision process. Securing 
loans with collateral is the main 
method of mitigating credit risk 
whereas for many loan products, 
collateral is required by legisla-
tion, as in the mortgage finance 
market, or is standard market 
practice. 

The most important types of col-
lateral are real estate, ships and 
financial assets (shares or bonds).

The amount and type of collateral 
required depends on an assess-
ment of the credit risk associated 
with the counterparty. Valuation 
parameters and the acceptability 
of different types of collateral 
are defined in the Bank’s credit 
policy. Credit extended by the 
Bank may be secured on residen-
tial or commercial properties, 
land, securities, transport vessels, 
fishing vessels together with 
their non-transferable fishing 
quotas, aircraft, etc. The Bank 
also secures its loans by means 
of receivables, inventory and 
operating assets, such as machin-
ery and equipment. Residential 
mortgages involve the underly-
ing residential property. Less 
stringent requirements are set 
for securing short-term personal 
loans, such as overdrafts and 
credit card borrowings. 

The Bank regularly assesses 
the market value of collateral 
received. The Bank has developed 
models to estimate the value of 
the most frequent types of col-
lateral. For collateral for which 
no valuation model exists, the 
Bank estimates the value manu-
ally. It calculates the value as the 
market value less a haircut. The 
haircut represents a conservative 
estimate of the costs to sell in a 
forced sale. Costs to sell include 
maintenance costs in the period 
over which the asset is up for 
sale, fees for external advisory 
services and any loss in value. 
For listed securities, haircuts are 
calculated with an internal model 
based on variables, such as price 
volatility and marketability.

The Bank monitors the market 
value of mark to market collat-
eral and may require additional 
collateral in accordance with the 
underlying loan agreements.

Board of Directors
Policy matters – Monitoring – Guidelines - Risk appetite

Executive Credit Committee

Corporate Banking
Credit Committee

Corporate Solutions
Credit Committee

Credit Management
Secondary voting rights

Branches
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The Bank is consistently im-
proving its collateral system, 
which is developed internally 
and allows the Bank to analyse 
the quality and value of the col-
lateral held to secure the loan 
portfolio.

In order to limit further the 
credit risk arising from financial 
instruments, the Bank enters into 
netting agreements, under which 
the Bank is able to set off all 
contracts covered by the netting 
agreement against the debt in 
case of default. The arrangements 
generally include all market 
transactions between the Bank 
and the client.

Generally, collateral is not held 
over loans and advances to finan-
cial institutions, nor is it usu-
ally held against bonds and debt 
instruments.

The Group includes all collateral 
to which a value is assigned in 
accordance with its internal pro-
cedures. Guarantees are included 
if they imply lower risk weights 
than the original exposure. In 
addition, collateral is volatility-

adjusted (by means of a haircut) 
in order to take into account price 
volatility and the expected costs 
of repossession and sale of the 
pledge.

5.1.4.1 Derivative financial  
instruments

In order to mitigate credit risk 
arising from derivatives the 
Bank chooses the counterpar-
ties for derivatives trading based 
on stringent rules, according to 
which clients must meet certain 
conditions set by the Bank. The 
Bank also enters into standard 
International Swaps and Deriva-
tives Association (ISDA) master 
netting agreements with for-
eign counterparties and similar 
general netting agreements with 
domestic counterparties. 

Commensurate collateral and 
margin requirements are in 
place for all derivative contracts 
the Bank enters into. Collateral 
management and monitoring is 
performed daily and derivative 
contracts with clients are fully 
hedged.

The Bank’s supervision sys-
tem monitors both derivatives 
exposure and collateral value and 
calculates the credit equivalent 
value for each derivative intraday. 
It also issues margin calls and 
manages netting agreements.

Amounts due to and from the 
Group are offset when the Group 
has a legally enforceable right to 
set off a recognised amount and 
intends either to settle on a net 
basis or to realise the asset and 
settle the liability simultane-
ously. External ratings are used 
where applicable to assist in man-
aging the credit risk exposure 
of bonds. Otherwise the Bank 
uses fair value estimates based 
on available information and the 
Bank’s own estimates. 

5.1.5 Control and monitoring

The Bank employs an internal 
Early Warning System to moni-
tor exposures in order to identify 
signs of weakness in customer 
earnings and liquidity as soon as 
possible. To monitor customers, 
the Bank uses – supplemental 
to ratings – a credit monitoring 
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classification of four risk groups 
(green, yellow, orange and red). 
The colour classification is the 
following:

»	 Green customers are consid-
ered as performing without 
signs of repayment prob-
lems;	

»	 Yellow customers are on 
Watch list 1, they have 
temporary difficulties and 
may need some instalments 
postponed or modification 
of terms or loan covenants;

»	 Orange customers are on 
Watch list 2. They are still 
under the supervision of the 
relevant business unit but 
are likely to go through debt 
restructuring or postpone-
ment of instalments;

»	 Red customers are under 
supervision by Corporate 
Solutions and need re-
structuring or are in legal 
collection. Management of 
the customer’s operations 
will possibly be taken over 
by the Bank. In some cases, 

collateral or guarantees 
will be collected and/or the 
operations sold.

The Credit Risk Monitoring 
Department within Risk Man-
agement is together with the 
business units responsible for the 
verification of colour of the cus-
tomer, as well as the transfer of 
customers from business units to 
Corporate Solutions if necessary.

5.1.6 Impairment process

Group policy requires that indi-
vidual financial assets above ma-
teriality thresholds are reviewed 
at least quarterly, and more 
frequently when circumstances 
require. Impairment allowances 
on individually assessed accounts 
are determined on a case-by-case 
basis by evaluating incurred 
losses at the reporting date. Col-
lectively assessed impairment 
allowances are permitted in the 
following cases: (i) portfolios 
of homogenous loans that are 
individually below materiality 
thresholds, and (ii) losses that 
have been incurred but not yet 
identified, using the available 

historical experience together 
with experienced judgement and 
statistical techniques.

Should the expected cash flows 
be re-examined and the present 
value of the cash flows (calculated 
using the effective interest rate) 
be revised, the difference is then 
recognised in profit or loss (as 
either impairment or net adjust-
ments to loans and advances). 
Impairment is calculated using 
the effective interest rate, before 
any revision of the expected cash 
flows. Any adjustments to the car-
rying amount which result from 
revising the expected cash flows 
are recognised in profit or loss. 
The impact of financial restruc-
turing of the Group’s customers is 
reflected in loan impairment, or 
net adjustments to loans and ad-
vances, as the expected cash flow 
of customers has changed. 

The Group has significantly 
reduced granting loans in foreign 
currency unless the customer’s 
income is in the same currency or 
a comparable currency. This also 
applies to granting CPI indexed 
loans to corporate customers.



38 Landsbankinn 2014

5.2 Credit portfolio

5.2.1 Credit exposure

The Group’s credit exposure 
shown in the tables below is de-
fined as balance sheet items and 
off-balance-sheet items that carry 
credit risk, and the exposure is 
calculated net of accumulated 
loan impairment charges. Most of 
the exposure derives from lend-
ing activities in the form of loans 
with and without collateral. 

At the end of 2013, the total 
carrying amount was ISK 1.104 
billion. Some ISK 681 billion are 
derived from lending activities, 
ISK 291 billion from bonds and 
debt instruments, and ISK 0.7 bil-
lion is derived from the carrying 
amount of derivatives. 

The following table shows the 
classification of the Group’s 
financial assets.

5.2.1.1 Credit exposure from  
lending activities

At the end of 2013, the Group’s 
total credit exposure from lend-
ing activities amounted to ISK 
680,468 million, against ISK 
666,087 million at the end of 
2012. This represents an increase 
of 2.2%. In 2013, credit demand 
remained low and did not result 
in a significant increase in credit 
exposure. The low demand relat-
ed to both personal and corporate 
customers. 

Lending capacity in the Icelandic 
banking system, as well as credit 
supply, has exceeded demand 
in the past few years. Lending 
operations have thus extensively 
focused on services to existing 
customers and refinancing of 
their loans as well as restructur-
ing clients in financial distress. 
The impact of financial restruc-
turing on a number of clients, 
both individuals and corpora-
tions, and the recalculation of 
FX-linked debt reduced the 90 
days past due ratio from 8% to 
5%. Since the beginning of 2013 
credit exposure in over 90 days 
past due decreased from ISK 
55 billion to ISK 36 billion. The 
decrease is mainly due to the fact 
that corporate loans were restruc-

tured, returned to performing 
standing or written off in part or 
whole. Partially this is also due 
to more accurate analysis and 
increased monitoring of new de-
faults, where emphasis is put on 
reacting as soon as possible when 
default occurs. 

At the same time, the portfolio 
quality has improved consider-
ably as the average probability 
of default is now 4.7% (discussed 
further in section 5.2.3). Usually 
some time passes after restruc-
turing is completed until its ef-
fects are seen in the loan portfo-
lio. Therefore it can be assumed 
that the impact of restructuring 
already completed has not fully 
emerged. 
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The credit portfolio

At 31 December 2013            

Financial assets
Loans and 

receivables
Held for  
trading

Designated 
as at fair 

value

Liabilities  
at amortised 

cost

Other  
liabilities at 

fair value

Total  
carrying 
amount

Cash and balances  
with Central Bank 21,520 - - - - 21,520

Bonds and debt instruments 111,902 151,895 26,799 - - 290,596

Equities and equity  
instruments - 3,966 32,309 - - 36,275

Derivatives instruments - 654 - - - 654

Loans and advances  
to financial institutions 67,916 - - - - 67,916

Loans and advances  
to customers 680,468 - - - - 680,468

Other financial assets 6,367 - - - - 6,367

Total 888,246 156,515 59,108 - - 1,103,796

At 31 December 2012

Financial assets
Loans and 

receivables
Held for 
trading

Designated 
as at fair 

value

Liabilities  
at amortised 

cost

Other  
liabilities at 

fair value

Total  
carrying 
amount

Cash and balances with Central 
Bank 25,898 - - - - 25,898

Bonds and debt instruments 113,203 100,950 14,055 - - 228,208

Equities and equity instru-
ments - 1,107 35,774 - - 36,881

Derivatives instruments - 1,043 - - - 1,043

Loans and advances to financial 
institutions 64.349 - - - - 64,349

Loans and advances to custom-
ers 666.087 - - - - 666,087

Other financial assets 10.481 - - - - 10,481

Total 880,018 103,100 49,829 - - 1,032,947
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Developments of the quality of 
the Group’s credit portfolio have 
been positive since taking over 
part of the domestic operations of 
LBI hf. on the Bank’s foundation 
in 2008. In the majority of seg-
ments, there was an improvement 
in credit quality in the year 2013. 

At the end of the year, the impair-
ment ratio was 6.0% (end 2012: 
4.3%). The increment is due to 
loans acquired at deep discount 
which have gone through restruc-
turing.

The industry breakdown below 
shows the Group’s credit expo-
sure broken down by industry 
sectors. The breakdown follows 
ISAT2008 based on the European 
Union’s industry breakdown, 
NACE Rev. 2.

Credit exposure from lending activities

At 31 December 2013 Personal Banking Corporate Banking Treasury Total

Credit exposure 292,615 394,085 61,684 748,384

Loans and advances to institutions 292,456 388,085 0 680,468

Past due loans 16% 6% 0% 10%

Impaired 5% 8% 0% 7%

Loans and advances to customers 
past due more than 90 days 8% 3% 0% 5%

At 31 December 2012 Personal Banking Corporate Banking Treasury Total

Credit exposure 293,285 380,408 56,740 730,433

Loans and advances to customers 292,480 373,607 0 666,087

Past due loans 22% 5% 0% 12%

Impaired 10% 20% 0% 16%

Loans and advances to customers 
past due more than 90 days 14% 4% 0% 8%
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Credit exposure from lending activities

At 31 December 2013
Personal 
Banking

Corporate 
Banking Treasury Total

Financial institutions 158 6,073 61,684 67,916

Public entities 2,019 7,996 - 10,015

Individuals 199,006 2,480 - 201,485

Corporations 80,798 241,868 - 468,968

Fisheries 10,612 135,690 - 146,302

Construction and real estate companies 9,341 117,892 - 127,233

Holding companies 12,391 43,423 - 55,814

Retail 11,549 24,424 - 35,974

Services 29,699 16,918 - 46,617

ITC 2,743 16,716 - 19,459

Manufacturing 10,230 15,107 - 25,337

Agriculture 4,173 3,541 - 7,714

Other 672 3,846 - 4,518

Total 281,981 258,416 61,684 748,384

At 31 December 2012
Personal  
Banking

Corporate 
Banking Treasury Total

Financial institutions 142 7,467 56,740 64,349

Public entities 1,552 10,024 - 11,576

Individuals 192,963 2,084 - 195,047

Corporations 98,628 360,833 - 459,461

Fisheries 9,313 133,639 - 142,952

Construction and real estate companies 29,106 75,822 - 104,928

Holding companies 5,241 54,768 - 60,009

Retail 15,034 26,985 - 42,019

Services 25,613 27,087 - 52,700

ITC 2,096 17,317 - 19,413

Manufacturing 7,583 18,082 - 25,665

Agriculture 4,137 6,062 - 10,199

Other 505 1,071 - 1,576

Total 293,285 380,408 56,740 730,433
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Credit exposure from lending activities

At 31 December 2013 Collateral types

Collaterals after haircut Real Estate Deposits Other Securities Ships Total

Financial institutions 0 0 0 0 0 0

Public entities 2,362 44 96 0 0 2,502

Individuals 178,271 1,064 21,655 3,686 456 205,131

Corporations 166,661 2,765 75,095 53,835 140,026 438,381

Construction and real estate 
companies 97,092 1,103 2,249 372 33 100,849

Holding companies 6,855 118 2,915 33,851 0 43,738

Fisheries 10,763 541 23,701 9,240 138,676 182,921

Manufacturing 9,425 297 3,892 6,510 389 20,513

Agriculture 5,658 5 556 0 15 6,234

ITC 454 53 6,285 1,990 4 8,786

Retail 12,289 292 16,938 282 18 29,819

Services 23,713 357 18,558 1,590 891 45,109

Other 412 0 1 0 0 413

Total 347,294 3,872 96,846 57,521 140,481 646,014

At 31 December 2012 Collateral types

Collaterals after haircut Real Estate Deposits Other Securities Ships Total

Financial institutions 0 0 0 0 0 0

Public entities 2,217 28 70 0 0 2,316

Private households 148,193 1,397 13,818 2,390 847 166,646

Corporations 172,364 2,690 53,735 44,466 144,508 417,763

Construction and real es-
tate companies 90,604 1,191 1,801 168 0 93,765

Holding companies 4,632 128 4,000 29,292 0 38,052

Fisheries 7,284 167 11,518 5,462 144,105 168,537

Manufacturing 9,196 283 2,149 5,756 0 17,383

Agriculture 7,403 0 3,882 0 0 11,285

ITC 438 117 6,087 2,516 0 9,158

Retail 13,205 407 14,937 614 0 29,163

Services 39,568 396 9,360 657 403 50,383

Other 35 0 1 0 0 36

Total 322,774 4,115 67,623 46,856 145,355 586,724

Note: The item Other includes such collateral as financial claims, invoices, liquid assets, vehicles, machines, aircraft and inventories.
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5.2.2 Risk concentration

Concentration risk includes (i) 
single name concentrations of 
large (connected) individual 
counterparties 7 and (ii) sig-
nificant exposures to groups of 
counterparties whose likelihood 
of default is driven by common 
underlying factors, e.g. sector, 
economy, geographical location, 
instrument type or other. 

Limit management for single 
name and segment concentra-
tions are set, monitored and 
managed through the Bank’s risk 
appetite as well as limit manage-
ment system. The Bank’s risk 
profile for concentration risks 
is reported monthly to the Risk 
& Finance Committee and the 
Board of Directors according to 
internal guidelines.

The Group uses the identifica-
tion of risk concentrations in the 
credit portfolio as a credit risk 
management parameter. Risk 
concentrations arise in the credit 
portfolio as an inevitable conse-
quence of the Group’s business 
strategy. Concentration risk is 
credit risk related to the degree 
of diversification in the credit 
portfolio and includes both single 
name concentration risk and seg-
ment concentration risk. 

According to FME rules on large 
exposures (216/2007), exposures 
to a single customer or a group 
of related customers – after the 
deduction of particularly secure 
claims – may not exceed 25% of 
the capital base. In addition, the 
sum of exposures that each equal 
or exceed 10% of the capital base 
may not total more than 400% of 
the capital base. 

 

7	Single name exposures are calculated according to 
FME rules on large exposures (216/2007).
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The Group’s risk profile for large 
exposures is reported monthly to 
the Board of Directors according 
to internal guidelines. Since the 
end of 2008, both the number and 
the sum of exposures that exceed 
10% of the capital base have been 
substantially reduced. 

As on single name concentration 
the Bank’s Board of Directors has 
introduced portfolio limits for the 
year 2013 for segment concentra-
tion in the Bank’s risk appetite. 

It is a logical consequence of the 
Bank’s business model that credit 
exposure from lending activities 
is concentrated to some indus-
tries. At the end of 2013, lending 
to retail customers represented 
30% of the Bank’s total credit 
exposure (year-end 2012: 27%). 
Most of the demand from retail 
customers is for property financ-
ing and the Bank’s lending to re-
tail customers is therefore mostly 
secured on real estate.

The Bank’s credit exposures are 
primarily to Icelandic corporate 
customers. Fisheries represent 
the largest exposure to a single 
industry sector. 

Customers domiciled in Iceland 
accounted for 93% of the Group’s 
total credit exposure (2012: 94%). 
Exposure to foreign counterpar-
ties relates mainly to the man-
agement of the Group’s foreign 
liquidity reserves.

5.2.3 Migration analysis

Migration analysis in this sec-
tion is based on the Group’s 
rating scale and PD estimates. 
At the end of 2013, the average 
exposure-weighted PD was 4.7% 
(2012: 4.6%). The PD for corpora-
tions was 5.5% (2012: 6.0%). 

In addition to a new credit rat-
ing model for individuals, a new 
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estimation for the rating grade 
PDs was implemented during 
2013. The new PD estimates the 
probability of default in the lower 
rating grades higher than before, 
which gives a more descriptive 

picture of the default rate, based 
on historical data. This has there-
withal an impact of increase on 
the measurement values of the 
average probability of default in 
the loan portfolio. Therefore the 

average exposure-weighted PD 
measures higher compared to 31 
December 2012 even though the 
quality in the loan portfolio has 
improved.

Probability of default (PD )      

(%)    31.12.2013  31.12.2012   31.12.2011

Financial institutions 0.2% 1.5% 3.1%

Public entities 0.9% 1.2% 0.9%

Individuals 4.4% 2.7% 2.8%

Corporations 5.5% 6.0% 8.8%

Construction and real estate companies 7.5% 7.6% 10.6%

  Holding companies 5.1% 8.5% 12.3%

Fisheries 4.2% 4.3% 8.7%

  Industry 4.8% 4.3% 6.5%

Agriculture 6.1% 3.9% 5.0%

  ITC 4.3% 4.5% 1.7%

Retail 6.5% 7.8% 9.5%

  Other 5.8% 14.8% 12.9%

Services 6.2% 4.4% 6.7%

Total   4.7% 4.6% 6.6%
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Probability of default (PD )    

(%)   31.12.2013* 31.12.2012* 

Financial institutions 0.2% 1.5%

Public entities 0.7% 1.2%

Individuals 2.5%** 2.7%**

Corporations 4.5% 6.0%

Construction and real estate companies 7.2% 7.6%

  Holding companies 4.7% 8.5%

Fisheries 3.6% 4.3%

  Industry 3.9% 4.3%

Agriculture 4.6% 3.9%

  ITC 4.0% 4.5%

Retail 5.2% 7.8%

  Other 5.1% 14.8%

Services 5.2% 4.4%

Total   3.5% 4.6%

*according to old PD band
**according to old credit rating model for individuals

The table above shows the PD values accord-
ing to the old PD estimates and credit rating 
model for individuals for comparison.

The charts below show the rating grade distribution 
of the loan portfolio broken down by individuals and 
corporations.
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The figures show the rating 
grade migration for corporations 
and individuals during 2013, 
based on existing customers at 
year-end 2012 and 2013. Migra-
tion is shown both in terms of 
number of customers and expo-
sure. 

Migration analysis does not 
cover customers with evidence of 
default, i.e., customers in rating 
category 0. 

Out of the total exposure in the 
corporate portfolio, approxi-
mately 58% migrated up or down 
during 2013. This corresponds to 
49% of counterparties. Upward 
migration was significantly 
higher than downward migration 
during 2013.

In the retail customer portfolio, 
approximately 78% migrated 
either up or down in 2013 with 
respect to exposure and 83% in 
terms of customer numbers. 

On an overall level, migration 
had a positive impact on credit 
risk economic capital during 2013 
and reduced IRB credit risk eco-
nomic capital for corporations by 
approximately 20%. This calcula-
tion does not take into account 
the changes in exposure distribu-
tion nor rating distribution of lost 
and new customers or customers 
who defaulted during the year. 

The rating and risk grade distri-
bution changes mainly due to 
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three factors: Changes in rating 
grade for existing customers, or 
pure migration; different rating 
grade distribution of new custom-
ers and customers leaving the 
Group, compared to the rating 
grade distribution of existing 
customers during the com-
parison period; and, increased or 
decreased exposure per rating 
grade to existing customers. 

Altogether, the percentage of 
upgrades was higher than the 
percentage of downgrades mainly 
because of the retail segment. At 
the end of 2013, the average ex-
posure-weighted PD for corporate 
customers was 5.5% (2012: 6.0%). 
For individuals, the average 
exposure-weighted PD was 4.4% 
(2012: 2.7%) but as mentioned be-
fore a new credit rating model for 
individuals and new PD estimates 
have an impact of increase to the 
measurement value. 

The default rate, which is meas-
ured by number of customers and 
not exposure weighted, for corpo-
rate customers for 2013 was 6.7% 
compared to the predicted 9.2%. 
For individual rating grades, the 
default rate was mainly lower 
than expected, except for grade 
7 – though not significant. There 
were no defaults in grades 8, 9 
and 10.

The default rate for individuals 
for 2013 was 3.2% compared to 
the predicted 3.2%.

Rating migration  
of individuals in 2013 
No. of customers

Unchanged UpgradesDowngrades
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5.2.4 Loan impairment

Total allowance for impairment 
totalled to ISK 51 billion in 2013, 
compared to ISK 44 billion in 
2012. Allowances increased in 
nearly all industry sectors during 
2013 while the overall carrying 
amount increased slightly. The 
increase in allowances is mainly 
due to loans acquired at deep 
discount which now have been 
restructured.

At the end of 2013, 87% of the 
portfolio consisted of claims that 
were neither past due nor im-
paired. The accumulated impair-
ment loss amounted to ISK 8 
billion. 

5.2.5 Credit risk analysis  
by industry sectors

This section describes devel-
opments in credit quality in 
selected segments of the Group’s 
lending portfolio in the years 
2013 and 2012.

5.2.5.1 Fisheries

At the end of 2011 Icelandic fish 
product prices in foreign currency 
started decreasing and continued 
to decrease on the first quarter of 
2013. In the springtime 2013 the 
price drop ceased and the prices 
have gone slightly upwards since. 
Although the prices in year end 
2012 was 5% lower than at its 
peak at year end 2011, it is still 
historically high and about 9% 
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higher than the average between 
2006 and 2012.

This, combined with historically 
weak Icelandic króna, has trans-
formed the industry’s conditions 
of operation for the better. The 
sector’s EBITDA amounted to ISK 
80 billion in 2011 and 2012 com-
pared to an average ISK 31 billion 
over the previous 4 years before 
the króna’s devaluation.  

The sector’s debts are mostly in 
foreign currencies as its income 
is for the most part also in for-
eign currencies. Thus, the sector’s 
debts increased substantially 
due to the króna’s devaluation in 
2008 and 2009, and the capital 
position worsened significantly. 
The sector’s underlying perfor-
mance though improved even 
more and therefore the ratio of 
debt to EBITDA has not been 

more favourable to the fishing 
industry for over 10 years. This 
increase in operating profit has 

enabled the companies to delev-
erage their debts and at year end 
2013 the sector’s capital posi-

Loan impairment

Individual allowance Collective allowance Total

Open 1.1.2013 -28,523 -15,507 -44,030

New provisions -16,686 0 -16,686

Reversals 1,659 5,815 7,474

Provisions used to cover write-offs 2,156 0 2,156

Translation difference 117 26 143

Closing 31.12.2013 -41,277 -9,666 -50,944

Individual allowance Collective allowance Total

Open 1.1.2012 -19,696 -8,724 -28,420

New provisions -11,719 -6,723 -18,442

Reversals 2,353 0 2,353

Provisions used to cover write-offs 586 0 586

Translation difference -47 -60 -107

Closing 31.12.2012 -28,523 -15,507 -44,030

Gross carrying amount - Past due Fisheries

ISK bn

160

140

120

100

80

60

40

20

0
Not past 

due
Past due  
0-5 days

Past due 
6-30 days

Past due  
31-60 days

Past due 
61-90

Past due 
over 90 

days

 

 

 

  
 

At 31 December 2012At 31 December 2013



Landsbankinn 2014 51

tion was not far from what was 
experienced before the króna’s 
devaluation.

Loans and advances to customers 
in the fisheries industry amount-
ed to ISK 146,302 million at 31 
December 2013 (2012: 142,952).

The chart shows the gross carry-
ing amount of loans and advances 
to customers in the fisheries 
industry that have failed to make 
payments which had become 

contractually overdue by one or 
more days. 

The impaired exposure in the 
sector amounts to ISK 27 billion 
and the amount of not individu-

Loan impairment

  1.1.-31.12.2013

Impairment loss Customers Financials Total

New provisions -16,686 0 -16,686

Write-offs -7,430 0 -7,430

Provisions used to cover write-offs 2,156 0 2,156

Reversals 7,474 0 7,474

Recoveries 6,369 0 6,369

Translation diff 143 0 143

Impairment loss for the period -7,975 0 -7,975

Impairment of claims reversed 0 269 269

Net impairment loss for the period -7,975 269 -7,706

  1.1.-31.12.2012

Impairment loss Customers Financials Total

New provisions -18,442 0 -18,442

Write-offs -1,161 0 -1,161

Provisions used to cover write-offs 586 0 586

Reversals 2,353 0 2,353

Recoveries 811 0 811

Translation diff -107 0 -107

Impairment loss for the period -15,960 0 -15,960

Impairment of claims reversed 0 3,700 3,700

Net impairment loss for the period -10,503 3,700 -12,260

Fisheries 2013 2012

Gross carrying amount 155,176 149,477

Performing - Individual allowance -6,745 -2,448

Non-performing - Individual al-
lowance -1,348 -1,496

Collective allowance -782 -2,582

Carrying amount 146,302 142,952
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ally impaired loans is ISK 127 
billion. The collective allowance 
is ISK 0.8 billion.

At the end of 2013, the loans and 
advances to fisheries customers 
in rating grades 4-6 represented 
62% of the total.

The sector’s average exposure-
weighted PD was 4.2% at 31 
December 2013 and improved 
during the year. Credit extended 
by the Group to the fisheries 
industry is mainly secured by 
transport and fishing vessels 
together with their non-transfer-
able fishing quotas, or 76% of the 
total sector’s collateral. 

Loans and advances to customers 
in the fisheries industry, broken 
down by colour classification, 
migrated positively during 2013. 
As at 31 December 2013, loans 
classified as green were 76% of 
the sector’s portfolio compared to 
72% at year-end 2012.

5.2.5.2 Construction and  
real estate companies

The past 10 years in Iceland’s 
real estate service may be divided 
in two different periods. During 
the former half of the period the 
market was very vivid until it 
experienced a complete collapse 
in 2008 and 2009. The number of 
trades in 2009 was thus only 20% 
of what it was in 2007. Trans-
actions have increased stead-
ily since, notwithstanding the 
pace has decelerated lately. The 
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number of residential property 
transactions in the capital area 
increased by 10% in 2013 but 14% 
in 2012. 8 percentage points are 
still lacking in order to achieve 
the average trading rate as of the 
previous 10 years. 

The status of those who are 
expecting a decreased capital 
on their indexed loans, by the 
government’s administrative 
action, will presumably be clear 
by springtime 2014. It is hard to 
assess what impact it will have 
on the property market when the 
action’s specifications unfold. 
Presumably part of the group 
will conclude buying is feasible 
on account of decreased uncer-
tainty and thus the market will 
rekindle. Then again a consider-
able amount of people probably 
chooses rather to wait and exploit 
the on-offer tax free savings op-
tion. Thus the action’s total effect 
will probably not emerge until 
second half of 2014.

Loans and advances to construc-
tion and real estate companies 
amounted to ISK 127,233 million 
at 31 December 2013 (2012: ISK 
104,928 million). Credit exposure 
to the sector represented 19% of 
the Group’s loan portfolio.

The chart shows the gross 
carrying amount of loans and 
advances to construction and real 
estate companies that have failed 
to make payments which had 
become contractually overdue by 
one or more days. 

Construction and real estate companies 2013 2012

Gross carrying amount 136,224 112,558

Performing - Individual allowance -3,704 -1,926

Non-performing - Individual allowance -3,098 -1,869

Collective allowance -2,191 -3,835

Carrying amount 127,233 104,928

Gross carrying amount  
- Past due Construction and real estate companies

ISK bn

140

120

100

80

60

40

20

0
Not past 

due
Past due  
0-5 days

Past due 
6-30 days

Past due  
31-60 days

Past due 
61-90

Past due 
over 90 

days

 

 

 

  
 

At 31 December 2012At 31 December 2013



54 Landsbankinn 2014

The impaired exposure in the 
sector amounts to ISK 14 billion 
and the amount of not individu-
ally impaired loans is ISK 120 
billion. The collective allowance 
is ISK 2.4 billion. 

At the end of 2013, loans and 
advances to construction and 
real estate customers in rating 
grades 4-6 represented 60% of 
the total. The majority is thus 
now in higher rating grades than 
a year before, indicating positive 
development and improvement in 
the sector’s credit quality. Credit 
extended by the Group to con-
struction and real estate compa-
nies is furthermore well secured, 
mainly by real estate.

The sector’s average exposure-
weighted PD was 7.5% at 31 
December 2013 and improved 
during the year.

Loans and advances to custom-
ers in the construction and real 
estate sector, broken down by 
colour classification, migrated 
positively during 2013. Loans 
classified as green were at 31 
December 2013 67% of the sec-
tor’s portfolio compared to 52% at 
year-end 2012. 
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Market risk is the risk that 
changes in market prices will 
have adverse impact on the fair 
value or future cash flows of 
financial instruments. Market 
risk arises from open positions 
in currency, equity and interest 
rate products, all of which are 
exposed to general and specific 
market movements and changing 
volatility levels in market rates 
and prices, for instance in inter-
est rates, credit spreads, foreign 
exchange rates and equity prices. 
Most of the Group’s products 
and exposures that entail market 
risk consist mainly of equities, 
government bonds and open cur-
rency positions.

Since capital controls are in effect 
in Iceland, local markets have 
been fairly inactive for the past 
few years. The domestic equity 
market has, however, been grow-
ing over the last 2 years show-
ing increased turnover and new 
listings of companies. Icelandic 
companies listed on the OMX 
main list are now 11, but in 2013 
three new companies were listed 
and at least three more new list-
ings are expected in 2014. In 
2013 turnover in the Icelandic 
stock market almost tripled and 
market value increased by 36%. 
The Icelandic krona has stabi-
lized following increased Central 

Bank activity. The annual infla-
tion rate has been around 3.9% 
over the past year, but the Central 
Bank expects it to move below 
2.5% by end of 2016. Overall, 
the bond yields were mostly the 
same at the beginning and end of 
2013, although the yield fluctu-
ated quite a bit during the year, 
especially for indexed bonds. 
Corporate bond issues increased 
over the year and it is likely that 
it will increase further in 2014 at 
the expense of government bonds 
and housing bonds.

6.1 Market risk  
management and policy

The Board of Directors is respon-
sible for determining the Group’s 
overall risk appetite, including 
market risk. The CEO of the Bank 
appoints the Risk & Finance Com-
mittee, which is responsible for 
developing detailed market risk 
management policies and setting 
market risk limits. Treasury and 
the Market Making department 
within Markets are responsible 
for managing market-related 
positions under the supervision 
of the Market Risk unit within 
Risk Management. The objective 
of market risk management is to 
identify, locate and monitor mar-

ket risk exposures and analyse 
and report to appropriate parties. 
Together, the risk appetite of the 
Bank and the market risk policies 
set the overall limits that govern 
market risk management within 
the Bank. 

The Group separates its exposure 
to market risk into trading and 
non-trading portfolios, managing 
each separately. Trading port-
folios include positions arising 
from market-making, hedges for 
derivative sales and proprietary 
position-taking managed by 
Treasury. Non-trading portfolios 
include positions arising from the 
Group’s retail and commercial 
banking operations and propri-
etary position-taking as part of 
the Asset and Liability Manage-
ment (ALM) within Treasury. 
ALM is also responsible for daily 
liquidity management, creating 
exposure to market risk.

Market risk mitigation is re-
flected in the Group’s overall risk 
appetite by identifying the target 
level and strategy of market risk 
factors. The main focus has been 
on reducing exposure in unlisted 
equities and that will also be the 
focus for the year 2014.

Other market risk mitigation 
plans are made on a case-by-case 

6 Market risk
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basis involving hedging strate-
gies and risk reductions through 
diversification.

6.2 Control and monitoring

Market risk monitoring and 
reporting is governed by the 
Risk & Finance Committee and 
implemented by the Market Risk 
Department.

The aim of the market risk man-
agement process is to quickly 
detect and correct deficiencies 
in compliance to policies, pro-
cesses and procedures. The Bank 
monitors early indicators that can 
provide warning of an increased 
risk of future losses. Market risk 
indicators need to be concise, 
reported in a timely manner, 
give clear signals and highlight 
portfolio risk concentrations and 
reflect current risk positions. The 
risk reports show the Group’s to-
tal risk in addition to summariz-
ing risk concentration in different 
business units and asset classes 
as well as across other attributes 
as appropriate.

Market risks arising from trading 
and non-trading activities are 
measured, monitored and report-
ed on a daily, weekly and monthly 

basis, and the detailed limits set 
by the Risk & Finance Committee 
are monitored by Market Risk.

6.3 Market risk exposure

The table above summarizes the 
Group’s exposure to market risk 
at year-end 2013.

The source of the majority of 
the Group’s equity exposure is 
in unlisted equities that are, for 
the most part, legacy positions 
obtained through corporate 
restructuring or were acquired 
when the bank was established in 
2008. The Bank’s main focus in 
2013 was on reducing this expo-
sure and that will continue to be 
the focus for the year 2014. The 
increment in listed positions is 
due to the Group's increased par-
ticipation in Iceland's expanded 
stock market.

The Group also faces counter-
party credit risk arising from de-
rivative contracts with customers 
and foreign banks. Counterparty 
credit risk is, however, very low 
compared to other credit risk and 
is mitigated through strict collat-
eral requirements and limits. The 
Group does not have any expo-
sure to securitisation positions.

6.4 Measuring market risk

The Bank uses risk-weighted as-
sets (RWA) as a common denomi-
nator for measuring risk across 
different asset classes, including 
those assets subject to market 
risk. Risk-weighted assets are 
determined by applying specific 
risk weights to the Group’s assets, 
following methodology devel-
oped by the Basel Committee 
on Banking Supervision. Sev-
eral other indicators are used as 
measures of market risk as well, 
including daily profits and losses, 
net positions across different at-
tributes such as the currency and 
issuer, Value at Risk (VaR) and 
Economic Capital.

Total market risk, measured as 
ratio of risk weighted assets to 
total RWA was 11.5% at year-end 
2013 and increased by 0.3 per-
centage points between years. 
The increase is mainly due to 
increased interest rate risk fol-
lowing underwriting activities 
last year. Excluding underwriting 
commitments, the duration of the 
Group’s fixed income portfolio is 
low. Equity price risk decreased 
by 0.7 percentage points between 
years and further reduction of 
equity price risk will be a key ob-
jective in 2014. Foreign exchange 

Total exposure subject to market risk

 Net position at year-end (ISK m)

 2013 2012

Equities and equity instruments 34,908 36,881

Listed 7,192 2,666

Unlisted 27,717 34,215

Bonds and debt instruments 281,898 219,291

Net FX position 14,457 -20,039
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risk was 2.3% at year-end and is 
well within the Group’s risk ap-
petite. 

6.4.1 Equity price risk

Equity price risk is the risk of 
equity value fluctuations due to 
open positions in equity-based 
instruments.

The Bank’s main equity portfo-
lios consist of a trading portfolio 
strictly focused on listed equites 
as part of market making and a 
proprietary portfolio containing 
both listed and unlisted equi-
ties as part of asset and liability 
management. Furthermore, the 
Bank has a hedge portfolio for 
derivative sales, containing listed 
equities. 

The Bank’s total equity exposure 
at year-end can be summarized as 
in the following table.

6.4.2 Interest rate risk

Interest rate risk is the risk of 
loss arising from the impact of 
changes in market prices related 
to interest rate linked instru-
ments. The Bank separates its 
fixed income portfolios, which are 

Total market risk (RWA measure) at year-end    

 2013 2012

 RWA (ISK m) Ratio to RWA RWA (ISK m) Ratio to RWA

Equity price risk 49,185 5.6% 55,321 6.3%

Interest rate risk (trading book) 31,790 3.6% 17,991 2.0%

Foreign exchange risk 19,976 2.3% 25,174 2.9%

Total 100,951 11.5% 98,486 11.2%

Equities and equity instruments

  Net position at year-end (ISK m)

 2013 2012

Listed 7,192 2,666

Unlisted 27,717 34,215

Total 34,908 36,881

Total market risk (ratio to total RWA)
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subject to interest rate risk, into 
trading and non-trading portfoli-
os. The trading portfolios contain 
exposures due to market making, 
which is highly concentrated on 
government-guaranteed bills/
bonds, a hedge portfolio for total 
return swaps (TRS) contracts, 
which also contains government-
guaranteed bills/bonds and a 
proprietary bond portfolio con-
taining corporate issuances, as 
well as government-guaranteed 
bonds. The Bank’s non-trading 
portfolios consist of a liquidity 
management portfolio contain-
ing foreign government bills and 
a proprietary portfolio as part of 
asset and liability management, 
including bonds classified as 
loans and receivables.

Overall, the Group’s interest rate 
risk on bonds and debt instru-
ments is low mainly consisting 
of government bonds with low 
average duration. The Group’s net 
interest rate exposure at year-end 
2013 is summarized below: 

Bonds and debt instruments

  Net position at year-end (ISK m)

 2013 2012

Trading 57,866 91,866

Non-trading 224,032 127,424

Total 281,898 219,291

Asset and liability mismatch at year-end 2013
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6.4.2.1 Interest rate risk  
in the banking book

Interest rate risk in the banking 
book is the current or prospec-
tive risk to earnings and capital 
arising from adverse movements 
in interest rates. Changes in 
interest rate on the Bank’s assets 
and liabilities impact its interest 
rate margin and/or the value of 
its shareholders’ equity. This risk 
is primarily the result of duration 
mismatch of assets and liabilities. 
A liquidity management portfo-
lio, consisting of foreign gov-
ernment bills and managed by 
Treasury is included as it is part 
of a hedge against liabilities in 
foreign currencies which belong 
to the banking book. The total 
mismatch of assets and liabilities 
in the banking book at year-end 
2013 and 2012 is shown in the 
graphs below: 

The Bank employs a monthly 
stress test of the interest rate risk 
in the Bank’s banking book by 

measuring the impact of shifting 
the relevant interest rate curves 
for every currency. The table 
above summarizes the impact of 
parallel interest rate shifts on the 
Bank’s equity at year-end.

6.4.3 Foreign exchange risk

Foreign exchange risk (FX risk) 
is the risk of adverse movements 
due to exchange rate fluctuations. 
Foreign exchange risk within the 
Bank may arise from holding as-

Interest rate risk in the banking book at year-end

    2013 2012

  Shift (bps) Ec. value % of equity Ec. value % of equity

ISK non-indexed 400 -2,416 -1.1% -2,686 -1.2%

ISK indexed 240 -6,758 -3.0% -7,525 -3.4%

EUR 200 92 0.0% -338 -0.2%

USD 200 -4 0.0% -107 0.0%

GBP 200 101 0.0% 14 0.0%

JPY 200 -18 0.0% -13 0.0%

CHF 200 -27 0.0% -13 0.0%

Other 200 -16 0.0% -20 0.0%

Total   -9,045 -4.0% -10,688 -4.8%

Asset and liability mismatch at year-end 2012
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sets in one currency and liabili-
ties in another, or from a spot or 
forward foreign exchange trade, 
currency swaps or other currency 
contracts which are not matched 
with an offsetting contract. The 
net FX balance at year-end 2013 
can be seen below:

6.4.4 Other market risk

Other market risk within the Bank 
is comprised only of inflation risk. 
Inflation risk is the risk that the 
fair value or future cash flows of 
CPI-indexed financial instruments 
may fluctuate due to changes in 
the Icelandic CPI index. Mismatch 
between CPI-linked assets and 
liabilities exposes the Bank to in-
flation risk. The Group’s total CPI 
indexation balance at year-end 
amounted to ISK 163,291 m. 

In a scenario of ongoing high 
(low) inflation, floating unin-
dexed interest rate are likely to 
remain higher (lower) than would 
be the case in the reverse sce-

nario, thus counterbalancing the 
positive (negative) income effects 
for the Group in the longer term. 

Furthermore, historical observa-
tions suggest that the likelihood 
of severe deflation resulting in 
material losses is very low.

6.5 Market risk VaR

A value at risk (VaR) model 
is used to compute Economic 
Capital for FX risk. Landsbankinn 
uses VaR as a common ground for 
measuring market risk in differ-
ent products. An internal VaR 

Net FX balance

  Net position at year-end (ISK m)

  2013 2012

CHF -265 1,432

EUR 15,492 -24,584

GBP -829 763

JPY -643 1,108

USD 1,150 -590

Other -448 1,832

Total 14.457 -20,039
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model is in place for the quanti-
fication of market risk, including 
FX risk. The basic building blocks 
of the model, key assumptions 
and parameters, as well as its 
limitations, are explained below.

The three main parameters of 
VaR are:

»	 a collection of assets for 
which VaR is to be calcu-
lated

»	 a confidence level

»	 a time horizon (i.e. holding 
period of assets)

The model utilizes a parametric 
method based on variance and 
covariance between changes in 
market prices. It is based on the 
key assumption that changes 
in market parameters are nor-
mally distributed. Furthermore, 
it assumes a static portfolio, i.e. 
that there are no movements of 
assets over the given holding 
period. The main advantage of 
the variance-covariance approach 
is simplicity; VaR is relatively 
easy to compute when normal-
ity is assumed and both different 
confidence intervals and holding 
periods can easily be varied. It is 
especially useful for computing 

VaR for a collection of FX posi-
tions since they can be regarded 
as linear and the exchange rate 
datasets are of high quality.

The foundation for the model is a 
covariance matrix of risk factors 
(which assets are mapped to) that 
is generated on a daily basis. His-
torical volatility of the underly-
ing assets is calculated using an 
Exponentially Weighted Moving 
Average (EWMA) which uses a 
smoothing parameter to weight 
returns so that more recent re-
turns have greater weight on the 
variance.

The Group calculates VaR at 
the 99% confidence interval 
with a time horizon of one day. 
As mentioned above, these 
parameters can easily be modi-
fied. In practice, VaR for longer 
holding periods (e.g. 10 days) 
are obtained by scaling the one 
day VaR. Since FX positions 
are regarded as highly liquid 
instruments, choosing the time 
horizon to be one day is conveni-
ent. The decaying factor of the 
EWMA volatility in covariance 
calculations is chosen to be 0.94 
in accordance with best practices 
(RiskMetrics λ) as well as the 
length of data series, which is 
one year. Data quality of ex-

change rates and exposure is 
good and readily available.

Back testing is used to evaluate 
the quality and accuracy of the 
Group’s VaR model. Back testing 
is done according to the Basel 
II market risk framework. This 
method basically compares the 
output of the model (i.e. VaR 
numbers) to actual and hypothet-
ical P&L values (“hypothetical” 
means using changes in portfo-
lio value that would occur were 
end-of-day positions to remain 
unchanged). A period of one year 
is applied as a general reference.

Back-testing shows the model 
works well, having less than 
four outliers on an annual basis, 
which is equal to the expected 
number of outliers given the 
confidence level.

6.5.1 Stress test /  
sensitivity analysis

The Group conducts quarterly 
sensitivity analysis of both its 
trading and non-trading portfo-
lios with regards to equity and 
interest rate risk as well as a 
quarterly sensitivity analysis of 
its net FX balance, measuring 
sensitivity to currency risk.
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Liquidity risk is the risk that the 
Group will encounter difficulty in 
meeting its obligations associ-
ated with financial liabilities 
that are settled by delivering 
cash or another financial asset, 
or of having to do so at excessive 
cost. This risk arises from earlier 
maturities of financial liabilities 
than financial assets.

Liquidity risk is identified as one 
of the Group’s key risk factor, in 
light of the Bank’s current oper-
ating environment. Accordingly, 
great emphasis is put on liquid-
ity risk management within the 
Bank, which is both reflected in 
the risk appetite of the Bank as 
well as in internal liquidity man-
agement policies and rules.

7.1 Identification

The Board has set a liquidity 
risk management policy for the 
Group. The policy is set to ensure 
effective liquidity risk manage-
ment. Liquidity risk management 
refers to the internal policies and 
procedures containing quantita-
tive and qualitative objectives, 
limits and reporting put in place. 
Furthermore the objective of the 
liquidity management policy is 
to describe the manner in which 
the Group identifies, evaluates, 
measures, monitors, manages and 

reports its liquidity. The policy 
clearly outlines the structure, 
responsibilities and controls 
for managing liquidity risk and 
overseeing the liquidity positions 
of all legal entities, branches 
and subsidiaries. The Group’s 
liquidity risk management policy 
includes a contingency liquidity 
plan, along with a communica-
tion strategy. The contingency 
planning policy provides a frame-
work for detecting an upcoming 
liquidity event with predefined 
early warnings and actions for 
preventing temporary or longer 
term liquidity disruptions.

7.2 Management

The objective of the liquidity 
management policy is to ensure 
that sufficient liquid assets and 
funding capacity are available 
to meet financial obligations 
and sustain withdrawals of 
confidence sensitive deposits in 
a timely manner and at a reason-
able cost, even in times of stress. 

The policy aims to ensure that 
the Group does that by maintain-
ing an adequate level of unen-
cumbered, high-quality liquid 
assets that can be converted into 
cash, even in times of stress. The 
Group has also implemented 
stringent stress tests that have 

a realistic basis in the Group’s 
operating environment to further 
measure the Group’s ability to 
withstand different and adverse 
scenarios of stressed operating 
environments.

The Group’s liquidity risk is man-
aged centrally by Treasury and is 
monitored by Market Risk. This 
allows management to moni-
tor and manage liquidity risk 
throughout the Group. The Risk & 
Finance Committee monitors the 
Group’s liquidity risk, while the 
Bank’s Internal Audit function 
assesses whether the liquidity 
management process is designed 
properly and operating effec-
tively.

The Bank monitors intraday 
liquidity risk, short-term 30 day 
liquidity risk, liquidity risk for 
one year horizon and risk arising 
from mismatches of longer term 
assets and liabilities. 

The Group’s liquidity manage-
ment process includes: projecting 
expected cash flows in a maturity 
profile rather than relying merely 
on contractual maturities; moni-
toring balance sheet liquidity; 
monitoring and managing the 
maturity profile of liabilities and 
off-balance sheet commitments; 
monitoring the concentration of 
liquidity risk in order to avoid 
undue reliance on large financing 

7 Liquidity risk
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counterparties projecting cash 
flows arising from future busi-
ness; and, maintaining liquidity 
and contingency plans which 
outline measures to take in the 
event of difficulties arising from 
liquidity crisis.

The liquidity management policy 
is built on international stand-
ards on liquidity risk measure-
ments developed by the Basel 
Committee on Banking Supervi-
sion e.g. the Liquidity Coverage 
ratio (LCR) and the Net Stable 
Funding Ratio (NSFR) and it also 
applies measurements that best 
suit the operating environment of 
the Bank.

7.3 Assessment

The Group measures two key 
indicators to monitor and manage 
short-term liquidity risk; LCR and 
core liquidity ratio.

7.3.1.1 Liquidity Coverage  
Ratio (LCR)

The Group measures the Liquid-
ity Coverage Ratio (LCR) as a key 
indicator for short-term liquidity. 
The objective of the ratio is to 
promote short-term resilience by 
ensuring that the Bank has suf-
ficient high-quality liquid assets 
to survive a significant stress 

scenario lasting 30 calendar days. 
The ratio is calculated as follows:

The Group’s LCR as of 31 Decem-
ber 2013 was 102% and 208% for 
foreign currencies.

7.3.1.2 Core liquidity ratio

The Group’s liquidity position is 
also measured with a liquidity 
benchmark. The benchmark is 
expressed as the ratio between 
core liquid assets and total 
deposits, the core liquidity ratio. 
Core liquid assets are assets that 
can be readily converted into 

cash. The ratio is calculated for 
both deposits in domestic cur-
rency and foreign currencies. The 
outcome indicates the percentage 
of deposit withdrawals the Group 
can sustain using only liquid 
assets.

The definition of the liquidity 
benchmark measurement is as 
follows:
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Liquid assets of the Group as of 
31 December 2013 amounted to 
ISK 310 billion and the Group 
could withstand 50% withdrawal 
of all deposits.

7.3.2 Basel III Liquidity ratios

It is the intent of the Bank to 
utilise the framework published 
by the Basel Committee on Bank-
ing Supervision e.g. the Liquidity 
Coverage ratio (LCR) and the Net 
Stable Funding Ratio (NSFR) to 
further ensure the Bank’s abil-
ity to measure and withstand 
liquidity needs in the short term 
(LCR) as well as to promote more 
medium and long-term funding 
of the assets and activities of the 
Bank (NSFR). As stated earlier 
LCR is a short term liquidity ratio 
whereas NSFR has a time horizon 
of one year and its objective is to 
capture structural issues in the 
balance sheet with the aim to 
provide a sustainable maturity 
structure of assets and liabilities. 

Implementation on LCR is al-
ready in place within the Group 
in line with the regulatory 
changes made by the Central 
Bank in December 2013. Imple-
mentation on NSFR is in progress 
and a further analysis is on-going 
parallel to the work of the Central 
Bank of Iceland and the Icelandic 
Financial Supervisory Authority 
(FME). The Bank reported impact 
surveys for LCR and NSFR to the 
Icelandic regulators in the year 

2013 and has co-operated with 
them on implementation on these 
ratios. The Bank will continue to 
work closely with the Icelandic 
regulators in the year 2014 as 
well as follow the development of 
these measurements in Europe. 

7.4 Stress test /  
sensitivity analysis

Various stress tests have been 
constructed to try to efficiently 
model how different scenarios 
affect the liquidity position and 
liquidity risk of the Group. The 
stress tests are conducted weekly 
and measure the Group’s ability 
to withstand deposit withdrawals 
under various levels of adverse 
conditions. These stress tests are 
set up to measure the Group’s 
ability to operate in its current 
environment in Iceland, e.g. 
measure the effect of an easing 
of capital controls, as well as 
more general stress tests, e.g. 
loss of confidence in the Bank 
or a deposit competition/pricing 
scenario and other severe stress 
tests. The Group also performs 
other internal stress tests which 
may vary from time to time. 

7.5 Control and monitoring

The Bank’s Risk and Finance 
Committee (RAFC) sets limits for 

liquidity risk tolerance through 
the liquidity management policy 
by determining an acceptable 
level of liquidity position under 
normal and stressed business 
conditions. Furthermore, the 
Board of Directors is responsi-
ble for determining the Bank’s 
overall risk appetite, including 
liquidity risk. RAFC is also re-
sponsible for deciding on strate-
gies, policies and practices on 
liquidity risk in accordance with 
the risk tolerance while taking 
into account key business lines, 
products, legal structures and 
regulatory requirements.

The Board of Directors reviews 
the Bank’s Risk Appetite each 
month with regards to liquidity 
risk and, furthermore, the Board 
also discusses the Bank’s balance 
sheet with respect to liquidity po-
sition in their monthly meetings. 
Risk-related matters are also 
discussed in detail by the Audit 
and Risk Committee of the Bank, 
including the comprehensive 
Risk Report published by Risk 
Management every four months.

The Bank’s Treasury Department 
is responsible for day-to-day 
liquidity management within 
the Bank and that entails closely 
monitoring current trends and 
potential market developments 
that may present significant 
and complex challenges for the 
Bank’s liquidity strategy. The 
stock of high-liquid assets is 

2013  
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Total 60%
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2014
Total 70%
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2015
Total 80%
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2016
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under the control of Treasury 
which must manage the assets 
in accordance with the Bank’s 
liquidity management policy.

The Risk Management Division 
of the Bank regularly evaluates 
the Group’s liquidity position and 
monitors internal and external 
events and factors that may af-
fect the liquidity position. Risk 
Management ensures compli-
ance with the Bank’s liquidity 
management policy and that its 
liquidity requirements are met.

7.6 Requirements from  
supervisory authorities

The Central Bank of Iceland 
issued new Rules on Liquidity 
Ratio, no. 1055/2013 and the rules 
took effect on 1 December 2013. 
The Central Bank Rules on liquid-
ity are based on international 
standards developed by the Basel 
Committee on Banking Supervi-
sion but are adapted to Icelandic 
conditions e.g. including special 
requirements on foreign currency 
liquidity and treatment of risk 
related to the winding-up of the 
old banks.

The rules require the Group to 
maintain a liquidity coverage 
ratio minimum of 60% for total 
LCR and 100% for FX by year-end 
2013. According to the imple-
mentation schedule, presented 
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below, the total LCR minimum 
will gradually increase to 100% 
from 2014 to 2019; whereas the 
FX ratio is constant.

In 2013 the Bank followed liquid-
ity rules set by the Central Bank 
of Iceland to govern the ratio 
of weighted liquid assets and 
liabilities as well as following 
guidelines No. 1/2008 from the 
FME on best practices for manag-
ing liquidity in banking organi-
sation. Former liquidity rules 
set by the Central Bank require 
the ratio of weighted assets to 
weighted liabilities to stay above 
1 for the next three months, and 
involve a stress test, weighting 
assets and liabilities with specific 
coefficients and reflecting how 
accessible each asset would be in 
a liquidity crisis and how great 
the need would be to repay the li-
ability in question when due. The 
Bank was well above 1 in all time 
bands in the year 2013. 

The guidelines set by the Fi-
nancial Supervisory Authority 
require the ratio of core liquid as-
sets to deposits to be greater than 
20% and the ratio of cash and 
cash equivalents to on-demand 
deposits to be greater than 5%. 

The Bank submits monthly 
reports on its liquidity position to 
the Central Bank and the FME. 

7.7 Liquidity  
Contingency Plan

The Bank has in place a Contin-
gency Funding Plan which  is set 
to provide a framework for detect-
ing an upcoming liquidity event 
with predefined early warning 

indicators and actions for pre-
venting temporary or longer term 
liquidity disruptions. 

The Liquidity Contingency Plan 
stipulates the actions which 
shall be taken to monitor if the 
occurrence of a Liquidity Event 
or a confidence crisis is likely or 
imminent. It also includes a de-
tailed action plan and procedures 
for the managing of a Liquidity 
Event. The Liquidity Contingency 
Plan includes the following items:

»	 A list of potential confi-
dence crisis scenarios and 
their likely effects on the 
liquidity position of the 
Bank

»	 A list of potential liquidity 
events, the effects of them 
on the liquidity manage-
ment of the Bank

7.8 Funding and  
refinancing risk

7.8.1 Funding

Landsbankinn’s funding is 
divided into four parts. Deposits 
from customers is the Bank’s 
primary funding but the bank 
also funds itself through borrow-
ing in the form of bond issues as 
well as deposits from financial 
institutions. Last but not least the 
bank finances itself with contri-
butions from owners in the form 
of equity. Figure to right shows 
these main funding items as of 
31 December 2013. 

7.8.2 Borrowing

The main form of borrow-
ing undertaken by the Bank is 
through a bonds issue to LBI hf, 
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which was negotiated when the 
assets and liabilities of Lands-
banki Islands were transferred 
to Landsbankinn. The borrow-
ing was twofold, bond “A” and a 
contingent bond. 

Bond A

The bonds are 10 year install-
ment bonds denominated in three 
currencies: EUR, USD and GBP 
with first installments due on the 
principal in 2014 and the final 
due date in 2018. The “A” bond is 
secured with a 127.5% loan to val-
ue ratio. In the second quarter of 
2012, Landsbankinn paid the first 
five due dates with a prepayment 
to LBI hf. so the next contractual 
payment date is in 2015.

Contingent bond

The contingent bond was linked 
to the possible increase in value 
of a part of Landsbankinn’s loan 
portfolio. The contingent bond 
was issued in the beginning of 
April 2013 for the equivalent 
amount of ISK 92 billion. The 
loan to value ratio of the contin-
gent bond is 118.5%.

In addition to the prepayment 
in 2012 Landsbankinn made 
another prepayment to LBI hf. 
in December 2013, equivalent to 
approx. ISK 50 billion in foreign 
currency. The prepayment was di-
vided pro-rata to the outstanding 
bonds to LBI hf., thereby lower-
ing the contractual payments 
of Landsbankinn in the years 
2014-2018. 

The total amount of the bonds to 
LBI hf. at year end 2013 is equiva-
lent to ISK 237 billion.

Covered bonds

Landsbankinn has set up covered 
bond programme with the main 
purpose of providing funding 
for the Bank’s mortgage loan 
portfolio as well as hedging the 
bank’s fixed interest rate risk. 
Landsbankinn has issued two 
tranches, one in the 2nd quarter 
and another in December, under 
the same series in 2013, a three 
year fixed rate bond. At year-end, 
the covered bonds outstanding 
amounted to approx. ISK 2 bil-
lion.

Landsbankinn aims to refinance, 
at least a part of, the Bank’s debt 
with LBI hf. with the issuance 
of bonds on international credit 
markets no later than 2016. The 
Bank is also in talks with LBI on 
amending the terms of the out-
standing bonds issued to LBI hf.

7.8.3 Credit rating

Landsbankinn aims to secure 
the best possible funding for the 
bank at any time. An important 
part of that is to establish the 
Bank’s access to international 
credit markets. In 2013 Lands-
bankinn put considerable effort 
into aquiring a credit rating from 
an international credit rating 
agency and in January 2014 the 
Bank received a public credit 
rating from Standard and Poors 
(S&P): BB+ / B rating with a sta-
ble outlook. S&P's full report can 
be seen here.

The ratings reflect, according to 
S&P, their “‘bb” anchor for banks 
operating in Iceland and S&P’s 
view of Landsbankinn’s “ade-
quate” business position, “strong” 
capital and earnings, “adequate” 
risk position, “average” funding 
and “adequate” liquidity.
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Landsbankinn is exposed to 
operational risk through its 
operations. Loss may result from 
inadequate or failed internal 
processes, people and systems, 
or from external events. This 
includes factors such as legal and 
compliance risk and IT risk. 

Legal and compliance risk is the 
risk to earnings and capital aris-
ing from failure to comply with 
statutory or regulatory obliga-
tions whereas IT risk deals with 
the risk of failure in IT systems. 
Both factors are relevant in the 
Bank’s current environment.

The Bank identifies the types 
of operational risk to which it is 
exposed in order to better under-
stand its operational risk profile 
and assess its vulnerability to 
these risks. The aim is to identify 
and assess the operational risk 
inherent in all existing or new 
material products, activities, 
processes and systems. 

Effective operational risk identifi-
cation and assessment processes 
are crucial in establishing a 
framework for operational risk 
monitoring and control.

In identifying operational risk, 
the Bank examines both internal 
and external factors that could 
adversely affect its performance 
and prevent the achievement of 
its objectives, such as:

»	 Risk culture, human re-
source management practic-
es, organizational changes 
and employee turnover

»	 The nature of the Bank’s 
customers, products, con-
tractors and activities, in-
cluding sources of business, 
distribution mechanisms 
and volume of transactions

»	 The design, implementation, 
review and operation of 
the processes and systems 
involved in the operating 
cycle of the Bank’s products 
and activities 

»	 The external operating 
environment and industry 
trends, including political, 
legal, technological and eco-
nomic factors, as well as the 
competitive environment 
and market structure

8.1 Control

The Board of Directors sets the 
Bank’s policy regarding op-
erational risk and risk appetite. 
Detailed rules on operational 
risk are in two parts. The first 
part is approved by the Board; 
the second part by the CEO. The 
rules set out the policy regarding 
operational risk, the roles and 
responsibilities of stakeholders in 
the Bank and the operational risk 
tolerance in terms of limits. 

The Security Committee is re-
sponsible for IT risk and physical 
security. All rules and work pro-
cedures connected to the remit 
of the Security Committee are 
approved by it.

The Operational Risk Department 
is a part of the Risk Manage-
ment Division and is responsible 
for developing and maintaining 
the framework for managing 
operational risk and supporting 
the organization in the imple-
mentation of the framework. The 
Department is also responsible 
for ISO 27001 certification.

8 Operational risk
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Internal Audit is responsible for 
auditing the effectiveness of the 
operational risk framework and 
the work of the Operational Risk 
Department. 

Operational risk measurements 
are reported to the Board in a 
comprehensive manner as a part 
of the regular reporting done by 
Risk Management, three times a 
year and in a more concise man-
ner monthly. Managing Directors 
receive semi-annual reports on 
the key risk indicators relevant to 
operations under their control.

8.2 Measurement, mitiga-
tion, processes and control

In order to understand the effects 
of the exposures to operational 
risks the Bank continually as-
sesses its operational risks. A 
number of tools are used to iden-
tify and assess operational risk. 

»	 Self-assessment. The Bank 
assesses its operations and 
activities against a menu of 
potential risk vulnerabili-

ties. As a part of this inter-
nally driven procedure, the 
Bank has set up a well-doc-
umented process to identify 
strengths and weaknesses 
in the operational risk 
environment. The self-as-
sessment is done by senior 
directors for operations 
under their control and then 
reported up to managing 
directors. This is done on 
a two year cycle and more 
often if there are material 
changes in the operational 
risk environment of depart-
ments. The self-assessment 
identifies control gaps, ena-
bling appropriate corrective 
action to be taken. 

»	 Risk Mapping. This pro-
cess involves mapping all 
reported incidents by risk 
type and to business units. 
This exercise reveals areas 
of weakness, leads to cor-
rective action and assists 
in prioritizing subsequent 
management action. 

»	 Key Risk Indicators (KRIs) 
are statistics and/or metrics, 

often financial, which can 
provide insight into the 
Bank’s risk position. These 
indicators are reviewed pe-
riodically to alert the Bank 
of changes that indicate risk 
concerns. The Bank is still 
in the early stages of devel-
oping and adapting the use 
of KRIs in its risk reporting. 

»	 The Bank is certified in 
adherence to ISO 27001, the 
international standard on 
Information Security. This 
standard helps the Bank in 
assessing and monitoring 
operational risk in the certi-
fied areas. 

For the last 3 years, “Execution, 
delivery and process manage-
ment” has by far the largest 
number of events, or 43 in 2012 
and 29 out of 39 in 2013. 

The Bank categorizes operational 
incidents into deviation from 
rules or processes, weakness in 
processes or systems, external cir-
cumstances or security violations.
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8.2.1 Mitigation

The Bank utilizes insurance as a 
part of its mitigation technique 
when it comes to operational risk. 
This is done through a Bankers’ 
Comprehensive Crime policy. 

Clear procedures are in place 
regarding the mitigating actions 
that result from self-assessment. 
There are separate procedures in 
place for how the Bank handles 
operational incidents and cor-
rective and mitigating actions 
resulting from these incidents.

The architecture of the Bank’s in-
formation systems is based on two 
mirrored data centres, primary and 
secondary, located in two different 
buildings linked with high speed 
communication. This setup allows 
the Bank to run its core systems 
with access to mission critical data 
even though one data centre (for 
instance the primary data centre) 
becomes unusable. In the event of 
a failure, core systems will switch 
automatically from one site (the 
failed one) to the other.

There are business continuity 
plans in place for all operations 
considered to be mission criti-
cal to the Bank. These plans are 
all tested on a yearly basis apart 
from the IT Department’s plan 
which is tested more frequently.

8.2.2 Control and monitoring

The Board and the CEO set 
detailed rules on operational risk 
governance and responsibilities. 
Day-to-day management of op-
erational risk is a part of all man-
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agers’ responsibilities and they 
are also responsible for monitor-
ing and controlling the opera-
tional risk in their departments. 
Managers evaluate operational 
risk through risk self-assessment 
focusing on key risks identified 
with top-down management 
involvement. 

Information security, physical 
security, education and train-
ing activities are important 
components of the management 
of operational risk and close co-
operation is maintained with the 
relevant departments involved in 
these processes. Internal Audit 
and Compliance are key functions 
in the framework which the Bank 
has established to monitor and 
control operational risk.

Incident reporting, auditing and 
follow up is an important part of 
operational risk management as 
the identification and remedial 
action helps to limit losses result-
ing from inadequate and failed 
processes. The Operational Risk 
Department is responsible for 

business continuity management 
and for maintaining the Bank’s 
disaster recovery plans.

A number of document, policies, 
rules and work procedures cover 
key aspects of the responsibilities 
of the Operational Risk Depart-

ment. Those include the Bank’s 
policy on information security, 
rules on operational risk, rules 
on information security, rules on 
operational risk assessment and 
rules on documents and docu-
ment handling.
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9.1 Landsbankinn’s 2013 
Remuneration report 

9.1.1 Introduction

Landsbankinn hf. emphasises 
hiring and employing excep-
tional personnel. The aim of the 
remuneration policy is to make 
Landsbankinn a desirable work-
place for qualified employees to 
ensure the bank’s competitive-
ness, continued development and 
acceptable profitability. The re-
muneration policy shall support 
sound operations in the long term 
and not encourage unreasonable 
risk-taking. It is the Bank’s aim 
that the terms of employment of 
executives and other employees 
are competitive without being 
leading in the market. In deter-
mining terms of employment, 
responsibility and performance 
shall be taken into account, as 
well as equal rights perspectives.

9.1.2 Governance

The remuneration policy of 
Landsbankinn shall be approved 
by its Board of Directors. Further-
more, the remuneration policy 
shall be submitted to the bank’s 
AGM for approval or rejection. 
The remuneration policy may be 

reviewed more than once yearly 
and any amendments submitted 
to a shareholders’ meeting for ap-
proval. The remuneration policy 
serves as an indicative guideline 
for the bank and the Board of 
Directors. The Board of Direc-
tors shall enter any deviations 
from the remuneration policy and 
substantiation thereof in the min-
utes. Deviations shall be present-
ed to the bank’s next AGM.

The Remuneration Committee 
of Landsbankinn is comprised of 
three Directors. The role of the 
Remuneration Committee is to 
guide the Board of Directors and 
CEO in deciding on the terms of 
employment of key executives 
and to advise on the remunera-
tion policy. The Committee shall 
ensure that the terms of employ-
ment of the bank’s executives are 
within the framework provided 
by the remuneration policy and 
report on its implementation 
yearly in connection with the 
bank’s AGM. The Committee 
shall monitor the developments 
of collective bargaining agree-
ments, trends in salary expenses 
and number of employees. The 
Board of Directors has issued 
Terms of Reference for the Com-
mittee in which its role and du-
ties are defined. 

Until the AGM 17 April 2013 the 
Remuneration committee mem-
bers were Gunnar Helgi Hálfdá-
narson (chairman), Andri Geir 
Arinbjarnarson and Ólafur Helgi 
Ólafsson. After the AGM the Re-
muneration committee members 
are Tryggvi Pálsson (chairman), 
Helga Björk Eiríksdóttir and 
Kristján Þ. Davíðsson.

9.1.3 Remuneration  
and risk-taking

9.1.3.1 General

The agreement made by the 
Minister of Finance on behalf of 
the State, Landsbankinn hf. and 
Landsbanki Íslands hf. dated 15 
December 2009 provides that 
Landsbankinn offer an employee 
incentive scheme. The incentive 
scheme shall comply with FME 
rules on performance-linked 
remuneration with financial 
undertakings. Proposals for a 
performance-linked salary sys-
tem and accompanying changes 
to the remuneration policy shall 
be submitted to an extraordinary 
shareholders meeting. Until such 
time, the Board of Directors may 
not approve linking salaries to 
performance.

9 APPENDIX
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9.1.3.2 Allocation  
of shares to employees

A shareholders’ meeting of 
Landsbankinn hf., held on 17 
July 2013, approved rules on the 
allocation of shares to employees. 
In allocating shares to employ-
ees, Landsbankinn fullfilled the 
requirements of the financial set-
tlement with LBI hf. and imposed 
on it by the Icelandic State. Key 
points of the allocation of shares:

»	 Designated for allocation 
were shares previously 
owned by LBI hf. and the 
transfer was in accordance 
with an agreement between 
Landsbankinn, LBI hf. and 
the Icelandic State dated 15 
December 2009;

»	 About half of the value of 
shares for allocation went to 
the national treasury in the 
form of taxes;

»	 The holding of just over 
1400 current and former 
employees of Landsbankinn 
hf. is under 1%;

»	 Employees are obliged 
to comply with stringent 
requirements for the sale of 
the shares and may not sell 

their shares for a period of 
three years from allocation 
unless the bank’s shares 
are listed on the exchange, 
at which point employees 
would be authorised to sell 
part of their shares.

The transfer of shares was in 
accordance with an agreement 
dated 15 December 2009 between 
Landsbankinn hf. (then NBI hf.), 
LBI hf. (then Landsbanki Íslands 
hf.) and the Minister of Finance 
on behalf of the Icelandic State 
on a financial settlement be-
tween Landsbankinn hf. and LBI 
hf. With the State’s approval, LBI 
hf. required that Landsbankinn 
hf. created an employee incentive 
programme for the employees of 
Landsbankinn hf. which the State 
required the bank to apply to all 
employees. The incentive pro-
gramme was to be linked to the 
value of certain asset portfolios 
of larger companies on which the 
final amount of the contingent 
bond provided for in the set-
tlement agreement was based. 
External third party valuators 
concluded that the contingent 
bond should be issued in full.

Under the terms of this agree-
ment, LBI hf. was to allocate 
from the estate and thereby 

from the assets of claim hold-
ers, 500,000,000 shares (2.08% 
of total shares) in Landsbankinn 
in accordance with allocation 
rules to be determined by the 
bank no later than at year-end 
2012. No allocation rules had 
been determined at that time. A 
shareholders’ meeting held on 27 
March 2013 agreed that the bank 
was authorised to receive shares 
from LBI hf. and was required to 
transfer these shares to employ-
ees. Upon issuance of the contin-
gent bond to LBI hf. in April, the 
requirement to transfer shares to 
employees was confirmed by the 
Ministry of Finance on behalf of 
the State. 

The allocation of shares is 
governed by Landsbankinn’s 
Remuneration Policy and based 
on FME Rules No. 700/2011, on 
the Salary Incentive Systems of 
Financial Undertakings, despite 
such allocation not falling under 
the scope of the Rules. Employees 
of control units will not receive 
shares but the bank is required by 
FME’s Rules to ensure that these 
employees receive equal remu-
neration through other channels. 
It should be noted that no deci-
sion has been made to establish 
an incentive programme for the 
future.
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The shares were allocated to 
those employees of Lands-
bankinn hf. and Landsbréf hf. 
who held permanent positions 
on 31 March 2013 and employ-
ees who have retired because of 
age, disability or terminated due 
to cost-cutting measures. The 
number of shares allocated to 
individual employees was rela-
tive to salary and the duration 
of employment at Landsbankinn 
during the period from 15 Decem-
ber 2009 to 31 March 2013.

The tax value of the shares was 
ISK 4.7 billion. Employees are 
required to pay income tax on 
the value of the shares as on 
normal salary payments. Lands-
bankinn retained shares in the 
amount of the income tax pay-
ment required from employees, 
financial services tax levied on 
financial undertakings and other 
salary-linked expenses and paid 
this amount, around ISK 2.3 
billion, to the State. Around ISK 
600 million was paid to pension 
funds and as a result, employees 
received shares, valued for taxa-
tion purposes, at ISK 1.8 billion, 
or just under 1% of shares in the 
bank. This amount was divided 
between just over 1400 current 
and former employees. 

Upon reception of the shares, 
recipients oblige themselves to 
retain them for three years fol-
lowing allocation. If the Bank’s 
shares are listed on the stock ex-
change, 60% of the shares may be 
sold one month following listing. 
The remaining shares (40%) may 
not be sold until three years have 
elapsed from allocation. During 
that time, the shares may not be 
mortgaged or assigned. Recipi-
ents of the shares must comply 
with these stringent require-
ments.

9.1.3.3 Incentive programmes

Beside the allocation of shares 
to employees, no proposals for a 
performance-linked salary sys-
tem and accompanying changes 
to the remuneration policy have 
been submitted to an extraordi-
nary shareholders meeting. Until 
such time, the Board of Directors 
may not approve linking salaries 
to performance.

9.1.4 Remuneration policies 
for Landsbankinn Board of 
Directors and CEO

Board members shall receive set 
monthly remuneration in ac-
cordance with the decision of the 
AGM each year as provided for 
in Article 79 of Act No. 2/1995, 

on Public Limited Companies. In 
determining the remuneration 
amount, consideration shall be 
taken to the hours spent on the 
job, the responsibilities borne by 
the Directors and the company’s 
performance. The Remuneration 
Committee presents the Board 
of Directors with a substantiated 
proposal for remuneration to 
Directors in the coming operat-
ing year. The Board of Directors 
deliberates on the Committee’s 
proposal and submits a final 
proposal on remuneration to 
the AGM. The Bank reimburses 
Directors domiciled outside the 
capitol region for travel expenses. 
Directors may not conclude sever-
ance agreements with the Bank.

The Board of Directors appoints 
the Bank’s CEO. The terms of 
employment of the CEO shall be 
competitive with the terms of-
fered managers in larger compa-
nies and in the financial market 
without leading the market. 
The CEO hires the Bank’s key 
executives and their terms of 
employment shall be competitive 
without leading the market.

Landsbankinn makes public the 
terms of employment of Directors 
and key executives in its annual 
report.
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Credit exposure (EAD) 2012 2013

ISK billion At 31 December Average At 31 December

Standardised approach for credit risk

Central governments and central banks 113 2,766 9,915

Corporate customers 682,932 685,111 550,919

Institutions 56,138 77,796 59,923

Regional governments and local authorities 8,786 8,622 4,385

Retail customers 269,338 265,645 197,315

Retail exposures secured by real property 86,080 86,186 125,525

Standardised approach for credit risk, total 1,103,388 1,126,126 947,981

Total credit exposure (EAD) 1,103,388 1,126,126 947,981

CRD, annex XII, part 2, point 6 c)

9.2 Further disclosures  
required under Pillar III

This appendix addresses further disclosure require-
ments stipulated by the EU Capital Requirements 
Directive (CRD). 

9.2.1 Credit risk

In this section the Group in some cases reports 
exposure values as Exposure at Default (EAD). This 
is addressed specifically where applicable. Risk and 
Capital Management 2013, section 5, on the other 
hand, is based on accounting data. 
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CRD, annex XII, part 2, point 12 a) - e)

Equities outside the trading book are valued at fair value, with value adjustment in the income statement. 
For information on separation of equity exposure into trading/non-trading portfolios, see Section 6.4.1.

The following tables show the reconciliation for fair value measurement in equities valued using  
unobservable inputs.

2013  

Equities and equity instruments Unobservable inputs

Carrying amount at 1 January 2012 29,876

Total gains (losses) recognised in income statement 5,561

Purchases 56

Sales -8,432

Settlements 0

Transfers into Level 3 10,02

Carrying amount at 31 December 2012 28,063

2012  

Equities and equity instruments Unobservable inputs

Carrying amount at 1 January 2012 28,259

Total gains (losses) recognised in income statement 5,061

Purchases 2,629

Sales (6,281)

Settlements 209

Carrying amount at 31 December 2012 29,877
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CRD, annex XII, part 3, point 1 (g) & (h)-(i)

Expected losses vs. Actual value adjustments

Central governments 
and central banks

Corporate  
customers Institutions

Regional  
governments and 
local authorities

2013

Actual Value adjustments 0 17.816 0 0

Expected loss 0 16.455 0 0

2012

Actual Value adjustments 0 13.137 0 0

Expected loss 0 18.349 0 0

Note: Actual value adjustments and expected loss are not directly comparable. Actual value adjustments are defined as new individual impair-
ment charges plus write-offs charged directly to the income statement. Expected loss is defined as the expected loss at the beginning of the pe-
riod (1 January) on the basis of PD (through the cycle), LGD and CF for exposures that have not defaulted. For defaulted exposures, the expected 
loss equals the loan impairment charge.
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