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Preface

This risk and capital management report is be-
ing published in compliance with DLR’s dis-
closure requirements under CRR rules. As a
SIFl institution, DLR shall apply the European
Banking Authority’s (EBA) guidelines to all ob-
ligations of disclosure that DLR publishes af-
ter 31 December 2017. Publication is on

DLR’s website www.dlr.dk/investor.

All information will be regularly updated to the
extent deemed necessary, though at least in
connection with the publication of DLR’s An-
nual Report. A quarterly supplement to the an-

nual risk and capital management report will
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be published from 2018 onwards. The supple-
ment will also be published on DLR’s website

www.dlr.dk/investor.

It is the view of DLR that the information
stated here complies with both the Pillar Il in-
formation requirements as prescribed in the
CRR regulation (CRR articles 431-455) and
the EBA’s guidelines on regulatory disclosure

under the Pillar Ill requirements.

This report has been updated in accordance
with DLR’s Annual Report 2017 and has been
approved by DLR’s Board of Directors and Ex-

ecutive Board on 8 February 2018.




Introduction

DLR Kredit A/S' is a Danish mortgage credit
institution owned by 58 local and national
banks that collaborate with DLR and by
Nykredit Realkredit A/S and PRAS A/S.

DLR grants loans against mortgages on real
property in Denmark to finance agricultural
property - including residential farms - and
other commercial properties and private coop-
erative housing. Since 2002, DLR has also
been granting loans in Greenland and since
2009 the Faroe Islands. At the end of 2017,
DLR’s loan portfolio in terms of nominal out-
standing bond debt amounted to
DKK 140.7bn, of which loans to Greenland

and the Faroe Islands amounted to DKK 1.9bn

or 1.4 pc of the loan portfolio.

DLR had, on average, 173 FTE employees in
2017. In addition, DLR has 24 agricultural val-
uation experts attached to the company. DLR
has no branch offices, as loans are distributed
through the branch networks of DLR’s share-

holder (owner) banks.

DLR’s loan portfolio grew by DKK 3bn (nomi-
nal) in 2017. Lending for agricultural proper-
ties accounted for 62 pc of the portfolio, while
lending for residential farms and owner-occu-
pied dwellings amounted to just under 6 pc of

the portfolio. The remaining just over 32 pc

1 Hereafter DLR
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was attributable to commercial property, the
vast bulk of which was loans for office and re-
tail property, private residential rental prop-

erty and cooperative housing.

At the end of 2017, DLR’s market share for
agriculture-related mortgage loans was 32 pc,
while its market share for mortgage loans on
office and retail property and on private resi-
dential rental property was 9 pc and 7 pc, re-

spectively.

DLR’s main risk by far is credit risk, i.e. the
risk that a borrower is unable to make the pay-
ments due on the loan to DLR. Credit risk is
limited by collateral in the form of DLR’s mort-
gage on the property and also the guarantee
and loss-mitigating agreements DLR has with

its loan-distributing shareholder banks

DLR’s net profit after paying interest to the
owners of hybrid (tier 1) core capital was DKK
824m, all of which was added to DLR’s re-
serves, as DLR did not pay dividends to its

shareholders.

DLR’s capital base was further affected in
2017 by the sale of treasury shares for DKK
632m in all and the redemption of DKK 1.3bn
in hybrid (tier 1) core capital alongside the
simultaneous issuance of DKK 650m in sup-
plementary (tier 2) capital. Developments in

DLR’s earnings and capital have resulted in




DLR’s total capital ratio increasing to 15.9 at with a stable outlook. DLR’s covered bonds

the end of 2017 compared to 14.3 at the end (SDO) and mortgage bonds (RO) have been
of 2016. DLR’s common equity tier 1 (CET 1) assigned the highest rating of AAA by S&P
capital ratio was 15.1 at the end of 2017. and also have a stable outlook.

DLR has been rated by S&P Global Ratings
since May 2012 and had its issuer rating

raised by one notch in May 2017 to A-, still
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1. MANAGEMENT AND CONTROL OF RISK

1.1 Risk exposure and capital re-

sources

As a mortgage credit institution, DLR is ex-
posed to various types of risk, such as credit
risk, market risk, liquidity risk and operational
risk, etc., of which credit risk is by far the most

significant.

DLR applies the specific balance principle as
defined in the Bond Executive Order to its
lending activities. Applying the principle
means there is a full funding match between
the interest and principal payments received
by DLR from borrowers and DLR’s payments
to bondholders. In practice, the balance prin-
ciple means DLR’s credit business does not
assume interest rate, exchange rate or liquid-
ity risk — including prepayment risk. DLR’s
main risk is credit risk, i.e. the risk that a bor-

rower is unable to repay a loan.

However, DLR’s risk of loss is estimated to be
limited due to DLR’s relatively simple busi-
ness model, focus on policies and guidelines,
strict credit management, guarantee and loss-

mitigating concepts, limited market risk, etc.

Under current rules, Danish mortgage credit
institutions may apply the standard method or

the Internal Ratings Based (IRB) approach
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when calculating the organisation’s risk expo-
sure for credit risk purposes. Regardless of
the method chosen, the credit institution must
allocate capital for each exposure equivalent

to the risk on the exposure.

DLR has elected to operate with capital re-
sources that exceed the regulatory minimum
requirement. DLR’s capital resources com-
bined with its annual profit, which constitutes
a front-line buffer against loss, should there-
fore be able to absorb losses on a substantial
scale. Given this, the overall risk associated
with DLR’s operations is assessed to be lim-

ited.

Risk management is a key feature of DLR’s
day-to-day operations. Like other Danish
mortgage credit institutions, DLR is subject to
the Danish Mortgage Credit Loans and Mort-
gage Credit Bonds, etc. Act, the Danish Fi-
nancial Business Act, the Executive Order on
the Issue of Bonds, the Balance Principle and
Risk Management (“the Bond Executive Or-
der”) and other executive orders issued pur-
suant to the above legislation. DLR’s limited
risk exposure is in part due to this detailed,

risk-reducing legislation.




1.2 Overall risk management at DLR

DLR is exposed to various types of risk; pri-
marily credit risk, market risk and operational
risk, but also liquidity risk, the risk of IT dis-
ruptions/breakdowns, financial counterparty
risk, etc, all of which are discussed in detail in

the following sections.

DLR’s business model and the types of risk

DLR is exposed to are closely linked.

DLR’s Board of Directors has overall respon-
sibility for monitoring and mitigating the risks
incurred by DLR. Based on DLR’s business
model and risk assessments, etc. the Board of
Directors has determined policies and guide-
lines and hence limits for the risks that DLR
may assume. Delegation of responsibility
throughout the organisation is based on these

policies, guidelines and limits.

DLR’s organisation is based on an Executive
Board and a series of function Heads who all

report directly to the Executive Board.

The Board of Directors and Executive Board
have overall responsibility for DLR’s risk man-
agement, internal controls, compliance with
relevant legislation and other regulations re-
lating to DLR’s choice of risk exposure. The
Board of Directors and the Executive Board
set and approve general policies, procedures

and controls in key risk management areas.
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In compliance with statutory requirements, the
Board of Directors has also established an /n-
ternal Audit function that reports to the Board
of Directors and which, in accordance with a
Board-approved audit plan, conducts spot-
check reviews of business procedures, manu-
als and internal controls in areas of im-
portance and material risk. All business pro-
cedures, etc. are available to DLR’s employ-

ees.

The Board of Directors is regularly updated on
and addresses general risk issues at Board
meetings and on an ad hoc basis as the situ-
ation requires. Furthermore, a comprehensive
assessment of DLR’s risk situation is pre-
pared and presented at least annually to the
Board of Directors, who determine whether
risk levels are acceptable. DLR’s Executive
Board is regularly updated at meetings and in
writing about DLR’s risk profile and is also in-
volved in the ongoing monitoring and manage-
ment of risks more general or principle in na-

ture within individual risk areas.

DLR’s Board of Directors has also established
a Risk Committee and an Audit Committee to
address risk issues. The Audit Committee is
tasked with reviewing accounting, auditing
and security practices and monitoring DLR’s
internal control and risk management sys-
tems. The Risk Committee’s duties include
advising the Board of Directors on DLR’s

overall current and future risk profile and

7
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strategy, and helping the Board of Directors
ensure its risk strategy is implemented. The
Risk Committee also undertakes preparatory
work on key materials associated with, for ex-

ample, risk assessments and with determining

DLR’s adequate capital base and solvency
need prior to the Board of Directors undertak-

ing its deliberations.

Figure 1. Risk management at DLR - the three lines of defence
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Risk Management at DLR is built around the
“three lines of defence” model. The Executive
Board has further delegated day-to-day risk
management responsibility with overall con-

trol based on three function levels:

The business operation constitutes the first
line of defence. The business areas ensure
that risks are identified, analysed, measured,
controlled and reported, and that they are kept

within the risk limits DLR’s management has
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set, and also that business activities comply
with external and internal requirements. The
foundation for this is a clear organisational
structure, well-defined reporting lines, author-
isation procedures and people segregation
(“four eyes principle”). This ensures a clear di-
vision of responsibilities and an appropriate
segregation of functions between operations,
development, risk management, reporting and

control within the various types of risk.
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The risk, control and compliance functions are
the second line of defence. These functions
are responsible for monitoring whether the
management of risk and associated limits
have been implemented and complied with,
whether policies and business procedures are
being followed and whether the internal con-
trol checks carried out by the business level

function satisfactorily.

Internal audit — together with the external au-
ditors — is the third line of defence. Based on
an audit plan approved by the Board of Direc-
tors, Internal Audit is responsible for inde-
pendently auditing DLR’s internal controls and
performing the statutory audit of DLR’s annual
report in collaboration with the external audi-
tors. The internal and external auditors en-
dorse the annual report and in connection with
this submit an auditor’s report to the Board of
Directors detailing any issues identified that
the Board should be informed about. Reports
are also submitted on a regular basis to the

Board of Directors and the Audit Committee.

1.3 Risk management, compliance

and control

DLR has established both a risk monitoring
function and a compliance function with an In-
dependent Risk and Compliance Monitor re-
sponsible for ensuring that risk management
and compliance tasks are performed appropri-

ately. The independent risk and compliance
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monitor reports directly to DLR’s Executive
Board. Dismissal of the independent risk and
compliance monitor requires approval from

DLR’s Board of Directors.

In accordance with instructions, the independ-
ent risk and compliance monitor supervises
DLR’s governance arrangements, including
the segregation of tasks in the organisation
and the prevention of conflicts of interest. Su-
pervision is based on the policies and guide-
lines drawn up by the Board of Directors along
with associated business procedures and the
business procedures prepared for the inde-
pendent risk and compliance monitor. The in-
dependent risk and compliance monitor re-
ports quarterly to the Executive Board on the
control checks that have been made. The re-
sults of the control checks are also included
in the annual risk report submitted to the

Board of Directors.

The risk monitor may express concern and
warn the Board of Directors about particular
issues. In addition, the independent risk and
compliance monitor always participates in the
meetings of the Risk Committee and provides
it with information. The independent risk mon-
itor also regularly participates in the meetings
of the Board of Directors, including in connec-
tion with presenting the risk management

function’s report.




DLR has, furthermore, established a separate
control function which performs internal, inde-
pendent control checks of all tasks that in-
volve a material risk, cf. Executive Order on
control and management of Banks, etc. The
purpose of the control activities is to ensure
that defined targets, policies, guidelines,
manuals, procedures, etc. are adhered to and
to prevent, identify and correct any errors, dis-
crepancies, omissions, etc. in a timely man-
ner. Control activities include manual and
physical checks as well as general IT checks
and automatic application controls in the var-

ious IT systems, etc.

Monitoring and control is done via ongoing
and/or periodical assessments and checks at
all significant levels. The extent and fre-
quency of these mainly depends on the risk
assessments and the results of ongoing
checks. Any vulnerabilities, control failures,
breaches of policy or limits, etc. or other dis-
crepancies are reported to the Executive
Board. Significant events are also reported to
the Board of Directors, including the Audit
Committee, and reported in the annual risk as-

sessment.

DLR’s risk and compliance monitor also has
overall responsibility for DLR’s independent
control procedures, which ensures the risk
monitor maintains a good overview of DLR’s
risks. Appropriate procedures have been es-

tablished to ensure the independence of the
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risk monitor despite any additional duties. The
risk monitor, for example, does not check and
control his/her own specific areas. The risk
monitor may also requisition other DLR em-
ployees as needed to work on certain tasks.
DLR’s Risk and Compliance Monitor, Flem-
ming Pedersen, has decided to retire from the
end of February 2018, and DLR is therefore in

the process of finding a replacement.

1.4 Managing credit risk

Credit risk constitutes DLR’s most important
risk. However, several factors help to reduce
credit risk. As a mortgage credit institution,
DLR only grants loans against a registered
mortgage on real property and within the stat-

utory loan limits.

To identify credit risk, a detailed assessment
is made of the mortgageable property and the
borrower’s finances. The starting point for as-
sessing the mortgageable property is deter-
mining its market value. This is done by DLR’s
own valuation experts, who have local
knowledge. Credit scoring is the responsibility
of DLR’s credit department in Copenhagen.
Credit scoring models are used for certain
customer segments. DLR’s organisational
set-up ensures a separation of functions be-
tween the property valuation and the credit

assessment.

DLR’s Board of Directors has determined

DLR’s credit policies and guidelines for the
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granting of credit — including limits for the Ex-
ecutive Board’s lending authorities — in order
to achieve the desired level of risk. Within the
set limits, internal business procedures and
instructions further delegate lending authori-
ties to the various sections/persons in DLR’s

organisation.

LTV calculations (calculations of the loan
portfolio’s position in the order of priorities in
the mortgaged properties) are used to create
an overview of overall risk, as low LTV values
indicate a relatively secure position in the or-
der of mortgage priorities. DLR continually
monitors LTV values, which are partly based
on current (mainly annual) market valuations.
Continual LTV monitoring is a permanent fea-

ture of DLR’s management reporting.

As well as collateral in the mortgaged property
and a detailed credit assessment, DLR has re-
duced its credit risk on individual loans and its
risk at portfolio level via significant guarantee
schemes that the loan-distributing banks
(DLR’s shareholders) provide for the distrib-
uted loans. The schemes also include loss off-
setting in the commission payments made to

the banks.

Internal rating models are used with the bulk
of the loan portfolio to calculate credit risk.
The rating models for full-time farms comply
with the requirements for advanced internal
ratings-based methods (IRBA) and are ap-

proved by the Danish Financial Supervisory
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Authority (FSA). The models are regularly val-
idated. A detailed analysis of the models’ per-
formance is made annually and supplemented
with quarterly and - for some analyses -
monthly updates. Validations and updates are
reviewed by DLR’s Rating Committee, with
significant changes requiring pre-approval
from the Board of Directors and an auditors’
report before approval for the change can be

sought from the Danish FSA.

DLR’s Risk Committee prepares and reviews
a list of DLR’s 20 largest risks on a quarterly
basis. The review is based on an evaluation
of the assessed probability of the event occur-
ring and the estimated cost of the event

should it occur.

1.5 Management declaration

DLR Kredit A/S’s Board of Directors approved
DLR’s Risk and Capital Management Report
on 8 February 2018.

It is the Board of Directors’ view that DLR’s
risk management procedures are adequate
and ensure implemented risk management
systems meet all requirements with respect to

DLR’s profile and strategy.

Furthermore, the Board of Directors views the
description below of DLR’s general risk profile
as giving a true and fair picture of DLR’s risk

management and risk appetite.

1"



The Board of Directors’ assessment is based
on the Board of Directors-approved business
model and strategy and reports provided to
the Board of Directors by the Executive Board,
Internal Audit and the Independent Risk Mon-

itor and Compliance Manager.

An examination of the business model and
policies indicates that the general require-
ments of the business model for each risk
area are fully and comprehensively reflected
in the more specific limits of the individual pol-
icies. A review of the Board of Director’s in-
structions to the Executive Board and the au-
thorities delegated to the Executive Board in-
dicates that stipulated limits in individual poli-
cies are fully and comprehensively reflected
in the underlying instructions to the Executive
Board and the authorities delegated to the Ex-
ecutive Board, and that real risks are within
the limits stipulated in individual policies and
authorities. Based on this, the Board of Direc-
tors concludes there is compliance between
the business model, policies and instructions

and the real risks in the individual areas.

DLR’s business strategy is based on its goal
of being a strong and attractive partner within
its market area. DLR aims for profitable earn-

ings based on product pricing that reflects the
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risks and capital requirements DLR assumes
together with a holistic assessment of the
scope of its business with customers and
counterparties. DLR aims to have a suitably
robust capital base that supports its business

model and bond ratings.

The maximum risk tolerance accepted by the
Board of Directors is managed via defined lim-
its in individual policies and guidelines, etc.
These include the following three areas of

control

e DLR’s capital target was 14.4 pc at the
end of 2017, while DLR’s total capital ra-
tio was 15.9 pc.

e DLR’s Board of Director’s has defined a
leverage ratio limit of 5 pc, which is
above the statutory limit of 3 pc. DLR’s
leverage ratio was 7.0 pc at the end of
2017.

e |n the market area, DLR aims for a maxi-
mum interest rate risk of 3 pc, which is
below the statutory requirement of 8 pc.
DLR’s interest rate risk was 1.5 pc at the
end of 2017.

The Board also takes into account, for exam-
ple, the limits set in the Danish FSA’s “Super-

visory Diamond”.

12



2. MANAGEMENT AND ADMINISTRATION

2.1 DLR’s Board of Directors

At the end of 2017, DLR’s Board of Directors
consisted of 14 members, of whom nine were
elected at the Annual General Meeting. Of the
AGM-elected Board members, four were
elected from among the members of the As-
sociation of Local Banks, Savings Banks and
Cooperative Banks in Denmark, and four from
among the members of National Banks in

Denmark. Furthermore, one member was

elected jointly by the two Associations.

DLR employees also elected five members to

the Board of Directors.

As of year-end 2017, the Board of Directors

consisted of:

Elected by the General Meeting
e Vagn Hansen (chairman), Managing Di-

rector & CEO, Sparekassen Vendsyssel

e Lars Mgller (vice chairman), Managing Di-

rector, Spar Nord Bank A/S

e Claus Andersen, Managing Director &
CEO Nordjyske Bank A/S

e Gert R. Jonassen, Managing Director &
CEO, A/S Arbejdernes Landsbank

e Karen Frgsig, Managing Director & CEO,
Sydbank A/S

e Peter Geemelke, Farmer

e Torben Nielsen, former governor of Dan-

marks Nationalbank

e Jan Pedersen, Managing Director & CEO,

Danske Andelskassers Bank A/S
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e Lars Petersson, Managing Director &
CEOQO, Sparekassen Sjeelland-Fyn A/S

Employee representatives:

e Randi H. Franke, Head of Business Devel-
opment and Communication

e Jakob G. Hald, Agricultural Account Man-
ager

e Kim Hansen, Office Attendant

e Sgren Jensen, Legal Consultant

e Agnete Kjeersgaard, Administrative Officer
Gert R. Jonassen, Managing Director & CEO,
A/S Arbejdernes Landsbank, was elected to
DLR’s Board of Directors at the Annual Gen-
eral Meeting on 27 April 2017. Anders Dam,
Managing Director & CEO, Jyske Bank A/S,
stepped down from the Board at this time. The
remaining Board members elected by the An-

nual General Meeting were re-elected.

Other directorships held by the Board of Di-
rectors

Vagn Hansen (chairman), Managing Director
& CEO, Sparekassen Vendsyssel

e Chairman of the Board of Directors of
Egnsinvest Holding A/S as well as two
subsidiaries

e Chairman of the Board of Directors of HN
Invest Tyskland 1 A/S

e Member of the Board of Directors of Spar-
Invest Holding SE

e Member of the Board of Directors of Skan-
dinavisk Data Center A/S (SDC)

e Member of the Board of Directors of Spar

Pantebrevsinvest A/S

13
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Member of the Board of Directors of Lo-
kale Pengeinstitutter

Member of the Board of Directors of For-
valtningsinstituttet for Lokale Pengeinsti-

tutter

Lars Mgller (vice chairman), Managing

Director, Spar Nord Bank A/S

Chairman of the Board of Directors of Bl
Holding A/S (Bankinvest Gruppen)
Chairman of the Board of Directors of Bl
Asset Management A/S

Chairman of the Board of Directors of Bl
Management A/S

Member of the Board of Directors of Aktie-

selskabet Skelagervej 15

Claus Andersen, Managing Director & CEO,

Nordjyske Bank A/S

Chairman of the Board of Directors of
Sabygaard Skov A/S

Member of the Board of Directors of
Foreningen Bankdata

Member of the Board of Directors of Lo-
kale Pengeinstitutter

Member of the Board of Directors of Bl
Holding A/S (Bankinvest Gruppen)
Alternate Member of the Board of Direc-

tors of Finance Denmark

Peter Geemelke, Farmer, Vejen

Chairman of the Board of Directors of
Danske Spil A/S

Chairman of the Board of Directors of
Lavenholmfonden (Commercial founda-
tion)

Chairman of the Board of Directors of
NGF Nature Energy Biogas A/S
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Chairman of the Board of Directors of
foreningen Norliv fmba

Chairman of the Board of Directors of Det
Grgnne Museum

Member of the Board of Directors of Kirkbi
A/S

Member of the Board of Directors of
Feellesfonden

Member of the Board of Directors of
Nordea Liv and Pension A/S

Member of the Board of Directors and
member of the Committee of Shareholders
of Tryghedsgruppen smba

Member of the Board of Directors and
member of the Supervisory Board of
Askov Hgjskole

Member of the Board of Directors of Dan-
marks Nationalbank

Member of the Committee of Shareholders
of Sydbank A/S

Member of the Committee of Representa-

tives of Hedeselskabet

Karen Frgsig, Managing Director & CEO,
Sydbank A/S

Chairman of the Board of Directors of
Ejendomsselskabet af 1. juni 1986 A/S
Chairman of the Board of Directors of
DIBA A/S

Chairman of the Board of Directors of
Foreningen Bankdata

Member of the Board of Directors and vice
chairman of Landsdaekkende Banker
Member of the Board of Directors and vice
chairman of PRAS A/S

Member of the Board of Directors of Fi-

nance Denmark

14

[ L



Member of the Board of Directors of To-
talkredit A/S

Member of the Board of Directors of Bl
Holding A/S (Bankinvest gruppen)
Member of the Board of Directors of
Musikhuset Esbjerg (The Esbjerg Perform-
ing Arts Centre) — a Commercial Founda-
tion

Member of the Board of Directors of FR |
af 16. september 2015 A/S

Member of the Board of Directors of Syd-
bank Sgnderjyllands Fond

Member of the Board of Directors of Syd-
bank Fonden

Member of the Committee for Good Gov-

ernance

Gert R. Jonassen, Managing Director & CEO,

A/S Arbejdernes Landsbank

DLR -

Chairman of the Board of Directors of AL
Finans A/S

Chairman of the Board of Directors of
Foreningen Bankernes EDB-Central
Member of the Board of Directors and
Vice Chairman of Finanssektorens Uddan-
nelsescenter

Member of the Board of Directors and
Vice Chairman of LR Realkredit A/S
Member of the Board of Directors of Pen-
sion Danmark Holding A/S

Member of the Board of Directors of Pen-
sion Danmark Pensionsforsikringsaktie-
selskab

Member of the Board of Directors and vice
chairman of PRAS A/S

Member of the Board of Directors of

Landsdaekkende Banker
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Member of the Board of Directors of To-
talkredit A/S
Managing Director at Handels ApS Panop-

tikon

Torben Nielsen, former governor of Danmarks

Nationalbank

Chairman of the Board of Directors of In-
vesteringsforeningen Sparinvest
Chairman of the Board of Directors of Eik
Banki p/f*

Chairman of the Board of Directors of Mu-
seum Sydgstdanmark

Chairman of the Board of Directors of
Sydbank A/S

Member of the Board of Directors and
Vice Chairman of Tryg A/S

Member of the Board of Directors and
Vice Chairman of Tryg Forsikring A/S
Member of the Board of Directors of

Sampension KP Livsforsikring a/s

*Will step down on 23 February 2018

Jan Pedersen, Managing Director & CEO,

Danske Andelskassers Bank A/S

Chairman of the Board of Directors of
DAB Invest A/S

Chairman of the Board of Directors of
DAB Invest 2 A/S

Member of the Board of Directors and
Vice Chairman of Sparinvest Holdings SE
Member of the Board of Directors of Bank-
ernes EDB-central (BEC)

Member of the Board of Directors of
Fonden for Andelskasserne in area
NORTH

Chairman and Managing Director of Villa

Prisme Komplementaranpartsselskab
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Lars Petersson, Managing Director & CEO of
Sparekassen Sjelland-Fyn A/S

e Chairman of the Board of Directors of
Holbaek Kommunes Talentrad

e Chairman of the Board of Directors of Mu-
seum Vestsjeelland

e Member of the Board of Directors and
Vice Chairman of Naerpension

e Member of the Board of Directors and
Managing Director of Investerings-
selskabet af 10. marts 2015 ApS

e Member of the Board of Directors of Ejen-
domselskabet Sjeelland-Fyn A/S

e Member of the Board of Directors of In-
vesteringsselskabet Sjaelland-Fyn A/S

e Member of the Board of Directors of Bl
Holding A/S (Bankinvest Gruppen)

e Member of the Board of Directors of
Tilskudsfonden for pensionister i DLR

e Member of the Board of Directors of Co-
penhagen FinTech

e Member of the Board of Directors of Re-
gional Invest Fyn A/S

e Member of the Board of Directors of
Poulsgade A/S

2.2 Board committees

Four committees have been set up under
DLR’s Board of Directors with dedicated
supervisory roles in various areas or to
prepare certain matters prior to them being
considered by the Board as a whole.
Committee members are drawn from DLR’s
Board of Directors, including both employee-

elected and AGM-elected.
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As of year-end 2017, the Board committees

consisted of:

Audit Committee

e Torben Nielsen, former governor of
Danmarks Nationalbank (chairman)

e Claus Andersen, Managing Director &
CEO

e Sogren Jensen, Legal Consultant

Risk Committee

e Lars Mgller, Managing Director
(chairman)

e Torben Nielsen, former governor of
Danmarks Nationalbank

e Jakob G. Hald, Agricultural Account

Manager

Remuneration Committee

e Vagn Hansen, Managing Director &
CEO (chairman)
e Lars Mgller, Managing Director

e Sgren Jensen, Legal Consultant

Nomination Committee

e Vagn Hansen, Managing Director &
CEO (chairman)

e Lars Mgller, Managing Director (vice
chairman)

e All other members of DLR’s Board of

Directors

Audit Committee tasks

DLR’s Audit Committee is tasked with:

e monitoring the financial reporting process

e monitoring whether DLR’s internal control
systems and security measures together
with internal auditing and risk manage-

ment systems function effectively
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e monitoring whether the Executive Board
responds effectively to weaknesses
and/or omissions

e ensuring agreed initiatives on strengthen-
ing risk management and internal con-
trols, including in relation to the financial
reporting process, are implemented as

planned.

The Audit Committee met five times in 2017.

Risk Committee tasks

In accordance with its defined mandate,

DLR’s Risk Committee shall:

e advise the Board of Directors on DLR’s
overall current and future risk profile and
strategy.

e have a preparatory role in relation to the
Board of Director’s deliberations on de-
termining DLR’s adequate capital base
and solvency need, and make recommen-
dations to the Board of Directors on the
adequacy of DLR’s capital base in rela-
tion to both regulatory requirements and
internal targets. Based on this, the Com-
mittee shall also review DLR’s capital
plans and recovery plans, etc.

e assist the Board of Directors in ensuring
the Board of Director’s risk strategy is im-
plemented correctly in the organisation.

e assess whether the loan products, etc.
that DLR offers its customers are in ac-
cordance with DLR’s business model and
risk profile, including whether earnings
from the products and services reflect the
risks involved and provide feedback if the

products or services and their earnings
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are not in accordance with DLR’s busi-
ness model and risk profile.

e assess whether the incentives in DLR’s
remuneration structure take into account
risk, capital, liquidity and the probability

and timing of the remuneration payment.

The Risk Committee met five times in 2017.

Remuneration Committee tasks

The Remuneration Committee has a prepara-
tory role in the Board of Directors’ work con-

cerning, for example:

e remuneration matters, including remuner-
ation policy and other decisions relating
to remuneration that may affect DLR’s
risk management

e the Board of Directors’ appointing of ma-
terial risk takers.

Please also refer to section 2.6 on remunera-

tion policy.

The Remuneration Committee met twice in

2017.

Nomination Committee tasks

The Nomination Committee should work to

ensure:

e that DLR’s Board of Directors has the
requisite level of knowledge and experi-
ence. Please also refer to section 2.4 on

appointments policy.

The Nomination Committee met twice in 2017.
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2.3 DLR’s Executive Board

DLR’s Executive Board comprises Managing
Director & CEO Jens Kr. A. Mgller and

Managing Director Michael Jensen.

At year-end 2017, the members of DLR’s
Executive Board held the following

directorships:
Jens Kr. A. Mgller, Managing Director & CEO

e Member of the Board of Directors of Fi-
nance Denmark and the Association of
Danish Mortgage Banks

e Member of the Board of Directors of e-
nettet A/S

e Member of SEGES’s Sector Board for
Business Finance & Management

e Member of the Board of Directors of FR |
af 16. september 2015 A/S

2.4 Appointments policy

DLR’s Board members. One of the responsi-
bilities of the Nomination Committee is to
identify and recommend candidates to DLR’s
Board of Directors and to prepare a descrip-
tion of the functions and qualifications re-
quired to participate in the work of the Board
of Directors at DLR. When recommending new
candidates to the Board of Directors, DLR’s
Nomination Committee also takes into consid-
eration the underrepresented gender and di-

versity.

2.5 Diversity policy

Members of DLR’s Board of Directors are
elected by DLR’s General Assembly at DLR’s
Annual General Meeting. All members are el-

igible for re-election.

DLR will continually ensure that the members
of DLR’s Board of Directors have sufficient
collective knowledge, professional compe-
tence and experience. The Nomination Com-
mittee set up under the Board of Directors pre-
pares the full Board’s review of issues associ-

ated with the knowledge and experience of
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DLR’s Board of Directors has adopted a policy
on diversity in the Board of DLR Kredit A/S.
The Board of Directors’ aim with the policy is
to promote the diversity that is relevant and
necessary for DLR in its Board of Directors.
The composition of the Board should be based
on a diversity of competences and back-
grounds. Particular emphasis has been
placed on the need for diversity with respect
to professional background, business experi-

ence, gender and age.

Diversity is viewed as a strength that can pos-
itively contribute to DLR’s development, risk
management, robustness, success and

growth.

Diversity should increase the quality of the
Board’s work and interactions, for example
through a diversified approach to manage-

ment tasks.
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Where relevant, the requirements on the
Board’s competences and self-evaluations
that are set out in the Danish Financial Busi-
ness Act, the Executive Order on Manage-
ment and Control of Banks, etc. and the Dan-
ish FSA’s guidelines on the self evaluation of

Boards of Directors will be incorporated.

When recruiting candidates to the Board of Di-
rectors, focus is on attracting candidates with
different competences, backgrounds,
knowledge and resources that align with
DLR’s business model and current and future
priorities. When appointing candidates to the
Board of Directors, great emphasis is placed
on ensuring compliance with conclusions, etc
in the Board’s self-evaluation, such that the
necessary qualifications are consistently pre-

sent in DLR’s Board of Directors.

When assessing potential DLR Board candi-
dates, DLR’s Nomination Committee attaches
crucial importance to the candidates put for-
ward being at all times the most suitable irre-
spective of gender, ethnicity, religious affilia-
tion, etc. If two candidates are determined to
be equally qualified, the candidate that repre-
sents the underrepresented gender on the

Board will be proposed as a member.

The majority of the AGM-elected members of
DLR’s Board of Directors are members of the
executive boards of local or national banks in

Denmark. The number of female executive
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board members at these institutions is cur-
rently very limited. This has an influence on
the composition of DLR’s Board of Directors,
which at the end of 2017 consisted of eleven

men and three women.

The Nomination Committee has set targets for
gender distribution among DLR’s Board mem-
bers, which given the above are considered
ambitious. The target was raised in October
2017. In the short term, which is taken to be
within three years, the goal is for at least 25
pc of DLR’s Board members to be female.
Hence, the goal is for at least one more fe-
male member to be elected to the Board by

the time of the AGM in 2020.

2.6 Remuneration policy

DLR’s Board of Directors has adopted a remu-
neration policy for DLR Kredit A/S that has
been approved by the General Meeting. The
remuneration policy states that DLR does not
pay variable remuneration components to the
Board of Directors, the Executive Board or

material risk takers.

DLR’s remuneration policy has been shaped
by the wish to promote a remuneration prac-
tice that is in accordance with and promotes
sound and effective risk management, does
not encourage excessive risk taking and
which is pursuant to DLR’s business strategy,
values and long-term objectives, including a

sustainable business model.

19

L



Qualitative data on the remuneration of staff
identified as material risk takers is presented

in Table 1.

DLR’s Board of Directors’ Remuneration Com-
mittee has a preparatory role in the Board of
Director’s work concerning remuneration. The
Remuneration Committee undertakes the pre-

paratory work ahead of the Board of Directors’

decision-making on remuneration matters, in-
cluding remuneration policy and other deci-
sions relating to remuneration that may affect
DLR’s risk management. Furthermore, the
Committee also undertakes the preliminary
work connected with the Board’s task of ap-

pointing material risk takers.

Table 1 - Data on remuneration of staff identified as material risk takers

Executive Board*

Jens Kr. A. Mgller, Managing Director & CEO
Michael Jensen, Managing Director

Total remuneration for Executive Board

* Executive Board only receives a fixed remuneration

Board of Directors

Fixed remuneration

Variable remuneration
Total remuneration for Board of Directors

Number of Board of Director members, year-end

Remuneration paid to the Board of Directors for participating in board work and the Risk and

Audit Committees

Vagn Hansen, chairman

Lars Mgller, vice chairman from April 2017
Anders Dam, vice chairman (stepped down April 2017)
Claus Andersen (took up position April 2016)
Claus Andreasen (stepped down April 2017)
Randi Franke (took up position April 2017)
Karen Frgsig

Peter Gaemelke

Jakob G. Hald

Kim Hansen (took up position April 2017)
Sgren Jensen

Gert R. Jonassen (took up position April 2017)
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2017 2016
(DKKm)
4.0 3.8
2.8 2.7
6.8 6.5
(DKKm)
2.0 2.0
0.0 0.0
2.0 2.0
14 14
(DKK 1,000)
248 248
202 165
52 165
138 93
36 110
74 0
110 110
110 110
138 138
74 110
138 138
74 0
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Agnete Kjeersgaard 110 110
Torben Nielsen 193 193
Benny Pedersen (stepped down April 2017) 36 110
Jan Pedersen 110 110
Lars Petterson 110 110
Ole Selch Bak (stepped down April 2016) 0 45
Total 1,953 1,953
Members of the Board of Directors do not receive shares or other forms of incentives
Other employees with influence on DLR’s risk profile (DKK 1,000)
Fixed remuneration 18.2 16.7
Variable remuneration 0.0 0.0
Total 18.2 16.7
Number of employees with influence on DLR’s risk profile
Number of employees who have had an influence on DLR’s risk profile in 2017 18 19
- Of which left during the year 1 4
Number of employees with influence on DLR’s risk profile, year-end 17 15

DLR has no pension obligations or incentive programmes for the above-mentioned group of people.

2.8 Risk information flow to the man-

agement body

DLR’s business operations are largely based
on using IT systems, and DLR seeks as far as
possible to support both legislative and busi-
ness rules along with DLR’s prescribed guide-
lines through system checks and controls and

through reporting.

DLR’s credit and risk management is based
on regular reports (daily, weekly, monthly and
quarterly) produced using SAS software and

drawing on DLR business data generated by
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an internally developed mortgage credit sys-
tem. With respect to the actual credit and risk
management models, these have been estab-
lished using a SAS data warehouse. The
credit and risk management models are devel-
oped, maintained and supported by DLR’s
Model Development department and estab-
lished partly in a SAS-based programme envi-
ronment and partly in DLR’s mortgage credit

system.

The Executive Secretariat independently at-
tends to a number of reporting tasks in rela-

tion to both DLR’s Executive Board and Board
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of Directors. In addition, the Executive Secre-
tariat is also responsible for reporting tasks

connected with DLR’s Board Committees.

The frequency and extent of reporting varies
greatly, from regular monthly reports with a
largely fixed structure to more ad hoc report-
ing duties prompted by, for example, statutory
requirements, etc. The necessity and extent
of reporting is regularly adjusted in line with

Table 2 - Overview of DLR’s risk reports
Topic

Briefings — loan offers

Supplementary collateral and capital requirements

Capital position — individual solvency need (ICAAP)

Capital position — contingency plan

Compliance with capital adequacy requirement

Overview of recovery indicators

Report on Executive Board’s administration of guidelines for
exposures to banks

Liquidity report (ILAAP)

Risk assessment

Recovery plan

Developments in DLR’s lending, market shares and loan
portfolio rating

Losses, arrears, impairments and distressed properties, etc.
Composition of loan portfolio

Distributed loans by bank

Portfolio report

Status report on ratings systems

Review of assets (S. 78)

Independent Risk Monitor’s review and report (S. 71)
Compliance report (S.71)

Risk and capital management (Pillar 11l report)

Market risk on portfolio holdings

Assessment of solvency need and potential updates
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regulations, etc. In addition, general updates
are presented to DLR’s Board of Directors at
Board meetings, which are held at least four
times a year in connection with the financial

reporting process.

Scheduled risk-related reports presented to
DLR’s Executive Board and Board of Directors

are shown in table 2.

Recipient Frequency
Board of Directors Quarterly
Board of Directors Quarterly
Board of Directors Quarterly
Board of Directors Quarterly
Board of Directors Quarterly
Board of Directors Quarterly
Board of Directors Semi-annual
Board of Directors Annual
Board of Directors Annual
Board of Directors Annual
Board of Directors, Executive Board  Monthly
Board of Directors, Executive Board  Quarterly
Board of Directors, Executive Board  Quarterly
Board of Directors, Executive Board  Quarterly
Board of Directors, Executive Board  Quarterly
Board of Directors, Executive Board =~ Semi-annual
Board of Directors, Executive Board  Annual
Board of Directors, Executive Board  Annual
Board of Directors, Executive Board ~ Annual
Board of Directors, Executive Board  Annual/quarterly

Executive Board Every 14 days

Executive Board Monthly
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3. SUPERVISORY DIAMOND
The Danish FSA has defined a “Supervisory

Diamond” for mortgage credit institutions that
comprises five indicators with associated

benchmarks (see table 3).

DLR has in recent years been working to com-
ply with the Diamond’s 2018 (1, 2 and 5) and

2020 (3 and 4) criteria. In particular, consid-

erable work has been done in relation to cri-
teria 4, loans with short-term funding, includ-
ing campaigns, etc. targeting existing borrow-
ers with the aim of securing a longer maturity

on loan funding.

DLR met the Supervisory Diamond’s criteria

at the end of Q4 2017.

Table 3. DLR’s compliance with Supervisory Diamond benchmarks for MCls, end-Q4 2017.

Supervisory Diamond for Mortgage credit institutions

End- End-

Q4 2017 Q3 2017 Danish FSA limits

1. Lending growth: (current quarter)
Owner-occupied
Private rental property
Agriculture
Other commercial
2. Borrower’s interest rate risk:
3. Interest-only loans to private individuals:
4. Loans with short-term funding: quarterly
Q3 2016
Q4 2016
Q12016
Q2 2017
Q3 2017
5. Loans with short-term funding: annually

6. Large exposures
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0.3% 0.5% <15%
8.5% 9.8% <15%
1.1% 1.5% <15%
2.5% 2.9% <15%
21.7% 22.8% <255
3.2% 3.5% <10%
7.4% <12.5%

5.4% <12.5%

0.0% <12.5%

4.7% <12.5%

9.3% <12.5%

19.6% 17.5% <25%
28.1% 27.4% <100%

23



4. CAPITAL POSITION

The Danish Financial Business Act and the
Danish Executive Order on the Determination
of Risk Exposures, Own Funds and Solvency
Need, etc. together with the European Parlia-
ment and Council’s regulation (EU) no.
575/2013 of 26 June 2013 form the basis for
DLR’s capital management. DLR complies
with the three regulatory pillars consisting of
the minimum capital requirement (Pillar 1), the
capital adequacy requirement (Pillar 1) and
the disclosure requirement (Pillar IllI). The
Board of Directors and the Executive Board
are responsible for ensuring that DLR’s capi-
tal structure is appropriate and that the total
capital ratio complies with regulatory require-

ments.

4.1 Capital management

DLR’s capital structure should provide suffi-
cient capital adequacy and thus create the
foundation for running a sound mortgage
credit business that can sell bonds on com-
petitive terms. Moreover, the capital structure
should be based on having the largest possi-
ble equity given the cost of other capital com-
ponents, including hybrid (tier 1) core capital
and supplementary capital. DLR must also
have sufficient surplus to ensure continual
LTV compliance with respect to covered bond

(SDO) loans and to meet OC requirements
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from the rating agencies and also require-
ments concerning the accumulation of a debt

buffer.

Capital targets

DLR is focused on both the already imple-
mented changes regarding the mortgage
credit institutions’ composition of capital in ac-
cordance with CRD IV/CRR and potential fu-
ture requirements. The purpose of DLR’s cap-
ital targets is for DLR to have a sufficient cap-
ital base to ensure a sound business opera-

tion, even during economic slowdowns.

DLR’s capital requirement is made up of the
basic 8 pc requirement plus the combined
capital buffer requirements. DLR also aims for
an additional surplus. The extent of the com-
bined capital buffer requirements is affected
by any potential phasing in of the cyclical
buffer. Given the current 0% requirement for
the cyclical buffer, DLR’s capital target has
been set at 14.7 pc in 2018 rising to within the
range 15.5-17 pc in 2019, depending on the

potential phasing in of the cyclical buffer.

The cyclical buffer (the counter-cyclical buffer
rate) is set every quarter by the Minister for
Industry, Business and Financial Affairs and
has most recently been set to 0 pc at the end
of December 2017. The Systemic Risk council

recommended a rate of 0.5 pc at its December
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2017 meeting, prompting the Ministry of In-
dustry, Business and Financial Affairs to an-
nounce that the Minister would assess the
need to activate the counter-cyclical buffer in

Q1 2018.

Long-term capital plan

DLR’s capital management has for several
years centred around a long-term capital plan
focused on complying with future require-
ments for altered capital structures and the
regular phasing in of buffer requirements, etc.
The capital plan is continually adjusted to take
into account lending growth, capital initia-

tives, earnings and regulatory changes, etc.

DLR’s capital plan going forward to 2022 cen-

tres on the following:

e Consolidation of future financial sur-
pluses. DLR is assumed not to pay a divi-
dend.

e DLR uses the IRB approach to calculate
risk exposure on its full-time agriculture
property portfolio. DLR is also currently
working to develop IRB models for its re-
tail farm and commercial property loan
portfolio, which is, however, not included.

e Continual compliance with LTV require-
ments and the OC requirements of the
rating agencies.

e Issuance of capital to fulfil the debt buffer
of 2 pc of total unweighted lending.

e Ongoing implementation of DLR’s univer-

sal guarantee concept.
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e Inclusion of other potential operational
factors, such as developments in losses
and impairments, lending growth, etc.

The composition of DLR’s capital structure,

etc. is regularly reassessed against DLR’s

capital plan.

4.2 Capital base and capital ratios

DLR’s capital structure has been regularly
strengthened in recent years towards having
a greater share of equity. This has be accom-
plished through the consolidation of earnings
and repeated increases in DLR’s share capi-
tal, etc. Moreover, DLR has not paid a divi-
dend during the period. DLR has, however,
also chosen to buy back shares from both Fi-
nansiel Stabilitet and Danmarks National-
bank. The impact of these buybacks has been
subsequently reduced, as a substantial por-
tion of these shares has been sold on to DLR’s

shareholders.

The individual components of DLR’s capital
base at 31 December 2017 are shown in ta-

bles 4 and 5.

DLR’s capital base increased by DKK 812m in
2017, mainly due to the entire net profit of
DKK 824m being transferred to DLR’s re-

serves.

The risk-weighted exposure amount for credit
risk was, moreover, reduced from DKK 75.3bn

at the end of 2016 to DKK 71.8bn at the end
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of 2017. This was essentially due to improved
conditions for the agricultural sector in 2017
and hence an improvement in the loan portfo-

lio’s creditworthiness.

In Q3 2017, DLR redeemed the DKK 1,300m
in hybrid (tier 1) core capital it issued to PRAS
A/S in 2012 and at the same time issued DKK
650m in new supplementary (tier 2) capital,
also to PRAS A/S. These transactions should
be seen against DLR’s capital base being
strengthened in H1 2017 through the sale of

treasury shares at a market value of DKK

Table 4 - DLR’s capital base

(DKKm)

Share capital

Issuance premium

Non-distributable reserves

Retained earnings

Profit for the year

Tier 1 primary deductions:

Core capital after primary deductions (CET 1 capital)
Additional (hybrid) tier 1 capital

Tier 1 incl. hybrid core capital after deductions
Other deductions

Tier 1 capital incl. hybrid core capital
Supplementary capital

Included supplementary capital

Capital base before deductions

Deductions in capital base

Capital base after deductions
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632m. DLR’s solvency situation is therefore in
reality unaffected by the redemption of the hy-
brid core capital, while the level of common
equity tier 1 (CET 1) capital has been

strengthened.

At year-end 2017, DLR’s capital base was
composed solely of core capital (CET 1) and
supplementary capital. Supplementary capital
(tier 2) accounted for DKK 650m, and in total
the capital base amounted to DKK 12.4bn at
year-end 2017 compared to DKK 11.6bn at
year-end 2016.

2017 2016
570 570

0 0
2,338 2,338
8,683 7,325
824 726
-693 -699
11,722 10,260
0 1,300
11,722 11,560
0 0
11,722 11,560
650 0
650 0
12,372 11,560
0 0
12,372 11,560
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Table 5 - DLR’s total capital ratio

(DKKm)

Equity:

— Distributable reserves

— Non-distributable reserves

— Additional tier 1 (hybrid) capital (2012)
Total equity

Capital base after deductions

REA

Solvency requirement

DLR’s total capital ratio

Capital ratios

DLR’s total capital ratio was 15.9 pc at end-
December 2017; cf. figure 2. DLR has calcu-
lated risk exposure on its full-time agriculture
portfolio using the IRB approach, while the
standard method was used for the other port-

folio.

The common equity tier 1 (CET 1) capital ratio
was 15.1 pc at end-December 2017.

Both the CET 1 capital ratio and the total cap-
ital ratio have been rising for quite some time.
This is in part due to a gradual adjustment of
DLR’s capital structure towards complying
with the capital requirements that are being

phased in going forward to 2019.

2017 2016
10,077 8,621
2,338 2,338
0 1,300
12,415 12,259
12,372 11,560
77,872 80,674
6,643 6,454
15.9% 14.3%

Moreover, further changes to the capital re-
quirements are on the cards, for example in
the markets area, while the Basel Committee
at the end of 2017 finished its work on a series
of important changes to the capital require-
ments, such as calculating a floor requirement
for IRB institutions. Depending on how these
recommendations are implemented in the EU,
this could also have consequences for deter-

mining capital.

Given its current capital base and earnings
forecasts, DLR expects to be in a position to
comply with the gradually increasing capital

requirements.
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Figure 2 — DLR’s total and CET 1 capital ratios
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4.3 Capital requirements

Statutory capital requirements amounted to
10.4 pc for DLR at the end of 2017. The capi-
tal requirement is based on the classic 8 pc
requirement. On top of this comes the SIFlI re-
quirement, which was 0.6 pc for DLR at the
end of 2017 and will gradually increase to 1
pc in 2019. Furthermore, a capital conserva-
tion buffer has been added, which at the end
of 2017 was 1.25 pc but which will also in-
crease going forward to 2019 to 2.5 pc. In
2018, the SIFI requirement and the capital
conservation buffer will thus amount to 0.8
and 1.875 pc, respectively. And finally comes

the solvency need (Pillar Il requirement) of 0.5

pc.
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4.4 Solvency requirement, adequate
capital base and individual solvency

need

DLR’s Board of Directors discusses and ap-
proves DLR’s capital adequacy and individual
solvency need every quarter based on a rec-
ommendation from DLR’s Executive Board.
DLR’s Risk Committee reviews the calculation
prior to submission. In addition, the Board of
Directors discusses in detail the methods, etc.
used to calculate DLR’s solvency need, in-
cluding which risk areas, stress tests and

benchmarks should be considered.

Determination is based on the credit reserva-

tion method (“8+ method”), which is the official
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method of the Danish FSA. The method co-
vers the risk types assessed to require capital
coverage. Generally, these are credit risk,
market risk and operational risk as well as a
number of sub-categories. The assessment is
based on DLR’s risk profile, capital position
and any significant forward-looking factors,

including budgets, etc.

DLR complies with the instructions in the Ex-
ecutive Order on Risk Exposures, Own Funds
and Solvency Need and the Danish FSA’s
guidelines regarding the “8+ method” supple-
mented with DLR’s own stress tests; for ex-
ample, by evaluating DLR’s resilience in the
event of severe loss scenarios based on his-
torical observations. Stress tests therefore
comprise a key element of risk management

at DLR.

DLR’s resilience is assessed by, among other
things, a stress test covering several different
scenarios. One of these scenarios is a severe
recession with a significant drop in property
prices and a fall in settlement prices in the ag-
ricultural area, etc. that correspond to the
benchmarks defined in the Danish FSA’s mac-
roeconomic stress tests. An assessment is
made of the soundness of DLR’s earnings and

capital base under this scenario.

The calculation is further reinforced by man-
agement estimates. DLR’s risks are assessed
in the following main areas. Within each main

area, relevant risks are assessed in a number
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of sub-areas. An estimation is also made of
whether an add-on to DLR’s adequate capital

base is needed because of other factors.

e Creditrisk

e Earnings and growth

e Credit risk for large customers

e Model uncertainty

e Other credit risks

e Counterparty risk (financial counter-

parties)

e Credit risk concentration

e Market risk, including

e Interest rate risk

e Equity market risk

e Exchange rate risk

e Liquidity risk

e Operational risk

e Leverage
In DLR’s opinion, the risk factors comprise all
the risk areas that Danish law requires the
management of DLR to take into account in
determining the adequate capital base and
solvency need. Relevant departments are
also involved in determining DLR’s adequate
capital base and solvency need, including par-
ticipating in preliminary and subsequent dis-
cussions of stress tests, etc. for the various

business areas.

Credit risk is DLR’s largest risk area and also
where the bulk of the solvency need can be
attributed; cf. table 14. DLR therefore has
considerable focus on this area. DLR uses the

IRB approach to calculate the risk exposure
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on its full-time agriculture property portfolio.
For the other portfolio, DLR uses the standard
method to calculate the risk exposure for
credit risk. Please also refer to section 4 on

credit risk.

Market risk is another important category for
DLR. DLR sets aside capital equivalent to
8 pc of the risk exposure associated with mar-
ket risk. Moreover, DLR also assesses
whether it is exposed to additional risk that re-
quires a capital allocation above the 8 pc.
DLR’s market risk is estimated to be limited
due to the balance principle, just as DLR has

set narrow limits for interest rate risk.

Operational risk is defined as the risk of direct
or indirect loss caused by inadequate or faulty
processes, systems etc. Given DLR’s simple
business model, focus on internal processes,
etc., this risk is estimated to be limited.
DLR employs the Basic Indicator Approach
(BIA) to calculate the capital requirement for

operational risk.

As well as the above-mentioned factors, man-
agement regularly assesses if additional fac-
tors should be included in the capital ade-

quacy and solvency need calculation.
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DLR thus allocates the statutory 8 pc capital
requirement for each risk area and then as-
sesses whether further capital should be set
aside; for example due to large exposures, the
general credit quality of the portfolio or ele-
vated market risk. Determination of the need
for a potential add-on is based on either the
stress tests defined in Danish FSA guidelines,
DLR’s own stress tests or by a management
assessment of whether individual business ar-

eas require an add-on.

DLR’s adequate capital base was calculated
as DKK 6,643m at year-end 2017; cf. table 6.
As DLR’s total risk exposure amount (REA)
was DKK 77,872m, this equates to a solvency

need of 8.53 pc.

In accordance with CRR article 92, DLR has
calculated its excess capital with respect to
the individual solvency need as 5.5 percent-
age points or DKK 4.3bn at year-end 2017.

DLR considers this satisfactory.
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Table 6. DLR’s capital adequacy and individual solvency need at 31 December 2017

Risk area

Credit risk
Market risk
Operational risk

Other factors

Internally calculated solvency need

Add-on (special risks)

Total

Source: Calculation of adequate capital base and individual solvency need at http://www.dIr.dk/regnskab-og-rapportering

Table 7. DLR’s capital base and excess capital as of 31 December 2017

Current key figures, 2017
Capital base after deductions

Adequate capital base

SIFI premium

Capital conservation buffer

Excess capital

Total capital ratio

Individual solvency need, pc
SIFI premium (2017)
Capital conservation buffer (2017)

Excess capital, pc point

Adequate capital base Solvency
(DKKm) need
6,158 7.91%
293 0.37%

192 0.24%

0 0

6,643 8.53%

0 0

6,643 8.53%
Amount (DKKm)
12,372

6,643

467

973

4,288

15.9%

8.5%

0.6%

1.3%

5.5%

Source: Calculation of adequate capital base and solvency need at http://www.dIr.dk/regnskab-og-rapportering

31



Table 8 - DLR’s risk exposure for credit risk and capital requirements as of 31 December 2017

Category

Total exposure

Of which standard method:
Institutions

Corporates

Retail exposures

Exposures secured by mortgages on real property
Exposures in arrears or overdrawn
Covered bonds

Equities

Other exposures, etc.

Standard method, total

Ofwhich IRB approach.
Corporate exposures

IRB approach, total

Note: * Not corrected for collective impairments

Source: DLR’s internal calculations

Risk exposure

(DKKm)*

71,804

4,031
22,290
87
9,220

1,217

46
351

37,242

34,562

34,562

Capital requirement

(8 pc of exposure)*

5,744

322

1,783

738

97

28

2,979

2,765

2,765

Table 9 — DLR’s risk exposure with respect to market risk as of 31 December 2017

Category

Debt instruments

Equities

Collective investment schemes
Exchange rate risk

Weighted items with market risk, total

Source: DLR’s internal calculations
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Risk exposure

(DKKm)

2,897
0

0

770

3,667

Capital requirement
(8 pc of exposure)*
232

0

0

62

293
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4.6 Use of ECAIs

Article 138 of CRR allows a credit institution
to appoint one or more External Credit As-
sessment Institutions (ECAI) to determine
credit quality steps and risk weightings for fi-

nancial assets.

DLR has appointed S&P Global Ratings for
the purpose of credit assessment/risk
weighting of exposures to credit institutions.
S&P was a natural choice given that S&P is
the only ratings agency that provides both is-

suer and bond ratings on DLR.

Table 10 - Rating classes and credit quality steps

Credit  quality

step S&P's rating classes
1 AAA to AA-

2 A+ to A-

3 BBB+ to BBB-

4 BB+ to BB-

5 B+ to B-

6 CCC+ and under

The CRR Delegated Act, article 129(1)(c),
states that exposures to credit institutions (for
example, guarantees) that qualify for quality
step 1 can comprise up to 15 pc of the collat-
eral for an institution’s outstanding (mort-
gage) covered bonds (SDRO/SDO). Due to

concentration in the Danish mortgage credit

Exposure to

The credit quality step is based on the coun-
terparty’s rating. If the counterparty is not
rated by the appointed rating agency, the
country rating is used for the country the

counterparty is domiciled in.

Table 10 shows the Danish FSA’s conversion
of S&P’s rating classes to credit quality steps
for exposures to corporates, institutions, cen-

tral governments and central banks.

Exposure to

institutions Exposure to central

corporations (>3M)  gov. or central banks
20% 20% 0%

50% 50% 20%

50% 50% 50%

100% 100% 100%

150% 100% 100%

150% 150% 150%

system, Denmark has also been permitted to
use exposures to counterparties on credit
quality step 2 for up to 10 pc of the collateral,
though the aggregate exposure to credit insti-

tutions may not exceed 15 pc of the collateral.
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4.7 Supplementary collateral, OC
and the debt buffer

When granting loans based on the issuance of
covered bonds (SDO), DLR has to provide
supplementary collateral if the LTV-limit is ex-
ceeded, mainly due a fall in the value of the
property. Compliance with this obligation is

continually monitored by DLR.

Besides the costs of supplementary collateral,
the risk and cost of LTV compliance is linked
to credit risk, as losses on the loan portfolio

will be correlated with falls in property prices.

To cover breaches of LTV, DLR can use the
capital in Capital Centre B and to some extent

claims against banks.

DLR has, furthermore, issued DKK 6.0bn in
senior secured bonds (SSB) that can be used
both for LTV compliance and as overcollater-
alisation (OC) to support bond ratings. DLR
has also issued DKK 1bn in unsecured senior
debt and DKK 2bn in Senior Resolution Notes
(SRN) to comply with the debt buffer require-
ment. The proceeds of these issues can also

be used as supplementary capital.

Debt buffer

Implementation of Bank recovery and resolu-
tion directive (BRRD) in Denmark meant mort-
gage credit institutions were required to es-
tablish a debt buffer of 2 pc of the institution’s

total unweighted lending. The requirement
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was introduced at the same time as the mort-
gage credit institutions were exempted from
bail-in measures in connection with a resolu-
tion/restructuring of a mortgage credit institu-
tion and also from the requirement of having
liabilities eligible for writing down, which the

banks have to fulfil.

When fully implemented, DLR’s debt buffer is
estimated to amount to just over DKK 3bn and
is to be phased in between 2016 and 2020 in
such a way that the buffer amounts to at least
30, 60, 80, 90 and 100 pc, respectively, of the

requirement by 15 June each year.

The debt buffer may comprise equity capital,
additional tier 1 (hybrid) capital, supplemen-
tary capital and unsecured senior debt — all
capital/debt should be issued by the General
Capital Centre. Issued capital/debt should
also have a maturity of at least two years at

issuance.

To comply with the first instalment of the debt
buffer requirement DLR issued DKK 1bn in un-

secured senior debt in mid-June 2016.

In 2017, DLR issued Senior Resolution Notes
(SRN) to cover the debt buffer requirement.
SRN is a relatively new type of senior debt
that in a resolution situation can be written
down or converted to equities. SRN can be in-
cluded in S&P’s estimate of an institution’s

Additional Loss-Absorbing Capacity (ALAC)
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and can thus provide an uplift to the institu-
tion’s rating. Hence, DLR had its issuer rating
raised by one notch after announcing the
planned issuance of up to DKK 4bn in SRN to
comply with the debt buffer requirement going

forward to 2019.

DLR issued DKK 2bn in all in Senior Resolu-

tion Notes (SRN) in June and September

Table 11 - DLR’s ratings from S&P, end-2017

Bond ratings

Capital Centre B (SDO)
General Capital Centre (RO)
General Capital Centre (SRN)
Other ratings

Issuer (Long-Term)

Issuer (Short-Term)

DLR was first rated by S&P in May 2012. At
that time DLR was assigned an issuer rating
of BBB+ (Long-Term Credit Rating) with a sta-

ble outlook.

In May 2017, S&P raised DLR’s Issuer Credit
Rating (ICR) 1 notch to A- and retained the

stable outlook. As mentioned above, under-
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2017, and has thus as of year-end 2017 is-
sued senior debt totalling DKK 3bn to meet the

debt buffer requirement.

4.8 Ratings

DLR as an issuer and DLR’s bonds are rated

by S&P Global Ratings (S&P) as follows:

AAA (stable)
AAA (stable)

BBB (stable)

A- (stable)

A-2 (stable)

pinning the rating uplift was DLR’s announce-
ment it would issue a total of DKK 4bn in Sen-
ior Resolution Notes (SRN) to build its debt
buffer going forward to 2019, with DKK 2bn
being issued within the first year. SRN meet
the S&P criteria for absorbing a loss (ALAC),
which meant DLR was assigned an ALAC sup-
port uplift of +1, which is added to DLR’s
Stand-Alone Credit Profile (SACP) of BBB+.
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Issuer Credit Rating

DLR’s covered bonds (SDO) and mortgage
bonds (RO) have been assigned the highest
rating of AAA. With respect to S&P’s Covered
Bond rating method, it is possible to obtain a
bond rating that is up to 9 notches above the

ICR. S&P deducts one notch for DLR not com-

miting itself to a particular OC level (“volun-
tary OC”). With an ICR of A-, DLR only has a
need for 6 of the 8 remaining notches to
achieve the AAA rating and thus has 2 unused
uplifts in its bond rating. This contributes to

lowering the OC requirement on DLR’s capital

centres.

Table 12 - S&P’s method for rating covered bonds

DLR from 17 May 2017

DLR from 13 July 2015

Issuer Credit Rating (ICR) A- BBB+
Sovereign support 0 0
Adjusted ICR A- BBB+
BRRD uplift +2 +2
Reference Rating Level (RRL) at A-
Jurisdiction support +3 +3
Jurisdiction Rating Level (JRL) aa+t aa
Collateral support +4 +4
Max achievable CB rating AAA AAA
Used collateral support notches -1 -2
Voluntary OC -1 -1
Unused uplift 2 1
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S&P’s OC requirements compatible with the
AAA rating have most recently been set at
14.9 pc for Capital Centre B and 11.1 pc for
the General Capital Centre. The OC require-
ments are met for the nominal bond amount in
the capital centre and covered by surplus cap-
ital in the capital centres. This is sourced from
own funds together with funds obtained by is-

suing senior debt.

DLR has not made any commitment to S&P
about maintaining a certain level of overcol-
lateralisation in its capital centres, but DLR
has, nevertheless, a clear ambition of main-
taining its current AAA rating. As S&P’s OC

requirement is dynamic and can change due
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to, for example, changes in activity levels,
composition and quality, or due to a change in
S&P’s criteria or models, the need for supple-

mentary collateral can alter going forward.

Senior secured bonds (SSB) are generally as-
signed a rating two notches above the issuer
rating. DLR’s 5Y SSB issuance that matured
on 1 October 2017 was thus rated A+ by S&P.
DLR has decided not to have its current SSB
issues rated. The same applies to issues of
unsecured senior debt from 2016. The SRN
issues from 2017 are both rated BBB, which
is one notch below DLR’s SACP.
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5. CREDIT RISK

As a mortgage credit institution, DLR only
grants loans against a registered mortgage on
real property subject to statutory limits on
loan-to-value (LTV), etc. DLR’s focused busi-
ness model as a mortgage credit institution
means that credit risk arising from the risk of
loss due to a borrower defaulting on payment
obligations to DLR constitutes by far the most

significant part of DLR’s aggregate risk.

Due to the chosen business model, DLR’s
credit risk is limited to and concentrated
around agricultural and commercial property,
and to a limited extent owner-occupied prop-
erty in the form of residential farms and
owner-occupied homes in Greenland and on
the Faroe Islands. As a key element of its
business model, DLR has also made loss-mit-
igating agreements with its loan-distributing

banks.

DLR’s Board of Directors has determined
DLR’s credit policies and guidelines for the
granting of credit — including limits for the Ex-
ecutive Board’s lending authorities — in order
to achieve the desired level of risk. Within the
set limits, internal business procedures and
instructions further delegate lending authori-
ties to the various sections/persons in DLR’s

organisation.

5.1 Credit scoring

To identify credit risk, a detailed assessment
is made of the mortgageable property and the

borrower’s finances.

The starting point for assessing the mortgage-
able property is determining its market value.
This is done by DLR’s own valuation experts,
who have significant local knowledge. The
condition and marketability of the property,
etc. are also taken into account in the valua-

tion.

Credit scoring is the responsibility of DLR’s
credit department in Copenhagen. Assessing
the customer’s finances normally involves
several years of financial statements. Credit
scoring models are used for certain customer
segments. Whether additional or more de-
tailed information about the borrower is re-
quired varies from case to case and depends
on the borrower’s financial circumstances.
The more complex and risky the case, the
more detailed the investigations to ensure an

adequate basis for decision-making.

DLR’s organisational set-up ensures a sepa-
ration of functions between the property valu-

ation and the credit assessment.
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5.2 IRB models DLR has since Q1 2016 used the advanced

IRB approach for its portfolio of full-time farms

The capital adequacy rules allow for the use when calculating risk exposure connected to

of either the standard method or the internal credit risk.

ratings based approach (IRB approach) to cal-

The full-time farm portfolio amounts to around
culate risk exposure for credit risk purposes.

DKK 73bn, or 51 pc of DLR’s total loan port-
Using the IRB approach gives credit institu-

folio. Advanced models for significant parts of
tions greater control of their credit risk and

the commercial property portfolio correspond-
thus a better and more accurate foundation for

ing to a further roughly 40 pc are being rolled
calculating their capital requirement.

out, initially for internal use.

Table 13 - Share of total risk exposure amount (REA) covered by various calculation methods for

credit risk

Advanced IRB  Standard Advanced IRB Standard
(DKKm) methods method methodsin %  methodin % Total  REA
Retail exposures - 28,509 0% 100% 100% 28,509
Of which
- Collateral in real property - 28,391 0% 100% 100% 28,391
- Other retail exposures - 118 0% 100% 100% 118
Corporate exposures 72,670 26,638 73% 27% 100% 99,307
Institutional exposures - 17,764 0% 100% 100% 17,764
Government exposures - 7,001 0% 100% 100% 7,001
Covered bonds - - 0% 0% 0% -
Equity exposure - 46 0% 100% 100% 46
Non-counterparty assets - 351 0% 100% 100% 351
Total as of 31 December 2017 72,670 80,308 48% 52% 100% 152,977

Note: Outstanding bond debt calculated after conversion factor and without advance mortgage guarantees

DLR - Risk and capital management 2017
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Table 14 — Credit risk exposures

Received guaran-

(DKKm) Real property tees
Retail exposures 28,289 4,754
Of which

- Collateral in real property 28,289 4,754

- Other retail exposures - -

Corporate exposures 97,111 10,963

Institutional exposures - -
Government exposures - -
Covered bonds - -
Equity exposure - -

Non-counterparty assets - -

Total as of 31 December 2017 125,400 15,716

Total collateral value REA
33,043 28,509

33,043 28,391
- 118
108,074 99,307
B 17,764
- 7,001

- 46

- 351
141,117 152,977

Note: Distribution of collateral value. Overcollateralisation and collateral values linked to off-balance sheet items not included in calcu-

lation.

Credit risk models

DLR’s models are based on a statistical ap-
proach augmented with ‘expert’ mathematical
corrections. Furthermore, a macroeconomic
stress model based on the various rating mod-

els has also been developed.

The credit risk models cover the full-time farm
portfolio, which accounts for just over half of
DLR’s total lending. The agriculture portfolio
is divided into retail (residential, hobby and
part-time farms), horticulture and full-time
farms. Categorisation as full-time farm as-
sumes that one or more of the following crite-

ria are met:

e Total agricultural holding of more than
40 ha

e Total livestock value of more than
DKK 200,000

e Full-time fish farming

The models DLR uses to estimate portfolio
risk (behavioural score) comprise PD (Proba-
bility of Default) and LGD (Loss Given De-
fault). PD is calculated at customer level,
while LGD is calculated at customer-case
level (unit of total properties in the collateral
pool). The same structure is involved in a loan
application situation, though additional com-
ponents relevant to the application situation
are also included. These factors are combined
with the current exposure to calculate risk ex-
posure. Unexercised loan commitments have
no current exposure, but DLR uses the con-
version factor from the standard method to es-
timate expected exposure at a future potential

default date.
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PD is defined as the probability of a customer
defaulting on payments and being more than
45 days in arrears within the next 12 months
or of an impairment provision being made
against the customer’s exposure. A high PD
reflects a high risk on a customer, whereas a

low PD reflects a low risk on a customer.

All customers are rated on 3 components that

together give a PD score:

e Statistical PD score

e Financial history

e Economic conditions correction
Statistical PD is calculated using a number of
financial key figures, the customer’s payment
history and chosen payment channel. If DLR
has no financial data registered for a cus-
tomer or the data is more than 2 years’ old,
the customer’s earnings and capital will be au-
tomatically rated as unsatisfactory and so

these customers will receive a high PD.
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The customer’s financial history is included in
the model and is based on financial figures for
the past 3-5 years. If DLR does not have at
least 3 years of financial data registered, the
customer’s rating will be calculated as if the
financial results of the past 3 years were un-

satisfactory.

The model also takes into account certain
economic factors for the various types of op-
eration, and financial results are compared
with the sector average. Forecasts are used
to determine the agricultural sector’s earnings
outlook, while a prudence principle means the
model has been set up so economic factors

can only affect a customer’s rating negatively.

The distribution of DLR’s rating classes by PD
band is shown in table 15. Customers with
OEl where no value adjustment has been

identified are always placed in rating class 7.
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Table 15 - DLR’s PD rating classes
Rating class Profile

1 Extremely good

Very good

Good

Acceptable

Certain signs of weakness
Poor

Very poor

o N o a b~ wN

Default

PD band (pc)

10; 0.2]
10.2; 0.4]
10.4; 0.8]
10.8; 2]
12; 9]

19; 25]
125; 100]
100

Figure 3 - Full-time agriculture portfolio by PD rating class

35%
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Rating class

m 2016

2017

Figure 3 shows the distribution (in pc) of
DLR’s full-time agriculture portfolio by PD rat-
ing class. Note that 30 pc of the portfolio was
placed in rating class 7 and 8 at the end of
2017 compared to 35 pc one year earlier. Of
that portion of the portfolio placed in class 7,

around 88 pc are OEl-marked customers.
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LGD indicates DLR’s financial loss relative to
exposure when a customer defaults. The
model is based on DLR’s experience of im-

pairments and distressed properties.

The overall LGD model consists of a PR (prob-

ability of realisation) element, which indicates
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the likelihood that a default will lead to a real-
isation of the mortgage collateral, and an LGR
element (loss given realisation), which indi-
cates how great a loss realisation would result

in for DLR.

The LGR model incorporates the value of the
mortgage collateral and the size of the expo-
sure. Defined haircuts (deductions) for a prop-
erty’s individual asset sub-components pro-
vide an estimate of the value of the customer’s
property in the event of a realisation (forced
sale or the like), while exposure is calculated
as the loan’s current position plus an estimate
for interest, costs (such as sales costs), etc.
for the period until the realisation is com-
pleted. As well as haircuts and a general mar-
gin of prudence, the realisation value of the
collateral is adjusted for the effect of longer-

than-normal sales times.

A simplified formula for LGR (%) would be:

(exposure — collateral realisation value)
*100%

exposure
A positive LGR equates to an expected loss
for DLR, while a negative LGR means DLR
has a safety margin and can expect to avoid a

loss.

As previously stated, the loan application
score is based on the PD and LGD behav-
ioural models for risk monitoring supple-
mented with information and data relevant to

the application situation.
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The PD element of the application score is
identical to the PD behavioural models de-
scribed above with regard to the statistical
model, financial history and the economic
conditions correction. This is augmented with
a customer evaluation based on the cus-
tomer’s solvency following a potential loan ap-
proval, a budget assessment and an analysis
of operational efficiency. The statistical and
historical components are weighted differently
in the application score depending on whether
the customer is known or unknown to DLR.
Another significant factor is whether an in-
vestment is being made and the scale of that

investment (investment percentage).

Table 16 — DLR’s PD estimates for full-time
farms (IRB portfolio)

PD (excl. customers in default) 11.02%

PD obs. 1.08%

Note: PD is re-calculated for regulatory purposes. PD obs. is
the observed level at end-2017.

Figures are weighted for exposure.

The LGD element of the application score is
based on the same PR estimate as for behav-
ioural LGD and the same calculation method
as for LGR. In other words, haircuts on indi-
vidual sub-components of the property are
used to derive an estimate of the value of the
collateral in a realisation situation, while ex-
posure is calculated for both existing and new
loans. Planned investments are included in

the value in the loan application situation.
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Table 17 — DLR’s LGD estimates for full-
time farms (IRB portfolio)

LGD (excl. customers in default) 10.30%
LGD obs. 0.50%

Note: LGD is re-calculated for regulatory purposes.
LGD obs. is the observed level at end-2017.

Figures are weighted for exposure.

If DLR is aware of particular factors in individ-
ual cases that render the model’s result mis-
leading, an override (correction) is performed

on the model’s output.

Validation of ratings

DLR regularly monitors portfolio ratings, as
credit scores are re-calculated every month.
Both the Board of Directors and the Executive
Board receive periodical reports on the rating

systems and portfolio developments.

The Board of Directors and the Executive
Board have to approve any significant
changes deemed necessary to the rating sys-
tems before they are submitted to the Danish
FSA for approval. The application material will
generally include an audit report detailing the
auditors’ review of the changes. The Board of
Directors receives a semi-annual, abridged
and annotated validation report that shows

how all the models have performed.

The Executive Board Secretariat prepares all
validation reports, while the Model Develop-
ment unit develops the models. Both report to
the Executive Board and are independent of

the rest of the organisation.
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DLR has established a Ratings Committee
comprising representatives from the Execu-
tive Board, the Executive Secretariat, the
Model Development and Reporting unit and
the Loan department. The Ratings Committee
receives a more detailed report every quarter
with validation data that is based on more
tests than the abridged validation report. The
purpose of the committee is to assess the rat-
ings systems and to consider identified weak-
nesses and potential issues relating to the rat-
ings system and the use of ratings together
with any need for changes, adjustments, pru-

dence add-ons and so on.

An in-depth, annotated report is prepared an-
nually containing relevant types of validation
tests including test descriptions. The report is
sent to the Risk Committee, the Board of Di-
rectors, the Ratings Committee and Internal

Audit.

Models are recalibrated annually, including
the corresponding validation of the recalibra-
tion. The models are updated in connection
with this so they reflect the most recent his-
tory. This is done independently of the valida-
tion process, so the recalibration is therefore

not part of this validation.

Likewise, spot checks are carried out annually
on the ratings of various customers. As well
as the results of the spot checks being con-
sidered by the Ratings Committee, they are

also included in the detailed validation report.
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DLR’s loan portfolio of full-time farms is as of
31 December 2017 covered by IRB models.

Table 18 therefore only includes back-tests of

the PD model for full-time farms (The expo-
sure class, cf. CRR Article 147, is corporate

exposures):

Table 18 - IRB approach — back-testing of probability of default (PD) by exposure class

(Template EU CR9)

Range for PD (Exter- Equivalent ~Weighted Arithmetic Number of borrowers  Borrow-  Of which Average
nal PD band) to external  average average ersin new bor- | historical
rating (S&P) PD PD by End of Endof fi. default  rowers  annual de-
borrowers = Previous nancial over the fault rate
financial Jear year
et (2017)
(2016)
0% to <0.15% BBB+/AA 3.5% 3.5% 1,157 1,108 0 0 0.0%
0.15% to < 0.25% BBB/BBB 4.3% 4.2% 673 655 1 0 0.2%
0.25% to < 0.50% BBB-/BB 4.1% 4.2% 1,023 1,016 3 0 0.4%
0.50% to < 0.75% BB+/BBB 5.1% 5.1% 556 560 4 0 0.7%
0.75% to < 2.50% BB-/BB+ 5.6% 6.0% 1,099 1,139 12 0 1.5%
2.50% to < 10.0% B-/BB- 8.8% 8.5% 1,017 1,076 11 0 2.4%
10.0% to < 100% CCcC/C/B 23.2% 22.0% 1,761 1,767 120 1 10.8%
100 % (Default) Default 69.5% 70.3% 264 211 26 26 0.0%
Total (full-time farms) 13.8% 11.1% 7,550 7,532 177 27 3.4%

Business use of the IRB approach at DLR

DLR uses ratings when calculating risk expo-
sures. The ratings system has also been used
for some time in connection with loan approv-
als, monitoring and risk management. The
models are regularly adjusted and have been
developed as both statistical and expert mod-

els.
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Models and ratings systems are fully imple-
mented elements of DLR’s standard loan ap-
plication and loan approval process. Models
are also used to identify riskier exposures, to
calculate individual impairments and to deter-
mine administration margin adjustments. The
rating system is also used for portfolio moni-

toring and in several management reports.

Ratings are an important element in the over-

all credit score in the loan approval process.
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Both behavioural score models and applica-
tion score models are actively employed in
loan application processing. The use of rat-
ings in the loan approval process has for many
years been an important element in assessing
the risk on both loans to new customers and
when extending existing exposures. A cus-
tomer’s rating also influences the organisa-

tional processing of the loan application.

For now, DLR is only using the IRB approach
for its full-time agriculture portfolio. Mortgag-
ing full-time farms is often quite complicated
and may include mortgaging several proper-
ties with different positions in the order of pri-
orities, etc. This requires a detailed manual
review of the case. The ratings system is a
useful and important tool in the credit process
that increases focus on the more risky cases.
DLR’s ratings system is also used when cal-

culating individual and collective impairments.

5.3 Monitoring credit risk

DLR’s loan portfolio is screened every quarter
and based on established risk signals — such
as arrears, registration in RKI-Experian
(credit information register) and financial re-
ports — customers are selected for a manual
check to ascertain whether there is any objec-
tive evidence of impairment (OEIl). For cus-
tomers with OIE, a calculation is made of

whether DLR can expect to incur a loss if the
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asset has to be realised. Based on this, an im-

pairment provision may be made.

Individual impairment provisions are thus
made when the customer is in financial diffi-
culty (OEIl) and DLR at the same time esti-
mates that DLR’s exposure is not fully se-
cured by the mortgaged property or the guar-
antees provided, etc. Collective impairment
provisions on loan portfolios are made mainly
when key macroeconomic indicators point to
a fall in value. This also includes management
estimates to the extent that the models for cal-
culating collective impairments are deemed to

not sufficiently reflect an elevated risk.

Regular reports are prepared on DLR’s lend-
ing, including lending developments by sec-
tor/property type, loan type, etc. These re-
ports are sent to employees in the credit area,
the Executive Board and the Board of Direc-
tors, depending on the relevance of the report

for the particular recipient group.

5.4 Guarantee schemes

As well as collateral in the mortgaged property
and a detailed credit assessment, DLR has re-
duced its credit risk on individual loans and its
risk at portfolio level via various guarantee
agreements made with DLR’s loan-distrib-

uting banks (DLR’s shareholders).

DLR has applied a universal guarantee con-

cept to loans offered from the start of 2015,
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covering loans granted on agricultural prop-
erty, commercial property and cooperative
housing. Under the universal guarantee con-
cept, the risk on each individual bank’s loan
portfolio at DLR is borne in the following or-

der.

1. Risk cover — 6 pc guarantee provision

The loan-distributing bank generally provides
a direct individual guarantee on disbursement
that covers the individual loan for its entire
term and covers the least secure part of the
loan. The guarantee covers 6 pc of the loan’s
outstanding debt. In some cases, for example
when certain loans that have an earlier com-
mercial property guarantee are remortgaged,
DLR will require a supplementary guarantee
to be posted; cf. below. The guarantee is re-

duced proportionally as the loan is paid down.

2. Risk cover — Loss-offset scheme

DLR - Risk and capital management 2017

DLR’s universal guarantee concept also en-
compasses the possibility of offsetting losses
in the commission payments made to the
bank, whereby all losses incurred by DLR be-
yond those covered by the 6 pc guarantee
provided at the loan level are offset. Only
losses on loans distributed by the particular

bank are offset in commission payments.

3. Risk cover - Portfolio guarantee

If losses to be offset exceed the current year’s
and the following nine years’ commissions,
DLR can demand that such losses be covered
by drawing on the portfolio guarantee based
on the 6 pc guarantee provision on individual
loans. The portfolio guarantee is based on all

the direct 6 pc guarantees provided.

At the end of 2017, almost half of DLR’s loan
portfolio was covered by the universal guar-

antee concept.
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Figure 4 - DLR lending covered by the universal guarantee concept

- for loans offered after 1.1.2015
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Loans granted up to 31 December 2014

DLR’s portfolio was covered by two different
guarantee concepts up to 2014. Guarantees
provided under these concepts still apply, but
the extent of the guarantees is being reduced
as the loans covered are redeemed or paid

down, etc.

For loans on commercial property, i.e., private

residential rental property, private coopera-
tive housing, office and retail property plus
manufacturing and workshop property, the
loan-distributing banks have previously pro-
vided an individual loan-loss guarantee that
covers the outermost and most risky part of
the loan. The guarantee covered as a mini-
mum that part of the loan that exceeded 60%

of the value of residential rental property and

DLR - Risk and capital management 2017

cooperative housing without a municipal guar-
antee along with that part of the loan that ex-
ceeded 35 pc of the value of office and retail
property. Loans on manufacturing and work-
shop property and loans issued to the Faroe
Islands and Greenland required more exten-
sive guarantees. The guarantee amount was
written down proportionally as principal pay-
ments were made, and the guarantee period
generally ran for up to 16 years (potentially

longer for loans with interest-only payments).

Loans for agricultural properties were covered

by a guarantee agreement between DLR and
its partner banks. This is a collective guaran-
tee scheme for lending granted under the co-

operative agreement that is invoked if DLR’s
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aggregate losses on agricultural loans pro-
vided by shareholder banks exceed a pre-de-
termined amount (DLR’s excess) within a sin-
gle calendar year. The excess is defined as
1.5 times the unweighted average of the
losses in the preceding five years, though not
less than 0.25 pc of the loan portfolio covered
by the agreement. The agreement covered
around DKK 41bn of the loan portfolio at year-
end 2017. Hence, DLR would have to bear
losses of up to roughly DKK 100m (DLR’s ex-
cess) in 2018 (0.25 pc of DKK 41bn). DLR
has, furthermore, an agreement allowing it to
offset losses in the commission payments to
individual banks if loans granted for agricul-
tural properties via the bank result in a loss

for DLR.

As loans are transferred to the universal guar-

antee concept, so the potential for offsetting

Table 19 — Overview of DLR’s guarantee concepts

Cooperative agreement - agriculture (until end-2014)

Commercial property guarantee (until end-2014)

Universal guarantee concept - agriculture (from start-2015)

Universal guarantee concept - commercial (from start 2015)

Government guarantee - YJ loan
Covered by guarantee schemes
Total outstanding bond debt

Proportion covered by guarantees

DLR - Risk and capital management 2017

loans under the cooperative agreement will be
reduced, just as the potential for loss-offset-
ting under the universal guarantee concept
does not yet offer full coverage. Losses may
therefore be offset to a certain extent across
guarantee concepts, so that the implementa-
tion of the universal guarantee concept and
the reduction in the scope of the existing co-
operative agreement do not lead to an in-

creased risk for DLR.

Loans in this area to the Faroe Islands and
Greenland are not covered by the universal
guarantee concept. Hence, more extensive

guarantees are required here.

95 pc of DLR’s portfolio was covered by one
of DLR’s guarantee concepts at the end of

2017, cf. table 19:

Outstanding bond debt covered by

guarantee concept (DKKbn)

Dec. 2017 Dec. 2016
41.4 60.2

22.6 28.8

43.9 22.9

25.6 16.5

0.3 0.4

133.6 128.8
140.7 137.7
95.0% 93.5%
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5.5 Leverage

DLR has over a number of years regularly re-
duced its leverage ratio (calculated as lending
relative to equity) from just under 23 in 2007
to 11.5 at the end of 2017, cf. figure 5. The
slight increase in the leverage ratio since
2015 is a reflection of several factors. DLR de-
cided in 2016 to buy back on shares from Fi-
nansiel Stabilitet and Danmarks Nationalbank
for DKK 970m. At the same time, DLR experi-

enced significant lending growth of around

DKK 5bn, which together resulted in a slight
increase in the leverage ratio. In 2017, DLR
redeemed hybrid (tier 1) core capital for DKK
1,300m, sold equities to DLR’s existing share-
holders for DKK 632m and enjoyed decent
lending growth of around DKK 3bn. This, com-
bined with the year’s positive result, has led

to a modest increase in the leverage ratio.

The current low leverage ratio is positive for

DLR’s aggregate risk.

Figure 5 - DLR’s leverage (lending as a pc of equity)
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Applying the current CRR definition of lever-
age ratio, where leverage is calculated as the
total risk exposure amount (REA) relative to

tier 1 (core) capital, DLR’s leverage ratio was

7.0 pc at the end of 2017, cf. figure 6 and table
20.
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Figure 6 - DLR’s leverage ratio, CRR
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DLR’s Board of Directors has set a lower limit Directors’ requirement of 5 pc and the likely
for the leverage ratio of 5 pc in accordance regulatory requirement of 3 pc. Please refer
with the CRR definition. DLR’s current lever- also to Appendix A for further information on
age ratio of 7.0 pc thus provides a significant DLR’s leverage ratio.

capital surplus relative to both the Board of

Table 20 - DLR’s leverage ratio according to CRR, end-2017

(DKKm)
Total assets according to accounts 163,375
Total balance sheet exposures cf. CRR 163,742
Off-balance sheet items, loan offers, etc. 4,960
Tier 1 (core) capital deductions (sector equities, etc.) -692
Total exposure for leverage ratio calculation 161,161
Tier 1 (core) capital, transitional arrangement 11,722
Tier 1 (core) capital, CRR rules fully implemented 11,722
Leverage ratio, transitional arrangement 6.98%
Leverage ratio, CRR rules fully phased in 6.98%

DLR - Risk and capital management 2017
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5.6 Composition of loan portfolio

Property categories

At the end of 2017, DLR’s loan portfolio
(measured as outstanding bond debt)
amounted to DKK 140.7bn. Loans on agricul-

tural properties accounted for 62 pc and on

owner-occupied properties, including residen-
tial farms, for just under 6 pc of the portfolio,
while loans on commercial property and pri-
vate cooperative housing properties ac-

counted for just over 32 pc; cf. figure 7.

Figure 7 - DLR’s lending by property category

100%

80%

60%
40%
20%
0% T T

I—
I
I—

2008 2009 2010 2011 2012
Owner-occupied

m Argiculture

m Private rental housing

Private cooperative housing

2013 2014 2015 2016 2017
m Office and retail

m Other properties

Loan type

The composition of DLR’s loan portfolio by
loan type is shown in figure 8. DLR has since
2014 been running campaigns encouraging
borrowers with short ARM loans to remort-
gage into loans with longer underlying fund-
ing. DLR’s loan portfolio was dominated by
ARM loans, particularly 1Y ARMs, up to 2013.
Over the past four years, however, the share

of ARM loans has fallen considerably to 42 pc

of DLR’s loan portfolio at the end of 2017 com-
pared to 73 pc at the end of 2013.

During the years 2014-2016, DLR’s cam-
paigns targeted only 1Y and 2Y ARM loans,
and a marked shift occurred in 2014 and 2015
from annually refinanced loans to loans that
were refinanced every three years. The cam-
paigns were extended in 2017 to also target
3Y ARM loans, which subsequently prompted

a shift in 2017 from loans with refinancing
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every three years to loans with refinancing

every five years.

The share of ARM Short (RT-Kort) loans,
which DLR introduced at the end of 2013, has

also increased markedly in connection with

the remortgaging of 1Y and 3Y ARM loans.
ARM Short loans are based on issues of float-
ing rate bonds pegged to either the CIBOR or
the CITA rate, so far with maturities of 3-4

years.

Figure 8 - DLR’s loan portfolio by loan type
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At the end of 2017, the share of 1Y ARM loans
had been reduced to 7 pc of the loan portfolio
compared to 57 pc at end-2013, while 3Y and
5Y ARM loans accounted for 9 and 25 pc, re-
spectively. ARM Short had increased to 35 pc
from 0 pc at end-2013. Fixed-rate loans,
meanwhile, accounted for 20 pc, while other
short-rate loans made up the remaining 4 pc

of the portfolio at year-end 2017.

DLR - Risk and capital management 2017

Repayment profile

The share of total gross lending with an initial
interest-only period was 49 pc in 2017, which
was an increase on 2016 when the corre-
sponding figure was 41 pc. Interest-only loans
are particularly popular in the agricultural
area, as 61 pc of gross lending to the agricul-
tural sector was with an initial interest-only
period in 2017. In the commercial property

area, the share of loans with an initial interest-

I
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only period in 2017 was just 14 pc for office
and retail property, while it was 37 pc for res-
idential rental properties and 46 pc for private

cooperative housing.

With regard to DLR’s overall loan portfolio, the
share of loans with an initial interest-only pe-
riod was 40 pc at the end of 2017, which was
significantly lower than in 2016 when the
share was 48 pc. Hence, the share of loans
with an initial interest-only period has fallen
steadily over the past five years from 54 pc of
the overall portfolio in 2013 — and this trend

applies across all property categories.

Interest-only loans accounted for 50 pc of
lending to the agricultural sector at year-end
2017 after having hovered around 56 pc since
2013. The share of loans with an initial inter-
est-only period has fallen even more markedly
in the private residential rental segment in re-

cent years, from 63 pc at the end of 2014 to

DLR - Risk and capital management 2017

34 pc at year-end 2017. Interest-only loans
are least common among office and retail
properties along with owner-occupied dwell-
ings, including residential farms, as the
shares here were 15 pc and 19 pc, respec-
tively, at the end of 2017 compared to 27 pc

for both segments at year-end 2016.

Geographical distribution

As a result of its business model, DLR’s loan
portfolio is limited to agricultural, residential
farm, commercial and cooperative housing
properties, with 62 pc concentrated in the ag-
ricultural sector. Geographically, DLR’s lend-
ing is spread across Denmark and reflects the
coverage of the loan distributing banks’
(DLR’s shareholders) branch networks. DLR
also has lending in Greenland and on the
Faroe Islands totalling DKK 1.9bn, corre-

sponding to 1.4 pc of the loan portfolio.
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Table 21 - DLR’s lending by region and property type, year-end 2017

(DKKm) Agricul- Owner-occu- Office and  Private rental Coopera-  Other Nominal out-
ture pied retail property tive hous- standing
ing bond debt,
total
Northern Jutland 20,973 1,297 3,567 3,132 767 666 30,401
Central Jutland 27,505 1,801 6,277 5,105 673 988 42,349
Southern Region 26,106 1,779 5,275 5,369 412 609 39,551
Capital Region 1,068 405 3,633 1,868 357 81 7,413
Zealand 11,767 1,081 3,371 2,114 611 125 19,070
Greenland 0 558 129 196 59 0 942
Faroe Islands 0 974 0 0 0 0 974
Total 87,419 7,895 22,253 17,784 2,880 2,469 140,701

5.7 Loan portfolio LTV

DLR grants loans against a mortgage on real
property within the statutory lending limits for
the various property categories. To determine
DLR’s position in the order of mortgage prior-
ities and whether this constitutes a significant
risk, DLR continually calculates LTV (Loan-
loans

To-Value) values for the individual

across all property categories.

Table 22 shows the distribution (pc) of DLR’s
loan portfolio by LTV band.

DLR - Risk and capital management 2017

At the end of 2017, just over 90 pc of loans
granted on agricultural properties were in the
<60 pc LTV band based on DLR’s latest valu-
ations, including valuations made in connec-
tion with continual covered bond (SDO) moni-
toring, while 87 pc of the lending on commer-
cial properties, including cooperative housing,
was in the <60 pc LTV band - not taking into
account the guarantees provided. Residential
properties have an LTV limit of 80 pc, which
is why the proportion placed under 60 pc is

naturally lower for these property categories.
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Table 22 - Distribution (pc) of DLR’s loan portfolio by LTV band, year-end 2017

LTV band

Property category Under 50%  50-60%  60-70%  70-80%  Over 80% Total
AGRICULTURE:

Cattle 74.1% 12.2% 7.9% 3.2% 2.6%  100%
Pigs 77.0% 12.2% 7.0% 2.6% 1.21.2  100%
Arable 83.1% 10.2% 4.9% 1.1% 0.7%  100%
Agriculture, other 86.2% 8.8% 3.3% 0.7% 09%  100%
Part/spare-time agriculture 86.7% 7.9% 3.6% 1.0% 0.9% 100%
AGRICULTURE, TOTAL 79.4% 10.9% 6.1% 2.1% 1.5%  100%

OWNER-OCCUPIED:

Owner-occupied including residential farms 78.0% 10.7% 6.8% 2.9% 1.5% 100%
COMMERCIAL:

Office/retail 80.4% 10.5% 5.7% 1.7% 1.8% 100%
Residential rental 69.7% 12.3% 10.0% 5.8% 21% 100%
Cooperative housing 68.1% 10.3% 9.2% 6.1% 6.2% 100%
Other property 83.0% 9.0% 41% 2.3% 1.6%  100%
COMMERCIAL, TOTAL 75.7% 11.1% 7.4% 3.6% 22%  100%
Total 78.1% 11.0% 6.6% 2.6% 1.8%  100%

Basis for valuation of properties is latest physical valuation or approved market value. Agricultural properties are also forward-indexed
to a current value (Q4 2017). LTV calculated at customer loan level with continuous distribution of outstanding cash debt across the
LTV bands.

Source: DLR’s internal calculations

To ensure the statutory overcollateralisation a physical inspection has been done this val-

(OC) of DLR’s Capital Centre B (cover pool), uation is prioritised.

a valuation is carried out at least annually on
commercial property and every three years on
residential property. This can be done without

a physical inspection (market valuation), but if

The continual monitoring of LTV values is
partly based on these current market valua-
tions and is a permanent feature of DLR’s

management reporting. DLR has currently

DLR - Risk and capital management 2017
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provided DKK 11.4bn in supplementary collat-
eral and has, in addition, an overcollateralisa-
tion of DKK 17.9bn consisting of collateral in
particularly secure assets plus the option of
including claims against banks (bank guaran-

tees).

5.8 Credit risk adjustments

DLR adheres to the Danish Executive Order
on Financial Reports for Credit Institutions
and Investment Firms, etc. Please refer to this
and to the significant accounting policies in
DLR’s Annual Report (note 45) for definitions
of non-performing and impaired loans for ac-

counting purposes as well as a description of

DLR - Risk and capital management 2017

methods used to determine value adjustments

and impairment charges.

The total value of DLR’s unweighted exposure
for credit risk purposes was DKK 148,454m on
31 December 2017, calculated after guaran-

tees and conversion factor.

Tables 23 and 24 provide information on
credit categories by sector (before weighting
and deductions for collateral, which reduce
the weighting). Exposures to central govern-
ments, regional/local authorities and institu-
tions are via their exposure as guarantors, not
via their direct exposure. This is why the three
groups do not necessarily appear in their nat-

ural sectors.
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Table 24 — DLR’s exposures by term to maturity, 31 December 2017

IRB approach 03. Corporates
subtotal

Standard method 07. Central governments or
central banks
08. Regional governments
or local authorities
12. Institutions
13. Corporates
14. Retall
15. Secured by mortgages
on immovable property

16. Exposures in default

21. Equity exposures
22. Other exposures
subtotal

Total

B:<=1yr

6,101

6,106
6,110

Net exposure value (DKKm)

C:>1yr<=5yr D:>5yr

101
101

26

26
77

46

177
278

Table 25 - DLR’s risk exposures, 31 December 2017

Mortgage ex-

posures incl.
(DKKm) guarantees
Retail exposures 28,401
of which
- Collateral in real property 28,330
- Other retail exposures 72
Corporate exposures 97,111
Institutional exposures 15,666
Government exposures 902
Covered bonds -
Equity exposures -
Non-counterparty assets -
Total at 31.12.2017 142,080

Loan offers
and
pledges
107

61

46
2,196
161

2,465

Other

1,936
6,100

46
351

8,432

72,565
72,565

783

92
15,809
26,558
118

28,343

1,215

72,918
145,483

E: No set

maturity

1,928

46
351
2,324
2,324

Exposure-

weighted avg.

Credit expo-

sures total

28,509

28,391
118
99,307
17,764
7,001
46

351

152,978

risk weight
(%)
33%

32%
74%
57%
23%
0%
0%
100%
100%

46%

Total

72,670
72,670

6,909

92
17,764
26,638
118

28,391

1,217
46
351
81,525
154,195

Risk expo-
sures

9,307

9,220
87
56,852
4,031

46
351

72,505
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When calculating risk-weighted exposure
amounts under the standardised method for
credit risk, DLR uses assessments from the

following external credit rating agencies:

e DBRS limited

e Moody’s Investors Services

e Standard & Poor’s Ratings Services

e Fitch Ratings
The assessments are only used for institu-
tions in the exposure class ‘exposures against
institutions’ where there is an external credit

assessment.

If there are only two credit assessments, the

assessment that gives the highest risk-
weighting is used. If there are more than two
different credit assessments, that one of the
two lowest that gives the higher risk-weighting

is used.

Table 26 shows on- and off-balance sheet
amounts together with risk-weighted assets
under the standard method, while table 27
shows the distribution of exposures under the
standard method by asset class and risk-

weighting.

Table 26 — Exposures under the standard method, calculated at 31 December 2017 (DKKm)

(Template 19: EUR CR4)  Exposures before CCF and

Exposures after CCF and

RWAs and RWA density

CRM
reduction
Off-balance-
On-balance- sheet
sheet amount amount
01. Central governments
or central banks 6,909 0
02. Regional govern-
ments or local authorities 92 0
06 Institutions 17,602 324
07. Corporates 24,441 4,393
08. Retail 72 92
09. Secured by mort-
gages on immovable
property 28,330 123
10. Exposures in default 1,203 29
15. Equity 46 0
16. Other items 351 0
Total 79,046 4,960

CRM assets
On-bal- Off-balance-
ance-sheet sheet
amount amount RWAs RWA density
6,909 0 0 0%
92 0 0 0%
17,602 161 4,031 23%
24,441 2,196 22,290 84%
72 46 87 74%
28,330 61 9,220 32%
1,203 14 1,217 100%
46 0 46 100%
351 0 351 100%
79,046 2,479 37,242 46%
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Table 27 — Exposures under the standard method, calculated at 31 December 2017 (DKKm)

(Template 20 - EU CR5) 0% 20%
01. Central governments or central

banks 6,909

02. Regional governments or local

authorities 92

06 Institutions 16,169

07. Corporates
08. Retail
09. Secured by mortgages on im-

movable property

10. Exposures in default

15. Equity
16. Other items 0
Total 7,001 16,169

5.9 Arrears, impairments and losses

The number of borrowers unable to meet their
payment obligations to DLR has been falling
sharply since mid-2016, cf. figures 9-10, and

is now back at pre-financial crisis levels.

Overall, the arrears ratio — measured as the
percentage of mortgage payments in arrears
3% months after the due date — was 0.55 pc
in mid-January 2018 against 1.11 pc a year
ago. The fall in arrears was driven, in particu-
lar, by a more than halving of the arrears ratio

for agricultural properties, which fell to 0.66

Risk weight
35% 50% 75% 100% Total
6,909
92
1,595 17,764
26,638 26,638
118 118
27,343 1,048 28,391
1,217 1,217
46 46
351 351
27,343 1,595 29,417 81,525

pc in mid-January 2018 from 1.50 pc a year
earlier. The arrears ratio for agricultural prop-
erties peaked in autumn 2011 at 2.33 pc. Dur-
ing the subsequent upswing for the agricul-
tural sector arrears fell, before rising again
from early 2014 to mid-2016, when agriculture
suffered a major economic setback. The re-
newed decline in arrears from the second half
of 2016 should be seen against the marked
improvement in settlement prices for agricul-
tural products, which gained traction in H2

2016, and demand from China.
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Figure 9 - DLR’s 105 days arrears ratios

- Key property categories
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Pork prices have fallen since summer 2017,
while dairy prices began to fall in January
2018. A major increase in global production,
which has created an oversupply situation,

was the cause in both cases. These price falls

DLR - Risk and capital management 2017

have, however, so far not been reflected in ar-
rears ratios for either cattle or pork opera-
tions, which fell to 1.03 pc and 0.17 pc, re-
spectively, in mid-January and are the abso-
lute lowest levels of arrears since before the

financial crisis.
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Figure 10 - DLR’s 105 days arrears ratios

- Agriculture, key production areas
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As mentioned, DLR regularly monitors its loan
portfolio to identify potential impairments. An
individual assessment is also made of a num-
ber of large exposures and certain exposures
exhibiting signs of financial distress, etc. If an
assessment finds OEI, an impairment provi-
sion is made against the exposure equivalent
to the loss DLR estimates it could potentially

incur.

As can be seen in figure 11, DLR’s provision-
ing ratio has fallen considerably in recent
years and amounted to -0.07 pc of the loan

portfolio at year-end 2017. The provisioning

DLR - Risk and capital management 2017

ratio is calculated in accordance with the Dan-
ish FSA’s definitions. Accumulated impair-
ments have also demonstrated a declining
trend since 2015. Total individual impairment
provisions amounted to DKK 278m at the end
of 2017 compared to DKK 411m at the end of
2016. On top of this comes collective impair-
ment provisions of DKK 246m, of which DKK
111m is based on an IFRS9 calculation and
DKK 135m is a management estimate, giving
total impairments at year-end 2017 of DKK
524m. Relative to DLR’s total lending of DKK
143bn, the accumulated provisioning ratio
was 0.37 pc at the end of 2017 compared to
0.43 pc at the end of 2016.
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Figure 11 - Impairments as pc of loan portfolio
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Figure 12 shows developments in DLR’s im- while individual impairment provisions in the
pairment provisions between 2009 and 2017. agricultural sector were reduced by one third
Collective impairment provisions increased in in 2017.

2017 as a result of the transition to IFRS9,

Figure 12 - Accumulated impairments by property category

DKKm
800
600
400
200
0
2012 2013 2014 2015 2016 2017
Agriculture Private rental and cooperative housing
Office and retail == == Group provisions

e T otal provisions

64



Table 28 - DLR’s value adjustments and impairments by property category,

31 December 2017

Loans in arrears
without impairment.

Outstanding bond

debt,
(DKKm) year-end 1)
Agriculture, including residential farms 3,543
Rental property and coop. housing 687
Office and retail property 1,167
Other 32
Total 5,429

Individual impaired

loans. Realised value

Bond debt out- Individual im- adjustments and
standing, year- pairments impairment
end. year-end charges 2017

1,789 239 -83

147 23 9

81 16 -3

10 1 0

2,027 278 =77

1) Calculation also includes loans with arrears on December 2017 mortgage payment date as calculated after the due date.

Note: Numbers cannot be directly deduced from DLR’s Annual Report

Source: DLR’s internal calculations

Realised losses on loans, including adjust-
ments from previous years, amounted to DKK
9m in 2017, which is markedly lower than the
realised loss of DKK 100m in 2016. Relative
to the total loan portfolio, the loss ratio was
thus 0.01 pc, which has not been lower since

before the financial crisis.

Agriculture accounted for half the realised
losses before the reversal of earlier impair-
ment provisions in 2017. Losses were mainly
attributable to cattle properties, part-time and
hobby farms and horticultural properties. A
further DKK 7m loss was realised on owner-
occupied dwellings, including residential
farms, while the loss stemming from private

residential rental properties was DKK 4m.
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Figure 13 - Realised losses before loss offsetting
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With respect to the previously described loss-
offsetting schemes, DLR set off losses of DKK
27m in 2017 against commissions paid to the
banks, a considerable share of which con-

cerns losses from the years prior to 2017.

DLR - Risk and capital management 2017

DLR’s stock of repossessed properties at
year-end 2017 totalled 11, two of which were
pig farms (one operation) along with two cattle
farms (two operations), while the remaining
properties were residential farms, part-time

farms and one office and retail property.
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Figure 14 - DLR’s stock of repossessed properties at year-end
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The number of completed forced sales of in 2017, which was down on 2016, when the

property where DLR holds a mortgage was 64 number was 110; cf. figure 15.

Figure 15 - Forced sales of properties in which DLR holds a mortgage
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Table 29 - DLR’s impaired loans.

Iltem, DKKm

Individual impairments:

On loans and guarantees, start of year
Reversed impairment provisions
Impairment provisions for the period
Individual impairments, year-end
Collective impairments:

On loans and guarantees, start of year
Reversed impairment provisions
Impairment provisions for the period
Collective impairments, year-end

Total impairments, year-end
Individually impaired exposures, fair value:
- Before impairments

- After impairments

Impact on operating results:

Loss for the period

Recovered debts previously written off
Impairment provisions for the period
Reversed impairment provisions

Losses offset in commission payments to banks
Impairments on loans and other receivables, etc.

Source: DLR’s Annual Report note 17 and note 9

5.10 Encumbered assets

As a mortgage credit institution, encumbrance
is a natural aspect of DLR’s business model.
Assets in a capital centre (cover pool) used
for the issuance of covered bonds are, by def-
inition, encumbered, as legally these assets
are dedicated collateral for bondholder pay-
ments, which means DLR’s entire loan portfo-
lio is encumbered. Other assets in a capital

centre, such as bonds or other liquidity that

2017 2016
411 445
-195 -191
62 156
278 411
190 145
0 -25

56 70
246 190
524 601
2,027 3,381
1,748 2,970
-23 -104
14 4
-118 -226
195 216
27 48
94 -62

constitute overcollateralisation for bond in-
vestors are also encumbered, as bond owners
have a preferential claim on the assets in the

event of insolvency (solvency encumbrance).

All DLR’s assets are placed in one of DLR’s
two capital centres, “General Capital Centre”
or “Capital Centre B”. DLR has thus by defini-

tion an asset encumbrance of 100 pc.
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Table 30. DLR’s asset encumbrance at 31 December 2017

Value for accounting purposes Encumbered
(DKKm) assets
Mortgage lending 143,061
Equity instruments 46
Debt instruments 11,810
Other assets 8,458
DLR’s total assets 163,375

Source: DLR’s internal calculations

When calculating encumbrance for a mort-
gage credit institution it is important to distin-
guish between “solvency encumbrance” and
“liquidity encumbrance”. DLR views its securi-
ties portfolio as being unencumbered from a
liquidity perspective, as DLR can freely buy or
sell these assets as long as the portfolio com-
position requirements under LCR are com-

plied with.

At year-end 2017, DLR had not received re-

encumbered assets.

5.11 Current trends in DLR’s key

business areas

Agriculture

Significant price increases from mid-2016 on
pork products and not least weaner pigs,
which are exported to Germany, together with

rising milk prices from the latter half of 2016,

Unencumbered Asset encum-
assets Total assets brance (pc)

0 143,061 100%

0 46 100%

0 11,810 100%

0 8,458 100%

0 163,375 100%

have resulted in considerably improved earn-
ings for dairy and pig producers compared

with the previous few years.

Growth in operating profit up to 2016 together
with our forecast going forward to 2018 for
full-time farms is shown in figure 13. Note that
the forecast for 2017 is largely based on al-

ready known prices.

The considerably improved earnings in 2017
follow a number of years with weak financial
results. This positive trend has increased the
farmers’ options for reducing debt and has
contributed to the further development of Dan-

ish agriculture.

The latest income forecasts from SEGES indi-
cate that improved earnings will be replaced
by a deterioration in terms of trade as early as
2018 or 2019. The less rosy economic outlook
for the coming years increases the need to be

aware of operations that after several years of
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weak earnings have a debt burden that ex-
ceeds what the operation can realistically ser-
vice. Focus is needed in the coming years on
finding suitable solutions both for these oper-
ations and for farms where the owner, due to

his/her age, wishes to leave the industry.

We should note, however, that within all seg-
ments of the agricultural sector there are sub-
stantial differences in the results each farmer
can achieve from apparently very similar op-
erations. Hence, there are many talented
farmers who even during periods of relatively
poor prices are capable of realising a level of
earnings that allows for the further develop-

ment of their operation.

Figure 16 - Operating profit before owner remuneration for all full-time operations
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Source: SEGES income forecast, January 2018

*) Forecast

Dairy producers

A forecast for developments in the operating
profits of dairy producers is shown in figure
17. As can be seen, the outlook is for a satis-
factory result in 2017 on the back of the rela-

tively high milk price.
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The increase in the price of milk was mainly
due to generally rising demand for butter and
cheese. A further contributory factor has been
a growing interest in China for importing dairy

products.
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Going forward, considerable volatility in milk
prices should be expected, in part due to the
discontinuation of the EU’s milk quota system

in 2015, which could again put pressure on

operating profits. This has been confirmed by
recent market developments and updated

forecasts for prices and earnings.

Figure 17 - Operating profits before owner remuneration, milk producers
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Source: SEGES income forecast, January 2018

*) Forecast

Pork producers

As can be seen in figure 18, which shows de-
velopments in and a forecast for the operating
profits of pork producers, weaner pig produc-
ers have realised the most pronounced in-
crease in earnings, though butcher hog pro-
ducers, too, experienced significantly im-

proved earnings in 2016 and particularly in

DLR - Risk and capital management 2017

2017 compared to the preceding years. Pork
production looks set to increase in both the
EU and North and South America in the com-
ing years. The larger supply of pork on the
global market will likely put pressure on set-
tlement prices and thus reduce the earnings

of producers.
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Figure 18 - Operating profits before owner remuneration, pork producers
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Source: SEGES income forecast, January 2018

*) Forecast

Crop producers the outlook is still for crop producers to have
Relatively low grain prices mean the earnings balanced economies.
of crop producers are under pressure, as can The larger farms that have the highest relative

be seen in figure 19. On average, however,

erage.
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debt burdens also have the best results on av-
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Figure 19 - Operating profits after owner remuneration, crop producers
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*) Forecast

Mink producers

Danish mink producers have continued to in-
crease their market share and now account for
around one third of the global production of
mink pelts with much of the production being
exported. Despite Danish mink pelts attracting
prices 30 pc higher than foreign pelts, pro-
nounced price falls on mink pelts between
2015 and 2017 mean a number of mink oper-

ations look likely to make a loss.

However, with the supply of mink pelts ex-
pected to fall by 30 million to 54 million pelts
in 2017 and demand likely to remain robust,
Copenhagen Fur expects mink prices to trend

higher in 2018.
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Agricultural property market

Activity and price levels in the agricultural
property and land market have remained
largely unchanged on average in recent

years.

The market continues to be characterised by
an increasing price differentiation depending
on the fertility and layout of the land. Land
prices increasingly reflecting the land’s yield
potential is a positive development, and our
overall estimate is that current price levels for
farmland are supported by long-term expecta-
tions for vegetable product prices, even taking
into account a certain rise in interest rates in

the coming years.
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Compared to other countries, the price of land
in Denmark is now relatively low, which was
not the case earlier. This has triggered an in-
creasing interest among foreign investors in
buying Danish land, which may help support

prices.

Commercial property

DLR’s lending on commercial properties com-
prises loans for private residential rental prop-
erty, office and retail property, manufacturing
and workshop property, community power
plants — including land-based wind turbines —

and housing cooperatives.

DLR’s loan distribution network consists of lo-
cal and regional/national banks whose mar-
kets cover the entire country, although cover-
age of the Greater Copenhagen area is some-

what limited. Of DLR’s lending to the above-

mentioned property categories, just under 90
pc is on properties located outside the capital

region.

Vacancy rates falling

As can be seen in figure 20, vacancy rates
have been falling in recent years on rental
properties in the office, retail and manufactur-
ing sectors. This trend has had a positive im-
pact on the commercial property market, al-
beit initially in and around Copenhagen and

the other major cities.

However, this favourable development has
lately been spreading from the major cities to
other parts of the country, where both the
rental situation and turnover rate have im-

proved.

Figure 20 - Vacancy rates in pc.
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Commercial property market

Still low interest rates and the improved rental
climate have contributed to the commercial
property market generally performing satis-

factorily.

A survey carried out by the Danish Property
Federation (Ejendomsforeningen Danmark)
showed the professional investment property
market to be rather upbeat about the future.
Expectations for the office property market
are particularly high due to forecasts of rising
property values, increasing market rents and

falling vacancy rates.

The same survey showed expectations for the

residential rental property market had been

falling since 2015, though from a very high

level.

There is a tendency for investor interest to be
particularly focused on properties located
close to public transport and good road con-
nections. Properties with layout flexibility are
also in demand, while older, outdated proper-

ties are still proving difficult to sell.

2017 saw an increased interest in contempo-
rary, high-ceilinged, logistics facilities well lo-
cated with respect to infrastructure. Demand
here has been driven by a focus on efficient
cargo handling and speedy delivery, and we

expect this trend will continue into 2018.
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6. MARKET AND LIQUIDITY RISK

Market risk is the risk that the value of finan-
cial instruments and derivative financial in-
struments fluctuate due to changes in market
prices. DLR includes the following types of
risk under the market risk area: interest rate
risk, exchange rate risk, equity market risk
and other price risks. DLR’s interest rate risk
comprises interest rate risk on all financial in-
struments, both on- and off-balance sheet, in-

cluding lending and fixed-rate funding.

As DLR adheres to the specific balance prin-
ciple, the market risk deriving from funding in
mortgage (RO) and covered bonds (SDO) will
reflect the terms and conditions of the mort-
gage debtors. The market risk DLR assumes
should be viewed in relation to DLR’s busi-
ness model and is solely attributable to an in-
vestment need for DLR’s capital base, pro-
ceeds from issued senior debt, senior secured
bonds, hybrid (tier 1) core capital and supple-
mentary capital, etc., profits/earnings and

prepaid funds.

DLR applies the portfolio approach when esti-
mating a potential capital charge for interest
rate risks in or external to its trading book.
DLR therefore actively manages these inter-
est rate risks, including hedging between the
interest rate risks in and external to the trad-

ing book.

In addition to the statutory framework, DLR
has determined a policy for investing its secu-
rities portfolio and specific limits for the extent

and volatility of each type of risk.

Essentially, DLR’s overall market risk should

be low, which means that:

e Overall interest rate risk calculated in ac-
cordance with the Executive Order on the
Issue of Bonds, the Balance Principle
and Risk Management should lie within
the 0-3 pc range of the capital base. The
interest rate risk on DLR’s trading book
(securities portfolio/assets) should be in
the 0-3 pc range of the capital base, and
the securities portfolio should mainly con-
sist of bonds with a remaining term to
maturity of up to five years. Interest rate
risk on issued debt instruments (liabili-
ties) should be in the 0-3 pc range of the
capital base.

e Exchange rate risk on DLR’s assets, lia-
bilities and off-balance sheet items must
be at most be 0.1 pc of the capital base
as calculated according to exchange rate
indicator 2; cf. rules in the Executive Or-
der on the Issue of Bonds, the Balance
Principle and Risk Management.

e DLR does not assume equity market risk
except in connection with policy/strategic
positions deemed necessary for DLR’s
operations (for example, equities in sec-

tor-owned companies)
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e Other price risks should be avoided.
Hence, DLR does not wish to take posi-
tions in foreign currencies apart from
EUR, or in equities, commodities, options
or derivative financial instruments unless
these positions are for risk hedging or li-
quidity management purposes

e DLR also aims for a responsible leverage
ratio in the markets area.

The stipulated risk levels are specified in the

Board of Director’s instructions to the Execu-

tive Board and in its delegated authorities.

Regular risk reports on the securities portfolio
ensure DLR’s management can track prevail-
ing risk levels and decide on which measures
to take, if appropriate. Treasury prepares both
a 14-day and a quarterly report (securities re-
port). The 14-dag report is submitted to the
Executive Board and discussed at securities
meetings that are held every 14 days, while
the quarterly report is submitted to the Exec-
utive Board and the Board of Directors in con-
nection with approving the quarterly, half-
yearly and annual financial reports. Infor-
mation reported includes the composition of
the securities portfolio, price adjustments, in-
terest accrual, interest rate risk and exchange

rate risk.

DLR’s day-to-day liquidity management is
based on two daily statements: The bond
sales statement and the liquidity statement.

The bond sales statement provides an over-
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view of the specific bond series and their re-
spective nominal amounts earmarked for pay-
ment, and is generated in both DKK and EUR.
In addition, a statement is prepared every
morning of all bank deposits in DLR’s various

accounts in both DKK and EUR.

Based on the bond statement and the liquidity
statement the Treasury department plans its
bond trades with a view to ensuring adequate
net liquidity. The Finance department subse-
quently distributes the liquidity across the re-
spective accounts so there is sufficient liquid-
ity to make loan payouts, interest/principal
payments on outstanding bonds and to pay

salaries, etc.

6.1 Interest rate risk

Interest rate risk expresses the amount that
DLR should expect as a price adjustment in
the event of a shift in market yields of 1 per-
centage point. As DLR has decided to follow
the specific balance principle, the interest rate
risk deriving from the issuance of covered
bonds (SDO) for the financing of mortgage
loans reflects the mortgagor’s loan conditions.
Hence, DLR’s interest rate risk arises solely
as a consequence of a natural need to invest
DLR’s securities portfolio, prepaid amounts

and proceeds from issued debt instruments.

Danish law stipulates that the interest rate risk
on the securities portfolio and funds acquired

through the issuance of debt instruments may
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not exceed 8 pc of the capital base. With a
capital base of DKK 12,372m after deductions
at year-end 2017, this equates to a maximum
permitted interest rate risk for DLR of DKK
990m.

DLR’s interest rate risk complies with the
Board of Directors’ guidelines for overall mar-
ket risk, whereby the interest rate risk on the

securities portfolio should, as mentioned, be

in the range 0-3 pc of DLR’s capital base. Ac-
cording to the Board’s guidelines, the interest
rate risk on the securities portfolio should thus

be between DKK 0 and 371m.

The interest rate risk on DLR’s securities port-
folio (assets) was DKK 220m at end-2017.
The relative interest rate risk is calculated to
be 1.78 pc given the capital base at the end
of 2017; cf. figure 21.

Figure 21 - Relative interest rate risk on DLR’s securities portfolio
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An important component of DLR’s capital
structure is regularly raising significant loans
in the capital markets via the issuance of debt
instruments. The debt instruments represent
a loan raised outside the specific balance

principle in connection with lending activities.
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DLR had DKK 9bn in outstanding senior debt
at the end of December 2017 divided between
DKK 6bn in Senior Secured Bonds (SSB), 1bn
in unsecured senior debt and 2bn in Senior

Resolution Notes (SRN). These are floating
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rate bonds issued in DKK with an original ma-
turity of between 2 and 5 years. The interest
rate risk on these debt instruments amounted

to DKK 32m, or 0.25 pc of DLR’s capital base

at the end of 2017.

The interest rate risk on issued debt instru-

ments correlates negatively with the interest

rate risk on the securities portfolio and thus
reduces DLR’s net interest rate risk to
DKK 189m, or 1.5 pc of the capital base at the
end of 2017. DLR may take a net perspective
on interest rate risk because the composition
of the portfolio is actively managed within du-
ration bands so that liabilities are hedged

within the same duration bands as assets.

Table 31. DLR’s outstanding senior debt issues year-end 2017

Type Amount Issuance-

(DKKm) date
SSB 2,000 16-03-2016
Unsecured senior debt 1,000 13-06-2016
SSB 1,000 24-09-2015
SSB 2,000 12-09-2016
SSB 1,000 22-03-2017
SRN 1,000 15-06-2017
SRN 1,000 15-09-2017
Total, senior debt 9,000

DLR holds a large portfolio of bonds. The port-
folio mainly consists of AAA-rated Danish
listed mortgage bonds (mortgage credit
bonds/RO, covered bonds/SDO and mortgage
covered bonds/SDRO), plus a small volume of

government bonds.

Of DLR’s bond portfolio of DKK 42.1bn at
year-end 2017, including bonds due to mature
on 1 January 2018, 85 pc was in DKK and 15
pc in EUR. Ignoring DLR’s bond holdings that
are set to mature soon, 64 pc of the portfolio

is invested in bonds with annual or even

DLR - Risk and capital management 2017

Maturity date ~ Maturity Reference- Rate-
(years) Rate- premium

01-04-2018 2 3M Cibor 0.72 %
01-07-2018 2 3M Cibor 0.73 %
01-10-2018 3 3M Cibor 0.78 %
01-10-2019 3 3M Cibor 0.60 %
01-04-2020 3 3M Cibor 0.37 %
15-06-2020 3 3M Cibor 0.62 %
15-06-2022 4% 3M Cibor 0.75 %
shorter rate-setting intervals (Cl-

BOR/CITA/JEURIBOR).

Proceeds from DLR’s issues of SSB, unse-
cured senior debt and SRN of DKK 9bn in all
have been placed in bonds with relatively

short maturities.

6.2 Exchange rate risk

Exchange rate risk is the risk of loss from
shifts in foreign exchange rates. Due to the
specific balance principle, DLR assumes only

a very limited exchange rate risk, as loans
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paid out in foreign currency (euro only) are al-
ways funded in that currency. Exchange rate
risk thus only arises because DLR’s securities
portfolio — as a result of LCR requirements —
includes a minor share of government and

mortgage bonds in euro.

Calculated in accordance with the Danish
FSA’s exchange rate indicator 2, DLR’s ex-
change rate risk was DKK 2m at the end of
2017, corresponding to 0.02 pc of DLR’s cap-
ital base. According to Danish law, exchange
rate risk calculated according to the Danish
FSA’s indicator 2 may not exceed 0.1 pc of the

capital base.

6.3 Equity market risk

DLR generally does not place funds in equi-
ties apart from “sector equities” related to fi-
nancial infrastructure. Together with banks
and other mortgage credit institutions, DLR
has acquired shares in two sector companies
whose mandate is to support its owners’ busi-
ness within mortgage credit, payment pro-
cessing, IT, etc. DLR has also acquired
shares in Landbrugets Finansieringsinstitut
(LFI, formerly Landbrugets Finansierings-

Bank). DLR has no plans to sell these sector
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equities, since participation in these compa-
nies is considered necessary for mortgage
banking operations. Hence, these shares are

not considered part of DLR’s trading book

At the end of 2017, DLR’s equity holdings thus
consisted solely of holdings in VP Securities
A/S, e-nettet A/S and Landbrugets Finansi-
eringsinstitut A/S. The total value of this share
portfolio was DKK 46m at the end of Decem-
ber 2017. DLR’s equity market risk after tax

amounted to DKK 4m.

DLR’s holding of treasury shares amounts to
21.495.118 shares at a nominal price of DKK
1 each. DLR’s holding of treasury shares is
not included in the price adjustment item for

equities.

In compliance with DLR’s accounting policies,
market-traded equities are measured at fair
market value. Fair value is calculated as the
closing price on the balance sheet date. Un-
listed equities are also entered at fair value. If
the fair value cannot be reliably estimated,
these shares are set at cost, minus any de-

ductions for write-downs.
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Table 32 - DLR’s exposures in equities, etc.

Type (DKKm)

Sector equities
Other equities and capital shares

Total

6.4 Counterparty risk

not included in the trading book

Operational impact in
Exposure, 31.12.2017

2017
47 -3
47 -3

is because DLR adheres to the specific bal-

To manage and mitigate DLR’s risk of loss
due to counterparties failing to meet their pay-
ment obligations to DLR, financial counterpar-
ties and the extent of the exposure are regu-

larly monitored.

Note that DLR’s risk of loss on financial coun-
terparties is limited, as counterparty risk es-
sentially comprises the borrower guarantees
provided by the banks, with the guarantee
secondary to the borrower’s personal debt ob-
ligations and the mortgage right on the prop-

erty.

Exposure calculations are regularly made for
the individual banks to estimate DLR’s finan-

cial counterparty risk.

6.5 Liquidity risk

ance principle whereby loan payments match
the payments on issued bonds (match fund-
ing). Hence, there is a 1:1 correlation between
the loan granted to the borrower and the

bonds issued by DLR to fund the loan.

There are many advantages to this model,
which ensures a funding match in terms of
maturity, interest rate, currency and loan re-
payment. Hence, payments received by DLR
from borrowers less an administration margin
to DLR (risk and administration fee) perfectly
match the amounts DLR has to pay bondhold-
ers. In general, the balance principle means
DLR essentially only assumes a credit risk in

connection with its lending activities.

As the individual borrower’s dates for making

interest and principal payments are pre-deter-

Liquidity management

The risk of loss due to current liquid assets
being insufficient to cover current payment

obligations is extremely limited for DLR. This

DLR - Risk and capital management 2017

mined, DLR will - assuming due payment - re-
ceive the funds prior to or no later than con-
currently with the equivalent payments falling

due to bondholders. A mismatch will only oc-

I
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cur when the frequency of the borrower’s pay-
ments is higher than DLR’s payments on the
underlying bonds (for example, ARM loans).
For DLR, this will result in a regular liquidity

surplus (prepaid funds).

Loan prepayments (immediate redemptions)
also give DLR additional liquidity, which is
then invested until the amount has to be paid
out to bondholders as extraordinary drawings.
Like the liquidity from immediate redemptions,
excess liquidity from prepaid funds is placed
in secure, liquid bonds or as term deposits
with banks and ring-fenced from the rest of the

securities portfolio.

Following implementation of CRR/CRD IV,
new requirements were introduced — cf. S.8
(9) of the Danish Executive Order on Manage-
ment and Control of Banks, etc. - for the cal-
culation and assessment of liquidity and li-
quidity risk (ILAAP - Internal Liquidity Ade-
quacy Assessment Process). Since 2014,
DLR has therefore produced a separate an-
nual liquidity report along the lines of a sol-
vency need assessment (ICAAP - Internal
Capital Adequacy Assessment Process). The
ILAAP is approved by DLR’s Board of Direc-
tors prior to being submitted to the Danish

FSA.

DLR’s Board of Directors has determined that
liquid funds must be placed in financial insti-
tutions that are subject to Danish law. The

maximum deposit at any one bank may be
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25 pc of DLR’s capital base, cf. Article 395 of
the Capital Requirements Regulation (CRR),
though deposits must not exceed 35 pc of the

bank’s capital base.

DLR generally only deposits funds in banks
with an S&P rating of at least BBB/A-2. DLR’s
policies and guidelines on liquidity risk stipu-
late that a maximum of DKK 50m may be de-
posited in banks that do not have an S&P rat-
ing of at least BBB/A-2. Should a bank be as-
signed a rating below BBB/A-2, DLR will
transfer the liquidity to another bank within 30

calendar days.

In consideration of DLR’s bond ratings by
S&P, DLR continuously ensures that total
bank account deposits at individual banks re-
lated to DLR’s Capital Centre B and the Gen-
eral Capital Centre do not exceed a limit of 5
pc of the outstanding cover pools in, respec-
tively, Capital Centre B and the General Cap-
ital Centre. If the total amount deposited with
a single bank exceeds 5 pc, DLR will immedi-
ately reduce its deposit at that bank and place
the amount in compliance with the above

rules.

DLR has, moreover, monetary policy counter-
party status and has also prepared contin-
gency plans in the event of a liquidity shortfall.
A monetary policy counterparty is an account
holder with Danmarks Nationalbank that has

access to monetary policy instruments.
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Monetary policy instruments include lending
facilities whereby DLR can borrow in DKK
against collateral in a matching portfolio of
bonds (less a haircut). This increases DLR’s
flexibility with respect to liquidity manage-
ment. Nevertheless, DLR’s policy and goal is
to be non-dependent on Danmarks National-
bank’s lending facility, which is why DLR also

has drawing rights available at other banks.

There is a particular liquidity risk (refinancing
risk) associated with the refinancing of ARM
loans. This is because the refinancing auc-
tions (where the interest rate is reset) involves
the sale of very significant amounts of non-
callable bullet bonds from all the mortgage
credit institutions. The market is therefore
sensitive to liquidity crises, spread widening

and the like.

According to the legislation regulating the re-
financing risk associated with ARM loans,
bonds with a maturity shorter than the under-
lying loan are subject to a statutory maturity
extension of one year at a time in the event of
a planned refinancing failing due to insuffi-
cient buyers for the new bonds (refinancing
failure trigger/RF). Bonds with a maturity of up
to two years are further covered by a statutory
maturity extension if the effective interest rate
has risen by more than 5 percentage points

over one year (interest-rate trigger/IT).
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The increased focus on refinancing risk, which
has also resulted in the “Supervisory Dia-
mond” for mortgage credit institutions and the
rating agencies’ more stringent demands on
Danish issuers to reduce funding imbalances,
means DLR’s funding profile has undergone a

pronounced structural change in recent years.

DLR has thus been running remortgaging
campaigns since 2014 that target borrowers
with 1Y and 2Y ARM (F1/F2) loans, encourag-
ing them to refinance into loans with longer-
term funding. In 2017 the campaign was ex-
tended to also target 3Y ARM loans (F3

loans).

Between 2013 and 2017, DLR’s share of
F1/F2 loans in its loan portfolio fell by 51 per-
centage points. At year-end 2013 F1/F2 loans
accounted for 58 pc of DLR’s loan portfolio,
while the share by year-end 2017 had been
reduced to 7 pc. Borrowers have mostly
shifted into longer ARM loans, mainly 5Y
ARMSs, or to DLR’s floating rate loans, “ARM
Short” (RT-Kort), where the underlying bonds
currently have a maturity of 3-4 years. When
refinancing  ARM Short loans, DLR can
choose to issue bonds with maturities of 1-10

years, which means greater funding flexibility.

Contingency funding

DLR’s contingency funding mainly comprises
the securities portfolio of DKK 42bn. However,

some of these holding are reserved for other
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purposes and so cannot be included as con-
tingency funding, which thus amounted to

DKK 24bn net at the end of 2017.

Most of these funds are used to cover LTV
disclosure obligations, OC requirements with
respect to DLR’s rating and to comply with
LCR requirements. Hence, in reality these
funds can only be used to acquire assets for

these purposes.

With its bond holdings, DLR fulfils the Board
of Directors’ requirement that at least 60 pc of
the minimum capital requirement for DLR’s
capital base is placed in Danish government

bonds and mortgage bonds.

LCR (liquidity coverage ratio)

The LCR requirement is defined in a dele-
gated act (the LCR Delegated Act), which was
issued in accordance with CRR. According to
LCR, the proportion of high quality liquid as-
sets (HQLA) shall at all times exceed the net
liquidity outflow for the next 30 days. Due to
its SIFI (systemically important financial insti-
tution) status, DLR has had to comply 100 pc
with the LCR requirement from 1 October
2015. The requirement must be complied with
in all currencies where an institution has more
than 5 pc of its total liabilities. DLR therefore
also had to comply with the LCR requirement

in euro in 2017.

Like the other Danish mortgage credit institu-

tions, DLR has been granted an exemption by
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the Danish FSA with regard to the LCR calcu-
lation of certain mortgage bond-related cash
flows. As a condition for the exemption the
FSA set an LCR floor requirement, such that
DLR should at all times hold liquid assets
equivalent to 2.5 pc of DLR’s total mortgage
loan portfolio. The floor requirement can be
met without taking into consideration that 1B
covered bonds may at most account for 70 pc
of the liquid assets. The formulation of the
floor requirement means the LCR requirement
has to be calculated according to two different
fraction equations that both have to be above

100 pc:

LCR without floor
_ HQLA (Government bonds requirement)

"~ Net liquidity outflow (30 days forward)

LCR with floor
_ HQLA (No govt. bonds requirement)

"~ 2.5pcof DLR's mortgage lending

DLR’s holding of government bonds combined
with its holding of covered bonds (SDO) is-
sued by other mortgage credit institutions en-
sures DLR has adequate HQLA to continually
comply with the LCR requirement without the
floor. When LCR is calculated without the
floor, at least 30 pc of the HQLA should be in
the form of cash, deposits at Danmarks Na-

tionalbank or government bonds.

At the end of 2017, DLR had an LCR without
the floor requirement of 958% and an LCR

with the floor requirement of 281%.
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Table 33a - DLR’s LCR without floor

Q4
2017
HQLA 5,409
Net liquidity outflow 565
LCR without floor 958%
Table 33b - DLR’s LCR with floor
DLR’s LCR with floor
Q4

2017
HQLA 9,873
2.5 pc of DLR’s mortgage lending 3,518
LCR with floor 281%

NSFR

In November 2016 the EU Commission pre-
sented its proposal for an NSFR requirement
(Net Stable Funding Ratio). EU negotiations
on the final form of the NSFR are still ongoing.
NSFR aims to help ensure the institution has
suitably stable funding over a 1-year time
frame. NSFR specifies the required amount of
long-term and stable funding relative to the li-
quidity profile of the institution’s assets and
the potential drains on liquidity that may arise

from off-balance sheet items.

Total (DKKm)

Q3
2017

7,422

555

1,338%

Total (DKKm)

Q3

2017

11,199

3,492

321%

Euro (EURm)

Q2 Q1 Q4 Q3 Q2 Q1
2017 2017 | 2017 2017 2017 2017
7,421 7,436 60 67 67 58
7 1,898 50 15 20 21
101,902% 392%  120% 452% 342% 278%
Euro (EURm)

Q2 Q1 Q4 Q3 Q2 Q1
2017 2017 | 2017 2017 2017 2017
10,879 10,128 60 67 67 58
3,481 3,457 18 28 34 27
313% 293%  338% 237% 200% 217%

The ongoing negotiations on NSFR include a
determination of “interdependent assets and
liabilities” that acknowledges the Danish refi-
nancing legislation, which has rules on ex-
tending existing bonds when refinancing is not
possible. This means there will generally not
be any NSFR requirement for Danish mort-
gage credit loans and the issued covered
bonds if the proposal is, as expected, ap-

proved in this form.

The NSFR proposal is expected to be ap-
proved in 2018.
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7. IT RISK AND OPERATIONAL RISK, ETC.

7.1 1T risk

DLR’s business is heavily dependent on IT
systems, including both DLR’s own IT sys-
tems and interfaces with other external sys-
tems, such as the electronic land registry, VP
Securities (securities registration and admin-

istration) and bank payment systems.

DLR’s IT strategy

The Executive Board determines DLR’s IT
strategy, which is approved at least once a
year by the Board of Directors. DLR’s busi-
ness model assumes that necessary adjust-
ments can be regularly made to DLR’s IT sys-
tems. Within mortgage-specific areas, DLR
therefore bases its IT operations on its own
in-house developed systems, while standard
software is used in other areas. DLR has de-
cided to outsource the technical side of IT op-

erational management.

IT contingency plans

Given the central role IT plays in DLR’s busi-
ness activities, considerable focus is placed
on the IT risks DLR is exposed to. Based on a
risk and consequence analysis, DLR deter-
mines a security level that matches the signif-
icance of the relevant IT systems. A series of

measures have been enacted with respect to

both operational disruptions and disaster sit-
uations in order to minimise the risks DLR’s IT

operations are exposed to.

Operational disruptions are addressed
through preventative measures, including pro-
cedures for quality assurance, change man-
agement and document maintenance together
with fault management and procedures for
damage repair, switchover, etc. Furthermore,
DLR has twin operational centres so that a se-
rious incident at the one centre of operations

does not have a knock-on effect on the other.

Disaster situations caused by fire or water
damage, for example, are mainly sought to be
avoided through well-planned physical safety
measures and the surveillance of DLR’s build-

ings, technical installations and equipment.

Disasters caused by digital incidents are
sought to be avoided through system and data
protection via access controls, virus protec-
tion, the monitoring of network traffic and
other control procedures related to user ID

and user behaviour.

DLR has also prepared contingency plans and
procedures for emergency situations that
comprise damage-limitation measures, work-
arounds and the re-establishment of perma-

nent solutions.
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Hence, contingency plans are in place should
DLR’s IT systems experience a serious inci-
dent that results in the digital systems being
unavailable for shorter or longer periods of
time. The goal of DLR’s contingency planning
is that key business functions can be re-es-
tablished and run from alternative centres of
operations within 48 hours of deciding to put
the IT contingency plan into action. Business
contingency plans have also been estab-

lished.

Overall, DLR’s IT security and contingency
plans contribute to a level of risk for DLR’s
business applications of IT that may be char-
acterised as low, while the risk of loss due to

IT risk may be estimated as very limited.

Outsourcing

Outsourcing is used in connection with IT op-
erations. Outsourcing is closely supervised in
accordance with the Danish FSA’s executive
order on this, while separate guidelines have
also been established for outsourcing. Hence,

risk is assessed to be very limited here.

7.2 Operational risk

By operational risk is meant the risk of loss
resulting from unsuitable or deficient internal
procedures, human error or actions, system
errors, or from external events. Legal risk and

model risk are also operational risks.
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DLR’s Board of Directors has therefore deter-
mined policies and guidelines for operational
risk along with insurance coverage with the
aim of reducing DLR’s risk as much as possi-

ble.

IT constitutes a key operational risk area.
DLR’s management therefore regularly ad-
dresses IT security, including contingency

and emergency plans, etc.

DLR constantly strives to minimise opera-
tional risk by, for example, establishing con-
trol procedures, authorisations, emergency
procedures, back-ups, business procedures,
automatic updates, contingency plans, etc.
DLR’s Compliance function also helps mini-
mise operational risk. Moreover, various pro-
cess descriptions have been produced to pro-
vide instructions for pertinent procedures and
to define an area’s allocated responsibilities.
These measures help ensure DLR complies

with both external and internal requirements.

DLR also registers losses or potential losses
attributable to operational risk. DLR’s Execu-
tive Board is continually updated on opera-
tional incidents, while DLR’s Risk Committee
is updated quarterly. DLR’s Board of Directors
is regularly updated on operational events
that exceed a pre-determined limit and at
least annually on all operational incidents that

have occurred.
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As DLR is considered a relatively “simple”
business with few products and business ar-
eas, DLR’s operational risk is estimated to be

limited overall.

DLR calculates its capital requirement with re-
spect to operational risk using the basic indi-
cator method. According to this method oper-
ational risk amounts to DKK 2,401m of risk ex-
posure at 31 December 2017. That results in
a capital requirement of DKK 192m (8 pc of
the exposure) to cover operational risk as of

end-2017.

7.3 Insurance risk

claims, actual damage, or actions or omis-

sions that could be liable to compensation.

DLR prefers to assume responsibility for mi-
nor loss risks itself. Minor loss risks are risks
where the insurance premium and administra-
tion costs are assumed not to be commensu-

rate with the potential loss.

7.4 Property risk

Another element focused on in managing op-
erational risk, etc. is the options for insuring
DLR against events that might threaten the

company’s independence in connection with

DLR - Risk and capital management 2017

DLR’s portfolio of land, buildings and domicile
properties (excluding temporarily held proper-
ties) is modest relative to DLR’s equity and
balance sheet. DLR prefers not to assume any

significant property risk.

The value of properties, which solely comprise
DLR’s domicile property in Copenhagen, was
DKK 97m at the end of 2017, equivalent to 0.8

pc of DLR’s equity.
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APPENDIX A

Table A1-A4: Leverage ratio disclosure?
Table A1. LRSum: Summary reconciliation of accounting assets and leverage ratio exposures

Amount as per

31.12.2017

1 Total assets as per published financial statements 163,374,911,524
5 Adjustment for entities which are consolidated for accounting purposes but are out-

side the scope of regulatory consolidation -

(Adjustment for fiduciary assets recognised on the balance sheet pursuant to the appli-
3 cable accounting framework but excluded from the leverage ratio total exposure measure

in accordance with Article 429(13) of Regulation (EU) No 575/2013) -
4 Adjustments for derivative financial instruments 666,879

Adjustment for securities financing transactions (SFTs) -
5 Adjustment for off-balance sheet items (ie conversion to credit equivalent amounts of off-

balance sheet exposures) 4,960,048,689
Un (Adjustment for intragroup exposures excluded from the leverage ratio total exposure

measure in accordance with Article 429(7) of Regulation (EU) No 575/2013) -
CUeh (Adjustment for exposures excluded from the leverage ratio total exposure measure in

accordance with Article 429(14) of Regulation (EU) No 575/2013) -
7 Other adjustments -
8 Leverage ratio total exposure measure 168,335,627,092

Table A2. LRCom: Leverage ratio common disclosure

CRR leverage ratio expo-

sures
On-balance sheet exposures (excluding derivatives and SFTs)
1 On-balance sheet items (excluding derivatives, SFTs and fiduciary assets, but in-
cluding collateral) 163,741,736,428
2 (Asset amounts deducted in determining Tier 1 capital) -692,413,737
3 Total on-balance sheet exposures (excluding derivatives, SFTs and fiduciary assets)
(sum of lines 1 and 2) 163,049,322,691

2 Cf. Commission implementing regulation (EU) 2016/200 of 15 February 2016 laying down implementing technical standards with regard
to disclosure of the leverage ratio for institutions, according to Regulation (EU) No 575/2013 of the European Parliament and of the

Council.

DLR - Risk and capital management 2017
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EU-5a

10
1"

12

13
14
EU-
14a
15
EU-
15a

16

17
18
19

Derivative exposures
Replacement cost associated with all derivatives transactions (ie net of eligible cash variation
margin)
Add-on amounts for PFE associated with all derivatives transactions (mark-to-market method)

Exposure determined under Original Exposure Method
Gross-up for derivatives collateral provided where deducted from the balance sheet assets
pursuant to the applicable accounting framework
(Deductions of receivables assets for cash variation margin provided in derivatives transac-
tions)
(Exempted CCP leg of client-cleared trade exposures)
Adjusted effective notional amount of written credit derivatives
(Adjusted effective notional offsets and add-on deductions for written credit derivatives)
Total derivatives exposures (sum of lines 4 to 10)

SFT exposures
Gross SFT assets (with no recognition of netting), after adjusting for sales accounting trans-
actions
(Netted amounts of cash payables and cash receivables of gross SFT assets)
Counterparty credit risk exposure for SFT assets
Derogation for SFTs: Counterparty credit risk exposure in accordance with Articles 429b(4)
and 222 of Regulation (EU) No 575/2013

Agent transaction exposures
(Exempted CCP leg of client-cleared SFT exposure)

Total securities financing transaction exposures

(sum of lines 12 to 15a)
Other off-balance sheet exposures

Off-balance sheet exposures at gross notional amount
(Adjustments for conversion to credit equivalent amounts)

Other off-balance sheet exposures (sum of lines 17 and 18)

666,879

666,879

4,960,048,689
4,960,048,689

Exempted exposures in accordance with Article 429(7) and (14) of Regulation (EU) No 575/2013 (on and off balance

EU-
19a
EU-
19b

sheet)
(Intragroup exposures (solo basis) exempted in accordance with Article 429(7) of Regulation
(EU) No 575/2013 (on and off balance sheet))

(Exposures exempted in accordance with Article 429(14) and (575/2013) of Regulation (EU)
No 575/2013 (on and off balance sheet))

DLR - Risk and capital management 2017
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20

21

22

EU-23

EU-24

Capital and total exposure measure

Tier 1 capital 11,722,360,440
Leverage ratio total exposure measure 168,010,038,25
(sum of lines 3, 11, 16, 19, EU-19a and EU-19b) 9

Leverage ratio
Leverage ratio 6.98%

Choice on transitional arrangements and amount of derecognised fiduciary items

Choice on transitional arrangements for the definition of the capital measure -

Amount of derecognised fiduciary items in accordance with Article 429(11) of Regulation (EU)
No 575/2013 -

Table A3. LRSpl: Split-up of on-balance sheet exposures

(excluding derivatives, SFTs and exempted exposures)

EU-1

EU-2

EU-3

EU-4

EU-5

EU-6

EU-7

EU-8

EU-9

EU-10

EU-11

EU-12
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CRR leverage ratio exposures

Total on-balance sheet exposures (excluding derivatives, SFTs, and exempted

exposures), of which: 163,049,322,691
Trading book exposures 11,809,787,988
Banking book exposures, of which 151,931,948,440

Covered bonds R

Exposures treated as sovereigns 6,099,679,843
Exposures to regional governments, MDB, international organisations and PSE

not treated as sovereigns -

Institutions 1,936,410,717
Secured by mortgages of immovable properties 33,249,967,779
Retail exposures 103,890,154
Corporate 105,817,349,861
Exposures in default 4,328,384,198

Other exposures (eg equity, securitisations, and other non-credit obligation as-
sets) 396,265,888
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Table A4. LRQua: Free format text boxes for disclosure on qualitative items

1 Description of the processes used to manage the

risk of excessive leverage

2 Description of the factors that had an impact on
the leverage Ratio during the period to which the

disclosed leverage Ratio refers

DLR - Risk and capital management 2017

Free format

DLR operates with a significant capital surplus in relation to
the leverage requirement. Moreover, a number of parameters
are constantly monitored with a view to DLR avoiding coming
into conflict with the leverage ratio target set by the Board of
Directors.

Several factors have an impact on DLR’s leverage ratio, in-
cluding developments in DLR’s capital situation and any
growth in lending. DLR’s capital base increased slightly in

2017, while lending growth was positive.
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APPENDIX B

Table B1. Principal characteristics of capital instruments issued by DLR

1
2

9a
9b
10
11
12
13
14
15
16

17
18
19
20 a
20b
21
22
23
24
25
26
27
28

Issuer

Unique identifier (eg CUSIP, ISIN or Bloomberg identifier for private place-
ment)

Governing law(s) of the instrument

Regulatory treatment
Transitional CRR rules
Post-transitional CRR rules
Eligible at solo/(sub-)consolidated/ solo &
(sub-) consolidated

Instrument type (types to be specified by each jurisdiction)

Amount recognised in regulatory capital (currency in million, as of most recent
reporting date)

Nominal amount of instrument

Issue price

Redemption price

Accounting classification

Original date of issuance

Perpetual or dated

Original maturity date

Issuer call subject to prior supervisory approval

Optional call date, contingent call dates and redemption amount

Subsequent call dates, if applicable

Coupons/dividends

Fixed or floating dividend/coupon

Coupon rate and any related index

Existence of a dividend stopper

Fully discretionary, partially discretionary or mandatory (in terms of timing)
Fully discretionary, partially discretionary or mandatory (in terms of amount)
Existence of step-up or other incentive to redeem

Noncumulative or cumulative

Convertible or non-convertible

If convertible, conversion trigger (s)

If convertible, fully or partially

If convertible, conversion rate

If convertible, mandatory or optional conversion

If convertible, specify instrument type convertible to

DLR - Risk and capital management 2017

DLR Kredit A/S
DK0030403480

Danish law

Supplementary capital

Supplementary capital

Supplementary capital
DKK 650m

DKK 650m

100

100

Liability — amortised cost
29 August 2017

Dated

29 August 2017

Yes

29 August 2022

Ongoing with 30 bank days’

notice

Floating

Cibor 6 + 250 bps.
No

Mandatory
Mandatory

No

Cumulative

Non-convertible
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29
30
31
32
33
34
35

36
37

If convertible, specify issuer of instrument it converts into

Write-down features

If write down, write-down trigger(s)

If write-down, full or partial

If write-down, permanent or temporary

If temporary write-down, description of write-up mechanism

Position in subordination hierarchy in liquidation (specify instrument type im-
mediately senior to instrument)

Non-compliant transitioned features

If yes, specify non-compliant features

DLR - Risk and capital management 2017

No

At present Senior Resolu-

tion Notes

No
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