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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 30 September 2016 include the Interim Financial
Statements of Arion Bank ("the Bank") and its subsidiaries, together referred to as "the Group".

Outlook

Iceland's economic indicators continue to be strong. Economic growth was 4.1% in the first half of 2016, inflation continues to be below the
Central Bank's inflation target and unemployment measured 2.6% in the third quarter of 2016. The economic outlook has improved and
Arion Research forecasts that economic growth will remain strong, especially in the coming year. Inflation is expected to remain below the
Central Bank's inflation target throughout 2017 but is expected to rise in 2018 and peak at 3.5% in the second quarter of 2018. Important
steps towards lifting the capital controls were taken this autumn when parliament passed into law a bill that significantly eases the controls
on residents and legal entities, both domestic and foreign.

Standard & Poor's upgraded Arion Bank's credit rating from BBB- with a positive outlook to BBB with a positive outlook in October. The
upgrade reflects the improving conditions in the Icelandic economy, the deleveraging of Icelandic households and corporations and the
positive impact of the continued liberalization of capital controls. It also takes into account Arion Bank's enhanced access to international
funding markets and improved capital following the sale of legacy equity positions.

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

Operations during the period

Net earnings amounted to ISK 17,262 million for the period ended 30 September 2016, and the Group's equity amounted to ISK 207,006
million at the end of the period. Return on equity was 11.2% for the period. The capital ratio, based on the reported capital base on 30
September 2016, was 26.1% and the corresponding Tier 1 ratio was 25.5%. 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 nine months
are not audited the official capital ratio is based on the audited capital base on 30 June 2016 and risk-weighted assets on 30 September
2016. The official capital ratio on 30 September 2016 was 25.2% and the Tier 1 ratio was 24.5%, 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 30 September 2016 Arion Bank acquired all shares in the insurance company Vordur tryggingar hf., the fourth largest insurance company
in Iceland, following the approval of the Icelandic Competition Authority. At period end assets and liabilities of Vordur tryggingar hf. are
included in the Interim Consolidated Statement of Financial position. In July Arion Bank sold the majority of its shareholding in the subsidiary
Kolufell ehf. The main asset of Kolufell ehf. was investment property. The remaining shareholding is classified as Financial instruments.

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

The main changes on the Balance Sheet from year end 2015 relate to changes in the structure of funding, increased lending and increased
liquidity. Loans to customers have increased by ISK 35.6 billion, or 5.2%, during the period. New lending is mainly to corporates in several
sectors, most in real estate, industry, energy and manufacturing and wholesale and retail.

The Bank's equities and bond portfolios performed well during the third quarter of 2016 after difficult conditions prevailed on the Icelandic
equities and bond markets during the first six months. The Bank holds substantial equity positions in listed companies on the Icelandic
market and sustained some losses during the first nine months, after a number of favorable years. The Icelandic krona strengthened against
most foreign currencies and the effect is some currency loss.

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

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 2.0%.

With strong emphasis on digital banking and mobile service solutions in recent years Arion Bank has made changes to the network of
branches in Iceland in order to enhance service, increase efficiency and reduce costs, for example in its business premises, changes in the
opening hours of its branches and sharing of services and other measures which increase operational synergies. In May 2016 Arion Bank
opened a new branch at Keflavik International Airport, which offers a wide range of opportunities for services to increasing numbers of
tourists. Arion Bank will continue to seek opportunities to change and increase efficiency in its branch network.

In January Arion Bank reached an agreement with Kaupthing under which Arion Bank issued a bond in the amount of USD 747.8 million (ISK
97 billion). The bond was issued under Arion Bank's EMTN programme and is a 7-year instrument, callable on interest payment dates during
the first two years. The bond bears floating LIBOR plus 2.6% interest for the first two years and will then be repriced at market terms. The
bond offsets loans in foreign currency, taken by Arion Bank from the Central Bank of Iceland and later purchased by Kaupthing, and
Kaupthing deposits in foreign currency at Arion Bank. The bond issue forms part of the capital control liberalization process relating to
Kaupthing, first announced by the Ministry of Finance and Economic Affairs on 8 June 2015.

In April Arion Bank issued a total of EUR 300 million (ISK 42 billion) in new senior unsecured bonds. Orders totaling over EUR 500 million
from more than 70 investors were received. The 3-year bonds have a fixed coupon of 2.5% and were sold at rates corresponding to a 2.7%
margin over interbank rates. This represents the second euro benchmark issue by Arion Bank. Part of the new issuance, EUR 221 million (ISK
31 billion), was used to partially prepay the EMTN bond held by Kaupthing.

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

In 2016 the Bank started to issue privately placed bonds under its EMTN programme. This is an important step for the Bank in diversifying its
funding sources. Arion Bank will continue the issuance of private placements, depending on the prevailing market conditions and the Bank's
funding needs.

Arion Bank continued to issue covered bonds which are secured in accordance with the Covered Bond Act No. 11/2008. In the first nine
months of 2016 the Bank issued a total of ISK 20.4 billion of covered bonds in the domestic market, of which ISK 10.6 billion were inflation-
linked bonds and ISK 9.8 billion were fixed rate bonds. Arion Bank will continue to issue covered bonds on a regular basis on the domestic
market in 2016.

The Group had 1,189 full-time equivalent positions at the end of the period compared with 1,147 at the end of 2015; 887 of these positions
were at Arion Bank, compared with 876 at the end of 2015. A new wage round was conducted in the Icelandic labour market, effective 1
January, last. The wage increases are substantial and put an increased burden on Icelandic banks, which also must to deal with high
capitalization and stringent tax burden. In September Arion Bank laid off around 6% of its workforce. The layoffs came from all divisions of
the Bank.

Group ownership

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

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

Endorsement of the Board of Directors and the Chief Executive Officer

The Interim Financial Statements of Arion Bank for the period ended 30 September 2016 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 30 September 2016 and its financial position as at 30 September 2016.

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 30 September
2016 and confirm them by means of their signatures.

Reykjavik, 16 November 2016

Board of Directors

i

Monica Caneman
Chairmap’

Benedikt Olgeirsson Brynjélfur Bjarnason

mmane (/)
Kirstin b. Flygenring Mans Hogl Péra Hallgrimisdottir
. -.,/%/"\
Gudrdn John John P. Madden

Chief Executive Officer

Lo,

Héskuldur H. Olafsson
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INTERIM CONSOLIDATED STATEMENT OF COMPREHENSIVE INCOME
FOR THE PERIOD FROM 1 JANUARY TO 30 SEPTEMBER 2016

Notes 2016 2015 2016 2015
1.1.-30.9. 1.1.-309. 1.7.-30.9. 1.7.-30.9.

INtEreSt INCOME oo 46,246 42,808 14,851 15,148
Interest expense .... (24,188) (22,521) (7,419) (8,036)
Net interest iNCOME .....cccceverereieieieieiercreeerereee e 6 22,058 20,287 7,432 7,112
Fee and cOmMmMISSION INCOME .....cccvuvvieeeieciiieeee ettt rre e e e eeaaraeees 17,436 15,609 6,191 5,373
Fee and COMMISSION EXPENSE .....cccveerueereerreeieeiteesteeseeeteesteeseeeseeseesseasaeenens (7,223) (4,883) (2,725) (2,081)
Net fee and COMMISSION INCOME ......eeeeeeeeeeenneenereneeeseeemeeesesesesesesesesesesssesesnsnses 7 10,213 10,726 3,466 3,292
Net fiNANCIal INCOME ..ocuveiiciiec e et reeeeanes 8 4,339 10,176 844 453
Share of profit of aSSOCIAtES .......eevuieiiiiriiiieeiee s 24 710 6,956 16 2,739
Other 0perating iNCOME ..ccovuviiiiiie ettt e s e e s baeesnes 9 2,642 2,232 781 709
OPErating INCOME ....cciiiiiiiiiiiiiiiiiei s s s s s s s s s s s s e sesssesssessssssssssnss 39,962 50,377 12,539 14,305
Salaries and related EXPENSE ........eeveeiueerieeie et 10 (12,252) (10,320) (3,826) (3,153)
Other operating expense 11 (10,393) (9,016) (3,423) (3,012)
BANK IEVY <.ttt bbbt 12 (2,190) (2,168) (705) (779)
NEt IMPAITMENT ..eeiiiiiee e s e s e s e 13 6,827 (114) 5,882 (33)
Earnings before tax .......ccccceviiiiivnenniiinninnnnnnninsssssnnnnns 21,954 28,759 10,467 7,328
INCOME tAX EXPENSE ..eeiiiiieriiieeeiieeeitee ettt e et e st e st e s st e e sabe e e sabeeesnreeennnee 14 (5,261) (3,639) (3,170) (1,272)
Net earnings from continuing operations ................. 16,693 25,120 7,297 6,056
Net gain from discontinued operations, net of taX .......ccccceveeeeveeveeveennesineenns 15 569 277 206 15
Net @arnings .......ccceviiiiiiiiniiiiisssssisssisssssssssssssssnnees 17,262 25,397 7,503 6,071
Other comprehensive income
Net gain on AFS financial assets, Net of taX ......ccceveeveercieeve e, (2,903) - - -
Exchange difference on translating foreign subsidiaries ..........cccceeveevvennennee. 32 281 47 187 277
Net other comprehensive income to be
reclassified to profit or loss in subsequent periods ........ccccceeeccrcneeeeeeeccnnnnns (2,622) 47 187 277
Total comprehensive INCOME .......ueeeeeeeeeeeeeeeeenemeeeeeeeemmmeeeeereeeeeiemererereeeeesesenene 14,640 25,444 7,690 6,348
Attributable to
Shareholders of ArioN BanK .........cooviuveiiiiiiiiiiieecccciiieeee et eereee e e seanaees 14,154 25,606 7,701 6,539
Non-controlling interest 486 (162) (11) (191)
Total compPrehensive iINCOME .......ueiiiiiiiiiinneniiiiiiineniiiiinrensieserssesnene 14,640 25,444 7,690 6,348
Earnings per share from continuing operations
Basic and diluted earnings per share attributable
to the shareholders of Arion Bank (ISK) .......coovreeiiieeiieecereeeeree e 16 8.10 12.64 3.65 3.12

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 30 SEPTEMBER 2016

Assets Notes 30.9.2016 31.12.2015
Cash and balances With Central Bank ........cccvvieieiieiiiiiiec ettt ere e ere e ebe e ebee e enne s 17 85,645 48,102
LOANS tO Credit INSTITULIONS ..viiiiieiiiiieeeeccciieie ettt eeetbe e e e eestre e e e e eeebaaeeeeesesbrereeeeeesstbeeeseeasssrseeeseennes 18 68,257 87,491
LOQNS £0 CUSTOMEBIS ..ttt e e e e e e e e e e et e et ee e et e e e e e e e e e e e e e e e eeeaeaaaaaaeaaeaeaaaaeaeeaeeaaaeaaaeeanes 19 715,907 680,350
Financial instruments ... 20-22 128,357 133,191
INVESTMENT PrOPEITY ..eviiiieiiiiiiteee ettt e e e st e e e e e sabbe e e e s esnbrateeesssabbbreeesesnsbneeeens 22 5,113 7,542
INVESTMENTS 1N @SSOCIALES ..uuuuuiiiiiiittt e aererereereererreereeereeerereerreserraeaeeeeeeeeeeereeeaeeeeaaaaeaaaeees 24 869 27,299
L0 LT oq o L= T £SO 25 11,077 9,285
Tax assets 26 241 205
(011 YT o T =] &P PURRRPPNY 27 23,014 17,578

Total Assets 1,038,480 1,011,043

Liabilities
Due to credit institutions and Central Bank .........cccueeiiiiiiiiieiciee e 21 9,375 11,387
[ LT oo Y1 £ USRS 21 431,929 469,347
Financial liabilities at fair VAIUE ......ccvve ettt et be e e st e e e saraeeeaens 21 5,097 7,609
Tax liabilities .... 26 5,754 4,922
(04 V=T =T o 11 [ =TSSP 28 52,565 49,461
BOTTOWINES .eeeeeeieiitttee e ettt e ettt e e e ettt e e s sttt e e e e s at et e e e e e ane bt e e e e e nnnteeeesssbseeeeesssasbbeeeeessnnnreeeeeannnns 21,29 326,754 256,058
Y] ool e [T F= 1 e=To I ] o 11 [ 1= USRS 21,30 - 10,365

Total Liabilities 831,474 809,149

Equity
Share capital and Share PremMiUm ... e s e s e e sbe e e sbeeessaeanns 32 75,861 75,861
Other reserves .... 32 1,926 4,548
RETAINEA EAIMINGS ..uviieiiieiciie ettt ettt e st e e s tae e s s ee e e seeesabeeesasaeeessseeessbeeeesbeaesnseeeanseeensneesnnseenn 129,153 112,377

Total Shareholders' Equity 206,940 192,786

NON-CONTIOIING INTEIESE c..veeiiiiiiiieeee ettt ettt st st e et e s be e s bt e sa b e e beesbe e bt essbesnteenbeenseas 66 9,108
Total Equity 207,006 201,894

Total Liabilities and Equity 1,038,480 1,011,043

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 30 SEPTEMBER 2016

Total
Share capital share- Non-

and share Other Retained holders' controlling Total

premium reserves earnings equity interest equity

Equity 1 January 2016 ........cccceeeeeerinueerinineeisneesssneesssnseesenne 75,861 4,548 112,377 192,786 9,108 201,894
NEt @ANINES ..evveiieeiiiiieeee e - - 16,776 16,776 486 17,262
Other comprehensive income - (2,622) - (2,622) - (2,622)
Total comprehensive iNCOME .........covvvvevneeniiiiiiissennnnnnan. - (2,622) 16,776 14,154 486 14,640
Disposal of non-controlling interest ........ccceeevevvveveeecieeninenns - - - - (9,528) (9,528)
Equity 30 September 2016 ..........cccccceeriieeriiieeniiiennsnneeennne 75,861 1,926 129,153 206,940 66 207,006
Equity 1January 2015 .......ccceeviiiiiiiiiniiinininiensinnnsnnnsssssssnnes 75,861 1,632 83,218 160,711 1,501 162,212
NEL CArNINEGS ..ovveriiiiiieiiertee ettt s - - 25,559 25,559 (162) 25,397
Other comprehensive income ... - 47 - 47 - 47
Total comprehensive iNCOME .......ceeeeueeirieeeriseeiiisneniiinees - 47 25,559 25,606 (162) 25,444
Dividend Paid ....ccveeveeieieiesiieieee e - - (12,809) (12,809) - (12,809)
Acquisition of non-controlling interest .........cccecveveevvennen. - - - - (52) (52)
Equity 30 September 2015 .........ccovvirvnneriiiiiisnnnenniessisssnnnenes 75,861 1,679 95,968 173,508 1,287 174,795

In June 2016 the Icelandic parliament passed an amendment to the Icelandic Act on Financial Statements, with an effective date of 1 January
2016. The amendment will affect the presentation of Equity in the Financial Statements and thus may affect future dividend payments to
shareholders of Arion Bank. The Group is currently assessing the impact of the amendment on the presentation of Equity. The Annual
Financial Statements 2016 will present Equity in accordance with the amendments.

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 30 SEPTEMBER 2016

Operating activities

INET CAININES .eettieiieeitttee ettt e e ettt e e s s bttt e e e st et e e e s ea bbbt e e e e s sss b bt e e e e e s st b e e eeseaaanneaeeesennsnbaeeesennnbaneeesssnnnnnne

Non-cash items included in net earnings and other adjustMEeNtS ........cccccverieriieireeceere e
Changes in operating assets and Habilities ...........ocvuiiiiiii i e aae e e erre e e enaeas
Interest received
Interest paid .......
Dividend received
INCOME TAX PN ..ttt bbb bt ettt e b et et e s bt e bb e b e s b sbe e s e b s bt bt e b et e e bt e e b enes

Investing activities

ACQUISTTION O @SSOCIATES ..uvieureiiieiiieieecte et et e st e st e e e e te e st e e s teeee e seesseesaeessseesseesseessseesseesseesseesseeanseenseeseenseesssennsen
Proceeds from Sale Of @SSOCIATES ....cccuiiriiiiiiiie ittt sttt ettt b e e st eesae e s abesateebeesaeesaeesabeenneas
Dividends received fromM @SSOCIALES ........ciiiirierieitirteeie sttt ettt et et b e s bttt e s bt sbe et e b e sbe e bt et e nbesseeaeeneeees
ACQUISTEION OF SUBSIAIANY ....coviiiiiiiiiiiiee et st b e bt st sa e st
DiSPOSAl Of SUDSIAIANY ..evveeiieciieeie ettt s e st e et e e te e seeeaeeeaseesse e saesreessseesseesssesssesnseensesnseenneennen
Acquisition Of INTANGIDIE ASSEES .....cc.eiiiriiiiiiiie bbbt s
Acquisition of property and EQUIPMENT ......ccuiciieiieiieeeeeteesee e seesteeseeste e s e e e teeeeesseessaeanseeseesseesreessseenseesseesseens
Proceeds from sale of property and @qQUIPMENt ......cccooiiiiiiiiiinieee et

Financing activities

Payment of subordinated labiliti€s .........ccueeieiiiieiiecie et e st e e be e te e s e e e st e e te et e e aaennaeeareens
Dividend paid to shareholders of Arion Bank ........occeiieiiieiiinienierieeie ettt st st s st beesaaesaeas
Disbursement of share capital and dividend to non controlling iNterest .........ccceveveevieevieeriesiee e ees

Acquisition of non-controlling interest

Net increase in cash and Cash QUIVAIENTS ........c.iiviiiiiiii et sttt b e sbeesaee s
Cash and cash equivalents at beginning of the YEAr ........cc.vocie i e
Cash and cash equivalents acquired through business combinations ...........cccceeviiriiniiniienienee e
Effect of exchange rate changes on cash and cash equivalents

Cash and cash equivalents .........ccccceririiiinnnniiinnssnsnnenennans

Non-cash investing transactions

Assets acquired through foreclosure on collateral from customers with view to resale .........ccccevveevvenciencieeniennnen.
Settlement of loans through foreclosure on collateral from customers with view to resale .........cccccveevvieeiieeenns

Non-cash changes due to funding agreement with Kaupthing
[D2=] o Yo 1Y 1 £ PP PPPPPPRPPPPPPON
BOITOWINES ..vvteeeitieeetiee ettt e et ettt e sttt e e st e e st e e sab b e e sabe e e s st e e e aat e e e st ee s abaeesasaeesabeeesabbeesabaee e sbeeesbeeenteeennsaeesnsaeesnnneenane

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

The Notes on pages 11 to 57 are an integral part of these Interim Consolidated Financial Statements.
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2016 2015
1.1.-30.9.  1.1.-30.9.
17,262 25,397
(25,759)  (24,521)
3,352 39,629
35,777 29,085
(11,466) (9,639)
603 6,798
(3,507) (2,321)
16,262 64,428
(13) (115)
27,112 7,868
41 506
(5,300) -
293 -
(745) (324)
(924) (400)
215 110
20,679 7,645
(8,785) (19,883
- (12,809)
(9,386)
- (58)
(18,171)  (32,750)
18,770 41,403
110,000 91,715
1,068 -
(5,159) (1,320
124,679 131,798
1,297 1,425
(1,297) (1,425)
41,409 -
(41,409) -

Amounts are in ISK millions




NOTES TO THE INTERIM CONSOLIDATED STATEMENT OF CASH FLOWS
FOR THE PERIOD FROM 1 JANUARY TO 30 SEPTEMBER 2016

2016 2015
1.1.-30.9. 1.1.-30.9.
Non-cash items included in net earnings and other adjustments

NET INTEIEST INCOME ..ttt ettt ettt et e et e et e e ete e ebeeetaeetbeebe e beeaseeesbeenseesaeasaessaeeaseenbeebaesssessseensaeseenssansaeanes (22,058) (20,287)
NET IMPAIIMIENT ..eiieiiiieeteectee e et e et e et et e st eseaeesbe e teesseesseeesseesseassaeaseeesseesseenseesseessseensaesseessseanseenseenseensennnen (6,827) 114
[aTele] g g Tl & =y o T=] o 1Y TP UPRPPPPPP 5,261 3,639
BaANK IEVY ittt et s et e e e st e bt e bt e heeehee et bt e bt e bt et e e ente et e eneeaneeeneeeteereenreesraeenteetaene 2,190 2,168
Net fOreign EXCNANEE 0SS ....eeiiviiiiieiie ettt ettt e et e et e e et e e s ta e e s taeassaeaesaeaessee s saeeeasseesesseeessseaeasseeennseens 829 393
Net gain on fiNaNCIal INSTIUMENTS .......ooiiiiecie et e s e et e e s teestee et eeneeeseenseenseesasennneas (4,565) (3,771)
Depreciation and @mMOrTiSATION ......c.iiiuiiiieiiecie ettt sttt et ettt e e te et e e bt e sae e st e e be e beesaaesabeeneente 1,346 1,218
Share of profit of associates and fair Value Change ..........ccuecieeieiiiecece et saeesare e (710) (6,956)
Investment property, fair Value Change .........cccocuiiiiiiiiiiii e (25) -
Net gain from discontinued 0perations, NEt Of TAX .......ccceeveeriieriecie ettt et e s e e e teeeeeneeennnas (569) (277)
Other changes (631) (762)
Non-cash items included in net earnings and other adjustments ..........ccceeuiiiciiiiiiiiiniiiinniiinceee (25,759) (24,521)
Changes in operating assets and liabilities
Mandatory reserve With Central Bank ..........cccoeiiiiiiiiiiiicec e 3,240 185
Loans to credit institutions, excluding bank aCCOUNTS .......coociiiiiiiiiiiie e aee e (7,625) 750
LO@NS T CUSTOMEES .ttt ettt ettt ettt e s e e ettt e et e s bt esbe e e s bt e e e sabe e e sabeeeaubeeeeasbeeeasneesanneesnreesnnneesnnrees (34,058) (22,547)
Financial instruments and financial liabilities at fair ValUe .........coueeiieiieviiceee e 6,133 (12,903)
Investment property . 1,449 (213)
(01 T o T =] £SO 1,123 1,949
Due to credit institutions and CeNTral BAnK .........cccvieiiuiieiiiieiiie ettt ceree e e e e e e sbeeestaeeseaaeessabeeennseeennneen (1,922) (11,177)
[D2=] o Lo 1Y 1 £ PSPPSR P PP PP SPPPPPPON 638 47,915
Borrowings 42,682 38,401
Other liabilities (8,308) (2,731)
Changes in operating assets and liabilities 3,352 39,629
Cash and cash equivalents
(071 a = TaTe Io [T 00 =T To o =T oo L] 1 £ SRS 85,645 73,289
DUE From Credit INSTIEULIONS .....o.viiiiiiiiiieeeete ettt s r sttt e b e st sb e et e sneebeenenaene 48,429 67,259
Mandatory reserve With CeNntral BanK .......ccccceeceeiie it see et e eesae et e e e e saeesaaessseesseessaesssesnseenseenseannnas (9,395) (8,750)

Cash and cash equivalents 124,679 131,798

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 Borgartin 19, Reykjavik. The Interim Financial Statements for the period ended 30 September
2016 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 2015. The statements are available at Arion Bank's website www.arionbanki.is.

The Interim Financial Statements were approved and authorised for issue by the Board of Directors of Arion Bank on 16 November
2016.

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 113.80 and
127.92 for the EUR (31.12.2015: USD 130.08 and EUR 141.28).

2. Significant accounting estimates and judgements in applying accounting policies

The preparation of the 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 recognised in the
period in which the estimate is revised and in any future periods affected.

The key sources of estimation uncertainty are within impairment losses and reversal of impairment losses on loans.
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NOTES TO THE INTERIM CONSOLIDATED FINANCIAL STATEMENTS

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 30.9.2016 31.12.2015

Arion Bank Mortgages Instit. Investor Fund, Borgartun 19, Reykjavik, Iceland ..... Retail banking ISK 100.0% 100.0%
BG12 slhf., Katrinartin 2, Reykjavik, Iceland .........c.cccocveeiiieeiiiie e Holding company ISK 62.0% 62.0%
EAB 1 ehf., Borgartln 19, Reykjavik, Iceland ........c.cccceevveerieerieeneeneesiece e Holding company ISK 100.0% 100.0%
Eignarhaldsfélagid Landey ehf., Ogurhvarf 4a, Képavogur, Iceland ... . Real estate ISK 100.0% 100.0%
Kolufell ehf., Borgartin 19, Reykjavik, Iceland .........cccovvevvieecieeveenceeseeeeeeens Real estate ISK - 68.9%
Okkar liftryggingar hf., Laugavegur 182, Reykjavik, Iceland ............ccccevevevencnne. Life insurance ISK 100.0% 100.0%
Stefnir hf., Borgartin 19, Reykjavik, Iceland .........cccccveeveevieiieree e Asset management ISK 100.0% 100.0%
Valitor Holding hf., Dalshraun 3, Hafnarfjordur, Iceland ... .. Payment solutions ISK 100.0% 100.0%
Vordur tryggingar hf., Borgartin 25, Reykjavik, Iceland ........cccceveveeviencecneennnnne Insurance ISK 100.0% -

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

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

Assets 30.9.2016
Cash and balances With CENTIAl BANK ........cc.eicieiiiiiciec ettt ee et e e st esae e e e e be e sbeessseesbeesteeseesaseenseenseeseessnesnneensean (5,300)
LOANS t0 Credit INSTIIULIONS ...c.veiviiiiiiiieicee ettt st b e st b e s bt bt e ab et e s bt ebb e b e besbeean et s 1,069
FINANCIAl INSTIUMENES .oeeiiiiiieeee ettt e ettt e e e e e ettt aeeeeeeetaaeeeesseabaseeeessassbaseeeeaasssaeaeesaanssssaeesanssssaaeessaassasseeeeaasssaneeeaannes 8,773
INTANGIDIE @SSELS ...eeiuiiiiiiitieete ettt sttt s bt e st b e et b eeabe e bt e bt e s st e eateens e e baeshbesabeenbe e bt e s bt e e abeenbe et e e bt e eaeeeateebeenaaenanenas 2,139
LI D 1ET=] OO PP PPPOPROPRPPTN 147
OENEE @SSEES ...ttt et b e bttt bt h et b e bt L bbb a e b bt a e e b bt eh e et b e e b e bbb e bt bbb e b e ebe e b e nte et 2,355
_ 918
Liabilities
TAX NTADIITEIES ..ottt b et b e bbb bt s b e b b e bt et e b e bt e at et e b bt et r b e 7
(@14 Y= g =1 oY L =TSR UPRRRTRRRNE 9,176
9,183

The acquisition had no impacts on the Statement of Comprehensive Income during the period. Net earnings of Vordur tryggingar hf. in
2015 was ISK 658 million.
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NOTES TO THE INTERIM CONSOLIDATED FINANCIAL STATEMENTS

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 banks divisions, to larger corporate
clients in Iceland. Corporate Banking provides a full range of lending products, deposit accounts 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. Corporate Finance
advises on financial restructuring of companies and manages IPQO's and stock market listings. Capital Markets buy and sell securities
and FX for Arion bank's clients. Capital Markets manage securities issuance for clients and advise on hedges used in business operations
often in co-operation with Corporate Finance. Research is an independent research team covering the Icelandic economy and securities
markets.

Retail Banking, including Arion Bank Mortgages Institutional Investor Fund, provides a comprehensive range of services. This includes
among other 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 has the overall responsibility 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 Eignarhaldsfélagid
Landey ehf., Okkar liftryggingar hf., Valitor Holding hf., Vordur tryggingar hf., BG12 slhf., EAB 1 ehf. and other smaller entities of the
Group.

Headquarters include 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.-30.9.2016 ment Banking Banking Banking  Treasury  sidiaries Elimination Total
Net interest income .......cccoeceeeveenenne 415 4,915 1,031 11,444 3,818 866 (431) 22,058
Net fee and commission income ....... 2,864 739 1,072 2,528 (258) 2,887 381 10,213
Net financial income ................... . (86) 118 (103) 87 (178) 4,901 (400) 4,339
Share of profit of associates - - 613 - - 155 (58) 710
Other operating income .........cceeuveeen. 12 69 321 16 85 1,810 329 2,642
Operating income ........cceeeeiiiinnennnes 3,205 5,841 2,934 14,075 3,467 10,619 (179) 39,962
Operating eXpense .......cc.ccceevvveennnnen. (1,039) (451) (747) (4,577) (151) (5,118) (10,562) (22,645)
Bank levy ....ocvvveieeeeceeceeeeee s - - - - - - (2,190) (2,190)
Net impairment . (1) 60 1,601 5,250 3 (87) 1 6,827
Earnings before tax ......cccccceveecvnnnnens 2,165 5,450 3,788 14,748 3,319 5,414 (12,930) 21,954
Net seg. rev. from ext. customers ..... 1,268 11,765 2,732 22,561 (9,584) 11,035 185 39,962
Net seg. rev. from other segments .... 1,937 (5,924) 202 (8,486) 13,051 (416) (364) -
Operating income ........cceeeeiiiinnnnnnns 3,205 5,841 2,934 14,075 3,467 10,619 (179) 39,962
Depreciation and amortisation ......... - - - 238 - 504 604 1,346
30.9.2016
Total assets ....ccccvvererereicrsrnneeenesesenens 5,106 253,507 18,705 472,439 194,455 64,603 29,665 1,038,480
Total liabilities ......ccccceereeervnneererecnnne 360 194,996 15,911 401,839 162,965 35,146 20,257 831,474
Allocated equity ......cccocueeerercecrnnnes 4,746 58,511 2,794 70,600 31,490 29,457 9,408 207,006
1.1.-30.9.2015
Net interest income .......cccccvveeeveennn. 333 4,407 29 10,190 4,782 497 49 20,287
Net fee and commission income ....... 2,787 757 1,638 2,147 (251) 3,169 479 10,726
Net financial income ......ccccccvveeeeeennn. 117 - 7,099 175 464 476 1,845 10,176
Share of profit of associates .............. - - 3,017 - - 414 3,525 6,956
Other operating income .........c..c....... 8 44 420 16 - 1,495 249 2,232
Operating income ........cceeeeececinnennnns 3,245 5,208 12,203 12,528 4,995 6,051 6,147 50,377
Operating eXpense ........ccceeeveerveerennns (1,033) (386) (746) (4,302) (184) (4,276) (8,409) (19,336)
Bank ey ....ovcvieieeieiecieeeeeees - - - - - - (2,168) (2,168)
Net impairment ........cccceeeeeeeeveennenns - 1,435 1,492 (2,733) 407 (762) 47 (114)
Earnings before tax ......ccccceveiirunnnnns 2,212 6,257 12,949 5,493 5,218 1,013 (4,383) 28,759
Net seg. rev. from ext. customers ..... 1,261 10,885 12,773 22,371 (9,266) 6,245 6,100 50,377
Net seg. rev. from other segments .... 1,984 (5,677) (570) (9,843) 14,261 (194) 39 -
Operating income ........ccceeeececvnnenenns 3,245 5,208 12,203 12,528 4,995 6,051 6,139 50,377
Depreciation and amortisation ......... - - - 217 - 419 582 1,218
30.9.2015
Total assets ...ccvvvvereriieiissnnnennnesessnens 5,492 238,439 43,943 440,274 212,676 49,857 18,795 1,009,476
Total liabilities ......ccccevereiirvnneerereiinnne 1,166 182,968 31,660 386,929 192,964 30,149 8,845 834,681
Allocated equity ......ccovvuvereiercsisnnnnns 4,326 55,471 12,283 53,345 19,712 19,708 9,950 174,795
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4. Operating segments, continued

Geographic information

United Other North

1.1.-30.9.2016 Iceland Nordic  Kingdom Europe  America Other Total
Net interest iINCOME .....ccvveveuveeiieieeeeereeeeeeeeeieee e 23,746 845 89 (3,232) 582 28 22,058
Net fee and commission income 8,681 50 440 957 81 4 10,213
Net financial income ........cccceeevevieiiecciecceeiee. (966) (12) 4,996 308 13 - 4,339
Share of profit of associates .........cccceevevververcnnnnns 212 - 498 - - - 710
Other iNCOME .....uvvviieeieeiiiiieeeeeceeee e 2,642 - - - - - 2,642
Operating iNCOME ......ccccvvieiiieiiiiieieniniienenenenennnn, 34,315 883 6,023 (1,967) 676 32 39,962
1.1.-30.9.2015

Net interest iNnCOMe ......c.eevviieeiiieeniieeeeeeeeeeee 20,028 545 23 (507) 176 22 20,287
Net fee and commission income .........cccceeeeueeee. 9,420 165 415 679 44 3 10,726
Net financial iNCOMe ......coovveriiiniinieieeeee, 7,727 (44) (17) 2,482 31 (3) 10,176
Share of profit of associates . 6,956 - - - - - 6,956
Other iNCOME ......eeecveeeeieecciee e 2,232 - - - - - 2,232
Operating iNCOME .......ccevvieieieiiiineieniniienenenenennn, 46,363 666 421 2,654 251 22 50,377

Discontinued operations are excluded from the profit and loss segment information.
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5. Operations by quarters

2016 Q3 Q2 Q1 Total
Net INterest INCOME .o aaaaees 7,432 7,353 7,273 22,058
Net fee and COMMISSION INCOME ......ccvvviiiieeiiieeee ettt e e eeebrr e e e eearaeeeeeeennneees 3,466 3,528 3,219 10,213
Net financial income 844 3,796 (301) 4,339
Share of profit Of @SSOCIATES .....ccccviiiieiie e e e 16 17 677 710
Other OPerating INCOME .......iiiiiieerieciecte ettt e e be e aeesse e s e e eneeeneanneas 781 626 1,235 2,642
Operating iNCOME ......cccivviiriiiiiiiiiiii s 12,539 15,320 12,103 39,962
Salaries and related EXPENSE .......ccvviirierierie ettt sttt st (3,826) (4,318) (4,108) (12,252)
Other OPErating EXPENSE ...ccveevuierieeieerieereeesteeteeteese e e e sressaeesbeesteessaessseanseeseensaesseennes (3,423) (3,736) (3,234) (10,393)
Bank levy (705) (743) (742) (2,190)
NEt IMPAITMENT ...ttt e e et e e s e e et e e re e s e e sraesaseenbeessnessseansannes 5,882 1,448 (503) 6,827
EQrnings before tax ......cccceiiiiiiiieiniiiiiiieeniiinnnnnens s s sas e s sanes 10,467 7,971 3,516 21,954
INCOME tAX EXPENSE .eeviieiiiieeiieeett et e e et e et e e st e e st e e st e e s bt e e satbeeenaeesnneesnneesans (3,170) (1,354) (737) (5,261)
Net earnings from continuing OPErations ..........cccceeeeeecirsnneeereiicsssnnnenssescsssnnesssescsssnnes 7,297 6,617 2,779 16,693
Net gain from discontinued operations, Nnet of taX .......c.ceceevienininiiiiininiceeee 206 259 104 569
NEt CAININGS ...eveverirererrnnnisnnnensssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssens 7,503 6,876 2,883 17,262
2015

NEt INTErEST INCOME ...eiiiiiiiitee ettt s esneeeenneas 7,112 7,392 5,783 20,287
Net fee and COMMISSION INCOME ....uiiiiuiiiiiiie e cetee et et e et eeebae e eeaee e e eabeeeeabeeeearaeens 3,292 3,677 3,757 10,726
Net fiINAaNCIal INCOME ...iiiiiieie et sttt 453 2,184 7,539 10,176
Share of Profit Of @SSOCIATES ....c.eecieecieeiieeecee e e e e sree e 2,739 6 4,211 6,956
Other OPerating INCOME .......oviiiiiiiieriierie ettt st st be et e bt e st e sateeseenaees 709 1,032 491 2,232
Operating iNCOME .....ccciiiiiiiiiiiiiiieiiii s sssssseseees 14,305 14,291 21,781 50,377
Salaries and related EXPENSE .......cccviccieeiecie ettt e sttt e e s sareearean (3,153) (3,675) (3,492) (10,320)
Other OPErating EXPENSE ..cccueevuiiriirieeiieerieeriteste et et e e e st e sbeebeesteesbtessbesbeesbeensaansaesaee (3,012) (3,108) (2,896) (9,016)
BANK IBVY ..ttt b bbb bttt nne s (779) (659) (730) (2,168)
NEL IMPAITMENT ..eeiniiiiieiie ettt ettt s e e st e e be e s aeesabesabeebeesbeesssesnseenee (33) (1,863) 1,782 (114)
EQrnings Defore taX ......cccccieiciciceneieiiiisinnneeiiescssssnneessesssssnnessssssssssnssessssssssnsnesssssssssnnes 7,328 4,986 16,445 28,759
INCOME TAX EXPENSE .euvieueeeieeeereeteeteesteesteeseeeteeteesteessseasseeseeseanssesssessseeseessaesssessseanses (1,272) (647) (1,720) (3,639)
Net earnings from continuing operations ..........cccceeeieiiiiinneniiininsssnnnennisssssenessssssnene 6,056 4,339 14,725 25,120
Net gain from discontinued operations, Net Of taX ......ccocevvverrieinienieniie e 15 79 183 277
NEt @AININGS ....ueuveeeeeerererenenenenenesssesssssssssssssssssssssssssssssssssssssssssssnsssnsnsnsnsnsnsnsnsnsnsnsnsnens 6,071 4,418 14,908 25,397
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NOTES TO THE INTERIM CONSOLIDATED STATEMENT OF COMPREHENSIVE INCOME

6. Net interest income

2016 2015 2016 2015
Interest income 1.1.-30.9. 1.1.-30.9. 1.7.-30.9. 1.7.-30.9.
Cash and balances with Central Bank ...........cooccueeeeeeiiiiiieeee e e ecirreee e eeennreeeeeeennnns 3,249 1,779 1,220 821
LOBINS <.ttt ettt h e h et h e Rt b e bt h et ebeeneene it s 39,097 37,790 12,312 13,163
SECUNTLIES 1evvtiuienterteeiieteste st ett e e ste st et et e s be s bt et e besbe s st e s besbe b e essenbentesseentantesseeseensenbesaeessenns 3,401 2,593 1,164 984
499 646 155 180
INtErest iNCOME ......ceeuireenirrenereeneerrenerrenerreneeerenneneennens 46,246 42,808 14,851 15,148
Interest expense
DIBPOSIES ...ttt sttt sttt ettt et h et h e bt e h e bbbt et beebeeneeeente s (12,515)  (11,968) (3,771) (4,508)
BOITOWINES ...eeiiiteeeitee ettt ettt et ettt et e e st e st e st e e s b e e et e e e abeeesnneesanneens (11,061) (9,855) (3,251) (3,361)
Subordinated labilities .........cceeieeeiieeeeeeeee e (529) (603) (343) (100)
(01 3 1= OO SUS TR (83) (95) (54) (67)
INTEIESt EXPENSE ....uvvrerreririiiirrneeeiesesessneeesesessssnsesssssssssansansssssssnssasssessssssnsassssssssansanns (24,188)  (22,521) (7,419) (8,036)
Net interest iNCOME .....civuueiiiiiiiiiiiciiiiirrr s sesssssssstesesssssssssenessnsssssssnnens 22,058 20,287 7,432 7,112
Net interest income from assets and liabilities at fair value .... 3,401 2,593 1,164 942
Interest income from assets NOt at fair ValUe .........cocveeeeeiiceieecciee e 42,845 40,215 13,687 14,165
Interest expense from liabilities not at fair value ........occcovevvieiiiiiiiniineeeee s (24,188)  (22,521) (7,419) (7,995)
NEt iNtEreSt iNCOME ....ccieeeeeiiiiiiiieecieeetteeneceeeeteeeaseseeeesessassssesssessnssssssssessnsnssssssasennn 22,058 20,287 7,432 7,112
Interest spread (the ratio of net interest income to the average carrying amount of
INtErest DEANING ASSELS) ..ivvieiieiiieiieeie ettt s e et e et esae e s raeeaeeeseenaeennns 3.1% 3.0% 3.1% 3.1%

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

. Net fee and commission income Net Net
Income Expense income Income Expense income
1.1.-30.9.2016 1.1.-30.9.2015
Asset management .. 3,101 (201) 2,900 3,099 (210) 2,889
(07T [ SRS 10,559 (6,515) 4,044 8,545 (4,384) 4,161
Collection and payment SErviCes ........ccvereerceeriveeneenieesieennens 1,123 (59) 1,064 991 (63) 928
Investment banking ........cccecceeveeieesie e 732 (36) 696 1,274 (36) 1,238
Lending and guarantees . . 1,180 - 1,180 1,070 - 1,070
OLNET et e et eee et se e sase e ee e eseneee e seene s 741 (412) 329 630 (190) 440
Net fee and cOMmMIsSiON INCOME ......ceeeeeeeeeenenenenenenenesenesenanes 17,436 (7,223) 10,213 15,609 (4,883) 10,726
1.7.-30.9.2016 1.7.-30.9.2015
ASSEt MANAZEMENT ....eeiiicieeieetee et re e ereenaeas 1,063 (61) 1,002 1,028 (87) 941
(07 o LSRR USSP 3,833 (2,492) 1,341 3,239 (1,885) 1,354
401 (22) 379 330 (21) 309
178 (12) 166 180 (15) 165
403 - 403 388 - 388
313 (138) 175 208 (73) 135
Net fee and cOMMISSION INCOME ......eeeeeeeeeeeeennnenenenenenenennnanes 6,191 (2,725) 3,466 5,373 (2,081) 3,292

Asset management fees are earned by the Group on trust and fiduciary activities where the Group holds or invests assets on behalf of

the customers.
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8. Net financial income 2016 2015 2016 2015

1.1.-30.9. 1.1.-309. 1.7.-30.9. 1.7.-30.9.

Dividend income 603 6,798 3 -

Net gain on financial assets and financial liabilities classified as held for trading ........... (141) 740 (20) 654
Net gain on financial assets and financial liabilities designated

at fair value through profit Or 1SS .......ceevieriiiiiceeee e (585) 3,031 1,004 814

Realised gain on financial assets available-for-sale .. 5,291 - - -

Net foreign eXChanGE 10SS .....c.viiieeiiiieeieree ettt e s s ae e sbeesreesaneas (829) (393) (143) (1,015)

Net fiNaNCial INCOME .....ccceieieieicccccccccccccrerere e eere e e ee e s e s e s e s s s e s s s s s s s s s s s s s s sssssssssenanannn 4,339 10,176 844 453

Net gain on financial assets and financial liabilities designated at fair value through profit or loss

Equity instruments designated at fair Value .........ccocoveeveeveeciesceee s (613) 2,818 636 700

Interest rate instruments designated at fair value .........cccccevveevenininiiicnncciceee 28 213 368 114

Net gain on financial assets and financial liabilities
designated at fair value through profit or 10ss .......cccccvriiiiiiisnieriiiiiiiseeniienseenens (585) 3,031 1,004 814

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

9. Other operating income 2016 2015 2016 2015
1.1.-30.9. 1..1.-309. 1.7.-30.9. 1.7.-30.9.

Fair value changes on investment Property .......coceeveereenieniiennieeneenee s seee e 25 555 - 129
Realised gain on investment property 429 207 - 81
Earned premiums, net of reinsurance 977 810 346 280
(01 V=T oo Toto] s o =TSR PPPRPRRRPNY 1,211 660 435 219
Other operating iNCOME ......cccvvvueiiiiiiiisnnnniiinnineenesisssssnnnenes 2,642 2,232 781 709
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10. Personnel and salaries 2016 2015 2016 2015
1.1.-30.9. 1.1.-30.9. 1.7.-30.9. 1.7.-30.9.

Number of employees

Average number of full time equivalent positions during the period ..........ccccccvervveennne 1,185 1,131 1,205 1,147
Full time equivalent positions at the end of the period .........cceeeviieecviieieciee e 1,189 1,151 1,189 1,151

The Bank's number of employees

Average number of full time equivalent positions during the period ..........ccccccveevveennenne 893 849 901 843
Full time equivalent positions at the end of the period ..........cccccceiivininininiinnines 887 850 887 850

Salaries and related expense

SAIATIES ettt ettt b e bbbttt et e nnes 9,811 8,201 3,047 2,535
Defined contribution pension Plans .........c.cceceviiiririiiinenieeee e 1,391 1,138 456 349
Salary related EXPENSE ....uvie ittt e e st s st e e rae e e nreeennes 1,336 1,179 412 331
Capitalisation Of SAIAMIES .......cocuiiviiiiiiie et s (286) (198) (89) (62)
Salaries and related expense ........ccccveviiiiiiiiiieiiiiiennnnnnn . 12,252 10,320 3,826 3,153

Salaries and related expense for the Bank

Salaries 7,307 5,882 2,342 1,808
Defined contribution pension plans 1,036 876 329 288
Salary related EXPENSE ......cciciiiiiiiiice e 1,101 868 348 246
Salaries and related expense ........cccceveieiiiiiiiiieiininennnennnn. . 9,444 7,626 3,019 2,342

During the period the Group made a provision of ISK 294 million (9M 2015: ISK 164 million) for performance plan payments, including
salary related expense, thereof the Bank made a provision of ISK 264 million (9M 2015: ISK 111 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 amounts to ISK 975 million (31.12.2015: ISK 1,056 million), thereof the Bank's accrual
amounts to ISK 826 million (31.12.2015: ISK 852 million).

11. Other operating expense 2016 2015 2016 2015
1.1.-309. 1..1.-309. 1.7.-30.9. 1.7.-30.9.

AdMINISEration EXPENSE ..eeiiiiieiiiieeiieeecie e erteeesree e rree s e s e e sbeeestaeestaeessaeeesneeesnneeen 8,096 6,841 2,680 2,267
Depositors' and investors' guarantee fund . 602 631 181 211
Depreciation of property and qUIPMENT .......cccvievierieeie e ee e 707 672 265 213
Amortisation of iNtangible @SSETS ......c.cvviiiiiiiiiiiiie e 639 546 219 172
Claims incurred, net of FEINSUIANCE ........ceieeeiiiiiieeeeecreeee et erree e e e e e sanaaees 314 265 74 123
Other expense 35 61 4 26
Other operating eXpense ........cccceeeerererereresesesesesssessssnsens 10,393 9,016 3,423 3,012

12. Bank levy
The Bank levy is 0.376% on total debt excluding tax liabilities, in excess of ISK 50 billions. Non-financial subsidiaries are exempt from

this tax. The tax is assessed on financial institutions to meet the funding of a special index and interest relief provided to individual tax
payers.
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13. Net impairment 2016 2015 2016 2015
1.1.-30.9. 1.1.-30.9. 1.7.-30.9. 1.7.-30.9.

Increase in book value of loans to corporates ... 2,129 2,111 301 87
Increase in book value of 10ans to INAIVIAUAIS ......c.eeeevreeeeirieicriccee e 8,525 1,667 6,948 679
Net change in impairment of l0ans to COrporates .........ccceeveevierieceeeceeeereeeeeeee e (1,973) 767 (1,427) 248
Net change in impairment of loans to iNdividuals .........cccceeecveeiieriiniere e (2,205) (3,148) (185) (861)
Net change in collective impairment on loans ... 351 (1,486) 245 (186)
Impairment of iNtanNgible @SSETS ......c.ccvvieiiieiiiiece e - (25) - -
Net impairment ..., . 6,827 (114) 5,882 (33)
14. Income tax expense
CUITENT TAX EXPEINSE ..vieiieieiiiieeeeeeeiiitee e s s sttt e e e s sabtteeeeesaaseeeeeesesnnneeeessssssaneeeesssnssseeeeens 5,318 3,844 3,035 1,424
Deferred tax expense .. (57) (205) 135 (152)
INCOME TAX EXPENSE ..ccvvreiiiiiiiinuniiiiiiitiutiiiiiiirenseiesieteesnssesssenensssssssssrsssnssessssssnssnsssses 5,261 3,639 3,170 1,272
Reconciliation of effective tax rate 1.1.-30.9.2016 1.1.-30.9.2015
EQrnings DEFOIE TaX ...ccuveeieecieeiie ettt s e s te e e et e e e e s e e eteeneenanennes 21,954 28,759
Income tax using the Icelandic corporation tax rate .......c..ccecevevineeieninienieneneneees 20.0% 4,391 20.0% 5,752
Additional 6% tax on financial institutions 5.2% 1,132 3.0% 877
NON-deductible EXPENSES .......cceiiiiiieiiiieee e 0.4% 91 2.1% 602
TaX EXEMPL FEVENUE ...oeeuveeeeieeireeeieeteesteesteestreeteeteesteesseeesseeseesseesseesssessseesseessaesssesssennees (3.6%) (781) (12.8%) (3,675)
NON-AedUCEIDIE tAXES ..ottt 2.0% 438 0.0% -
(04 V=T ol =Yg V=L SUURURIN (0.0%) (10) 0.3% 83
Effective taX rate .....cceveveiiiiicinieninicintc e 24.0% 5,261 12.7% 3,639
Financial institutions 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 2016 2015 2016 2015
1.1.-309. 1..1.-309. 1.7.-30.9. 1.7.-30.9.
Income from real estates and other assets 925 529 326 151
Expense related to real estates and other assets .......ccocevveevrierrienienienieeieeeesee e (356) (252) (120) (136)
Net gain from discontinued operations, net of tax ............ 569 277 206 15
16. Earnings per share Discontinued operations
Excluded Included
2016 2015 2016 2015
1.1.-30.9. 1.1.-30.9. 1.1.-30.9. 1.1.-30.9.
Net earnings attributable to the shareholders of Arion Bank ..........ccecvevviveviineencennnnnnns 16,207 25,282 16,776 25,559
Weighted average number of outstanding shares for the period, million ...................... 2,000 2,000 2,000 2,000
Basic @arnings Per Share .........cocvvveeiiiiiiiinnniiiiiineeeieesessssesssssssssesssesssns 8.10 12.64 8.39 12.78

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

17. Cash and balances with Central Bank 30.9.2016 31.12.2015
(01 1 e 0 1 =10 T [OOSR 7,483 4,921
Cash WIth CeNTral BANK ....cccuuvveiieiieieeee ettt e e ettt e e e e e e aaae e e e e eeabaaeeeeesestbaeeeeeesssbaseeeeesnssaeeesennnnes 68,767 30,546
Mandatory reserve deposit With CeNtral BanK ...........ccvecuieiieriieiieciiereesee st eeese s e saeesaeesteeseeessaeesseeseesaeesnnenes 9,395 12,635
Cash and balances With Central BanK .............eeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeererereeereeeeereesseeseesersesssssmsssssesesseessssessens 85,645 48,102

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

18. Loans to credit institutions

BaNK @CCOUNTS ..eeiieiiiiieiee ettt e e e ettt e e e e et ae e e e e e seataeeeeeessaseaeeeee e ansaaeeeeeasasssaeeesasssasaaessanssaaeeseasanssaneeesnnnns 48,429 74,533
IMONEY MATKET JOANS ..ttt et ettt e st e st e e bt e s he e satesabeesbe e be e bt e st e esbeeaseensaesaaesasesnbeenseenaes 10,700 7,976
(@14 Y= g Fo - o TSRS 9,128 4,982
LOaNS t0 Credit INSTIULIONS .....ceeeeeeeeeeeeemeeeeememeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeereeerereeemereseeesseeseessessessessessssssseessssesessssssssnnns 68,257 87,491

19. Loans to customers

Individuals Corporates Total
Gross Gross Gross

carrying Book carrying Book carrying Book
30.9.2016 amount value amount value amount value
OVErdrafts ..c..ooeeveririeie e 15,603 13,730 22,015 20,223 37,618 33,953
Credit Cards ..ooeovereeieee et 10,852 10,567 1,243 1,214 12,095 11,781
MOItgage l0ANS ...eeeiiiiieeieeteetete e 283,423 280,455 14,729 14,499 298,152 294,954
Other [0ANS ......oviiiiieieeseee et e 35,314 29,895 358,004 345,324 393,318 375,219
LOaNs t0 CUSTOMENS ......ceeieeiiiiiinniiiiiiiiinnieeennicsnnnneeenssssnnen 345,192 334,647 395,991 381,260 741,183 715,907
31.12.2015
OVEIArafs ..oc.eeieiesieeeeee et 16,840 14,833 24,248 22,387 41,088 37,220
Credit cards .... . 10,842 10,560 1,054 997 11,896 11,557
MOrtEage l0@NS .....oviiiiiiieieeeee e 271,895 268,048 12,889 12,601 284,784 280,649
Other 10aNs ......ccoviriiiiiiiiecceeee e 38,058 31,178 334,849 319,746 372,907 350,924
LO@NS tO CUSTOMENS ....coccueeriineeiiinererieenesnessssae e s sasesssneenans 337,635 324,619 373,040 355,731 710,675 680,350

The total book value of pledged loans that were pledged against amounts borrowed was ISK 158 billion at the end of the period
(31.12.2015: ISK 199 billion). At the end of the period pledged loans comprised mortgage loans to individuals. At year end 2015 pledged
loans comprised mortgage loans to individuals, loans to real estate companies, wholesale and retail and industry and energy

companies.

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

Changes in the provision for losses on loans to customers

1.1.-30.9.2016 Specific  Collective Total
Balance at the beginning Of The YEAI .......coiiviiei e e e eeas 25,341 4,984 30,325
PrOVISION fOF [OSSES ..euviiiieiiiiiie et ettt et ete et e et e et e e ebe e s teeesseeabeeateesbeesaeesasesaseeseesseessseesseenseenseans 4,178 (351) 3,827
WWHIEE-0FFS 1itiitieeie ettt et e st e st e e b e e s ae e sbeeesbeesbe e beesseeaseeenteeseenneeeneeenseenseenren (9,063) - (9,063)
Payment of loans previously written off .. 187 - 187
Balance at the end of the period ........cccccceeiiiiiirieeeniiciiiieeeeeeecccnene . 20,643 4,633 25,276
1.1.-30.9.2015

Balance at the beginning of the year 22,214 4,467 26,681
PrOVISION fOF JOSSES ..eeiiureiiiieieeiee e ettt ettt eete e et e ettt e et e e e bee e ebeeesbaeesebaeeeesteeeesteseasteeeessaeennseeesneeesnns 2,381 1,486 3,867
WWIEEE-OFFS ettt ettt ettt e s aa e st e st e e beesaeesatesabeesbeesaeesnbesnbeenne (4,443) - (4,443)
Payment of loans previously WHtten Off ..........cccieiiiiie i 264 - 264
Balance at the end of the period 20,416 5,953 26,369

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 54 in the Annual Financial
Statements for 2015. 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 realisable 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 30.9.2016 31.12.2015
[ 3eT Yo Yo Yo Mo 1] o dT 0 U 0 g =T o £ RO URRRRRPRY 74,993 78,794
Shares and equity instruments With variable iINCOME .........coviiiiiiiiiii e 32,197 35,504
DBIIVATIVES . .oiieieee i i e e e ———a————at———t—t———t ettt ttttatta ettt aa e et ateat e et e aaaa et aetaaaaataaaaaaaaaaaaaaaaaaaaaaaaaan 4,953 2,401

Securities used for hedging .. 16,214 16,492

FINANCIAl INSTFUMENTS ....cceeeiiiiiiiiiicicciitritee e eeetretnaeee e e sesaaseseessessnssssssssesensnssessseseasnssssssessssnnsssssnssessnssssssessnsnnn 128,357 133,191
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21. Financial assets and financial liabilities

Designated

30.9.2016 Amortised at fair

cost Trading value Total
Loans
Cash and balances with Central Bank ...........coocvueeeeiiieiiiiieeeeeciireeee e ccirreee e eeennreeeeeeennnns 85,645 - - 85,645
Loans to credit institutions ... 68,257 - - 68,257
[Io =T F3 o ol 1) o 4 1<] oS 715,907 - - 715,907
LO@NS ciiiiiiiiiiiiiiiieieie i ie e sese e sesesesesesesesesesesesesesesssassssnnns 869,809 - - 869,809
Bonds and debt instruments
[T =T PRI - 4,880 66,132 71,012
UNTISTEA ...ttt et et e st e e e ae e e eabe e e sbeeesabaeessbeessbeeenseesnareeennnes - 105 3,876 3,981
Bonds and debt instruments ........cccccceeeeriieenciiinnniennnieeenneeenn. - 4,985 70,008 74,993

3,480 11,246 14,726
1,336 12,799 14,135

Bond funds with variable income, Unlisted .........c.coovvviieiieeiciiie i - 655 2,681 3,336
Shares and equity instruments with variable income ......... - 5,471 26,726 32,197
Derivatives

OTC AEIVATIVES ..veeeerieeeiieeecieeectte et e e ctee e esteeeetreesetreeeetaeeeeabeeesabeeesaseesansaeesnsasesnseesasseens - 4,953 - 4,953
Derivatives - 4,953 - 4,953
Securities used for hedging

Bonds and debt instruments, [ISTed ...........ueveeiiiiiiiiee e - 6,252 - 6,252
Shares and equity instruments with variable income, listed ..........ccccoevieviininniensiennnen. - 9,853 - 9,853
Shares and equity instruments with variable income, unlisted ..........ccccocoveviieieiieeninnns - 109 - 109
Securities used for hedgiNg ........cccvvvvueriiiiiiiiinniiiinniierrrsssre s sessssssssesees - 16,214 - 16,214
Other fiNAaNCial @SSELS ....cc.evuiiiiiiiiiiiee e 10,091 - - 10,091
FINANCIAl @SSEES ..uuiiiiiiiieiiiieitiencieeetteeneceeeeteennssseeeesessnssssesssessnsnssssssesennnssssssessnnnnnnn 879,900 31,623 96,734 1,008,257
Liabilities at amortised cost

Due to credit institutions and Central Bank ........c..ceceeeririeiienininiiicnenieresesie e 9,375 - - 9,375
Deposits 431,929 - - 431,929
BOITOWINES ..vveeeriiieeiite ettt ettt ettt e sttt e e sttt e s st e e sabt e e st e e e s bt e e s st e e esaeesanbeesnsaesnaneessnbnes 326,754 - - 326,754
Liabilities at amortised coSt ........cccuveeeenieeerieeenneceeenenenns 768,058 - - 768,058
Financial liabilities at fair value

Short POSItioN IN DONAS ...cccueiieiieecee e s e ae e e aaeeens - 2,805 - 2,805
ShOrt POSITION TN EQUILY ..evveeieeiiierieeiie et eree sttt be e steesteeseaesteeeeesaeesanesaseens - 32 - 32
Derivatives - 2,260 - 2,260
Financial liabilities at fair value .........cccceevvueiiiieiiiiieiiniicnccccecce e - 5,097 - 5,097
Other financial liabilities .... 34,826 - - 34,826
FINancial labilities .........ceeiieeeeeciiieiieeircee e e e eereenns e e e e ressnsseseeesensnssssesesensnnnnnnns 802,884 5,097 - 807,981

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

Designated
31.12.2015 Amortised atfair  Available
Loans cost Trading value for sale Total
Cash and balances with Central Bank ..........ccccvveeeeeieiiineeeeeeniineeeeeeeeinneeeenn 48,102 - - - 48,102
Loans to credit iINSTILULIONS .......cccveeeeveeeeiee ettt et 87,491 - - - 87,491
oL E3 o el U 1 o]0 0[] YRS 680,350 - - - 680,350
[0 1 N 815,943 - - - 815,943
- 2,526 74,757 - 77,283
- 99 1,412 - 1,511
- 2,625 76,169 - 78,794
- 2,138 13,869 - 16,007
- 1,668 10,665 5,852 18,185
Bond funds with variable income, unlisted ...........cccoeeeeeveeeeiieecciieccieeeens - 1,090 222 - 1,312
Shares and equity instruments with variable income ...........ccccccverrrnnneee - 4,896 24,756 5,852 35,504
Derivatives
OTC dEIVATIVES ..veeeeivieeiiieecciie e et e esree et eeeree e eaeeeseaeeeseareeesaaeeesabeeesnsaeennnes - 2,401 - - 2,401
Derivatives .... - 2,401 - - 2,401
Securities used for hedging
Bonds and debt instruments, listed ........cceeeeeeiiiiiieee s - 1,519 - - 1,519
Shares and equity instruments with variable income, listed ..........cccccevueen. - 14,276 - - 14,276
Shares and equity instruments with variable income, unlisted ................... - 697 - - 697
Securities used for hedging ......c.cccoeevvuereriiiiinnnns - 16,492 - 16,492
Other financial @SSEtS .......ccceririiiiiriiicieece e 4,581 - - - 4,581
FINANCIal @SSELS ...ccooueiiieiiiiiiret e 820,524 26,414 100,925 5,852 953,715
Liabilities at amortised cost
Due to credit institutions and Central Bank 11,387 - - - 11,387
DEPOSITS w.uveveieenierteeteeite ettt et sh ettt ettt b ettt b ettt ae et 469,347 - - - 469,347
BOITOWINES «.vvveeiiiieeitie ettt ettt sit e st st e e st e stte e s snaeessnaeesnneesnnes 256,058 - - - 256,058
Subordinated liabilities ........ccccuveeei e 10,365 - - - 10,365
Liabilities at amortised cost 747,157 - - - 747,157
Financial liabilities at fair value
Short POSItioN iIN DONAS ....cc.eevviirieriiiieeeeees e s - 4,616 - - 4,616
DEIIVALIVES ..ottt raataeaaaaaaaaae - 2,993 - - 2,993
Financial liabilities at fair value ..........c..ccuu..e. - 7,609 - - 7,609
Other financial liabilities .........ocovviiiiiiiiiiie e 38,667 - - - 38,667
Financial llabilities ........ccoeieeeeeeiiiiiiieenicceeereecneeecerereeeaseeeeeseeenssssesenesenes 785,824 7,609 - - 793,433
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21. Financial assets and financial liabilities, continued

Bonds and debt instruments designated at fair value specified by issuer 30.9.2016 31.12.2015
FINaNCial and iNSUFANCE @CTIVITIES ....veiicuveieiiieiitiee it et e e ete e ettt e eebeeeeteeeeseeeeaeeeeabeeesbeeesbeeessssessseesasseesnsseesnnnes 8,080 9,258
PUDIIC SECLON . titeiee ettt ettt eee ettt e e e e ettt e e e e e e tba e e e e e e s atbaeeeeeesssaaaeeeeasassaaeeeensbssseeeeeesbaseeeeeaassbaseeeeeansraeeeeann 55,071 59,246
(60o] o Jo] =) {1 OO PP PPPPRRPPPPPN 6,857 7,665

Bonds and debt instruments designated at fair value .. 70,008 76,169

The total amount of pledged bonds was ISK 18.2 billion at the end of the period (31.12.2015: ISK 21.5 billion). Pledged bonds comprise
Icelandic and foreign Government Bonds that were pledged against funding received and included in Due to credit institutions and
Central Bank as well as short positions included in Financial liabilities at fair value.

22. 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 recognised at fair value on a recurring basis, the Group determines whether transfers have occurred
between Levels in the hierarchy by re-assessing categorisation (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
30.9.2016 Level 1 Level 2 Level 3 Total

Assets at fair value

Bonds and debt iNStruMENts .......cocoviiiriiiiiiiecrcee e 27,398 47,506 89 74,993
Shares and equity instruments with variable iNCOME ........ccoecveeiiieeiiiecec e 13,477 18,694 26 32,197
Derivatives - 4,953 - 4,953
Securities used for hedging 16,073 141 - 16,214
INVESTMENT PrOPEITY coeeeieiiieeeitee ettt ettt e et e st essabe e s st e e sabe e e sabeeesarneenas - - 5,113 5,113
ASSELS At FAIF VAIUE ...uuiiiiiiiiiiiiiiiiiiicrcrerisssrssssssessse s s s s sssssssssssssssssssssssssssnsnsnnnne 56,948 71,294 5,228 133,470
Liabilities at fair value

Short POSItION IN DONAS ..coiiiiiicie ettt sare b s 2,805 - - 2,805
Short POSItION IN EQUILY ..eeieiieeeiieecee e e e e e e e e s e e e esaeaans 32 - - 32
Derivatives - 2,260 - 2,260
Liabilities at fair VAlUE ....cceeuueiiiiiiieeeciiiiiiereecceeereeeeneceeereeennnssesesesensnssesesessnnnnsenssesenns 2,837 2,260 - 5,097
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22. Fair value hierarchy, continued

31.12.2015 Level 1 Level 2 Level 3 Total
Assets at fair value

Bonds and debt iNSTFUMENTS .....oocviiiiiiiicee ettt e erae e 32,813 45,799 182 78,794
Shares and equity instruments with variable iNnCOMEe .........ccccveeieieeieee e 14,331 15,299 5,874 35,504
DIIVATIVES i ————————————————————————————————— - 2,401 - 2,401
Securities used for hedging .. 15,706 786 - 16,492
INVESTMENT PrOPEITY «.eeeeiiieeeieieeee et e e s e e e s s sabr e e e e e s snnnnees - - 7,542 7,542
F X3 Y=1 £3 L = LT V7= 1 (VTR 62,850 64,285 13,598 140,733
Liabilities at fair value

Short Position IN DONAS .....ccveiiiii e s s 4,616 - - 4,616
DIEIIVALIVES ©vvviiiiiiiitiee ettt e et e e e e e st tr e e e s e sabbae e e e s seabbaeee e e e abaaeeeaennes - 2,993 - 2,993
Liabilities at fair VAlUE ......cceeeieieiiiiiiiiieieieiccecceeeeesesesesesssesseesesssssssssesssssesesesssssssessnenennn 4,616 2,993 - 7,609

Transfers from Level 2 to Level 1 amounted to ISK 69 million during the period (2015: ISK 8,106 million). There have been no transfers

from Level 1 to Level 2 during the period (2015: none).

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

Movements in Level 3 assets measured at fair value Investment property Financial assets Total
30.9.2016 31.12.2015 30.9.2016 31.12.2015 30.9.2016 31.12.2015
Balance at the beginning of the year ........cccocceeviiviinciiiienniene 7,542 6,842 6,056 1,276 13,598 8,118
Net fair value changes .......ccecveeeeevieeceeceececeee e 25 422 2,822 5,857 2,847 6,279
AAItIONS ..ot 618 1,026 - 77 618 1,103
DSPOSAl cvevverreereeeeeeeeeeeeeeeeeeeseeeeeeeeeseesseseeseeees e ees e eee e (1,664) (843) (8,764) (1,154)  (10,428) (1,997)
Disposals through the sale of a subsidiary .........ccocceeveerveennene (1,408) - - - (1,408) -
Transfers into Level 3 ..o - 95 13 - 13 95
Transfers out of Level 3 .....c.eeecieeeiiiiiciiieceee e - - (12) - (12) -
Balance at the end of the period ... 5,113 7,542 115 6,056 5,228 13,598
Line items where effects of Level 3 assets are recognised in the Interim Statement of Comprehensive Income 2016 2015
1.1.-30.9. 1.1.-30.9.
NEt INTErESt INCOME . eiiiiiiiiti bbb bbb s s b e sbe e s bs e s b e sabeeneeas 2 21
N =T8T F ol = T ol o o1 TSRS 5,250 (17)
Other OPEratiNg INCOME ..c.uiiiiiiieiie ettt sttt et et e st e st e s ae e te e teesaaesateesbeesbeesbeessseasbeesseeseesssesssesnseenseenseesasenns 454 762
Net loss on AFS financial assets, NET Of tAX ...ecivieiiiiiiiiiiieiieces e et e e e be e sbeessaesaaesnreenreansnas (2,903) -
Effects recognised in the Statement of Comprehensive INCOME ......cccovueeiiiiiiininniiiniisinnnneniiissmnesesssnssenens 2,803 766
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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

30.9.2016 Carrying Fair Unrealised
Financial assets not carried at fair value value value  gain (loss)
Cash and balances With Central DanK ........c..oeccueiiiiiiiiiiec ettt sebae e s eaae e e 85,645 85,645 -
LOANS T Credit INSTIEULIONS ..vviiiiiiiiiiiie ettt ettt ree e e e e e ear b e e e e e eenarbraeeeeeeasareeeeesennsrareees 68,257 68,257 -
LOGNS 10 CUSTOMEBIS ..uuiiiiiiiitt ettt et e e e e ae e e eeeeeeeeeeeeee e e e e e e e s e e e e e eeeeaaeaaaaaaaeeaaaeaaaaeaaaeaaaeeaaees 715,907 719,666 3,759
Other financial assets .... 10,091 10,091 -
Financial assets Not carried at fair VAlUE ........cccceiiiiiiiiiiiiiiiiiirisirrsressresssssssssssesssssssssssesesssessssnnss 879,900 883,659 3,759
Financial liabilities not carried at fair value

Due to credit institutions and Central Bank ...........cooiviieiiieeiiie e e 9,375 9,375 -
[T oY 1 €3 SRPSOPPPE 431,929 431,929 -
BOITOWINES ...eeiitteeeitee ettt ettt ettt ettt et st e st e e st e e sabe e e st e e e bbeeeasbeeeanseeenneesnaseeseaneeenaneeens 326,754 341,049 (14,295)
Other fiNANCIal lADITIES ...ccuveeieereeeeeee ettt et e e ebe e ebe e e s be e e sebaeeeesaeeesreeennreeenns 34,826 34,826 -

Financial liabilities not carried at fair value .. 802,884 817,179 (14,295)

31.12.2015

Financial assets not carried at fair value

Cash and balances with Central bBank ..........cccccoeiieieiiiiiiie e 48,102 48,102 -
e T T oI o Mol g =Yo [1 T o L {14V 4o o USRSt 87,491 87,491 -
LOGNS 1O CUSEOMENS ...ttt et b e e sb e b s s ab e b e sab e b s 680,350 688,196 7,846
Other fINANCIAI @SSEES .vvviiitiieictie ettt ettt et e et e e bt e e e eta e e e eaae e e eateeeeabeeeeseeeeseeesbeeesbeeesbeeeeeseeeans 4,581 4,581 -
Financial assets not carried at fair value ..........coeeviiiiiiieiiiiieiiniicicne e 820,524 828,370 7,846

Financial liabilities not carried at fair value

Due to credit institutions and Central BanK ...........oeei e 11,387 11,387 -
(D LT oo 1] 1 £ OO OO PRSP PPPRPPPIN 469,347 469,347 -
BOIPTOWINES ...vvieeieeieeieeete ettt ete e s te e s te e eta e e te e te e aeessaeeaseeaseessaeaseessseesseesseessseasseanseenseasseesssesnsesnseensnessnenns 256,058 264,839 (8,781)

Subordinated liabilities .. 10,365 10,365 -
Other financial liabilities 38,667 38,667 -

Financial liabilities not carried at fair Value ..........ccoivveeiiiiiiiinneniinninnininenssessessssssnnns 785,824 794,605 (8,781)

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

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

Derivatives Notional Fair value
30.9.2016 value Assets  Liabilities
Forward exchange rate agreements, UNIISTEA .........ccueieciieeiiiie ittt saae e eaaee s 46,540 224 495
Interest rate and exchange rate agreements, UNlStEd ........ccccveeieeecieriieeneenee e 148,093 3,418 1,126
Bond swap agreements, UNHSTEA ........coeciiiiiiiiicieee ettt e e eare e e eare e s eave e e sabeeesnraeesnnae s 2,451 16 9
Share swap agreements, UNIISTEA ......cc.veiieieireisieeie et ere e ste e st e s e e et eesseesaneesaeeneeneesens 9,727 1,273 522
Options - purchased agreements, UNIIStEA .........coceveiiiiiininiiiic s 88 22 108
DEIIVATIVES ceveeriiiiiieieniiiiietteeneeieeettetnaseieettessnsssseessessnssssssssesensnssesssessssnsssssssssssnssssssessssnnnssssssssssnne 206,899 4,953 2,260
31.12.2015

Forward exchange rate agreements, UNliSted .........ccccecuiviiiiiiniiininiiccee e 49,435 231 287
Interest rate and exchange rate agreements, UNIStEd ........cooviviiiieiniieeciee e 103,369 1,948 710
Bond swap agreements, unlisted 3,811 43 28
Share swap agreements, unlisted 13,099 178 1,934
Options - purchased agreements, UNTISEEA .........cocvviiiiiiininiiiieee e 66 1 34
DEIIVALIVES ceueeriiiiiieneniiiiietieencieeettetnaseieestessasssseessessnsnssssssesenssssesssessssnsssssssssssnsssssssssssnnnssssssssssnne 169,780 2,401 2,993
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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 re-
balance nettings  recognised consideration enforceable cognised on
sheet with gross on balance Financial Collateral of netting netting arr- balance
30.9.2016 received potential angements sheet
Reverse repurchase agreements ....... 18,784 (540) 18,244 (2,926) - 15,318 - 18,244
Derivatives ......ccccceevveeinieeeniiceeee 2,832 - 2,832 (662) - 2,170 2,121 4,953
Total assets ....cccevviiiiiiiiiiiiiiiiiinininanes 21,616 (540) 21,076 (3,588) - 17,488 2,121 23,197
31.12.2015
Reverse repurchase agreements ....... 22,100 (490) 21,610 (4,929) - 16,681 - 21,610
Derivatives .......occvveeeeeevnniiieeeeeeiinees 964 - 964 (400) - 564 1,437 2,401
Total assets ....cceeeeeeerieererieeerenenenenenes 23,064 (490) 22,574 (5,329) - 17,245 1,437 24,011
Financial liabilities subject to enforceable master netting arrangements and similar arrangements
Netting potential not
Liabilities subject to netting recognized in the balance
arrangements sheet
Gross Balance Liabilities Liabilities not Total
liabilities sheet Liabilities after  subject to liabilities
before nettings recognised consideration enforceable  recognised
balance sheet ~ with gross  on balance Financial Collateral  of netting nettingarr-  on balance
30.9.2016 pledged potential angements sheet
Repurchase agreements .................... 2,926 - 2,926 (2,926) - - - 2,926
Derivatives .......cccceevveeenieeeniiceiieeee 2,491 - 2,491 (662) - 1,829 (231) 2,260
Total liabilities .......ccceevereiiiiiiiiiiiinnnns 5,417 - 5,417 (3,588) - 1,829 (231) 5,186
31.12.2015
Repurchase agreements ..........c......... 4,929 - 4,929 (4,929) - - - 4,929
Derivatives .......occvveeeeeeniiiieeeeeeeiiees 400 - 400 (400) - - 2,593 2,993
Total liabilities .......cccceerreriinrnneeeinnnns 5,329 - 5,329 (5,329) - - 2,593 7,922

Accounting policies for offsetting are provided in Note 54 in the Annual Financial Statements for 2015.
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24. Investments in associates

The Group's interest in its principal associates 30.9.2016 31.12.2015
Audkenni hf., Borgartin 31, Reykjavik, ICEIaNG .........ooouiiiiiiiiii ettt s 22.4% 22.4%

Bakkavor Group Ltd., West Marsh Road, Spalding, Lincolnshire, United Kingdom ...........cccecvevvenieniieeveeneeneennns - 46.0%
Farice ehf., Smaratorg 3, KOPavogUF, ICEIANG ........cc.eiiiiiiiiiiete et ettt st s 39.3% 39.3%
Reiknistofa bankanna hf., Katrinartin 2, Reykjavik, Iceland 23.0% 23.0%
Urridaland ehf., Laugavegur 182, Reykjavik, Iceland ............ 41.4% 41.4%
220 Fjordur ehf., Fjar8argotu 13-15, Hafnarfjordur, Iceland 38.5% 38.5%
Investments in associates

Carrying amount at the beginning of TNE YA ......ccueveii i ae et s e e s ae e ne e 27,299 21,966
ACGUISITIONS ..ttt bbb b e e b e s e s s e e b e e b e e s b s e s ha e s b b e e b e e b s e ab e s b e e b e e b s e s anesabeea 13 262
[T 1= g Lo I Y= 17T SRS (41) (611)
THANSTEIS .ttt ettt ettt e bt e s ae e s ab e e b e e bt e sa b e e ab e e s b e e bt e eh b e shbe e ab e et e e bt e nhae et e e abe e heesheeehbeenbeebeenbeens - (6,458)
[T oo 1Y | RS (27,112) (17,148)
Exchange difference - (178)
Share of profit of associates and reversal of IMPAIMMENT ........ccoeeiieiieiiecece e seee s 710 29,466
INVESTMENT iN ASSOCIATES .ivvvueiiiiiiiiiiniiiiiiiiitiiiiiiireeeieieiereseseesesetrssnssssssetreensssssssttsssssssssssssressssssssssnensnnssnss 869 27,299

In January 2016 the Bank's subsidiary BG12 slhf. sold its entire shareholding in Bakkavor Group Ltd. The main effect related to the sale
was a valuation change recognised in the Statement of Comprehensive Income in 2015. During the period the total effects from the
sale through the Statement of Comprehensive Income was ISK 498 million.

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

Customer

relation-

ship

Infra-  and related
30.9.2016 Goodwill  structure agreements  Software Total
Balance at the beginning of the year ....... 2,407 3,021 854 3,003 9,285
Acquisition through business combination ........c..cocceceviniiniiinininiiiicnee. 33 - - 33 66
Additions aNd traNSTEIS .....ccuvviieuieecciee et 1,943 - 110 480 2,533
Additions, internally developed .........ccccoceviriiiinininiccceeeen - - - 286 286
Exchange difference (322) - (20) (112) (454)
AMOTTISALION 1.ttt et e e s e e - - (165) (474) (639)
INtaNGIble @SSEtS ....cuveeeeieriiiiiiiiiiiiiiiiii e 4,061 3,021 779 3,216 11,077

31.12.2015
Balance at the beginning of the year ........c.ccccooiniriiiinininee, 2,171 3,046 1,539 2,840 9,596
Additions and transfers ........ccueecveceeriere e 506 - (435) 530 601
Additions, internally developed .........ccoceviereiniiinienieeeee e - - - 289 289
EXChange differ@nCe ....c.eecueeeeeeeeeeee e (270) - (40) (57) (367)
IMPAITMENT 1ottt ettt e st st s esbeesbeesane s - (25) (2) - (27)
14T =4 o) ISRt - - (208) (599) (807)
Intangible aSSets ......cccvvurriiiiiiiinnniiiiiiirr s 2,407 3,021 854 3,003 9,285
26. Tax assets and tax liabilities 30.9.2016 31.12.2015

Assets  Liabilities Assets  Liabilities
CUITENT TAX weiiiiiiiiiiiiei e bbb e e b e aa e san e sansebeesne - 5,443 - 3,272
Deferred tax 241 311 205 1,650
Tax assets and tax liabilities ......ccccccevvueirireerisincininnnenn. 241 5,754 205 4,922

27. Other assets

Non-current assets and disposal groups held for SAIE ........oovuiiiiiiie e
Property and EQUIPMENT ..c..ei.iiiiiiiieteect ettt et et bttt h et h e bt et b e bbbt naes

Accounts receivable .......
UNSettled SECUNTIES trAtiNG ....coviiiiiriiiieeie sttt sttt et s e sae e st e e beesbeesbeessbeesteenseensaesasesaseenseenseesanenns
SUNAIY @SSEES ..uutiieiiie ittt ettt e sttt e sttt e sttt e et eeestte e e seeeesaseeeasseeessseeessseeeasseeeassseeansseeansseeasseesnnseesnnseeesnseeesnsseessseeanses
[0 1Tt T Y- N

30.9.2016 31.12.2015

4,773 5,082
6,856 6,766
5,333 2,433
1,982 685
4,070 2,612

23,014 17,578

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

foreclosures on companies and individuals.
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28. Other liabilities 30.9.2016 31.12.2015
YooY U o £ o T 1V o <SOSR 18,068 23,296
Provision fOr SETHIEA FX OGNS ....cciieiieeieee ettt ee ettt eeett e e e e ettt e e e e eetbaeeeeeesebbaeeeeeeesatbaeeseeessraaeeesessssssseeeeenssnns - 2,882
UNSettled SECUNTIES trAadiNG ....cccviveeiiieieeeestte ettt e et e et et e s e e s e e eb e e beesteesseessteenteenseessaesseesnseenseeseessneans 727 754
Depositors' and investors' SUArantee fUNM ........ccuieieiiii ittt et et e e st e e s tae e esaeaenaeeenaeean 2,866 2,873
INSUTANCE CLAIM 1ottt et e et e e et e et e e ebaeesbaeesesaeeesbeeeassaeeanseesanseeeeabeeesebeeesbaeeeasteeesssesessseeeanses 11,495 2,574
LV o Yo [ [TV = RSP 517 1,643
12 L0 Q11 VSRS 5,007 2,811
SUNAIY ADIITIES «.veeveeeiieeiee ettt sttt et e s bt e sab e st e e be e s bt e s bt e s st e e abeebe e bt e sabesabeenbeenaeesasesasennns 13,885 12,628
(074 1T gl 1= <Y1 L1 =X U UTUSO PPN 52,565 49,461

29. Borrowings First Maturity

issued Maturity type Terms of interest

Covered bond in ISK .......cccevveeerennnns 2013 2019 At maturity Fixed, CPllinked, 2.50% ................. 4,451 4,483
Covered bond in ISK .......ccovveeeeeennnns 2014 2021 At maturity Fixed, CPIlinked, 3.50% ................. 9,256 5,096
Covered bond in ISK .......cccevveeeeennnns 2015 2022 At maturity Fixed, 6.50% ......cocecevvveeriiieniieeens 17,424 7,737
Covered bond in ISK .......cccvvveeeeecnnnnns 2014 2029 At maturity Fixed, CPI linked, 3.50% ......c..ccoue.... 22,936 15,279
Covered bond in ISK .......cccevveeerennnns 2006 2033 Amortizing Fixed, CPI linked, 3.75% .....c.ccccuvue... 16,836 17,108
Covered bond in ISK .........cceevvvevnnenne 2012 2034  Amortizing Fixed, CPI linked, 3.60% .........cc...... 2,177 2,249
Covered bond in ISK 2008 2045 Amortizing Fixed, CPI linked, 4.00% .... 6,199 6,182
Covered bond in ISK 2006 2048  Amortizing Fixed, CPI linked, 3.75% ....cc.cceeuveee 78,200 77,916
COVEIEA DONMS ...t e ettt e ee e et reeassee e e et esnasssseessessnssssssssessnssssssssessnsnssssssessssnnssssssssssnnssssssssasnnnn 157,479 136,050
Senior unsecured bond in NOK ......... 2013 2016 At maturity Floating, NIBOR +5.00% ................. - 1,547
Senior unsecured bond in USD .......... 2016 2017 At maturity Floating, 3 month LIBOR +1.93% .... 3,431 -
Senior unsecured bond in EUR 2009 2018  Amortizing Floating, EURIBOR +1.00% ............. 897 1,177
Senior unsecured bond in ISK .. 2010 2018 Amortizing Floating, REIBOR +1.00% .. 1,365 1,600
Senior unsecured bond in EUR .......... 2015 2018 At maturity Fixed, 3.125% ....ccccoevvevienieniennenne 38,980 43,350
Senior unsecured bond in EUR .......... 2016 2019 At maturity Fixed, 2.50% ......cccevvveervireeieeeenns 38,718 -
Senior unsecured bond in RON ......... 2016 2019 At maturity Fixed, 3.80% .....ccccocervevienininienienne 1,032 -
Senior unsecured bond in SEK 2016 2019 At maturity Floating, 3 month STIBOR +2.65% .. 3,652 -
Senior unsecured bond in NOK ......... 2015 2020 At maturity Floating, NIBOR +2.95% .......ccc.cc.... 11,531 11,900
Senior unsecured bond in USD .......... 2016 2023 At maturity Floating, 3 month LIBOR +2.60% .... 56,723 -
1520 T 4T E T - N 156,329 59,574
Central Bank, secured, various curr. .. 2010 2022 At maturity Floating, LIBOR + 3.00% ................. - 56,024
=31 SR VLT ROt 12,616 4,081

330 329
Other [0ANS/DILLS ...cccieiiiireeieieieiirreeeeeeerirsreeeeeeeessssaseeeeeesssssnesesesssssssssesesessssassasesesssssssssesssssssansssessssssannssssssssnns 12,946 60,434
L= oL N 326,754 256,058

Book value of listed bonds was ISK 262,976 million at the end of the period (31.12.2015: ISK 196,927 million). Market value of those
bonds was ISK 272,695 million (31.12.2015: ISK 205,720 million).

The Group did not repurchase own debts during the period (2015: ISK 10 billion).
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30. Subordinated liabilities Maturity
Issued Maturity type Terms of interest 30.9.2016 31.12.2015
Tier Il capital in various currencies .... 2010 2020 At maturity Floating, EURIBOR/LIBOR + 5.00% . - 10,365
Subordinated lIabilities .........ccevviiiiiiiiiiiiiie e e e rere e e e e e e s e s e s e e e s e se s e e e e e e e s e s e e e eeeeeeenenen - 10,365

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

31. Pledged assets

Pledged assets against liabilities

Assets, pledged as collateral against BOITOWINES ....c.vviiiiiiiiiie et e s e s sae e e sne e sane 192,225 222,046
Assets, pledged as collateral against loans from credit institutions and short positions ...........ccccceeeevieniieriiennnen. 18,244 21,611
Pledged assets against liabilities .........cccccevriiiiiiiiiiiiiiiiii 210,469 243,657

The Group has pledged assets against borrowings, both issued covered bonds and other issued bonds and loan agreements. The total
value of those pledged assets was ISK 192 billion at the end of the period (31.12.2015: ISK 222 billion). At the end of the period those
assets were pool of mortgage loans to individuals but at year end 2015 pledged loans comprised mortgage loans to individuals, loans to
real estate companies, wholesale and retal and industry and energy companies. The book value of those borrowings was ISK 157 billion
at the end of the period (31.12.2015: ISK 192 billion).

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

32. 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) 30.9.2016 (million) 31.12.2015
ISSUEA SHAre CAPItal c..eeeeieeiieieeieee et st ettt saeens 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 30.9.2016 31.12.2015
STATULOIY FESEIVE ittt e e e sttt e s e s bbb e e e s e e bbb e e e e s eabbb b e e e s s sabbbbeeeeessnnbbaeeseaannnn 1,637 1,637
AVAIlADIE-TOr-SAIE FESEIVE ...vveeeee ettt ettt e e e e et e e e e sttt e e e e e e s abaaeeeeeesassaeeeeseassbaseeeeeestaaeeeesansrrens - 2,903
FOreign CUrreNnCY tranSIation FESEIVE .......cviceerieriiiiieieerieesitesteeteesteesteesaesseeebeesseesaeesssessbeesbeesteesssesssesnsesnseensens 289 8
OUNEE FESEIVES .....cereeeeeneeeeiereeenseeeeertennsseeeerteennsssesessessnssssssssesenssssssssessnsnssssssessssnssssssessssnnnssssssesssnnnsssssesssnnnnns 1,926 4,548
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OTHER INFORMATION
33. Legal matters

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

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

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

With a writ issued in June 2013, Kortapjénustan ehf. claimed damages from Arion Bank hf., islandsbanki hf., Landsbankinn hf., Borgun
hf. and 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. Kortapjénustan's court-appointed evaluator has given a report on Kortapjonustan's alleged loss. The Bank
and other defendants in the case have demanded that a reassessment be carried out.

Legal proceedings regarding damages

The former chairman of the Board of BM Valla hf., together with Lindarflt 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 its judgment in case No. 612/2012, pronounced on 24 April 2013, the Supreme Court ruled that Valitor hf. had not been authorized
to rescind an agreement between the company and Datacell ehf. In January 2015 Datacell ehf. and Sunshine Press Productions ehf.
brought legal action against Valitor hf. for the payment of compensation relating to damage which the companies considered they had
sustained on account of the aforementioned rescinding by Valitor hf. of the agreement. Court-appointed assessors were subsequently
asked to assess the damage in question at the request of the plaintiffs. The assessors announced their conclusions in March 2016.
Valitor hf. has filed a motion for dismissal of the case. If the district court will not approve of that motion then Valitor request for other
court-appointed appraisers to gain a second opinion.

Other legal matters
Mortgage documents

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

The uncertainty regarding the book value of foreign currency loans

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

Legal matters concluded

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

34. Obligations

Financial guarantees, unused overdraft and loan commitments the Group has granted its customers 30.9.2016 31.12.2015
FINQNCIAl BUAIANTEES .eeivvieiiiiee ettt ettt ettt e ettt e et e e et e e eetaeeeeabeeesabeeeaatseeansaeaassaeaansseesnsseessseeeasseaessseeessteeeansaeaans 22,128 19,162
UNUSEA OVEIATATES 1oviiiiviiiiiieiciie ettt ettt ettt e e et e e s etbeeeetbeeeeabeeeeabaeeesseeeesseeeeabseesabeeesesaeessseeasseeesseeeasseesasreenn 46,311 42,100
[ e F=Ta Wl g0 Y0 a1 a0 aT=T o} £ 72,205 126,068

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 bank's have made quarterly payments to a separate division within the fund since
2010. Despite this change in execution and due to uncertainty of the shape of future legislation the liability brought forward from
previous years is 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 30.9.2016 31.12.2015

Assets under management 1,008,543 996,648

P Y=l AU Vo LT o ol U T o o 1Y AU OPP PR 1,378,987 1,427,269

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

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

36. Related party

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

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

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

No unusual transactions took place with related parties during the 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.

30.9.2016

Net
Balances with related parties Assets Liabilities balance
Shareholders with control OVEr the GrOUP ........cccuieviieiierie ettt aeete e te e e e snaeenes 178 (7,814) (7,636)
Board of Directors and key Management personnel .........cocoeecveviininieicnieninieescseeeeese e 297 (65) 232
Associates and other related PArties ........ecvecveeceeciereese e rre et e s e e te e teenneesneeenes 164 (138) 26
Balances with related Parties ........cccceeiiiiiiieriiiiiiiiiiieniiieerr e aanes 639 (8,017) (7,378)
31.12.2015
Balances with related parties
Shareholders with cONtrol OVEr the GrOUP ......c.eeivieriiiriierie ettt sttt sttt saeesaae e 212 (50,158) (49,946)
Board of Directors and key Management Personnel ........cccceceeveeevieecieccieesiesie e e sree s 232 (59) 173
Associates and other related PArties .......eovverieriiirieieee ettt e e saresaee 2,132 (241) 1,891

Balances with related parties 2,576 (50,458) (47,882)

Through the ownership of ISFI the Group has a related party relationship with Landsbankinn hf. Landsbankinn hf. provides banking
services to the Bank's subsidiary Valitor hf. and has a traditional bank to bank relationship with Arion Bank hf. The Group holds assets
amounting to ISK 8,575 million (31.12.2015: ISK 14,038 million) by Landsbankinn hf. and liabilities amounting to ISK 1,677 million at the
end of the period (31.12.2015: ISK 1,499 million). Those amounts are not included in the table above.

Kaupthing hf. holds senior unsecured bonds, issued by Arion Bank in January 2016, for the amount of ISK 56,723 million at the end of
the period. This amount is not included in the table above.
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RISK MANAGEMENT DISCLOSURES

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

Further information regarding risk management is available in the Annual Financial Statements for 2015 and in the Pillar 3 Risk
Disclosures for 2015, published on the Bank's website, www.arionbanki.is. The Pillar 3 Risk Disclosures are not audited.

37. 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 30.9.2016 31.12.2015
Cash and balances With CeNTIal BAnK ..........cocccuiiieeiiiiiiieie et e e e estttee e e e e sare e e e e eeetaaeeeessesbaseeeessanssseseeeesansseseeeann 85,645 48,102
LOANS TO Credit INSTITUTIONS ..veiiiieiiieee e e ettt e e e st e e e e e eaee e e e eeetbaeeeeeseeabaseeeeeesstsaeeseaaaanssseeeeeansnsaeeessensnnnnees 68,257 87,491
Ko E T g I do N oo g o ToT - | =L OO U PP OPPRPPPPRPP 381,260 355,731
Loans to individuals ..... .. 334,647 324,619
Financial instruments 93,032 86,770
Other assets With Credit FISK ........uviiiiiiiiieee et e e e e e e et b e e e e e e snaaeeeeeesasasaeeeesenasraseeeesassraeeeens 10,091 4,581
Total on-balance sheet maximum exposure to Credit risk .......ccccceiiiiiinneniiininininneiiiniinnneensresssssseesseen 972,932 907,294

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

22,128 19,162
46,311 42,100

Financial guarantees

Unused overdrafts ....

[ o1 Yol 0T 041 0 =T o S 72,205 126,068
Total off-balance sheet maximum exposure to Credit FisK .......ccceiiiiiinnnneiiiiiiinnneniinnineeneemeee. 140,644 187,330
Maximum eXpPoSure t0 Credit FiSK .......uuiiireeieiiieiiiiiiiiiiieieieiererererererererererererereresereeeseseseeeeeseseeeeeseeesessessasesssasnsaens 1,113,576 1,094,624
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37. Credit risk, continued

Loans to customers specified by sectors 30.9.2016 31.12.2015
INAIVIAUALS ..ttt h ettt s bt e a et b e bt e st et e e b e e bt e st et e e bt e ae et e bt ehe et e bt nhenae et nne b enee 46.7% 47.7%
Real estate activities and CONSTIUCTION ....cc.iiiiiiiiiiii ettt ettt et et st e e be e saeesabeeanes 15.8% 15.1%
[T a1 T 0= T o [0 1y 1 oYUt 11.1% 11.1%
Information and communication tEChNOIOGY ........coouiiiiiiiiiiieee ettt 4.1% 4.7%
Wholesale and retail Trade ......co.oiuee ittt ettt b et et bt n e 8.0% 7.6%
FINaNCial and iNSUIANCE @CTIVITIES ...eeeieiiiiieiiie ettt ettt sttt e st sa e st e e be e st e e ssbesatesabeeseenaaenane 4.9% 4.9%
Industry, energy and MaNUFACTUNING .....c.eccieiieiee ettt ee e te e et e s e e eteete e seesseesaseesse e seesssesseesnteenseenseanses 4.0% 3.1%
TrANSPOITAtION ..eiiiiiiiii bbb s e 0.8% 0.9%
=T V1= OO PSP PP O PRRPPRNY 2.5% 2.9%
PUBIIC SECEON ..ttt ettt st ettt et e sh e st e bt et e e bt e s aeesabeeabe e beesatesabeesbe e b e e st e ensbesabeenbeenseananesane 1.3% 1.2%
F Y Tol0 LU Y T T IS (o =Ty i YA 0.8% 0.8%

100.0% 100.0%

Collateral and other credit enhancements

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

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

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

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
30.9.2016 securities estate vessels  collateral Total
Cash and balances with Central Bank ........ccccoeceroiiiienienieneeeecieeiee - - - - -
Loans to credit iNStItULIONS ......cccoiririiienireccececeee e - - - - -
Loans to customers
INAIVIAUALS .o 574 294,608 8 5,598 300,788
Real estate activities and CONSLIUCTION ......ccoeeciiieeeeiiiiiiieee e 519 104,872 28 1,066 106,485
FiShiNG INAUSTIY ..oviiiiiiiiiieccece e 69 8,068 60,280 6,242 74,659
Information and communication technology .. 189 2,397 - 18,770 21,356
Wholesale and retail trade .......cccvvevveiiiiiiieieicecieeee e 346 24,378 2 20,564 45,290
Financial and inSUrance activities ........cccceeeeieeiieeeeee et 15,478 6,662 203 770 23,113
Industry, energy and manufacturing ........cccceeveeveenieniienciecneenee e 3,442 15,215 - 6,594 25,251
Transportation 46 850 218 1,332 2,446
SEIVICES .ottt et 35 5,516 39 3,246 8,836
PUDIIC SECLON .ttt eecre e e et e e e e e eabaa e e e e e e etareeeeeeennreees 65 3,911 - 84 4,060
AZrICUItUre and fOr@STIY ..ocviviiiiieieeiie et s 5 4,823 - 165 4,993
FINancial iNSTrUMENTS ...ccoiiiieiee ettt e e e snraees 6,298 - - - 6,298
FINANCIAl BUATANTEES ...eevvvieeiieiieeieesieesteete ettt s eseaeeaeeae e 1,161 3,754 1,114 2,872 8,901
Collateral held against different types of financial assets ..........ccccceeuunneee. 28,227 475,054 61,892 67,303 632,476
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37. Credit risk, continued

Cash and Real Fishing Other
31.12.2015 securities estates vessels  collateral Total
Cash and balances with Central Bank ...........ccccevererienenenenieneneeeeeeeee - - - - -
Loans to credit iNStItULIONS .......cooieriiriiieieeeee e - - - - -
Loans to customers
INIVIAUALS .ottt sttt 428 289,862 24 4,107 294,421
Real estate activities and CONSLrUCTION ......cceeeverveeiiieeicieecciee e 1,032 89,039 8 1,025 91,104
FISHING INAUSTIY oottt e 53 7,956 57,945 7,037 72,991
Information and communication technology .. 76 2,369 - 18,630 21,075
Wholesale and retail trade ........ceevcveeveiiieciieeccee e 210 20,424 7 22,912 43,553
Financial and insUrance activities ........ccccceeeeieeiieeee e ecceee e enaees 15,947 4,367 - 1,577 21,891
Industry, energy and manufacturing ......c..coccecveveveniiiencninieneneneeeee, 461 12,792 3 4,416 17,672
Transportation ... 91 875 173 3,891 5,030
SEBIVICES ..vvvvieeeiieiiiitteeesett e e e e s setaeee e e e s sbreeeessebbaeeeessssasbeeeaesessseaeaesensnnsnaees 13 4,847 40 2,623 7,523
0T o] Lol Y=ot o] R URSRNt 73 3,732 - 99 3,904
Agriculture and forestry ... 5 3,493 - 112 3,610
Financial instruments 7,474 - - - 7,474
Financial guarantees 885 4,232 623 1,445 7,185
Collateral held against different types of financial assets .......ccccceeeevuennens 26,748 443,988 58,823 67,874 597,433

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 period end amount to ISK 1,289 million (31.12.2015: ISK 2,761 million) and other assets ISK 8
million (31.12.2015: ISK 7 million). The assets are held for sale, see Note 27.

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

30.9.2016 impaired  impaired  impaired Total
Cash and balances with Central Bank 85,645 - - 85,645
Loans to Credit iINSTITUTIONS ....cvviieei ettt e e e e eerr e e e e e e eaare e e e e e eeanraeeeeas 68,257 - - 68,257
Loans to customers

[MeF Ta [ do M olo] g oTo] - | 4= L JPUU SO PP UOPPUPPPRTOORE 362,102 17,475 1,683 381,260

Loans to individuals .... 305,461 25,092 4,094 334,647
FINANCIal INSTFUMENTS oeiiiiiieieee ettt e e et e e e e e erae e e e e e aaaeeeeeeeentraeeeeeeanes 86,198 - - 86,198
Other assets With Credit FiSK ....ccvveiviiiiiiiiii et esara e e e e saaneees 10,091 - - 10,091
Credit quality by class of financial assets ..........ccccceereunnnee. .. 917,754 42,567 5,777 966,098
31.12.2015
Cash and balances With Central Bank ..........coocuveeiiiiiiiieieeeiiiiiieeeeeesireeeeeeesinreeeeeeesnneeees 48,102 - - 48,102
Loans to Credit iINSTITULIONS ..cccuveiee e ittt e ettt e e e e rrr e e e e e eaare e e e e e eeanbaeeeeas 87,491 - - 87,491
Loans to customers

[eF: [a [ do M ole] g Yo ¢ | 4= L SR U O P P UOPPUPPPTRRORE 337,153 17,302 1,276 355,731

LOANS O INAIVIAUALS «..vvvvvieiiieiiiiiie ettt e e ettt e e e e eeabare e e e e ssabbaeeeeeesanaeees 291,277 26,532 6,810 324,619
Financial instruments 82,714 - - 82,714
Other assets With Credit FiSK ....ccuveieciiiiiiiic et esarae e e e e e ssaaneees 4,581 - - 4,581
Credit quality by class of financial assets ..........ccccceereunnee. .. 851,318 43,834 8,086 903,238
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37. 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

30.9.2016 1 2 3 4 5 Not rated Total
INAIVIAUALS .eovveeiieiieeeeeee e 62,281 162,100 55,677 17,190 4,580 3,633 305,461
Real estate activities and construction ................. 41,249 30,765 23,690 5,416 389 4,958 106,467
Fishing indUSLIY ..coovevieiiiiiiieieeceeeee e 25,940 37,434 9,702 3,429 716 - 77,221
Information and communication technology ........ 18,550 3,683 970 5,337 1 11 28,552
Wholesale and retail trade ........ccccceevveeviveeniieeennns 11,005 20,048 18,544 2,419 192 1,733 53,941
Financial and insurance activities ........cccccceeeeennnens 11,475 3,143 8,566 221 - 10,966 34,371
Industry, energy and manufacturing ............c....... 8,291 8,564 9,517 521 83 - 26,976
Transportation ........ceceecveeveeseesieesceeereeseesee e 985 3,447 537 (7) 20 533 5,515
SEIVICES wveeueieiteeieeieenite st sttt ettt ettt ee e 2,015 5,210 4,810 1,058 2,549 3 15,645
PUDbIiC SECLON e 357 4,561 2,016 1,040 55 679 8,708
Agriculture and forestry .....ccccovveevierieeeseeneeneenns 478 1,124 2,173 608 21 302 4,706
Neither past due nor impaired loans ... 182,626 280,079 136,202 37,232 8,606 22,818 667,563
31.12.2015

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

Exposures that are 'Not rated' are typically due to newly formed entities and entities for which the Bank's rating models are not
applicable.
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37. Credit risk, continued

Past due but not impaired loans by class of loans More

Up to 4to 30 31to 60 61to 90 than 90
30.9.2016 3 days days days days days Total
LOANS 0 COrPOrates ....ccuviiiiiiriiiiee sttt e e 4,428 7,549 2,169 839 2,490 17,475
Loans to individuals .........cceeeverieienenenieeeeeeeee e 3,193 9,845 5,767 591 5,696 25,092
Past due but not impaired loans ........cccceeeeieiiiiiiieiiicieicneeenenns 7,621 17,394 7,936 1,430 8,186 42,567
31.12.2015
Loans tO COrporates .......cccccvvvviiiieeiiiiiiiiiec e 9,638 3,779 1,681 662 1,542 17,302
Loans to individuals .........cceeveevierieniiieee s 3,706 9,437 5,237 554 7,598 26,532

Past due but not impaired loans 13,344 13,216 6,918 1,216 9,140 43,834

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

30.9.2016 31.12.2015
Impaired loans to customers specified by sector Impair- Gross Impair- Gross
ment carrying ment carrying

amount amount amount amount

Individuals ....cooeeeriiniiiiieeieeee 8,195 12,289 10,593 17,403
Real estate activities and CONSLIUCTION ......cceoiiiiiiiiiiniiiiic e 1,521 1,964 1,515 1,867
R Y[ T= A e e [U ] oY PR 515 614 257 373
Information and communication teChNOIOZY ........cocueeviiriiiriiriiieieeieeeete e 377 392 308 332
Wholesale and retail trade .........ccccovevieenenee . 619 932 681 893
Financial and insurance activities 176 212 5,953 6,011
Industry, energy and ManUfaCtUriNg .......ccceevueeieiiiese e 1,267 1,384 828 1,025
TrANSPOITATION «.eeeieiiieeriie ettt sb e st e s sab e e et esan e e s eaneeeeareee s 4,567 4,575 4,433 4,440
Services .......... . 3,167 3,710 504 682
Public sector 64 64 143 215
AGFICUITUrE and fOr@STIY ..uviiiiciiecicce ettt et aa e s ae et e eneeneesnes 175 284 126 186
Impaired loans to customers specified by SECLOr ........cceiiiiiiirvnieriiiiiiinneniiiniinnnenennn. 20,643 26,420 25,341 33,427

Large exposure

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

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

30.9.2016 31.12.2015
No. Gross Net Gross Net
PPt <10% <10% 11% 11%
Sum of large exposure gross and net > 10% ........ccccevererees . 0% 0% 11% 11%

No large exposure exceeds the legal limit of 25% of the Group's capital base at the end of the period.
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38. 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.

30.9.2016 Upto3 3-12 1-5 5-10 Over 10

Assets months months years years years Total
Balances with Central Bank .........cccceeveevienieniieenieeneenee e 78,162 - - - - 78,162
Loans to credit institutions ... 68,257 - - - - 68,257
LO@NS O CUSTOMELS .coouiiiiiiiieieiiee ettt e 388,982 60,646 134,838 3,835 131,365 719,666
Financial inStrumMents .......cocvvieeeiiecieeeee e eaeees 46,195 1,942 6,213 6,496 2,591 63,437
- YT =T N 581,596 62,588 141,051 10,331 133,956 929,522
Liabilities

Due to credit institutions and Central Bank ...........ccccceeeeeeeennnns 9,344 - 31 - - 9,375
DBPOSIES 1evuveeeieriieeieerieerit ettt ettt st sttt et 378,046 39,417 12,315 1,348 803 431,929
Borrowings 86,106 8,430 85,768 27,906 132,839 341,049
Liabilities 473,496 47,847 98,114 29,254 133,642 782,353
Derivatives and other off-balance sheet items (net position) .. (81,495) - 83,694 - - 2,199
Net iNterest SaP ....cccvvveeriiniiiiinnnneiiiinisnnneesinssssneessessssssssnenes 26,605 14,741 126,631 (18,923) 314 149,368
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38. Market risk, continued

31.12.2015 Upto3 3-12 1-5 5-10 Over 10

Assets months months years years years Total
Balances with Central Bank ...........cooeevvieeeeeiiiireeeeceeiineeeee e 43,181 - - - - 43,181
Loans to credit institutions ... 87,491 - - - - 87,491
LOANS tO CUSTOMENS ...uuiiiiiiiiiiiiiiiiiiiiiiiieieeaeaeeeesaernsrerarseeseeerereeeee 347,571 64,594 127,907 5,255 142,869 688,196
FINaNncial iNSErUMENTS ....ccvveeiieeecieee e 43,925 10,002 8,556 7,786 242 70,511
AASSELS ..ucieereieierieieieieeeeeseeseesssesesesesesesssesesesasasssasasesasasasasssasannn 522,168 74,596 136,463 13,041 143,111 889,379
Liabilities

Due to credit institutions and Central Bank ...........cccccceeeeevennnes 11,387 - - - - 11,387
DEPOSIES .eeeuveieiiieeeieee ettt 464,998 3,501 848 - - 469,347
BOITOWINES .oiieiieeieiieeeiiiesitteeesitte et e st e ste e e teeesneeesneeesaneee s 72,010 4,509 48,705 12,982 126,633 264,839
Subordinated liabilities ........c.ccecveeeiieeeriee e 10,365 - - - - 10,365
Liabilities ....ccvvveiiiiiiiiiiiiiiiisssss s 558,760 8,010 49,553 12,982 126,633 755,938
Derivatives and other off-balance sheet items (net position) .. (46,330) (1,802) 49,346 - - 1,214
Net iNterest Bap .....cceeeereremememereneeememeeeeeeeeeereeerereeeresesesesesesenes (82,922) 64,784 136,256 59 16,478 134,655

Interest rate risk in the trading book

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

30.9.2016 31.12.2015

Trading financial instruments, long positions MV Duration BPV MV Duration BPV
ISK, CPI Indexed linked ........ccccocieiienininienieninecceeceee 4,757 2.9 (1.4) 4,544 3.6 (1.6)
ISK, Non Indexed linked ........cccooeriiiininiiieeeeeeceeee 9,818 (0.5) 0.5 5,849 (1.8) 1.1
X e 83,327 (0.5) 4.3 64,226 (0.6) 3.9
Lo TN 97,902 (0.3) 34 74,619 (0.5) 34
Trading financial instruments, short positions

ISK, CPI Indexed linked ........ccccoeeiierinenieeneeeeeee e 439 4.1 (0.2) 393 9.7 (0.4)
ISK, Non Indexed linked .........coceeiiiininiiiiciiiinicccncceee 10,198 0.3 (0.3) 7,953 0.3 (0.3)
P ettt sttt 80,697 (0.4) 3.6 64,172 (0.5) 2.9
TOtal et 91,334 (0.3) 3.1 72,518 (0.3) 2.3
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38. 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

30.9.2016 Uptol 1to5 Over 5

Assets, CPIl indexed linked year years years Total
LOQNS £0 CUSTOMEIS ..ttt e et e e e e et e e eeeeeeeeeeeeees 13,508 96,302 213,824 323,634
FINANCIal INSTIUMENTS oeeiiieiieieee et e et e e e e e rae e e e e e naaeeeeeeennraeeeeeennns 6,399 - - 6,399
Off-balance Sheet POSItION .....cc.eevuiiriiiiiee ettt 852 6,543 - 7,395
Assets, CPl indexed liNked .........ccoovueiiiiiiiiimiiiiiiiieeincerc e 20,759 102,845 213,824 337,428

Liabilities, CPI indexed linked

[D7=T o To 1 | £ OO PSPROP PP PPPIPPPPPPPP 71,617 12,026 2,114 85,757
BOITOWINES .uvveeeecieeieestee et e eteeteeste e s tee st eeteeteeseesseesaeeenseenseesseessaeesseanseeseesseenseeaneeenseans 2,222 14,547 123,616 140,385
OBNEE ettt ettt e e et e et e e ebe e e te e e aeeeabe e be et e e eaeeeabeebeebe e beeetaeeabeenseebeeereeans 395 686 798 1,879
Liabilities, CPl indeXed lNKEd ........cccovvmeeiiiiiiiiineeiiiiicrneeeeinsccnnnnessssssssnnnesssessssnnnsannes 74,234 27,259 126,528 228,021
Net on-balance ShEet POSItION .......coviiriiriiiiieierie et see e (54,327) 69,043 87,296 102,012
Net off-balance Sheet POSItION ........cccvievieiieiiece e 852 6,543 - 7,395
(o I 1 T T . (53,475) 75,586 87,296 109,407
31.12.2015

Assets, CPl indexed linked

[0 =T F o TR ol U 1) o 41 =T 3RS 13,629 76,393 209,485 299,507
FINANCIal INSTIUMENTS ...eiiiiiiieiie ettt st st s et e sbeesasesaeas 3,412 - - 3,412

Off-balance sheet position 749 7,940 - 8,689

Assets, CPl indexed linked 17,790 84,333 209,485 311,608

Liabilities, CPI indexed linked

Deposits 72,352 12,899 1,916 87,167
BOITOWINES ...eeeeiitee ettt ettt ettt ettt e s e e ettt e et e sttt e s st e e sabe e e sabbeesabbeesnbeeeanseesanneess 2,128 14,164 112,350 128,642
Off-balance Sheet POSITION ......ceecuieeiiciece e et e s s eeeaeeneas - - 782 782
Liabilities, CPl indexed lINKEed ........cccovvveiiiiiiiiinnniiiiiiinneeniiieieiinmssesssmsseee, 74,480 27,063 115,048 216,591
Net on-balance ShEet POSItION ........ccviiiieiicieeciecee et re e esaaeeans (57,439) 49,330 94,437 86,328
Net off-balance Sheet POSItION .......c.cccviiiiiriiiriirie et sae e 749 7,940 - 8,689

CPI Balance (56,690) 57,270 94,437 95,017
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38. 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

30.9.2016

Assets ISK EUR usD GBP DKK NOK Other Total
Cash and balances with Central Bank 84,407 333 346 180 87 36 256 85,645
Loans to credit institutions 24,528 10,662 10,534 6,260 2,100 8,279 5,894 68,257
Loans to CUSLOMETS ......ceeeveereereneene 589,563 66,275 36,896 3,227 7,831 5 12,110 715,907
Financial instruments ........ccccvvveeeenns 95,760 18,337 9,634 1,089 179 3,331 27 128,357
Investment property ......ccccceevuvveeennn. 5,113 - - - - - - 5,113
Investments in associates .................. 869 - - - - - - 869
Intangible assets .....cccvveeeviieeiciieennns 7,849 - - - 3,228 - - 11,077
TaX @SSeLS ..vvvvieiiiiiiiieeiiee s 241 - - - - - - 241
Other assets .......ccoceverienieneniiieee 21,787 666 413 85 30 31 2 23,014
Assets 830,117 96,273 57,823 10,841 13,455 11,682 18,289 1,038,480
Liabilities and equity

Due to credit inst. and Central Bank .. 7,022 2,211 64 3 - 1 74 9,375
Deposits 400,682 13,164 9,190 5,660 978 1,418 837 431,929
Financial liabilities at fair value 4,092 543 70 1 - 266 125 5,097
Tax liabilities .......ccccevveverieeicninines 5,512 - - - 242 - - 5,754
Other liabilities ......ccccoceevenenenenenee. 42,312 4,785 2,233 1,986 572 245 432 52,565
Borrowings ..... 172,822 78,595 60,154 - - 11,531 3,652 326,754
Subordinated liabilities ........c.cccccueenee - - - - - - - -
Shareholders' equity .......cccceevueenueennes 206,940 - - - - - - 206,940
Non-controlling interest .........cccceeuu.e. 66 - - - - - - 66
Liabilities and equity 839,448 99,298 71,711 7,650 1,792 13,461 5,120 1,038,480
Net on-balance sheet position .......... (9,331) (3,025)  (13,888) 3,191 11,663 (1,779) 13,169

Net off-balance sheet position .......... 8,125 3,309 13,825 (3,301) (9,433) 1,541 (14,066)

Net position .......ccceveveeeriicerininennnne (1,206) 284 (63) (110) 2,230 (238) (897)
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38. Market risk, continued

31.12.2015

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

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

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

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

Arion Bank Interim Consolidated Financial Statements 30 September 2016 48 Amounts are in ISK millions




NOTES TO THE INTERIM CONSOLIDATED FINANCIAL STATEMENTS

39. 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

30.9.2016 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 ................... 85,645 76,250 - 9,395 - - -
Loans to credit institutions ........cccevvveeeeieiineneeeeennns 68,257 33,013 31,688 3,556 - - -
Loans to CUSTOMErS .....ooveereiiriierieeeeeeeeee e 715,907 10,411 57,454 83,666 253,381 310,995 -
Financial instruments .........cccceeeeeeeeecveecceee e 128,357 11,237 5,812 3,936 51,741 13,471 42,160
Derivatives - assets 1eg ........ccccevvvveevcveescvveenannnn 64,134 - 11,570 27,638 24,392 534 -
Derivatives - liabilities leg .............cccccouevvercunnnns (59,181) - (10,313) (27,014) (21,591) (263) -
Investment property ......cccceeeeeceeeeeeniseiieeeee e 5,113 - - - - - 5,113
Investments in associates ......cccccceeevveereieeinieennne 869 - - - - - 869
Intangible assets ....cccvvveeerieieniieece s 11,077 - - - - - 11,077
TaX @SSLS .evvieiiiiiiiiieei e 241 - - - 241 - -
Other @ssets ......ccceveereereeriiineeeeeese e 23,014 2,296 5,885 1,199 711 - 12,923
Assets 1,038,480 133,207 100,839 101,752 306,074 324,466 72,142
Liabilities
Due to credit institutions and Central Bank .......... 9,375 9,316 - 34 25 - -
DEPOSILS ..t 431,929 288,634 87,987 40,856 12,334 2,118 -
Financial liabilities at fair value .........ccveeevveennnen.. 5,097 - 3,466 578 714 339 -
Derivatives - asSets leg ..........cccevvvevivencveniueenannn. (49,691) - (4,424)  (36,428) (8,445) (394) -
Derivatives - liabilities leg ............ccocuevevvevcrnnn. 51,951 - 5,053 37,006 9,159 733 -
Short position bonds and derivatives ................ 1,845 - 1,845 - - - -
Short position securities used for hedging ......... 992 - 992 - - - -
Tax liabilities 5,754 - 349 5,094 311 - -
Other liabilities .......cooveeieriieieeeeeeeeee e 52,565 16,303 11,952 1,305 5,260 6 17,739
BOITOWINES ...eeeeniiieiiieeeiieeeeieee et 326,754 - 6,848 11,839 111,896 196,171 -
Liabilities .....ccceereiiiiseeeeriiiiiineienincsineeee s 831,474 314,253 110,602 59,706 130,540 198,634 17,739
Off-balance sheet items
Financial gUArantees ........ccoccevvverceerreenieeneesvennens 22,128 2,863 2,225 7,410 2,648 6,982 -
Unused overdraft 46,311 937 9,439 17,834 18,101 - -
Loan commitments .......oevvvveeieeiiiieiiiieeiieeeeieeeees 72,205 36 16,402 14,618 36,163 4,986 -
Off-balance sheet items .........cccccceeeririiiuneennnnne. 140,644 3,836 28,066 39,862 56,912 11,968 -
Net assets (liabilities) .......cccoevveerrirueiriseeiiinennnnne 66,362 (184,882) (37,829) 2,184 118,622 113,864 54,403
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39. Liquidity and Funding risk, continued

31.12.2015
Assets

Cash and balances with Central Bank ...................
Loans to credit institutions

LOaNns tO CUSTOMENS .....evveeeiiiieeieeieeiee e
Financial instruments ........cccccocevveevieneneniencnenens

Derivatives - assets Ieg ...........cccccevevereecuenicnne

Derivatives - liabilities leg ..
Investment property .......cccccevvviieiniiiiniiiiiinicnnnn,
Investments in associates .......c.cccceveeeerieiirineennne
Intangible assets .......cccvvveeienininice,
TaX @SSEES wouereiiiieceie e
Other @SSets ....cocveeveeriienienieeiee et

ASSEES ..iirireniiiiiiiirr e eeaaaes

Liabilities

Due to credit institutions and Central Bank ..........

DEPOSIES ..uvvrrieieieiiieeee et

Financial liabilities at fair value ..........ccccceveeuennee.
Derivatives - assets 1€g ........ccccevvveeverveesivveennnnnn
Derivatives - liabilities leg ...............ccccovevcvercunans
Short position bonds and derivatives .... .
Short position bonds used for hedging ..............

Tax [iabilities .....cceeveeriereeeeeeeeee

Other liabilities ........cccccveviiiiiiiiiiiiiceee,

Borrowings ..............

Subordinated liabilities ..........ccccoceneniniiicninenn.

Liabilities .....ccevvieiiiiiiiiiiiiiiiiniinnnnneeeeeeeenn

Off-balance sheet items

Financial guarantees .........ccceceeceevienineeicninennnne
Unused overdraft ........ccccvevvevieniieeieeeeseesee e
Loan commitments ..

Off-balance sheet items .........cccccceeerercinrneeennne.

Net assets (liabilities) .....cccceririrrnneriiiiiiisscnnennnnans

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

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

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

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

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

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

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

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

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

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

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

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

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

Net Stable Funding Ratio

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

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

30.9.2016 ISK FX Total
Available stable FUNGING ......eovieeeece e e e et e e re e s re e e raeenreeaeennes 609,285 167,542 776,827
Required stable fUNING .....ooiiiiiee ettt ettt st st e e b e sbeesaeesaseas 547,024 94,140 641,164
FX imbalance . 1,293

Net stable funding ratio ........ccccveiiiiiiiiiiiiin e 111% 180% 121%
31.12.2015

Available stable FUNGING ...co..eiiiiie et sttt et saa e st e b e e naes 540,864 129,273 670,137
Required stable fUNAING .....oceieeeeeceee ettt ae et e e te e s e e saaesateesaeesseesaneennean 539,841 95,511 635,352
FX imbalance . (11,363)

Net stable fUNING ratio ......ccccccveieiiiiiiiieeeeeercrrneerr e ccrreeeesessssssnnsesssessssnnnesssessssssnsaessssssssnnnananes 100% 123% 105%
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39. Liquidity and Funding risk, continued

Liquidity coverage ratio

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

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

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

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

30.9.2016 ISK FX Total
LiQUID @SSEES TEVEI 1 ..ottt ettt st sttt be e sab e sa b b e be e bt e st e e nteeteens 140,685 15,706 156,391
[T [T Lo B T = € L=V 7Y 12kt - 4,971 4,971
LIQUI ASSEES .uuueueieiiiiiiiiiieniiiiisisnnnntsiesssssnssssesssssssssessssssssssesssessssssnsnsnessssssnssesssessssssnsassssssssansanss 140,685 20,677 161,362
[D7=T oo 1 | £SO PP PSP OP P PPRPPPPRPPRORY 102,233 15,022 117,255
MArKET BOITOWINE .vveieiiieeiiiieetiee ettt erte ettt e st e st e e st e e st e e s s e e enteeeneeessaseessasaeesabaeesnseeesnsaeanns 3,648 585 4,233

Other Cash outflows 12,312 6,599 18,911

Cash outflows 118,193 22,206 140,399

Short term deposits with other banks *** ... 16,464 33,562 50,026
Other Cash INTIOWS ..c..viiiiiiiiie ettt st st st e s e st e s be e beesbbesabesateenbeenaaenane 6,461 765 7,226
CASH INFIOWS .ceieiiieeeeiiiiccnreee e rsnee e re e s snnse s e se s e saneessssesssannesssessssssnsaessssssssnnnenssassssnneasssssssnne 22,925 34,327 57,252
Liquidity coverage ratio (LCR) **¥¥ . .. i iirrriiiiiiiiinnnniiiniinnneisinsnnnessssssssssssesssssssssssssssssssssanes 148% 372% 194%
31.12.2015

Liquid assets level 1 * 99,483 24,088 123,571

Liquid assets level 2 ** .. - 5,869 5,869
Liquid Assets 99,483 29,957 129,440
[D2=] o Yo ] 1 £ TSP PR PSP 122,275 21,640 143,915
MATKEE BOTTOWING ..evviiiiiiiieritesite et ettt e siteste sttt e sae e sat e e sbeebe et e esatessbesateenbeenbaesasesaseenbeenbaesaaesssennsas 1,502 122 1,624
Other Cash OULTIOWS .....eiiiiiiiieee ettt e et e e e e e sttt a e e e e e e saaareaeeeeeasasaeeeeeenntasseeeeennnsrees 16,296 34,749 51,045

Cash outflows . 140,073 56,511 196,584

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

Other Cash inflows 9,193 29,457 38,650

Cash inflows ....... 12,961 87,338 100,299

Liquidity coverage ratio (LCR) ¥¥¥¥* ...t se s sae s 78% 212% 134%

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

** 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 ouflows - weighted cash inflows) where weighted cash inflows are capped at 75% of weighted
cash ouflows.
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39. Liquidity and Funding risk, continued

Composition of liquid assets

The following table shows the composition of the Bank's liquidity buffer. The Bank's liquidity facility with the Icelandic Government is
set to expire at year-end 2016, which will affect the Bank's LCR.

30.9.2016 ISK usD EUR Other Total
Cash and balances with Central Bank .........cccccceeiiiiiiiiieeiiiee e 84,407 346 333 559 85,645
Short term deposits in other banks ........cccocceeeriiiiniineneecee e, 16,464 8,510 7,508 17,544 50,026
Domestic bonds eligable as collateral at the Central Bank ......c.ccceccevvenneen. 26,766 - - - 26,766
Foreign government bonds - 7,135 7,333 - 14,468
Government liquidity facility .......ccccoeevinininiie, 29,512 - - - 29,512
Covered bonds with a minimum rating of AA- .......ccccoeeeiiieveeceeree e - - 1,945 3,903 5,848
Liquidity reServe .......ccceeevvueeeiiiinisssnnneiissssssnnnenns 157,149 15,991 17,119 22,006 212,265
31.12.2015

Cash and balances with Central Bank .........ccccceeeeeiiiiieeeieciieeee e 47,357 167 252 326 48,102
Short term deposits in other banks ..........cccoeviiiieniiiniiiniineeeee 3,768 16,741 20,824 20,316 61,649
Domestic bonds eligable as collateral at the Central Bank .......cccccceevvveenne 22,614 - - - 22,614
Foreign government BONdS ........coceevveevienieniie ettt - 10,658 8,700 3,984 23,342
Government liquidity facility ......ccccceeveevieieececee s 29,513 - - - 29,513
Covered bonds with a minimum rating of AA- - - 2,122 4,783 6,905
Liquidity reServe ........ccceeveririeeiniieeenisseennsneenae 103,252 27,566 31,898 29,409 192,125
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39. 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
30.9.2016 Stable Weight (%) Stable Weight (%) deposits* deposits
RETAI 1ottt sttt 95,232 10% 39,617 5% 58,594 193,443
SIMIE <ttt 41,557 10% 4,225 5% 4,501 50,283
COrPOratioNS ...oeeueeeiiiieeitee ettt et et e e s e s e e e 52,991 40% 931 20% 5,369 59,291
Sovereigns, central-banks and PSE .......ccccccevvvveeviieeniieenieee 18,729 40% - - 1,612 20,341
Financial entities being wound up ........ccccocereiiiinininiiciinene - 100% - - - -
Pension fUNS ......cooeriiieeneeeee e 31,857 100% - - 22,200 54,057
Domestic financial entities .........cccccoirerieicninicincccice 27,041 100% - - 21,847 48,888
Foreign financial entities ........c.cocvevieerieece e 2,312 100% - - - 2,312
Other foreign parties . 6,999 100% 3,309 25% 2,346 12,654
TOtal e 276,718 48,082 116,469 441,269
31.12.2015
Retail . . . . e 86,095 10% 39,598 5% 53,599 179,292
SIMIE ettt bbbttt 37,884 10% 3,928 5% 4,327 46,139
COrPOratioNS ...oeveieeiiieeeiiee ettt eseee et e s e sbr e saneeseee 36,300 40% 823 20% 4,945 42,068
Sovereigns, central-banks and PSE .......cccccceeviieiviieeniieccieee 11,900 40% - - 1,304 13,204
Financial entities being wound up 16,948 100% - - 47,062 64,010
Pension fUNS ......cooeriiiieeeeeeee s 41,609 100% - - 35,104 76,713
Domestic financial entities .........ccceoenirvieininiciiceccceee 32,727 100% - - 11,016 43,743
Foreign financial entities ........ccccvveviieiiiie e 5,193 100% - - - 5,193
Other foreign parties 3,707 100% 3,260 25% 1,923 8,890
Total ....... 272,363 47,609 159,280 479,252

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

The Group's capital ratios are calculated in accordance with Act No. 161/2002 on Financial Undertakings. In September 2016,
amendments were made to the Act, effectively adopting parts of CRR into law. The regulation had not been fully implemented at 30
September 2016. As a result, the Act is not entirely aligned with CRR, see details in footnotes below. Capital ratios for 31 December
2015 are based on the the preceding Basel Il definitions. The Group uses the standardised approach to calculate the capital
requirements for credit risk, credit valuation adjustment, market risk and operational risk.

Capital Base 30.9.2016 31.12.2015
Lo 1= LT T TN 207,006 201,894
Non-controlling interest not eligible for inclusion in CET1 capital ........ccccoceeverriinininiiiiiciinecceeecceeeeeen (66) (9,108)
{40 LT oq 1o L= Y=Y €SS (11,077) (9,285)
I L= K PP PO PO PP PPTUPPPOPPRN (241) (205)
Equity holdings in financial SECTOr @NTITIES * .......c.ccciiiiece e e e et e e s e e saneerreereens (1,699) (3,151)
Common equity Tier 1 Capital*¥ .......cccivviiiiiiiiiniiniiii st s s s s e s an s 193,923 180,145
Non-controlling interest not eligible for inclusion in CET1 capital ........ccccoceeverriinininiiiiiciinecceeecceeeeeen 66 9,108
BT g ot ' 11 | N 193,989 189,253
Y8 o Yo o [T o =Y =Te I =] o 11 L A =TSSR - 10,365
Regulatory adjustments to Tier 2 Capital ¥ ™ ... .ottt - (771)
Equity holdings in financial sector entities * - (3,118)
General credit Fisk adJUSTMENTS ...coo.iiiiiiiicie ettt sttt st s b st e et e esaeesaaesabessbeesbeesaeesasessbessesnee 4,633 -
Tier 2 capital 4,633 6,476
BT Lo T 1 1N < T TN 198,622 195,729
Risk weighted assets

(oY Tl g 1 O (oY= o L U UPTRRPON 621,495 637,919
Credit risk, SECUNLIES AN OTNET ...c.oiuiiiiiiiiie ettt st 42,408 43,115
IMIAIKET TISK FX .ttt ettt h e h et b e s bbb e s bt e a e e b e bt e h e et e b e e bt e at e s b e s bt ebeesb e beebeeb e et enbeebeeneeneenis 2,578 38,401
MATKET FISK ORET ...ttt et b e s bbb e st e bt et et s bt st s e sbeebe e ens 10,926 7,035
Credit Valuation QdJUSTMENT ..o s e e st e e st e e e et e e s aeeesneeesasseeessseeessseeesssneesnsneannnen 815 -
Operational risk 81,441 81,441
Total risk WeIBhted @SSetS ....ccciiiiiiiiiiiiiiiiccrcrcrrrrsrrr s s ssesssssssssssssssssssssssssssssssssssssssssnsnnnen 759,663 807,911
(@Y oYTel e[0T 411 IR UUTRRRRUPR 691,293 694,803

Capital ratios

25.5% 22.3%
25.5% 23.4%

CET1 ratio .
Tier 1 ratio

Capital A0EQUACY FALI0 .ouueieitieiie ettt b e s bt e s a e et e et e e bt e s bt e eaee e b e e beesbeesabeeabe e beenbeeenbeenneanne 26.1% 24.2%
CET1 ratio, based on reviewed retained €arnings at 30 JUNE .......ccceeviierienieniieeieeneeneeseeereesieeseeeseaesaeeseeenseeneeas 24.5% 22.3%
Tier 1 ratio, based on reviewed retained earnings at 30 JUNE ......cccoiiiriiiiieiieiee et 24.5% 23.4%

25.2% 24.2%

Capital adequacy ratio, based on reviewed retained earnings at 30 June

* The Act No 161/2002 on financial undertakings states that the Bank's CET 1 holdings of instruments in financial sector entities are to be deducted from CET1, while
CRR specifies a 10% threshold for such deductions. Such deductions were previously split between Tier 1 and Tier 2 capital but now apply to the corresponding type of
capital instrument.

** The newly amended Act on Financial Undertakings does not specify all capital deductions as listed in CRR. A minor deduction due to additional value adjustments is
expected to come into effect with the full implementation of the regulation.

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

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

Capital buffer requirement, % of RWA 1.6.2016 1.1.2017 1.3.2017 1.11.2017
Capital conservation BUFFEr ..........oiuiiiiii e 1.75% 2.50% 2.50% 2.50%
Capital buffer for systematically important inStitutions ...........ccceeveeveeriiencieece s 2.00% 2.00% 2.00% 2.00%
Systemic risk BUFFEr * c..o.ouii s 3.00% 3.00% 3.00% 3.00%

Countercyclical capital buffer * - - 1.00% 1.25%
Combined capital buffer requirement .........ccccceriiiiiiiiiiiniiniinin 6.75% 7.50% 8.50% 8.75%

The Bank carries out an on-going process, the Internal Capital Adequacy Assessment Process (ICAAP), with the aim to ensure that the
Bank has in place sufficient risk management processes and systems to identify, manage and measure the 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 to its risk profile. 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 2A capital add-on, which is the result of the ICAAP/SREP, may be comprised of 56.25% CET1 capital, 18.75% AT1
capital and 25% Tier 2 capital. With the current capital structure, the Pillar 2A requirement is solely met with CET1 capital.

Fully
30.9.2016 implemented
Total capital requirement, % of RWA Current 1.11.2017
Pillar 1 capital FEQUITEMENT ....co.eiuiiiiticiictet ettt sttt s bttt b e sb e bbbt e b b eas 8.0% 8.0%
Pillar 2A capital FEQUINEMENT .....eiiiiieectie ettt ettt se e st e e st e e st aeeeseeeeneeeeneeesnseesnaseeessseeesnseeesnsaaesnseeas 4.3% 4.3%
Combined buffer requirement 6.5% 8.4%
Total regulatory capital reqUIrEMENT .........eeeeeeeeeemmeeeemmmmmmemmmmmemememememememememesemestmmsesemttrstemsestetstsmsessstssssssssssssssanes 18.8% 20.7%
J NV 11 =1 o] (=N oF- 1 = P SRRRSY 26.1% 26.1%
CET1 requirement, % of RWA
Pillar 1 CETL FEQUITEMENT c...vveeiiieeectieeeeiteeesiteeesteeestee e st eessbeeessbaeessteeesssseessseeeansseesnnseesnsseesssseeessseeessseeesnsesesnsenennsen 4.5% 4.5%
Pillar 2A CETL FEQUINEMENT ....eutiiiiiitieiietest sttt ettt sttt et b e bbb s bt e bt et e b s b e e be et et e sbeeasembesbesneennenne 2.4% 2.4%
Combined BUFfEr FEQUIFEMENT .......ccviieeciecee et et e et e e s e e saa e e be e beestaessaeesaeenteenseenneesneeensennsens 6.5% 8.4%

13.4% 15.3%

CET1 regulatory capital requirement

AVAIIaDIE CETL CAPITAl 1euviiieiiiierieeeie ettt sttt ettt e st e e teete e be e s et e saeeeabeebeesbeestsesssessteenseenseenssesnsesseenseessns 25.5% 25.5%

*The capital buffers for systemic risk and countercyclical effects only apply to domestic assets.

Leverage ratio

The leverage ratio is seen as a complementary measure to the risk-based Capital adequacy ratio. The minimum leverage ratio

requirement is 3% as stated in Act no. 161/2002 of financial undertakings.
30.9.2016 31.12.2015

ON-DAIANCE SNEET EXPOSUIES ....eeicerieiiiieitie et e e st e e st eestaeesteeasstaeeeaseeeeasaeessseeassseeassseeessseseassesannsesesseeeansseesnsseenn 1,010,192 982,348
DIEIIVATIVE EXPOSUIES ovnviiieiiieeiiee ettt ettt e sttt e sttt e sttt e sttt e s bt e e ettt e essbeeesbeeeaabeeeaasaeesasaeesasseesabseesabteesnsbeeennseesnnsaesnnnee 7,298 3,789
Securities fiNaNCiNG tranNSACTION EXPOSUIES ......ueiiiiueieitieeiiieeeiteeesteeesteeesteeesaeeesseeesseeesseeesseaesnsaeeasssesassseesnsseen 12,683 16,287
Off-balance sheet exposures . 83,711 127,675
Total @XPOSUNE ....ceeeeerererererenenenenereeeneeeeeneeeneneeenee 1,113,884 1,130,099
=T g ot ' 11 | N 193,989 189,253
[V T - 1 o O PPUPPTRPPPOPPRRE 17.4% 16.7%
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NOTES TO THE INTERIM CONSOLIDATED FINANCIAL STATEMENTS

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 2015.

43. 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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