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ENDORSEMENT AND STATEMENT BY THE BOARD OF
DIRECTORS AND THE CEO

The Consolidated Financial Statements of Arion Bank for the year ended 31 December 2012 include the Financial Statements of Arion Bank
("the Bank") and its subsidiaries, together referred to as "the Group".

Arion Bank is a group of undertakings which provide comprehensive financial services to companies, institutions and private customers.
These services include corporate and retail banking, investment banking and asset management. Within the Group are subsidiaries in
investment property management, credit card and insurance services.

Kaupskil ehf., a company owned by Kaupthing hf. (formerly Kaupthing Bank hf.), holds 87% of the shares in Arion Bank. The remaining
shareholding of 13% is held by the Icelandic State Financial Investments on behalf of the Icelandic government.

The number of full-time equivalent positions at the Group at the end of the year was 1,190, compared with 1,158 at the end of 2011. At the
end of the year 949 of these positions were at the parent company, Arion Bank, compared with 858 at the end of 2011. The increase is
largely explained by the mergers of Verdis hf. and Sparisjédur Olafsfjardar with the parent company.

Operations in 2012

Net earnings amounted to ISK 17,056 million for the year ended 31 December 2012. The Board of Directors proposes that earnings will be
added to equity and that no dividend will be paid out in 2013 for the fiscal year 2012. The Group’s equity amounted to ISK 130,878 million
at the end of the year, including share capital of ISK 2,000 million. The capital adequacy ratio of the Group, calculated according to the Act
on Financial Undertakings, was 24.3%. By law this ratio is required to be no lower than 8.0%, but the Icelandic Financial Supervisory
Authority ("FME") makes more stringent requirements. The Bank comfortably meets these requirements. The Bank’s liquidity position was
strong with the liquidity ratio and cash ratio being 33% and 31% respectively at the end of the year, compared with the regulatory minimum
of 20% and 5% respectively.

Arion Bank performed well during the year and reported satisfactory earnings from its core activities. The Bank’s subsidiaries, both financial
companies and non-financial businesses, also produced satisfactory results. The Group’s focus in the future is to increase commission
income as a proportion of total income. The way to achieve this goal is to add more weight to services which bring greater stability to
commission income and to provide funding-based services, either through loans or via the market. In the current economic climate, reining
in the costs of financial companies is clearly necessary and the Bank will focus on operating efficiency. In recent years a great deal of effort,
work and financial resources has been spent on various debt recovery tasks and official supervision of the Bank’s activities. As more of those
tasks are completed, there is more scope for cutting costs and for expanding the Bank’s business on the financial market.

Bank deposits in Iceland have been decreasing and this trend is likely to continue in the near future, particularly as the equities market
grows and offers more investment opportunities for private investors, companies and institutional investors. Arion Bank is responding to this
expected development by seeking to diversify its long-term and short-term funding. To this end, the Bank issued the first tranche of a
covered bond issue in February which could amount up to EUR 1 billion. The issue of indexed bonds amounted to ISK 2.5 billion and matures
in 2034. It was sold to Icelandic institutional investors. Arion Bank was the first bank to issue non-indexed fixed-interest bonds. In May and
June the Bank issued a total of ISK 2.5 billion in covered bonds with 6.5% interest which mature in 2015.

One key objective has been to sell those entities which the Bank took over in the process of recovering debts. The Group’s holding in Hagar
hf. was sold during the year and the Bank now only owns shares in the company in its trading book. Between May and August the Bank
completed the sales of its holdings in B.M. Valld ehf., N1 ehf. and Penninn & islandi ehf. once the deals had been authorized by the
competition authorities. The Bank also sold its 20% interest in Olgerdin Egill Skallagrimsson ehf. and the major part of the Fram Foods
Group.
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ENDORSEMENT AND STATEMENT BY THE BOARD OF
DIRECTORS AND THE CEO

The Group structure has been simplified by merging some of the Bank’s subsidiaries and by winding-up other companies which had
completed their assigned roles. The largest companies to be merged with the Bank were Verdis ehf. and Sparisjédur Olafsfjardar which
were both wholly owned by the Bank. Work is underway to merge AFL sparisjodur, which is almost entirely owned by the Bank, with Arion
Bank hf. in the next few months.

The quality of the Group’s asset portfolio increased during the year. The sale of foreclosure assets in the form of real estate and legal entities
has some impact in this respect and headway has been made in the Group’s loan portfolio. The financial restructuring of the Group’s largest
corporate customers has largely been completed and good progress has been made in the case of smaller companies and private customers.
In February the Supreme Court of Iceland pronounced a judgement which led to uncertainty over the interest terms and book value of
currency-linked loans which had previously been deemed illegal. The judgment was considered to be too tied to specific events to set a
precedent for all types of loans and terms which it could affect, and it was thus thought necessary for other cases to go to court. Judgments
which were pronounced later in the year have removed much of the uncertainty and the Group has recalculated certain categories of
currency-linked loans with reference to judgment pronounced in October. In respect of these judgments the Group has expensed ISK 19.6
billion in 2011 and 2012 to meet future settlements. For further details on the legality of FX loans, see Note 96.

In November the FME published the results of its examination of the Bank’s assessment of its loan portfolio. Approximately 43% of the
Bank’s loans to larger companies were examined and the main conclusion was that there was no indication that the loan portfolio was
overvalued.

Risk Management

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 Group’s risk management structure, strategy and risk exposures are addressed in the notes, starting at Note 101.

Outlook

The Bank is well positioned to grow and its strong balance sheet will enable it to be an active participant in the regeneration of the Icelandic
economy. As debt recovery cases decrease, traditional banking activities are becoming more characteristic for the Bank’s operations. This
creates opportunities for further streamlining yet at the same time greater potential for generating earnings. The Bank aims to be a
relationship bank and a fundamental aspect of this is to know the needs of the customers and how to respond to them.

Loans to customers are beginning to grow and this is expected to continue over the next few years. The property market has begun to
recover with a greater demand for funding as a result. While loans are not expected to grow significantly in 2013, an increase is projected
from 2014.

In January 2013 Arion Bank hf. completed its third non-indexed fixed rate covered bond offering by issuing ISK 1.8 billion worth of bonds.
Following successful bond offerings on the Icelandic market, the Bank was in February 2013 the first Icelandic bank since 2007 to sell bonds
to international investors. The bonds are senior unsecured, worth NOK 500 million and will be traded on the Oslo exchange. This represents
the first phase in raising international funding since the Bank was founded and the next step is to apply for a credit rating from an
international rating agency.

Corporate governance

The Board of Directors of Arion Bank is committed to good corporate governance and endeavours to promote responsible behaviour and
corporate culture within Arion Bank for the benefit of all the Bank’s stakeholders. Further information about corporate governance can be
found in Arion Bank’s corporate governance statement for 2013 which is published in the Group’s Annual Report.
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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 Consolidated Financial Statements for the year ended 31 December 2012 have been prepared in accordance with International Financial
Reporting Standards as endorsed by the European Union.

It is our opinion that the Consolidated Financial Statements give a true and fair view of the financial performance of the Group for the year
2012, its financial position as at 31 December 2012 and its cash flows in 2012.

Further, in our opinion the Consolidated 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 describes the principal risks and uncertainties faced by the
Group.

The Board of Directors and the CEO have today discussed the Consolidated Financial Statements of Arion Bank for the year 2012 and
confirm them by means of their signatures. The Board of Directors and the CEO recommend that the Consolidated Financial Statements be
approved at the Annual General Meeting of Arion Bank.

Reykjavik, 28 February 2013

Board of Directors

Monica Canemén

k Chairman f
W K—

ﬁrofoed— nsen Gpdruin Johnse Mans Hoglu

S e G s

réyr Thérdarson on G. Briem

Chief Executive Officer

)y WZAN

Hoskuldur H. Glafsson

Arion Bank Consolidated Financial Statements 2012 5




INDEPENDENT AUDITOR'S REPORT

Tothe Board of Directors and Shareholders of Arion Bank.

We have audited the accompanying Consolidated Financial Statements of Arion Bank and its subsidiaries (“the Group”), which comprise the
Consolidated Statement of Comprehensive Income, Consolidated Statement of Financial Position as at 31 December 2012, Consolidated
Statement of Changes in Equity and Consolidated Statement of Cash Flows for the year then ended, and a summary of significant accounting
policies and other explanatory notes.

Management's Responsibility for the Consolidated Financial Statements

Management is responsible for the preparation and fair presentation of these Consolidated Financial Statements in accordance with
International Financial Reporting Standards as adopted by the EU, and for such internal control as management determines is necessary to
enable the preparation of Consolidated Financial Statements that are free from material misstatement, whether due to fraud or error.

Auditor's Responsibility

Our responsibility is to express an opinion on these Consolidated Financial Statements based on our audit. We conducted our audit in
accordance with International Standards on Auditing. Those standards require that we comply with ethical requirements and plan and
perform the audit to obtain reasonable assurance whether the Consolidated Financial Statements are free from material misstatement.

An audit involves performing procedures to obtain audit evidence about the amounts and disclosures in the Consolidated Financial
Statements. The procedures selected depend on the auditor's judgement, including the assessment of the risks of material misstatement of
the Consolidated Financial Statements, whether due to fraud or error. In making those risk assessments, the auditor considers internal
control relevant to the entity's preparation and fair presentation of the Consolidated Financial Statements 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 the entity's
internal control. An audit also includes evaluating the appropriateness of accounting policies used and the reasonableness of accounting
estimates made by management, as well as evaluating the overall presentation of the Consolidated Financial Statements.

We believe that the audit evidence we have obtained is sufficient and appropriate to provide a basis for our audit opinion.

Opinion

In our opinion, the Consolidated Financial Statements give a true and fair view of the financial position of the Group as at 31 December
2012, of its financial performance and its cash flows for the year then ended in accordance with the International Financial Reporting
Standards as endorsed by the EU.

Confirmation of Endorsement and Statement by the Board of Directors and the CEO

Pursuant to the requirement of Item 5, Paragraph 1 Article 106 of the Icelandic Financial Statement Act no. 3/2006, we confirm to the best

of our knowledge that the accompanying Endorsement and Statement by the Board of Directors and the CEQ includes all information
required by the Icelandic Financial Statements Act that is not disclosed elsewhere in the Consolidated Financial Statements.

Reykjavik, 28 February 2013

Ernst & Young ehf.

Mag/{f Dyt

Margrét Pétursdattir, Partner

Arion Bank Consolidated Financial Statements 2012 6




CONSOLIDATED STATEMENT OF COMPREHENSIVE INCOME
FOR THE YEAR 2012

Notes 2012 2011

QN =TT g ol o 4= S 59,094 46,433

INEEIEST EXPEINSE ...ttt ettt ettt et h e s he e et e e bt e sbe e s bt e e be e bt e st esabeeabeenbeesatesabeeabe e beesasesabeenbeesbeesaseennas (31,952) (23,045)
NET INTEIrEST INCOME ....iiiieeeiiiiiiiiiiiietiteieieeetetenneeeeseetannssesesessnssssesssessnsssssssssssnnsssssssasnsnssssssessnsnsssssssssnnnnnns 42 27,142 23,388

Increase in book value of 0ans and reCEIVADIES ........c..eevuiiiiciiecee e e et 43 12,824 38,368

Impairment of 10aNs aNd reCEIVADIES ........cccue it et e e e e e e ae e e e eaes 44 (17,514) (27,424)

Changes in compensation INSEFUMENT .......ooiiiiiiiii et 45 - (19,593)
Net interest income less valuation changes on loans and receivables .........ccccccevviiiiiiiiiiiiiiiniiiiinnnnneeenen, 22,452 14,739

Fee and COMMISSION INCOMIE ....cccuiiiiiiieeeiieeceeeeetee et e e et este e e s tae e e abeeessbeeeantee e steeeesaeaesseessseesasseeeasseeensrees 16,166 16,862

FEE anNd COMMISSION EXPENSE ...viiiiesiieeieeiteesteeteeiteesteesteesseeteesteessseasseesseesseessseasseenseasseesssessseesseessesssseensenssen (5,418) (6,177)
Net fee and commission income .. 46 10,748 10,685

Net financial iINCOME (EXPENSE) ..veiviirieieiieieecieeste et este et e s e e rte e teesteeseeeaeesaeesseesssessseesseesssessseenseenseassaaansennes 47-50 583 511

Net foreign eXchange SaiN (10SS) ..o.eeiuiiiiiiiiiiiee ettt ettt st st et be e s bt e s ateebeebeesbeesaeas 51 1,434 1,836

Share of profit (loss) of associates ... 73 2,405 8

Other OPErating INCOME ...c.iiuiiiiiiiiei ettt ettt e b e s bbb sbe et b e sbe e enens 52 7,190 5,497
OPErAtiNG INCOME ..ceevereieiieeereienerenenemessssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssss 44,812 33,276

Salaries and related EXPENSE ......ccvevviriirieieiteciieete sttt et et ettt e tesbeese e besbesae e st e s besbe e st e besbeeseenbententean 55 (12,459) (11,254)

AdMINISTrAtiON EXPENSE ...eevieieieeieeieeiteete st esteeseeseessaeesteesteesseeasseeseesseesseeasseesseesseessesssseesseessessseesseesseessenses (9,142) (7,810)

Depositors' and investors' SUArantee fUNG .........coc.ciiirieriiniiee et sttt 90 (899) (1,200)

Depreciation and amortisation . 75 (1,436) (956)

ONEr OPEIratiNg EXPENSE ..ceveeruiiriiieieentte sttt ettt et et e et e et e e bt e st e sate s bt e beesatesasesabeesbeesbeesabessbeesseeseessbesnseenseans 58 (732) (796)
EQrNings DEfOrE TaX .uueeiiiiiiiiiieniiiiiiiiiinneieieiiissnnsessesssesssnseesssssssssssessssssssssnssesssssssssssnsasssssssssnsnssssssssssnnns 20,144 11,260

Income tax expense 60 (3,633) (1,912)

L2 1S =1 YU 61 (1,062) (1,046)
Net earnings from continuUiNg OPErations ..........cccceriiiiiiiiiiiniiiiiiiiinrr s sass e s e s sasnnes 15,449 8,302

Net gain (loss) from discontinued operations, NEt Of tAX .......ccccevirieiienirieiee e e 62 1,607 2,792
LAV L =T T £ N 17,056 11,094
Attributable to:

Shareholders Of ArION BANK .....c...cocueeiiiiiiiiieeciteeeeciee et e eereeeereeeeteeeeeteeesebaeesesaeeeesseeesabeeesbesessseesasseesasseeenns 16,622 10,493

NON-CONLIOIIING INTEIEST ....eeieiieiieee ettt ettt et sa e st e be e s bt e sabeeabeesbee st eeabeeaseensaenneennee 434 601
LAV L Q=TT £ N 17,056 11,094
Other comprehensive income:

Exchange difference on translating foreign subSidiaries ..........ccceeviieiiereesieceeeecee e 88 2 112
Total comprehensive iNCOME fOr the Year .........cccveiiiiiiiiiiiiiniiiiniern s ssss s s sessssssnns 17,058 11,206
Earnings per share

Basic and diluted earnings per share from continuing operations

attributable to the shareholders of Arion Bank (ISK) ......ccceeieeiieriienie e eeesve e e see s ae e saeesaeenee 63 8.31 5.25

The notes on pages 11 to 79 are an integral part of these Consolidated Financial Statements.
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CONSOLIDATED STATEMENT OF FINANCIAL POSITION
AS AT 31 DECEMBER 2012

Assets Notes 2012 2011
Cash and balances With Central Bank ........cc..coocuviiiiiiiiiiiiiccciee ettt et eeave e e ebe e ebee e ebaeeeanes 64 29,746 29,200
Loans and receivables to credit iNSTIULIONS .........cccviiiciie ettt e e e e s rae e e saaeeeaaes 65-66 101,011 69,103
Loans and reCeivables tO CUSTOMELS ......cuviiiviiiirie e ettt e eete e et e e et eeebeeesbreeeeraeeeesseeesabeeesabeeesnreeenns 67-68 566,610 561,550
Bonds and debt iNSTTUMENTS .....cicuiiiiiiee ettt e s e e e eta e e e saae e e taeesaseeenaseeeenseeesnsees 69-70 117,730 140,568
Shares and equity instruments with variable iNCOME ......ccueciieiiicieceee e 69 16,844 14,045
Derivatives 69,86 788 674
Securities USEd fOr NEAZING ....ccvi e e ste et e st e e te et e e aaesnteesseeaeesrnessseenseeneen 69 2,438 2,372
INVESTMENT PrOPEITY c..vviiiiiiiiiiiii bbb s a s s saa e nnes 72 28,919 27,100
INVESTMENTS 1N @SSOCIATES .iiiiiiiiieieieeeee e ee e e e e e et aaaaaaessbasasssesssssssssasseeeeesnneennnnnes 73 7,050 2,987
Property and EQUIPMENT ....c...iiiiiieieeie ettt ettt ettt et e e sbe e st e st e e be e bt e sabeeaseebeesaeesabesaseebeenaee 74-75 6,311 6,271
(L0 T Td] o =T T Y=1 RS 76 4,941 4,765
B I D 1= £ SRRSO TROTORRRORPPPON 77-80 463 724
Non-current assets and disposal groups held for sale .. 81 11,923 23,886
(04 o 1= - Y1 £ USSP 82 5,901 8,876

Total Assets 900,675 892,121

Liabilities
Due to credit institutions and Central Bank .........cccuieeiiieiiiieeieiee ettt e e e rae e e rae e e aaeeeanes 69 32,990 16,160
[T o Yo 1 £ SS 69 448,683 489,995
Financial liabilities at fair VAIUE ......ccuvii et et e et e e sr e e e aee e e neeeeaeee s 69 13,465 4,907
B D G L= o 1TSS 77-80 3,237 3,421
Non-current liabilities and disposal groups held for sale . 81 1,769 4,950
(04 =T =1 o113 USSR 83 40,348 38,822
BOITOWINES ..ottt ettt ettt e e ettt e s et e e st e e st e e e e st e e e e aseeeeasb e e e na e e saseesanneeeeabeeesabneessbeeeenneeans 69,84 195,085 187,203
SUDOIAINGLEd HHADIIITIES ..vvviievreiieiiicctee ettt e e bee e e eabe e e eabeeeeabeeeebaeeesbeesasseeensreeenns 69,85 34,220 32,105

Total Liabilities 769,797 777,563

Equity
Y 4 F TN or- T 1 - PSSR 87 2,000 2,000
] ATl oL =T 010 o USSP 87 73,861 73,861
OTNEI FESEIVES ...uveeieetieeetee e ettt ettt e ettt e ette e e eebe e e s ebaeeeebaeeeesbeeesabeeesabaseasseeeesseessseesasseeeesseeesaseeesabeeesseeesesseeans 88 1,639 1,637
RETAINEA AIMINES ..eeeeiiieieeieet ettt ettt et e s at e st e e bt e s bt e sabeeabeebeesbeesabeeabeebeensbesatesaseans 49,572 32,950

Total Shareholders' Equity 127,072 110,448

NON-CONTIOIIING INTEIEST ....viitieieieie ettt e te et et e s e st e e st e beesteessseestaebeesseessseenseenseenseasneennes 3,806 4,110
Total Equity 130,878 114,558

Total Liabilities and Equity 900,675 892,121

The notes on pages 11 to 79 are an integral part of these Consolidated Financial Statements.
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CONSOLIDATED STATEMENT OF CHANGES IN EQUITY
FOR THE YEAR 2012

Total
Share capital Share- Non-
and share Other  Retained holders'  controlling Total
premium reserves earnings equity interest equity
2012
Equity 1January 2012 ......ccooeviiiiieeiieiiieeee e 75,861 1,637 32,950 110,448 4,110 114,558
Total comprehensive income for the year ..........cccccveeueenns 2 16,622 16,624 434 17,058
Decrease due to purchase of ........cccccveevveevieeneeneeccecseenns
Non-controlling iNterest ........ccccceeveereerceesvieeieesee e (738) (738)
Equity 31 December 2012 .........cccccvveeririenessssnnnenssssssssnnns 75,861 1,639 49,572 127,072 3,806 130,878
2011
Equity 1 January 2011 75,861 1,525 28,531 105,917 3,619 109,536
Dividend paid ......ccoceeveeeneenienieeeeees . (6,074) (6,074) (6,074)
Total comprehensive income for the year ..........ccccccveeenns 112 10,493 10,605 601 11,206
Decrease due to sale of subsidiary ........ccceeevevievieniieecneenns (110) (110)
Equity 31 December 2011 .......ccccerireriiiriiirirenerreesseeesenenens 75,861 1,637 32,950 110,448 4,110 114,558

The notes on pages 11 to 79 are an integral part of these Consolidated Financial Statements.
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CONSOLIDATED STATEMENT OF CASH FLOWS
FOR THE YEAR 2012

Notes 2012 2011
Cash flows from (used in) operating activities:
EQrNiNGS DEIOIE TAX ..eeuiiiiiiiiiiiteee ettt ettt ettt e s bt e st e st e e bt e saee st e eabeenbeesaee e 20,144 11,260
Adjustments to reconcile earnings before income tax to net cash from (used in) operating activities:
Non-cash items included in net earnings before income tax and other adjustments .........cccceceeeueene 98 (1,618) (1,623)
Changes in operating assets and lIabilities .........ccoviiiirriiiiiiee e 99 (2,432) (13,443)
Income taxes paid (3,556) (3,232)
Net cash from (used in) operating activities 12,538 (7,038)
Cash flows from (used in) investing activities:
Purchase of iINVEStMENT PrOPEItY .......oouiiiieiieiieee ettt sttt st st s st e saneebe e (3,728) (2,160)
Investment in minority share of SUBSIAIArY .......c.ccooiiiiiiiiiiie e (738) -
Investment in associated companies (1,658) (177)
Proceeds from sale of iNVESTMENT PrOPEItY ...c.eecciieeiiiieccee ettt e seare e e eaae e e eaaeas 3,684 5,999
Proceeds from sale of associated COMPANIES .......c.veeeiiiieiiie et e e s e e e e e e 396 -
Purchase of iINtanGIbIE @SSELS .......cccuiiiuieiieceee ettt et e s teere e reesaaesareereenaeennes (713) (518)
Purchase of property and @QUIPMENT ......ccuiiiieiiieiiecie ettt ste et e e e e ste e reesaveeaeeveeseesaaesaseens (961) (667)
Proceeds from sale of property and qUIPMENT ........ccueiieiieeeiiee e e e e e e saeee s 30 158
Proceeds from the sale of individual properties included in discontinued operations ............ccccu..... 8,569 11,028
Net cash from (used in) investing activities 4,881 13,663
Net increase (decrease) in cash and cash eqUIVAIENTS .........ccceeeiiiiieiienie e 17,419 6,625
Cash and cash equivalents at beginning of the Year ..o 82,815 72,797
Cash and cash equivalents acquired through business combinations .........c.cccceevvverieerieeneesciesieeceens - 11
Effect of exchange rate changes on cash and cash equivalents .........c.coevevierieece e 4,939 3,382
Cash and cash equivalents at the end of the year ..........coceeeeeeieieeeeeeeeeeeeeeeeeeeeeeeeeeeeeeee e s e s ananenes 100 105,173 82,815
Non-cash investing and financing transactions:
Tier Il subordinated notes issued in settlement of dividend .........ccccooereeienininiiine - (6,074)
Change in retained earnings for settlement of dividend
with Icelandic State Financial INVeStMENTS .........ccceviriiiiiieneeeeeeeeeeeeeee - 6,074
Assets acquired through foreclosure on collateral from customers with view to resale 2,051 10,549
Settlement of loans and receivables through foreclosure on collateral from customers
WILH VIEW TO FESIE weonviiiiicieecieece ettt ettt et eve e e s te e s b e e b e e be e sbeessaeesbeesteesseassaeenseenseanneas (2,051) (10,549)

The notes on pages 11to 79 are anintegral part of these Consolidated Financial Statements.
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NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS

ACCOUNTING POLICIES
General information

1. Reporting entity

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 Borgartin 19, Reykjavik. The Financial Statements for the year ended 31 December 2012 comprise
the Parent Company and its subsidiaries (together referred to as "the Group").

The Financial Statements were approved and authorised for issue by the Board of Directors of Arion Bank on 28 February 2013.
2. Basis of preparation

a) Statement of compliance
The Financial Statements are consolidated and have been prepared in accordance with International Financial Reporting Standards, as
endorsed by the European Union.

b) 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; and
— Investment properties are measured at fair value.

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. Immediately before the initial classification, or where the assets and liabilities are not within the scope of IFRS 5, the
carrying amounts are measured in accordance with applicable IFRS.

C

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.

d

Use of estimates and judgements

The preparation of the Financial Statements requires management to make judgements, estimates and assumptions that affect the
reported amounts of assets, liabilities, contingent liabilities as well as income and expenses in the Financial Statements presented. Use
of available information and application of judgement are inherent in the formation of estimates. Actual results in the future could
differ from such estimates and the differences may affect the Financial Statements.

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

Judgements made by management that have an effect on the Financial Statements and estimates with a risk of material adjustment
within the next financial year are discussed in Notes 33, 71, 101, 110 and 121.

Significant accounting policies

The accounting policies adopted in the preparation of these Financial Statements are consistent with those followed in the preparation
of the Group's annual Financial Statements for the year ended 31 December 2011.

3.  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 Financial Statements are prepared on a going concern basis.
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NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS

4.  Principles underlying the consolidation

a) Subsidiaries
Subsidiaries are entities controlled by the Group. Control exists when the Group has the power to govern the financial and operating
policies of an entity so as to obtain benefits from its activities. Control usually exists when the Group holds more than 50% of the
voting power of the entity. In assessing control, potential voting rights that are currently exercisable or convertible are taken into
account. 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.

The acquisition method of accounting is used to account for the acquisition of businesses and subsidiaries by the Group. The cost of an
acquisition is measured as the aggregate of the consideration transferred, measured at acquisition date fair value and the amount of
any non-controlling interest in the acquiree. For each business combination, the Group measures the non-controlling interest in the
acquiree either at fair value or at the proportionate share of the acquiree’s identifiable net assets. Acquisition costs incurred are
expensed and included in administrative expenses. If the business combination is achieved in stages, the acquisition date fair value of
the acquirer’s previously held equity interest in the acquiree is remeasured to fair value at the acquisition date through profit or loss.
Identifiable assets acquired and liabilities and contingent liabilities assumed in a business combination are measured initially at their
fair values at the acquisition date, irrespective of the extent of any non-controlling interest.

Goodwill is initially measured at cost being the excess of the aggregate of the consideration transferred and the amount recognised for
non-controlling interest over the net identifiable assets acquired and liabilities assumed. If this consideration is lower than the fair
value of the net assets of the subsidiary acquired, the difference is recognised in the Statement of Comprehensive Income. After initial
recognition, goodwill is measured at cost less any accumulated impairment losses.

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

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

b

Non-controlling interest

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. Losses within a subsidiary are attributed to the non-controlling
interest even if that results in a deficit balance. Changes in the Group's ownership interest in a subsidiary that do not result in a loss of
control are accounted for as equity transactions.

c) Funds management
The Group manages and administers assets held in 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.

5. Associates
Associates are those entities over which the Group has 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 between 20% and 50% of the voting power, including potential voting rights. Investments in associates are initially
recognised at cost. The carrying amount of investments in associates includes intangible assets and accumulated impairment loss.

The Financial Statements include the Group's share of the total recognised 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 recognising its share of those profits only after its share of the profits equals the
share of losses not recognised.
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NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS

5. cont.

If an investment in an associate is classified as held for sale the equity method is no longer applied and the investment is accounted
for, as a non-current assets and disposal groups held for sale. In instances where control of a subsidiary is lost and the Group retains an
associate investment, a portion of the recognised gain or loss on sale is attributable to recognising the investment retained in the
former subsidiary at its fair value at the date when control is lost. This gain or loss is recognised as either Other operating income
(expense) or Net gain (loss) from discontinued operations in the Statement of Comprehensive Income.

Foreign currency

a) Functional currencies

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

b) 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.

c) Foreign operations

The assets and liabilities of foreign operations are translated to Icelandic Krona, at exchange rates at the reporting date. The income
and expenses of foreign operations are translated to Icelandic Krona at exchange rates approximating the exchange rates current at
the dates of the transactions.

Foreign exchange differences arising on translation are recognised in the Statement of Comprehensive Income. When a foreign
operation is disposed of, in part or in full, the cumulative amount of the exchange differences relating to that foreign operation which
is recorded in comprehensive income and accumulated in the separate component of equity, is transferred to the Statement of
Comprehensive Income when the gain or loss on disposal is recognised.

Income and Expense

a) Interest income and expense

b

Interest income and expense are recognised 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 liability and is not revised subsequently.

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

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

— Interest on financial assets and liabilities at amortised cost on an effective interest rate basis;
— Interest on financial assets and liabilities held for trading on an accrual basis; and

— Interest on financial assets designated at fair value through profit or loss on an accrual basis.

Interest income on non-performing assets are recognised in the Statement of Comprehensive Income using the effective interest
method. The Group recognises losses for impaired loans to offset the recognised interest income when appropriate.

Fee and commission income and expense

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 recognised as the services are provided. Fees earned from transaction type services are recognised when the
service has been completed. Fees that are performance linked are recognised 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.
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7. cont.

c) Net financial income
Net financial income comprises Dividend income, Net gain on financial assets and liabilities at fair value through profit or loss, Net
foreign exchange gain and Net gain on disposal of financial assets and liabilities not at fair value.

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

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

iii) Net foreign exchange gains 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 gains 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 gains and losses are also recognised in profit or loss.

iv

Net gain on financial assets and liabilities not at fair value through profit or loss relates to derecognition of certain financial assets
and liabilities and comprises Net realised gain or loss on financial liabilities measured at amortised cost and other net realised gain
or loss. It does not include either unrealised foreign exchange gains and losses or interest income and expense which are included
in other line items.

d) Income tax
Income tax comprises current and deferred tax. Income tax is recognised in the Statement of Comprehensive Income except to the
extent that it relates to items recognised directly in other comprehensive income or equity, in which case it is recognised in other
comprehensive income or equity.

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.

The deferred income tax asset and tax liability has been calculated and entered in the Statement of Financial Position. The calculation
is based on the difference between Statement of Financial Position items as presented in the tax return on the one hand, and in the
Financial Statements on the other. This difference is due to the fact that tax assessments are based on premises that differ from those
governing the Financial Statements, mostly because revenues and settlement is not expected at the same time. A deferred tax asset is
only offset against income tax liability if they are due to tax assessment from the same tax authorities.

A deferred tax asset is recognised only to the extent that it is probable that future taxable profits will be available against which the
asset can be utilised. 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 realised. Tax assets and tax liabilities are calculated based on expected tax rates when the tax asset
is realised or tax liability is paid according to current tax law.

8. Impairment of financial assets

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.

An impairment loss is recognised whenever the carrying amount of a financial asset exceeds its recoverable amount. Impairment
losses are recognised as described below.

a) Impairment on loans and receivables
The Group recognises losses for impaired loans when there is objective evidence that impairment of a loan or portfolio of loans has
occurred. That is done on an unified basis according to internal guidance for the Group.

There are two basic methods of calculating impairment losses, those calculated on individual loans and those losses assessed on a
collective basis. Losses expected as a result of future events, no matter how likely, are not recognised.
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8. cont.
Objective evidence of impairment includes observable data about the following loss events:
i) Significant financial difficulty of the borrower;
ii) A breach of contract, such as a default on instalments or on interest or principal payments;

iii) The Group granting to the borrower, for economic or legal reasons relating to the borrower’s financial difficulty, a refinancing
concession, that the lender would not otherwise consider;

iv) It becomes probable that the borrower will enter bankruptcy or undergo other financial reorganisation;
v) Deterioration in collateral to loan ratio; or

vi) Observable data indicating that there is a measurable decrease in the estimated future cash flows from a group of loans since the
initial recognition of those assets, even if the decrease cannot yet be identified with the individual financial assets in the group,
including:

Adverse changes in the payment status of borrowers in the Group; or
General national or local economic conditions connected with the assets in the Group.

Assessment of loans and receivables

When assessing impairment loss on loans and receivables the Group uses an internal classification of borrowers. Customers are
classified according to financial position and collateral. The internal classification consists of four categories; green, yellow, orange and
red. Customers classified as green or yellow are not subject to impairment. Orange and red customers are assessed for impairment
loss but loans are classified as red if impairment is needed even if they are classified as orange at the beginning of the process.
Impairment on loans and receivables for orange and red customers is based on individual assessment of loans. The Group assesses at
each reporting date whether there is any objective evidence that the loan is impaired. In determining such impairment losses on
individually assessed accounts, 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 realisable value of security (or other credit mitigates) and likelihood of successful repossession; and

— The likely deduction of any costs involved in recovery of amounts outstanding.
Impairment loss is calculated by comparing the present value of the expected future cash flows, discounted at the original effective
interest rate of the loan, with its current carrying value and the amount of any loss is charged in the Statement of Comprehensive
Income. The carrying amount of impaired loans is reduced through the use of an allowance account. In the case of a loan or receivable
at variable interest rates, the discount rate for measuring any impairment loss is the current effective interest rate determined under
the contract.

Loans and receivables in category green, yellow and orange are grouped together on the basis of similar credit risk characteristics for
the purpose of calculating a collective impairment loss. This loss covers loans and reiceivables that are impaired at the reporting date
but which will not be individually identified as such until some time in the future. The estimated collective impairment loss is
recognised through the use of an allowance account.

The collective impairment loss is determined after taking into account:

— Future cash flows in a group of loans evaluated for impairment are estimated on the basis of the contractual cash flows of the
assets;

— Historical loss experience in portfolios of similar risk characteristics (for example, by industry sector, loan grade or product);

— The estimated period between a loss occurring and that loss being identified and evidenced by the establishment of an allowance
against the loss on an individual loan;

— Future cash flows in a group of loans evaluated for impairment are estimated on the basis of the contractual cash; and

— Management’s experienced judgement as to whether the current economic and credit conditions are such that the actual level of
inherent losses is likely to be greater or less than that suggested by historical experience.
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8. cont.

The estimated period between a loss occurring and its identification is determined for each identified portfolio.

Estimates of changes in future cash flows for groups of assets should be consistent with changes in observable data from period to
period, for example, changes in property prices, payment status, or other factors indicative of changes in the probability of losses on
the group and their magnitude. The methodology and assumptions used for estimating future cash flows are reviewed regularly by the
Group to minimise any differences between loss estimates and actual losses.

Loan write-offs

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

Reversals of impairment

If, in a subsequent period, the amount of an impairment loss decreases and the decrease can be related objectively to an event
occurring after the impairment was recognised or acquired, the previously recognised or acquired impairment loss is reversed. The
amount of any reversal is recognised in the Statement of Comprehensive Income.

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 recognised as increase in value of loans and receivables in profit or loss when recalculation
results in an increase in carrying amount and impairment when decrease in carrying amount.

Assets acquired in exchange for loans

Assets acquired in exchange for loans are recorded as non-current assets and disposal groups held for sale in the Statement of
Financial Position if its sale is highly probable and management is committed to a plan to sell the asset, and an active programme to
locate a buyer and complete the plan have been initiated. The non-current assets and disposal groups held for sale is recorded at the
lower of its fair value less costs to sell, and the carrying amount of the loan, net of impairment allowance amounts, at the date of
exchange. No depreciation is provided in respect of assets held for sale. Any subsequent write-down of the acquired asset to fair value
less costs to sell is recorded as an impairment loss and included in the Statement of Comprehensive Income. Any subsequent increase
in the fair value less costs to sell, to the extent this does not exceed the cumulative impairment loss, is recognised in the Statement of
Comprehensive Income.

b

Calculation of recoverable amount

The recoverable amount of the Group's investments in financial assets carried at amortised cost is calculated as the present value of
estimated future cash flows, discounted at the original effective interest rate, i.e. the effective interest rate computed at initial
recognition of these financial assets.

c) Impairment on investments in associates

After applying the equity method to account for investments in associates, the Group determines whether it is necessary to recognise
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 recognised 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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9. 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 recognised if the carrying amount of an asset exceeds its recoverable amount. Impairment losses are recognised
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 recognised 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 amortisation, if no
impairment loss had been recognised.

10. 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 recognised at fair value. Fair value changes are recognised 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
recognised on an accrual basis. Derivatives with positive fair values are recognised as Derivatives and derivatives with negative fair
values are recognised as Financial liabilities at fair value.

The fair value of derivatives is determined in accordance with the accounting policy presented in Note 13.

11. 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.

12. Loans and receivables

Loans and receivables 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.

When the Group purchases a financial 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 recognised in the Group's Financial Statements.

Loans and receivables are initially measured at fair value plus incremental direct transaction costs, and subsequently measured at their
amortised cost using the effective interest method. Accrued interest is included in the carrying amount of the loans and receivables.
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13. Financial assets measured at fair value through profit or loss

a) Trading assets
Trading assets 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.

b) Financial assets designated at fair value through profit or loss
The Group classifies certain financial assets upon their initial recognition as financial assets held at fair value with fair value changes
recognised in the Statement of Comprehensive Income as Net financial income if doing so results in more relevant information
because:

i) the assets are managed, evaluated and reported internally on a fair value basis;
ii) the designation eliminates or significantly reduces an accounting mismatch which would otherwise arise; or

iii) the assets contain an embedded derivative that significantly modifies the cash flows that would otherwise be required under the
contract.

The assets classified according to the above mentioned conditions 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.

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

14. Determination of fair value

The determination of fair value of financial assets and financial liabilities that are quoted in an active market is based on quoted prices.
A market is considered active if quoted prices are readily and regularly available and those prices represent actual and regularly
occurring market transactions on an arm's length basis. For all other financial instruments fair value is determined by using valuation
techniques. Valuation techniques include net present value techniques, the discounted cash flow method, comparison to similar
instruments for which market observable prices exist, and valuation models. The Group uses widely recognised 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.

15. Recognition and derecognition of financial assets and financial liabilities

Purchases and sales of financial assets are recognised using trade date accounting, i.e. they are recognised on the date on which the
Group commits to purchase or sell the asset, except for loans which are recognised when cash is advanced to the borrowers.

Financial assets are derecognised 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 recognised when the Group becomes a party to the contractual provisions of the liability instrument. Financial
liabilities are derecognised when the obligation of the Group specified in the contract is discharged or cancelled or expires.

16. Offsetting financial assets and financial liabilities

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 recognised amounts and intends either to settle on a net basis or to realise 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.
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17. Amortised cost measurement of financial assets and financial liabilities

The amortised 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 amortisation using the effective interest method of any difference between
the initial amount recognised 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.

18. Intangible assets

Intangible assets acquired separately are measured on initial recognition at cost. The cost of intangible assets acquired in a business
combination is fair value as at the date of acquisition. Following initial recognition, intangible assets are carried at cost less any
accumulated amortisation and any accumulated impairment losses. Internally generated intangible assets are not capitalised and
expenditure is reflected in the Statement of Comprehensive Income in the period in which the expenditure is incurred.

The value of intangible assets with indefinite useful lives is not amortised, but the assets are tested for impairment at least once a
year.

a) Subsequent expenditure
Subsequent expenditure on capitalised intangible assets is capitalised only when it increases the future economic benefits embodied in
the specific asset to which it relates. All other expenditure is expensed as incurred.

b) Amortisation
Amortisation is recognised in the Statement of Comprehensive Income on a straight-line basis over the estimated useful lives of
intangible assets. Intangible assets are amortised from the date they are available for use. The estimated useful lives are as follows:
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19. 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 stated at fair value. The Group has not engaged independent property valuers to appraise the values of investment
properties at the end of the year as management believes the valuation techniques as described below provide a more reliable
estimate of fair value.

When determining the fair value of the properties, net present value of future cash flow over 30 years is calculated. When determining
the cash flow, general accepted valuation techniques are applied, such as international valuation standard, IVS no. 1 Market Value
Basis of Valuation. The valuation model is based on estimated free cash flow to the owners and assumptions applied that reflect the
market conditions at the accounting date. The cash flow of the properties is based on estimation of rental income less estimated
expenses.

Rental income is estimated based on valid lease agreements. In the valuation model estimated market lease at the end of the current
lease agreement is taken into consideration. Assumptions on estimated utilisation of the properties in the future, estimated discounts
and provisioning on receivables are applied when estimating future rental income.

All related expenses, e.g. maintenance, real estate tax and other operating and financial expenses, is deducted from the estimated
rental income. Real estate tax and insurances are based on historical data and foreseen future changes. Financial expense is estimated
based upon market interest and expected interest yield (interest margin).

The net present value of free cash flow to owners, for each property, is determined by calculating the net present value of the cash
flow with a factor representing current market uncertainty on amount and timing of the cash flow, including expected inflation. The
CAPM model is used and the required rate of return is based on the risk free real interest on the accounting date, the risk factor of the
real estate market and specific risk factors of each lessee.

When estimating the fair value of the investment properties' assets like fixtures, are not accounted for separately as they are
considered part of the fair value of the properties. The fair value of the properties does not reflect the possible future increase in the
value due to further investments in the property.

Vast majority of the investment properties are valued based on the above mentioned valuation techniques but when preconditions are
not available the Group uses management valuation.
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20. Property and equipment

a) Recognition and measurement
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.

b) Subsequent costs
The cost of replacing part of an item of property and equipment is recognised in the carrying amount of the item if it is probable that
the future economic benefits embodied within the part will flow to the Group and its cost can be measured reliably. All other costs are
recognised in the Statement of Comprehensive Income as an expense as incurred.

c) Depreciation
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:

= WY1 o Y= PR OPRSROY 33-50 years
Lo T TT o0 0 1=1 0 AP P U PPPRORTN 3-7 years

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

21. 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 recognised 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 recognised in prior years.

22. Deposits

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

23. Borrowings

Some of the borrowings of the Group are classified as other financial liabilities and are initially recognised at fair value less attributable
transaction costs. Subsequent to initial recognition, borrowings are measured at amortised cost with any difference between cost and
redemption amount being recognised 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.

24. 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 I, as shown in Note 125. The subordinated liabilities have no maturity date and the Group may only retire them
with the permission of the Icelandic Financial Supervisory Authority.

Subordinated liabilities are recognised 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 recognised in the Statement of
Comprehensive Income based on the contractual terms of the borrowing.
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25. Financial liabilities at fair value

Trading liabilities are measured at fair value. Gains and losses realised on disposal or redemption and unrealised gains and losses from
changes in the fair value of trading liabilities are reported as Net gain (loss) on financial assets and financial liabilities classified as held
for trading. Interest expenses on trading liabilities are included in Interest expenses.

Short positions

Trading liabilities primarily consist of short positions. Short positions are obligations of the Group to deliver financial assets borrowed
by the Group and sold to third parties. These obligations are initially recognised at fair value in the statement of financial position, with
transaction costs being recognised in the statement of comprehensive income. Subsequently, they are carried at fair value, with all fair
value changes recognised in Net financial income (expense) in the Statement of Comprehensive Income.

Derivatives
Derivatives primarily consist of derivatives with negative fair values. Economic hedging derivatives not qualifying for hedge accounting
under IAS 39 are also disclosed under this item.

26. Other assets and other liabilities

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

Dividends on shares

Dividends on shares are recognised in equity in the period in which they are approved by the 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.

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.

28. 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.

29. 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 recognised 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 recognised less, when
appropriate, cumulative amortisation recognised 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 recognised in the Statement of
Comprehensive Income in Net fees and commission income on a straight line basis over the life of the guarantee.

30. 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.
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31. Employee benefits

All entities with employees within the Group have defined contribution plans. The entities pay fixed contribution 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 recognised 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.

32. New standards and amendments to standards

a

New standards and amendments to standards effective in 2012

The accounting policies adopted are consistent with those of the previous financial year, except for the following new and amended
IFRS effective as of 1 January 2012:

IFRS 7 Financial Instruments: Disclosures — Enhanced Derecognition Disclosure Requirements. The amendment requires additional
disclosure about financial assets that have been transferred but not derecognised to enable the user of the Group’s financial
statements to understand the relationship with those assets that have not been derecognised and their associated liabilities. In
addition, the amendment requires disclosures about continuing involvement in derecognised assets to enable the user to evaluate the
nature of, and risks associated with, the entity’s continuing involvement in those derecognised assets. The amendment becomes
effective for annual periods beginning on or after 1 July 2011. The amendment affects disclosure only and has no impact on the
Group’s financial position or performance.

b

New standards and amendments to standards not yet adopted

A number of new standards, amendments to standards and interpretations are not yet effective for the year ended 31 December
2012, and have not been applied in preparing these Financial Statements. Relevant to the Group's reporting are:

IFRS 7 Disclosures — Offsetting Financial Assets and Financial Liabilities — Amendments to IFRS 7. These amendments require an
entity to disclose information about rights to set-off and related arrangements (e.g., collateral agreements). The disclosures would
provide users with information that is useful in evaluating the effect of netting arrangements on an entity’s financial position. The new
disclosures are required for all recognised financial instruments that are set off in accordance with IAS 32 Financial Instruments:
Presentation. The disclosures also apply to recognised financial instruments that are subject to an enforceable master netting
arrangement or similar agreement, irrespective of whether they are set off in accordance with IAS 32. These amendments will not
impact the Group’s financial position or performance and will become effective for annual periods beginning on or after 1 January
2013.

IFRS 9 Financial Instruments: Classification and Measurement. In November 2009, the IASB issued IFRS 9 Financial instruments, which
includes new classification and measurement criteria for financial assets. The publication of IFRS 9 represents the completion of the
first part of a multi-stage project to replace IAS 39 Financial instruments: recognition and measurement. Under the revised guidance, a
financial asset is to be accounted for at amortized cost only if it is held within a business model whose objective is to hold assets in
order to collect contractual cash flows and the contractual terms of the financial asset give rise on specified dates to cash flows that
are solely payments of principal and interest on the principal amount outstanding. Non-traded equity instruments may be accounted
for at fair value, with unrealised and realised fair value gains recognised through other comprehensive income, but the subsequent
release of amounts booked directly to other comprehensive income to profit or loss is no longer permitted. All other financial assets
are measured at fair value through profit or loss. The Group is currently assessing the impact of the new standard on its financial
statements. If endorsed by the EU, the effective date for mandatory adoption is 1 January 2015.

IFRS 10 Consolidated Financial Statements. IFRS 10 replaces the portion of IAS 27 Consolidated and Separate Financial Statements that
addresses the accounting for consolidated financial statements. It also includes the issues raised in SIC-12 Consolidation — Special
Purpose Entities. IFRS 10 establishes a single control model that applies to all entities including special purpose entities. The changes
introduced by IFRS 10 will require management to exercise significant judgement to determine which entities are controlled, and
therefore, are required to be consolidated by a parent, compared with the requirements that were in IAS 27. The Group is currently
assessing the impact of the new standard on its financial statements. This standard has been endorsed by the EU and becomes
effective for annual periods beginning on or after 1 January 2014.

IFRS 11 Joint arrangements. |IFRS 11 Joint arrangements will replace IAS 31 Joint ventures. Currently, the Group is not engaged in any
joint arrangements.
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32. cont.

IFRS 12 Disclosure of Interests in Other Entities. IFRS 12 includes all of the disclosures that were previously in IAS 27 related to
consolidated financial statements, as well as all of the disclosures that were previously included in IAS 31 and IAS 28. These disclosures
relate to an entity’s interests in subsidiaries, joint arrangements, associates and structured entities. A number of new disclosures are
also required. The standard will not have any impact on the financial position or performance of the Group. This standard has been
endorsed by the EU and becomes effective for annual periods beginning on or after 1 January 2014.

IFRS 13 Fair Value Measurement. IFRS 13 establishes a single source of guidance under IFRS for all fair value measurements. IFRS 13
does not change when an entity is required to use fair value, but rather provides guidance on how to measure fair value under IFRS
when fair value is required or permitted. There are also additional disclosure requirements. Adoption of the standard is not expected
to have a material impact on the financial position or performance of the Group. This standard becomes effective for annual periods
beginning on or after 1 January 2013.

IAS 1 Presentation of Items of Other Comprehensive Income — Amendments . The amendments to IAS 1 change the grouping of items
presented in other comprehensive income (OCl). The amendment affects presentation only and has no impact on the Bank’s financial
position or performance. The amendment becomes effective for annual periods beginning on or after 1 July 2012.

IAS 19 Employee Benefits — Amendments. The amendments to IAS 19 remove the option to defer the recognition of actuarial gains and
losses, i.e., the corridor mechanism. All changes in the value of defined benefit plans will be recognised in the Statement of
Comprehensive Income. Adoption of the standard is not expected to have a material impact on the financial position or performance
of the Group. The effective date of the standard is 1 January 2013.

IAS 32 Offsetting Financial Assets and Financial Liabilities — Amendments to IAS 32. These amendments clarify the meaning of
“currently has a legally enforceable right to set-off”. It will be necessary to assess the impact to the Group by reviewing settlement
procedures and legal documentation to ensure that offsetting is still possible in cases where it has been achieved in the past. In certain
cases, offsetting may no longer be achieved. In other cases, contracts may have to be renegotiated. The requirement that the right of
set-off be available for all counterparties to the netting agreement may prove to be a challenge for contracts where only one party has
the right to offset in the event of default. Adoption of the standard is not expected to have a material impact on the financial position
or performance of the Group. These amendments become effective for annual periods beginning on or after 1 January 2014.

Annual improvements May 2012, relevant for the Group

IAS 1 Presentation of Financial Statements. This improvement clarifies the difference between voluntary additional comparative
information and the minimum required comparative information. Generally, the minimum required comparative information is the
previous period. This improvement becomes effective for annual periods beginning on or after 1 January 2013, but will not have an
impact on the financial position or performance of the Group.

33. Significant accounting estimates and judgements in applying accounting policies

The Group makes estimates and assumptions that affect the reported amounts of assets, liabilities, revenures and expenses. Estimates
and judgements are continually evaluated and are based on historical experience and other factors, including expectations of future
events that are believed to be reasonable under the circumstances.

These disclosures supplement the risk management disclosures, provided elsewhere in these Financial Statements.
Key sources of estimation uncertainty

i) Impairment losses on loans and receivables

The Group reviews its loan portfolios to assess impairment at least on a quarterly basis. In determining whether an impairment
loss should be recorded in the Statement of Comprehensive Income, the Group makes judgements as to whether there is any
observable data indicating that there is a measurable decrease in the estimated future cash flows from a portfolio of loans before
the decrease can be identified with an individual loan in that portfolio. This evidence may include observable data indicating that
there has been an adverse change in the payment status of borrowers in a group, or national or local economic conditions that
correlate with defaults on assets in the group. Management uses estimates based on historical loss experience for assets with
credit risk characteristics and objective evidence of impairment similar to those in the portfolio when scheduling its future cash
flows. The methodology and assumptions used for estimating both the amount and timing of future cash flows are reviewed
regularly to reduce any differences between loss estimates and actual loss experience.
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33. cont.

ii) Foreign loan portfolio
In 2011 the Group estimated the impact of the Supreme Court judgement of 15 February 2012 on the foreign loan portfolio. In
2012 the Group has estimated the impacts of the Supreme Court judgements of 15 June, 18 October and 1 November 2012,
dealing with foreign loans or currency linked loans.

As set out in Note 96 of these Financial Statements, the Group recognised impairment of the foreign loan portfolio at the end of
the year for the estimated loss arising from the above judgments. The Group remains exposed to uncertainty regarding the foreign
loan portfolio arising from firstly, the Group‘s interpretation of the judgments of 15 February and 18 October 2012, and secondly,
the outcome of future legal decisions and new or amended government legislation.

Management judgment is required in the determination of the loans that require recalculation, and the estimated loss is based on
assumptions that may be revised by future court decisions. In addition, the outcome of future legal decisions and new or amended
government legislation may require recalculation of other categories of foreign loan portfolio that the Group has not previously
considered vulnerable. This will be determined by future court rulings and government actions, for which it is not currently
possible to predict an outcome.

iii) Fair value of financial instruments

The fair value of financial instruments that are not quoted in active markets are determined by using valuation techniques. Where
valuation techniques (for example, models) are used to determine fair values, they are validated and periodically reviewed by
qualified personnel independent of the area that created them. All models are certified before they are used, and models are
calibrated to ensure that outputs reflect actual data and comparative market prices. To the extent practical, models use only
observable data, however areas such as credit risk (both own and counterparty), volatilities and correlations require management
to make estimates. Changes in assumptions about these factors could have impact on the reported fair value of financial
instruments.

iv) Assets classified as held for sale

The Group classifies assets as held for sale if the assets are available for immediate sale in their present condition subject only to
terms that are usual and customary for sales of such assets and the sale is considered highly probable. For the sale to be highly
probable management must be committed to sell the assets and be actively looking for a buyer, the assets must be actively
marketed at a price that is reasonable in relation to their fair value and the sale is expected to be completed within one year. An
extension of the period required to complete a sale does not preclude an asset or disposal group from being classified as held for
sale if the delay is caused by events or circumstances beyond the Group's control and there is sufficient evidence that the Group
remains committed to its plan to sell the assets or disposal groups.

When classifying assets as held for sale the Group has determined that the requirements of IFRS 5 have been met.

As set out in these Financial Statements, disposal groups being legal entities acquired exclusively with view to resale are measured
at the lower of carrying amount and fair values less costs to sell. For the most part, fair values at the date of classification of these
legal entities were calculated using valuation models based on discounted future cash flows that incorporated significant non-
market observable inputs and assumptions. The use of reasonably possible alternative inputs and assumptions to these models, in
particular changes to the discount rate employed (representing the required rate of return on equity), could have impact on the
fair value of these disposal groups.

\"

Fair value of Investment Property

As the property market in Iceland is relatively inactive and assets are often quite dissimilar it is difficult to obtain reliable estimates
of fair values of investment properties. The international financial crises and the financial crisis in Iceland had significant influence
on the real estate market in Iceland. The effects of that resulted in a relatively passive market and with disparate properties on the
market it can be complicated to use prices from recent market transactions in order to determine values of comparable
properties. This being the case there is uncertainty about the actual fair value of the properties.

Vi

Intangible assets

The value of intangible assets with indefinite useful lives is not amortised, but the assets are tested for impairment at least once a
year.
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The Group

34. Shares in subsidiaries in which Arion Bank held a direct interest at the end of the year were as follows:

Equity interest in %

Company: Country Currency 2012 2011
AB-fjarfestingar ehf., Borgartin 19, Reykjavik .........ccccerieriiiriiineenienieeieeeeseeeiee Iceland ISK - 100,0
AFL - sparisjédur, Adalgata 34, Siglufiordur .......c..ccoeceeieneenieneeeeeeee e Iceland ISK 99,3 94,5
ALT ehf., Borgartlin 19, ReyKjavik .......ccocueeiiiiiiiiiiiiiieceeee et Iceland ISK 100,0 -
Arion Bank Mortgages Institutional Investor Fund, Borgartun 19, Reykjavik .. . Iceland ISK 100,0 100,0
EAB 1 ehf., Borgartln 19, ReYKJaViK .......ccceevieerienienieeieeieeseeseeee e Iceland ISK 100,0 100,0
Eignabjarg ehf., Alfheimar 74, ReYKjaViK ........ccccvevreveriuerereiiieseciessiese e Iceland ISK 100,0 100,0
Eignarhaldsfélagid Landey ehf., Hatun 2b, Reykjavik .........ccceeveiiiiniiniiiniiiiicienieee Iceland ISK 100,0 100,0
Einkaklubburinn ehf., Borgartin 19, Reykjavik .........ccceceeveeniiniieniieeeeniesieeeeieesne Iceland ISK 100,0 -
Ekort ehf., Gardatorg 5, Gardabaer ........coceeiiriiiiieeieee e Iceland ISK - 100,0
ENK 1 ehf., Borgartun 19, Reykjavik .. . Iceland ISK - 100,0
Gen hf., Borgartlin 19, ReyKjavik .......coceeiiiniiniinieee et Iceland ISK 100,0 100,0
GIR Fund Management Ltd., Walker House Mary Street, George Town. .......cccccceueen.ee. Cayman Isl. ISK 100,0 100,0
Kaupthing Management Company S.A., 35a, avenue J.F. Kennedy .......c.ccccceeverirennne Luxemb. EUR 100,0 100,0
Landfestar ehf., Alfheimar 74, ReYKAVIK ........cccevevecuevereeeeceeeeeeeeeeeee e Iceland ISK 100,0 100,0
NS1 ehf., Borgarbraut 14, BOIZArnes ........ccceceevueerueerierieenieesieesieeeieesieeseeesasesseesseesaees Iceland ISK 100,0 100,0
Okkar liftryggingar hf., Séltun 26, Reykjavik ... Iceland ISK 100,0 100,0
Sparisjédur Olafsfjardar, Adalgata 14, OlafsfiOrdur ..........ccveerrierreerreerseeeeeesesenns Iceland ISK - 100,0
Stefnir hf., Borgartln 19, ReYKjaviK .......ccceeriiriiriiiienieeteeeeeeseee et Iceland ISK 100,0 100,0
Tekjuvernd ehf., Hlidarsmari 17, Képavogur (former KB Radgjof ehf.) .........ccoevenennee. Iceland ISK 100,0 100,0
Valitor Holding hf., Laugavegur 77, Reykjavik ..........ccceceveniniriieniininieicnesecieieiee Iceland ISK 60,8 53,6
Verdis hf., ArmUli 13, REYKJAVIK .....cueveveiceceeeeieecceeee et nenaen Iceland ISK - 100,0
Vesturland hf., Borgartin 19, Reykjavik .........cccceceeviinininiiinininicinecccicseceiee Iceland ISK - 100,0

In addition the Bank holds subsidiaries classified as a Non-current assets and disposal groups held for sale, see Note 81.
35. Merger of entities

In 2012 the boards of Arion Bank and the Bank’s wholly owned subsidiary Verdis hf. approved the merger of these two entities. On 29
June 2012 FME approved the merger. The merger took effect from 1 January 2012.

In 2012 the boards of Arion Bank and the Bank’s wholly owned subsidiary Sparisjédur Olafsfjardar approved the merger of these two
entities. On 14 September 2012 FME approved the merger. The merger took effect from 1 January 2012.

The subsidiary Ekort ehf. was merged into Arion Bank 1 January 2012. Prior to the merger part of the operation of Ekort ehf. was
transferred to Einkaklubburinn ehf. which is a new subsidiary of the Bank.

36. Equity holding in subsidiaries

In April 2012 the Group acquired a further 7.2% share in Valitor Holding hf. After the acquisition the Group holds 60.8% share in Valitor
Holding hf.

Arion Bank Consolidated Financial Statements 2012 26 Amounts are in ISK millions




NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS

37.

38.

Disposal of subsidiaries

In October 2011 Eignabjarg ehf. signed an agreement for the sale of its 100% shareholding in B.M. Valla ehf., which was approved by
the Icelandic Competition Authority in April 2012. B.M. Valla ehf. was classified as non-current assets and disposal groups classified as
held for sale at the end of the year 2011. The effects from the sale of this entity has minor effects on the Statement of Comprehensive
income.

In June 2012 Eignabjarg ehf. signed an agreement for the sale of its 100% shareholding in Penninn & islandi ehf. Approval from the
Icelandic Competition Authority was obtained in August 2012. Penninn & islandi ehf. was classified as non-current assets and disposal
groups held for sale at the end of the year 2011. The effects from the sale of this entity has minor effects on the Statement of
Comprehensive income.

In July 2012 Fram Foods ehf. sold its subsidiary Boyfood Oy in Finland and in October 2012 it sold its subsidiary Fram Foods AB in
Sweden. Fram Foods ehf. is a wholly owned subsidiary of Eignabjarg ehf. Fram Foods ehf. was classified as non-current assets and
disposal groups held for sale at the end of the year 2011. The sales has minor effects on the assets valuation of Fram Foods.

The subsidiaries AB-fjarfestingar ehf., ENK 1 ehf. and Vesturland ehf. were liquidated in the first quarter of 2012.

Acquisition of mortgage portfolio in 2011

At the end of the year 2011 Arion Bank and Kaupthing hf. reached agreement for Arion Bank to acquire a mortgage portfolio which is
managed in a special fund. The agreement also specifies that the deal is funded by the assumption of covered bonds by Arion Bank.
Under the agreement Arion Bank replaced Kaupthing hf. as issuer of the covered bonds. The Bank is in the process of listing the

covered bonds on NASDAQ OMX Iceland.

Through this acquisition total assets of the Group increased by ISK 94.4 billion and total liabilities increased by ISK 96.7 billion in 2011.
The acquisition of the mortgage portfolio resulted in a impairment loss on loans and receivables amounting to ISK 2.3 billion, net of tax.

Arion Bank Consolidated Financial Statements 2012 27 Amounts are in ISK millions




NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS

OPERATING SEGMENT REPORTING

39. 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.

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

Operating segments
The Group comprises six main operating segments:

Corporate Banking provides services to the Bank’s larger corporate clients. Its role is to provide comprehensive financial services and
tailored services to meet the needs of each company. Corporate Banking offers diverse solutions relating to loans and other services
required by companies. The division is also responsible for the financial restructuring of companies which need it.

Retail Banking, Arion Bank Mortgages Institutional Investor Fund and AFL Spairsjodur provide a comprehensive range of services,
including advice on deposits and loans, savings, payment cards, pension savings, insurance, securities, funds and more. To maximize
operational efficiency the branch network is divided into seven clusters, with the smaller branches capitalizing on the strength of larger
units within each cluster. Customers of Retail Banking's 25 branches all around Iceland are over 100,000.

The Asset Management division comprises Institutional Asset Management, Private Banking and Investment Services. Asset
Management is the fund distributor for Stefnir, an independently operating financial company owned by Arion Bank. Stefnir manages a
broad range of mutual funds, investment funds and institutional investor funds. Asset Management offers investment options suited
to every investor’s needs, including pension savings, other regular savings, investments or asset management. Asset Management also
offers funds from other leading global fund management companies.

Investment Banking is divided into Corporate Advisory, Capital Markets and Research. Corporate Advisory advises clients on securities
offerings and the admission of securities for trading on regulated securities markets and also provides M&A advisory services. Capital
Markets handles securities brokerage and foreign exchange trading for the Bank’s clients. Research publishes regular analyses of listed
securities, the major business sectors, markets and the Icelandic economy and also produces economic forecasts. Investment
Banking’s clients are private individuals, companies and institutions.

Treasury is responsible for the Bank’s liquidity management as well as currency and interest rate management. The other main
functions of Treasury are the internal pricing of interest rates and currency and liaison with other financial institutions.

Other divisions and Subsidiaries include Proprietary trading and market making in domestic securities and currencies. The subsidiaries
are Eignabjarg ehf., Eignarhaldsfélagid Landey ehf., Landfestar ehf., Okkar liftryggingar hf., Valitor holding hf. and other smaller entities
of the Group.

Headquarters: Overhead, Risk Management, Accounting, Legal, Operations and Corporate Development.
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40. Summary of the Group's business segments:

Asset Other Head-

Manage- divisions  quarters

2012 Corporate Retail ment and Investment and Sub- and
Banking  Banking Stefnir  Banking Treasury sidiaries Elimination Total
Net interest iNCOME ..veuvrveevererreeeerennn. 10,300 11,437 1,814 (6) 4,857 (1,218) (42) 27,142
Other inCome .......coccvveeecveeevciieecieeeeen, 864 (2,679) 2,365 5,611 (32) 10,723 818 17,670
Operating income ... 11,164 8,758 4,179 5,605 4,825 9,505 776 44,812
Operating eXPENnSe .......ccecvevvereeeeecuenienne (605) (5,448) (1,651) (599) (191) (4,755)  (11,419) (24,668)
Earnings before tax .......cccccevriciinnnnnnnas 10,559 3,310 2,528 5,006 4,634 4,750 (10,643) 20,144
Net seg. rev. from ext. customers ......... 20,330 18,037 498 5,338 (11,313) 11,211 711 44,812
Net seg. rev. from other segments ........ (9,166) (9,279) 3,681 267 16,138 (1,706) 65 -
Operating income .......ccceeeeeeeeeeenenennnens 11,164 8,758 4,179 5,605 4,825 9,505 776 44,812
Depreciation and amortisation ............. - 170 - - - 198 1,068 1,436
Total assets ....ccceeeeereerreeeieirierenerenenennens 251,384 318,700 4,597 26,000 212,315 87,679 - 900,675
Total liabilities .......cccceeveverererererererenenens 211,444 291,701 1,497 22,784 185,326 57,045 - 769,797
Allocated equity .......cceeeeeeeenenenenenennnnnns 39,940 26,999 3,100 3,216 26,989 30,634 - 130,878

2011

Net interest inCOMe ......cceeevevveevciveennnnen. 10,433 12,759 1,409 322 901 (2,530) 94 23,388
Other iNCOME ..cueevveeieeieeceeceecve e 12,859 (14,310) 2,322 765 (2,872) 10,935 189 9,888
Operating income ... 23,292 (1,551) 3,731 1,087 (1,971) 8,405 283 33,276
Operating exXpense .......cccceeveereeeveesvenns (540) (5,601) (1,057) (679) (170) (5,023) (8,947) (22,016)
Earnings before tax .......ccccceveeiiinnnnnnnas 22,752 (7,152) 2,674 408 (2,141) 3,382 (8,664) 11,260
Net seg. rev. from ext. customers ......... 28,044 (5,958) 427 1,085 (2,818) 11,724 772 33,276
Net seg. rev. from other segments ........ (4,752) 4,407 3,304 2 847 (3,319) (489) -
Operating iNCOME ...vveecereeecsreescnnens 23,292 (1,551) 3,731 1,087 (1,971) 8,405 283 33,276
Depreciation and amortisation ............. - 222 - 1 - 213 520 956
Total assets ...ccccvveeeereeiicscrsnnnenesesessnnns 271,207 299,208 3,621 16,477 207,099 94,509 - 892,121
Total liabilities .......cccceveeiicrirnnrenereninnne 227,910 266,628 948 15,208 189,037 77,832 - 777,563
Allocated equity ......ccevveereeieriicrnnnnnenns 43,297 32,580 2,673 1,269 18,062 16,677 - 114,558

The vast majority of the revenues from external customers is attributable to customers in Iceland.
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QUARTERLY STATEMENTS

41. Operations by quarters

2012 Q4 Q3 Q2 Q1 Total
Net iNteresSt INCOME ..o eensnnees 7,008 6,254 7,666 6,214 27,142
Increase in book value of loans and receivables .........c..cccccoevirienencnennennne 4,751 905 7,049 119 12,824
Impairment on loans and receivables .........cccceeeeeceeriecie s (9,920) (2,958) (4,441) (195) (17,514)
Net fee and COMMISSION INCOME .....oocuvvviiiiiiiiieeee et 2,695 2,715 3,002 2,336 10,748
Net financial iNCOME (EXPENSE) ..veeveeruierieeieecieesee et et s 92 161 (16) 346 583
Net foreign exchange gain (10SS) .....covverieriiieiieirienie e 875 708 (1,232) 1,083 1,434
[0 0 T=T T3 TTo o o TSR 4,952 1,637 2,054 952 9,595
OPErating iNCOME .....cccvvieieiiiiieieeeieiieieieieneieniisseessssssssssssssssssessesesaseses 10,453 9,422 14,082 10,855 44,812
Salaries and related EXPENSE .......covvirieriieiriierierie ettt e (3,646) (2,644) (3,124) (3,045)  (12,459)
OLNEI EXPENSE .oeeveeeieeieecieecte et et e se e s esteesteesteesssessaeeteeseessaesasesnseenseesanesnns (4,148) (2,586) (2,718) (2,757)  (12,209)
EQrnings before tax ......cccceeiiiiiinineneiiiiiiinnneneiiinnnneneeiessesssssseen 2,659 4,192 8,240 5,053 20,144
INCOME tAX EXPENSE ..evvervirierieiesteettesiestesseestetesteeseesessesseeseessessesseessessesseeseans (258) (462) (1,852) (1,061) (3,633)
BANK LEVY cerveoeereeeeeeseeseeeeeesesseseseese s esesssseseseese s esesesseseesaseseesesessesessenesseanensesanes (291) (261) (242) (268)  (1,062)
Net earnings from continuing operations ..........ccceveevviieeeiisseeencsseennssneeees 2,110 3,469 6,146 3,724 15,449
Net gain (loss) from discontinued operations, net of tax ..........cccecveevvverveennen. 409 (181) 652 727 1,607
NEt @AININGS ..uuuurruuiiiiiiiiiiirnisrsrrrsrssss s s ssssssnsssnsns 2,519 3,288 6,798 4,451 17,056
2011

Net iNtErest INCOME ...coouviiiiiieecceeee e sabbaeeeees 6,552 5,676 5,274 5,886 23,388
Increase in book value of loans and receivables ..........cccocvveeeiveeeeieeccieeecien, 8,573 457 27,281 2,057 38,368
Impairment on loans and receivables ... . (642) (6,241) 440 (27,424)
Changes in compensation iNSTrUMENt .......ccccvevieeiieereereesee e - - (16,683) (2,910)  (19,593)
Net fee and cOMmMISSION INCOME ......ccovvieeiiiieiiie e e 3,111 2,475 2,607 2,492 10,685
Net financial iNCOME (EXPENSE) ..veeveerueeeieeieeeere et e 163 386 (767) 729 511
Net foreign exchange gain (loss) . . (143) 2 2,289 (312) 1,836
(04 =T T Yoo Ty o 1TSS 2,028 1,127 1,251 1,099 5,505
OPEerating iINCOME .....uuueeiiiiiiiiiiinnnniiiniiiisssneniieissssssneesissssssssseasssssssssssssanes (697) 9,481 15,011 9,481 33,276
Salaries and related EXPENSE .......covverviirieiniierieee ettt (3,033) (2,705) (2,858) (2,658) (11,254)
OLNEI EXPENSE .oeueveeieeieeeieeete et eree s e s aesteesteesteessaessteesseesseesseesneesseeseesanennes (3,208) (2,301) (2,790) (2,463) (10,762)
EQrnings before tax ......ccccceeiiiiiiinenniiiiniiienienessres s (6,938) 4,475 9,363 4,360 11,260
INCOME tAX EXPENSE .vveervieiiieiieeieesieenieesteesteesseesseessessseesseessessssessesssessseessnens 1,167 (562) (1,472) (1,045) (1,912)
BANK LEVY cvrrveeeereeeeeeseeseeeeeesesseseseese s esese s esesesseseesesesesessasessesesemsesesessesaseanensesanes (362) (238) (379) (67)  (1,046)
Net earnings from continuing operations .........ccceeeeeieieiiisssnnnenesssssssnnnennes (6,133) 3,675 7,512 3,248 8,302
Net gain (loss) from discontinued operations, net of tax 3,579 (219) (286) (282) 2,792
NEt CAININGS ...euvreureenrnrrirsrsrsssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssns (2,554) 3,456 7,226 2,966 11,094

The half-year results were reviewed by the Bank's auditors. The quarterly statements and the split between quarters were not audited
or reviewed by the Bank's auditors.
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NOTES TO THE CONSOLIDATED STATEMENT OF COMPREHENSIVE INCOME

Net interest income

42. Interest income and interest expense is specified as follows:

2012 2011
Cash and balances With Central Bank .........c..ooiiiiiiiiii ittt et eae e e st e e s eaae e e esbeeessaeeesnsaeannees 650 486
LOANS @NA FECERIVADIES ...eicvveecrie ettt ettt eb e et e e e e tbe e e etbae e e tbeeeeabaeeesaeeesseesesseeenaseeeesseeesbeeesbeeenseees 49,112 37,410
TN 1= PSP PPPPN 8,790 7,690
ComMPENSATION INSTFUMIEBNT ....eiiiiiiiiiiieee et e st e e e et e e s s s e bbb et e e e s sabbaeeeeessnbbbeeeeesannnrbeeesenannns - 322
[ 14 1T TSRS 542 525
INEEIEST INCOME ..ieeeieiiiiiiiiiiiieeieteeeieetteeneeeeeetessnsseseessensnsssssssrensssssssssssnnssssssesensnsssssssssnnssssssssssnnssssssessnnnssensnes 59,094 46,433
[T oY 1 £ (17,769)  (18,338)
BOITOWINES ...uveeteetieeite ettt et et e e te et eebeeeteeeteeetteebe e beeesseesseesbeeseassaasseeaseenssanseesaseeaseensaesaesaseesseenseenseessseesbeenseeseans (12,572) (2,597)
0] T e [0 P 1 =Ye B TE= o 1 =TSSR (1,520) (1,830)
(01 T=T OO TR U R R SR UR RN SUUURURTON (91) (280)
INTEIEST EXPENSE coiiiiiiiirnerereieiiisrsnrtetsisssssssssssssssssssnssesssessssssnssesssssssssssssssssssssssssssssssssssssnssessssssssssnssssssssssssnnaans (31,952) (23,045)
NETt INTEIEST INCOME ...iiiieiiiiiiiiiicieieitteeceeeetetreeeeetreennsesesetessnssssssstessnsssssestennsssssssssssnsssssssssssnsssssssssnnnsssssssannn 27,142 23,388
Net interest income from assets and liabilities at fair VAlUE ......c..eooeveiiiiiieiciiie et et 8,790 7,690
Interest income from assets NOt At FAIr VAIUE ........eeiuiiiiiiie ettt et et e e e e e e e e e e saaa e e snraeaans 50,304 38,743
Interest expense from liabilities NOt At fair VAIUE .....cceeeveeiiiciecece e (31,952) (23,045)
NEt INTErESt INCOME ......cceeeeeeeeeeeeieieieieeeeeeeeeeeeeeennanesasesesassssssssssnssssssssssssssssssssssssssssssssssssssssssssssssssssnsssnnsnnnanannnan 27,142 23,388

Increase in book value of loans and receivables

43. The increase in book value of loans and receivables is determined in accordance with the accounting policy presented in Note 8 a).
Increase in book value of loans and receivables consists of adjustment to reflect actual and estimated cash flows.

Impairment of loans and receivables

44. Impairment of loans and receivables is specified as follows: 2012 2011
Impairment of loans and receivables to credit iNSTILULIONS .......ceccviiieerie i 70 199
Impairment of Ioans and receivables tO CUSTOMELS ..........iiiiiieiiie ettt et ere e sre e e eae e e sabeeesbaeeebaeeennes 17,444 27,225
Impairment of 10aNs aNd receiVAbBIES .........cccciiiiiiiiiieiiiiiiiirerer e esee e s s s s ssssssesssessssssnnsasesssssnnnnes 17,514 27,424
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Changes in compensation instrument

45. The compensation instrument was originated due to the difference in the fair value of the transferred assets, liabilities and contingent
liabilities from Kaupthing hf. to Arion Bank in 2008. On 30 June 2011 a Settlement and release of claims agreement was signed by Arion
Bank and Kaupthing hf. to finalize a settlement of the compensation instrument and various other claims lodged against Kaupthing hf.
by Arion Bank. By signing the agreement the compensation instrument was terminated and neither party has any payment obligations
towards the other under the instrument.

Changes in compensation instrument are specified as follows: 2011
Balance at the beginning Of the YEAI .........cciiiiiiiii e e st 24,188
Changes due to valuation changes in underlying assets in:

CONEINUING OPEIALIONS «..eeviiiiiticiieterteee ettt sttt b e bbb bt bt e e b s b e e bs e b e eb e e b s e b et e s bt et e b e s bt eab e b e sbesaeennens (19,593)

Discontinued operations 1,578
ACCIUBH INEEIEST ...ttt ettt ettt et e st e et e e bt e s bt e satesab e e beesbe e e bt e eabeeabe e bt e sa b e eabeeab e e st e seeeabeeaseanaeesatesabeenbeenbeesasesaneentas 322
Net foreign eXChange SAIN (I0SS) ...iciiiiiiirieiiieiieete ettt st e e ste e st e et e et e e s teesseeeseeeste e seaaseesaseesseasseesseeanseesseesseessseesseeseesseanses 325
Assets and liabilities UPON SETLIBMENT .......cooii ittt ettt sttt e bt e st e sabe e bt e sae e sabeeabeesbeesbeesaseanbeenne (6,820)
Balance at the eNd Of The YEAK ...ttt sssee e s s ssesssesesssssnssasssessssssnnsasssssssssnssssssessssssnnnanasssssnne -

Net fee and commission income
46. Fee and commission income and expense is specified as follows: 2012 2011

Fee and commission income
ASSET MANAGEMENT ...ttt bt e e s a e e e e s s e bbbt s e e st ab b b s e e e e e s b bbb e e e s e et bbb e e e e eebbaaeeeeeas 2,715 2,716
CAIAS ettt ettt ettt ettt ettt bt a ettt ekt h e e h e e a e bt b e eh e oAb e b e bt e a e e bt eh e eh £ e b e bt eh e e at et e ekt ea b et e eheehe et e bt ehe et e henheeaeenne 8,951 10,031
ColleCtion aNd PAYMENT SEIVICES ....cccuiiiiieieeiieitte ettt ettt ettt e s bt e s tb e et e e be e bt e sabe et eebeenseesasesabeenbeesaeesasesnbeennes 1,036 1,164
Derivatives .....ccccccveiiiriiiiniieenne . 169 179
Interbank clearing 706 682
LENAING AN BUAIANTEES ...eeiuveieiiiieiiiie ettt esiee sttt e sttt essaee e s ateessbeeesaaeeesabeeesabeeesabaeessaeeesbeeensteeeanseesansaeeasseeesnseeesnss 932 667
SECUNLY TrATING ..ottt b et bbb e s bt et e b e s bt sbe e b e b e s bt e bbb sb e sbe e ebesbeees 162 250
Other fee and COMMISSION INCOME ......vviiiivieeiirieeciteeeeetteeeetreeesteeeereeeeseeeeeteeeseseeesesseesessesessbaeesbesessasesasseesassesensseens 1,495 1,173
Fee and COMMISSION INCOME ......uuuueeererecrrrerererereresesessssssssssssssssssssssssssssssssssssssssssssssssssssasassssssssssssssssssssssssssnss 16,166 16,862
Fee and commission expense
ASSEE MANAZEMENT ..eiiiiieiiiiee ettt ettt e et e e sttt e s be e e e ae e e s baee s as e e s aase e e sabe e e sabbeeeasbeeenbeeeanseeeansbeeansbeeenneesannee (192) (105)
DS ettt ettt ettt ettt b ettt et ettt e h et h e eh e e a e bt b e eh e e a b e e b e b e e R e e bt eheeh £ et e eheeh e e at e Rt ekt ea b et e eheeat et e e bt eae et enrenheeanenne (3,956) (4,892)
COlIECtiON AN PAYMENT SEIVICES ...vviuviiiiiieiieiesieeitete st st et e b e st e st e besbe s bt eseesbesbeeseesbestaeseessansassesseensensesaesssensesbesseensas (17) (32)
INEEIDANK CIEAIINEG ..vvieiieeie ettt ettt e st e et e e e e te e st e e s saeesteeste e saeaseeenseesseasssesaseesseesseeseseessaensaeseesseennees (723) (708)
SECUITEY TrATING ettt ettt ettt et e st b e s ab e e bt et e e s st e e abeeabe e bt esaeesaseeabee bt e saeesabeenbeenbeessbesnsesabeenne (40) (44)
Other fee and COMMISSION EXPENSE .....ecvuiirieeieeiieieerte et et e st e seesreesteesteesseeasbeesteesseasseeasseenseassaesssessseeseesseessnenns (490) (396)

Fee and commission expense (5,418) (6,177)

Net fee and COMMISSION INCOME .....ceeeeeeeeeeeeneeeneseersemrmmsssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssnsnnnne 10,748 10,685

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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Net financial income (expense)

47. Net financial income (expense) is specified as follows: 2012 2011
DiIVIAENT INCOME .ttt ettt h et b e h e st e b s bt bt et e s bt e bt e st et e e bt eh b e b et e e bt emb et esbeentetenbesaeennenne 25 7
Net gain (loss) on financial assets and financial liabilities classified as held for trading ..........cccceevvveunennnen. . (298) (959)
Net gain (loss) on financial assets and financial liabilities designated at fair value through profit or loss ............... 856 1,463
Net financial iINCOME (EXPENSE) ....coviuriiierciiiiiiriiiiiteiesnesssserssssressssanssessnsssssssnssessnssesssnasssssnessssansssssnsssssssassane 583 511

48. Dividend income is specified as follows:

Dividend iNCOME ON tradiNg @SSELS ....ccuvivvieiieiiiesieieie et et e stesteeteeseeesreeeeeebeesseesseesaseeseesseessseasseenseesseesssesnseensenns 15
Dividend income on financial assets designated at fair value through profit or loss ... 10
[TV LTy T I ol o o V=TT 25

49. Net gain (loss) on financial assets and financial liabilities held for trading is specified as follows:
Net gain (loss) on equity instruments and related derivatives ..........ceoeririeienenieieie et 456 250
Net gain (loss) on interest rate instruments and related derivatives ..........ccccueeveeieerieriece e (502) (668)
Net gain (10SS) ON OLNET AEIIVATIVES .....ceiiiiiiiriieiesiieieteste ettt sttt sb e st et besbesbe e besbe st e enbenbesbeessensantenes (252) (541)
Net gain (loss) on financial assets and financial liabilities held for trading .. (298) (959)

50. Net gain (loss) on financial assets and financial liabilities designated at fair value through profit or loss is
specified as follows:
Net gain (loss) on interest rate instruments designated at fair Value ..........cccvevieeiievierience e 80 930
Net gain (loss) on equity instruments designated at fair Value .........cccocveviriiiiieninieeeeeee e 776 533
Net gain (loss) on financial assets and financial liabilities designated at fair value through profit or loss .......... 856 1,463

Net foreign exchange gain (loss)

51. Net foreign exchange gain (loss) is specified as follows:
From [0aNS @NA FECEIVADIES ....veiiiveeeieie ettt ettt ettt e et et e e e e beeeebaeeebaeesaaseeeesseeeesseeessbeeesabeeesseeesnreneeas 6,193 9,118
From Cash and Cash @QUIVAIENTS .........eoiuiiiiiieccee et e e e e et e e e e abe e e s abaeesabaeeensaeeesbeeensteeensseeanns 4,939 3,382
From deposits @aNd DOITOWINES ....ccueiciiiiiieieeiteiee st ste ettt e st eeae et e e s e e saeessteete e seesseeesseenseasseesseessseensaeseesseesssennses (6,585) (8,751)
From subordinated labilIties ..........cooueiiieie ettt st et e e st st et sae e s anes (2,134) (955)
On bonds, eqUIitY @Nd AEIMVATIVES ....cc.eecieeieeiieiee ettt e e ete e steesaeete e teesaeesateasteeseesseesssessseesseesseessseessannsen (1,017) (1,284)
From compensation instrument . - 325
On other assets and ADIITIES .......cc.ei ittt sttt 38 1
Net foreign exchange gain (10SS) ....ccccivveiiiiiiiiiiiiniiriiinn s s s s s sse s s s sansns 1,434 1,836

Other operating income

52. Other operating income is specified as follows:
Rental income from iNVESTMENT PrOPEITIES ....c..eccuieiiieiieeiecteeiee st ete et ste e st eete e teeseeesteereesseesseesaseenseesseesanenns 2,184 2,146
Fair value changes on investment property ... 1,584 916
Realised gain 0N iNVESTMENT PrOPEITY ...ccviiiecieecieereereeste ettt e st e st e e aeesteesteessaeesteesteesseesseeenseeseesseesssesnseensesssnenns 1,356 485
Earned premiums, NEt OF FEINSUIANCE ........iiuiiiiiiiieiie ettt ettt ettt e sae et e et e et e e bt e sabesaseebeesbeesaneenseas 918 864
Net gain (loss) on disposals of assets other than held for Sale ........ccocvrriieieeiee e 396 293
Other income ................. 752 793
Other 0PErating INCOME ....cciiiiiiieriiiiiiiiiiinieteieiiisiesteeessessssssnesssessssssnssasssssssssssssasssssssssssnsssssssssssnnassssssssssnnsanss 7,190 5,497
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53. Earned premiums, net of reinsurance: 2012 2011
PrEmMIUM WETEEN L.euviiiiiiiiiiiiiiiiiiiiiiitiae ettt e e e e e eeeeeeeee e e e e e e e e e e e e e e e e s e e e aaaeeaaaeaaaeaaataeaaaaaaaaaaeeeeeeeaeeaeaeeeeeeeeeeeeeeeeeeeeanees 1,075 987
OUtWArd reiNSUIANCE PrEIMIUIMS ...ovutietieitieriteeteesteesttestteeteeteesstesateeseesseesseesasesabeesseesasesabessbeesseesssesaseenseenseesssesnsenns (99) (93)
Change in the gross provision for unearned premiums .. (58) (30)
Earned premiums, Net Of rEINSUrANCE ........ccceeiviueiiiiiiiiiitiiienr e s ss e s ssane s s ssnes 918 864

Personnel and salaries

54. The Group's total number of employees is as follows:

Average number of full time equivalent positions during the Year ........c..c.cceceviniriniiinininiceeececee 1,166 1,217
Full time equivalent positions at the end Of the YEAI .......ccvi i e 1,190 1,158
The Parent company's total number of employees is as follow:

Average number of full time equivalent positions during the year ...........c.cceceviiiiiiiinininiceeeeeee 927 928
Full time equivalent positions at the end Of the YEAI .......ccvi i e s 949 858
Former employees of Verdis hf. and Sparisjédur Olafsfjardar are included in Parent company's numbers in 2012.

55. Salaries and related expense are specified as follows:

SAIATIES wreeiureeiiteeeectee e et e eee e eet e e e ette e e e be e e e be e e eeteeeaehee e e et teeaateeeabaeeahaeeebaeeeabeeeeabaaeeahaaeeabeeeebeeeabaeeeabeeeeaareeeanreeeannes 9,562 9,065
Defined contribution pension plans .. 1,288 1,241
SAlArY FEIATEA EXPENSE ..ecuevieiieeieeiteeee et eee st e st e et e e te e s te e et e e teesteesseeesteesee e seeasseeaseenseaseesaseesseesseesseessseenseesseenseaanen 1,609 948
Salaries and related EXPENSE .......iiviiiiieeriiiiiiiiiriritiesere s se s an s e s se s ana s s s e sssssnans 12,459 11,254
Salaries and related expense for the Parent company are specified as follows:

SAIATIES wreiiitie et ettt ettt e ettt e et e e et e e e be e e e bee e ettt e ettt e etteeeaateeeataeeaheeeabaeeaaheeeearaeeeatbeeeabeeeabeeeantaeeaasbeeeanaeeeanraeennnes 7,127 6,546
Defined contribution PENSION PIANS ........ccciiiiiecieciecseeste ettt s e e e e te e sreeesse e be e teesseeenseenseeseansnennes 960 884
SAlArY rElatea EXPENSE ......eiiiiiiiiiteieet ettt b et h ettt b e b ere s 1,592 975
Salaries and related EXPENSE .......civiiiiiiiiiiiiiiiiiiiiiiiieieeeierererereestatasasasssanssssnsrassnsssssssssssssssssssssssssssasssane 9,679 8,405

Salaries and related expense from Verdis hf. and Sparisjédur Olafsfjardar are included in Parent company's numbers in 2012.
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56. Compensation of the key management personnel:

Fixed Additional Fixed Additional
remuner- remuner- 2012 remuner- remuner- 2011
ation* ation? Total ation* ation? Total
Monica Caneman, Chairman of the Board ............cccccvveviveenns 16.8 1.8 18.6 14.7 1.4 16.1
Gudrun Johnsen, Vice-Chairman of the Board ..........cccveeeveeene 6.3 3.6 9.9 6.3 2.7 9.0
Agnar Kofoed-Hansen, Director ........c.ccoceecvenienenienieneneeiieniene 4.2 3.2 7.4 33 14 4.7
Freyr Thordarson, DIir€CtOr ......ccvecveeveereeeieecie e e e eseeeeeas 3.5 1.5 5.0 - - -
JON G. Briem, DIr€CLOr ...ccvveeiiieeciie ettt e 4.2 4.1 8.3 3.9 4.0 7.9
Mans Hoglund, Director 8.4 3.6 12.0 6.3 2.7 9.0
Gudrun Bjornsdéttir, Alternate Director .......ccccccevveeceevienenenne. - - - 1.6 - 1.6
Kristjan JOhannsson, DIireCtor .......cccoceeecveeceereeseeeeeeeee e - - - 1.0 - 1.0
Theodor S. Sigurbergsson, Director .........ccccvveveevenieninienienienne - - - 3.2 1.8 5.0
Other alternate directors of the Board ........ccccevvevveeieenieennnne 4.6 0.5 5.1 1.3 - 1.3
Total remuneration .......cccceeeereeeieieieieieieierere e ee e e eeeseseeeeenes 48.0 18.3 66.3 41.6 14.0 55.6
2012 2011
HOSKUIUE H. OlafSSON, CEO .....vuvuiveieeieriiieiiie et sessts s bbbt a s bbbttt 44.5 37.1
Nine managing directors of the Bank's divisions being members of the Bank's Executive Committee ................ 227.6 210.2

Board Members receive remuneration for their involvement in board committees. In addition to 14 Board meetings (2011: 17), during
the year 20 Board Credit Committee meetings (2011: 15), 10 Board Audit and Risk Committee meetings (2011: 8) and 6 Board
Remuneration committee meetings (2011: 8) were held.

The 2012 Annual General Meeting of the Bank held on 22 March 2012 approved the monthly salaries for 2012 for the Chairman, Vice
Chairman and for other Board Members of amounts ISK 700,000, ISK 525,000 and ISK 350,000 (2011: ISK 700,000; 525,000; 350,000)
respectively. It was also approved that the salary of Alternative Board Members would be ISK 175,000 (2011: ISK 175,000) per meeting,
up to a maximum of ISK 350,000 (2011: ISK 350,000) 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 150,000
(2011: ISK 150,000) per month for each committee they serve on.

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

2. Additional remuneration represents Board Member compensation for their participation in Board Committees.
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Auditor's fee

57. Auditor's fee is specified as follows:

2012 Ernst &
Young KPMG Total
Audit and review of the Financial StatemMeENts .......ccecviiiiieie e 137 16 153
Other aUdIt rElated SEIVICES ......oeviiiiiriieiieeie ettt st ettt et s e be e sbeesatesnteebeensaesanesane 33 9 42
(@1 31T Y =T oV ol - 2 2
Auditor's fee 170 27 197
2011
Audit and review of the Financial Stat@mMeENts ........cecvieiiieii e 151 28 179
Other aUdit FElated SEIVICES ......oeviiieiiiiiiie ettt sttt st st e e be e bt e sabesabeebeenseesanesaee 28 11 39
(O Y= Y=Y oY T YRS SRTSN - 20 20
AUAILOr'S fEE ..ciiiieiiiieiiiitt it 179 59 238
Other operating expense
58. Other operating expense: 2012 2011
Direct operating expense derived from rental-earning investment properties .........cccccooveeevenineeieneneneeiienennen. 499 497
Claims iINCUITEd, NET OF FEINSUIANCE ..eeicveiieteeeeeieeeeettee et et e eetee e e etae e e eteeeeabeeeeaeeeeseeeeseeesasseeeesseeeesbeeesebeseebeeenses 233 298
OENEI EXPENSE ...ttt et bt et e e e bt e bt et e b s bt et e bt s b e ae e b bt bbb bt b et b et e b ene s - 1
Other OPErating EXPENSE .....ccciiiiiiiiiiiiiiiiiiiiiiiiisisisisssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssasens 732 796
59. Claims incurred, net of reinsurance:
(08T 0T o T 1o RSP PSPSRS 324 346
Change in the Provision fOr ClaiMS ...ttt st (38) 21
Claims paid, Net Of rEINSUMEIS' SHAIE .....cc.eicie et s e et e et e e te e saeeneeenseeseesneesasenns (63) (60)
Change in the provision for claims, reiNSUrers’ Share ........cccccoveeiiiininic e 10 (9)

Claims incurred, net of reinsurance ..........
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Tax expense

60. Income tax recognised in the Statement of Comprehensive Income is specified as follows: 2012 2011

Current tax expense

CUITENT VAT etiieiiieiiitteee ettt e e e ettt e e e e sttt e e e e e aaa bt e e e s e e aaab e eeessaaabb b e e e e s s asbb b e eee e s asbbe e e e e e e nsbbeeeeeasannnbeeeesaansnneeeesannnnn 3,160 1,683
Deferred tax expense

Changes in temporary differences .. . 473 229

TOtal INCOME tAX EXPENSE ...uveriiiiiiiiiinnriiieiisisineteteisisssssssretssssssssssssssessssssnsssssssssssssssssssssssssansesssssssssssnsssssssssssnns 3,633 1,912

The Icelandic corporation tax rate is 20%. Effective tax rate of the Group is 18.0% and reconciles as follows:

2012 2011
T LYot 1] (o] = - USRS 20,144 11,260
Income tax using the Icelandic corporation tax rate 20.0% 4,030 20.0% 2,252
Additional 6% tax on financial iINSTIEULIONS .......cc.ecoviiiiiiiiee e 3.1% 621 0.0% -
Effect of tax rates in foreign jurisdictions ...........ccoeuirieeiiineenie e 0.0% - (0.9%) (103)
NON-AedUCTIDIE EXPENSE ...cuvieieiiieite ettt e st e e teesteesnaeeneeenneens 0.1% 25 (0.1%) (13)
TAX EXEMPT FEVENUES ....eeeeeiiiieiiieeeeiite e sttt e sttt e ettt e st e e s st e e e aneessab e e e eaneeesaneeesneeesnneesenneeens (6.5%) (1,318) 0.0% -
Tax incentives not recognised in the Statement of Comprehensive Income ..........cccccue.... (2.9%) (578) (0.7%) (73)
NON-AEAUCEIDIE TAXES ..evveeieeiieciie ettt ettt et e e e e be e teesseesabeeabeeseensaenans 0.0% - (1.9%) (214)
(04 V=T ol =Y V=L USRSt 4.2% 853 0.6% 63
3 (o A R ¥ ) -1 (TN 18.0% 3,633 17.0% 1,912

Financial institutions pay 6% additional tax on taxable profit exceeding ISK 1,0 billion. It is presumed that the tax rates remain
unchanged for the next year.

61. Bank Levy

Bank levy is calculated according to law. The levy is 0.041% on total debt excluding tax liabilities at end of year. Non-financial
subsidiaries are exempt from this tax. Additional temporary levy of 0.0875% is assessed for the years 2012 and 2013 to meet the
funding of a special interest relief provided to individual tax payers.

Net gain (loss) from discontinued operations, net of tax

62. Net gain (loss) from discontinued operations, net of tax is specified as follows: 2012 2011
Net gain (105S) from [€Zal ENTILIES ....ccuveciiccieeiesie ettt e e et e e s e s te et e eseessaesssesnseeseesseessseensansen 836 3,867
Net gain (loss) from associated companies 1,376 -
Net loss on revaluation and disposal Of real EStAte ........cvevieviiriiei e (577) (207)
ONEI @SSEES ..ttt ettt ettt et e st e et e e bt e s bt e sateea b e e bt e sh e e eab e e b e e bt e eh b e e Rt e e beeeheeeabeeare e bt e nheeeateeabeenheesanenas (28) (103)
Impairment loss on remeasurement to fair value of legal entities .... - (2,027)
Effect of compensation INSTFUMENT .......oouiiiiiiie ettt ettt sttt e sbe e st s beesbeesaeesnbeebeeseens - 1,262
Net gain (loss) from discontinued operations, Net Of tAX ......cccccceirrrnreiiiiiiiinnnnnneieiiiiinnereiesisessseesssssessssnssansses 1,607 2,792

In 2012 the Group sold 15.7% effective share in Hagar hf. The gain resulting from the transaction was ISK 875 million and is recognised
in the Statement of Comprehensive Income.

In 2012 the Group sold its associate N1 hf. The gain resulting from the sale was ISK 1,376 million and is recognised in the Statement of
Comprehensive Income.

Net gain from legal entities in 2011 predominantly comprises a gain of ISK 3,635 million arising on the sale 75.4% of the Group's held

for sale subsidiary Hagar hf. Included in this amount is a gain of ISK 1,256 million arising on the recognition at fair value of the
investment retained in Hagar hf. at the date it became an associate of the Group in December 2011.
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Earnings per share

63. Earnings per share are specified as follows: Discontinued operations
Excluded Included
2012 2011 2012 2011
Net earnings attributable to the shareholders of Arion Bank ........ccccceevveevieeveeneervenieens 15,015 7,701 16,622 10,493
Weighted average share capital:

Weighted average number of outstanding shares for the year, million ..........cccccveuennen 2,000 2,000 2,000 2,000
Basic €arnings Per SNAre ........cceviiiiiiiiiiiee e 7.51 3.85 8.31 5.25
Diluted €arnings PEI SNAIE .......cccvicciieciierie ettt e s e e te e teesseessaeenteeneennnennns 7.51 3.85 8.31 5.25
Number of outstanding shares at the end of the year, million .........cccccoociriiniinnnnennen. 2,000 2,000 2,000 2,000
Number of total shares at the end of the year, million, diluted ..........ccceevveevievieeiieniens 2,000 2,000 2,000 2,000

There were no instruments at the end of the year that could potentially dilute basic earnings per share.
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NOTES TO THE CONSOLIDATED STATEMENT OF FINANCIAL POSITION

Cash and balances with Central Bank

64. Cash and balances with Central Bank are specified as follows:

[0 1 1 1o T 4 F= 12 T PO PSUTRUURPSRRRY
(07 1 oI I T oY = 7= SR
Mandatory reserve deposit with Central Bank ..

Cash and balances With Central Bank .........cccccciiiieeiiiiiiiinnnnnneieieiinneeseseisimeseessssssnssesssesssssssssssssssssssssssssses

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

Loans and receivables to credit institutions
65. Loans and receivables to credit institutions specified by types of loans:

BANK @CCOUNTS ...eutiteeteeie ettt ettt ettt s h et e e s b e bt e b e s bt s bt e st e bt e bt e bt e st e bt e bt ea b et e ebeeab et e nbeeaeenbenbesheeaeenees
MONEY MATKEL IOANS ...ttt b et b et bt et e b s bt et b e sb e sbe b e b sbeebeenesbesbees
Overdrafts ..
(0145 1Tl (o T o O OO O O OO OO OO P TP PO PURTOPTOPRRPPRONY

Provision on 10ans and reCEIVADIES ........cc.uieiieiiiiiecie ettt s e e e e st esae e beesteesseessbeeseeesseesneeenaeenseens
Loans and receivables to credit iINSEItULIONS .........ceeeeeeeeeeeeeeeeeeeeeemememememenenenensnsnsnssssssssssssssssssssssssssssssssssnssssnsnnnnn

66. Changes in the provision for losses on loans and receivables to credit institutions are specified as follows:

2012 2011

3,495 2,954
17,514 17,686
8,737 8,560
29,746 29,200

84,164 62,175
13,763 4,720

- 19
3,888 2,963
(804) (774)

101,011 69,103

Balance at the beginning Of ThE YT ......icuiiiiice ettt e s e e beesteessaeenteeneeeseaseas 774 1,359
Provision for 10SSeS dUMNG the YEAT .......cieiiiiiiiiiieie ettt 70 199
Writ@-0ffS AUMNE ThE YEAI ..eeeneeeeeeeeee e et s e et e e be e saae e beete e st eesseeenseenseenseesneesnsenns (40) (784)
Provision for losses on loans and receivables to credit institutions ..........ccccccveeiiiiiiiiienniiininnnnninnee 804 774
Loans and receivables to customers
67. Loans and receivables to customers specified by types of loans:
2012 Individuals Corporates Total
(O YT o - | £ RSOSSN 17,236 18,470 35,706
(01T L o o USRI 10,302 769 11,071
IMIOIEZAEE IOANS ..ttt ettt ettt e s ae e sat e st e bt e s bt e sabeeabeesbeesab e e st e eabeebeenneeeateeareens 190,897 4,376 195,273
YU eTo ] e [T T 1 =Te N Lo Y- Yo TSR - 573 573
Other loans and receivables 43,560 340,208 383,768
Provision on 10ans and reCeiVabIES ...........eciieiieriiiiiece e st (19,222)  (40,559)  (59,781)
Loans and receivables t0 CUSTOMENS ........cueueeerererererenenememenessssssssssssssssssssssssssssssssssssssssnssssssssssnsnnnnnn 242,773 323,837 566,610
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67. cont.
2011 Individuals Corporates Total
(@Y= o - | RS URSSRSRPRN 16,353 11,375 27,728
CrEAIT CArAS wuvviiiiiieiiiiiie ettt eette e e et eet e e e e eetabeeeeeeesabbaeeeeeseabaaeaeeesesbbsaeeeeaassssseseeeasssaeeeseennsreees 14,679 771 15,450
1Y T Y=Y H To - | o USSR 192,869 3,603 196,472
0] o JoT e [T F= 1 =To I (oY= Yo U SON - 550 550
Other 10aNs aNd FECERIVADIES .........eeeeuveiiciie ettt ee e e et et e e s bae e s ebbeeeeabeeeeabeeennraeenns 28,208 349,431 377,639
Provision on 10ans and reCeivabIes ............oouiiiiiiiirii e (12,821)  (43,468) (56,289)

239,288 322,262 561,550

Loans and receivables to customers

The total book value of pledged loans at the end of the year was ISK 167 billion (2011: ISK 171 billion). Pledged loans at the end of the
year comprised mortgage loans to individuals, loans to municipals and loans to state related entities that were pledged against

amounts borrowed.

Further analysis of loans and receivables is provided in Risk Management Disclosures.

68. Changes in the provision for losses on loans and receivables to customers are specified as follows:

2012

Specific FXrulings Collective Total
Balance at the beginning of the Year .......c.coviiriiiiie e 32,953 13,823 9,513 56,289
Provision for [05ses dUring the YEar .........ccvveviiiieeiiceere e ees 11,818 5,744 (118) 17,444
Write-offs during the year (3,830) - (6,054) (9,884)
Transferred to iabilities .......cveieeeeeceeceece e - (4,625) - (4,625)
Payment of loans previously written off ..........cccooiniiiiiininii 557 - - 557
Balance at the end of the Year ........cccccvvveiiiiiiiiinnneneinicnreee e seneeseesns 41,498 14,942 3,341 59,781
2011
Balance at the beginning of the year ........c..coceciiiiiiiiiiiiice 39,083 - 2,760 41,843
Provision for [05ses dUring the YEAr .........ccceeviiiiieieeeere e ees 6,649 13,823 6,753 27,225
Write-offs dUriNg the YEAr ....o..coviiiiieie e (23,230) - - (13,230)
Payment of loans previously Written off ...........ccceevierieciecceceeece e 451 - - 451
Balance at the end of the Year ...ttt 32,953 13,823 9,513 56,289

Arion Bank Consolidated Financial Statements 2012 40 Amounts are in ISK millions




NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS

Financial assets and financial liabilities

69. Financial assets and financial liabilities are specified as follows:

Designated

2012 Amortised at fair

cost Trading value Total
Loans and receivables
Cash and balances with Central Bank .........cccccocvieieiiiiiiiiiciee et 29,746 - - 29,746
Loans and receivables to credit inSTItULIONS .........ccveieeiieeecieeecec e 101,011 - - 101,011
Loans and receivables to customers 566,610 - - 566,610
Loans and receivables ................... 697,367 - - 697,367
Bonds and debt instruments
LISEEA 1uveeetreeie et et et et erte et e et e ettt e teeete e eteeetbeebeeebeeeabeetbeebeebe e taeetaeeabeebeeaseestaeeareereenes - 2,132 42,441 44,573
L7311 =T TSRS - 3,515 69,642 73,157
Bonds and debt iNStrUMENtS ........ccoviiiiniiiiiiiiiininniiiiinnrennisssessssssssssssssssessssssnns - 5,647 112,083 117,730
Shares and equity instruments with variable income
LISERA 1veeitreere ettt ettt ettt e et e ettt e e e ete e eteeetbeebe e beeeaeeetbeebeebe e taeetaeeabe e beeeseeetteetreereeaes - 374 2,446 2,820
L7111 =T SRR - 1,037 8,682 9,719
Bond funds with variable iINCOME ........cccuviieiiiiciie e e - 2,623 1,682 4,305
Shares and equity iNSErUMENtS ......cccoiiiiiiiiiiiiiiiiiiiiissssessseees - 4,034 12,810 16,844
Derivatives
OTC EIVATIVES ..veeerivieeiiieesiieeesee e sttt e s tte e s stte e e stteessseeessbeeesseeesaneeessseesssseeessseeesnseeesnseeanns - 788 - 788
DEIIVALIVES vuuuiiiiiiiiieiiiiiiiieniiiiiieteeiisitietanseiieiieensssesetreensssssssrssssssssssssssnsssssssssssnsssnsns - 788 - 788
Securities used for hedging
Bonds and debt iNSTrUMENTS .....cccciiiiiiie et e e e sreeeanes - 1,460 - 1,460
Shares and eqUItY INSTFUMENTS ......ccuieiieiieriecie et se et seeeeae e steesaeesaeeeneeeneeans - 978 - 978
Securities used for hedging - 2,438 - 2,438
Other fINANCIAI @SSEES ...vvviieriiiciie ettt e et ete e e e te e e eetreeeeaaeeeeabeeesabeeesbeeesseeeens 5,030 - - 5,030
FINANCIAl @SSEES ..uuuiiiiiiieeiiiiiiiiiinicietetteenieee et tennnseeeessennssesesesensnssesssssensasssssesssnnssssssesannn 702,397 12,907 124,893 840,197
Liabilities at amortised cost
Due to credit institutions and Central Bank ..........ccceeeeieeiiieeeciiec e 32,990 - - 32,990
[T o Yo 1 £SO SRSPRRPRE 448,683 - - 448,683
Borrowings 195,085 - - 195,085
Subordinated Habilities ......ccveeiiviiicii e et erae e 34,220 - - 34,220
Liabilities at amortised COSt ....ccccvvvuriiiiiiiiininniiiininnrere s ssssess s ssssssnnnessses 710,978 - - 710,978
Financial liabilities at fair value
Short POSItION IN DONAS ......eeiiiiiiieie ettt re e ae e - 12,490 - 12,490
DIEFIVATIVES eeeeiiiiiiiieee ettt e sttt e e s ettt e e s s e bbb e e e e s s s bbbe e e e e ssaabbeeeeeeennnnees - 975 - 975
Financial liabilities at fair ValUue .......cccuuiiiiiieeeniiiiiieeeeieiereeeeneneeereeenssseeensesnnsnens - 13,465 - 13,465
Other financial labilities ......cccveevueeeieieece e s e enne 35,141 - - 35,141
FINANCIal laDIlItIES ....uueeirireriiirieiecrireirrererererererereeeesseeseseseseseseeesesesesesesesesesesenesesanensannnns 746,119 13,465 - 759,584
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69. cont.
Designated

2011 Amortised at fair

cost Trading value Total
Loans and receivables
Cash and balances with Central Bank .........cccccoovviveiieiiiiiccieecccee e 29,200 - - 29,200
Loans and receivables to credit iNSTItULIONS .........cccviiieiieeciiee e 69,103 - - 69,103
Loans and receivables to customers .. ... 561,550 - - 561,550
LOaNs and receiVabIEs ........eeeeeeeeeeeeeeeeeeeeeerenenesenenenesenessssssssssssssssssssssssssssssssssssssssssnsnnnne 659,853 - - 659,853
Bonds and debt instruments
Listed .... - 2,919 52,688 55,607
Unlisted - 44 84,917 84,961
Bonds and debt iNStIUMENTS .......ccceeeeeeeeeeeeeeeeeeeeeeeeeeneeenenenesesesessssssssssssssssssssssssssnsssnsnse - 2,963 137,605 140,568
Shares and equity instruments with variable income
LISTRA 1evvetestieitete sttt ettt ettt ettt et et e bt st et e b e e bt e st e b e e be e st et e et e e ne et e be e st enbeteehe et enbesaeennentas - 153 1,163 1,316
UNTISTEA <.ttt ettt ettt h et e b e sbeeae e b e s bt eae e - 657 8,382 9,039
Bond funds with variable iNCOME .........cociiiiiiiiee e - 1,774 1,916 3,690
Shares and equity instruments - 2,584 11,461 14,045
Derivatives
OTC AEIVATIVES ..ottt ettt bttt b e bt et sb e sae et e st sbeeneebenbesbeas - 674 - 674
Derivatives - 674 - 674
Securities used for hedging
Bonds and debt INSTIUMENTS .....cciiciiiiiiee ettt e e e e eab e e e e e eesanraeeeeens - 1,922 - 1,922
Shares and equity instruments - 450 - 450
Securities used for hedging ........ccceveueiiiieiiiiiiiiiiiiin s - 2,372 - 2,372
Other fINANCIAI @SSEES ...vvviiciriiiciiee ettt eere e et e e eeree e eebreeeeaaeeeeabeeesabeeesabeeesreeenns 8,004 - - 8,004

Financial assets 667,857 8,593 149,066 825,516

Liabilities at amortised cost

Due to credit institutions and Central Bank ..........cccveeeeveeieieeieireec et eeanes 16,160 - - 16,160
[D2=] o Yo 1Y 1 £ PP OPPPPPPPRRPRE 489,995 - - 489,995
BOITOWINES ...ttt re e s e e snn s 187,203 - - 187,203
Subordinated Habilities .......ccueeieiiieiii e e e 32,105 - - 32,105
Liabilities at amMOrtisS@d COSE ......cevrrrririiiiririririrerererererererersreseesesrsesesesesesesesesesesesesenenenens 725,463 - - 725,463
Financial liabilities at fair value

ShOrt POSIION IN DONTS ...c.eviiiieiiecie ettt e s et e e e aaeesaeeseenseenans - 3,711 - 3,711
DIBIIVALIVES ..ttt st e e st e s s e s e e e e raeeeas - 1,196 - 1,196
Financial liabilities at fair VAIUE .......cccceeiririiiiiiiriririicrcrercrrrrrresesesssssesssesesesesesesesesessssnenes - 4,907 - 4,907
Other financial lADIITIES ...ccoveeievee ettt ee e eae e e raeeeneee e 33,764 - - 33,764
FINancial labilities ......cccceeeeeieirirircrirciircrccrrerrrsrrr e srs s ss s s sssesese s e sesese s e s e seseseseseseseseseseenananes 759,227 4,907 - 764,134

Included in unlisted Bonds and debt instruments designated at fair value is the Drémi bond, which the Group received when acquiring
deposits from SPRON hf. in March 2009.
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70.

71.

Bonds and debt instruments designated at fair value specified by issuer: 2012 2011
FINANCIal aNA INSUIANCE SEIVICES ...vviiiuiiieiiieeeiieeeiieeeeteeeeiteeeeitteeseteeeeetseeesaseeessseeesssaeessseeassaeesseeeansesennseeesnsaeesnsseenn 70,142 70,674
[CT03Y7=1 414 =10} £ N 40,679 59,368
[Ofo T Lo =) (T PP TPP VPRI 1,262 7,563
Bonds and debt instruments designated at fair ValUe ........ccccvveeiiiiiiiinnnneiiiiiiinnneeeeinisnnnnesesssssssssssssssssssnsnes 112,083 137,605

The total amount of pledged bonds at the end of the year was ISK 35.7 billion (2011: ISK nil). Pledged bonds at the end of the year
comprised Icelandic 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 financial instruments 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.

The following table shows an analysis of financial instruments recorded at fair value by level of the fair value hierarchy:

2012 Level 1 Level 2 Level 3 Total

Financial assets designated at FV through PL ..........coociiviiiiiniiiiicceeeeeee e 3,702 119,277 1,914 124,893

Financial assets held for trading .......ccccvevieiieeiece e e 4,226 8,660 21 12,907

7,928 127,937 1,935 137,800

Financial liabilities held for trading ........cocovieriieiiee e 12,490 975 - 13,465
2011

Financial assets designated at FV through PL ..........cooieviiiiiniiiinicieececeeeee e 6,222 140,844 2,000 149,066

Financial assets held for trading .........cccceveerieeieeiecceree e e 5,391 3,181 21 8,593

11,613 144,025 2,021 157,659

Financial liabilities held for trading ........coccooiiriieiiee e 3,710 1,197 - 4,907

The classification of assets between financial assets designated at fair value through profit or loss and financial assets held for trading
in 2012 is consistent with the classification used in 2011.

The following table shows transfers from Level 1 to Level 2 on the fair value hierarchy for financial assets and financial liabilities which
are recorded at fair value:
2012 2011

Financial assets designated at FV throUgh PL ........coiiiiiiiiccee ettt st s saa e be e srneenae s - 886

The financial assets were transferred from Level 1 to Level 2 in 2011 as they have ceased to be actively traded during the year and fair
values were consequently obtained using valuation techniques using observable market inputs.

There have been no transfers from Level 2 to Level 1in 2012 and 2011.
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71. cont.

The fair value of a financial instrument is the amount at which the instrument 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 financial assets and financial liabilities. If quoted
prices for a financial instrument 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 a financial instrument 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 a financial instrument in Note 69 is used as an approximation for the fair value of the instrument.
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, such as commodities, the fair
value is derived directly from the market prices. These instruments are disclosed under Bonds, Shares, Derivatives 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 financial instruments, 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 financial instruments for which quoted prices on active markets are not available, the fair values are 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.

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 was 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 financial
instruments 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
organisations. In most cases intrinsic value is the basis for the assessment but other factors, such as cash flow analysis, can also modify
the results.
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71. cont.

Movements in Level 3 financial instruments measured at fair value

The level of the fair value hierarchy of financial instruments is determined at the beginning of each reporting year. The following table

shows the movements of Level 3 financial assets and financial liabilities:

Balance at the beginning Of The YT ......icui it s e st e e beete e s aesneeenteenneenean
Gain (loss) recognised in Statement of Comprehensive INCOME ........cccoeiiiiiiiiiiiiiiiineeee e
Acquisition ..
DISPOSAI .ttt et bbb bbb bbb e bbb e b bt et e b bt e ae et e b sre et s
TranSTErsS INTO LEVEI 3 ...t b bbbt b e b s b s bt st et e st e e st et et e sbe et et e sbeeaeennenne
Balance at the end Of the Year ...ttt

2012 2011
2,021 1,688
191 771
105 160
(391) (598)
9 -
1,935 2,021

The following table shows the line items in the Statement of Comprehensive Income where gain (loss) related to fair value

measurements in Level 3 is recognised:

NET INTEIEST INCOMIE .. e b et e s b et e s an e e sn e e s saneeesneeesane
Net fiNaNCial INCOME (EXPENSE) ....iiviruieiiiiiitieiieieste sttt et et ettt et e te s bt e st et e sbesbeese e b e sbeeseessesbesbeessensansasseensansanss
Net foreign eXChange ZaiN (10SS) ..ecuuiiiiiiiiiieiieee ettt e te et e e e s e e st e s e e beesaeessseesbeeasaesseesnseenseesseansaannes

Gain (loss) recognised in the Statement of Comprehensive Income

2012 2011
151 176
3 520
37 75
191 771

The following table presents the carrying amounts and fair values of financial assets and financial liabilities that are not carried at fair
value in the Financial Statements. The table does not include the fair values of non-financial assets and non-financial liabilities.

2012 Un-
Carrying Fair realised
Financial assets not carried at fair value value value gain (loss)
Cash and balances With Central Bank ...........ccoccuuiiieiiiiiiiiee e ccccieeee e eecreee e e e eeraee e e e s eearreeeeesennnaeeeeeesenns 29,746 29,746 -
Loans and receivables to credit iNSTItULIONS .........ccviiieiiiiciee ettt eare e ear e eanes 101,011 101,011 -
Loans and reCeivables tO CUSTOMELS ......cuviiiuiiieiie ettt eeree e e et e e sebaeeeebaeeeesreeesabeeesnreeenns 566,610 555,468 (11,142)
(@14 s 1T {1 - Ta 1o - I Y Y £ USSP 5,030 5,030 -
Financial assets not carried at fair ValUe .........cccvvieieiiiiiiiiieiiiieieececeeeeeeeeseeeeeseeeeeeesesssessssessssssssssssnees 702,397 691,255 (11,142)
Financial liabilities not carried at fair value
Due to credit institutions and Central Bank 32,990 32,990 -
[DL=T oo ]} £ PP PP P PP PP PRSPPI 448,683 449,047 (364)
BOITOWINES ...uveeuieeiieete et et e st e st e et esteesteeesseesta e seesseeesseesseesaeaneeeaseensaanssessseenseaseessseassaanseessnessseansanne 195,085 195,562 (478)
YU Yol o [Ta =X €=To M L] o] L =TRSOOSR PRRRRRION 34,220 34,220 -
Other financial liabilities . 35,141 35,141 -
Financial liabilities not carried at fair Value .........ccceeeeeeeeiineeeiieeicicrnreeeececccsneeeeeeeecscssssesessessssssnnnees 746,119 746,960 (842)
Net unrealised gain (loss) not recognised in the Statement of Comprehensive INCOME .........cccoceceeriicneieiiinenncscnnnnsssnnsneenes (11,984)
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71. cont.
2011 Un-
Carrying Fair realised
Financial assets not carried at fair value value value gain (loss)
Cash and balances With Central Bank .........c.eoocviiiiiiieiiie et e et ebe e sbee e eraeeenes 29,200 29,200 -
Loans and receivables to credit iNSTITULIONS ........cooiiiiiiei et eeaar e e e e eeanrees 69,103 69,103 -
Loans and receivables tO CUSTOMELS ......ccvviiiiuiieiiieicciiee et ctee e reeeeteeeetreeeeaeeeeeaaeeeeaaeeesabeeesebeeesbeeeens 561,550 562,940 1,390
Other fINANCIAI @SSELS ....uvvviiiiiiiiiiiiee ettt eertt e e e e ettt eeeeeebbaeeeeeeeeabbaeeeeeeesbbeseeeeessraseeeeennns 8,004 8,004 -
Financial assets not carried at fair value 667,857 669,247 1,390
Financial liabilities not carried at fair value
Due to credit institutions and Central Bank .........ccccueeicieeiiiieieeiiec ettt are e e saaeeeanes 16,160 16,160 -
[T oY 1 £ SR 489,995 489,995 -
BOITOWINES ...eeeiiee ettt ettt ettt st s et e s et esab e e s st e e ettt e e et e e e abe e e s neeesnseesanseeesaneeesabseesabneesnneenns 187,203 187,067 136
Subordinated loans 32,105 32,105 -
Other fiNanCial lADITIES ....c.viiiieieecciee e e rre e et e e s e e e aae e s raeesenseeenaseeesaseeennns 33,764 33,764 -
Financial liabilities not carried at fair ValUe ..........eeeeeeeeeeeeeeeeeeeeeeerememenemesenememseeessssssssssssssssssssssssne 759,227 759,091 136
Net unrealised gain (loss) not recognised in the Statement of Comprehensive INCOME .......cccccvverereiiiiisnreneeniencscssnnneneeenens 1,526

As financial assets and financial liabilities predominantly bear interest at floating rates, the difference between book value and fair
value of financial assets and financial liabilities is deemed to be immaterial.

Investment property

72. Investment property is specified as follows: 2012 2011
Balance at the beginning of the YEar ........coiviiiiiiiii e 27,100 27,642
Ja¥o Lo [T o E e [V Y= 1 g TSR T- P 3,729 3,527
DiSPOSAIS AUIING ThE YEAT ...eiiiiiiieiieeit ettt st ettt et s et st e e bt e sat e s s be e s beesbeessbessbeeabeebaensaesasesasaens (3,494) (5,760)
Transferred from property and @QUIPMENT ......ccuicii ettt e e e s ae e te e teesaaesabeereeeseesnaesnseenseensaennns - 775
FaIr ValU@ 0JUSTIMENTS . .eiiiiiiieeie ettt ettt ettt ettt e bt e s bt e et e et e e bt e saeesabeeabeebeesaeesaseenbeenbeenseans 1,584 916
INVESEMENT PrOPEITY ..oiiiiieeiiiiiiiiiiiiiiiiitiuiiiiiiitentiiititreesisettrtssseessterssssssssstsrsssessssseresssssssssersssssssssssssssssssssnns 28,919 27,100

The official real estate value (Registers Iceland) amounts to ISK 19,062 million at the end of the year (2011: ISK 18,380 million). The
insurance value of real estate amounts to ISK 23,130 million at the end of the year (2011: ISK 20,130 million). Methods used for those
valuation are different from what the Group uses and finds more appropriate.
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Investments in associates

73. The Group’'s interest in its principal associates are as follows: 2012 2011
Audkenni hf., Borgartin 31, 105 Reykjavik, ICRIANG .........ooouiiriiiiiiieeieeee e 20.0% 20.0%
Bakkavor Group Ltd., West Marsh Road, Spalding, Lincolnshire, United Kingdom ..........cccoevveeviieveevienceecie e, 30.1% -
Farice ehf., Smaratorg 3, 201 KOPaVogUF, ICEIANG ........cocuiiiiiiiieieeee ettt ettt 43.5% 43.5%
GO fjarfesting ehf., Undirheimar, 845 Fludir, Iceland 30.0% 30.0%
Hétel Borgarnes hf., Egilsgata 16, 310 Borgarnes, ICElaNnd ...........cooueiieeriiiniiiienieeeeee sttt - 20.6%
Klakki ehf., Armuli 3, 108 ReYKJaVik, ICEIANG .........vveeeeeiiiieeieeceeeecee ettt s sttt s s enanes 36.3% 44.9%
Kriuvarp ehf., Borgarttiin 35, 105 Reykjavik, ICEIaNM .......cc.coiiiriiiiiieiecitete ettt - 25.0%
Reiknistofa bankanna hf., Kalkofnsvegur 1, 150 Reykjavik, Iceland ... 23.3% 23.3%
Reitir fasteignafélag hf., Kringlan 4-12, 103 Reykjavik, [CEIaNd .........cccueieiieeiiiie et 42.7% 42.7%
Sementsverksmidjan ehf., Manabraut 20, 300 Akranes, ICeland ............covvevieriieeiieriereee e 23.6% 23.6%
SMI ehf., Smdratorg 3, 210 KOPaVogUT, ICEIANG .....cc.uiiiiiiiiieete ettt sttt ettt et e b e saeeeneens 39.1% 39.1%
Olgerdin Egill Skallagrimsson ehf., Grjéthals 7-11, 110 Reykjavik, Iceland - 20.0%
Investments in associates are specified as follows:

Carrying amount at the beginning Of TNE YA .....eicii it e e e e e e ae e reenees 2,987 2,713
AdItioNS AUMNNEG ThE YEAI ..eneiiiie ettt ettt e s h e s a e et e et e e s bt e sae e st e e be e s bt e saeesabeenbeesbeesnbenares 1,658 2,854
Transferred to held for sale assets .........ccccueveveeuenns . - (2,525)
Transferred from associates due to SteP ACQUISITION ...cc..eeuierieriiriieeeee ettt - (9)
Share of profit (loss) of associates and reversal of IMPAITMENT .......cccvevieiiiiiirie e 2,405 8
ONEI CNANEES ...ttt ettt ettt b e bt e s ae e s a b e et e e bt e bt e e st e e abe e bt e ateeateeabe e st e satesaseeaseenbeesasesnbeenres - (54)
Investment in associates 7,050 2,987

In May 2012 the Bank acquired 31.3% share in Bakkavor Group ehf. as a result of the conversion of the Bank’s convertible loans to
equity. In the last quarter of 2012 the shares in Bakkavor Group ehf. were exchanged for shares in Bakkavor Group Ltd with the effect
that the Group’s interest is 30.1% at the end of the year.

In March the Bank sold its 20.6% shareholding in HStel Borgarnes hf. The effects from the sale has minor impact on the Statement of
Comprehensive Income.

In June the Bank sold its 20,0% shareholding in Olgerdin Egill Skallagrimsson ehf. The effects from the sale is recognised in the
Statement of Comprehensive Income.

Kriuvarp ehf. was liquidated in 2012.

The Group's equity interest in Klakki ehf. has been diluted from 44.9% to 36.3% following the conversion of further creditor claims on

Klakki ehf. to equity shareholdings.

Summarised financial information in respect of the Group’s associates is set out below: 2012 2011

560,268 209,229
(446,287) (170,788)

Total assets ....
Total liabilities

3= B T Y N . 113,981 38,441
TOtAl FEVENUE OF ASSOCIATES ..veiiviiieiiiieeciie e ettt et e et e e et e e e te e e sba e e e tae e e sbeeessteeesssaeeaasaeaassseesnseeensseesnnseeessseeennns 396,201 15,114
NEt EArNINGS Of ASSOCIATES .....vieiiiitiiiieete ettt b e she e st e et e e bt e s bt e e ab e et e e bt esbeeeaeeeaseebeesatesaseenbeenes (12,200) 4,491

This value is based on book value of net assets in each company and does not reflect the Bank's view of its value.
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Property and equipment

Real Equip- Total Total

74. Property and equipment are specified as follows: estate ment 2012 2011
Gross carrying amount at the beginning of the year .........cccocvviiiiiiinnne, 4,826 3,371 8,197 8,572
Acquisitions through business combination - - - 2
Additions during the YEar ........cccueviiiriiiii e 280 681 961 667
Disp0sals dUMNG the YEAT .....cccuieiiieiiecie ettt sr e e ae e sbe e s aeeesbeeteessnens (2) (39) (41) (189)
Disposals through the sale of @ subsidiary .........ccccoceevierininiiiiie, - - - (16)
Transfers to investment property - - - (839)
Gross carrying amount at the end of the Year .........ccvvevieiiiiiieniie s 5,104 4,013 9,117 8,197
Accumulated depreciation at the beginning of the year ..o, 424 1,502 1,926 1,207
Depreciation dUriNg the YEAI ........ccveiii et e e e ae e 230 669 899 832
Disposals during the year ........ . - (29) (29) (49)
Transfers t0 iNVEStMENT PrOPEITY ...cccvevieiieecieereereeeteerre et e e er e re e e sreesaaeebeeseeesreeeneas - - - (64)
Accumulated depreciation at the end of the year ..o, 654 2,152 2,806 1,926
Property and eqUIPMEeNt ........ccciiiiiiiiieeniiiiniininnnnneiesssssssesssssssssssssssssssssens 4,450 1,861 6,311 6,271

The official real estate value (Registers Iceland) amounts to ISK 4,954 million at the end of the year (2011: ISK 4,561 million). The
insurance value of real estate amounts to ISK 9,633 million at the end of the year (2011: ISK 8,518 million).

75. Depreciation and amortisation in the Statement of Comprehensive Income is specified as follows:

2012 2011
Depreciation of property and @QUIPMENT ......ccoiiiiiiiiiiiiee ettt st 899 832
AMOrtisation Of INTANGIDIE @SSELS .....ccueiiiiiiiceeee et e e e s e e st e e beesreeseseesbeesseesseesnsaenseanes 537 124
Depreciation and amOrtisSation ........ccceceeiiiiieiiiiieniiiiieie e e s as e s s anes 1,436 956
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Intangible assets

76. Intangible assets comprise three categories: Infrastructure, Customer Relationship and Related Agreements and Software.
Infrastructure and Customer Relationship 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.

Infrastructure, which is capitalized as an intangible asset, is connected to two business segments at the Bank, namely Asset
Management within the Bank and within the Bank's subsidiary Stefnir hf. and Credit card operation at the Bank’s subsidiary Valitor
Holding hf. In both cases 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 and this is described in more detail below.

Customer Relationship and Related Agreements are connected to business relationships and agreements which the Bank acquired in
subsidiaries bought in 2008-2009. 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 those of the subsidiaries Okkar
liftryggingar, Ekort and Tekjuvernd. Every year existing agreements are examined and compared with agreements which were valid at
the time of acquisition. Impairment is made if agreements are closed, but no agreements were closed in 2012 but impairment of ISK 6
million was expensed in 2011.

Software is acquired computer software licenses and 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 - 5
years.

Intangible assets are specified as follows:

Customer

relationship

2012 Infra- and related
structure agreements  Software Total
Balance at the beginning of the year ... 3,886 144 735 4,765
Additions dUMNG ThE YA ...cuiiieieeie ettt s ae et e esaae s neeenreeneas 28 - 685 713
PN 2o T {1 o o TSR - - (537) (537)
INTANGIDIE ASSELS ...uuevreeeiiiiiiiireeritiiresnrrer e sssnssesess s ssnnsesssssessssnssasssesssensnansssssssnnnns 3,914 144 883 4,941

2011

Balance at the beginning of the YEar ......cccvivieiiieececeee e 3,824 149 379 4,352
Additions dUMNNG the YEAI .....eiieiie et et stee e rae e e aaeeeans 62 - 481 543
[0 o 11 0= o TSN - (6) - (6)
7Y 3 Ve 4 7= oo AP PPTRN - - (124) (124)
INTANGIDIE ASSELS ...uuevreeeeiiiiiiirieeritii it sssneeese s s sasese s s s s sssssenssesssesssnnnasssesssnnnns 3,886 143 736 4,765

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 no impairment was recognized
for Asset Management and Credit card operation in 2012 (2011: nil).

The table below shows the discount and growth rates used for the calculation:

2012 2011
Discount Growth  Discount Growth
rates rates rates rates
Asset Management OPEratioNn .........ooceeiiieeiriee et 12.4% 2.5% 10.8% 2.5%
Credit Card OPEratioN ......ciiiiiee i s bae e aee s 13.9% 4.3% 15.5% 4.5%
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Tax assets and tax liabilities

77. Tax assets and tax liabilities are specified as follows: 2012 2011
Assets Liabilities Assets Liabilities
[0 =T o | A - D PRSPPI 17 1,899 6 2,284
Deferred tax 446 1,338 718 1,137
Tax assets and tax lHabilities ........ccceveeeeeieieieiiieieiecccrcrcrcecrcrecercrereeeeeeeeeeeeeeeeeeeeeenenenenenens 463 3,237 724 3,421
78. Deferred tax assets and tax liabilities are specified as follows:
2012
Assets Liabilities Net
Balance at the beginning Of the YA ......ccuieiiecec e e e ere e 718 (1,137) (419)
Income tax recognised iN Profit OF 0SS ......c.cicuiiiiirieriirieee ettt st sare e (272) (201) (473)
Deferred tax assets and tax llabilities .......ccccceeeiiirireriiiiiiiiineeriiincnrrere e cneere s enesesssssssnnnns 446 (1,338) (892)
2011
Balance at the beginning Of the YT ......ccue e esaeeae e 295 (633) (338)
Acquisition through business COMBINAtION ......c.cciiieiiriiiiiieieee et 149 (1) 148
Income tax recognised iN Profit OF 0SS ......c.cccieciierieiie e e e te e e s e e e e eneesaaesaneens 274 (503) (229)
Deferred tax assets and taxX lADilities .......ccccceeeererrrerererererererereieieeeeeesesesesesesesesesesesesesessssssssssssssssnns 718 (1,137) (419)

Companies in the Group own tax loss carry forward with asset value of the amount of ISK 1,371 million that is not recognised in the

Financial Statements, due to uncertainty about the utilisation possibilities of the loss.

79. Changes in deferred tax assets and tax liabilities are specified as follows:

Recognised
2012 Addition in profit
At 1Jan. (disposal) orloss At 31 Dec.
Foreign currency denominated assets and liabilities ..........ccccevvveevievienciecce e (222) - (26) (248)
Investment property and property and equipment .......ccccoceverireeiinineene e (529) - (746) (1,275)
FINANCIAL @SSEES ..veiuveeiieitieetecte ettt ettt et e s e et e e e e s ae e sreesase e beesaeesseeesseeseensnenneeeneennes 611 - (46) 565
Other assets and lIADIlITIES .......ocueiiiiiiiiieiee e (42) - 53 11
Deferred foreign exchange differences ........ocveveeveeiiiee e (897) - 201 (696)
Tax loss carry forward 660 - 91 751
Change in deferred tax assets and tax liabilities ..........ccccceeireiiiirrneereiiiiiisnneeenencccssnnnens (419) - (473) (892)
2011
Foreign currency denominated assets and liabilities .........cccccevvveeveivieniecce e, (249) - 27 (222)
Investment property and property and equipmMent .......c.ccecveverinieicnineeceee e (139) 149 (539) (529)
FINANCIAl @SSEES ..venteeitieeiieeie ettt st - - 611 611
Other assets and liabilities .................... (37) - (5) (42)
Deferred foreign exchange differences ........oouveveeveecieece e s (538) (1) (358) (897)
TaX 10SS CAITY FOrWAId ....eieieiiieieeee ettt ettt s b e sbe e s e e saneea 625 - 35 660
Change in deferred tax assets and tax liabilities ..........ccccceerreiiirrrcneeeriiiiiisncnneeneneccssnnens (338) 148 (229) (419)
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80. Deferred tax assets and tax liabilities are attributable to the following:

2012

Assets Liabilities
Deferred tax related to foreign exchange gain .......ccceevveeieeiicciecece e - (694)
Foreign currency denominated assets and liabilities ..........ccoceriiiiiniiniiniinrceeee e - (215)
Investment property and property and eqUIPMENT ........ccveeiiereerieeneeereeeeseesreesreeseeenes 11 (1,343)
FINANCIAL @SSEES ..eiutieiieeiieeiteete ettt ettt st sttt e s bt sat e et e be e sbeesateereenee 550 (47)
Other assets and lIaDIlITIES ....c.vecveevieecieeieeececee e e eens 168 (81)
Tax 1055 CArry fOrWard ......ccooiiiiiiiiiie e e 759 -

1,488  (2,380)

Set-off of deferred tax assets together with tax liabilities of the same taxable entities ... (1,042) 1,042

2011
Assets Liabilities
- (897)
- (221)
5 (534)
611 -
174 (217)
388 272

1,178  (1,597)

(460) 460

Deferred tax assets and tax liabilities .......ccccccvveiiivueeriiiiiiiiiieeeiiicnr e, 446 (1,338)

Non-current assets and disposal groups held for sale

718 (1,137)

81. Non-current assets and disposal groups held for sale are specified as follows: 2012 2011
[T =T 0 4= TSRS 1,733 8,458
J XY o Lol - | = USRS 6,384 12,073
T =T = (=S SRS PSRRI 3,275 2,875
Other assets 531 480
Non-current assets and disposal groups held for sale .........ccoceiiiuiiiiiiiiiiiiiiini s 11,923 23,886
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The legal entities are subsidiaries that were acquired exclusively with view to resale and are classified as disposal groups held for sale in
accordance with IFRS 5. At the end of the year the largest entity is Fram Foods ehf. held by the Group's holding company Eignabjarg
ehf.

On 15 June 2012 Eignabjarg ehf. signed an agreement for the sale of its 100% shareholding in Penninn & islandi ehf. A condition
precedent for the sale was approval by the Icelandic Competition Authority, which was obtained in August 2012. The effects from the
sale of this entity has minor effects on the Statement of Comprehensive Income.

On 28 September 2011 an agreement to sell the Groups 38.9% shareholding in its associate N1 hf. was signed. A condition precedent
for the sale was approval by the Icelandic Competition Authority. Approval was obtained in June 2012. The gain resulting from this
transaction was ISK 1,376 million and is recognised in the Statement of Comprehensive Income.

On 3 July 2012 Fram Foods ehf. sold its subsidiary Boyfood Oy in Finland and on 30 October it sold its subsidiary Fram Foods AB in
Sweden. Fram Foods ehf. is a wholly owned subsidiary of Eignabjarg ehf. The sale of these entities has minor effects on the Statement
of Comprehensive Income.

On 4 October 2011 Eignabjarg ehf. signed an agreement for the sale of its 100% shareholding in B.M. Valla ehf. A condition precedent
for the sale was approval by the Icelandic Competition Authority, which was obtained in April 2012. The sale of this entity has minor
effects on the Statement of Comprehensive Income.

The associate classified as disposal groups held for sale in accordance with IFRS 5 is HB Grandi hf.

At end of 2011 the Group held 20.9% effective share in Hagar hf. During the year the Group sold 15.7% effective share in Hagar hf. The
gain resulting from this transaction was ISK 875 million and is recognised in the Statement of Comprehensive Income.

Real estates and other assets classified as non-current assets are generally the result of foreclosures on companies and individuals.

Liabilities associated with the legal entities held for sale are as follows: 2012 2011

Legal entities, total lIADIlITIES ........eeicuieeiciee ettt e e e et e e et e e e sta e e e s tbeeeeateeeaataeesraeaenaeeeaneeeanns 1,769 4,950

Amounts are in ISK millions
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Other assets

82. Other assets are specified as follows: 2012 2011
Accounts receivable . . 4,084 6,511
PrEP@iT EXPENSES ..uvieuiiiiieeteettertt et e bt e st esut e sat e e bt e bt e suteeab e e bt et e e bt e e abe et e e bt e heeea b e e bt e eheesateeabeenbeeehteeabeenbeebee bt enneas 687 678
P Yoo U =T T g ToTo T3 o 1= P UP PSPPI 456 455
UNSettled SECUNILIES tratiNG .....ccueiiiiieie ettt ettt ettt e bt e st e st e e be e s beesabeesbeenbeesabesnbesnbeenes 125 708
Sundry assets . 549 524
(011 =T g 1YY £ N 5,901 8,876
Unsettled securities trading was settled in less than three days from the reporting date.

Other liabilities

83. Other liabilities are specified as follows:

F Yol ole YU o £y o T 1V o] OSSR 19,318 18,944
Provision for Paid-UP FX TO@NS .......eoiiiiiiiieie ettt ettt et et e bt e s bt e sate e bt e bt e saeesabeeabeenbeesasesnsean 4,625 -
Depositors' and iNVestors' SUArantee fUNG .......c.ccceeiieiiiiieeeeee ettt ae et e et e s aeeeaaeeseesreesanesnaeas 2,919 3,018
INSUFGNCE ClAIM 1oiiiiiiiiiiiiee ettt eeet et e e e eebae e e e e eeebbaeeeeeeeeabbaseeeeeeaasbaseseeeaassbaaeseeaasssaeeeseansssseeeeeeenssrseeeeenans 2,138 2,023
LT Y g Yo o [T Y= - RSP 1,926 2,186
UNSettled SECUNILIES tradiNG .....cc.ueiiuiiiiiie ettt ettt ettt e bt e st e s bt e bt e s beesabeesbeebeesabesnbeenbeenee 842 132
Kaupthing hf. due to investment in ABMIIF . - 3,048
U oo [V 1= 1 o1 LA = SRS USRRRRY 8,580 9,471
(034 =Tl =1 11 13 =N 40,348 38,822
Unsettled securities trading was settled in less than three days from the reporting date.
Borrowings
84. Borrowings are specified as follows:
(01T Yo l o Yo o T KRS ST RO RTRRRPOPRPP 124,992 117,915
BONAS ISSUBT .vvveiieitiii et e ettt e ettt e e et e eeteeeebeeeeteee e aaeeeeabaeeesaeeeeabeeesabasesebaseesseeeasseseassaesansaeeanseeesanseessseeensseeeenseeesans 8,909 8,881
(011 oVl o T-T s L USROS PPPPP 61,184 60,407
BOFTOWINGS vevvvvrenensnnssnsssssnsssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssss 195,085 187,203

The Group did not repurchase any own debts in 2012 (2011: ISK 442 million).

At the end of 2011 Arion Bank took over the issuance of covered bonds which had originally been issued by Kaupthing hf. in 2006 to
2008. The bonds in question are covered bonds amounting to ISK 119.8 billion, net outstanding, with security in mortgages and bank
deposits in an institutional investment fund, Arion Bank Mortgages Institutional Investor Fund. It is a four-series issue, with two 25-year
series and two 40-year series maturing in 2031, 2033, 2045 and 2048. The bonds are inflation-indexed with fixed 3.75% to 4.00%
interest. Currently repayment of principal is approximately ISK 1.5 billion a year and total payment including repayment of principal,
indexation and interest is ISK 7.4 billion a year.

In February 2012 Arion Bank issued covered bonds from its EUR 1.0 billion covered bond programme. The bond issue is nominated in
Icelandic Krona, the amount issued was ISK 2.5 billion in the Series ARION CBI 34 and was admitted for trading on NASDAQ OMX
Iceland 22 February 2012. The covered bond issue matures in February 2034 and is inflation indexed with fixed 3.60% interest.

In May 2012 Arion Bank completed its first non-indexed fixed rate covered bond offering, issuing ISK 1,220 million worth of bonds in
the Series ARION CB 15. In June 2012 Arion Bank completed its second offering, issuing ISK 1,200 billion worth of bonds in the same
series. The series was part of the EUR 1.0 billion covered bond programme and was admitted for trading on NASDAQ OMX Iceland on
21 May 2012. The bonds bear 6.50% interest and mature in 2015.

Book value of listed bonds was ISK 8,034 million at end the end of the year. Market value of those bonds was ISK 8,512 million.

Interest of other loans is 3 month Euribor/Libor +300 bps until the loans expires in 2016. The loan can be extended up to 2022 with
same terms.
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Subordinated liabilities
85. Subordinated liabilities are specified as follows: 2012 2011

BLITT g I er=T e 1 - TSRS 34,220 32,105

Subordinated liabilities 34,220 32,105

The interest on the loan is 3 month Euribor/Libor +400 bps to the year 2015 and thereafter 3 month Euribor/Libor +500 bps.
Derivatives

86. Derivatives at fair value are specified as follows:
Fair value

2012 Assets Liabilities
Forward exchange rate agreements, UNIISTE .......cvcciiiieiieiie et ve e ae et e st e s ae et e e e e e naessaeenseeneeas 250 92
Interest rate and exchange rate agreements, UNISted ........c..cccvevieviiiiiiiniiiiiic e 71 792
Bond swap agreements, UNTISTEA .......cc.eeuiiiieiiecieeieesit e te et e st e st e ea e et e e s e e saaeesae e beesteessseasseeteessaasseeenseenseans 17 42
Share swap agreements, unlisted ............ . 16 49
Options - purchased agreements, UNTISTEA ........c.ciiieiieiiiee ettt s e v e e sbe e sreesraeesbaesteesseesneas 434 -
[T T 1= PN 788 975
2011

Forward exchange rate agreements, UNIISTE ..........ccceiiriiiiiiiiiiiiiii e 193 671
Interest rate and exchange rate agreements, UNLISTEA ......c.ceccieiieeiiiiicieee e e 463 415
Bond swap agreements, UNTISTEM ........ooiiiiiiiiiiiciiee bbb s 18 110
DEIIVALIVES wuveiiiiiiieneiiiiiirieeieiiiiienneiiiiiireesesesetetrnesssossterenssssosstsresssssssseresssssssstsrenssssssssesenssssssssssnnnsssns 674 1,196

Equity

87. Share capital and share premium

According to the Parent Company'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) 2012 (million) 2011
[T L=Te I g =Ty S or: | 1] - | APPSRt 2,000 75,861 2,000 75,861
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 banki hf.

88. Other reserves are specified as follows: 2012 2011
STATULOIY FESEIVE eiieiiiieee ettt ettt e e e e et e e e e e s baeeeeesaabbaeeeeeseas bbb e eee e s asbbaeeeesanssbaeeeeannstaaaesannssssnaeeesans 1,637 1,637
FOreign CUrreNCY tranSIation MESEIVE ......ccuieieiiieeieesee et et e stee st e st e e teesteesaseesteesteesseassseenseenseaneesssesnseesseesseesssesnses 2 -
OLNEI FESEIVES ....eeeeeereieieierererereresessssssssesesesesesesessssssssssssssssssssssssasssasssssssssesaseseseseseseneseseseneneeeeeeseneeeseseseeeeenes 1,639 1,637
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OFF BALANCE SHEET INFORMATION

Obligations

89. The Group has granted its customers guarantees, unused overdraft and loan commitments. These items are specified as follows:

90.

2012 2011
GUATANTEES ..uuuuuuuuuuuuuuiuitiiuuutruuuaaeraeaeaeeaereraareasrerarasssessssssssasssasssssssssasaesseseesseseeeeereraeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeaaeeeaaees 9,185 8,662
Unused overdrafts ... . 34,545 34,258
[WeF: T I ol ] 00 Y0 0114 1= o1 £SO PP PPRTPRRE 36,001 17,687

Depositors' and Investors' Guarantee fund

The Group expensed ISK 892 million in 2012 to meet payments requirements to the Depositors' and Investors' Guarantee fund
according to act no 98/1999 as amended in 2012.

The Icelandic parliament has discussed a bill on a new Depositors' and Investors' Guarantee Fund, without conclusion of the matter.
Due to uncertainty of the shape of future legislation the liability brought forward from previous years is not changed from the balance
of I1SK 2,669 million. The Group has granted the Fund a guarantee for obligations amounting to ISK 3,210 million.

Pledged assets

91. The Group has pledged assets against liabilities as follows: 2012 2011
Assets which have been pledged as a collateral against BOrroWINGS ........occvevveeiiineerieceese e 244,653 210,412
Assets which have been pledged as a collatteral against loans from banks and short positions ...........ccccceeveereenee 35,701 -

280,354 210,412

Pledged assets against liabilities

The Group has pledged assets, such as loans , bank accounts and other assets against borrowings, both issued covered bonds and other
issued bonds and loan agreements. The total value of those pledged assets was ISK 244 billion at the end of the year (2011: ISK 210
billion). Those assets were mainly pool of mortgage loans to individuals, loans to municipalities and loans to state related entities. The
book value of those borrowings was ISK 185 billion at the end of the year (2011: ISK 176 billion).

Assets are primarily pledged against borrowings associated with the acquisition of the pledged assets. Two major events are most
significant. Assets were acquired from the Central Bank of Iceland in conjunction with the recapitalization of Arion Bank on 8 January
2010 and a portfolio of mortgages was acquired from Kaupthing hf. and is pledged against a structured covered bond that Arion Bank
took over as issuer of from Kaupthing hf. at the end of 2011.

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.

Operating lease commitments

92. Group as a lessee

The Group has concluded lease agreements regarding some of the real estate it uses for its operations. These lease agreements are for
a period of up to 23 years. The majority of the contracts include renewal options for various periods of time. The future minimum lease
payments under non-cancellable leases are as follows:

2012 2011
[ o [0 W e a1 =T- | USSR SSPUPRY 339 243
Over 1 year and up to 5 years .. 1,173 787
OVEBI 5 YBATS 1eiiiieiiiriieeeeeiitttee e e estbttteeeesstbaeeeeeesasttaaeeeeeaaaseeeeeesaaasseaeeeeaassseeeeessanasbseaeessasssbaeeeeesnsstbaeeeeesnsseaeessennansnnees 1,115 714
Minimum lease payments under non-cancellable [€ases .........cccccceiiiiiiiircnnneiiiiniinnnnneniinninneeeessssssnssesssesssnns 2,627 1,744
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93. 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
18 years, with majority being non-cancellable agreements. The future minimum lease payments under non-cancellable leases are as

follows:

2012 2011
[T o o T e oL LI =T | USRS 2,084 2,100
OVEr 1 YEAr AN UP TO 5 YIS ..viivieiieeiieeteeiteesteesteeteeteesteesssaesseesseesseassseasseaseasseesssesseesseesssessseessesssesssseessesssesssenns 5,898 5,713
OVEBI 5 YBAIS weiiieeiiitieeeeeeittteee e s sttt eeeesstbaeeeeeesstbaeeeeeaaastaeeeeaeassseaeeesaassseeaeessaassbsseeessassbaeeeeeesssbaeeeeesnssssaeesennansenees 1,968 2,605

Minimum lease payments under non-cancellable leases 9,950 10,418

Assets under management and under custody

94. Assets under management and assets under custody are specified as follows: 2012 2011

Assets under management ... 819,684 659,024
PN £ Vo [T ol U1y o Yo SRS 1,378,454 1,716,230

Legal Matters

95. Due to the current economic climate in Iceland litigation against the Group has been uncommonly frequent. 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. At the end of the year, the Group had several unresolved legal claims.

i) Contingent liabilities

Investigation by the Icelandic Competition Authority

The Icelandic Competition Authority (ICA) has opened a formal investigation into alleged abuse of a dominant position and collusion
between all card issuers in Iceland, including the Group, following a complaint by Kortathjonustan hf., a credit card payment acquirer,
made in 2009. The ICA has also opened a formal investigation into the alleged abuse of their alleged collective dominant position by
the three largest retail banks, including the Bank. The investigation was initiated by separate complaints from BYR hf. and MP banki
hf. made in 2010. The ICA received a similar complaint from Tryggingamidstédin hf. 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 complaint from Tryggingamidstédin hf. concerns the banks’ alleged
tying of banking services and insurances. The Group has made objections to all of the complaints. The extent of the investigations and
outcome of the cases is still uncertain as well as any effect on the Group. However, if the Group will be deemed to have violated the
competition law, it could result in a fine or restrictions set on the Bank by the ICA.

Legal proceedings regarding FX loans

The Bank has received a letter from a company stating that the company suffered significant damage, both directly and indirectly, on
account of the Bank's actions to satisfy a debt, which resulted in the forced sale of the company's pledged assets. This action was taken
as a result of the defaulting of currency-linked loans. In the letter it is requested that the Bank state its position to its liability for
damages in the aforementioned circumstances. The Bank is now examining this matter but preliminary estimate is that if the Bank is
considered liable for the damage, it will not be material for the Bank.

Claims related to Asset Management clients

A legal entity has brought legal action against the Bank and the Bank's subsidiary Stefnir hf. and is claiming damages for alleged illegal
handling by Kaupthing Bank hf. of financial assets which Kaupthing Bank hf. was instructed to manage for the legal entity. The Bank and
Stefnir hf. are defending this case and reject the claims of the legal entity. Any damages will not be material for the Bank.
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95. cont.
ii) Other legal disputes

Legal proceedings regarding Dromi hf.

One significant court case is a case between Drémi hf. and the Bank. Following a decision issued by the Icelandic Financial Supervisory
Authority (FME) on 21 March 2009, the Bank acquired the deposits of SPRON hf. According to the decision the resolution committee of
SPRON hf. is supposed to establish a specific limited liability company owned by SPRON hf., later Drémi hf., designed to receive all the
assets of SPRON hf. and all security interests, including all liens, guarantees and other comparable interests linked to SPRON hf.’s
claims. The subsidiary was then supposed to take over all SPRON hf.’s obligations to the Bank relating to the acquisition of SPRON hf.'s
deposit obligations and was supposed to issue a bond to the Bank as compensation for the deposit obligations. This obligation to the
Bank was documented with an agreement on repaying the debt. The agreement states that the interest rate on the debt principal shall
be determined by the FME at any given time. The FME decided that the debt should bear a given annual interest rate plus an interest
premium until the debt has been paid in full. It was also specified that the FME was permitted to review the decision upon request by
the parties every six months. In a letter dated 2 December 2009 Drémi hf. insisted that the FME review its former interest rate
decision. On 4 February 2011 the FME decided that the debt should bear an annual interest rate which should be the original given
interest rate plus the original given interest premium from the takeover date until 30 June 2010, but without an interest premium from
that time until the debt has been paid in full. The Bank has brought legal action against the FME and Drémi hf. in an attempt to annul
the FME’s decision of 4 February 2011. On 4 May 2011 Dromi hf. brought legal action against the FME and the Bank. Dromi hf.
principally demands the annulment of all decisions by the FME on interest rates, and secondly demands a different interest rate from
the outset. In two judgments pronounced on 7 November 2012, the District Court acquitted Dromi hf. and the FME of the Bank’s claims
in its case, and also acquitted the Bank and the FME of Drémi hf’s. claims in its case. The Bank has appealed the former judgment to
the Supreme Court of Iceland.

Legal proceedings regarding Stefnir hf.

The winding-up committee of Landsbanki islands hf. has brought legal action against Stefnir hf. in Reykjavik District Court. The legal
action is based on the winding-up committee's demand to rescind Landsbankinn's payment of money market deposits which matured
early in October 2008 to two funds managed by Stefnir hf. The amount involved is ISK 450 million plus interest. Stefnir hf. has
previously stated its opinion that the winding-up committee’s claims are baseless. Given the fact that court rulings in similar cases
have not been unanimous it is now considered appropriate to provision for these cases. Court hearings are expected to take place in
the first quarter of 2013.

Investigation by the EFTA Surveillance Authority

Two formal investigations involving the Bank and one subsidiary were launched by the EFTA Surveillance Authority (ESA) in 2010, which
have now both been concluded with no financial effect for the Group. The first investigation related to whether or not the purchases by
each of the new banks, i.e. Arion Bank hf., islandsbanki hf. and Landsbankinn hf., of assets of money market funds in the autumn of
2008 should be considered state aid under the Agreement on the European Economic Area (EEA Agreement). The second investigation
related to the state aid granted in the restoration of certain operation of Kaupthing hf. and the establishment and capitalisation of the
Bank. Similar investigations were launched in relation to the restoration and capitalisation of {slandsbanki hf. and Landsbankinn hf.

Legal proceedings regarding FX loans

With a summons, presented to the Bank on 14 November 2012, Hagar hf., a listed company, claimed from the Bank ISK 1,152 million
plus interest from 19 October 2009 until the date of payment, minus a payment of ISK 515 million made on 19 December 2011. The
summons followed Hagar hf.’s announcement on the Icelandic Stock Exchange from 21 March 2012, whereby Hagar hf. announced
that it had decided to take legal action against the Bank regarding Hagar hf.’s foreign currency linked loans, which it had reimbursed in
full to the Bank in October 2009. Hagar hf.’s foreign currency linked loans were recalculated by the Bank in accordance with the Bank's
notification of 15 June 2011. The outcome of the recalculation showed that the Bank owed Hagar hf. ISK 515 million, which the Bank
subsequently paid to Hagar hf. After the Supreme Court of Iceland had passed its judgment of 15 February 2012 (in case no. 600/2011),
Hagar hf. expressed its view to the Bank that, in light of the above judgment, Hagar hf. believed it had a further claim against the Bank
regarding said foreign currency linked loans. The Bank has rejected Hagar hf.’s claim and will defend the case in court.

Legal proceedings regarding CPI loans

Recently, there has been discussion in the media where it has been claimed that the indexation of the principal of mortgage loans to
consumers to the Consumer Price Index (CPI) is possibly illegal and therefore the appreciation of the principal of each loan, due to the
rise of the CPI, should be annulled. Reportedly, there are two court cases in motion regarding this issue, but the Bank is not a party to
those cases. If successful in a court case, one possible outcome is that a debtor would receive a part or all of the CPl-indexation of his
loan annulled. The Group considers the possibility of this happening remote, and has therefore made no provision due to this.
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The uncertainty regarding the book value of foreign currency lending

96. In two very similar judgments on 16 June 2010, the Supreme Court of Iceland stated that two car loans were in fact loans in Icelandic
Krona indexed to a foreign currency exchange rate (rather than loan agreements denominated in foreign currency) and that Act No.
38/2001 on Interest and Price Indexation made such indexation illegal. These judgments were mainly based on the wording of the
respective loan documents. In a judgment on 16 September 2010, the Supreme Court of Iceland stated that a loan agreement, which
was ruled to be in Icelandic Krona indexed to a foreign currency exchange rate, should bear the non-indexed Icelandic Krona interest
rate posted by the Central Bank of Iceland.

On 18 December 2010, the Icelandic Parliament passed an act (Act No. 151/2010) removing legal uncertainty on how to recalculate
interest on loans in Icelandic Krona indexed to a foreign currency exchange rate. According to the law, the principal of such loans shall
be recalculated from the start date bearing the non-indexed interest rate for the Icelandic Krona posted by the Central Bank of Iceland.
Furthermore, the law required that banks recalculate foreign-currency mortgage loans for personal residents before 28 March 2011. As
applicable, the loan principal shall be adjusted to the outcome of the recalculation or if the borrower has overpaid, the amount shall be
reimbursed. In accordance with the act, the Group recalculated all mortgage loans for personal residents in foreign currency to
individuals.

In two similar judgments on 14 February 2011, the Supreme Court stated that two foreign currency loans to small SMEs were in fact
loans in Icelandic Krona and indexed to a foreign currency exchange rate. Therefore, these loans were in breach of Act No. 38/2001 on
Interest and Price Indexation. The Supreme Court passed another two similar judgments on 8 March 2011 dealing with foreign
currency loans. In a ruling on 9 June 2011, the Supreme Court, by a 4-3 vote, stated that a foreign currency loan to a corporate entity
was in fact a loan in Icelandic Krona and indexed to a foreign currency exchange rate.

The Group announced on 15 June 2011 that recent rulings made by the Supreme Court provide a precedent for the Group to follow,
and that the loans that fall under the conditions set forth by the Supreme Court in its rulings would be recalculated. The Group
recalculated around 2,000 loans, to both individuals and corporates. The recalculation came in addition to the recalculation of foreign
currency linked mortgage loans which was done in 2010. Therefore, the lion’s share of the Group’s foreign currency linked loans to
individuals has been recalculated into ISK denominated loans.

On 15 February 2012, the Supreme Court passed a judgment in the case of Frjalsi fjarfestingarbankinn hf. (Frjalsi). In the judgment, it
was stated that loans, which are deemed to be illegal foreign currency-linked loans, can be recalculated with the non-indexed interest
rate set by the Central Bank of Iceland, however Frjalsi could not claim from the borrower a higher payment of interest of the loan than
the interest the borrower actually paid, if the borrower has paid according to Frjalsi’'s payment slips. As the judgment dealt with a
dispute which rose from special circumstances the Group considered, at the time, that its precedent was not entirely clear. However,
the Group estimated that the loss to the Group’s foreign loan portfolio arising from the judgment was ISK 13.8 billion. In calculating
this estimate, the Group elected to follow the methodology prescribed in an impact analysis conducted by the FME. From the
four scenarios prescribed in the FME’s analysis, the Group has selected the one considered to be the most plausible interpretation of
the judgment.

On 18 October 2012, the Supreme Court pronounced a judgment in the case Borgarbyggd v Arion Bank. The case tested some of the
questions raised by the court’s judgment of 15 February 2012, including whether the principle of that case applied to legal entities. In
this case the Supreme Court applied the same principle as in the judgment from February, i.e. that a financial institution could not
demand from the borrower higher interest than the borrower actually paid according to payment slips. This applied irrespective of
whether it involved a legal entity or not. It can therefore be said that the legal uncertainty relating to the judgment from February has
been significantly reduced.

The Group issued a press release on 2 November 2012 announcing that the Group had decided to recalculate foreign currency-linked
loans, which were similar to the loan disputed in the judgment of 18 October 2012. The loans in question were loans to individuals and
smaller companies where there was a payment slip for payment of interest and capital in accordance with each loan’s original terms.
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96. cont.

The first Supreme Court of Iceland judgment which discussed the legality of a loan owned by Arion Bank hf. was pronounced on 15 June
2012, in the case the Bank v Hattur ehf. The case concerned the legality of the company’s loan agreement where the loan amount is
specified as “the equivalent to” a certain amount in Icelandic Krona; the loan amount was disbursed to the borrower in foreign
currency and the majority of the loan was repaid in foreign currency. The majority of the Supreme Court concluded that it was a
legitimate FX loan, particularly with reference to the name of the loan agreement, the specification of the loan amount and interest
and the way in which the loan was paid out and how repayments and interest were repaid, as it was considered that both parties had
discharged their duties with amounts in foreign currencies having changed hands. The Supreme Court came to the same conclusion in a
judgment pronounced on 1 November 2012, in the case of Arion Bank v P. Arnason fasteignir ehf. In that case, the loan amount is
specified as “the equivalent to” a certain amount in Icelandic Krona; the loan amount was disbursed to the borrower in foreign
currency, but the loan had been repaid in Icelandic Krona. In its reasoning the Supreme Court stated that according to the loan
agreement between the parties, the borrower was intended to repay the loan in foreign currencies, irrespective of whether he actually
did. As both parties had or were intended to discharge their duties with foreign currency changing hands, the Supreme Court
considered the loan to be a legitimate loan in foreign currencies. The Group believes that comparable loan agreements with
companies and individuals at the Group are subject to the precedent set by both these judgments. It is therefore clear that a
decision has been reached by the courts on the legality or, in some circumstances, illegality of the majority of the Group's FX
loans to companies and individuals. However, although the courts have not ruled on all types of the Group's FX loans, the
aforementioned rulings, and e.g. the ruling of the Supreme Court in case no 524/2011 (pronounced on 7 June 2012), have
demonstrated that the vast majority of the Group’s ISK 139,573 million of FX loans to customers are legitimate loans.

In light of the aforementioned judgments, the Group has decided to increase its provision of ISK 13.8 billion to I1SK 19.6 billion.

Conclusion

Although there is more clarity in the matters of FX loans, due to the judgements pronounced by the Supreme Court of Iceland since the
Group's last annual Financial Statements there still remains uncertainty regarding foreign currency linked loans in three respects:

Firstly, the estimation uncertainty associated with the Group’s interpretation of the impact of the Supreme Court of Iceland judgments
of 15 February and 18 October 2012. Uncertainty exists with regard to, firstly, the Group’s preliminary determination of the specific
loans that require recalculation and, secondly, uncertainty with regard to assumptions used in the method of recalculation of loans to
customers that were determined to fall within the scope of the judgment. As noted above, this uncertainty is somewhat mitigated by
the use of FME prescribed methodology. In the event the Group’s interpretation of the judgments of 15 February and 18 October 2012
were to change, the loss could be greater or less than the current estimate of ISK 19.6 billion .

Secondly, there have been claims that currency-linked loans to consumers should, from the date they have been recalculated and until
the loans are repaid, bear their contractual interest rates, and not the non-indexed interest rate for the Icelandic Krona posted by the
Central Bank of Iceland, as stipulated in Act No. 151/2010. This will probably be determined by future court rulings, for which it is
currently not possible to predict the outcome.

Thirdly, the legal uncertainty over the outcome of future legal decisions and new or amended government legislation that may require
the recalculation of other categories of foreign currency loans that the Group has not previously considered as vulnerable. This will be
determined by future court rulings and government actions, for which it is not currently possible to predict an outcome. Some
uncertainty still exists over the impact of the above matters on the carrying value of the Group's portfolio of foreign currency linked
loans at the end of the year.

Nevertheless, the Group considers its porfolio of foreign currency linked loans fully provisioned for the most likely outcome.
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NOTES TO THE CONSOLIDATED STATEMENT OF CASH FLOW

97. Operational cash flows from interest and dividends:

QLT =TS o - o PSR
INEEIEST FECEIVEM ....veiiiiiiieetiee ettt ettt e et e et e e e e bee e e baeesbeeesabaee s abeeeesaeeeesbaeeentaeeasssseensseeansaeenseeeansaeessseennseen
D1V T LT Vo I Yol T AV =T PSSP

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

98. Non-cash items included in net earnings before income tax and other adjustments:

Increase in book value of [0ans and receivabIles ...t
Impairment of 10aNs aNd rECEIVADIES .........ccuiiiieciece et et e s e e e e sae e e e saaeenaeenreesrne e
Changes in compensation INSEFUMENT .......oiiiiiiiiii ettt srens
Depreciation and @amMOrTISATION ......cciuiiiiiieirie st se e se e e sear e e s raae e e st be e e s beeesbaeeebeeeennaeeennreeens
IMPAITMENT Of OTREI @SSELS . .eiiuiiiitieie ettt ettt ettt e s a e e sttt e e bt e s bt e saseeabe e beesaeesabesaseenaeenes
Share of loss (profit) of associates and fair value Change .........c.cecuviiiiiiieeiiicceee e
Investment property, fair value ChanEe .........c.coiiiiiiiiiiiie ettt
Net foreign exchange loss (gain)
Net loss (gain) on financial assets and liabilities at fair value through profit or 10ss .........cccceevierieniiiiiireneee
Net loss (gain) on disposal of iINVESTMENT iN @SSOCIATES .......ecveeriieiieiiieie e eree e e e e ee e e sreesraeebeesaeesanens
Net loss (gain) on disposal of property and eqUIPMENt .......cccoiiieriiiiiei e e
Net loss (gain) on disposal of investment property ........cccccueeeueevueenne

Impairment loss on remeasurement to fair value of HFS legal entities ...........cccoceveiiiiinininiiniincceeneee
Net loss (gain) on non-current assets classified as held for sale ........c.cocvivieiiecce e

99. Changes in operating assets and liabilities are specified as follows:

Mandatory reserve with Central Bank of ICEIaNd .........cceeiuiiiiiiiiiiiecee et aeas
Loans and receivables to credit iNSTIEULIONS .......c.eiiiirieie ettt et et s s e
Loans and receivables 10 CUSTOMETS ........cc.iiiiiiiiieiiet ettt sttt b et s b et sbe s bt e st sbeese et enteeae
BONdS aNd deDt INSTIUMENTES ..c..viiiiiiiiie ettt ettt e st e st e e bt e be e satesabeebeesbeesabesaseenees
Shares and equity instruments
Derivatives and financial liabilities at fair VAlUE .........c.oouiiiiiiiie et s
OLNEE @SSEES ...ttt et et b e s bt e a et s bt e bt e b e e bt eh e e h e e bt e bt bt e n b e bt e bt ea b et e eheea e et e e bt eat et e nbeshe e e enne
Due to credit institutions and Central Bank of 1CIaNG ........coouiiiiiiiiiiiiiieeeetee et
Deposits ......
Borrowings
SUDOIAINGTEA IADIILIES ....eeueeueiteetie bbbt bttt s b et e b et e s bt et et e sbeeaeennene
ONEI HADIILIES «.veenvieeeeeieee ettt s ae e et e bt e s bt e s ab e e st e e bt e bt e st e eabeeabe e btesaeesaseenseenbeesanenas

100. Cash and cash equivalents at the end of the year:

Cash in hand and demMaNnd AEPOSILS ......eecveiruiiriiiiieieeree ettt ettt ettt e e bt e s st e sabesabe e st e saeesabesseesbeesanenas
DUE FromM Credit iINSTITUTIONS ...eo.iiiiiertietete ettt ettt ettt ettt h e st et e s bt e st et e sbesae e e e s bt sbe e e e nbesbeeneas
Mandatory reserve With CeNntral BAnK .........coceeiiorieeieiieenee sttt ettt et e et e st e saeeeseesaeesaeesaseeseenaes

Cash and cash equivalents at the end of the Year ............iiiiiiiiireiiiiiiiiiinenen e neses s ssssssnssesssssssens
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2012 2011

(23,865) (22,364
49,012 39,653
25 7

(12,824)  (38,368)
17,514 27,424

- 17,693
1,436 957
- 60
(2,405) (8)
(1,584) (916)

(1,434)  (1,837)
(561)  (1,463)

(396) -
(8) (16)
(1,356) -
- 2,027

- (7,176)

(1,618) (1,623)

(177) (791)
(9,729) 10,928
(3,498) 16,280
22,387  (18,845)

(366) (762)

7,514 3,302
4,179 11,431
16,901  (33,282)
(45,537) 4,993
5,451 (107)
(19)  (1,181)
462 (5,409)
(2,432)  (13,443)

29,746 29,200
84,164 62,175
(8,737) (8,560)
105,173 82,815

Amounts are in ISK millions
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RISK MANAGEMENT DISCLOSURES

Introduction

As a financial institution, 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
management processes and policies 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 (CEQ) is responsible for sustaining an effective risk management framework, policies 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 Audit and Risk Committee (BARC) is responsible for supervising the
Bank's risk management framework, risk appetite and the internal capital adequacy assessment process (ICAAP). The Asset and Liability
Committee (ALCO), chaired by the CEO or his deputy, is responsible for managing the asset-liability mismatch, liquidity risk, market risk,
and interest rate risk and capital management. 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, policies and measurements. Internal Audit discusses its results with management and reports its findings and
recommendations to the BARC.

The Bank’s Risk Management division is headed by the Chief Risk Officer. It is independent and centralised and reports directly to the
CEO. The division is divided into five units: Credit Analysis, which supports and monitors the credit granting process; Credit Control,
which monitors credit exposures on a customer-by-customer basis; Economic Capital, which is responsible for the Bank’s ICAAP;
Portfolio Risk, which monitors liquidity risk and risks in the Bank’s assets and liabilities at the portfolio level; and Operational Risk which
monitors risks associated with the daily operation of the Bank.

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 Group is to some extent exposed to risk through the loan portfolio that are related to assumptions about asset valuation and asset
performance. Provisions have in some cases been made to meet possible losses. Concentration in the Group's loan portfolio is
relatively high; the total sum of large exposures net of eligible collateral at the end of the year 2012 was 60% of capital base, down
from 87% at the end of the year 2011.

The Group is still exposed to currency risk although much progress was made in curtailing the currency imbalance during the year. The
Bank now meets the legal limits on currency imbalance. The Group’s operations are subject to interest rate risk associated with a
mismatch between interest bearing assets and interest bearing liabilities.

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, the majority of which is on demand.

The Group faces legal risk related to previous court judgments on foreign currency loans, see Note 96.

The Group will disclose information on the Group's risk management and capital adequacy in the Pillar 3 risk disclosure on the Bank's
website following the annual general meeting. The Pillar 3 disclosures are unaudited.
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Credit risk

101. 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. The main sources of credit risk are the Group’s loan portfolio, commitments and guarantees and derivatives
trading.

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’s main asset is its loan portfolio. Therefore managing and analysing the 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 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. For additional information see Note 109.

The pricing of each new credit granted and the credits arising from the impaired loan restructuring process should reflect the risk
taken. The customer's interests must be protected at all times and there must be a high likelihood that the customers will be able to
repay a given loan. In particular, the quality of collateral can never be the sole reason for a positive credit decision.
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102. Maximum exposure to credit risk and credit concentration by industry sectors

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 has changed its industry classification compared to last year. The Group uses an internal industry classification which is based on the ISAT08
standard classification. ISATOS8 is based on the NACE Rev. 2 classification standard. Due to this change, numbers in corresponding notes in the 2011 Financial Statement are not comparable.

2012
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 andretail  insurance manu-  Transpor- Public and
Individuals construction industry  technology trade activities facturing tation Services sector forestry Total
Cash & balances with Central Bank ........... - - - - - 29.746 - - - - - 29.746
Loans & receivables to credit institutions .. - - - - - 101.011 - - - - - 101.011
Loans & receivables to customers ............ 242.775 68.834 67.752 28.754 55.621 24.693 22.794 21.692 18.745 9.952 4.998 566.610
Bonds and debt instruments - 25 - 28 - 73.865 1.210 7 1 42.594 - 117.730
Derivatives .......ccoeveeeeieeiiieeeceeceen - - - - - 765 - - 23 - - 788
Bonds & debt instruments, hedging ........ - - - - - - - - 1.209 251 - 1.460
Other assets with credit risk ..................... 316 1.569 15 83 80 2.388 47 1 501 19 11 5.030
Total on balance sheet maximum
exposure to credit risk .......cccccceerieneennne. 243.091 70.428 67.767 28.865 55.701 232.468 24.051 21.700 20.479 52.816 5.009 822.375
Maximum exposure to credit risk related to off-balance sheet items:
Financial guarantees ..........ccccceveeeeevieniene 388 919 348 592 1.879 1.510 2.294 466 677 95 17 9.185
Unused overdrafts ........cceeevveneneneennenne. 21.499 1.143 295 463 3.548 1.666 1.555 305 1.606 2.209 256 34.545
Loan commitments .......ccecevererienienienen. 118 2.214 5.298 215 10.300 5.634 11.375 837 - - 10 36.001
Total off balance sheet maximum
exposure to credit risk .......ccceeeeeiiineeens 22.005 4.276 5.941 1.270 15.727 8.810 15.224 1.608 2.283 2.304 283 79.731
Maximum exposure to credit risk ........... 265.096 74.704 73.708 30.135 71.428 241.278 39.275 23.308 22.762 55.120 5.292 902.106
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102. cont.

2011
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 andretail  insurance manu-  Transpor- Public and
Individuals construction industry technology trade activities facturing tation Services sector forestry Total
Cash & balances with Central Bank ........... - - - - - 29.200 - - - - - 29.200
Loans & receivables to credit institutions .. - - - - - 69.103 - - - - - 69.103
Loans & receivables to customers ............ 239.289 71.579 76.673 26.753 50.582 19.853 26.969 20.384 17.197 7.613 4.658 561.550
Bonds and debt instruments ................... - 10 - 54 - 70.953 7.501 8 - 62.042 - 140.568
DerivatiVes .......ccecceveerereeieieneeeeie e 8 92 - 39 87 7 - 3 438 - 674
Bonds & debt instruments, hedging ........ - - - - - - - - - 1.922 - 1.922
Other assets with credit risk ..................... 283 4.192 5 139 82 1.860 65 2 1.323 52 1 8.004
Total on balance sheet maximum
exposure to credit risk .......ccceeccerrineenn. 239.580 75.873 76.678 26.946 50.703 191.056 34.542 20.394 18.523 72.067 4.659 811.021
Maximum exposure to credit risk related to off-balance sheet items:
Financial guarantees ... 418 1.717 367 746 617 1.568 276 432 690 1.821 10 8.662
Unused overdrafts .......cceovevenenicicnennene 21.553 1.128 148 288 2.200 2.977 1.511 290 1.521 2.412 230 34.258
Loan commitments .......cccceeeeceenereneenens 113 118 7.127 55 1.903 5.545 1.985 838 - - 3 17.687
Total off balance sheet maximum
exposure to credit risk .......ccceeceeernennn. 22.084 2.963 7.642 1.089 4.720 10.090 3.772 1.560 2.211 4.233 243 60.607
Maximum exposure to credit risk ............ 261.664 78.836 84.320 28.035 55.423 201.146 38.314 21.954 20.734 76.300 4.902 871.628
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103.

104.

Loans and receivables to customers specified by sectors: 2012 2011
INAIVIAUALS .ottt ettt et be bt e st e be st e e st et e eseeseens e beeaeessenbesbeeat e st e ebeebeens e benbeen s e benbeeneententennes 42.8% 42.6%
Real estate activities and CONSTIUCTION ......coiiriiriirieierieetet ettt ettt st e st e bt ee b sbeeae e 12.1% 12.7%
FISRING INTUSTIY .ottt et e st s a e et e et e e s aeesab e et e e bt e satesabeeabeesbeesabessbeenbeenseesasesnsannse 12.0% 13.7%
Information and communication technology .... 5.1% 4.8%
Wholesale and retail trate ........oouieiieieie ettt ettt et e s bt e s abe et e et e e beesabe st e e beesbeesateeabean 9.8% 9.0%
Financial and iNSUFANCE @CTIVITIES .....c.eiuiiiiiiieiieei ettt ettt b et e s bt e ae et e s besae e ennes 4.4% 3.5%
Industry, energy and ManUFACTUIING ......ccoviiiiiiiii ettt sb e b st nenes 4.0% 4.8%
Transportation . 3.8% 3.6%
SBIVICES ..ttt ettt ettt ettt e e ettt e e bt e e s b bt e s bt e s hb e e e ea bt e e e a b e e e e e b bt e e h bt e e R e et e Rt et e e b et e e naeeeRe e e e anneeeeaneeeebe e e nbneeennreeeas 3.3% 3.1%
PUDIIC SECLOT ...ttt ettt h et et s bt e a e e e e bt ehe e s e e s bt e bt e bt e b e sbeebeeh s et et e e st enb et e eneenteneennes 1.8% 1.4%
AGFICUITUIE @Nd FOr@SEIY ..ouviiiiiiiiee e b e s bbb bttt e bt st b e nes 0.9% 0.8%

100.0% 100.0%

The Group has changed its industry classification compared to last year. The Group uses and internal industry classification, which is
based on the ISAT 08 Standard classification. Comparison figures in 2011 have been changed accordingly.

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:

For retail lending: Mortgages over residential properties;

For corporate: Charges over real estate properties, fishing vessels and other fixed and current assets, inventory and trade
receivables and cash and securities;

For derivative exposure: Cash or Treasury bills.

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.

Collateral held by the Bank against different types of financial assets is specified as follows:

2012 Cash and Real Fishing Other Total Unsecured

securities estates vessels collateral collateral ratio %
Cash and balances with Central Bank ...........cocceveevienenenienieneenne. - - - - - 100.0%
Loans and receivables to credit institutions .........cccceeveeriieeneenns - - - - - 100.0%

Loans and receivables to customers:

Individuals 556 212,357 40 219 213,172
Real estate activities and construction ..........cccceeeeevveeeeiveeennnes 675 49,416 6 702 50,799
FiShiNg iNAUSEIY ..covuiiiiiiiieeee s 1,877 2,325 58,274 6,222 68,698 -
Information and communication technology .........c.ccccceevenneen. 78 547 - 18,312 18,937 0
Wholesale and retail trade ........ccveeeviveecciieeciieece e 1,909 12,705 - 8,550 23,164 1
Financial and insurance activities ........ccccveeeveeeeiveeceiieeeereeeenees 9,924 532 - 8,876 19,332 -
Industry, energy and manufacturing ........ccccoeveeveevienieenieenene 140 6,659 1 1,189 7,989 1
Transportation 71 503 19 904 1,497 1
SEIVICES .evvviiieeieiiiiitee e e eeiit et e e e st e e e e s ssbareeesesssaraeeesssssbaaaeeesans 252 2,785 57 1,973 5,067 1
PUDBIIC SECLON ittt et 29 3,261 - 91 3,381 1
Agriculture and forestry .......ccoveerienierieeneenee e 10 1,569 - 12 1,591 1
Bond, debt instruments and derivatives ..........cccceeeevveeeeireeeeneeenns 1,219 - - 68,628 69,847 42.0%
Collateral held against different types of financial assets ......... 16,740 292,659 58,397 115,678 483,474 40.1%

The table is for loans and collateral at the Bank only.

Comparative information for the year 2011 is not available.
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105. Credit quality by class of financial assets

Credit quality is specified as follows: Neither Past
past due but  Individu-
due nor not ally
2012 impaired impaired impaired* Total
Cash and balances with Central Bank .........cccviiiiirieiiieieiieeeciee e s 29,746 - - 29,746
Loans and receivables to credit iNSTItULIONS ........vveviiiiiiiiiee e 101,011 - - 101,011
Loans and receivables to customers :
[eF: [a I do Mol ] 4 oTo] - | 4= 1 TP PP PRSPPI 275,837 17,851 30,149 323,837
LOaNs tO iNAIVIAUAIS .....eeueiiiiiieiieieieeces ettt 200,080 22,845 19,848 242,773
Bonds and debt iNSTIUMENTS ....cecieeiiiiiiee ettt e et ree e e e e e sarr e e e e e eeanneeeeeeens 117,730 - - 117,730
DBIIVALIVES ..ottt ettt st e st e e it e e st e e et e e e b e e e naeeenneeeans 788 - - 788
Bonds and debt instruments used for hedging .........ccoveveieeiriiieciie e 1,460 - - 1,460
Other assets With Credit Fisk .......oocoiiieiiiiiie e 5,030 - - 5,030

Credit quality of loans and receivables ... 731,682 40,696 49,997 822,375

2011
Cash and balances With Central Bank .........cccuviiiieeieiiee e 29,200 - - 29,200
Loans and receivables to credit iNStItUtIONS ......c..ccccvieeiiiiiiiie e 69,103 - - 69,103
Loans and receivables to customers :
LO@NS £0 COMPOrates ......uviiiiiiiiiiiiiiiiii e 274,604 17,758 46,252 338,614
LOANS tO INAIVIAUAIS .....eeuieiiiitieiieieseeee ettt st 182,089 23,117 17,730 222,936
Bonds and debt iNStrUMENTS ....c..ceiiiiiiiicire et 140,568 - - 140,568
DEIIVALIVES ...ttt st st nn e e nn e e 674 - - 674
Bonds and debt instruments used for hedging .......cccceveeriiriiiiieiiienee e 1,922 - - 1,922
Other assets With Credit FiSK ........ueeieii i erre e e e e aaees 8,004 - - 8,004
Credit quality of loans and receivables ........cccccveiiiiinnneeiiiniiiinnnneinieresssssseesenen 706,164 40,875 63,982 811,021

* The figures for Individually impaired reflects both impairment due to legal uncertainty related to foreign currency loans as well as
impairment due to a deterioration in the borrower‘s credit quality.

106. Past due but not impaired loans by class of loans and receivables:

More
2012 Upto 31to60 61to90 than 90
30 days days days days Total
Loans and receivables to corporates 6,285 951 322 10,293 17,851
Loans and receivables to individuals 8,719 3,558 287 10,281 22,845
Past due but not impaired loans and receivables .........ccceevvvnneeiiiiiiiinnnnenns 15,004 4,509 609 20,574 40,696
2011
Loans and receivables to COrporates ........ccuvvveereeneerienieeneesieeveeseeeseeenenes 5,649 824 834 10,451 17,758
Loans and receivables to individuals ........cccccoeeevveeeeeieciiiiieee e 2,950 3,422 2,512 14,233 23,117
Past due but not impaired loans and receivables .........ccceevrnneiiiiiiiiisnnnenns 8,599 4,246 3,346 24,684 40,875

The majority of the past due but not impared loans have been acquired at discount. These loans are not considered to be impaired
unless the specific allowance exceeds the discount received.
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107.

108.

Collateral repossessed

During the year, the Group took possession of real estates with the carrying value of ISK 2,051 million and other assets with the value
of ISK 0.7 million, all which the Group is in the process of selling, see Note 81.

Impaired loans and receivables to customers by sector:
Loans impaired due Loans impaired due

to borrower to FX-loan court
credit quality rulings
Impair- Loan Impair- Loan Totalim- Total loan
2012 ment  carrying ment  carrying pairment carrying
amount  amount amount  amount amount amount
INAIVIAUALS e 13,143 19,397 5,032 18,626 18,175 38,023
Real estate activities and construction ...........ccecveeeeeeeivveeeeeeennnn, 4,684 10,091 1,586 4,139 6,270 14,230
FiShing iNUSTIY ..c..ooviiiiiiieeeeeen e 2,361 4,343 2,648 6,913 5,009 11,256
Information and communication technology ........cccccceeevveeenneenn. 7,561 11,192 187 307 7,748 11,499
Wholesale and retail trade .......ccceeeeeeeeveieeeeeee e 5,295 8,399 2,639 5,638 7,934 14,037
Financial and insurance activities .........ccccceeveeveieeeviee e 6,405 8,363 1,142 1,492 7,547 9,855
Industry, energy and manufacturing ........ccccceveveevieeveeneenveecneenns 604 1,152 483 999 1,087 2,151
TransPOrtation .....uueeiieeiiiiee e 35 40 36 120 71 160
SEIVICES vttt sttt ettt ettt ettt et et sbe et et e b bt 744 1,168 505 1,328 1,249 2,496
PUDBIIC SECLOT ..ttt 30 38 262 406 292 444
Agriculture and forestry 636 895 422 1,391 1,058 2,286

41,498 65,078 14,942 41,359 56,440 106,437

2011

INAIVIAUALS et 6,901 7,114 5,761 23,278 12,662 30,392
Real estate activities and construction ..........ccceevveeeevveeeeveeeenneen. 6,171 12,836 1,407 3,980 7,578 16,816
FiShiNg INAUSTIY ..oeviiiiiiiiie s 2,218 10,073 2,339 3,318 4,557 13,391
Information and communication technology .... 7,344 7,619 151 453 7,495 8,072
Wholesale and retail trade ........cccveeeeeeeivieiieeeeeiieeee s 3,121 8,285 2,173 9,981 5,294 18,266
Financial and insurance activities .........cccceeevveeeerveeeiveeecree e 4,706 9,013 50 111 4,756 9,124
Industry, energy and manufacturing ........cccceeeeveeevieeecciieesenneenns 636 3,356 359 2,919 995 6,275
TransSPOrtation ..ccc..ueeeiieeiiiiiiee e 35 99 47 121 82 220
SEIVICES .eueieieenite st ettt ettt sttt ettt e st e s be e ebe e bt e s atesateeseenaeesaee 906 3,194 488 1,001 1,394 4,195
PUDIIC SECLON ..ot 154 876 610 970 764 1,846
Agriculture and fOrestry .......ccocveeeeieeeeiee e 761 673 438 1,488 1,199 2,161

32,953 63,138 13,823 47,620 46,776 110,758

This note refines the presentation of impairments that are due to the uncertainty related to foreign currency loans from impairments
that are due to deteriorating borrower credit quality. At the end of the year, a provision of ISK 19,567 million had been made for losses
due to court rulings for illegal FX loans, out of which ISK 14,942 million are due to loans with a carrying value of ISK 41,359 million that
are still on the Group's balance sheet. The balance of ISK 4,625 million is due to loans which have been paid up and is accounted for in
the Statement of Financial Position as other liabilities. This balance will be paid out following a recalculation of the loans.

In prior financial years, loans where the impairment did not exceed the remaining acquisition discount were not classified as impaired
loans as the Group's management wanted to disclose impaired loan information reflecting the deterioration in loan quality subsequent
to acquisition. As the Group's restructuring of acquired loans in 2008 is nearing completion, the Group's management has reclassified
the remaining acquisition discount to an impairment provision.
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109. Large exposure

A large exposure is defined as an exposure to a group of financially related borrowers which exceeds 10% of the Group’s capital base
net of eligible collateral according to FME rules No 216/2007.

The legal maximum for individual large exposures is 25% of capital base and the sum of all large exposures cannot exceed 400% of
capital base.

The largest exposure to a group of connected clients at the end of the year was ISK 29 billion (2011: ISK 33 billion) before taking

account of eligible collateral, excluding claim on Drémi. The Group has four large exposures at end of the year (2011: five exposures)
net of eligible collateral.

2012 2011

no. Gross Net Gross Net
43% 0% 49% 0%

18% 18% 20% 20%

18% 17% 23% 23%

14% 14% 19% 19%

11% 11% 14% 14%

<10% <10% 11% 11%

104% 60% 137% 87%

No large exposure exceeds the legal limit of 25% of the Group's capital base at the end of the year. The Ministry of Finance has pledged
that Arion Bank will be held harmless from the exposure due to the bond claim on Drémi. The FME has ruled that the Group can use
the hold harmless statement as a credit enhancement towards the claim on Dréomi. Consequently, the Group finds that the net
exposure on Dromi is zero.

The sum of all large exposures is 104% of the Group's capital base before collateral mitigation or 60% net of eligible collateral, which is
well below the 400% legal maximum.

Market risk

110. 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 firm track of the market risk and separates its exposure to market risk into trading book and non-trading book i.e.
banking book. The market risk in the trading book arises from proprietary trading activities. Market risk in the non-trading book arises
from various mismatches in assets and liabilities in e.g. currencies, maturities and interest rates. The market risk in the trading book
and in the non-trading book is managed separately by Treasury.

Market risk allowance is set by the Board in the Bank’s risk appetite and the CEO decides on the limit framework for each trading desk
and sets individual limits. The Asset and Liability Committee 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.
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111.

112.

113.

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 large 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 generally fixed for a long period, resulting in a
yield curve 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, of which the largest one is EUR.

The Group's strategy for managing its interest rate risk is to strive for an interest rate balance between assets and liabilities by offering
deposit incentives and by targeted lending practices.

Interest rate risk in the non-trading book

The following table shows the sensitivity of net present value of interest bearing assets and liabilities to changes in interest rates by
currency and interest fixing period in million of ISK in the Group. Risk is quantified as the net change in value of interest bearing assets
and liablities, when assuming a simultaneous parallel shift upwards of all yield curves by 100 basis points. The sensitivity does not
relate to variation of annual net interest income.

2012 0-1Y 1-5Y 5-10Y 10-20Y >20Y
CPIIndexed lINKed .....cceeviriiriieieereeceeeeee e ISK (35) (603) (282) (1,980) 811
Non Indexed HNKEd ......ccuevveeiieiiecieceeeee e ISK (102) (433) 57 - (10)
EUR 71 (3) - - -
Other (35) (6) (50) - -
2011
CPIIndexed lINKed .....ccoouiriirieieieieeeeeeee e ISK (101) (145) (84) 107 (189)
Non Indexed NKEd ......ccuevueeiierieeieeeee e ISK 40 (102) (268) (622) 459
EUR 11 (3) - - -
Other 62 (177) - - -
Interest rate risk in the trading book
Interest rate risk in the trading book is quantified in the same way as that of the non-trading book.
2012 0-1Y 1-5Y 5-10Y 10-20Y >20Y
CPlIndexed liNKed .......coceeviiriiriiiieeec e ISK - (19) (80) (5) (270)
Non Indexed INKed .......cceevieiiieiieieieee et ISK (50) (17) (8) (36) -
EUR (5) - - - -
Other (2) - - - R
2011
CPIIndexed INKed .......cccuievieeiiieieiie ettt ISK - (80) (20) (22) 5
Non Indexed INKEd .......ccueviiriiiiieieie et ISK (66) 53 (42) (85) -
EUR 1 - - - -
Other 213 9 - - -
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114. The table below analyses the Group’s assets and liabilities at carrying amount by residual maturity.

2012 Carrying On Upto3 3-12 1-5 Over 5 With no
Assets amount  demand months ~ months years years  maturity
Cash and balances with Central Bank ............ccu....... 29,746 21,121 - 8,625 - - -
Loans and receivables to credit institutions ............. 101,011 84,033 16,721 - 257 - -
Loans and receivables to customers ........ccccceeeeennnns 566,610 3,000 47,511 92,258 208,232 215,609 -
Bonds and debt instruments .........cccceeeeeiiiiieee e 117,730 7,034 - 25 69,087 41,584 -
Shares and equity instruments .........cccceeevveeevcieeennnns 16,844 - - - - - 16,844
Derivatives ..., 788 - 693 23 72 - -
ASSELS 1Q .. 18,737 - 16,739 444 1,554 - -
LiabBilities 1€g .........ccecevereeeerenieiriieieieieieeeenienae (17,949) - (16,046) (421) (1,482) - -
Securities used for hedging ........ccccceeevvveevieecicieeens 2,438 1,460 - - - - 978
Investment property ......cccccvveeveeeeeeeiniieeeeeeniiieeeenn 28,919 - - - - - 28,919
Investments in associates .......cooeeeeeeeeeeeeeeeecceeecec, 7,050 - - - - - 7,050
Property and equipment ........ccccevvieeinieennieeenieee e 6,311 - - - - - 6,311
Intangible assets ......ccccvveceereerie e 4,941 - - - - - 4,941
Tax @SSets cuvvviiiiiiiiiiicc 463 - - 17 446 - -
Non-current assets held for sale .........ccocvvevcvveeernnnne 11,923 - - - - - 11,923
Other @SSetS ...ccceervereeerrireeeereeee e 5,901 64 2,500 2,047 401 18 871
Assets 31.12.2012 .......cceerrrecnersnnisssenssnessseissnessnnes 900,675 116,712 67,425 102,995 278,495 257,211 77,837
Liabilities
Due to credit institutions and Central Bank .............. 32,990 12,742 12,360 7,659 229 - -
DEPOSIES wvveviriieiieiiriecietere e 448,683 268,016 118,584 34,890 24,947 2,246 -
Financial liabilities at fair value .......cccccceeevvveeccveennns 13,465 - 12,575 98 480 312 -
ASSELS 1BQ ..o (25,677) - (6,037) (4,533) (9,646) (5,461) -
Liabilities 1€ ..........cccceeecuereninieinirieieeneee 26,652 - 6,122 4,631 10,126 5,773 -
Short position on bonds ............cccceevcvevcvencveeneeennen. 12,490 - 12,490 - - - -
Tax liabilities ......ccocccvvviviniiiininiiiicie 3,237 - 474 1,425 1,338 - -
Non-current liabilities held for sale ..........ccccceeenine 1,769 - - - - - 1,769
Other liabilities .........cccooeviviiininiiiiiice 40,348 492 25,952 5,180 3,207 308 5,209

Borrowings .............. .... 195,085 601 1,865 2,858 31,686 158,075 -
Subordinated liabilities ... 34,220 - - - - 34,220 -
Liabilities 31.12.2012 ..... 769,797 281,851 171,810 52,110 61,887 195,161 6,978
Off balance sheet items:

GUATANTEES ...evvvvieeeeieiiieee et e e e sirre e e e e s sneaeeeeeas 9,185 1,806 3,639 1,462 939 1,339 -
Unused overdraft .......ccocovvveeeeiveiiieeeee e 34,545 691 8,971 11,768 13,035 80 -
Loan commitments .......cocciiieeeiiniiiiieee e 36,001 1,051 19,201 5,816 9,932 1 -
Off balance sheet items ........ccccovvueeriiiiiisnnenneeinnnns 79,731 3,548 31,811 19,046 23,906 1,420 -
Net interest sensitivity 8ap ......ccccereriiiiinnenennnsssnnnne 51,147 (168,687) (136,196) 31,839 192,702 60,630 70,859
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114. cont.
2011 Carrying On Upto3 3-12 1-5 Over 5 With no
Assets amount  demand months months years years  maturity
Cash and balances with Central Bank ...........cc......... 29,200 20,640 - 8,560 - - -
Loans and receivables to credit institutions ............. 69,103 62,155 6,703 - 245 - -
Loans and receivables to customers .........cccceeevvennnen. 561,550 13,694 49,872 71,108 230,773 196,103 -
Bonds and debt instruments ........c.cccceeveenenencnnnenne. 140,568 3,994 515 15,256 80,125 40,678 -
Shares and equity inStruments .........ccoeceevveeneeneennns 14,045 - - - - - 14,045
DeriVALiVeS ......cccovevuveniiriiiiiiiiiniciiieiieiesicee 674 - 188 3 483 - -
ASSELS 1O oottt 9,589 - 5,603 299 3,687 - -
LiGDilities 1€G ......ccveecveeeiresiiesiiesieesiiesieecieesieesienans (8,915) - (5,415) (296) (3,204) - -
Securities used for hedging ........ccocevevereieeveineeniennns 2,372 1,922 - - - - 450
Investment property ........ccceevviiiiiiiiiniininiii 27,100 - - - - - 27,100
Investments in assocCiates .......oeeeeeeeeeeeeeeeeeeeceeeeeenn, 2,987 - - - - - 2,987
Property and equipment .......cccccceveniniennenencneene. 6,271 - - - - - 6,271
Intangible assets ... 4,765 - - - - - 4,765
Tax assets ....ccccvvvvvriieeiiiiiiinnees 724 - - - - - 724
Non-current assets held for sale . 23,886 - - - - - 23,886
Other assets ......ccooevvevienenenne 8,876 598 5,446 492 843 68 1,429
Assets 31.12.2011 .......cccovvvreneicniiinnnnnsesnnnnensesissnnn 892,121 103,003 62,724 95,419 312,469 236,849 81,657
Liabilities
Due to credit institutions and Central Bank .............. 16,160 10,341 231 5,588 - - -
DEPOSITS vovvevereeeniesiestieiiesie sttt sttt n e 489,995 377,063 58,708 24,371 27,117 2,736 -
Financial liabilities at fair value ........cccceeevveeecveennns 4,907 - 4,492 - 415 - -
ASSELS 1EQ ettt (35,374) - (34,697) - (677) - -
Liabilities 1€ ..........cccueeecuereninieiinirieieeseee 36,571 - 35,479 - 1,092 - -
Short position bonds ............cceeeeeeeveivesveervenrnanne. 3,710 - 3,710 - - - -
Tax liabilities .....ccoveveeieriniricccee, 3,421 - - 2,284 - - 1,137
Non-current liabilities held for sale .........ccccceeeueee. 4,950 - - - - - 4,950
Other liabilities .......ccccoveieiiniiiiiccceeee 38,822 2,020 8,235 20,157 2,686 219 5,505
BOITOWINES ...eeeiiiieeiieeeiite ettt 187,203 - 3,885 2,595 13,297 167,426 -
Subordinated liabilities ........ccccceeveeeviieeiiieeciee e, 32,105 - - - - 32,105 -
Liabilities 31.12.2011 ......cccccceerrinererirneercssnensssnneenens 777,563 389,424 75,551 54,995 43,515 202,486 11,592
Off balance sheet items:
GUATANTEES ...eevvieeeeeieiiieee et e e e e sirre e e e s snaaeeeeeas 8,662 343 420 1,273 5,108 1,518 -
Unused overdraft .......ccccveevviieeiiieeceiee e 34,258 808 7,685 12,465 13,272 28 -
Loan commitments ........ccccoeeiiiiii 17,687 1 2,892 8,385 4,409 2,000 -
Off balance sheet items .......c.ccceevveeerineercisnecininees 60,607 1,152 10,997 22,123 22,789 3,546 -
Net interest sensitivity 8ap .....cccccceervieeeriseeciineeen. 53,951 (287,573) (23,824) 18,301 246,165 30,817 70,065
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115. Inflation risk

The Group is exposed to inflation risk when there is a mismatch between inflation linked assets and liabilities. The total amount of
indexed assets amount to ISK 262.0 billion (2011: ISK 230.7 billion) and the total amount of indexed liabilities amount to ISK 216.8

billion (2011: ISK 218.5 billion).

2012 Uptol 1to5 Over 5

year years years Total
Assets, CPl indexed linked
Loans and receivables tO CUSTOMENS ......cooiuvveieiieiiieeee ettt eeeabraeeeeeeans 583 55,601 197,506 253,690
Bonds and debt instruments - 482 2,253 2,735
Off balance sheet position ... - 1,085 4,478 5,563
Assets, CPlindexed lINKEM ......cccciiiiiiiiiiiiiiiiiiiirririrrreeerersrsrere e e e e e e seseseseeeseeeeessssssesenes 583 57,168 204,237 261,988
Liabilities, CPIl indexed linked
[D7=T o To 1 | £ PRSPPSO PP PPPRUPPPOPI 59,738 26,041 5,815 91,594
BOITOWINES .eeevveiiieteestee ettt et et e s teete e teesseeesteeseeeaeesseesaseenseassaesnseesseessaesseessseensaesessseennen 1,077 12,806 111,371 125,254
Liabilities, CPl indexXed lINKEd ..........ceeueeeeemememenenenennnenennnsnsnnnnnssssesesssssessssssssssssssssasssanen 60,815 38,847 117,186 216,848
Net on balance sheet POSItION ........ccciiiiiiiiiiieee et (60,232) 17,236 82,573 39,577
Net off balance Sheet POSItION ......c.cccuieiieriecie et - 1,085 4,478 5,563
CPIBalance 31.12.2012 ........ccceeeeeeeeerrnneeeereceesssaseeseesessssnsesnssessssssnssssssssssssnnsssssssesssannanes (60,232) 18,321 87,051 45,140
CPIBalance 31.12. 2011 w.ouvueeieeeeeeesieeee e nesneas (58,423)  (1,448) 72,027 12,156
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116. Currency risk

Currency risk is the risk of loss due to adverse movements in foreign exchange rates. The Group is primarily exposed to currency risk
through a currency mismatch between assets and liabilities. The liabilities of the Group are predominantly ISK denominated deposits
whereas the Group's assets consist largely of foreign currency denominated loans to customers. Net exposures per currency are
monitored centrally in the Bank.

The following table shows the breakdown of assets and liabilities by currency at the end of the year.

Assets ISK EUR usb CHF GBP JPY Other Total
Cash and balances with Central Bank .... 24,874 3,353 729 155 403 4 228 29,746
Loans to credit institutions .................... 26,176 21,098 17,521 2,538 15,462 1,794 16,422 101,011
Loans and receivables to customers ..... 427,037 50,966 20,396 21,121 6,670 14,835 25,585 566,610
Bonds and debt instruments ................. 117,058 - 672 - - - - 117,730
Shares and equity instruments .............. 12,649 2,718 949 - 234 - 294 16,844
DerivatiVes ......ccoceveeeeerennceeeneeeenenee 153 560 54 7 10 4 - 788
Securities used for hedging ................... 2,438 - - - - - - 2,438
Investment property .......ccccevevvveeeeennne 28,919 - - - - - - 28,919
Investments in associates .........cccceeuunnee. 7,050 - - - - - - 7,050
Property and equipment ........cccceeveeenne 6,311 - - - - - - 6,311
Intangible assets ....ccccovvveeevcveeviieeniieen, 4,941 - - - - - - 4,941
Tax @ssets ....ccovveriiiiiinnicnie 463 - - - - - - 463
Non-current assets held for sale ........... 10,706 1,217 - - - - - 11,923
Other assets .....cooveveeereneceeereeeenenes 5,237 375 245 - 4 - 40 5,901
Assets 31.12.2012 .......cceerurecnerinnennnen 674,012 80,287 40,566 23,821 22,783 16,637 42,569 900,675
Liabilities

Due to credit inst. and Central Bank ...... 31,060 1,486 201 - 24 218 1 32,990
DEPOSItS .ouvevireeeieriieeeereee e 362,384 28,663 13,893 1,831 10,185 1,374 30,353 448,683
Financial liabilities at fair value ... 12,665 791 - - - - 9 13,465
Tax liabilities .....ccoceeevveeecieeeieeens 3,237 - - - - - - 3,237
Non-current liabilities held for sale ....... 489 1,280 - - - - - 1,769
Other liabilities 33,595 1,506 1,866 298 808 1,430 845 40,348
BOITOWINGS «.evevenieeericicienieieieeeeeeeeene 132,214 2,815 20,785 21,698 7,346 10,227 - 195,085
Subordinated liabilities ...........ccccveeueee. - 27,511 2,563 - 4,146 - - 34,220
EQUILY weveevereeieieeenieieieee e 130,878 - - - - - - 130,878
Liabilities 31.12.2012 ..........cccveuveenrenne 706,522 64,052 39,308 23,827 22,509 13,249 31,208 900,675
Net on balance sheet position ............... (32,510) 16,235 1,258 (6) 274 3,388 11,361

Net off balance sheet position .............. 14,347 (8,624) 3,667 (1,239) 3,321 (3,672) (7,800)

Net position 31.12.2012 .........ccoevvennenee. (18,163) 7,611 4,925 (1,245) 3,595 (284) 3,561

A natural hedge for currency is no longer relevant for the Group.
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2011

Assets

Cash and balances with Central Bank ....
Loans to credit institutions ...................
Loans and receivables to customers .....
Bonds and debt instruments .................
Shares and equity instruments ..............
Derivatives .....ccccccvviiiiiiiiiiiiiice,
Securities used for hedging ...................
Investment property .......ccceceeevererenen.
Investments in associates ..........cccceueee.
Property and equipment .........ccccuveuneen.
Intangible assets
TaX SSELS wevvvriiiiriieiiiec e
Non-current assets held for sale ...........
Other assets ....cccccovevereerineneeieeee

Assets 31.12.2011 ........ccceeevueeiirenennnnnes

Liabilities

Due to credit inst. and Central Bank ......
DEPOSItS .eevrveeeeieeiieeeree e
Financial liabilities at fair value .............
Tax liabilities ......cceveevienieiieeereeeee
Non-current liabilities held for sale .......
Other liabilities .......ccccceveeriieniennieneens
BOrrOWINGS ..vvvveeeiiiiiiiieee e

Subordinated liabilities ...........ccccveeeneee.

Net on balance sheet position ...............

Net off balance sheet position ..............
Net position 31.12.2011 ......ccceevvuvvveeenns
Loans to customers with ISK income .....

Net real position 31.12.2011 .................

Arion Bank Consolidated Financial Statements 2012

ISK EUR usD CHF GBP JPY Other Total
12,238 317 10,678 828 3,670 574 895 29,200
23,725 9,288 10,813 1,010 8,055 3,249 12,963 69,103

393,093 48344 20,998 34,298 10,957 27,824 26,036 561,550
128,853 352 11,363 - - - - 140,568
9,931 2,534 899 - 276 - 405 14,045
458 8 1 8 14 185 - 674
2,372 - - - - - - 2,372
27,100 - - - - - - 27,100
2,986 1 - - - - - 2,987
6,271 - - - - - - 6,271
4,765 - - - - - - 4,765
724 - - - - - - 724
23,886 - - - - - - 23,886
8,469 245 68 - 12 - 82 8,876
644,871 61,089 54,820 36,144 22,984 31,832 40,381 892,121
15,188 261 69 - 304 11 327 16,160
399,616 26,869 16,880 6,664 7,464 5253 27,249 489,995
3,856 23 430 2 113 378 105 4,907
3,421 - - - - - - 3,421
4,950 - - - - - - 4,950
34,339 1,027 2,587 8 397 - 464 38,822
126,311 3,000 19,833 20,281 6,720 10,968 - 187,203
- 25869 2,446 - 3,790 - - 32,105
114,558 - - - - - - 114,558
702,239 57,139 42,245 26,955 18,788 16,610 28,145 892,121
(57,368) 3,950 12,575 9,189 4,196 15222 12,236
14,737 4,660  (3,075) - (1,312)  (9437)  (5,573)
(42,631) 8,610 9,500 9,189 2,884 5,785 6,663
18,440  (2,822)  (1,224)  (8,164) (91) (5,907 (232)
(24,191) 5,788 8,276 1,025 2,793 (122) 6,431
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117. Sensitivity analysis on currency risk

The table below indicates the currencies to which the Group had significant exposure at 31 December 2012. 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 income
statement (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 income statement 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).

2012 2011
Currency -10% +10% -10% +10%
EUR ettt bbbt h e a et bt bttt e bt e a e et e s bt ehe et e bt saeeae e (761) 761 (579) 579
USD ittt ettt ettt e bt e sh e bt e bt e bt e ehteea bt e beeeheeshteeabeebeenbeennteebeenne (493) 493 (828) 828
CHE ettt ettt h e a e b bt h et h e bt a bbbt bt e b b e e bt et et e eh e et e tenns 125 (125) (103) 103
GBP ettt sttt h e eh b e et e et e e bt e ehtesate et e e bt e shteeateebeenbeesaee e (360) 360 (279) 279
TP et b bbbt a et et h e et nb e bt e a e et e bt ehe et et sheeaeenee 28 (28) 12 (12)
(01T O OO OO PP UROUOURTPPTPPPRRPPRIRY (356) 356 (643) 643

118. Equity price risk
Equity price 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. The non-trading equity price risk exposure is mainly due to restructuring of the Group's assets i.e. restructuring of troubled
companies which the Group has taken over. For information on assets seized and held for sale, see Note 81. The Group's trading book
is to a very limited extent exposed to listed equities.

119. Derivatives
The Group's use of derivatives is through derivative sales and trading portfolios. The types of derivative currently offered by the Group
are interest rate swaps, options and forwards on Treasury notes and Housing Financing Fund bonds. The Group is not materially
exposed to derivative instruments at the end of the year 2012.

120. 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 the end of the year 2012.
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Liquidity risk

121. 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 institutions. The Group’s liquidity risk
stems from the fact that the maturity of loans exceeds the maturity of deposits, the majority of which is on demand.

Liquidity risk is one of the Group’s most important risk factors and great deal of emphasis is placed on managing it. The Asset and
Liability Committee is responsible for managing liquidity risk within the risk appetite the Board sets. The Bank’s Treasury manage
liquidity positions on a day-to day basis. Risk management measures, monitors and reports the Bank’s liquidity risk.

The Icelandic economy has been subject to capital controls since late 2008. 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. The
lifting of the capital controls remain uncertain.

The liquidity risk limit is quantified by liquidity and cash ratios as well as by applying stress tests to identify scenarios of possible
liquidity strain.

122. Secured liquidity

The Bank calculates its secured liquidity ratio from cash on hand and cash balances with the Central Bank of Iceland, Treasury notes
and Housing Financing Fund bonds which are held specifically as liquidity reserves and other eligible assets for repo transactions with
the Central Bank and compare it with the total interest bearing liabilities.

The FME has set a guideline for minimum secured liquidity ratio and a minimum cash ratio. These guidelines stipulates that the Bank
should have adequate liquidity reserves to withstand an instantaneous deposit outflow of 20% (Secured liquidity ratio), and that cash
and cash equivalents shall amount to at least 5% (Cash ratio) of on-demand deposits. The Bank’s ratios during the year were as follows:

Liquidity Cash

ratio ratio

Tt Ta T P PP R PO TSP PPOPPTOP 33% 31%
Maximum .... 37% 31%
IVHINEMIUIN Lttt et st e b e s ae e sae e bt e s b e e s ae e e as e e bt e s b e e ss e e e a b e eat e e b e e e saeemneeaseeneensnesaneennees 28% 10%
F V=T T OSSOSO P PP PP PPPPUPPPPOP 32% 17%

123. Deposit stickiness

The Group's deposit base has been split into seven different categories depending on its stickiness. The term stickiness of deposit
defines the past stability of deposit and the projected behaviour over time. A deposit is described as being sticky if it has shown to be a
stable funding for the Group in the past and is expected to remain stable in the future. Every depositor within a specific group shares
common characteristics that can be used as a measure of stickiness. The criteria for different levels or categories of stickiness include,
but not limited to, behaviour of depositor over time, behaviour of depositor in stressed condition, the depositors business relationship
with the Group and the maturity of the deposit. These criteria's are based both on qualitative and quantitative methods.

— Capital controls: Deposits from customers believed to be waiting for the lifting of capital controls;

— Resolution process: Deposits from customers in a resolution process;

— Investors: Deposits from investors who may withdraw when other investment opportunities appear or competitor offers higher
deposits rate;

— Deposits - legal entities: Deposits from legal entities with no other business relationship with the Group and not quantified as an
active investor;

— Deposits - retail individual: Deposits from retail individual with no other business relationship with the Group and not quantified as
an active investor;

— Deposits - legal entities with business relationship: Deposits from legal entities with business relationship with the Group; and

— Deposits - retail individual with business relationship: Deposits from retail individual with business relationship with the Group.
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123. cont.
The table below shows the split between different levels of the Group's deposit stickiness at the end of the year, according to the
Groups's classification. The rating 7 means the stickiest deposits and the rating 1 the least sticky.

% of deposit base:

2012 2011

Stickiness rating
Due to Central Bank (excluded from stickiness categorisation) 12,358 -
1 CaPital CONTIOIS ..cneeiiieieeee ettt sttt e bt e st e st e e be e beesaee 2% 8,746 9% 43,977
2 RESOIULION PrOCESS .uvveeeeeeieeiiesieeeeeesre et e steesttesteesteesteessseesteeeeeseessseanseeseaseesssesnsenses 18% 82,338 11% 58,315
S 11V o ] PRSPPI 21% 101,827 25% 124,596
4 Deposits - 188al ENTITIES ...ueiiiiie e 14% 63,445 16% 80,494
5 Deposits - retail INdividUals ........cocueeiiiriiniieceee e 11% 53,239 11% 57,559
6 Deposits - legal entities with business relationship .......c.cccccevveevieniiececceececeeee 16% 73,098 11% 57,664
7 Deposits - retail individuals with business relationship ........c.ccoceeeniniiiinniniicnee. 18% 86,622 17% 83,550
L] 7 OSSOSO SO ST U PR 100% 481,673 100% 506,155

The fall in Capital Controls is primarily due to a single client's transaction.

Operational risk

124. Operational risk is the risk of direct or indirect loss, resulting from inadequate or failed internal processes, human and system error, or
from external events that affect the Group’s operations. Reputational risk and legal risk are among others, considered sub-categories
of operational risk. Operational risk is inherent in all activities within the Group.

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 Basel Il basic indicator approach to the calculation of capital requirements for operational risk, but manages it in
accordance with the standardised approach.
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Capital management

125. The capital base at 31 December 2012 amounts to ISK 159,694 million. The capital adequacy ratio, calculated in accordance with Article
84 of the Act on Financial Undertakings was 24.3%, exceeding the minimum legal requirement of 8%.

The Group uses the standardised approach to calculate the capital requirements for credit risk and market risk and basic indicator
approach for operational risk.

The Bank carries out an on-going process, the Internal Capital Adequacy Assessment Process (ICAAP), with the aim to ensure that the
Bank has in place sufficient risk management processes and systems to identify, manage and measure the Bank’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 to its risk profile. FME supervises the Group, receives the Group's internal estimation on the capital adequacy (ICAAP) and
sets capital requirements for the Group as a whole.

The Group is subject to capital requirements which are specified by the FME following the Supervisory Review and Evaluation Process
(SREP). The Group’s capital base exceeds the FME‘s SREP requirements (2011: the same).

It should be noted that the effect of risk mitigation in the form of natural hedge, due to FX loans to borrowers with ISK income, is no
longer reflected in the RWA for market risk whereas 31.12.2011 a 37% effective contribution of the corresponding portion of the FX
imbalance was accounted for.

A reclassification of securities has been made from the trading book in to the banking book in precise compliance with the Basel Il
standard. The result is a transfer of 23,350 million of RWA from Market Risk into Credit Risk at 31 December 2012.

The table shows the Group's RWA calculations: 2012 2011

Capital Base

] AT or= o1 7 | SRS 2,000 2,000
] 2T o1 =1 00 T ¢ USRI 73,861 73,861
OTNEE FESEIVES ....eeivvieeeeeeeiteee e e ettt e e e e et be et e e e e ettbbaeeeeesetbaseseeesassaseseeeaasssssaaseeaasssseeeeeaassssseeeesensssseeseeeaassssseeeseanssrens 1,639 1,637
XY 1 =T =TT 01T Y= SRS 49,572 32,950
NON-CONTIOIING INTEIESTS ..eeeuiiieiiieeeiteeceteeeetee et e et e e et e et e e e s staeeessbeeesstaeesssaeaansseeassseessseeansseeessseeesnsaeessseessseanns 3,806 4,110

130,878 114,558
(5,404) (5,489)
125,474 109,069
34,220 32,105
159,694 141,174

Total Equity .............

Deduction from Tier 1 capital ..

Total Tier 1 capital ...
Tier 2 capital ........

Total Capital base .

Risk weighted assets

(S0 =Te [ A £ 1 PN 557,964 543,233
Y T A 1Y 2 R 20,063 31,990
Market RiSK ORET .....c.ccuiiiiiiiiiiic e 7,407 30,757
(O] o= =Y a oo T I T SO SRUORTRRUSRUPRPRR 72,329 58,976
Total Risk WEISHEEd @SSEES ...uuuueeiiiiiiiiiiinniiiiiiiiiiinnneisiiiiisnenetisssssssnsnessiesssssssssssssesssssssesssssssssssnssssssssssssssssssssssss 657,763 664,956
=T e - o PR 19.1% 16.4%
[0 o] 1R Te [=To [T TtV - 4 [ TSROSO 24.3% 21.2%
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NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS

OTHER INFORMATION

Related parties

126. The Group has a related party relationship with Kaupskil ehf., Kaupthing hf., the Group's associates, the Board of Directors of Arion
Bank, management personnel of the Bank and close family members of individuals referred to above.

Icelandic State Financial Investments (ISFI, a separate state institution under the Ministry of Finance) manages a 13% stake in Arion
Bank. ISFI and related entities are defined as related parties and balances and transactions with these entities are included in the tables
below under Shareholders with significant influence over the Group.

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.

2012
Net
Balances with related parties: Assets Liabilities balance
Shareholders with significant influence over the GroUp ........cccevievieccie e - (1,960) (1,960)
Shareholders with control over the Group 704 (61,095) (60,391)
Board of Directors and key Management Personnel ........cccccceeveereeeceeeieesee et 129 (128) 1
Associates and other related PArties ........evveeeeriinieie ettt st 53,737 (16,379) 37,358
54,570  (79,562)  (24,992)
Interest  Interest Other Other
Transactions with related parties: income  expense income  expense
Shareholders with significant influence over the Group ........ccccccceverieieniniiiincniceene - 18 - -
Shareholders with control over the GroUP .......cccveeeiieieriieece e - 1,207 57 -
Board of Directors and key Management personnel ..........ccceceeveveninieenicniineesiencnenens 10 3 - -
Associates and other related Parties ......cvevveeeiieeiiieeere e e 4,118 279 771 173
4,128 1,507 828 173
2011
Net
Balances with related parties: Assets Liabilities balance
Shareholders with significant influence over the Group ..........ccoviiriieieiiieniee e - (1,730) (1,730)
Shareholders with control OVEr the GroUP .....cceccuieiiieieereesie e et re e s e saeeeneas 493 (41,376)  (40,883)
Board of Directors and key Management Personnel ........occcoceereerieriienieeneenie et ae e 104 (367) (263)
Associates and other related PArties .......c.evcveeceerieiiecie et se e sree s e e saeesteesnaeeneas 74,135 (29,088) 45,047
74,732 (72,561) 2,171
Change in
Transactions with related parties: Interest  Interest Other Other compens.
income  expense income  expense instrum.
Shareholders with significant influence over the Group .........cccccoeverveienenne. - 28 - - -
Shareholders with control over the Group ........cccceeevevcieevieeseeseeee e 322 887 47 - 18,015
Board of Directors and key Management personnel ..........cccoceeeeenenenneennenns 6 12 31 - -
Associates and other related Parties .......cccvcveevcieeeriee e 3,273 352 1,359 25 -
3,601 1,279 1,437 25 18,015
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NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS

Events after Balance Sheet date

127. Events after Balance Sheet date
a) In January 2013 Arion Bank completed its third non-indexed fixed rate covered bond offering, issuing ISK 1.8 billion worth of bonds in

the Series Arion CB 15. The bonds bear 6.5% interest and mature in 2015.

b) In February 2013 Arion Bank completed its first international bond offering, issuing NOK 500 million of senior unsecured bonds. That
equals ISK 11.2 billions. The issuer has undertaken to list the bonds on Oslo Bérs no later than one year from the issue date. The bonds
issued bear floating interest rate of 5.0% on NIBOR and mature in 2016.
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