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Disclaimer 

The information in these Pillar 3 Risk Disclosures is obtained from different sources, not all of which are controlIed 

by Arion Bank, but which Arion Bank deems to be reliable. All views expressed herein are those of the Bank at 

the time of writing and may be subject to change without notice. Whilst reasonable care has been taken to ensure 

that the contents of this publication are not untrue or misleading, no representation is made as to its accuracy or 

completeness. These disclosures are informative in nature and shall under no circumstances be used or 

considered as investment advice or investment research, or an offer to sell, or a solicitation of any offer to buy any 

securities. It does not refer to the specific investment objectives, financial situation or the particular needs of any 

person who may receive the report. Arion Bank accepts no liability whatsoever for any direct or consequential loss 

arising from the use of this publication or its contents. 



Declaration

The Board of Directors of Arion Bank is responsible for the Bank’s risk management framework and

for ensuring that satisfactory risk policies and governance for controlling the Bank’s risk exposure are

implemented. The Board reviews on a regular basis the status of risk management issues to assess the

management and monitoring of the Bank’s risks.

It is the Board’s assessment that the Bank has in place adequate risk management arrangements with

respect to the Bank’s risk profile and risk policy.

Risk statement

Arion Bank is a strongly capitalized bank. It aims to excel by offering agile and reliable financial solutions

which create future value for its customers, shareholders, and wider society. The Bank provides diverse

and value-adding services for its customers, guided by sustainability and responsibility. Its application of

digital solutions increases customer convenience and improves operating efficiency while simultaneously

mitigating operational risk by reducing the need for manual input. The Bank is committed to supporting

the economy and financing of households and corporates despite challenging and uncertain times.

Liquidity
Total LCR

192%

Capital adequacy
Total capital ratio

24.1%

Large exposures
No group exposure over 10% of

Tier 1 capital

0.0%

The Bank’s business strategy is aligned with its risk appetite as set

by the Board. This is achieved by monitoring and managing the

Bank’s risk profile at any given time against risk limits and targets

derived from the risk appetite statement. The Board reviews and

approves the Bank’s risk policies and enterprise risk management

architecture.

Credit risk is one of the Bank’s primary risk factors. The Bank’s

credit policy underpins its credit strategy as integrated in the busi-

ness plan. Credit risk is managed in line with risk appetite metrics,

which address credit quality, as well as single-name, sectoral and

geographical concentration risks. In line with its risk appetite, the

Bank has successfully reduced single-name concentration in recent

years through enhanced focus on and management of the risk fac-

tor, in part through its strategy to originate to distribute. At the end

of 2023, the Bank had no exposures equal to or exceeding 10% of

Tier capital, and the 12-month expected credit loss rate was 30 bps.

The Bank invests its own capital on a limited and selective basis

in transactions, underwriting and other activities that involve market

risk. Market risk is managed in accordance with the risk appetite

and risk limit framework. At the end of 2023, total net equity position in the trading book and total equity

position in the banking book was 1.6% and 2.9%, respectively, of normalized own funds. This is a level

comparable to that of year-end 2022, but materially lower than what it had been in previous years.

The Bank follows a conservative approach to liquidity exposure, liquidity pricing and funding require-

ments. The Bank’s funding profile supports its liquidity profile. Liquidity positions are managed on a

day-to-day basis using internal limits and targets in line with risk appetite and regulatory standards. The

Bank’s liquidity coverage ratio was 192% at the end of 2023, while the regulatory requirement was 100%.

The Bank’s business units are primarily responsible for managing their own operational risks with support

from control functions. The Bank’s operational risk framework integrates risk management practices into

processes, systems, and culture. Organizational restructuring during the year brought together a number

of support functions including back office, legal services, human resources and operations management

in a new division that is intended to increase collaboration between those units, improve the management

of transformation projects, and increase the overall efficiency of operations. This new division will play a

key role in the continued development and shaping of the Bank’s corporate culture.

The Bank has no tolerance for internal fraud and compliance breaches, and the risk appetite statement

further attends to observation of standards of market integrity, good practice and conduct, and minimiza-

tion of incidents and mistakes.

As with the financial sector generally, the incidence of attempted fraud against the Bank’s customers is

continually increasing and evolving. The Bank relies on experienced internal and external experts for
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Declaration and Risk Statement

advising, implementing, operating, and monitoring security controls in use, and participates in several se-

curity risk- and fraud-focused forums for threat intelligence sharing, combined with the use of automated

threat intelligence.

The Bank has integrated sustainability risk into its enterprise risk management framework, incorporating

environmental, social and governance factors in decision making and strategy. This is an area of rapid

evolution, in which the Bank endeavours to reflect regulatory requirements and employ best practices

with respect to ESG-related risk management. The Bank seeks to ensure that its activities and the

services it provides do not adversely impact people or the environment and is committed to supporting

the global effort to transition to a net zero carbon economy.

The Bank is well capitalized with a capital adequacy ratio of 24.1%, and CET1 ratio of 19.7% at the end

of 2023 exceeding both the regulatory requirements and the risk appetite.

The Board of Directors of Arion Bank

4 Arion Bank - Pillar 3 Risk Disclosures 2023



Maintaining stability through adverse financial
conditions and natural disruptions

In 2023, the Icelandic economy performed well despite significant tightening of financial conditions, as

the Central Bank raised its key policy rate to 9.25% to counter persistent inflation, measured at 7.7% at

year-end. Housing prices stabilized during the year but continued demand still seems to counterweigh

the adverse impact of increasing costs. The impact on the construction sector is apparent through the

Bank’s credit activities as requests for add-ons and extensions of credit in response to escalating costs

and reduced sales velocity are common. At year-end there were signs of reduced economic activity as

private consumption, in real terms, had dropped 1.7% at Q3 compared with the year before and GDP

growth was reduced to 1.1% following a period of strong post-Covid growth.

Seismic activity continued on the Reykjanes peninsula resulting in

the evacuation of fishing town Grindavík with considerable dam-

age to housing and infrastructure. This adds to a series of rare

events that have impacted the economy and the Bank, includ-

ing the pandemic and war in Ukraine. The magma pressure that

started building up in October beneath the surface of Svartsengi,

close to the well-known tourist attraction Blue Lagoon and the

Svartsengi power station, was first released through significant

earthquakes near Grindavík on November 10, followed by vol-

canic eruptions in December, January February, each lasting no

more than three days. As the magma pressure continues to build,

the likelihood of further seismic events remain.

The Group’s amount at risk in relation to the Grindavík area is limited relative to the town’s share of the

economy, see analysis in Section 4.6 of this report. Damages resulting from earthquakes or magma are

covered by the National Catastrophe Insurance of Iceland. The Bank however faces possible credit loss

for cases where properties are deemed undamaged but inhabitable, which may be subject to insurance

claim disputes. At the time of writing a goverment intervention is likely, which will impact the assessment

of expected credit loss going forward.

Despite the challenging macroeconomic conditions and series of rare events occurring almost back-to-

back, the Bank has maintained a strong level of profitability throughout. As subsequent chapters of this

report demonstrate, key risk indicators are healthy across the board, and the organization as a whole —

risk management included — continues to evolve and adapt to the ever-changing external environment

in which the Bank operates.

Credit quality metrics remain strong while default rates are slowly trending upwards. The bulk of interest

rate resets of fixed rate mortgages occur in the second half of 2024, and the impact on the Bank’s

credit risk profile largely depends on economic developments e.g. upcoming collective wage agreements,

inflation and monetary policy, which in turn may be impacted by geopolitical developments in 2024 and

other external factors. If interest rates remain high, it is evident that a significant group of borrowers will

refiance to inflation-linked mortgages, which offer lower payment burden. While tourism has recovered

well from the impact of Covid-19, a disproportionally high ratio of tourism-related corporate exposures

remain in Stages 2 and 3, or around 23.6%.

Figure Inflation and interest rates
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The impact of high interest rates is indeed apparent in the devel-

opment of the Bank’s balance sheet, as the indexation imbalance

is fast growing due to customers refinancing to CPI-linked loans.

The imbalance was ISK 105.3bn at year-end compared with ISK

26.6bn the previous year. The Bank’s interest rate risk has also in-

creased as the duration of indexed borrowings is growing through

new issuance with limited growth of matching assets to hedge the

risk.

Domestic market conditions were challenging in 2023. The

OMXI10 dropped by nearly 19% from year-end 2022 to Novem-

ber 2023, but recovered somewhat before year-end. Leverage

has been significantly reduced in the market as evidenced by the

Bank’s securities derivative hedging portfolio has reduced by 56%

over the last two years. In 2022, the Bank reduced its appetite for equity position risk.
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CRO Message

The Bank is faced with strong competition on various fronts. Increasing interest rates have motivated

more active competition for domestic deposits, reflected in a relatively high pass-through rate and dou-

bling of the Bank’s interest expenses year-on-year. Pension funds have reemerged on the market for

residential mortgages. The global tightening of liquidity has resulted in increased funding spreads for

smaller issuers such as Arion, which has contributed to considerable refinaning of foreign denominated

loans with larger institutions in the Nordics. The Bank is however, to a considerable degree, dependent

on foreign issuance due to MREL requirements, a systemic risk for Icelandic financial institutions.

Figure Development of the Bank’s

indexation imbalance
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The year saw further work towards strengthening of the Group’s

operational risk management framework. An organizational

change in Q3 converged various support functions within a new

cross-functional unit called Operations &Culture, headed by Birna

Hlín Káradóttir, COO. The Bank has put considerable emphasis

on reinforcing AML/KYC procedures, where a dedicated first line

team within the new unit plays a key role. Furthermore, the Bank

has strengthened controls and governance in relation to invest-

ment services and activities.

The Bank’s revised Information Security Management System

was certified based on the latest 2022 version of the ISO 27001

standard. The Bank is well placed to meet the requirements of

the upcoming Digital Operational Resilience Act (DORA). External fraud attempts have increased con-

siderably over the last few years, as threat actors have become more sophisticated, breaking the barrier

previously provided by the Icelandic language. The Bank is dedicated to helping ensuring optimal secu-

rity for its valued customers and established an Anti-Fraud Committee to ensure seamless reaction and

optimal implementation of fraud prevention measures.

Úlfar F. Stefánsson, Chief Risk Officer
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1 Introduction

The Pillar 3 Risk Disclosures comprise information on

Arion Bank’s risk profile, risk management, and cap-

ital adequacy. The report is based on disclosure re-

quirements set out in Regulation EU 575/2013 (CRR)

and pertains to the conditions of the Bank’s prudential

consolidation, which excludes insurance subsidiaries.

The disclosures contain information on new and forth-

coming legislation as well as information on the Bank’s

remuneration policy.

1.1 Arion Bank at a Glance
Arion Bank is a strongly

capitalized bank that provides a

broad range of banking services

to corporations and individuals

Arion Bank (’the Bank’) is a well-balanced and diversified univer-

sal relationship bank operating in the Icelandic financial market.

The Bank is listed on the Nasdaq Iceland and Nasdaq Stockholm

regulated markets. The Bank is classified as a domestic system-

atically important institution (D-SII) in Iceland.

The Bank, whose roots date back to 1930, is built on strong her-

itage and infrastructure. Arion Bank is a strongly capitalized bank

that provides a broad range of banking services to corporations

and individuals. The Bank aims to be a driving force in the suc-

cess of its customers by offering smart and reliable solutions that

promote financial health and create future value for society as a

whole.

The Bank operates several branches across Iceland but has been

optimizing its branch network in recent years by streamlining

branch premises and introducing digital branches. Numerous dig-

ital solutions have been launched in recent years, improving cus-

tomer convenience, and increasing operational efficiency.

Figure 1.1 Arion Bank’s organizational chart

The Bank consists of three business segments: Retail Banking,
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Introduction

Corporate & Investment Banking and Markets. Furthermore, the

Bank’s strategic subsidiaries are important to its service offering.

Stefnir is the largest fund management company in Iceland and

Vörður is the fourth largest insurance company, providing both life

and non-life insurance. This diverse service offering means that

Arion Bank’s revenue base is broad. The loan portfolio is well

diversified between retail and corporate customers, and between

different business sectors. The result is a good distribution of risk

relative to the Icelandic economy.

In 2023, the Group has continued the process of integrating the

operations of Arion Bank and Vörður with the aim to apply the

Bank’s distribution channels to drive the Group’s bancassurance

strategy, thus creating a ʻone-stop shop’ with a broad range of

financial and insurance products under a strong brand.
Iceland is uniquely positioned to

become the financial hub in the

Arctic. The Bank views

opportunities in the region as an

important component of a more

sustainable future

There are four support units within the Bank: Finance, Risk Man-

agement, Information Technology and Operations & Culture. The

cross-functional support unit Operations & Culture was set up in

2023, to coordinate the delivery of strategic goals, leading trans-

formation, and building a strong corporate culture.

As part of the Bank’s long-term vision, the Bank sees opportuni-

ties to actively participate in the growth of the Arctic region and its

increasing importance in the global economy and the fight against

climate change. In its activities outside of Iceland, the Bank’s fo-

cus is on sectors that are familiar to the Bank, primarily segments

that relate to the country’s knowledge and export industries.

At year-end 2023, the number of full-time equivalent (FTE) po-

sitions at Arion Bank was 737 with an additional 85 FTE in sub-

sidiaries.

The Bank’s Annual and Sustainability Report 2023 provides fur-

ther information about the Bank, such as strategy and vision, sus-

tainability policy, and corporate governance.

1.2 Regulatory Framework

Capital and risk management disclosure requirements for finan-

cial institutions are stipulated by the Basel framework. The frame-

work is an international accord on capital requirements and is in-

tended to strengthen measurement and monitoring of financial

institutions’ capital by adopting a more risk sensitive approach to

capital management.

The Basel framework encompasses three complementary pillars:

_ Pillar 1 — capital adequacy requirements

_ Pillar 2 — supervisory review

_ Pillar 3 — market discipline
The CRD V / CRR II package

was implemented in Iceland in

2021

In 2013, the EU Council adopted the CRD IV/CRR framework,

which consists of the Capital Requirements Directive (CRD IV:

Directive No. 36/2013) and the Capital Requirements Regulation

(CRR: Regulation No. 575/2013). This regulatory framework rep-

resented the EU’s first major step in implementing the Basel III re-

forms, aimed to strengthen regulation, supervision and risk man-

agement of banks, e.g. with increased level of capital require-

ments to ensure that banks are sufficiently resilient to withstand

losses in times of stress. The framework constitutes the corner-

stone of the so-called European Single Rule Book for financial

regulation.
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Introduction

In 2019, the EU Council adopted revised rules on capital require-

ments (CRD IV/CRR II) and resolution (BRRD/SRM), thus final-

izing the Basel III implementation and setting the stage for what

is widely refered to as Basel IV.

The CRR was incorporated into the EEAAgreement in late 2019.

In June 2021, CRD IV/CRR II was implemented through Act No.

44/2021 and Regulation No. 749/2021, while Bank Recovery and

Resolution Directive II (BRRD II) provisions were excluded. The

CRR, including CRR II, was fully transposed into national law in

2022 with Act No. 38/2022, amending Act No. 161/2002 on finan-

cial undertakings. WithAct No. 38/2022, BRRD II provisions were

partially implemented, e.g. the elements that had to be present as

provisions of CRR II. BRRD II was fully transposed into Icelandic

law with Act No. 63/2023, but secondary legislation establishing

the timeline for compliance has not yet been published. The im-

plementation of the final Basel III Accords in the EU is expected

in 2025 and is likely to follow soon after in Iceland.

1.3 Pillar 3 Risk Disclosures

The purpose of Arion Bank’s Pillar 3 Risk Disclosures is to fulfill

its legal disclosure requirements and provide comprehensive in-

formation on the Bank’s risk management and capital adequacy.

The disclosures are prepared in accordance with legislative re-

quirements regarding public disclosure, including EU Regulation

2021/637 which implements technical standards with regard to

disclosure requirements under Part Eight of the CRR.
The Bank is subject to

consolidated supervision by the

Financial Supervisory Authority

of the Central Bank of Iceland

(FSA)

EBA standardized disclosure templates can be found in the Addi-

tional Pillar 3 Risk Disclosures document on the Bank’s website.

Information in the disclosures refers to Arion Bank’s consolidated

situation as per CRR, which consists of the parent entity, Arion

Bank, and its subsidiaries, excluding insurance subsidiaries; to-

gether referred to as ʻthe Bank’. The Bank is subject to consol-

idated supervision by the Financial Supervisory Authority of the

Central Bank of Iceland (FSA). The basis of consolidation for fi-

nancial accounting purposes differs from regulatory capital report-

ing purposes. The differences in the scopes of consolidation are

set out in template EU LI3 in the Additional Pillar 3 Risk Disclo-

sures. Where necessary, a distinction is made in the report be-

tween the consolidated situation and the parent entity.

All financial figures, calculations and information in the disclo-

sures are based on financial information as at 31 December 2023

and presented in million krona, unless otherwise stated. Due to

rounding, numbers in the disclosures may not add up precisely

to the totals provided and percentages may not precisely reflect

the absolute figures. The disclosures are published on an annual

basis in conjunction with the Consolidated Financial Statements

and the Annual and Sustainability Report. The EBA standard-

ized disclosure templates are published quarterly, semi-annually

or annually in accordance with CRR.

The disclosures are reviewed for accuracy and appropriateness,

and verified and approved internally, in line with the Bank’s dis-

closure policy. Information in the disclosures is not subject to ex-

ternal audit. Summarized information on risk management and

capital adequacy is presented in the Bank’s Consolidated Finan-

cial Statements.
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Introduction

1.4 Communication Policy

The Bank has in place a communication policy, approved by the

Board of Directors, addressing the requirements laid down by law

for information on risk management and capital. Accordingly, the

Bank may omit information if it is not regarded as material. In-

formation is regarded as material in disclosures if its omission or

misstatement could change or influence the assessment or eco-

nomic decisions of a user relying on the information.

In addition, if required information is deemed to be proprietary or

confidential, the Bank may decide to exclude it from the Pillar 3

Risk Disclosures. The Bank defines information as proprietary

which, if shared, would undermine the Bank’s competitive posi-

tion. Information is regarded as confidential if there are obliga-

tions binding the Bank to confidentiality.
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2 Risk
Management

The Bank is in the business of taking informed risk.

Risk is primarily incurred from extending credit to cus-

tomers, but is exposed to a range of other risk types

such as liquidity risk, market risk, operational risk,

compliance risk, sustainability risk, and business risk,

all of which are inherent in the Bank’s strategy, product

range and operating environment.

Risk transparency helps employees make better decisions. The

Bank’s risk management policy is to maintain a strong culture in

which risk is everyone’s business. Senior management devotes

a significant portion of its time to managing the Bank’s risks.

The Bank’s strategy is to have in place an effective risk manage-

ment framework, which entails the identification and quantifica-

tion of significant risks and risk exposures, risk monitoring, and

actions and controls to limit risks.

2.1 Internal Controls and Lines of Reporting

The Bank is committed to the highest standards of corporate gov-

ernance in its business. The Bank’s corporate governance frame-

work is based on legislation, regulations and recognized guide-

lines in force at each time. The ultimate responsibility for setting

the Bank’s risk and governance policies and for ensuring effective

internal control and management of risk rests with the Board of

Directors. The enforcement of the Board’s policies is delegated

to the Chief Executive Officer (CEO) who has in turn established

a risk committee structure at management level. The CEO del-

egates decision-making responsibilities to Managing Directors,

Chief Credit Officer (CCO) and others as committee voting mem-

bers, while assigning internal control responsibilities to the Chief

Risk Officer (CRO) and the Compliance Officer.
The Bank’s risk management

policy is to maintain a strong

culture in which risk is

everyone’s business

Acting within an authority delegated by the Board, the Board Risk

Committee (BRIC) is responsible for the oversight and review

of prudential risks and capital adequacy. The BRIC reviews the

Bank’s risk appetite at least semi-annually, see Section 2.4, and

recommends changes to the Board when applicable. Its responsi-

bilities also include reviewing the appropriateness and effective-

ness of the Bank’s risk management systems and controls, as

well as considering potential implications of material regulatory

change proposals.
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Risk Management

Figure 2.1 Internal control structure

Board of Directors

Internal Audit

Chief Executive Officer (CEO)

Compliance

Chief Risk Officer (CRO)

Risk Management

Internal Audit is responsible for the independent review of the risk

management and control environment. Its objective is to provide

reliable, valuable, and timely assurance to the Board and Execu-

tive Management on the effectiveness of controls, mitigating cur-

rent and evolving material risks, and in so doing enhancing the

risk culture within the Bank. The Board Audit Committee (BAC)

reviews and approves Internal Audit’s plans and resources, and

evaluates the effectiveness of the function. The Chief Internal

Auditor is appointed by the Board and accordingly has an inde-

pendent position in the Bank’s organizational chart.

The ComplianceOfficer and Compliance function operate accord-

ing to a charter for compliance defined by the Board of Directors.

The Compliance Officer reports to the CEO, with unhindered ac-

cess to the Board. Compliance submit quarterly Compliance Up-

dates to the BRIC and annually to the Board of Directors.

The CRO and the Risk Management function operate according

to a charter for Risk Management defined by the Board of Direc-

tors. The CRO is a member of the Executive Management Com-

mittee, chair of the Executive Risk Committee, and a non-voting

member in other risk committees. The CRO reports to the CEO

and has unhindered access to the Board.

A group-level risk assessment is periodically performed through

the Internal Capital Adequacy Assessment Process (ICAAP) and

Internal Liquidity Adequacy Assessment Process (ILAAP). Sec-

tion 2.6 outlines the organization of the Risk Management divi-

sion.

The Bank’s subsidiaries adhere to their respective ownership poli-

cies, approved by the Board of Directors, which stipulates among

other things the Group’s internal control policy, risk appetite, and

reporting mechanisms between the companies. Individual sub-

sidiaries are responsible for implementing their own risk manage-

ment frameworks. The CEO, on behalf of the Board of Directors

of Arion Bank, interacts with the boards of directors of individ-

ual subsidiaries. Through the group-level ICAAP and ILAAP, the

CRO interacts with individual subsidiaries’ risk officers and con-

solidates the assessment of capital requirements for the Bank.

For further information on the Bank’s governance arrangements,

refer to Corporate Governance Statement for the year 2023. The

statement provides information on directorships held by Board

members, on their background and expertise, and the consid-

erations and suitability criteria used in the nomination process,

including diversity.
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Risk Management

2.2 Three Lines Model

The Bank organises its internal

control system using the Three

Lines model

The Bank uses a Three Lines Model for organizing the internal

control system. All lines work together to contribute to the cre-

ation and protection of value, seeking alignment with the priori-

tized interests of stakeholders. Alignment of activities is achieved

through communication, cooperation, and collaboration. This en-

sures the reliability, coherence, and transparency of information

needed for risk-based decision making.

Figure 2.2 Three lines

Board of Directors

Internal AuditManagement

Business Units
Risk Management &

Compliance

1st line 2nd line 3rd line

The role of the Board of Directors

The Board of Directors is ultimately accountable for the internal

control system atArion Bank. The Board ensures that appropriate

structures and processes are in place for effective governance, in

accordance with regulatory requirements and recognized guide-

lines.
The Board of Directors

determines the Bank’s risk

appetite and toleranceThe Board of Directors delegates authority and responsibility for-

mally and provides resources to management to achieve the or-

ganization’s objectives, while ensuring legal, regulatory, and eth-

ical expectations are met. It also determines the Bank’s risk ap-

petite and tolerance. The rules of procedure of the Board of Di-

rectors can be found on the Bank’s website.

For additional oversight, the Board of Directors appoints sub-

committees with established charters.

The role of Management

Management comprises first and second line roles. Its responsi-

bility is to achieve organizational objectives and manage risks by

designing and implementing a control system.

First line roles are most directly aligned with the delivery of prod-

ucts and services and include the roles of support functions. They

lead and direct actions and application of resources and have pri-

mary responsibility for maintaining appropriate structure and pro-

cesses for the management of operations and risks.

Second line roles, i.e. the Risk Management and Compliance

functions, support and facilitate the management of risk through

complementary expertise, support, and monitoring, and through

challenging the adequacy and effectiveness of risk management

practices. Second line roles are separated from first line roles,

and do not have first line responsibilities. Notwithstanding this

separation, first line roles may be assigned second line responsi-

bilities for complementary expertise. In order to ensure adequate

independence, the second line has direct access to the Board of
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Risk Management

Directors and BRIC.

The role of Internal Audit

Internal audit provides independent and objective assurance and

advice on the adequacy and effectiveness of governance ar-

rangements, risk management, and controls, through systematic

and disciplined processes, expertise, and insight. It reports its

findings to management, the BAC, and the Board of Directors to

promote and facilitate continuous improvement.

2.3 Risk Policies
The Bank’s risk management

policies define the significant

risk types the Bank is exposed

to. The policies are reviewed

annually

To ensure that existing and potential material risks are identified,

monitored and managed, the Bank has an enterprise risk man-

agement policy in place. The policy is reviewed and approved

by the Board of Directors annually. The policy outlines, at a high

level, the key aspects of the Bank’s risk management. The Bank

recognizes that risk-taking is an integral part of its business activ-

ities and must therefore be managed in an effective manner and

in line with the Bank’s risk appetite, see Section 2.4.

The significant risks the Bank is exposed to are defined within

the risk management policy. Seven risk types have been defined

as significant: credit, market, liquidity, operational, conduct and

compliance, sustainability, and business risk. The Board sets a

specific policy for activities related to each risk, with the exemp-

tion of business risk which is addressed in the Bank’s strategy

and business plan process. The policies are reviewed and ap-

proved by the Board annually. The Bank’s risk management pol-

icy and risk type policies are implemented through the Bank’s risk

appetite framework, stress testing framework, internal rules and

limits, and processes. The policies for each risk type are dis-

cussed further in the following chapters.

Figure 2.3 Risk policies implementation
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2.4 Risk Appetite

A risk appetite is one of the key components of risk governance.

A well-defined risk appetite is critical for managing risk and is es-

sential for reinforcing a strong risk culture. In order to establish,

communicate, and monitor its risk appetite, the Bank has in place

a risk appetite framework.

The purpose of the risk appetite is to provide a common frame-

work to the Board andmanagement to communicate, understand,

and assess the types and level of risk that the Board is willing to
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accept in pursuit of the Bank’s strategy. The risk appetite frame-

work is reviewed and approved by the Board semi-annually.

The Bank’s risk appetite is articulated through a risk appetite

statement and translated into risk limits developed and main-

tained by the CEO or relevant management level committee. On-

going compliance with risk appetite is monitored by Risk Manage-

ment and Compliance. The Board and BRIC are promptly notified

if any risk appetite metrics are exceeded. Internal and external

limits are monitored by the second line functions in accordance

with the Bank’s procedures.
Results of stress tests are

incorporated into the review of

the Bank’s risk appetite and risk

limits

The Bank’s risk appetite is taken into consideration and aligned

with the Bank’s strategic objectives, business plan, operations,

recovery plan, and remuneration. Results of stress tests are in-

corporated into the review of the Bank’s risk appetite and risk lim-

its.

The Board’s direct involvement in setting and approving appetite

for the Bank’s most material risk exposures is a key part of en-

suring the timely and appropriate disclosure of risk through the

Bank’s hierarchy of governance. This is complemented by in-

depth management information and reporting tailored to the in-

tended audience.

An overview of the Bank’s quantitative risk appetite metrics are

shown in Table 2.1. The risk appetite statement includes qualita-

tive criteria such as tolerance statements for various operational

risk and regulatory compliance breaches, as well as sustainabil-

ity risk metrics pertaining to the Bank’s own operations, i.e. on

gender pay parity and green financing.

Table 2.1 Risk appetite metrics

Category Risk metrics / risk factors

Capital adequacy

Capital adequacy ratios

Leverage ratio

MREL

Liquidity and funding risk

Liquidity coverage ratios

Net stable funding ratio

Tangible assets over wholesale funding

Asset encumbrance ratio

Market risk

Foreign currency imbalance

Interest rate risk and indexation risk

Equity position in the banking book

Equity position in the trading book, Value-at-Risk

Securities financing and counterparty credit risk Uncollateralized exposure as per stress test

Credit risk

Sectoral and geographical concentrations

Large exposures and single-name concentration

Expected credit loss

Average loan to value of residential mortgage portfolio

Leveraged transactions

Operational risk

Operational losses

KYC adequacy ratio

Enhanced due diligence adequacy ratio

Sustainability risk
Green loans ratio

Gender pay gap
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2.5 Risk Committees

The risk committees define lines

of responsibility and

accountability within the Bank

The Bank operates several committees to manage risk. The

structure of risk committees within the Bank can be split into two

levels: board level and executive level. The committees define

lines of responsibility and accountability within the Bank. They

are charged with overseeing risk and the delegation of authority

and forming a control environment for the Bank.

Figure 2.4 Risk committee structure

Board of Directors

Board Audit

Committee (BAC)

Board Risk

Committee (BRIC)

Board Credit

Committee (BCC)

Executive Management

Executive Management Committee (ExCo) Executive Risk Committee (ERCO)

Arion Credit

Committee (ACC)

Asset & Liability

Committee (ALCO)

Operational Risk

Committee (ORCO)

Sustainability Com-

mittee (SUCO)

Arion Comp. &

Debt Cancellation

Committee (ADC)

Board level risk committees are established by the Board and

comprise members of the Board or external representatives nom-

inated by the Board. An overview of the risk committees at Board

level and their responsibilities is shown in Table 2.2.

Table 2.2 Board level committees

Committee Responsibilities

Board Audit Committee (BAC)

The BAC assists the Board in meeting its responsibilities in monitoring the effectiveness of the Bank’s

internal governance and controls and in meeting its external financial reporting obligations under ap-

plicable laws and regulations. The BAC supervises accounting procedures, the organization and

function of the Bank’s internal audit, and the auditing of the annual accounts and the Bank’s consol-

idated accounts.

Board Risk Committee (BRIC)

The BRIC advises and supports the Board on the alignment of the Bank’s risk policy, high-level

strategy and risk appetite, and risk management structure. The BRIC assists the Board in meeting

its responsibilities in ensuring an effective system of internal controls and compliance. The BRIC

assesses whether incentives which may be contained in the Bank’s remuneration system, including

variable remuneration, are consistent with the Bank’s risk policy.

Board Credit Committee (BCC)

The BCC operates under the authority of the Board, which has delegated to the Committee authority

to approve certain material proposals regarding credit origination, debt cancellation, underwriting,

and investments. The BCC can delegate specific authority to the CEO.

In addition to the three Board-level risk committees, the Board

has established the Board Remuneration Committee (BRC) and

the Board Tech Committee (BTC). The BRC’s main role is to pre-

pare a remuneration policy for the Bank. The policy is reviewed

by the Board at least annually and submitted to the Annual Gen-

eral Meeting (AGM) for approval. The BTC’s role is to advise

the Board on the development of the Bank’s IT function, includ-

ing strategy, enterprise architecture and alignment of IT function

within the Bank’s business.

Executive level risk committees, which are primarily composed of

the CEO and Managing Directors, or their designated represen-

tatives, are shown in Table 2.3.
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Table 2.3 Executive level risk committees

Committee Responsibilities Chair

Executive Risk Committee

(ERCO)

The ERCO oversees the implementation of risk policies and ensures that the

Bank’s limit framework adheres to risk appetite. The committee reviews the

Bank’s ICAAP, ILAAP, and stress testing, and approves economic scenarios,

credit models, and specific provisions under IFRS9. The ERCO approves

the rules and procedures of other risk committees, and defines credit rules

for the ACC.

CRO

Arion Credit Committee

(ACC)

TheACCmakes decisions on credit cases within limits set by the BCC.ACC

reviews reports concerning the credit portfolio and has an advisory role to

the CEO on credit related matters. Risk Management is authorized to veto

all decisions or escalate to the BCC for final approval.

CEO

Arion Composition and

Debt Cancellation

Committee (ADC)

The ADC deals with applications to reach composition with debtors, within

limits set by the BCC.
CEO

Asset and Liability

Committee (ALCO)

The ALCO is responsible for strategic planning relating to the development

of the Bank’s balance sheet as well as the planning of liquidity and funding,

capital activities, and decides on underwriting and investment exposures

within limits set by the BCC. The CRO or their deputy is a non-voting partici-

pant in committee meetings and is authorized to escalate decisions relating

to investments, divestments, and underwriting to BCC for final approval.

CFO

Operational Risk

Committee (ORCO)

The ORCO is responsible for managing operational risk and compliance,

which includes information security, financial crimes, regulatory compliance,

and data managmement. The CRO, the Compliance Officer, and the Chief

Security Officer are non-voting members.

CEO

Sustainability Committee

(SUCO)

The SUCO promotes the consideration of environmental, social, and gov-

ernance factors in the Bank‘s decision making. The SUCO reviews risk as-

sessments of ESG factors and climate risk impact and oversees ESG dis-

closures as well as the Bank‘s Green Financing Framework.

CEO

2.6 The Risk Management Division

Risk Management ensures

compliance with internal and

external limits, standards and

regulations

The Risk Management division focuses on the identification,

quantification, monitoring, and control of risk. The division fa-

cilitates informed decision making in all risk areas of the Bank

by providing expertise and support. Risk Management ensures

compliance with internal and external limits, and standards and

regulations. Strong emphasis is placed on reporting risk to rele-

vant stakeholders in a clear and meaningful manner.

The Risk Management division is divided into four departments:

Credit Risk, Balance Sheet Risk and Models, Operational and

Sustainability Risk, and Security.

Figure 2.5 The Risk Management Division

Chief Risk Officer (CRO)

Credit Risk
Balance Sheet Risk

and Models

Operational and

Sustainability Risk
Security

Credit Risk

The unit Credit Risk ensures Risk Management’s involvement in

credit decisions and analyzes and monitors credit cases submit-

ted to the Bank’s credit committee. Credit Risk represents Risk

Management at Arion Credit Committee (ACC) meetings and has

the power to veto the ACC’s credit decisions and escalate to the

Board Credit Committee (BCC) for final approval. The depart-

ment also administers and organizes credit committee meetings
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and advises on changes to credit rules.

Credit Risk is responsible for the approval of corporate credit rat-

ings, performed by account managers, by challenging the qual-

itative input and verifying the quality of quantitative information

used to produce the ratings. The unit is also responsible for su-

pervising the valuation of collateral and validating the connectivity

of related parties within the loan book.

The department is responsible for monitoring credit quality of

loans on a single-name basis and determining appropriate levels

of provisioning for problem loans.

Balance Sheet Risk and Models

The unit Balance Sheet Risk and Models is responsible for an-

alyzing, monitoring, and reporting on risks on a portfolio level,

including credit risk, market risk and liquidity risk. The depart-

ment is also responsible for capital adequacy, credit modelling,

and stress testing.
Balance Sheet Risk and Models

provides quantitative support to

the Bank’s business units.

Operational and Sustainability

Risk supports the first line in

managing operational risks

Within the scope of market risk are risks resulting from balance

sheet mismatches, i.e. interest rate risk foreign exchange risk,

and risks arising from the Bank’s trading activities. The depart-

ment interfaces with the Bank’s Treasury, Market Making and

Capital Markets and reports its analysis and stress testing results

for market, funding, and liquidity risk to ALCO.

The department is responsible for the development of credit rat-

ing models, assessment of expected credit loss under IFRS 9,

the calculation of regulatory capital requirements, development

of economic capital models, methodology for allocation of capi-

tal, and stress tests.

The department also provides varied quantitative support to the

Bank’s business units.

Operational and Sustainability Risk

The unit Operational and Sustainability Risk is responsible for the

internal control framework and supports the first line in managing

operational risks. It seeks to ensure that internal processes and

controls minimize the risk of loss as effectively as possible. The

department develops and maintains tools for identifying, measur-

ing, monitoring, and controlling operational risk, such as Risk and

Control Self-Assessment (RCSA) and loss data collection.

The department is also responsible for supporting the Bank’s ad-

herence to requirements and guidelines in the area of sustainabil-

ity, and develop the Bank’s approach to assessing climate-related

financial risks and risks related to social and governance factors.

Security

Headed by the Bank’s Chief Security Officer (CSO), the unit su-

pervises physical and information security management in the

Bank’s second line. The unit is responsible for maintaining the

Bank’s Information Security Management System (ISMS), which

has been ISO 27001:2022 certified. The unit supports the first

line in relation to external fraud.

2.7 The Compliance Function

The Compliance function focuses on the identification, monitor-

ing, and control of conduct risk, compliance risk, and financial
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crime risk.

The role of Compliance is to apply effective precautionary mea-

sures to ensure that the Bank complies with applicable regulatory

requirements, and to foster an affirmative corporate culture in this

respect. Key compliance processes include advice and support,

training, and compliance monitoring.

TheComplianceOfficer also serves as the Bank’s Data Protection

Officer and Money Laundering Reporting Officer.

2.8 Reporting

The Bank’s aim is to provide accurate and transparent risk in-

formation to relevant stakeholders. Risk Management places a

strong emphasis on risk reporting and on allocating adequate re-

source to ensure the fulfillment of the Bank’s policy. Risk infor-

mation is regularly reported to the Board of Directors and its sub-

committees. The CEO, the CRO, and executive-level committees

receive risk reports on a regular basis, ranging from daily moni-

toring reports to the Annual Report. The primary reporting within

the Bank is shown in Table 2.4.

The Bank’s Annual and Sustainability Report, Financial State-

ments, and Pillar 3 Risk Disclosures are all available on the

Bank’s website. Furthermore, the Bank delivers regular reports to

the FSA; i.e. a monthly report on the Bank’s loan portfolio quality,

a quarterly report on the Bank’s capital requirements (COREP)

and large exposures; and annual reports on the Bank’s Recovery

Plan, ICAAP, ILAAP, and stress testing.
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Table 2.4 Primary reporting within the Bank

Report Contents
Fre-

quency
Recipient

Credit risk report

A report containing analysis of the Bank’s loan portfolio broken

down by various risk factors. Overview of the largest exposures

and sector distribution. Thorough analysis of the credit quality of

the loan portfolio.

Monthly ACC/ADC

Liquidity report

A report containing analysis of the Bank’s Liquidity Coverage Ra-

tio, information on deposit developments, secured liquidity, funding

measures, and other relevant liquidity information.

Monthly ALCO

Market risk report

A report containing analysis of key market risk developments, in-

cluding information on foreign exchange, indexation and index risk,

margin trading, and other relevant market risk information.

Monthly ALCO

Operational risk report

An overview of relevant risk measures for operational and compli-

ance risk, including a summary of deviation events, major IT inci-

dents, loss data analysis, and net promoter score.

Monthly ORCO

Sustainability risk report
Selected sustainability risk measures, including development of

green products and gender equality
Monthly SUCO

Risk report

An aggregate report containing the credit risk portfolio report, the

liquidity and market risk report, and the operational risk report as

well as information on the Bank’s risk appetite, recovery indicators,

ICAAP status, and other risk management concerns.

Monthly

Board

BRIC

ExCo

ERCO

ICAAP
Evaluation of the Bank’s total risk exposure and capital adequacy.

The report is submitted for review and/or approval.
Annually

Board

BRIC

ERCO

ILAAP
Evaluation of the Bank’s total risk exposure and liquidity adequacy.

The report is submitted for review and/or approval.
Annually

Board

BRIC

ERCO

Recovery plan

A plan providing measures to be taken by the Bank to restore its

financial position following a significant deterioration of its finan-

cial situation. A status report on recovery indicators is submitted

monthly to the ALCO.

Annually

Board

BRIC

ALCO

Internal bank-wide stress test

Evaluation of the impacts on the Bank’s earnings and own funds,

the Bank’s capital and liquidity ratios, and other risk appetitemetrics

under various stress scenarios. The report is submitted for review

and/or approval.

Annually

Board

BRIC

ERCO

Compliance updates
An aggregate report covering key events regarding both compli-

ance risk and financial crime risk
Quarterly BRIC

Compliance report
An annual report summarizing previous year with regards to both

compliance risk and financial crime risk
Annually

Board

BRIC
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An adequate amount of capital ensures that the Bank

is able to absorb losses associated with the risks that

are inherent in its operations without its solvency be-

ing jeopardized and allows the Bank to remain a going

concern, even in periods of stress.

The Bank employs various techniques to estimate ad-

equate capital levels and to ensure that capital is fruit-

fully deployed. The Bank’s ICAAP is the cornerstone of

the Bank’s capital adequacy assessment and is aimed

at identifying and measuring the Bank’s risk across all

risk types and ensuring that the Bank has sufficient

capital in accordance with its risk profile and strategy.

3.1 Governance and Policy

The Bank’s capital policy and dividend policy are established by

the Board of Directors based on recommendations from the BRIC.

The policies are reviewed on an annual basis.

The Bank’s CEO is responsible for carrying out the Bank’s capital

strategy in adherence to set policies. As established by the CEO,

this responsibility is part of the principal authority of the Asset

and Liability Committee (ALCO). The CRO is responsible for com-

pliance with regulatory requirements and supervises the Bank’s

ICAAP and allocation of capital. The Bank’s stress testing frame-

work is integrated with the Bank’s business planning process and

ICAAP, and is used to assess whether capital levels are accept-

able under stressed conditions.

At year-end 2023 the Bank’s

CET1 ratio was 19.7% and total

capital ratio 24.1%. The ratios

account for a foreseeable equity

reduction of ISK 13 billion

through dividend distribution

The Bank’s medium term target for Common Equity Tier 1 (CET1)

ratio is to be 150 to 250bps above the regulatory requirement and

maintain maximum utilization of Additional Tier 1 (AT1) and Tier 2

(T2) capital to meet Pillar 1 and Pillar 2 capital requirements. Rel-

ative to the total CET1 regulatory requirement of 14.9% and the

increase in the countercyclical capital buffer due in March 2024,

this implies a CET1 target of 16.8–17.8%.

The Bank’s dividend policy is to pay out 50% of net earnings at-

tributable to shareholders as dividend and in addition use special

distributions to bring own funds towards the normalized compo-

sition. In line with this, the Bank intends to distribute dividends

of ISK 12.9 billion which has been subtracted from CET1 when

calculating the capital ratios.

3.2 Capital Adequacy Requirements

The Bank’s capital adequacy is determined in accordancewithAct

No. 161/2002 on Financial Undertakings and Regulation on Pru-

dential Requirements, through which EU Capital Requirements

Directive and Regulation have been adopted.

The Bank’s calculation of REA is based on standardized ap-

proaches for the assessment of credit risk, counterparty credit

risk, credit valuation adjustment risk, market risk, and operational
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risk. The total regulatory capital requirement is presented as a

percentage of REA and consists of the items shown in the follow-

ing table:

Table 3.1 Capital requirements

Source Description

Pillar 1 requirement The 8% minimum regulatory requirement

Pillar 2R requirement
The additional capital requirement determined by the Bank’s own internal assessment of capital adequacy

(ICAAP) and FSA’s subsequent supervisory regulatory assessment process (SREP)

Combined capital buffer

requirement

The aggregated capital requirement due to four capital buffers, the level of which is determined by law (cap-

ital conservation buffer) and by the FSA following guidance from the Financial Stability Council (buffers for

systemic risk, systemically important financial institutions (SII), and countercyclical effects)

As part of the SREP, the results of internal or external bank-wide

stress tests may result in non-binding additional capital guidance,

defined as Pillar 2G.

The Pillar 1 requirement may be met with different capital instru-

ments, restricted as follows, expressed as a percentage of REA:

_ Common Equity Tier 1 (CET1) capital shall exceed 4.5%

_ Tier 1 (CET1 and AT1) capital shall exceed 6%

_ Total capital shall exceed 8%

The same proportion applies to the Pillar 2 capital add-on, i.e. it

can be composed of 56.25% CET1 capital, 18.75% AT1 capital,

and 25% Tier 2 capital. The combined capital buffer requirement

is to be met solely with CET1 capital.

Capital Buffers

Capital buffers were incorporated into Icelandic law with the adop-

tion of CRD IV / CRR. The systemic risk buffer only applies to do-

mestic exposures and is applied cumulatively with the D-SII buf-

fer. The countercyclical buffer was set to 0.0% in March 2020 as

a response to the COVID-19 crisis but rose again to 2.0% on 29

September 2022. The buffer will rise to 2.5% on 16 March 2024

based on a decision of the Financial Stability Committee from 14

March 2023.

The development of the capital buffers is shown in the chart be-

low. The requirements are presented as percentage of REA.

Figure 3.1 Implementation of capital buffer levels for Icelandic D-SIIs

Q1

2016

Q2

2016

Q3

2016

Q1

2017

Q4

2017

Q2

2019

Feb

2020

Mar

2020

Q3

2022

Q1

2024

0%

2%

4%

6%

8%

10%

1% 1.25% 1.75% 2% 2% 2.5%

2%

2%

2% 2% 2% 2% 2% 2% 2%

3%

3%

3% 3% 3% 3% 3% 3% 3%

1% 1%
1.75%

2.5% 2.5% 2.5% 2.5% 2.5% 2.5% 2.5%

Capital conservation buffer

Systemic risk buffer

D-SII capital buffer

Countercyclical capital buffer

The effective countercyclical capital buffer for the Bank is deter-

mined using the weighted average of the respective capital buf-

fer levels in the countries where the Bank has exposure and the
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weighting is based on the percentage of the relevant REA in each

country. The same method is used for the determination of the

effective systemic risk buffer, where the buffer only applies to do-

mestic exposures. Given the Bank’s geographic credit risk profile

at year-end 2023, the effective combined capital buffer require-

ment for the Bank is 9.2%. Templates EU CCyB1 and EU CCyB2

show details regarding the calculation of the countercyclical buffer

requirement.

Table 3.2 Arion Bank’s capital buffer requirements at year-end 2023

Capital buffer Domestic exposures Foreign exposures
Institution-specific buffer

rate

Capital conservation buffer 2.5% 2.5% 2.5%

Systemically important institution buffer 2.0% 2.0% 2.0%

Systemic risk buffer 3.0% 0.0% 2.8%

Countercyclical capital buffer 2.0% CCyB of country 1.9%

Total 9.5% 4.5%+CCyB 9.2%

REA credit risk weight 92.3% 7.7%

Arion’s Capital Requirements

The Bank’s total regulatory requirement, comprising Pillar 1, Pillar

2, and the capital buffer requirements, is 19.7%. The following

figure shows how this requirement is broken down by type.

Figure 3.2 Arion Bank’s own funds regulatory requirements with

combined capital buffer requirements at 31 December 2023
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3.3 Capital Management

In addition to regulatory capital requirements, the Bank per-

forms its own assessment of capital need and allocates capital

to business units on a quarterly basis. The Bank’s ICAAP and

stress testing are key elements of the Bank’s capital management

framework and are performed on an annual basis. In addition to

providing quantitative analysis, the processes are an important

tool for management that give an insightful understanding of the

risks associated with the Bank’s operations and business plan-

ning.

Internal Capital Adequacy Assessment Process

The ICAAP is the Bank’s internal assessment of its capital need.

The ICAAP is carried out in accordance with theAct No. 161/2002
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on financial undertakings with the aim to ensure that the Bank

has in place sufficient risk management processes and systems

to identify, measure, and manage the Bank’s total risk expo-

sure. The scope of ICAAP excludes insurance subsidiaries which

perform their independent Own Risk and Solvency Assessment

(ORSA).

The ICAAP is the Bank’s

internal assessment of its

capital need

The ICAAP is aimed at identifying and measuring the Bank’s risk

across all risk types and at ensuring that the Bank has sufficient

capital for its risk profile. The Bank’s ICAAP report is approved

annually by the Board of Directors, the CEO, and the CRO and

submitted to the FSA.

In addition to the above, the Bank uses the ICAAP to:

_ Raise risk-awareness of all the Bank’s activities and to provide

a detailed view of the Bank’s risk profile for management and

the Board of Directors.

_ Carry out a process to adequately identify and measure the

Bank’s risk factors.

_ Carry out a process to monitor that the Bank’s capital is ade-

quate and used in relation to its risk profile.

_ Review the soundness of the Bank’s risk management sys-

tems and controls that are used to assess, quantify and moni-

tor the Bank’s risks.

Managing Directors with their key personnel and key personnel

from the Bank’s subsidiaries participate in the process of identify-

ing and evaluating high risk areas, and discuss their management

of risk, in cooperation with Risk Management. The result from the

identification phase serves as the basis for the risk assessment

within the Bank’s ICAAP. Risk categories identified for the oper-

ating segments are shown in Table 3.3.

Table 3.3 Risk identification down to operating segment

Business Units
Credit

risk

Market

risk

Liquidity

risk

Operational

risk

Compliance

risk

Sustainability

risk

Business

risk

Retail Banking X X X X X

Corporate and

Investment Banking
X X X X X

Markets X X X X X X

Treasury X X X X X X

Other divisions and

subsidiaries
X X X X X X X

The Bank’s ICAAPmethodology involves assessing key risks that

are not believed to be adequately addressed under Pillar 1. For

each risk factor, a capital add-on is applied on top of the minimum

8% regulatory capital requirements. The main risk elements for

which additional capital is required are:

_ Interest rate risk in the banking book (IRRBB) and indexation

risk

_ Single name concentration of credit risk

_ Credit risk for segments of the loan portfolio that are deemed

higher risk

_ Equity position risk

The 2023 SREP, based on

year-end 2022 financials,

resulted in a Pillar 2R capital

requirement of 2.1% of REA
The Icelandic Financial Stability Committee is responsible for set-

ting the Systemic Risk Buffer. Its value has been set to 3% for do-
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mestic exposures. Justification for this value is still based on the

recommendation from the Financial Stability Council from 2016

where numerous systemic risk factors are cited to justify the level

of the buffer. The Bank does therefore not include these risk fac-

tors in its Pillar 2 capital assessment. Among those is the lack of

diversification of the Icelandic economy, which is reflected in sec-

tor concentration in the Bank’s loan portfolio. As part of the Pillar

2 capital assessment, the Bank uses internal models to assess

capital needs for credit risk.

Following the ICAAP process, the FSA conducts the supervisory

review and evaluation process (SREP). In that process the FSA

sets the Pillar 2R capital requirement which the Bank must hold

own funds for and may, on the basis of stress test results, issue

non-binding additional capital guidance, called Pillar 2G. Lastly,

the Bankmust hold own funds to meet the combined capital buffer

requirement.

The SREP of 2023, which was based on financial figures from

31 December 2022, resulted in a Pillar 2R capital requirement of

2.1% of REA.

Capital Allocation and Capital Planning

Figure 3.3 Capital planning and

monitoring process

Capital
Allocation

Limit ManagementPerformance 
Analysis

Economic Capital 
Calculation

Capital
Revaluation

The Bank allocates capital to its business units based on capital

requirements assessed under the ICAAP and SREP. The risk-

adjusted performance of the business units is based on the Re-

turn on Allocated Capital (ROAC) and reported to ALCO. The

ALCO conducts capital planning on a quarterly basis, based on

the Bank’s rolling business plan for each business unit. Capital

is allocated both based on current need and on the basis of a

6-month forward horizon.

Figure 3.4 Allocated capital for Q4 2023, current need and 6 month

horizon
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The focus of capital management at the Bank is to normalize the

capital structure in the medium term and consequently maintain

the Bank’s capitalization comfortably above the regulatory mini-

mum, including capital buffers and Pillar 2 requirements.

Stress Testing

Stress tests provide an important management tool for the Bank.

The results of stress tests raise risk awareness and improve gen-

eral understanding of the Bank’s operations and are to be consid-

ered for strategic, capital, and contingency planning. The results

of stress tests are incorporated into the review of the risk appetite

and the Bank’s limit framework.

The Bank’s stress testing framework outlines the scope and re-
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sponsibilities for stress testing in the Bank. Within the frame-

work’s scope are the ICAAP and ILAAP, which are carried out in

parallel, the Recovery Plan, as well as firm-wide and regulatory

internal stress tests on the Bank’s business plan. The framework

is aligned with FSA’s guidelines No. 2/2015 and EBA’s Guidelines

on Stress Testing (EBA-GL-2018-04). Stress testing at the Bank

consists of sensitivity analysis and scenario analysis.

Stress testing involves estimating the impact of the stress sce-

nario on the Bank’s earnings and capital adequacy as well as the

impact for the Bank’s liquidity ratios, other risk appetite metrics,

and recovery indicators. Each business unit contributes to the

estimation of its portfolio with the view of identifying the most im-

portant risk drivers and suggests relevant stressed scenarios.

Figure 3.5 The stress testing process at the Bank.
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reported
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laboration with the
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Finance

Risk Management

Finance,
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Risk Management
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Risk Management
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Scenario analyses are carried out on the Bank’s business plan.

The Bank’s Chief Economist contributes an economic base case

projection as well as stressed projections that are used in the

Bank’s capital planning and in preparation of the Bank’s five year

business plan. The design of the bank-wide internal stress test is

challenged and reviewed by the Executive Risk Committee and

the Board Risk Committee.

One of the stressed scenarios carried out on the business plan is

provided by the Central Bank in collaboration with the FSA. The

Bank also performs various regularly scheduled stress tests and

targeted ad-hoc stress tests.

3.4 Capital Ratios

Scope of Consolidation and Exposure Amounts

The Bank’s consolidated situation for prudential purposes and

capital adequacy is different from the accounting consolidation.

The Bank owns an insurance subsidiary, Vörður, which is fully

consolidated in the Group financial statements. For prudential

purposes, it is consolidated using the equity method and is ex-

cluded from supervision on a consolidated bases as stipulated by

CRR. Vörður is supervised by the FSA and its solvency require-

ments are calculated in accordance with the Icelandic Insurance

Companies Act.

For further details on the companies within the scope of consol-

idation, please refer to the template EU LI3 in the Pillar 3 Risk

Disclosures. Template EU LI1 shows the difference in amounts
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between the carrying values in the financial statements and the

carrying values under the scope of regulatory consolidation and

a breakdown of the framework under which these amounts fall.

The main sources of differences between the carrying values as

reported in the financial statements and the exposure amounts

for regulatory purposes are off balance sheet amounts which fall

under the credit risk framework and potential future exposure for

items under the counterparty credit risk framework. Template EU

LI2 shows a reconciliation between these amounts.

Figure 3.6 Development of REA
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Credit risk accounted for 86% of the Bank’s REA at year-end

2023. The Bank’s REA for credit risk (excluding CCR) increased

by ISK 21 billion in 2023. The increase is mainly due to loans to

customers which grew by ISK 68 billion during the year.

A breakdown of the Bank’s REA is shown in Note 47 of the Con-

solidated Financial Statements and in template EU OV1.

The Bank’s holdings of the own funds instruments of Vörður which

are not deducted from own funds are instead risk weighed at

250%. Template EU INS1 shows these amounts. The Bank is

not a part of a financial conglomerate and thus template EU INS2

does not apply to it.

The Bank does not use the internal ratings based (IRB) approach

for any exposures and it does not have any exposure to securi-

tizations. EU templates related to these types of exposures are

therefore omitted.

Table 3.4 Overview of risk-weighted exposure amount (EU OV1)

31 December [ISK m] REAs

Minimum own

funds

requirements

2023 2022 2023

Credit risk (excluding CCR) 759,559 738,966 60,765

of which the standardized approach 759,559 738,966 60,765

CCR 11,122 20,655 890

of which the standardized approach 7,442 14,645 595

of which CVA 3,680 6,010 294

Market risk 15,817 8,880 1,265

of which the standardized approach 15,817 8,880 1,265

Operational risk 98,740 89,166 7,899

of which standardized approach 98,740 89,166 7,899

Amounts below the thresholds for deduction (subject to 250%

risk weight)
25,233 25,227 2,019

Total 910,471 882,894 72,838

Own Funds

The Bank’s own funds are composed of Common Equity Tier 1,

Additional Tier 1 and Tier 2 issuances and the size of each layer

of own funds is presented net of regulatory adjustments.

CET1 capital before regulatory adjustments consists exclusively

of equity issued by Arion Bank. The regulatory adjustments to

CET1 are primarily the deduction of intangible assets and the de-

duction of foreseeable dividends. Other items are smaller. The

Bank applies the IFRS9 transitional arrangements, as amended

by Regulation (EU) 2020/873, to phase in the effects on capital
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of the impairments requirements of IFRS9, in particular the in-

creased impairments related to the effects of the Covid-19 pan-

demic. Template EU IFRS9-FL shows the effects on capital and

REA if these arrangements were not available.

Figure 3.7 Development of own funds
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The Bank uses the simplified approach for the calculation of ad-

ditional value adjustments and thus template EU PV1 does not

apply.

The Bank’s Additional Tier 1 capital consists of a USD 100 million

subordinated liability issued in Q1 2020.

The Bank’s Tier 2 capital consists of subordinated liabilities issued

in 2019 in SEK, NOK, ISK, and EUR and in Q4 2022 in ISK, see

Note 34 in the Consolidated Financial Statements. The contrac-

tual maturities range from 2029 to 2033, and the first call option

becomes active as of July of 2024.

Template EU CCA provides further details on each of the Bank’s

own funds and eligible liabilities instruments.

Template EU CC1 presents the composition of the Bank’s own

funds. The Bank’s own funds are reconciled with the balance

sheet in the Group’s financial statements via template EU CC2

and cross references to the relevant rows in template EU CC1

are provided. Table 3.5 is an extract from EU CC1 with the data

that is most relevant to the Bank.

Table 3.5 Reconciliation of own funds

Own funds [ISK m] 2023 2022

Total equity 199,301 187,956

Non-controlling interest not eligible for inclusion in CET1

capital
-503 -649

Common Equity Tier 1 capital before regulatory

adjustments
198,798 187,307

Intangible assets -7,211 -6,425

Additional value adjustments -227 -224

Foreseeable dividend and buyback -12,877 -15,980

Adjustment under IFRS9 transitional arrangements 952 1,142

Common equity Tier 1 capital 179,435 165,820

Non-controlling interest eligible for inclusion in T1 capital 117 105

Additional Tier 1 capital 13,217 13,396

Tier 1 capital 192,769 179,321

Tier 2 instruments 28,062 33,935

Tier 2 instruments of financial sector entities (signif. invest.) -1,247 -1,155

Tier 2 capital 26,815 32,780

Total own funds 219,584 212,101

Capital Position

At year-end 2023, the Bank’s CET1 ratio was 19.7%, well above

the CET1 requirement which was 14.9%. The total capital ratio

was 24.1%.

The following figure shows the Bank’s capital position and the

capital requirement, along with a normalized capital structure un-

der CRR.

The Bank’s own funds at 31 December 2023 take into account a

foreseeable equity distribution of ISK 13 billion through dividends.
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The foreseeable dividend corresponds to 50% of profits as per the

Bank’s dividend policy.

Figure 3.8 Arion Bank’s capital requirement, target capital structure

and capital ratios. The capital buffers include the

announced increase in the countercyclical buffer in Iceland

to 250bps which takes effect in March 2024.
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The Bank’s capital position was very strong at the end of 2022

with CET1 ratio of 18.8%. This position has been strengthened

considerably in 2023 and at year-end 2023 the CET1 ratio was

19.7%, 440bps above all regulatory capital requirements (CET1,

Tier 1 and Total capital). When the increase of the countercyclical

buffer in Iceland from 2.0% to 2.5% takes effect in Q1 2024 this

position will be 400bps above of the expected regulatory require-

ments. This position is well above the Bank’s medium term target

which is a CET1 management buffer of 150–250bps.

In the short term, rating considerations impact capital manage-

ment. The Bank’s issuer ratings from Moody’s and S&P are A3

(stable outlook) and BBB (stable outlook), respectively. Both rat-

ing agencies’ assessment of the Bank’s capital position is ‘Very

Strong’ as per the different methodologies. S&P raised the eco-

nomic risk in the Banking Industry Country Risk Assessment (BI-

CRA) for Iceland from 4 to 5 in May 2022. This raised the thresh-

old needed to maintain ‘Very Strong’ capital position according

to the S&P methodology. The economic risk BICRA rating was

however put on a positive trend in November 2023 which could

indicate that the rating will be moved back to 4 in the future. The

Bank will adhere to capital thresholds of the rating agencies in the

short term, which implies raising the Tier 1 management buffer to

around 450-500bps. The expectation is however that construc-

tive economic development and/or positive impact of other rating

factors will result in convergence of capital benchmarks over the

medium term.

The template EU KM1 shows the development of key metrics re-

lated to own funds, REA, capital ratios, capital requirements, and
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the leverage ratio. The following table shows an extract of this

data.

Table 3.6 Overview of own funds and capital adequacy, the announced increase in the countercyclical buffer in Iceland is

not included.

31 December [ISK m] 2023 2022

Own funds

Common Equity Tier 1 (CET1) capital 179,435 165,820

Tier 1 capital 192,769 179,321

Total own funds 219,584 212,101

Risk-weighted exposure amount 910,471 882,894

CET1 capital ratio 19.7% 18.8%

Tier 1 capital ratio 21.2% 20.3%

Total capital ratio 24.1% 24.0%

Own funds requirement

Pillar 1: Minimum capital requirement 8.0% 8.0%

of which CET1 requirement 4.5% 4.5%

of which Tier 1 requirement 6.0% 6.0%

Pillar 2: Additional capital requirement (ICAAP/SREP) 2.1% 3.5%

of which CET1 requirement 1.2% 2.0%

of which Tier 1 requirement 1.6% 2.6%

Combined capital buffer requirement 9.2% 9.3%

of which capital conservation buffer requirement 2.5% 2.5%

of which systemically important institution buffer requirement 2.0% 2.0%

of which systemic risk buffer requirement 2.8% 2.8%

of which countercyclical capital buffer requirement 1.9% 2.0%

Total CET1 capital requirement 14.9% 15.8%

Total Tier 1 capital requirement 16.8% 17.9%

Total capital requirement 19.3% 20.8%

Leverage ratio

Exposure measure for leverage ratio calculation 1,550,334 1,517,369

Leverage ratio 12.4% 11.8%

3.5 Leverage Ratio

The leverage ratio is seen as an important complementary mea-

sure to the risk-based capital adequacy ratio. Leverage require-

ments are aimed to prevent banks from building up excessive

leverage while possibly maintaining strong risk-based capital ra-

tios. The leverage ratio is a simple measure, weighting the Bank’s

Tier 1 capital against a measure of its exposures.

At year-end 2023, the Bank had a strong leverage ratio of 12.4%,

significantly higher than the 3%minimum prescribed by CRR. The

ratio is exceptionally high in international context, and reflects the

particular case of the major Icelandic financial institutions, which

are classified as systemically important while applying the stan-

dardized approach for credit risk. As such, Arion Bank has a rela-

tively high combined capital buffer requirement of 9.2%, which is

applied to a standardized REA. The Bank’s average risk-weight,

the ratio of the risk-weighted exposure amount and the exposure

measure for the leverage ratio, is 59% for the consolidated situa-

tion.

Arion Bank is a rare example of

a systemically important

institution that applies the

standardized approach for

credit risk. This is reflected in an

exceptionally strong leverage

ratio in international comparison
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Figure 3.9 Development of the Bank’s leverage ratio
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The Bank’s Tier 1 capital and the total exposure increased in 2023

but the rate of increase in Tier 1 was significantly higher, leading

to an increase in the leverage ratio. In light of the strong leverage

ratio, the Bank’s management of the risk of excessive leverage is

currently confined to the monitoring of the Board of Directors’ risk

appetite for leverage.

For further details on the Bank’s leverage ratio, please refer to

templates EU LR1, EU LR2 and EU LR3.

3.6 MREL

The Icelandic law on the resolution of credit institutions and in-

vestment funds, Act no. 70/2020, entered into force on 1 Sep-

tember 2020. This transposed the BRRD (2014/59/EU) into Ice-

landic law. BRRD II was transposed into Icelandic law with Act

No. 63/2023, but secondary legislation establishing the timeline

for compliance has not yet been published.

With the approval of the Bank’s resolution plan in October 2023,

the Central Bank of Iceland’s Resolution Authority made a deci-

sion on the minimum requirement for own funds and other eligible

liabilities (MREL), in accordance with Act No. 70/2020, based on

year-end 2022 data.

The requirements are expressed as a fraction of total REA

(MREL-TREA), and as a fraction of the total exposure measure

(MREL-TEM). The requirement for MREL-TREA, which can only

be met with eligible liabilities and own funds not used to fulfill the

combined buffer requirement, was set at 20.2%, double the com-

bined Pillar 1 and Pillar 2R requirement. The Bank’s MREL-TREA

adequacy ratio at year-end 2023 was 28.6%. The MREL-TEM re-

quirement was set at 6.0%, double the leverage ratio requirement

per the CRR. The Bank’s MREL-TEM adequacy ratio was 22.2%

at year-end 2023.

AMREL subordination

requirement of 13.5% is

expected to come into effect in

August 2026

BRRD II introduces a subordination requirement for eligible lia-

bilities, whereby a part of the MREL requirement must be met

with own funds or liabilities that are subordinate to ordinary un-

secured claims. As a consequence, a new class of securities

has been introduced into the liability structure of institutions, the

so-called senior non-preferred liabilities, which are senior to own

funds issuances (T1 and T2), but subordinate to ordinary unse-

cured claims and senior preferred liabilities.

Despite not being a G-SII nor exceeding the EUR 100 billion

threshold set out in the CRR, the Bank considers it probable that a

subordination requirement will be imposed on it as a D-SII. MREL

policy indicates that this will be set at 13.5% of REA. The Bank
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expects the requirement to come into effect on 1 August 2026,

three years after the effective date in the EEA. This is regardless

of the implementation timeline in Iceland.

Template EUKM2 shows keymetrics relating toMREL, while tem-

plates EU TLAC1 and EU TLAC3b show the MREL composition

and creditor ranking, respectively.

3.7 CRR 3

REA is not expected to change

significantly with the adoption of

CRR 3. The expectation is a

reduction in REA of around

0.5% or less

Legislation to implement the Basel IV framework in the European

Union has progress most of its way through the EU legislative

process. Dubbed CRR 3, the initial text was published by the Eu-

ropean Commission in October 2021. The text of the provisional

agreement on the regulation was published on 6 December 2023

and it is expected to apply in the EU from January 2025. Most

likely it will be implemented in Iceland at the same time.

ForArion Bank, the key changes to capital requirements are sum-

marized in Table 3.7.

When all of these factors are taken together, REA is not expected

to change significantly with the adoption of CRR 3. The expecta-

tion is a reduction in REA of around 0.5% or less, although some

uncertainty remains. The Bank will provide updates closer to the

implementation date.

Table 3.7 Impact of CRR3

Exposure type Impact

Residential real estate

Under the current rules, exposure secured with residental real estate property has risk weight 35%. This

applies subject to certain conditions being fulfilled and provided LTV < 80%. For loans with LTV above 80%,

it is allowed to split the exposure in two parts, and the portion which is secured with LTV below 80% receives

35% risk weight and the other portion will receive risk weight based on the characteristics of the borrower.

In principle, the same method will apply under CRR 3 but the numbers will be different, the portion which

is below LTV 55% will receive 20% risk weight and what is above LTV 55% will receive risk weight based

on characteristics of the borrower. Furthermore, the property valuation methods will be changed. Instead of

using the most up-to-date valuation available, an average valution over six years must be used. Overall, the

Bank expects a slight increase in REA due to these changes.

Corporate loans

Various changes are proposed for corporate loans, including new risk weights for income producing real

estate, changes to risk weights for loans secured by commercial real estate, and new risk weights for con-

struction exposures. Taken together, these changes are expected to yield a small decrease in REA.

Equity

The treatment of equity exposures will be overhauled. Currently, they receive 100% risk weight under the

standarized approach but will generally receive 250% in the new framework. This will lead to an increase in

REA. However, currently these exposures receive a capital requirement add-on under Pillar 2. This should

no longer be needed. Therefore, the total effect on capital requirement from this change will be small and

these changes will gradually take effect during a five-year transition period.

Off-balance sheet

exposures

The credit conversion factor (CCF) for off balance sheet exposures will be changed. Loan commitments

which now receive either 20% of 50% risk weight based on duration will now generally receive 40% CCF.

Also, certain unconditionally cancellable commitments which now receive 0% CCF will receive 10% CCF.

This will lead to an increase in REA.

Operational risk

Due to the small size of the Bank, capital requirements for operational risk will fall into the lowest bracket. A

limit will be introduced on the extent that interest income contributes to this requirement. These two factors

are expected to lead to a reduction in REA.
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Credit risk is defined as the current or prospective risk

to earnings and capital arising from the failure of an

obligor to discharge an obligation at the stipulated time

or otherwise to perform as agreed. Credit risk arises

anytime the Bank commits its funds to loans, guaran-

tees, or other credit instruments, resulting in capital or

earnings being dependent on counterparty, issuer, or

borrower performance.

Loans to customers are the primary source of credit risk but

credit risk is also inherent in other types of financial assets, such

as loans to credit institutions, bonds, derivatives, and in com-

mitments and guarantees such as unused credit lines or limits.

Credit risk is inherent in business units connected to lending ac-

tivities, as well as trading and investment activities, i.e. Corporate

and Investment Banking, Retail Banking, Markets, and Treasury

within Finance.

Table 4.1 Sources of credit risk

Source Description

Loans to customers

The loan portfolio is the Bank’s main asset. Loans to customers comprise loans to individuals and loans

to corporates which, for the purpose of this report, include loans to municipalities and public sector entities.

Types of instruments include collateralized loans such as property loans, construction loans, mortgages,

vehicle loans, and uncollateralized short and long term loans such as overdrafts and cashflow loans.

Commitments and

guarantees

The Bank often commits itself to ensuring that funds are available to customers as required. The most

common commitments to extend credit are allowances on checking account overdrafts, credit cards, and

credit lines. Commitments and guarantees are unused amounts and are classified as off-balance sheet

exposures.

Balances with the

Central Bank and loans

to credit institutions

The Bankmaintains cash and balances with the Central Bank in the form of certificates of deposits, mandatory

reserve deposits, and other balances. Furthermore, the Bank holds money-market deposits and deposits in

nostro accounts with credit institutions. Such exposures form a significant part of the Bank’s liquidity buffer.

Bonds and debt

instruments

The Bank trades and invests in bonds and debt instruments, both listed and unlisted. High quality bonds

form a significant part of the Bank’s liquidity buffer.

Financial derivatives

Counterparty credit risk arises from forward contracts, swaps, and options. The exposures are subject to

position limits, hedging requirements, and collateral requirements. Eligible underlying market factors are

interest rates, foreign exchange rates, securities, and commodities. The Bank also uses derivatives for

market risk hedging and engages in securities lending. See further information in Section 4.7.

Equity risk in the

banking book

Equity risk in the banking book arises primarily from investment in positions that are not made for short term

trading purposes and assets repossessed as a result of credit recovery, i.e., restructuring or collection. For

further information on equity risk in the banking book, see Section 4.3.

4.1 Governance and Policy

The Bank’s credit risk policy and credit risk appetite are estab-

lished by the Board of Directors and reviewed on an annual basis.

According to the policy, the Bank offers various forms of credit

to individuals and organizations, and maintains a diversified loan

portfolio composition to avoid excessive risk concentration. The

Bank favors long-term relationships and sustainable development

with an emphasis on innovative and export-driven companies.

The Bank is active in the financing of real estate and, as such, fa-

cilitates home ownership and real estate development. The Bank
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finances and supports market transactions and market activities

of its clients and thus promotes efficiency and liquidity in financial

markets.

The Bank’s risk appetite framework further specifies the desired

level of risk exposure through qualitative and quantitiative state-

ments. The framework addresses credit quality, collateral cov-

erage, portfolio composition, and single-name, sectoral, and ge-

ographical concentrations. It is ensured that the Bank’s credit

strategy and business model conform to its credit risk policy and

risk appetite.

In accordance with the credit

risk policy, the Bank’s CEO has

set up a credit risk framework,

outlining responsibilities, rules,

and criteria for credit risk arising

from the Bank’s operations

In accordance with the credit risk policy, the Bank’s CEO has

set up a credit risk framework, which outlines responsibilities,

rules, and criteria for credit risk arising from the Bank’s operations.

At the management level, the Arion Credit Committee (ACC) is

the principal authority for credit origination and credit manage-

ment, and the Arion Composition and Debt Cancellation Commit-

tee (ADC) is responsible for debt cancellation, debt restructuring,

and composition agreements. The ADC is chaired by the CEO

and the ACC is chaired by the CEO and Deputy CEO and dele-

gates. Risk Management administers and attends all committee

meetings and is authorized to reject or escalate decisions.

TheACC and theADC operate within limits set by the Board of Di-

rectors, which is the Bank’s supreme authority in matters relating

to credit risk exposures. The Board delegates credit decisions

that exceed the authority of the ACC and the ADC, and do not

require risk appetite exemptions, to the Board Credit Committee

(BCC).

The Executive Risk Committee, chaired by the CRO, approves

changes to the credit framework and ensures alignment with the

Bank’s risk appetite and credit risk policy. BCC reviews the credit

framework on an annual basis.

Figure 4.1 Credit approval hierarchy

Board of Directors

Board Credit Committee (BCC)

Arion Credit Committee (ACC)
Arion Composition and

Debt Committee (ADC)

Business units

Dual authorization

Single authorization

Automatic approval

Legal

Dual authorization

Single authorization

4.2 Credit Risk Management

Credit riskmanagement entails diversification of risk, well-informed

lending decisions, good oversight of portfolio performance, and

the identification of weaknesses to facilitate timely recovery.

To ensure well-informed lending decisions, borrowers’ key risk

and performance indicators are analyzed and made available to

the credit committee. Credit applications address certain ele-

ments that serve as the basis for a decision, such as the cus-
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tomer profile, financial analysis of the customer, repayment ability,

proposed collateral, credit rating of the customer, and connected

clients and their total exposure. The credit is assessed on its own

merit and in the context of the Bank’s detailed credit framework

and criteria. Various controls ensure that a loan is only disbursed

following a thorough review of all documents and the registration

of all relevant information regarding the loan and collateral into

the Bank’s systems.

During the repayment phase, the credit portfolio is closely moni-

tored by the first and second lines. Credit risk metrics are aggre-

gated monthly, based on consistent criteria, to analyze the credit

quality, expected loss, collateral coverage, single-name, sectoral

and geographical concentrations, and early warning indicators.

For the purpose of measuring credit risk and facilitating manual

and automatic credit decisions, Risk Management maintains sta-

tistical and expert judgement models that assess the likelihood of

default and the liquidation value of collateral.

Risk Management performs periodic reviews of the loan book,

which entails analysis of individual exposures in cooperation with

the first line. The process ensures continuous monitoring of credit

risk, with the aim of identifying early warning signs, problem loans,

and sector development. Specific impairments are determined as

part of the process.

Monthly credit risk reports are sent to the ACC, the BRIC, and the

Board of Directors.

4.3 Credit Risk Exposure

The Bank is exposed to credit risk from both on-balance sheet

exposures and off-balance sheet exposures. The tables in this

section do not include exposures on the Bank’s trading books

or counterparty credit risk (CCR) exposures unless otherwise

stated.

The exposure amounts shown are on different basis: Exposure at

default amounts, according to the rules on capital requirements,

are derived from original exposure (gross carrying value includ-

ing off-balance sheet amounts), net exposure after applying spe-

cific credit risk adjustments to the original exposure, adjusted ex-

posure value (net exposure after applying credit risk mitigation

(CRM), i.e. exposure net of collateral), and exposure at default

(EAD) which is the adjusted exposure value after applying credit

conversion factors (CCF) to off-balance sheet items. Also shown

are risk-weighted exposure amounts (REA), which is EAD multi-

plied with the relevant risk-weight.
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Table 4.2 Credit risk exposure and credit risk mitigation effects (EU CR4)

Net exposures before

CCF and CRM

EAD post CCF and CRM REAs and REA density

31 December 2023 [ISK m]
On-balance

sheet

Off-balance

sheet

On-balance

sheet

Off-balance

sheet
REAs REA density

Central governments or central banks 230,330 163 231,682 6 71 0.0%

Regional governments or local

authorities
10,692 2,453 11,055 476 2,306 20.0%

Public sector entities 0 0 0 0 0 0.0%

Multilateral development banks 0 0 69 1 0 0.0%

Institutions 20,171 2 20,171 20 7,946 39.4%

Corporates 365,411 84,468 362,552 31,393 431,618 109.6%

Retail 120,956 55,309 120,217 8,002 96,533 75.23%

Secured by mortgages on immovable

property
599,567 5,956 599,499 1,735 220,159 36.6%

Exposures in default 15,627 283 15,382 87 18,605 120.3%

Exposures associated with particularly

high risk
1,454 0 1,454 0 2,181 150.0%

Covered bonds 1,386 0 1,386 0 277 20.0%

Collective investments undertakings 617 0 617 0 585 94.9%

Equity 14,703 0 14,703 0 29,839 203.0%

Other items 19,755 0 19,755 0 19,722 99.8%

Total 1,400,667 148,634 1,398,540 41,720 829,844 57.6%

Table 4.2 Continued

Net exposures before

CCF and CRM

EAD post CCF and CRM REAs and REA density

31 December 2022 [ISK m]
On-balance

sheet

Off-balance

sheet

On-balance

sheet

Off-balance

sheet
REAs REA density

Central governments or central banks 211,059 140 213,833 1 60 0.0%

Regional governments or local authorities 7,536 1,768 7,876 426 1,659 20.0%

Public sector entities 0 0 0 0 0 0.0%

Multilateral development banks 0 0 275 3 0 0.0%

Institutions 25,629 2 27,160 40 11,069 40.7%

Corporates 387,075 120,477 375,848 44,483 405,852 96.6%

Retail 127,993 56,802 126,256 10,092 93,347 68.5%

Secured by mortgages on immovable

property
555,813 3,618 555,694 1,044 197,577 35.5%

Exposures in default 9,849 206 9,694 55 11,656 119.6%

Exposures associated with particularly

high risk
2,189 0 2,189 0 3,130 143.0%

Covered bonds 18,898 0 18,898 0 3,780 20.0%

Collective investments undertakings 2,068 0 2,068 0 1,485 71.8%

Equity 15,470 0 15,470 0 30,500 197.2%

Other items 19,495 0 19,495 0 19,661 100.9%

Total 1,383,072 183.013 1,374,755 56,143 779,775 54.5%

By far the largest source of credit risk REA is loans to customers.

This exposure mostly falls into the exposure classes Corporates,

Retail, and Secured by mortgages. The Bank’s credit risk-weight

density, or REA density, measured as REA relative to EAD, in-

creased in 2023 from 54.5% to 57.6%. For further breakdown

see Tables 4.2 and 4.3.
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Table 4.3 Exposure at Default (post CRM and CCF) by exposure classes and risk-weights (EU CR5). The last column

refers to ratings from external rating agencies. CRR exposures are included in this table.

31 December 2023 [ISK m] Risk weights Of which

Exposure classes 0% 20% 35% 50% 75% 100% 150% Other Total unrated

Central gov. or central
banks

231,369 357 0 0 0 0 0 0 231,726 5,090

Regional governments or
local authorities

0 11,531 0 0 0 0 0 0 11,531 0

Public sector entities 0 0 0 0 0 0 0 0 0 0

Multilateral dev. banks 70 0 0 0 0 0 0 0 70 70

Institutions 0 24,530 0 7,281 0 0 0 0 28,811 0

Corporates 0 159 0 2,438 0 430,367 0 0 432,964 430,129

Retail exposures 0 0 0 0 128,711 0 0 0 128,711 128,705

Exposures secured by
mortgages on immovable
property

0 0 577,505 12,363 0 11,851 0 0 601,719 601,719

Exposures in default 0 0 0 0 0 9,394 6,140 0 15,535 15,535

Exposures associated with
particularly high risk

0 0 0 0 0 0 1,454 0 1,454 1,454

Covered bonds 0 1,386 0 0 0 0 0 0 1,386 0

Units or shares in collective
investments undertakings

0 0 0 0 0 446 16 154 617 617

Equity exposures 0 0 0 0 0 4,612 0 10,091 14,703 0

Other items 0 0 0 0 141 19,611 0 3 19,755 0

Total 231,439 34,963 577,505 22,082 128,852 476,281 7,611 10,248 1,488,980 1,217,839

Table 4.3 Continued

31 December 2022 [ISK m] Risk weights Of which

Exposure classes 0% 20% 35% 50% 75% 100% 150% Other Total unrated

Central gov. or central
banks

213,669 302 0 0 0 0 0 0 213,972 6,054

Regional governments or
local authorities

0 8,302 0 0 0 0 0 0 8,302 0

Public sector entities 0 0 0 0 0 0 0 0 0 0

Multilateral dev. banks 278 0 0 0 0 0 0 0 278 278

Institutions 0 34,120 0 8,493 0 0 0 0 42,613 0

Corporates 0 159 0 2,876 0 425,919 153 0 429,107 420,157

Retail exposures 0 0 0 0 136,833 0 0 0 136,833 136,833

Exposures secured by
mortgages on immovable
property

0 0 538,710 9,678 0 8,348 0 0 556,737 556,737

Exposures in default 0 0 0 0 0 5,906 3,843 0 9,748 9,748

Exposures associated with
particularly high risk

102 0 0 0 0 0 2,087 0 2,189 2,189

Covered bonds 0 18,898 0 0 0 0 0 0 18,898 0

Units or shares in collective
investments undertakings

0 0 0 0 0 1,248 93 727 2,068 2,068

Equity exposures 467 0 0 0 0 4,671 0 10,331 15,470 15,470

Other items 0 0 0 0 0 19,219 0 135 19,354 19,495

Total 214,516 61,782 538,710 21,047 136,833 465,312 6,175 11,192 1,455,569 1,169,029
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Credit Risk Exposure by Sector

The Bank’s loan book is diversified with regard to individuals and

industry sectors. Credit exposure to individuals represents 53%

of loans to customers, of which 90% are mortgage loans.

Figure 4.2 Loans to customers, by counterparty type

47%

53%

x Corporate entities

x Individuals

Real estate activities is the largest industry sector comprising

21% of loans to corporates or 10% of the Bank’s total net credit

risk exposure. According to the Bank’s analysis, the sector dis-

tribution of the corporate loan book mirrors the sector distribution

of credit from all lenders in the Icelandic economy, in line with the

Bank’s risk appetite. The Bank’s sector diversification is as good

as can be expected for a bank which primarily operates in Iceland.

Figure 4.3 Sector distribution of loans to corporate entities
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7% of loans to customers are

dependent on tourism activities

Arion Bank monitors the risk associated with the tourism indus-

try. The Bank has not modified its standard industry classification

to incorporate a separate tourism sector, opting instead to mon-

itor the exposure internally alongside the standard sectors. To

define the tourism industry, the Bank has adopted a classifica-

tion from the Central Bank of Iceland which identifies, primarily,

19 activities from ISAT08 as core tourism activities. According to

this definition, the Bank has determined that its exposure to the

tourism industry was 7% of loans to customers at the end of 2023,

compared to 7% in 2022. The tourism exposure draws mainly

from four standard industry sectors: Wholesale and retail trades

(57%), Real estate (26%), and Services (8%).

For EBA standardized disclosures of credit risk exposure by sec-

tors please refer to template EU CQ5.

Credit Risk Exposure by Geographic Area

The Bank is not significantly exposed to credit in other countries

than Iceland. The total net exposure is 88% towards counterpar-

ties domiciled in Iceland.

The majority of the 12% foreign credit exposures is due to liq-

Arion Bank - Pillar 3 Risk Disclosures 2023 39



Credit Risk

uid assets in foreign currencies, which includes short term de-

posits and money market loans at credit institutions, and sover-

eign bonds, the counterparties of which have high grade or upper

medium grade credit ratings from certified external credit agen-

cies (ECAI).

Figure 4.4 Geographic distribution of total exposure
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Figure 4.5 Geographic distribution of total exposure to credit

institutions, central governments and central banks
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For EBA standardized disclosures of credit risk exposure by geo-

graphic area please refer to template EU CQ4.

Connected Clients and Large Exposures

A large exposure is defined as an exposure to a group of con-

nected clients which exceeds 10% of the Bank’s Tier 1 capital.

This definition changed with the adoption of CRR II in June 2021.

Previously, the definition was 10% of eligible capital which corre-

sponded to own funds for the Bank. According to the CRR, the

legal maximum for individual large exposures, net of eligible col-

lateral, is 25% of Tier 1 capital.

Party relations are monitored

both prior to granting a loan and

during its lifetime

The Bank seeks to limit its credit concentration risk through diver-

sification of the loan portfolio by limiting large exposures to groups

of connected clients. No single large exposure shall exceed limits

expressed in the Bank’s risk appetite without a special exemption

granted by the Board of Directors.

The Bank connects clients according to internal rules that comply

with the Act on financial undertakings No. 161/2002 and relevant

EBA guidelines. The internal rules define criteria that comply with

the regulatory conditions and describe the roles and responsibil-

ities related to the interpretation and maintenance of connected

clients. The Bank evaluates the relationship of customers with

respect to both control and economic dependencies. Economic
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dependencies between two companies within different groups of

connected clients do not necessarily combine these groups into

one but could rather result in a separate group. This relationship

is illustrated in Figure 4.6.

Figure 4.6 Connected clients
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No groups of connected clients

within Loans to Customers were

classified as large exposures at

year-end 2023
Account managers are responsible for maintaining and review-

ing party relations both prior to the granting of a loan and during

its lifetime. Risk Management monitors the party relations and

manages the Bank’s relationship database.

At year-end 2023 the Bank had no large exposure within loans to

customers. At year-end 2022 the Bank had two large exposures.

The sum of group exposure exceeding 10%, net of eligible col-

lateral, decreased from from 22% of Tier 1 capital to 0% year-

on-year. The sum of group exposures exceeding 2.5%, net of

eligible collateral, also decreased, from 176% to 150% of Tier 1

capital, see Figure 4.7. Furthermore, the sum of group exposures

exceeding 8% decreased from 22% to 19% of Tier 1 capital. The

decrease in net group exposures is primarily attributable to in-

creased Tier 1 capital, while there was also a reduction in net

exposure to the largest groups.

Figure 4.7 Total of net exposures to groups of connected clients

(excluding loans to financial institutions)
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Equity Positions in the Banking Book

Exposure limits for equity positions in the banking book are de-

fined in the Bank’s risk appetite statement. The banking book

primarily comprises investments that are not made for short-term

trading purposes and assets repossessed as a result of credit re-

covery, i.e. restructuring or collection.
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Table 4.4 Equity exposure in the banking book

31 December 2023 [ISK m] Listed Unlisted Total

Investments in associates, non-core 36 36

Equity instruments with variable income 3,13 4,497 7,627

Fund shares - Bonds 162 162

Fund shares - Other 4 1,218 1,222

Total equity exposure in the banking

book
3,134 5,913 9,047

Unrealized gain/loss at year-end 2023 207

31 December 2022 [ISK m] Listed Unlisted Total

Investments in associates, non-core 42 42

Equity instruments with variable income 1,487 3,857 5,344

Fund shares - Bonds 699 699

Fund shares - Other 4 2,198 2,202

Total equity exposure in the banking

book
1,491 6,795 8,286

Unrealized gain/loss at year-end 2022 2,264

4.4 Collateral Management and Valuation

The Bank’s initial valuation of a collateral takes place during the

credit approval process. Credit rules outline the acceptable lev-

els of collateral for a given counterparty and exposure type. The

collateral obtained by the Bank is typically one of the following:

_ Cash and securities: Cash, treasury notes and bills, asset

backed bonds, listed equity, and funds that consist of eligible

securities

_ Real estate: Residential property, commercial real estate, and

land

_ Vessels: Ships with assigned fishing quota and other vessels

_ Other collateral: Fixed and current assets including vehicles,

equipment, inventory, and trade receivables

Figure 4.8 Collateral by type
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In addition to securing collateral, mitigation of credit risk is achieved

through the use of guarantees, master netting agreements, and

applicable terms and conditions.

Collateral valuation standards and guidelines have been set by

theACC to ensure coordinated collateral value assessment. Risk

Management reviews the standards and guidelines for appropri-

ateness and opines on individual cases as needed.

The standards and guidelines cover the following subjects:

_ Agriculture

_ Fishing vessels and fishing quota

_ Inventory, trade receivables, and other movable assets

_ Project financing

_ Real estate

_ Securities

The Bank operates a collateral management system to consol-

idate the Bank’s collateral data. Table 4.5 shows the collateral

held by the Bank for loans to customers, broken down by busi-
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ness sector. Collateral held at year-end is to the largest extent

real estate collateral, which makes up 81% of the total collateral.

At year-end 2023 loans to customers were secured by collateral

conservatively valued at ISK 1.070.160 million, which results in a

collateral coverage ratio of 92.8% compared to 90.6% at the end

of 2022.

The credit exposure to the Central Bank of Iceland and financial

institutions is unsecured as it is due to the Bank’s own deposit

accounts and money market loans.

The collateral coverage ratio of

loans to customers at the end of

2023 was 92.8% compared to

90.6% at the end of 2022

Table 4.5 Collateral for loans to customers. The collateral value is capped by book value.

31 December 2023 [ISK m]
Cash and

securities

Real

estate

Fishing

vessels

Other

collateral

Total

collateral

Unse-

cured

ratio %

2023

Unse-

cured

ratio %

2022

Individuals, Mortgages 15 548,962 0 33 549,010 0.1% 0.0%

Individuals, Other 314 9,900 16 16,993 27,223 54.5% 45.2%

Real estate activities 2,027 108,604 28 1,621 112,280 1.6% 2.1%

Construction 433 72,143 30 3,177 75,783 2.5% 20.4%

Fishing industry 972 14,085 53,137 11,188 79,382 4.1% 14.7%

Information and communication

technology
65 1,422 0 12,912 14,399 44.6% 33.5%

Wholesale and retail trade 40 51,332 3 29,253 80,628 10.7% 7.5%

Financial and insurance activities 19,732 6,701 0 13,914 40,347 2.8% 10.7%

Industry, energy, and manufacturing 791 34,318 22 16,531 51,662 5.7% 11.2%

Transportation 0 1,254 803 4,026 6,083 28.1% 61.2%

Services 187 10,265 1,220 8,071 19,743 11.0% 15.1%

Public sector 10 2,235 6 202 2,453 82.7% 78.3%

Agriculture and forestry 0 10,461 0 706 11,167 3.2% 5.2%

Total 24,586 871,682 55,265 118,627 1,070,160 7.2% 9.4%

Figures 4.10 and 4.11 show the mortgage portfolio broken down

by loan to value bands based on the gross carrying amount of the

mortgages. In Figure 4.10 a prime mortgage exposure to a par-

ticular borrower appears in a single bar in the chart (whole-loan

approach). In Figure 4.11 however, an alternative representation

of the loan to value profile is shown, where each exposure is split

into pieces and each piece is placed into the appropriate loan to

value band. A single exposure can therefore be spread between

several bands on the bar chart with the loan-splitting approach.

Figure 4.9 Mortgage portfolio by location
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The value of real estate is based on observed market value for

two years from purchase, and is then replaced by an estimated

value based on a third party statistical model, which is updated

on a monthly basis. The downward shift of the loan to value be-

tween 2022 and 2023 can be attributed to continued appreciation

of property values.
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Figure 4.10 Loan to value of mortgage loans [ISK m], whole-loan

approach
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Figure 4.11 Loan to value of mortgage loans [ISK m], loan-splitting

approach
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At year-end 2023, 89% of mortgages, by value, had a loan-to-

value ratio below 80%, compared to 86% at the end of 2022, ac-

cording to the whole-loan approach. However, according to the

loan-splitting approach, 99% of mortgages had loan-to-value ra-

tio below 80%. According to the loan-splitting approach, 86% of

mortgages were below 55% loan-to-value, compared to 83% at

the end of 2022. The 55% mark is relevant for REA calculation

under CRR 3, see Section 3.7. As shown in Figure 4.9, the mort-

gaged properties are primarily located in the Capital Area or 70%

of the portfolio, by value.

4.5 Credit Rating

As outlined in Chapter 3, the Bank uses the standardized ap-

proach to calculate capital requirements for credit risk. Never-

theless, it is the Bank’s policy to apply sophisticated credit rat-

ing models to monitor the development of credit risk and to es-

timate customers’ default probability. These estimates are used

extensively within the Bank as they play a role in both the manual

and automatic evaluation of loan applications, portfolio monitor-

ing, calculation of loss allowance, and internal economic capital

calculations.

The Bank applies different credit rating models to different types

of borrowers and exposures. The Bank has also created separate

application versions of some of the models in order to rate new
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exposures and loan commitments.

Table 4.6 Probability of Default models

Model for: Description

Large corporates

Defined as corporate clients with a) individual exposure over ISK 300 million or b) individual exposure over

ISK 150 million and related exposure over ISK 300 million. The model is statistical and is based on quanti-

tative information drawn from financial statements as well as qualitative data entered by account managers

and approved by lending units.

Retail corporates

Defined as corporate clients with a) individual exposure below ISK 150 million or b) individual exposure

between ISK 150 million and ISK 300 million and related exposure below ISK 300 million. The model is

statistical, runs automatically, and uses quantitative internal and external information found to be predictive

of default.

Other entities
The Bank has different models for other entities - holding companies, construction project finance, state

related entities and municipalities, unions, etc.

Individuals, mortgages
Applied to all mortgages, for which there are standard loan collateral agreements. The model is statistical,

runs automatically, and is based on historical behavior and characteristics of the customer and the exposure.

Individuals, consumer

loans

Applied to all consumer loans - credit cards, overdrafts, etc. The model is statistical, runs automatically, and

is based on historical behavior of customers and characteristics of the customer and the exposure.

Individuals, other

exposures

The Bank has different models for other smaller exposure portfolios to individuals - car loans, guarantees,

loans for work purposes, and other loans.

The Bank’s probability of default (PD) models are developed

within Balance Sheet Risk and Models, a department within Risk

Management, while the validation of the models is performed in-

dependently by another department in Risk Management, Oper-

ational and Sustainability Risk.

Credit Exposure by Rating

Table 4.7 shows the portfolio’s rating status, by exposure. A de-

fault rating grade (DD) is assigned to an exposure when it has

been in arrears for over 90 days or the customer is deemed un-

likely to pay.

Figure 4.12 Distribution of exposure by

portfolio
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Around 1.4% of the portfolio, by exposure, was assigned a default

rating at the end of 2023, which is 0.5 percentage points higher

than at the end of 2022. Active PD values are translated into an

internal rating scale of letters from AAA to CCC-. The scale is

shown in Table 4.8. The Bank has standardized six risk classes

that categorize the internal rating scale, shown in the same table.

Table 4.7 Breakdown of rating status by exposure

2023 2022

Rating Model
% Active

credit rating
% DD % Unrated

% Active

credit rating
% DD % Unrated

Large corporates 98.9% 1.1% 0.0% 99.2% 0.6% 0.2%

Retail corporates 95.3% 4.7% 0.0% 97.3% 2.7% 0.0%

Other entities 99.5% 0.0% 0.4% 99.8% 0.0% 0.2%

Individuals, mortgages 98.9% 1.1% 0.0% 99.2% 0.8% 0.0%

Individuals, consumer loans 99.2% 0.7% 0.0% 99.3% 0.7% 0.0%

Individuals, other exposures 97.5% 2.5% 0.0% 97.5% 2.0% 0.5%

Total 98.6% 1.4% 0.0% 99.0% 0.9% 0.1%
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Table 4.8 Rating scale

Risk

class

Rating Lower PD Upper PD

0 AAA 0.000% 0.006%

AA+ 0.006% 0.018%

AA 0.018% 0.029%

AA- 0.029% 0.045%

A+ 0.045% 0.07%

A 0.07% 0.11%

A- 0.11% 0.17%

1 BBB+ 0.17% 0.26%

BBB 0.26% 0.41%

BBB- 0.41% 0.64%

2 BB+ 0.64% 0.99%

BB 0.99% 1.54%

BB- 1.54% 2.40%

3 B+ 2.40% 3.73%

B 3.73% 5.80%

B- 5.80% 9.01%

4 CCC+ 9.01% 14.00%

CCC 14.00% 31.00%

CCC- 31.00% 99.99%

5 DD 100.00% 100.00%

The rating distributions of each of the four largest portfolios are

discussed below.

Large corporates

Figure 4.13 Risk class rating migration by

exposure between 2022 and

2023 – Large Corporates
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The exposure-weighted average PD for the large corporate port-

folio was 1.6% at year-end 2023, which was the same as for year-

end 2022. In terms of exposure (Figure 4.13), approximately 20%

have been upgraded to a better credit rating, while 17% have

been downgraded. Themigration analysis does not cover default-

ing customers or customers that were previously unrated (e.g.

new customers), or rated by the model for retail corporates.

Figure 4.14 shows the large corporates portfolio broken down by

ratings. The distribution was relatively stable in 2023.

Figure 4.14 Distribution of exposure by rating for large corporates

A
A
+

A
A

A
A
-

A
+ A A
-

B
B
B
+

B
B
B

B
B
B
-

B
B
+

B
B

B
B
-

B
+ B B
-

C
C
C
+

C
C
C

C
C
C
-

D
D

U
n
ra
te
d

0%

5%

10%

15%

20%

2023

2022

46 Arion Bank - Pillar 3 Risk Disclosures 2023



Credit Risk

Retail corporates
Figure 4.15 Risk class rating migration by

exposure between 2022 and

2023 – Retail Corporates
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The exposure-weighted average PD was 2.8% at year-end 2023,

compared to 3.1% at year-end 2022. In terms of exposure (Figure

4.15), 23% have been upgraded to a better rating whereas 16%

have been downgraded. The migration analysis does not cover

defaulting customers or customers that were previously unrated.

Figure 4.16 shows the retail corporate portfolio broken down by

rating. The increase in DD rating in 2023 aligns with the rising

trend of past due exposures among retail corporates. This shift

comes after a period of exceptionally low default rates during the

COVID-19 years, signaling a transition toward a more normalized

credit environment.

Figure 4.16 Distribution of exposure by rating for retail corporates
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Mortgages to individuals

Figure 4.17 Risk class rating migration by

exposure between 2022 and

2023 - mortgages to

Individuals
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The exposure-weighted average PD for the mortgage portfolio

was 0.5% in year-end 2023, compared to 0.5% in year-end 2022.

In terms of exposure (Figure 4.17), approximately 15% of mort-

gages have been upgraded to an improved credit rating and 13%

have been downgraded. The migration analysis does not cover

defaulting customers or customers that were previously unrated.

Figure 4.18 Distribution of exposure by rating for mortgages to

individuals
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Consumer loans
Figure 4.19 Risk class rating migration by

exposure between 2022 and

2023 - Consumer loans
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Figure 4.20 shows the consumer loans (overdrafts, credit cards,

and unsecured short-term loans) portfolio broken down by rating.

A very similar credit profile is observed between years.

Figure 4.20 Distribution of exposure by rating for consumer loans
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Model performance

At year-end 2023 the discriminatory power of the four rating mod-

els with the largest exposure is in line with or exceeds the Bank’s

internal requirements and the prediction accuracy is satisfactory.

The comparison values for the average PiT (point-in-time) PD es-

timates at the end of 2022 and observed default rates in 2023 are

shown in the following table.

Table 4.9 Model performance

Model portfolio

Average PiT

PD at the end

of 2022

Avg. observed

default rate in

2023

Mortgages 0.4% 0.6%

Consumer Loans 1.1% 1.2%

Retail Corporates 2.7% 3.2%

Large Corporates 2.0% 3.3%

In Figures 4.21 and 4.22, the actual default rate for each grade in

2023 is compared to the PiT and TtC (through-the-cycle) proba-

bility of default at the end of 2022 for individuals (Mortgages and

Consumer loans) and corporates (Large and Retail corporates),

respectively. The dots representing PiT ratings are a measure of

model performance but the TtC dots that are generally below the

PD bands are indicative of a benign credit environment. In the

figures the highest-rated rating classes are grouped together due

to their relatively low exposure.
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Figure 4.21 Comparison of actual default rate in 2023 and predicted

default probability - Individuals
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Figure 4.22 Comparison of actual default rate in 2023 and predicted

default probability - Corporates
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4.6 Portfolio Credit Quality and Provisions

The Bank places great emphasis on monitoring and reporting the

quality of its loan portfolio. The credit portfolio quality is regu-

larly aggregated and assessed in terms of industry concentration,

single-name concentration, product type, and credit rating. Risk

Management presents its findings to the ACC and the BRIC on a

monthly basis.

Grindavík events

The Bank’s exposure to

residential properties in

Grindavík is ISK 2.1 billion

The volcanic events in the vicinity of Grindavík have an impact on

the credit quality of a section of the Group’s loan portfolio. The

carrying amount of loans to individuals and corporates domiciled

in the area is ISK 10.3 billion, thereof ISK 8.3 billion to corporates

and ISK 2.0 billion to individuals. These loans are well collateral-

ized with strong average LTVs of 53% for the mortgage portfolio

and 42% for the corporate portfolio.

Of the loans to corporates, ISK 6.0 billion is secured by fishing

vessels with appurtenant quota which are not impacted by the

events. The other main collateral is residential and commercial

real estate. These are required by law to be insured against the

risk of fire based on an official fire insurance value, which is gener-

ally higher than the tax value in the area. The Natural Catastrophe

Insurance of Iceland covers real estate up to the fire insurance

value in case of destruction by a natural disaster. In such cases
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the real estate collateral holds its value as a credit risk mitigant.

Compensation has been paid out for some of the properties that

have been deemed destroyed.

It should be noted that these events are still ongoing, with an erup-

tion occurring after the year-end reporting date on 14-15 January,

with lava flow partly within the town’s perimeter. Thus, the Bank

will continue to monitor the situation and work with its customers

through these times of uncertainty. The Bank has transferred

most of the exposure in Grindavík (96%) to stage 2 as this event

amounts to a significant increase in credit risk. Impairments re-

main immaterial at year-end 2023. The assessment of expected

credit losses will however be subject to careful review in the com-

ing quarters and may be impacted by a possible government in-

tervention.

Interest rate increase and reset of fixed nominal rates

Following an unprecedented period of low interest rates during

the pandemic, the Central Bank responded to inflationary pres-

sures through steep increases to its policy rate, which rose from

0.75% in May 2021 to 9.25% in December 2023. The Bank’s

residential mortgage portfolio continued to grow in 2023, with an

increased demand for index-linked loans, especially loans with

floating interest rates, since index-linked loans offer lowermonthly

payments.

The renewed demand for index-linked mortgages can be ob-

served in Figure 4.23. The share of index-linked loans decreased

from 49% of the residential mortgage portfolio at year-end 2020 to

36% at year-end 2021, before rising to 51%. It is expected to rise

further as the fixing period on a significant number of nominal-rate

loans expires in 2024.

Figure 4.23 Development of residential mortgages [ISK m]
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Figure 4.23 also shows the development of fixed nominal-rate

residential mortgages. Demand for this product picked up sig-

nificantly when interest rates started to rise in 2021, a trend that

has since reversed. The interest rate reset profile for fixed rate

mortgages can be seen in Figure 4.24, where the bulk of fixed

nominal-rate loans are scheduled to reset in Q3 and Q4 of 2024

and in 2025.
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Figure 4.24 Interest rate reset profile for fixed rate mortgages [ISK bn]
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The Bank regularly carries out analysis of its mortgage portfolio

to forecast the potential impact from interest rate resets on cus-

tomers’ credit quality. The most recent analysis was conducted in

Q3 2023 and showed that monthly payments increase by 62% on

average and that 64.6% of borrowers that had a positive credit as-

sessment at origination of the loan would have maintained the as-

sessment after the interest rate reset. If borrowers with a negative

credit assessment choose to refinance with index-linked loans,

96.5% would achieve positive assessment.

To support borrowers nearing their reassessment date, the Bank

has introduced capped interest payments where the remaining

interest is applied to the principal.

Impairment and Provisions

Provisions for credit loss are made according to the IFRS9 three-

stage expected credit loss model. For credit impaired loans,

Stage 3 provisions are made based either on a portfolio level as-

sessment or by individual assessment of credits, depending on

the size of the exposure and other factors which affect whether

an individual assessment is warranted. For loans that are not im-

paired, provisions are either made for a 12-month expected credit

loss (Stage 1) or a lifetime expected credit loss (Stage 2). Ex-

pected credit loss calculations are based on the borrower’s prob-

ability of default (PD), loss given default (LGD), and the exposure

at default (EAD).

For corporate exposures, a cross-default approach is applied, i.e.

if a corporate borrower has one impaired credit then all exposures

to this borrower are moved to Stage 3 and classified as risk class

5 (DD rating). For individuals, the same applies within each credit

model portfolio and a default in one portfolio can result in a default

in other portfolios if the defaulting exposure is significant.

The level of detail for credit monitoring depends on the size of the

exposure, where factors such as delinquency by the borrower,

forbearance measures, and the internal credit rating (see Sec-

tion 4.5) are considered. For larger borrowers, interviews with

account managers are also conducted.

For further information on the measurement of impairment, see

Note 58 on Expected credit losses in the Bank’s Consolidated

Financial Statements for 2023.
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Past Due Exposures Customer loans that are more

than 90 days past due

represent 0.34% of the total

loan book at year-end 2023,

measured at facility level

Figures 4.25 and 4.26 show the development of past due expo-

sures from year-end 2016 for individuals and corporates at facility

level and cross-default level. Until 2020 cross-default at obligor

level is shown, but since the introduction of a new definition of

default it is more relevant to study exposure in Stage 3. In order

to show the effects of this change in perspective, both values are

shown for two years. Stage 3 exposures for loans to individuals

increased in 2023, as did Stage 3 exposures for corporates which

have significantly increased in 2023, due to a large single-name

default.

Figure 4.25 Development of past due exposures to individuals
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Figure 4.26 Development of past due exposures to companies, parent

company

2016 2017 2018 2019 2020 2021 2022 2023
0.0%

1.0%

2.0%

3.0%

90+ days (Cross Defaults)

90+ days (Facility Defaults)

Stage 3

Loans to customers that are more than 90 days past due were

0.34% of the total loan book at year-end 2023 when measured

at facility level. The ratio of loans in Stage 3 was 1.4% of book

value, thereof 1.2% for individuals and 1.6% for corporates.

Template EU CQ3 shows credit quality by past due days.

Moratoria and Forbearance

The Bank has adopted the definition of forbearance in Article 47b

of the CRR. According to the definition, an exposure is consid-

ered forborne if concessions, such as modification of terms or

debt refinancing, have been granted due to the client’s current or

expected financial difficulties and those concessions would not
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have been granted in the absence of those financial difficulties.

The Bank is willing to consider forbearance measures in situa-

tions when a client is unable to comply with terms and conditions

due to financial difficulties if there is a realistic possibility that the

terms and conditions can be met again. This is especially con-

sidered in cases when the Bank and the client have enjoyed a

long-standing business relationship. Following the earthquakes and

volcanic eruptions in the

Grindavík region, the Bank

offered moratoria to residential

property owners in the region

The decision to apply a forbearance measure is subject to the

Bank’s credit granting mechanism, as described in Section 4.1,

and for potential forbearance cases there is, as a part of the rel-

evant individual’s or credit committee’s decision, a determination

of whether the concession constitutes forbearance.

Credit quality of forborne exposures is shown in templates EU

CQ1.

Figure 4.27 Development of Default, Forbearance, and

Moratoria. Shown as percentage of total gross

carrying amount
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Following the earthquakes and volcanic eruptions in theGrindavík

region, the Bank offered moratoria to residential property owners

in the region. Most of the owners accepted the moratoria.

In Figure 4.27 moratoria due to summer holiday, maternity leave,

job loss and moratoria due to events in Grindavík are all listed

under Moratoria.

Forborne loans decreased from 2.3% in 2022 to 1.8% in 2023.

The decrease was mostly in the Wholesale and retail trades sec-

tor, which includes hotel operations, followed by Individuals, and

Service sectors. However, this was offset by an increase in the

Real Estate and construction sector of similar size as the de-

crease in the Wholesale and retail trades.

For further information, see Note 44 on forbearance in the Bank’s

Consolidated Financial Statements for 2023.

Expected Credit Loss

The 12-month expected credit loss (ECL) is defined as the

amount of credit loss that the Bank expects, on average, in the

next twelve months. The Bank accounts for expected credit loss

according to the IFRS9 three stage model. In addition, the Bank

holds capital to be able to meet unexpected loss.

The Bank has developed an ECL model for IFRS9 calculations.

This model is also used for impairment predictions in the annual
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budget and the pricing of credit where credit spreads take into

account the exposure’s expected loss, cost of capital, and oper-

ational cost.

For impairment calculations,

ECL values are calculated in

several different scenarios

Expected credit loss is calculated using the formula ECL = PD ⋅
LGD ⋅ EAD where each credit exposure’s ECL is derived from

the facility’s probability of default (PD), loss given default (LGD),

and the predicted amount of the exposure at default (EAD). For

additional information about the estimation of PD see Section 4.5.

For impairment calculations, ECL values are calculated in several

different scenarios and the impairment is based on the weighted

average ECL.

The main components of LGD are:

_ the cure-rate of the exposure, which describes the probability

that the customer returns to a non-defaulting status, without a

write-off and any loss occurring for the Bank, within 18 months

from the default event

_ the collateral gap of the defaulted exposure, with haircuts

based on historical evidence and expert judgment

_ assessment of recoveries of defaulted non-collateralized ex-

posures, conditional on non-cure

The main components of EAD are:

_ the expected outstanding amount at a given time in respect to

the repayments schedule

_ the expected prepayment to be made based on historic values

Table 4.10 shows the 12-month Expected Loss rate for differ-

ent customer and exposure classes for exposures in Stage 1

and Stage 2. The PD and LGD values are weighted by the

corresponding exposure, taking off-balance sheet items into ac-

count. The ECL values shown are impacted by the IFRS9 macro-

economic forecasts.

Table 4.10 Expected credit loss by exposure type

31 December 2023 PD LGD EL

Corporates - Large 1.5% 9.8% 0.4%

Corporates - Retail 2.7% 8.0% 0.5%

Corporates - Other 2.3% 23.4% 0.9%

Individuals - Mortgages loans 0.5% 2.1% 0.1%

Individuals - Other 1.5% 31.9% 0.8%

Weighted average 1.2% 8.0% 0.3%

31 December 2022 PD LGD EL

Corporates - Large 1.6% 12.8% 0.5%

Corporates - Retail 3.1% 7.6% 0.6%

Corporates - Other 1.9% 21.2% 0.8%

Individuals - Mortgages loans 0.5% 1.4% 0.0%

Individuals - Other 1.6% 30.1% 0.7%

Weighted average 1.2% 8.7% 0.3%

To provide a long-term view on the Bank’s credit losses, the so-

called cost of risk measure can be calculated. This is defined

as the net impairment from the income statement divided by the
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average book value of loans to customers at the beginning and

the end of the year. Since macroeconomic forecasts affect the

calculation of the impairment under IFRS9, this measure is rather

volatile in the short term but such volatility is averaged out over a

longer time horizon.

Figure 4.28 shows the development of the cost of risk for the years

2018–2023 for the parent company, along with two average val-

ues; over the whole period and, to reflect better on the current

period, the average value over the years 2020–2023. There, the

average is 0.23%, compared to 0.42% for the 6 year period. The

cost of risk measure is shown for the parent company to better

reflect historical credit losses, as in some cases the Bank takes

over and consolidates a failed company, after which further losses

do not go through the Group’s net impairment line.

Figure 4.28 Cost of Risk development
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Problem Loans

The Bank has implemented EBA Guidelines 2016/07, which pro-

vide a further explanation and details of the definition of default

in Article 178 of the CRR. The Bank’s implementation complies

with the guidelines and is suited to the Bank’s size and proce-

dures. The guidelines require the Bank to consider the co-debtor

group for a facility and a cross-default mechanism if the obligor is

in default on a large obligation.

The problem loans ratio was

1.7% at year-end 2023,

compared to 1.2% in 2022

The definition can be divided into three types of default; unlikely

to pay, 90 days past due and cross-default, and probation with

or without forbearance. Default is considered on an obligor level

for companies. For individuals, default is considered on the level

of each PD model and cross default on an obligor level applies

when the exposure in default is significant.

For 90 days past due, the amount in arrears must be above a

relative threshold of 1% and an absolute threshold of ISK 15,000

for retail exposures and ISK 75,000 for other exposures.

The Bank has aligned its definition of problem loans with IFRS9.

Problem loans are defined as loans in Stage 3 and the prob-

lem loans ratio is calculated based on the gross carrying value

of loans. At year-end 2023, the problem loans ratio for the Bank

is 1.7% of the loan portfolio and has increased since the end of

2022 from 1.2%.

At year-end 2023, 57% of problem loans are, by value, loans to

corporates and 43% to individuals.
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Figure 4.29 Development of problem loans (Group)
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In Figure 4.28 the cost of risk for the parent company is shown

and, for comparison, the development of problem loans for the

parent company is shown in Figure 4.30. This is done to show

companies that have been consolidated during the collection and

restructuring processes. At year-end 2023, the problem loans ra-

tio for the parent company is 2.2% of the loan portfolio and has

increased since the end of 2022 from 1.7%.

Figure 4.30 Development of problem loans (Parent company)
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The breakdown of problem loans by status is shown in Figure

4.31. Around 49% of the problem loans carry no expected credit

loss (ECL) due to acceptable collateral cover.

Figure 4.31 Breakdown of problem loans by status
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4.7 Counterparty Credit Risk

Counterparty credit risk is the risk of the Bank’s counterparties in

derivative transactions, securities financing transactions, securi-

ties lending, or repurchase agreements defaulting before the final

settlement of the contracts’ cash flows.

To limit and control the

counterparty credit risk

associated with derivatives

trading, the Bank requires

collateral and sets limits on

customer’s total exposure.

The Bank offers financial derivative instruments to investors. Ta-

ble 4.11 shows derivative trading activities currently permitted.

The derivative instruments are classified according to primary risk

factor and type of derivative instrument.

Table 4.11 Permitted derivative trading activities

Primary risk factor Swaps Forwards Options

Interest rate X

Foreign exchange X X X

Securities X X

Commodities X X X

To limit and control the counterparty credit risk associated with

derivatives trading, the Bank requires collateral and sets limits

on customer’s total exposure. Generally, collateral is required

to cover potential future losses on a contract. Should the net-

negative position of the contract fall below a certain level, a call is

made for additional collateral. If extra collateral is not supplied

within a tightly specified deadline, the contract is closed. The

margin-call process is monitored by Risk Management. These

exposure limits are generally client-specific and may refer specif-

ically to different categories of contracts.

Note 25 in the Bank’s Consolidated Financial Statements pro-

vides a breakdown of the aggregated underlying notional and fair

value by derivative type.

Value changes are made in response to changes in interest rates,

exchange rates, security prices, and commodity prices. Counter-

party credit risk arising from derivative financial instruments is the

combination of the replacement cost of instruments with a posi-

tive fair value and the potential for future credit risk exposure.

The REA for counterparty credit risk is calculated using the stan-

dardized method introduced in CRR II. This accounts for the re-

placement cost, potential future exposure, and the credit mitiga-

tion from collateral.

Table 4.12 CCR exposures by standardized risk-weights and exposure class (EU CCR3)

31 December 2023 [ISK m] Risk weights

Exposure classes 0% 20% 50% 75% 100% Others Total

Central governments and central banks 38 38

Regional governments or local

authorities

Institutions 1,347 7,274 8,621

Corporates 266 38,752 39,018

Retail 492 492

Other items 65 485 550

Total 38 1,347 7,540 492 38,818 485 48,720
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Table 4.13 Composition of collateral for exposures to CCR (EU CCR5)

31 December 2023 Collateral used in derivative transactions Collateral used in SFTs

[ISK m] Fair Value of Collateral received Fair Value of Collateral posted

Fair Value of

Collateral

received

Fair Value of

Collateral

posted

Item Segregated Unsegregated Segregated Unsegregated

Cash - domestic

currency
2,173 1,250

Cash - other currency 715 8,052

Domestic sovereign

debt
288

Other sovereign debt

Local government debt

Institutions 193 10,111 10,246

Corporate bonds

Equity securities 6,117 9,362

Other collateral 486

Total 9,486 8,052 21,208 10,246
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5 Market
Risk

Market risk is defined as the current or prospective risk

that changes in financial market prices and rates will

cause fluctuations in the value and cash flow of finan-

cial instruments. The risk arises from balance sheet

imbalances on the banking book and trading positions

in bonds, equities, currencies, derivatives, and any

other commitments depending on market prices and

rates. The primary market risk factors are interest rate

risk, equity risk, currency risk, and indexation risk.

5.1 Governance and Policy

The Bank invests its own capital

on a limited and carefully

selected basis in transactions,

underwritings, and other

activities that involve market risk

The Bank’s market risk policy and market risk appetite are es-

tablished by the Board of Directors and reviewed on an annual

basis.

In accordance with the market risk policy, the Bank’s CEO has set

up a market risk framework, which outlines responsibilities, rules,

and the limit framework for market risk arising from the Bank’s

operations. On the management level, ALCO is the principal au-

thority for management and monitoring of market risk.

According to the policy, the Bank invests its own capital on a lim-

ited and carefully selected basis in transactions, underwritings,

and other activities that involve market risk. The Bank aims to

limit market exposure and imbalances between assets and liabil-

ities in balance with its strategic goals for net profit.

5.2 Market Risk Management

Market risk controls vary between trading and banking (non-

trading) books where the trading book holds positions with trad-

ing intent, according to the CRR, that are actively managed on

a daily basis. The limit framework for the trading book is explicit

and subject to daily monitoring, while such a framework does not

apply to the banking book due to the nature of the exposure. The

banking book market risk exposure is monitored and reported on

a monthly basis. The Board of Directors has set limits on various

market risk exposures in the Bank’s risk appetite statement.

Table 5.1 Sources of market risk

Origin Source Risk Management

Trading Book

Positions held for market making and proprietary trading

purposes. Trading derivatives and associated hedge po-

sitions managed within Treasury and Capital Markets.

Explicit position limits and hedging requirements. Daily

monitoring.

Banking Book

Balance sheet imbalances, e.g. mismatches between as-

sets and liabilities in terms of currency denomination, in-

dexation, and term fixing of interest rates.

Board of Directors’ risk appetite and strategic manage-

ment of ALCO. Natural hedging and explicit derivatives

hedging. Monthly monitoring.

Risk Management is responsible for measuring and monitoring

market risk exposure and compliance with the limit framework.

The performance, exposure, and relevant risk measures for the

trading book are summarized and reported to the relevant em-

ployees and managing directors on a daily basis. Exposures and
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relevant risk measures are reported on a regular basis to ALCO,

BRIC, and the Board of Directors.

5.3 Market Risk Measurement

Market risk exposure and price fluctuations in markets are mea-

sured on an end-of-day basis. The Bank uses various risk mea-

sures to calculate market risk exposure, see Table 5.2.

Table 5.2 Market risk measurement methods

Market risk type Measurement methods

Equity risk
Exposure to equity is measured with net and gross positions. VaR and stress tests are used to assess risk

of loss under current and severe circumstances. Indirect positions are also monitored, e.g. equity collateral.

Interest rate risk

Interest rate risk is quantified as the change in fair value and/or variability in net interest income, after simu-

lating yield curve movements. This is done for all positions sensitive to interest rates. Prepayment risk and

behavioral duration of non-maturing deposits is reflected in the Bank’s models.

Foreign exchange risk

Foreign exchange risk is quantified using the net balance of assets and liabilities in each currency. This

includes current positions, forward positions, delta positions in FX derivatives, and the market value of de-

rivatives in foreign currency. The VaR method is used to quantify possible losses.

Indexation risk
Indexation risk is quantified using the net balance of CPI-linked assets and liabilities. In assessing possible

loss to earnings due to indexation, the CPI is simulated in conjunction with interest rate movements.

5.4 Capital Requirements

The Bank’s capital requirements for market risk under Pillar 1

are calculated using the standardized method as defined in CRR.

They are summarized in template EU-MR1.

Table 5.3 Market risk minimum capital requirements (EU MR1)

31 December 2023 [ISK m] REAs
Capital

requirements

Outright products

Interest rate risk (general and

specific)
4,802 384

Equity risk (general and specific) 6,264 501

Foreign exchange risk 4,751 380

Commodity risk

Options (non-delta)

Securitization (specific risk)

Total 15,817 1,265

Figure 5.1 Development of the Bank’s

Currency imbalance [ISK

bn]
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As part of the ICAAP, the Bank considers various market risk fac-

tors where the Pillar 1 capital requirements may not be sufficient.

Additional capital may be needed for foreign exchange risk, inter-

est rate risk in the banking book which includes indexation risk,

and the risk that a prolonged stressed period leads to losses from

trading book activities.

5.5 Foreign Exchange Risk

Currency risk is the risk of loss due to adverse movements in for-

eign exchange rates. The Bank is exposed to currency risk due to

imbalances between assets and liabilities for different currencies.
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Table 5.4 Net position of assets and liabilities by currency and Value-at-Risk results

Foreign currency [ISK m] Net Exposure 10 day 99%VaR

EUR 4133 111

USD -24 1

DKK 582 16

SEK -449 20

Other -96 7

Diversification - -44

Total 4146 111

At year-end 2023, the Group’s currency imbalance was 1.9%

of total own funds. According to the Central Bank’s rules No.

784/2018, the currency imbalance may not exceed 10% of total

own funds or ISK 25bn, whichever is lower.

5.6 Indexation Risk

Figure 5.2 Development of the Bank’s

Indexation imbalance [ISK

bn]
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Indexation risk is defined as the risk of loss in earnings due to

movements in the Consumer Price Index (CPI), i.e. inflation or

deflation. A considerable part of the Bank’s balance sheet con-

sists of indexed assets and liabilities, the value of which is directly

linked to the CPI. This risk factor should not be mistaken for in-

flation risk which represents the risk of loss in real value due to

inflation.

At year-end 2023, the total amount of CPI-linked assets was ISK

397.8 billion and the total amount of CPI-linked liabilities was ISK

292.5 billion. Therefore, the net CPI-linked imbalance was ISK

105.3 billion.

The indexation imbalance of the Bank’s consolidated situation,

which excludes insurance operations, and is the scope of pru-

dential requirements for which these disclosures apply, was ISK

90.3 billion at year-end 2023.

Periods of persistent deflation in the Icelandic economy are un-

known in modern history. In the period from 2014 to 2020 inflation

was around or below the Central Bank of Iceland target inflation of

2.5%. In 2021, inflation started rising again and peaked at 10.2%

in February 2023. Inflation has since decreased and measured

7.7% at year-end 2023. The Bank measures its capital require-

ments due to indexation risk in conjunction with interest rate risk

as inflation is a dominant factor in the dynamics of interest rates

and therefore cannot be viewed independently.

Figure 5.3 12-month inflation in

Iceland
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5.7 Interest Rate Risk in the Banking Book

Interest rate risk is the risk of loss through changes in fair value

or net interest income caused by changing interest rates. The

Bank’s balance sheet is subject to a mismatch between interest-

bearing assets and interest-bearing liabilities, characterized by a

gap in interest-fixing periods. A substantial part of liabilities such

as deposits have floating interest rates while assets in general

have longer fixing periods.

The Bank’s strategy for managing interest rate risk is to strive for

a balance in the interest-fixing profile between assets and liabili-
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ties.

The Bank’s interest rate risk for foreign currencies is limited as

foreign-denominated assets predominantly have short fixing pe-

riods and the Bank generally applies cash flow hedging for its

foreign-denominated fixed rate borrowings. For domestic rates,

longer fixing periods are more common. The Bank’s balance sheet is

subject to a mismatch between

interest-bearing assets and

interest-bearing liabilities,

characterized by a gap in

interest-fixing periods

For a breakdown of the Bank’s interest-bearing assets and liabil-

ities by interest-fixing periods, see Note 45 of the Consolidated

Financial Statements.

Prior to and during the COVID-19 pandemic, as interest rates de-

clined and refinancing conditions improved, there was a surge in

prepayments and loan refinancing. Many customers shifted from

fixed-rate to floating-rate loans, leading to a reduction in the av-

erage duration of the Bank’s assets and putting pressure on the

Bank’s net interest income due to tighter margins on deposit fund-

ing. However, following the pandemic, interest rates rose, and

many customers quickly moved back to fixed-rate loans, which in-

creased the average duration of the Bank’s assets and increased

the Bank’s interest rate risk for nominal rates.

As the Central Bank policy rate increased from 0.75% to 9.25%

from mid-2021 to August 2023, the appetite for fixed-rate loans

has receded significantly. This has resulted in a decrease in

the average duration and lower interest rate risk for nominal rate

assets. Now as the payment burden has become heavier for

non-indexed floating-rate loans and inflation concerns subside,

demand for indexed loans has increased, as these offer lower

monthly payments.

Figure 5.4 Development of the Central Bank of Iceland benchmark rate

and yields of sovereign bonds
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Figures 5.5 to 5.6 show the Bank’s interest fixing profile for the

Bank’s mortgages to individuals and covered bonds, indexed and

non-indexed.

Figure 5.5 Interest fixing profile of the Bank’s indexed

mortgages and covered bonds [ISK m]
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Figure 5.6 Interest fixing profile of the Bank’s non-indexed

mortgages and covered bonds [ISK m]
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Table 5.5 shows the fair value sensitivity of interest-bearing as-

sets and liabilities in the banking book for different yield curve

shifts. The risk is asymmetric as the Bank applies its prepay-

ment models in the fair value calculations, taking into account the

prepayment likelihood of loans and matched liabilities and the

expected behavior of non-maturing deposits. For non-maturing

deposits, the longest repricing maturity is 3 years and the aver-

age repricing maturity of core non-maturing deposits is 1.5 years.

Note that the Bank’s book value is not affected in the same way

as the fair value. Fixed rate loans rose in response to the low in-

terest rates observed in 2020 and 2021. However, with the sharp

increase in interest rates in 2022 and 2023, the Bank has become

increasingly mindful of the sensitivity to fair value changes.
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Table 5.5 Sensitivity of the fair value of interest bearing assets and

liabilities in the banking book by interest rate base

2023 2022

31 December [ISK m] -100bps +100bps -100bps +100bps

ISK, CPI index-linked -1,855 1,721 -1,994 2,782

ISK, Non Index-linked -1,487 1,462 -1,106 886

Foreign currencies -418 416 -36 32

In EBA Guidelines EBA/GL/2018/02, six supervisory shock sce-

narios are defined for changes in interest rates. These are called

parallel up, parallel down, flattener, steepener, short rates up, and

short rates down. Template EU-IRRBB1 shows the effect these

shocks would have on the net fair value of the Bank’s assets and

liabilities and the Bank’s net interest income should they occur.

New guidelines on IRRBB and regulatory technical standards on

IRRBB standardized approach and supervisory outlier tests have

been developed by the EBAbased on authority granted in CRD V.

They are based on the same principles as the current guidelines

and will form the basis for the SREP assessment for IRRBB.

The capital assessment for interest rate risk in the banking book

for domestic rates is calculated through simulations of nominal

and real yield curve movements and the value of the CPI. The dy-

namics between interest rates and the CPI are calibrated to histor-

ical data and economic fundamentals. Significant diversification

is observed due to the relationship between inflation and interest

rates. Prepayment rates are dynamic in the model as changing

interest rates affect customers’ repayment spreads. Economic

capital is the 1% worst loss due to fair value losses and loss to

net interest income due to changes to the CPI. For foreign cur-

rencies, the Bank applies a 200bps shock interest rate hike.

5.8 Trading Book

The trading book is defined as the Bank’s positions held with trad-

ing intent, which includes market making and proprietary trading

positions as well as non-strategic derivatives positions and asso-

ciated hedge positions. The purpose of strategic derivatives is

to reduce imbalances on the balance sheet and hedge against

market risk. Non-strategic derivatives are offered to the Bank’s

customers to meet their investment and risk management needs.

Financial instruments in the trading book are exposed to price

risk, i.e. the risk of possible losses from adverse movement in the

market prices at which securities in the Bank’s possession are

valued.

Market Making and Proprietary Trading

Securities positions in relation to the Bank’s market making and

proprietary trading activities are shown in Table 5.6.
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Table 5.6 Positions within the Bank’s market making activities and

proprietary trading

31 December [ISK m] 2023 2022

Bonds 7,377 4,547

Equity 3,115 1,651

Total 10,492 6,198

Market making and proprietary trading are subject to a limit frame-

work where possible breaches are monitored daily and reported

to relevant parties such as the CEO, CRO, relevant MD, and

trader. The Bank’s trading exposure varies from day to day and

the following table shows the end of year exposure along with the

2023 average and maximum exposure in both equity and bonds.

Table 5.7 The Bank’s proprietary trading exposure

Bonds

31 December 2023 [ISK m] Long Short Net

Year-end 7,438 -61 7,377

Average 7,634 -114 7,521

Maximum 9,741 -1,473 9,741

Equity

31 December 2023 [ISK m] Long Short Net

Year-end 3,115 0 3,115

Average 2,317 -5 2,312

Maximum 3,660 -49 3,660

Trading Derivatives

The Bank’s derivative operation is twofold: a) a trading opera-

tion where the Bank offers a variety of derivatives to customers

to meet their investment and risk management needs and b) a

strategic operation where the Bank uses derivatives to hedge var-

ious imbalances on its own balance sheet in order to reduce risk

such as currency risk.

Trading derivatives are subject to a rigid limit framework where

exposure limits are set per customer, per security, per interest

rate etc. Forward contracts on securities are traded within Cap-

ital Markets and bear no direct market risk since they are fully

hedged. Commodity swap agreements are also fully hedged. De-

rivatives for which the Bank takes on market risk are traded within

Treasury and are subject to interest rate limits per currency and

an open delta position limit for each underlying security.
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Table 5.8 Derivatives on the trading book

31 December 2023 [ISK m]
No. of

contracts
Assets Liabilities Net

Underlying

positions

Main risk

factor

Forward exchange rate agreements 135 308 178 130 30,239 Market risk

Interest rate and exchange rate

agreements
4 4 67 -63 938 Market risk

Bond swap agreements 24 67 50 16 2,070 Credit risk

Share swap agreements 516 3,062 1,029 2,033 24,766 Credit risk

Commodity swap agreements 19 15,505 15,280 225 69,720 Credit risk

Options 4 1 1 0 18 Market risk

Total 702 18,947 16,606 2,341

31 December 2022 [ISK m]
No. of

contracts
Assets Liabilities Net

Underlying

positions

Main risk

factor

Forward exchange rate agreements 179 2,297 57 2,24 43,312 Market risk

Interest rate and exchange rate

agreements
14 29 153 -124 9,169 Market risk

Bond swap agreements 31 272 14 259 6,340 Credit risk

Share swap agreements 550 3,693 974 2,719 27,966 Credit risk

Commodity swap agreements 19 15,505 15,505 0 69,720 Credit risk

Options 2 0 0 0 6 Market risk

Total 795 21,796 16,703 5,094

Counterparty credit risk is the risk of the Bank’s counterparty in

a derivative contract defaulting before final settlement of the de-

rivative contract’s cash flows. This risk is addressed in section

4.7.

Trading Book Risk

The trading book’s profit or loss is calculated daily. Table 5.9

shows the 10-day 99% Value-at-Risk for the trading book posi-

tion at the end of 2023, based on historical data collected over

the previous 250 business days. The risk of loss is calculated for

each instrument and portfolio within the trading book, as well as

for the aggregate portfolio. Loss due to currency risk is not taken

into account in the loss distribution as it is addressed in the Bank’s

VaR calculations for currency risk which covers both the banking

book and the trading book.

Table 5.9 Value-at-Risk for the trading book with a 99 percent

confidence level over a 10-day horizon

31 December 2023 [ISK m] 10 day 99%VaR

Equities 233

Equity options 0

Bonds 446

Bond options 0

Interest rate swaps 4

Diversification effects -151

Trading book Total 531

According to the result, there is 1% likelihood of loss in the trading

book that exceeds ISK 531 million over a 10-day period.
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Figure 5.7 further shows the daily profit and loss of the Bank’s

trading book for 2023 along with the evolution of its one-day 1%

Value-at-Risk. The trading book’s loss never exceeded the VaR

during the 250 business days, but exceeding 2.5 times is to be

expected by the risk measure.

Figure 5.7 Backtesting of the Bank’s one-day 99 percent Value-at-Risk for 2023 [ISK m]
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6 Liquidity
Risk

Liquidity risk is the current or prospective risk that the

Bank, though solvent, either does not have sufficient fi-

nancial resources available to meet its liabilities when

they fall due, or can only secure them at excessive

cost. Liquidity risk arises from the inability to manage

unplanned changes or loss of funding sources.

An important source of funding for the Bank is de-

posits from individuals, corporations, and institutional

investors. As the maturity of loans generally exceeds

the maturity of deposits, the Bank is exposed to liquid-

ity risk.

6.1 Governance and Policy

At year-end 2023, Arion Bank’s

strong liquidity position was

reflected in the LCR values,

namely 192%, 828% and 117%

for total, EUR and ISK

respectively

The Bank’s liquidity and funding policy and related risk appetite

statements are established by the Board of Directors and re-

viewed annually.

In accordance with the liquidity and funding policy, the Bank’s

CEO has set up a liquidity and funding framework, which outlines

responsibilities, strategy, and methods in relation to the Bank’s

liquidity and funding risk. On the management level, ALCO is the

principal authority for management and monitoring of liquidity and

funding.

According to the liquidity and funding policy, the Bank follows a

conservative approach to liquidity exposure, liquidity pricing, and

its funding requirement. The Bank maintains a sufficient level of

liquid assets to meet expected and unexpected cash flows and

collateral needs, without it having adverse financial impact on the

Bank. The Bank shall have a funding profile that supports its li-

quidity profile and allows the Bank to withstand extended periods

of stress without reliance on volatile funding or external support.

The Bank manages its asset and liability mismatches, seeks a

balanced maturity profile, and diversifies its funding between de-

posits and wholesale funding.

6.2 Liquidity Risk Management

Liquidity risk is a key risk factor and emphasis is placed on man-

aging it. The Bank’s liquidity risk is managed by Treasury on a

day-to-day basis and monitored by Risk Management. Treasury

provides all divisions with funds for their activities in exchange for

an internal interest charge. A small part of the Group’s total liquid-

ity risk is due to subsidiaries, all of which have their own liquidity

management.

ALCO is responsible for liquidity management conforming to the

policies and risk appetite set by the Board. The committee meets

at least monthly to review liquidity reports and make strategic de-

cisions on liquidity and funding matters.
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Liquidity risk is controlled by limit management and monitoring.

Active management of liquidity is only possible with proper mon-

itoring capabilities. An internal liquidity report is issued daily

for Treasury and Risk Management staff and at ALCO meetings

monthly, liquidity and funding ratios are reported as well as infor-

mation on deposit development and withdrawals, secured liquid-

ity, stress tests, and any relevant information or risk management

concern regarding liquidity and funding risk.

For best practice liquidity management, the Bank follows the

FSA’s Guidelines for Financial Institutions’ Sound Liquidity Man-

agement, No. 2/2010, which are based on Principles for Sound

Liquidity Risk Management and Supervision, issued by the Basel

Committee in 2008.

Internal Liquidity Adequacy Assessment Process

In conjunction with the ICAAP, see Section 3.3, the Bank runs the

Internal LiquidityAdequacyAssessment Process (ILAAP) with the

purpose of assessing the Bank’s liquidity position. The ILAAP is

carried out in accordance with the Act on Financial Undertakings

with the aim to ensure that the Bank has in place sufficient risk

management processes and systems to identify, measure and

manage the Bank’s liquidity risk.

The Bank’s ILAAP report is approved annually by the Board of

Directors, the CEO, and the CRO and submitted to the FSA. The

FSA reviews the Bank’s ILAAP report as part of the SREP.

Contingency Plan for Liquidity Shortage

The Bank monitors its liquidity position and funding strategies on

an on-going basis, but recognizes that unexpected events, eco-

nomic or market conditions, earning problems, or situations be-

yond its control could cause either a short or long-term liquidity

crisis.

The Bank’s Contingency Plan for Liquidity Shortage is continu-

ously active and the contingency level is reviewed at ALCOmeet-

ings monthly, based on various analyses and stress tests. ALCO

reviews a liquidity risk report from Risk Management and receives

projections on sources of funding and the use of funds from Trea-

sury.

The contingency plan is linked to the Bank’s Recovery Plan which

is triggered if recovery indicators indicate a possible recovery sit-

uation. In adverse circumstances, the Bank’s emergency team

takes over control from ALCO.

6.3 Liquidity and Funding Risk Measurement

In December 2010, the Basel Committee on Banking Supervision

issued Basel III: Internal Framework for Liquidity Risk Measure-

ment, Standards and Monitoring. The framework introduced two

new liquidity measures, the Liquidity Coverage Ratio (LCR) and

the Net Stable Funding Ratio (NSFR), designed to coordinate and

standardize liquidity risk measurements between banks.

LCRmatches high quality liquid assets against estimated net out-

flow under stressed conditions over a period of 30 days. Dif-
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ferent outflow weights are applied to each deposit category and

the measure is thus dependent on the stickiness of each bank’s

deposit base. The ratio is therefore comparable throughout the

banking sector. The LCR is the Bank’s key risk indicator for short-

term liquidity.

While the focus of LCR is on short term liquidity, the NSFR is

aimed at requiring banks tomaintain an overall stable funding pro-

file. In the context of NSFR, funding withmaturity greater than one

year is considered stable. Different weights are applied to funding

with shorter maturities depending on the type of funding. The ag-

gregated weighted amounts are defined as the Available Stable

Funding (ASF). Similarly, on-balance and off-balance sheet items

on the asset side are weighted differently, depending on their li-

quidity and maturity, to form a bank’s Required Stable Funding

(RSF) under NSFR. The ratio of the two gives the NSFR.

According to the Central Bank’s Liquidity Coverage Requirements

for Financial Institutions, effective 1 January 2023, the Bank

must maintain a minimum Liquidity Coverage Ratio (LCR) Total

of 100% and a minimum LCR in ISK of 50%. Additionally, there

are specific requirements regarding the LCR in EUR whereby the

Bank must maintain a minimum LCR EUR of 80% if its liabilities

in EUR constitute 10% or more of its overall liabilities.

The Bank is required to maintain a minimum of 100% for NSFR

in total and to monitor the NSFR in significant currencies, i.e cur-

rencies having at least 5% share of the their total liabilities.

In addition to these regulatory requirements, the Bank monitors

and reports its LCR for currencies for which aggregate liabilities

exceed 5% of its total liabilities. The Bank reports the LCR and

NSFR measures to the Central Bank of Iceland on a monthly ba-

sis.

In addition to using LCR and NSFR for liquidity and funding mea-

surement, the Bank performs various analyses, including liquidity

survival horizons and stress tests in relation to the concentration

of deposits.

6.4 Liquidity Position

At year-end 2023, the Bank’s liquidity buffer amounted to ISK

252,424 million, or 17% of total assets and 32% of total deposits.

Composition of the Bank’s liquidity buffer is shown in Note 46 of

the Bank’s Consolidated Financial Statements.

The Bank’s strong liquidity position was reflected in high Liquidity

Coverage Ratio (LCR) values, 192%, 828% and 117% for total,

EUR, and ISK, respectively.

Table 6.1 Liquidity Coverage Ratio

31 December 2023 ISK EUR Total

Liquidity Coverage Ratio 117% 828% 192%

LCR Central Bank requirements 50% 80% 100%

The Bank maintained a strong liquidity position throughout 2023,

both in EUR and in total, with an LCR well above the regulatory

minimum of 80% and 100%. The development of LCR ISK, LCR
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EUR and Total LCR is shown in figure 6.1. Standardized disclo-

sure on the calculation of the LCR are provided in template EU

LIQ1.

Figure 6.1 Development of the Bank’s LCR
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At 31 December 2023, under the LCR stressed scenario, the

Bank’s weighted assets and inflows amount to ISK 298,754 mil-

lion, substantially exceeding the weighted outflow of ISK 177,926

million. Of the total stressed outflow, ISK 164,787 million are due

to deposits which are further analyzed in the following section.

Figure 6.2 further shows the contribution of the Bank’s main com-

ponents to the LCR’s weighted outflows, inflows, and assets.

Deposit Categories

As per the LCR methodology, the Bank’s deposit base is cate-

gorized based on the type of deposit holders. Deposits are also

classified as stable or less stable based on business relations

and insurance scheme coverage. Each category is given an ex-

pected outflow weight based on stickiness, i.e. the likelihood of

withdrawal under stressed conditions.

At year-end 2023, 64% of the Bank’s deposit base is due to retail

clients. The Bank has placed emphasis on increasing its retail de-

posit base. Figure 6.3 shows the distribution of the Bank’s deposit

base.

Figure 6.3 Distribution of deposits by LCR categories at year-end 2023
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Concentration of Deposits

As seen in Figure 6.5, 73% of the Bank’s deposits mature within

30 days. At year-end 2023, 15% of the Bank’s deposits maturing

within 30 days belonged to the 10 largest depositors as shown in
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Figure 6.4.

Figure 6.4 Concentration of deposits on demand within 30 days
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Figure 6.5 Deposit term distribution
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6.5 Funding

Over the past few years, the Bank has taken significant steps to

diversify its funding options, issuing green bonds in EUR and ISK

and issuing covered bonds in euros. The Bank pursues prudent

funding and liquidity management strategies which is reflected in

the Bank’s strong liquidity ratios and steady maturities of long-

term debt over the next few years.

In May 2023, Arion Bank issued EUR 300 million senior preferred

notes with a maturity of 3 years. The notes pay a coupon of

7.25%which corresponds to a spread of 407 bps over mid-swaps.

The issuance attracted strong demand from a diverse group of in-

vestors on the international bond market. Offers totalling approxi-

mately EUR 600million were received from over 70 investors from

more than 15 countries in Europe and Asia. The Bank simultane-

ously announced an invitation to holders of its outstanding EUR

300 million senior notes, due in May 2024, to tender their notes.

In the domestic market, the Bank issued a new bond series of se-

nior preferred bonds in ISK. The new index-linked series, ARION

28 1512, sold for a total of ISK 8,740 million at a yield of 4.40%.

It matures on 15 December 2028.

The Bank continued to issue covered bonds secured in accor-

dance with the Covered BondAct No. 11/2008. In 2023, the Bank

issued bonds amounting to ISK 44.4 billion (of which ISK 22.6 bil-

lion were for own use).

Arion Bank renewed its agreement with Kvika, Íslandsbanki, and

Landsbankinn on market making for covered bonds issued by Ar-

ion Bank on Nasdaq Iceland. The purpose of the agreement is

to stimulate trading of benchmark-covered bonds issued by the

Bank.

Moody’s Investors Service rated Arion Bank’s covered bonds for

the first time. Arion Bank was assigned an Aa2 long-term rating

for its euro-denominated covered bonds. The rating reflects the
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high credit quality of Arion Bank’s covered bond pool, the strength

of the Icelandic covered bond legislation, and the systemic impor-

tance of covered bonds. The covered bonds are governed under

the Icelandic legal framework which is fully aligned with the EU

harmonization directive and regulations. This is the highest rat-

ing of any Icelandic issuer.

Arion Bank’s long-term issuer rating was upgraded from Baa1 to

A3. Additionally, the long-term and short-term deposit rating was

upgraded from A3/P-2 to A2/P-1. The outlook was changed from

positive to stable. The upgrade ofArion Bank’s ratings reflects the

Bank’s sustained performance in terms of profitability, capitaliza-

tion, and strong asset quality as well as its shift towards a banc-

assurance business model over the past 18 months. Moody’s as-

sessment of the Bank’s Environmental, Social, and Governance

Risk Methodology has also been raised from G-3 to G-2. This

reflects low governance risks following the Bank’s improved fi-

nancial strategy and risk management practices.

Figure 6.6 Development of loans to

deposits
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In May, S&PGlobal Ratings affirmed its BBB rating for Arion Bank

and revised the outlook from stable to negative. In November, the

outlook was revised back to stable. S&P has revised its rating for

Arion Bank’s covered bond programme fromA to A+ with a stable

outlook. The covered bond rating is now the same as that of the

Icelandic government.

Despite progress in diversifying the Bank’s funding sources and

extending the maturity profile, the deposit base continues to be

an important funding source and the focal point of liquidity risk

management. The ratio of loans to deposits was 145% as at 31

December 2023.

Figure 6.7 shows the development of the Bank’s funding profile.

Figure 6.7 Development of funding by type
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At year-end 2023, the Bank had an outstanding amount of cov-

ered bonds totalling ISK 233 billion. Figure 6.8 shows the con-

tractual payment profile of the Bank’s covered bonds and corre-

sponding pledged mortgages. Note that the behavioral maturity

of mortgages is generally much shorter than the contractual ma-

turity.
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Figure 6.8 Contractual cashflow profile of covered bonds and

corresponding pledged mortgages [ISK m]
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The Bank’s asset encumbrance ratio, the ratio of pledged assets

and total assets, was 21% at year-end 2023. The development

of the asset encumbrance ratio is shown in Table 6.2.

Table 6.2 Development of the Bank’s asset encumbrance ratio

31 December 2023 2022 2021

Asset encumbrance ratio 21% 19% 19%

Templates EU AE1, EU AE2 and EU AE3 provide details on en-

cumbered and unencumbered assets and collateral received.

Unsecured Borrowings

Unsecured borrowings are mostly foreign currency denominated.

Figure 6.9 shows the Bank’s maturity profile of borrowings other

than covered bonds. The maturity dates for Tier 2 capital instru-

ments are shown at the earliest callable date.

As the Bank’s foreign currency deposits are effectively entirely

covered by liquid assets, these other FX liabilities are a source of

funding for loans to customers in foreign currency. The maturity

of those liabilities is greater than that of the loans, so there is low

maturity gap risk for the Bank’s foreign currency position.

Figure 6.9 Maturity profile of borrowings, other than covered bonds
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NSFR

The Bank’s Net Stable Funding Ratio in all currencies (NSFR-

Total) was 119% at year-end 2023, well above the regulatory min-

imum of 100%. The development of the NSFR over 2023 can be

seen in Figure 6.10. Template EU LIQ2 provides details on ASF

items and RSF items which are the basis for the calculation of the

NSFR.

Table 6.3 Net Stable Funding Ratio

31 December 2023 Total

Net Stable Funding Ratio 119%

NSFR Central Bank requirements 100%

Figure 6.10 Development of the Bank’s NSFR
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7 Operational
Risk

Operational risk is defined as the risk of direct or indi-

rect financial loss or damage to the Bank’s reputation

resulting from inadequate or failed internal processes

or systems, from human error or external events.
Operational risk is managed

through a system of risk

assessments, controls, loss

event analysis, audits, and

corrective actions, with a focus

on key risk areas

Over the past years, the Group has put significant effort into the

development of a comprehensive operational risk system and

framework which has now been implemented. The goal was to

identify and centrally register, in a comprehensive and systematic

manner, the dependencies between risks, controls, operational

deviations and corrective actions, in relation to products, services,

systems, data assets, legal requirements, and processes. The

framework supports the Bank in achieving its goals and highlights

areas in its operations in need of specific attention to minimize the

risk of direct or indirect loss.

7.1 Governance and Policy

The Bank’s policy is to reduce the frequency and impact of oper-

ational risk events in a cost-effective manner weighing cost and

benefit. The Bank follows the Basel Committee’s Principles for

the Sound Management of Operational Risk. Operational risk is

managed through a system of risk assessments, controls, loss

event analysis, audits and corrective actions, with a focus on key

risk areas. For all key risk areas, the Bank reduces its exposure to

operational risk with a selection of internal controls, quality man-

agement, and with well trained and qualified staff.

The Bank’s Operational Risk Policy and operational risk appetite

are established by the Board of Directors and reviewed on an

annual basis.

In accordance with the Operational Risk Policy, the Bank’s CEO

has set up an operational risk framework, which outlines respon-

sibilities, rules and frameworks for operational risk arising from

the Bank’s operations. On the management level, the Opera-

tional Risk Committee (ORCO) is the principal authority for the

management and monitoring of operational risk.

An operational risk report is generated by Risk Management

monthly and presented to ORCO. The report gives an overview of

relevant risk measures and compares them to the risk appetite as

approved by the Board. The report covers operational and com-

pliance risks, such as a summary of deviation events andmajor IT

incidents, loss-data analysis, change management and net pro-

moter score. Operational risk is also subject of the Bank’s Risk

Report, which is presented monthly to the Board Risk Committee

and the Board of Directors.

The Bank applies the standardized approach for the calculation

of capital requirements for operational risk.

7.2 Operational Risk Management

Each business unit is responsible for managing operational risks

inherent to their operation by identifying, measuring and mitigat-

ing those risks. Risk Management and Compliance are responsi-
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ble for developing and maintaining tools to identify, measure and

mitigate risks. The internal control units monitor and report on the

Bank’s operational and compliance risks.
The Bank applies the

standardized approach for the

calculation of capital

requirements for operational

risk

The Bank’s operational risk management framework aims to in-

tegrate risk management practices in day-to-day operations by

focusing on key risk areas. The risk structure is set up to en-

able the Bank to have a holistic and consistent overview of its

risk profile and mitigating actions. As second line functions, Risk

Management and Compliance serve as a partner to senior man-

agement, supporting and challenging them to align the business

environment with the Bank’s strategy to maximize potential return

for the stakeholders in a cost-effective and risk-minded manner.

Arion Bank has implemented a framework for assessing opera-

tional risk based on the standard risk taxonomy developed by the

Operational Riskdata eXchange Assocation (ORX), which is the

largest operational risk management association in the financial

services sector. ORX splits operational risks into 16 primary cat-

egories and 61 subcategories. The taxonomy includes legal risk,

conduct risk and regulatory compliance. By implementing the

ORX framework, the Bank has taken steps to further standardize

other risk categories for risk assessment and analysis purposes.

The Bank maintains various insurance coverages for the group,

its employees, and directors. The insurance coverage limits mon-

etary loss caused by serious unexpected events, wrongful acts or

legal liabilities that occur despite other operational risk manage-

ment procedures.

Risk assessment

Risk assessments are split into two categories: ad-hoc project

risk assessments and regular operational risk assessments. Project

risk assessments are conducted for all major projects and re-

viewed over the project lifecycle as part of the Bank’s change

management system. They are a part of the Bank’s product ap-

proval process, overseen by the newly-established Operation &

Culture division.

Operational risk assessments are conducted on a yearly basis

starting with the ICAAP / ILAAP risk assessment process, fol-

lowed by ad-hoc cross-functional assessments for key products,

services and supporting processes. During the risk assessment

process, the likelihood and magnitude of each risk is assessed

as well as mitigating capabilities of the relevant controls. The risk

level is determined based on financial and non-financial effects

such asmateriality thresholds, negative impact on the Bank’s cus-

tomers, reputational damage, and compliance failure. Possible

mitigating actions are planned based on the overall inherent risk

level.

Control framework

At a minimum, risks that have been identified through the risk as-

sessment process as inherently significant or high are mitigated

with controls. The controls are documented through individual

control documentation, processes and procedures built on a uni-

form methodology to improve efficiency and increase standard-

ization. The goal is to bring relevant risks to acceptable levels by

enhancing risk awareness and mitigating activities.

Internal controls are designed tominimize losses from operational

risk events to an acceptable level with the goal of optimizing oper-
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ating efficiency. Furthermore, controls desgined to ensure compli-

ance with laws and regulations and to deliver and gather reliable

information on a timely basis. The Bank’s controls are tested and

monitored based on their significance.
The Bank’s employees are

ultimately responsible for

registering deviation events.

Risk Management maintains a

platform for employees to

register these events

Loss event analysis

The Bank maintains an extensive database of operational devi-

ations. Operational deviations are events that occur in the day-

to-day operation which lead to direct or indirect monetary losses

or events which could have caused monetary loss but did not -

near-misses. Impact from these events can also be in the form of

reputational or regulatory damages.

The Bank’s employees are responsible for registering deviation

events. Risk Management maintains a platform for employees

to register these events. The Bank maintains a no-blame policy

when it comes to deviation events.

Gathering information on these events provides meaningful infor-

mation on the Bank’s operational risk profile and the effectiveness

of its internal controls. All events in the database are categorized

as per the Bank’s risk taxonomy and assigned to relevant busi-

ness units. This categorization allows the Bank to better identify

where the weaknesses within the operation may lie, both down

to specific functions of the operations and business units. For

severe events more detailed analysis is performed where the ex-

act root cause of the event is identified to prevent the event from

happening again.

The two figures below show the comparison of registered events/mon-

etary losses between 2022 and 2023 down to risk category.

Figure 7.1 Distribution of loss events by number, parent company
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Figure 7.2 Distribution of loss events by amount, parent company
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Corrective actions

Any issues arising from the operational risk assessments, loss

event analysis, control testing, findings resulting from internal or

external audits, or regulatory demands are used to enhance the

internal controls of the Bank and improve the Bank’s operational

risk profile. Once an issue has been identified and relevant cor-

rective action determined, the work of implementing the action is

assigned to a business unit. The business unit is responsible for

the completion of the corrective action, while Risk Management

and/or Compliance provide the business units with support and

guidance.

Risk Management is responsible for providing a platform where

the corrective actions can be stored, and their progress docu-

mented.

7.3 Primary Operational Risks

IT risk and cyber security

The Bank’s information and cyber security practices are rooted in

globally acknowledged and well-established security standards

and frameworks. This approach is further strengthened though

strategic collaborations with trusted partners and vendors special-

izing in information security. Equally important is the cultivation of

a culture of security awareness among the Bank’s employees.

Within the Bank, a risk-centric approach to information security

services as the cornerstone of its strategy. This approach is de-

signed to ensure seamless business continuity by safeguarding

the confidentiality, integrity and availability of data, systems, and

services. It is also dedicated to adhering to all relevant laws and

regulations governing data security. To maintain the highest stan-

dards of security and compliance, the Bank has implemented the

three lines governance model which serves as a robust frame-
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work that ensures the quality and effectiveness of the Bank’s se-

curity practices and initiatives.

The Bank’s Chief Security Officer is responsible for the supervi-

sion of both IT and security risks, as well as daily operations per-

taining to the Bank’s information security. Additionally, the ORCO

is responsible for carrying out and upholding the Bank’s security

policies.

The management of information security risks adheres closely

to the Bank’s Information Security Management System (ISMS),

which is based on industry best practices and recognized stan-

dards.

In the first half of 2023, the Bank successfully achieved ISO

27001:2022 certification, affirming the high quality of its data se-

curity management system. This certification validates the Bank’s

approach to mitigating risks associated with data asset security,

demonstrating its commitment to adhering to best practices and

principles outlined in the ISO standard.

The certification contributes to the Bank’s work to ensure com-

pliance with the Digital Operational Resilience Act (DORA). Us-

ing ISO 27001 controls and processes, the Bank can effectively

map DORA’s requirements, ensuring that its practices are in har-

mony with the regulation’s stipulations. ISO 27001 encompasses

a large range of controls and best practices for information secu-

rity, many of which have direct relevance to the concept of digital

operational resilience. These include key areas such as incident

response, access control, business continuity, and data protec-

tion. By adopting and implementing these controls, the Bank is

well-equipped to meet DORA’s stringent security prerequisites.

Furthermore, adherence to the ISO standard fosters a culture

of continuous improvement within the Bank’s information secu-

rity framework. The Bank’s ISMS is key to this endeavour, facil-

itating ongoing monitoring, measurement, and review of security

controls and practices. This allows the Bank to promptly iden-

tify areas for enhancement and to make necessary adjustments

that improve its security posture. In doing so, the Bank remains

committed to maintaining the highest standards of data security

and operational resilience, in line with both ISO 27001 and DORA

requirements.
The Bank has a business

continuity management system

(BCMS) to ensure that critical

operations can be maintained

and recovered in a timely

fashion in the event of

significant operational disruption

Conduct and regulatory compliance

The Conduct and Compliance Policy sets out the principles and

standards for conduct and compliance and the management of

associated risks at Arion Bank.

Conduct risk is defined as the risk of any action of the Bank, or

its representatives, leading to customer detriment or having ad-

verse effect on market integrity, whereas compliance risk is de-

fined as the risk of not complying with applicable rules and guide-

lines. The Bank has no tolerance for breach of compliance which

is systemic, severe, repeated, intentional, or the result of gross

negligence, nor misconduct that results in unfair outcomes for its

customers, is likely to have material negative impact on market

integrity, or the Bank’s reputation.

The key processes for managing conduct and compliance risk

are:
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_ A process for risk assessment, planning and reporting of con-

duct and compliance risk

_ Suitable procedures and processes, including a detailed process

for product development, whistleblowing, and for managing

conflicts of interest

_ Horizon scanning and change management process

_ Providing staff with ready access to training and support on

matters relating to conduct and compliance

_ Monitoring and testing process.

Staff are expected to conduct themselves with integrity and per-

form their duties with due skill, care and diligence. Staff is also

expected to promptly alert of any suspicion or knowledge of mis-

conduct. Each business unit within the Bank is primarily respon-

sible for managing the conduct and compliance risks inherent in

their operation, with the Compliance function acting as a second

line, providing support and challenge to the business units.

The Bank uses a risk-based approach for managing conduct and

compliance risk. In addition to the regular operational risk as-

sessments, the Bank performs an annual compliance risk assess-

ment, assessing the relative importance of different legal require-

ments for the Bank‘s operations and the effectiveness of controls

in place to ensure compliance. Based on this risk assessment,

the Board of Directors approves an annual Compliance Plan to

prioritize the Bank’s risk mitigating measures. Each business unit within the

Bank is primarily responsible for

managing the conduct and

compliance risks inherent in

their operation

The Compliance function provides quarterly compliance briefs to

the Board Risk Committee on the execution of the Conduct and

Compliance Policy, and an annual report to the Board of Directors.

_ In 2023 the Icelandic Competiton Authority (ICA) and Arion

Bank reached a settlement agreement, leading to a ISK 80

million fine imposed on the Bank due to a breach of an ICA

SettlementAgreement from 2017, regarding a ban of collecting

prepayment fees on loans with variable interests to individuals

and small enterprises.

Further information on legal cases relating to Arion Bank can be

found in Section 7.4, on litigation.

_ Arion Bank was not denied registration, authorization, mem-

bership or permission to conduct certain business activities or

operations during the year, nor was it subject to withdrawal, re-

vocation or termination of registration, authorization, member-

ship or permission. There were no issues relating to disclosure

obligations in 2023

_ In 2023, the Bank received no complaint concerning a data

breach from the Data Protection Authority (DPA) or a third

party. One individual sent a complaint to the DPA regarding the

Bank’s processing of his personal information. The bank sent

its answer and comments to the DPA in October 2023. The

matter is currently pending before the DPA. The Bank itself re-

ported 10 incidents (2 of which concerned Vörður) to the Data

Protection Authority where there was a breach of confidential-

ity. In all cases, the risk to an individual’s rights and freedoms

were minimal or limited. No incidents of theft or loss of per-

sonal data were reported during the year. Approximately 96%

of employees completed a basic standard electronic personal

data protection training during the year

_ The FSA carried out an on-site inspection regarding AML/CTF
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at the Bank in 2022, with a final report received in April 2023.

In the report, the FSA identified and reported deficiencies in

the Bank’s compliance with the relevantAct and regulations. In

August 2023, the Bank requested that the matter be concluded

by way of settlement. The matter is now pending with the FSA.

Financial crime

The Policy on Combating Financial Crime sets out the principles

and standards for combating financial crime, i.e. money launder-

ing and terrorist financing, financial sanctions, bribery and cor-

ruption. The Bank implements and upholds both domestic and

internationally recognized standards in this regard.

The Bank uses a selection of measures to combat financial crime,

including:

_ A process for financial crime risk assessment, planning and

reporting

_ Suitable procedures and processes, including a detailed process

for customer due diligence, and anti-bribery and corruption

procedures

_ Providing staff with ready access to training and support on

matters relating to financial crime

_ Monitoring and testing process, including sophisticated so-

lutions for transaction monitoring, customer screening, and

sanctions screening

_ A process for reporting suspicious transactions and activities.

Staff are expected to remain aware of financial crime risk through

participation in regular training, and to promptly report any suspi-

cious behaviour or transactions. Approximately 98% of employ-

ees completed mandatory AML/CTF training during the year.

Each business unit within the Bank is primarily responsible for

managing the financial crime risk inherent in its operation. The

Compliance function is responsible for providing complementary

expertise and support, and for coordinating, monitoring and as-

sessing the Bank‘s AML/CTF measures.

The Bank uses a risk-based approach for managing financial

crime risk. In addition to the operational risk assessments, the

Bank performs a holistic financial crime risk assessment, tak-

ing into account different risk factors relating to geography, cus-

tomers, products and technology, and delivery channels, as well

as the Icelandic National Risk Assessment.

The Compliance function provides quarterly compliance briefs to

the Board Risk Committee on the status of the execution of the

Policy on Combating Financial Crime, and an annual report to the

Board of Directors.

In line with regulatory requirements, the Bank has in place a pol-

icy on internal alerts which applies to any suspected irregular-

ity, involving employees, directors, shareholders, vendors, con-

tractors, or any party who perform duties on behalf of the Bank.

Via specialised whistle-blower software, employees are anony-

mously able to raise their concerns in this regard. Compliance

is responsible for implementing and maintaining the necessary

controls and procedures, and for maintaining awareness through

training.

E-training on the Bank’s anti-corruption measures is available for
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all staff and annual participation is mandatory for certain groups

of employees whose tasks are considered to pose higher risks in

this regard.

Internal Audit has the primary responsibility for investigating sus-

pected fraudulent acts or suspicious malpractices, and issues re-

ports to the appropriate personnel, and, as appropriate, to the

Board Audit Committee.

7.4 Litigation

Litigation is not uncommon in the banking industry due to the na-

ture of the business. The Bank has formal controls and policies

for managing legal claims. Once professional advice has been

obtained and the amount of loss reasonably estimated, the Bank

adjusts the account for any adverse effects the claims may have

on its financial standing. The Bank assesses capital need in re-

lation to litigations as part of ICAAP and holds additional capital

for exceptional cases.

The largest cases concerning the Bank and possible impact on its

financial position can be put into two categories: a) court cases

and b) cases before supervisory authorities. To the Bank’s knowl-

edge, no administrative procedures are pending or under investi-

gation by supervisory authorities. One case in particular warrants

a review:

In April 2020, the Bank received a letter from the Consumers’

Association of Iceland. The letter, which was also delivered to

Landsbanki and Íslandsbanki, claimed that contractual terms on

variable rate mortgages to individuals were illegal due to lack of

transparency and predictability of interest rate decisions. The let-

ter called for revised terms and compensation to borrowers who,

according to the Association, have suffered damages. In light

of these claims, the Bank conducted a review of its terms and

processes for interest rate decisions, concluding that no changes

were required and that the Association’s claims against the Bank

are unfounded. According to information published on the Con-

sumer Association’s website, all three banks have rejected the

Association’s claims. In May 2021, the Consumers’ Association

issued an article on its website calling for participants in a class

action lawsuit. The intention is to commence court proceedings

against Icelandic credit institutions to provide court precedents

for loans with variable rates. Arion Bank has received informa-

tion requests from a legal firm representing approximately 1200

individuals, of which 378 are borrowers of Arion Bank. One case

has been filed against the Bank and with a judgement of the Dis-

trict Court of Reykjavík on the 7th of February 2023 the Bank was

acquitted. The plaintiffs have appealed the judgement. Consider-

ing the District Court’s judgement as well as an external opinion,

commissioned by the Bank on its legal position, the Bank believes

it likely that it will be acquitted of the claims on appeal.

In 2023, there were some legal matters or unresolved legal claims

that were considered contingent liabilities. A further description of

these cases can be found in Note 37 in the Consolidated Financial

Statements for 2023.
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8 Sustainability Risk

Sustainability risk is defined as the risk that certain ac-

tivities or practices compromise the Bank’s assets or

reputation or the ability of future generations or seg-

ments of society to meet their own needs. This can be

due to negative effects on the environment, natural or

cultural resources, or social conditions.

The Bank is exposed to risks in relation to environmental, so-

cial, and governance (ESG) factors, directly through its own op-

erations and indirectly through financial services provided to its

clients. The Bank seeks to ensure that

its activities and the financial

services it provides do not result

in an unacceptable impact on

people or the environment, and

is committed to supporting the

global effort to transition to a net

zero carbon economy

This chapter is prepared with a view to the EBA’s implementing

standards on prudential disclosures on ESG risks in accordance

with Article 449a in CRR and recommendations from the Task

Force on Climate-related Financial Disclosures (TCFD).

8.1 Overview

Sustainability risk is defined in the Bank’s Enterprise Risk Man-

agement framework as the risk of certain activities or practices

compromising the Bank’s assets or reputation or the ability of fu-

ture generations or segments of society to meet their own needs,

e.g. due to negative effects on the environment, natural or cultural

resources or social conditions.

Sustainability risk is not a fully stand-alone risk type, and may

increase the severity or likelihood of other financial and non-

financial risks faced by financial institutions, such as compliance

risk, market risk, and credit risk. For this reason, sustainability

risk must be embedded in the Bank’s risk management frame-

work and its processes, rather than being considered in isolation.

Regulatory developments

On June 1 2023 Act No. 25/2023 on sustainable finance disclo-

sure and taxonomy for sustainable investment came into force in

Iceland. The act transposed into Icelandic law two EU regula-

tions. Firstly, Regulation (EU) 2019/2088 on Sustainable Finan-

cial Disclosure (SFDR); and secondly Regulation (EU) 2020/852

on the establishment of a framework to facilitate sustainable in-

vestment and amending Regulation (EU) 2019/2088 (Taxonomy

Regulation).

The Taxonomy Regulation, which partly came into effect in the EU

on 12 July 2020, and came fully into effect on 1 January 2023,

establishes a harmonized European taxonomy with definitions of

what are to be considered environmentally sustainable economic

activities. The aim is to allow financial market participants and

issuers to:

_ use a coherent approach and metrics to measure environmen-

tal characteristics,

_ enhance investor confidence,

_ raise awareness of the environmental impact of financial prod-

ucts or corporate bonds, and

_ create visibility and address “greenwashing” concerns.

The Green Asset Ratio (GAR) is a key performance indicator for

84 Arion Bank - Pillar 3 Risk Disclosures 2023



Sustainability Risk

credit institutions. The indicator shows the ratio of a financial in-

stitution’s assets which finance an economic activity aligned to

the EU Taxonomy, i.e. assets considered environmentally sus-

tainable, as a ratio of total covered assets under Delegated Reg-

ulation (EU) 2021/2178.

In 2023 total covered assets (assets in-scope for GAR calcula-

tions) were 88.8% of total assets on the Bank’s balance sheet.

Of the total covered assets 41.7% is considered eligible. Loans

to households, i.e. residential mortgages and car loans, repre-

sent the majority of assets considered eligible under the Taxon-

omy Regulation today.

Implementation in Iceland Buildings in Iceland do not

generally have Energy

Performance Certificates nor is

Primary Energy Data available

The regulation stipulates that credit institutions should use coun-

terparties’ data and KPIs to calculate their ownKPIs (EUTaxonomy-

eligibility and alignment). The Bank’s counterparties which come

under the scope of the legislation are, like the Bank, disclosing

information on the EU Taxonomy for the first time in 2024 in the

2023 annual financial statements. This means that the data re-

quired to calculate the Green Asset Ratio covered by the EU Tax-

onomy, and to what extent these assets are considered environ-

mentally sustainable, is not yet available. Furthermore, buildings

in Iceland generally do not have Energy Performance Certificates

(EPC) nor is Primary Energy Data (PED) available which is re-

quired, amongst other criteria, to demonstrate compliance with

the technical screening criteria of the EU Taxonomy.

As a result of this lack of available data, the Bank’s GAR is pre-

sented as 0% in this iteration of reporting.

EU Taxonomy reporting

On 18 January 2024, the Icelandic Register of Annual Accounts

announced limited exemptions, applicable to financial institutions

only, from requirements to publish information defined inAnnexes

to the Taxonomy Regulation. The exemption has been granted

due to a lack of necessary information, as the sequencing of im-

plementation has eliminated the necessary gap between report-

ing from non-financial companies, the output of which is required

for financial institutions’ reporting, and the financial institutions’

own reporting. The Bank’s Taxonomy-based reporting is avail-

able as part of the its annual financial statements for 2023 on the

Bank’s website.

In an annex to the Pillar 3 report, the Bank discloses three quanti-

tative templates with EUTaxonomy-related information in line with

the EBA ESG Pillar 3 package. Due to lack of data the reporting

of KPIs is very limited for the year 2023.

Task Force on Climate-related Disclosures (TCFD)

For the past three years the Bank hasmade use of the recommen-

dations of the Task Force on Climate-related Disclosures (TCFD)

to gain a better overview of the risk related to climate change. The

Bank formally became a signatory to TCFD in February 2022.

In 2023 the Financial Stability Board announced that the work

of the TCFD has been completed and the IFRS Foundation has

taken over the monitoring of the progress of companies’ climate-

related disclosures. IFRS S1 and IFRS S2 fully incorporate the

recommendations of the TCFD.
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Given that the TCFD has now disbanded the list of supporters

is no longer active. When developing the implementing techni-

cal standards (ITS), the EBA has built on the Financial Stability

Board’s TCFD recommendations among other things.

Double materiality assessment

In 2023, the Bank took its first step towards implementing the Eu-

ropean Sustainability Reporting Standard, which forms part of the

requirements for the forthcoming transposing of the Corporate

Sustainability Reporting Directive into Icelandic law. The Bank

has now published its double materiality assessment in respect

of the standard for the first time. For more information on the

assessment, see the relevant section in the Bank’s Annual and

Sustainability Report 2023.

Pillar 3 Risk Disclosures

The Bank has now disclosed the information in Tables ESGA-

ESGC and Templates ESG1-ESG8, in line with EBA’s implement-

ing technical standards, for the first time following the implemen-

tation of CRR Article No. 449a in Iceland. The form of presenta-

tion, and therefore the requisite inputs, is to a large extent anal-

ogous to the Bank’s reporting as part of its financial statements.

Due to the lack of available data, as discussed above, the Bank is

not able to complete all aspects of the templates for this iteration

of disclosures. Key performance indicators

relating to ESG factors are now

part of the monthly risk report to

the Board

8.2 Governance

The Bank has adopted a risk policy on sustainability, approved by

the Board of Directors and reviewed annually. This policy stipu-

lates that the Bank should ensure that its operations and services

do not negatively impact people or the environment. It also states

that the Bank supports Iceland’s climate action plan, the goal of

which is to meet the obligations of the Paris Climate Agreement

and to achieve the ambitious goal of carbon neutrality in Iceland

by 2040. Key performance indicators relating to ESG factors are

now part of the monthly risk report to the Board, and the Bank’s

risk appetite with respect to these factors have been defined.

Arion Bank has a Sustainability Committee (SuCo) and the man-

agement of risk in connection with ESG factors is defined as part

of the Bank’s risk management system. The CEO is the chairman

of the committee, whose role is tomonitor the Bank’s performance

in connection with its policy and commitment on sustainability and

to ensure that ESG factors are considered in decisions and plans

made by the Bank. The Green Financing Committee and Equality

Committee are sub-committees of SuCo.

In addition to the CEO, the SuCo comprises the managing di-

rector of Retail Banking, Corporate & Investment Banking, Mar-

kets, Operations & Culture, and Finance. The Chief Risk Offi-

cer, the Head of Corporate Communications and Sustainability,

and Sustainability Officer attend meetings but do not have voting

rights. Meetings are also attended by representatives of Stefnir

and Vörður if required.

The Sustainability Committee’s primary responsibility is to:

_ decide on the Bank’s commitments related to sustainability and

review the Bank’s performance in relation to those commit-

ments
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_ align the Bank’s strategy and risk appetite considering the ESG

commitments and sustainability risk management

_ review risk assessment of ESG factors and other assessments

of climate risk impact, for example the estimation of Arion

Bank’s financed carbon emissions

_ oversee the Bank’s Green Financing Framework

_ ensure the Bank’s employees are adequately educated and

aware of ESG factors and sustainable finance.

More information on the Bank’s governance management frame-

work and lines of reporting can be found in Chapter 2 of this report.

Remuneration

Chapter 9 contains detailed information about the Bank’s remu-

neration policy. Credit risk is the Bank’s primary

risk. The Bank’s credit policy

emphasises sustainability, and

credit rules stipulate that ESG

factors should be assessed as

part of the credit rating process

8.3 Risk management

The Risk Management Division plays an active role in the man-

agement of ESG risk. To reflect the increasing importance of this

risk factor, one of the division’s units is now explicitly responsible

for supporting ESG risk management across the Bank. Integrat-

ing ESG risk in such a way into the existing structure of Risk Man-

agement serves the aforementioned goal of recognizing ESG risk

as potentially ampliyfing other risks and ensures that it is given

appropriate consideration and in the appropriate context.

The Sustainability Committee established an ESGWorkingGroup

in early 2024. The working group’s mandate is to develop and

perform a standardized risk assessment of environment-related

financial risks between industries and geographies, and of the im-

pact of social and governance factors. It is intended to establish a

firm foundation and support mechanism for those employees re-

sponsible for credit and investment decisions and advice, where

outside-in ESG risk is part of the overall risk assessment.

Credit risk is the Bank’s primary risk. The Bank’s credit policy

emphasises sustainability, and credit rules stipulate that ESG fac-

tors should be assessed as part of the credit rating process. Both

inside-out and outside-in risks and impacts are assessed in the

current framework. Work is underway to further enhance this as-

sessment, partly to better reflect this bi-directionality.

The Bank is actively building out its capabilities with respect to

managing ESG risk. A key enabler is data against which to mea-

sure risk, and which can form the basis of a monitoring and report-

ing framework consistent with the Bank’s existing arrangements.

Outputs such as those fromPCAF andTaxonomy reporting inform

this work to a degree, while institution-specific risk drivers, such

as those relating to credit exposures, must be identified and quan-

tified in the context from which they arise. The lack of available

data, e.g. from the Bank’s current and potential counterparties as

described above, remains an obstacle. Similarly, country-level

data for Iceland is, in many cases, not readily available to the

same level of detail and granularity as it is for other European

countries subject to the same set of requirements.

Notwithstanding the above, the Bank’s aim is to develop a com-

prehensive set of indicators and limits, rooted in the Board’s risk

appetite. This is being done with reference to the Basel Commit-

tee on Banking Supervision’s Principles for the effective manage-
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ment and supervision of climate-related financial risks. The Bank

also monitors regulatory developments, such as EBA consulta-

tions that may lead to new requirements in the coming years.

8.4 Business strategy

Arion Bank places great importance on environmental and social

issues and good corporate governance in its operations. It wants

to act as a role model in responsible and profitable business prac-

tices, taking into account the environment, the economy, and so-

ciety. Social responsibility and sustainability are part of the Bank’s

day-to-day activities. The Bank’s code of ethics serves as a key

to responsible decision-making at the Bank.
Figure 8.1 Green loans under the Bank’s

Green Financing Framework by

category at year-end 2023
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The Bank has set a number of climate-related targets for 2024.

These are largely restated and updated targets that were already

in place in 2023, and include the following:

_ Green lending to be at least 20% of the total loan portfolio by

2030

_ Sector-specific sustainability policies for most impactful sec-

tors

_ Monitoring of suppliers’ environmental and climate impact

_ Carbon-reduction target set and met by 2030

For more information about the Bank’s targets see its Annual and

Sustainability Report 2023.

Green financing framework

The Bank issued its first comprehensiveGreen Financing Frame-

work in 2021 and has since issued four green bonds on the basis

of the framework.

The Green Financing Framework classifies green loans into eight

categories:

_ Sustainable fishery and aquaculture

_ Sustainable forestry and agriculture

_ Renewable energy

_ Clean transportation

_ Green buildings

_ Energy efficiency

_ Pollution prevention and control, and

_ Sustainable water / wastewater management.

At the end of 2023, green lending represented 10.7% of the

Bank’s total loan portfolio. After two years of solid growth in 2021

and 2022, the figure fell slightly in 2023. The Bank’s target was to

increase the percentage of green loans under the Green Financ-

ing Framework to at least 20% by 2030. This target was revised

at the beginning of 2024. Going forward, it will apply both to green

loans and loans which have a positive impact on society.

Sector-based sustainability policies

In 2023, the Bank published sustainability policies for seafood and

industry, energy, and manufacturing. Reflecting its growing focus

on theArctic region as part of its business strategy, a sustainability

policy specifically for the Arctic was also published. The policies

outline the Bank’s criteria and approach to promoting sustainabil-

ity in the economy through its lending operations and business
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relationships, in line with the Bank’s commitments and within its

risk appetite. In developing these policies, the Bank draws on the

government’s climate plans, as well as the plans and actions of

its customers with respect to ESG factors. Further sector-specific

policies will be published in 2024, covering Iceland’s key sectors.

PCAF

Arion Bank is a signatory to the Partnership for Carbon Account-

ing Financials (PCAF), which is a global partnership of financial

institutions that work together to develop and implement a har-

monized approach to assess and disclose the greenhouse gas

(GHG) emissions associated with their loans and investments.

Assessing and disclosing the greenhouse gas emissions which

are financed through lending and investments is a prerequisite

for the Bank’s ability to set targets on reducing emissions.

The Bank’s second report on financed emissions from lending and

investments is published at the same time as the 2023 Annual

and Sustainability Report. To calculate financed emissions for

business loans and investments, financial data from the Bank’s

counterparties is needed. Therefore, the calculations in the report

covers lending and investments for the financial year 2022.

Financed emissions at Arion Bank in 2022 from the Bank’s lend-

ing and investments amounted to 153 ktCO2e, excluding emis-

sions from sovereign bonds. Emissions from the Bank’s sover-

eign bonds total 149 ktCO2e, and calculations for 2021 indicate

a reduction of 88 ktCO2e in this category. However, emissions

from lending increased, and economic activity increased due to

the fact that there were no restrictions in place in 2022 due to the

global pandemic. However, the emissions intensity of the loan

portfolio, i.e. greenhouse gas emissions per ISK million loaned

did improve, decreasing 2% between years. Emissions intensity

is used to measure actual reductions as monetary amounts can

change but the ratio remains comparable.

Figure 8.2 Arion Bank’s financed emissions [ktCO2e] due to the loan

book in 2023
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At the end of 2023 the Bank pledged to follow the methodology

of the Science Based Targets initiative (SBTi) when setting fi-

nanced emission reduction targets. The calculations of financed

emissions using PCAF methodology will be used in setting these

targets. Affirmation of these targets by SBTi means that the

Bank’s targets are science-based and efforts to reduce emis-

sions are based on scenarios where global warming does not ex-

ceed 1.5°C. The Bank has also joined the UN-convened Net-Zero

Banking Alliance, a global group of banks committed to ambitious

Arion Bank - Pillar 3 Risk Disclosures 2023 89



Sustainability Risk

climate action.

For further information on the Bank’s sustainability agenda, pro-

file, and objectives, see the Annual and Sustainability Report

2023, which includes various non-financial information on ESG

factors.
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9 Remuneration

Arion Bank has a remuneration policy in place in ac-

cordance with Act No. 2/1995 on Public Limited Com-

panies, Act No. 161/2002 on Financial Undertakings,

Directive 2013/36/EU on access to the activity of credit

institutions and the prudential supervision of credit in-

stitutions and investment firms (CRD IV), European

Banking Authority (EBA) Guidelines on gender neu-

tral and sound remuneration policies of 2 July 2021

(EBA/GL/2021/04), and FSA’s Rules No. 388/2016 on

Variable Remuneration. The policy is an integral part

of the Bank’s strategy to protect the long-term inter-

ests of the Bank’s owners, employees, customers, and

other stakeholders in an organized and transparent

manner. The Bank’s subsidiaries also have remuner-

ation policies in place when applicable in accordance

with law.

9.1 Arion Bank’s remuneration policy

Arion Bank’s remuneration policy is framed in accordance with

regulatory requirements, such as those established in Article 57a

of Act No. 161/2002 on Financial Undertakings and FSA’s Rules

No. 388/2016 on Variable Remuneration. The Bank’s remunera-

tion policy is reviewed annually by the Board and submitted and

approved at the Bank’s annual general meeting. Arion Bank’s

remuneration policy is published on the Bank’s website and infor-

mation on compensation to the Board of Directors and Bank’s

management is disclosed in the Consolidated Financial State-

ments for 2023, see Note 12. Arion Bank’s remuneration policy is,

furthermore, consistent with the integration of sustainability risks

for the purposes of Article 5 of Regulation (EU) 2019/2088 on

Sustainability-related Disclosures in the Financial Services Sec-

tor (SFDR).

Arion Bank’s remuneration

policy is framed in accordance

with applicable regulatory

requirements

The Bank’s main objective concerning employee remuneration is

to offer competitive salaries in order to attract and retain outstand-

ing and qualified individuals. The Bank, furthermore, aims to en-

sure that the policy does not encourage excessive risk taking, but

rather supports the Bank’s long-term goals and sound operation.

The policy is an integral part of the Bank’s strategy to protect the

long-term interests of the Bank’s owners, employees, customers,

and other stakeholders in an organized and transparent manner.

In accordance withArticle 79a ofAct No. 2/1995 on Public Limited

Companies, Article 57a of Act No. 161/2002 on Financial Under-

takings, and rules on good corporate governance, the Board of

Directors of Arion Bank approves the Bank’s remuneration pol-

icy with respect to salaries and other payments to the Board Di-

rectors, Chief Executive Officer, Managing Directors, Compliance

Officer, and Internal Auditor.

9.2 Remuneration components and parameters

According to Article 57b of Act No. 161/2002 on Financial Under-
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takings, the combined amount of variable remuneration, including

deferred payments, may not exceed 25% of annual salary of the

recipient employee excluding the bonus. The rules require a de-

ferral of at least 40% of the variable remuneration for a period of

no less than four years and in the case of the CEO and employ-

ees reporting directly to the CEO, this shall be five years unless

the total aggregate is less than 10% of the fixed salary of the em-

ployee, in which case the variable remuneration does not require

deferral and may be paid in full.

In accordance with the rules, Risk Management and Compliance

perform a risk assessment of the incentive scheme and Internal

Audit regularly reviews its structure, execution, and impact on the

Bank’s operations. The current performance-based system was

originally approved in December 2020. The current scheme, to

be applied in 2024 based on 2023 performance, was approved

by the Board of Directors in December 2022. Under the scheme

all employees of the Bank, excluding internal controls units, are

included and can receive up to 10% of their fixed annual salary for

2023 in the form of variable remuneration once the annual finan-

cial statement for 2023 has been published, on condition that the

targets set out in the scheme have been reached. Managers and

those employees who have the greatest influence on the Bank’s

value creation are eligible to receive an incentive payment of up

to 25% of their fixed annual salary, in the form of shares in the

Bank, but subject to deferral of 40% and a sale restriction for a

period of three years for delivered shares.

Risk Management, Compliance and Internal Audit are excluded.

A restated performance-based

variable remuneration system

was approved in December

2022 and will apply in 2024

based on performance in 2023

The criterion used for the Bank’s remuneration system to deter-

mine whether incentive payments will be paid in 2024, in part or in

full, is whether the Bank’s return on equity (ROE) in 2023 is higher

than the weighted average ROE of the Bank’s main competitors:

Íslandsbanki, Landsbankinn, and Kvika. Failure to reach this tar-

get means that no variable remuneration will be paid. The total

amount paid out in incentive payments, furthermore, may not be

higher than the amount by which the Bank’s ROE exceeds the

weighted ROE of competitors.

When estimating the variable remuneration to be paid in respect

of 2023 performance, a range of factors will be taken into con-

sideration, such as ROE of the Bank, cost-to-income ratio, ban-

cassurance ratio, compliance with the law and code of ethics,

knowledge of the customer (KYC/AML), the Bank’s Sustainalytics

rating, customer satisfaction score, mandatory education health,

and various other metrics.

The objective of the Bank’s

scheme is to reflect its

objectives for good corporate

governance as well as

sustained and long-term value

creation for all stakeholders,

including customers, creditors,

shareholders, and employees

The objective of the scheme is to reflect the Bank’s objectives for

good corporate governance as well as sustained and long-term

value creation for all stakeholders, including customers, credi-

tors, shareholders, and employees. The Board of Directors re-

evaluates on an annual basis the incentive scheme and its key

targets in accordance with the Bank’s remuneration policy, tak-

ing into consideration the current status of the Bank, market con-

ditions, and that variable remuneration is awarded in a manner

which promotes sound risk management in line with the Bank’s

risk policy and does not induce excessive risk-taking.

9.3 Corporate governance arrangements
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The Board Remuneration Committee (BRC) and the Board Risk

Committee (BRIC), which are established by the Board of Direc-

tors of Arion Bank, provide guidance to the Board on the Bank’s

remuneration policy. The BRC advises the Board on the remu-

neration of the CEO, Managing Directors, the Compliance Offi-

cer, and Chief Internal Auditor, as well as the Bank’s remuner-

ation scheme and other work-related payments. The BRC con-

vened five times in the year 2023. The committee consists of at

least three members, the majority of whom must be independent

of the Bank and the Bank’s day-to-day management. The CEO,

Managing Directors, and other employees of the Bank cannot be

members of the Committee.

The main responsibilities of the BRC are to review and propose

changes to the Bank’s remuneration policy to the Board, which

proposes the changes to a shareholders’meeting. In addition, the

BRC is tasked with ensuring that wages and other employment

terms are in accordance with laws, regulations and best practices

as current from time to time. The Committee decides on a salary

framework for Managing Directors and the Compliance Officer,

taking into consideration the size of the relevant division and level

of responsibility.

A performance-based variable remuneration system has been in

place since 2013 and both BRC and BRIC have a role as re-

gards its design and annual review. BRC reviews and monitors

the scheme, before submitting it to the Board, and BRIC’s role is

to assess annually whether incentives which may be contained in

the Bank’s system are consistent with the Bank’s risk policy.

The Board Remuneration

Committee monitors the

incentive scheme, ensuring

compliance with laws,

regulations and best practices.

The Board Risk Committee

annually assesses whether

incentives are consistent with

the Bank’s risk policy

9.4 Quantitative information on remuneration

According to disclosure requirements set out in Article 450 of the

Capital Requirements Regulation (EU) No. 575/2013, financial

undertakings are required to provide aggregate quantitative in-

formation on total remuneration, broken down by senior manage-

ment and members of staff whose actions have a material impact

on the risk profile of the institution.

The criterion used for the Bank’s variable remuneration scheme

to determine whether an incentive payment will be paid in 2024,

in part or in full, depends on a comparison of the Bank’s return

on equity (ROE) in 2023 with that of a weighted average ROE of

the Bank’s main competitors: Íslandsbanki, Landsbankinn, and

Kvika. For quantitative information on remuneration, please refer

to the Bank’s Additional Pillar 3 Risk Disclosures.
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10 Abbreviations
ACC Arion Credit Committee
ADC Arion Composition and Debt Cancellation Committee
AGM Annual General Meeting
ALCO Asset and Liability Committee
AML Anti-Money Laundering
ASF Available Stable Funding
AT1 Additional Tier 1
BAC Board Audit Committee
BCC Board Credit Committee
BCMS Business Continuity Management System
BICRA Banking Industry Country Risk Assessment
BRC Board Remuneration Committee
BRIC Board Risk Committee
BRRD Bank Recovery and Resolution Directive
BTC Board Tech Committee
CCF Credit Conversion Factor
CCO Chief Compliance Officer
CCR Counterparty Credit Risk
CEO Chief Executive Officer
CET1 Common Equity Tier 1
CFO Chief Financial Officer
CMS Collateral Management System
COREP Common Reporting
COVID-19 Coronavirus Disease 2019
CPI Consumer Price Index
CRD Capital Requirements Directive
CRM Credit Risk Mitigation
CRO Chief Risk Officer
CRR Capital Requirements Regulation
CSO Chief Security Officer
CVA Credit Valuation Adjustment
D-SII Domestic Systemically Important Institution
EAD Exposure at Default
EBA European Banking Authority
ECAI External Credit Assessment Institution
EEA European Economic Area
ECL Expected Credit Loss
ERCO Executive Risk Committee
ERM Enterprise Risk Management
ESG Environmental, Social, and Governance
EU European Union
FATF Financial Action Task Force
FRTB Fundamental Review of the Trading Book
FSA Financial Supervisory Authority of the Central Bank of Iceland
FTE Full-time equivalent
G-SII Global Systemically Important Institution
GHG Greenhouse Gas
ICAAP Internal Capital Adequacy Assessment Process
ICFR Internal Controls over Financial Reporting
IFRS International Financial Reporting Standards
ILAAP Internal Liquidity Adequacy Assessment Process
IRB Internal Ratings Based
IRRBB Interest Rate Risk in the Banking Book
ISAT08 Icelandic industry classification based on NACE Rev. 2
ISMS Information Security Management System
KYC Know Your Customer
LAA Loss Absorption Amount
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LCR Liquidity Coverage Ratio
LGD Loss Given Default
LTV Loan to Value
LULUCF Land use, land-use change and forestry
MCC Market Confidence Charge
MD Managing Director
MREL Minimum requirement for own funds and eligible liabilites
NFDR Non-Financial Disclosure Regulation
NSFR Net Stable Funding Ratio
ORCO Operational Risk Committee
ORSA Own Risk and Solvency Assessment
ORX Operational Riskdata eXchange Association
PCAF Partnership for Carbon Accounting Financials
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