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Endorsement and statement
by the Board of Directors and the CEO

The Interim Financial Statements of Arion Bank for the period from 1 January to 31 March 2017 include the Interim Financial Statements of
Arion Bank ("the Bank") and its subsidiaries, together referred to as "the Group".

Outlook

The Icelandic economy has continued to surpass all expectations. Economic growth was 7.2% in 2016, driven by domestic demand and rapid
growth in tourism, inflation continues to be below the Central Bank's inflation target, and unemployment continues to decrease while the
activity rate is at an all-time high. In March almost all capital controls were removed, prompting credit rating agencies to revise Iceland's
rating and outlook. Despite the capital account liberalization and the strike in the seafood industry at the beginning of the year, the ISK has
continued to appreciate, albeit at a much slower pace than before. The economic outlook is favorable and Arion Bank's Research forecasts
that economic growth will remain strong. Unemployment is expected to decrease and purchasing power is forecast to continue to grow,
improving households' financial conditions even further. Inflation is projected to remain low throughout the year but gain pace in 2018.

Arion Bank is financially robust as demonstrated by a leverage ratio of 17.0% (see Note 42). Its liquidity position is strong, with a liquidity
coverage ratio of 163%, (see Note 40). All the ingredients are in place to enable Arion Bank to continue to offer its customers quality services
in the areas which are important to them, whether in Retail Banking, Corporate Banking, Asset Management or Investment Banking. The
Bank's financial strength enables it to grow alongside its customers and to pay competitive dividends to its owners.

On 15 June 2016 Arion Bank and Kaupthing ehf. issued the following press release: “In the context of the continued strong development of
the Icelandic economy, Arion Bank and Kaupthing, its majority owner, are currently assessing a range of strategic alternatives with regards
to Kaupthing's shares held in the Bank. This may include a possible IPO; however, no decision has been made at this point in time with
respect to any specific transaction and timing thereof”. On 19 March 2017, Kaupthing's wholly-owned subsidiary, Kaupskil ehf., sold 29%
shareholding of its 87% issued share capital in Arion Bank through a private placement. The new shareholders are Attestor Capital LLP
through Trinity Investment Designated Activity Company (9.99%); Taconic Capital Advisors UK LLP through TCA New Sidecar Il S.A.R.L.
(9.99%); Sculptor Investments S.A.R.L., an affiliated entity of Och-Ziff Capital Management Group (6.58%); and Goldman Sachs International
through ELQ Investors Il Ltd. (2.57%). As a result of the private placement Kaupthing's interest in Arion Bank has decreased to 57.87% of the
issued share capital. In addition, the private placement agreements grant the new shareholders options to acquire a further 21.9% of the
issued share capital, which are exercisable at a premium to the price paid in the private placement and expire prior to any potential offering
of Arion Bank’s shares to the public.

Operations during the period

Net earnings amounted to ISK 3,353 million for the period ended 31 March 2017, and the total equity amounted to ISK 214,780 million at
the end of the period. Return on equity was 6.3% for the period. The capital ratio of the Group, according to the Financial Undertakings Act
No. 161/2002, was 28.0% and the corresponding Tier 1 ratio was 27.3%. According to the Financial Undertakings Act No. 161/2002 the
official capital ratio shall be based on the audited or reviewed capital base. Since the interim financial statements for the first three months
are not audited the official capital ratio is based on the audited capital base on at year-end 2016 and risk-weighted assets on 31 March 2017.
The official capital ratio on 31 March was 27.5% and the Tier 1 ratio was 26.9%, which comfortably meets the requirements set by law and
the Financial Supervisory Authority (FME). The liquidity position was also strong at period end and well above the regulatory minimum.

On 1 January Vordur tryggingar hf. acquired the Bank's 100% shareholding in Okkar liftryggingar hf. Following the acquisition, the life
insurance operation of Vordur and Okkar liftryggingar hf. were merged.

The main changes on the Balance Sheet from year-end 2016 relate to Cash and balance with Central Bank, which have increased by ISK
90,959 million, or 103.8%, during the period. Deposits increase by ISK 63.577 million and borrowings by ISK 16,157 million during the period.
The main reason for this shift is new short term deposits from institutional investors at the end of March and new borrowings during the
period. Loans to customers increased by ISK 7,781 million or 1.1%, and new lending is mainly to corporates in real estate, wholesale and
retail.

One of Arion Bank's main tasks in recent years has been to improve the quality of its loan portfolio and to reduce the amount of problem
loans. The Bank has succeeded in this respect as the distribution of loans between individuals and companies is satisfactory and the ratio of
problem loans has decreased to 1.5%.

In the first week of January, Arion Bank tapped its outstanding senior unsecured EUR 300 million (ISK 34,500 million) November 2016 issue
for a further EUR 200 million (ISK 23,000 million). The bonds have a fixed coupon of 1.625% and were sold at rates corresponding to a 1.55%
margin over interbank rates. The proceeds of the tap were partially used to repay the resettable EMTN held by Kaupthing. The resettable
notes were issued in January 2016 to Kaupthing, in relation to the agreement made between Kaupthing and the Icelandic authorities in June
2015. The resettable notes were originally USD 747 million, Arion Bank has made several repayments of the notes of a total of USD 647
million and the outstanding amount was USD 100 million at the end of the period.

Arion Bank made EMTN private placements during the period, namely NOK 100 million (ISK 1,325 million) tap issue of a previously issued
bond due 2020, and a SEK 300 million (ISK 3,807 million) bond issue due 2020.
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Endorsement and statement
by the Board of Directors and the CEO

The Bank has continued to issue covered bonds which are secured in accordance with the Covered Bond Act No. 11/2008. The Bank issued a
total of ISK 4,720 million of covered bonds during the first quarter of 2017. The Bank has also continued to issue commercial paper on the
domestic market and this has further diversified the Bank's funding. Commercial paper amounting to ISK 5,880 million was issued during the
first quarter of 2017.

The Group had 1,204 full-time equivalent positions at the end of the period, compared with 1,239 at the end of 2016; 827 of these positions
were at Arion Bank, compared with 869 at the end of 2016.

Group ownership

Kaupthing ehf., through its subsidiary Kaupskil ehf., holds 57.87% of the shares in Arion Bank hf. The remaining shareholding is held by the
Icelandic State Financial Investments which holds 13% on behalf of the Icelandic government, Attestor Capital LLP through Trinity
Investment Designated Activity Company holds 9.99%, Taconic Capital Advisors UK LLP through TCA New Sidecar Il S.A.R.L. holds 9.99%,
Sculptor Investments S.A.R.L., an affiliated entity of Och-Ziff Capital Management Group holds 6.58%, and Goldman Sachs International
through ELQ Investors Il Ltd. holds 2.57%. In addition, the investors have options in respect of 21.9% of issued shares of Arion Bank, but this
options expires prior to any potential offering of Arion Banks's shares to the public.

The Board of Directors has eight members, four women and four men. The ratio of men to women is therefore in compliance with the law
which states that companies with more than 50 employees should ensure that the ratio of either sex on the board of directors should not be
less than 40%. Seven directors are appointed by Kaupskil ehf. and one by Icelandic State Financial Investments. A change in the Board of
Directors was announced on 10 May, see Note 36.

Endorsement of the Board of Directors and the Chief Executive Officer

The Interim Financial Statements of Arion Bank for the period ended 31 March 2017 have been prepared in accordance with International
Financial Reporting Standards (IAS 34 Interim Financial Statements) as adopted by the European Union and additional requirements in the
Icelandic Financial Statements Act, Financial Undertakings Act and Rules on Accounting for Credit Institutions.

It is our opinion that the Interim Financial Statements give a true and fair view of the financial performance of the Group for the period
ended 31 March 2017 and its financial position as at 31 March 2017.

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

The Board of Directors and the CEO have today discussed the Interim Financial Statements of Arion Bank for the period ended 31 March
2017 and confirm them by means of their signatures.

Reykjavik, 11 May 2017

Board of Directors

Gu;llﬁ:/

Chairman

John P. Madden Kirstin b. Flygenring

)m{*lz Mﬁﬁ,m@

pdra Hallgrimsd

Chief Executive Officer

o 2

dskuldur H. Olafsson
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Interim Consolidated Statement of Comprehensive Income
for the period from 1 January to 31 March 2017

Income Statement Notes 2017 2016
1.1.-31.3. 1.1.-31.3.

Y A=T = AT el .4 L= N 13,723 14,870
INEEIEST EXPENSE ...eeevveetiietieeieeete et e et eeteeeteestee et e etseebeeebeeetaeeabeeabeesaeasaeesseenseeseeaseesasesaseenseesseessseensas (6,563) (7,597)
Net interest income 5 7,160 7,273
Fee and COMMISSION INCOME ....oiciviiiiiieecreeeecteeeeeteeeeetreeeereeeeteeeebeeesbaeesbaeeeasseeensseeeasseeensseeessseeesnees 6,091 5,240
FEe and COMMISSION EXPENSE ......ecuveeireereeitieeteeteesteeeteeeeeebeesteesseessseebeesteesssesaseenseeaseasssasssesnseesseensen (2,761) (2,021)
Net fee and COMMISSION INCOME .....eeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeereeeeereseeesereerserererssesersesesssssssssssssssesse. 6 3,330 3,219
Net fINANCIAl INCOME ...viiuiieiece et te et et e e s e e seeebe e beesreessseenseestaessnesneesneennes 7 1,230 (301)
NEL INSUFANCE INCOMIE ..ottt ettt st e st e st e e sa e e s bt e e s bt e esasbeeenbeesnneesanseesnnneessanees 9 447 144
Share of Profit Of @SSOCIATES ....cvieciieieeiie e s e eae e e e s ee e sae e et eeteeneenneas 24 (34) 677
Other OpPerating INCOME ......coiiiiiiiiiiei ettt ettt sttt sbe st snesbe st 9 380 947
OPEratiNg INCOME ...coiiiiiiiiiiiiiiiiiriiirirerrr e re e reresesesesesesesesesesesesesesenesesesesenssesenssssssasans 12,513 11,959
Salaries and related EXPENSE .....c.viciicieeiecee ettt e te e rte et eesae e s e e e seebeesreesrseesseensaesaeeeneeanteanes 10 (4,222) (4,108)
Other OPErating EXPENSE ..cc.veiruiiriieeiieeite ettt e sttt et e st e st e st e s be e bt e sbeesabesabesabeeseesseesatesaseenbeesseesaeesas 11 (3,834) (3,090)
1201 =3 VOSSR 12 (797) (742)
INET IMPAITMENT ..ottt ettt e e e e s bt e s ab e e e sab e e sabe e e eabeeesabeeeeasaeeeaneeesanneenn 13 880 (503)
EQrnings DEfOre TaX .....ueeeieiiiiiiiieieiiiiiiiieneeeisiisssnneesissssssnnssessssssssnssessssssssssnesssssssssansssssssssssnsasssssssnns 4,540 3,516
INCOME TAX EXPENSE ..vvieuiieteeeteeeteeteesteesteesteeete e te e teesseeasteaaseesseaseassnesssessseessaesseessssasseenseeseessnesseenne 14 (1,334) (737)
Net earnings from continUiNg OPErations .........cccceeriiiiiiisnnriiiniiinnnneieiiineneseissssesssssssesssesssns 3,206 2,779
Net gain from discontinued operations, NEt Of TaX ......ccocueriiriieriieniieriere e 15 147 104
LA L Q=TT £ N 3,353 2,883
Attributable to
Shareholders Of AriON BAnK ........ceveiieiniiinienie ettt ettt sttt et sttesaesteebeesaaesaaesasesnbeenaes 3,352 2,484
NON-CONTIOIING INTEIEST ..veviieiiiieete ettt et e e et e e e st e e e snteeessteeesneessnneeessneesnsseeennen 24 1 399
NET CAIMINGS ...vvveeeenererrrsssssssssssessssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssnes 3,353 2,883
Earnings per share from continuing operations
Basic and diluted earnings per share attributable to the shareholders of Arion Bank (ISK) ............... 16 1.60 1.19
Other Comprehensive Income
NEt CAININGS ...eeeereeeerinerenenenenenesenesesssssssssssssssssssssssssssssssssssssssssssssnsnsnsnsssnsnsnsnsssnssssssssssssssssssssssssssssnes 3,353 2,883
Net gain on AFS financial assets, NEt Of taX .....cccecieiiieiiieiec e - (188)
Exchange difference on translating foreign subsidiaries ..........ccocercerrieneeniieniienieeeeees e 31 44 72
Net other comprehensive income to be reclassified to profit or loss in subsequent periods ............. 44 (116)
Total COMPrehensive INCOME ......uueeeeeeieeeieiiieieieieeeieeeeeereeererererereeetetererereserereeesesesesesesesesesesesesssesasanes 3,397 2,767
Attributable to
Shareholders of Arion Bank 3,396 2,368
NON-CONTIOIIING INTEIEST ...vviiiieiieiieeie ettt ettt ettt e e s e e s e e s teeteebeesaaesasesnseebeesanessnens 1 399
Total COMPreheNSIiVE INCOME .....ceiiiiiiiiiieiiiiiiiiiinieitiiiieeretssssssasresssssssssssssssessssssnsssssssssssnssssssssssns 3,397 2,767

The Notes on pages 11 to 57 are an integral part of these Interim Consolidated Financial Statements.
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Interim Consolidated Statement of Financial Position
as at 31 March 2017

Assets Notes 31.3.2017 31.12.2016
Cash and balances With CeNtral BAnK ..........cccccuvieeeeiiiiiiieeeecciiieee e eesiireee e e eesiareeeeeeesaareeeeeseebaneeeeesensnnnns 17 178,593 87,634
LOANS tO Credit INSTILUTIONS ....vviicieeecieee ettt ettt eetre e e e reeeeabe e e eabeeesebeeesbaeessseessseesnnreeennnes 18 68,149 80,116
LOGNS 10 CUSTOMEIS ...uuiiiiiititt et teateaeereeeeeseaaaeraseessessaesreeeereseseesaseeseeeeeeeraraeeeeeeeaaeaeeeeaeaeeaeesaaanees 19 720,198 712,422
FINGNCIAL INSTIUMEBNTS 1.eiiivviiiciiee et ettt et ete e et e e eebee e s etbeeeeabeeeeabeesasseeeensaeeeaseeesseeesseeesbeeesnseeennes 20-22 110,674 117,456
INVESEMENT PrOPEITY ..vvviiiiiiiiiiiie ettt ettt e st e e e e s bbb e e e e e e sabtaeeesesabbaeeeessassbbaaeesesnssraeeeeas 22 5,911 5,358
INVESTMENTS 1N @SSOCIATES eeiieuiiiiiiiiiiiiiitte ettt e st e e s e e s bt e e s s ssbba et e e s ssasbbeeeeessnnrneeesessnnnnees 24 818 839
oY =T aF=d] o (=T LY =] RSP 25 11,121 11,057
LI D Y= £ TP PPUPP PP PPPPPPON 26 462 288
(0] 4 g T=T G Y1 £ USRS 27 23,722 20,854

Total Assets 1,119,648 1,036,024

Liabilities
Due to credit institutions and CeNtral Bank ..........ccccvieeeiieciiiiiee et e e eerre e e e e e ebaee e e e e e earrneeee s 21 9,689 7,987
[D LT oo 1] 1 £ PO PO U PP PPPPPPRPPP 21 475,641 412,064
Financial [iabilities @t fair VAIUE ......coveeieiee ettt ettt ettt etre e erbe e e eateeesabeeeeanes 21 3,922 3,726
I D L o T LTS PR RSNt 26 8,305 7,293
(04 o V=T g =T o111 o 1= PSS 28 51,678 54,094
BOITOWINES ..eveeeitieeeitte ettt ettt e it e ettt e sttt e st e e sttt e e sab e e e sa bt e e sab e e e e abeeeeasbeeaabbeesanneesasseessseesnnneeennbeeennneesnnnee 21,29 355,633 339,476

Total Liabilities 904,868 824,640

Equity
Share capital and share premium 31 75,861 75,861
ONEI TESEIVES ...evteeiieriteeie ettt ettt st ettt e st e s bt e s bt e shtesabesabeebe e bt e saesatesaseeseesatesaseenbeenbeesbsesssasnsaantn 31 20,197 19,761
RETAINEA EAIMINGS ...veiiiiiieeiee ettt s e st estee e s s e e e reeesaaeeeasseeessseeessbeeesssaaeanseeaanseeessneesnnseenn 118,549 115,590

Total Shareholders' Equity 214,607 211,212

NON-CONTIOIIING INTEIESE c..veieiiiieiiieiee ettt ettt sat e st e et be e s et e sa b e e beesbeesbtessbesateenbeensaas 173 172
Total Equity 214,780 211,384

Total Liabilities and Equity 1,119,648 1,036,024

The Notes on pages 11 to 57 are an integral part of these Interim Consolidated Financial Statements.
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Interim Consolidated Statement of Changes in Equity
for the period from 1 January to 31 March 2017

Total
Share capital share- Non-

and share Other Retained holders' controlling Total

premium reserves earnings equity interest equity

Equity 1January 2017 .......cccceeveveeeiencnensnsnnnsssseessesssnssssnnsssnns 75,861 19,761 115,590 211,212 172 211,384
NEt BAMNINES ...vvviieeiiiiiieee e - - 3,352 3,352 1 3,353
Translation difference .........cocoeeeieveninenenneeeee, - 44 - 44 - 44
Total comprehensive iNnCOMe .......cceeeeeeeeeeeeeeeeeeeeeeeeeeeeenen - 44 3,352 3,396 1 3,397
Reserve for investments in subsidiaries - 859 (859) - - -
Reserve for investments in associates .......ccccevvverneeneennnenn - 1 (1) - - -
Reserve for investments in securities .........cccocvecveeveennenns - (467) 467 - - -
Equity 31 March 2017 .......ccoceviiiineerinienineensceeesssesssnees 75,861 20,197 118,549 214,607 173 214,780
Equity 1 January 2016 ........cccceeeeerrinueeiinsneninneesssssessssnseesenne 75,861 4,548 112,377 192,786 9,108 201,894
NEt @ANINES ...vveiieeiiiiieeeeertee e - - 2,484 2,484 399 2,883
Net gain on AFS financial assets .........ccoceerveeriierieeneeneennens - (188) - (188) - (188)
Translation difference .........cooeoeeveveninienenneee e, - 72 - 72 - 72
Total comprehensive income ... - (116) 2,484 2,368 399 2,767
Equity 31 March 2016 ........cccceeiiinnneniienissssnnnensisssssneesssssssens 75,861 4,432 114,861 195,154 9,507 204,661

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

Bank, see Note 31.

The Notes on pages 11 to 57 are an integral part of these Interim Consolidated Financial Statements.
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Interim Consolidated Statement of Cash flows
for the period from 1 January to 31 March 2017

2017 2016
Operating activities 1.1.-31.3. 1.1.-31.3.
INET CAININES ..vtteiiiiiiiiiiee ettt ettt e e e sttt e e e e s s btaeeeeesaataeaeeseasaaaaeees s ssbaeeeeeesastbeeeeeeaaasseaaeesensssbaeessensbsneeesssnsrens 3,353 2,883
Non-cash items included iN NEL EAININGS ......ccviiiiiiicecce ettt te et e e ete e e te e s e e sabeebeeeseesaeeeaseeabeereesaenanas (6,776) (5,569)
Changes in operating assets and Habilities ........ccc.ieiiiiiiiire et saeesnaeenes 91,860 (2,995)
Interest received ... . 10,467 11,381
INEEIEST PAIT 1uvieiieeieccie ettt ettt et e et e et eeete e bt esteeeaaeese e baeesaesaseesse e seessseessaesbeenssessesaseenseenseeseesseesaseenseenseenseens (3,896) (4,035)
{11V Te F=T o o Yol =T =T [ PSS 84 203
Lo Yele) oo 1IN = Qe - o USSR (515) (967)
Net cash from operating activities 94,577 901
Investing activities
INVESTMENT Of ASSOCIATES ..o.uviiutiiiieiie ettt ettt ettt sttt e bt e s ae e sat e s st e e b e e bt e sbtessbeeabeeateeseesaaesatesbeenbeenaes (54) -
Proceeds from sale of associates - 27,080
Dividends received from @SSOCIATES ......ccciiviiiriiirierie ettt ettt ettt e st e et e s ae e satesabe e beesbeessbesabeebeensaensaenane 41 -
AcCqUISItION OF INTANGIDIE @SSELS ...eecueeieieciieeeeee et e s e s e e e e be e s te e s s eessee et e enteesseesssesnsesseenseennes (324) (214)
Acquisition of property and @QUIPMENT .......ccuiiiiiiiiiiieee et (262) (356)
Proceeds from sale of property and @QUIPMENT ......cc.eiiieiiieieee et re e sre e s e e be e teesseesnaeeneeenneens 67 210
Net cash (to) from investing activities (532) 26,720
Net increase in cash and Cash EQUIVAIENTS .......uiiiiiiiiiie e e et e s e e sr e e e saae e e sabeeesabeeessaeanns 94,045 27,621
Cash and cash equivalents at beginning of the YEar ...t 123,933 110,000
Effect of exchange rate changes on cash and cash @qQUIVAIENTS ........cc.eecuveeieiiiecie e 439 (1,848)
Cash aNd CASH EQUIVAIENTS ......cuceevieeeeeriireereeriteseeesesessessssesessesesssesessesessssessssessassssssesessssessasesessssesssesessessnnes 218,417 135,773
Non-cash investing transactions
Assets acquired through foreclosure on collateral from customers with view to resale . 286 411
Settlement of loans through foreclosure on collateral from customers with view to resale .........coccoeeevvvenienienns (286) (411)
Non-cash changes due to funding agreement with Kaupthing
[D LT oo ] 1 £ OO OO OO PO O PSP PRSP PP PPRRUPPPROIRY - 41,409
BOITOWINES ..eteeeitieeeite e ettt et e ettt ettt e st e e sttt e sttt e s bt e e e bt e e e atee e atee s abeeeeaseeesabe e e sabeeesabbeeeasbeeenabeeenteesanseesensneesnnneenans - (41,409)

The Notes on pages 11 to 57 are an integral part of these Interim Consolidated Financial Statements.
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Notes to the Interim Consolidated Statement of Cash flows
for the period from 1 January to 31 March 2017

2017 2016
Non-cash items included in net earnings 1.1.-31.3. 1.1.-31.3.
NET INTEIEST INCOMIE ..viieieeiieciee sttt ettt e et e et et e s te e s teeesbeesbe e te e seesseeesseenseaseesseessseesseesseesssasssaenseeseessnensaeanen (7,160) (7,273)
NET IMP@ITMENT ..ottt et et e et e et e eete e et estaeesbeeebeeeseeesseeaseeseeasaeasseeaseeassesaesssesaseenseesssenssesaseeateenseenssennns (880) 503
Income tax expense .. . 1,334 737
BaNK JBVY ettt ettt e et e ettt e ettt e et e e e —eeeabaee e a—eeebaeeabateatteeaateeeanteeeanteeaareeeaaaeeeebaeeabaeeanrreeanne 797 742
Net fOreign XCNANEE SAIN ..ccviiiiiiieciieee ettt e e e et e et e e s te e s aeeeste et e e se e saessaeeaseenseesseesseessseesseenseenseans 32 142
Net gain on fiNANCIAL INSTIUMENES .......ooiiiiiieiie ettt ee et ete e te e s te e et e e beeebeesseeesbeeateeseanseesaseeaseenneas (1,178) 362
Depreciation and amortisation .... 508 424
Share of profit of associates and fair value Change ............cuciiiiiiiiiiinin e 34 (677)
Investment property, fair Value ChanGE ........ocvi ittt ae et te e s e s aae et e eeaesnaennes (93) (25)
Net gain from discontinued 0perations, NEt OF TAX .......cecuiiiiiriiniirie ettt e sbe e (147) (104)
(04 =T o= Y-S (23) (400)
Non-cash items included in NEt @arNINGS ......ccceiiiiiiiiiiiiiiti e ae e (6,776) (5,569)
Changes in operating assets and liabilities
Mandatory reserve With CENTral BANK .......c..ooccueeieiuieiiiiiesiiee st esiieeeseee et eeseeeesseeesaeeesnaeesbaeesnsaeessssesenssesennseean 366 608
Loans to credit institutions, excluding Bank @CCOUNTS ........cooiiriiiiiiiiiirierie et sttt 15,156 (1,224)
[T E 3 o I o1y o] 1= TSRS (2,837) (14,472)
Financial instruments and financial liabilities at fair Value ...........coooviiiiiiiiiieece e e 8,268 256
LYY o T=Y a1 A o1 e] o Y=Y o Y AU (460) 1,533
OthEE @SSEES ..ottt b et b e e h et bt bbb h e bbb bbb bbb bt et enens 230 (1,1208)
Due to credit institutions and CeNtral BanK ..........cccuecieeieeieeieesieste e eee e eesre e e e seeesre s e e steesteessaessaeesseenseennas 1,621 (98)
DIBPOSIES ittt e e e b e b s s R b e e b e s b e b s e b e s a e s b s e beenree 60,792 (37,743)
BOTTOWINES .veteeeeiiiiiitee e ettt e e ettt e e e e ettt e e e s sttt e e e e s s aab b et eeeeaaabeaeeeeeaaaaeeaeeessaasbeeeeessasssbbeeeeesnssseaeeeeanannsnaeessennnnanees 13,163 56,867
Other liabilities (4,439) (7,614)
Changes in operating assets and labilities .......ccccccccrveriiiiiiiiieeeiniiicrnrereieccnreeese s cssenseesssesssnssessesssssnnsansssans 91,860 (2,995)
Cash and cash equivalents
Cash and balances With CENTral BAnK ..........cccceiiiiriiiiiniiieieee ettt st s snene s 178,593 70,218
BaNK @CCOUNTS ..oeeiiiiiiiiiiee ettt e ettt e e e ettt e e e e e tbte e e e e s et baeeeeesssssaeaeeeaassaaaeeseasssaseeessasssaasseesaanssssseesesannraneeeennnnns 48,790 77,582

Mandatory reserve deposit with Central Bank ... (8,966) (12,027)

Cash and Cash @QUIVAIENTS ..........reriiiririririririesesesnsnsssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssnssssnnnnnnns 218,417 135,773

The Notes on pages 11 to 57 are an integral part of these Interim Consolidated Financial Statements.
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Notes to the Interim Consolidated Financial Statements

General information

Arion banki hf., the Parent Company, was established 18 October 2008 and is incorporated and domiciled in Iceland. The registered
office of Arion banki hf. is located at Borgartun 19, Reykjavik. The Interim Financial Statements for the period ended 31 March 2017
comprise the Parent Company and its subsidiaries (together referred to as "the Group").

1. Basis of preparation

Statement of compliance

The Interim Financial Statements are consolidated and have been prepared in accordance with International Financial Reporting
Standard, IAS 34 Interim Financial Reporting, as adopted by the European Union and additional requirements in the Icelandic Financial
Statements Act, Financial Undertakings Act and rules on Accounting for Credit Institutions. The Interim Financial Statements do not
include all the information and disclosures required in the Annual Financial Statements, and should be read in conjunction with Arion
Bank's Annual Financial Statements for the year 2016. The statements are available at Arion Bank's website www.arionbanki.is.

The Interim Financial Statements were approved and authorized for issue by the Board of Directors of Arion Bank on 11 May 2017.

Basis of measurement

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

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

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

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

— investment properties are measured at fair value; and

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

Functional and presentation currency

The Interim Financial Statements are presented in Icelandic krona (ISK), which is the Parent Company's functional currency, rounded to
the nearest million, unless otherwise stated. At the end of the period the exchange rate of the ISK against the USD was 113.07 and
120.90 for the EUR (31.12.2016: USD 112.90 and EUR 119.18).

2. Significant accounting estimates and judgements in applying accounting policies

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

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

The key sources of estimation uncertainty are within impairment losses and reversal of impairment losses on loans.
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3. The Group

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

Operating activity Currency 31.3.2017 31.12.2016

Arion Bank Mortgages Instit. Investor Fund, Borgartun 19, Reykjavik, Iceland ..... Retail banking ISK 100.0% 100.0%
BG12 slhf., Katrinartin 2, Reykjavik, Iceland .........c.cccocveeeiieeecieecciee e Holding company ISK 62.0% 62.0%
EAB 1 ehf., Borgartln 19, Reykjavik, Iceland ........c.cccceereervieeiieereesiesiece e Holding company ISK 100.0% 100.0%
Eignarhaldsfélagid Landey ehf., Ogurhvarf 4a, Képavogur, Iceland ..................... Real estate ISK 100.0% 100.0%
Okkar liftryggingar hf., Borgartun 25, Reykjavik, Iceland .........c.ccceeveerveeveeinnens Life insurance ISK - 100.0%
Stefnir hf., Borgarttin 19, Reykjavik, Iceland .........cccccceecveveniniinnienininiicicnee Asset management ISK 100.0% 100.0%
Valitor Holding hf., Dalshraun 3, Hafnarfjordur, Iceland .........cccceecveveeveeneennene Payment solutions ISK 100.0% 100.0%

Vordur tryggingar hf., Borgartun 25, Reykjavik, Iceland Insurance ISK 100.0% 100.0%

On 1 January Vordur tryggingar hf. acquired the Bank's 100% shareholding in Okkar liftryggingar hf. Following the acquisition the life
insurance operation was merged under the name of Vordur liftryggingar hf.
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Operating segment reporting

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

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

Operating segments
The Group comprises the following operating segments:

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

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

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

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

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

Other divisions and subsidiaries include market making in domestic securities and currencies. The subsidiaries are Valitor Holding hf.,
Vordur tryggingar hf., Okkar liftrygginar hf. (in 2016), Eignarhaldsfélagid Landey ehf., EAB 1 ehf., BG12 slhf. and other smaller entities of
the Group.

Headquarters includes Overhead, Risk Management, Finance (excluding Treasury), Legal, IT and Operations.
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4. Operating segments Other Head-
Asset divisions  quarters
Manage- Corporate Investment Retail and Sub- and
1.1.-31.3.2017 ment Banking Banking Banking  Treasury sidiaries Elimination Total
Net interest iNCOMe ......cccvevevvveeennen. 146 1,656 69 3,974 1,096 324 (105) 7,160
Net fee and commission income ....... 838 176 333 996 (78) 962 103 3,330
Net financial income ........cccceeeveeneen. 41 176 (31) 51 (270) 857 406 1,230
Net insurance income .... - - - - - 455 (8) 447
Share of profit of associates .............. - - - - - 97 (131) (34)
Other operating income .........ccocu.... 7 - - 4 (1) 164 206 380
Operating income .......ccceeeeeeeeeeeennns 1,032 2,008 371 5,025 747 2,859 471 12,513
Operating eXpense ........coceeeveevveenneene (405) (188) (194) (1,681) (47) (2,230) (3,311) (8,056)
Bank levy ....ocvvveieeeeceeceeeeee s - - - - - - (797) (797)
Net impairment . - 819 14 20 55 (27) (1) 880
Earnings before tax ......cccccceveecvnnnnens 627 2,639 191 3,364 755 602 (3,638) 4,540
Net seg. rev. from ext. customers ..... 552 3,576 241 7,312 (2,743) 3,032 543 12,513
Net seg. rev. from other segments .... 480 (1,568) 130 (2,287) 3,490 (173) (72) -
Operating income .......ccceeveeeeeeeeennnns 1,032 2,008 371 5,025 747 2,859 471 12,513
Depreciation and amortization ......... - - - 87 - 217 204 508
31.3.2017
Total assets ......ccceeeererirercrisescsesenenens 9,961 250,727 18,947 483,416 270,995 70,247 15,355 1,119,648
Total liabilities .......cccceeverereieieiererennns 3,852 194,286 15,234 412,555 229,773 41,302 7,866 904,868
Allocated equity .......cceeeeererenenenenenene 6,109 56,441 3,713 70,861 41,222 28,945 7,489 214,780
1.1.-31.3.2016
Net interest income .......cccecevviernenne 157 1,585 832 4,028 642 176 (147) 7,273
Net fee and commission income ....... 949 256 324 721 (114) 916 167 3,219
Net financial income .........ccccvveenneen. 7 9 (115) 27 (5) 128 (352) (301)
Net insurance income . - - - - - 144 - 144
Share of profit of associates .............. - 1 498 - - 214 (36) 677
Other operating income .........cceeuven. 5 - 321 4 5 589 23 947
Operating inCome ........cceeveiiiirnnnnnns 1,118 1,851 1,860 4,780 528 2,167 (345) 11,959
Operating eXpense ........coc.eeeveerveenenane (389) (162) (337) (1,335) (50) (1,646) (3,279) (7,198)
Bank levy ..c..ocvveecieeeeeeeceeeeee s - - - - - - (742) (742)
Net impairment . - 194 1,324 (1,993) - (25) (3) (503)
Earnings before taxX ......cceeeeeeeeenenenes 729 1,883 2,847 1,452 478 496 (4,369) 3,516
Net seg. rev. from ext. customers ..... 477 3,619 1,672 7,016 (2,984) 2,403 (244) 11,959
Net seg. rev. from other segments .... 641 (1,768) 188 (2,236) 3,512 (236) (101) -
Operating income ........cceeeeeeeeeennnnnns 1,118 1,851 1,860 4,780 528 2,167 (345) 11,959
Depreciation and amortization ......... - - - 78 - 156 190 424
31.3.2016
Total assets ......cceeeeerererererercresereenens 5,884 250,275 62,904 448,547 203,110 50,166 7,720 1,028,606
Total liabilities ..........ccocerrereerrecereeens 1,027 194242 22,114 396,514 182,122 30,615  (2,689) 823,945
Allocated equity ......ccceeeeererenenenenenene 4,857 56,033 40,790 52,033 20,988 19,551 10,409 204,661

Following the acquisition of Vordur tryggingar hf. at 30 September 2016 the presentation of Insurance Income was changed and are
presented in a separate line item in the Statement of Comprehensive income. Comparative figures have been adjusted accordingly.

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

Geographic information

United Other North

1.1.-31.3.2017 Iceland Nordic  Kingdom Europe  America Other Total
Net interest iNCOME .....ccvveverveeeiveeccireeccree e 7,938 95 77 (1,084) 122 12 7,160
Net fee and commission income ..........ccccceuvenene 2,717 46 29 542 (5) 1 3,330
Net financial iNCOME .....cceeevvveviiviieieeeeeeee, 1,353 (5) (241) (4) 127 - 1,230
Net insurance iNCOMEe .......cocccveerieeernieernieennieenns 447 - - - - - 447
Share of profit of associates .........ccccevvevvervencnnnnns (34) - - - - - (34)
Other operating iNnCOMe ........ccccevererieeneninennens 380 - - - - - 380
Operating iNCoOME .......ceeveieiiecrnnneneneicssnneesnenenns 12,801 136 (135) (546) 244 13 12,513
1.1.-31.3.2016

Net interest iNnCoOMe ......c.ceevvieeiiieeniieeeieceeeeee 7,715 290 43 (999) 201 23 7,273
Net fee and commission income . 2,459 89 115 547 7 2 3,219
Net financial iNCOMe ......coovveriiiniiriiieeeee, (115) (30) (114) (44) 3 (1) (301)
Net insurance iNCOMEe .......ccccceveieriiieeeinneennieenne 144 - - - - - 144
Share of profit of associates ........cccccccevevvriencnne. 179 - 498 - - - 677
Other operating iNCoOmMe .....ccceeevveeviieeenieeenieeens 947 - - - - - 947
Operating income ........cccevviiinnnieeiiiiiinnnneennnnns 11,329 349 542 (496) 211 24 11,959
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Notes to the Consolidated Statement of Comprehensive Income

5. Net interest income

2017 2016

Interest income 1.1.-31.3. 1.1.-31.3.

Cash and balances With CeNTral BanK ........cccueiiiviiiiiieieiee et cree et ete et eetre e sbeee s baeesebreeeesseeeenbeesnnreeennnes 1,382 921

[ o =1 o 3PS 11,435 12,454

682 1,328

224 167

INEEIEST INCOME ..ciieeeeiiiiiiiiieneiieeteeeaeeeeeteetnnsesieesteseassssssssesensnssssssesessnssssssssessnssssssssessnnnssssssesssnnssssssessennanssnnns 13,723 14,870
Interest expense

[D7=T oo 1 | £ PP PP URROPPPPPPPN (3,123) (4,139)

= 2o Y V£ SPT (3,413) (3,349)

SUDOIAINAtEd [HADIIILIES ...eevieie ettt ettt sttt e b e s bt e s it e s abe et e e bt e satesateenbeenbeesanenas - (95)

(27) (14)

(6,563) (7,597)

NETt INTEIEST INCOME .....ciiieeeiiiiiiiiiiceeitttreneeeseereenaseeeeetessnssssesssessnssssssssessnsnssssssessssnsssssssssssnnnsssssssssnnnnsssssnes 7,160 7,273
Net interest income from assets and liabilities at fair VAlUE ......c..coovveiieireeiiiiiiceee ettt e 682 1,328
Interest income from assets NOt At fAIN VAIUE ........eeieuieiiiiie et ettt e stae e e eaae e e eabe e e saaeeenaree s 13,041 13,542

Interest expense from liabilities not at fair value (6,563) (7,597)

Net interest incOme .......ccevviviiiiiiiiiiiiiniiinn, 7,160 7,273

Interest spread (the ratio of net interest income to the average carrying amount of
INTEIEST DRAINE ASSETS) ..evviiiiieiiiiieite ettt ettt s et e et e et e e s bt e sabesabeesbeesbeesaeesabeenbeesbaesssesssesnsesnse 2.8% 3.1%

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

6. Net fee and commission income 1.1.-31.3.2017 1.1.-31.3.2016
Net Net
Income Expense income Income Expense income
991 (113) 878 1,021 (73) 948
3,848 (2,488) 1,360 3,141 (1,832) 1,309
339 (27) 312 335 (15) 320
218 (13) 205 181 (12) 169
409 - 409 387 - 387
286 (120) 166 175 (89) 86
6,091 (2,761) 3,330 5,240 (2,021) 3,219

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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7. Net financial income 2017 2016
1.1.-31.3.  1.1.-31.3.
DiIVIAENT INCOME vttt ettt et e e et eeett e e eetbeeeetbeeeetbeeesabaeesabeseasseseansseeesseesnseesnsseeeesneesesseeesssseeanseeeanseeennses 84 203
Net gain on financial assets and financial liabilities classified as held for trading ..........cccecvveeviieeiciecccie s 12 361
Net gain on fair value hedge of INtErest rate SWaP .....cccevverieeie ettt e s ae et e et e esaeesaeesaneens 59 -
Net gain on financial assets and financial liabilities designated at fair value through profit or loss ... 1,107 (723)
Net fOreign eXChaNZE INCOME ....c..iiiiiiieciece ettt e s e e te e sae e s s ae e te et e esseesseeenseesseaseesssesnseenseesseessnnan (32) (142)
Net fiNancial INCOME ....ciiiiiiiiii s e s ase e s e s s s saan e e s s e s s ssnnnenes 1,230 (301)
Net gain on fair value hedge of interest rate swap
Fair value change in interest rate swaps designated as hedging inStruments ..........cccccevereiiinenenieiencneeeeens (256) -
Fair value change on bonds issued by the Group attributable to interest rate risk .. 315 -
Net gain on fair value hedge of interest rate swap ..........ccc...... 59 -
Net gain on financial assets and financial liabilities designated at fair value through profit or loss
Equity instruments designated at fair ValUue ..........ccccciiiiiiiiiiiii e 752 (536)
Interest rate instruments designated at fair VAlUE ........c.ecueeiieciicececee e 355 (187)
Net gain on financial assets and financial liabilities designated at fair value through profit or loss 1,107 (723)
. Net insurance income

Earned premiums, net of reinsurers' share
[ =T 04110 T TV o =T o RS 3,638 437
Premiums WItteNn, rEINSUIEIS' SNAIES .......iccuiiiiiiiierie ettt ettt se e sttt e e e sae e satesabe e beesbeesbbesnbeenbeenseans (102) (30)
Change in provision for UNArNed PreMIUMS ......c..ccveeeieiiieiieseeseesteeiteete e e e s aesseesseesseesraessseesseesseesssesssesnseensenns (1,400) (123)
Change in provision for unearned premiums, reiNSUrers' SHare ........c.coceeceverieiiienenieee e (3) 4
Earned premiums, net of reiNSUrers' SHAre ........ccccccceciceeeiiiiiinieeeeiecicssnress e snnnesssescssssnesesessssssnssssssssssnnnns 2,136 288
Claims incurre, net of reinsurers' share
(@1 0 oY= 1o RS SRRSt (1,470) (122)
Claims Paid, FEINSUMEIS' SNATE ....c..ciuiiiiiiiiiii ettt st b e s bbbt sb e sae et et e sbeeaeenens 17 14
Change in ProVision fOr ClAIMS ........icii i et e s s e s e et e e sreesase e st e esteesse e saeeneeensesseensnennns (253) (43)
Changes in provision for claims, reinSUrers' SNAre ..........cocecvecieriiiiiiiiieee e 17 7
Claims incurred, net of reiNSUrers' SNAre .........cccccceiiciiieeeriiiiiinneeeteccrsneeeesscssssnneesesessssnsnesssessssssnsssssssssnnsanes (1,689) (144)
NEt iNSUFANCE INCOME ....uuuuiiiiiiiiiiiiiiitiiiiiiiiieeeiiiisttteeiisessasteeeisesssssstessesssssssseesssessssssneessesssssssteesssssssssseesssens 447 144

In the Interim Financial Statements 31 March 2016 earned premium of the subsidiary Okkar liftrygginar hf. was classified as Other
operating income and claims incurred as Other operating expense. After the acquisition of the subsidiary Vordur tryggingar hf. Net

insurance income is presented separately in the Statement of Comprehansive Income, due to increased weight in the operation of the

Group. Comparison figures have been changed accordingly.

. Other operating income 2017 2016
1.1.-31.3 1.1.-31.3.

Fair value changes on iNVESTMENT PrOPEITY .....ciiciieiiiiieciee et e ettt e et e st e et e e s re e e sae e e sbaeesbaeessaeeessseaesnteeennseean 93 25
Realized gain 0N iNVESTMENT PrOPEITY ..cccveiiiirieiiiiieeieese ettt ettt e steste s bt e e e saeesaseesbeesbeesbeesssessseenseensaenssessseens - 348
ORI INCOME ettt ettt b e s bt e s he e e b e e bt e sbeeebeeeae e e ae e e st eseesaeesaseea s e e beesbeesabeesbeenbeeseennbennsennneans 287 574
Other operating income 380 947

Prior to the acquisition of Vordur tryggingar hf. at 30 September 2016 earned premium of Okkar liftryggingar hf. was classified as Other

operating income, see Note 8.
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10. Personnel and salaries

Number of employees

Average number of full-time equivalent positions during the period ...........cccccueeieiieiiiieeciiee e
Full-time equivalent positions at the end of the PEriod ..........ccccueeiieciiiiereceee e ees

Number of employees at Arion Bank

Average number of full-time equivalent positions during the period ...........cccccueeeeieeiiiieeciie e
Full-time equivalent positions at the end of the PEriod ..........cecueeieeiieiiece e ees

Salaries and related expense

SAIATIES ettt ettt h e st e et e b e he e sh b e e h b e e bt e bt e bt e ehteea bt e bt e bt e nabe s bt e beenheeshtesabeebeent
Defined contribution PENSION PIANS ........cciieiiiiiieiiecee e e e e st e s e e ee et e e seessaesaaeenseeseesseesssesnseeseenes
SAlAry-related EXPENSE ......oviiiiriiiiitetet bbb bbbt b et aesre s
Capitalization of salaries, due to internally developed SOftWaAre .........c.cccueeieeiieciiceeceece e
Salaries and related EXPENSE .......coueiiiiuiiiiiiiiiiitin e ae e e

Salaries and related expense for Arion Bank

Y] = [PPSRV SURUPRRURPRNt
Defined contribution PENSION PIANS .......c.ciiiiiiiiiiiii et
RF 1TV €= 1a=To I = o 1T YU OUSRPRN

Salaries and related expense

2017 2016
1.1-31.3. 1.1.-31.3.
1,209 1,150
1,204 1,163
833 878

827 884
3,391 3,311
487 458

430 452

(86) (113)
4,222 4,108
2,317 2,397
333 343

334 364
2,984 3,104

During the period the Group made a provision of ISK 146 million (Q1 2016: ISK 109 million) for performance plan payments, including
salary-related expense, of which the Bank made a provision of ISK 128 million (Q1 2016: ISK 104 million). Forty percent of the payment
is deferred for three years in accordance with FME rules on remuneration policy for Financial Undertakings. At the end of the period
the Group's accrual for performance plan payments amounted to ISK 958 million (31.12.2016: ISK 1,453 million), of which the Bank's

accrual amounts to ISK 821 million (31.12.2016: ISK 1,177 million).

11. Other operating expense

AdMINISTrAtiON EXPENSE ...ttt ettt b et b e bt bt bt b e sb e et et e sb e e st et e bt sae et e nnesbeeanennes
Depositors' and iNvestors' UArantee fUNG .........ccciiiieeiie i e e e s e e e e e e ae e sreessaeeneas
Depreciation of property and @QUIPMENT .......cciiiiiiiiiiiiee ettt
AMOrtization of INTANGIDIE @SSELS .....ccviiiieiecee et e et e s e s e e et e e teessaesseeenteenseeseesnsesnsenas
OhEE EXPENSE ..ottt b et b e s bbbt e bt e h e et et s bt e bt e e b e bt h bbb e bt et e b ebeeaeenere s

Other OPErating EXPENSE ......ccccciiiiiiiiiiiiiiiiiisisesesssssessssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssnse

2017 2016
1.1.-31.3 1.1.-31.3.
3,101 2,431
205 220

211 216

297 208

20 15
3,834 3,090

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

Note 8.

12. Bank levy

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

payers.
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13. Net impairment 2017 2016
1.1.-31.3.  1.1.-31.3.
Increase in book value of [0aNS t0 COMPOIAtES ......cccuiviieiieiieiiesie e et et ste e st eseaeebe e eeesseessaeeneeenseenseesnns 288 1,557
Increase in book value of 10aNns t0 INAIVIAUALS ......c...oeiiiiiiiiiiee ettt s 385 643
Net change in impairment of |0aNs t0 COMPOTALES .......ccveviiiiiriieieeee e ete et e e e ste et essaeeteeteeseesseessneens 671 (827)
Net change in impairment of loans to individuals .... (35) (1,846)
Net change in collective impairmMeNnt 0N J0ANS ......ccueicieeiiieiieiie et et eseesee e s e esaeesreesraessseeseenns (429) (30)
LA =T T4 o5 1 1= 4N 880 (503)
14. Income tax expense
CUITENT TAX EXPENSE «.evviiieeeeeiitteeeeeeiiteteeeeeseattteesssaubatteeessasba e eaeeesstseeeeeesaasstaeeesaaanneeeessaanssneaeesssnsseeeeessnnssseeeeesnnnne 1,487 929
DEFEITEA TAX EXPENSE ...eeiuiieniieeiieeteette sttt stt e bt e bt et b e s tteete e bt e beesatesabeesbe e beeshseeabeesbeebe e sbessbeeabeenseensaesasesaseenseenses (153) (192)
INCOME TAX EXPENSE ..ceeereniiiiiiiiinuiiiiiiiitituiiitiireesasiisttrrrsassessssrmresssssssterrsssssssssssrssssssssssssssssssssssstsrsnsssssssssnsnns 1,334 737
Reconciliation of effective tax rate 1.1.-31.3.2017 1.1.-31.3.2016
EQrnings DEFOIE TaX ...ccuvieieecieeciecie sttt s e st e e te et e e e s e e eteeneenreennes 4,540 3,516
Income tax using the Icelandic corporation tax rate ..........cceceveverieieninieniencneneees 20.0% 908 20.0% 703
Additional 6% tax on Financial Undertakings .......c.ccccveevieeeriieriniieeineeeceee e 9.0% 410 4.6% 162
NON-AedUCLIDIE EXPENSES ....ccuvieiieiiiiieeieee ettt st s (0.2%) (8) 0.8% 29
TaX EXEMPE FEVENUE ...oeeuveeeeeceeeeeteeieesteesteestteesteeteesteesssessseaseesseenseesssesssessseesseessessssennees (5.7%) (257) (7.7%) (272)
NON-AEAUCEIDIE TAXES ..eoviiiiieiiieiieiie ettt ettt et eaees 3.5% 159 4.2% 148
(04 V=T ol =Yg V=L RSP 2.7% 122 (0.9%) (33)
Effective taX rate .....cceviveiiiiieinietiniccntc e 29.4% 1,334 21.0% 737
Financial Undertakings pay 6% additional tax on taxable profit exceeding ISK 1 billion.
Tax exempt revenues consist mainly of profit from equity positions.
15. Net gain from discontinued operations, net of tax 2017 2016
1.1.-31.3.  1.1.-31.3.
Income from real estates and other assets ........ 267 199
Expense related to real estates and OTNEr @SSELS .....ccuiviiiriiirieiiirie ettt st ettt e e e ssesbeesbeesaes (83) (69)
Net gain from discontinued operations 184 130
INCOME TAX EXPENSE ..uvieueieiereeeeeeteeiteesteesteessteeteesteessseasteasseesseasaaasseasseesseesseesseeasssasseesseenssaseeasseensesseessaesseesssensses (37) (26)
Net gain from discontinued operations, NEt Of TaX .....ccccceiiiiiiiiiiniiiiiiiiinnnneniiinineeeiessseesssssssssesssssssssssens 147 104
16. Earnings per share Discontinued operations
Excluded Included
2017 2016 2017 2016
1.1.-31.3. 1.1.-31.3. 1.1.-31.3. 1.1.-31.3.
Net earnings attributable to the shareholders of Arion Bank ...........cccccvevciieniveeccnennnns 3,205 2,380 3,352 2,484
Weighted average number of outstanding shares for the period, million ...................... 2,000 2,000 2,000 2,000
Basic @arnings Per SNAre .........cccceeererercrercrennsenesesesssssssssssssssssssssssssssssssssssnsssnsnsnsnsnnns 1.60 1.19 1.68 1.24

There were no instruments at the end of the period that could potentially dilute basic earnings per share (31.12.2016: none).
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Notes to the Consolidated Statement of Finanacial Position

17. Cash and balances with Central Bank 31.3.2017 31.12.2016
(01 s e T T 4 =12 e RSO SOESS RO P TSR OOPTUURTRRRPORt 6,512 7,448
Cash WIth CeNTral BAnK ....uvviiceeeiciee ettt ettt e et e et e e e are e e ebe e e sabeeesbaeesetseeeesbeesasseeeanseeeenseeeeseeessees 163,115 70,854
Mandatory reserve deposit With Central Bank ...........cccueeecieeeiiieeiiee e eeiee e sveeesree e vee e 8,966 9,332

Cash and balances With Central Bank ...........ceeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeememeeeeereeeeereeerereeereeeeeseseeesesesssesesesesssesssaseee 178,593 87,634

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

18. Loans to credit institutions

48,790 45,631

BANK @CCOUNTS ..eeiiiiiieiiie ettt ectte ettt e et e e e ettt e eetaeeeetaeeesabeeesabaeesasaeesssseaeasseeenssaeennseeeassseeassaeesnbasesnsaeessseaasseesnssesannnen
LAY/ Le o TNV 0 4 =T =] Al Lo T L USSR 17,812 32,267
(@4 01T o [o Y- T SRR SPRRPSPRPRPRE 1,547 2,218

68,149 80,116

Loans to credit institutions

19. Loans to customers

Individuals Corporates Total
Gross Gross Gross

carrying Book carrying Book carrying Book
31.3.2017 amount value amount value amount value
OVEIArafs ..ocueeuieieieeeeteee e 15,218 13,890 21,091 19,559 36,309 33,449
Credit Cards ..o 10,080 9,821 1,179 1,152 11,259 10,973
MOrtEage l0@NS .....oveeiiiiiiiieeere e 288,660 285,954 17,069 16,725 305,729 302,679
Other 10aNs ......ccoviriiiiiiiiciceeee e 33,480 29,021 351,129 344,076 384,609 373,097
LO@NS tO CUSTOMENS ....coccueerirneniiieierieesesnesessaeesssasesssneanans 347,438 338,686 390,468 381,512 737,906 720,198
31.12.2016
OVErdrafts coviiieierieeeeeree et 14,805 13,381 19,314 17,630 34,119 31,011
Credit Cards ..ooeevereeeeiee et 11,363 11,099 1,180 1,151 12,543 12,250
MOItgage l0ANS ..ouveeiiiiieeieeeerte et 285,784 282,996 16,298 15,975 302,082 298,971
Other loans . 34,777 29,940 351,739 340,250 386,516 370,190
LOANs t0 CUSTOMENS ......ueeieeiiiiiinnniiiiiiiinnieeeenisinnnneeenssssnnnnne 346,729 337,416 388,531 375,006 735,260 712,422

The total book value of pledged loans that were pledged against amounts borrowed was ISK 168 billion at the end of the period
(31.12.2016: ISK 165 billion). Pledged loans comprised mortgage loans to individuals.

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

Changes in the provision for losses on loans to customers

1.1.-31.3.2017 Specific  Collective Total
Balance at the beginning of the YEAr .......c.vvi it 18,281 4,557 22,838
PrOVISION fOI [OSSES ..iuviiiiiiieiieete et este s te ettt ste e st e et e e s te e st e e s steeste e s e e seesaeeesseeseesseessseensannseesseans (636) 429 (207)
Write-offs (4,944) - (4,944)
Exchange difference (6) - (6)
Payment of loans previously Written off ..........cccooceiiiiiiiii e 27 - 27
Balance at the end of the Period .........eeeiiiiiiiiieiiiiiiinrrrr e e ssnnesesesssssansnesasns 12,722 4,986 17,708
1.1.-31.3.2016

Balance at the beginning of the Year ..o 25,341 4,984 30,325
PrOVISION fOF JOSSES .eiiiuveiiitieiicteie ettt ettt eete e et e et e et e e ebee e ebeeesbaeesebaeeeesteeeesteeeasteesansaeeenseeesneeesnns 2,673 30 2,703
WWIEEE-OFFS ettt ettt e bt e s e e st e et e e be e s aeesabesabeesbeesaeesnbesabeenne (8,640) - (8,640)
el g F=T g oo 1 = =Y ol 71 - 71
Payment of loans previously Written off ..o 32 - 32
Balance at the end of the Period ........ccueeiiiiiiiiiiiiiiiinnrrrr e enre s e sssnesssessssssnssesssns 19,477 5,014 24,491

Significant accounting estimates and judgements

Key sources of estimation uncertainty are impairment losses on loans.

The Group reviews its loan portfolios to assess impairment at least quarterly as further described in Note 53 in the Annual Financial
Statements for 2016. The specific component of the total allowance for impairment applies to financial assets evaluated individually for
impairment and is based on management's best estimate of the present value of the cash flows that are expected to be received. In
estimating these cash flows, management makes judgements about a debtor's financial situation and the net realizable value of any
underlying collateral. Each impaired asset is assessed on its merits, the workout strategy and estimate of cash flows considered

recoverable are independently reviewed by the Credit Risk function.

20. Financial instruments

Bonds and debt instruments
Shares and equity instruments wWith variable INCOME .......ueiiiiii i

DIIVALIVES ittt bbb e e b sb s e ba e saa e sareea
Yol g A VT =T IR (Tl o T=Yo =T V- S PTRSNE

Financial instruments
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31.3.2017 31.12.2016

65,486 69,565
23,429 27,035
5,032 5,159
16,727 15,697
110,674 117,456
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21. Financial assets and financial liabilities

Designated
31.3.2017 Amortised at fair
Loans cost Trading value Total
Cash and balances wWith Central Bank .........ccceoeoveeieieeieiieecceee et 178,593 - - 178,593
Loans tO Credit INSTITULIONS ..vvviiiiiiirieie ettt e e e eatba e e e e eearaaeeeeeas 68,149 - - 68,149
720,198 - - 720,198
966,940 - - 966,940
- 6,159 55,755 61,914
- 22 3,550 3,572
- 6,181 59,305 65,486
- 3,556 5,160 8,716
- 1,418 11,557 12,975
Bond funds with variable income, unlisted ...........ccccoveieiiieiiiiie e - 332 1,406 1,738
Shares and equity instruments with variable income ........ccccccviiiiiiiiiiiniiiniiiiiiisiiiinnnns - 5,306 18,123 23,429
Derivatives
(O O e [T g1 | V7= USROS - 5,032 - 5,032
[T T 1TSS - 5,032 - 5,032
Securities used for hedging
Bonds and debt instruments, listed ........c.ccocviiiiiiiiiiiiece e e - 8,345 - 8,345
Shares and equity instruments with variable income, listed . - 8,371 - 8,371
Shares and equity instruments with variable income, unlisted - 11 - 11
Securities used for hedgiNg .......ccccccvireiiiiiiiiniieeeiiicinrrrere e cssrneeesesesssnnsesssessssnnnessees - 16,727 - 16,727
Other fINANCIAT @SSELS ...cuvviiieeee ettt ettt e e e e eare e e eabe e e sabe e e ebeeeeneeas 10,905 - - 10,905
FINANCIal @SSLS ..ccvvueiiiiieiiiiiiiiiittntc et e 977,845 33,246 77,428 1,088,519
Liabilities at amortized cost
Due to credit institutions and Central Bank ...........ccccveeeeiieiiiieee e e enneeens 9,689 - - 9,689
[D7=T oo | £ T PSPPI PP PO TRPPPPRSPPPRPIP 475,641 - - 475,641
BOITOWINES ..vviieeeiiiiiieee ettt ettt e e e ettt e e s ettt e e e e e sttt e e e e e e s abtaeeeeeennaeeeessssbnneaeesnnns 355,633 - - 355,633
Liabilities at amortized cost .... 840,963 - - 840,963
Financial liabilities at fair value
Short POSIION IN DONTS ...ocuviiiieiieie ettt st ssr e e beesbeesanens - 1,641 - 1,641
DEIIVATIVES e —————————————————— - 2,259 - 2,259
Derivatives used for hedge acCoUNTING ........ccoveriiriiieiieerieeeere e - 22 - 22
Financial liabilities at fair ValUe ........cceeueieiiiiiieeiiiiiereeeecce e reeeeneceeeseeennneseeesessnnnnnnns - 3,922 - 3,922
Other financial lAbIlITIES ........ooeeiviiee e e ae e e e e 28,969 - - 28,969
Financial [iabilities .......cooovueiiiuiiiiieiiiiiitcctcc e 869,932 3,922 - 873,854
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21. Financial assets and financial liabilities, continued

Designated
31.12.2016 Amortised at fair
Loans cost Trading value Total
Cash and balances wWith Central Bank .........ccceoeoveeieieeieiieecceee et 87,634 - - 87,634
Loans tO Credit INSTITULIONS ..vv.iiiiiiiiieie ettt e e e eatba e e e e esaraaeeeeeas 80,116 - - 80,116
712,422 - - 712,422
880,172 - - 880,172
- 5,284 61,055 66,339
- 102 3,124 3,226
- 5,386 64,179 69,565
- 2,949 9,125 12,074
- 1,348 10,579 11,927
Bond funds with variable income, unlisted ...........ccccovveeiiiieiiciie e - 1,027 2,007 3,034
Shares and equity instruments with variable income ........cccccceiiiiiiiiiiiiiiiiininiiiiisisnnnns - 5,324 21,711 27,035
Derivatives
(O O e [T g1 | V7= USROS - 5,159 - 5,159
LT T 1T PPN - 5,159 - 5,159
Securities used for hedging
Bonds and debt instruments, listed - 7,318 - 7,318
Shares and equity instruments with variable income, listed - 8,365 - 8,365
Shares and equity instruments with variable income, unlisted ..........ccccocevveveninennnennn. - 14 - 14
Securities used for hedgiNg ........ccccciieeiiiiiiiiniinriieiiccrrrere e crrneeese s e s snnsesssessssnnneases - 15,697 - 15,697
Other fiNANCIAl @SSELS ..oveueiririeieiree e e 8,617 - - 8,617
FINANCIal @SSLS ..ccvvueiiiiiiiiiiiiiiiietntt et e 888,789 31,566 85,890 1,006,245
Liabilities at amortized cost
Due to credit institutions and Central Bank ...........cccoveeeeiieiiiieeee e e 7,987 - - 7,987
[D7T oo | £ OO O OO U PRSP PPPPRSPPPRPP 412,064 - - 412,064
BOITOWINES ..vveieeeiiiiiitee e ettt ettt e e et e e s sttt e e e e e sttt e e e e e s s abeaeeeeesannaeeeessenbsneeeesnnns 339,476 - - 339,476
Liabilities at amortized COSt ........cocceeviviiiiiiiiiiiietiiecn e 759,527 - - 759,527
Financial liabilities at fair value
Short POSIION IN DONTS ...ocuviiiiiiieiie ettt st sar e beesbeesaeens - 1,884 - 1,884
DEIIVATIVES e —————————————————— - 1,842 - 1,842
Financial liabilities at fair value - 3,726 - 3,726
Other fiNnanCial lIADIlIHIES ......ciiiiiiiiiieiceee e e ar e e e eeaans 36,350 - - 36,350
Financial liabilities 795,877 3,726 - 799,603
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21.

22,

Financial assets and financial liabilities, continued
31.3.2017 31.12.2016

Bonds and debt instruments designated at fair value specified by issuer

FIiNancial and INSUIFANCE @CHIVITIES ....eeeiiureieeeieiiiiiie ettt et e e e esb e e e e ee b e e e e e eeetbaaeeeeeeesbaseeeeeesssraeeeeeennrraeeeeans 5,513 5,564
PUDBIIC SECEOT ettt ettt ettt e e et e e e etbe e e etbe e e sabeeeeabeeeaabeeeeaseeeessseeeaseeesabeeesnbaaesnseeeesreeesseesnsseesnnres 46,893 51,860
Corporates 6,899 6,755
Bonds and debt instruments designated at fair ValUe ........cccvveeiiiiiiiinneiiiniiiinnnnensisiinenesssssssssssesssssssssssssssns 59,305 64,179

The total amount of pledged bonds was ISK 16.2 billion at the end of the period (31.12.2016: ISK 15.6 billion). Pledged bonds comprise
Icelandic and foreign Government Bonds that were pledged against funding received and included in Due to credit institutions and
Central Bank as well as short positions included in Financial liabilities at fair value.

Fair value hierarchy

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

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

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

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

31.3.2017

Assets at fair value Level 1 Level 2 Level 3 Total
Bonds and debt iNSTIUMENTS ....ccciieciiiieee ettt e e et e e e e e e errre e e e e e enbaaaeee s 24,553 40,207 726 65,486
Shares and equity instruments with variable inCOmMe .........ccocceeveinieniieniienecneieiee 8,502 14,039 888 23,429
Derivatives ..., - 5,032 - 5,032
Securities used for hedging 16,715 12 - 16,727
INVESTMENT PrOPEITY et e et e e s s s e e s s sabreeeeeeesnnnnees - - 5,911 5,911
ASSEts at fAIr VAIUE ..cciieiiiieniiiiiiiiiininniiinsisennenssssssssnnessssssssssnnssssssssssnsssssssssssssnsessssns 49,770 59,290 7,525 116,585
Liabilities at fair value

Short Position IN DONAS .....cc.veiiiicce e eaaee s 1,641 - - 1,641
DEIIVATIVES oottt b ———————————————— - 2,259 - 2,259
Derivatives used for hedge aCCOUNTING .....c.ceveiviiiiciie i - 22 - 22
Liabilities at fair ValUe .....ccccvveeiiiiiiiinnnniiinniinnnneiiiisnniesiiesmmsessiessmmsssessssssnsssssens 1,641 2,281 - 3,922
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22. Fair value hierarchy, continued

31.12.2016

Assets at fair value Level 1 Level 2 Level 3 Total
Bonds and debt INSTIUMENTS ....cccciiiiiiiiiee et eeerrre e e e eebare e e e e e eabraeeeeas 22,787 46,689 89 69,565
Shares and equity instruments with variable iNCOME ........cccccveeveerieriecececseeeeie e 11,863 15,154 18 27,035
DEIIVALIVES .oeeeiiieee et ————————————————————— - 5,159 - 5,159
Securities Used fOr NEAGING ....ccvvvviirieeie et e e e aaeenes 15,659 38 - 15,697
INVESTMENT PrOPEILY .oouviiiiiiiiiiiicii s - - 5,358 5,358
ASSELS At FAIF VAIUE ....ucieieiiiiiiiiiiiiiiccrercrisssrsesssse s s s s s sssssssssssssssssnsssssnsssssnsnne 50,309 67,040 5,465 122,814
Liabilities at fair value

Short POSItIoN IN DONAS ...coviiiiiiie ettt st 1,884 - - 1,884
DEIIVATIVES i —————————————————————————————————— - 1,842 - 1,842
Liabilities at fair ValUe ......ccceeeeieieieieieiccccccccccccecrcecsceeees e ses e seseses e s es e s e s s s e s e s s s e sssssssssenenanen 1,884 1,842 - 3,726

There was no transfer between Level 1 and Level 2 during the period (2016: No transfers).

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

31.3.2017 31.12.2016 31.3.2017 31.12.2016 31.3.2017 31.12.2016

Balance at the beginning of the year ........cccocovevvevvieccieccieenenn, 5,358 7,542 107 6,056 5,465 13,598
Net fair value changes 93 290 (31) 2,828 62 3,118
AItIONS e 719 618 - - 719 618
DISPOSAl vevverveveeeeeeeeeees e es st (259) (1,684) (47) (8,778) (306)  (10,462)
Disposals through the sale of a subsidiary ........cccccceeeveeveennnns - (1,408) - - - (1,408)
Transfers into LeVEl 3 ......ooovviieiiieeee e e - - 1,585 13 1,585 13
Transfers out of Level 3 ......oovveceeiieeeceeeesec e, - - - (12) - (12)
Balance at the end of the period ........ccccccvrriiriiisinneniiiisiiinnnns 5,911 5,358 1,614 107 7,525 5,465
Line items where effects of Level 3 assets are recognized in the Statement of Comprehensive Income 2017 2016

1.1.-31.3. 1.1.-31.3.

NET INEEIEST INCOMIE ..t e e et e e et e e s me e e sne e s et e s ba e e s naeesesneeeanneeeaas 16 2
Net financial income ... (46) (234)
(0] 4 o T=T oYL= =T a a1 Vol o o1 SO 93 373
Net 10ss on AFS financial @SSets, NET OF TAX ...cvviiiiiiiiiiiiiciie ettt e et e e e e e ebe e e sbeeesbaeessaeesnseeenseeennseeen - (188)
Effects recognized in the Statement of Comprehensive INCOME ......ccccciviiiiiiiiiiiiiiiiininic s 63 (47)
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22. Fair value hierarchy, continued

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

31.3.2017 Carrying Fair Unrealised
Financial assets not carried at fair value value value  gain (loss)
Cash and balances With Central BankK ..........ccccuviiiiiiiiiiiiiee e et e e e e eetrre e e e e e esatraeeeeeesanraeeeeeenanes 178,593 178,593 -
LOANS 1O Credit INSTILULIONS ..ocvveiiiiieiciie ettt ettt ettt ee e e e ebee e e beeeebeeeesreesaseesneeeeesseeeennees 68,149 68,149 -
LOQNS £0 CUSTOMEBIS .ttt et e et e e e e et et e ee e e e e e e e e e e e e eeeeeeeeeeeeaeeeeaeeaseesaeaaeeeenanes 720,198 724,742 4,544
Other fINANCIAI @SSEES ..uvviiiitiiiictie ettt ettt eer e et e e bt e e e etae e e eabeeeeateeeeabeeeeseeeeseeeebeeessseesbeeesesreeens 10,905 10,905 -
Financial assets not carried at fair ValUe ...........ciiiiieeeeiiiiiiiieieiecneereeeeeeeesereeessseeseseesnssssssesesssnns 977,845 982,389 4,544

Financial liabilities not carried at fair value

Due to credit institutions and Central Bank ...........cccvveieeiieiiiiiieeecccreeee e eecciree e e eree e e e s eenrre e e e e s enaneees 9,689 9,689 -
(DT oo 1] 1 £ PO PP P PO PPPPR PPN 475,641 475,641 -
BOITOWINES ..nvveeeieetieieestte et et e st e s te e et e et e e te e aeesaeeeaseease e saesseessseesseesseessaeasseanseenseesseeansesnseenseansnesneenns 355,633 376,278 (20,645)
Other fiNanCial lADITIES ....cveiiereeeeee e et e e e et e e be e e s ba e e s baeesesaeeesaeeennreeenns 28,969 28,969 -
Financial liabilities not carried at fair Value ..........ccoevvieiiiiiiieiiinieeererre e se s e eeeeeeeees 869,932 890,577 (20,645)
31.12.2016

Financial assets not carried at fair value

Cash and balances With Central Bank ...........cccviieieeiiiiiiiee e et e e e eettree e e e e e earre e e e e eeanraeeeeeennns 87,634 87,634 -
LOANS 1O Credit INSTILULIONS ..ocuviieiiieeciie ettt ettt sae e e e tee e s bae e e raeeenaeesaaeeeaseeensreeeenneas 80,116 80,116 -
LOGNS 10 CUSTOMEBIS ..uuuiiiiiiiit ettt ee e e etaaessaeseseeeeeeeeeeeeeeeesseaseaeaeaaeaaaaaaaaeaaaaaeaaaaaeaaaaaaaanes 712,422 717,220 4,798
Other fINANCIAI @SSEES ..uvviieiiiiieiiie ettt et e e er e e e etb e e e et e e e etbeeesbeeessaeessaeessseessseesnsseeensseeans 8,617 8,617 -
Financial assets Not carried at fair VAlUE ........ccceeiiiiiiiiiiiiiiiiiiiiirsrssssesessssssssssssssssssssssssssssssssesssnnnns 888,789 893,587 4,798

Financial liabilities not carried at fair value

Due to credit institutions and Central Bank .........ccccueeeiiiiiiieeiiieeeciee et e esvneeseaneeenns 7,987 7,987 -
DBPOSITS .uveteueeuterteete ettt et ettt et s h e at et b e e h e h e et b b e eh b b ekt h e e a e e ke eh e eh e et e bt eheea b e bt eheebeenbenbeebeentebenteane 412,064 412,064 -
Borrowings ................. 339,476 348,412 (8,936)
Other fiNANCIAl lADITIES ...ccvveeieeree ettt ee e et e e e e s ba e e e ebaeeeeateeeneesennreeenns 36,350 36,350 -

Financial liabilities not carried at fair Value ..........ccoivveeiiiiiiiinnnniiininnninieensssessesssssssens 795,877 804,813 (8,936)

Financial assets and financial liabilities predominantly bear interest at floating rates. For assets and liabilities not at floating rates fair
value is determined by Level 2 methods for which the valuation input is market observable interest rates.

Retail mortgages are estimated by using the discount cash flow method with the interest rates offered on new loans, taking into
account mortgaging. Defaulted loans are presented at book value as no future cash flow is expected on them. Instead they are written
down according to their estimated potential recovery value. Other loans, including corporate loans, are presented at book value as they
are generally of a shorter duration than retail mortgages and the interest rate risk on them is therefore limited.
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22. Fair value hierarchy, continued

Derivatives Notional Fair value
31.3.2017 value Assets  Liabilities
Forward exchange rate agreements, UNISTEA .........ccvevuieiieiiieeiiienee et ee et e e e ens 58,377 649 496
Fair value hedge of interest rate swap, UNIISTEA ........cccuveiiiiiieiiiieccie et 60,450 - 22
Interest rate and exchange rate agreements, UNlStEd ........ccccverveeecieiiieeneenie e 249,321 3,606 1,282
Bond swap agreements, UNHSTEA ........coecuieiiiiiiiieie et e e e eee e e eare e e eare e s eave e e sabaeesaraeesnnae s 4,858 4 23
Share swap agreements, UNTISTE .......coocuiiiiiiieeiie ettt s stae et eesnteessaneeesreeesaneee s 8,550 770 405
Options - purchased agreements, UNIISEEA .........cocoveiiiiiininiiiiec s 98 3 53
DEIIVALIVES ceuueriiiiiieieniiiiietieeneeieeettetnaneieettessasssseessessnssssssssesenssssessssssssnsssssssssssnnsssssessssnnnssssssssssnnn 381,654 5,032 2,281
31.12.2016

Forward exchange rate agreements, UNliSted .........ccccecuiviiiiiiiiinininece e 31,921 266 247
Interest rate and exchange rate agreements, unlisted 210,143 4,288 1,104
Bond swap agreements, UNTISTE ........ccocueiiiririiiiiiiiiceicee e 2,995 1 8
Share swap agreements, UNTISTEA .......coocuiiiiiiiieiie et stae e et eesnte e e saneeesareeesneee s 8,138 597 457
Options - purchased agreements, unlisted .........c.coceecvenininieniencnineeene. 1,218 7 26
DEIIVALIVES ceuveriiiiiieieniiiiieiteeneeieeettetnaseeeesteesnsssseessersnssssssssesenssssesssessssnsssssssssssnssssssessssnnnssssssssssnns 254,415 5,159 1,842

The Group applies hedge accounting only with respect to certain foreign currency denominated interest rate swaps, whereby the Group
pays floating rate interest and receives fixed rate interest. The interest rate swaps are hedging the exposure of changes in the fair value
of certain fixed-rate foreign currency denominated bonds (see Note 29) arising from changes in interest rates. The Group started to
apply hedge accounting at the beginning of 2017. The Group applies fair value hedge accounting to the hedging relationships. The total
fair value of the interest rate swaps at 31 March 2017 was negative and amounted to ISK 22 million. Their total notional values at
period end amounted to ISK 60,450 million.
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23. Offsetting financial assets and financial liabilities

Financial assets subject to enforceable master netting arrangements and similar arrangements

Netting potential not
recognized in the balance

Assets subject to netting arrangements sheet
Gross assets Balance Assets not Total
before sheet Assets Assets after  subject to assets
balance nettings recognized consideration enforceable  recognized
sheet with gross on balance Financial Collateral of netting nettingarr-  on balance
31.3.2017 nettings liabilities  sheet, net liabilities received potential angements sheet
Reverse repurchase agreements ....... 16,204 (156) 16,048 (1,612) - 14,436 - 16,048
Derivatives .......occueveeeeeiniiiieeeeeeiiiees 3,143 - 3,143 (3) - 3,140 1,889 5,032
Total assets ....cceeeeeeereeiieeeeeenenenenenenes 19,347 (156) 19,191 (1,615) - 17,576 1,889 21,080
31.12.2016
Reverse repurchase agreements ....... 15,644 (80) 15,564 (1,884) - 13,680 - 15,564
Derivatives .......occvvveeeeiiiciieeneeeeiines 4,100 - 4,100 (629) - 3,471 1,059 5,159
Total assets ....ccoevviviiiiiiiiiiiiiiniiininnnes 19,744 (80) 19,664 (2,513) - 17,151 1,059 20,723
Financial liabilities subject to enforceable master netting arrangements and similar arrangements
Netting potential not
Liabilities subject to netting recognized in the balance
arrangements sheet
Gross Balance Liabilities Liabilities not Total
liabilities sheet Liabilities after  subject to liabilities
before nettings recognized consideration enforceable  recognized
balance sheet  with gross on balance Financial Collateral of netting nettingarr-  on balance
31.3.2017 nettings assets  sheet, net assets pledged potential angements sheet
Repurchase agreements ..........c......... 1,768 (156) 1,612 (1,612) - - - 1,612
Derivatives .......occveeeeeeeniiiieeeeeeiiees 966 - 966 (3) - 963 1,315 2,281
Total liabilities 2,734 (156) 2,578 (1,615) - 963 1,315 3,893
31.12.2016
Repurchase agreements .................... 1,884 (80) 1,804 (1,884) - (80) - 1,804
Derivatives .......ccovuvveeeevviivieeeeceeiinees 629 - 629 (629) - - 1,213 1,842
Total liabilities 2,513 (80) 2,433 (2,513) - (80) 1,213 3,646
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24. Investments in associates

The Group's interest in its principal associates 31.3.2017 31.12.2016
Audkenni hf., Borgartin 31, Reykjavik, ICEIaNG ........c.cooieiiiiiieeie ettt et e e saae e 25.4% 25.4%
Farice ehf., Smaratorg 3, KOPavoguUr, ICEIANG ........cc.eiiiiiiiiiiete ettt ettt st s 38.4% 38.4%
Reiknistofa bankanna hf., Katrinartin 2, Reykjavik, ICEland ............ccovevieriieiicieeeee e 23.0% 23.0%
Urridaland ehf., Laugavegur 182, Reykjavik, ICEIaNd ...........coouiiiiiiiiiieiieteee ettt 41.4% 41.4%
220 Fjordur ehf., Fjardargotu 13-15, Hafnarfjoraur, 1Celand ..........ccoccvveiierieeneerieceeeeseesee et 34.9% 34.9%

Investments in associates

Carrying amount at the beginning of TNE YA ......ccueeiii e sre e s e e e ne e 839 27,299
Additions 54 76
[T 1= g Lo Y=Y 17T SRS (41) (153)
DSPOSAIS ..ttt ettt ettt ettt st b e e bt sa e e st e e be e b e bt e eh b e e a b e e be et e e bt e eate et e e beenheeshteshbeenbeebeenbeens - (27,291)
Share of profit of associates and reversal of IMPAIMMENT .......ccceeeiieiiiiiecece e seee s (34) 908
INVESTMENT N ASSOCIALES ..uuuiiiiiiiiiiiiiccrc s s s e s s s a s s a s s s a s n s aanans 818 839
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25. Intangible assets

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

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

Customer relationships and related agreements are connected to business relationships and agreements which the Bank acquired in
subsidiaries and agreements bought. The asset is based on the assumption that business relationships and agreements generate
regular payments and earnings to the relevant business segments. The business activities in question are mainly the business
relationships related to individual customers through SPRON and the subsidiaries Vordur tryggingar and Okkar liftryggingar (2016). The
customer relationship is tested for impairment and related agreements are amortized over a period of five years, with two years left of
the period.

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

years.

Customer

relation-

ship

Infra- and related
31.3.2017 Goodwill  structure agreements  Software Total
Balance at the beginning of the year ........ccccuevviiiiinienieneeeeee 2,202 3,705 1,608 3,542 11,057
Additions and transfers ........cceeceeceeriere e 173 - (125) 190 238
Additions, internally developed .........ccccceviriiiiinininicncceeeeen - - - 86 86
EXchange differ@nCe ...cc.eeceeeee e 23 - 2 12 37
AMOTTIZATION 1ottt e s e s sr e s ane e s e - - (69) (228) (297)
INtaNGIble @SSEtS ....cuveereieriiiiiiiiiiiiiieiie e 2,398 3,705 1,416 3,602 11,121

31.12.2016
Balance at the beginning of the year ........c.cccccviniiviininiice, 2,407 3,021 854 3,003 9,285
Acquisition through business combination .........ccccoeceeeviiieeniieesiee e 496 684 904 457 2,541
Additions and transfers ........cocueeceeiiirienieeee e (271) - 110 638 477
Additions, internally developed .. - - - 384 384
EXChange diffEer@nCe ....c.eevieeiiiiiieeee e (430) - (32) (182) (644)
IMP@IMMIENT .ttt sttt sa e st sbeeneas - - (9) - (9)
AMOTTIZATION 1ottt et e et e e s erae e e eaeeeeenreeensneeeesseeesnrnes - - (219) (758) (977)
Intangible assets 2,202 3,705 1,608 3,542 11,057
26. Tax assets and tax liabilities
31.3.2017 31.12.2016

Assets  Liabilities Assets  Liabilities
CUITENT TAX wveiiiiiiiiiiicie bbbt eab e b aes - 7,977 - 6,630
DEFEITEA TAX .veetieriieeiieete ettt ettt st sttt b e sttt e e s b e e a e e et e s b e e b e s aeesaneeareas 462 328 288 663
Tax assets and tax llabilities .........ccveeeeeieeirieeeeiiieerterereee e rereeeeeeeererennnssesesesennnnsenenes 462 8,305 288 7,293

Arion Bank Interim Consolidated Financial Statements 31 March 2017 31 Amounts are in ISK millions




Notes to the Interim Consolidated Financial Statements

27. Other assets

Non-current assets and disposal groups held for SAlE ......ccvivveriieiicicecee e
Property and EQUIPMENT .....ocvcieiiieieeeesteteeteste e eteste e eteste st esestesaesaesessessesessasseseesassasessesensesessessesessesseseasassessesasans

Accounts receivable ..........

(81 Y= 1=Te Y=Y ol U L =T o = Yo [T V-SSR
Investment for life assurance policyholders where risk is held by the policyholder .........c.ccovveviivienciiceeieneens
Sundry assets

Other assets

31.3.2017 31.12.2016

4,058 4,418
6,758 6,723
6,430 5,373
2,752 712

847 820
2,877 2,808

23,722 20,854

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

foreclosures on companies and individuals.

28. Other liabilities

J Yool TU ] £ o T 1 V7 o) L RSP PRRP
Unsettled securities trading
Depositors' and investors' gUArantee fUNG .........ccceeiieeiieiiiriece et eereeaeas
TECHNICAI PrOVISION ..ttt b st b e s bbb e b e s bt e e et et e s bt eae e b e sbesaeennens
Technical provision for life assurance policyholders investment risk by policyholder .........cccocvveeveecieeiieneenienee.
WIthNOIAING TAX 1.veiiiiiiitieiee ettt et st b e bbb s bt b e ebt b e b e eb e e e enenae s
12 L0 Q1L VSRS
SUNAIY ADITEIES .t b bbbt st b et bt et e bbbt sbesbe e
Other liabilities

31.3.2017 31.12.2016

17,813 22,627

1,226 668
2,876 2,870
11,902 10,243
847 820
379 1,745
3,669 2,872

12,966 12,249

51,678 54,094

Technical Reinsurers' Total Technical Reinsurers' Total
Technical provision provision share 31.3.2017 provision share 31.12.2016
Claims reported and loss adjustment expenses ... 5,103 (184) 4,919 4,842 (167) 4,675
Claims incurred but not reported ........cccceeevevveriescieecre e, 1,344 (99) 1,245 1,352 (99) 1,253
Claims outstanding ......cccceeriiiiiissnneiiiiniinnneniiinnssnnenessssssenes 6,447 (283) 6,164 6,194 (266) 5,928
Provision for unearned premiums ..........cocceeveenvenieniieeneennens 5,455 (16) 5,439 4,049 (18) 4,031
Own technical provision 11,902 (299) 11,603 10,243 (284) 9,959

Insurance claim consists of claims outstanding and provision for unearned premiums. Claims outstanding present unsettled claims
incurred. Claims outstanding is the total of claims reported and actuarial estimation of claims incurred but not reported. Provision for

unearned premiums presents the current insurance risk that will be conditional on future fiscal years.
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29. Borrowings

First Maturity
Currency, original nominal value issued Maturity type Terms of interest 31.3.2017 31.12.2016
ARION CBI 19 (ISK 4,500 million) ....... 2013 2019 At maturity Fixed, CPI linked, 2.50% 4,487 4,502
ARION CB 19 (ISK 2,040 million) ........ 2016 2019 At maturity Fixed, 5.50% ........c.cc...... 1,099 580
ARION CBI 21 (ISK 10,220 million) ..... 2014 2021 At maturity Fixed, CPI linked, 3.50% 9,800 9,696
ARION CB 22 (ISK 22,240 million) ...... 2015 2022 At maturity Fixed, 6.50% ......cccoeeveevienieniienaenne 21,484 19,596
ARION CBI 29 (ISK 25,220 million) ..... 2014 2029 At maturity Fixed, CPI linked, 3.50% .......cccceueu.e 26,132 23,524
ARION CBI 34 (ISK 2,500 million) ....... 2012 2034  Amortizing Fixed, CPI linked, 3.60% .........ccc...... 2,148 2,207
Statutory COVEred DONAS .......ccciiiiiiiiiiiiiiiiiiiinininisisrsssss s sssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssnsnsnsnnnnnnne 65,150 60,105
ARION CB 1 (ISK 21,877 million) ........ 2006 2033 Amortizing Fixed, CPI linked, 3.75% ......c.cceceennee 16,599 16,734
ARION CB 4 (ISK 15,500 million) ........ 2008 2045  Amortizing Fixed, CPI linked, 4.00% .......c..cc.c.... 6,187 6,199
ARION CB 2 (ISK 51,125 million) ........ 2006 2048  Amortizing Fixed, CPI linked, 3.75% .....cccceevueene. 78,132 78,239
Structured CoVEred DONAS ......cccuuiiiiiiiiieiiiiiittieeeeeerreeneeeeeetesenssseessesenssssesssessssnsssssssssssnsssssssssssnnnsssssssasannn 100,918 101,172
TOtal COVEred DONMS .......ceieiiiiiiiieeeiieeceeeeseeeeceeeesesesse s e ssssssssssssssssssssssssssssssssssssssssnsssssssnsnsnsnsnsnsnsnsnananannnanannn 166,068 161,277
USD 30 million .uvvveeeeeieciriiieeeeeiinens 2016 2017 At maturity Floating, 3 month LIBOR +1.93% .... 3,413 3,406
EUR 21 million .cccovevieiinieiicieicene 2009 2018  Amortizing Floating, EURIBOR +1.00% ............. 679 662
ISK 3,835 million ... 2010 2018 Amortizing Floating, REIBOR +1.00% .. 1,086 1,063
EUR 300 million 2015 2018 At maturity Fixed, 3.125% ...cccocereevienienieienienne 36,293 36,610
SEK 250 million ...ccvvvveeeeiinieieeeeeeiinns 2016 2018 At maturity Floating, 3 month STIBOR + 1.09% . 3,167 3,113
EUR 300 million ....coceeeeeieneniicieieene 2016 2019 At maturity Fixed, 2.50% .....cccovcerienieneninienienne 37,060 36,307
RON 35 million .. 2016 2019 At maturity Fixed, 3.80% 935 951
SEK 275 Million .c.eeeeeieieniiieieieee 2016 2019 At maturity Floating, 3 month STIBOR +2.65% .. 3,481 3,422
NOK 300 million 2015 2020 At maturity Floating, NIBOR +2.95% .......c........ 10,661 10,617
NOK 220 million 2016 2020 At maturity Floating, NIBOR +1.95% ................. 2,931 2,902
NOK 100 million ... 2017 2020 At maturity Floating, NIBOR +1.95% 1,325 -
SEK 300 million .....ceevveveeevieeecieeee, 2017 2020 At maturity Floating, 3 month STIBOR + 1.35% . 3,807 -
EUR 300 million* 2016 2021 At maturity Fixed, 1.625% ....ccccoceervieriverirennieene 35,951 35,639
EUR 200 million* 2017 2021 At maturity Fixed, 1.625% ....cccccovvvriveeririeennnen. 24,212 -
USD 747 million .... 2016 2023 At maturity Floating, 3 month LIBOR +2.60% .... 11,397 29,317
SENIOr UNSECUIEA DONMS ......oiiiiiiiiiiiiiitiicc ettt ee e e eeseas e eeeteesassssesesessnssssesssesensnssesssssessnsssssnessssnnnsssssssssnnnn 176,398 164,009
BillS SSUBT ... ettt ettt b e ae et b e bt bt e bbbt e Rt et e bt e heea e e b e ehe e Rt et e eheeae et e b e e he et e benbeens 12,645 13,854
(04311 SO OO OO USROS PRUPPRPRORPRRRt 522 336
L0341 Y= (o T T 41 | 3N 13,167 14,190
BOFTOWINES .ouvuuiiiiiiiiiisiiisiiisissssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssnnss 355,633 339,476

Book value of listed bonds was ISK 313,726 million at the end of the period (31.12.2016: ISK 283,871 million). Market value of those
bonds was ISK 332,752 million (31.12.20165: ISK 290,196 million).

The Group repurchased own debts during the period for the amount of ISK 7,091 million (2016: no repurchase) with minor effects on
the Statement of Comprehensive Income.

In January 2016 the Bank reached an agreement with Kaupthing regarding FX deposits held at Arion Bank to be converted into issued
EMTN bond in USD and that Kaupthing would prepay Arion Bank's Central Bank secured loan, in various currencies, of ISK 56 billion at
year-end 2015. The total issue was ISK 97 billion (USD 747 million) with mandatory prepayment requirement if the Bank should issue
bonds in excess of USD 165 million. In 2016 Arion Bank's issue exceeded this benchmark twice and therefore a prepayment of ISK 57
billion (USD 490 million) was made in 2016, and a further USD 158 million was prepaid during the first quarter of 2017. At the end of
the period outstanding bonds held by Kaupthing amounted to ISK 11.4 billion (USD 100 million).

*The Group applies hedge accounting to this bond issuance and uses certain foreign currency denominated interest rate swaps as hedging instruments (see Note 22).
The interest rate swaps are hedging the exposure of the Group's changes in the fair value of this fixed-rate foreign currency denominated bond arising from changes
in interest rates. The Group started to apply hedge accounting during the first quarter of 2017. The Group applies fair value hedge accounting to the hedging
relationships. The total carrying amount of the bond issuance is ISK 60,163 million and included in the amount are fair value changes amounting to ISK 315 million (see
Note 7).
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30.

31.

Pledged assets

Pledged assets against liabilities 31.3.2017 31.12.2016
Assets, pledged as collateral against DOIrTOWINGS ......ccviiiieeieeieeeree et s esreesreesreesraeenvean 199,306 196,901
Assets, pledged as collateral against loans from credit institutions and short positions ...........cccccceeevieeeieeecneenn. 16,204 15,644
Pledged assets against [abilities ........ccccceiiiirrceneiiiiiiinnieiiiiiieeeeeienssneeesssesssnnsssssssssssnsssssssssssnssensssssssnnnanssans 215,510 212,545

The Group has pledged assets against borrowings, both issued covered bonds and other issued bonds and loan agreements. The total
value of those pledged assets was ISK 199 billion at the end of the period (31.12.2016: ISK 197 billion). Pledged loans comprised
mortgage loans to individuals. The book value of those borrowings was ISK 166 billion at the end of the period (31.12.2016: ISK 161
billion).

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

Equity

Share capital and share premium

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

Number Number
(million) 31.3.2017 (million) 31.12.2016
ISSUEA SHAre CaPItal ...veveieeieeiiei e st s st aa e e st 2,000 75,861 2,000 75,861

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

Other reserves 31.3.2017 31.12.2016
STALULOIY FESEIVE ...ttt ettt ettt et e st sab e e sttt e sttt e e bt e e e st e e e aateesabeesaabeeesabeeesabeeesabeeesaseeeesseeennneesannee 1,637 1,637
Reserve for iNVestmMents iN SUBSIAIANIES ......ecocviiiiirie ittt ettt e e et e e teeeeaaeeeesseeeeabeeesbeeesbeeesnes 17,871 17,012
Reserve for investments in associates .. 24 23
Reserve for iNVESTMENTS IN SECUITTIES ........oiuiitiriiieie ettt sttt ettt s bttt sbe et b e b sbe e e e sbesbeees 432 899
Foreign currency translation FESEIVE .......c.ccociiiiiiiiiiiieece ettt sbe bbb sb e ne e 233 190
OUNEE FESEIVES .....ceieiieeneieieiitteeneeieeettetnaseseeesteennsesseessessnssssssssesensssssssssssssnssssssessssnsssssssssssnnnssssssesssnnnsssssessannnnns 20,197 19,761

In June 2016 the Icelandic Parliament approved amendments to the Financial Statements Act including new requirements on equity
reserves in relation to unrealized profit from financial assets. The amendments may affect future dividend payments to the
shareholders of Arion Bank. See Note 65 in the Annual Financial Statements for 2016. There is some uncertainty over the interpretation
and implementation of the amendments and thus the Note may be subject to change in the near term.
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Other information
32. Legal matters

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

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

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

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

Legal proceedings regarding damages

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

In January 2015, Datacell ehf. and Sunshine Press Productions ehf. jointly filed a suit against Valitor hf. for compensatory damages
relating to Valitor hf.'s termination of Datacell's vendor agreement. The Icelandic Supreme Court ruled on 24 April 2013 in case no.
612/2012 that Valitor hf. did not have the authority to terminate the agreement. The plaintiffs had court-appointed appraisers evaluate
the plaintiffs' alleged losses and they returned their report in March 2016. Valitor hf. disagreed with the assessment stated in the
report and filed a motion to appoint three court appraisers to re-evaluate the plaintiffs' alleged losses The district court agreed to
Valitor hf.'s demand. The reassessment has now been completed but it was not filed. Valitor hf. has requested a new assessment,
which will examine particular aspects which have not yet been assessed.

Other legal matters
Mortgage documents

Courts cases are being prosecuted against the Bank in which it is demanded that the mortgaging of part of a property be invalidated on
the basis that the signature of the mortgagor on the mortgage documents was not correct. In 2016 the district court, in respect of cases
which did not involve the Bank, invalidated mortgages under similar circumstances to these. The district court has recently ruled in
three separate court cases involving the Bank regarding the aforementioned dispute. In two of those cases the district court invalidated
a mortgage but in one case the Bank was acquitted. The Bank is assessing the possible impact of a negative outcome on the Bank's loan
portfolio.
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Off balance sheet information

33. Obligations
31.3.2017 31.12.2016

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

Financial guarantees 18,698 15,270
45,249 46,379

[Io T T 1ol 0T 41 0 =T o RS 72,022 82,268

Unused overdrafts ....

Depositors' and Investors' Guarantee fund

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

35. Assets under management and under custody 31.3.2017 31.12.2016
F Y= U a Lo [Tl s TR Yo=Y o =T o A SR 1,065,321 1,054,759
ASSEES UNAEE CUSTOTY ..veiniiiiiieiieiteitteeite ettt et e sttt e bt e ste e shte s et e e abe e bt e bt e s aaesateease e beesaeesasesabeenbeenbeensbesnbeenseenseansnas 1,457,267 1,356,997

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

The Group, acting as custodian, is responsible for safeguarding a firm's or individual's financial assets, hold in safekeeping securities
such as stocks, bonds and securities funds, arrange the settlement of trades and movements of securities, process corporate actions
such as income on bonds and dividends on shares; and pricing on securities.

36. Events after Balance Sheet date
On 10 May Monica Caneman decided to step down from the Board of Directors of Arion Bank. Monica has been Chairman of the Board

since 2010. Gudrun Johnsen, who has been Vice-Chairman of the Board during the same period, takes over the responsibilities of
Chairman of the Board of Directors.
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Related party

37. Related party

The Group has a related party relationship with Kaupskil ehf., being the ultimate controlling party with 57.87% stake in Arion Bank, the
Board of Directors of Kaupskil ehf. and Kaupthing hf., being the parent company of Kaupskil ehf.

Icelandic State Financial Investments (ISFI, a separate state institution under the Ministry of Finance) manages a 13% stake in Arion
Bank, Attestor Capital LLP through Trinity Investment Designated Activity Company manages a 9.99%, Taconic Capital Advisors UK LLP
through TCA New Sidecar Ill S.A.R.L. manages a 9.99%, Sculptor Investments S.A.R.L., an affiliated entity of Och-Ziff Capital
Management Group manages a 6.58%, and Goldman Sachs International through ELQ Investors Il Ltd. manages a 2.57%.

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

No unusual transactions took place with related parties during the period. 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.

31.3.2017 Net
Balances with related parties Assets Liabilities balance
Shareholders with cONtrol OVEr the GrOUP ......c.eecuieriiiriirie ettt sttt sttt e saee e 413 (55,983) (55,570)
Board of Directors and key Management Personnel .........cccoceeveeeieeieesieeseesieeeeseeesee e sne e s 252 (205) 47
Associates and other related PArties .......eoveevieeiieiieee et 5 (49) (44)
Balances with related Parties .........ccccceeicecrcneeiiiiiiiinneeeiniiisnnneesssesssssnnesssessssssnsesssssssssnsssssssssssnnnes 670 (56,237) (55,567)
31.12.2016 Net
Balances with related parties Assets  Liabilities balance
Shareholders with control over the Group .............. 192 (7,255) (7,063)
Board of Directors and key Management Personnel ........ccccoceeveeeieecieeseesiesie e see e s sree s 255 (242) 13
Associates and other related PArties .......eoveivveeieirieriee et sttt sae e 181 (369) (188)
Balances with related Parties .........ccccceeicecvcneeeiiiiiiinneeeieiiissnneesssssssssnnesssessssssnsssssssssssnnssssssssssnnnes 628 (7,866) (7,238)

Through the ownership of ISFI the Group has a related party relationship with Landsbankinn hf. and islandsbanki hf. but they provide
banking services to the Bank's subsidiary Valitor hf. and have a traditional bank to bank relationship with Arion Bank hf. The Group
holds assets amounting to ISK 4,953 million (31.12.2016: ISK 5,832 million) by these aforementioned Financial Undertakings and
liabilities amounting to ISK 1,940 million at the end of the period (31.12.2016: ISK 791 million).

Kaupthing hf. holds senior unsecured bonds, issued by Arion Bank in January 2016, for the amount of ISK 11,397 million at the end of
the period. This amount is not included in the table above.
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Risk Management disclosures

38.

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.

Further information regarding risk management is available in the Annual Financial Statements for 2016 and in the Pillar 3 Risk
Disclosures for 2016, published on the Bank's website, www.arionbanki.is. The Pillar 3 Risk Disclosures are not audited.

Credit risk

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

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

Exposure to credit risk

The following table shows the maximum exposure to credit risk for the components of the Interim Statement of Financial Position, at
the end of the reporting period before the effect of mitigation due to collateral agreements or other credit enhancements.

Maximum exposure to credit risk related to on-balance sheet items 31.3.2017 31.12.2016
Cash and balances With Central Bank ........ccceiicuiiiiiiie ettt e e e e re e e e ae e e sbeeesetbeessaeeessaeeennseeennnes 178,593 87,634
LOANS 1O Credit INSTILULIONS ....viiiiiieieiiee ettt e et e e e re e e e be e e sabeeesbbeesbaeeessaessseeeanseeennseeennseeesseeennns 68,149 80,116
[oE 1o I o ol ] 4 oTo] - | =1 SR PSSP TP PPPPPPRON 381,512 375,006
e T [0 I o T2 Lo LY7o LU | SRR 338,686 337,416
FINANCIAl INSTIUMEBNES oottt e e e et a e e e e e s e ttba e e e e e e asaeaeeeeeasssaaeessensssaseeessasbsaseeeesasssseeeeanansrnens 86,313 8,617
Other assets With CrEAIt FISK ......c..eiiiuieiiiieiciie ettt etee e st e e e ta e e e sabeeestbee e aseeestseeeesseeeenseeesrseeessaeennnes 10,905 4,581
Total on-balance sheet maximum exposure to credit Fisk ........ccouiiiiiiiiiiiiiiiiiiiiiiissssssssssees 1,064,158 893,370

Maximum exposure to credit risk related to off-balance sheet items

FINANCIAl GUATANTEES ...eeriiieiieeitieeiteete ettt ettt ettt et sttt be e s heesabeesbeebe e bt e sstesabeense e saesasesabeenbeebeesbsessseenteensaens 18,698 15,270
[0 T Y =Yo Ro L= e [ i £SO RRRRTOPRTR 45,249 46,379
[IeF: Ta I ole] 00T a Y11 a4 =] o1 €3S PTRRRR 72,022 82,268
Total off-balance sheet maximum exposure to credit FisK ........ccoeiiiiiiiiiiiiiiiiiiiiiiiirirircrerersresesesesssssssssesssssssssnns 135,969 143,917
Maximum eXpPoSure t0 Credit FiSK .......uueiiiieiiiiieiiiiiiiiiiieieieiirererererererererererererereseeeeeseeeseseeeseeeeesesesesesseeessasssssnsaens 1,200,127 1,037,287
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38. Credit risk, continued

Loans to customers specified by sectors 31.3.2017 31.12.2016
INIVIAUALS ettt ettt e s h e st e et e e bt e she e s ab e e s be et e e sb b e sabeeabeease e st e saeeeaseenbeesaeesaneeabeenbeenee 47.0% 47.4%
Real estate activities and CONSTIUCTION ......cviiiiiiiiiii ettt ettt et et sb e st ae b e 16.6% 16.1%
FISRING INTUSTIY ettt ettt e bt e she e s ab e et e e b e e sbt e e st e e abe e bt e bt e eaeeeaseenbeesaeesasesnseenbeenes 10.7% 10.7%
Information and commuNiIcation tECANOIOZY ......c.cccviiriiiiieeeeece e e e e e sraeesaeeaeenes 3.8% 4.1%
Wholesale and retail trate ........ooee ittt ettt e b e st e s a e e b e e be e s bt e s abe et e et e e bt e saeeeateeas 7.7% 7.4%
Financial and iNSUIaNCe @CTIVITIES .....couiiiiiiieiieee ettt s sr e ss e s s e e e s e sneenaee 4.9% 4.9%
Industry, energy and ManUFACTUIING ......ccoiiiiiriiiiiii ettt st sbe e nenes 4.0% 4.0%
RG] o 1] o =) 4[] o EO OO UPUPTPTTTRORPP 0.9% 0.9%
SBIVICES ettt ettt ettt ettt et e ettt et e e e ab e e e sa bt e e s abe e e e ettt e e a bt e e e a bt e e e bt e e e ba e e e hn e e e Rn e e e hb e e e eh b e e e ea bt e e enbeeeenbeeeenreeenneennnee 2.4% 2.4%
Public sector 1.2% 1.2%
AGFICUITUNE @Nd FOrESTIY ..o.viiuiiiiiiciie bbbttt be bbb 0.8% 0.9%

100.0% 100.0%

Collateral and other credit enhancements

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

- Retail loans to individuals: Mortgages on residential properties.
- Corporate loans: Real estate, fishing vessels and other fixed and current assets, including inventory and trade receivables,
cash and securities.
- Derivative exposures: Cash, treasury notes and bills, asset backed bonds, listed equity and funds that consist of eligible securities.

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

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

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

Collateral held against different types of financial assets

Cash and Real Fishing Other
31.3.2017 securities estate vessels  collateral Total
Cash and balances with Central Bank ........ccccoeceevvieriiiniieniienieneeccsiesieee - - - - -
Loans to credit institutions - - - - -
Loans to customers
INAIVIAUALS ..t 251 298,588 17 7,705 306,561
Real estate activities and CONSLIUCTION ........covvvuvviiiiiiiiiiiiiee e 3,496 109,213 9 2,057 114,775
Fishing industry ........ccoceveninienienienne. 581 7,315 50,487 9,956 68,339
Information and communication technology .........c.ccceceerveeneeneeniiennennne. 232 2,633 - 17,938 20,803
Wholesale and retail trade ........ccveeveeeieiiiiiee e 388 27,212 2 18,890 46,492
Financial and inSUrance actiVities .......cccccveeeiieiiieeeeeiiiiiiiee e cesanees 15,024 3,713 30 6,624 25,391
Industry, energy and manufacturing .........ccceeevieeerciieeicee e 2,826 18,086 - 6,018 26,930
TranSPOrtAtiON ...eeiviiieiiie et e e 10 953 - 3,197 4,160
SEIVICES .eutetirteeitete sttt ettt et et et e eat et e s bt she et et e sbeeae et e sbesbeenb et e sbeeneeneeeas 17 6,249 120 3,529 9,915
PUDBIIC SECLON ittt s et e e e e e ebbb e e e s eesanaeees 117 3,615 - 176 3,908
AGricuUlture and fOrestry ..o iiiie e - 4,843 - 319 5,162
FINANCial INSTFUMENTS ..oeiiiiiriiii ettt et e e e e saaaees 7,043 - - - 7,043
FINANCIal BUAIANTEES ...ccuveeeiiiieceeee ettt s e 1,049 3,736 1,098 3,221 9,104
Collateral held against different types of financial assets .......cccccoeevrnnnnns 31,034 486,156 51,763 79,630 648,583
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38. Credit risk, continued

Cash and Real Fishing Other
31.12.2016 securities estates vessels  collateral Total
Cash and balances with Central Bank ..........cccoceeviiriiiniieniinieeeeecieeieee - - - - -
Loans to credit institutions - - - - -
Loans to customers
INAIVIAUALS ..o 481 297,974 5 7,419 305,879
Real estate activities and CONSLIUCTION .......ccoeciuveiieeiiiiiiieeee e 581 106,770 34 1,444 108,829
Fishing induStry ......coceeveeiiinieieececeee 564 8,100 57,092 8,041 73,797
Information and communication technology .........c.cccoceeciriieninnieniennne. 27 2,598 - 18,363 20,988
Wholesale and retail trade ........ccveeeeeeeeiiiieee e 410 26,570 8 19,988 46,976
Financial and insurance activities .........ccceeeveeieieeeciee e s 14,826 7,620 - 807 23,253
Industry, energy and manufacturing .. 3,287 15,332 - 6,875 25,494
TranSPOrtAtioN ....eeeeieeiiie et 73 892 278 3,622 4,865
SEIVICES ettt ettt ettt e st s e st et e b sb e s e e n e e b e e neeeanesreeneen 20 7,221 71 3,650 10,962
¥ o] [To Y=Yl o] S SROURUROt 7 3,811 - 179 3,997
Agriculture and forestry .. 5 5,128 - 327 5,460
FINaNCial iINSEIUMENTS ...cccvviieiiiecciie et e e e sraeeeanes 5,953 - - - 5,953
FINANCIal BUAIANTEES ..oovuveeeiiieeeeee et s 1,038 3,871 1,249 2,375 8,533
Collateral held against different types of financial assets .......c.cccoeeeuuenenns 27,272 485,887 58,737 73,090 644,986

Collateral repossessed

During the period the Group took possession of assets due to foreclosures. The total amount of real estates the Group took possession
of during the period and still holds at the end of the period amount to ISK 286 million (31.12.2016: ISK 1,817 million) and other assets

ISK 2 million (31.12.2016: ISK 13 million). The assets are held for sale, see Note 27.

Credit quality
Credit quality by class of financial assets

31.3.2017

Cash and balances with Central Bank ..........ccoocueeiiiiinienieeeeeeeeeeeee e
Loans to credit INSEITULIONS .....iivviiiiirieiie ettt sttt
Loans to customers
LOGNS £O COMPOTAtES ..veuvieiieiieniiesiteeitesteesitesiteebeesbeesttessbesteeteesseesaaesasesnseesseesanesssesnses
LoaNSs tO iNAIVIAUAIS «...coueeeiiieiieiieeeeeee e
FINaNCial iNSTrUMENTS ..c..oiuiiiiiiiieieie et
Other assets With credit FiSK .........ooeoioiiiiee e

Credit quality by class of financial assets ...

31.12.2016

Cash and balances with Central Bank ...
Loans to credit INSTITUTIONS ...cvicvviiiiiiie ettt st s s e snbeenae e

Loans to customers
LOGNS TO COMPOTALES ..veeuvieieeiieriesieeiteesieesrestteeseesteesseesssessseenseesseesssesssesnsessseessnssssesnses
Loans to individuals ....

FINANCIal INSTIUMENTS ..viiiiiiieiie ettt e e st e esae e sasessbeebeesbeesenenneas
Other assets With Credit FisK ..........oocieeiiiie et
Credit quality by class of financial assets ........cccecvvvereiiiiiiinnneniiniine.
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Neither Past

past due but  Individu-

due nor not ally
impaired  impaired impaired Total
178,593 - - 178,593
68,149 - - 68,149
360,993 18,130 2,389 381,512
313,416 22,815 2,455 338,686
78,863 - - 78,863
10,905 - - 10,905
1,010,919 40,945 4,844 1,056,708
87,634 - - 87,634
80,116 - - 80,116
358,709 14,251 2,046 375,006
312,259 21,854 3,303 337,416
82,042 - - 82,042
8,617 - - 8,617
929,377 36,105 5,349 970,831

Amounts are in ISK millions
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38. Credit risk, continued

Neither past due nor impaired loans

The Bank uses internal credit rating models to monitor the development of credit risk and to estimate customers' probability of default

(PD). The Bank rates customers with one of three models. For large corporates the Bank uses quantitative information based on

financial statements as well as qualitative data. Credit ratings of individuals and SMEs are based on statistical models using historical

information which has been found to be predictive. The models are updated annually and recalibrated with current data with the aim

of improving their predictive power. Year-on-year changes in risk classification of loans may in part be due to model refinement.

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

where 5 denotes the highest risk.

Risk classification

31.3.2017 1 2 3 4 5 Not rated Total
INAIVIAUALS ..o 168,272 98,238 30,470 10,070 2,817 3,549 313,416
Real estate activities and construction ................. 43,440 36,594 27,010 4,392 426 2,774 114,636
Fishing induUSTry ......coceeceevininiiieereeeeeseneeee 24,091 37,712 8,074 1,073 871 965 72,786
Information and communication technology ........ 18,101 2,806 1,055 5,014 55 12 27,043
Wholesale and retail trade .........ccoceeveevviiiveeeeeennns 12,068 21,109 16,257 1,615 259 - 51,308
Financial and insurance activities .........cccccccevvunnes 10,191 5,562 12,657 203 9 4,983 33,605
Industry, energy and manufacturing ..........c.ccc...... 6,383 10,044 10,608 763 117 329 28,244
Transportation ........cceecveeriieeniieenie s 426 3,170 918 417 34 - 4,965
SEIVICES weiviiieieieeieetete sttt 1,137 6,322 4,884 494 2,446 2 15,285
PUBIIC SECLON vt 456 4,280 2,186 1,052 48 574 8,596
Agriculture and forestry .......cccovvvevveecieeveeceesneens 616 1,706 1,658 427 118 - 4,525
Neither past due nor impaired loans .................. 285,181 227,543 115,777 25,520 7,200 13,188 674,409
31.12.2016

INIVIAUALS ..o 68,538 162,930 55,500 17,036 4,331 3,924 312,259
Real estate activities and construction ................. 43,172 33,819 24,557 5,679 348 3,184 110,759
Fishing induUSEry ......cccoeoieviininieieeseeeee e 24,480 36,143 9,700 2,579 604 79 73,585
Information and communication technology . 18,372 3,207 966 5,476 - 12 28,033
Wholesale and retail trade .........ccoceeveeevecivieeeeennns 11,342 19,302 16,890 2,244 208 - 49,986
Financial and insurance activities .........ccccoeeevvunnees 9,669 2,210 15,623 207 - 5,730 33,439
Industry, energy and manufacturing ..........c......... 7,854 10,101 719 635 351 27,568
Transportation 3,753 989 433 20 - 6,153
SEIVICES weiuviiieieieeieete ettt sttt st nee e 5,312 7,263 847 28 3 15,756
PUbIiC SECLON ..o 4,425 1,874 1,146 53 656 8,531
Agriculture and forestry ......cccocceeevviveevcieeciiee e 1,147 2,029 1,227 18 - 4,899
Neither past due nor impaired loans 280,102 145,492 37,593 6,245 13,939 670,968

Exposures that are 'Not rated' are typically due to newly formed entities and entities for which the Bank's rating models are not

applicable.
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38. Credit risk, continued

Past due but not impaired loans by class of loans More

Up to 4to 30 31to 60 61to 90 than 90
31.3.2017 3 days days days days days Total
LOaNSs O COrPOrates .....cuueeiiieeiiiieeei e 8,638 3,432 1,972 1,629 2,459 18,130
Loans to iNdiVIdUAIS .......eeeeieiiiiriiieeeeiiiieie e 3,812 8,921 5,139 1,599 3,344 22,815
Past due but not impaired loans 12,450 12,353 7,111 3,228 5,803 40,945
31.12.2016
LOANS O COrPOrates ......uvveeiiieiiiiieee et 5,388 4,282 1,589 1,211 1,781 14,251
Loans to individUuals .........cccveeeeiieeiiieciiie e 3,196 8,708 4,989 391 4,570 21,854
Past due but not impaired 10ans .........cccoeeviiiiiiiiiiiiiiiiiiiiininnns 8,584 12,990 6,578 1,602 6,351 36,105

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

31.3.2017 31.12.2016

Impair- Gross Impair- Gross
Impaired loans to customers specified by sector ment  carrying ment  carrying

amount amount amount amount
INAIVIAUALS ettt sttt ettt e et e et e e s s e e sabessbeenbeesaaesanenas 6,253 8,708 7,069 10,372
Real estate activities and CONSTIUCTION ......ccoviiiiiee et ennaees 615 993 770 1,056
FISRING INAUSTIY ..ottt sttt 916 1,850 966 1,648
Information and communication technology . 79 79 179 182
Wholesale and retail trade .......ooveeeenieniinieeeeee et 522 956 540 868
Financial and inSUrance actiVities .........coeeveerieeieiiierese e 234 234 261 298
Industry, energy and Manufacturing ..........ccevevirieiieniniiiccseteee s 787 825 786 878
TrANSPOITATION ..eviiiieeiiiiie ettt e s st e e e e sttt e e e e e nnreeeeeesanneeeessssnnnnneees 4 10 4,301 4,307
SBIVICES ..uutirietteeiiitee et e ettt e e e e eba e e e e e s s abbaeeaeesssataeeeeeaaabaaeeeseasbaeeaeesanssbaaaeeeanssttaeeeeannnsannes 3,077 3,570 3,145 3,624
PUDBIIC SECLOT ..ttt sttt et e sb e saeesmee e 62 62 89 113
AricUItUre and fOreStrY .....ooiiiiiiiiicc s 173 279 175 284

Impaired loans to customers specified by sector ... 12,722 17,566 18,281 23,630

Large exposure

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

The Group had no large exposure at the end of the period before taking account of eligible collateral (31.12.2016: no large exposure

without eligible collateral).
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39. 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.

Interest rate risk

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

Interest rate risk in the banking book

The following table shows the Group's interest-bearing assets and liabilities by interest fixing periods. The figures for loans to
customers and borrowings are shown on a fair value basis, see Note 22, and are therefore different from the amounts shown in these
Interim Financial Statements. Defaulted loans are presented at book value, which is based on the value of the underlying collateral, and
are therefore assumed to be independent of interest adjustment periods and placed in the 'Up to 3 months' category.

31.3.2017 Upto3 3-12 1-5 5-10 Over 10

Assets months months years years years Total
Balances with Central Bank ........ccccceeevivieeniiieeciieeceeeeeee e 172,081 - - - - 172,081
Loans to credit inStitutions ..........cccvveeeeeeiiiiiee e 68,149 - - - - 68,149
Loans to customers ........... ... 398,850 54,911 142,187 5,982 122,812 724,742
Financial instruments 36,125 1,684 5,253 6,496 2,235 51,793
- YT =T N 675,205 56,595 147,440 12,478 125,047 1,016,765
Liabilities

Due to credit institutions and Central Bank ...........cccccveeeeevennnes 9,661 28 - - - 9,689
DEPOSIES weeeeerieiiiieeiiee ettt ettt 421,832 40,294 11,364 1,314 837 475,641
BOITOWINES ..vvevieeeeeceeeieete et se e ee et te et e st e e ae e e e e e sanesaneens 48,276 46,279 118,089 22,678 140,956 376,278
Liabilities 479,769 86,601 129,453 23,992 141,793 861,608
Derivatives and other off-balance sheet items (net position) .. (149,116) 36,329 114,255 (147) - 1,321
Net iNterest SaP ....ccccvveeriiiiiiiinnnnniiiininnneeeiissssseessessssssssnenes 46,320 6,323 132,242 (11,661) (16,746) 156,478
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39. Market risk, continued

31.12.2016 Upto3 3-12 1-5 5-10 Over 10
Assets months months years years years Total

Balances with Central Bank .. 80,186 - - - - 80,186
Loans to credit iNStitUtioNS ........cooevveeeeeeeiiiiiee e 80,116 - - - - 80,116
LOANS tO CUSTOMENS ...euviiiuieienienieeie sttt 382,928 63,694 138,540 4,457 127,601 717,220
Financial iNStrUMENTS ....coooeiivieeeceecieeeee e eeaaees 41,495 1,695 5,182 6,349 1,897 56,618
Assets . 584,725 65,389 143,722 10,806 129,498 934,140
Liabilities

Due to credit institutions and Central Bank .........c.ccceeveeveenueenne 7,962 25 - - - 7,987
Deposits . 376,424 21,111 12,450 1,263 816 412,064
BOITOWINES ...eiiieiieiieeieeit ettt ettt sttt 62,830 8,653 126,836 20,670 129,423 348,412
[ T =TS 447,216 29,789 139,286 21,933 130,239 768,463
Derivatives and other off-balance sheet items (net position) .. (107,799) (916) 111,083 (146) - 2,222
Netinterest §ap ......ccccvceereeieriiieeiiiieensee st 29,710 34,684 115,519 (11,273) (741) 167,899

Interest rate risk in the trading book

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

31.3.2017 31.12.2016

Trading financial instruments, long positions MV Duration BPV MV Duration BPV
ISK, CPLINAEX-HNKED . .e.eoeeeveieee e 8,417 2.3 (1.9) 8,084 2.2 (1.8)
ISK, Non index-linked ...........ccoveririieneninieieeseeeee e 13,449 0.7 (0.9) 10,992 1.0 (1.1)
FX oveteeeeeeeee ettt ses 61,469 (0.2) 1.5 37,399 (0.5) 2.0
TOtal e 83,335 0.2 (1.3) 56,475 0.2 (0.9)
Trading financial instruments, short positions

ISK, CPlindex-linked ........cccoiriininiiieieneeeee e 554 4.7 (0.3) 518 4.7 (0.2)
ISK, Non index-lnked ........cccueeevveeeiiieeiiee e 33,133 0.3 (0.9) 15,680 0.3 (0.4)
P ettt sttt 39,511 (0.7) 2.6 29,847 (0.8) 24
TOtal oot 73,198 (0.2) 1.4 46,045 (0.4) 1.8
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39. Market risk, continued

Indexation risk

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

Transaction maturity profile of indexed assets and liabilities

31.3.2017 Uptol 1to5 Over 5

Assets, CPl index-linked year years years Total
[0 T=T g F o T oL U 1) o 41T 3N 13,165 97,629 221,537 332,331
FINANCIAl INSTIUMENTS ..oeiiiieeciiee ettt et e sree e e eeeare e e b e e e e beeesabaeesnsaeennnns 7,274 - - 7,274
Off-balance sheet position 852 6,621 - 7,473
Assets, CPlindex-linked .........ccceeveieieieieieieieieieieeeneneeennns 21,291 104,250 221,537 347,078
Liabilities, CPI index-linked

Deposits 70,073 11,911 2,107 84,091
BOITOWINES ...eeeeiiteeeitee ettt ettt ettt e s e e et e et e st e s s aae e e sabt e e sabteesbeeeebneeenneeenneenn 2,604 24,311 117,092 144,007
Off-balance Sheet POSITION ......c.eccuieiiiciice et e e e e aeeneas - 516 - 516
(014 V=T SRS OPPP 954 191 1,354 2,499
Liabilities, CPl iNdeX-lINKed ........cccceeriiiiirrcnniniiiiiirinneeeieiisssnneesessssssnnesssessssssnssssssssssnns 73,631 36,929 120,553 231,113
Net on-balance ShEet POSItION .......coviiriiiiiiiieieie ettt ee e (53,192) 61,216 100,984 109,008
Net off-balance Sheet POSItION ........cccueevieeiiiiiece e ae s 852 6,105 - 6,957
CPIBalanCe ...coccuuuereiiiiiiiinnnniiiiisisnnnessisssssssnnssssssssssssensssssssssnesssossssssssssssssssssnssssssssssnns (52,340) 67,321 100,984 115,965
31.12.2016

Assets, CPl index-linked

[ o =T F o TR oL U 1) o 4 1=T 3RS 12,911 97,225 218,981 329,117
FINANCIAl INSTIUMENTS ..veiiiieeeiiec ettt et estee e e e e e eear e e eeare e e ebee e sabeeesraeennnns 7,100 - - 7,100
Off-balance Sheet POSITION ......cecciiiiiicie et e s s ee e eeeneas 851 6,619 - 7,470
Assets, CPlINdeX-lINKed ......cccceviiiiiiivneriiiiiiiinnniiiniisnnneisissssnessssssssssssssssssssssssssssens 20,862 103,844 218,981 343,687
Liabilities, CPI index-linked

[T T 1 £ US 69,621 12,121 2,050 83,792
BOITOWINES ...eteeiiteeiitee ettt ettt ettt e e e e ettt e sttt e st e s sabe e e sabe e e sabbeessbbeesnseeenneesnneenn 2,253 24,437 114,747 141,437
Off-balance sheet position . - 518 - 518
(04 T OO U USROS 395 692 893 1,980
Liabilities, CPl indeXed lNKEd .......cccccmeeiiiiiiiiieeeicccccneeeecssccceneeseseccsnnneeesessssnnnenenns 72,269 37,768 117,690 227,727
Net on-balance ShEEt POSITION .....c.eevviriieiieiieierte ettt see e e saaeeaee (52,258) 59,975 101,291 109,008
Net off-balance sheet POSItION ....cc..uiiciii i 851 6,101 - 6,952
CPIBAlaNCe ...cocuunnreiiiiiiiinnnniiniessssnnnensisssssnsnsssssssssssssenssssssssssesssssssssssansssssssssnssssssssssans (51,407) 66,076 101,291 115,960
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39. Market risk, continued

Currency risk

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

monitored centrally in the Bank.

Breakdown of assets and liabilities by currency

31.3.2017
Assets

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

Liabilities and equity

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

Liabilities and equity ..

Net on-balance sheet position ....

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

Net position .......ccceeeereieiereiererercnnene
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ISK EUR usD GBP DKK NOK Other Total
175,857 854 727 338 190 110 517 178,593
20,357 8,563 19,165 6,251 2,316 5,135 6,362 68,149
595,615 70,723 37,363 2,716 7,164 292 6,325 720,198
83,474 13,517 10,739 447 195 2,265 37 110,674
5,911 - - - - - - 5,911
810 8 - - - - - 818
8,275 - - - 2,846 - - 11,121
332 - - 130 - - - 462
22,281 561 623 204 36 16 1 23,722
912,912 94,226 68,617 10,086 12,747 7,818 13,242 1,119,648
7,596 1,959 67 3 - 1 63 9,689
441,484 14,150 12,596 4,992 865 799 755 475,641
2,778 504 462 67 - 13 98 3,922
8,070 - - - 235 - - 8,305
43,784 3,129 1,928 1,037 825 504 471 51,678
181,256 134,194 14,810 - - 14918 10,455 355,633
214,607 - - - - - - 214,607
173 - - - - - - 173
899,748 153,936 29,863 6,099 1,925 16,235 11,842 1,119,648
13,164  (59,710) 38,754 3,987 10,822 (8,417) 1,400
(13,614) 60,877  (38,586)  (3,735)  (11,784) 8,236 (1,394)
(450) 1,167 168 252 (962) (181) 6
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39. Market risk, continued

31.12.2016

Assets ISK EUR usD GBP DKK NOK Other Total
Cash and balances with Central Bank 85,052 775 627 364 197 108 511 87,634
Loans to credit institutions ................ 18,946 16,963 17,444 8,522 1,826 10,064 6,351 80,116
Loans to CUStOMETS ...cc.eeueeveereerernene 593,185 66,242 34,012 2,857 7,378 7 8,741 712,422
Financial instruments .........cccvveeeeenns 91,566 13,403 9,572 311 244 2,245 115 117,456
Investment property ......... 5,358 - - - - - - 5,358
Investments in associates .................. 831 8 - - - - - 839
Intangible assets ......cceveeevieeeiciieennns 6,978 - - - 4,079 - - 11,057
TaX @SSeLS ..vvviieiiiiiiiieiiiieee s 272 - - - 16 - - 288
Other assets ... 19,356 650 556 142 135 13 2 20,854
ASSELS ..evverriiiiiiinnen e 821,544 98,041 62,211 12,196 13,875 12,437 15,720 1,036,024
Liabilities and equity

Due to credit inst. and Central Bank .. 6,857 978 84 3 - 1 64 7,987
DEPOSILS vevvveereeriieriiesieeie e 377,195 15,762 12,038 4,186 844 1,301 738 412,064
Financial liabilities at fair value ......... 3,020 408 272 - - 16 10 3,726
Tax liabilities ....cccoveeeeeeeiieeceiee e, 7,075 - - - 218 - - 7,293
Other liabilities 44,625 2,660 1,160 4,255 756 229 409 54,094
BOITOWINGS ..evveeiieeeiieeeiieeeree e 176,530 109,217 32,723 - - 13,520 7,486 339,476
Shareholders' equity ......ccceeveercuveene 211,212 - - - - - - 211,212
Non-controlling interest ................... 172 - - - - - - 172
Liabilities and equity 826,686 129,025 46,277 8,444 1,818 15,067 8,707 1,036,024
Net on-balance sheet position .......... (5,142) (30,984) 15,934 3,752 12,057 (2,630) 7,013

Net off-balance sheet position .......... 279 31,775 (15,315) (3,232) (8,579) 2,335 (7,263)

Net position ......cccceerireiiiisnnnnniiininans (4,863) 791 619 520 3,478 (295) (250)
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40. Liquidity and Funding risk

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

decreases or changes in funding sources.

Maturity gap analysis

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

31.3.2017 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 ................... 178,593 169,627 - 8,966 - - -
Loans to credit institutions .........ccccceeeerieciveeeeennnns 68,149 59,368 8,781 - - - -
Loans tO CUSTOMErS ...ccovuvviviiieeiiiiieee e 720,198 9,406 53,880 89,637 249,349 317,926 -
Financial instruments ........cccccoevervenienneenecneene. 110,674 14,537 3,749 2,333 45,647 12,598 31,810
Derivatives - assets leg ... 109,421 - 29,853 21,412 57,664 492 -
Derivatives - liabilities leg ...............cccccevvenuenne (104,389) - (28,509) (20,231)  (55,351) (298) -
Investment property .......cccceveviieiiiiiiniiniiieennnn, 5,911 - - - - - 5,911
Investments in associates ......cccccceeeeeiriieeiiiienne 818 - - - - - 818
Intangible assets ... 11,121 - - - - - 11,121
TaX @SSEES coueriiiiieieie e 462 - - - 462 - -
Other @SSetS ....cccuveeeiieeeiieecee et 23,722 2,016 5,361 2,717 794 17 12,817
ASSELS ..uueerriiiiiint 1,119,648 254,954 71,771 103,653 296,252 330,541 62,477
Liabilities
Due to credit institutions and Central Bank .......... 9,689 9,664 - - 25 - -
DEPOSItS .eeeeeeeeereeieeee e 475,641 348,775 68,345 43,858 12,513 2,150 -
Financial liabilities at fair value 3,922 - 2,432 257 1,048 185 -
Derivatives - assets 1eg ..........coevvvevvveevvracunanns (66,375) - (30,962)  (13,090) (22,099) (224) -
Derivatives - liabilities leg ............ccccceevervenn. 68,656 - 31,753 13,347 23,147 409 -
Short position bonds and derivatives 573 - 573 - - - -
Short position securities used for hedging ...... 1,068 - 1,068 - - - -
Tax [iabilities .....ccceveerierieeeeeeeeee 8,305 - 750 5,881 1,674 - -
Other liabilities .......coeeveveeiiiie s 51,678 16,854 7,741 4,307 3,729 6 19,041
Borrowings 355,633 - 7,360 51,157 148,366 148,750 -
Liabilities ....cccoveeeriiueerineeiniiieiniiecnceeecnecsnees 904,868 375,293 86,628 105,460 167,355 151,091 19,041
Off-balance sheet items
Financial guarantees .........cccoccveevceeecceeessiee e, 18,698 1,816 3,008 7,106 5,103 1,665 -
Unused overdraft .......cocevvevieiiiivieeeeceeineeeee e 45,249 917 8,083 18,706 17,543 - -
Loan commitments .......coceeeeeeieenieeneenieeee e 72,022 4,135 24,212 18,370 21,305 4,000 -
Off-balance sheet items 135,969 6,868 35,303 44,182 43,951 5,665 -
Net assets (liabilities) .......ccceeeverreviiriicniiiinnnnnne 78,811 (127,207) (50,160)  (45,989) 84,946 173,785 43,436
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40. Liquidity and Funding risk, continued

31.12.2016 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 87,634 78,302 - 9,332 - - -
Loans to credit institutions ........ccceeeeeeeeeiinneeeeeennns 80,116 54,104 26,012 - - - -
Loans to CUSTOMErS ....ooveeriiiriieniecceeeecee e 712,422 9,051 54,203 79,205 253,938 316,025 -
Financial instruments ........ccccvvveeeeeeeiiiveeeee e, 117,456 12,715 2,100 3,670 51,729 11,828 35,414
Derivatives - assets 1eg ........ccccevvveevceeesceveennnnnn 75,527 - 28,038 19,179 27,825 485 -
Derivatives - liabilities leg .............cccccouevvercunans (70,368) - (27,300) (17,927) (24,886) (255) -
Investment property ......cccccvveeeeeeeeenieeiieeee e 5,358 - - - - - 5,358
Investments in associates ......cccccceeevveeriieernieennnne 839 - - - - - 839
Intangible assets ....cccvvveevrieeeriie s 11,057 - - - - - 11,057
TaX @SSLS wevviiiiiiiiiiieei e 288 - - - 288 - -
Other @ssets ......ccceveeveereeriiinieeeseere e 20,854 2,687 3,883 1,303 745 - 12,236
ASSELES ..evverriiiiiiintent s 1,036,024 156,859 86,198 93,510 306,700 327,853 64,904
Liabilities
Due to credit institutions and Central Bank ... 7,987 7,636 - 326 25 - -
DEPOSIES weeuvreireeieeieeniee sttt sttt 412,064 288,390 74,202 37,769 10,088 1,615 -
Financial liabilities at fair value .........ccovveeveeennen.. 3,726 - 2,400 127 895 304 -
Derivatives - assets leg ...........ccevvvevvuenvercueenennn. (57,923) - (13,857) (3,960) (39,388) (718) -
Derivatives - liabilities leg .................. 59,766 - 14,374 4,087 40,283 1,022 -
Short position bonds used for hedging .............. 1,884 - 1,884 - - - -
Tax [iabilities .....ccceveeriereeieeeeeee 7,293 - - 6,626 667 - -
Other liabilities .......cceeveveeeiie e 54,094 21,837 7,414 3,446 3,660 6 17,731
Borrowings 339,476 - 10,293 13,371 153,607 162,205 -
Liabilities ....cccoveeeriueerineenniieeinieenceeennecnnees 824,640 317,863 94,309 61,665 168,942 164,130 17,731
Off-balance sheet items
Financial gUarantees ........cccceceeevveeesieeeseieessneen, 15,270 2,893 4,032 4,136 2,538 1,671 -
Unused overdraft .......oooevveeeieiiiiieeeeceeiieeeee e 46,379 1,460 9,098 18,305 17,516 - -
Loan commitments .......coceeeieenieeneenienienee e 82,268 1,348 38,757 17,075 21,088 4,000 -
Off-balance sheet items 143,917 5,701 51,887 39,516 41,142 5,671 -
Net assets (liabilities) .......ccceeeverrriveiiiicnniiinennnne 67,467 (166,705)  (59,998) (7,671) 96,616 158,052 47,173
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40. Liquidity and Funding risk, continued

Net Stable Funding Ratio

The net stable funding ratio (NSFR) measures the amount of available stable funding (ASF) at the Group against the required stable
funding (RSF) as per the definition of the Central Bank of Iceland rules No. 1032. In general, RSF is determined by applying different
weights to different asset classes depending on the level of liquidity. ASF however is calculated by applying weights to the Group's

liabilities depending on maturity and/or stickiness. The NSFR for foreign currency shall exceed 100%.

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

to the fact that the Bank's subsidiaries have a substantial positive FX imbalance but are settled in ISK.

FX Total

31.3.2017

Available stable FUNGING ......eoviiiecece e e et e e e e sre e s raeenaeeaeennes 638,945 159,398 798,343
Required stable fUNING .....ooiiiieeee ettt ettt st st e b e sbe e saeesaseas 554,100 97,628 651,728
FX imbalance (842)

Net stable funding ratio ........ccccveiiiiiiiiiiini e 115% 162% 122%
31.12.2016

Available stable FUNGING ...co.eoiiiiee ettt et sae e st naes 612,964 169,821 782,785
[0eTe TU LT =Te B =1 o L= 0T Ve 1T = 544,854 87,010 631,864
FX imbalance (4,019)

Net stable fuNING ratio ......ccccccveeeiiiiiiiietieeencrsneeeeeeeccrneeeesessssssnnsesssessssnsnesssessssssnsaesssssssnnnananes 113% 191% 124%
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40. Liquidity and Funding risk, continued

Liquidity coverage ratio

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

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

On 31 March 2017, new liquidity rules no. 266/2017 took effect. The rules are issued by the Central Bank of Iceland and effectively
adopt the liquidity rules of the EU Capital Requirements Regulation (CRR), replacing the previous LCR rules no. 1031/2014. The Bank is
required to maintain a 100% minimum LCR ratio for both foreign currencies and all currencies.

The following table shows the breakdown for the Group's LCR calculations broken down on currencies; ISK, FX and total. All amounts
are weighted by their respective LCR weights as defined by the Central Bank. The figures at 31 March 2017 are based on rules no.
266/2017 while the figures at 31 December 2016 are based on rules no. 1031/2014.

31.3.2017 ISK FX Total

187,938 17,932 205,870
LIQUIA @SSEES IEVEI 2 ...ttt sttt et e st st st b e b e et e st et e e b eaaas - - -

Liquid assets level 1 *

LIGUI ASSEES ..uuuureeeeiiiiiiiinnereieiessssnneesssessssssnssssssssssansessssssssssssssssssssssnsssssssssssnssessssssssssnsassssssssansanes 187,938 17,932 205,870
[T T 1 | &S 144,409 17,520 161,929
MATKEE BOTTOWING ..evvviiiiiiiieriiesieeie et et e site st st et e stt e sateesbeebe e st e esstesstesateenseenbaesasesaseenbeenbaesanesssennsas 4,019 1,114 5,133
Other Cash OULFIOWS .....cooviiiiiie ettt et e et e et ee e et e e e eseeeeaeeesabeeesabaeeeebeeeereeas 5,622 15,062 20,684
CaSh OULFIOWS ..cciiiiiiinniiiiiiiiiiieniiniisinensissssssnenssssssssess s sessssssnsssssssssssnssenssessssssnsssssssssssnsassssssssnns 154,050 33,696 187,746
Short-term deposits with other banks *** ... s 1,142 43,149 44,291
Other Cash inflows 13,285 4,248 17,533
Cash inflows ....... 14,427 47,397 61,824
Liquidity coverage ratio (LCR) **¥¥ . .. i iiriiiiiiiinnnnniiininnnneisnnsnnnessssssssssssesssssssssssssssssssssanes 135% 213% 163%
31.12.2016

[T O B Ty = A L=V I P 112,770 13,026 125,796
LiQUId @SSELS IEVEI 2 ** .o ettt ettt st ettt e e beesteesabesteenee - 2,932 2,932
LIQUI ASSEES ...uuvvereeeiieiiinnnnneenesesssssnesssesessssnesssssessssnsessssssssssssssssssssssnsssssssssssnssssssessssssnsassssssssnnsanes 112,770 15,958 128,728
[DL=T T 1 1 £ SRR SRT 93,584 16,885 110,469
MATKET BOTTOWING ..evviiiieiiiriieiie et et et e stesteete e teesteesatessbeebeestsessaesseesnteenseenseesssesnseenseensessssesssennses 3,192 371 3,563
Other Cash OULTIOWS .....eeiiiiiiiieee ettt e et e e e e sttt a e e e e e e saaareeeeeeeasaaeeeesenstssseeeeeennsrees 12,426 7,013 19,439
CaSh OULFIOWS c.eeiiiiiiinnieiiiiiiinnieiiiniisnnneeeiisssssnntessssssssssesssssssssssssenssssssssssesssessssssnsssssssssssnsassssssssans 109,202 24,269 133,471
Short-term deposits With other banks *** ... e e 1,688 51,779 53,467
Other Cash INFIOWS ..eeei e e et e e e e e e re e e e e e e abba e e e e e s eaabaeeeeeesnrbaeeeeeannnsaeeeenans 3,843 1,011 4,854
Cash inflows ....... 5,531 52,790 58,321
Liquidity coverage ratio (LCR) *¥¥¥ . i i iirrriiiiiiiinnnnniiiniinnieieissnsmensieimssesesssssssssessssssssssnes 109% 263% 171%

* Level 1 assets include the Group's cash and balances with the Central Bank, domestic bonds eligible as collateral at the Central Bank and foreign government bonds
which receive 100% weight. Under Rules no. 266/2017 the Group's covered bonds also classify as Level 1 assets and receive 93% weight.

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

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

Composition of liquid assets
The following table shows the composition of the Bank's liquidity buffer.

31.3.2017 ISK usD EUR Other Total

Cash and balances with Central Bank ... 175,857 727 854 1,155 178,593
Short-term deposits in other banks .........ccccceeeviiieeiiieeieieeecee e, 1,142 18,711 6,291 18,147 44,291
Domestic bonds eligible as collateral at the Central Bank ........cccccevvvveeennne 21,047 - - - 21,047
Foreign government BONAS ........cocceevveevienieniieeiieeieeee e - 6,979 4,977 - 11,956
Covered bonds with a minimum rating of AA- .. - - 1,223 2,261 3,484
Liquidity reServe .......ccceevvveeeeiinisissnennnnissssssnnnenes 198,046 26,417 13,345 21,563 259,371
31.12.2016

Cash and balances with Central Bank .........ccccceeeeeiiiieeeeieciiieee e 85,053 627 775 1,179 87,634
Short-term deposits in other banks .........cccccoecviieiiiiniiniineeeeeeeeee 1,688 16,018 14,090 21,671 53,467
Domestic bonds eligible as collateral at the Central Bank ........cccccevvvveeennne 27,718 - - - 27,718
Foreign government bonds - 5,536 4,908 - 10,444
Covered bonds with a minimum rating of AA- .......ccccoeeiieceeceeree e - - 1,202 2,247 3,449
Liquidity resServe .......ccceevvveereiniissssnennniinsssssnnnenes 114,459 22,181 20,975 25,097 182,712
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40. Liquidity and Funding risk, continued

LCR deposit categorization

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

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

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

Less Term Total
31.3.2017 Stable Weight (%) Stable Weight (%) deposits* deposits
RELAII ettt 144,609 11% 45,370 5% 66,664 256,643
COTPOTAtIONS ...veuieieiieiierteeteeit et ettt et sb st sbe st ee b saeeae 49,242 40% 958 20% 8,473 58,673
Sovereigns, central banks and PSE ...........cccceviivienieniinniiennen. 12,771 40% - - 1,280 14,051
Pension fUNS .......ooeriiiiiineee e 42,714 100% - - 15,022 57,736
Domestic financial entities ... 69,545 100% - - 24,434 93,979
Foreign financial entities ..........cccveveevieece e 3,831 100% - - - 3,831
LI | N 322,712 46,328 115,873 484,913
31.12.2016
RETI et 137,055 10% 44,331 5% 63,106 244,492
COrPOratioNS ...oevuieeiiiieeiiee ettt esreeeere e s e s e saneeenee 55,094 40% 921 20% 5,850 61,865
Sovereigns, central banks and PSE .........ccccoveviieeniieeniiee e 11,653 40% - - 1,379 13,032
Pension funds ........ccoeceevieriennnen. 31,157 100% - - 15,959 47,116
Domestic financial entities 24,310 100% - - 16,730 41,040
Foreign financial entities ..........ccceevierieniinieeeee s 2,150 100% - - - 2,150
Other foreign Parties ......coceeceeceereeciee e 4,466 100% 3,276 25% 2,288 10,030
Total ....... 265,885 48,528 105,312 419,725

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

Capital ratio

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

The Group's capital ratios are calculated in accordance with Act No. 161/2002 on Financial Undertakings and Regulation No. 233/2017
on prudential requirements, into which the EU Capital Requirements Directive and Regulation (CRD IV / CRR) have been adopted. The
Group uses the standardized approach to calculate the capital requirements for credit risk, credit valuation adjustment, market risk
and operational risk.

Capital Base 31.3.2017 31.12.2016
TOTAL EQUILY vttt bbbt e b et h et e b e s bbbt h e bbbt e b b eaeenenes 214,780 211,384
Non-controlling interest not eligible for inclusion in CET1 Capital .......ccceveeeieeiieieesee e (173) (172)
INTANGIDIE @SSELS ...eiveeiieiteeee ettt sttt st e e s a b e e i be et e e bt e s st e s abe e bt ebeesaeesabeeabeesbe e bt e sbbeenbeenbeebeeaaas (11,121) (11,057)
I D= 3T SN (462) (288)
CaSH FIOW NEAGES ...ttt ettt et sat e s ab e et e e be e s bt e shbe e s beesbe e bt e bt e sabeenbeebeesaaesasesnseeseanee 23 (22)
Additional Value adjUSTMENTS ....cveeceieiiecieeeecee ettt e te e et e s e e s e e et e e beesreesaseesseesseessessseanseenseeseenseesnsenns (121) (127)
Common equity Tier 1 capital 202,926 199,718
Non-controlling interest not eligible for inclusion in CET1 capital ........ccccoceeverriinininiiiiiciinecceeecceeeeeen 173 172
Tier 1 capital c..ccocoeviriiiiiiinininn s ssssnes 203,099 199,890
General credit FiSK a0JUSTMENTS ...coiiuiiiiiiiieiie ettt s e e st e e sate e e snteeessseeessseeesaneeesaseeesnseeesnsenennen 4,987 4,557
Tier 2 capital ....cccoeveiiiiiiiniirrr e sasees 4,987 4,557

Total capital base 208,086 204,447

Risk-weighted assets

(0o [ o 1 S (o T o L O R SRR 571,727 577,661
Credit risk, SECUITIES AN OLNEN ... ...uviiiee it e et e e e e e err e e e e e setbreeeeeseeasbaeeeeeesssaaeeeeeansssaeeeesennnnns 59,042 62,524
COUNEEIPArtY CrEAIL FISK c..eveeiieiiticiie ettt ettt st b e s bt e s b b e e esbenteene 6,708 5,550
Market risk due to CUrreNCY IMDAIANCE ...c..viiieeieeee e s s e et b e e ssbe e e s nteeesneaes 1,709 5,449
IMIAFKEE FISK OTNEI ..t e et e e e e e et e e e be e e sbeeesbaeeesaeeesbeeenseesnsaeennseeensseeennseeennes 15,603 12,966
Credit Valuation aJUSTMENT ....oiiieieecce e e e st e e st e e e et e e e saeeesnseesasseeessseeessseeessseeesnseeannnen 2,391 2,678
OPEIATIONAT FISK .ttt sttt ettt sh b e st e s be e bt e st e saaesabe e be e beesatesabeesbeenbeensaesstesnteenseans 86,490 86,490
Total risk-Weighted ASSETS ...cciiiiiiiiiiiiiiiiiiiiiiiiirirrrrr s s s s s s s s s s s s s s s s s s s s s s s s s s s s s s s s s s s ssssssssssssssnsnsns 743,670 753,318
[0} VY o 1ol 1 Lo 4 V=1 Lol SOt 686,654 687,921
Capital ratios

(08 1 o o SRS 27.3% 26.5%
LI L= g A - 4T PSP PTOPPRRPPPPRRRPPPRONY 27.3% 26.5%
(0 o1 =] I 1o [T [V T Tos VAN - 4 o USSR 28.0% 27.1%
CET1 ratio, based on reviewed retained earnings at 31 DECEMDEN ........occueriiiiviiinienie e 26.8%

Tier 1 ratio, based on reviewed retained earnings at 31 DECEMDET ........c.eoiiiiiirieiiieeeeeee et 26.9%

Capital adequacy ratio, based on reviewed retained earnings at 31 DECEMDEN .....ccceeveiriiriieerienieeniesie e 27.5%
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42. Capital management, continued

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

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

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

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

Fully
implemented
Total capital requirement, % of RWA Current 1.11.2017
[ LT Ao o 11 = =T (U 1T =T 0 1= o L USSRt 8.0% 8.0%
Pillar 2R capital reqUIr@mMEnt % ... .o bbbt 4.3% 4.3%
Combined BUFfEr FEQUIFEMENT ........ceiiie ettt e e et e s e s e e et e e beesbe e st aeenseenteenseanneesneeensennsens 8.2% 8.4%
Total regulatory capital FeQUIrEMENT ........ceiiiiiiiiiieiiiiiiiininiiiiiiinniessiesssssnssssssssssssesssssssssssessssssssssssssssssssssnns 20.5% 20.7%
AVAIIADIE CAPITAL ..ottt bbb bbbt ettt 28.0% 28.0%
CET1 requirement, % of RWA
Pillar 1 CETL FEQUITEMENT c...vveeiiieeectieeeeiteeesiteeesteeestee e st eessbeeessbaeessteeesssseessseeeansseesnnseesnsseesssseeessseeessseeesnsesesnsenennsen 4.5% 4.5%
Pillar 2R CETL reqUIremMeEnt ¥ ... ettt st b e ettt eb e et e b sae et nes 2.4% 2.4%
Combined BUFfEr FEQUIFEMENT ........cuiieeceeeee et et e e e s e s e e et e e beesbaessaeesseenteenseenneesnseenseensens 8.2% 8.4%
CET1 regulatory capital reqUIr@MENt ........cciiiiiiiiiereiiiiiininieniiinisisnneeiiissssseessiissmssseissssssssesssosssssssssssssssssnss 15.1% 15.3%
AVAIIADIE CETL CAPITAl 1ouiviiiiiiieiieeie ettt ettt e te et e et e e s bt e sat e s s b e e be e st e e sbbessbesabeenseenseenssesasesnseenbeenans 27.3% 27.3%

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

** The SREP result based on the Group's financial statement of 31.12.2015.
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42. Capital management, continued

Leverage ratio

The leverage ratio is seen as a complementary measure to the risk-based capital ratios. The minimum leverage ratio requirement is 3%
as stated in Act No. 161/2002 on Financial Undertakings.
31.3.2017 31.12.2016

ON-DAlANCE SHEET EXPOSUIES ... .eiceiieiieiieeiieeieerteesteestte et te e e esteeseeesaeesseeseesseesaeessseesseesseesssessseesseenseeseasssesssesssesnsens 1,094,641 1,011,735
DEIIVALIVE EXPOSUIES .. .uevieiiieiiiiiitteeeeesiit e e e eesat e e e e s e st e e e e s sabbaeeeeeaassbeeeeeesasstaeaeesaaabasaeeesseababeeeessasssbaeeeesnnssnsaeaaens 7,450 8,226
Securities financing transaction exposures .... . 10,115 9,330
Off-DAlANCE SNHEET EXPOSUIES .....eeuiiiiiiiieeiie ettt ettt ettt e st e st e st e e bt e saeesatesabeesbe e be e bt essbeeabeenbeenbaessaesaseensean 80,142 83,156
LI 5L I=Y 0« o T T Y 1,192,348 1,112,447
BT g ot ' 11 | N 203,099 199,890
RN T =) [ PO PTPPPPPPPPOPPPPPPON 17.0% 18.0%

Solvency Il

At the end of the year 2016 the Bank held the insurance companies Vordur tryggingar and Okkar liftryggingar. On 1 January 2017
Vordur tryggingar acquired the entire shareholding in Okkar liftryggingar and following the acquisition Vordur tryggingar merged its two
life insurance subsidiaries. The solvency capital requirements as well as calculated solvency for Vordur Group is not available for 31

According to the Icelandic Insurance Companies Act the solvency capital requirement (SCR) of Vordur tryggingar was ISK 2,489 million
at 31 December 2016 and Okkar liftryggingar ISK 574 million and calculated solvency of Vordur tryggingar ISK 3,609 million and Okkar
liftryggingar ISK 1,236 million. The solvency ratio, which is the ratio of calculated solvency to the solvency requirements, of Vordur
tryggingar was 145.0% and Okkar liftryggingar 215,0% at 31 December 2016.
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Significant accounting policies

The accounting policies adopted in the preparation of these Interim Financial Statements are consistent with those followed in the
preparation of the Annual Financial Statements for the year 2016.

Hedge accounting

During the first quarter of 2017, the Group started applying fair value hedge accounting with respect to designated hedging relationship
of certain fixed-rate foreign currency denominated notes issued by the Bank as the hedged items and certain foreign currency
denominated interest rate swaps as the hedging instruments. The Group recognizes the changes in fair value of the interest rate swaps
together with changes in the fair value of bonds attributable to interest rate risk immediately in profit or loss in the line item of Note 7,
Net gain on fair value hedge of interest rate swap. Calculated accrued interest on both swaps and bonds is included in the line item of
Note 7, Interest expense and foreign exchange changes on the notes are included in the line item Net foreign exchange income.

Other derivatives, not designated in a qualifying hedge relationship, are used to manage its exposure to foreign currency, interest rate,
equity market and credit risk. The financial instruments used include, but are not limited to, interest rate swaps, cross-currency swaps,
forward contracts, futures, options, credit swaps and equity swaps.

On initial designation of the hedges, the Group formally documented the relationship between the hedging instruments and hedged
items, including the risk management objective and strategy in undertaking the hedge, together with the method that will be used to
assess the effectiveness of the hedging relationships. The Group makes an assessment, both at inception of the hedge relationships and
on an ongoing basis, of whether the hedging instruments are expected to be highly effective in offsetting the changes in the fair value
of the hedged items during the period for which the hedge is designated, and whether the actual results of each hedge are within the
range of 80-125%.

If the hedging derivative expires or is sold, terminated or exercised, or the hedge no longer meets the criteria for fair value hedge
accounting, or the hedge designation is revoked, then hedge accounting is discontinued prospectively. Any adjustments, up to the point
of discontinuation, to a hedged item for which the effective interest method is used, is amortized to profit or loss as part of the
recalculated effective interest rate of the item over its remaining life.

45. Going concern assumption

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