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Key figures

CONSOLIDATED STATEMENT OF COMPREHENSIVE INCOME

Operating income Net earnings Cost to income Return on equity
(ISK billion) (ISK billion) (%) (%)
86
45
53
57.2
14 14 49.7
32.3
30 27 21.7
10.5
2016 2015 2016 2015 2016 2015 2016 2015
M Other operating income
M Net fee and commission income
M Net interest income
CONSOLIDATED STATEMENT OF FINANCIAL POSITION
Total assets Loans to customers Equity Capital ratio
(ISK billion) (ISK billion) (ISK billion) (%)
1,036 1,011
38
87
o8 48
117 EE 712 680
712 680
27.1
337 s 24.2
211 202
2016 2015 2016 2015 2016 2015 2016 2015
M Other assets B Individuals
M Loans to credit institutions m Corporates

M Cash and bal. with Central Bank
M Financial instruments

M Loans to customers
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Endorsement and statement
by the Board of Directors and the CEO

The Financial Statements of Arion Bank for the period from 1 January to 31 December 2016 include the Financial Statements of Arion Bank
("the Bank") and its subsidiaries, together referred to as "the Group".

Outlook

2016 was an eventful year for the Icelandic economy. During the first nine months of the year gross domestic product grew by 6.2% from
the previous year as a result of both investment and private consumption. Despite growing private consumption, national savings have also
increased, which indicates that higher purchasing power does not entirely pass through to consumption but also results in higher savings.
Robust economic growth can also be linked to the rapid growth of the tourist industry, as there was a 40% year-on-year increase in the
number of tourists visiting Iceland. Tourism has firmly established itself and is now Iceland’s main export sector. Foreign exchange earnings
generated by increased exports have fuelled the appreciation of the nominal exchange rate of the kréna, while the average exchange rate
has strengthened by almost 11% between years. Unemployment averaged 3% in 2016, compared with 4% in 2015. Inflation was 1.7%, which
is below the Central Bank of Iceland’s target rate. Robust economic growth of 5% is still expected and most forecasts suggest that private
consumption will be stronger this year than it was last year. Unemployment is expected to decrease slightly and inflation is forecast to
remain low, averaging around 1.8%, owing to the further appreciation of the kréna. The conditions are therefore excellent for Arion Bank,
whose operations are primarily concentrated on the domestic market.

In October Standard & Poor's upgraded Arion Bank's credit rating from BBB- with a positive outlook to BBB with a positive outlook. The
upgrade reflects Arion Bank's solid financial position and good liquidity position which builds on improving conditions in the Icelandic
economy and the deleveraging of Icelandic households and corporations. It also takes into account Arion Bank's enhanced access to
international funding markets.

Arion Bank is a leading, well balanced universal relationship bank operating on the Icelandic financial market. The Bank has moderate risk
profile and enjoys a strong position in all its business segments: Retail Banking, Corporate Banking, Asset Management and Investment
Banking. The Bank's subsidiaries further supplement its service offering and form an integral part of the Group. The main subsidiaries include
Valitor hf., which is a market leader in Iceland in acquiring services and payment solutions and also has operations in Scandinavia and the
United Kingdom. The Bank also owns Stefnir hf., Iceland's largest fund management company, Vordur tryggingar hf., the fourth largest
insurance company in Iceland and Okkar liftryggingar hf., Iceland's second largest life insurance company. Work is under way to merge Okkar
litryggingar hf. into Vordur liftryggingar hf., which is a subsidary of Vérdur tryggingar hf.

Arion Bank places great importance on innovation and efficiency in its operations. A key area of focus for many years has been developing
online banking and in recent years mobile banking has been a priority. These new distribution channels have already had, and will continue
to have, an impact on how the Bank meets the needs of its customers. As a result the number of branches has been substantially reduced in
recent years and the Bank will continue to seek ways to bring greater efficiency to the branch network. Another area of focus at Arion Bank
is digital future, which is critical in order to both onhance customer experience and reduce operating expenses across the Bank in the long
term.

Arion Bank is financially robust as demonstrated by a leverage ratio of 18.0% (see Note 44). Its liquidity position is strong, with a liquidity
coverage ratio of 171%, (see Note 42). All the ingredients are in place to enable Arion Bank to continue to offer its customers quality services
in the areas which are important to them, whether in Retail Banking, Corporate Banking, Asset Management or Investment Banking. The
Bank's financial strength enables it to grow alongside its customers and to pay competitive dividends to its owners.

Kaupthing ehf., now a holding company, has expressed its interest in exploring its options in respect to its 87% shareholding in Arion Bank,
held by its subsidiary Kaupskil ehf. On 15 June Arion Bank and Kaupthing issued the following press release: “In the context of the continued
strong development of the Icelandic economy, Arion Bank and Kaupthing, its majority owner, are currently assessing a range of strategic
alternatives with regards to Kaupthing's shares held in the Bank. This may include a possible IPO; however, no decision has been made at
this point in time with respect to any specific transaction and timing thereof”.

Operations during the year

Net earnings amounted to ISK 21,739 million for 2016, and the Group's equity amounted to ISK 211,384 million at the end of the year.
Return on equity was 10.5% for the year. The capital ratio of the Group, according to the Financial Undertakings Act No. 161/2002 was
27.1% and the corresponding Tier 1 ratio was 26.5%, which comfortably meets the requirements set by law and the Financial Supervisory
Authority (FME). The liquidity position was also strong at year-end and well above the regulatory minimum.

The Board of Directors proposes that net earnings be added to equity and that no dividend be paid in 2017 for the fiscal year 2016, for now.
The Board of Directors has a broad authority to suggest that the Bank pay dividends or other disbursement of equity and may convene a
special shareholders' meeting later in the year to propose a payment.
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Endorsement and statement
by the Board of Directors and the CEO

On 30 September 2016 Arion Bank completed the acquisition of all shares in the insurance company Vordur tryggingar hf., which is classified
as subsidiary of the Bank.

In June the Bank's subsidiary Valitor Holding hf. completed the sale of its shareholding in Visa Europe Ltd. to Visa Inc. The profit from the sale
was ISK 5,291 million, after taking into account conditional payments to Landsbankinn hf. and two savings funds, which formed part of the
agreement when Arion Bank acquired a 39.21% shareholding in Valitor Holding hf. in 2014. The profit was recognized as Net financial
income in the Statement of Comprehensive Income in the second quarter of 2016. The shareholding was classified as Financial assets
available for sale at year-end 2015.

The main changes on the Balance Sheet from year-end 2015 relate to changes in the structure of funding, increased lending and increased
liquidity. Loans to customers have increased by ISK 32.1 billion, or 4.7%, during the year. Approximately 17% of total loans to customers are
in foreign currency. New lending is mainly to individuals, real estate and industry, energy and manufacturing.

One of Arion Bank's main tasks in recent years has been to improve the quality of its loan portfolio and to reduce the amount of problem
loans. The Bank has succeeded in this respect as the distribution of loans between individuals and companies is satisfactory and the ratio of
problem loans has decreased to 1.6%.

In January, the subsidiary BG12 slhf. sold its entire shareholding in Bakkavor Group Ltd. The main effect from the sale was recognized as a
valuation change in the Statement of Comprehensive Income in 2015. During the first quarter of 2016 the total effect through the Statement
of Comprehensive Income was ISK 498 million.

In May Arion Bank opened its first branch for several years with a new branch at Keflavik International Airport. It is a state-of-the-art branch
which enables the Bank to provide a wide range of first-class services to the growing number of tourists visiting Iceland.

Arion Bank improved its funding during 2016. In January Arion Bank reached an agreement with Kaupthing under which Arion Bank issued a
bond in the amount of USD 747 million (ISK 97 billion). The bond was issued under Arion Bank's EMTN programme and is a 7-year
instrument, callable on interest payment dates during the first two years. The bond bears floating LIBOR plus 2.6% interest for the first two
years and will then be repriced at market terms. The bond offsets loans in foreign currency, taken by Arion Bank from the Central Bank of
Iceland and later purchased by Kaupthing, and Kaupthing deposits in foreign currency at Arion Bank. The bond issue forms part of the capital
control liberalization process relating to Kaupthing, first announced by the Ministry of Finance and Economic Affairs on 8 June 2015. Arion
Bank settled large share of the bond in 2016.

In April Arion Bank issued bonds for a total of EUR 300 million, or ISK 42 billion. It was the Bank's second issue in euros to a diverse group of
investors. The bonds are 2-year instruments and bear a fixed 2.5% coupon and were sold at terms equivalent to 2.7% margin over interbank
rates. In November Arion Bank held a second issue and issued a total of EUR 300 million (ISK 36 billion) in senior unsecured bonds. Orders
totalling over EUR 400 million from more than 50 investors were received. The 5-year bonds have a fixed coupon of 1.625% and were sold at
rates corresponding to a 1.65% margin over interbank rates. A significant proportion of the above issue was used to pay approximately 65%
of the Bank's issue from January 2016 which is owned by Kaupthing.

In September Arion Bank settled the subordinated liabilities with the Ministry of Finance with a prepayment. The Bank partly used proceeds
from the Bank's bond issues in foreign currencies to pay off these loans. Paying off subordinated loans significantly reduces the Bank's future
interest expenses.

The Bank has also focused on several other sources of funding. A number of smaller private placements were completed in NOK, SEK and
other currencies during the year, continued to issue covered bonds which are secured in accordance with the Covered Bond Act No.
11/2008. In 2016 the Bank issued a total of ISK 24.8 billion of covered bonds. The Bank has also continued to issue commercial paper on the
domestic market and this has further diversified the Bank's funding. Commercial paper amounting to ISK 23.5 billion was issued in 2016.

The Group had 1,239 full-time equivalent positions at the end of the year, compared with 1,147 at the end of 2015; 869 of these positions
were at Arion Bank, compared with 876 at the end of 2015. The number of employees increased by 30 in connection with the new branch at
Keflavik International Airport. With the acquisition of Vordur tryggingar the number of full-time equivalent employees in the Group
increased by 67. The number of employees at Valitor increased by 37 during the year. Arion Bank has invested heavily in Valitor's
international operations which have grown rapidly in recent years. Salary increases in accordance with collective wage agreements, which
came into effect on 1 January, raised the group's salary expenses substantially. As a consequence the Bank sought ways to reduce salary
expenses and in September it reduced the number of employees by approximately 6%. Redundancies were made in all divisions of the Bank.

The tax environment did not change for Arion Bank during the year even though taxes paid by the main Icelandic banks are much higher
than those paid by other companies. Most significant in this respect are the special 6% tax on earnings exceeding ISK 1 billion and the bank
levy of 0.376% on liabilities exceeding ISK 50 billion.

Arion Bank Consolidated Financial Statements 2016 5




Endorsement and statement
by the Board of Directors and the CEO

Group ownership

On behalf of its creditors, Kaupthing ehf., through its subsidiary Kaupskil ehf., holds 87% of the shares in Arion Bank hf. The remaining
shareholding of 13% is held by Icelandic State Financial Investments on behalf of the Icelandic government.

The Board of Directors has eight members, four women and four men. The ratio of men to women is therefore in compliance with the law
which states that companies with more than 50 employees should ensure that the ratio of either sex on the board of directors should not be
less than 40%. Seven directors are appointed by Kaupskil ehf. and one by Icelandic State Financial Investments.

Risk management

The Group faces various risks arising from its day-to-day operations as a financial undertaking. Managing risk is therefore a core activity
within the Group. The key to effective risk management is a process of on-going identification of significant risk, quantification of risk
exposure, actions to limit risk and constant monitoring of risk. This process of risk management and the ability to evaluate, manage and
correctly price the risk encountered is critical to the Group's continuing profitability as well as to be able to ensure that the Group's exposure
to risk remains within acceptable levels. The Group's risk management, its structure and main risk factors are described in the notes, starting
at Note 40.

Corporate governance

The Board of Directors of Arion Bank hf. is committed to good corporate governance and endeavors to promote responsible behavior and
corporate culture within the Bank for the benefit of all stakeholders. Arion Bank has to this end devised a corporate governance statement
which is designed to help foster open and honest communication between the Board of Directors, shareholders, customers and other
stakeholders, such as the Bank's employees and the general public. In December 2015 Arion Bank was recognized as a company which had
achieved excellence in corporate governance. The recognition is valid for three years unless significant changes are made to the Bank's
management or ownership.

The Board of Directors is the supreme authority in the affairs of the Bank between shareholders' meetings. The Board tends to those
operations of the Bank which are not considered part of the Bank's day-to-day business, i.e. it makes decisions on issues which are unusual
or of a significant nature. The Board of Directors appoints a Chief Executive Officer who is responsible for the day-to-day operations in
accordance with a strategy set out by the Board. The CEO hires the Executive Management. There are four Board subcommittees: the Board
Audit Committee, the Board Risk Committee, the Board Credit Committee and the Board Remuneration Committee. The committee
members are all Directors and there is furthermore one external expert member of the Board Audit Committee and the Board Risk
Committee.

The Board of Directors is the supreme authority in the affairs of the Bank between shareholders' meetings. The Board tends to those
operations of the Bank which are not considered part of the Bank's day-to-day business, i.e. it makes decisions on issues which are unusual
or of a significant nature. The Board of Directors appoints a Chief Executive Officer who is responsible for the day-to-day operations in
accordance with a strategy set out by the Board. The CEO hires the Executive Management. There are four Board subcommittees: the Board
Audit Committee, the Board Risk Committee, the Board Credit Committee and the Board Remuneration Committee. The committee
members are all Directors and there is furthermore one external expert member of the Board Audit Committee and the Board Risk
Committee.

Corporate governance at Arion Bank is described in more detail in the Bank's Corporate Governance Statement which is contained in the
unaudited appendix to the financial statement and on the website www.arionbanki.is. The Corporate Governance Statement is based on the
legislation, regulations and recognized guidelines in force when the Bank's annual Financial Statement are adopted by the Board of
Directors. This statement is prepared in accordance with the Financial Undertakings Act No. 161/2002 and Guidelines on Corporate
Governance, 5th edition, issued by the Icelandic Chamber of Commerce, SA — Business Iceland and Nasdaq Iceland in May 2015. Corporate
governance at Arion Bank complies with the guidelines with a few exceptions, which are explained in more detail in the Corporate
Governance Statement.
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Endorsement and statement
by the Board of Directors and the CEO

Sustainability

Arion Bank takes an active role in our society and its development. Financial institutions are one of the pillars of society and our role is to
help our customers, both individuals and companies, reach their goals. The employees are guided by the Bank’s cornerstones: we make a
difference, we say what we mean and we get things done. The Bank's code of ethics also serve as a key to responsible decision-making at
Arion Bank. The code of ethics is approved by the Board of Directors.

Arion Bank has played an important role in the regeneration of the Icelandic economy, not least in the rebuilding of the Icelandic stock
market. The Bank has played an active role in more than 60% of stock offerings in recent years, including all offerings in 2015 and 2016. The
Bank is dedicated to supporting the Icelandic business sector. With this aim in mind it has actively supported innovation and it has helped to
set up two business accelerators, Startup Reykjavik and Startup Energy Reykjavik, where entrepreneurs are given the opportunity to develop
their business ideas. Startup Reykjavik is fully owned by Arion Bank, while Startup Energy Reykjavik is a joint project with several leading
players on the Icelandic energy market. During the year Arion Bank invested in 17 startups which participated in the business accelerators
and it has now invested in more than 70 such companies in the last few years. The Bank has also invested more than ISK 1 billion in the
venture capital fund Eyrir Sprotar and supported innovation at primary and secondary level schools across Iceland.

Lean management has been introduced across the Bank with the aim of improving service and eliminating waste. Constant improvements
are integral to the Bank’s culture. Improvements are recorded, targets set and then followed up on. During the year an average of eight
improvements were made for each employee, exceeding the set goals. To this end there has been a strong focus on increasing digital
services and five new digital solutions for customers were introduced during the year. Digital solutions reduce the ecological footprint of the
Bank and its customers by reducing the number of trips made by customers to branches and cutting back on the use of paper. The Bank also
places great importance on being able to provide quality advice at its branches and its employees also provide financial instruction to
customers in order to help customers gain a better understanding of their own finances.

Since the Bank was founded one its key objectives has been to run an efficient and profitable business and to maintain the Bank's financial
strength by meeting all capital and liquidity requirements. Internal control has been systematically reinforced and at the end of 2016 around
50 people worked in this area. Arion Bank has been recognized for good corporate governance. Arion Bank has been awarded equal pay
certification by the labour union VR and has implemented a quality system which aims to eliminate the gender pay gap. In 2016 the
unexplained gender pay gap measured 3.7% and the goal in 2017 is to reduce this to 3%.

In 2016 the Bank reviewed its policy on sustainability and in late 2016 a new policy was approved by the Board of Directors and presented to
the employees. In 2015 Arion Bank signed the City of Reykjavik and Festa's Declaration on Climate Change and in collaboration with an
Icelandic innovation company, Klappir Green Solutions, the Bank assessed its ecological footprint and set itself a target on how to reduce it.
This will be discussed in more detail in the Bank's 2016 annual report. The Bank will also be guided by the list of non-financial factors
highlighted by Nasdaqg Iceland and the 10 principles in the UN Global Compact in which Arion Bank became a participant in 2016.
Environmental and social issues will be covered in more depth in the 2016 annual report.

In 2017 the Bank will continue the good work carried out in 2016. The new policy on sustainable banking will be implemented, one of the
objectives being to increase the number of non-financial performance indicators and to cement the role of sustainability in the Bank's
procedures and management systems.
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Endorsement and statement
by the Board of Directors and the CEO

Endorsement of the Board of Directors and the Chief Executive Officer

The Financial Statements of Arion Bank for the year ended 31 December 2016 have been prepared in accordance with International
Financial Reporting Standards as adopted by the European Union and additional requirements in the Icelandic Financial Statements Act,
Financial Undertakings Act and Rules on Accounting for Credit Institutions.

It is our opinion that the Financial Statements give a true and fair view of the financial performance of the Group for the year 2016 and its
financial position as at 31 December 2016.

Furthermore, in our opinion the Financial Statements and the Endorsement of the Board of Directors and the CEO give a fair view of the
development and performance of the Group's operations and its position and describe the principal risks and uncertainties faced by the
Group.

The Board of Directors and the CEO have today discussed the Financial Statements of Arion Bank for the year 2016 and confirm them by
means of their signatures. The Board of Directors and the CEO recommend that the Financial Statements be approved at the Annual General
Meeting of Arion Bank.

Reykjavik, 13 February 2017

Board of Directors

[ Monica Caneman /
— Chairman

e -

Brynjdlfur Bjarnason

ALY

Benedikt Olgeirsson

7““7 K/ ' Pj'w fad)

Kirstin b. Flygenring Mans Hogl éra Hallgrimsdadftir

John P. Madden

Chief Executive Officer

o b

Hoéskuldur H. Olafsson
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Independent Auditor's report

To the Board of Directors and Shareholders of Arion Bank hf.

Opinion

We have audited the Consolidated Financial Statements of Arion Bank hf. for the year ended December 31, 2016 which comprise the
Consolidated Statement of Comprehensive Income, the Consolidated Statement of Financial Position, the Consolidated Statement of
Changes in Equity, the Consolidated Statement of Cash Flows for the year then ended and the notes to the Consolidated Financial
Statements, including a summary of significant accounting policies.

In our opinion, the accompanying Consolidated Financial Statements give a true and fair view of the consolidated financial position of Arion
Bank hf. as at December 31, 2016, and its consolidated financial performance and its consolidated cash flows for the year then ended in
accordance with International Financial Reporting Standards (IFRSs) as adopted by the EU and additional requirements in the Icelandic
Financial Statement Act.

Basis for Opinion

We conducted our audit in accordance with International Standards on Auditing (ISAs). Our responsibilities under those standards are
further described in the Auditor’s Responsibilities for the Audit of the Consolidated Financial Statements section of our report. We are
independent of Arion Bank hf. in accordance with the International Ethics Standards Board for Accountants’ Code of Ethics for Professional
Accountants (IESBA Code) and the Icelandic Institute of State Authorized Public Accountants (FLE), Code of Ethics and we have fulfilled our
ethical responsibilities in accordance with these requirements. We believe that the audit evidence we have obtained is sufficient and
appropriate to provide a basis for our opinion.

Key Audit Matters

Key audit matters are those matters that, in our professional judgement, were of most significance in our audit of the Consolidated Financial
Statements of the current period. These matters were addressed in the context of our audit of the Consolidated Financial Statements as a

whole, and in forming our opinion thereon, and we do not provide a separate opinion on these matters.

Key Audit Matters

How the matter was addressed in the audit

Loan valuation and loss provisioning

Loans to customers is the largest class of asset on the Consolidated
Statement of Financial Position. The management of the Bank
exercise significant judgement when determining both when and
how much to record as loan impairment provisions. Because of the
significance of these judgements and the size of loans to customers,
the audit of loan impairment provisions is a key audit matter.

The basis of the provisions is summarized in the accounting policies
in notes 53 and 55 to the Consolidated Financial Statements.

Revenue recognition

We have examined loan valuation policies and tested the relevant
controls over the impairment process and assessed the technique
management uses to estimate incurred but not reported losses.
This includes testing of controls the Bank has in place for capturing
loans that needs to be reviewed for impairment and their
forbearance strategy.

We selected a sample of loans from the full population, both
performing and non-performing loans. For selected sample we
have challenged the appropriateness of management’s key
processes and assumptions used in the calculations of impairment
for loans and advances and assessed whether the provisions are in
accordance with IFRS. This included the impaired accounts and
valuation of underlying collateral.

Interest income and fee and commission income are key elements
to the core business of the Bank. Those are the largest items of the
Statement of Comprehensive Income.

Both revenue sources are subject to contractual terms and highly
reliant on IT controls and other controls within the Bank's control
environment. Therefore, we consider the interest income and fee
and commission income as key audit matter.

The basis for revenue recognition and accounting policies are
presented in notes 49-51 to the Consolidated Financial Statements.

Arion Bank Consolidated Financial Statements 2016

We reviewed the policies, processes and controls surrounding the
revenue recognition. We have tested relevant controls related to
accounting for interest income and fee and commission income. We
have tested the appropriateness of the interest calculation in
accordance with IAS 39.

We tested interest income by select sample of loans and compare
the underlying data to the loans system. We also tested the
interest income and fee income using analytical procedures.

We selected sample of loans to ensure that interest is being
accrued correctly.




Independent Auditor's report

Key Audit Matters How the matter was addressed in the audit

IT controls

Arion Bank is significantly dependent on their IT-systems to, serve We have reviewed the policies and processes related to IT
customers, support their business processes, ensure complete and applications. We have tested relevant controls related to change
accurate processing of financial transactions and support the overall management, access rights and IT operation of material IT systems
internal control framework. Many of the Bank's internal controls related to financial reporting.

over financial reporting are depending upon automated application
controls and completeness and integrity of reports generated by A large majority of controls were operating effectively and did not
the IT-systems. Given the high dependency on technology, we | require further action. For the remaining few we performed
consider this to be a key audit matter for our audit. additional testing in order to determine whether we could place
reliance on the completeness and accuracy of system generated
information.

Other information

The Board of Directors and CEO are responsible for the other information. The other information comprises the unaudited appendix to the
Financial Statements, 5-year overview, key figures, unaudited quarterly statements in note number 5 and Endorsement and statements by
the Board of Directors and the CEO.

Our opinion on the Consolidated Financial Statements does not cover the other information and we do not and will not express any form of
assurance conclusion thereon, except the confirmation regarding the Endorsement and statements by the Board of Directors and the CEO as

In connection with our audit of the Consolidated Financial Statements, our responsibility is to read the other information and, in doing so,
consider whether the other information is materially inconsistent with the Consolidated Financial Statements or our knowledge obtained in
the audit or otherwise appears to be materially misstated. If, based on the work we have performed, we conclude that there is a material
misstatement of this other information, we are required to report that fact. We have nothing to report in this regard.

In accordance with Paragraph 2 article 104 of the Icelandic Financial Statement Act no. 3/2006, we confirm to the best of our knowledge
that the accompanying the Endorsement and the statement by the Board of Directors and the CEO includes all information required by the
Icelandic Financial Statement Act that is not disclosed elsewhere in the Consolidated Financial Statements.

Responsibilities of the Board of Directors and the CEO for the Consolidated Financial Statements

The Board of Directors and the CEO are responsible for the preparation and fair presentation of the Consolidated Financial Statements in
accordance with International Financial Reporting Standards (IFRSs) as adopted by the EU and additional requirements in the Icelandic
Financial Statement Act, and for such internal control as the Board of Directors and the CEO determines is necessary to enable the
preparation of Consolidated Financial Statements that are free from material misstatement, whether due to fraud or error.

In preparing the Consolidated Financial Statements, the Board of Directors and the CEO are responsible for assessing Arion Bank hf.'s ability
to continue as a going concern, disclosing, as applicable, matters related to going concern and using the going concern basis of accounting
unless management either intends to liquidate the company or to cease operations, or has no realistic alternative but to do so.

Auditor's Responsibilities for the Audit of the Consolidated Financial Statements

Our objectives are to obtain reasonable assurance about whether the Consolidated Financial Statements as a whole are free from material
misstatement, whether due to fraud or error, and to issue an auditor's report that includes our opinion. Reasonable assurance is a high level
of assurance, but is not a guarantee that an audit conducted in accordance with ISAs will always detect a material misstatement when it
exists. Misstatements can arise from fraud or error and are considered material if, individually or in the aggregate, they could reasonably be
expected to influence the economic decisions of users taken on the basis of these Consolidated Financial Statements.
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Independent Auditor's report

As part of an audit in accordance with ISAs, we exercise professional judgement and maintain professional scepticism throughout the audit.
We also:

e |dentify and assess the risks of material misstatement of the Consolidated Financial Statements, whether due to fraud or error,
design and perform audit procedures responsive to those risks, and obtain audit evidence that is sufficient and appropriate to
provide a basis for our opinion. The risk of not detecting a material misstatement resulting from fraud is higher than for one
resulting from error, as fraud may involve collusion, forgery, intentional omissions, misrepresentations, or the override of internal
control.

Obtain an understanding of internal control relevant to the audit in order to design audit procedures that are appropriate in the
circumstances, but not for the purpose of expressing an opinion on the effectiveness of Arion Banks hf.'s internal control.

Evaluate the appropriateness of accounting policies used and the reasonableness of accounting estimates and related disclosures
made by management.

Conclude on the appropriateness of management's use of the going concern basis of accounting and, based on the audit evidence
obtained, whether a material uncertainty exists related to events or conditions that may cast significant doubt on the Company's
ability to continue as a going concern. If we conclude that a material uncertainty exists, we are required to draw attention in our
auditor's report to the related disclosures in the consolidated financial statements or, if such disclosures are inadequate, to modify
our opinion. Our conclusions are based on the audit evidence obtained up to the date of our auditor's report. However, future
events or conditions may cause the Company to cease to continue as a going concern.

Evaluate the overall presentation, structure and content of the Consolidated Financial Statements, including the disclosures, and
whether the Consolidated Financial Statements represent the underlying transactions and events in a manner that achieves fair
presentation.

Obtain sufficient appropriate audit evidence regarding the financial information of the entities or business activities within the
Group to express an opinion on the Consolidated and Separate Financial Statements. We are responsible for the direction,
supervision and performance of the group audit. We remain solely responsible for our audit opinion.

We communicate with the Board of Directors and the Board Audit Committee regarding, among other matters, the planned scope and
timing of the audit and significant audit findings, including any significant deficiencies in internal control that we identify during our audit.

We also provide the Board of Directors and the Board Audit Committee with a statement that we have complied with relevant ethical
requirements regarding independence, and to communicate with them all relationships and other matters that may reasonably be thought
to bear on our independence, and where applicable, related safeguards.

From the matters communicated with the Board of Directors and the Board Audit committe, we determine those matters that were of most
significance in the audit of the Consolidated Financial Statements of the current period and are therefore the key audit matters. We describe
these matters in our auditor's report unless law or regulation precludes public disclosure about the matter or when, in extremely rare
circumstances, we determine that a matter should not be communicated in our report because the adverse consequences of doing so would
reasonably be expected to outweigh the public interest benefits of such communication.

Képavogur, 13 February 2017

Deloitte ehf.

-~

A Y. T

Pall Grétar Stei sson Gunnar borvardarson
State Authorised Publit Accountant State Authorised Public Accountant
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Consolidated Statement of Comprehensive Income
for the year 2016

INCOME STATEMENT

RN =T TS AT g Vol o o L= PP OUPPPTTNN
INTEIEST EXPENSE eiiiiiiiieeee ittt ettt e e s st e e e s s sttt e e e e e aabaeeeeeeaanbeeeeseaabanteeesenssbbeeeeessnsrneeeens
Net INEErest INCOME .....cccieieieiccccccccercee e e e e e e s e s e s s e s s s s s s s s s s s s s e s s s s s e s s s e s s s s s s s s s s s e s s sesasasanananansnanananan

Fee and COMMISSION INCOME .....cciuiieiiieeiiie et e ecieeesree et e e etee e s bee e sbaeestaeeessseeenssaeensseeennseeesseeesseen
FEe and COMMISSION EXPENSE ....uvevuveeieeiteerieesieeteesreeseeseeeseesseesseessseesseesseesssessseansesnsessseesseessseessennses

Net fee and COMMISSION INCOME .....ceeeeeeeeeeemeeeeeneeeeeeeeeeeeeeeeeeneeereeerenererenenenenenenenenenesensnenenessnsssnssesnnees

Net financial income

NEt INSUFANCE INCOME ..ttt st e e b e e r e e e s ne e e s ne e e snneesenneessanees
Share of profit Of @SSOCIALES .....ccuiiuiriiiiiiiiic s
(@140 1T oY o= = YT Y- T ol ] 4 o TSN
OPErating iINCOME ......uuiiiiiiiiiiiiiiiiiniee e sss s e s sas s e s e sesssssssasssessssssssaenssesssnns

Salaries and related EXPENSE .......coiiiiriiriiieie ettt
Other OPErating EXPENSE ...viiiuiiiiiiieeiieeeeiteeerte e e stee sttt e s saeesssbee e s beeesbeeesseeesseeesassesensseesnsseessseeessnes
BANK TBVY .ttt bbbt e a e a e sb e ae s
INEE IMPAITMIENT ..t e e st e e e e e e e e s s eb b r e e e e s ssasbeeeeeeesannraeeesennnnneeeeesnns
EQrnings before tax ......c.cciveeiiiiiiiiiiiiiiieiite e

INCOME TAX EXPENSE ..eviiiiiiiiiiii it a e e s a b e e saa e enae s
Net earnings from continUiNg OPEratioNns ........ccccceeeriiiiiiireeteieiiissssnnerssesssssnesssssessssnsessssssssnnsssssssssns

Net gain from discontinued operations, NEt Of TaX ......ccccevveeriieiieriese e

NET CAIMINGS ...vvveereeeirirsssrsssessssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssnes

Attributable to

Shareholders of ArioN Bank ..........ouiiiriiieieeeeee ettt sttt bt et e e b b
NON-CONTIOIING INTEIEST ...ttt st s

AL Q=TT £ N

Earnings per share from continuing operations

Basic and diluted earnings per share attributable to the shareholders of Arion Bank (ISK) ...............

OTHER COMPREHENSIVE INCOME

LA L =TT 4T £ N

Net gain on AFS financial assets, NETt Of TaX ..c.cccvvriiriiiiiieiieseese e

Exchange difference on translating foreign subsidiaries

Net other comprehensive income to be reclassified to profit or loss in subsequent periods .............

Total COMPreReNSIVE INCOME .....ceviiiiiiiiieniiiiiiiinniiriiiiiseereiesssssssresssessssssssssssssssssnsssssssssssnsassssssssns

Attributable to

Shareholders Of AriON BAnK ........ccueeiuieriirienieecieesieenteste e esieesieesaesbe e teestaesseessseeseesseesssesasesnsennses

NON-CONTIOHING INTEIEST .o.veviieiiiee ettt eee e e e e et e e e st e e e s nteeesaseeesneeessneeesnsaeesnsseaennes

Total COMPrehensive INCOME ......uueeeeeeeeeeieiiieieieiieeeeeeeeereeereeererererereterereretereseeeseseeesesesesesesesesesssesesanes

The Notes on pages 17 to 88 are an integral part of these Consolidated Financial Statements.

Arion Bank Consolidated Financial Statements 2016 12

Notes

11
12
13
14

15

16

25

17

33

2016 2015
61,655 54,546
(31,755)  (27,554)
29,900 26,992
23,887 21,234
(9,909) (6,750)
13,978 14,484
5,162 12,844
1,395 760
908 29,466
2,096 1,624
53,439 86,170
(16,659)  (14,892)
(13,881)  (12,919)
(2,872) (2,818)
7,236 (3,087)
27,263 52,454
(6,410) (3,135)
20,853 49,319
886 360
21,739 49,679
21,147 41,968
592 7,711
21,739 49,679
10.13 20.80
21,739 49,679
(2,903) 2,903
182 13
(2,721) 2,916
19,018 52,595
18,426 44,884
592 7,711
19,018 52,595

Amounts are in ISK millions




Consolidated Statement of Financial Position
as at 31 Desember 2016

Assets Notes 2016 2015
Cash and balances With CeNtral BAnK ..........coociuvieeeeiiiiiiieeeeeeiiiiee e eesiireee e e eesiareeeeeeesaareeeeeseebsaeeeeeeensnnnes 18 87,634 48,102
LOANS 1O Credit INSTILUTIONS ....vviicieeicieec ettt ettt e et e eere e e etre e e eabeeesabeeesebeeessseesasseesnnreeennnes 19 80,116 87,491
LOGNS 10 CUSTOMEBIS ...uuiiiiiitt et aaaarebabeseaaaesaseeseeesaeseeeersssesereererseeaeaeeaaaaeeaeeeeeaeeeaeeaaeeeaeeaaaanees 20 712,422 680,350
FINGNCIAL INSTIUMEBNTS 1.eeiivviieeiieecciee ettt et cte e et e e eebe e e s etbe e e eabeeeesbeeeasseeeensaeeesseeesseeesseeesnbeeesaseeennes 21-23 117,456 133,191
INVESEMENT PrOPEITY ..vvviiiiiiiiiiiie ettt ettt e e e e sttt e e e e e e sabtaeeesesabbaeeeessnssbaaeeesesnssbaeeeens 23 5,358 7,542
INVESTMENTS IN @SSOCIATES 1uuuuuiiiiiiiiiitit ettt e e e e e e e eeeeeeeeee e e e e e e eeeeeeeeeeaeaaeaseeesaeaaeaaaaaaaaaaaaaes 25 839 27,299
aY =T aF=d] o (=T LY =] RSP 26 11,057 9,285
LI D FEY= £ TP UTP PP PPPPPPON 27 288 205
(0] 1 o T=T G Y1 £SO 28 20,854 17,578

Total Assets 1,036,024 1,011,043

Liabilities
Due to credit institutions and Central Bank ........cccueeiieeiiiiecciiecreesee e e 22 7,987 11,387
[D LT oo 1] 1 £ PO PP TP PR UPPTPPPPRPPP 22 412,064 469,347
Financial [iabilities @t fair VAIUE ......ccvee ittt ettt eetre e e tae e e etre e e erte e e eateeesnbeeeeanes 22 3,726 7,609
TAX JIADIIITIES ©veeeiieeeeiee et et e et e et e e b e e e e e e e ebe e e sbaeesbaeeetbeeesbeeeasseeeanseeeanreeeereeeaneen 27 7,293 4,922
(04 o V=T g =T o111 o 1= SRS 29 54,094 49,461
BOITOWINES ..eeveeeitieeetie ettt ettt e it e ettt e sttt e st e e sabe e e s a bt e e sab e e e eab e e e e abeeeeasbeeaabbeesanneesanseesnseeeanneeenbeeennneesnnnee 22,30 339,476 256,058
Subordinated liabilities 22,31 - 10,365

Total Liabilities 824,640 809,149

Equity
Share capital and ShAare PremMiUM ..o et st st s beesbeesaeesanas 33 75,861 75,861
(01 1= Yy VUSSR 33 19,761 4,548
RELAINEA BAIMINES ..eiiveiiiiiieie ettt ettt s te st e e sae e st e st e e beesbeesabesabeeabeebeanstessaesnseenseensaenann 115,590 112,377

Total Shareholders' Equity 211,212 192,786

NON-CONTIOIING INTEIEST . .evieiieeeeeee ettt e et e et e e sae e e sbe e e ssbeeessbaeesnsaeesnsaeeeseeeanneeeenns 172 9,108
Total Equity 211,384 201,894

Total Liabilities and Equity 1,036,024 1,011,043

The Notes on pages 17 to 88 are an integral part of these Consolidated Financial Statements.
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Consolidated Statement of Changes in Equity
for the year 2016

Total
Share capital share- Non-
and share Other Retained holders' controlling Total
premium reserves earnings equity interest equity
Equity 1January 2016 .......ccccceveererernenissnnnsssseessessnnssssnnessnns 75,861 4,548 112,377 192,786 9,108 201,894
NEt @AMMINES ..vvvviieeiiiiiieee e e e - - 21,147 21,147 592 21,739
Net gain on AFS financial assets .........cceceerveervieeieereeseenenns - (2,903) - (2,903) - (2,903)
Translation difference ......ccccoeeeeveeeviieccieeccee e - 182 - 182 - 182
Total comprehensive income - (2,721) 21,147 18,426 592 19,018
Reserve for investments in subsidiaries ........c..cccceenenneee - 17,012 (17,012) - - -
Reserve for investments in associates - 23 (23) - - -
Reserve for investments in securities . - 899 (899) - - -
Decrease due to sale of subsidiary .......c.cccoeveveveevveveennennen. - - - - (141) (141)
Disbursement of share capital and
dividend to non-controlling interest ..........cccecvevveveeennen. - - - - (9,387) (9,387)
Equity 31 December 2016 ...........ccccererneeiiieeniineeesissnessinneens 75,861 19,761 115,590 211,212 172 211,384
Equity 1 January 2015 .......ccceiviiiiiiiiiniiinininininninnnssnsssssssnnnes 75,861 1,632 83,218 160,711 1,501 162,212
NEt €arNINGS «.vveeeriieeeieeerte et - - 41,968 41,968 7,711 49,679
Net gain on AFS financial assets .......c.ccoceevveervieeieeveeseenenns - 2,903 2,903 - 2,903
Translation difference ........ccoevevierienieiveceneeeeees - 13 13 - 13
Total comprehensive iNCOME ........ceeeeeeereeeeeeeeeeeeeeeeeeeeenen - 2,916 41,968 44,884 7,711 52,595
Dividend Paid .......oouerueeieiereeeee e - - (12,809) (12,809) - (12,809)
Acquisition of non-controlling interest .......c.ccecevveeneennnene - - - - (104) (104)
Equity 31 December 2015 ..........ccocerenvueeiineeniineensnsnesssnneens 75,861 4,548 112,377 192,786 9,108 201,894

In June 2016 the Icelandic Parliament approved amendments to the Financial Statements Act including new requirements on equity reserves
in relation to unrealized profit from financial assets. The amendments may affect future dividend payments to the shareholders of Arion
Bank. See Note 33.

The Notes on pages 17 to 88 are an integral part of these Consolidated Financial Statements.
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Consolidated Statement of Cash flows
for the year 2016

Operating activities 2016 2015
INET CAININGS .eetteeiieeiiiteee ettt e ettt e e e sttt e e e e s aaab bt ee e s e bbbt e e e e s e abbb e e e e e e sase b e e eeseaaanntbeeeseasnnnbeeeesennnbnneeesssnnnnnne 21,739 49,679
Non-cash items iNncluded iN NET BAIMINGS ...c.cicveiiieiiieeeee ettt e ee et e e e s e e sar e e b e e beesaeessseesseenseenseanses (31,623) (51,720)
Changes in operating assets and Habilities ...........icviiiiiiie e eeaae e e eare e e enaeas 5,625 16,109
INEEIEST FECERIVEA ...ttt ettt ee ettt e e e e et e e e e e e tbb e e e e eeeeabaaeeeeeeassbaaeeeeeassasaseeesanssasseeessasbssseesesannbaseseennnns 48,030 41,178
L0 =T Ty o= Yo OSSPSR (25,543) (22,108)
DIVIAENA FECERIVEA ....vevvveiiieeeiiieeee ettt ettt e e e ee b e e e e eesabaeeeeeeetaaaaeeeeeeesbbaeeeeesesbsaeeeeeeasssbseaseeassssaeeeeensssseeeeennssres 2,280 7,954
INCOME TAX PAI 1.eetiiiiiieieetee ettt ettt st et e bt e s bt e s bt e s a b e et e et e e bt e e ateeabeeas e e aeesabesabeebeesatesabesnbeenbeeseenseennee (3,032) (4,499)

Net cash from operating activities 17,476 36,593

Investing activities

ACQUISTTION O @SSOCIATES ..uviurieiieiieeiie st et e st e st e st e e e e e e st e e s teeee e seesseesaeessseesseesseessseasseesseesseesseeansesnseeseesseesssennsenn (76) (262)
Proceeds from Sale Of @SSOCIATES ......cccuiiiiiiiieiiee ettt et e e e e ear e e s ta e e e tbeeestbaeesaseeeansaeesnsaeessaeeesneens 27,291 17,148
Dividends received fromM @SSOCIALES ........ciiiirieriertireeie sttt ettt b et s b sbe et e b sbe e st et e neesbeeaeeeenes 153 611
ACQUISTEION OF SUBSIAIANY ....eociiiiiiiiiiiie et sb e st sae st (5,300) -
DiSPOSAl Of SUBSIAIANY ..euvievieiiieie ettt e et s e st e et e et e e seesaeeeaseesseasseessneesseensaesssesssesnseenseenseenseeanen 293 -
AcqUISItion OF INTANGIDIE @SSELS ....ceouiiiiiiiieieeee ettt sttt s bt e st e et e e bt e sstesabesabeebeenbeenaes (1,247) (790)
Acquisition of property and EQUIPMENT ......ccuiciieieereete et seeseeete e eeste e s e e e teeeeesseessaeenseeseesseesseessseenseesseesseens (1,040) (711)
Proceeds from sale of property and eqQUIPMENt ......cccoiiiiiiiiiiiiniee e 224 30

Net cash from investing activities 20,298 16,026

Financing activities

Payment of subordinated labilitieS .........ccueeieiciieiiecie et e st e et e e te e s e e e st e e teete e aaenneeeareens (8,785) (19,883)
Dividend paid to shareholders of Arion Bank ........ocueiieiiieiienienieeieeieese ettt st s s s sbeesaaesanas - (12,809)
Disbursement of share capital and dividend to non-controlling iNtErest ........ccccecceeveereerieee e (9,386) -
Acquisition of NON-CONErOIlING INTEIEST ....c.iiuiiiiiiieec bbbttt - (118)

Net cash used in financing activities (18,171) (32,810)

Net increase in cash and Cash QUIVAIENTS ........c.civiiiiiiii et sttt sbeesaee s 19,603 19,809
Cash and cash equivalents at beginning of the YEAr ........cc.eoviiei e e 110,000 91,715
Cash and cash equivalents acquired through acquisitions of subsidiary ...........cccccecevininniinnnce, 1,068 -
Effect of exchange rate changes on cash and cash @qQUIVAIENTS ........cc.eecueeiiiiieeie e (6,738) (1,524)

Cash and cash equivalents 123,933 110,000

Non-cash investing transactions

Assets acquired through foreclosure on collateral from customers with view to resale .........ccccevveevivencienciecnieennen. 1,830 2,768
(1,830) (2,768)

Settlement of loans through foreclosure on collateral from customers with view to resale

Non-cash changes due to funding agreement with Kaupthing

[D2=] o Yo 1Y 1 £ PP PPPOPPPPPPON 41,409 -
Borrowings (41,409) -

Financial effects due to the acquisition of Vordur tryggingar hf. is described in Note 3.

* Interest paid includes interest credited to deposit accounts at the end of the year.

The Notes on pages 17 to 88 are an integral part of these Consolidated Financial Statements.
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Notes to the Consolidated Statement of Cash flows
for the year 2016

Non-cash items included in net earnings 2016 2015
NET INTEIEST INCOME ..ttt et et et e et e et e e eteeeteeetaeetbeebe e beeessaesseesbeesaeassessaessseenbeeseesssessseensaeseenssassseanes (29,900) (26,992)
NET IMPAIIMIENT ..eineiiieieeteecee et e ree et e et et e s e e steeesbe e teesseesseeeseeeaseesseeaseessseasseanseessseesseensaesseesssesnseenseenseenseennen (7,236) 3,087
[aTele] g gl & D=y o T=] o 1Y PSP PPRRPPPPPP 6,410 3,135
BANK IEVY ettt sttt e et e bt e bt e tee et ee et bt e be e bt e st e ante e et eneeaneeeneeeaeebeenreesraeenreeteene 2,872 2,818
Net fOreign EXCNANEE 0SS ....eeiiuiiiiiiie ettt ettt e et e et e e et e e st e e e s ataeaesaeaesaeeasseessaeeeesseeeesseeessseaessseeeanseeas 1,253 182
Net gain on fiNANCIal INSTIUMENTS .......iiciiiiiecie et et e et e e b e e steestaeesteeneeeseenseesseesnseenneas (4,135) (5,072)
Depreciation and @amMOFTISATION ........cviiiiiieeiiee ettt eeee e e e et e e e ste e e e taeeesateeeasteeeaaseeeasseeeasbeeeesbeeeeseeeasaeeanes 1,842 1,656
Share of profit of associates and fair Value Change ..........ccueeieeiiiiiecie et sane e (908) (29,466)
Investment property, fair Value Change .........c.cocuiiiiiiiiiiiiii e (290) (422)
Net gain from discontinued 0perations, NEt Of TAX .......ccceeveeriieriecie et ere e et e e s e e s sreeeeeneeennnas (886) (360)
Other changes (645) (286)
Non-cash items included in Net @arnNiNgs ........ccceecviiiiiiiiiiiiiiiir (31,623) (51,720)

Changes in operating assets and liabilities
Mandatory reserve With Central BAnk .........coceoveeiierierieeieeseest ettt sttt st st sbe e s beesabesabeesbeenseanaeas 3,303 (3,700)
Loans to credit institutions, excluding bank aCCOUNTS .......coociiiiiiiiiiiie e e aee e (22,698) 13,637
Loans to customers .......cccceeeviveeeeeinennns . (34,765) (29,588)
Financial instruments and financial liabilities at fair value 13,100 (23,655)
Investment property 1,440 54
(011 T o Y =] & 1,804 2,660
Due to credit institutions and Central Bank .... . (3,151) (11,266)
[T oo 1 £ TRSRPSNY (9,586) 19,704
BOITOWINES ..eveeeeitteeetie ettt e et e ettt e ettt e sttt esab et e st e e s abb e e e bt e e e atee e atee s aseeeaasaeeeabe e e sabe e e sabbeesasbeeeabeeenteesansaeeensneesnnneenans 62,638 53,070
OthET [TADITITIES ..ttt h e a e bt bt et e b e s bt e ae et et e e bt et e b e ebeeae e e e s beebe e st enbesbeenean (6,460) (4,807)
Changes in operating assets and liabilities 5,625 16,109

Cash and cash equivalents
[0 1 a1 Ta e Io [T 00 =T g To o =T oo L] 1 £ SRS 87,634 48,102
DUE From Credit INSTIEULIONS .....o.uiiiiiiiiiiieieeeeee ettt ettt et st b e sb e e e b e sbesbeenenae et 45,631 74,533
Mandatory reserve With CeNntral BanK .......cccccecceeieeiieee et sre e te et e ee e e er e e e e s aeesaaesaseesbeesseesssesnseenseenseannas (9,332) (12,635)

Cash and cash equivalents 123,933 110,000

The Notes on pages 17 to 88 are an integral part of these Consolidated Financial Statements.
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Notes to the Consolidated Financial Statements
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Notes to the Consolidated Financial Statements

GENERAL INFORMATION

Arion banki hf., the Parent Company, was established 18 October 2008 and is incorporated and domiciled in Iceland. The registered
office of Arion banki hf. is located at Borgartun 19, Reykjavik. The Financial Statements for the year ended 31 December 2016 comprise
the Parent Company and its subsidiaries (together referred to as "the Group").

1. Basis of preparation

Statement of compliance

The Financial Statements are consolidated and have been prepared in accordance with International Financial Reporting Standards
(IFRS), as adopted by the European Union and additional requirements in the Icelandic Annual Accounts Act, Financial Undertakings Act
and rules on Accounting for Credit Institutions.

The Financial Statements were approved and authorized for issue by the Board of Directors of Arion Bank on 13 February 2017.

Basis of measurement

The Financial Statements are prepared on the historical cost basis except for the following:

— financial assets and financial liabilities held for trading are measured at fair value;

— financial assets and financial liabilities at fair value are measured at fair value;

— financial assets classified as available-for-sale are measured at fair value;

— investment properties are measured at fair value; and

— non-current assets and disposal groups classified as held for sale are stated at the lower of their carrying amount and fair value, less
costs to sell.

Functional and presentation currency

The Financial Statements are presented in Icelandic krona (ISK), which is the Parent Company's functional currency, rounded to the
nearest million, unless otherwise stated. At the end of the year the exchange rate of the ISK against the USD was 112.90 and 119.18 for
the EUR (31.12.2015: USD 130.08 and EUR 141.28).

2. Significant accounting estimates and judgements in applying accounting policies

The preparation of the Financial Statements requires management to make judgements, estimates and assumptions that affect the
application of accounting policies and the reported amounts of assets, liabilities, income and expenses. Actual results may differ from
these estimates.

Estimates and underlying assumptions are reviewed on an ongoing basis. Revisions to accounting estimates are recognized in the
period in which the estimate is revised and in any future periods affected.

The key sources of estimation uncertainty are within impairment losses and reversal of impairment losses on loans.
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Notes to the Consolidated Financial Statements

3. The Group

Shares in main subsidiaries in which Arion Bank held a direct interest at the end of the year
Equity interest

Operating activity Currency 2016 2015
Arion Bank Mortgages Instit. Investor Fund, Borgartun 19, Reykjavik, Iceland ..... Retail banking ISK 100.0% 100.0%
BG12 slhf., Katrinartun 2, Reykjavik, Iceland .........cccoecvvvveeieeneenienieeeceeeeee, Holding company ISK 62.0% 62.0%
EAB 1 ehf., Borgartin 19, Reykjavik, Iceland ..........ccccoceeveieeicieeeciieeciee e Holding company ISK 100.0% 100.0%
Eignarhaldsfélagid Landey ehf., Ogurhvarf 4a, Képavogur, Iceland ..........cccocv.... Real estate ISK 100.0% 100.0%
Kolufell ehf., Borgartin 19, Reykjavik, Iceland ...........cccocooirievinininnnnininenees Real estate ISK - 68.9%
Okkar liftryggingar hf., Laugavegur 182, Reykjavik, Iceland ........c.ccceeeveevivenennnen. Life insurance ISK 100.0% 100.0%
Stefnir hf., Borgarttin 19, Reykjavik, Iceland .........ccccoceecveveniniinniencniniccnee Asset management ISK 100.0% 100.0%
Valitor Holding hf., Dalshraun 3, Hafnarfjordur, Iceland .........ccccoecveveeveeneennenne Payment solutions ISK 100.0% 100.0%
Vordur tryggingar hf., Borgartun 25, Reykjavik, Iceland ........c.ccoceevenininicnienncnne. Insurance ISK 100.0% -

In July 2016 Arion Bank sold majority of its shareholding in the subsidiary Kolufell ehf. The main asset of Kolufell ehf. is investment
property. The profit from the sale and valuation change on the remaining shareholding amounted to ISK 493 million and is recognized in
the Statement of Comprehensive Income. The remaining shareholding is classified as Financial instruments.

On 30 September 2016 Arion Bank acquired a 100% shareholding in the insurance company Vordur tryggingar hf. Vordur tryggingar hf.
is classified as a subsidiary of Arion Bank from the day of acquisition. The transaction is as follows:

PUIChase Price, PAI iN CASH .eo.uiiiuiiiiiiie ettt sttt s e et e et e e st e e s e e e a e e e beenaeesatesabeesbeesbeesabeesbeenbeenseenssesasesnseansens 5,300
Fair value of asset and liabilities

Loans to credit inStitutions (BanK @CCOUNTS) ....cccuiiiuieiiieiice ettt ste et e e st e e e e e te e s te e s te e s s te e teeseessaeesseeaseeseansaesnsesnseenseesseenns 1,068
FINANCIAL INSTIUMENTS ..oeiiiiieeciee ettt et e e sttt eesbeeeeteeeeteeesbseestaee e sseesessaeessaeeansaeeansaeeansseesnsseessseeeasseeensbeeesnseeennseeenns 8,773
Intangible assets, Other than SOOAWIIl .........cooueiiiiiiie e s e st e e st e e s sba e e s st e e eseeeenseesnaseesnnseeesaseaean 2,045
TaX ASSLS wevveeviiiiiiieei i, . 147
Other assets 2,355
TAX HADIIEIES 1eveveeeiieeiteest ettt et e st e e st e et e et e e s bt e suteeabe e s beesbeesat e e st e eab e e bt essteeatesateenaeensaesabeeabeebeesaeenatean (409)
(04 =T TE=1 o 11T =T RSN (9,175)
Fair value of asset and Iabilities ..........ccooveiriieiiiiiiiiiiiiin s 4,804
Calculated BOOUWIll ....ccccueeiriiiiiiiiinriiiiniererinnesarer s sesssssssse e ssssssssne s s sessssssssssssssssssssssssssssssssnssssssssssansenssessssssnsssssssssssnns 496

The net impact of Vordur tryggingar hf. on the Statement of Comprehensive Income for the period 1 October to 31 December was ISK
384 million. For further information on intangible assets and goodwill, see Note 26.
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OPERATING SEGMENT REPORTING

Segment information is presented in respect of the Group's operating segments based on the Group's management and internal
reporting structure. Segment performance is evaluated based on earnings before tax. In presenting the geographic information,
segment revenue has been based on the geographic location of customers or assets.

Inter segment pricing is determined on an arm's length basis. Operating segments pay and receive interest to and from Treasury on an
arm's length basis to reflect the allocation of capital, funding cost and relevant risk premium.

Operating segments
The Group comprises the following operating segments:

Asset Management comprises Institutional Asset Management, Private Banking, Investment Services and Pension Fund Administration.
Asset Management manages financial assets on behalf of its customers according to a pre-determined investment strategy. In addition
the division is the main distributor of funds managed by Stefnir hf. to individuals, companies and institutional investors as well as
distributing funds managed by international fund management companies. Asset Management also administers pension funds. Stefnir
hf. is an independently operating financial company owned by Arion Bank. Stefnir manages a broad range of mutual funds, investment
funds and institutional investor funds.

Corporate Banking provides comprehensive financial services and integrated solutions across the Bank's divisions, to larger corporate
clients in Iceland. Corporate Banking provides a full range of lending products, deposit accounts, payment solutions as well as value-
added electronic corporate solutions to meet the needs of each customer.

Investment Banking is divided into Corporate Finance, Capital Markets and Research. Corporate Finance arranges the buying and
selling of companies and advises on all other major financial decisions undertaken by companies and investors such as financial
restructuring, IPO's and stock market listings. Capital Markets buys and sells securities and FX on behalf of Arion Bank's clients. Capital
Markets manages securities issuance for clients and advises on hedges used in business operations often in co-operation with
Corporate Finance. Research is an independent research team covering the Icelandic economy and financial markets.

Retail Banking, including Arion Bank Mortgages Institutional Investor Fund, provides a comprehensive range of services. This includes
deposits and loans, savings, payment cards, pension savings, insurance, securities and funds. To maximize operational efficiency the
branch network is divided into five clusters, with the smaller branches capitalizing on the strength of larger units within each cluster.
Retail Banking's 24 branches all around Iceland have a total of more than 100,000 customers.

Treasury is responsible for the Bank's liquidity, currency and interest rate management. Other functions of Treasury are funds' transfer
pricing and hedging and pricing of financial products.

Other divisions and subsidiaries include market making in domestic securities and currencies. The subsidiaries are Valitor Holding hf.,
Vordur tryggingar hf., Okkar liftryggingar hf., Eignarhaldsfélagid Landey ehf., EAB 1 ehf., BG12 slhf. and other smaller entities of the
Group.

Headquarters includes Overhead, Risk Management, Finance (excluding Treasury), Legal, IT and Operations.
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4. Operating segments

Other Head-

Asset divisions quarters

Manage- Corporate Investment Retail and Sub- and
2016 ment Banking Banking Banking  Treasury sidiaries Elimination Total
Net interest income .......c.cccceeeuveennenne 535 6,436 1,104 14,992 6,093 1,233 (493) 29,900
Net fee and commission income ....... 3,863 1,082 1,808 3,537 (345) 3,885 148 13,978
Net financial income ........cccceeveeunenne (67) (12) (100) 115 332 4,617 277 5,162
Net insurance income .......ccovveeeeeeees - - - - - 1,395 - 1,395
Share of profit of associates .............. - - 613 - - 275 20 908
Other operating income .........cceeuveen. 14 292 321 26 80 905 458 2,096
Operating income .......ccceeveeeeeeeeennns 4,345 7,798 3,746 18,670 6,160 12,310 410 53,439
Operating eXpense ........coceevveerveennnen. (1,422) (605) (939) (6,134) (189) (7,061) (14,190) (30,540)
Bank levy ..coecveeieeeeeeeeeeeeees - - - - - - (2,872) (2,872)
Net impairment .......ccccceeeeeveeneeninenne - 33 1,704 5,557 7 (65) - 7,236
Earnings before tax .......ccccceveecinnnnens 2,923 7,226 4,511 18,093 5,978 5,184 (16,652) 27,263
Net seg. rev. from ext. customers ..... 1,908 15,919 3,225 29,957 (11,647) 12,875 1,202 53,439
Net seg. rev. from other segments .... 2,437 (8,121) 521 (11,287) 17,807 (565) (792) -
Operating income .......ccceeeeveeeeenennns 4,345 7,798 3,746 18,670 6,160 12,310 410 53,439
Depreciation and amortization ......... - 1 - 336 - 727 778 1,842
Total assets ....ccccvvererrreicrsrneeenesesenens 5,302 251,822 16,835 476,369 190,418 68,750 26,528 1,036,024
Total liabilities ......ccccceereeevcnneerereicnnns (272) 193,572 13,855 402,960 158,178 40,344 16,003 824,640
Allocated equity ......cccoeueeereicecrnnnens 5,574 58,250 2,980 73,409 32,240 28,406 10,525 211,384

2015

Net interest income .......cccccvveeeeveennns 462 6,023 101 13,877 5,803 708 18 26,992
Net fee and commission income ....... 4,183 1,059 2,153 2,656 (313) 4,106 640 14,484
Net financial income ......ccccovveeeeeennn. 226 (37) 8,304 158 872 814 2,507 12,844
Net insurance income . . - - - - - 760 - 760
Share of profit of associates .............. - - 25,436 - - 513 3,517 29,466
Other operating income .........c.oc....... 11 (33) 440 (345) 396 360 795 1,624
Operating income .......ccceeveeeeeeenenenns 4,882 7,012 36,434 16,346 6,758 7,261 7,477 86,170
Operating eXpense .......ccccceevvveennnnen. (1,451) (547) (1,152) (6,011) (256) (5,616) (12,778) (27,811)
Bank levy ..c..ocvveecieeeeeeeceeeeee s - - - - - - (2,818) (2,818)
Net impairment . - (3,074) 3,030 (2,258) 11 (868) 72 (3,087)
Earnings before tax .......ccccceeeecinnenens 3,431 3,391 38,312 8,077 6,513 777 (8,047) 52,454
Net seg. rev. from ext. customers ..... 2,589 14,245 37,119 26,947 (9,809) 7,648 7,431 86,170
Net seg. rev. from other segments .... 2,293 (7,233) (685)  (10,601) 16,567 (387) 46 -
Operating iNnCOMe ........eeeereiissinnnennes 4,882 7,012 36,434 16,346 6,758 7,261 7,477 86,170
Depreciation and amortization ......... - - - 287 - 576 793 1,656
Total assets ....ccccvceeerrrercesnnneeeneneennnns 5,884 236,621 62,904 448,547 179,375 50,166 27,546 1,011,043
Total liabilities ......ccccceeeeecrcneererecnne 1,027 180,588 22,114 396,514 161,154 30,615 17,137 809,149
Allocated equity ......cccoceeeerercecrnnnens 4,857 56,033 40,790 52,033 18,221 19,551 10,409 201,894

Following the acquisition of Vordur tryggingar hf. the presentation of Insurance Income was changed and are presented in a separate
line item in the Statement of Comprehensive income.

Discontinued operations are excluded from the profit and loss segment information.
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4. Operating segments, continued

Geographic information

United Other North

2016 Iceland Nordic  Kingdom Europe  America Other Total
Net interest iNCOME ......ooceeeeeerereeienieneeeeeeeeas 32,302 1,079 114 (4,424) 791 38 29,900
Net fee and commission income .........ccccceeevveeeees 11,815 548 50 1,495 62 8 13,978
Net financial iNCOME .....cceeevvveviiviieieeeeeeee, (500) 79 5,242 323 19 (1) 5,162
Net insurance iNCOME ......cccveeeveeeivieeeeseriiineeee e 1,395 - - - - - 1,395
Share of profit of associates .........ccccevvevvervencnnnnns 223 - 685 - - - 908
Other iNCOME ......eeecveeeeieecciee e 2,096 - - - - - 2,096
Operating iNCOME .......cccerveneriiieeeiineenesneesennee 47,331 1,706 6,091 (2,606) 872 45 53,439
2015

Net interest iNCOMEe .......cvveeeeviiiiieeeieeiiiieee e 26,614 772 17 (851) 375 65 26,992
Net fee and commission income . 8,376 1,731 605 3,672 95 5 14,484
Net financial iNCOMe ......coovveriiiniiriiieeeee, 10,315 (60) (175) 2,850 (106) 20 12,844
Net insurance iNCOMEe .......ccccceveieriiieeeinneennieenne 760 - - - - - 760
Share of profit of associates .......c.ccceevevveriinennns 8,621 - 20,845 - - - 29,466
Other iNCOME .....euvveieeieieeee e 1,624 - - - - - 1,624
Operating iNCOME ......cccevvveieieieienennnenenenenenenennnn, 56,310 2,443 21,292 5,671 364 90 86,170
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QUARTERLY STATEMENTS

5. Operations by quarters, unaudited

2016 Q4 Q3 Q2 Q1 Total
Net interest iNCOME ... 7,842 7,432 7,353 7,273 29,900
Net fee and commission income . 3,765 3,466 3,528 3,219 13,978
Net financial INCOME ...eiiiicieeieeeeee e 823 844 3,796 (301) 5,162
Net iNSUraNCe iNCOME ..cciiiuiiiiiieeieiieee et e s e s e e e e s s bbre e e e e eaes 731 272 247 145 1,395
Share of profit of asSOCIAtES .....cuecvveereerieceeeecee e 198 16 17 677 908
Other operating income . 431 435 283 947 2,096
OPerating iNCOME .....ccciiiiiiiiiiiiiiiii s sss s s sssssssssssssssssssnes 13,790 12,465 15,224 11,960 53,439
Salaries and related expense .... (4,407) (3,826) (4,318) (4,108) (16,659)
Other OpPerating EXPENSE ......ecvierierieeieerieerite sttt saeeas (3,803) (3,349) (3,639) (3,090) (13,881)
BaNK @Y .. e e (682) (705) (743) (742) (2,872)
NEt IMPAITMENT ...eiiiiiieieeee e s e e 409 5,882 1,448 (503) 7,236
Earnings before tax 5,307 10,467 7,972 3,517 27,263
INCOME TAX EXPENSE ..eicvveeereerierieeeereete et e seeseaesssesseesteesseessaessaeensesseenseesnns (1,149) (3,170) (1,354) (737) (6,410)
Net earnings from continuing operations ........cccecceevineeiiiseeniseeinineenens 4,158 7,297 6,618 2,780 20,853
Net gain from discontinued operations, net of taX .......c.ccceeveeveervesieaieeenns 317 206 259 104 886
Net @arNINGS .....uiiiiiiiiiiicr s saaes 4,475 7,503 6,877 2,884 21,739
2015

Net interest iNCOME ... 6,705 7,112 7,392 5,783 26,992
Net fee and cOMmMISSION INCOME ......ccocviieiiiiieciieecre e e e 3,758 3,292 3,677 3,757 14,484
Net fiNaNCial INCOME ...oiiivie ettt e 2,668 453 2,184 7,539 12,844
NEet INSUFANCE INCOME ..eovuviiiiiiiieiiieeeie ettt st esane e 216 156 218 170 760
Share of profit of aSSOCIAtES .....cueccveereecieceeeece e 22,510 2,739 6 4,211 29,466
Other operating INCOME ......c.coeieiiiiirieniieice et 201 430 745 248 1,624
0OPErating iNCOME ....cccciiiiiiiiiiiiiiiii s s s s s s s s s s s s sssssssssssssssnas 36,058 14,182 14,222 21,708 86,170
Salaries and related EXPENSE .......eccveeveereeeie et (4,572) (3,153) (3,675) (3,492) (14,892)
Other OpPerating EXPENSE ......eeveerierieeiieerieeritente sttt e e saresbeebeesbeeseeens (4,168) (2,889) (3,039) (2,823) (12,919)
BANK @Y .. e e (650) (779) (659) (730) (2,818)
NEt IMPAITMENT ..eeiiiiieeeeeee ettt e (2,973) (33) (1,863) 1,782 (3,087)
EQrnings before taxX .....cccccceeieciiineeiiiiiicnnnneenenescssnneeesesssssnnsessssssssnnnenssens 23,695 7,328 4,986 16,445 52,454
INCOME TAX EXPENSE ..uveeerieteeeereeteeeesteesteeesteesteesteestaesabeesbeeseessaesasesseensens 504 (1,272) (647) (1,720) (3,135)
Net earnings from continuing operations ..........cccceeeieiiisnnnnrersisssssnnnenenens 24,199 6,056 4,339 14,725 49,319
Net gain from discontinued operations, net of taX .......cccceeveereeriverivenivennne 83 15 79 183 360
Net @arNiNGS .....ueeeiiiiiiiiieiiiincerr e e 24,282 6,071 4,418 14,908 49,679
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NOTES TO THE CONSOLIDATED STATEMENT OF COMPREHENSIVE INCOME

6. Net interest income

2016 2015
Interest income

Cash and balances With CeNtral BanK ........cccueiicviiiiiiiieiee ettt et et et eeere e eeae e e sbaeesebaeeserreesesseeeenseesanseeennnes 4,584 2,757
o = o 3PS 51,910 47,393
4,347 3,532
814 864
INEEIEST INCOME ..ciieeeeiiiiiiiiieneiieeteeeaeeeeeteetnnsesieesteseassssssssesensnssssssesessnssssssssessnssssssssessnnnssssssesssnnssssssessennanssnnns 61,655 54,546

Interest expense
[D7=T oo 1 | £ PSSP PUPROPPPRPPPPN (16,278) (15,453)
= 2o o Y V£ SUT (14,858) (11,344)
SUDOFAINAtEd HHADIIILIES ...eeueieie ettt st st e b e bt e s st e s abe et e e bt e satesateenbeenbeesanenas (529) (701)
(90) (56)

(31,755) (27,554)

NETt INTEIEST INCOME .....ciiieeeiiiiiiiiiiceeitttreneeeseereenaseeeeetessnssssesssessnssssssssessnsnssssssessssnsssssssssssnnnsssssssssnnnnsssssnes 29,900 26,992
Net interest income from assets and liabilities at fair VAlUE ......c...oovveiieireiiiiiii et 4,347 3,532
Interest income from assets NOt At fAIN VAIUE ........eeiiviiiiiiiecee et et sta e s eaae e e eab e e e saaeeenaree s 57,308 51,014

Interest expense from liabilities not at fair value (31,755) (27,554)
Net interest income .........coovvmeiieriiiiinnneeinicinnnnnneenne, 29,900 26,992

Interest spread (the ratio of net interest income to the average carrying amount of
INTEIEST DRAINE @SSELS) ..eviiiiiiiiiiiieiie ettt sttt s et e et e et e e s atesatesabeesbeesbeesaeesaseenbeenbeesseesssesnsesnse 3.1% 3.0%

Interest income from money market loans is classified as Cash and balances with Central Bank. Previously it was classified as Loans.
Comparative figures have been adjusted accordingly.

7. Net fee and commission income 2016 2015

Net Net

Income Expense income Income Expense income

4,225 (245) 3,980 4,463 (218) 4,245

14,268 (8,975) 5,293 11,532 (5,945) 5,587

1,478 (80) 1,398 1,349 (93) 1,256

1,039 (46) 993 1,740 (56) 1,684

1,685 - 1,685 1,431 - 1,431

1,192 (563) 629 719 (438) 281

23,887 (9,909) 13,978 21,234 (6,750) 14,484

Asset management fees are earned by the Group on trust and fiduciary activities where the Group holds or invests assets on behalf of
the customers.
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8. Net financial income 2016 2015
DiIVIAENT INCOME vttt ettt et e e et eeett e e eetbeeeetbeeeetbeeesabaeesabeseesseeessseseensseesanseesasseesesseesesseeessseseanseeennreeennnes 2,280 7,954
Net gain on financial assets and financial liabilities classified as held for trading ..........cccecvveeviieeiciecccie s 363 1,157
Net gain on financial assets and financial liabilities designated at fair value through profit or loss ..........c.c........ (1,519) 3,915
Realised gain on financial assets available-for-sale 5,291 -
Net FOreigN EXCNANEE 10SS ...eiviiiiicie ettt e s e et e et e te e s ee e e e ebeesbeesaeessseesbeesseesseessaeenseenseeseanseesnneans (1,253) (182)
Net fiNANCIAl INCOME ... e e e s e se s e s e s e sese s e s e s e s e se s e sesesesesesesesesesesasasesesasssssssnsnsnsssnn 5,162 12,844
Net gain on financial assets and financial liabilities designated at fair value through profit or loss
Equity instruments designated at fair VAIUE ........cccuveiiiiiece ettt s (1,472) 3,692
Interest rate instruments designated at fair VAIUE ........c.oouiiiiiniiiiiciee et (47) 223
Net gain on financial assets and financial liabilities designated at fair value through profit or loss .................. (1,519) 3,915

In November 2015 Visa Inc. and Visa Europe Ltd. announced a definitive agreement on the acquisition by Visa Inc. of Visa Europe Ltd.
Arion Bank was a member of Visa Europe Ltd. through its subsidiary Valitor Holding hf. In June 2016 the sale was formally completed,
resulting in a total profit of ISK 5,291 million after taking into account conditional payments to Landsbankinn hf. and two savings funds,
which formed part of the agreement when Arion Bank acquired a 39.21% shareholding in Valitor Holding hf. in 2014. The shareholding
in Visa Europe Ltd. was classified as Financial assets available for sale.

9. Net insurance income

2016 2015
Earned premiums, net of reinsurers' share
[ =T 04110 T F Y o =T o RS 2,927 1,314
Premiums WItteNn, rEINSUIEIS' SNAIES .......iccuiiiiiiiieiie ittt ettt et sttt et e e s bt e satesabe e beesbeesbbessbeesbeenseans (196) (139)
Change in provision for UNArNed PreMIUMS ......c.cccvverieriieiieeseesteesteeteeeeseesaeeteesseesseesraessseebeesseesseesssesssesnsenns 330 (30)
Change in provision for unearned premiums, reinsurers' share .. 1 -
Earned premiums, net of reiNSUrers' SHAre ........cccccciciveeeiiiiiiiieeeinniccnnrese e snnnesesescssssnssesesessssnssssssssssnnnns 3,061 1,145
Claims incurre, net of reinsurers' share
(@1 0T o Y= 1o S URSt (1,762) (383)
Claims paid, reinsurers' share 66 67
Change in provision for claims 33 (59)
Changes in provision for claims, reiNSUIErs' SNAIE .........covierierieriieeeeseerte et aeesaeenaaes (3) (10)
Claims incurred, net of reiNSUrers' SNAre ........ccccccceeiceirneeininiiineeeeieiccreeeessscssssnnsesssessssnsnesssessssssnssssssssssnnsanes (1,666) (385)
NEt iNSUFANCE INCOME ...cuuuuiiiiiiiiiiiitiitiiiiiniieeiiiiisttteeississasteeeisessssssatesesssssssseesssessssssseessesssssssnessssssssssseesssens 1,395 760

In the Financial Statements 2015 earned premium of the subsidiary Okkar was classified as Other operating income and claims incurred
as Other operating expense. After the acquisition of the subsidiary Vérdur Net insurance income is presented separately in the
Statement of Comprehansive Income, due to increased weight in the operation of the Group. Comparison figures have been changed

10. Other operating income 2016 2015
Fair value changes on iNVESTMENT PrOPEITY ..cociiriiiiiiiieereesie st et et esteestestesteesbeesaeesasessbeebeesbeesssessseenseenseensens 290 422
Realized gain 0N iNVESTMENT PrOPEITY ....uiiccuiie e ctiee et et e et e st e st e e s te e e saeeesbeeessbeeesstaeessseeessseessseeennseesnnnen 400 286
(014 =TT Yol 1 V=TSSP 1,406 916
Other 0Perating INCOME ......cceiiiiiiiieiiiiiereeeeererererree e rs e e eeeeeeeeasteeeaesenesesesesesesesesesesesesesssssssssesssssnsnns 2,096 1,624

Prior to the acquisition of Vordur tryggingar hf. earned premium was classified as Other operating income, see Note 9.
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11. Personnel and salaries

2016 2015
Number of employees in the Group
Average number of full-time equivalent positions during the Year ..........cccecevveeiiiieccie e 1,201 1,139
Full-time equivalent positions at the end Of tNE YA ......ccueiviieiiiciececeee e 1,239 1,147
Number of employees at Arion Bank
Average number of full-time equivalent positions during the Year ..........ccceeevvveiiieiciiie et 889 885
Full-time equivalent positions at the end Of thE YA ......ccveeiieiiececcee e 869 876
Salaries and related expense
SAIAMIES .reeiitee et e ettt ettt et e et e e et e e et e e e et ae e e aae e ettt eaa—eeeaaaeaataeeeabeeeabeeeahaeeenaeeanteeeanteeeanreeeaabaeeabaeesbaeeanraeeanes 13,274 11,811
Defined contribution PENSION PIANS ........cciieiiiiiieieeee et e e st e s e e ee et e seessaesaaeenseeseesreessneenseeseenes 1,885 1,637
SAlAry-related EXPENSE .....coviiiiriiiiietet e bbbttt naesre s 1,884 1,733
Capitalization of salaries, due to internally developed SOftWaAre .........ccccceeieeiiiciieeeceece e (384) (289)
Salaries and related EXPENSE .....cccccvueriiiiiiiiiiiiiiiiiiiiiere e s ssasse s se s as e s s s s na s s s s s s san e e s e s e s s sannanenes 16,659 14,892
Salaries and related expense for the Bank
=1 L 1= PR 9,690 8,780
Defined contribution PENSION PIANS .......c.ciiiiiiiiiiiiii ettt 1,376 1,216
RF 1TV €= S 1a=To = o 1T USSR 1,553 1,432

Salaries and related expense 12,619 11,428

During the year the Group made a provision of ISK 395 million (2015: ISK 599 million) for performance plan payments, including salary-
related expense, of which the Bank made a provision of ISK 331 million (2015: ISK 461 million). Forty percent of the payment is deferred
for three years in accordance with FME rules on remuneration policy for Financial Undertakings. At the end of the year the Group's
accrual for performance plan payments amounted to ISK 1,453 million (31.12.2015: ISK 1,056 million), of which the Bank's accrual
amounts to ISK 1,177 million (31.12.2015: I1SK 852 million).

2016 2015

Fixed Additional Fixed Additional

Compensation of the Board of Directors remuner- remuner- remuner- remuner-
ation* ation** Total ation* ation** Total
Monica Caneman, Chairman of the Board ........c.ccccceeueveneenns 19.0 25 21.4 18.4 24 20.7
Gudrun Johnsen, Vice Chairman of the Board .........ccccccueuee 7.1 4.4 11.5 6.9 4.7 11.6
Benedikt Olgeirsson, Director .......c.ccceeeereerienieenieesieeneenee. 4.7 33 8.1 4.6 1.8 6.4
Brynjolfur Bjarnason, DIr€Ctor ........ccceveereerveniveenieenieenenennnes 4.7 3.8 8.5 4.6 1.4 6.0
Kirstin b. Flygenring, Director .......cccecveeveveeevveeeciee e, 4.7 33 8.1 4.6 1.8 6.4
Mans HOgluNd, DIr€CLOr ....ccuvevveerieriieieeriee et 9.5 4.4 13.8 9.3 4.2 13.5
béra Hallgrimsdottir, DIrector ......cueeveeeeeeiveeceiee e 4.7 3.8 8.5 4.6 3.7 8.3
Alternate directors of the Board ........cccceceeveeveninenicnenennen. 24 - 24 2.5 - 2.5
Total remuneration ........ccccceeeiiiiiieeeeiiininnnee e 56.9 25.4 82.3 55.4 20.0 75.4

John P. Madden became member of the Board of Directors 15 September 2016. He received no remunerations in 2016.
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11.

12,

13.

Personnel and salaries, continued 2016 2015
Performance- Performance-
Compensation of key management personnel based based
Salaries payments Salaries  payments
HOESKUIUF H. OlafSSON, CEO ......ueuieicieececeeeceseasessessese et sess st sse st sse s ssssssnsees 58.2 7.1 55.9 7.2
Nine managing directors of the Bank's divisions who are
members of the Bank's Executive COMMITLEE .....c.eeevcvveeiiieeiiiieeciee e 262.7 30.3 254.7 26.4

Performance based payments in 2016 are based on the Group's performance in 2015.

Board Members receive remuneration for their involvement in board committees. In addition to 13 Board meetings (2015: 16) during
the year 10 Board Credit Committee meetings (2015: 11), in all 15 Board Audit Committee and Board Risk Committee meetings (2015:
7) and 7 Board Remuneration Committee meetings (2015: 7) were held. Four committee meetings with alternate directors of the Board
were held in 2016 (2015: 4).

The 2016 Annual General Meeting of the Bank held on 17 March 2016 approved the monthly salaries for 2016 for the Chairman, Vice
Chairman and for other Board Members of amounts ISK 796,950, ISK 597,700 and ISK 398,500 (2015: ISK 770,000; 577,500; 385,000)
respectively. It was also approved that the salary of Alternate Board Members would be ISK 201,850 (2015: ISK 195,000) per meeting,
up to a maximum of I1SK 398,500 (2015: ISK 385,000) per month. For Board Members resident abroad, the aforementioned figures are
doubled. In addition, it was approved to pay Board Members who serve on board committees of the Bank a maximum of ISK 159,400
(2015: ISK 154,000) per month for each committee they serve on and the Chairman of the board committees ISK 207,000 (2015: ISK
200,000).

* Fixed remuneration represents Board Member compensation for their attendance at meetings of the Board of Directors.

** Additional remuneration represents Board Member compensation for their participation in Board Committees.

Other operating expense 2016 2015
AMINISTIATION EXPENSE «.etiieeiieeiiie ittt et ettt se e e sttt e st e e s steeeeaatee e aaeeessaeeessbeeessbaeeansaeeasseeeasseeeasseeensseeensseeesnseness 11,186 10,330
Depositors' and investors' Uarantee fUNd ............cciiiiiiiiiiiiiec e 804 836
Depreciation of property and EQUIPMENT ........cciiiiiiiiccie ettt e e s e e s e s teeteete e seessaeeaseessaessaesrnessseensenees 865 849
Amortization of INTANGIDIE @SSELS ....cc.uiiiiiiiiiiiii et st 977 807
(O 14 o 1T =y (e 1T PR SPSPN 49 97

Other operating expense .. 13,881 12,919

Prior to the acquisition of Vordur tryggingar hf. claims incurred of Okkar liftryggingar hf. was classified as Other operating expense, see
Note 9.

Auditor's fee 2016 2015
Audit and review of the Financial Statements for the relevant fiscal year ........cccceeviieiviievce e 140 150
Other audit related services for the relevant fiSCal YEAr ........occeviiriiiiiiiieserec e 11 3
0T 1 3 =T 151 153
Of which fee to others than the auditor of the Parent COMPany ........cccvveecieieiiie e 12 3
Bank levy

The Bank levy is 0.376% on total debt excluding tax liabilities, in excess of ISK 50 billion. Non-financial subsidiaries are exempt from this
tax. The tax is assessed on Financial Undertakings to meet the funding of a special index and interest relief provided to individual tax
payers.
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14.

15.

16.

17.

Net impairment 2016 2015
Increase in book value of [0aNS t0 COMPOIAtES ......cccuiviieiierieeiierte e et e et e st e saeete e eeesteessaeeneeenseenseennns 2,990 2,488
Increase in book value of [0aNns tO INAIVIAUAIS ..........vvviiiiiiiiiiie et ee e e e e e sarr e e e e e eeaanns 8,990 2,208
Net change in impairment of |0aNs t0 COMPOTALES .......ccveviiiieriierieeeesee et e e e ste et esra e e nteeteeseesseesreeens (2,914) (3,818)
Net change in impairment of loans to individuals .... (2,248) (3,421)
Net change in collective impairmMeNnt 0N J0ANS ......ccueicieeiiieiieiie et et eseesee e s e esaeesreesraessseeseenns 427 (517)
IMpPairment of INTANGIDIE @SSELS .....c..iiiiiiie ettt e et e et e e e e be e beesbaesabeeabeeseessaesasesaseensean (9) (27)
NEt IMPAITMENT ....ceiiiiiiceieie et rescserneeesssessssneesssssssssassessssssssnssesssessssnsneessessssssnssenssssssansassssssssssnnsensssnss 7,236 (3,087)
Income tax expense
CUITENT TAX EXPEINSE ..neveeeiiieeeiite ettt e ettt e ettt e ettt e s eate e eabt e e sbe e e s bbeeesbeeesseeentee e neeesaaseessaseeesabneesasseesasbeeeanbeesnnneesnnnee 6,563 1,659
DL (=T Yo D Q) o =T Y SN (153) 1,476
INCOME TAX EXPENSE ..ceeeeuuiiiiiiiieiiiiiiiiittieieiiieteesiiieetresesitesteeesssssestettssssssssseressssssssssstessssssssssterssssssssssenenns 6,410 3,135
Reconciliation of effective tax rate 2016 2015
EQrnings DEFOIE 1aX ..coouieiiiiieiiieiiese ettt et ettt st st ae e 27,263 52,454
Income tax using the Icelandic corporation tax rate ........cccevvveevieeeiiee e 20.0% 5,453 20.0% 10,491
Additional 6% tax on Financial Undertakings .........cccccceverininiienenineieeneeeceseee 5.1% 1,395 1.2% 628
[\ oY g e 1Yo [N o] o] LI =D o =T o TSI 0.0% 13 0.0% 13
TAX XEMPE FEVENUE ...eeeveieniieiieeieeieesteesttesiteebeebeesbeesstesstesteesseenaeesasesasessbeesseesasesssesnns (4.6%) (1,247) (16.4%) (8,597)
NON-AEAUCEIDIE TAXES ..eonveeiiieiieeteeeee e s 2.1% 574 1.1% 564
Other CRANEES ...ttt sa e 0.8% 222 0.1% 36
{3 T (VR - ) 0 - | -3 N 23.5% 6,410 6.0% 3,135
Financial Undertakings pay 6% additional tax on taxable profit exceeding ISK 1 billion.
Tax exempt revenues consist mainly of profit from equity positions.
Net gain from discontinued operations, net of tax 2016 2015
Income from real estates and OThEr @SSELS .........cciiiiiiiriiiiiieic ettt 1,335 709
Expense related to real estates and OTNEr @SSELS .......c.ecuicieeiieiiecie et et et e e ste et esaeete e e e steessaeenseenseeseennns (449) (349)
Net gain from discontinued operations, Net Of taX ......cccceriiiiiiiiniiiiiiininnnneniinnr s sssssesssessssssnnns 886 360
Earnings per share Discontinued operations
Excluded Included

2016 2015 2016 2015
Net earnings attributable to the shareholders of Arion Bank .........ccecevcvvivvineeniennnnnns 20,261 41,608 21,147 41,968
Weighted average number of outstanding shares for the year, million ............cccc........ 2,000 2,000 2,000 2,000
BasiC @arnings Per Share .........cccvvveeiiiiiiinnnniiiiiinnneeieesssesesssssssssesssesssns 10.13 20.80 10.57 20.98

There were no instruments at the end of the year that could potentially dilute basic earnings per share (31.12.2015: none).
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NOTES TO THE CONSOLIDATED STATEMENT OF FINANCIAL POSITION

18. Cash and balances with Central Bank 2016 2015
(01 s e T T o =12 e IR RSO P RSP URRRUSPTURRTRRRPORt 7,448 4,921
Cash WIth CeNTral BAnK .....vviieieeiciee ettt ettt e et e et e e eareeeetbe e e sbeeesbaeesebsaeeesbeesasseesasseeeenseeeeseeessees 70,854 30,546
Mandatory reserve deposit With Central Bank ...........cccueeecieeeiiieeiiee e eeiee e sveeesree e vee e 9,332 12,635

Cash and balances With Central Bank ...........ceeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeememeeeeereeeeereeerereeereeeeeseseeesesesssesesesesssesssaseee 87,634 48,102

The mandatory reserve deposit with the Central Bank is not available for the Group to use in its daily operations.

19. Loans to credit institutions

BANK @CCOUNTS ..veiiiiiieiiie e ittt ettt ettt e et e ettt eeetaeeeetaeeesabeeesabaeesasaeeesseaensseeeassaeensseeaassseeasseeesnseeesnsaeesssesssseeensseeennnes 45,631 74,533
LAY/ Lo o TNV 0 4 =T =] A Lo - LSS 32,267 7,976
(@4 01T [o Y=Y OO SPRRPSPRUSPRE 2,218 4,982

Loans to credit institutions 80,116 87,491

20. Loans to customers

Individuals Corporates Total
Gross Gross Gross

carrying Book carrying Book carrying Book
2016 amount value amount value amount value
OVEIArafs ..o.eeieierieeeeiee e 14,805 13,381 19,314 17,630 34,119 31,011
Credit Cards ..o 11,363 11,099 1,180 1,151 12,543 12,250
MOrtgage l0ANS .....eeveeiieeieeeeeeee e 285,784 282,996 16,298 15,975 302,082 298,971
Other loans . 34,777 29,940 351,739 340,250 386,516 370,190
LO@Ns t0 CUSTOMENS ......uueeeeiiiiiinnneiiieiiineeene e ssssaeees 346,729 337,416 388,531 375,006 735,260 712,422
2015
OVErdrafts ..o..eoceeceririeie e 16,840 14,833 24,248 22,387 41,088 37,220
Credit cards 10,842 10,560 1,054 997 11,896 11,557
MOItgage l0ANS ...eeeiiiiieeiieeereee et 271,895 268,048 12,889 12,601 284,784 280,649
Other l0ANS ...eeeeeeiieeieeeeree e e 38,058 31,178 334,849 319,746 372,907 350,924

Loans to customers 337,635 324,619 373,040 355,731 710,675 680,350

The total book value of pledged loans that were pledged against amounts borrowed was ISK 165 billion at the end of the year
(31.12.2015: ISK 199 billion). At the end of the year pledged loans comprised mortgage loans to individuals. At year-end 2015 pledged
loans comprised mortgage loans to individuals, loans to real estate companies, wholesale and retail and industry and energy

companies.

Further analysis of loans is provided in Risk Management Disclosures.
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20. Loans to customers, continued

Changes in the provision for losses on loans to customers

2016 Specific  Collective Total
Balance at the beginning Of the YEAr .......cuvi i aees 25,341 4,984 30,325
PrOVISION fOI [OSSES ..iuviiiiiiieiieeteesieesteste ettt ste e st e et e e s teesteessteesteeseenaeesaeeeaseesseesseessseenseenseenseans 5,162 (427) 4,735
Write-offs (11,283) - (11,283)
Exchange difference (1,138) - (1,138)
Payment of loans previously Written off ..........cccooceiiiiiiiii e 199 - 199
Balance at the end of the Year ...ttt e ssneeese e s ssnsse s s sesssannnaaans 18,281 4,557 22,838
2015

Balance at the beginning of the Year ..o 22,214 4,467 26,681
PrOVISION fOF JOSSES .eeiuveiieieiecieee ettt ettt eete e et e ettt e et e e ebeeeebeeesbaeesebeeeeesseseesteseasteeeenseeennseeesneeesnns 7,239 517 7,756
WWIEEE-OFFS ettt ettt ettt e s e e st e st e e sbeesaeesabesabeesbeesaeesnbesabeenne (6,547) - (6,547)
el T o oo 1 = =Y ol 1,055 - 1,055
Payment of loans previously Written off ..o 1,380 - 1,380
Balance at the end of the Year ...ttt e ssnseese s s ssnssesssesssannnasans 25,341 4,984 30,325

Significant accounting estimates and judgements
Key sources of estimation uncertainty are impairment losses on loans.

The Group reviews its loan portfolios to assess impairment at least quarterly as further described in Note 53. The specific component of
the total allowance for impairment applies to financial assets evaluated individually for impairment and is based on management's best
estimate of the present value of the cash flows that are expected to be received. In estimating these cash flows, management makes
judgements about a debtor's financial situation and the net realizable value of any underlying collateral. Each impaired asset is assessed
on its merits, the workout strategy and estimate of cash flows considered recoverable are independently reviewed by the Credit Risk
function.

21. Financial instruments 2016 2015

Bonds and debt instruments 69,565 78,794

Shares and equity instruments wWith variable INCOME .......ueiiiiii i 27,035 35,504
DIIVALIVES vttt bbb bbb e ba e s b e sareea 5,159 2,401
Yol g A T VT =T IR (Tl o T=o =T V- SRSt 15,697 16,492

Financial instruments 117,456 133,191
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22. Financial assets and financial liabilities

Designated
2016 Amortised at fair
Loans cost Trading value Total
Cash and balances wWith Central Bank .........ccceoeoveeieieeieiieecceee et 87,634 - - 87,634
Loans tO Credit INSTITULIONS ...vviiiiiiiriiee ettt e e erba e e e e esaraaeeeeeas 80,116 - - 80,116
712,422 - - 712,422
880,172 - - 880,172
- 5,284 61,055 66,339
- 102 3,124 3,226
- 5,386 64,179 69,565
- 2,949 9,125 12,074
- 1,348 10,579 11,927
Bond funds with variable income, unlisted ...........ccccoveieiiieiiiiie e - 1,027 2,007 3,034
Shares and equity instruments with variable income ........ccccccviiiiiiiiiiiniiiniiiiiiisiiiinnnns - 5,324 21,711 27,035
Derivatives
(O O e [T g1 | V7= USRS - 5,159 - 5,159
[T T 1TSS - 5,159 - 5,159
Securities used for hedging
Bonds and debt instruments, listed ..........ccocviiiiiiiiiiiicce e e - 7,318 - 7,318
Shares and equity instruments with variable income, listed . - 8,365 - 8,365
Shares and equity instruments with variable income, unlisted - 14 - 14
Securities used for hedgiNg .......ccccccvireiiiiiiiiniieeeiiicinrrrere e cssrneeesesesssnnsesssessssnnnessees - 15,697 - 15,697
Other fINANCIAT @SSELS ...c.vviiieeie ettt e et e e e e eare e e ebe e e sabee e ebaeeereeas 8,617 - - 8,617
FINANCIal @SSLS ..ccvvueiiiiieiiiiiiiiiittntc et e 888,789 31,566 85,890 1,006,245
Liabilities at amortized cost
Due to credit institutions and Central Bank ...........ccccueeeeiieiiiieee et e eineeens 7,987 - - 7,987
[D7=T oo | £ OO OO PRSP PPPRRPPPIRPI 412,064 - - 412,064
BOITOWINES ..vtiteeeiiiiiieee ettt ettt e e ettt e e s ettt e e e e s st b e e e e e e s st taeeesesasnaeeeesssnbaneeeesnnns 339,476 - - 339,476
Liabilities at amortized cost .... 759,527 - - 759,527
Financial liabilities at fair value
Short POSILION IN DONTS ...ocuviiiiiiieie ettt st sar e e beesbeesaeeas - 1,884 - 1,884
DEIIVATIVES oo —————————————————— - 1,842 - 1,842
Financial liabilities at fair value .........cocccevvuiiiiieiiiieiiiiicnecccece e - 3,726 - 3,726
Other finanCial lIADIlIHIES .......ciiieiiiiiiicceee e e sar e e e eeaaes 36,350 - - 36,350
FINancial llabilities .........cieiiieeieeieieiieeieicee e ce e e reennsee e e e ressnsseseeesennnssssesesensnnnnnnns 795,877 3,726 - 799,603

Financial assets classified as available for sale at year-end 2015 were sold in June 2016, see Note 8.
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22. Financial assets and financial liabilities, continued

Designated
2015 Amortised at fair  Available
Loans cost Trading value for sale Total
Cash and balances with Central Bank .........ccceeeevvveieieieeieeccieeccree e 48,102 - - - 48,102
Loans to credit iNSTItULIONS ......coccvieeeeeeeiieeee ettt e e eeaanee s 87,491 - - - 87,491
680,350 - - - 680,350
815,943 - - - 815,943
- 2,526 74,757 - 77,283
- 99 1,412 - 1,511
- 2,625 76,169 - 78,794
- 2,138 13,869 - 16,007
- 1,668 10,665 5,852 18,185
Bond funds with variable income, unlisted ...........cccccceeivieeiiieeeiiieeciiees - 1,090 222 - 1,312
Shares and equity instruments with variable income .........ccccceviviiiiinnnnns - 4,896 24,756 5,852 35,504
Derivatives
[0 N Oe [T S 17 | V7= RSO PERY - 2,401 - - 2,401
Derivatives .......cceeeiiiiiiiinnnieiiiinnnenenneen - 2,401 - - 2,401
Securities used for hedging
Bonds and debt instruments, listed .........ccccovvieiiiiiiiieeeeee e - 1,519 - - 1,519
Shares and equity instruments with variable income, listed - 14,276 - - 14,276
Shares and equity instruments with variable income, unlisted ................... - 697 - - 697
Securities used for hedging ......ccccceeeerceeeeiiiiciineeeieccccnnrereseccsnneeesesenes - 16,492 - - 16,492
Other fiNaNCIal @SSELS ...ccvviieireie ettt e eae e eres 4,581 - - - 4,581
FINANCIal @SSts ...cccovueiiiieiiiiiiiiiitinsec e 820,524 26,414 100,925 5,852 953,715
Liabilities at amortized cost
Due to credit institutions and Central Bank .........cccccevvveeeiieiiiveeeeceeciieeeeen, 11,387 - - - 11,387
DIBPOSIES weeeuieeeeiieeeritee ettt ettt e s n e e e aneesanee 469,347 - - - 469,347
BOITOWINES .eeeeiieeiiiiiiete ettt ettt e e st e e s et e e e s s s bbb e e e e e s sbaaeesesnnneaees 256,058 - - - 256,058
Subordinated liabilities ........coovveieiiiiiiiiiee e 10,365 - - - 10,365
Liabilities at amortized COSt ........covreeeeeieiirireennnciieerrenneseeeeereeennsseeeenenenes 747,157 - - - 747,157
Financial liabilities at fair value
Short position iIN DONAS ....cccueeiiieieiiece e - 4,616 - - 4,616
Derivatives - 2,993 - - 2,993
Financial liabilities at fair value ......ccccccceeeeenneee. - 7,609 - - 7,609
Other financial liabilities . 38,667 - - - 38,667
Financial [iabilities .......ccccoverriueirisieiiiiiiiiieeine s 785,824 7,609 - - 793,433
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22.

23.

Financial assets and financial liabilities, continued

2016 2015
Bonds and debt instruments designated at fair value specified by issuer
FiNancial and INSUIANCE @CHIVITIES ....ceciiuriieeeieiiiiiie ettt e et e e e eesibee e e e e eeareeeeeeeeabaaeeeeseesbaseeeeeasssbaseeesennsraeeeeans 5,564 9,258
PUDIIC SECEON ettt ettt e et e e et e e e eab e e e etbe e e sabeeeeabeeeasbeeeeaseeeeasseeesseeesabeeesrbeaeenseeeesseesnreesnnseesnnnes 51,860 59,246
Corporates 6,755 7,665
Bonds and debt instruments designated at fair ValUe ........cccvveeiiiiiiiinneiiiniiiinnnnensisiinenesssssssssssesssssssssssssssns 64,179 76,169

The total amount of pledged bonds was ISK 15.6 billion at the end of the year (31.12.2015: ISK 21.5 billion). Pledged bonds comprise
Icelandic and foreign Government Bonds that were pledged against funding received and included in Due to credit institutions and
Central Bank as well as short positions included in Financial liabilities at fair value.

Fair value hierarchy

The Group uses the following hierarchy for determining and disclosing the fair value of assets and liabilities by valuation technique:

Level 1: quoted (unadjusted) prices in active markets for identical assets or liabilities;
Level 2: valuation techniques for which all significant inputs are market observable, either directly or indirectly; and
Level 3: valuation techniques which include significant inputs that are not based on observable market data.

For assets and liabilities that are recognized at fair value on a recurring basis, the Group determines whether transfers have occurred
between Levels in the hierarchy by re-assessing categorization (based on the lowest level input that is significant to the fair value
measurement as a whole) at the end of each reporting period.

Assets and liabilities recorded at fair value by level of the fair value hierarchy

2016

Assets at fair value Level 1 Level 2 Level 3 Total
Bonds and debt iNSTIUMENTS ....ccciieciiiieee et e e errre e e e e e erar e e e e e e enraaeeee s 22,787 46,689 89 69,565
Shares and equity instruments with variable incOMe .........cccocvvieiiinininiciiiice, 11,863 15,154 18 27,035
Derivatives ..., - 5,159 - 5,159
Securities used for hedging 15,659 38 - 15,697
INVESTMENT PrOPEITY ..eeeeiiiiei ittt e e e s s s e e e s s s abbeeeeeessannnees - - 5,358 5,358
ASSEts at fAIr VAIUE ..cciieiiiieniiiiiiiiiininniiinsisennenssssssssnnessssssssssnnssssssssssnsssssssssssssnsessssns 50,309 67,040 5,465 122,814
Liabilities at fair value

Short Position IN DONAS .....ccviiiiicce e e 1,884 - - 1,884
DEIIVATIVES .ottt ———————————————— - 1,842 - 1,842
Liabilities at fair value ... 1,884 1,842 - 3,726
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23. Fair value hierarchy, continued

2015

Assets at fair value Level 1 Level 2 Level 3 Total
Bonds and debt INSTIUMENTS .....ccciiiiiiiiiee ettt eeerrre e e e eebare e e e e e eabraaeee s 32,813 45,799 182 78,794
Shares and equity instruments with variable iNCOME ........cccccveeveerieriecececseeeeie e 14,331 15,299 5,874 35,504
DEIIVALIVES oot ——————————————————— - 2,401 - 2,401
Securities used for hedging ... 15,706 786 - 16,492
INVESTMENT PrOPEILY ..oeviiiiiiiiiiiiicii s - - 7,542 7,542
1=y 31 A £ 11 V7 1 (1= RN 62,850 64,285 13,598 140,733
Liabilities at fair value

Short POSItIoN 1N DONAS ...coviiiicie ettt s 4,616 - - 4,616
DEIIVATIVES e ————————————————————————————————— - 2,993 - 2,993
Liabilities at fair ValUe ......ccceeeeieieieieieiccccccccccccecrcecsceeees e ses e seseses e s es e s e s s s e s e s s s e sssssssssenenanen 4,616 2,993 - 7,609

There was no transfer between Level 1 and Level 2 during the year (2015: Transfers from Level 2 to Level 1 ISK 8,106 million. No
transfers from Level 1 to Level 2).

The level of the fair value hierarchy of assets is determined at the end of each reporting period.

Fair value of assets and liabilities

The fair value of asset and liabilities is the amount at which the asset and liability could be exchanged in a current transaction between
willing parties, i.e. not during a forced sale or liquidation. The existence of published price quotations in an active market is the best
evidence of fair value and when they exist they are used by the Group to measure assets and liabilities. If quoted prices for an asset fail
to represent actual and regularly occurring transactions in active market transactions or if quoted prices are not available at all, fair
value is established by using an appropriate valuation technique.

Methods for establishing fair value

Level 1: Fair value established from quoted market prices

The best evidence of the fair value of an asset and liability at initial recognition is the transaction price, unless the fair value can be
evidenced by comparison with other observable current market transactions, or is based on a valuation technique whose variables
include only data from observable markets.

In some cases, the carrying value of an asset in Note 22 is used as an approximation for the fair value of the asset. This is straight
forward for cash and cash equivalents but is also used for short term investments and borrowings to highly rated counterparties, such
as credit institutions, on contracts that feature interest close to or equal to market rates and expose the Group to little or no credit risk.

For listed and liquid stocks and bonds, certain financial derivatives and other market traded securities, the fair value is derived directly
from the market prices. These instruments are disclosed under Financial instruments and Financial liabilities at fair value in the
Statement of Financial Position.

Level 2: Fair value established using valuation techniques with observable market information

For assets and liabilities, for which the market is not active, the Group applies specific working procedures and valuation techniques to
attain a fair value using as much market information as available. Valuation techniques include using recent arm's length market
transactions between knowledgeable and willing parties, if available, reference to the current fair value of another instrument that is
substantially the same, discounted cash flow analysis, option pricing models or other commonly accepted valuation techniques used by
market participants to price the instrument.

For assets and liabilities for which quoted prices on active markets are not available, the fair value is derived using various valuation
techniques. This applies in particular to OTC derivatives such as options, swaps, futures and unlisted equities but also some other assets
and liabilities.
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23. Fair value hierarchy, continued

In most cases the valuation is based on theoretical financial models, such as the Black Scholes model or variations thereof. These
techniques also include forward pricing and swap models using present value calculations.

The fair value for deposits with stated maturities is calculated by discounting estimated cash flows using current market rates for
similar maturities. For deposits that can be withdrawn immediately, the fair value is the amount payable on demand, which is equal to
the carrying amount in the Statement of Financial Position.

Level 3: Fair value established using valuation techniques with significant unobservable market information

In many cases there is little or no market data to rely on for fair value calculations. The most common valuation technique is present
value calculations. Such calculations involve the estimation of future cash flow and the assessment of appropriate discount rate. The
discount rate should both reflect current market rates and the uncertainty in the future cash flow. In such cases internal models and
methods are used to calculate the fair value. The models may be statistical in nature, based on internal or external history of assets
with similar characteristics and/or based on internal knowledge and experience. For example, the credit margin on most loans to
customers which, is added to the current and suitable interest rate to arrive at an appropriate discount rate, is estimated using credit
rating and loss parameters in case of default that have been derived from internal models.

Equity instruments that do not have a quoted market price are evaluated using methods and guidelines from pertinent international
organizations. In most cases intrinsic value is the basis for the assessment but other factors, such as cash flow analysis, can also modify
the results.

The Group applies management valuation for determining fair value of investment properties. Management valuation is either based
on recent transactions and offers for similar assets or present value calculations which involve estimation of future cash flow and the
assessment of appropriate discount rate.

Movements in Level 3 assets measured at fair value Investment property Financial assets Total

2016 2015 2016 2015 2016 2015
Balance at the beginning of the year ......c.cccocceevieviencieiiiennene 7,542 6,842 6,056 1,276 13,598 8,118
Net fair value changes .......cccceeeeeiecceeceeceeee e 290 422 2,828 5,857 3,118 6,279
AdItIONS ..eveeeiiieeciee e e e 618 1,026 - 77 618 1,103
DiISPOSAI 1.ttt e (1,684) (843) (8,778) (1,154)  (10,462) (1,997)
Disposals through the sale of a subsidiary .........ccccceveverreeneene (1,408) - - - (1,408) -
Transfers into Level 3 ......cccoveviiienienee - 95 13 - 13 95
Transfers out of Level 3 - - (12) - (12) -
Balance at the end of the year .......ccccccovvmeeeiiiciirineeeeeeccccinnnns 5,358 7,542 107 6,056 5,465 13,598
Line items where effects of Level 3 assets are recognized in the Statement of Comprehensive Income 2016 2015
NEt INTEIEST INCOME . it s b e bt et be e s s b e sbe e sbsesaaesabesaneens 2 25
N =T (T o F ol = T ol o o TSRS 5,255 (20)
Other OPEIatiNg INCOME ..cuviiiiiiieiie ettt te et e st e et e ae et e e teessaesateesbeesbeesbeessseasbeesbeeseesssesssesnseenseenseesasenns 690 708

Net loss on AFS financial assets, net of taX ........ccccceevevveevivveeenns . (2,903) 2,903

Effects recognized in the Statement of Comprehensive Income ... 3,044 3,616
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23. Fair value hierarchy, continued

Carrying values and fair values of financial assets and financial liabilities not carried at fair value

2016 Carrying Fair Unrealised
Financial assets not carried at fair value value value  gain (loss)
Cash and balances With Central BankK ..........cccouviiiieeiiiiiiee e et e e e et e e e e e estraeeeeeesanraeeeeeennns 87,634 87,634 -
LOANS 1O Credit INSTILULIONS ..ocvvviiiiieiciie ettt ettt eeae e et e e ebee e ebaeeebeeeebreesaseesneeesesseeeennees 80,116 80,116 -
LOQNS £0 CUSTOMEBIS .ttt et e e e et ettt et et e et e e e e e e e e e e e e e e et aeeeeaaeeaeaeeaeaeeaeaaeeeaaenes 712,422 717,220 4,798
Other fINANCIAI @SSEES .uvviiiitiiiictie ettt eee e et e e bt e e e eta e e e eabeeeetteeeeabeeeeseeeeseeesbeeessseeseseeesesreeens 8,617 8,617 -
Financial assets not carried at fair ValUe ...........ciiiiieeeeiiiiiiiieieiecneereeeeeeeesereeessseeseseesnssssssesesssnns 888,789 893,587 4,798
Financial liabilities not carried at fair value

Due to credit institutions and Central Bank ...........ccccuveeeeiiiiiiiiiee e eercivee e e eecree e e e e e arne e e e e e eeennees 7,987 7,987 -
(DT oo 1] 1 £ POV O PP PPPPTRPPPIN 412,064 412,064 -
BOITOWINES .nvveeeieetieieestte et e e e ste e st e et e et e e te e aeesaeeeaseease e seesseessseesseesseesssessseenseenseenseesnsesnseenseansnessnenns 339,476 348,412 (8,936)
Other fiNanCial lADITIES ....cveiiereeeciee e et e e e e e ebe e e s eta e e seaaeesesaeeesaeeennreeenns 36,350 36,350 -
Financial liabilities not carried at fair Value ..........ccoevvieiiiiiiieiiinieeererre e se s e eeeeeeeees 795,877 804,813 (8,936)
2015

Financial assets not carried at fair value

Cash and balances With Central Bank ...........cccviieieiiiiiiiiee et e e e eettree e e e e e eaare e e e eesnnraeeeeeennns 48,102 48,102 -
LOANS 1O Credit INSTILULIONS ..o.viiiiiieeciie ettt et e e et e s tae e s rbeeenaee s aaeesaseeeenreeeenneas 87,491 87,491 -
LOGNS £0 CUSTOMEBIS .uuiiiiiiiiie ettt aaa et aee e e e staaesseeseseeeseeaeeee e e e e e s e e aaeaeseaaaaaaaaaaaaaaaaaaaaaaaaaaaaaaaanes 680,350 688,196 7,846
Other fINANCIAI @SSEES ..uvviieiiiiieciie ettt ettt e et e e e etbe e e e b e e e stbeeesabeeeesaeessaeessaeessseesnsseeensseeans 4,581 4,581 -
Financial assets Not carried at fair VAlUE ........ccceeiiiiiiiiiiiiiiiiiiiiirsrssssesessssssssssssssssssssssssssssssssesssnnnns 820,524 828,370 7,846
Financial liabilities not carried at fair value

Due to credit institutions and Central Bank .........ccccveeeciiiiiieeiiiececie et srneeseaneeenns 11,387 11,387 -
[T oY 1 £SO PR 469,347 469,347 -
Borrowings .... ... 256,058 264,839 (8,781)
YU oTe] o [T g F= N €=To B =1 o1 [ =S UUTTN 10,365 10,365 -
Other fiNanCial lADIITIES ....c.veeievieeeeee e et e e e e e e e s ba e e seaaeessnaeeenreeennseeenns 38,667 38,667 -
Financial liabilities not carried at fair Value ..........ccoeeiiiieiiiiieiiieieeeeeeerere e s e seseseseses 785,824 794,605 (8,781)

Financial assets and financial liabilities predominantly bear interest at floating rates. For assets and liabilities not at floating rates fair

value is determined by Level 2 methods for which the valuation input is market observable interest rates.

Retail mortgages are estimated by using the discount cash flow method with the interest rates offered on new loans, taking into
account mortgaging. Defaulted loans are presented at book value as no future cash flow is expected on them. Instead they are written
down according to their estimated potential recovery value. Other loans, including corporate loans, are presented at book value as they

are generally of a shorter duration than retail mortgages and the interest rate risk on them is therefore limited.
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23. Fair value hierarchy, continued

Derivatives Notional Fair value

2016 value Assets  Liabilities
Forward exchange rate agreements, UNlISTEA .........coeeiuiiireriiiinineee e 31,921 266 247
Interest rate and exchange rate agreements, UNISted .........ccocuvvieiiiiiciieeciiee e 210,143 4,288 1,104
Bond swap agreements, UNIISTEA .......ccceeieriiieiierieiiecie et eseesee et e ere e eseeessaeebeesaeesaaeesaeeeeeseens 2,995 1 8
Share swap agreements, UNIISTEA ........cccvieiiiieiiiie ettt st e e e et e e e sareeesareeesraeesaneeean 8,138 597 457
Options - purchased agreements, unlisted 1,218 7 26
Derivatives ......ccoiieereeciiniiinennniiniiinneennee. 254,415 5,159 1,842
2015

Forward exchange rate agreements, UNIISTE ........cocviieiieieiiiee it e e s 49,435 231 287
Interest rate and exchange rate agreements, unlisted ... 103,369 1,948 710
Bond swap agreements, UNHSTEA .....c..eeirveeiiiiiiriieeciee s e e e e st e e snteeesnee s 3,811 43 28
Share swap agreements, UNIISTEA ......ocuiviiiiiiiiiiieeie ettt sttt et e s e e e e sbeesaeesaee 13,099 178 1,934
Options - purchased agreements, UNHSTE .......cevvviiiriiieiiieerie e e e s aae e e 30 1 34
DEIIVALIVES cuvueiiiiiiieieniiiiiiiieeniiieiiireeneseisitteesasssssesierensssssssteressssssssseressssssssssssesnssssssssssssssssssssssssnne 169,744 2,401 2,993
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24. Offsetting financial assets and financial liabilities

Financial assets subject to enforceable master netting arrangements and similar arrangements

Netting potential not
recognized in the balance

Assets subject to netting arrangements sheet
Gross assets Balance Assets not Total
before sheet Assets Assets after  subject to assets
balance nettings recognized consideration enforceable  recognized
sheet with gross on balance Financial Collateral of netting nettingarr-  on balance
2016 nettings liabilities  sheet, net liabilities received potential angements sheet
Reverse repurchase agreements ....... 15,644 (80) 15,564 (1,884) - 13,680 - 15,564
Derivatives .......occueveeeeeiniiiieeeeeeiiiees 4,100 - 4,100 (629) - 3,471 1,059 5,159
Total assets .....cccvvvnerrriiiiissnnnnninennns 19,744 (80) 19,664 (2,513) - 17,151 1,059 20,723
2015
Reverse repurchase agreements ....... 22,100 (490) 21,610 (4,929) - 16,681 - 21,610
Derivatives ......ccccceeeeeeeeeeeeeeeeeeeee, 964 - 964 (400) - 564 1,437 2,401
Total assets ....ccoevviviiiiiiiiiiiiiiniiininnnes 23,064 (490) 22,574 (5,329) - 17,245 1,437 24,011
Financial liabilities subject to enforceable master netting arrangements and similar arrangements
Netting potential not
Liabilities subject to netting recognized in the balance
arrangements sheet
Gross Balance Liabilities Liabilities not Total
liabilities sheet Liabilities after  subject to liabilities
before nettings recognized consideration enforceable  recognized
balance sheet  with gross on balance Financial Collateral of netting nettingarr-  on balance
2016 nettings assets  sheet, net assets pledged potential angements sheet
Repurchase agreements ..........c......... 1,884 - 1,884 (1,884) - - - 1,884
Derivatives .......occveeeeeeeniiiieeeeeeiiees 629 - 629 (629) - - 1,213 1,842
Total liabilities 2,513 - 2,513 (2,513) - - 1,213 3,726
2015
Repurchase agreements .................... 4,929 - 4,929 (4,929) - - - 4,929
Derivatives .....cooceevvveeenieeeniicenieeee 400 - 400 (400) - - 2,593 2,993
Total liabilities 5,329 - 5,329 (5,329) - - 2,593 7,922
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25. Investments in associates

The Group's interest in its principal associates 2016 2015
Audkenni hf., Borgartiin 31, Reykjavik, ICEIaNG .........cooieiiiiiieeie et ae et aeesaaesrae e 25.4% 22.4%
Bakkavor Group Ltd., West Marsh Road, Spalding, Lincolnshire, United Kingdom .............ccceeviiniiniiiinenneeneenns - 46.0%
Farice ehf., Smaratorg 3, KOPavoguUr, ICEIANG ........ccuieiieiieieie ettt s e et e ae e e e sree e 38.4% 39.3%
Reiknistofa bankanna hf., Katrinartin 2, Reykjavik, ICEIand ............ccoviieiiiiiiiiece et 23.0% 23.0%
Urridaland ehf., Laugavegur 182, Reykjavik, ICEIand ...........cccverieiieeiieeiieeesee e sve e e eeas 41.4% 41.4%
220 Fjordur ehf., Fjardargotu 13-15, Hafnarfjoraur, Iceland ..o 34.9% 38.5%

Investments in associates

Carrying amount at the beginning of the year .. 27,299 21,966

AGAITIONS .ttt ettt ettt e h et et s bt eh e st bbbt st h e bt h £ et e bt bt e a e e e bt eae et e bt e bt eae et e b sbeenes 76 262
DiIVIAENT FECEIVEM ...ttt ettt sttt ettt e bt e s aee e ab e e beesbeesabesabeenbe e bt esatesabeeateebeensaesabesnbeenbeenaee (153) (611)
QLI 01 1= TSRS - (6,458)
Disposals .....c.cceeuueee (27,291) (17,148)
LYol g P Yo [ =T =Y o ol SRS - (178)
Share of profit of associates and reversal of iIMPAIrMENTt ........c.ccccieiiiiiiiiiini e 908 29,466
INVESTMENT iN ASSOCIATES ..eieeueriiiiiiiiuiiiiietiettnniieerteeennnsieeeterensnssesesssessnssesssessssnssssssessssssssssssssssennnsssssssssnnnnssnsns 839 27,299

In January 2016 the Bank's subsidiary BG12 slhf. sold its 46% shareholding in Bakkavor Group Ltd. The main effect related to the sale
was a valuation change recognized in the Statement of Comprehensive Income in 2015. During the year the total effects from the sale
through the Statement of Comprehensive Income was ISK 685 million.

The Group accounts for investments in associates based on the equity method less applicable impairment. The impairment testing uses
management valuation techniques and assumptions such as EBITDA multiples. Alternative assumptions could potentially result in
significantly different carrying values but the management is of the opinion that the impaired value is based on the most probable
outcomes under current market conditions.
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26. Intangible assets

Intangible assets comprise four categories: Goodwill, Infrastructure, Customer relationships and related agreements and Software.
Goodwill arises on the acquisition of subsidiaries. Infrastructure and Customer relationships and related agreements originate as a
premium in connection with the acquisition of business activities in subsidiaries, while Software originates from the acquisition of
software licenses and the introduction of the software into the Group's operations.

On 30 September 2016 Arion Bank acquired the insurance company Vordur tryggingar hf. The purchase price of the shareholding in
Vordur totalled ISK 5,300 million, paid in full with cash. A total of ISK 2,541 million in intangible assets were recognized, of which ISK
904 million is customer relationship and related agreements, ISK 684 million as trade name included in infrastructure, ISK 424 million as
software and ISK 496 million as goodwill. When allocating the purchase price to separate assets the free cash flow method and
management forecasts on the operations of Vordur were used. The allocation of purchase price was close to be completed at year-end
2016 and Arion Bank will complete it within the 12 months permitted timeframe from acquisition date.

At the end of 2014 Valitor Holding hf. acquired the Danish group AltaPay A/S, to support operation in the Nordic region. A total of ISK
4,217 million in intangible assets were recognized, mainly relating to the expertise of the employees of AltaPay A/S and the business
opportunities inherent in a rapidly growing market and the synergy with Valitor hf. in the future. When allocating the purchase price to
separate assets the free cash flow method and management forecasts on the operations of AltaPay A/S were used. The original
allocation of purchase price was revisited in 2015 and 2016, and thus within the 12 months permitted timeframe from the acquisition
date. Following this revisit there was a transfer of ISK 376 million to goodwill and ISK 20 million to software from customer relationship
and related agreements.

Infrastructure, which is capitalized as an intangible asset, is related to Asset Management in the parent company and in the Bank’s
subsidiary Stefnir, payment solution and credit card operation at the Bank's subsidiary Valitor Holding and branding of the newly
acquired subsidiary Vordur. The business activity is based on years of building up expertise and systems, during which a valuable
platform has been created for future growth. An impairment test is performed annually as described below.

Customer relationships and related agreements are connected to business relationships and agreements which the Bank acquired in
subsidiaries and agreements bought. The asset is based on the assumption that business relationships and agreements generate
regular payments and earnings to the relevant business segments. The business activities in question are mainly the business
relationships related to individual customers through SPRON and the subsidiaries Okkar and Vordur. The customer relationship is
tested for impairment and related agreements are amortized over a period of five years, with two years left of the period.

Acquired software and internally developed software is capitalized on the basis of the cost of acquiring them and bringing them into
service. Computer software licenses recognized as intangible assets are amortized over their useful life, which is estimated to be 3-10
years.
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26. Intangible assets, continued

Customer

relation-

ship

Infra- and related
2016 Goodwill  structure agreements  Software Total
Balance at the beginning of the year ........ccccoovvee e, 2,407 3,021 854 3,003 9,285
Acquisition through business combination ..........ccceceevveevienieeve e, 496 684 904 457 2,541
Additions and transfers (271) - 110 638 477
Additions, internally developed ..........cccvvieiriiiriiiie e - - - 384 384
EXChange differ@nCe .....coceeeiiiiieiee e (430) - (32) (182) (644)
[0 11 4 T=Y o S - - (9) - (9)
Amortization - - (219) (758) (977)
INtaNGIble @SSEtS ....cuvvereieriiiiiiiiiiiiiiiei e 2,202 3,705 1,608 3,542 11,057

2015

Balance at the beginning of the year ........c.ccccoviniiiininicce, 2,171 3,046 1,539 2,840 9,596
Additions and transfers ........ccueecvecieriere e 506 - (435) 530 601
Additions, internally developed .........ccccoceviriiiininiiicnceee, - - - 289 289
EXchange differ@nCe ....c.ueceeeeeeeeeeee e (270) - (40) (57) (367)
IMPAITMENT ..ot e s e e e - (25) (2) - (27)
AMOTTIZATION .ttt st s - - (208) (599) (807)
Intangible aSSets ......ccovvuriiiiiiiinininiiiniiiinrir e 2,407 3,021 854 3,003 9,285

Impairment testing

The methodology for impairment testing on the Infrastructure, which is part of intangible assets, is based on discounted cash flow

model which uses inputs that consider features of the business and the environment.

The model used, to determine the recoverable amount, is most sensitive to changes in the forecast earnings available to shareholders
over a five-year period, the cost of equity and to changes in the growth rate. As a result of this analysis impairment of ISK 9 million was

recognized in 2016 (2015: ISK 27 million).

Discount and growth rates

Asset Management OPEration .........cceiviiiiiiie i
Payment solution and Credit card operation .

INSUFANCE OPEIAtION cooiiiieiiiiee ettt e e s s e e e s e sabb e e e e e s abeaeeesennnes
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2016 2015
Discount Growth  Discount Growth
rates rates rates rates
15.1% 2.5% 12.6% 2.5%
15.1% 2-37% 12.6% 3-25%
14.6% 2,5% - -
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27. Tax assets and tax liabilities

2016 2015

Assets  Liabilities Assets  Liabilities
[0 T =T o) A - ) N - 6,630 - 3,272
DEFEITEA TAX coeiieitiiiie ettt e e e et e e e e e et b e e e e e e e sabaeeeeeeesaaaaeaeeeensraeeeeeeenrens 288 663 205 1,650
Tax assets and tax liabilities .......ccccceerererrrrrrrerrrrrrrrrsrsrsrsrsrsrssesssssssssssssssssssssssssssssnsnes 288 7,293 205 4,922
Deferred tax assets and tax liabilities are attributable to the following:
Foreign currency denominated assets and liabilities .........ccccevveeeveevieviesceece e, 1 (225) 4 (222)
Investment property and property and equipment .........ccccceeeevenenineeicnineceees 40 (689) 101 (271)
[T Lol | Ty =] SR 475 - 494 (1,171)
Other assets and liabilities ..........cccceveevueennen. 266 (407) 256 (495)
Deferred tax related to foreign exchange gain ........cccceeceeceenee e - (103) - (141)
Tax 10SS CArry fOrWard ......cccoieieiiiiiiciee e 267 - - -

1,049 (1,424) 855 (2,300)
Set-off of deferred tax assets together with tax liabilities of the same taxable entities . (761) 761 (650) 650
Deferred tax assets and tax liabilities .........cccceeeeererrrerrrccscsccrrcnennnnnenenensnsnessnsnsnennnes 288 (663) 205 (1,650)

Subsidiaries own tax loss carry forward with asset value of the amount of ISK 464 million (31.12.2015: ISK 546 million) that is not
recognized in the Financial Statements, due to uncertainty about the utilization possibilities of the loss.

Addition Recognized Recognized
Changes in deferred tax assets and tax liabilities related through in profit

At1Jan. to Vordur equity orloss At 31 Dec.

2016

Foreign currency denominated assets and liabilities ..........ccccceevvevveciveenenne (218) - - (6) (224)
Investment property and property and equipment .........ccccceveevieneneneenne. (170) (409) - (70) (649)
FINANCIAl @SSEES ..veiuvieiieiieciieete ettt e be et sre e eene e (677) 8 1,171 (27) 475
Other assets and liabilities . . (239) - - 98 (141)
Deferred foreign exchange differences .......cccoceeeeveeveeccecce e (141) - - 38 (103)
Tax 10SS Carry fFOrward .........coceveeiiiiniininieieec e - 147 - 120 267
Change in deferred tax assets and tax liabilities .........cccccceeeeecrrcneerrreccnnns (1,445) (254) 1,171 153 (375)
2015

Foreign currency denominated assets and liabilities (198) - - (20) (218)
Investment property and property and equipment ..........cccecceeveeeeeecveennen. (238) - - 68 (170)
FINANCIAL @SSELS .uveiiiiriiiiiiecctie ettt et e eetre e e eare e e etbe e e eabeeesareeeearee s 564 - (1,171) (70) (677)
Other assets and liabilities ........ccceevveeciieciecie e (341) - - 102 (239)
Deferred foreign exchange differences .... (78) - - (63) (141)
Tax loss carry forward .......cccoeoveecveeiieecinenen. 322 - - (322) -
Change in deferred tax assets and tax liabilities ..........ccccerrriiirrnreriiininnne 31 - (1,171) (305) (1,445)

Arion Bank Consolidated Financial Statements 2016 42 Amounts are in ISK millions




Notes to the consolidated financial statements

28. Other assets 2016 2015
Non-current assets and disposal groups held for SAlE .......cviiieiiieiiceceee e 4,418 5,082
[ e oIl wavA Ta e I =To [V 1T o o= o | APPSR 6,723 6,766
Accounts receivable .......... 5,373 2,433
(81 Y= U=Te Y=Y ol U LT o = Yo [T V- P USS 712 685
Investment for life assurance policyholders where risk is held by the policyholder .........c.ccovveviivienciiceeieneens 820 914
SUNAIY @SSEES ..uutiiiiiie it ettt e ettt e ettt e s rtee e e stteeestteeesateeeaaseeeasseaaasseeeasbseesssseeassseeassseeansseeanseeanssaesassaeesnseeessseessseeanses 2,808 1,698

Other assets 20,854 17,578

Vast majority of the Non-current assets and disposal groups held for sale consist of real estates that are generally the result of
foreclosures on companies and individuals.

Property and equipment Real Equip- Total Total

estate ment 2016 2015
Gross carrying amount at the beginning of the year .........cccoceveviiniiiinnne 6,151 6,752 12,903 12,425
Additions 166 844 1,010 711
Acquisition through business combination - 62 62 -
DisP0Sals aNd TraNSTEIS .....eiiuieiiiciecec e s e et e e ae e (203) (56) (259) (233)
Translation diffErE@NCE .....ooouiiviiiie et s - (15) (15) -
Gross carrying amount at the end of the Year .........ccceeveeeveececcee s 6,114 7,587 13,701 12,903
Accumulated depreciation at the beginning of the year .........ccccoeeeeveeveevieseece e, (1,545) (4,592) (6,137) (5,355)
DEPIECIALION ittt et sttt e sttt e e e ene s (198) (667) (865) (849)
DisP0Sals @aNd TraNSTEIS ....ueecueeiiecieecee et e e et e e e nre e 15 9 24 67

Accumulated depreciation at the end of the year (1,728) (5,250) (6,978) (6,137)

Property and equipment ........cccceeeiviiiiiniiinininnnnennnne, 4,386 2,337 6,723 6,766

The official real estate value (Registers Iceland) amounts to ISK 4,905 million at the end of the year (31.12.2015: ISK 4,603 million) and
the insurance value amounts to ISK 8,818 million (31.12.2015: I1SK 9,597 million).

29. Other liabilities 2016 2015
ACCOUNES PAYADIE ...ttt ettt s bt et e b bttt h e bt et b e b h e b nreenes 22,627 23,296
Provision for settled FX loans .. - 2,882
UNSEttled SECUNTIES trAtIiNG ....covueiriiiiiiieeie ettt ettt s e sae e st e e beesbeesa e e ssbeesteenseensaesaeesaseenseenseesanenns 668 754
Depositors' and investors' SUArantee fUNG .......cccueieiiiii i e e st e e st e e e st e e e naeeenaee s 2,870 2,873
TECNNICAI PrOVISION ..euiiiiiieiiietieteerte sttt sttt e e et e st e s e s ate et e e beesaeesaseesbe e beesseessseenteenseeseesssesnseesaenseesasesnsenn 10,243 1,660
Technical provision for life assurance policyholders investment risk by policyholder . 820 914
WWITNNOIAING TAX 11vtteitiiieeitiesieete ettt ettt st e st e bt esbeesab e s s be e st e este e saeeseesaseenseesseesasessseenbeesbeesssaassaenseensnansnas 1,745 1,643
12 L0 Q1L TSR 2,872 2,811
SUNAIY FADIITIES 1.vvereveeieeiieeeite sttt ettt et e st e st e e be e saeesabesabe e beesbeesseessseesseenseeseesssesaseenseenseesasenssennses 12,249 12,628
(074 Y=Y gl 1= <Y1 L1 A =X TP U RPPRN 54,094 49,461
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29. Other liabilities, continued

Technical Reinsurers' Total Technical Reinsurers' Total
Technical provision provision share 2016 provision share 2015
Claims reported and loss adjustment eXpenses ..........cceeveenes 4,842 (167) 4,675 406 (94) 313
Claims incurred but not reported .........cccoeeveviveieeeieccieeeeenen. 1,352 (99) 1,253 274 (56) 218
ClaiMS OUESEANAING cvvvvverereecrsesesceessecessssssessessssssssnssssssensens 6,194 (266) 5,928 680 (150) 531
Provision for unearned premiums ........c.cocceevveereesveerieeseenenens 4,049 (18) 4,031 979 - 979
Own technical Provision .........cccceeevveeeiiiniissnenneiinninnsnnenen. 10,243 (284) 9,959 1,659 (150) 1,510

Insurance claim consists of claims outstanding and provision for unearned premiums. Claims outstanding present unsettled claims
incurred. Claims outstanding is the total of claims reported and actuarial estimation of claims incurred but not reported. Provision for
unearned premiums presents the current insurance risk that will be conditional to future fiscal years.
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30. Borrowings

First
Currency, original nominal value issued
ISK 4,500 Million ....ccceevvevierieieienienne. 2013
ISK 2,540 million ....ceceevveveneeieieeenne. 2016
ISK 10,220 million .....c.cccevevveienieenne. 2014
ISK 20,160 million ......ccccvereeeveniennenne. 2015
ISK 23,080 Million ....ccceeevveevieerienienns 2014
ISK 2,500 Million ....cccvevveneneeieieeenne. 2012
Statutory covered bonds ..........cceevveeniiiiiiiiinnnnns
ISK 21,877 million ....c.ccevvevveieiennne. 2006
ISK 15,500 million ......cccoveveeeeniennenne. 2008
ISK 51,125 million ....ccoevevveienieninne. 2006

Structured Covered bonds ..

Terms of interest

Fixed, CPIlinked, 2.50% .................
Fixed, 5.50% ....coveevvreeireeeereeeennennn
Fixed, CPIlinked, 3.50% .......c.........
Fixed, 6.50% ....ccveevveeeereeeereeennennn
Fixed, CPI linked, 3.50% ..................
Fixed, CPI linked, 3.60% ..................

Maturity
Maturity type
2019 At maturity
2019 At maturity
2021 At maturity
2022 At maturity
2029 At maturity
2034  Amortizing
2033  Amortizing
2045 Amortizing
2048  Amortizing

Fixed, CPI linked, 3.75% .........c........
Fixed, CPI linked, 4.00% ..................
Fixed, CPI linked, 3.75% ........cc........

At maturity
At maturity
Amortizing
Amortizing
At maturity
At maturity
At maturity
At maturity
At maturity
At maturity
At maturity
At maturity
At maturity

Floating, NIBOR +5.00% .................
Floating, 3 month LIBOR +1.93% ....
Floating, EURIBOR +1.00% .............
Floating, REIBOR +1.00% ................
Fixed, 3.125% ...cccovvvveevrreecreeennnn
Floating, 3 month STIBOR + 1.09% .
Fixed, 2.50% ...ccoeevreerrenienieeieennnn
Fixed, 3.80% ....ccceeeeeeneeneenineeiene
Floating, 3 month STIBOR +2.65% ..
Floating, NIBOR +2.95% ........ccuc.....
Floating, NIBOR +1.95% .................
Fixed, 1.625% ..cceeveeeenrenenieieneenne
Floating, 3 month LIBOR +2.60% ....

BillS ISSUBT ..nuteeeeiteeciteecetee ettt e e e et e e e te e e e etaeeeabeeetaae e abeeeesbeeesabaeesasaeeansbeeeasaeeenaee e naeeeaabeeeeaaeeeeabaeesataeeensaeas

Total Covered bonds ........cccceeriiiiiiiunnniiininiisnnnniinnssseenenssssssen
NOK 500 million .....ccccevvevrevverienieninnne 2013

USD 30 Million .c..eeeeeeeienieicieieene 2016

EUR 21 million ..ccceeeveevienienieeieeene 2009

ISK 3,835 million ....ceveveneeniieicieenee. 2010

EUR 300 million ....ccceevievvenienieeinne 2015

SEK 250 Million .c..eeeeeeeienieeiieieieee 2016

EUR 300 million ....cccceevvevverienieeinene 2016

RON 35 million .....ccccevereriienenenenne. 2016

SEK 275 million .....eeevveveeeeieeecieeenen. 2016

NOK 300 million .....cccevuerereeienieneene 2015

NOK 220 million ...cceevveervenienieeieane 2016

EUR 300 million ....coeeueeienenicieieee 2016

USD 747 million ...ccocveeeenieeeiieecineene 2016

Senior unsecured bonds ........ccccceeeiiiiiiiineiiiiiinnin s
Central Bank, secured, various curr. .. 2010

Other 10anS/bills .......cccvvvueeeeieieirrrneeeeierrrsneeeeeesessseeeeeessssssseeseeeens

2016 2015
4,502 4,483
580 -
9,696 5,096
19,596 7,737
23,524 15,279
2,207 2,249
60,105 34,844
16,734 17,108
6,199 6,182
78,239 77,916
101,172 101,206
161,277 136,050
- 1,547

3,406 -
662 1,177
1,063 1,600
36,610 43,350
3,113 -
36,307 -
951 -
3,422 -
10,617 11,900
2,902 -
35,639 -
29,317 -
164,009 59,574
- 56,024

13,854 4,081
336 329
14,190 60,434
339,476 256,058

Book value of listed bonds was ISK 283,871 million at the end of the year (31.12.2015: ISK 196,927 million). Market value of those
bonds was ISK 290,196 million (31.12.2015: ISK 205,720 million).

The Group did not repurchase own debt during the period (2015: ISK 10 billion).

In January 2016 the Bank reached an agreement with Kaupthing regarding FX deposits held at Arion Bank to be converted into issued
EMTN bond in USD and that Kaupthing would prepay Arion Bank's Central Bank secured loan, in various currencies, of ISK 56 billion at
year-end 2015. The total issue was ISK 97 billion (USD 747 million) with mandatory prepayment requirement if the Bank should issue
bonds in excess of USD 165 million. In 2016 Arion Bank's issue exceeded this benchmark twice and therefore a prepayment of ISK 57
billion (USD 490 million) was made in 2016. At year-end outstanding bonds held by Kaupthing amounted to ISK 29.3 billion (USD 258

million).

Arion Bank Consolidated Financial Statements 2016

45

Amounts are in ISK millions




Notes to the consolidated financial statements

31.

32.

33.

Subordinated liabilities

Maturity
Issued Maturity type Terms of interest 2016 2015
Tier Il capital in various currencies .... 2010 2020 At maturity Floating, EURIBOR/LIBOR + 5.00% . - 10,365
Subordinated labilities .........cceeeeieieiiiecececeeeeerrr e e e e e e s e s e s e s e s e s e s e s e s e e e e e s e e e enen - 10,365

Arion Bank settled the subordinated liabilities with the Ministry of Finance with a prepayment in September.

Pledged assets

Pledged assets against liabilities

Assets, pledged as collateral against DOrTOWINES ........ccueviiiiiiiiiniiiiecir e 196,901 222,046
Assets, pledged as collateral against loans from credit institutions and short positions ...........cccccecverveneervennnen. 15,644 21,611
Pledged assets against llabilities .......ccccccveeriieiiniieiiiiiiiiitcr e 212,545 243,657

The Group has pledged assets against borrowings, both issued covered bonds and other issued bonds and loan agreements. The total
value of those pledged assets was ISK 197 billion at the end of the year (31.12.2015: ISK 222 billion). At the end of the year those assets
were pool of mortgage loans to individuals but at year-end 2015 pledged loans comprised mortgage loans to individuals, loans to real
estate companies, wholesale and retail and industry and energy companies. The book value of those borrowings was ISK 161 billion at
the end of the year (31.12.2015: ISK 192 billion).

The Group has pledged bonds against short term lending from the Central Bank of Iceland and against short positions, related to swap
agreements, to hedge market risk of those assets.

Equity

Share capital and share premium

According to the Bank's Articles of Association, total share capital amounts to ISK 2,000 million, with par value of ISK 1 per share. The
holders of ordinary shares are entitled to receive dividends as approved by the general meeting and are entitled to one vote per share
at Shareholders' meetings.

Number Number
(million) 2016 (million) 2015
ISSUEA SHAre CaPItal ..ueeveieeieeieeieee et st sttt et ae st ens 2,000 75,861 2,000 75,861

Share premium represents excess of payment above nominal value that Shareholders have paid for shares issued by Arion Bank hf.

Other reserves 2016 2015
STATULOIY FESEIVE ittt ettt e e e st b et e s e sttt e e e s e e bbbt e e e s es bbbt e e e s s easbbaeeeeessanbaaeesennanes 1,637 1,637
Reserve for investments iN SUDSIAIAIIES  ....cccvvviieieeiiiieee ettt e et e e e e e e sabre e e e e e e saaseeeeeeeabaeeeeeeeensrnseeeeeanns 17,012 -
Reserve for iNVeStMENTS IN @SSOCIALES .....c..eiviriiiiiieiirie ettt ettt sttt sb et sb et be b ene s 23 -
Reserve for iNVestMENtS iN SECUITIES ......ciiuiiiiiiiiiieeee ettt ettt st e e e st e st e b e beeseeesaeeenbeenee 899 -
Available for sale reserve - 2,903
FOreign CUrrenCy transIation FESEIVE ......cuiiiciieieiieeeee ettt s e e et e e e stte e et e e e saaeeesaaeeesabeeessbeeesnsaeesnsaeeasseaensseesnnseen 190 8
(01T =TT N 19,761 4,548

In June 2016 the Icelandic Parliament approved amendments to the Financial Statements Act including new requirements on equity
reserves in relation to unrealized profit from financial assets. The amendments may affect future dividend payments to the
shareholders of Arion Bank. See Note 65.

There is some uncertainty over the interpretation and implementation of the amendments and thus the Note may be subject to change
in the near term.
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OTHER INFORMATION
34. Legal matters

The Group has formal controls and policies for managing legal claims. Once professional advice has been obtained and the amount of
loss reasonably estimated, the Group makes adjustments, if appropriate, to account for any adverse effects which the claims may have
on its financial standing. When the Group is of the opinion that it is to the detriment of the Group's case to disclose potential amounts
relating to legal claims, it elects not to do so. At the end of the period, the Group had several unresolved legal claims.

Contingent liabilities
Investigation and legal proceedings regarding alleged breaches of competition law

The Icelandic Competition Authority (ICA) has opened a formal investigation into the alleged abuse of an alleged collective dominant
position by the three largest retail banks in Iceland, including Arion Bank. The investigation was initiated by separate complaints from
BYR hf. and MP Banki hf. made in 2010. The complaints from BYR hf. and MP Banki hf. concern the terms of the banks' mortgage
arrangements, which, according to the complaint, deter individuals from moving their business to other banks and thereby restrict
competition. The ICA has sent the Bank a letter proposing concluding the matter with an agreement. The Bank is looking into the
conditions of the proposed agreement.

With a writ issued in June 2013, Kortapjénustan ehf. claimed damages from Arion Bank hf., islandsbanki hf., Landsbankinn hf., Borgun
hf. and the Bank's subsidiary Valitor hf. to the amount of ISK 1.2 billion plus interest, due to damage Kortapjonustan hf. contends the
five parties caused the company due to violations of the Competition Act. The Bank has put forward its arguments in the case and has
demanded the rejection of Kortapjonustan's claims. Kortapjonustan's court-appointed evaluator has given a report on Kortapjénustan's
alleged loss. The Bank and other defendants in the case have demanded that a reassessment be carried out.

Legal proceedings regarding damages

The former chairman of the Board of BM Valld hf., together with Lindarflot ehf., have filed two cases against the Bank claiming
damages in the amount of more than ISK 4 billion plus interest. The plaintiffs claim that the Bank caused them, as shareholders of BM
Valld hf. and Fasteignafélagid Artun ehf., damage by not allowing the companies to be financially restructured and thereby forcing the
companies into bankruptcy. The Bank believes it likely that it will be acquitted of the plaintiffs' claims in both cases and has not
therefore made any provision.

In January 2015, Datacell ehf. and Sunshine Press Productions ehf. jointly filed suit against Valitor hf. for compensatory damages
relating to Valitor hf.’s cessation of Datacell’s vendor agreement. The Icelandic Supreme Court ruled on 24 April 2013 in case no.
612/2012 that Valitor hf. did not have a premise to rescind the agreement. The plaintiffs had court appointed appraisers evaluate their
alleged losses. The appraisers returned their report in March 2016. Valitor disagreed with the assessment stated in the report and filed
a motion for appointing three court appraisers to re-evaluate plaintiffs' alleged losses. The district court approved the motion and they
have been appointed. Conclusion is pending.

Other legal matters
Mortgage documents

Courts cases are being prosecuted against the Bank in which it is demanded that the mortgaging of part of a property be invalidated on
the basis that the signature of the mortgagor on the mortgage documents was not correct. Recently the district court, in respect of a
case which did not involve the Bank, invalidated a mortgage under similar circumstances to these. The Bank is assessing the possible
impact of a negative outcome on the Bank's loan portfolio.
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34. Legal matters, continued

The uncertainty regarding the book value of foreign currency loans

Some uncertainty over the legality of FX loans has continued in 2016 and the Group constantly monitors judgements involving itself and
others to refine its provisions on foreign currency loans. Although there is much more clarity in the matters of FX loans there still
remains some uncertainty regarding foreign currency linked loans in certain respects, such as regarding the recalculation of particular
loans and compensations on account of enforcement actions that have been made on the basis of currency-linked loans. Nevertheless,
the Group considers its portfolio of foreign currency linked loans to be fully provisioned for the most likely outcome.

Legal matters concluded

In April 2013 the ICA imposed an ISK 500 million fine on Valitor hf. for abusing its dominant position on the payment card market and
violating conditions set out in an earlier decision of the ICA. The Supreme Court ruled in April 2016 on upholding the ICA’s decision from
April 2013. Valitor paid the fine in 2013.
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35. Obligations
2016 2015

Financial guarantees, unused overdraft and loan commitments the Group has granted its customers

15,270 19,162
Unused overdrafts .... . 46,379 42,100
[Io T T 1ol 0T 41 0 =T o RS 82,268 126,068

Financial guarantees

Depositors' and Investors' Guarantee fund

The Icelandic parliament has discussed a bill on a new Depositors' and Investors' Guarantee Fund, without conclusion of the matter.
Even though the law has not been amended Icelandic banks have made quarterly payments to a separate division within the fund since
2010. Despite this change in execution and due to uncertainty over the shape of future legislation the liability brought forward from
previous years has not changed from the balance of ISK 2,669 million. The Group has granted the Fund a guarantee for obligations
amounting to ISK 3,210 million.

36. Operating lease commitments

Group as a lessee
The Group has concluded lease agreements on some of the real estate it uses for its operations. These lease agreements are for a
period of up to 10 years. The majority of the contracts include renewal options for various periods of time.

2016 2015
LSS Than ONE YA ..eieieiieiieete ettt sttt ettt st e ettt e st b e s ate s bt e bee s bt e sab e e st e e beesbtesabesabeenbeebeenatesateenbeenseesaeenas 507 279
Over 1 year and up to 5 years .. . 1,371 684
(O Y=Y R =T TP PRRPTN 368 346
Future minimum lease payments under non-cancellable 1eases ..........cccccrerrreriiiiiriiiriisinssssssssssssssssssssssssssssnns 2,246 1,309

Group as a lessor
The Group has entered lease agreements on its investment properties and real estates. The lease agreements are for a period of up to
10 years, with the majority being non-cancellable agreements.

2016 2015
LESS TNAN ONE YA ..iieiiiieeciiee et ee ettt e e st e e ettt e e st e e st eeesaseeeaaaeeeeaseeesasaeesasaee e sseeesbeeeasteeenteeannseeennseeenneeennens 68 120
OVEr 1 YEAr AN UP TO 5 YEAIS weeeueieriiieiieiiiesitenitesiteeteeteesteestesateebeesbeesttesubessbeebeenstenstessteenteaseenseesasesnseenbeesseesssens 147 127
OVEI 5 YBATS 1iiiiitee e e ettt et e e ettt e e e e ettt e e s e e aaaba et e e s saasbbte e e e e s sbbbeeeeeeaaabeeeeeeenaaaseaeee s e assseaeessassbbeeaeeeanssbbeaeeesaannraeaeeann 55 25
Future minimum lease payments under non-cancellable leases 270 272

37. Assets under management and under custody

Assets under management 1,054,759 996,648
ASSETS UNAEE CUSTOTY ..vviuvririiieiieieesitesteeiteesteesteesiteseseeseesteesteesssessseesteenseasssesssessseenseesseesssesssesnsessssenssesssessseesseensens 1,356,997 1,427,269

Assets under management represent the total market value of the financial assets which the Group manages on behalf of its
customers.

The Group, acting as custodian, is responsible for safeguarding a firm's or individual's financial assets, hold in safekeeping securities
such as stocks, bonds and securities funds, arrange the settlement of trades and movements of securities, process corporate actions
such as income on bonds and dividends on shares; and pricing on securities.
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38. Events after Balance Sheet date
In January 2017 Arion Bank issued an additional 200 million Euro tap of the Euro benchmark bond issued December 2016. The Bank

previously issued 300 million Euro bringing the total to 500 million Euro, or approximately ISK 60 billion. As before, part of the issue will
be used to pay down existing loans. The bonds have a 2021 maturity and bear a fixed 1.625% coupon.
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RELATED PARTY

39. Related party

The Group has a related party relationship with Kaupskil ehf., being the ultimate controlling party with 87% stake in Arion Bank, the
Board of Directors of Kaupskil ehf. and Kaupthing hf., being the parent company of Kaupskil ehf.

Icelandic State Financial Investments (ISFI, a separate state institution under the Ministry of Finance) manages a 13% stake in Arion
Bank and thus has an influence over the Group. ISFI and related entities are defined as related parties.

The Board of Directors of Arion Bank and key Management personnel of the Bank are defined as related parties, as well as close family
members of individuals referred to above and legal entities controlled by them. The Group's associates are also defined as related
parties.

No unusual transactions took place with related parties during the year. Transactions with related parties have been conducted on an
arm's length basis. There have been no further guarantees provided or received for related party receivables or payables.

2016 Net
Balances with related parties Assets Liabilities balance
Shareholders with cONtrol OVEr the GrOUP ......c.eecvieriiiriirie ettt sttt sane e 192 (7,255) (7,063)
Board of Directors and key Management Personnel ..........cccoceeveerieeieesieeseesie e e e sne e s 255 (242) 13
Associates and other related PArties .......covievieeiieeiieee ettt 181 (369) (188)

Balances with related parties 628 (7,866) (7,238)

Interest Interest Other Other
Transactions with related parties income  expense income expense
Shareholders with control Over the GroUp .......cccceevcierieireenieneereee et 1 (89) 4 -
Shareholders with influence over the Group ........ccccveveevierieece e - - 6 -
Board of Directors and key Management personnel ..........cccccccevevieveeneneneesieneneneens 15 (7) - -
Associates and other related PArties ......cvcceeceereerieeeee et reeaeees 28 (4) 2 (216)
Transactions with related Parties ........ccccceveiiineeniiiniiinneneninnnessssssssssssenns 44 (100) 12 (216)
2015 Net
Balances with related parties Assets Liabilities balance
Shareholders with control OVEr the GrOUP .......eccvieriieiiecie ettt e e te e te e e e snneenes 212 (50,158) (49,946)
Board of Directors and key Management personnel .........coooeeieiiininiiicnieneniciesieseeeese e 232 (59) 173
Associates and other related PArties ......cvecvecueeieerieree e re e ste e s e s e e e te e reeneesnneenns 2,132 (241) 1,891
Balances with related Parties ........ccccveiiiiiinnniiiiiiiiinieniinnerssresssssssssssssssssssssssssssssssssssnns 2,576 (50,458) (47,882)

Interest Interest Other Other
Transactions with related parties income expense income expense
Shareholders with control over the GroUP ........cceecieeieeciecee e - (762) 16 -
Shareholders with influence over the Group .........ccccvevierieriencieereeeeree e - (4) 15 (13)
Board of Directors and key Management personnel ........ccccevveeevieeeiieeenceeessvee e 12 (2) 5 -
Associates and other related PArties ......c.veceereereerienieeeese et sreeaees 1,288 (617) 344 (276)
Transactions with related parties 1,300 (1,385) 380 (289)

Through the ownership of ISFI the Group has a related party relationship with Landsbankinn hf. and islandsbanki hf. but they provide
banking services to the Bank's subsidiary Valitor hf. and have a traditional bank to bank relationship with Arion Bank hf. The Group
holds assets amounting to ISK 5,832 million (31.12.2015: ISK 14,038 million) by these aforementioned Financial Undertakings and
liabilities amounting to ISK 791 million at the end of the year (31.12.2015: ISK 1,499 million). Total interest income was ISK 632 million
in 2016 (2015: ISK 120 million) and interest expense ISK 42 million (2015: ISK 48 million). Other income was ISK 954 million during the
year (2015: ISK 500 million) and other expense was ISK 1,845 million (2015: ISK 1,192 million). Those amounts are not included in the
table above.

Kaupthing hf. holds senior unsecured bonds, issued by Arion Bank in January 2016, for the amount of ISK 29,317 million at the end of
the year. This amount is not included in the table above.
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RISK MANAGEMENT DISCLOSURES

The Group faces various risks arising from its day to day operations. Managing risk is therefore a core activity within the Group. The
key to effective risk management is a process of on-going identification of significant risk, quantification of risk exposure, actions to
limit risk and constant monitoring of risk. This process of risk management and the ability to evaluate, manage and correctly price the
risk encountered is critical to the Group's continuing profitability as well as to be able to ensure that the Group's exposure to risk
remains within acceptable levels.

The Board of Directors is ultimately responsible for the Group's risk management framework and ensuring that satisfactory risk policies
and governance for controlling the Group's risk exposure are in place. The Board allocates risk management of subsidiaries to the
relevant subsidiary. For the parent company (the Bank) the Board sets risk appetite, which is translated into exposure limits and targets
monitored by the Bank's Risk Management division.

The Chief Executive Officer (CEO) is responsible for sustaining an effective risk management framework, processes and control as well
as maintaining a high level of risk awareness among the employees, making risk everyone's business.

The Bank operates several committees to manage risk. The Board Risk Committee (BRIC) is responsible for supervising the Bank's risk
management framework, risk appetite and the internal capital and liquidty adequacy assessment processes (ICAAP/ILAAP). The Asset
and Liability Committee (ALCO), is responsible for managing the asset-liability mismatch, liquidity risk, market risk, and interest rate risk
and capital management. The Underwriting and Investment Committee (UIC) decides on underwriting and principal investments. The
Bank operates four credit committees: The Board Credit Committee (BCC) which decides on all major credit risk exposures, the Arion
Credit Committee (ACC) which operates within limits specified as a fraction of the Bank's capital, and the Corporate Credit Committee
(CCC) and Retail Branch Committees (RBC) which operate within tighter credit granting limits.

The Bank's Internal Audit conducts independent reviews of the Bank's and several subsidiaries' operations, risk management
framework, processes and measurements. Internal Audit discusses its results with management and reports its findings and
recommendations to the BRIC.

The Bank's Risk Management division is headed by the Chief Risk Officer. It is independent and centralized and reports directly to the
CEO. The division is divided into four units: Credit Analysis, which supports and monitors the credit granting process; Credit Control,
which monitors credit exposures on a customer-by-customer basis; Balance Sheet Risk, which oversees all risks related to asset and
liability mismatch, including capital and is reponsible for the Bank's ICAAP and ILAAP; and Operational Risk which monitors risks
associated with the daily operation of the Bank. The Bank's Data Officer is part of the Risk Management division.

The most significant risks the Group is exposed to are credit risk, including concentration risk, liquidity risk, currency risk, interest rate
risk and legal risk. These risk factors are to the largest extent encountered within the Bank. Subsidiaries bear risk arising from real
estate market and private equity prices and from asset management and insurance activities.

The Bank has no large exposure at the end of the year. The total sum of large exposures is therefore 0% compared to 11% in the
previous year. A large exposure is defined as an exposure to a group of financially related borrowers which exceeds 10% of the Group's
eligible capital.

The Group is exposed to currency risk due to a net currency position on the balance sheet. The Group's operations are subject to
interest rate risk associated with a mismatch between interest bearing assets and interest bearing liabilities.

Liquidity risk is a large risk factor in the Group's operation due to maturity mismatch between assets and liabilities. The maturity of
loans exceeds the maturity of deposits, of which 75% is on-demand or with less than 30 day term.

Further information on risk management and capital adequacy is provided in the annual Financial Statements for 2016 and in the Pillar
3 Risk Disclosures for 2016. The Pillar 3 Risk Disclosures 2016 will be published in March 2017 and be available on the Bank's website,
www.arionbanki.is. The Pillar 3 Risk Disclosures will not be subject to external audit.
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40. Credit risk

Credit risk is the risk that the Group will incur a loss because its customers or counterparties fail to discharge their contractual
obligations.

Credit risk arises anytime the Group commits its funds, resulting in capital or earnings being dependent on counterparty, issuer or
borrower performance. Loans to customers and credit institutions are the largest source of credit risk. Credit risk is also inherent in
other types of assets, such as bonds and debt instruments, and off balance sheet items such as commitments and guarantees.

Managing and analysing the Group's loan portfolio is of utmost importance. Great emphasis is placed on the quality of the credit
portfolio, by maintaining a strict credit process, critically inspecting loan applications, actively monitoring the credit portfolio and
identifying and reacting to possible problem loans at an early stage as well as restructuring of impaired credits.

The Group grants credit based on well informed lending decisions and seeks business with strong parties with strong collaterals and
good repayment capacity. The risk level of each credit is considered in the pricing.

Credit risk is managed and controlled by setting limits on the amount of risk the Group is willing to accept for individual counterparties
and group of connected clients, and by monitoring exposures in relation to such limits. The Group seeks to limit its total credit risk
through diversification of the loan portfolio across sectors and by limiting large exposures to group of connected clients.
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40. Credit risk, continued

Exposure to credit risk

The following table shows the maximum exposure to credit risk for the components of the Statement of Financial Position, by industry classification at the end of the year before the effect of mitigation due
to collateral agreements or other credit enhancements. The Group uses an internal industry classification which is based on the ISAT08 standard classification. ISATO8 is based on the NACE Rev. 2

classification standard.

2016
Maximum exposure to credit risk related to on-balance sheet assets
Real estate Information Financial Industry,
activities and com-  Wholesale and energy and Agriculture
and Fishing munication and retail  insurance manu-  Transpor- Public and
Individuals construction industry technology trade activities facturing tation Services sector forestry Total
Cash and balances with Central Bank ....... - - - - - 87,634 - - - - - 87,634
Loans to credit institutions ..........cccccueneee. - - - - - 80,116 - - - - - 80,116
Loans to CUSLOMErS ....ccceeeeuververieeieneeneens 337,417 114,895 76,475 28,647 52,719 34,939 28,633 6,519 17,308 8,711 6,159 712,422
Financial instruments ........ccoceveeeevivneenenn. 307 1,106 261 - 7 18,865 10,942 3 557 59,253 - 91,301
Other assets with credit risk .............c....... 443 779 14 19 22 6,708 10 7 540 72 3 8,617
Total on-balance sheet maximum
exposure to credit risk ......cccccceerieeeenne 338,167 116,780 76,750 28,666 52,748 228,262 39,585 6,529 18,405 68,036 6,162 980,090
Maximum exposure to credit risk related to off-balance sheet items
Financial guarantees ........cccccoceeveeienenncnne 1,394 1,967 1,573 1,039 2,416 1,333 1,880 978 2,643 35 12 15,270
Unused overdrafts ........cccocveevirieecineeennnenn. 27,609 2,226 640 574 5,951 1,546 2,363 381 2,845 1,895 349 46,379
Loan commitments .......cccceeereeeneneneennns 33 15,276 16,756 540 24,249 7,154 13,155 2,399 2,659 38 9 82,268
Total off-balance sheet maximum
exposure to credit risk .......cccceernuenne. 29,036 19,469 18,969 2,153 32,616 10,033 17,398 3,758 8,147 1,968 370 143,917
Maximum exposure to credit risk ........... 367,203 136,249 95,719 30,819 85,364 238,295 56,983 10,287 26,552 70,004 6,532 1,124,007
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40. Credit risk, continued

2015

Maximum exposure to credit risk related to on-balance sheet assets

Real estate Information Financial Industry,
activities and com-  Wholesale and energy and Agriculture
and Fishing munication and retail insurance manu-  Transpor- Public and
Individuals construction industry technology trade activities facturing tation Services sector forestry Total
Cash and balances with Central Bank ........ - - - - - 48,102 - - - - - 48,102
Loans to credit institutions ...........ccceevuenne - - - - - 87,491 - - - - - 87,491
Loans to CUSLOMErS ....ccceveeueervenieniieieeene 324,629 102,624 75,850 30,802 51,784 33,460 21,384 6,001 19,864 8,193 5,759 680,350
Financial instruments 135 175 72 11 - 14,894 9,430 29 400 61,624 - 86,770
Other assets with credit risk ..................... 289 564 29 80 67 3,018 3 1 455 65 10 4,581
Total on-balance sheet maximum
exposure to credit risk ......c.cccceeveeneennnee 325,053 103,363 75,951 30,893 51,851 186,965 30,817 6,031 20,719 69,882 5,769 907,294
Maximum exposure to credit risk related to off-balance sheet items
Financial guarantees ........ccccecevverienienenen. 1,352 3,032 1,253 1,225 4,145 729 3,299 2,244 1,855 22 6 19,162
Unused overdrafts .......coceecveveneniiicnennne 24,373 1,977 596 632 5,093 1,622 2,013 377 2,403 2,639 375 42,100
Loan commitments ........ccceeeeveeneneneenne 188 39,196 27,711 11,463 14,083 3,544 14,017 10,618 2,183 3,000 65 126,068
Total off-balance sheet maximum
exposure to credit risk ......cccccceerieeeenne 25,913 44,205 29,560 13,320 23,321 5,895 19,329 13,239 6,441 5,661 446 187,330
Maximum exposure to credit risk ............ 350,966 147,568 105,511 44,213 75,172 192,860 50,146 19,270 27,160 75,543 6,215 1,094,624
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Loans to customers specified by sectors 2016 2015
INAIVIAUALS ettt bt e s h e et e bt e bt e s he e s ab e e s be et e e ssbeeabeeabeeabe e st e saeesabeenbeesseesaneeabeenbeenee 47.4% 47.7%
Real estate activities and CONSTIUCTION ......oviiiiiiiiiiiice ettt st sb e s sbeeaean 16.1% 15.1%
FISRING INTUSTIY ettt ettt et et e bt e she e sab e e st e e bt e s bt e s abeeateeaseesatesaeeeabeanbeesaeesanesnseenbeenes 10.7% 11.1%
Information and commuNiIcation tECANOIOZY ......c.cocuiiiiiiiieeeee et s sae e s e e e e eaeenes 4.1% 4.7%
Wholesale and retail trate ........ooee ittt st ettt e b e st e s ab e b e e be e s bt e s st e et e ebe e bt e saeesaneeas 7.4% 7.6%
Financial and iNSUIANCe @CTIVITIES .....coueiiiiiieieeee ettt s ss e e s e e e s e nneenaee 4.9% 4.9%
Industry, energy and ManUFACTUIING ......ccoiiiiiriiiiiii ettt sb e sb e nennes 4.0% 3.1%
RG] o 1] o =) 4[] o EO PP PSPPI 0.9% 0.9%
SBIVICES ettt e ettt e et e ettt et e e e ab e e sa bt e e sa bt e e e sttt e et e e e e a bt e e e et e e e be e e e he e e e Rae e e hne e e ea b et e na b e e e enneeeenbeeeenbeeenneennnee 2.4% 2.9%
Public sector 1.2% 1.2%
AGFICUITUNE @Nd FOrESEIY ..o.viiuiiiiiiciee bbb bbb b e sr e e b 0.9% 0.8%

100.0% 100.0%

Collateral and other credit enhancements

The amount and type of collateral required depends on an assessment of the credit risk of the counterparty and the exposure type. The
main types of collateral obtained are as follows:

- Retail loans to individuals: Mortgages on residential properties.
- Corporate loans: Real estate, fishing vessels and other fixed and current assets, including inventory and trade receivables,

cash and securities.
- Derivative exposures: Cash, treasury notes and bills, asset backed bonds, listed equity and funds that consist of eligible securities.

The value of collateral is based on estimated market value. The valuation of real estate is built on market price, official valuation of the
Icelandic Property Registry, or the opinion of internal or external specialists. The valuation of fishing vessels takes into account related
fishing quotas.

Collateral value is monitored and additional collateral requested in accordance with the underlying agreement. Collateral value is
reviewed in line with the adequacy of the allowance for impairment losses.

The collateral value in the table below is capped by the exposure amount.

Collateral held against different types of financial assets

Cash and Real Fishing Other
2016 securities estate vessels  collateral Total
Cash and balances with Central Bank ........ccccoeceevvieriiiniieniienieneeccsiesieee - - - - -
Loans to credit institutions - - - - -
Loans to customers
INAIVIAUALS .. st 481 297,974 5 7,419 305,879
Real estate activities and CONSLIUCTION ........covvvuvviiiiiiiiiiiiiee e 581 106,770 34 1,444 108,829
Fishing industry ........ccoceveninienienienne. 564 8,100 57,092 8,041 73,797
Information and communication technology .........c.ccceceerveeneeneeniiennennne. 27 2,598 - 18,363 20,988
Wholesale and retail trade ........ccveeveeeieiiiiiee e 410 26,570 8 19,988 46,976
Financial and inSUrance actiVities .......cccccveeeiieiiieeeeeiiiiiiiee e cesanees 14,826 7,620 - 807 23,253
Industry, energy and manufacturing .........ccceeevieeerciieeicee e 3,287 15,332 - 6,875 25,494
TranSPOrtAtiON ...eeeiiieiiiie et e e 73 892 278 3,622 4,865
SEIVICES .entetirteeitete sttt ettt et ettt eat et e s b she et e besbeeae et e sbesbeenb et e sbeeneenteaas 20 7,221 71 3,650 10,962
0T o] [Tl Y=Yt ] G RUROPRURRRRRRRPNE 7 3,811 - 179 3,997
AGriculture and fOrestry ....coviiie e 5 5,128 - 327 5,460
FINANCial INSTFUMENTS ..oeiiiiiriiii ettt et e e e e saaaees 5,953 - - - 5,953
FINANCIal BUAIANTEES ...ccuveeeiiiieceeee ettt s e 1,038 3,871 1,249 2,375 8,533
Collateral held against different types of financial assets .......cccccoeevrnnnnns 27,272 485,887 58,737 73,090 644,986
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Cash and Real Fishing Other
2015 securities estates vessels  collateral Total
Cash and balances with Central Bank ..........cccoceeviiriiiniieniinieeeeecieeieee - - - - -
Loans to credit institutions - - - - -
Loans to customers
INAIVIAUALS .ot 428 289,862 24 4,107 294,421
Real estate activities and CONSLIUCTION .......ccoeciuveiieeiiiiiiieeee e 1,032 89,039 8 1,025 91,104
Fishing induStry ......coceeveeiiinieieececeee 53 7,956 57,945 7,037 72,991
Information and communication technology .........c.cccoceeciriieninnieniennne. 76 2,369 - 18,630 21,075
Wholesale and retail trade ........ccveeeeeeeeiiiieee e 210 20,424 7 22,912 43,553
Financial and insurance activities .........ccceeeveeieieeeciee e s 15,947 4,367 - 1,577 21,891
Industry, energy and manufacturing .. 461 12,792 3 4,416 17,672
TranSPOrtAtioN ....eeeeieiiiie et 91 875 173 3,891 5,030
SEIVICES ettt e st s e st e b e sbe e e e e n e e b e e nee s e e e reeneen 13 4,847 40 2,623 7,523
¥ o] 1o Y=Yl o] SRRSOt 73 3,732 - 99 3,904
Agriculture and forestry .. 5 3,493 - 112 3,610
FINaNCial iINSEIUMENTS ...cccvviieiiiecciie et e e e sraeeeanes 7,474 - - - 7,474
FINANCIal BUAIANTEES ..oovuveeeiiieeeeee et s 885 4,232 623 1,445 7,185
Collateral held against different types of financial assets .......c.cccoeeeuuenenns 26,748 443,988 58,823 67,874 597,433

Collateral repossessed

During the year the Group took possession of assets due to foreclosures. The total amount of real estates the Group took possession of
during the year and still holds at year-end amount to ISK 1,817 million (31.12.2015: ISK 2,761 million) and other assets ISK 13 million
(31.12.2015: ISK 7 million). The assets are held for sale, see Note 28.

Credit quality

Neither Past
Credit quality by class of financial assets past due but  Individu-
due nor not ally

2016 impaired  impaired impaired Total
Cash and balances With Central Bank ..........cccccveeeiieiiiieeeee e eeeirree e eesrreee e e eenneees 87,634 - - 87,634
Loans to credit INSTILULIONS .....cveiiiieeeciee ettt et eeare e e are e seaaeeenns 80,116 - - 80,116
Loans to customers

LO@NS tO COMPOTAtES ...oviiiiiiiiiiiiiiiiiiiit e e e s ab e s s sbbrae e s 358,709 14,251 2,046 375,006

LOANS tO INAIVIAUALS ....uvvveeeieiiiiiiee ettt e e et e e e e e e eabba e e e e e eanraaeeeeennnaeees 312,259 21,854 3,303 337,416
FINANCIAl INSTIUMENTS .oeeiiiiiiiiiiee ettt eerate e e e eeeaa e e e e e sebbaeeeeeesesabeeseeeenans 82,042 - - 82,042
Other assets With Credit FiSK ......uveveeiiiciiiec e et e e e e e eanreees 8,617 - - 8,617
Credit quality by class of financial assets .......cccceevvnreiiiiiiinnneniiiiinei. 929,377 36,105 5,349 970,831
2015
Cash and balances with Central Bank ... 48,102 - - 48,102
LOaNSs tO Credit INSTITUTIONS .oooveviieiiiiiiiiiee et eeesarr e e eeeae e e e e eeabbrreeeesenaraeeeeas 87,491 - - 87,491
Loans to customers

LO@NS tO COMPOTAtES ...oviiiiiiiiiiiiiiiieiiitee et e st e e s s iaae e e e s sanbaaeee s 337,153 17,302 1,276 355,731

Loans to individuals .... 291,277 26,532 6,810 324,619
FINANCIAl INSTIUMENTS .oeiiiiiiieiiie ettt e et e e e eeeaa e e e e e seabaeeeeeeseabbeeeeeeennns 82,714 - - 82,714
Other assets With Credit FiSK .......uveveeiiiiiiie et eearre e e e e e anreees 4,581 - - 4,581
Credit quality by class of financial assets ........cccecvvvereiiiiiiinnneniiniine. 851,318 43,834 8,086 903,238
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40. Credit risk, continued

Neither past due nor impaired loans

The Bank uses internal credit rating models to monitor the development of credit risk and to estimate customers' probability of default
(PD). The Bank rates customers with one of three models. For large corporates the Bank uses quantitative information based on
financial statements as well as qualitative data. Credit ratings of individuals and SMEs are based on statistical models using historical
information which has been found to be predictive. The models are updated annually and recalibrated with current data with the aim
of improving their predictive power. Year-on-year changes in risk classification of loans may in part be due to model refinement.

The table below shows loans to customers that are neither past due nor impaired, broken down by the Bank's classification scale,
where 5 denotes the highest risk.

Risk classification

2016 1 2 3 4 5 Not rated Total
INAIVIAUALS ..o 68,538 162,930 55,500 17,036 4,331 3,924 312,259
Real estate activities and construction ................. 43,172 33,819 24,557 5,679 348 3,184 110,759
Fishing induUSTry ......coceeceevininiiieereeeeeseneeee 24,480 36,143 9,700 2,579 604 79 73,585
Information and communication technology ........ 18,372 3,207 966 5,476 - 12 28,033
Wholesale and retail trade .........ccoceeveevviiiveeeeeennns 11,342 19,302 16,890 2,244 208 - 49,986
Financial and insurance activities .........cccccccevvunnes 9,669 2,210 15,623 207 - 5,730 33,439
Industry, energy and manufacturing ..........c.ccc...... 7,908 7,854 10,101 719 635 351 27,568
Transportation ........ccccecviviiniiniiniiciiies 958 3,753 989 433 20 - 6,153
SEIVICES weiviiieieieeieetete sttt 2,303 5,312 7,263 847 28 3 15,756
PUBIIC SECLON vt 377 4,425 1,874 1,146 53 656 8,531
Agriculture and forestry .......cccovvvevveecieeveeceesneens 478 1,147 2,029 1,227 18 - 4,899
Neither past due nor impaired loans .................. 187,597 280,102 145,492 37,593 6,245 13,939 670,968
2015

INIVIAUALS ..o 54,822 148,472 63,027 18,553 4,693 1,710 291,277
Real estate activities and construction ................. 36,550 23,792 29,776 3,790 154 3,279 97,341
Fishing induUSEry ......cccoeoieviininieieeseeeee e 21,807 33,232 7,657 5,415 1,249 1,341 70,701
Information and communication technology ........ 17,346 4,252 8,949 126 - - 30,673
Wholesale and retail trade .........ccoceeveeevecivieeeeennns 9,447 18,356 18,260 2,064 198 33 48,358
Financial and insurance activities .........c..cccvvenee.. 3,012 17,784 11,308 223 - 456 32,783
Industry, energy and manufacturing ..........c......... 3,088 14,256 2,930 324 135 - 20,733
Transportation 3,320 1,094 1,040 274 28 - 5,756
SEIVICES weiuviiieieieeieete ettt sttt st nee e 2,326 4,805 9,918 539 19 - 17,607
PUbIiC SECLON ..o 357 3,396 2,342 1,038 133 545 7,811
Agriculture and forestry ......cccocceeevviveevcieeciiee e 336 1,558 2,887 609 - - 5,390
Neither past due nor impaired loans 152,411 270,997 158,094 32,955 6,609 7,364 628,430

Exposures that are 'Not rated' are typically due to newly formed entities and entities for which the Bank's rating models are not
applicable.
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Past due but not impaired loans by class of loans More

Up to 4to 30 31to 60 61to 90 than 90
2016 3 days days days days days Total
LOaNSs O COrPOrates .....cuueeiiieeiiiieeei e 5,388 4,282 1,589 1,211 1,781 14,251
Loans to iNdiVIdUAIS .......eeeeieiiiiriiieeeeiiiieie e 3,196 8,708 4,989 391 4,570 21,854
Past due but not impaired loans 8,584 12,990 6,578 1,602 6,351 36,105
2015
LOANS O COrPOrates ......uvveeiiieiiiiieee et 9,638 3,779 1,681 662 1,542 17,302
Loans to individUuals .........cccveeeeiieeiiieciiie e 3,706 9,437 5,237 554 7,598 26,532
Past due but not impaired 10ans .........cccoeeviiiiiiiiiiiiiiiiiiiiininnns 13,344 13,216 6,918 1,216 9,140 43,834

Loans past due up to three days are mainly overdrafts that were not renewed in time. The majority of the past due but not impaired
loans are considered fully secured with collateral or have been acquired at discount. Loans aquired at discount are not considered to be

impaired unless the specific allowance exceeds the discount received.

Impaired loans to customers specified by sector

INAIVIAUALS ettt sttt sttt et e et e e s aeesatessbeebeenaaesanenas
Real estate activities and CONSEIUCTION .....ccviieiiiriiiie e
FISRING INAUSTIY .ottt sttt

Information and communication technology .

Wholesale and retail trade ........ccooeveiiiiiniiiiice s
Financial and inSUrance actiVities .........coeeveerieeieiiierese e
Industry, energy and Manufacturing ..........cceveririiieniniiiseeeee s
TrANSPOITATION ..eviiiieeeiiiie ettt e s st e e e e st b e e e e e e nneeeeesesnneeeeessssnnnneeees
SEIVICES ittt b e bbb e reeas
PUDBIIC SECLOT ..t sttt e sne e s nne e
AricUItUre and fOreStrY .....ooiiiiiiiiicc e s

Impaired loans to customers specified by sector ...
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2016 2015
Impair- Gross Impair- Gross
ment carrying ment carrying
amount amount amount amount
7,069 10,372 10,593 17,403
770 1,056 1,515 1,867
966 1,648 257 373
179 182 308 332
540 868 681 893
261 298 5,953 6,011
786 878 828 1,025
4,301 4,307 4,433 4,440
3,145 3,624 504 682
89 113 143 215
175 284 126 186
18,281 23,630 25,341 33,427

Amounts are in ISK millions
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40. Credit risk, continued

Large exposure

A large exposure is defined as an exposure to a group of financially related borrowers which exceeds 10% of the Group's eligible capital
according to Act. No. 161/2002 on Financial Undertakings and FME Rules No. 625/2013. The legal maximum for individual large
exposures is 25% of eligible capital, net of eligible collateral.

The Group had no large exposure at the end of the year before taking account of eligible collateral (31.12.2015: One large exposure of
ISK 22 billion without eligible collateral).

2016 2015
No. Gross Net Gross Net
O U PSSP PSP PPPOIUPPPOIPPPPTOPOt <10% <10% 11% 11%
Sum of large exposure gross and Net > 10% ......ccceevueeriineeiriseeenisseninssneeisseessssseessssees 0% 0% 11% 11%

41. Market risk

Market risk is the current or prospective risk that changes in financial market prices and rates will cause fluctuations in the value and
cash flows of financial instruments.

Market risk arises from imbalances in the Group's balance sheet as well as in market making activities and position taking in bonds,
equities, currencies, derivatives, and other commitments which are marked to market.

The Group keeps close track of market risk and separates its exposures for the trading book and the banking book. Market risk in the
trading book arises from proprietary trading activities and non-strategic derivatives positions arising from the Bank's operations of
meeting customers' investment and risk management needs. Market risk in the banking book arises from various mismatches in assets
and liabilities in e.g. currencies, maturities and interest rates. Market risk in the trading book and in the banking book is managed
separately.

Market risk allowance is set by the Board in the Bank's risk appetite and limit frameworks are in place for each trading desk. The Asset
and Liability Committee (ALCO) is responsible for managing the Bank's overall market risk. Risk Management is responsible for
measuring and monitoring market risk exposure, and reporting the exposure, usage and limit breaches.

The Group's strategy towards market risk is to limit the risk exposure due to imbalances in the Group's balance sheet but accept limited
risk in its trading book.

Interest rate risk

Interest rate risk arises from the possibility that changes in interest rates will affect future cash flows or the fair value of financial
instruments. The Group's operations are subject to interest rate risk associated with a mismatch between interest-bearing assets and
interest-bearing liabilities. This mismatch is characterised by a gap between the interest fixing period of assets and liabilities, with a
large amount of liabilities being demand deposits while the interest rates of assets are predominantly fixed to some extent, resulting in
a repricing risk for the Group. The Group also faces interest basis risk between interest-bearing assets and interest bearing liabilities
due to different types of floating-rate indices in different currencies.

The Group's strategy for managing its interest rate risk is to strive to contain interest rate mismatches within acceptable levels by
maintaining partly matched funding for its loans to customers, offering deposit incentives and by targeted lending practices.
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41. Market risk, continued

Interest rate risk in the banking book

The following table shows the Group's interest-bearing assets and liabilities by interest fixing periods. The figures for loans to
customers and borrowings are shown on a fair value basis, see Note 23, and are therefore different from the amounts shown in these
Financial Statements. Defaulted loans are presented at book value, which is based on the value of the underlying collateral, and are
therefore assumed to be independent of interest adjustment periods and placed in the 'Up to 3 months' category.

2016 Upto3 3-12 1-5 5-10 Over 10
Assets months months years years years Total
Balances with Central Bank ...........ccocevuveeeeeiiiiiieeee e 80,186 - - - - 80,186
Loans to credit institutions ... 80,116 - - - - 80,116
LOANS 1O CUSEOMENS ...vveueieeeeeieeeeeee e seee e te et e st e eeeeeens 382,928 63,694 138,540 4,457 127,601 717,220
Financial iNStrUMENTS ......oovvviieeeiieieieee et eeeaaees 41,495 1,695 5,182 6,349 1,897 56,618
ASSELS ..eereriiiiiirinnereieiessssnnnesssesesssnnesssesesssnsesssssssssnnaasssssssnnnaes 584,725 65,389 143,722 10,806 129,498 934,140
Liabilities

Due to credit institutions and Central Bank .........c.ccceeeevieenueenne 7,962 25 - - - 7,987
[T oY 1 1 £ R 376,424 21,111 12,450 1,263 816 412,064
BOITOWINES ..vveiiiieiieiesieeiteie sttt steste et estesteeseetessesaeenneneas 62,830 8,653 126,836 20,670 129,423 348,412
Liabilities 447,216 29,789 139,286 21,933 130,239 768,463
Derivatives and other off-balance sheet items (net position) .. (107,799) (916) 111,083 (146) - 2,222
Net iNterest SaP ....ccccccceerieicinrrnneereiiscssnneesesssssssnnesssssssssannanes 29,710 34,684 115,519 (11,273) (741) 167,899
2015

Assets

Balances with Central Bank ...........coocevvieeeeeiiiiieeee e 43,181 - - - - 43,181
Loans to credit institutions ... 87,491 - - - - 87,491
LOANS 1O CUSEOMENS ...vveueieereeeieereeee et e e te et e e eeeeeens 347,571 64,594 127,907 5,255 142,869 688,196
FiNancial iNStrumMENtS .......c.eeeeveeeeieecciee e e 43,925 10,002 8,556 7,786 242 70,511
ASSELS ..eeeeieieiiirnneeeieiiisssnnnessiessssnnesesesesssnsesssssssssnsaasssssssnnaes 522,168 74,596 136,463 13,041 143,111 889,379
Liabilities

Due to credit institutions and Central Bank .........c.cccecevveenueenne 11,387 - - - - 11,387
DEPOSIES 1eeuveerieetieeieerte et e e te e e e et e s e e reesbeesaeestreebeentaenaaeeanas 464,998 3,501 848 - - 469,347
Borrowings 72,010 4,509 48,705 12,982 126,633 264,839
Subordinated liabilities ..........cccccevvreeeeiiiiieeee e 10,365 - - - - 10,365
LIQDIlItIES coeovvuveeriieiissssnnniiiiisinnnnneiiississsnneessssssssnneessssssssssnnenes 558,760 8,010 49,553 12,982 126,633 755,938
Derivatives and other off-balance sheet items (net position) .. (46,330) (1,802) 49,346 - - 1,214
Net interest SaP ....cccvvveeriiiiiinnnnntiiiiininnneeeinssssssesssessssssssnenes (82,922) 64,784 136,256 59 16,478 134,655
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41. Market risk, continued

Sensitivity analysis of interest rate risk in the banking book

The following table shows the sensitivity of the Group's net present value of interest-bearing assets and liabilities to changes in interest
rates by currencies. Sensitivity is quantified as the net change in value of interest-bearing assets and liabilities when assuming a
simultaneous parallel shift upwards and downwards of all yield curves by 100 basis points. The sensitivity does not relate to variation of
annual net interest income and is not an estimate of risk. The calculations are based on contractual interest fixing periods, not taking
into account the expected behavior of non-maturing deposits.

2016 2015
Currency -100 bps +100bps  -100 bps  +100 bps
ISK, CPI iNAEX-IINKEM ....veveeveieeceeecees ettt e neesanes 414 (63) 1,850 (1,763)
ISK, Non index-linked .. 348 (508) 751 (735)
EUR ettt ettt e ettt e ettt n s e n e s e e s e s et en et ene et 87 (147) 185 (178)
OUREE ettt e e esees e s ee e eee e e e s e e eeeeeaeesemeseeseeeeeeeseeeeeneeeens 162 (148) 522 (494)

Interest rate risk in the trading book

The following table shows the total basis point value (BPV) of the Group's bonds and derivatives in the trading book at market value
(MV). BPV denotes the change in value given a basis point (0.01%) yield change.

2016 2015
Trading financial instruments, long positions MV Duration BPV MV Duration BPV
ISK, CPLINAEX-NNKED . .e.eoeoeeeeeee e 8,084 2.2 (1.8) 4,544 3.6 (1.6)
ISK, Non index-linked ..........cccovereriienininieieeseeeee e 10,992 1.0 (1.1) 5,849 (1.8) 1.1
37,399 (0.5) 2.0 64,226 (0.6) 3.9
56,475 0.2 (0.9) 74,619 (0.5) 34
Trading financial instruments, short positions
ISK, CPlindex-linked ........cccoeriininiiieieeeeee e 518 4.7 (0.2) 393 9.7 (0.4)
ISK, Non index-linked ..........ccovueriirniiiniiniieieeceeesee e 15,680 0.3 (0.4) 7,953 0.3 (0.3)
29,847 (0.8) 24 64,172 (0.5) 2.9
46,045 (0.4) 1.8 72,518 (0.3) 2.3

Sensitivity analysis of interest rate risk in the trading book

The following table shows the interest sensitivity of the Group's net positions in the trading book by currencies. Sensitivity is quantified
as the net change in value when assuming a simultaneous parallel shift upwards and downwards of all yield curves by 100 basis points.
The sensitivity does not relate to variation of annual net interest income and is not an estimate of risk. The calculations are based on
duration and convexity in this table.

2016 2015
Currency -100 bps +100bps  -100 bps  +100 bps
ISK, CPLINA@X-TNKEA ...cvveiireeiieiiesieste ettt sttt st et sta e s aeeneeneesaeesane 156 (152) 126 (121)
ISK, NON iNAEX-TINKEA ....cuvveiecieceeeee ettt et et e e e be e s reesaneeanas 127 (64) (142) 130

2 (20) 19 (20)

- (13) (122) 115
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41. Market risk, continued

Indexation risk

The Group is exposed to indexation risk when there is a mismatch between index-linked assets and liabilities.

Transaction maturity profile of indexed assets and liabilities

2016 Uptol 1to5 Over 5
Assets, CPl index-linked year years years Total
[0 =T F o T oL U 1) o 41T 3N 12,911 97,225 218,981 329,117
FINANCIAl INSTIUMENTES ...eiiiiieeciiee ettt s sree e et eeeareeeeabee e e beeesabaeesasaeennnns 7,100 - - 7,100
Off-balance sheet position 851 6,619 - 7,470
Assets, CPlindex-linked .........ccceeeeeeeeieiirirennnieeereeeennnnnes 20,862 103,844 218,981 343,687
Liabilities, CPI index-linked
Deposits 69,621 12,121 2,050 83,792
BOITOWINES ...eieiiteeeitte ettt ettt ettt ettt e ettt e st e st e s saae e e sabe e e sabbeessbeeeenneeenneesnneenn 2,253 24,437 114,747 141,437
Off-balance Sheet POSITION ......ceccuieiiiciicieere e et e e e eeeeeeneas - 518 - 518
OBNEE ettt ettt et e e e et eeebe e be e etaeeaaeebe e beeebeeaabeeabeeabe e seeeaeeeabeenseeteenree e 395 692 893 1,980
Liabilities, CPl iNdeX-lINKed ........cccceeriiiiirrcnniniiiiiirinneeeieiisssnneesessssssnnesssessssssnssssssssssnns 72,269 37,768 117,690 227,727
Net on-balance ShEet POSItION .......coviiriiriiiiiiierie e see e (52,258) 59,975 101,291 109,008
Net off-balance Sheet POSItION ........cccuieviieiiiiiece et 851 6,101 - 6,952
CPIBalanCe ...coccuuuereiiiiiiiinnnniiiiisisnnnessisssssssnnssssssssssssensssssssssnesssossssssssssssssssssnssssssssssnns (51,407) 66,076 101,291 115,960
2015
Assets, CPl index-linked
[ o =T F o TR oL U 1) o 4 1=T 3N 13,629 76,393 209,485 299,507
FINANCIAl INSTIUMENTS ..oeiiiieeeiiec ettt s e e e r e eeareeeeare e e e beeesabeeessaeennnes 3,412 - - 3,412
Off-balance Sheet POSITION ......cecciiiiiicie et e e s te e aeeneas 749 7,940 - 8,689
Assets, CPlINdeX-lINKed ......cccceviiiiiiivneriiiiiiiinnniiiniisnnneisissssnessssssssssssssssssssssssssssens 17,790 84,333 209,485 311,608
Liabilities, CPI index-linked
72,352 12,899 1,916 87,167
2,128 14,164 112,350 128,642
- - 782 782

74,480 27,063 115,048 216,591

Net on-balance ShEet POSItION ........ccviiiieieciieciee ettt re e e saaeeans (57,439) 49,330 94,437 86,328
Net off-balance Sheet POSItION ......c.cccviiiiiiriiiriiriecceeee e sae e s 749 7,940 - 8,689
CPIBAlANCE ..cccueeiieiereeeiiieeteeeinnieeererennnsseeesestasnssssesessessnssssssssessnsnssssssessnsnnssssnessnnnnnnnnns (56,690) 57,270 94,437 95,017
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41. Market risk, continued

Currency risk

Currency risk is the risk of loss due to adverse movements in foreign exchange rates. The Group is exposed to currency risk through a
currency mismatch between assets and liabilities. ISK denominated deposits are a primary source of funding for the Group whereas a
substantial part of the Group's assets consists of foreign currency denominated loans to customers. Net exposures per currency are

monitored centrally in the Bank.

Breakdown of assets and liabilities by currency

2016
Assets

Cash and balances with Central Bank
Loans to credit institutions ................
Loans to customers .........cccceeevneenne
Financial instruments ........ccccccceeeeee
Investment property ........ccceveueeennns
Investments in associates ..................
Intangible assets .......cccoeveeieiienenen.
TaX SSELS wevvviiirrieeiecee e
Other assets ......ccvvevieriieevieeneenienne
ASSELS ...,

Liabilities and equity

Due to credit inst. and Central Bank ..
DEPOSILS ..vveereeeeiiiiieeeeeiiiee e
Financial liabilities at fair value .........
Tax liabilities ....cccceeveeveeneenieeeeeens
Other liabilities .......cccccevveervierieeriennns
BOrTOWINGS ..vvveveeeeiiiieeeeeeiieeee e
Subordinated liabilities ..........c...........
Shareholders' equity .....cccceeveercuveenn.
Non-controlling interest ...................
Liabilities and equity .......ccceeeeeeenenee.

Net on-balance sheet position ..........
Net off-balance sheet position ..........

Net position .......ccceeveiiiiiiiisisiscsnnnae
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ISK EUR usD GBP DKK NOK Other Total
85,052 775 627 364 197 108 511 87,634
18,946 16,963 17,444 8,522 1,826 10,064 6,351 80,116

593,185 66,242 34,012 2,857 7,378 7 8,741 712,422
91,566 13,403 9,572 311 244 2,245 115 117,456
5,358 - - - - - - 5,358
831 8 - - - - - 839
6,978 - - - 4,079 - - 11,057
272 - - - 16 - - 288
19,356 650 556 142 135 13 2 20,854
821,544 98,041 62,211 12,196 13,875 12,437 15720 1,036,024
6,857 978 84 3 - 1 64 7,987
377,195 15,762 12,038 4,186 844 1,301 738 412,064
3,020 408 272 - - 16 10 3,726
7,075 - - - 218 - - 7,293
44,625 2,660 1,160 4,255 756 229 409 54,004
176,530 109,217 32,723 - - 13,520 7,486 339,476
211,212 - - - - - - 211,212
172 - - - - - - 172
826,686 129,025 46,277 8,444 1,818 15,067 8,707 1,036,024
(5,142) (30,984) 15,934 3,752 12,057 (2,630) 7,013
279 31,775  (15315)  (3,232)  (8,579) 2,335 (7,263)
(4,863) 791 619 520 3,478 (295) (250)
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41. Market risk, continued

2015

Assets ISK EUR usb GBP DKK NOK Other Total
Cash and balances with Central Bank 47,357 252 167 37 96 37 156 48,102
Loans to credit institutions ................ 20,923 24,741 19,478 7,260 3,182 4,125 7,782 87,491
Loans to customers ........ccecceevveenneennes 568,196 44,532 37,395 6,487 11,357 9 12,374 680,350
Financial instruments .........cccvveeeeenns 84,752 24,852 13,227 6,145 63 3,248 904 133,191
Investment property ......... 7,542 - - - - - - 7,542
Investments in associates .................. 1,043 - - 26,256 - - - 27,299
Intangible assets ......cceveeevieeeiciieennns 5,575 - - - 3,710 - - 9,285
TaX @SSeLS ..vvviieiiiiiiiieiiiieee s 205 - - - - - - 205
Other assets ... 16,711 482 170 177 22 14 2 17,578
ASSELS ..evverriiiiiiinnen e 752,304 94,859 70,437 46,362 18,430 7,433 21,218 1,011,043
Liabilities and equity

Due to credit inst. and Central Bank .. 9,471 381 74 6 1 - 1,454 11,387
DEPOSILS vevvveereeriieriiesieeie e 388,228 18,041 50,913 6,865 1,523 2,156 1,621 469,347
Financial liabilities at fair value ......... 6,791 584 104 10 4 - 116 7,609
Tax liabilities ......cccoceveenvinniienenees 4,500 - - - 422 - - 4,922
Other liabilities 41,098 2,648 1,484 1,432 832 347 1,620 49,461
BOITOWINGS ..evveeiieeeiieeeiieeeree e 142,060 44,526 33,442 8,511 - 13,447 14,072 256,058
Subordinated liabilities ........c.cccccueenee - 3,942 2,603 3,820 - - - 10,365
Shareholders' equity .......cccccocereenens 192,786 - - - - - - 192,786
Non-controlling interest . 9,108 - - - - - - 9,108
Liabilities and equity .......cccceeuueenunee 794,042 70,122 88,620 20,644 2,782 15,950 18,883 1,011,043
Net on-balance sheet position .......... (41,738) 24,737 (18,183) 25,718 15,648 (8,517) 2,335

Net off-balance sheet position .......... 9,619 (13,684) 20,273 (1,470) (17,856) 5,481 (2,363)

Net position .......cccceeereiiiieneeenniinnnaee (32,119) 11,053 2,090 24,248 (2,208) (3,036) (28)

Sensitivity analysis on currency risk

The table below indicates the currencies to which the Group had significant exposure at the end of the year. The analysis calculates the
effect of a reasonably possible movement of the currency rate against the ISK, with all other variables held constant, on the Statement
of Comprehensive income (due to the fair value of currency sensitive non-trading monetary assets and liabilities). A negative amount in
the table reflects a potential net reduction in the Statement of Comprehensive income or equity, while a positive amount reflects a net
potential increase. An equivalent decrease in each of the below currencies against the ISK would have resulted in an equivalent but
opposite impact (+10% denotes a depreciation of the ISK).

2016 2015
Currency -10% +10% -10% +10%
EUR ettt ettt b e bbbttt h et h e eae s (79) 79 (1,205) 1,105
USD ettt ettt b bbbt h et ekt heea e et e bt eh e e a b e beeh e bt e n b e beebeent et e nbeeneenetene (62) 62 (209) 209
GBP bbb b e bbbttt ettt et r e (52) 52 (2,425) 2,425
DK ettt ettt ettt b et b e bttt e bt h et et e e heea e et e bt eheea s et e b e ebe et e benbeeneenbentenne (348) 348 221 (221)
INOK ettt et et b e e h et b e bbbt bbb bt e ht bt e eae et enne et 30 (30) 304 (304)
[0 31T OSSOSO 25 (25) 3 (3)
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42.

Market risk, continued

Equity risk

Equity risk is the risk that the fair value of equities decreases as the result of changes in the level of equity indices and individual stocks.
For information on assets seized and held for sale and equity exposures, see Notes 28 and 22 respectively.

Sensitivity analysis of equity risk

The analysis below calculates the effect of a reasonable possible movement in equity prices on the Statement of Comprehensive
Income. A negative amount in the table reflects a potential net reduction in the Statement of Comprehensive income or equity, while a
positive amount reflects a potential net increase. Investments in associates are excluded.

2016 2015
Equity -10% +10% -10% +10%
Trading book - listed . (295) 295 (214) 214
Banking DOOK = ISTEA .......eevuiiiiiieiieieeieetee ettt ettt (913) 913 (1,387) 1,387
Banking book - UNISTEA .....cccvieeieciiceeeeeee sttt (1,193) 1,193 (1,819) 1,819

Derivatives

Customers can enter into derivatives contracts with the Bank. The types of derivatives currently offered by the Group are forward
contracts for foreign exchange, securities and commodities, foreign exchange and interest rate swaps and options for foreign exchange,
securities and commodities. Eligible underlying instruments, limits on exposures and required collateral are determined in accordance
with the Group's risk appetite. The Group also uses derivatives to reduce market risk on its balance sheet. Note 23 shows a breakdown
of the Group’s derivative positions by type.

Prepayment risk

Prepayment risk is the risk that the Group will incur a financial loss because its customers and counterparties repay or request
repayment earlier or later than expected, such as fixed rate mortgages when interest rates fall. The Group is not materially exposed to
prepayment risk at year-end 2016.

Liquidity and Funding risk

Liquidity risk is defined as the risk that the Group, though solvent, either does not have sufficient financial resources available to meet
its liabilities when they fall due, or can secure them only at excessive cost. Liquidity risk arises from the inability to manage unplanned
decreases or changes in funding sources.

The Group's primary source of funding is deposits from individuals, businesses and Financial Undertakings. The Group's liquidity risk
stems from the fact that the maturity of loans exceeds the maturity of deposits, of which 70% is on-demand.

Liquidity risk is one of the Group's most significant risk factors and a great deal of emphasis is placed on managing it. The Asset and
Liability Committee (ALCO) is responsible for managing liquidity and funding risk within the risk appetite the Board sets. The Bank's
Treasury manages liquidity positions on a day-to-day basis. Risk Management measures, monitors and reports the Bank's liquidity and
funding risk.

The Group's strategy is to always maintain sufficient liquidity by maintaining a high ratio of liquid assets and available funding to near
term liabilities and possible payment outflows. Uncertainties in relation to the capital controls have been significantly reduced and in
January 2016 Kaupthing's deposits in foreign currency with the Group were termed out into EMTN funding. As a result, liquidity risk due
to entities in winding-up has been reduced.
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42. Liquidity and Funding risk, continued

Maturity gap analysis

Group's assets and liabilities at carrying amount by residual maturity

2016

Assets
Cash and balances with Central Bank ...................
Loans to credit institutions .........cccceeeveeieieeecnneenn.
Loans to customers

Financial instruments ........ccoccovveervierrenneenieniene.
Derivatives - assets 1eg ........ccccevvveeverveesceveenennnn
Derivatives - liabilities leg ................ccc.ccccueunen...

Investment property

Investments in associates ......cccccceeeveeerieeernieennnne
Intangible assets ....cccvvveeerieeeriie s
TAX ASSELS ciiiiiiiiiiiiiei
Other assets

Assets

Liabilities
Due to credit institutions and Central Bank ..........
DEPOSILS ..ovriiriiiiiiic
Financial liabilities at fair value ........c.cccooevveunnnen.

Derivatives - assets leg .......

Derivatives - liabilities leg

Short position securities used for hedging ......
Tax [iabilities .....ccceveereereeeeeeeeeee
Other liabilities .....covcvevieriiiiieniee e
BOITOWINGS ..eeviieiiiiiieeeeiieeee e
Liabilities ....cccovueeriueerineenniieeiniieenceeesneccnees

Off-balance sheet items

Financial gUarantees ........ccccecvvevceeerieeeseiee s,
Unused overdraft ........cocceevvenieniieniennieeneenee e
Loan commitments .......ccccceeevieiiiieeiniiceneeeeeee,
Off-balance sheet items .......c.cccevvureriieercineecnnne

Net assets (liabilities) ......ccccceeeervreeeerercesrneeennnn.
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Carrying On Upto3 3-12 1-5 Over 5 With no
amount demand months months years years  maturity
87,634 78,302 - 9,332 - - -
80,116 54,104 26,012 - - - -

712,422 9,051 54,203 79,205 253,938 316,025 -

117,456 12,715 2,100 3,670 51,729 11,828 35,414
75,527 - 28,038 19,179 27,825 485 -

(70,368) - (27,300) (17,927) (24,886) (255) -

5,358 - - - - - 5,358
839 - - - - - 839
11,057 - - - - - 11,057
288 - - - 288 - -
20,854 2,687 3,883 1,303 745 - 12,236
1,036,024 156,859 86,198 93,510 306,700 327,853 64,904
7,987 7,636 - 326 25 - -
412,064 288,390 74,202 37,769 10,088 1,615 -
3,726 - 2,400 127 895 304 -

(57,923) - (13,857) (3,960)  (39,388) (718) -

59,766 - 14,374 4,087 40,283 1,022 -
1,884 - 1,884 - - - -
7,293 - - 6,626 667 - -

54,094 21,837 7,414 3,446 3,660 6 17,731

339,476 - 10,293 13,371 153,607 162,205 -

824,640 317,863 94,309 61,665 168,942 164,130 17,731

15,270 2,893 4,032 4,136 2,538 1,671 -

46,379 1,460 9,098 18,305 17,516 - -

82,268 1,348 38,757 17,075 21,088 4,000 -

143,917 5,701 51,887 39,516 41,142 5,671 -

67,467 (166,705)  (59,998) (7,671) 96,616 158,052 47,173
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2015
Assets

Cash and balances with Central Bank

Loans to credit institutions ........cccceceeneenienienee.
Loans to CUSTOMErS ....ooveeriiiriieniecceeeecee e
Financial instruments ........cccccoeveervenreeneenecnieenne.

Derivatives - assets 1eg ........ccccevvveevceeesceveennnnnn

Derivatives - liabilities leg ................c.ccccccuenen...
Investment Property ......cccceceeeeeneeneeneesieeeeene
Investments in associates ........ccceeeriiiiiiiiniiniens
Intangible assets ....cccvvveevrieeeriie s
TaX @SSLS wevviiiiiiiiiiieei e
Other @ssets ......ccceveeveereeriiinieeeseere e
ASSELS ...

Liabilities
Due to credit institutions and Central Bank ...

DEPOSILS ..cvviiriiiiiiic
Financial liabilities at fair value ..........cccccccveuennnen.

Derivatives - assets Ieg ...........c.ccceveeereecuenncnne

Derivatives - liabilities leg ...............

Short position bonds and derivatives ................

Short position bonds used for hedging ..............
Tax [labilities ...cccveveerierieeieeeeeeee e
Other liabilities ..
BOrrOWINGS ..c.eviiiiiiiiiiiiciicicrc e
Subordinated liabilities .........ccccocervenieriiniieene
Liabilities ....cccoveeeriiueerineeiniiieiniiecnceeecnecsnees

Off-balance sheet items

Financial gUarantees .......ccccceccevevceeerieeessiee e,
Unused overdraft ........cocceeveenieniieniiennieeneenee e
Loan commitments .......cccceevvieiiiiieiniieeeeeeeeee,
Off-balance sheet items .......c.cccevvueeriieeriineennnne

Net assets (liabilities) ......ccccceeeervreeeerercisrneennnnn.
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Carrying On Upto3 3-12 1-5 Over 5 With no
amount  demand months months years years  maturity
48,102 35,467 - 12,635 - - -
87,491 50,151 37,340 - - - -

680,350 3,984 42,429 90,014 234,035 309,888 -

133,191 4,765 1,711 10,861 54,392 10,985 50,477
56,171 - 24,671 1,478 29,509 513 -

(53,770) - (24,262) (1,421) (27,688) (399) -

7,542 - - - - - 7,542
27,299 - - - - - 27,299
9,285 - - - - - 9,285
205 - - - 205 - -
17,578 1,017 2,592 174 793 - 13,002
1,011,043 95,384 84,072 113,684 289,425 320,873 107,605
11,387 9,881 - 1,481 25 - -
469,347 268,727 95,191 89,937 13,575 1,917 -
7,609 - 6,346 536 631 96 -

(49,199) - (36,552) (5,662) (6,518) (467) -

52,192 - 38,282 6,198 7,149 563 -
1,309 - 1,309 - - - -
3,307 - 3,307 - - - -
4,922 - - 3,274 1,648 - -

49,461 17,002 14,724 5,192 3,529 6 9,008

256,058 - 7,081 4,308 69,933 174,736 -

10,365 - - - 3,942 6,423 -
809,149 295,610 123,342 104,728 93,283 183,178 9,008
19,162 3,402 2,371 7,589 3,954 1,846 -

42,100 842 10,071 14,984 15,768 435 -

126,068 - 50,628 35,542 34,506 5,392 -
187,330 4,244 63,070 58,115 54,228 7,673 -

14,564 (204,470) (102,340) (49,159) 141,914 130,022 98,597
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42. Liquidity and Funding risk, continued

Net Stable Funding Ratio

The net stable funding ratio (NSFR) measures the amount of available stable funding (ASF) at the Group against the required stable
funding (RSF) as per the definition of the Central Bank of Iceland rules No. 1032. In general, RSF is determined by applying different
weights to different asset classes depending on the level of liquidity. ASF however is calculated by applying weights to the Group's
liabilities depending on maturity and/or stickiness. In 2016, the ratio for foreign currency shall be at least 90% and from 2017 the ratio
shall exceed 100%.

Calculations of the NSFR are based on consolidated figures for the Bank and Arion Bank Mortgages Institutional Investor Fund. When
calculating the FX ratio, a negative FX imbalance is subtracted from the numerator and a positive FX imbalance is subtracted from the
denominator. The FX imbalance discrepancy between the Group's official FX imbalance and the imbalance reported in the NSFR is due
to the fact that the Bank's subsidiaries have a substantial positive FX imbalance but are settled in ISK.

2016 ISK FX Total

612,964 169,821 782,785
544,854 87,010 631,864

Available stable funding
Required stable funding ...

FXAMBDAIANCE .. itiiiiiiieee ettt st e bt e bt e sat e s et e e be e s bt e sab e s st e e be e bt e bt e sateeabeenaean (4,019)

Net stable fuNING ratio ......cccccvvceiiiiiiiiiietiienrcrnre it eeeccneeee e s ssssnssesssessssnsnesssessssssnsasssssssssnnnasnnes 113% 191% 124%
2015

Available stable FUNGING ......eovieieeee et e e et e e e e e sree e raeenaeeaeennes 540,864 129,273 670,137
Required stable funding ... 539,841 95,511 635,352
[ 101 o= = a1 S (11,363)

Net stable fuNding ratio ........ccccvveiiiiiiiiniiniiiniirereer e e ssass s s e ssssssnsssssssssssnsnnsnnns 100% 123% 105%
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42. Liquidity and Funding risk, continued

Liquidity coverage ratio

The liquidity coverage ratio (LCR) is part of the standards introduced in the Basel Ill Accord. The LCR is the result of a stress test that is
designed to ensure that banks have the necessary assets on hand to withstand short-term liquidity disruptions. More accurately, LCR
represents the balance between highly liquid assets and the expected net cash outflow of the Group in the next 30 days under stressed
conditions.

To qualify as highly liquid assets under the LCR rules, assets must be non-pledged, liquid and easily priced on the market, repoable at
the Central Bank and not issued by the Group or related entities.

The Central Bank has set rules for minimum LCR. In 2016 the LCR requirement is 100% in foreign currency and 90% in total (ISK and
foreign currency). The latter requirement will be 100% from 2017.

The following table shows the breakdown for the Group's LCR calculations broken down on currencies; ISK, FX and total. All amounts
are weighted by their respective LCR weights as defined by the Central Bank.

2016 ISK FX Total
[T 0T o B Ty =] AN L=V I SR 112,770 13,026 125,796
LiQUid @SSets [EVEI 2 ** .. ettt ettt sttt st e e be e steesaeesareeaee - 2,932 2,932
LIQUI ASSEES ..uuvreereiiiiiiiirnnteneiessssnsnenssesesssssessssssssssnsassssssssssssssssssssssnsssssssssssnssssssessssssnsassssssssansanes 112,770 15,958 128,728
[T T 1 1 £ SRR 93,584 16,885 110,469
Market Borrowing . 3,192 371 3,563
Other Cash OULFIOWS ......coviiiiiie ettt ettt ett e e et e et e e et e e eeaseeeeaeeesabaeesebaeesbaeeereeas 12,426 7,013 19,439
CaSh OULFIOWS ..ceiiiiiiinniiiiiiiiiiiieiiiniissnnneinsssssnnnnssssssssessssessssssnsnsssssssssnssenssessssssnsssssssssssnsassssssssnns 109,202 24,269 133,471
Short-term deposits with other banks *** ... e 1,688 51,779 53,467
(04 o T=T O T s 101 o1V 2SR 3,843 1,011 4,854
CaSh INFIOWS ceiiiiiiiineieiiiiiiininniiniissnseeisisssssens s ssssssassessssssssssnesssessssssnsnessssssssnsnenssessssssnssssssssssnns 5,531 52,790 58,321
Liquidity coverage ratio (LCR) **¥¥ . .. i iirriiiiiiiinnnnniiininnnensinsnnnensssssssssssessssssssssssssssssssssnes 109% 263% 171%
2015

[T 0T B Ty =] A L=V I RSP 99,483 24,088 123,571
LiQUId @SSELS IEVEI 2 ** ..o ittt ettt st ettt e e nbe e s teenabesateenee - 5,869 5,869
LIGUIT ASSEES ...uuvveerereieiiinnnneteieiessssnseesssesessssnesssssessssnsessssssssssssssssssssssnsssssssssssnsssssssssssssnssssssssssnnsanes 99,483 29,957 129,440
[T T 1 £ SR 122,275 21,640 143,915
MATKET BOTTOWING ..evviiiieiiesiieite et et et e stesteete e teesteesateesbaebeesteesstesseeenseenseenseesssesaseenseensessanesssennses 1,502 122 1,624
Other Cash OULTIOWS .....eiiiiiiiiiee et e e e e sttt a e e e e e e aareeeeeeeaasaeeeeeenstaaseeeeennnsrees 16,296 34,749 51,045
CaSh OULFIOWS .eceiiiiiiinnieiiiiiiiinneiiiniissnneeeisissssnneessssssssssesssssssssssnsenssssssssssesssessssssssssssssssssnsassssssssans 140,073 56,511 196,584

Short-term deposits with other banks *** 3,768 57,881 61,649

Other Cash INFIOWS ..eeeiceeeeee e ettt e e e e e e e e e e e e atbae e e e e e etabaeeeeeesssaaeeseeannssaeeeenans 9,193 29,457 38,650
CaSh INFIOWS ceeiiiiiiiinnneiiiniiinieniiniisineeeieiessssssssssssssssansessssssssssssssssssssssnsnsssssssssnsnasssessssssnsasssssssnnns 12,961 87,338 100,299
Liquidity coverage ratio (LCR) **¥¥ .. i iirrrriiiiiiiinninniiiiiinnnneisissnsmensisnmssesesssssssnssesssssssssnns 78% 212% 134%

* Level 1 assets receive a 100% weight in LCR calculations and include the Group's Cash and balances with Central Bank, domestic bonds eligible as collateral at the
Central Bank and foreign government bonds.

** Level 2 assets include the Group's covered bonds with a minimum rating of AA- and receive a 85% weight in LCR calculations.
*** Short-term deposits in other banks are defined as cash inflows in LCR calculations.

**** | CR is defined as: LCR = Weighted liquid assets / (weighted cash outflows - weighted cash inflows) where weighted cash inflows are capped at 75% of weighted
cash outflows.
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42. Liquidity and Funding risk, continued

Composition of liquid assets

The following table shows the composition of the Bank's liquidity buffer. At 1 January 2017 the Bank's liquidity facility with the Icelandic
government expired, and is not included in the composition of liquid assets for 31 December 2016.

2016 ISK usbD EUR Other Total
Cash and balances with Central Bank ........ccccccceeeeeiiiieeeieeciiieee e 85,053 627 775 1,179 87,634
Short-term deposits in other banks .........cccccoevieiiiiiiniinieneeeeeieee 1,688 16,018 14,090 21,671 53,467
Domestic bonds eligible as collateral at the Central Bank . 27,718 - - - 27,718
Foreign government BONAS ........coceevvieviinieniie ettt - 5,536 4,908 - 10,444
Covered bonds with a minimum rating of AA- .......ccceeveieeceeceesee e - - 1,202 2,247 3,449
LiQUIdtY FESEIVE ..cceviiiiiiineriiiiiiineiniiisssssneesnsssssssssess s s ssssnssssessssssnsnsnes 114,459 22,181 20,975 25,097 182,712
2015

Cash and balances with Central Bank ........cccccceeeeeiiiieeeiicciiieee e 47,357 167 252 326 48,102
Short-term deposits in other banks 3,768 16,741 20,824 20,316 61,649
Domestic bonds eligible as collateral at the Central Bank ........cccccevvvveeennne 22,614 - - - 22,614
Foreign government BONAS ........coceevueeriinieniieeiieeieeee e - 10,658 8,700 3,984 23,342
Government liquidity facility ......ccccceeveeieeiieece s 29,513 - - - 29,513
Covered bonds with a minimum rating of AA- .. - - 2,122 4,783 6,905
Liquidity reServe ........ccceevereiieensiieeessneesssneennne 103,252 27,566 31,898 29,409 192,125
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Liquidity and Funding risk, continued

LCR deposit categorization

As per the LCR methodology, the Group's deposit base is split into different categories depending on customer type. A second
categorization is used where term deposits refer to deposits with a residual maturity greater than 30 days. Deposits that can be
withdrawn within 30 days are marked stable if the customer has a business relationship with the Group and the amount is covered by
the Deposit Insurance Scheme. Other deposit funds are considered less stable. A weight is attributed to each category, representing the
expected outflow under stressed conditions, i.e. the level of stickiness.

The table below shows the breakdown of the Group's deposit base according to the LCR categorization, with the associated expected
stressed outflow weights. Some similar categories are grouped together. The table contains deposits at the Bank and at banking
subsidiaries. Thus, amounts due to Central Bank and amounts due to credit institutions at non-banking subsidiaries are excluded.

LCR categorization - amounts and LCR outflow weights Deposits maturing within 30 days

Less Term Total
2016 Stable Weight (%) Stable Weight (%) deposits* deposits
INAIVIAUALS 1ot 97,232 10% 40,376 5% 59,344 196,952
SIMIE ettt bt 39,823 10% 3,955 5% 3,762 47,540
COrPOratioNS ...oeeuieeiiiieeitee ettt ettt s e saneeenee 55,094 40% 921 20% 5,850 61,865
Sovereigns, central banks and PSE .........ccccoveviieeriieeniiee e 11,653 40% - - 1,379 13,032
Pension funds 31,157 100% - - 15,959 47,116
Domestic financial @ntities ........cccceeevveeeeieeieiieccee e 24,310 100% - - 16,730 41,040
Foreign financial entities ..........cocevvieriiniiiniieeeee s 2,150 100% - - - 2,150
Other foreign Parties .......oceeceeveereerie e 4,466 100% 3,276 25% 2,288 10,030
TOtal et 265,885 48,528 105,312 419,725
2015
INAIVIAUALS ..o 86,095 10% 39,598 5% 53,599 179,292
SME ......... 37,884 10% 3,928 5% 4,327 46,139
COTPOTAtIONS ...veueeieetieiierteeie ettt sttt sb st sbe e sbe e 36,300 40% 823 20% 4,945 42,068
Sovereigns, central banks and PSE ..........cccccoeviinienieniieniiennen. 11,900 40% - - 1,304 13,204
Financial entities being wound Up .......ccoccvveeviieeiiiee e 16,948 100% - - 47,062 64,010
PENSION fUNAS ...vviiiiieecieeeceeeceee e e e 41,609 100% - - 35,104 76,713
Domestic financial @ntities ........cccceeevveeeeiieieiieceee e 32,727 100% - - 11,016 43,743
Foreign financial entities ........c.cooeevienieniiniieeeenesee s 5,193 100% - - - 5,193
Other foreign Parties ......c.oeeceeceereesie e 3,707 100% 3,260 25% 1,923 8,890
Total ......... 272,363 47,609 159,280 479,252

* Here term deposits refer to deposits with maturities greater than 30 days.

Operational risk

Operational risk is the risk of direct or indirect loss, or damage to the Group's reputation resulting from inadequate or failed internal
processes or systems, from human error or external events that affect the Group's image and operational earnings.

Each business unit within the Group is primarily responsible for taking and managing their own operational risk. Operational risk
function is responsible for developing and maintaining tools for identifying, measuring, monitoring and reporting the Group's
operational risk.

The Group uses the standardized approach to the calculation of capital requirements for operational risk.
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44. Capital management

Capital ratio

The focus of capital management at the Group is to optimize the capital structure in the medium term and consequently maintain the
Group's capitalization comfortably above the regulatory minimum, including capital buffers and Pillar 2 requirements.

The Group's capital ratios are calculated in accordance with Act No. 161/2002 on Financial Undertakings. In September 2016,
amendments were made to the Act, effectively adopting parts of CRR into law. The regulation had not been fully implemented at 31
December 2016 and as a result, the legal framework is not entirely aligned with CRR. The Group however assumes a full adoption of
CRR in the capital calculations for 31 December 2016. Capital ratios for 31 December 2015 are based on the the preceding Basel Il
definitions. The Group uses the standardized approach to calculate the capital requirements for credit risk, credit valuation adjustment,
market risk and operational risk.

Capital Base 2016 2015
TOTAL EQUILY ettt b et b et b et e bbbt b e bbb bbbt nb e e bt neres 211,384 201,894
Non-controlling interest not eligible for inclusion in CET1 Capital .......cccevereieeiieieecee e (172) (9,108)
INTANGIDIE @SSELS ...euieeiieiteeitee ettt sttt et sh e e s a b e e st e e bt e bt e s st e s ate e st e e beesaeesabesabeebe e bt eesteenbeenbeebeeaaas (11,057) (9,285)
I D= 3T RS TN (288) (205)
CaSH FIOW NEAGES ...ttt st ettt sat e s ab e e b e e bt e sbtesab e e s beesbe e st esatesateenbeebaesaaesasesnbeenseanes (22) -
Additional Value adjUSTMENTS ....cveeceieciecieeeecee ettt e e e et e e e s e e e s e e beesreessseesseesseeseesseeanseenseenseesseesnnenns (127) -
Equity holdings in financial SECtOr @NLItIES * ........oiiiiiiiiiiiee e - (3,151)
[0 144 ToTa T=To [NTTAVAR WTT gl Nor- T 1 - | RN 199,718 180,145
Non-controlling interest not eligible for inclusion in CETL Capital ......ccccveeeeecieeiieieecee e sne s 172 9,108
LI LT T - ' 11 - 1 N 199,890 189,253
SUDOIINGTEA [ADIIITIES ..veeiuiiee it e e e e e ae e e eabe e e sbaeesbaeessaeesssbeeeassaesanseeenssaeesseeesnees - 10,365
Regulatory adjustments to Tier 2 capital ** ... - (771)
Equity holdings in financial sector entities * - (3,118)
General credit FiSK a0JUSTMENTS ....ciuiiiiiiiieiiee et e st e e e st e e s te e e snteeesnseeessseeesaneeesaneeesnseeessseeennen 4,557 -
QLT g o T 11 - | N 4,557 6,476
Lo 3= 1ot 11 £ I« T L N 204,447 195,729
Risk-weighted assets

(0o [l o 1 S (o - o L TR SRR 577,661 567,242
Credit risk, securities and other ........... . 68,074 113,791
Market risk due to CUrreNCY IMDAIANCE .......oiiiiiiiiiii ettt ettt e e be e sbeesabesabeebeenbeenanas 5,449 38,401
IMIATKEE FISK OTREI ..ttt e e e e et e e e e e e eaaaeeeeeeebaaeeeee e e sbbaseseeeasssbaseseeassnsaeeessenssssneeseensssnneees 12,966 7,035
Credit Valuation adJUSTMENT .....iiiiiiecieceese ettt st s b e s be et e e beessteesteesseebeestaesasessbaenbeesseesssanssannee 2,678 -
Operational risk ........cccen..... 86,490 81,441
Total risk-weighted assets 753,318 807,910
(O 1Y oY 1ol e[0T 0 4 =1 RO 687,921 694,803
Capital ratios

CETL FATIO cveveeuteteete ettt ettt ettt ettt h et e e bbbt b e bt eb e et et e e bt e he e b e bt eh e e st e b e s bt e bt e as e b e s b e e bt e s b et e b e eh b et et e sbeeanene et 26.5% 22.3%
L= g N - 4T TSSOSO RPTRUPRPOPRPOTNY 26.5% 23.4%
(0 o1 | I Te [=Te [T LoV - Y o TR OO PRSPPSO 27.1% 24.2%

*In CRR (Basel Il1), a 10% threshold criteria applies to deduction of such holdings. At 31 December 2015 such deductions were split between Tier 1 and Tier 2 capital
without any threshold criteria.

** Straight-line amortization for maturities within five years.
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44. Capital management, continued

The following table outlines the implementation of the capital buffer requirements in accordance with the Financial Undertakings Act,
as prescribed by the Financial Stability Council and approved by the FME.

Capital buffer requirement, % of RWA 1.6.2016  1.1.2017 1.3.2017 1.11.2017
Capital conservation BUFFEN ..........oouiiiiii e 1.75% 2.50% 2.50% 2.50%
Capital buffer for systematically important institutions 2.00% 2.00% 2.00% 2.00%
Systemic risk BUFFEr * c..o.omii e 3.00% 3.00% 3.00% 3.00%
Countercyclical capital buffer * .........ooviieeeecee e - - 1.00% 1.25%
Combined capital buffer requirement .........ccccceriiiiiiiiiiniini s 6.75% 7.50% 8.50% 8.75%

The Bank carries out an ongoing process, the Internal Capital Adequacy Assessment Process (ICAAP), with the aim to ensure that the
Group has in place sufficient risk management processes and systems to identify, manage and measure the Group's total risk exposure.
The ICAAP is aimed at identifying and measuring the Group's risk across all risk types and ensure that the Group has sufficient capital in
accordance with its risk profile. The FME supervises the Group, receives the Group's internal estimation on the capital adequacy and
sets capital requirements for the Group as a whole following the Supervisory Review and Evaluation Process (SREP). The Group's capital
base exceeds the FME's SREP requirements.

The Bank's Pillar 2R capital add-on, which is the result of the ICAAP/SREP, may comprise 56.25% CET1 capital, 18.75% AT1 capital and
25% Tier 2 capital. With the current capital structure, the Pillar 2R requirement is solely met with CET1 capital.

Fully
2016 implemented
Total capital requirement, % of RWA Current 1.11.2017
[T g Ao o 11 = =T (U 1T =T 0 1= o L USSRt 8.0% 8.0%
Pillar 2R capital reqUIr@mMEnt ¥ .. ... et 4.3% 4.3%
Combined BUFfEr FEQUIFEMENT ........cuiieeceeeeeeee e e re e e e s e e s e e et e e beesbaessaeesteenteenseesnnesnseensennsens 6.5% 8.4%
Total regulatory capital reqUIremMENt ..........ccivieeiiiiiiiiiiiiir s e s aae e 18.8% 20.7%
AVAIIADIE CAPILAI .eviiiiiiieeie et ettt sttt b e she e e a e e bt et e e nhe e s tbeeate e be e beenraesatesabeenbeenaee 27.1% 27.1%
CET1 requirement, % of RWA
Pillar 1 CETL FEQUITEMENT c...vveeetieeeitieeeeiteeesiteeestteeesteeesareeessbeeessbaeessteeesssseeasseeeassseesnnseesnsseessneesssseeessseeesnsesensesennse 4.5% 4.5%
Pillar 2R CETL reqUIremMeEnt ¥ ...ttt st b ettt b et esbe st 2.4% 2.4%
Combined BUFfEr FEQUIFEMENT ........cuiiieceeeeeeee et e e s e e s e e et e e beestaessaeenteenteenseenneesnseensennsens 6.5% 8.4%
CET1 regulatory capital reqUIr@MENt ........cciiiiiiiiiereiiiiiininieniiinisisnneeiiissssseessiissmssseissssssssesssosssssssssssssssssnss 13.4% 15.3%
AVAIlabIe CETL CAPITAN .eueitiieitieiees ettt s b e s bbb st ebe et et e bt eae et e sbesreean e 26.5% 26.5%

*The capital buffers for systemic risk and countercyclical effects only apply to the part of RWA that is calculated on domestic exposures. The precise meaning of what
constitutes the domestic part has not been defined. Here, the domestic part of RWA is assumed to be the portion of credit risk and market risk RWA that is calculated
on domestic exposures, in addition to 100% of operational risk RWA. With the FME's expected recognition of countercyclical buffers in foreign countries, these will
apply to the portion of RWA that is calculated on exposures from the corresponding countries.

** The SREP result based on the Group's financial statement of 31.12.2015.

Arion Bank Consolidated Financial Statements 2016 74 Amounts are in ISK millions




Notes to the consolidated financial statements

44. Capital management, continued

Leverage ratio

The leverage ratio is seen as a complementary measure to the risk-based capital ratios. The minimum leverage ratio requirement is 3%

as stated in Act No. 161/2002 on Financial Undertakings.

ON-DAlANCE SHEET EXPOSUIES .....eiceiieiieiieeeieeeieesteeseestte e te e e esteeseeesaeesseesseesseesseessseesseesseesseeaseeesseenseenseesssesseesnsesnsens
DEIIVAtIVE EXPOSUIES ....vveiiiiiieeiiiiiiee e ee sttt e e e ettt e e s s e sbbb e e e e e setbbaeeeeessasbaaeeesaaaasbaeeessesssaeaeessasssrseaeesssnssnnes

Securities financing transaction exposures ....

Off-balance ShEEt EXPOSUIES .......co.eiiiiiiiiiiieieeec ettt bbb e s nenne e

LI 5L I=Y 0« o T T Y

QLI g ot ' 11 | N

RN Y= =) [ PSPPSR UPPOPPPPP

Solvency Il

At the end of the year the Group held the insurance companies Vordur and Okkar.

2016 2015

1,011,735 982,348

8,226 3,789
9,330 16,287
83,156 127,675

1,112,447 1,130,099

199,890 189,253

18.0% 16.7%

According to the Icelandic Insurance Companies Act the solvency capital requirement (SCR) of Vérdur was ISK 2,489 million at the end
of the year and Okkar ISK574 million and calculated solvency of Vérdur ISK 3,609 million and Okkar ISK 1,236 million. The solvency ratio,
which is the ratio of calculated solvency to the solvency requirements, of Vordur was 145.0% and Okkar 215,0% at the end of the year.
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SIGNIFICANT ACCOUNTING POLICIES

The accounting policies adopted in the preparation of these Consolidated Financial Statements are consistent with those followed in
the preparation of the Group's Consolidated Financial Statements for the year ended 31 December 2015 except for new and amended
IFRS adopted by the European Union, that became effective as of 1 January 2016, see Note 70, and amendments to Icelandic Annual
Accounts Act, Financial Undertakings Act and Rules on Accounting for Credit Institutions.

45. Going concern assumption

The Group's management has made an assessment of the ability to continue as a going concern and is satisfied that the Group has the
resources to continue. In making this assessment, management has taken into consideration the risk exposures facing the Group which
are further described in the Risk Management Disclosures. The Interim Financial Statements are prepared on a going concern basis.

46. Principles underlying the consolidation

Subsidiaries

Subsidiaries are entities controlled by the Group. The Financial Statements of subsidiaries are included in the Financial Statements from
the date that control commences until the date that control ceases. The Financial Statements of the subsidiaries are prepared for the
same reporting period as the parent entity, using consistent accounting policies.

Business combinations

Business combinations are accounted for using the acquisition method as at the acquisition date, i.e. when control is transferred to the
Group. Control is achieved when the Group is exposed, or has rights, to variable returns from its involvement with the investee and has
the ability to affect those returns through its power over the investee. Specifically, the Group controls an investee if, and only if, the
Group has:

— power over the investee (i.e. existing rights that give it the current ability to direct the relevant activities of the investee);

— exposure, or rights, to variable returns from its involvement with the investee; and

— the ability to use its power over the investee to affect its returns.

Generally, there is a presumption that a majority of voting rights result in control. To support this presumption and when the Group has
less than a majority of the voting or similar rights of an investee, the Group considers all relevant facts and circumstances in assessing
whether it has power over an investee, including (i) the contractual arrangement with the other vote holders of the investee, (ii) rights
arising from other contractual arrangements and (iii) the Group's voting rights and potential voting rights. The Group re-assesses
whether or not it controls an investee if facts and circumstances indicate that there are changes to one or more of the three elements
of control.

The Group measures goodwill at the acquisition date as:

the fair value of the consideration transferred; plus

the recognized amount of any non-controlling interests in the acquiree; less

if the business combination is achieved in stages, the fair value of the pre-existing equity interest in the acquiree; less

the net recognized amount (generally fair value) of the identifiable assets acquired and liabilities assumed.
When the excess is negative, a bargain purchase gain is recognized immediately in profit or loss.

Transaction costs incurred are expensed and included in administration expense.

Non-controlling interests

Non-controlling interests represent the portion of profit or loss and equity not owned, directly or indirectly, by the Group; such
interests are presented separately in the Statement of Comprehensive Income and are included in equity in the Statement of Financial
Position, separately from equity attributable to owners of the Group.

For each business combination, the Group elects to measure any non-controlling interests in the acquiree either:
— at fair value; or
— at their proportionate share of the acquiree's identifiable net assets, which are generally at fair value.

Changes in the Group's interest in a subsidiary that do not result in a loss of control are accounted for as equity transactions.
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46. Principles underlying the consolidation, continued

Loss of control

On the loss of control, the Group derecognizes the assets and liabilities of the subsidiary, any non-controlling interests and the other
components of equity related to the subsidiary. Any surplus or deficit arising on the loss of control is recognized in profit or loss.

Transactions eliminated on consolidation
Intragroup balances, income and expenses arising from intragroup transactions, are eliminated in preparing the Financial Statements.

If an investment in a subsidiary is classified as held for sale the investment is accounted for as non-current asset and disposal groups
held for sale from the date of classification.

Funds management

The Group manages and administers assets held in unit trusts and investment vehicles on behalf of investors. The Financial Statements
of these entities are not included in these Financial Statements except when the Group controls the entity.

When assessing whether to consolidate investment funds, the Group reviews all facts and circumstances to determine whether the
Group, as fund manager, is acting as agent or principal. The Group is deemed to be a principal, and hence controls and consolidates a
fund, when the Group acts as fund manager and cannot be removed without cause, has variable returns through significant holdings,
and is able to influence the returns of the funds by exercising its power. The Group is defined as agent in all instances.

47. Associates

Associates are those entities over which the Group has a significant influence, i.e. the power to participate in the financial and
operating policy decisions of the associates but not control or joint control over those policies. Significant influence generally exists
when the Group holds 20% or more of the voting power, including potential voting rights, unless it can be clearly demonstrated that
this is not the case. Investments in associates are initially recognized at cost. The carrying amount of investments in associates includes
intangible assets and accumulated impairment loss.

The considerations made in determining significant influence are similar to those necessary to determine control over subsidiaries.
The Group's investments in its associate are accounted for using the equity method.

The Financial Statements include the Group's share of the total recognized income and expenses of associates from the date that
significant influence commences until the date that significant influence ceases. When the Group's share of losses exceeds its carrying
value of associate, the Group's carrying amount is reduced to nil and recognition of further losses is discontinued except to the extent
that the Group has incurred legal or constructive obligations or made payments on behalf of the associate. If the associate
subsequently reports profits, the Group resumes recognizing its share of those profits only after its share of the profits equals the share
of losses not recognized.

Upon loss of significant influence over the associate, the Group measures and recognizes any retained investment at its fair value. Any
difference between the carrying amount of the associate upon loss of significant influence and the fair value of the retained investment
and proceeds from disposal is recognized in profit or loss.

Impairment on investments in associates

After applying the equity method to account for investments in associates, the Group determines whether it is necessary to recognize
any impairment loss with respect to its investments in associates. The Group first determines whether there is any objective evidence
that an investment in an associate is impaired. If such evidence exists, the Group then tests the entire carrying amount of the
investment for impairment, by comparing its recoverable amount, which is the higher of value in use and fair value less costs to sell,
with its carrying amount. The recoverable amount of an investment in an associate is assessed for each associate, unless the associate
does not generate cash inflows from continuing use that are largely independent of those from other assets of the Group. The excess of
the carrying amount over the recoverable amount is recognized in the Statement of Comprehensive Income as an impairment loss.
Impairment losses are subsequently reversed through the Statement of Comprehensive Income if the reasons for the impairment loss
no longer apply.
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48. Foreign currency

Items included in the Financial Statements of each of the Group's subsidiaries are measured using the functional currency of the
respective entity.

Foreign currency transactions

Transactions in foreign currencies are translated to the respective functional currencies of Group entities at exchange rates at the dates
of transactions. Monetary assets and liabilities denominated in foreign currencies at the reporting date are retranslated to the
functional currency at the exchange rate at that date. All differences arising on settlement or translation of monetary items are taken
to the Statement of Comprehensive Income. Non-monetary assets and liabilities denominated in foreign currencies are reported at
historic cost.

49. Interest

Interest income and expense are recognized in the Statement of Comprehensive Income using the effective interest method. The
effective interest rate is the rate that exactly discounts the estimated future cash payments and receipts through the expected life of
the financial asset or liability (or, where appropriate, a shorter period) to the carrying amount of the financial asset or liability. The
effective interest rate is established on initial recognition of the financial asset and financial liability and is not revised subsequently.

The calculation of the effective interest rate includes all transaction costs and fees and points paid or received that are an integral part
of the effective interest rate. Transaction costs include incremental costs that are directly attributable to the acquisition or issue of a
financial asset or financial liability.

Interest income and expense presented in the Statement of Comprehensive Income include:

— interest on financial assets and liabilities at amortized cost on an effective interest rate basis;
— interest on financial assets and liabilities held for trading; and
— interest on financial assets designated at fair value through profit or loss.

50. Fee and commission

The Group provides various services to its clients and earns income therefrom, such as income from Corporate Banking, Retail Banking,
Capital Markets, Corporate Finance, Asset Management and Private Banking. Fees earned from services that are provided over a
certain period of time are recognized as the services are provided. Fees earned from transaction type services are recognized when the
service has been completed. Fees that are performance linked are recognized when the performance criteria are fulfilled.

Fees and commission income and expenses that are integral to the effective interest rate on a financial asset or liability are included in
the measurement of the effective interest rate.

51. Net financial income

Net financial income comprises Dividend income, Net gain on financial assets and financial liabilities classified as held for trading, Net
gain on financial assets and liabilities at fair value, Net foreign exchange gain.

i) Dividend income is recognized when the right to receive dividend is established. Usually this is the ex-dividend date for equity
securities.

ii) Net gain on financial assets and liabilities at fair value comprises all realized and unrealized fair value changes in trading portfolio
and assets and liabilities designated at fair value through profit or loss, except for interest (which is included in Interest income and
Interest expense) and foreign exchange gain and losses (which are included in Net foreign exchange gains as described below).

iii) Net foreign exchange gain comprise all foreign exchange differences arising on the settlement of foreign currency monetary assets
and liabilities and on translating foreign currency monetary assets and liabilities at rates different from those at which they were
translated on initial recognition during the year or in previous Financial Statements.

Net foreign exchange gain also include foreign exchange differences arising on translating non-monetary assets and liabilities which
are measured at fair value in foreign currencies and whose other gain and loss are also recognized in profit or loss.
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52. Income tax expense

Tax expense comprises current and deferred tax. Income tax for the year has been calculated and recognized in the Financial
Statements.

Current tax is the expected tax payable on the taxable income for the year, using tax rates enacted or substantially enacted at the
reporting date, and any adjustment to tax payable in respect of previous years.

Deferred tax is recognized in respect of temporary differences between the carrying amounts of assets and liabilities and the realization
of foreign exchange gain or loss, for financial reporting purposes and the amounts used for taxation purposes.

Deferred tax is measured at the tax rates that are expected to be applied to temporary differences when they reverse, using tax rates
enacted or substantively enacted at the reporting date.

Deferred tax assets and liabilities are offset if there is a legally enforceable right to offset current tax liabilities and assets, and they
relate to taxes levied by the same tax authority on the same taxable entity, or on different tax entities, but they intend to settle current
tax liabilities and assets on a net basis or their tax assets and liabilities will be realized simultaneously.

A deferred tax asset is recognized for unused tax losses, tax credits and deductible temporary differences to the extent that it is
probable that future taxable profits will be available against which the asset can be utilized. Deferred tax assets are reviewed at each
reporting date and reduced to the extent that it is no longer probable that the related tax benefit will be realized.

53. Financial assets and financial liabilities

Recognition

The Group initially recognizes loans, deposits, debt securities issued and subordinated liabilities on the date that they are originated.
Regular way purchases and sales of financial assets are recognized on the trade date at which the Group commits to purchase or sell
the asset. All other financial assets and liabilities are recognized on the trade date, which is the date that the Group becomes a party to
the contractual provision of the instrument.

A financial asset or financial liability is measured initially at fair value plus, for an item not at fair value through profit or loss,
transaction costs that are directly attributable to its acquisition or issue.

Classification

The Group classifies its financial assets in one of the following categories:
— amortized cost;
— at fair value through profit or loss and within the category as:
— held for trading; or
— designated at fair value through profit or loss; or
— AFS financial assets at fair value through other comprehensive income.

The Group classifies its financial liabilities, other than financial guarantees and loan commitments, as measured at amortized cost or
held for trading.

Designation at fair value through profit or loss
The Group has designated financial assets and liabilities at fair value through profit or loss in either of the following circumstances:

— the assets or liabilities are managed, evaluated and reported internally on a fair value basis;

— the designation eliminates or significantly reduces an accounting mismatch which would otherwise arise; or

— the asset or liability contains an embedded derivative that significantly modifies the cash flows that would otherwise be required
under the contract.
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53. Financial assets and financial liabilities, continued

Derecognition

Financial assets are derecognized when the rights to receive cash flows from the financial assets have expired or where the Group has
transferred substantially all risks and rewards of ownership.

Financial liabilities are derecognized when the obligation of the Group specified in the contract is discharged or cancelled or expires.

Offsetting

Financial assets and liabilities are set off and the net amount reported in the Statement of Financial Position when, and only when, the
Group has a legal right to offset the recognized amounts and intends either to settle on a net basis or to realize the asset and settle the
liability simultaneously.

Income and expenses are presented on a net basis only when permitted by the accounting standards, or for gains or losses arising from
a group of similar transactions such as in the Group's trading activity.

Amortized cost measurement

The amortized cost of a financial asset or liability is the amount at which the financial asset or liability is measured at initial recognition,
minus principal repayments, plus or minus the cumulative amortization using the effective interest method of any difference between
the initial amount recognized and the maturity amount, minus any reduction for impairment.

All consumer price indexed assets and liabilities are revalued based on the index rate at the end of the year.

Fair value measurement

Fair value is the amount for which an asset could be exchanged, or a liability settled, between knowledgeable, willing parties in an arm's
length transaction on the measurement date.

When available, the Group measures the fair value of an instrument using quoted prices in an active market for that instrument. A
market is regarded as active if quoted prices are readily and regularly available and represent actual and regularly occurring market
transactions on an arm's length basis.

If a market for a financial instrument is not active, the Group establishes fair value using a valuation technique. Valuation techniques
include using recent arm's length transactions between knowledgeable, willing parties (if available), reference to the current fair value
of other instruments that are substantially the same, discounted cash flow analyses, and option pricing models. The Group uses widely
recognized valuation models for determining the fair value of common and more simpler financial instruments like options and interest
rate and currency swaps. For these financial instruments, inputs into models are market observable.

The value produced by a model or other valuation technique is adjusted to allow for a number of factors as appropriate, because
valuation techniques cannot appropriately reflect all factors market participants take into account when entering into a transaction.
Valuation adjustments are recorded to allow for model risks, bid-ask spreads, liquidity risks, as well as other factors. Management
believes that these valuation adjustments are necessary and appropriate to fairly state financial instruments carried at fair value in the
Statement of Financial Position.

Identification and measurement of impairment

At each reporting date the Group assesses whether there is objective evidence that financial assets not carried at fair value through
profit or loss are impaired. Financial assets are impaired when objective evidence demonstrates that a loss event has occurred after the
initial recognition of the assets, and that the loss event has an impact on the future cash flows on the asset that can be estimated
reliably.

Objective evidence that financial assets are impaired can include significant financial difficulty of the borrower or issuer, default or
delinquency by a borrower, restructuring of a loan or advance by the Group on terms that the Group would not otherwise consider,
indications that a borrower or issuer will enter bankruptcy, the disappearance of an active market for a security, or other observable
data relating to a group of assets such as adverse changes in the payment status of borrowers or issuers in the group, or economic
conditions that correlate with defaults in the group. In addition, for an investment in an equity security, a significant or prolonged
decline in its fair value below its cost is objective evidence of impairment.
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53. Financial assets and financial liabilities, continued

54.

55.

The Group considers evidence of impairment for loans at both a borrower-specific and a collective level. Borrowers for specific
assessment are sampled based on a combination of the borrowers' exposure, days in default and an internal classification where
customers are classified according to financial position, defaults and credit rating. In determining specific provisions for impairment on
individually assessed borrowers, the following factors are considered:

— the Group's aggregate exposure to the customer;

— the amount and timing of expected receipts and recoveries;

— the likely distribution available on liquidation or bankruptcy;

— the complexity of determining the aggregate amount and ranking of all creditor claims and the extent to which legal and insurance
uncertainties are evident;

— the realizable value of collateral (or other credit mitigates) and likelihood of successful repossession; and

— the likely deduction of any costs involved in recovery of amounts outstanding.

The amount of the loss impaired is the difference between the assets' carrying value and the present value of estimated future cash
flow.

Collective provisions are taken for all loans other than those that have been specifically impaired. Also exempt from collective
provisions are loans that are more than 90 days in default, but have been determined not to require specific impairment.

In assessing collective impairment, two deciding, quantitative components need to be addressed in order to perform the calculation i.e.
probability of default (PD) and loss given default (LGD). The Group uses internally developed probability-of-default models, which are
regularly benchmarked against actual outcomes to ensure the predictive power of the models. For loss given default the Group uses
internally developed models as well.

Impairment losses are recognized in profit or loss and reflected in an allowance account against loans. When an event occurring after
the impairment was recognized causes the amount of impairment loss to decrease, the decrease in impairment loss is reversed through
profit or loss.

In some cases, financial assets are acquired at a deep discount that reflects incurred credit losses. The Group includes such incurred
credit losses in the estimated cash flows when computing the effective interest rate. If the Group revises its estimate of payments or
receipts, the Group adjusts the carrying amount of the financial asset to reflect actual and revised estimated cash flows. The Group
recalculates the carrying amount by computing the present value of estimated future cash flows at the financial instrument's original
effective interest rate. The adjustment is recognized as an increase in value of loans in profit or loss when recalculation results in an
increase in carrying amount and impairment when there is a decrease in carrying amount.

Loans are written off, either partially or in full, when there is no realistic prospect of recovery of these amounts and, for collateralized
loans, when the proceeds from the realization of collateral have been received.

Cash and cash equivalents

Cash and cash equivalents in the Statement of Cash Flows consist of cash, demand deposits with the Central Bank and demand deposits
with other credit institutions. Cash and cash equivalents comprise balances with less than three months' maturity from the date of
acquisition. Cash and cash equivalents are carried at amortized cost in the Statement of Financial position.

Loans

Loans are financial instruments with fixed or determinable payments that are not quoted in an active market and that the Group does
not intend to sell immediately or in the near term. Loans include loans provided by the Group to credit institutions and to its customers,
participation in loans from other lenders and purchased loans.

Loans are initially measured at fair value plus incremental direct transaction costs, and subsequently measured at their amortized cost
using the effective interest method.

When the Group is the lessor in a lease agreement that transfers substantially all of the risks and rewards incidental to ownership of
the asset to the lessee, the arrangement is classified as a capital lease and a receivable equal to the net investment in the lease is
recognized and presented within loans.

When the Group purchases an asset and simultaneously enters into an agreement to resell the asset (or a substantially similar asset) at
a fixed price on a future date reverse repo or stock borrowing, the arrangement is accounted for as a loan, and the underlying asset is
not recognized in the Group's Financial Statements.
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56.

57.

58.

Financial instruments

Trading assets and liabilities

Trading assets and liabilities are financial instruments acquired principally for the purpose of generating profits from short term price
fluctuations or from a dealer's margin, and derivative financial instruments.

Securities used for hedging are trading securities acquired exclusively in order to hedge against market risk of asset swap derivative
contracts. Those assets are not subject to hedge accounting.

Financial assets designated at fair value through profit or loss
Assets classified designated at fair value through profit or loss consist of equity and debt instruments which are acquired by the Group

with a view to profiting from their total return and which are managed and evaluated on a fair value basis.

Financial instruments and trading liabilities are initially and subsequently measured at fair value in the Statement of Financial position,
with transaction costs recognized in profit or loss. All changes in fair value are recognized as part of net financial income in profit or
loss.

Interest and dividend income that arises from these assets are included in Interest income and Net financial income, respectively.

Available-for-sale financial assets designated at fair value through Other comprehensive income

AFS financial assets include equity investments. Equity investments classified as AFS are those that are neither classified as held for
trading nor designated at fair value through profit or loss. After initial measurement, AFS financial assets are subsequently measured at
fair value with unrealized gains or losses recognized in OClI and credited in the AFS reserve until the investment is derecognized, at
which time, the cumulative gain or loss is recognized in other operating income, or the investment is determined to be impaired, when
the cumulative loss is reclassified from the AFS reserve to the statement of profit or loss in finance costs.

Derivatives

A derivative is a financial instrument or other contract, the value of which changes in response to a change in an underlying variable,
such as share, commodity or bond prices, an index value or an exchange or interest rate, which requires no initial net investment or
initial net investment that is smaller than would be required for other types of contracts that would be expected to have a similar
response to changes in market factors and which is settled at a future date.

Derivatives are recognized at fair value. Fair value changes are recognized in the Statement of Comprehensive Income. Changes in fair
values of derivatives are split into interest income, foreign exchange differences and net financial gain or loss. Interest income is
recognized on an accrual basis. Derivatives with positive fair values are recognized as Financial instruments and derivatives with
negative fair values are recognized as Financial liabilities at fair value.

Intangible assets

Goodwill

Goodwill that arises on the acquisition of subsidiaries is presented with intangible assets. Subsequent to initial recognition goodwill is
measured at cost less accumulated impairment losses.

Infrastucture and customer relationship

Infrastructure and customer relationship and related agreements are measured at cost less any accumulated impairment losses.

Software
Software acquired by the Group is measured at cost less accumulated amortization and any accumulated impairment losses.

Subsequent expenditure on software is capitalized only when it increases the future economic benefits embodied in the specific asset
to which it relates. All other expenditure is expensed as incurred.

Amortization of intangible assets

Amortization of intangible assets is recognized in the Statement of Comprehensive Income on a straight-line basis over the estimated
useful life, from the date that it is available for use. The estimated useful life of intangible assets for the current and comparative
periods is three to ten years.
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59. Investment property

An investment property is a property which is held either to earn rental income or for capital appreciation or for both.

Investment property is initially measured at cost and subsequently at fair value. Gains or losses arising from changes in the fair values
of investment properties are included in the statement of comprehensive income.

60. Impairment of non-financial assets

The carrying amounts of the Group's non-financial assets, other than non-current assets held for resale, investment property and
deferred tax assets, are reviewed at each reporting date to determine, whether there is any indication of impairment. If any such
indication exists then the asset's recoverable amount is estimated. The recoverable amount of intangible assets is assessed annually.

An impairment loss is recognized if the carrying amount of an asset exceeds its recoverable amount. Impairment losses are recognized
in profit or loss.

The recoverable amount of an asset is the greater of its value in use and its fair value less cost to sell. In assessing value in use, the
estimated future cash flows are discounted to their present value using a pre-tax discount rate that reflects current market
assessments of the time value of money and the risks specific to the asset.

An impairment loss in respect of other assets, where impairment losses have been recognized in prior periods, are assessed at each
reporting date for any indications that the loss has decreased or no longer exists. An impairment loss is reversed if there has been a
change in the estimates used to determine the recoverable amount. An impairment loss is reversed only to the extent that the asset's
carrying amount does not exceed the carrying amount that would have been determined, net of depreciation or amortization, if no
impairment loss had been recognized.

61. Deposits

Deposits are initially measured at fair value plus transaction costs, and subsequently measured at their amortized cost using the
effective interest method.

62. Borrowings

Some of the borrowings of the Group are classified as other financial liabilities and are initially recognized at fair value less attributable
transaction costs. Subsequent to initial recognition, borrowings are measured at amortized cost with any difference between cost and
redemption amount being recognized in the Statement of Comprehensive Income over the period of the borrowings on an effective
interest basis. Accrued interest is included in the carrying amount of the borrowings.

63. Subordinated liabilities

Subordinated liabilities are financial liabilities in the form of subordinated capital which, in case of the Group's voluntary or compulsory
winding-up, will not be repaid until after the claims of ordinary creditors have been met. In the calculation of the capital ratio, they are
included within Tier Il, as shown in Note 44. The Group may only retire subordinated liabilities with the permission of the Icelandic
Financial Supervisory Authority.

Subordinated liabilities are recognized initially at fair value less attributable transaction costs. Subsequent to initial recognition,
subordinated liabilities are stated at principal amount due plus accrued interest, which is recognized in the Statement of
Comprehensive Income based on the contractual terms of the borrowing.
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64. Other assets and other liabilities

Property and equipment

Items of property and equipment are measured at cost less accumulated depreciation and impairment losses. When parts of an item of
property and equipment have different useful lives, they are accounted for as separate items of property and equipment.

Subsequent expenditure is capitalized only when it is probable that the future economic benefits of the expenditure will flow to the
Group. Ongoing repairs and maintenance are expensed as incurred.

The depreciable amount of property and equipment is determined after deducting its residual value. Depreciation is charged to the
Statement of Comprehensive Income on a straight-line basis over the estimated useful lives of each part of an item of property and
equipment. The estimated useful lives are as follows:

BUIIIINGS v.vvevevetetetetete ettt teteie e sttt ettt sttt sttt ettt s e s s s e s e s e s et e s et et et et asesasesesesese s e s es e s e s es e s ts e st st sttt e s s s sttt et esesesne 33-50 years
EQUIPIMENT 1vvtevetetetetetcte ettt se sttt st e st st e bbb e s ebebesesebesetebete b et et et et eteseeeseeesesese s e s e s e s s as s b s s s b s s s s s s s s s s esesesene 3-7 years

The depreciation methods, useful lives and residual values are reassessed annually.

Non-current assets and disposal groups held for sale

The Group classifies a non-current asset or disposal group as held for sale if its carrying amount will be recovered principally through a
sale transaction rather than through continuing use. For this to be the case the asset or disposal group must be available for immediate
sale in its present condition subject only to terms that are usual and customary for sales of such asset or disposal group and the sale
must be highly probable.

Immediately before classification as held for sale, the measurement of the qualifying assets and all assets and liabilities in a disposal
group is brought up-to-date in accordance with applicable IFRS. Then, on initial classification as held for sale, non-current assets and
disposal groups are recognized at the lower of carrying amount and fair value less costs to sell. Impairment losses on initial
classification as held for sale are included in the Statement of Comprehensive Income, even when there is a revaluation. The same
applies to gains and losses on subsequent remeasurement. Revaluation through the reversal of impairment in subsequent periods is
limited so that the carrying amount of the held for sale, non-current assets or disposal group does not exceed the carrying amount that
would have been determined had no impairment loss been recognized in prior years.

Other assets and other liabilities

Other assets and other liabilities are stated at cost less impairment.

Insurance claim

Estimate is made in accordance with Solvency Il rules. Data from the company's claim system are extrapolated to predict the final
amount of the claims that will be paid at the end of the reporting period with corresponding expected payments from reporting date
until the settlement of claims that occurred prior to the reporting date. In addition, estimation of settlement cost, risk and other factors
is made in accordance with the instructions in Solvency Il rules. This approach is consistent with the valuation of insurance liabilities in
IFRS 4.

65. Equity

Dividends

Dividends on shares are recognized in equity in the period in which they are approved by Arion Bank's shareholders.

Statutory reserve

According to the Icelandic Companies Act No. 2/1995 at least 10% of the profit of the Group which is not devoted to meeting losses
from previous years and is not contributed to other legal reserves must be contributed to the statutory reserve until it amounts to 10%
of the share capital. When that limit has been reached the contribution must be at least 5% of the profit until the statutory reserve
amounts to 25% of the share capital of the Bank.
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65. Equity, continued

Reserve for investments in subsidiaries and associates

According to the Financial Statements Act No. 3/2006 the difference between share of profit of subsidiary or associate in excess of
dividend payment or dividend payment pending, shall be transferred to a restricted shareholding equity reserve, net of tax, which is not
subject to dividend payments. When shareholding in subsidiary or associate is sold or written off the shareholding equity reserve shall
be released and the amount transferred to retained earnings.

Reserve for investments in securities

According to the Financial Statements Act No. 3/2006 fair value changes of financial assets from the initial reporting, shall be
transferred from retained earnings to a fair value equity reserve, net of tax. The fair value equity reserve is not subject to dividend
payments. The fair value equity reserve shall be released in accordance with fair value changes recognized when financial asset is sold
or redeemed or the assumptions for the fair value change is no longer in force.

Available-for-sale reserve

AFS reserve comprises all unrealized gain or losses related to fair value measurements of AFS financial assets.

Foreign currency translation reserve

The foreign currency translation reserve comprises all foreign exchange differences arising from the translation of the Financial
Statements of foreign operations.

66. Earnings per share

Earnings per share are calculated by dividing the net earnings attributable to the shareholders of Arion Bank hf. by the weighted
average number of ordinary shares outstanding during the year.

67. Financial guarantees

In the ordinary course of business, the Group gives financial guarantees, consisting of letters of credit, guarantees and acceptances.
Financial guarantees are initially recognized in the Financial Statements at fair value, being the premium received. Subsequent to initial
recognition, the Group's liability under each guarantee is measured at the higher of the amount initially recognized less, when
appropriate, cumulative amortization recognized in the Statement of Comprehensive Income, and the best estimate of expenditure
required to settle any financial obligation arising as a result of the guarantee. Any increase in the liability relating to financial guarantees
is recorded in the Statement of Comprehensive Income. The premium received is recognized in the Statement of Comprehensive
Income in Net fees and commission income on a straight line basis over the life of the guarantee.

68. Fiduciary activities

The Group provides asset custody, asset management, investment management and advisory services to its clients. These services
require the Group to make decisions on the treatment, acquisition or disposal of financial instruments. Assets in the Group's custody
are not reported in its Statement of Financial Position.

69. Employee benefits

All entities with employees within the Group have defined contribution plans. The entities pay fixed contributions to publicly or
privately administered pension plans on a mandatory and contractual basis. The Group has no further payment obligations once these
contributions have been paid. The contributions are recognized as an expense in the Statement of Comprehensive Income when they
become due. The Group does not operate any pension fund which confers pension rights.
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70. New standards and amendments to standards

The Consolidated Financial Statements are presented in accordance with the new and revised IFRS standards and new interpretations
(IFRIC), applicable in the year 2016. These new and revised IFRSs did not have material effect on amounts nor information reported in
the Consolidated Financial Statements.

Amendments to IAS 27 Equity Method in Separate Financial Statements allows entities to use the equity method to account for
investments in subsidiaries, joint ventures and associates in their separate Financial Statements. Entities already applying IFRS and
electing to change to the equity method in their separate financial statements have to apply that change retrospectively. These
amendments do not have any impact on the Bank's Consolidated Financial Statements. The amendment is effective from 1 January
2017 but will not have any impact on the Bank's Consolidated Financial Statements.

A number of new standards, amendments to standards and interpretations have been issued but are not yet effective for the year
ended 31 December 2016, and have not been applied in preparing these Financial Statements. Relevant to the Group's reporting are:

IFRS 9 Financial Instruments

In July 2014, the IASB issued IFRS 9 Financial Instruments, the standard that will replace IAS 39 for annual periods on or after 1 January
2018, with early adoption permitted. The Group has set up a multidisciplinary implementation team (‘the Team') with members from
Risk, Finance and other relevant divisions to prepare for IFRS 9 implementation (‘the Project'). IFRS 9 steering committee consists of
Chief Risk and Finance officers as well as senior managers from Corporate banking and Retail banking, who regularly report to the
Bank's Audit committee (BAC). The Project has six key phases: the initial assessment and analysis, design, build and test the system,
parallel running in the second half of 2017, and go live in 2018. At year-end 2016 the Project is on time and the Group will be able to
meet the set timeline in this project. The Group is currently evaluating the impats of IFRS 9 on the Financial Statements.

Classification and measurement

From a classification and measurement perspective, the new standard will require all financial assets, except equity instruments and
derivatives, to be assessed based on a combination of the entity’s business model for managing the assets and the instruments’
contractual cash flow characteristics. The IAS 39 measurement categories will be replaced by: fair value through profit or loss (FVPL),
fair value through other comprehensive income (FVOCI), and amortised cost. IFRS 9 will also allow entities to continue to irrevocably
designate instruments that qualify for amortised cost or fair value through OCI instruments as FVPL, if doing so eliminates or
significantly reduces a measurement or recognition inconsistency. Equity instruments that are not held for trading may be irrevocably
designated as FVOCI, with no subsequent reclassification of gains or losses to the Statement of Comprehensive Income.

The accounting for financial liabilities will largely be the same as the requirements of IAS 39, except for the treatment of gains or losses
arising from an entity’s own credit risk relating to liabilities designated at FVPL. Such movements will be presented in OCI with no
subsequent reclassification to the Statement of Comprehensive income, unless an accounting mismatch in profit or loss would arise.

Having completed its initial assessment, the Group has concluded that:

e The majority of loans to credit institutions and loans to customers that are classified as loans and receivables under IAS 39 are
expected to be measured at amortised cost under IFRS 9.

¢ Financial assets and liabilities held for trading and financial assets and liabilities designated at FVPL are expected to be continue to be
measured at FVPL.

Arion Bank has finalised majority of the work on business models setup for each division and each classes of assets. The estimated
outcome will not change the setup of the Balance Sheet significantly from IAS 39 classification.

Impairment of financial assets

IFRS 9 will also fundamentally change the loan loss impairment methodology. The standard will replace IAS 39’s incurred loss approach
with a forward-looking expected loss (ECL) approach. The Group will be required to record an allowance for expected losses for all
loans and other debt financial assets not held at FVPL, together with loan commitments and financial guarantee contracts. The
allowance is based on the expected credit losses associated with the probability of default in the next twelve months unless there has
been a significant increase in credit risk since origination, in which case, the allowance is based on the expected loss over the life of the
asset - lifetime expected credit loss (LECL).
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70. New standards and amendments to standards, continued

The Group has established a policy to perform an assessment at the end of each reporting period of whether credit risk has increased
significantly since initial recognition by considering the change in the risk of default occurring over the remaining life of the financial
instrument.

* To calculate ECL, the Group will estimates the risk of a default occurring on the financial instrument during its expected life. ECLs are
estimated based on the present value of all cash shortfalls over the remaining expected life of the financial asset, i.e., the difference
between: the contractual cash flows that are due to the Group under the contract, and

* The cash flows that the Group expects to receive,

o discounted at the effective interest rate of the loan.

In comparison to IAS 39, the Group expects the impairment charge under IFRS 9 to be more volatile than under IAS 39 and to result in
an increase in the total level of current impairment allowances.

The Group will group its loans into Stage 1, Stage 2 and Stage 3, based on the applied impairment methodology, as described below:

e Stage 1 — Performing loans: when loans are first recognised, the Group recognises an allowance based on 12-month expected credit
losses.

e Stage 2 — Underperforming loans: when a loan shows a significant increase in credit risk, the Group records an allowance for the
lifetime expected credit loss.

e Stage 3 — Impaired loans: the Group recognises the lifetime expected credit losses for these loans. In addition, in Stage 3 the Group
accrues interest income on the amortised cost of the loan net of allowances.

The Group will record impairment for FVOCI debt securities, depending on whether they are classified as Stage 1, 2, or 3, as explained
above. However, the expected credit losses will not reduce the carrying amount of these financial assets in the statement of financial
position, which will remain at fair value. Instead, an amount equal to the allowance that would arise if the asset were measured at
amortised cost will be recognised in OCl as an accumulated impairment amount, with a corresponding charge to profit or loss.

For 'low risk' FVOCI debt securities, the Group intends to apply a policy which assumes that the credit risk on the instrument has not
increased significantly since initial recognition and will calculate ECL as explained in Stage 1. Such instruments will generally include
traded, investment grade securities where the borrower has a strong capacity to meet its contractual cash flow obligations in the near
term and adverse changes in economic and business conditions in the longer term may, but will not necessarily, reduce the ability of
the borrower to fulfil its contractual cash flow obligations. The Group will not consider instruments to have low credit risk simply
because of the value of collateral. Financial instruments are also not considered to have low credit risk simply because they have a
lower risk of default than the Group's other financial instruments.

Forward looking information

The Group will incorporate forward-looking information in both the assessment of significant increase in credit risk and the
measurement of ECLs.

The Group considers forward-looking information such as macroeconomic factors and economic forecasts. To evaluate a range of
possible outcomes, the Group intends to formulate three scenarios: a base case, a worse case and a better case. The base case scenario
represents the more likely outcome resulting from the Group’s normal financial planning and budgeting process, while the better and
worse case scenarios represent more optimistic or pessimistic outcomes. For each scenario, the Group will derive an ECL and apply a
probability weighted approach to determine the impairment allowance.

The Group will use internal information coming from internal economic experts, combined with published external information from
government and private economic forecasting services. Both the Risk and Finance management teams will need to approve the forward-
looking assumptions before they are applied for different scenarios.
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70. New standards and amendments to standards, continued

Limitation of estimation techniques

The models applied by the Group may not always capture all characteristics of the market at a point in time as they cannot be
recalibrated at the same pace as changes in market conditions. Interim adjustments are expected to need to be made until the base
models are updated. Although the Group will use data that is as current as possible, models used to calculate ECLs will be based on data
that is one month in arrears and adjustments will be made for significant events occurring prior to the reporting date. The governance
over such adjustments is still in development.

Capital management

The impact on capital adequacy is not possible to determine as it is expected the Basel committee will issue new rules for the transition
to IFRS 9, but these are not yet final.

Presentation of the operating model

The steering committee will present the proposed operating model to BAC in second quarter of 2017.

IFRS 15 Revenue from Contracts with Customers

The standard was issued in 2014 and defines principles for recognizing revenue and will be applicable to all contracts with customers.
However, interest and fee income integral to financial instruments and leases will continue to fall outside the scope of IFRS 15 and will
be regulated by the other applicable standards. Revenue under IFRS 15 will need to be recognized as goods and services are
transferred, to the extent that the transfer anticipates entitlement to goods and services. The standard specifies a comprehensive set
of disclosure requirements. The standard will be effective for periods beginning on 1 January 2018 with early adoption permitted. The
Group does not expect IFRS 15 to be adopted early and is currently evaluating its impacts.

IFRS 16 Leases

The standard issued in January 2016 does not significantly change the accounting for leases for lessors. However, it does require lessees
to recognize most leases on their balance sheet as lease liabilities, with the corresponding right-to-use assets. Lessees must apply a
single model for all recognized leases, but will have the option not to recognize short-term leases and leases of low-value assets. The
standard is effective for annual periods beginning 1 January 2019. The Group is currently assessing the impact of the new standard.

Amendments to IAS 12 Income Taxes

The amendments clarify the accounting treatment of deferred tax assets of debt instruments measured at fair value for accounting, but
measured at cost for tax purposes. The amendment is effective from 1 January 2017. The Group is currently evaluating the impact, but
does not anticipate that adopting the amendments would have a material impact on its Financial Statements.

Amendments to IAS 7 Statement of Cash Flows

The amendments to the standard, issued in January 2016, are intended to improve disclosures of financing activities and help users to
better understand the reporting entities' liquidity positions. Under the new requirements, entities will need to disclose changes in their
financial liabilities as a result of financing activities such as changes from cash flows and non-cash items (e.g., gains and losses due to
foreign currency movements). The amendment is effective from 1 January 2017. The Group is currently evaluating the impact.
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STATEMENT OF COMPREHENSIVE INCOME

2016 2015 2014 2013 2012
Net iNterest INCOME ...ooviiiiiiee et 29,900 26,992 24,220 23,800 27,142
Net fee and comMmMISSION INCOME .......uvveeiieeiiiieieeeeeireee e 13,978 14,484 13,309 11,223 10,748
Net fiNaNCIal INCOME ..ooovviiiiieicce e e 5,162 12,844 7,290 1,675 2,017
Net iNSUranCe iINCOME .....ccooiiiiiii e 1,395 760 664 750 685
Share of profit of asSOCIAtES ....ccvevveeiiecierere e 908 29,466 3,498 1,986 2,405
Other 0perating iNCOME .....uuiiciiieciee et e e eaee e 2,096 1,624 4,668 4,591 6,272
[ T=T = ATy ¥ =38 T Tl o 1= N 53,439 86,170 53,649 44,025 49,269
Salaries and related EXPENSE .......covverieriieerienie et (16,659) (14,892) (13,979) (13,537) (12,459)
Other Operating EXPENSE .....uccviecieerieeeeree et eteee e stee s e e rae e e esaeensneenns (13,881) (12,919) (12,722) (11,535) (11,976)
BANK TBVY .ttt st s (2,872) (2,818) (2,643) (2,872) (1,062)
NEt IMPAINMENT ..eeiiiiieeee e e e s e e s aeeeas 7,236 (3,087) 2,135 (680) (4,690)
Earnings before tax ......ccccceeeieiiiineeiiieiinnnneeennncnssnneeeessssssnssesssessssnnnenssens 27,263 52,454 26,440 15,401 19,082
INCOME tAX EXPENSE ...veeeveeeeieenteesteesteestteeeeeeeesseeseesseeseesseesseesseesnsesseenes (6,410) (3,135) (4,679) (3,143) (3,633)
Net earnings from continuing operations ........ccccccceeeeeiiccrrenneneseccssnnnenenes 20,853 49,319 21,761 12,258 15,449
Net gain from discontinued operations, net of taX .......c.ccceceeveervesnnennen. 886 360 6,833 399 1,607
Net earnings 21,739 49,679 28,594 12,657 17,056
Net other comprehensive iNCOME ........coeiieieiieenienieneeeeeee e (2,721) 2,916 (5) (2) 2
Total comprehensive iINCOME .........ueeeeememenenenenenenenenenesememensmesssmsssssssnssennns 19,018 52,595 28,589 12,655 17,058
STATEMENT OF FINANCIAL POSITION
2016 2015 2014 2013 2012
Assets
Cash and balances with Central Bank ..........ccocovveeeeieiiiiieeeeeeecireeeeeeeeines 87,634 48,102 21,063 37,999 29,746
Loans to credit iNSTILULIONS .......cccuveeiciiieiiee e 80,116 87,491 108,792 102,307 101,011
LOQNS £O CUSTOMENS ...uuuiiiiiiiiiiiiiiiiiiiittteeaeeateaeeeaaaeeeeesaseeseseseseeeseeeeeeeeeees 712,422 680,350 647,508 635,774 566,610
FINaNCial iINStrUMENTS ...cccuvieiiiiicciee et e rae e s 117,456 133,191 101,828 86,541 137,800
Investment property 5,358 7,542 6,842 28,523 28,919
INVESTMENTS IN ASSOCIATES ..uuuuueiiiiiiiiiitiitrrrtrrarrrrrrrrrrerrrerrrererraerereeeee. 839 27,299 21,966 17,929 7,050
INTANGIDIE ASSELS 1.vvveeiiieeeiee e e 11,057 9,285 9,596 5,383 4,941
TAX ASSELS 1iiiiiiiiiiiiiiiiee e 288 205 655 818 463
Other assets .... . 20,854 17,578 15,486 23,576 24,135
TOtAl ASSELS wuveiiiiiiinrnnniiiiissssnnnensisssssssnsssssssssssnnesssssssssssessssssssssssssssssssssnns 1,036,024 1,011,043 933,736 938,850 900,675
Liabilities and Equity
Due to credit institutions and Central Bank ..........ccccceeeeeeviveeeeeeeeinvenennn. 7,987 11,387 22,876 28,000 32,990
DIEPOSIES weeeuvieeeiiieeiiee ettt ettt se e sttt s bt e et e st e e s anee e 412,064 469,347 454,973 471,866 448,683
Financial liabilities at fair value ..........ccooccvveeeiieciiiieeee e 3,726 7,609 9,143 8,960 13,465
TaX HADIILIES cuvvervieeieeieeeeree ettt es 7,293 4,922 5,123 4,924 3,237
Other liabilities 54,094 49,461 47,190 43,667 42,117
Borrowings ......... 339,476 256,058 200,580 204,568 195,085
Subordinated liabilities .......cccccccveieiiie i - 10,365 31,639 31,918 34,220
Total lAbIlities ...ccovvreiiiiiiiirnneiiiiiiinnreiinsress e ssssesssesssssenes 824,640 809,149 771,524 793,903 769,797
Shareholders' EQUILY ...ccuiecciee e 211,212 192,786 160,711 140,089 127,072
NON-CONLrOIlING INTEIESE ..uveeeeeiiiiieereeceeee e 172 9,108 1,501 4,858 3,806
Total equity 211,384 201,894 162,212 144,947 130,878
Total Liabilities and EQUIY ......ccceieiiivnnneiiiiiinnnnnneniinsinnnneesisimmmsesssssssene 1,036,024 1,011,043 933,736 938,850 900,675
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Corporate governance statement
of Arion Bank for 2016
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Arion Bank

Good corporate governance helps to foster openand honest relations
between the Board of Directors, shareholders, customers and
other stakeholders, such as the Bank's employees and the general
public. Corporate governance also provides the foundations for
responsible management and decision-making, with the objective
of generating lasting value. The Board of Directors places great
importance on good corporate governance and re-evaluates its
governance practices annually on the basis of recognized guidelines
on corporate governance.

The Corporate Governance Statement of Arion Bank hf. (Arion Bank
or the Bank) is based on the legislation, regulations and recognized
guidelineswhichareinforce atthe time the Bank’s financial statement
is adopted by the Board of Directors.

Excellence in corporate governance

In December 2015 Arion Bank was recognized as a company which
has achieved excellence in corporate governance following a
formal assessment based on the Icelandic Guidelines on Corporate
Governance issued by the Icelandic Chamber of Commerce, SA
- Business Iceland and Nasdaq Iceland. Arion Bank received this
recognition following an in-depth survey of corporate governance
at the Bank, including governance by the Board of Directors, sub-
committees and management, performed by KPMG ehf. in the autumn
of 2015. The recognition applies for three years unless significant
changes are made to the Bank's management or ownership.

Compliance with guidelines on
good corporate governance

Accordingto the FinancialUndertakings ActNo.161/2002 ArionBank
is obliged to comply with recognized guidelines on good corporate
governance. The Bank complies with the fifth edition of the Icelandic
Guidelines on Corporate Governance issued by Iceland Chamber of
Commerce, SA - Business Iceland and Nasdaq Iceland, published

in May 2015 and viewable on the website www.leidbeiningar.is.
According to the guidelines a company shall state whether it has
deviated from the guidelines, if so, which parts and also explain why
it has done so. The Bank complies with the guidelines but because of
the current shareholder structure certain deviations have been made
from the guidelines. The section below specifies in which instances
the Bank has deviated from the guidelines.

Article 1.1.6 states that the board of a company shall post certain
information on the candidates to the board on the company's website.
Given the current shareholder structure the information in question
has been sent directly to shareholders before the AGM and posted on
the company's website following the AGM. The company will seek to
post the information in question onits website in the future.

Article 1.5. states that a shareholders’ meeting shall appoint a
nomination committee or decide how it should be appointed. The
Bank’'s majority shareholder appoints seven out of eight Board
members and the minority shareholder appoints the eighth member.
The Bank has not considered it necessary to appoint a nomination
committee given the current shareholder structure.

Article 5.1.2. states that the rules of procedure of sub-committees
of the Board shall be posted on the Bank's website. The rules of the
Board Credit Committee have not been published on the Bank's
website due to their nature.

Legal framework for the Bank’s operation

ArionBankis afinancial institution which operates inaccordance with
the Financial Undertakings ActNo.161/2002. Acts of law which apply
to the Bank’s operations include the Financial Undertakings Act No.
161/2002, the Securities Transactions Act No. 10/2007 and Public
Limited Companies Act No. 2/1995. The Bank is a universal bank
which provides a comprehensive range of financial services relating
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to savings, loans, asset management, corporate finance and capital
markets. The Bank has issued financial instruments which have been
admitted for trading on regulated securities markets in Iceland,
Norway and Luxembourg, and is therefore subject to the disclosure
requirements of issuers pursuant to the Securities Transactions Act
No. 108/2007 and the rules of the relevant stock exchanges.

The Financial Supervisory Authority (FME) supervises the operations
of Arion Bank in accordance with the provisions of Act No.87/1998 on
the Official Supervision of Financial Operations. Further information
on the FME and an overview of the legal and regulatory framework
applicable to the Bank, and the FME’s guidelines, can be seen on the
FME's website, www.fme.is. Numerous other pieces of legislation
apply to the operations of financial undertakings.

Internal controls, auditing and accounting

Internal control

Internal control at Arion Bank is organized into three lines of defence
with the aim of ensuring effectiveness, defining responsibility and
coordinating risk management. This structure is also designed
to foster a sense of risk awareness and responsibility among all
employees of the Bank.

The set-up distinguishes between the following roles:
* People whobearresponsibility for risk and manage risk
* People whomonitor and check internal controls

* Peoplewho performindependent surveys of the effectiveness of
internal controls

The first line of defence is made up of people who have day-to-day
supervision of operations and its organization. They are responsible
for establishing and maintaining effective internal controls and
managing risk in day-to-day operations. This involves identifying and
evaluating risk and putting in place appropriate countermeasures to
reducerisk. The first line of defence isresponsible for supervising the
implementation of internal rules and processes in compliance with
the law, regulations and the Bank's strategy and it must ensure that
all actions are in compliance with established procedures and that
corrective action is taken if any deficiencies are detected.

BOARD OF DIRECTORS

Board Risk Committee

Board Audit Committee

SENIOR MANAGEMENT

FIRST LINE OF DEFENCE
Operational
management

SECOND LINE OF DEFENCE
Primarily Risk &
Compliance

THIRD LINE OF DEFENCE
Internal Audit

The second line of defence is set up to ensure that the first line of
defence has established adequate internal controls which work as
intended.Risk Managementand Compliance are the main participants
in the second line of defence, although other units may also be
assigned specific monitoring roles.

The third line of defence is Internal Audit, which keeps the Board
and management informed of the quality of corporate governance,
risk management and internal controls, including by performing
independent and objective audits.

Compliance

The Compliance unit is anindependent control function which reports
directly tothe CEO, inaccordance with the Compliance Charter issued
by the Board of Directors. The role of Compliance is to ensure that
Arion bank operates in accordance with law, rules and good business
conduct, using efficient pre-emptive measures and endorsing a good
corporate culture in that regard.

* Compliance provides oversight of regulatory requirements
and responsibility, and assists employees in understanding
applicable requirements at any given time, by providing access to
appropriate training, advice and information

» Compliance contributes to ensuring efficient internal controls,
and to ensuring that appropriate actions are taken to address
any deficiencies

» Compliance safeguards the Bank from the possible abuse of its
services, and ensures that the Bank knows its counterparties, the
nature of each business relationship, and its obligations thereto

» Compliance promotes transparency, and the providing of
adequate information to customers, investors and authorities

» Compliance promotes responsible handling of confidential
information

Compliance had seven full time employees at the end of 2016.

Risk Management

A central feature of the activities of all financial companies is
carefully calculated risk-taking according to a predetermined
strategy. Arion Bank thus takes risk compatible with its risk appetite,
which is regularly reviewed and approved by the Board of Directors.
The Bank's risk appetite, set by the Board, is translated into exposure
limits and targets that are monitored by Risk Management. The Board
is responsible for Arion Bank's internal capital adequacy assessment
process, the main objective of which is to ensure that Arion Bank
understands its risk profile and has systems in place to assess,
quantify and monitor its total risk exposure.

The Bank's Risk Management division is headed by the Chief Risk
Officer. It is independent and centralized and reports directly to
the CEO. Risk Management comprises four departments whose role
is to analyze, monitor and regularly report to the CEO and Board of
Directors on the risks faced by the Bank.
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Further information on risk management and capital management is
contained in the Bank 's Annualreport.

Internal Audit

The Internal Auditor is appointed by the Board of Directors and
reports directly to the Board. The Board sets the Internal Auditor a
charterwhichlaysouttheresponsibilitiesassociatedwiththe position
and the scope of the work. The mission of the Internal Auditor is to
provide independent and objective assurance and advice designed to
add value and improve the Bank’s operations. The scope of the audit
is the Bank, its subsidiaries and pension funds serviced by Arion Bank.

The audit is governed by the audit charter, directive No. 3/2008
issued by the FME on the internal audit function in financial
institutions and international standards oninternal auditing. All audit
work is completed by issuing an audit report with deadlines for the
implementation of audit findings. Implementations are followed up by
the Internal Audit every quarter.

Internal Audit had eight employees at the end of 2016.

Auditing and accounting

The Bank's Finance division is responsible for preparing the accounts
and this is done in accordance with the International Financial
Reporting Standards (IFRS). The Bank publishes its financial
statement on a quarterly basis and management statements are
generally submitted to the Board ten times a year. The Board Audit
Committee examines the annual financial statement and interim
financial statements, while the external auditors review and audit the
accounts twice a year. The Board Audit Committee gives its opinion
on the accounts to the Board of Directors, which then approves and
endorses the accounts.

Customers’' Ombudsman

The Customers’ Ombudsman is appointed by the Chief Executive
Officer. The role of the Ombudsman is to ensure fairness and
objectivity, prevent discrimination against the customer and make
certain that the process for handling cases is transparent and
documented. The Customers' Ombudsman examined 160 cases in
2016, compared with 185 cases in 2015 and 202 cases in 2014.

Cornerstones, code of ethics and
corporate social responsibility

Arion Bank's Cornerstones is the name used to describe the Bank's
core values. The Cornerstones are designed to provide guidance
when making decisions and in everything else employees say and
do. They refer to the Bank’s role, attitude and conduct. Arion Bank's
Cornerstones are: We make a difference. We get things done. We say
what we mean.

The management and employees of Arion Bank are conscious of the
fact that the Bank's activities affect different stakeholders and
society at large. The Bank's code of ethics is designed to serve as a
key to responsible decision-making at Arion Bank. The code of ethics
is approved by the Board of Directors.

Arion Bank demonstrates sustainable banking by making a difference
to its customers and performing its role as a financial institution
conscientiously and responsibly. Arion Bank takes an active role in its
society and development. Financial institutions are one of the pillars
of society and their role is to help our customers, both individuals and
companies, reach their goals. Arion Bank places great importance on
doing things fairly with the interests of its customers, employees,
shareholders and the community at heart. In December the Board of
Directors of Arion Bank adopted a new policy on sustainability which,
like the Bank's cornerstones, is based on the culture which has evolved
at the Bank over the last few years. The policy is entitled Together we
make good things happen. At the end of 2016 the Bank also became a
participant in the UN Global Compact initiative.

Further information on this can be found in the Bank 's annual report.

Board of Directors and committees

The main duty of the Board of Directors of Arion Bank is to manage
the Bank between shareholders’ meetings according to applicable
laws, regulations and articles of association. The Board tends to
those operations of the Bank which are not considered part of the
day-to-day business, i.e. it makes decisions on issues which are
unusual or of a significant nature. One of the Board's main duties is to
supervise the Bank's activities. The Board's work, duties and role are
defined in detail in the rules of procedure of the Board of Directors,
whichhavebeenestablished on the basis of Article 54 of the Financial
Undertakings Act, Article 70 of the Public Limited Companies Act No.
2/1995, FME Guidelines No. 1/2010, and the articles of association
of the Bank. The rules of procedure of the Board of Directors can be
found on the Bank's website.

The Board of Directors appoints a Chief Executive Officer who is
responsible for the day-to-day operations in accordance with a
strategy set out by the Board. The Board of Directors and the Chief
Executive Officershall carry out their duties withintegrity and ensure
that the Bank isruninasound and reasonable manner in the interests
of the customers, the community, the shareholders and the Bank
itself, cf. Article 1 (1) of the Financial Undertakings Act. The Chief
Executive Officer shall ensure that the Board receives sufficient
support to carry out its duties.

The Board of Directors is generally elected for a term of one year at
the company’s annual general meeting. At Arion Bank's annual general
meeting on 17 March 2016, seven Directors and three Alternates
were elected to the Board of Directors. At the Bank's shareholders’
meeting on 15 September 2016 it was decided to add an extra
member to the Board and the Board currently consists of eight
members. The Bank's majority shareholder, Kaupskil, appoints seven
out of eight Board members and the Icelandic state, as a minority
shareholder appoints the eighth member. When electing the Board
care is taken to ensure at least 40% representation of each gender
among directors and alternates. Currently the Board consists of four
men and four women and the Chairman is awoman. The elected Board
Directors have diverse backgrounds and extensive skills, experience
and expertise.

Information on the independence of Directors was sent to
shareholders before the shareholders’ meeting and the information
was published on the Bank's website after the general meeting. The
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minutes of the AGM and shareholders’ meetings are sent to the
shareholders following the meeting but have not been published on
the Bank’s website because of the current shareholder structure.

The Board of Directors meets at least ten times a year. In 2016 the
Board met on 13 occasions. The Chairman directs and is responsible
for the work of the Board. The Chairman chairs Board meetings and
ensures that there is enough time allocated to the discussion of
important issues and that strategy issues are discussed thoroughly.
The Chairman is not permitted to undertake any other work for the
Bank unless part of the normal duties of the Chairman.

According to the Board's Rules of Procedure the Board is permitted
to establish committees to discuss particular areas of the Bank's
operations. At the first scheduled meeting of the new Board following
the AGM the Board appoints members to each of its sub-committees
and assesses whether it is necessary to appoint external members to
certain committees in order to bring in a greater level of expertise.
One of the committee members in the Board Audit Committee and
Risk Committee, Ludvik Karl Témasson, is not a Board Director and
is independent of the Bank and its shareholders. The Board sub-
committees are as follows:

* Board Audit Committee: Its main task is, inter alia, to try and
guarantee the quality of the financial statement and other
financial information from the Bank and the independence of
its auditors.

+ Board Risk Committee: The Committee's main role is, inter alia,
to evaluate the Bank's risk policy and risk appetite and to have a
thorough knowledge of the risk assessments and methods used
to manage risk employed by the Bank.

* BoardCredit Committee:Its maintaskis toattend to creditissues
which exceed the credit limits of its sub-committees.

* Board Remuneration Committee: The Committee's main task
is to advise the Board on the terms of remuneration to the
Chief Executive Officer and other employees hired directly by
the Board. Regular tasks at committee meetings are to review
the remuneration policy, the human resources policy, salary
distribution and the incentive system if one is in place. The
Bank's remuneration policy shall be examined and approved by a
shareholders' meeting annually.

Sub-committees regularly inform the Board of their activities.
Furthermore, the Board has access to all material used by the sub-
committees. The Board Audit and Risk Committee met four times
duringtheyearbeforethecommitteewasdividedintotwocommittees
in March 2016; the Board Audit Committee, which met four times
duringtheyear, and the Board Risk Committee, which met seven times
during the year. The Board Credit Committee met 10 times during the
year, and the Board Remuneration Committee met seven times. Below
is an overview of the attendance of individual Directors.

The Board and its sub-committees carry out an annual performance
assessment, at which it assesses its work, the necessary number
of Board Directors, the Board structure, achievements and work
of the sub-committees with respect to the aforementioned. This
assessment was last performed by the Boardand its sub-committees
at their meetings and between meetings during the period 16
November 2016 to 26 January 2017.

Director Period Board (13) BARC (4) BAC (4) BRIC(7) BCC(10) BRC(7)
Monica Caneman 1Jan.-31 Dec. 13 - - - 9 -
Guordn Johnsen 1Jan.-31 Dec. 13 4 - 7 - 7
Brynjolfur Bjarnason 1Jan.-31 Dec. 13 - 4 - 9 -
Benedikt Olgeirsson 1Jan.-31 Dec. 13 - - 6 10 -
pora Hallgrimsdottir 1Jan.-31 Dec. 12 4 4 - - 7
Kirstin Flygenring 1Jan-31Dec. 13 - 4 - - 7
Méns Héglund 1Jan-31Dec. 12 3 - 7 9 -
John P.Madden (1) 15 Sept.-31 Dec. 4 - - - - -
Olafur Orn Svansson 1Jan.-31 Dec. 0 - - - - -
Bjorg Arnardottir 1Jan.-31 Dec. 0 - - - - -
Sigurbjérg AstaJénsdéttir 1 Jan.- 31 Dec. 0 - - - - -
Ludvik Témasson 1Jan.-31 Dec. - 4 3 6 - -

(1) John P.Madden was appointed as a Board Director ata meeting on 15 206 Board of Directors and Corporate governance



The board of directors of Arion bank

ARION BANK GOVERNANCE

ANNUAL GENERAL MEETING EXTERNAL AUDITOR
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RETAIL BRANCH CREDIT CORPORATE CREDIT

I Elected by/appointed by
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Board of Directorsand Corporate governance



Monica Caneman, Chairman

Monicawasbornin 1954. She is Swedish and lives in Sweden. She was
first elected as a Director at a shareholders’ meeting on 18 March
2010. She is not a shareholder of Arion Bank and is an independent
Director. Monica is Chairman of the Board Credit Committee. She
graduated with a BSc in business and economics from the Stockholm
School of Economics in 1976. Monica currently serves on the boards
of numerous companies and non-profit organizations and is the
chairman of several of them.

Monica previously worked at Skandinaviska Enskilda Banken (now
SEB) where she held various positions in marketing and commercial
banking, i.e. a member of the Group Executive Committee, Group
Management and deputy CEO and became an alternate member of
the board of directors at the same time. Since 2001 Monica has built
acareer around board assignments.

Gudrun Johnsen, Vice Chairman

Gudrun was born in 1973. She was first elected as a Director at a
shareholders’ meeting on 18 March 2010. She is not a shareholder
of Arion Bank and is an independent Director. Gudrtn is Chairman of
the Board Remuneration Committee and a member of the Board Risk
Committee. Gudrin completed an MA in applied economics at the
University of Michigan, Ann Arbor in the United States in 2002 and
gainedan MAin statistics fromthe same university the following year.
She graduated with a BA in economics from the University of Iceland
in 1999. Gudrun is currently a lecturer in finance at the faculty of
business administration at the University of Iceland.

Gudrun has previously worked as a securities broker, specialist in the
Financial Systems Department of the International Monetary Fund
(IMF) in Washington DC, senior researcher for the Parliamentary
Special Investigation Commission looking into the causes and events
leading up to the fall of the Icelandic banking system in 2008 and as
an assistant professor at Reykjavik University. She has served on the
board of a fund management company of MP Bank hf. and s the current
chairman of the research and development company THOR ehf.

Benedikt Olgeirsson

VA

Benedikt was born in 1961. He was first elected as a Director at a
shareholders’ meeting on 18 December 2013. He is not a shareholder
of Arion Bank and is an independent Director. Benedikt is a member
of the Board Risk Committee and the Board Credit Committee. He
gained an MSc in construction engineering and project management
at the University of Washington in Seattle in 1987. Benedikt
completed adegree incivil engineering from the University of Iceland
in 1986. Benedikt is currently the managing director of corporate
development at Landspitali University Hospital.

Benedikt has previously worked as managing director of Atorka
hf., managing director of Parlogis ehf. and served as Deputy CEO of
Landspitali University Hospital. He was also a manager at Eimskip hf.
and has worked as a project manager in civil engineering. Benedikt
has served as board director at several companies such as Promens
hf., Icepharma hf. which he chaired, Parlogis ehf. and InterBulk Group,
whichis listed on the London Stock Exchange.

Brynjélfur Bjarnason
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Brynjolfur was born in 1946. He was first elected as a Director at a
shareholders'meeting on 20 November 2014. He is not a shareholder
of Arion Bank and is an independent Director. Brynjélfur is Chairman
of the Board Audit Committee and a member of the Board Credit
Committee. Brynjolfur graduated with an MBA from the University
of Minnesota in 1973 and a cand. oecon. degree in business studies
from the University of Iceland in 1971. Brynjolfur currently serves on
several boards.

Brynjolfur previously worked as the managing director of the
Enterprise Investment Fund and as the CEO of Skipti, Siminn and
Grandi hf. He has also worked as managing director of the publisher
AB bokautgafa and was head of the economics department of VSI.
Brynjolfur has broad experience as a director and has served on
numerous boards and been chairman of several.

John P. Madden

g

John P.Maddenwas bornin 1973. John is a dual US and British citizen
and he lives in the United Kingdom. He was first elected as a Director
at a shareholders’ meeting on 15 September 2016. He is not a
shareholder of Arion Bank and is a dependent Director. He gained a BA
in political economy from Williams College in Massachusetts in 1996.
John is a managing director at Kaupthing ehf., which is the majority
shareholder of Arion Bank through its subsidiary Kaupskil ehf. He has
alsoworked at BC Partners, Arle, ICG since 2014.

Previously John worked at Arcapita, first in the United States, then
in the United Kingdom. Prior to that he was at Lehman Brothers,
New York. John is currently on the board of directors at Fairhold
Securitisation Limited and Noreco.

Kirstin b. Flygenring

Kirstin was born in 1955. She was first elected to the Board as an
Alternate at a shareholders’ meeting on 22 March 2012. She was
elected to the Board as a Director at the Bank’s annual general
meeting on 20 March 2014. She is not a shareholder of Arion Bank
and is an independent Director. Kirstin is a member of the Board
Audit Committee and the Board Remuneration Committee. Kirstin
completed an MA in economics from Northwestern University in
lllinoisin1983.I1n1980 she graduated withacand. oecon. degree from
the University of Iceland. She completed a course in practical media
studies at the University of Iceland and gained a diploma in European
competition law from Kings College London. Kirstin currently works
as anindependent consultant.

Kirstin has previously served as a member of the Icelandic parlia-
ment's investigative committee on the Housing Financing Fund and
has worked as a part-time lecturer and adjunct at the University
of Iceland, specialist at the Institute for Research in Finance and
Economics atReykjavik Universityandasaneconomistatthe National
Economic Institute, the Department of Economics at the Central Bank
of Iceland, and for the OECD. Kirstin has also held several positions
on boards and committees and was, for example, the chairman of the
Competition Committee, a board member of Midengi ehf. and has
served on the Post and Telecommunications Arbitration Committee
since 2008.

Mans Hoglund

Mans was born in 1951. He is Swedish and lives in Portugal. He was
first elected as a Director at Arion Bank's Annual General Meeting
on 24 March 2011. He is not a shareholder of Arion Bank and is an
independent Director. Méns is Chairman of the Board Risk Committee
and a member of the Board Credit Committee. He graduated with
a BSc in business and economics from the Stockholm School of
Economicsin 1975.

Mans previously worked for Swedish Export Credit Corporation (SEK)
as executive director and head of corporate and structured finance
and was a member of SEK's Executive Committee. He has worked
for Unibank as head of the Sweden operation and Nordea as Head of
Private Banking, Swedenaswellas Swedbank where hisroles included
being head of the corporate division. Mans worked at Gotabanken in
Londonand Stockholmwhere he was head of the international finance
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division and was regional director for Iceland and Denmark Hambros
Bank in London. Mans has also worked as a lecturer and researcher at
the Stockholm School of Economics.

Thora Hallgrimsdottir

Thérawasbornin 1974.She was first elected as an Alternate Director
at a shareholders' meeting on 24 March 2011. She was elected as a
Director at a shareholders’ meeting on 21 March 2013. She is not a
shareholder of Arion Bank and is an independent Director. Théra is a
member of the Board Audit Committee and the Board Remuneration
Committee. Thoracompleted an MA in law at the University of Iceland
in 2000 and qualified as an attorney to the district court in 2002.
Since 2011 she has worked as a specialist in the faculty of law at
Reykjavik University ininsurance law, contract law and law of tort.

Before that Théra worked as a lawyer for two Icelandic insurance
companies: Tryggingamidstddin hf. and Sjdva-Almennar tryggingar
hf. Thora is currently a board member of the rehabilitation fund
Virk-Starfsendurhafingarsjodur ses. and the Association of
Icelandic Lawyers and is the CEO for the Icelandic Law Journal
(Timarit Logfraedinga). Théra serves as chairman of the insurance
complaints committee and chairman of the seamen and fishermen'’s
arbitration committee.

Alternate directors:

Bjorg Arnardottir, business studies graduate, Sigurbjérg Asta
Jénsdéttir, lawyer and Olafur Orn Svansson, Supreme Court attorney.

More information on the Board Directors can be found on the
Bank's website.

Communications between the
Shareholders and the Board of Directors

On behalf of its creditors Kaupthing, through its subsidiary Kaupskil,
took ownership of Arion Bank on 8 January 2010. Icelandic State
Financial Investments (ISFI), which represent the government of
Iceland's holdings in financial institutions, owns 13% of shares. The
Chairman of the Board of Directors communicates with shareholders
on behalf of the Board of Directors and the Bank between legally
convened shareholders’ meetings, which are the main venue at which
the Board and the Bank report information to the shareholders.
Shareholders have, at the Board's request, also arranged quarterly
meetings at which the Chief Executive Officer presents the interim
financial results.

Chief Executive Officer
Hoskuldur H. Olafsson

Hoskuldur was born in 1959. He was appointed CEO of Arion Bank
in June 2010. Haskuldur is not a shareholder of Arion Bank and no
stock option agreements have been entered into with him. Héskuldur
joined the Bank from Valitor hf. where he had been CEO since 2006.
Prior to that he worked at the Icelandic transportation company
Eimskip hf. for 17 years and held a range of management positions,
including that of deputy CEO. He has also served on the boards of
directors of numerous companies and organizations in Iceland and
abroad. Héskuldur graduated with a cand. oecon. degree in business
administration from the University of Iceland in 1987.

The CEO and the executive committee carry out the Bank's daily
operations in accordance with a strategy set out by the Board. The
CEO shall provide the Board with reports on the Bank’s operations
and financial position and all important issues which may affect
the Bank's operations and finances. With respect to other duties
responsibilities and duties of the CEO please refer to Chapter VIl of
the Financial Undertakings Act and Chapter IX of the Public Limited
Companies Act. The duties of the CEO and his responsibilities take
into account the legal environment in which the Bank operates at any
given time and the rules which the Board of Directors may establish.

Executive Committee

The Bank's Executive Committee consists of ten people, including
the CEO, Hskuldur H. Olafsson; Freyr Thérdarson, Managing
Director of Corporate Banking, Gisli S. Ottarsson, Chief Risk
Officer, Helgi Bjarnason, Managing Director of Retail Banking, Ida
Bra Benediktsdottir, Managing Director of Investment Banking,
Jonina S. Larusdottir, Managing Director of Legal Division, Margrét
Sveinsdottir, Managing Director of Asset Management, Rakel
Ottarsdettir, Managing Director of IT, Sigurjén Palsson, Chief
Operating Officer and Stefan Pétursson, Chief Financial Officer.

More information on the Executive Committee can be found on the
Bank's website.

Information on violations of laws and regulations

Arion Bank has not been denied registration, authorization,
membership or permission to conduct certain business, activity or
operations. The Bank has not been subject to withdrawal, revocation
ordismissalofregistration, authorization, membership or permission.

Information on legal cases relating to Arion Bank can be found in the
notes to the annual financial statement.

This Corporate Governance Statement was examined and approved
atameeting of the Board of Directors on 13 February 2017.
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