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1 Inngangur

Fjarmalafyrirtaeki skal hafa yfir ad rdda tryggu eftirlitskerfi med aheaettu og medhondla aheettupeetti i starfsemi
sinni i samraemi vi® 16g nr. 161/2002, um fjarmalafyrirteeki, sbr. reglugerd (ESB) nr. 575/2013 (CRR). Stjérn og
framkveemdastjori fijarmalafyrirtaekis skulu reglulega leggja mat & tegund, dreifingu og eiginfjarporf fyrir-
teekisins med hlidsjon af dhaettustigi pess, p.m.t. dhaettu sem felst i, eda getur hlotist af, starfsemi pess, sbr.
somu 16g. Matid fer fram i svonefndu innramatsferli (e. internal capital adequacy assessment process, ICAAP,
og internal liquidity adequacy assessment process, ILAAP), sem ad jafnadi fer fram arlega, og skal fjarmala-
fyrirtaeki gera grein fyrir matinu i svonefndri ICAAP/ILAAP-skyrslu.

Fjarmélaeftirlit Sedlabanka islands leggur mat & pa ahaettupeetti sem felast i starfsemi fjarmalafyrirtaekis i
svonefndu kénnunar- og matsferli (e. supervisory review and evaluation process, SREP) samkveemt [6gum um
fjarmalafyrirtaeki. i ferlinu fer fjarmalaeftirlitid einnig yfir pad med hvada haetti fjdrmalafyrirtaeki med-hondlar
dhaettupeetti i starfsemi sinni, medal annars med hlidsjon af ICAAP/ILAAP-skyrslu, hlutadeigandi fjarmalafyrir-
teekis. itarlegt SREP-ferli er framkvaemt 4rlega, & tveggja ara fresti eda priggja ara fresti, allt eftir steerd, kerfis-
legs mikilveegis, edlis, umfangs og pess hversu margpeett starfsemin er. Mat & akvednum lykildheettupattum
er pd framkveemt ad jafnadi arlega og ryni a lykilaheettumeelikvordum fer fram a.m.k. arsfjérdungslega.

Markmid pessara vidmida er ad skilgreina og kynna med almennum heetti adferdafraedi og framkveemd
kénnunar- og matsferlis fjarmalaeftirlitsins. Adferdafraedin er i samraemi vid vidmidunarreglur Evropsku banka-
eftirlitsstofnunarinnar (EBA) um kénnunar- og matsferli og alagspréf.! Vidmidunarreglur EBA fela i sér itarlegri
lysingu & adferdafreedi vid kdnnunar- og matsferli sem fjarmalaeftirlitid starfar samkveemt vid eftirlitsfram-
kvaemd sina og visast pvi almennt til peirra til nénari skyringa.

i kafla 2 er fjallad almennt um adferdafraedi konnunar- og matsferlisins. Par kemur fram hvernig fjarmalafyrir-
teeki eru flokkud eftir ahrifavaegi og lysing a voktun lykildhaettumaelikvarda, mati & einstokum ahaettupattum,
heildardhaettumati, eftirlitsadgerdum og ahaettumatseinkunnum. Pa er i kafla 3 sérstaklega fjallad um mat
fijarmalaeftirlitsins & eiginfjarporf, eiginfjarauka, adgerdir vegna 6ndgs eigin fjar og fleira.

Til vidbotar vid almennu vidmidin eru prir vidaukar. i vidaukum 1 og 2 er skyrt fra vidmidum fjarmalaeftirlitsins
(e. supervisory benchmarks) vid mat & einstdkum &haettupattum. Annars vegar vegna Utlana- og sam-
bjoppunarahaettu? og hins vegar vegna markadsahaettu? | vidauka 3 er fjallad um eiginfjarauka.* Birting
bessara almennu vidmida samraemist stefnu fjarmalaeftirlitsins um gagnsaei i starfsemi sinni. A hinn béginn
eru akvednir peettir i adferdafraedi fjarmalaeftirlitsins ekki gerdir opinberir, svo sem allir lykildhsettumeel-
ikvardar, heildardhaettumatseinkunnir og breytur vegna flokkunar & ahrifaveegi fjarmalafyrirtaekja. A3 mati fjar-
malaeftirlitsins getur slik birting aukid likur & eftirlitshognun (e. regulatory arbitrage) og i einhverjum tilvikum
unnid gegn pvi hugleega mati (e. supervisory judgement) sem & ad liggja ad baki kdnnunar- og matsferlinu.

2 Konnunar- og matsferli fjarmalaeftirlitsins

2.1 Almennt

Kénnunar- og matsferli fjarmalaeftirlitsins er skipt i nokkra meginpeetti, sbr. mynd 1. Nanar er fjallad um eins-
taka peetti i kdflum 2.2.-2.6.

" Guidelines on common procedures and methodologies for the supervisory review and evaluation

process (SREP) and supervisory stress testing under Directive 2013/36/EU (EBA/GL/2022/03).

2 ViBauki 1: Supervisory benchmarks for the setting of Pillar 2-R: Additional own funds requirements for credit and
concentration risk.

3 Vidauki 2: Supervisory benchmarks for the setting of Pillar 2-R: Additional own funds requirements for market risk.
4 Vidauki 3: Capital buffers.
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Mynd 1: Umgjoérd kdnnunar- og matsferlisins (e. SREP framework)

Flokkun fjarmalafyrirtekja eftir ahrifavaegi

Mat 4 dhattupattum Mat a dhattupattum sem
sem tengjast eigin fé tengjast lausu fé og fjarmégnun
Greining a vidskiptalikani Mat a stjornarhattum Mat a undirliggjandi ahaettu- Mat a undirliggjandi ahaettu-
og innra eftirlitskerfi pattum og ahattustyringu pattum og ahattustyringu
Akvérdun um eiginfjarkrifu Akvordun um lausafjarkrofu
og alagsprof og alagsprof
Mat a eiginfjarporf Mat a lausafjarporf

Heildarihzttumat kénnunar- og matsferlis

Eftirlitsadgerdir
Adgerdir sem varda eiginfjarporf Adgerdir sem varda lausafjarpérf Adrar eftirlitsadgerdir

Til ad tryggja videigandi eftirlit med hverju og einu fjarmalafyrirteeki hefur fjarmalaeftirlitid skilgreint
grunneftirlitslikan (e. minimum-engagement model), sbr. t&flu 1, par sem tegundir eftirlitsverkefna og tidni
peirra eru tilgreind fyrir hvern ahrifavaegisflokk, sbr. 82. gr. laga um fjarmalafyrirteeki. Grunneftirlitslikanid segir
til um pau verkefni sem ad jafnadi er talid ad framkvaema purfi til ad vidhalda naudsynlegri yfirsyn yfir dhaettu-
paetti i starfsemi fjarmalafyrirtaekis. Pannig er mat a helstu aheettupattum tidara hja fjarmalafyrirtaekjum med
hatt dhrifaveegi. Jafnframt er gert rad fyrir ad edli athugana og umfang peirrar vinnu sem 16gd er til grundvallar
i hverju verkefni radist af ahrifaveegisflokki og peirri starfsemi sem fjarmalafyrirtaekid stundar.

Tafla 1: Grunneftirlitslikan®

. Voktun Kénnunar- og
Ahrifaveegis- lykilahaettu- matsferli / Akvordun Mat &
flokkun meelikvarda um eiginfjarkrofu aheaettupattum Samskipti vid fjarmalafyrirtaeki
1 Arsfjordungslega Arlega Arlega Regluleg samskipti vid stjorn og stjornendur
2 Arsfjordungslega Annad hvert ar Arlega Regluleg samskipti vid stjorn og stjornendur
3 Arsfjérdungslega Pridja hvert ar Arlega Regluleg samskipti vid stjorn og stjornendur
4 Arsfjordungslega Pridja hvert ar Arlega Ahzettumidud samskipti vid stjorn og stjornendur

2.2 Flokkun fjarmalafyrirtaekja eftir ahrifaveegi
Fjarmalaeftirlitid beitir hlutfallsreglu (e. principle of proportionality) vid eftirlit med fjarmalafyrirtaekjum. Fjar-
malafyrirtaekjum er skipt i fjéra ahrifavaegisflokka, sbr. toflu 2.

Vid flokkun fjarmalafyrirtaekja eftir ahrifaveegi stydst fjarmalaeftirlitid vid eigin adferdafeerdi. Mat a ahrifaveegi
grundvallast einkum af steerd fjarmalafyrirtaekis, kerfislegs mikilvaegis, edlis, umfangs og pess hversu marg-
peett starfsemin er. Einnig er hofd hlidsjon af skilgreiningum samkvaemt 145. og 146. gr. tolul. 1. mgr. 4. gr.
CRR 4 litlum og einféldum fjarmalafyrirteekjum og stérum fjarmalafyrirtaekjum. Mati® byggir einkum & upp-
lysingum Ur reglubundnum gagnaskilum fjarmalafyrirtaekja til fjarmalaeftirlitsins, athugunum pess og 68rum
fyrirliggjandi upplysingum.

Kénnunar- og matsferlid, p.m.t. mat & eiginfjarporf, fer fram ad lagmarki arlega, annad hvert ar eda pridja hvert
ar eftir pvi i hvada ahrifaveegisflokk hlutadeigandi fijarmalafyrirtaeki fellur. Ferlid fer fram & samstaedugrunni og
einingargrunni, eftir pvi sem vid 4, sbr. 109. gr. | laga um fjarmalafyrirteeki.

> Um er ad reeda einfaldada Gtgafu eftirlitslikansins.



Tafla 2: Ahrifavaegisflokkun fjarmalafyrirteekja

Ahrifavaegisflokkun Lysing

Fjarmalafyrirteeki sem geta 6gnad fjarmalastodugleika ef pau lenda i rekstrarerfidleikum eda

1. Hatt ahrifavaegi rekstrarstodvun.

Fjarmalafyrirteeki sem égna ekki fjarmalastédugleika ef pau lenda i rekstrarerfidleikum eda

2. Medalhatt hrifaveegi rekstrarstédvun en geta pé haft téluverd ahrif & fjarmalakerfid og storan hluta vidskiptavina.

Fjarmalafyrirteeki sem hafa ad jafnadi litil ahrif a fjarmalakerfid ef pau lenda i rekstrarerfidleikum

3. Medallagt ahrifavaegi eda rekstrarstédvun en geta p6 haft hrif & nokkurn fjdlda vidskiptavina.

Fjarmalafyrirteeki sem hafa overuleg ahrif a fjarmalakerfid ef pau lenda i rekstrarerfidleikum eda

4. Lagt ahrifavaegi rekstrarstédvun en geta pé haft &hrif & litinn hép vidskiptavina.

2.3 Voktun lykilahaettumaelikvarda

Fjiarmalaeftirlitid rynir lykildhsettumeelikvarda (e. key risk indicators) hja fjarmalafyrirteekjum a.m.k. ars-
fiordungslega, dsamt pvi ad fylgjast med préun fjarmalamarkadarins i heild sinni. Voktun lykildhaettumael-
ikvarda byggir fyrst og fremst a reglubundnum gagnaskilum og getur gefid visbendingar um préun aheettu i
starfsemi fjarmalafyrirtaekja & milli athugana og hvada ahaettupeetti purfi ad kanna nanar. Fjarmalaeftirlitid
endurmetur reglulega lykilaheettumaelikvardana sem pad stydst vid. Lykildhaettumeelikvardarnir byggja medal
annars & aheettumeelikvérdum sem EBA stydst vid & hverjum tima.

2.4 Mat & dheettupattum
Fjarmalaeftirlitid framkveemir ad jafnadi arlega dhaettumat fyrir helstu aheettupeetti i starfsemi fijarmalafyrir-
taekja.

Ahaettumatid er medal annars framkvaemt med athugunum og greiningum & gdégnum sem geta varpad ljési
& dhaettu i rekstri fjarmalafyrirtaekja og beinast ad einstokum ahaettupattum hja fleiri en einu fjarmalafyrirteeki
i senn eda einstokum fjarmalafyrirtaekjum. Vid dhaettumatid er medal annars studst vid gogn sem skilad er til
fjarmalaeftirlitsins med reglubundnum heetti, athuganir & afmorkudum ahaettupattum (e. off-site inspections)
og vettvangsathuganir (e. on-site inspections).

Mat & einstokum aheettupattum byggir & undirliggjandi dhaettu (e. inherent risk) og adhaettustyringu (e. risk
management and controls) sem er til stadar hja hlutadeigandi fjarmalafyrirtaeki. Ahaettumatinu er pannig
atlad ad meta undirliggjandi aheettu i starfsemi fjarmalafyrirtaekis ad teknu tilliti til peirra adgerda sem

Sérstok ahersla er 16gd & ad fjarmalafyrirteeki taki aukid tillit til mats & adgerdum gegn peningapveetti og
fiarmognun hrydjuverka vid mat peirra & einstaka dheettupattum, enda getur misbrestur & slikum adgerdum
haft ahrif & adra dhaettupeetti i starfsemi peirra og pannig haft ahrif & fjarhagslegt heilbrigdi peirra, traust a
fiarmalamarkadi og fjarmalastodugleika. Einnig hefur verid 16gd ahersla & aukid samstarf peirra sem sinna
varudareftirliti, eftirliti med adgerdum gegn peningapveetti og fjarmdgnun hrydjuverka og skrifstofu fjdrmala-
greininga légregly, sbr. 109. gr. dd laga um fjarmalafyrirtaeki.®

i tengslum vid mat & einstokum &haettupattum eru gefnar dhaettumatseinkunnir, sbr. umfjéllun i kafla 2.5.

6 Guidelines on cooperation and information exchange between prudential supervisors, AML/CFT supervisors and
financial intelligence units under Directive 2013/36/EU (EBA/GL/2021/15).
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2.4.1 Greining a vidskiptalikani (daetlun og stefna)

Vid greiningu a vidskiptalikani (e. analysis of the business model) er lagt mat & peetti sem taldir eru geta 6gnad
lifveenleika.” naverandi vidskiptalikans og sjélfbeaerni® vidskiptastefnu hlutadeigandi fjarmalafyrirtaekis. Vid-
skiptastefna fjarmalafyrirtaekis er greind og skodud med tilliti til dhaettuvilja og rekstrarnidurstddu pess undan-
farin ar. Metid er hvort rekstrar- og efnahagslegar forsendur stefnunnar séu naegilega skyrar og raunhzefar.

Greiningin er unnin Ut fra vidskiptadaetlun, ICAAP/ILAAP-skyrslu fjarmalafyrirteekis, reglubundnum gagna-
skilum og 68rum gdgnum sem 6skad er eftir hverju sinni. Paer upplysingar eru sidan bornar saman vid fyrri
athuganir og vidskiptalikdn annarra fjarmalafyrirtaekja. Studst er medal annars vid handbdk EBA fyrir eftirlits-
stofnanir um greiningu & vidskiptalikonum. Stada fjarmalafyrirteekis i vidskiptaumhverfinu er metin, helstu
kennitdlur greindar og lagt mat & eigindlega og megindlega (e. qualitative and quantitative) peetti vidskipta-
likansins sem og heildarstefnu fjarmalafyrirteekisins. Pa er kannad hvort hlutadeigandi fjarmalafyrirtaeki hafi
sampeaettad dhaettu vegna umhverfis- og félagslegra patta og stjérnarhatta, eda UFS-ahaettu (e. environmental,
social and governance, ESG-risks) ad vidskiptalikani og vidskiptastefnu. jafnframt kannar fjarmalaeftirlitio
hvada ahrif grunnsvidsmynd alagspréfa hefur & rekstrar- og efnahagsreikning fjarmalafyrirteekis og hvort
eiginfjargrunnur pess sé naegur til ad maeta heildarkrofu um eiginfjargrunn (e. overall capital requirement) yfir
spatimabilid, sbr. umfjollun i kafla 3.3.

2.4.2 Mat & stjornarhattum og innra eftirliti

Samkveemt 50. gr. laga um fjarmalafyrirteeki skal fjarmalafyrirtaeki hafa traust fyrirkomulag stjérnarhatta sem
felur i sér skyrt stjornskipulag med vel skilgreindri, gagnsaerri og samreemdri skiptingu abyrgdar, skilvirk ferli
til ad sannreyna, stjorna, fylgjast med og tilkynna um aheettupeetti sem pad stendur eda kann ad standa frammi
fyrir og fullnaegjandi innra eftirlitskerfi, sbr. 77. gr. a og 77. gr. b sému laga, p.m.t. traust stjérnunar- og bok-
haldsfyrirkomulag, og starfskjarastefnu, sbr. 57. gr. a laganna, og framkvaemd hennar sem er i samraemi vid
og studlar ad traustri og skilvirkri dhaettustyringu.

Mat fjarmalaeftirlitsins & stjérnarhattum og innra eftirliti (e. assessing internal governance and institution-wide
controls) felur i sér kénnun & pvi hvort stjérnarheettir fjarmalafyrirtaekis fullnsegi krofum sem gerdar eru til
peirra og séu videigandi og i samraemi vid dhaettuvilja, vidskiptadsetlun, edli, umfang og starfsemi fjarmala-
fyrirtaekis. Pa er sérstok ahersla 16gd & ad meta hvort fyrirkomulag stjornarhatta tryggi trausta stjornun ahaettu
og feli i sér videigandi innra eftirlit. Vid mat & stjérnarhattum og innra eftirliti er horft til pess hvort veikleikar
i stjornarhattum og innra eftirliti skapi aheettu og hafi ahrif & starfsemi og sjalfbaerni fjarmalafyrirtaekis. Matid
tekur til eftirfarandi patta:

heildarumgjardar stjornarhatta og innra skipulags, sem skal innihalda skyrt skipurit,
samsetningar, skipulags og starfsemi stjérnar og, eftir pvi sem vid 4, undirnefnda hennar,
fyrirteekja- og aheaettumenningar,

starfskjarastefnu og framkveemd hennar,

umgjardar innra eftirlits, sem skal fela i sér skilvirka og sjalfsteeda dhaettustyringu, regluvorslu og innri
endurskodunardeild,

umgjardar ahaettustyringar, p.m.t. ICAAP/ILAAP og sampykktarferli vegna nyrra afurda,
framkvaemdar reikningsskila,

Utvistunarstefnu,

upplysingateeknikerfa og rekstrarsamfellu og

endurbdétadaetlunar.

Pop oo

7 Lifveenleiki (e. viability) vidskiptalikans er geta fjarmalafyrirtaekis til ad na vidunandi avoxtun naestu 12 manudi.
8 Sjalfbaerni (e. sustainability) vidskiptastefnu er geta fjarmalafyrirtaekis til ad na vidunandi avoxtun til framtidar i
a.m.k. prju ar, byggt & stefnumaotandi daetlunum og fjarhagsspam.
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Peir paettir ahaettustyringar og innra eftirlits sem beinast ad einstokum &haettupattum eru metnir sérstaklega
undir hlutadeigandi dhaettupaetti. Mati®d byggir & upplysingum i ICAAP/ILAAP-skyrslu, reglubundnum gagna-
skilum til fjarmalaeftirlitsins, vidtolum vid stjérnarmenn, framkveemdastjora og adra stjornendur, lykilstarfs-
menn og adra starfsmenn hlutadeigandi fjarmalafyrirteekis, vettvangsathugunum og 68rum athugunum sem
og 68rum gégnum og upplysingum.

Mat & stjérnarhattum og innra eftirliti er unnid med hlidsjon af ymsum vidmidunarreglum EBA, einkum vié-
midunarreglum um innri stjérnarhaetti® og um mat & haefi*® auk annarra vidmidunarreglna®* og vidurkenndra
leidbeininga um stjérnarhaetti.

2.4.3 Mat a dhaettupattum sem hafa ahrif a eigio fé

Ahzettugreining fyrir mikilvaegustu ahaettupeetti i starfsemi hlutadeigandi fjarmalafyrirtaekis, sem hafa ahrif 4
eigiod fé, er framkvaemd med kerfisbundnum haetti. Metin er undirliggjandi aheetta, gaedi aheettustyringar og
virkni innra eftirlitskerfis sem tengist hverjum ahaettupeetti. Fyrir fjarmalafyrirtaeki eru eftirfarandi dhaettupaettir
metnir, medal annars med hlidsjén af reiknadri eiginfjarporf.

Til grundvallar mati fjarmalaeftirlitsins & einstékum ahaettupattum, sem hafa ahrif a eigid fé, liggja gégn og
upplysingar sem felast i reglubundnum gagnaskilum fjarmalafyrirtaekis, einkum nidurstédu innramatsferlis
hlutadeigandi fjarmalafyrirtaekis, sbr. ICAAP/ILAAP-skyrslu,' nidurstédum vettvangsathugana og annarra
athugana sem og 68rum upplysingum sem kunna ad teljast mikilveegar vid matid. Fjarmalaeftirlitid aflar einnig
vidbotarupplysinga, annars stadar fra, sem nytast vid mat pess, til deemis til ad sannreyna gégn og upplysingar
fra fjarmalafyrirtaekjum.

Utléna-, métadila- og sampjéppunardheetta

Fjarmalafyrirtaeki skal beita eigin adferdafraedi sem gerir pvi kleift ad meta Utlana- og métadiladhaettu (e. credit
and counterparty risk) af aheettuskuldbindingum einstakra vidskiptamanna, verdbréfum, verdbréfudum
stédum og utlanasafni i heild samkveemt 78. gr. a laga um fjarmalafyrirteeki. Pa skal fjarmalafyrirteeki einnig
meta og styra sampjoppunarahaettu (e. concentration risk) sem verdur til vegna sérhvers moétadila fyrirtaekisins
innan sama geira hagkerfisins, & sama landsveedi eda i sému atvinnugrein eda adilar sem framleida sému
hravoéru samkveemt 78. gr. c laga um fjarmalafyrirtaeki. Jafnframt skal fjarmalafyrirtaeki med stefnu og ferlum,
medhdndla og styra peirri dhaettu sem verdur eftir pegar vidurkenndar adferdir pess vid mildun Utldnadhaettu
reynast ekki jafnarangursrikar og veenst var (e. residual risk), sbr. 78. gr. b laga um fjarmalafyrirtaeki.

Utlanaahaetta er heettan 4 tapi af pvi ad vidskiptamadur standi ekki vid skuldbindingar sinar gagnvart lanveit-
anda, p.e. standi ekki skil & skuldbindingum sinum i samraemi vid umsamda skilmala. Me® métadiladhaettu er
att vid heaettuna a tapi af pvi ad motadili vegna afleiduvidskipta, verdbréfalana eda endurhverfra verdbréfavid-
skipta stendur ekki vid skuldbindingar sinar i samreemi vid umsamda skilmala. Sampjoppunarahaetta er haettan
a tapi vegna ofullnaegjandi dreifingar a lanasafni og skiptist i sampjoppun vegna lantaka (e. single-name) og
geira (e. sectoral and geographical).

Vid mat & Utlana- og métadiladhaettu fjarmalafyrirtaekis leggur fjarmalaeftirlitid einkum aherslu & undirliggj-
andi aheettu og ahaettustyringu.' Medal pess sem er til skodunar er:

% Guidelines on internal governance under under Directive 2013/36/EU (EBA/GL/2021/05).

0 Joint ESMA and EBA Guidelines on the assessment of the suitability of members of the management body and
key function holders under Directive 2013/36/EU and Directive 2014/65/EU (EBA/GL/2021/06).

" Guidelines on outsourcing arrangements (EBA/GL/2019/02) og Guidelines on product oversight and governance
arrangements for retail banking products (EBA/GL/2015/18) og til hlidsjénar Guidelines on sound remuneration
policies under Directive 2013/36/EU (EBA/GL/2021/04).

12 Sbr. til hlidsjonar Guidelines on ICAAP and ILAAP information collected for SREP purposes (EBA/GL/2016/10).

13 Sbr. m.a. Guidelines on management of non-performing and forborne exposures (EBA/GL/2018/06) og Guidelines
on loan origination and monitoring (EBA/GL/2020/06).
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e edli, steerd, samsetning og geedi Utlanasafnsins,

e vanskil og ivilnanir og medferd peirra,

e nidurfeerslur og adferdafraedi vid hana og

e 3heettumildun og aheettustyring, p.m.t. hvort hlutadeigandi fjarmalafyrirteeki hefur lagt mat a
UFS-aheettu i Gtlanasafninu, einkum loftlagsahaettu.

Vid mat & undirliggjandi sampjoppunardhaettu skodar fjarmalaeftirlitid dhaettu sem rekja ma til farra dhaettu-
skuldbindinga eda ahaettuskuldbindinga sem hegda sér & sambaerilegan hatt m.t.t. vanskila og styringu fjar-
malafyrirtaekis & peim. Felur matid i sér greiningu & hugsanlegri samfylgni dhaettuskuldbindinga, sérstaklega
& alagstima. Vid matid er einkum tekin til skodunar lantakasampjoppun, geirasampjoppun og sampjéppun
starfsemi 4 Islandi eda i 68rum rikjum, sampjoppun i véruframbodi fjarmalafyrirtaekis og sampjoppun i trygg-
ingum og abyrgdum.

Ahcetta vegna verdbréfunar

Samkvaemt 78. gr. d laga um fjarmalayfirtaeki skal fjarmalafyrirtaeki, medal annars med stefnu og ferlum, meta
og medhondla dhaettu, p.m.t. ordsporsaheettu, vegna verdbréfunar (e. securitisation risk), par sem fyrirtaekid
er fjarfestir, Gtgefandi eda umsysluadili slikra gerninga. Fjarmalafyrirtaeki skal jafnframt tryggja ad efnahagslegt
inntak vidskiptanna endurspeglist ad fullu i dhaettumati og akvordunum stjérnenda. Fjarmalafyrirtaeki sem er
Utgefandi verdbréfunar & dhaettuskuldbindingum vegna veltufjarmégnunar med akveedum um heimild til
greidslu fyrir gjalddaga skal hafa til stadar lausafjarasetlun par sem tekid er tillit til deetladra afborgana og
afborgana fyrir gjalddaga.

Fjarmalaeftirlitid leggur mat & pad med hvada heetti fjarmalafyrirtaeki medhdndlar dhaettu vegna verdbréfunar
me?d tilliti til pess hvort hlutadeigandi fjarmalafyrirtaeki er fjarfestir, Gtgefandi eda umsysluadili slikra gerninga.

Markadsahcetta™

Fjarmalafyrirtaeki skal hafa stefnu og ferla til ad greina, maela og styra 6llum verulegum pattum sem orsaka
markadsahaettu (e. market risk) og ahrifum af henni samkvaemt 78. gr. e laga um fjarmalafyrirtaeki.

Markadsahaetta er haettan a tapi af virdi fjarmalagerninga sem leidir af 6hagsteedum breytingum a undirliggj-
andi markadspattum.

Fjarmalaeftirlitid leggur mat a undirliggjandi markadsahaettu fjarmalafyrirteekja og styringu hennar, baedi fyrir
veltu- og fjarfestingabok. P4 metur fjarmalaeftirlitid eftirtalda undirdhaettupaetti Gt fré eigin vidmidum, sem
byggja medal annars & neemni- og VaR-greiningum:"

e vaxtadheetta i veltubok (e. interest rate risk in the trading book),

e aheettudlag og vanskiladhaetta i veltubok (e. credit spread and default risk in the trading book),
e hlutabréfadheetta i veltubdk (e. equity risk in the trading book),

e gjaldeyrisdhaetta (e. foreign exchange risk, FX risk),

e hravoruahaetta (e. commodities risk),

e leidréttingarahaetta vegna Utlanavirdis (e. credit valuation adjustment risk, CVA risk),
e Onnur adheetta en deltastudulsahaetta (e. non-delta risk),

e grundvallaraheetta (e. basis risk),

e seljanleikadhaetta i veltubok (e. market liquidity risk),

e 3heetta vegna sampykktra likana (e. model risk for regulatory approved models) og
e verdtryggingadheetta (e. inflation indexation risk).

14 Sja nanari skyringar i vidauka 2.
15 Sbr. Guidelines on stressed value at risk (Stressed VaR) (EBA/GL/2012/2).



Vaxtadheetta vegna vidskipta utan veltubdokar

Fjarmalafyrirtaeki skal greina, meta og styra dhaettu vegna mogulegra vaxtabreytinga sem hafa ahrif & vidskipti
pess utan veltubdkar samkvaemt 78. gr. f laga um fjarmalafyrirtaeki.

Vaxtadhaetta vegna vidskipta utan veltubdka, eda fastvaxtaahaetta (e. interest rate risk arising from non-trad-
ing book transactions, IRRBB), er haettan & ryrnun & navirdi vaxtaberandi eigna og skulda i fjarfestingarbdk
vegna 6hagsteedra breytinga & markadsvoxtum.

Fjarmalaeftirlitid leggur mat & geedi styringar fjarmalafyrirtaekis & fastvaxtadhaettu. Skodud eru ahrif pess ad
hlidra videigandi vaxtakdrfum samhverft upp og nidur (ekki er leyfilegt ad fara nidur fyrir 0% vexti) ut lif-
timann.1s Ahrif pessara vaxtahlidrana 4 nuvirdi vaxtaberandi eigna og skulda i hverri mynt eru grunnur ad
ahaettumati fjarmalaeftirlitsins fyrir pennan aheettupatt.

Rekstrardhcetta

Fjarmalafyrirtaeki skal hafa stefnu og ferla til ad meta og styra rekstrardhaettu (e. operational risk), p.m.t. vegna
dhaettulikana og Utvistunar, og fatidra atburda sem geta haft alvarlegar afleidingar samkveemt 78. gr. g laga
um fjarmalafyrirtaeki. Rekstrardhaetta er heettan af fjarhagslegu tjoni vegna évidunandi innri ferla, kerfa og
mistaka starfsmanna eda vegna utanadkomandi atvika.

Undirdhaettupeettir rekstrardhaettu eru medal annars:

e hlitingardhaetta (e. compliance risk),

e hattsemisdhaetta (e. conduct risk),

e laga- og stjornmaladhaetta (e. legal and political risk),

e  aheetta vegna notkunar likana (e. model risk),

e vidbunardaraaetlanir og rekstrarsamfella (e. business resilience and continuity plans),

e aheetta vegna fyrirkomulags Utvistunar (e. risk arising from outsourcing arrangements),*’

e dheetta vegna upplysinga- og samskipteekni og Oryggisédheetta (e. Information and
communication technology risk, ICT risk, and security risk)' og

e ordsporsaheetta (e. reputational risk).

Fjarmalaeftirlitid leggur mat & undirliggjandi rekstrarahaettu, med aherslu & framangreinda undirdhaettupeetti
og ahaettupeetti sem pykja sérstaklega ahaettusamir & hverjum tima, p.m.t. alvarlegar netégnir og fordeemis-
gefandi agreiningsmal sem rekin eru fyrir démstélum, og styringu fjarmalafyrirteekis & henni.

Ahcetta vegna 6hdflegrar vogunar

Fjarmalafyrirtaeki skal hafa stefnu og ferla til ad greina, styra og vakta ahaettu sem hlyst af éhoflegri vogun (e.
risk of excessive leverage). A medal dhaettuvisa um éhéflega vogun er Gtreikningur vogunarhlutfalls og mis-
reemi & milli eigna og skuldbindinga fjarmalafyrirteekis, sbr. 78. gr. i og 6. mgr. 81. gr. laga um fjarmalafyrirtaeki.

Samkvaemt d-lid 1. mgr. 92. gr. CRR skal vogunarhlutfall (e. leverage ratio) fijarmalafyrirtaekis ad lagmarki nema
3%. Um utreikning vogunarhlutfalls fer samkvaemt 429. gr. reglugerdarinnar.

Fjarmalaeftirlitid kannar hvort fjarmalafyrirtaeki medhondli dhaettu vegna éhoflegrar vogunar med varfaernum
heetti og taki tillit til hugsanlegrar aukinnar dhaettu vegna laekkunar & eigin fé vegna veents eda innleysts taps
og ad pad geti stadid af sér olika dlagsatburdi sem tengdir eru ahaettu af 6hdflegri vogun. Til vidbotar vid mat
a kerfum og ferlum fjarmalafyrirtaekis til ad styra aheettu vegna vogunar tekur fjdrmalaeftirlitid einnig mid af

6 Sbr. Guidelines on the management of interest rate risk arising from non-trading book activities
(EBA/GL/2018/02). Nyverid gaf EBA Ut uppfaerdar vidmidunarreglur, Guidelines issued on the basis of Article 84 (6)
of Directive 2013/36/EU specifying criteria for the identification, evaluation, management and mitigation of the risks
arising from potential changes in interest rates and of the assessment and monitoring of credit spread risk, of
institutions’ non-trading book activities (EBA/GL/2022/14), sem munu taka vid af eldri vidmidunarreglum i tveimur
skrefum & arinu 2023 og mun fjarmalaeftirlitid taka mid af peim pegar paer taka gildi.

7 Guidelines on outsourcing arrangements (EBA/GL/2019/02).

'8 Guidelines on ICT and security risk management (EBA/GL/2019/04).
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vidskiptalikani fjarmalafyrirtaekisins.

2.4.4 Mat a lausafjar- og fjarmégnunarahaettu

Mat & lausafjar- og fjarmoégnunarporf er mikilveegur hluti kdnnunar- og matsferlisins, sbr. 79. og 81. gr. laga
um fjarmalafyrirtaeki. Matid byggir & premur pattum. i fyrsta lagi mati & styringu og eftirliti med lausafjar- og
fiirmognunarahaettu (e. risks to liquidity and funding), i 68ru lagi mati & undirliggjandi lausafjardhaettu og i
pridja lagi mati & undirliggjandi fjarmoégnunarahaettu.

Vid mat & styringu og eftirliti med lausafjar- og fjarmognunardhaettu er medal annars konnud lausafjarstefna
og lausafjarpolmork, verklag, greining, maeling, styring og eftirlit og upplysingagjof med aheettu, alagsprof,
vidblUnadaraaetlanir og fjdrmognunaraaetlanir, og hvort framangreint sé i samraemi vid edli og umfang
starfseminnar. Pa er 16gd ahersla ad kanna hversu vel fjarmalafyrirtaeki eru undirbuin fyrir lausafjar- og fjar-
maognunarafall sem geeti haft ahrif & hlutadeigandi fjarmalafyrirtaeki eda jafnvel fjarmalamarkadinn i heild.

Mat & framangreindum pattum byggir medal annars & nidurstédu innramatsferlis fjarmalafyrirtaekis, sbr.
ICAAP/ILAAP-skyrslu, reglubundnum gagnaskilum, nidurstodum vettvangsathugana og annarra athugana
sem og 68rum upplysingum sem kunna ad teljast mikilveegar vid matid.** Nidurstada matsins kann ad leida til
pess ad farid sé fram a sértaeka krofu um laust fé samkveemt 10. t6lul. 3. mgr. 107. gr. a laga um fjarmalafyrir-
teeki, sbr. 9. mgr. sému greinar, og baetta styringu og eftirlit med dhaettupattunum. Nidurstadan kann einnig
ad leida til pess ad gerd sé krafa um ad lengja i gjalddogum fjarmdégnunar, skuldbindingar utan efnahags
minnkadar ofl.

Lausafjaraheetta

Fjarmalafyrirtaeki skal hafa daetlanir, stefnu, verkferla, adferdir og kerfi til ad greina, meta, styra og fylgjast med
lausafjarahaettu sem naer yfir videigandi tima, p.m.t. innan dags, til ad tryggja ad fjarmalafyrirtaekid bui yfir
naegu lausu fé, sbr. 1. mgr. 78. gr. h laga um fjarmalafyrirtaeki.

Lagt er mat & stodu og préun lausafjarhlutfalla, en ldnastofnanir skulu vidhalda 100% lausafjarhlutfalli (e. liqui-
dity coverage ratio, LCR) i ollum gjaldmidlum samtals auk pess sem paer skulu hafa eftirlit med hlutfalli i
einstokum gjaldmidlum par sem heildarskuldbindingar eru jafnar eda umfram 5% af heildarskuldum lana-
stofnunar (e. significant currency). Pa skulu lanastofnanir fullneegja ad lagmarki 50% lausafjarhlutfall i
islenskum krénum. Jafnframt er gerd krafa um ad lanastofnanir fullnaegi ad lagmarki 80% lausafjarhlutfall i
evru, ef skuldbindingar i evrum nema 10% eda meira af heildarskuldbindingum hlutadeigandi lanastofnunar.?

Vid mat & undirliggjandi lausafjaraheettu er medal annars lagt mat & lausafjarporf til skamms og medallangs
tima, lausafjaraheettu innan dags, lausafjareignir og svigrim til métvaegisadgerda og alagspréfa Sedlabankans
a lausafjaraheettu.

Fjarmégnunardheetta

Fjarmalafyrirtaeki skal proa adferdafraedi til ad greina, meela, styra og fylgjast med fjarmognunarstédum, sbr.
3. mgr. 78. gr. h laga um fjarmalafyrirtaeki.

Lanastofnanir skulu vidhalda 100% hlutfalli stodugrar fjarmdgnunar (e. net stable funding ratio, NSFR) i 6llum
gjaldmidlum samtals auk pess sem paer skulu hafa eftirlit med hlutfalli i einstokum gjaldmidlum par sem
heildarskuldbindingar eru jafnar eda umfram 5% af heildarskuldum lanastofnunar.?’

Vid mat & undirliggjandi fjarmodgnunardhaettu er medal annars lagt mat & samsetningu fjarmoégnunar, égn vid
fjarmalastodugleika vegna samsetningar fjarmoégnunar, adgengi ad moérkudum og veenta breytingu a fjar-
mognunardhaettu med hlidsjon af fjarmognunaraaetiun.

9Vid matid hefur fjarmalaeftirlitid medal annars hlidsjon af leidbeinandi tilmaelum nr. 2/2010, um bestu framkveemd
vid lausafjarstyringu fjarmalafyrirtaekja.

20 Samkvaemt 2. og 3. gr. reglna nr. 1520/2022, um lausafjarhlutfall lanastofnana, sbr. 4. gr. framseldrar reglugerdar
(ESB) 2015/61.

21 Samkvaemt 3. gr. reglna nr. 750/2021, um hlutfall sté8ugrar fjarmégnunar lanastofnana, sbr. 428. gr. b CRR.
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2.5 Ahzettumatseinkunnir

Ahzettumatseinkunnir eru gefnar fyrir einstaka dheettupeetti og styringu peirra. baer eru nyttar i eftirliti fjar-
malaeftirlitsins, medal annars vid forgangsrodun verkefna, og teljast peer hluti af dhaettumatskerfi pess. paer
hafa ekki bein ahrif & einstaka krofur fjarmalaeftirlitsins um Urbaetur, t.d. krofu pess um haerri eiginfjargrunn,
og eru ekki birtar einstokum fjarmalafyrirtaekjum. Einkunnaskali heildardhaettumatsins fyrir einstaka dhaettu-
peetti er fra einum upp i fjora.

2.6 Heildarahaettumat og eftirlitsadgerdir

i arlegu heildardheettumati fjarmalaeftirlitsins eru dregnar saman nidurstédur mats 4 einstokum ahaettupattum
og styringu peirra. Heildardhaettumat er framkveemt fyrir oll fijarmalafyrirtaeki 6had pvi hversu oft og hversu
itarlegt mat hefur farid fram 4 einstokum aheettupattum. i tengslum vid heildarahaettumat er gefin heildara-
heettumatseinkunn. Einkunnaskali heildarahaettumatsins er fra einum upp i fjéra, sbr. toflu 3.

i kjolfar heildarahaettumats og ad undangengnu umraeduferli milli fjarmalaeftirlitsins og hlutadeigandi fjar-
malafyrirtaekis eru videigandi eftirlitsadgerdir dkvardadar og fjarmalafyrirtaekid upplyst um krofur pess um
Urbaetur. Med videigandi eftirlitsadgerdum er att vid adgerdir er varda eiginfjarporf og lausafjarporf og adrar
eftirlitsadgerdir. Krafa um Urbaetur felur i sér stjérnvaldsakvordun, sbr. stjornsysluldog nr. 37/1993, og er hun
tilkynnt fiarmalafyrirtaeki med formlegum haetti, sbr. umfjollun i kafla 3.7.

Tafla 3: Heildarahaettumat

Einkunn Lysing

1 Overuleg eda litil dhaetta til stadar.

Frekar litil ahaetta til stadar i rekstri fjarmalafyrirtaekis, en moguleiki er til Urbdta og mikilveegt

2 ad fylgjast med veikleikum i rekstri.
Frekar mikil dhaetta til stadar i rekstri fjarmalafyrirtaekis. Naudsynlegt ad beina athygli ad

3 hlutadeigandi fyrirteeki og fara fram & Urbaetur. Vid sérstakar adstaedur kann beiting timanlegra
inngripa samkveemt 107. gr. c — 107. gr. e laga um fjarmalafyrirteeki einnig ad koma til
skodunar.

4 Mikil dhaetta i rekstri fjarmalafyrirtaekis. Naudsynlegt ad gripa inn i og krefjast tafarlausra

Urbdta. Beiting timanlegra inngripa kemur til alvarlegrar skodunar.

Vid heildardhaettumat er einnig unnt ad gefa einkunnina F. HUn gefur til kynna ad fjarmalafyrirtaeki sé a fall-
anda feeti (e. failing or likely to fail) i skilningi 2. tolul. 1. mgr. 3. gr. laga nr. 70/2020, um skilamedferd lana-
stofnana og verdbréfafyrirtaekja,?? sbr. 52. gr. e laga um fjarmalafyrirtaeki, sem kann ad leida til pess ad gripid
sé til slitamedferdar samkvaemt XII. kafla laga um fjarmalafyrirtaeki eda skilamedferdar samkvaemt I6gum um
skilamedferd lanastofnana og verdbréfafyrirteekja, sbr. mynd 2.

22 Sbr. einnig Guidelines on the interpretation of the different circumstances when an institution shall be considered
as failing or likely to fail under Article 32(6) of Directive 2014/59/EU (EBA/GL/2015/07).
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Mynd 2: Tengsl reglubundins eftirlits, timanlegra inngripa og pess hvort fjarmalafyrirteeki er a fallanda feeti

Lég nr. 161/2002 og CRR Lég nr. 70/2020

Undirbaningur/ Reglubundid eftirlit Timanleg inngrip Skilamedferd

Oll eftirlitsstarfsemi
(vettvangsathuganir
og adrar athuganir)

Kénnunar- og matsferli
og nidurstédur pess

Eftirlitsadgerdir

3 Mat fjarmalaeftirlitsins a eiginfjarporf
3.1 Almennt
Fjarmalaeftirlitid metur eiginfjarporf med eftirfarandi haetti undir stod Il (e. pillar 2):

e Mat 4 eiginfjarporf vegna ahaettupatta, p.e. vanmats & undirliggjandi vaentri tapsahaettu (e. expected
losses) og dveentrar tapsaheettu (e. unexpected losses) sem ekki er naegjanlega tekid tillit til undir
stod | (e. pillar 1) midad vid 12 manada timabil (stod II-R (e. pillar 2 capital requirement)).

e Mat & eiginfjarporf & alagstimum, eda eiginfjaralag, p.e. vegna hugsanlegra ahrifa & alagstimum (e.
stressed conditions) sem ekki er naegjanlega tekid tillit til undir stod | og stod II-R eda med virkum
eiginfjaraukum (stod II-G (e. pillar 2 capital guidance)).

e Mat 4 eiginfjarporf vegna dhaettunnar af 6hoflegri vogun, p.e dhaettu vegna éhoflegrar vogunar fjar-
malafyrirtaekis einkum med hlidsjon af vogunarhlutfalli pess sem ekki er tekid naegjanlega tekid tillit
til undir stod | (stod II-R — LR (e. pillar 2 capital requirement for the risk of excessive leverage)) og a
alagstimum (stod II-G — LR (e. pillar 2 guidance for the risk of excessive leverage)).

3.2 Stod lI-R: Mat 4 eiginfjarporf vegna dhaettupatta

3.21 Almennt
Samkvaemt c-1id 1. mgr. 92. gr. CRR skal eiginfjargrunnur fjarmalafyrirteekja nema ad lagmarki 8% af dhaettu-
grunni (stod 1).23

Stjorn og framkveemdastjori fjarmalafyrirtaekis skulu reglulega leggja mat & tegund, dreifingu og fjarhaed
eiginfjarparfar fyrirteekisins med hlidsjon af dhaettustigi pess, p.m.t. dhaettu sem felst i, eda getur hlotist af,
starfsemi pess, sbr. 1. mgr. 80. gr. laga um fjarmalafyrirtaeki. Matid fer fram i innramatsferli og skal fjarmala-
fyrirtaeki gera fjarmalaeftirlitinu grein fyrir matinu pegar pess er 6skad i svonefndri ICAAP/ILAAP-skyrslu.

23 Eiginfjargrunnur vegna stodar | skal samsettur af peetti 1 (e. tier 1 capital, T1), p.e. almennu eigin fé pattar (e.
common equity tier 1 capital, CET1) og vidbdtar eigin fé pattar 1 (e. additional tier 1 capital, AT1), peetti 2 (e. tier 2
capital, T2) og fradrattarlidum. Par af skal almennt eigid fé pattar 1, eftir fradratt, nema ad lagmarki 4,5% af ahaettu-
grunni og pa skal pattur 1, eftir fradratt, nema ad lagmarki 6% af ahaettugrunni, sbr. a- og b-1idi 1. mgr. 92. gr. CRR.
Ahaettugrunnur fjarmalafyrirtaekja er samtala veginna ahaettupéatta sem starfsemin felur i sér, sbr. 3. mgr. sému
greinar.
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Fjarmalaeftirlitid leggur mat & dhaettupeetti sem tengjast eiginfjarporf fijarmalafyrirtaekja samkvaemt 79.-81. gr.
laga um fjarmalafyrirteeki, sbr. 107. gr. a sému laga. Vid matid liggja einkum til grundvallar upplysingar sem
fram koma i reglubundnum gagnaskilum fjdrmalafyrirtaekja, einkum ICAAP/ILAAP-skyrslum, arsreikningum og
skyrslum innri endurskodunardeildar. P& aflar fjarmalaeftirlitid upplysinga & fundum med stjérn og stjorn-
endum fjarmalafyrirtaekja, med vettvangsathugunum og sérteekum athugunum og 68rum samskiptum &
medan & ferlinu stendur.

Mat fjarmalaeftirlitsins leidir til nidurstodu um pad ad hve miklu leyti peer radstafanir og adferdir sem
hlutadeigandi fjarmalafyrirteeki, dsamt innri ferlum og framkveemd peirra, séu fullneegjandi, hvort stjornar-
heettir séu traustir og hvort eiginfjdrgrunnur sé fullnaegjandi med hlidsjon af peirri dheaettu sem felst i
starfseminni. Nidurstadan getur leitt til pess ad fjarmalaeftirlitid neyti heimildar til ad maela fyrir um eftirfarandi
eftirlitsadgerdir samkvaemt 3. mgr. 107. gr. a laga um fjarmalafyrirteeki:

1. Heerri eiginfjdrgrunn en gerd er krafa um i CRR, p.e. heerri eiginfjargrunni en sem nemur 8% af a-
heettugrunni, sbr. umfjéllun i kafla 3.2.2.

Endurbeetur a innri ferlum, sbr. IX. kafla laganna.

3. Ad fjarmalafyrirteeki setji fram sérstaka daetlun um pad hvernig fyrirteeki® muni uppfylla krofur laga
pessara auk reglugerda og reglna sem settar eru med stod i peim, auk pess ad setja fjarmalafyrir-
teekjum timafresti vardandi framkveemd azetlunarinnar, p.m.t. vegna fresta eda endurbdta sem unnar
eru & aaetluninni.

4. Nidurfeerslu & eignum vid Utreikning & eiginfjargrunni.

5. Homlur & eda takmorkun & starfsemi fjarmalafyrirteekis eda, eftir pvi sem vid 4, sélu eigna eda vid-
skiptaeininga sem skapa 6hoflega ahaettu.

6. AJ dregid sé ur ahaettu sem starfsemi, vidskiptaafurdir eda kerfi fjarmalafyrirtaekis felur i sér, p.m.t.
vegna Utvistadrar starfsemi.

7. A0 fjarmalafyrirteeki takmarki kaupauka vié hlutfall af hreinum hagnadi par sem utgreidsla peirra leidir
til 6fullnaegjandi eiginfjargrunns.

8. AJ fjarmalafyrirtaeki noti hreinan hagnad til ad styrkja eiginfjargrunninn.

9. Ad ard- og vaxtagreidslur til hluthafa, stofnfjareigenda og eigenda gerninga vidbotar eigin fjar pattar
1 skuli takmarkadar eda bannadar, enda feli pad ekki i sér vanskil af halfu fjarmalafyrirtaekis.

10. Sérstakar krofur um ad vidhalda lausu fé, p.m.t. vegna misraemis i liftima eigna og skuldbindinga
fjarmalafyrirtaekis.

11. Aukin gagnaskil.

12. Sérteeka upplysingagjof til markadar.

Jafnframt getur fjarmalaeftirlitid komid athugasemdum og dbendingum & framfeeri i samreemi vid 1. mgr. 10.
gr. laga nr. 87/1998, um opinbert eftirlit med fjarmalastarfsemi.

Vid mat & eiginfjarporf fjarmalafyrirtaekis til ad meeta 6vaentu tapi, leggur fjarmalaeftirlitid heildsteett mat &
helstu dheettupaetti i rekstri pess og stydst einkum vid eftirfarandi gogn:
e  ICAAP/ILAAP-skyrsla fjarmalafyrirtaekis,
e vidmid fjarmalaeftirlitsins um mat & eiginfjarporf vegna einstakra ahaettupatta® og
e Onnur gogn sem skipt geta mali, p.m.t. upplysingar sem fram koma i reglubundnu eftirliti eda
60rum samskiptum vid fjarmalafyrirtaeki.

Med pad ad markmidi ad auka geedi mats fjarmalaeftirlitsins a ahaettupattum sem tengjast eiginfjarporf fjar-
malafyrirtaekja hefur pad sett eigin viomid fyrir undirpaetti einstakra dhaettupatta. Engu ad sidur er dhersla 16gd

& ad fjarmalafyrirtaeki préi og beiti eigin itarlegri adferdafraedi vid mat & undirliggjandi dhaettu. Ef fjarmala-
eftirlitid telur adferdafraedi fjarmalafyrirtaekis fullnaegjandi og videigandi er hdn einkum 16gd til grundvallar

24 Sja nanar i vidaukum 1-3.
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vi® mat & eiginfjarporf pess. Telji fiarmalaeftirlitid ad viomid fjarmalafyrirteekis séu ekki fullnaegjandi eda vid-
eigandi®® byggir pad mat sitt a eiginfjarporf fjarmalafyrirtaekis fremur & eigin vidmidum ad teknu tillit til peirra
ahaettupatta sem hvert og eitt fyrirtaeki stendur frammi fyrir (e. institution specific). Slikri nidurstodu er ekki
atlad ad vera grundvollur ad eigin dhaettumati fijarmalafyrirtaekis fyrir undirliggjandi dheettu heldur er brynt
ad fyrirtaekid framkvaemi eigid mat & peim ahaettupattum sem eru i rekstri pess med fullnaegjandi haetti. | mati
fijarmalaeftirlitsins & vidbotareiginfjiarporf er eigid fé sem fjarmalafyrirteeki vidheldur vegna grunnkréfu um
eiginfjargrunn (stod 1) ekki vegid upp & moti pvi eigin fé sem fjarmalafyrirteeki ber ad vidhalda vegna ahaettu-
patta sem par eru metnir og mynda vidbotareiginfjarkrofu (stod 11-R). Ad sama skapi er ekki tekid tillit til
dhaettudreifingar og hugsanlegra ahrifa milli einstakra dhaettupatta (e. inter-risk diversification), svo sem &
milli Gtldna- og sampjoppunarahaettu, markadsahaettu og rekstrarahaettu. A hinn béginn getur fjarmalaeftir-
litid i matinu tekid tillit til dhaettudreifingar og ahrifa milli undirpatta einstakra &haettupatta (e. intra-risk
diversification) og lagt mat & eiginfjarporf vegna hvers undirdheettupattar eda ahaettuflokka ef pad telur tilefni
til.

Vid mat a eiginfjarporf midar fjarmalaeftirlitio vid fjarhagsupplysingar um aramét. Pott endanlegt mat a eigin-
fjarporf liggi fyrir um halfu ari sidar, er ekki tekid tillit til breytinga & proéun einstakra undirahaettupatta, nema

heildarahrif allra undirdhaettupatta leidi til verulegrar haekkunar eda laekkunar a eiginfjarporf. betta gildir edli
malsins samkveemt adeins um ahaettupaetti sem hafa ahrif a eigid fé.

3.2.2 Lagmarkskrafa um eiginfjargrunn

Med lagmarkskrofu fjarmalaeftirlitsins um eiginfjargrunn (e. total SREP capital requirement) gagnvart fjar-
malafyrirtaeki er att vid samtoluna af grunnkréfu um eiginfjargrunn (e. minimum capital requirement), p.e.
eiginfjargrunni sem nemur 8% af ahaettugrunni samkveemt c-lid 1. mgr. 92. gr. CRR (stod I) og vidbdtar-
eiginfjarkrofu samkveemt mati eftirlitsins & eiginfjarporf (stod 11-R). Matid byggir & heimild i a-1id 3. mgr. 107.
gr. a laga um fjarmalafyrirtaeki sem kvedur & um ad fjarmalaeftirlitinu sé heimilt ad maela fyrir um haerri eigin-
fijargrunn en sem nemur 8% af ahaettugrunni. Eiginfjargrunnur vegna stodar II-R skal ad lagmarki nema 56,25%
af almennu eigin fé pattar 1 og 75% af peetti 1, sbr. 6. mgr. 107. gr. a laga um fjarmalafyrirtaeki. Taki fjarmala-
eftirlitid slika akvordun ber fjarmalafyrirtaekinu ad hafa & hverjum tima naegjanlegan eiginfjargrunn til ad maeta
peirri krofu.

3.3 Stod II-G: Mat 4 eiginfjarporf & dlagstimum (eiginfjaralag)

Fjarmalafyrirtaekjum ber ad taka mid af eiginfjarporf & alagstimum vid gerd eiginfjaradeetlunar (e. capital plann-
ing), vid dhaettustyringu og vid gerd endurbdtadaetiunar (e. recovery plan). Auk pess ber peim ad starfa pannig
ad eiginfjargrunnur fyrirtaekisins sé yfir framangreindu mati & alagstimum.

Fjarmalaeftirlitid leggur einnig mat a eiginfjarporf fjarmalafyrirteekis med hlidsjon af hugsanlegum &féllum a
alagstimum, sbr. 107. gr. b laga um fjarmalafyrirtaeki. Fjarmalaeftirlitid byggir matid & nidurstédum eigin alags-
profa (e. supervisory stress testing). Pad rynir einnig nidurstodur alagsprofa annarra eftirlitsstofnana og alags-
profa sem fjarmalafyrirtaeki framkveemir & grundvelli eigin vidskiptalikans (e. ICAAP stress test (own scenario)).

i alagsprofum fijarmalaeftirlitsins er lagt mat & hvada ahrif afallasvidsmyndir (e. adverse scenarios) hafa & hlut-
fall almenns eigin fjar pattar 1 fjarmalafyrirtaekis og ahaettugrunn pess yfir spatimabilid. Einnig er lagt mat a
hvada ahrif alagsprdéfin hafa & vogunarhlutfall fjarmalafyrirteekis, sbr. umfjoéllun i kafla 3.4.

Fjarmalaeftirlitid hefur heimild til ad tilkynna fjdrmalafyrirteeki ad vidhalda auknu eigin fé & alagstimum (stod
[I-G), eda svonefndu eiginfjaralagi (e. guidance on additional own funds for stressed conditions), pegar nidur-
stodur dlagsprdéfa gefa til kynna ad almennt eigid fé pattar 1 fjarmalafyrirteekis geti leekkad umfram verndunar-
auka og i sérstokum tilfellum umfram sveiflujéfnunarauka til vidbotar. Stod 11-G er pé ekki hluti af heildarkréfu
um eiginfjargrunn. Pegar fjarmalaeftirlitid leggur mat a hversu mikid eigid fé fjarmalafyrirtaekis parf ad vidhalda
& alagstimum er tekid tillit til deetlana sem byggja & trdverdugum adgerdum stjérnenda (e. management

25 Meb fullneegjandi er att vid hvort adferdafraedin sé tolfraedilega traust eda skynsamleg. Med videigandi er att vid
hvort adferdafraedin nai til peirra dhaettuvalda sem skipta mestu mali hverju sinni. | mati sinu horfir fjarmalaeftirlitid
medal annars til pess hvort adferdir bankans séu nzegilega: itarlegar, triverdugar, skiljanlegar og samanburdarhaefar.
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actions) og milda ahrif afallsins a eiginfjargrunn fyrirtaekisins. Lagt er mat & hvert hlutfall almenns eigin fjar
pattar 1 er pegar pad er laegst i &fallinu og hver samsetning heildarkréfu um eiginfjargrunn er a peim tima.

Fullnaegi eiginfjargrunnur fjarmalafyrirtaekis ekki mati fjarmalaeftirlitsins & eiginfjarporf & dlagstimum kann pad
ad leida til frekari adgerda af halfu pess, s.s. aukins eftirlits eda vidbotareiginfjarkrofu vid sérstakar adsteedur
(stod II-R), sbr. 5. t6lul. 4. mgr. 107. gr. a laga um fjarmalafyrirtaeki.

3.4 Stod lI-R og -G - LR: Mat 4 eiginfjarporf vegna haettunnar &4 6hoflegri vogun

Fjarmalaeftirlitid skal meta dheaettu vegna 6hdéflegrar vogunar figrmalafyrirtaekis med hlidsjén af vidskiptalikani
og vogunarhlutfalli pess, sbr. 6. mgr. 81. gr. laga um fjarmalafyrirtaeki. Ahaettan er metin med adskildum haetti,
p.e. 6had mati & 68rum ahaettupattum sem hafa ahrif a eigid fé.

Vogunarhlutfallid midast vid déahaettuvegnar heildaraheettuskuldbindingar. Vogunarhlutfallid er pvi nokkurs
konar varnagli (e. backstop) vid annmoérkum aheettuveginna eiginfjarkrafna. Hlutfallid gefur po ekki upplys-
ingar um undirliggjandi dhaettupeetti og getur virkad sem hvati til aukinnar dhaettutdku. Ekki er pvi stadkveemd
a milli vogunarhlutfallsins og dhaettuvegins eiginfjarhlutfalls en hlutfollin stydja vel hvort vid annad.

Telji fjarmalaeftirlitid haettuna af éhoflegri vogun kalli & vidbotareiginfjarporf hefur pad heimild til ad meela
fyrir um haerri eiginfjargrunn af heildarahaettuskuldbindingum (e. total exposure measure) og skal hun
samanstanda af peetti 1, sbr. 6. mgr. 107. gr. a laga um fjarmalafyrirtaeki (stod 1I-R — LR). Vid matid tekur
fijarmalaeftirlitid einnig ad taka tillit dhrifa af alagsprofum a vidskiptalikan og vogunarhlutfallid og getur i pvi
skyni tilkynnt fjarmalafyrirteeki um eiginfjaralag telji pad heettu & éhoflegri vogun & alagstimum (stod 1I-G -
LR).

3.5 Samanlogd krafa um eiginfjarauka

Samkvaemt X. kafla laga um fjarmalafyrirteeki skal fjarmalafyrirtaeki til vidbdtar vid lagmarkskrofu fjarmalaeftir-
litsins um eiginfjargrunn vidhalda samanlagdri kréfu um eiginfjarauka (e. combined buffer requirement). Til
eiginfjarauka er einungis heimilt ad telja eiginfjarlidi sem teljast til almenns eigin fjar pattar 1 samkvaemt 2.
kafla I. balks 2. hluta CRR, sbr. 83. gr. a laga um fjarmalafyrirteeki. Eiginfjaraukarnir eru eftirfarandi:

e eiginfjarauki vegna kerfisdhaettu (e. systemic risk buffer),

e eiginfjarauki fyrir kerfislega mikilveeg fjarmalafyrirtaeki a landsvisu (e. capital buffer for other sy-
stemically important institutions, O-SII buffer),

e eiginfjarauki fyrir kerfislega mikilvaeg fjarmalafyrirtaeki & alpjédavisu (e. capital buffer for globally
systemically important institutions, G-SII buffer),

o sveiflujofnunarauki (e. countercyclical capital buffer) og

e verndunarauki (e. capital conservation buffer).

Sedlabanki islands setur reglur um kerfisahaettuauka,? eiginfjarauka fyrir kerfislega mikilvaeg fjarmalafyrirtaeki
4 lands- og alpjédavisu?” og sveiflujéfnunarauka? ad undangengnu sampykki fjdrmalastédugleikanefndar.
Verndunaraukinn gildir um nanar tiltekin fjarmalafyrirtaeki samkvaemt lgum.?

3.6 Heildarkrafa um eiginfjargrunn og adgerdir vegna 6négs eigin fjar
Med heildarkrofu um eiginfjargrunn (e. overall capital requirement) er att vid lagmarkskrofu fjarmalaeftirlitsins
um eiginfjargrunn og samanlagda kréfu um eiginfjarauka, sbr. mynd 3.

26 Sbr. reglur nr. 323/2020, um eiginfjarauka fyrir fjarmalafyrirteeki vegna kerfisdhaettu.
27 Sbr. reglur nr. 324/2020, um eiginfjarauka fyrir kerfislega mikilveeg fjarmalafyrirtaeki.
28 Sbr. reglur nr. 1076/2021, um sveiflujéfnunarauka a fjarmalafyrirtaeki.

29 Sja nanari skyringar i vidauka 3.
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Mynd 3: Heildarkrafa um eiginfjargrunn og samsetning hans, p.m.t. upprédun eiginfjarauka

Ahzttuvegnar eiginfjarkréfur

og eiginfjardlag
Eiginfjaralag
(e. guidance on
additional own Stod I-G
funds for stressed (CETY)
conditions)

Samanlégd krafa um
eiginfjarauka
(e. combined buffer

requirement) Heildarkeafa um Oahaett:vigin?;;;ﬂrf;arkmfur
eiginfjargrunn B e siniiusag
(e. overall capital Eiginfjarilag vegna
requirement) Stod 11-G - LR ohaflegrar vogunar
(CET1) (e. leverage ratio
guidance)
Stod II-R
Lég:m.arlﬁkrafa um (CET1, AT1 og T2) (sct;.?““:;R ;.II.'?) Heildarkrafa um
eiginfjargrunn 8 eiginfjargrunn vegna

(e. total SREP capital 1

requirement) Stod |
(CET1, AT1 0g T2)

eiginfjargrunn
(e. minimum capital
requirement)

]} Grunnkrafa um

ohoflegrar vogunar
CSEI'I?‘IB !- :# 1 (e. overall leverage
( o8 ) ratio requirement)

Fullnaegi fjarmalafyrirtaeki ekki heildarkréfu um eiginfjargrunn takmarkast medal annars radstéfun hagnadar,
utgreidsla ards, endurkaup eigin hluta og greidsla kaupauka, sbr. 86. gr. m - 86. gr. o laga um fjarmalafyrirtaeki.
Auk pess skal stjorn hlutadeigandi fjarmalafyrirteekis senda fjarmalaeftirlitinu daetlun um verndun eigin fjar
samkvaemt 86. gr. s somu laga.

Ef lagmarkskrofu fjarmalaeftirlitsins um eiginfjargrunn er ekki fullneegt af halfu fjarmalafyrirteekis, p.e. eigin-
fjargrunni sem nemur 8% af aheettugrunni, sbr. c-1id 1. mgr. 92. gr. CRR, og vidbotareiginfjarporf samkveemt
mati eftirlitsins, sbr. 1. tolul. 3. mgr. 107. gr. a laga um fjarmalafyrirtaeki, ber pvi ad tilkynna pvi um pad i
samraemi vid 52. gr. a laganna. Fjarmalaeftirlitid getur samkvaemt nanari akvordun veitt fijarmalafyrirtaeki allt
ad 6 til 12 manada frest til ad koma eiginfjargrunni sinum i l6gmaett horf. Takist pad ekki kann starfsleyfi
fyrirtaekisins ad verda afturkallad samkveemt 9. gr. laga um fjarmalafyrirtaeki. P4 kunna timanleg inngrip ad
koma til alita, sbr. 107. gr. c — 107. gr. e sdbmu laga, og slitamedferd samkveemt XII. kafla laganna eda skila-
medferd samkvaemt [6gum um skilamedferd lanastofnana og verdbréfafyrirtaekja, sbr. einnig umfjdllun i kafla
2.6.

3.7 Tilkynning og opinber birting &4 mati fjarmalaeftirlitsins a eiginfjarporf
Fjarmalaeftirlitid tilkynnir fjarmalafyrirtaeki formlega um nidurstédu kénnunar- og matsferlis med akvoérdunar-
bréfi eftir ad hafa veitt tilskilinn andmaelarétt, sbr. IV. kafla stjornsyslulaga.

i bréfinu er lagmarkskrafa fjarmalaeftirlitsins um eiginfjargrunn (stod |, stod II-R og eftir atvikum stod II-R —
LR) sundurlidud eftir helstu dhaettupattum, sem eru:

e (tladna-, métadila- og sampjoppunaraheetta,
e markads- og fastvaxtadhaetta og
e Onnur dheetta, s.s. rekstrarahaetta og dhaetta vegna 6héflegrar vogunar.

P4 eru tilgreindir helstu aheettuvaldar innan hvers dhaettupattar, ad mati fjarmalaeftirlitsins og, eftir atvikum,
adrar eftirlitsadgerdir sem pad kann ad beita hlutadeigandi fjarmalafyrirtaeki. | bréfinu greinir fjarmalaeftirlitid
jafnframt fra heildarkréfu um eiginfjargrunn. Nidurstadan tekur til fijarmalafyrirtaekisins & samsteedugrunni og
einingargrunni, eftir pvi sem vid a.

Fjarmalaeftirlitid birtir opinberlega, i formi gagnsaeistilkynningar, sbr. 9. gr. a laga um opinbert eftirlit med
fijarmalastarfsemi og gagnseeisstefnu fjarmalaeftirlitsins, helstu nidurstédur konnunar- og matsferlisins a
samandregnu formi, p.m.t. lagmarkskréfu og heildarkréfu um eiginfjargrunn.
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1 Introduction
This Annex describes the criteria, procedures and methodology applied in the Financial Supervisory Authority

of the Central Bank of Iceland’s (FSA) assessment of institutions’ overall risk level and need for capital, i.e.
SREP.

Building on Chapter 2.4.3 in the main text, this Annex further elaborates on specific supervisory benchmark
calculations used by the FSA to inform the setting of Pillar 2-R capital for credit risk and concentration risk.
Additional own-funds requirements are determined on a risk-by-risk basis, using supervisory judgement,
supported by the ICAAP calculations of institutions, the outcome of supervisory benchmarks and other
relevant inputs, including those arising from dialogue with the institutions.

Supervisory benchmarks and benchmark calculations refer to risk-specific quantitative tools developed by the
FSA to provide an estimation of additional own funds needed to cover risks or elements of risk not covered
by Regulation (EU) No 575/2013 (CRR), cf. Act No 161/2002, on Financial Undertakings, to further support the
determination of risk-by-risk additional own funds requirements where ICAAP calculations for those material
risks, or elements of such risk, are considered insufficient or are unavailable. The benchmark calculations
generally apply to all institutions using the standardised approach. Given the variety of different business
models, the outcome of the supervisory benchmarks may not be appropriate in every instance for every
institution. The benchmark calculations have been constructed adequately to avoid double counting.

2 Credit risk

Institutions’ capital requirements for credit risk are generally determined under Pillar 1 in accordance with
CRR. According to FSA’'s assessment, the risk for certain asset classes and high lending growth is not
appropriately covered by the standardised approach. Therefore, the Authority regularly assesses the need for
additional own funds for credit risk, under Pillar 2-R, as a part of its SREP. This chapter sets out the
methodology and the supervisory benchmarks the FSA uses in its assessment.

2.1 Holding companies with limited debt repayment capacity

Loans to holding companies that do not have independent cash flow generally pose more risk than loans to
operating companies with independent cash flows. The FSA regards 150% risk weight to be appropriate for
loans to holding companies, irrelevant of securities pledged for the loans. If the value of pledged shares, and
the haircut applied, is too low in the opinion of the FSA, further capital will be required to meet the supervisory
benchmark (see Chapter 2.3 below). A holding company is considered to have an independent cash flow if it
fulfils either of the following conditions:

a) The holding company's regular cash flow' is sufficient to pay its interest-bearing debt in a regular
amortised schedule over its lifetime.

b) Operating companies that are subsidiaries of the holding company do not have any long-term debt
and are prohibited from borrowing long-term.

Benchmark calculations for additional capital needs (K) because of holding companies with limited debt
repayment capacity:

K = (X —Y) * Book value of loans * 8%

X Y
Corporates 150% 100%
Retail 150% 75%

' Dividends and sale of assets are not regarded as regular cash flow.

SEDLABANKI iSLANDS | 4



The benchmark calculations are not applied in cases where the holding company is in non-performing or
forbearance status and its debt already has a higher risk weight because of that.

2.2 Non-performing exposures and forbearance

The FSA has developed a methodology to classify assets according to quality, currently embedded in the Loan
Portfolio Analysis Report (LPAR). The basis of the non-performing definition in LPAR is the cross-default
methodology and a strict definition of loans in forbearance status.? The FSA considers it appropriate to hold
own funds under Pillar 2-R for loans categorised as non-performing according to LPAR or loans that have had
a performing status for less than a year, and are not already reported in COREP as defaulted. The benchmark
for additional capital needs (K) because of non-performing exposures is calculated as follows:

K = (X —Y) * Book value of loans * 8%

X Y
Corporates 150% 100%
Retail 150% 75%
Regional Governments 150% 20%
Real estate: Loans fulfilling conditions for 35% risk weight 100% 35%
Real estate: Loans fulfilling conditions for 50% risk weight 100% 50%
Real estate: Loans fulfilling conditions for 75% risk weight 150% 75%
Real estate: Loans fulfilling conditions for 100% risk weight 150% 100%

2.3 Cases where the borrower has no or limited cash flow from regular operations

In cases where the borrower has none or limited regular cash flow from the operations of an obligor,
irrespective of performing status, the FSA deems appropriate that the pledged assets should be valued by
using the best estimate of their value and prudent haircuts to meet liquidity risk, collection costs, the
liquidation periods for the pledged assets and maintenance costs for some type of assets. The FSA regards
the following haircuts for different assets classes as prudent:

Table 1 Prudent haircuts for different asset classes

Asset classes Haircut
Cash 0%
Residential housing 15%
Commercial real estate 20%
Land ready for development 25%
Fishing ships 25%
Vehicles 30%
Agriculture land 30%
Raw land 35%
Listed shares on the main index 50%
Other pledged assets 50%
Receivables 50%
Listed shares on the secondary index (First North) 60%
Unlisted shares 70%
Inventory 70%

2 The methodology for asset classification embedded in the LPAR generally provides more information for the FSA
of the inherent risk of loan portfolios and is less dependent on institutions’ own judgement than the methodology
of the COREP or FINREP reports. The requirement to complete a monthly LPAR is currently under review and this
supervisory benchmark calculation may be amended in the future.
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Fishing guota® N/A

Benchmark calculations where the book value of the loan is based on the value of pledged assets rather than
cash flow from regular operations:
K =M — (M * RW * 8%)
M =B—E+ (H*E)

RW: risk-weight of the loan

B: Book value of loan

E: Fair value estimate*

H: Haircut

M: Overvaluation of loan

K: Additional capital needs

Example: The overvaluation (M) of a holding company where the only asset is 1.200 m ISK worth of unlisted
shares with a debt of 1.000 m ISK with no specific credit adjustment (Claim Value = Book Value) would be:

M = 640 m ISK = 1.000 m ISK — 1,200 m ISK + (70% * 1,200 m ISK)
The benchmark calculations for additional capital needs would be as follows:
K =589mISK = 640 m ISK — (640 m ISK * 100% * 8%)
The remaining book value of the loan (360 m ISK) would get a 150% risk weight according to point 1.1

2.4 Debt criteria for highly indebted municipalities

A municipality is considered highly indebted if, simultaneously, its debt-to-income ratio is above 150% and if
it does not meet certain minimums of working capital from operations to income, expressed in Table 2. If the
debt-to-income ratio® is in excess of certain benchmarks (150%; 200%; 250%; 300%), the ratio of net working
capital from operations (I. veltufé fra rekstri) to income has to be in excess of certain minimums (7.5%; 10%;
12.5%; 15%), attached to the debt benchmarks respectively in Table 2, to avoid the municipality from being
considered highly indebted. As an example, if a municipality’s debt ratio is 150%-199% of annual income, its
ratio of working capital is required to be above 7.5% to avoid the municipality from being considered highly
indebted.

Generally, municipalities with debt-to-income ratios lower than 150% are not considered heavily indebted,
irrespective of the ratio of working capital to income. Municipalities with working capital from operations
higher than 15% of income are not considered heavily indebted, irrespective of their debt ratio.

Table 2 Municipalities — Debt criteria

Municipalities - Debt criteria

3 The criterion on the estimated value of fishing quota is under review, and could be republished as part of the
general criteria and methodology for SREP. Institutions are encouraged to develop their own methodology in this
field.

4 Fair value is defined as a sale price agreed upon by a willing buyer and seller, assuming both parties enter the
transaction freely.

5> Loans with insufficient haircuts can also get higher capital requirements because they are in other risk categories
as in Chapters 2.1, 2.2, 2.4 and 2.5.

6 Consolidated balance sheet (A and B parts combined).
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Debt-to-income ratio >150% >200% >250% >300%

Working capital from operations to income ratio <7.5% <10% <12.5% <15%

Municipalities that meet both requirements in each individual column in Table 3 are generally considered
highly indebted.

Benchmark calculations for additional capital needs (K) because of loans to heavily indebted municipalities:

K = (X —Y) x Book value of loans * 8%

X Y
Corporates 150% 100%
Retail 150% 75%
Regional Governments 150% 20%
Real estate: Loans fulfilling conditions for 35% risk weight 100% 35%
Real estate: Loans fulfilling conditions for 50% risk weight 100% 50%
Real estate: Loans fulfilling conditions for 75% risk weight 150% 75%
Real estate: Loans fulfilling conditions for 100% risk weight 150% 100%

2.5 Land acquisition, development and construction (ADC) exposures

ADC exposures have increased credit risk characteristics relative to other credit risk exposures. The ADC
exposures methodology employed by the FSA is based on the Basel methodology which includes risk weight
treatment for ADC exposures.

In FSA's assessment, ADC exposures refers to loans to companies or SPVs financing any of the land acquisition
for development and construction purposes, or development and construction of any residential or
commercial property.” ADC exposures will be subject to 150% risk weight. ADC exposures to residential real
estate may be subject to 100% risk weight, provided that the following criteria are met:®

a. Loan to value (LTV®) is less than or equal to 80%;

b. The borrower has contributed cash'™ to the project of at least 15% of the real estate’s appraised as-
completed value, prior to the advancement of funds by the bank; and

c. The borrower’s contributed capital is contractually required to remain in the project until the credit
facility is converted to permanent financing, sold or paid in full.

Benchmark calculations for additional capital needs because of ADC exposures:
K = (X —Y) * Book value of loans * 8%

K:  Additional capital needs

X:  150% for ADC exposures (residential real estate exposures may be subject to 100%
if FSA’s criteria are met).

Y: Pillar 1 risk-weight of the loan

7 ADC exposures do not include the acquisition of forest or agricultural land, where there is no planning consent or
intention to apply for planning consent. Loans to not for profit companies that are building family rental housing
are not considered ADC.

8 In cases where criteria are not met the FSA will take into account significant pre-sale or pre-lease contracts, using
supervisory judgement. Pre-sale or pre-lease contracts must be legally binding written contracts and the pur-
chaser/renter must have made a substantial cash deposit which is subject to forfeiture if the contract is terminated.
9 Value is the prospective stabilized market value "as completed” reflects the property's market value as of the time
that development is expected to be completed. The prospective market value “as stabilized” reflects the property's
market value as of the time the property is projected to achieve stabilized occupancy.

10 Cash that the borrower has used to buy land is then added into the project can be considered part of the 15%
cash contribution.
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B: Book value of loan

For purposes of FSA’s ADC exposure definition lending institution may reclassify an ADC exposure as a non-
ADC exposure provided that the following criteria are met:

a. The real property is completed and permanently financed; and
b. Cash flow generated by the real property is sufficient to support the debt service and expenses of
the real property.

2.6 Loans to individuals

Evidence indicates and the FSA believes that the standardised approach (SA) could in some cases underesti-
mate the risk involved in personal loans, such as consumers loans, credit card loans, overdrafts, and vehicle
loans (default loans and mortgage loans are excluded). The FSA has developed a method which is partly based
on a Pillar 2 credit risk methodology, that the Prudential Regulation Authority (PRA) uses and is based on a
comparison of firms' SA risk weights at a portfolio level to an IRB risk-weight benchmark.*?

The FSA intends to apply the capital add-on on an exception only basis, using supervisory judgement, taking
into account considerations such as firms’ own assessments. Firms that are likely to be subject to it include,
but are not limited to, those with significant exposures to individuals and/or unsatisfactory diversification in
their loan portfolio. Thus, consideration should be given to setting a Pillar 2-R capital add-on for these port-
folios.

Benchmark calculations for additional capital needs (K) because of loans to individuals

K = (X —Y) * Book value of loans * 8%

X Y
Vehicle loans 100% 75%
Other loans to individuals 110% 75%

2.7 Undrawn credit lines with a conversion factor of 0%

The Basel Committee states that consumer legislation, administrative restrictions in institutions and
reputational risk will make it difficult for institutions to cancel granted credit lines at the short notice required
in order to use a zero-conversion factor in practice. According to FSA's assessment, granted credit lines where
the institution has opted for a zero-conversion factor are generally not without risk. Thus, consideration
should be given to setting a Pillar 2-R capital add-on for these portfolios.

Benchmark calculations for additional capital needs (K) because of off-balance sheet exposures with a zero-
conversion factor, in retail:

K = Of f balance—sheet exposure of 0% conversion factor * 10% x 8%

2.8 The Conclusion of Asset Quality Review (AQR)

The FSA regularly reviews the quality of loan portfolios of institutions. Based on AQR results, the FSA may
advise the concerned institution to review its valuation or instruct the institution to lower the amount of
eligible own funds.

1 Completed real property is for this purposes real property at construction stage 7 according to the iST standard
51:2001 or construction stages 7 or 8 as defined by Registers Iceland.

2 https://www.bankofengland.co.uk/-/media/boe/files/prudential-regulation/statement-of-policy/2021/the-pras-
methodologies-for-setting-pillar-2a-capital-jan-
2022.pdf?la=en&hash=BCE9EFB925B6D9270470DD202C7A2555CBFC5E81.
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2.9 High lending growth

High lending growth is one of the key determinants of increased credit risk. Icelandic experience has shown
that strong lending growth by credit institutions is frequently achieved at the expense of credit quality. As a
result, lending growth should be monitored on an ongoing basis by supervisors.

The Icelandic banks’ rapid lending growth prior to the last financial crisis is an example of how excessive risk
can build up in institutions’ loan portfolios over a relatively short period of time, resulting in significant loan
losses.

Experience in other countries shows that banks, which increase their lending most rapidly, are most prone to
crisis.** Although Pillar 1 requirements capture some of the risk related to strong lending growth through
relevant risk weights, a period of strong lending growth may encourage lending institutions to incur credit
risk not fully captured by Pillar 1. The elements of credit risk not covered by Pillar 1 are considered to have
operational risk characteristics and are, among other things, associated with credit administration, monitoring
and reporting.

The methodology employed by the FSA to capture institution-specific additional risk related to high lending
growth is based on a methodology implemented in Norway. The method captures excess risk related to credit
growth that can build up in institutions’ loan portfolios that is not covered by general capital buffers. The
method distinguishes between loans to individuals, corporates and foreign borrowers, regardless of the
issuing currency of loans. All foreign borrowers™ are treated as corporates under this methodology. Loans to
the public sector and financial institutions are not included in the portfolios. Large exposures outside of
institutions’ geographical market area have proven to be particularly risky for the institutions.

Additional charges under Pillar 2-R are calculated on the basis of ad-hoc requested reports from the
institutions. Risk increase is considered to be related to the length of the period of high lending growth, and
the FSA has opted to measure lending growth over a two-year period. Additional own funds requirements
will be determined based on the claim value of loans, using supervisory judgement. The FSA will take into
account the nature of the lending growth, and assess the need for adjustments on the capital requirement,
for example, when loan portfolios are acquired.

Risk parameters used to determine additional own funds requirements are based on default experience. Based
on the abovementioned definitions of the loan portfolios, each loan portfolio can contain both loans in ISK
and FX. In the calculations of lending growth, the FSA will make adjustments for inflation for all ISK loans (real
growth), but lending growth for FX loans will be calculated in nominal terms.

The capital requirement (K) is to be calculated for lending growth above 8 percent in the following formulas
for, respectively, the individuals' (I) portfolios, corporate portfolios (C) portfolios and foreign borrowers’ (F)
portfolios:

K; = Max[L,(1 — e2(%8=60)0.02 ; 0]
K; = Max[Lc(1 — e2(008-60))0.05 ; 0]
Ky = Max[Lp(1 — €2(%%8=61))0.05 ; 0]

L = Total loan portfolio (Claim value of loans)

G = Lending growth over two years — annualised (geometric average)

13 See Joseph Stiglitz, Monetary and Exchange Rate Policy in Small Open Economies: The Case of Iceland, pages
27-28.

4 In this methodology, foreign borrowers are defined as borrowers both corporates and individuals, with residence
in other countries.
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3 Concentration risk
This chapter sets out the methodology the FSA uses to inform the setting of Pillar 2-R capital for single-name,
sectoral and credit concentration risk.

3.1 Single-name concentration risk

Single-name concentration risk captures risk from the granularity of the bank’s exposures. The Herfindahl-
Hirschman Index (HHI) of exposure value is a good indicator of single-name concentration within a portfolio
and is used by the FSA as a supervisory benchmark:

n 2

HHI —Z( EAD: )
v EADTotal net

i=

n: Total number of exposures, or 100 largest exposures for an approximation, excluding exposures
with 0% risk weight and exposures with increased risk weight due to specific risk."

EAD: Value of exposure i.'®

EADrotal net: Total exposure value excluding exposures with 0% risk weight and exposures with in-
creased risk weight due to specific risk.

Calculated additional capital requirements due to single-name concentration risk thus becomes:

KSN = 1.96 - HHI SN ° EADNet17

For larger institutions and institutions with material concentration, as decided by the FSA, more advanced
methods are to be used for the calculation of single-name concentration risk, that at least take into account
the quality of the largest exposures (30-100)."

Capital requirements for single name concentration are subsequently based on the calculated capital require-
ment for single name concentration, conservative expert judgement and potentially more detailed analysis.

3.2 Sectoral concentration risk
Sectoral concentration risk captures risk due to excess concentration of exposures in one or few sectors, or a
higher ratio of total exposures in more volatile sectors compared to the Icelandic market as a whole.

The method is based on Standard & Poor's method for the same risk factor'® and the method of Harry Mar-
kowitz for the calculation of variance in asset portfolio returns.?

15 Exposures with increased risk weight due to specific risk are exposures in default and exposures receiving higher
risk weight from Chapter 2 of Annex 1 of these benchmarks.

16 According to Article 390 of CRR.

7 Based on Guidelines on the Internal Capital Adequacy Assessment Process (ICAAP).

at credit institutions from 2008 where 1.96 reflects their PD and LGD experience.

'8 For example, the method set forth by Gordy and Lutkebohmert (2007), ‘Granularity adjustment for Basel II', Dis-
cussion Paper 01/2007, Deutsche Bank.

19 Standard and Poor's, Bank Capital Methodology and Assumptions, 2010.

20 H. Markowitz (1952). Portfolio Selection. The Journal of Finance, (pp. 77-91).
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Relative standard deviation of return on assets (v;) in 16 sectors®! calculated with information from Statistic

Iceland:?* 23
0j
Vi ==
(e}
o Standard deviation of the return on asset in sector i.
o: Average standard deviation of the return on asset in all sectors.
Where the average standard deviation G is:
n
_ i=10i
0c=—-"
n

Correlation matrix of the return on assets for individual sectors (R) calculated where element p;jis equal to:

cov(i,j)
Pij =

O'i'(j]'

cov(ij): Covariance of the return of assets of sectors i and j.

Ratio of total exposure in sector i (s;) calculated:
EAD ;
Si==———
' YR EAD;

EAD:: Total exposure value in sector i.2*

Vector of weighted sectoral composition (a) calculated where element i is equal to:

a; =Ss;'Vj
Sector load (L) calculated:
L=JaTRa
Base sector load for the Icelandic market (Liceland) calculated in the same manner.?

Uncalibrated calculated capital requirement for sectoral concentration (Ksector) becomes:

Iceland

16
L—L
Ksectoru = 13.5% - <¢) Z EAD,
=1

Calibrated calculated capital requirement is such that a portfolio with exposure only to the most volatile sector
results in a 4% capital requirement. The formula for calibrated calculated capital requirement thus becomes:

21 The 18 sectors reported in table 6 of FINREP where sectors O, P and Q have been united.

22See: https://px.hagstofa.is/pxen/pxweb/en/Atvinnuvegir/Atvinnuvegir fyrirtaeki afkoma 2 rekstrarogefna-
hags/FYR08010.px/.

OR See: Hagstofa.is > English > Business Sectors > Enterprises > Financial Accounts > Financial statements > Income
statement and balance sheet 2002-2017: ( Assets = 2-3-1 Long-term liabilities + 2-3-2 Short-term liabilities +2-4-0
Equity, Return = 1-8-0 Net profit).

23 Statistics Iceland uses a different sectoral breakdown. The mapping of the breakdown to the breakdown used is
shown in the appendix.

%4 From Table 6 of FINREP: Gross carrying amount (column 010) — Accumulated impairment (column 020).

25 The FSA will either provide banks with the Icelandic base sector load or the banks can approximate it with infor-
mation from the Central Bank of Iceland: cb.is > Statistics > Data > Monetary Statistics. As of 30.9.2018,
Liceland=1,13247.
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L— LIceland

Ksector = 4% < ) * EADrotal

Vyol — Llceland

Vyol: Relative standard deviation of return on assets for the most volatile sector.

Capital requirements for sectoral concentration are subsequently based on the calibrated calculated capital
requirement for sectoral concentration, conservative expert judgement and potentially more detailed analysis.
Such analysis could entail more granular breakdown and the accuracy of categorisation of larger exposures.
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1 Introduction
This Annex describes the criteria, procedures and methodology applied in the Financial Supervisory Authority

of the Central Bank of Iceland’s (FSA) assessment of institutions' overall risk level and need for capital, i.e.
SREP.

Building on Chapter 2.4.3 in the main text, this Annex further elaborates on specific supervisory benchmark
calculations used by the FSA to inform the setting of Pillar 2-R capital for market risk. Additional own funds
requirements are determined on a risk-by-risk basis, using supervisory judgement, supported by the ICAAP
calculations of institutions, the outcome of supervisory benchmarks and other relevant inputs, including those
arising from dialogue with the institutions.

Supervisory benchmarks and benchmark calculations refer to risk-specific quantitative tools developed by the
FSA to provide an estimation of additional own funds needed to cover risks or elements of risk not covered
by Regulation (EU) No 575/2013 (CRR), cf. Act No 161/2002, on Financial Undertakings, or to further support
the determination of risk-by-risk additional own funds requirements where ICAAP calculations for those ma-
terial risks, or elements of such risk, are considered insufficient or are unavailable. Given the variety of different
business models, the outcome of the supervisory benchmarks may not be appropriate in every instance for
every institution. The benchmarks calculations have been constructed adequately to avoid double counting.

2 Market risk not covered by Pillar 1

The EBA's Guidelines on common procedure and methodologies for SREP require supervisory authorities to
evaluate market risk in the trading book, as well as interest rate risk and equity risk in the banking book. Under
Pillar 1, capital charges are set for equity and interest rate risk in the trading book and for exchange rate risk,
commodity risk and CVA risk in the overall portfolio, see Table 1.

Table 1: Risk factors under Pillar 1 and Pillar 2-R

Books Pillar 1 Pillar 2-R
General interest rate risk General interest rate risk
) Specific interest rate risk General equity risk
Trading

General equity risk
Specific equity risk
General equity risk

Banking . .
General interest rate risk (IRRBB)
Exchange rate risk Exchange rate risk
Overall Commodity risk Indexation risk
CVA risk Risk management and controls

In the case of equities and bonds in the banking book, no capital charges are set under Pillar 1 for market
risk, but these portfolios are included in the Pillar 1 calculation of capital for credit risk. Under Pillar 1, equities
are included in the calculation with a risk weight of a minimum of 100%, whereas bonds are included in the
calculation with a risk weight of 0 to 100%, depending on the issuer's rating score.

The FSA assesses the suitability of the Pillar 1 capital requirements for general equity risk in the banking book
and if required, calculates additional charges under Pillar 2-R. As no capital requirements are set for interest
rate risk in the banking book (IRRBB) under Pillar 1, the FSA assesses the capital requirements under Pillar 2.
Table 1 shows which risks are covered under Pillar 1 and which risks the FSA includes in its Pillar 2-R assess-
ment.

Where Pillar 1 fails to capture risk in the trading book adequately (e.g. due to complex products, illiquid
positions etc.), the FSA seeks to address this issue in Pillar 2-R. This also entails making a qualitative assess-
ment of concentration and market liquidity in both the trading book and the banking book, and the bank's
management and control of market risk.
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For most risk categories there is more than one viable method for assessing the own funds requirement. Each
method has different sensitivities to the various underlying risk factors and will, therefore, result in different
estimates of risk and own funds required to mitigate the risk under consideration. The FSA will therefore in
most cases use more than one method to evaluate the appropriate own fund requirement. In addition, qual-
itative assessments are made of risk management and control.

The SREP is primarily based on data already reported under the EBA reporting framework (COREP and FINREP),
the Icelandic FSA reporting framework (IRRBB report) and the institution’s own reports (ICAAP, Internal-Risk,
Pillar 3 and financial statements). Further information is acquired during the SREP, as needed. Additionally,
the commercial banks are required to report specific information on risk limits, daily profit and loss (P&L) and
the various portfolios’ positions and exposures over the past year, at year-end.

For discussions on risk management and control and intra-risk diversification refer to Chapters 2.4.2 and 3.2.1,
respectively, in Common criteria and methodologies for SREP.

3 The basis for calculation: actual exposure vs limits and historical P&L

Pillar 1 requirements are based on actual positions. As the positions, particularly those in the trading book,
are likely to be subject to frequent fluctuation, the FSA also considers the daily positions over the last 12
months to determine whether the reporting date positions reflect the risk inherent in each institution’s busi-
ness activities. In order to increase the risk sensitivity of the Pillar 2-R assessment, some methods ignore the
actual positions and focus solely on the volatility of each portfolio’s historical P&L.

Additionally, institutions are required to have established risk limits for the majority of risk factors. The limits
reflect the level of risk acceptable to the board of directors, and for those institutions that adjust their limits
infrequently, give insight into how the positions and the risk levels might change in the short term. However,
the FSA does not use risk limits directly as a basis for calculation of Pillar 2-R.

In the banking book, institutions make less use of risk limits, except as regards interest rate risk in the banking
book (IRRBB). Moreover, adjusting exposures in the banking book will generally take longer than in the trading
book, where substantial changes are likely to happen on an intraday basis. As a result, there is less reason for
the FSA to monitor the risk limits of the banking book for risk evaluation purposes, except in the case of
interest rate risk.

4 VaR and Stressed VaR
Many of the methods used by the FSA utilize VaR and Stressed VaR calculations. The methods are based on
the VaR standards presented in CRR, as well as the EBA Guidelines on Stressed Value at Risk. These methods

are intended as a minimum standard for institutions using the Internal Model Approach (IMA) for calculating
the capital requirement for market risk in the trading book. However, the FSA uses them as a supervisory
benchmark for risk assessment. The VaR calculations are based either on historical daily P&L figures or on
historical changes to the underlying risk factors.

The former approach assumes that the volatility of the historical daily profit and loss is a good indicator of
potential future losses for the institution. This approach is often used when good historical information or
even decent risk proxies are unavailable. The second approach assumes that the volatility of the underlying
risk factors is a good indication of their future behaviour and therefore the risk of holding the current posi-
tions. In some cases, it is prudent to put more weight on the more recent data, especially if volatility is on the
rise.

The observation period for the VaR calculation is the previous 250 business days. For the Stressed VaR, even
though the observation period is 250 days, the period used must include a significant stress event relevant to
the portfolio under assessment. There are a number of ways to identify a suitable period, for example, the
period with the highest risk factor volatility or the 12-month period with the highest VaR result. For many
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portfolios, a 12-month period relating to significant losses in the 2007/2008 period would adequately reflect
a period of such stress. In addition, other periods relevant to the current portfolio should also be considered
by institutions to determine a historical period that would provide a conservative capital outcome.

5 Assessment of the trading book

The supervisory benchmarks for the setting of Pillar 2-R capital for market risk are based on a calculation of
the estimated potential for loss due to adverse changes in critical market risk factors. The interest rate and
equity risk in the trading book is estimated by using VaR models. Commodity risk has thus far not been
considered a part of the institutions' overall market risk.

Compared to equity and bond markets in larger countries, the Icelandic markets are small, illiquid and rela-
tively volatile. It is, therefore, the view of the FSA that relying only on risk weights and nominal amounts in
the trading portfolios is neither prudent nor risk-sensitive and does not reward institutions that manage their
portfolios in a risk-sensitive manner. This also means that during times of extreme volatility, the resulting
capital requirement can become greater than the nominal value of the bond or equity exposures at the re-
porting date. This is appropriate, as the purpose of the capital requirement is to meet potential losses from
day to day business activities of the trading portfolio, not only the position at the reporting date.

5.1 General interest rate risk

To assess the suitability of Pillar 1 capital requirement for general interest rate risk in accordance with Articles
339 and 340 of CRR, the FSA uses historical VaR and Stressed VaR models in accordance with Articles 362-
369 of the Regulation (and EBA Guidelines on Stressed Value-At-Risk, which applies to institutions using
thelnternal Model Approach (IMA) when calculating regulatory capital requirements. The supervisory
assessment is based on clean (no cost of carry) historical P&L values for the portfolio. No weighting of histor-
ical data is applied. For the stressed VaR calculation, the historical P&L values are scaled for those that are
older than the most recent 250 data points, to reflect changes in the size of the portfolio over the observation
period. The scaling is done by comparing the portfolio size at each data point to the average portfolio size
over the most recent 250 data points. The supervisory benchmark for general interest rate risk in the trading
book is calculated as the sum of:

* 99% VaR on P&L scaled to 10-day holding period, using the last 250 days as a historical observation
period. The higher of (a) the most recent VaR result and (b) an average of the VaR results calculated
over the last 60 business days multiplied by a back-testing multiplication factor of 3.

*  99% Stressed VaR on P&L scaled to 10-day holding period using the most adverse 250-day period
observed during the last five years. The higher of (a) the most recent SVaR result and (b) an average
of the SVaR results calculated over the last 60 business days multiplied by a back-testing
multiplication factor of 3.

The general interest rate risk capital requirement under Pillar 1 is deducted from the result.

5.2 General equity risk

The Pillar 1 capital requirement for equity risk in the trading book is a 100% risk weight for general risk and
100% risk weight for specific risk in accordance with Articles 342 and 343 of CRR. To assess the suitability of
Pillar 1 capital requirement for equity risk, the FSA uses three different methods.

First, the Risk Weight Method, which is in accordance with Article 155 of CRR. This is an IRB method for calcu-
lating capital requirements for equity exposures in the banking book. In general, the exposures in the trading
book should be more liquid and therefore not as risky as the exposures in the banking book. However, be-
cause of the permeability of the boundary between trading and banking books and the illiquidity of the Ice-
landic equity market, the FSA considers the 'Simple risk weight approach’ appropriate. This supervisory bench-
mark for equity risk in the trading book is calculated as the sum of the following:

s 370% risk weight for unlisted equities in the trading book.
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*  290% risk weight for listed equities in the trading book.
* 190% risk weight for private equity exposures in sufficiently diversified portfolios.

*  Look through approach for fund exposures in the trading book (290% or 370% risk weights) and
370% risk weight if such an approach is not possible.

The general and specific equity risk capital requirement under Pillar 1 is deducted. The second method
uses historical VaR and Stressed VaR models in accordance with Articles 362-369 of CRR and EBA Guidelines
on Stressed Value-At-Risk, which applies to institutions using the Internal Model Approach (IMA) when cal-
culating regulatory capital requirements. The supervisory assessment uses clean (excluding cost of carry) his-
torical P&L values for the portfolio. No weighting of historical data is applied. For the stressed VaR calculation,
the historical P&L values are scaled for those that are older than the most recent 250 data points, to reflect
changes in the size of the portfolio over the observation period. The scaling is done by comparing the portfolio
size at each data point to the average portfolio size over the most recent 250 data points. This supervisory
benchmark for general equity risk in the trading book is the sum of:

* 99% VaR on P&L scaled to 10-day holding period, using the last 250 days as a historical observation
period. The higher of (a) the most recent VaR result and (b) an average of the VaR results calculated
over the last 60 business days multiplied by a back-testing multiplication factor of 3.

* 99% Stressed VaR on P&L scaled to 10-day holding period using the most adverse 250-day period
observed during the last five years. The higher of (a) the most recent SVaR result and (b) an average
of the SVaR results calculated over the last 60 business days multiplied by a back-testing
multiplication factor of 3.

The general equity risk capital requirement under Pillar 1 is deducted from the result. The third method uses
historical VaR and Stressed VaR models in accordance with Articles 362-369 of CRR and EBA Guidelines on
Stressed Value-At-Risk, which applies to institutions using the Internal Model Approach (IMA) when calculat-
ing regulatory capital requirements. The supervisory assessment uses historical log returns of the instruments
in the portfolio to calculate VaR using a variance-covariance matrix. No weighting of historical data is applied.
Due to lack of historical data, the FSA prescribes the use of the following proxies: ARION for [SLANDSBANKI,
MAREL for ALVOTECH and SIMINN for NOVA.

To account for the SVaR component, the FSA has decided to scale up the VaR with a SVaR multiplier. The
minimum value of the multiplier is 2.0, which would indicate that the current VaR period is suitable for SVaR
assessment. As the VaR period becomes less stressful, FSA will increase the SVaR multiplier. The goal is for an
identical portfolio to have a constant SVaR component over time and a VaR component that reflects the
current level of market volatility. The multiplier, along with the prescribed proxies, is subject to an annual
review. As a reference, in the 2018 EBA benchmark exercise, the average ratio between VaR and SVaR was 3.0
(multiplier = 4) and 2.4 (multiplier = 3.4) last year. The current SVaR multiplier of 2.5 reflects the current level
of market volatility. The calculation for this supervisory benchmark for general equity risk in the trading book
is as follows:

* 99% VaR on the logarithmic change in historical prices, scaled to 10-day holding period, using the
last 250 days as a historical observation period. The higher of a) the most recent VaR result and b) an
average of the VaR results calculated over the last 60 business days. Both (a) and (b) are multiplied
by a back-testing multiplication factor of 3 and a stressed VaR multiplier of 2.5.

The general equity risk capital requirement under Pillar 1 is deducted from the result.
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For the second and third method, equity positions in foreign markets are treated as if they were all in one
index the Nasdag Composite (IXIC). However, to reflect that the volatility of the foreign equity portfolio is on
average much higher than for the index, the actual index volatility used in the calculations is multiplied by 3.

5.3 Market making discount

Banks play a key role in maintaining market liquidity for equities, in which they are market makers. To reflect
the importance of this role, the FSA gives a specific discount to the capital requirements for benchmarks in
5.2.

The formula for the discount percentage is as follows:

iz, (min(p;, t;))

Di t% =
iscount% ( 2

) *50%
Where:
* P =The average value of the bank’s portfolio over the last 60 business days.

* i = Each equity that has been in Portfolio P at one point or another over the last 60 business days
and for which the bank has an active market-making contract.

*  pi = Average daily position (market value) for equity i in portfolio P over the last 60 business days.
* ti = average daily market turnover of equity i over the last 60 business days.

As the formula states, the discount is only applied to positions, for which the bank has an active market-
making contract. Furthermore, only the part of the position that is at or under the average daily market turn-
over gets a discount.

The Pillar 1 capital requirement acts a floor, i.e. the discount can never lead to a negative Pillar 2-R. The
formula for the Pillar 2-R after discount is as follows:

Pillar 2-R after discount = Max (0, (Pillar 1 + Pillar 2-R) * (1- Discount%)-Pillar 1)

6 Assessment of the Banking book

The supervisory benchmarks for the setting of Pillar 2-R capital for market risk are based on a calculation of
the estimated potential for loss due to negative changes in the most important market risk factors. In the
SREP, the loss potential related to equity, interest rate and property risk in the banking book is measured by
stressing the institutions' portfolio holdings.

6.1 General interest rate risk (IRRBB)
General interest rate risk in the banking book is not assessed under Pillar 1.

The FSA has under development a new IRRBB benchmark, based on EBA guidelines on the management of
interest rate risk arising from non-trading activities (EBA/GL/2018/02). Recently EBA published a revised
Guidelines (EBA/GL/2022/14) as well as two technical standards (EBA/RTS/2022/09 and EBA/RTS/2022/10)
which will replace the Guidelines in two phases in 2023. The development of the new IRRBB benchmark will
take that into consideration.

The Economic value of equity (EVE) benchmark measures the changes in the net present value of interest rate
sensitive instruments over their remaining life resulting from specific interest rate movements, where equity
has been excluded from the cash flow, before and after the interest rate movement. The size of the specific
interest rate shocks will be calculated in accordance with the Guidelines and published along with the finalized
version of the benchmark.

The new benchmark differs in that it is cash-flow rather than modified-duration based, behaviour modelling
is allowed, four new shock scenarios have been added and positions in non-material currencies are excluded.
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A new earnings-based benchmark that measures the change of the net interest income over a three year
horizon, resulting from the specific sudden interest rate movements previously mentioned will also be added.

The systemically important banks have already been required to report their IRRBB positions under a new EBA
reporting template for the year ended 31 December 2022. If the data quality of the reporting is sufficient, the
FSA will try to assess the IRRBB under the new benchmark. Otherwise, the previous EVE benchmark listed
below will apply.

EBA's Guidelines on interest rate risk in the banking book' require interest rate risk to be measured against a
sudden parallel +/- 200 basis point shift of the yield curve (applying a 0% floor). This is a minimum require-
ment. If the +/- 200 basis point shift is lower than the actual level of change in interest rates, calculated using
the 1st and 99th percentile of observed one-day interest rate changes over a five-year period scaled up to a
240-day year, the higher level of shock arising from the latter calculation should be applied.

Conforming to the Guidelines’ prescription, the FSA has calculated the appropriate shifts for the ISK assets
and liabilities to be +/-400 basis points for non-indexed ISK and +/- 240 basis points for indexed ISK. For
assets and liabilities in other currencies, +/- 200 basis point shift is deemed adequate.

The FSA method for assessment is based on sudden, unexpected and permanent parallel yield curve shifts
using +/- 400 basis points for non-indexed ISK, +/- 240 basis points for indexed ISK and +/- 200 basis points
for other currencies. The assets and liabilities are discounted using risk-free yield curves and a modified du-
ration approach. Static> model assumptions, no convexity, no optionality and 0% interest rate floor.® Non-
performing loans and interest rate insensitive impaired loans can be excluded. No fair-value vs book-value
mitigation is allowed.

6.2 Equity risk

The Pillar 1 capital requirement for equity risk in the banking book is calculated at 100-1250% risk weight in
accordance with Article 133 of CRR. To assess the suitability of the Pillar 1 capital requirement for equity risk,
the FSA uses the ‘Simple risk weight approach’, in accordance with Article 155 of CRR. This is an IRB method
for calculating capital requirements for equity exposures in the banking book. The supervisory benchmark for
equity risk in the banking book is calculated as the sum of the following:

s 370% risk weight for unlisted equities in the banking book.
s 290% risk weight for listed equities in the banking book.

*  Look-through approach for fund exposures in the banking book (290% or 370% risk weights) and
370% risk weight if such an approach is not possible.

The capital requirement for equity risk in the banking book, under Pillar 1 is deducted from the result.

7  Assessment of risks originating in both books

The assessment of the Pillar 2-R for market risk is based on a calculation of the estimated potential for loss
due to adverse changes in critical market risk factors. In the SREP, the loss potential related to exchange rate
risk in both books is measured using a VaR model.

7.1 Exchange rate risk
Exchange rate risk in Pillar 1 is based on the higher of, respectively, the sum of short and the sum of long
positions across all currencies in accordance with Articles 351-354 of CRR.

' See item 24(a) in Chapter 3 of Guidelines on the management of interest rate risk arising from non-trading

activities (EBA/GL/2015/08).

2 Guidelines on the management of interest rate risk arising from non-trading activities, item (c) on page 15.
3 For the curve shifts, not individual financial instruments.



To assess the suitability of Pillar 1 capital requirement for an institution’s exchange rate risk, the FSA uses a
‘Covariance Matrix VaR' benchmark method, unlike the simple historical VaR used for positions in the trading
book. The benchmark uses each institutions’ net position in each currency (other than ISK) at the reporting
date. The confidence level is 99%. The holding period is the most adverse 250 days observed over the previous
five-year period, taking into account each institutions FX positions.

In order to validate whether or not the FX positions at the reporting date are 'normal’, the VaR result for the
reporting date is compared with the average result using the FX positions from the last 60 business days
before the reporting date.

The exchange rate risk capital requirement under Pillar 1 is deducted from the result.

7.2 Indexation risk
Indexation risk is the risk of loss due to unexpected changes in inflation, which derive from an imbalance in
indexed assets and liabilities.

Indexation risk is not addressed under Pillar 1 but it is similar to FX risk. Inflation is subject to seasonality and
its historical distribution is both skewed and has excess kurtosis. In order to take account of those character-
istics, the historical data set* is adjusted for seasonality and MVaR?® is used to calculate a 1-year 99% VaR for
negative indexation balance:

MVaR = |z 432 - 1) + 2 (2% - 32) 52(23 52)
an = |Z 6Z 242 Z 36 VA Z)|o

z: 2.33
K: Excess kurtosis
S: Skewness

For MVaR calculation of positive, a negative data set (multiplied by -1) is used.
Capital requirement, as a ratio of indexation balance amount:

Positive balance: 3.53%
Negative balance: 6.46%

For capital requirement assessment, the FSA looks at the capital requirement neutral CPl imbalance (based
on the SREP requirement including Pillar 1, Pillar 2-R, capital buffers and 1% management buffer).

Due to historical correlation, institutions are permitted to model indexation risk and IRRBB risk jointly. How-
ever, since the correlation fluctuates and, in some circumstances, breaks down, a floor of 75% has been set to
limit the diversification benefits enjoyed by the institutions.

4 Monthly inflation from January 2001 till October 2017.
5> L. Cavenaile & T. Lejeune (2012). A Note on the Use of Modified Value-at-Risk, Journal of Alternative Investments.
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1 Introduction
This Annex elaborates on the setting of capital buffers, their objectives, and exemptions from them.

According to Chapter X of Act No 161/2002, on Financial Undertakings, institutions shall maintain capital
buffers. Capital buffers are intended to counter systemic risk in the financial system, enhance institutions’
resilience against loan losses and mitigate the impact of financial cycles on the real economy. There are five
capital buffers:

e Capital conservation buffer.

e  Countercyclical capital buffer.

e Capital buffer for globally systemically important institutions (G-SII buffer).
e Capital buffer for other systemically important institutions (O-SII buffer).

e  Systemic risk buffer.

According to Part A of Chapter X of Act No 161/2002, capital buffers are to be maintained on a consolidated,
sub-consolidated or entity basis, as appropriate. First there is an obligation to maintain capital in order to
fulfil systemic risk buffer requirements, then capital buffer for systemically important institutions,
countercyclical capital buffer and finally capital conservation buffer. Capital buffers shall be met exclusively
with Common Equity Tier 1 (CET1) capital.

The provisions of Chapter X of the Act do not apply to investment firms. However, investment firms which are
required to have initial capital, as a minimum, amount to the equivalent of EUR 730 thousand in ISK, are
required to maintain capital conservation buffer and countercyclical capital buffer unless they meet the foll-
owing criteria, cf. Article 83(e) of Act No 161/2002:

1. The firm’s total worked man-years amount to less than 250.

2. The firm’'s annual turnover, according to the annual accounts, does not exceed the equivalent of EUR
50 million in ISK or assets according to the annual accounts do not exceed the equivalent of EUR 43
million in ISK.

Current capital buffer rates are disclosed by the Central Bank of Iceland (CBI) on its website.

2 Capital conservation buffer

According to Part B of Chapter X of Act No 161/2002, institutions must maintain CET1 capital to meet the
requirements for capital conservation buffer equal to 2.5% of their risk base calculated in accordance with
Paragraph 3 of Article 92 of Regulation (EU) No 575/2013 (CRR) on an consolidated and entity basis.

The objective of the buffer is to conserve institutions’ capital.

3 Countercyclical capital buffer

According to Part C of Chapter X of Act No 161/2002, the CBI shall issue rules on countercyclical capital buffer
based on an approval from the Financial Stability Committee of the CBI (FSC)." The requirement must be met
by CET1 capital, calculated as a percentage of institutions risk base, as provided for in the Paragraph 3 of
Article 92 of CRR multiplied by the weighted average of the countercyclical capital buffers in the member
states where the institution’s credit exposures are located and, and shall be maintained on a consolidated and
entity basis.

T Cf. Rules No 1076/2021 on countercyclical capital buffers for financial undertakings.
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The buffer shall be reviewed on a quarterly basis. If the buffer rate is increased, it takes effect no later than 12
months after the decision is made. A shorter lead-time can be applied given extraordinary circumstances in
financial markets but must be substantiated.

The countercyclical capital buffer enhances institutions’ resilience and can reduce the severity of financial
crisis. Releasing the buffer during times of stress gives institutions the capacity to lend during a financial-cycle
downturn, thereby mitigating its impact on the real economy. When deciding to impose the buffer, indicators
of cyclical systemic risk are considered.

The buffer rate is generally set between 0-2.5% of the risk base. The percentage shall be a multiple of 0.25
percentage points. It can be set higher than 2.5% under special circumstances. Institutions shall disclose
compliance information relating to the stipulated countercyclical capital buffer in accordance with Article 18
of Act No 161/2002, Article 440 of CRR and Commission Implementing Regulation (EU) 2021/637, cf. Rules
No 1700/2022.

The institution-specific countercyclical capital buffer rate (i.e. the weighted average of countercyclical capital
buffer rates in other EEA member states, or in special circumstances non-member states to which the
institution has private sector credit exposures) applies to the institution-wide risk base.

The final institution specific buffer add-on amount is calculated as the weighted average of the countercyclical
capital buffer rate applicable in the member states in which an institution has private-sector credit exposures
(including the institution’s home state) multiplied by the risk base. The weight for the buffer rate applicable
in each member state is the credit exposure that relates to private-sector credit exposures allocated to that
state, divided by the institution’s total credit exposure that relates to private sector credit exposures across all
countries. Private sector credit exposures subject to the market risk capital framework are the risk-weighted
equivalent trading-book capital charges for the specific risk, the incremental risk charge, and securitisation.?

Example: The countercyclical capital buffer rates in Iceland (2%), Sweden (2%), Germany (1.75%) and Norway
(2%) are of the risk base, respectively. This means, for example, that any loans to Swedish counterparties,
irrespective of the location of the institution providing the loan, will be assigned a buffer requirement of 2%.
Consequently, an institution with 80% of its credit exposure to Icelandic counterparties, 5% of its credit
exposures to Swedish counterparties, 6% to German counterparties and 9% to Norwegian counterparties, will
have the following institution specific countercyclical capital buffer rate:

Table 1 Example of how contercyclical capital buffer is calculated

Buffer rate (%) Geographical location of credit exposures (%)
Iceland 2 80
Sweden 2
Germany 0.75
Norway 2
Weighted average 1.925

The weighted average is 1.925%, which is multiplied by the risk base to obtain the capital requirement for the
countercyclical capital buffer.

Current countercyclical capital buffer rates in the EEA member states are disclosed by the European Systemic
Risk Board (ESRB) on its website.

2 See also Commission Delegated Regulation (EU) No 1152/2014, cf. Rules No 787/2022.
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4  Capital buffer for globally systemically important institutions (G-SIl buffer)
According to Part D of Chapter X of Act No 161/2002, the CBI can, by means of rules it issues with the prior
approval of the FSC, stipulate that an institution that is considered to be globally systemically important, shall
maintain capital buffer for globally systemically important institutions on a consolidated basis.?

Capital buffers for globally systemically important institutions shall amount to 1-3.5% of their risk base, cf.
Paragraph 3 of Article 92 of CRR. The requirement must be met by CET1 capital. However, if there are capital
buffers both for globally systemically important institutions and capital buffers for other systemically
important institutions, they shall not be combined, but only the highest capital buffer shall apply, cf. Article
83(c) of Act No 161/2002.

The G-SlI buffer shall be reviewed at least annually. No Icelandic institution has been determined as globally
systemically important by the CBI.

5 Capital buffer for other systemically important institutions (O-SII buffer)
According to Part E of Chapter X of Act No 161/2002, the CBI shall issue rules on capital buffer rate for other
systemically important institutions on a consolidated and entity basis.* The buffer rate shall amount to 0-3%
of their risk base, cf. Paragraph 3 of Article 92 of CRR, and the requirement must be met by CET1 capital.

Systemically important institutions are those that, due to their size and the nature of their activities, could
have a significant negative impact on financial stability and the real economy if they experience difficulties.
For this reason and because systemically important institutions are usually important in terms of financial
markets operations, public access to payment services, and individuals’ access to their deposits, the public
safety net for such Institutions is tighter than for others and both direct and indirect guarantees of their
obligations are more extensive. This amplifies the moral hazard involved, as these institutions can take on
more risk than is optimal for the financial system at large. Therefore a regulatory framework, in particular
increased capital requirements and more active monitoring, is needed to counteract this tendency.

The CBI sets the rate based on an approval from the FSC. The FSC also determines which institutions are
systemically important using the following criteria which are based on EBA Guidelines:®

a. Size.

b. Importance for the economy of the EEA or Iceland.

c. Scope of cross-border activities.

d. Interconnection between the institution or group and the financial system.
The O-SII buffer shall be reviewed at least annually.

The combined percentage of capital buffers for systemically important institutions (G-SII or OS-SII buffers)
and systemic risk buffers may not be higher than 5% of capital, except with the approval of the Standing
Committee of the EFTA States. On interaction between the O-SII buffer and the G-SII buffer see Chapter 4 of
this Annex.

Three institutions have been determined as systemically important in Iceland by the CBI: Arion banki hf,
islandsbanki hf. and Landsbankinn hf.

3 Cf. Article 86(b) of Act No 161/2002 and Commission Delegated Regulation (EU) No 1222/2014, cf. Rules No
886/2022.

4 Cf. Rules No 324/2020 on capital buffers for systemically important financial undertakings.

5> Guidelines On the criteria to determine the conditions of application of Article 131(3) of Directive 2013/36/EU
(CRD) in relation to the assessment of other systemically important institutions (O-SlIs) (EBA/GL/2014/10).
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Current systemically important institutions (G-SIl and O-SIl) in the EEA and its buffer rates are disclosed by
the ESRB on its website.

6 Systemic risk buffer

In accordance with Part F of Chapter X of Act No 161/2002, the CBI shall issue rules on systemic risk buffer
based on an approval by the FSC.6 The buffer rate shall amount to 0-3% of institutions risk base risk base, as
provided for in the Paragraph 3 of Article 92 of CRR or specific classes of exposures. Institutions shall maintain
the buffer on consolidated and entity basis The requirement must be met by CET1 capital.

The purpose of the systemic risk buffer is to prevent or restrict the effects stemming from systemic risk related
to the structure and long-term tendencies in the real economy and the financial system.

The systemic risk buffer shall be increased in gradual or accelerated steps of 0.5 percentage points. The re-
quirement to maintain the buffer can vary depending on the type of institution.

On interaction between the systemic risk buffer and O-SII buffer or the G-SII buffer see Chapter 5 of this
Annex.

The systemic risk buffer shall be reviewed at least every two years.

The systemic risk buffer may apply to all exposures, domestic exposures, or different classes of exposures. It
can also apply to exposures in other EEA member states and non-member states. However, the CBI shall first
recognise_systemic risk buffers imposed by other countries for exposures in those countries.

When the systemic risk buffer only applies to domestic exposures, the effective risk buffer rate is calculated
by multiplying the proportion of the domestic credit exposure by the domestic systemic risk buffer rate. To
calculate the domestic systemic risk buffer rate and reciprocated risk buffers in other countries, refer to the
method used to calculate the institution-specific countercyclical capital buffer in Chapter 3 of this Annex.

Example: If the proportion of domestic credit exposure is 80% of the risk base of the institution and the
domestic systemic risk buffer rate is 3%, then the effective buffer rate is 2.4% (80% * 3%) which is then multi-
plied by the risk base to obtain the capital requirement for the buffer.

Current systemic risk buffer rates in the EEA member states are disclosed by the ESRB on its website.

6 Cf. Rules No 323/2020 on systemic risk buffers for financial undertakings.
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