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Key figures

Condensed Consolidated Interim Statement of Comprehensive Income

Operating income

(ISK billion)
122 12.7
3.5 3.3
6.9 7.2
Q12018 Q12017

B Other operating income
B Net fee and commission income

W Net interest income

Net earnings

Condensed Consolidated Interim Statement of Financial Position

Total assets
(ISK billion)

1,132

31.3.2018 31.12.2017

B Other assets

B Loans to credit institutions
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¥ Financial instruments

M Loans to customers

Cost to income

Return on equity

(1SK billion) (%) (%)
63.4
3.4 6.3
Q12018 Q12017 Q12018 Q12017 Q12018 Q12017
Loans to customers Equity CET1
(ISK billion) (ISK billion) (%)
782 765
400
365 23.6 23.6
204 226
31.3.2018 31.12.2017 31.3.2018 31.12.2017 31.3.2018 31.12.2017

M Individuals

B Corporates
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Endorsement and statement
by the Board of Directors and the CEO

The Condensed Consolidated Interim Financial Statements of Arion Bank for the period from 1 January to 31 March 2018 include the
Condensed Consolidated Interim Financial Statements of Arion Bank ("the Bank") and its subsidiaries, together referred to as "the Group".

Outlook

Following a period of exceptional growth the Icelandic economy is slowing down and approaching equilibrium as the output gap closes. GDP
grew by 3.6% in 2017, fueled by soaring private consumption, and to a lesser extent, continued investment growth and tourism. In 2017
investment reached a turning point when growth in business investment was dwarfed by housing and public investment. Despite this,
investment growth has been slowing down, as has export growth. It appears that tourism has passed its peak growth, at least for the time
being, with more moderate growth on the horizon. Inflation is still low in a historical context but passed the Central Bank of Iceland's
inflation target in March for the first time in four years. Inflationary pressures seem to picking up, with the exchange rate effects ebbing out
and tough wage bargaining on the horizon. The Icelandic kréna has remained strong and remarkably stable for the past couple of months,
even though nearly all capital controls have been removed and domestic investors are free to invest abroad. Arion Research predicts that
there is moderate GDP growth ahead coupled with a narrowing of the output gap, low unemployment and possibly rising inflation in the
coming months.

Operations during the period

Net earnings amounted to ISK 1,949 million for the period ended 31 March 2018 and the total equity amounted to ISK 204,245 million at the
end of the period. Return on equity was 3.6% for the period. The capital ratio of the Bank, according to the Financial Undertakings Act No.
161/2002, was 23.6% and the corresponding CET 1 ratio was 23.6%. This 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.

The main changes on the Balance Sheet from year-end 2017 are due to the purchase of own shares in February and a dividend payment in
March, a total of ISK 24.3 billion, an increase in loans to customers of ISK 17.0 billion, or 2.2%, and increased borrowings of ISK 15.9 billion or
4.1%, following a net increase in issued bonds on international markets. New lending is mainly in the form of mortgages to individuals and
corporate loans to wholesale and retail trade.

The Bank's liquidity position is strong, with a liquidity coverage ratio of 210%, see Note 40, well above the regulatory minimum of 100%. In
March 2018 the Bank issued five-year senior unsecured bonds in the amount of EUR 300 million (ISK 36 billion). The bonds were sold at rates
corresponding to a 0.65 % margin over interbank rates and bear a fixed 1.00% coupon.

In February 2018 an agreement was reached between the administrator of the bankruptcy estate of United Silicon and Arion Bank, whereby
the Bank foreclosed on its collateral and acquired all the company's main assets. The assets of the silicon plant are managed by the Bank's
newly established subsidiary Eignabjarg ehf. The Bank's objective is to sell the plant. This transaction had a minor effect on the Statement of
Comprehensive Income of the Group.

In march 2018 Arion Bank acquired the entire shareholding of VISA island ehf., a subsidiary of Valitor Group. The transaction had no effect
on the Financial Statements of the Group.

Employees

The Group had 1,299 full-time equivalent positions at the end of the period, compared with 1,284 at the end of 2017; 832 of these positions
were at Arion Bank, compared with 844 at the end of 2017. The increase in FTE's from year-end is mainly due to the growth strategy of
Valitor on international markets but is partly off-set by decrease at the Bank due to outsourcing of the cash center.

Group ownership

Kaupthing ehf. has a controlling share in Arion Bank hf. through its subsidiary Kaupskil ehf. At the end of the period Kaupskil held 55.57% of
share capital. Kaupskil ehf. also controls the 9.99% shareholding of Taconic Capital Advisors UK LLP through TCA New Sidecar Il S.A.R.L. and
6.58% shareholding of Sculptor Investments S.A.R.L., an affiliated entity of Och-Ziff Capital Management Group. Other shareholders are
Attestor Capital LLP through Trinity Investment Designated Activity Company, which holds 12.44%, and Goldman Sachs International
through ELQ Investors Il Ltd, which holds 3.37%.

In February 2018 Arion Bank hf. agreed to a buyback of 9.5% of issued share capital in Arion Bank from Kaupskil ehf., a subsidiary of
Kaupthing ehf. The decision to buy back these shares was in accordance with a decision made at a shareholders' meeting of Arion Bank on
12 February 2018. The shares are held in Treasury and are for the most part expected to be cancelled in due course. A small proportion
could potentially be retained in connection with the Bank's incentive scheme.
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Condensed Consolidated Interim Statement of Comprehensive Income
for the period from 1 January to 31 March 2018

Income Statement Notes 2018 2017
1.1.-31.3. 1.1.-31.3.*
Y A=T = AT Tele ] .4 L= N 14,162 13,723
INEEIEST EXPENSE ...veeuvietieeiieete et et e et e e teeteestee et eetseebeeebeeesseesseeabeesseasaaasseenseeseesseesssesaseenseesseenssennsas (7,254) (6,563)
NEt INTEreSt INCOME ....iiiieieciiiiiiiticiiieiieereee et ereeneeeseeseanassssesstessnssssssssessnssssssssssansnsssssssssannnsssnns 5 6,908 7,160
Fee and COMMISSION INCOME ....iiiiiiieiiieccieeeeiteeeeeteeeeetreeeetreeeetbeeeebeeeebaeesbaeeeasseeeasseeeanseeeesseeessreeesseen 8,197 6,091
Fee and COMMISSION EXPENSE ....vveeuveeireeteeciiecteeteeeteeeteeeeeebeeeseesteessseebeesteesssesaseenseeseesssasssesseenseenses (4,655) (2,761)
Net fee and COMMISSION INCOME ....coivueiiiiiiiiiiiiiicr e s e s ae e sns 6 3,542 3,330
NEt fINANCIAI INCOMIE vttt et e et e et e e et e e e ebeeeeabeeesabeeesbeeesseeeensteeeasseesanreean 7 1,340 1,230
NET INSUFANCE INCOMIE ..ottt ettt ettt e st e st e e sa e e st e e s bt e esseeeesbeeebneesanseesnnneeesanees 8 143 447
Share of profit of associates and Net iIMPAIrMENT ........ccccveeiieiieceeceee e 24 (18) (34)
Other OpPerating INCOME ......coiiiiiiiiiicice ettt ettt sbe et aesbe st 9 269 564
(7= ATy Y =38 T Tle o 1= RPN 12,184 12,697
Salaries and related EXPENSE .....c.veciicieeiiecee ettt e rte et esae e s e e e raeebeesreesrseesseeseesseesneeanteenes 10 (4,636) (4,222)
Other operating expense .... 11 (3,996) (3,834)
1201 =3 VUSSR 12 (804) (797)
INET IMPAITMENT ..ttt ettt e e e e s ar e s ab e e s sab e e sabe e e sab e e e eabeeesasaeesaneeesnneess 13 (99) 880
EQrnings DEfOre aX ..cccccceeeiiiiiiiineiiieiiicnneeesssssssneesessssesssnnsesssesssssnnesssessssssnsssssssssssnnnssssssssssnnsassssans 2,649 4,724
INCOME TAX EXPENSE ..uvieuieeeieeieeeteeteesteesteesteeeteesteesteesseeasteaaseeseaseassnessseesseessaesseessssasseenteenseensnesssesne 14 (818) (1,371)
Net earnings from continuing OPErations ..........ccceeeeeriiieiiniiieiniseeinne e 1,831 3,353
Discontinued operations, NEt OF tAX .....cviiriiriiiriiiiierte ettt es 15 118 -
NET CAININGS ...vuveeernerersssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssnes 1,949 3,353
Attributable to
Shareholders Of AriON BAnK .........cocviiiiiiieeiiec ettt et ee e et e e s rta e e e etbeeseabeeesaseeeeasaeenaseeesneeennns 1,949 3,352
NON-CONLIOIING INTEIEST ..veviieciiieeeiie et s e e e st e e e st e e e s ste e e s steeesaneeesnneeesnaeessseaennes 24 - 1
Net earnings 1,949 3,353
Earnings per share from continuing operations
Basic and diluted earnings per share attributable to the shareholders of Arion Bank (ISK) ............... 16 0.95 1.68
Other Comprehensive Income
NET CAIMINGS ...vvveeeererererrsnnsnesssssessssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssnes 1,949 3,353
Net gain on financial assets carried at fair value through OCI, net of taX .......cccccvvevieeciciieecee e 30 -
Realized net gain on financial assets carried at fair value through OClI, net of tax, transferred
10 the INCOME STAtEMENT*¥ ... ittt sttt sttt et e b bt ae et (97) -
Changes to reserve for financial instruments at fair value through OClI .........cccccviiiiiiinnneiiiiniinsnnenns 32 1,882 3,353
Exchange difference on translating foreign subsidiaries ..........ccocvvverrienieenieeniienieceeeese e 32 (59) 44
Total coOMPreRensiVe INCOME ........eueueeeeenememenenemeneneneneneneeennmnneenresnsnsnenensnensnsnensnenenesesssesesssesssesssssenses 1,823 3,397
Attributable to
Shareholders Of AriON BANK ........eeeiiiiiiieiiiiiiiiiieee ettt eceeiite e e eebare e e e e e eataeeeseeesasaeeeeeessaanreeeesennnens 1,823 3,396
Non-controlling interest - 1
Total COMPrehenSIiVE INCOME ......uuiiiiiiiiiiineiiiiiiiineeriiiiiisrersiesssessiessssssssesssssssssssessssssssssnsasssssss 1,823 3,397

Comparative figures have been changed, see Note 1.
*The Condensed Consolidated Interim statements of comprehensive Income for the period ended 31 March 2017 have not been reviewed by the Bank's auditors.

**Fair value gain of ISK 38 million would have been recognized in the Income Statement during the period if the financial assets had not been reclassified as Financial assets
carried at FVOCI, net of tax, in accortance with IFRS 9.

The Notes on pages 14 to 74 are an integral part of these Condensed Consolidated Interim Financial Statements
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Condensed Consolidated Interim Statement of Financial Position
as at 31 March 2018

Assets Notes 31.3.2018 31.12.2017
Cash and balances With CeNtral BAnK ..........ccociuuieeeeiiiiiiiee e e cesiirree e e eesiareeeeeeesaaraeeeeseessaseeeseennnnees 17 97,934 139,819
LOANS tO Credit INSTILUTIONS ....vviiiieeieieec ettt ettt et e eere e e etre e e eabeeesebeeesbeeessseesseeesnsreeennnes 18 94,961 86,609
LOGNS 10 CUSTOMEBIS ...uuiiiiiii e teaeaaee e e aeesaaeaesaseesaessaesseeeeresesraesseeeeeeeaeereaaeeeeeeaaaeaeaeeaeeeeaeaaaaanees 19 782,255 765,101
FINGNCIAL INSTIUMENTS ..eeiiiviiiitiiecciee ettt et ete e et e e et e e setbeeeeabeeeeabeeeesseeeensaeeeaseeesseeesseeesbseesnseeennes 20-22 106,415 109,450
INVESEMENT PrOPEITY ..vvviiiiiiiiiitie ettt e e e e e e e s bbb e e e e e s sabtaeeeseaabbaeeeessassbaaeeesssnssraeeeens 22 6,749 6,613
INVESEMENTS 1N @SSOCIATES eeiiiuiiiiiiiiiiiiitte ettt e ettt e s s e s bt e e s s sabbb e e e e s ssanbbeeeeessnnrbeeesessnnnnees 24 743 760
oY =T aF=d] o (=T LY =] USRI 25 13,498 13,848
TAX @SSEES .uvvvvtreeeiiittteeeeeiiitt et e e e s ettt eeesesute et e e e s e ubb et e eeeesaeb e e eeeeaann e e eeeeeannnteeeeeennbha e e e e e e e nbbeeeeeeannnrreeeeeennns 26 611 450
Non-current assets and disposal groups held for sale ..........oceeceniiiiiiiiiinine e 27 8,496 8,138
(011 YT g T =] & PPURRRRIPNY 28 20,107 16,966

Total Assets 1,131,769 1,147,754

Liabilities
Due to credit institutions and CeNtral Bank ..........ccccuieeeiiieiiiree et esrrree e eeerre e e e e e eanaee e e e e e earraeeee s 21 7,880 7,370
Deposits ... 21 453,059 462,161
Financial [iabilities @t fair VAIUE ......ccvee ittt ettt ettt e et e erbe e e eabeeesareeenanes 21 3,130 3,601
TAX JIADIIITIES ©veeeiieeeeiee et e et e et e e e e e s ae e e eabee e sbaeestaeestbeeeasbeeenseeeanseeeanreeenreeesneen 26 6,885 6,828
(04 o T=T g =T o111 o 1= S 29 55,715 57,062
Borrowings 21,30 400,855 384,998

Total Liabilities 927,524 922,020

Equity
Share capital and ShAare PremMiUM ....o.io ittt s st st esbeesasesanas 32 58,722 75,861
OLREI FESEIVES ...vveeeeeieeiteee ettt ee e e e e e e e e e e s e tbaeeeeeeeestbaaeeeeassssaeaeeeansaaaeeesaasssaseessansssasesessansrenes 32 14,880 16,774
Retained earnings 130,515 132,971

Total Shareholders' Equity 204,117 225,606

NON-CONTIOIING INTEIEST . .evieiiieeeeee ettt e e e et e et e e saae e e sae e e sabeeessbaeesnsaeesnsaeeensneesnseeenns 128 128
Total Equity 204,245 225,734

Total Liabilities and Equity 1,131,769 1,147,754

The Notes on pages 14 to 74 are an integral part of these Condensed Consolidated Interim Financial Statements
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Condensed Consolidated Interim Statement of Changes in Equity

for the period from 1 January to 31 March 2018

Total
Share capital share- Non-
and share Other Retained holders' controlling Total
premium reserves earnings equity interest equity
Equity 31 December 2017 .........cocecererrnnnrnnennscsnnssssnnnsssnens 75,861 16,774 132,971 225,606 128 225,734
Impact of adopting IFRS 9 ....ccuviieieecee e - 3 939 942 - 942
Restated opening balance under IFRS 9 ........cccceevevcrcrcnnnnee 75,861 16,777 133,910 226,548 128 226,676
NEt €arNINGS «...veeeriieeiiieeeee ettt - - 1,949 1,949 - 1,949
Realized net gain on financial assets carried at
fair value through OCI, net of tax .......ccccovevervencncreennenne. - 30 - 30 - 30
Realized net gain through the Income Statement on
financial assets through OCI, net of tax .....c.ccceveereereennen. - (97) - (97) - (97)
Translation difference .......cccevvevveecieeve s - (59) - (59) - (59)
Total comprehensive income - (126) 1,949 1,823 - 1,823
Dividend Paid ....c..ooveeueeieiereeeeeeeee e - - (7,115) (7,115) - (7,115)
Purchase of treasury stock ........ccocevvieenenneenienieniecieeene (17,139) - - (17,139) - (17,139)
Reserve for investments in subsidiaries .........c.ccceeeevveernnenns - (1,434) 1,434 - - -
Reserve for investments in associates ... - (19) 19 - - -
Reserve for investments in securities .........cccocveveeveeneenns - (426) 318 (108) - (108)
Reserve for financial instruments at FVOCl .........cccccevueennee. - 108 - 108 - 108
Equity 31 March 2018 ........ccccceeriieeriisneeinnneeninneensssseessnneees 58,722 14,880 130,515 204,117 128 204,245
Equity 1 January 2017 .......c.cceevveeerineeninsneeinneecssseesssseennne 75,861 19,761 115,590 211,212 172 211,384
NEt @ArNINGS «.eveeeriieeeiieeeriee ettt - - 3,352 3,352 1 3,353
Translation difference .........cocoeeeveneniniineneeeeeen - 44 - 44 - 44
Total comprehensive iNCOME ........ccovviiivinneniiiiiiinnnnennnnans - 44 3,352 3,396 1 3,397
Reserve for investments in subsidiaries .........ccccoeveevineenne - 859 (859) - - -
Reserve for investments in associates .......ccoccevvvevrueeneennnenn - 1 (1) - - -
Reserve for investments in securities - (467) 467 - - -
Equity 31 March 2017% .........cccooveeriimerninencnineenineeessneennnne 75,861 20,197 118,549 214,607 173 214,780

*The Condensed Consolidated Interim Statement of Changes in Equity for the period ended 31 March 2017 have not been reviewed by the Bank's auditors.

The Notes on pages 14 to 74 are an integral part of these Condensed Consolidated Interim Financial Statements
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Condensed Consolidated Interim Statement of Cash flows
for the period from 1 January to 31 March 2018

2018 2017
Operating activities 1.1.-31.3. 1.1.-31.3.*
INET CAININES -eetteeiieiiitteee ettt e ettt e e e sttt e e e e s aaat e eeeseasbb et e e e s essbb e e e e e e saseb b e eeseaannbaeeesensnnbaeeesennnbnneeesssnnnnnne 1,949 3,353
Non-cash items included in net earnings and other adjustMEeNts ........cccccverierirrieeriee e (5,987) (6,592)
Changes in operating assets and Habilities ..........c.ooiiiiiiiieie ettt be e st eeareennas (12,894) 91,676
Interest received ... . 13,113 10,467
L0 =T Ty o Y- Yo USSR (4,776) (3,896)
DiIVIAENT FECEIVEM ...ttt sttt et et e st e st e et e e bt e satesabeeabe e beesbeesab e e st e eateenbeenseesatesabeenbeenbeesanenas 95 84
INCOME TAX PAI 1eeetiieiiieieete ettt ettt st sttt s bt e s bt e s at e et e et e e bt e sutesabeeabe e atesasesabeebeesatesabesnbeenbeeseansbennee (1,158) (515)
Net cash (to) from operating activities (9,658) 94,577

Investing activities
ACUISTTION OF @SSOCIATES ...eeuviiiiiiieitie ettt ettt ettt e s ae e st e sab e e b e e s beeshbessbeeabeebeesaeeeatesabeeseenaeesaseeasean - (54)
Dividend received fromM @SSOCIATES .......coeiiriterieriet ettt ettt ettt b st besbeebe e e e b e st e et et e nteeaeeaeeneeees - 41
AcqUISItion OF INTANGIDIE @SSELS ....eovuiiiiiiiiiieete ettt sttt e s bt s b e et e e sbeesatesatesabeebeenseesaes (436) (324)
Acquisition of property and EQUIPMENT ......ccuieiieiieiieeeeereesee e see e e e seese e s e e e teeteesseessaeesseeseesseesreesssessseesseesseens (187) (262)
Proceeds from sale of property and equipment - 67
Net cash to investing activities (623) (532)

Financing activities
Dividend paid to shareholders of Arion Bank and purchase of treasury stock .........ccccoceviviiiiinininieiencnineeee, (24,254) -
Net cash used in financing activities (24,254) -
Net increase (decrease) in cash and cash @qUIVAIENTS ..........ccuieiieiiecee e s (34,535) 94,045
Cash and cash equivalents at beginning of the YEar ...t 181,898 123,933
Effect of exchange rate changes on cash and cash equivalents (1,047) 439
Cash aNd CASH EQUIVAIENTS ......cuceeviueeeeriireereereteseieseessesssesessesesssesessesessssessesessasssessesessssessasessssssesssesessesenses 146,316 218,417

Non-cash investing transactions

Assets acquired through foreclosure on collateral from customers with view to resale ............coccecveciivininiinnennn. 319 286
Settlement of loans through foreclosure on collateral from customers with view to resale .......c..ccccceevenereeneenee. (319) (286)

Comparative figures have been changed with immaterial effects on the Cash flow, see Note 1.

*The Condensed Consolidated Interim Statement of Cash flows for the period ended 31 March 2017 have not been reviewed by the Bank's auditors.

The Notes on pages 14 to 74 are an integral part of these Condensed Consolidated Interim Financial Statements
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Notes to the Condensed Consolidated Interim Statement of Cash flows
for the period from 1 January to 31 March 2018

2018 2017
Non-cash items included in net earnings 1.1.-31.3. 1.1.-31.3.*
NET INTEIEST INCOMIE ..viieieeiieeieecte ettt et e et e et et e s te e s teeesbeesbe e te e seesseeesseenseeseesseessseesseasseesssaesseenseeseenseensananen (6,908) (7,160)
Net impairment 99 (880)
INCOMIE TAX EXPENSE eiiiiiieeeeeeitt ettt ettt et e et e e e s e bbbt e e s s et bbbt e e e e s ast bt e e e e e aab b e eesseaabaneeeessaasbbbeeeessansbbeeeeeennnnnneeeeann 818 1,371
BaNK JBVY ettt ettt e et e ettt e e et e e et e e e teeeabaee e a—eeabaeea—ateahteeaaateeeanteeeanteeaaaeeeeneeeebeeeebaeeanrreeane 804 797
Net fOreign @XCNANEE SAIN ..ccviiiuiiiieiiece ettt e e e et e s te e s teeesteeste e se e seessaeenseenseeseessnessseesseenseenseans 208 32
Net gain on financial instruments ... (1,332) (1,178)
Depreciation and @amMOITIZATION ........cveieiiiieeiee et e et e et e e st e e s are e e sae e e sbeeesaaeesbaeeenee 560 508
Share of profit of associates and net iIMPaIrMEeNt ..o 18 34
Investment property, fair Value ChanGE .......ooveeieeece ettt st e e te e s e e st e eteesnaesnaennns (136) (93)
Discontinued operations, net of tax ... (118) -
(04 =Tl o= Y-SR - (23)
Non-cash items included in NEt @arNINGS ......ccceiiiiiiiiiiiiiiti e ae e (5,987) (6,592)
Changes in operating assets and liabilities
Mandatory reserve With Central Bank .........coccoeiereiiiieec ettt bbbttt ee e (170) 366
Loans to credit institutions, excluding Bank @CCOUNTS ........cooiiriiriiiiiiinieie ettt sttt re e (3,187) 15,156
[T E 3 o I o1y o] 1= SRS (19,780) (2,837)
Financial instruments and financial liabilities at fair Value ...........coooviiiiiiiiiiiccce e 3,307 8,268
Investment property . . - (460)
OTNEE @SSELS ..eiivvieiitiee et ctee e ette e et e e eeteeeeeteeesetbeeeetseeeesbeeeasseeeassasaassaeassaeeansseessaeeasseeeesseeeanseeeanseeeanseeeansaeasasseesnren (1,203) 46
Due to credit institutions and CENTIral BAnK ..........ccciuieiieiieiiiiiee ettt e e ceerttee e e e e e eree e e e e e eeabaeeeeessesbseseeesssnnsaseeaeennnns 517 1,621
DIBPOSIES +euveeteerureriieeteesteesttesteete et esteesatesabe e be e beesht e e st e et e et e et e e e hbeeate et e e baeehteeate e R be e beeehbeehbeenbe et e e bt enaaeeateebeenbaenaee (9,007) 60,792
Borrowings ...... . 19,625 13,163
Other liabilities (2,996) (4,439)
Changes in operating assets and labilities ........ccccccccvveeiiiiiiiiiinniiiiiccrnrerereccnreee e csseneeesssesssnneessessssssnnsansssans (12,894) 91,676
Cash and cash equivalents
Cash and balances With CENTral BAnK ..........cccceiiiiriiiiiiinicieeseee ettt st sne e 97,934 178,593
BaNK @CCOUNTS ..oeeiiiiiiiiieee et ecttt e e e ettt e e e e e ettt e e e e e e e e tbaaeee e e s sssaeaeeeaassssaaeaseassaseseessasssaaeseesaanssssaeeeasannteneeeennnnns 57,776 48,790
Mandatory reserve deposit With CeNntral BanK .........cooveiieiiiiiniienieniesie sttt sie st eeesteesaeesaaesaseennees (9,394) (8,966)
Cash and cash eqUIVAIENTS ........ccccueeiiiiiiiiiiiiiiiic e as e e s e ans 146,316 218,417

*The notes to the Condensed Consolidated Interim Statement of Cash flows for the period ended 31 March 2017 have not been reviewed by the Bank's auditors.

The Notes on pages 14 to 74 are an integral part of these Condensed Consolidated Interim Financial Statements
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Reconciliation of Consolidated Statement of Financial Position
transition from IAS 39 to IFRS 9 as at 1 January 2018

Reconciliation of the Consolidated Statement of Financial Position carrying amounts under IAS 39 to the Consolidated Statement of
Financial Position carrying amounts under IFRS 9 on 1 January 2018

Impact of
classifi-
cation and Impact

IAS39 measure-  of impair Total IFRS 9
Assets 31.12.2017 ment ment impact 1.1.2018
Cash and balances with Central Bank .........c.cccueeiiiiiieieecieciecece e 139,819 - (7) (7) 139,812
Loans to credit iNSTIEUTIONS ....ccveccieecieceese e 86,609 - (3) (3) 86,606
LOANS £0 CUSTOMELS ...ttt e e e e eeeeeee 765,101 486 930 1,416 766,517
Financial instruments ... 109,450 - - - 109,450
INVESTMENT ProPerty ..occeeiiiiiiiiiiiiiiicc 6,613 - - - 6,613
INVESTMENTS iN @SSOCIALES . ..vviiiiiiiiiicecce e 760 - - - 760
INTANGIDIE @SSELS ..ottt bbb 13,848 - - - 13,848
Tax assets ........... 450 - - - 450
Non-current assets and disposal groups held for sale .........cccccocevvirvininennns 8,138 - - - 8,138
(O 1 YT T =] PPN 16,966 - - - 16,966
Total Assets 1,147,754 486 920 1,406 1,149,160

Liabilities
Due to credit institutions and Central Bank .........ccoccevceerierneeneenienieenieenieeeen 7,370 - - - 7,370
DIBPOSIES -enveeeureetieiee ettt ettt st st sre e ne e 462,161 - - - 462,161
Financial liabilities at fair value ..........ccccceeiiiiiiinininiccee 3,601 - - - 3,601
TaX [HADIHIES .eeeeeeieeeee e 6,828 97 138 235 7,063
Other TabilIies .......ooviririiiei e 57,062 - 229 229 57,291
BOITOWINES ..eeeieeeiiiiiee ettt ettt et e s sttt e e e s st e e e e e sabebeeesesannaeeeesns 384,998 - - - 384,998
Total Liabilities 922,020 97 367 464 922,484

Equity

Share capital and share Premium .......oo.ooieeiinienieeeeee e 75,861 - - - 75,861
Other reserves .......cocceeeeeeenneeens 16,774 - 3 3 16,777
REtAINEd AININGS ...eovieiiiiiecie ettt sttt sttt et esaaeeaee 132,971 389 550 939 133,910
Total Shareholders' Equity 225,606 389 553 942 226,548
NON-CONLIOIING INTEIEST covvveieieeecee et e e s 128 - - - 128
Total Equity 225,734 389 553 942 226,676
Total Liabilities and Equity 1,147,754 486 920 1,406 1,149,160
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Financial assets and financial liabilites classification
transition from IAS 39 to IFRS 9

Original measurement categories in accordance with IAS 39 and the new measurement categories under IFRS 9 for the Group's financial

assets and financial liabilities as at 1 January 2018

Carrying Carrying
Measurement Measurement amount amount
category under category under under Reclassi- Remeasure- under
Financial assets 1AS 39 IFRS 9 IAS 39 fication ment IFRS 9
Cash and balances with Central Bank .... Loans Amortized cost 139,819 - (7) 139,812
Loans to credit institutions .................... Loans Amortized cost 86,609 - (3) 86,606
Loans to customers 765,101 486 930 766,517
OVerdrafts ..ccceeeeeceeesvesveneeneeeiens Loans Amortized cost 30,942 - (50) 30,892
Credit cards ......covuevvvevvveseeeeeecenennnn, Loans Amortized cost 12,040 - (11) 12,029
Mortgage 10ans ..........cccceeceeecuveveeannen. Loans Amortized cost 329,735 - 276 330,011
Other loans Amortized cost 386,606 - 715 387,321
Other loans FVTPL (mandatory) 5,778 486 - 6,264
Financial instruments 109,450 - - 109,450
Bonds and debt instruments .............. FVTPL (held for trading) FVTPL (mandatory) 11,347 - - 11,347
Bonds and debt instruments .............. FVTPL (designated) FvocCI* 40,408 - - 40,408
Shares and equity instruments .......... FVTPL (designated) FVTPL (mandatory) 36,190 - - 36,190
DeriVatiVes .......ccccoeeveeeveeeveeieeseesennns FVTPL (held for trading) FVTPL (mandatory) 7,624 - - 7,624
Securites used for hedging .. .. FVTPL (held for trading) FVTPL (mandatory) 13,881 - - 13,881
Other financial assets .........cceeeeeevvveeennes Amortized cost Amortized cost 8,948 - - 8,948
Total fiNaNCIal @SSEES ....uveeiiiiiiiiiiniiiiiiiiiieriiirnerere st s sssssssessssssssnnnesssessssnsnnansns 1,109,927 486 920 1,111,333
Financial liabilities
Due to credit institutions and
Central Bank . ... Amortized cost Amortized cost 7,370 - - 7,370
DEPOSILS wvvveeereeereeerree et Amortized cost Amortized cost 462,161 - - 462,161
Financial liabilities at fair value .............. FVTPL (held for trading) FVTPL (mandatory) 3,601 - - 3,601
Other liabilities 34,705 - 229 34,934
Accounts payable ...............cccvenuenn... Amortized cost Amortized cost 26,394 - - 26,394
Unsettled securities trading ............... FVTPL (held for trading) FVTPL (mandatory) 527 - - 527
Depositors and investors
guarentee fund ..........ccccccveevevvennn. Amortized cost Amortized cost 218 - - 218
Withholding tax ..........cceevevvencvennnnn. Amortized cost Amortized cost 1,414 - - 1,414
Sundry financial liabilities .................. Amortized cost Amortized cost 6,152 - 229 6,381
BOITOWINES w.eovveeiieniiieieeieenieeniee e Amortized cost Amortized cost 384,998 - - 384,998
Total financial labilities ......cccueiieiriiieeieiiiiirerr e e rerensnse e e s e reesnsseseeesensnnnssnnenens 892,835 - 229 893,064
Other liabilities
TaX liDilities ..........ccovveueeeeeeevvireeneeaann, Amortized cost Amortized cost 6,828 97 138 7,063

*Treasury bonds previously designated at fair value through profit and loss under IAS 39, will be held at fair value through OCI under IFRS 9.
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Notes to the Condensed Consolidated Interim Financial Statements
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Notes to the Condensed Consolidated Interim Financial Statements

General information

Arion banki hf., the Parent Company, was established 18 October 2008 and is incorporated and domiciled in Iceland. The registered
office of Arion banki hf. is located at Borgartun 19, Reykjavik. The Condensed Consolidated Interim Financial Statements for the period
ended 31 March 2018 comprise the Parent Company and its subsidiaries (together referred to as "the Group").

1. Basis of preparation

Statement of compliance

The Condensed Consolidated Interim Financial Statements 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 Condensed Consolidated 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 ended 31 December 2017. The Annual Financial Statements
are available at Arion Bank's website www.arionbanki.is.

The Condensed Consolidated Interim Financial Statements were approved and authorized for issue by the Board of Directors of Arion
Bank on 2 May 2018.

The same accounting policies, presentation and methods of computation are followed in these Condensed Consolidated Interim
Financial Statements as were applied in the Group's Consolidated Financial Statements for the year ended 31 December 2017.
Amendments to IFRS effective for 2017 did not have a material effect on the results for the 31 March 2017 except for the adoption of
IFRS 9 on 1 January 2018.

IFRS 9 replaces IAS 39 for annual periods on or after 1 January 2018. The Group elected, as a policy choice permitted under IFRS 9, to
continue to apply hedge accounting in accordance with IAS 39. The Group has not restated comparative information for 2017 for
financial instruments in the scope of IFRS 9. Therefore, the comparative information for 2017 is reported under IAS 39 and is not
comparable to the information presented for 2018. The net income of ISK 942 million arising from the adoption of IFRS 9 have been
recognized directly in retained earnings as of 1 January 2018. For further information, see the overviews for the transition from IAS 39
to IFRS 9.

Basis of measurement

New classification and measurement categories for IFRS 9 have replaced the ones used under IAS 39. For further details on the
accounting policy under IAS 39 see the Annual Financial Statements 2017. For further details on the accounting policy under IFRS 9, see
Note 42. To view the effects of the changes on individual portfolios see Financial assets and Finacial liabilites classification transition
from IAS 39 to IFRS 9.

Functional and presentation currency

The Condensed Consolidated 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 USD was 98.41 and 121.50 for EUR (31.12.2017: USD 103.70 and EUR 124.52).

Comparative figures

In the Condensed Consolidated Interim Statement of Comprehensive Income for the period ended 31 March 2018 net income from non-
current assets held for sale are presented among other operating income. Prior to the fourth quarter of 2017 net income from non-
current assets held for sale were classified as discontinued operations, net of tax. Comparative figures have been changed accordingly
by reducing discontinued operations, net of tax, by ISK 147 million, increasing other operating income by ISK 184 million and increasing
income tax by ISK 37 million. The effects on the Statement of Cash flow was shift between Non-cash items included in net earnings and
other adjustments and Changes in operating assets and liabilities of ISK 147 million.
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Notes to the Condensed Consolidated Interim Financial Statements

2. Significant accounting estimates and judgements in applying accounting policies

The preparation of the Consolidated Financial Statements requires management to make judgements, estimates and assumptions that
affect the reported amount of revenues, expenses, assets and liabilities, and the accompanying disclosures, as well as the disclosure of
contingent liabilities. Uncertainty about these assumptions and estimates could result in outcomes that require a material adjustment
to the carrying amount of assets or liabilities affected in future periods.

3. The Group

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

Operating activity Currency 31.3.2018 31.12.2017

Arion Bank Mortgages Instit. Investor Fund, Borgartun 19, Reykjavik, Iceland ..... Retail banking ISK 100.0% 100.0%
BG12 slhf., Katrinartin 2, Reykjavik, Iceland .........ccccooviriiiininiiiiniiciiiieiene Holding company ISK 62.0% 62.0%
Bjarnathing ehf., Ogurhvarf 4a, Képavogur, Iceland ..........ccccevevvverevvvereneeererenns Real estate ISK 100.0% -
EAB 1 ehf., Borgarttn 19, Reykjavik, Iceland .........cccocoreeiiiininiiiineninicieee, Holding company ISK 100.0% 100.0%
Eignarhaldsfélagid Landey ehf., Ogurhvarf 4a, Képavogur, Iceland ..........cccoc...... Real estate ISK 100.0% 100.0%
Stefnir hf., Borgarttin 19, Reykjavik, Iceland .........ccccoceecveveniniinniencniniccnee Asset management ISK 100.0% 100.0%
Valitor Holding hf., Dalshraun 3, Hafnarfjordur, Iceland .........cccceecveveeveeneennenns Payment solutions ISK 100.0% 100.0%
VISA island ehf., Dalshraun 3, Hafnarfjérdur, Iceland ............cccevevreverieerivennnnnns Holding company ISK 100.0% -
Vordur tryggingar hf., Borgartin 25, Reykjavik, Iceland ........cccoevveveeevieeceeneennnnne Insurance ISK 100.0% 100.0%

In addition the Bank holds the subsidiary Eignabjarg ehf. which is classified as Non-current assets and disposal groups held for sale, see
Note 27.

In March 2018 the Bank acquired Valitor's 100% shareholding in VISA island ehf. Combination of entities under common control, i.e.
transactions in which all the combining entities are under the control of the Group both before and after the combination, and that
control is not transitory, are outside the scope of the IFRS 3 Business combinations. Currently, there is no specific guidance for these
transactions under IFRS, therefore, as permitted by IAS 8 Accounting policies, changes in accounting and errors, the Group has
developed an accounting policy considering pronouncement of other standard-setting bodies. The assets and liabilities recognized as a
result of transactions between entities under common control are recognized at the carrying value on the transferor's financial
statements.

In March 2018 Arion Bank established the entity SRL slhf. and holds 100% shareholding in the company. SRL is defined as a subsidiary of
the Bank. SRL acquired 100% shareholding in Landey ehf., a subsidiary of Eignarhaldsfélagid Landey ehf. The transaction is defined as
combination of entities under common control.
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3. The Group, continued

In 2017 the Bank's subsidiary Valitor Holding hf. acquired two companies; IPS - International Payment Services Ltd. and Chip and Pin
Solutions Ltd. The purpose of the acquisition is to strengthen Valitor's direct channel market position in the UK as the focus has been on
partnership in that market until now. Further information on intangible assets related to those two companies are in Note 25. The
transactions are as follows:

PUIrChase Price, PAI iN CASN .ecuiiiuiiiiieieccieseese ettt st e et e s te e et e e te e te e s e e s seeesseesseasseesaeeesseesbeesseessseenseenseesseenssesnseenseansens 2,123
Asset and liabilities of IPS and Chip and Pin at fair value:

Loans to credit inStitutions (Bank @CCOUNTS) ....cccuiiiuieiiiiiiceecteestt ettt et e st e e e te e s e e sra e e st e e te e teesseeesseenseeseensaesnsesnseesnessnenns 127
Other assets (ACCOUNES FECERIVADIES) ....cc.uiiiiiiiiiie ettt ettt e st e e st e st e et e e bt e sate s b e esbeesbeesabesabeesbeenbeensaesasesaseens 758
Other assets (Property and EQUIPMENT) ...ccuic i eceeieeeeeeteeiteesee st e steeteesteesseesseeeseeseeseesseessseesseeseesssessseesseesseesssessseansesnseansees 21
Intangible assets, other than OOAWIll ..........cccoouiiiiiiiiii ettt 404
Other liabilites (ACCOUNTS PAYADIE) .....iiivieeie ettt ee s teste e e e s e e e e e e ae e teestee st seesseenteeseasnsesnseenseaseesseesssennseaseene (960)
Fair value of asset and labilities ........ccccveriiiiiiiiiiiiiiiiir s sssss s s s s s s san s e s s s s s snnnananens 350
Calculated BOOUWIIl ... s s s s s s sssssssssssssssssssssssssssssssssssssssssssssssssssssssssnsnsssnsnnn 1,773

On 1 January 2017 Vordur tryggingar hf. acquired the Bank's 100% shareholding in Okkar liftryggingar hf. Following the acquisition
Vordur tryggingar merged its two life insurance subsidiaries under the name of Vordur liftryggingar hf. Combination of entities under
common control.
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Operating segment reporting

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

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

Operating segments

The Group comprises the following operating segments:

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

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

Investment Banking is divided into Corporate Finance, Capital Markets and Research. Corporate Finance arranges the buying and
selling of companies and advises on all other major financial decisions undertaken by companies and investors such as financial
restructuring, IPO's and listing of securities. Capital Markets buys and sells securities and FX on behalf of Arion Bank's clients and
provide services regarding risk management products. Capital Markets also manages securities offerings for companies, often in co-
operation with Corporate Finance. Research is an independent research team covering the Icelandic economy and financial markets.

Retail Banking, including Arion Bank Mortgages Institutional Investor Fund, provides a comprehensive range of services in it's 24
branches all around Iceland and also through leading digital solutions featured in both an app and internet bank. This includes deposits
and loans, savings, payment cards, pension savings, insurance, securities and funds. To maximize operational efficiency the branch
network is divided into five regions clusters, with the smaller branches capitalizing on the strength of larger units within each region.
Retail Banking's brances have a total of more than 100,000 customers.

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

Subsidiaries and other divisions include the subsidiaries Valitor Holding hf., Vordur tryggingar hf., Eignarhaldsfélagid Landey ehf., VISA
island ehf., EAB 1 ehf., BG12 slhf. and other smaller entities of the Group and Market Making in domestic securities and currencies. Due
to the relative proportion of the subsidiary Valitor Holding hf. in the operation of the Group, financial information for Valitor is reported
separately in the disclosure for the operating segments.

In addition to the above operating segments, the Group presents information for the corporate Headquarters carrying out support
functions such as Overhead, Risk Management, Finance (excluding Treasury and Market Making), Legal and IT. The Headquarters
information presented does not represent an operating segment. Significant part of expenses from support functions is allocated to
operating segments in separate line in the operating segment overview, see Note 4.
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4. Operating segments Subsidi- Head-
Asset aries and quarters
Manage- Corporate Investment Retail Other and
1.1.-31.3.2018 ment Banking Banking Banking  Treasury divisions Elimination Total
Net interest income .......ccccvveeerrnnnnne 148 1,314 38 4,333 979 128 (32) 6,908
Net fee and commission income ....... 866 236 465 1,092 (82) 1,043 (78) 3,542
Net financial income ................... . 15 (161) 2 - 268 537 679 1,340
Net insurance income - - - - - 211 (68) 143
Share of profit of associates and
net impairment - - - - - 2 (20) (18)
Other operating income .........cceeuveeen. 3 - - 81 - 165 20 269
Operating income (loss) .....ccccceeeneees 1,032 1,389 505 5,506 1,165 2,086 501 12,184
Operating eXpense ........coceeeveerueenneene (382) (126) (210) (1,791) (51) (2,384) (3,688) (8,632)
Allocated expense .......ccceeveereverevennne. (219) (762) (182) (1,660) (278) (6) 3,107 -
Bank [8VY ....ccvevviriieieiecieeeieeeeen (46) (170) (10) (278) (300) - - (804)
Net impairment .... - (376) - 268 (29) 36 2 (99)
Earnings before tax .......ccccceveiiunenens 385 (45) 103 2,045 507 (268) (78) 2,649
Net seg. rev. from ext. customers ..... 304 3,768 366 8,690 (3,993) 2,246 803 12,184
Net seg. rev. from other segments .... 728 (2,379) 139 (3,184) 5,158 (160) (302) -
Operating income (l0sS) .......ccccuueeuns 1,032 1,389 505 5,506 1,165 2,086 501 12,184
Depreciation and amortization ......... - 1 - 92 - 282 185 560
Total assets ....cccvvererirenisssnnnnnnessssnnns 62,603 269,324 22,435 545,300 484,548 89,961 (342,402) 1,131,769
Total liabilities ........ccceererereieieieierenns 57,069 212,716 21,609 477,386 450,058 55,149 (346,463) 927,524
Allocated equity 5,534 56,608 826 67,914 34,490 34,812 4,061 204,245
1.1.-31.3.2017
Net interest income .......ccccvveeevennnne 146 1,656 69 3,974 1,096 324 (105) 7,160
Net fee and commission income ....... 838 176 333 996 (78) 962 103 3,330
Net financial income ......ccccccveeveeuenne 41 176 (31) 51 (270) 857 406 1,230
Net insurance income - - - - - 455 (8) 447
Share of profit of associates and
netimpairment .......ccoocceeeviieenineenne - - - - - 97 (131) (34)
Other operating income .........c.c....... 7 60 - 128 (1) 164 206 564
Operating income 1,032 2,068 371 5,149 747 2,859 471 12,697
Operating eXpense .........ceeeeevervenen. (405) (188) (194) (1,681) (47) (2,230) (3,311) (8,056)
Allocated expense ........ccceeveerveernvennne. (259) (595) (168) (1,475) (212) (2) 2,711 -
Bank leVY ...covvvveiieieiecieeceees (48) (167) (12) (271) (299) - - (797)
Net impairment ........cccceeeeeeeeeeennenns - 819 14 20 55 (27) (1) 880
Earnings (loss) before tax ................ 320 1,937 11 1,742 244 600 (130) 4,724
Net seg. rev. from ext. customers ..... 552 3,636 241 7,436 (2,743) 3,032 543 12,697
Net seg. rev. from other segments .... 480 (1,568) 130 (2,287) 3,490 (173) (72) -
Operating income .......ccceeveeeeeeenenenns 1,032 2,068 371 5,149 747 2,859 471 12,697
Depreciation and amortization ......... - - - 87 - 217 204 508
Total assets ...ccvvvvereriieiissnnnenenensssnnns 88,551 254,939 18,946 513,622 492,909 75,906  (325,225) 1,119,648
Total liabilities 82,442 198,498 15,233 442,761 451,687 46,961 (332,714) 904,868
Allocated equity ......ccovvuvereinicsisnnnnns 6,109 56,441 3,713 70,861 41,222 28,945 7,489 214,780

Income taxes and discontinued operations are excluded from the profit and loss segment information. From prior periods additional
line of allocated expense from supporting divisions to business segments has been added. Those supporting divisions are Risk
Management, Finance (excluding Treasury and Market Making), Legal, IT and CEO office. Bank levy has also been allocated to business
segments. Comparative figures for 2017 have been updated accordingly.
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4. Operating segments, continued

Subsidiaries and other divisions 2018 2017
1.1.-31.3. 1.1.-31.3.

1.1.-31.3.2018 Valitor Other Total Valitor Other Total
Net interest iNCOME ....ocvvviiiiiiiiiiiee e e 84 44 128 294 30 324
Net fee and commission INCOME ......ocuveeveecieereerieee e 1,151 (108) 1,043 1,004 (42) 962
Net financial INCOME ...ccuveeieiiieceecee e 35 502 537 312 545 857
Net insurance income . - 211 211 - 455 455
Share of profit of associates and

NEt IMPAIMMENT ..oiiiiiiiiieiecece e e - 2 2 - 97 97
Other operating iNCOME .........cceeieriininiiicicne e 1 164 165 71 93 164
Operating iNCOME .....cccuiviiiiiiiiiiiiiii s ssssssssses 1,271 815 2,086 1,681 1,178 2,859
OPErating EXPENSE ...ccuveeieereereeeereereeeeseesreeseeesseeseeessaeseeenes (1,872) (512) (2,384) (1,578) (652) (2,230)
AllOCAted EXPENSE ....veevieiieiie ettt sttt eae e - (6) (6) - (2) (2)
Net iMPaIrMENT ....ccoeeieeeecee e 36 - 36 (27) - (27)
Earnings before tax (565) 297 (268) 76 524 600
Net seg. rev. from ext. CUSLOMENS .......cocverriienienierieeieenieeee. 1,450 796 2,246 1,832 1,200 3,032
Net seg. rev. from other segments .......ccceeevevveeeveeceervesnennn. (179) 19 (160) (151) (22) (173)
Operating iNCOME ......cccevviiiiiiiiiiiii s 1,271 815 2,086 1,681 1,178 2,859
Depreciation and amortization .........c.cceceeeevininiienencniennennens 250 33 283 182 35 217
Total asSets ...cccvueeiiriiiiiieiiiiiirer e 39,483 50,478 89,961 34,294 41,612 75,906
Total llabilities ....ccccveriiiiiiirnniiiiniiineeriiieeresseeseseseaes 23,573 31,576 55,149 18,899 28,062 46,961

Allocated equity 15,910 18,902 34,812 15,395 13,550 28,945

Geographic information

United Other North

1.1.-31.3.2018 Iceland Nordic  Kingdom Europe  America Other Total
Net interest iNCOMEe ......ccevvveevieeveeniecre e 7,768 17 74 (967) 3 13 6,908
Net fee and commission income .........ccccceevveeennees 2,881 158 309 191 2 1 3,542
Net financial iNnCOMe ......ccccveevveviecieeeeeeeee, 1,306 (7) 221 (84) (89) (7) 1,340
Net insurance income .......c.cccecvevviiiiiinicniiininenns 143 - - - - - 143
Share of profit of associates and net impairment (18) - - - - - (18)
Other operating income 269 - - - - - 269
Operating income (loss) 12,349 168 604 (860) (84) 7 12,184
1.1.-31.3.2017

Net interest iNCOMEe ......ccvvveeeeiiciiiee e 7,938 95 77 (1,084) 122 12 7,160
Net fee and commission income ..........cccceeveeneene 2,717 46 29 542 (5) 1 3,330
Net financial iINCOME .....c.eevvevvveeiieeeceeccree e, 1,353 (5) (241) (4) 127 - 1,230
Net insurance iNCOMEe .......cccccveveieeeinieeinneeesneenne 447 - - - - - 447
Share of profit of associates and net impairment (34) - - - - - (34)
Other operating iNCOME .....ccceeevveeeiveeeeieeeeieeeens 564 - - - - - 564
Operating income (10SS) .....cccovvunrerireiirnnnnennranenns 12,985 136 (135) (546) 244 13 12,697
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Notes to the Condensed Consolidated Interim Statement of Comprehensive Income

2018 2017
5. Net interest income 1.1.-31.3. 1.1.-31.3.
Amortizised Fair value Fair value Total

Interest income cost thr.P/L  thr. OCI
Cash and balances with Central Bank .........ccceeevveeeeveiecieeecieeecreeecvee e, 1,275 - - 1,275 1,382
Loans .... 12,499 71 - 12,570 11,435
Securities - 95 138 233 682
(@4 =T USSR 84 - - 84 224
LY =T = AT ot o 4 TN 13,858 166 138 14,162 13,723

Interest expense
DIEPOSIES -eeeietieeitie ettt ettt s e s e e enne (3,236) - - (3,236) (3,123)
BOITOWINES .veevveetieeiieeteesitesttesteete et e s e e s e e ssreesteeseaesseeesteeteeseennaeansesnseenneas (3,987) - - (3,987) (3,413)
OBNEE ettt ettt e e e re et e et e et e e be e beeeteeeabeeabeebeentaeeaaeereens (31) - - (31) (27)
Interest expense .. . (7,254) - - (7,254) (6,563)
Net interest iNCOME .....cicvveueiiiiiiiiiiniiiiiiinrrsn e ssesesssenesennns 6,604 166 138 6,908 7,160
Net interest income from financial assets and liabilities at fair value ......... - 166 138 304 682
Interest income from financial assets not at amortized cost ...........cccuuu..... 13,858 - - 13,858 13,041
Interest expense from financial liabilities at amortized cost ...........c.c......... (7,254) - - (7,254) (6,563)
Net interest iNCOMEe .....ccoivviiiiiiiiiiiiiiii e 6,604 166 138 6,908 7,160
2018 2017
1.1.-31.3.  1.1.-31.3.
Interest spread (the ratio of net interest income to the average carrying amount of interest bearing assets) .... 2.6% 2.8%
6. Net fee and commission income 2018 2017
1.1.-31.3. 1.1.-31.3.

Net Net
Income Expense income Income Expense income
ASSEt MANAZEMENT ...vveirecieeieeee et re e ee e e naeas 1,012 (123) 889 991 (113) 878
Cards and payment SOlULION ......cccevvueeveirieniienieeeeeesee e 5,870 (4,315) 1,555 3,848 (2,488) 1,360
Collection and payment SErViCes ........cccvvereerceeriveesreereeseesenens 361 (26) 335 339 (27) 312
Investment banking .......cccoecevveenieninnieeeeeeeesese e 216 (10) 206 218 (13) 205
Lending and financial guarantees ........ccccccceeeveecceeeccieeseneen, 462 - 462 409 - 409
(04 T P TORSRUPPRR 276 (181) 95 286 (120) 166

Net fee and commission income ... 8,197 (4,655) 3,542 6,091 (2,761) 3,330

Asset management fees are earned by the Group on trust and fiduciary activities where the Group holds or invests assets on behalf of
the customers.
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7. Net financial income 2018 2017
1.1.-31.3.  1.1.-31.3.
DiIVIAENT INCOME ..ttt ettt b e bt st ettt e bt e b e b e eb e e at e e e eb e ebeesbe bt ebeebeenbenbesbeeneenneneenne 95 84
Net gain on financial assets and financial liabilities mandatorily measured
at fair value through Profit OF [0SS ......cuiiieiiiecece e s e e e ste e steessae e teeteeseesseesnsenns 1,106 -
Net gain on fair value hedge of INtErest rate SWaP .....cccieecciie e et e e e et e e e rae e e aaeesaeeeeans 226 59
Realized gain on financial assets carried at fair value through OCI* ..........ccooviiiiiniecce e 121 -
Net gain on financial assets and financial liabilities classified as held for trading (IAS 39) ....cecovevieeiieecieecieeciens - 12
Net gain on financial assets and financial liabilities designated at fair value through profit or loss (IAS 39) ......... - 1,107
Net foreign eXchange SaiN (0SS) .....eiuiiriiriirieeeee ettt ettt st e st e e beesae e s s beebeebeenbeesaeesaseens (208) (32)
Net fINANCIAL INCOME ...cciieeieieieeccccee e e e e s e rere s e s e s e s e se s e sesesesesesesesesesesesesesesesesssssesnensnnns 1,340 1,230

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

Equity instruments mandatorily measured at fair VAlUE ........cc.eoveiiiiriieiicecrese et 1,083 -
Debt instruments mandatorily measured at fair Value ........ccccoceviiiiiiiiniiie e 76 -
LTV 14 =L S (57) -
4 -

Net gain on financial assets and financial liabilities mandatorily measured

at fair value through profit or 10Ss ........cccceiiieiiiiiiiiiiiii e 1,106 -
Net gain on fair value hedge of interest rate swap
Fair value change of interest rate swaps designated as hedging iNStruments ..........cccceevveriercecveeceesee e e 253 (256)
Fair value change on bonds issued by the Group attributable to interest rate risk ........cccccoveevviniiniininnieniene, (27) 315
Net gain on fair value hedge of interest rate swap ............... 226 59
Net gain on financial assets and financial liabilities designated at fair value through profit or loss (IAS 39)
Equity instruments designated at fair VAIUE .......ccueeiieiiecee ettt - 752
Interest rate instruments designated at fair value - 355
Net gain on financial assets and financial liabilities designated at fair value through profit or loss (IAS 39) ..... - 1,107

*Realized gain on financial assets carried at fair value through OCI comprises gain previously recognized in the Income Statement under IAS 39. With the adoption of
IFRS 9, 1 January 2018 the total amount of unrealized gain on financial assets carried at fair value through OCI, net of tax was transferred to reserve for financial
instruments carried at fair value, net of tax, see Note 32. Upon disposal realized gain on financials assets carried at fair value through OCI transferred to the Income
Statement in accordance with IFRS 9, as the Bank elected not to restate comparative figures.

8. Net insurance income

2018 2017
Earned premiums, net of reinsurers' share 1.1.-31.3.  1.1.-31.3.
Premiums written 3,587 3,641
Premiums WEItEEN, FEINSUIEIS' SHAIES ......viiiciiiiciee ettt e et e eta e e s eaaeeeebve e e tseeeeaseeeesbeeesnteeesaseeenns (89) (102)
Change in provision for UNArNed PreMIUMS ......c..cceeiieiieeiieeseeseeeteeste e e e teesaeeteesseesseesasessseesbeesseesssesssasnsesnsenns (1,056) (1,400)
Change in provision for unearned premiums, reinSUrers' SNAre ........ccvcvevverieereenierese et - (3)
Earned premiums, net of reinSurers' SNare ... ss s e sess s e s s s s s s s s s e s s ssssssssssnnnn 2,442 2,136
Claims incurred, net of reinsurers' share
(@1 0 o T 1o PSR SRSt (1,851) (1,470)
Claims Paid, rEINSUIEIS' SNATE ..c.iiiiiiiiiieeiie sttt e rte et et et e st e e beesbeesaeesebeesbe e beeseensaesnseenseenseensessssesns 30 17
Change in provision for claims .. (468) (253)
Changes in provision for claims, reiNSUIErs' SNAIE ........ccceviiriiriiiiiicreeserte ettt ae e s aeeseeensees (10) 17
Claims incurred, net of reiNSUrers' SNAre .........cccceeccccreeeieiecccreeeerecccsseeeeessesssseeesesesssnnnesssesesssnneessssssssnnnenns (2,299) (1,689)
NEt iNSUFANCE INCOME ...uuuuuiiiiiiiiiiiiiiiiiiiiiiiieeeiiiisteteeiisisasteeessesssssseeesesssssssseesssessssssneessesssssssnessssesssssseesssns 143 447
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9. Other operating income 2018 2017
1.1.-31.3.  1.1.-31.3.
Fair value changes on iNVESTMENT PrOPEITY ...cccvirieriiriieereeseeeteete et e st e sae e teeae e aeesreesraessbeebeesseessaesseeenseeseansens 136 93
Net gain on non-current assets held fOr SAIE .......uiii it e e e e eaee e eaes 75 184
OENEI INCOME <.ttt a et bt bt h e b st e e h e e s et e e bt e st e e e e bt e ae et e bt eh e e bt et e sbeebeenbenbenbeeneenennens 58 287
Other operating income 269 564
Net gain on non-current assets held for sale
Income from real estates and OTNEI ASSETS ......c..ciiiiiiiriirieeeee ettt st s 149 266
Expense related to real estates and Other @assets .........coceeveerieriieeiieeneenee e (74) (82)
Net gain on non-current assets held fOr SAlE ........cciiiiiiiiiiiiiiieiiiniccerers e ssenssesesssssnnsesssssssssnnnanes 75 184

Net gain on non-current assets held for sale are classified as other operating income in these Condensed Consolidated Interim Financial
Statements. In prior years it was classified as discontinued operations, net of tax. Comparative figures have been changed accordingly,
see Note 1.

10. Personnel and salaries

2018 2017
Number of employees 1.1.-31.3. 1.1.-31.3.
Average number of full-time equivalent positions during the period 1,290 1,209
Full-time equivalent positions at the end of the Period ...........ccccvieiiriiiiiniii e, 1,299 1,204
Number of employees at Arion Bank
Average number of full-time equivalent positions during the period 832 833
Full-time equivalent positions at the end of the PEriod ..........ccccieiiiiriiiriinieeee e 832 827
Salaries and related expense
=1 =L LTS 3,735 3,391
Defined contribution pension plans 536 487
T 1TV €= o 1a=T =D o 1= S USRRPN 496 430
Capitalization of salaries, due to internally developed SOftWaAre .........cccocueereiniiniiiiieeseeeee e (131) (86)
Salaries and related exXpense .........cccecverererererisisissssssnnnns 4,636 4,222
Salaries and related expense for Arion Bank
=1 L LTSRS 2,450 2,397
Defined contribution pension plans .. 353 343
SAIArY-TEIATEA EXPENSE .. .vveeeeiee ettt ettt ee e tee et e e et e e st eesbe e e e taeeetaee e st eeansseeansseeesseeansseeensseeessseeesnseeeansaeaansneanns 363 364
Salaries and related EXPENSE .....cccvvveiiiiiiiiiiiniiiiiiiiiietiiiiiiisstessiesssssserssesssssssssesssssssssssssssssssssnsasssssssssnsanssess 3,166 3,104

During the period the Group made a provision of ISK 123 million (Q1 2017: ISK 146 million) for performance plan payments, including
salary-related expense, of which the Bank made a provision of ISK 106 million (Q1 2017: ISK 128 million). Forty percent of the payment
is deferred for three years in accordance with FME rules on remuneration policy for Financial Undertakings. At the end of the period
the Group's accrual for performance plan payments amounted to ISK 833 million (31.12.2017: ISK 942 million), of which the Bank's
accrual amounts to ISK 686 million (31.12.2017: I1SK 762 million).
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11. Other operating expense 2018 2017
1.1.-31.3.  1.1.-31.3.

AdMINISTrAtION EXPENSE ..veeuviireieeuieeieeiteeseeste et esteesteesseessteeeeeseesseesseessseaseesseesssessseasseesseesssasseeensesssesssessseesssessens 3,202 3,101
Depositors' and INVestors' GUArantee FUNG .........ccueeiiiieiiiiieeciie et et et eeetaeeseaee e s sabe e e sabeeessbaeesnsaeassaeessseesnnen 214 205
Depreciation of property and EQUIPMENT .......ccciiiiiiiieiecieeree sttt steeseesaeesaeesteesseessaeeseeseesseesseesssesnseenaes 205 211
AMOrtization Of INTANGIDIE SSEES .....eiiiuiiieiie e e ee et e e e re e e s ae e e sbe e e sbaeesataeessaeessaeesanseesnnnes 355 297
Other expense 20 20
Other OPErating EXPENSE ....uiiiiiiiirrreiiiiiiiirstetsiiisissssstsessssssssssssssssssssssesssessssssssssssssssssnssssssssssssssssssssssssnnsssssssss 3,996 3,834

12. Bank levy

The Bank levy is 0.376% on total debt excluding tax liabilities, in excess of ISK 50 billion. The tax is assessed on Financial Undertakings
but non-financial subsidiaries are exempt from this tax.

13. Net impairment 2018
1.1.-31.3.

Net change in impairment of cash and balances With Central Bank ...........ccviiieriiecieieereecee et ae e (9)
Net change in impairment of Ioans to credit INSTItULIONS ........ccocviiiiiiii e (20)
Net change in impairment of loans to corporates (491)
Net change in impairment of loans to individuals 371
Net change in impairment of financial instruments carried at fair value through OCI, net of taX .......ccccevvierierieiieenieneeniee (21)
Net change in impairment of loan commitments, guarantees and unused credit facilities .........cccocevveeveerievcecce e, (314)
Net impairment on financial instruments .........cccceevuueerennne. (484)
Increase in book value Of [0ANS t0 COMPOTALES .....coviiriiiiiiieeriierte ettt sttt st s e e be e be e bt e s besateebeesbeesasesabeenbeesaeesanens 17
Increase in book value of loans to individuals ... 368
Other value changes 0N J0ANS .......uiiiiiiiiiiiiniiiiiiiiieeriiiinrersisssssstesesssssssssssessssssssssssssssssssssnsssssssssssnsassssssssssssssssssssssansanss 385
NEt IMPAITMENT ...ceviiiiiiiiirtiiiirrrt et ssssssnesssessssasssssessssssnsnessssssssnssesssessssssnsssssssssssnsanssssss (99)
2017

Net impairment under IAS 39 1.1.-31.3.
Net change in impairment of |0aNS t0 COMPOTALES ......cciiiiiiiieie et esee ettt te e te e st e e s e e s ateete e aeessaeersessseesseesrnessseenes 671
Net change in impairment of 10aNs tO INAIVIAUAIS .........coiiiiiiiiiiii e (35)
Net change in collective iMPairMENT ON JOBNS .....cccuuiiiiiiieiiee et e s e e see e e st e e st e e sae e e sbeeesabeeessbaeesssaeeeseeeennseeennseenn (429)
Lo V1o T TN £ T o T T 207
Increase in book Value Of [0ANS t0 COMPOIALES .....uiviiriiiiieiieiiesie ettt ettt e ste e st esae s beete e seesseesaseenseenseesasesasesnbessaeessnens 288
Increase in book value of 10aNns t0 INAIVIAUALS ......cc.eeiiiriiiieiee ettt s st e b b e st e s eebeesbee e 385
Net IMPAIrMENT ...t s st s s s s sssssssssssssssssssssssssssssssssssssssssssnes 880
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14,

15.

16.

Income tax expense 2018 2017
1.1.-31.3.  1.1.-31.3.
CUITENT TAX EXPEINSE ..netieiiiieeeiitee ettt e ettt e ettt e et e s este e eaae e e sbe e e sbe e e e bt e e e ass e e e mse e e sneeaaaseeeaaseeesabseesasbeesnbeeeanseeeanneesannee 898 1,524
Deferred tax expense (80) (153)
Income tax eXPENSE ......ceeeeeeeeereremereneneneeeeeenenenn 818 1,371
2018 2017
Reconciliation of effective tax rate 1.1.-31.3. 1.1.-31.3.
EQrnings DEFOIE TaX ...ccuvieieecieeiiccie sttt s e st e et et e e esnae et e eneennnennes 2,649 4,724
Income tax using the Icelandic corporate tax rate ..........cceceevvenenenieieneneneeneeen 20.0% 530 20.0% 945
Additional 6% tax on Financial Undertakings ........ccccceevieeeiierinieeinee e siaee s 6.2% 165 4.9% 410
Non-deductible expenses .. 0.0% 1 0.0% (8)
TaX EXEMPE FEVENUE ...eeeuveeeeieeereeteereesteesteeseeeesteeteestsesssessteeseesseesseesssessseesseesseesseessseanees (10.5%) (278) (4.4%) (257)
NON-AEAUCEIDIE TAXES ..eoviiiiieiiieiiett ettt et et aees 6.1% 161 2.0% 159
Tax incentives not recognized in the Statement of Comprehensive Income .................. 9.7% 258 0.0% (17)
Other changes (0.7%) (19) 0.8% 139
|3 Yo (VR - ) O - | -3 N 30.9% 818 29.0% 1,371
Financial undertakings pay 6% additional tax on taxable profit exceeding ISK 1 billion.
Tax exempt revenues consist mainly of profit from equity positions.
Discontinued operations, net of tax 2018 2017
1.1.-31.3.  1.1.-31.3.
Income from diSCONTINUE OPEIAtIONS ....cveiriiiiiieieeiterte ettt sttt ettt st e te e te e bt e s et e sabeenbeesbeesasesaseennas 148 -
INCOME TAX EXPENSE ..uvieuvieeeeeueeereeiteesteesttessseesteesteesseassseasseesseasssansseasseasseesseesseessssasseesseenssanseeasseensesseesaesseesssensses (30) -
Discontinued operations, NEt Of taX ....ccccvveriiiiiiiiinneiiiiiiiinieriieiissnereiessssssssessssssssssnsssssssssssnsessssssssssnanssssssnns 118 -

Net gain on non-current assets held for sale are classified as other operating income in these Condensed Consolidated Interim Financial
Statements. Prior to the forth quarter of 2017 it was classified as discontinued operations, net of tax. Comparative figures have been
changed accordingly, see Note 1.

Earnings per share Continued and
Continued Discontinued discontinued
operations operations operations
2018 2017 2018 2017 2018 2017

1.1.-31.3. 1.1.-31.3. 1.1.-31.3. 1.1.-31.3. 1.1.-31.3. 1.1.-31.3.

Net earnings attributable to the shareholders of Arion Bank .. 1,831 3,353 118 - 1,949 3,353

Weighted average number of outstanding shares

for the period, Million .........cccooiiiiiiniieeee e 1,930 2,000 1,930 2,000 1,930 2,000

Basic earnings per share .........cccvceeeieiiiiinneneniinninnnenninnnsnneen 0.95 1.68 0.06 - 1.01 1.68

There were no instruments at the end of the period that could potentially dilute basic earnings per share (2017: none).

Arion Bank Condensed Consolidated Interim Financial Statements
31 March 2018 Amounts are in ISK millions

25




Notes to the Condensed Consolidated Interim Financial Statements

Notes to the Condensed Consolidated Interim Statement of Financial Position

17. Cash and balances with Central Bank 31.3.2018 31.12.2017
(01 o e T o T 4 =12 e RSSO RSSO RRT RPN 7,038 9,954
Cash WIth CeNTral BANK .....cc.uvveeieiieieieee ettt e ettt e e e e e e aaae e e e e seeabaaeeeeeseatbaeeeeeeassbaeeeeeasnsseeeesennanes 81,502 120,641
Mandatory reserve deposit With CeNtral BanK ..........cccvecuiiiiiiieeiiecieeseesee s eeese e e saeesae et e saeessaeesteeseesseesseenes 9,394 9,224
Cash and balances With Central BanK ...........c.eeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeemeeeeerereeeeereeeeeeeesseeseesersesssssmssssessessesesesessees 97,934 139,819

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

18. Loans to credit institutions

20 ool 1U 1 £ PRURRUPRPRS 57,776 51,303
LAY/ Lo o TNV 0 4 =T = A (o T LRSS 32,270 32,309
(@4 01T To -1 RO SPRRPSPRPRPRE 4,915 2,997

94,961 86,609

Loans to credit institutions

19. Loans to customers Individuals Corporates Total
Gross Gross Gross

carrying Book carrying Book carrying Book
31.3.2018 amount value  amount value  amount value
OVEIArafs ..o.eeieierieeeeeeee e 14,821 13,723 20,909 19,772 35,730 33,495
Credit Cards ..o 10,164 9,960 1,178 1,152 11,342 11,112
Loans to customers at fair value ........cccceeeeveeeeneeccieeccreecee. - - 6,339 6,339 6,339 6,339
Mortgage loans .. ... 320,681 319,811 20,448 20,391 341,129 340,202
OLher l0ANS ...eeeeiiieeeeeeee et 33,274 30,958 366,917 360,149 400,191 391,107
LOaNs t0 CUSTOMENS ......eeeieeiiiiiinnniiiiiiiinnieeeenicsnnnneeensssssnnnn 378,940 374,452 415,791 407,803 794,731 782,255
31.12.2017
OVEIArafs ..oc.eeieieieeeeie e 14,469 13,438 18,778 17,504 33,247 30,942
Credit Cards ..o 11,133 10,931 1,123 1,109 12,256 12,040
MOrtgage l0aNS .....covveiriieiieeeeeeeee e 311,507 310,318 19,632 19,417 331,139 329,735
Other loans ..... . 33,629 30,600 368,312 361,784 401,941 392,384
T3 E38 {0 I o1V o T =T Y 370,738 365,287 407,845 399,814 778,583 765,101

The total book value of pledged loans that were pledged against amounts borrowed was ISK 183 billion at the end of the period
(31.12.2017: ISK 183 billion). Pledged loans comprised mortgage loans to individuals.

Further analysis of loans is provided in Risk Management Disclosures.

20. Financial instruments 31.3.2018 31.12.2017
BONAS @Nd DL INSTIUMENTS ..eeiiiiiiiiiiiieiiiieeee ettt eeee e e e e et e e e e e esaaaaeeeeeessaaaaeeeeessataseeeeseebbssseeessssbasesssessnreees 56,698 51,755
Shares and equity instruments with variable income 24,220 36,190
DIBIIVATIVES ...oiieiieeiiieeee e e e et et e e e et b bbb b bbb bbb bbbt aaabaaaebaassaasasaeaaes s e aea e e e e e e e e e e e e e e e e e e e aetaaaaaaaaaaaaaaaaaaaaaaaaaaaaaaees 7,650 7,624
Securities used for €CONOMIC NEAZING ....cccviiiiiieeecee e e s e e e sta e e e sae e e ssreesaaeeesreeensaeas 17,847 13,881

106,415 109,450

Financial instruments
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21. Financial assets and financial liabilities

IFRS 9 measurement categories for the Group's financial assets and financial liabilities as at 31 March 2018.

Manda-

Amortized Fair value torily at
31.3.2018 cost through fair value
Loans OCl trough P/L Total
Cash and balances with Central Bank ...........coocueeeeeiieiiiieeee et eeecirreeeeeeeevaeeeeeeeennnns 97,934 - - 97,934
Loans to Credit iNSTITUTIONS .....vviiicieeie e e e e e e e e araaeeeeean 94,961 - - 94,961
LOANS £0 CUSTOMEIS ...ttt e e e e e e e e eeeeeeeeeeeeee 775,916 - 6,339 782,255
LO@NS ceiiiiiiienneeeiiiisnneeenssesssnnnensssssssnnnensssssssssnsassssssssnnsansssans 968,811 - 6,339 975,150
Bonds and debt instruments
I =T SR - 39,760 14,191 53,951
UNTISTEA ottt ettt et et et e s be e st e be s b e e beess e besbees s e s eseaseensensansas - 2,382 365 2,747
Bonds and debt instruments ........ccccccceieiiiienciiiniiiennnneceneeeenn. - 42,142 14,556 56,698
Shares and equity instruments with variable income
Listed .... - - 8,085 8,085
UNJISTEA ...ttt et e et e e s e e e e abeeesbaeesebaeessbeessbeeenbeeennraeennnes - - 12,248 12,248
Bond funds with variable income, unlisted™ ..........ccoovveeviiieiiiiiiiiee e - - 3,887 3,887
Shares and equity instruments with variable income ............. - - 24,220 24,220
Derivatives
OTC EIVALIVES ..eevviriieeiieriiesiieete ettt et st et e st e satesabesabeesbeesbeesabessbeenbeeseensaesssesnseenseas - - 7,346 7,346
Derivatives used for hedge accounting . - - 304 304
Derivatives ......ccceeviiiiiiiiniisiiissnnsnnnees - - 7,650 7,650
Securities used for economic hedging
Bonds and debt instruments, lISted .........cuevvirrieiriinierieeie et - - 6,966 6,966
Bonds and debt instruments, UNlSted ...........eevveiieeiiiiiii e - - 184 184
Shares and equity instruments with variable income, listed ...........ccccceviniineninnnnnens - - 10,685 10,685
Shares and equity instruments with variable income, unlisted ..........ccccccovevviiieicieennns - - 12 12
Securities used for economic hedging ........c.ccceeuueee - - 17,847 17,847
ACCOUNLS FECEIVADIE ..ttt ettt et st be e sae e st 8,472 - - 8,472
Other fINANCIAT @SSELS ...c.uviiieeee ettt e et e e e e eate e e e be e e sbee e ebeeeereeas 3,306 - - 3,306
FINANCIal @SSELS ..ccvvuueiiiiiiiiiiiiiiitictc et s 980,589 42,142 70,612 1,093,343
Financial liabilities
Due to credit institutions and Central Bank . . 7,880 - - 7,880
[T T 1 £ SRS 453,059 - - 453,059
BOITOWINES ..ttt ettt ettt ettt e sttt e sttt e e st e s sttt e st e e st b e e s bt e e eabaeesasbeesnbeesnseesnaseeesabees 400,855 - - 400,855
Short POSItIoN IN DONAS ...ccueeeeceieecee e e e ae e e aaeaens - - 877 877
Short position in equity .. - - - -
DEIIVATIVES oot ——————————————————— - - 2,003 2,003
Derivatives used for hedge acCoUNTING ......c.covvirieriiieiieeieereee e - - 250 250
Other financial lAbIlITIES .......cooeeiiiieei et ae e e e e e 30,480 - - 30,480
Financial liabilities 892,274 - 3,130 895,404

*Including share certificates in funds with underlying high rated bonds, as part of the Bank's liquidity.

For futher information on the transition, reclassification and measurements at 1 January 2018, see Financial assets and Finacial
liabilites classification transition from IAS 39 to IFRS 9.
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21. Financial assets and financial liabilities, continued

Designated
31.12.2017* Amortized at fair
Loans cost Trading value Total
Cash and balances wWith Central Bank .........ccceoeoveeieieiieiiieccieeccee e e 139,819 - - 139,819
Loans tO Credit INSTITULIONS ..vvviiiiiiiiiiee ettt e e eeeatba e e e e esaraaeeeeens 86,609 - - 86,609
[Io =T K o TR LU 1) o 41T 3N 765,101 - - 765,101
o - T L3N 991,529 - - 991,529
Bonds and debt instruments
Listed - 2,452 46,638 49,090
L7111 PSSR - 23 2,642 2,665
Bonds and debt iNStrUMENTS .....ccceeeieieiiiiiiieicicicicrereee e eeeeseeesesesese e s e s s s s e ssesessssnenenen - 2,475 49,280 51,755
Shares and equity instruments with variable income
[ T U - 1,677 5,380 7,057
L7111y SRS - 1,303 10,397 11,700
Bond funds with variable income, unlisted** - 1,782 15,651 17,433
Shares and equity instruments with variable income ............. - 4,762 31,428 36,190
Derivatives
(O O e [T S 17 | V7= RPN - 7,544 - 7,544
Derivatives used for hedge acCoUNTINgG ........ccovevieriiiriiiiriieneee e - 80 - 80
DEIIVATIVES ceuveieeeieeeinneieieieitieneieeeeettennnsseeestensasssseessessnssssesesessnsnssssssessnsnssssssessnnnnssnsnes - 7,624 - 7,624
Securities used for economic hedging
Bonds and debt instruments, [ISTed ........c..veveeeiiciiiiee e - 6,024 - 6,024
Shares and equity instruments with variable income, listed ...........cccoceviniininininnnnnens - 7,846 - 7,846
Shares and equity instruments with variable income, unlisted ..........ccccocoverviiiecieennnns - 11 - 11
Securities used for economic hedging .......cccccevviiveeriiiiiiinnnnneiiiniinnnnnnneesnsnsnen. - 13,881 - 13,881
Other fINANCIAL @SSEES ..eivuviiiiiieinie ettt sttt s e e sb e sbaesasesaeas 8,948 - - 8,948
FINANCIAl @SSEES ..uuiiiiiiieniiiieitienecieeetteeneeeeeeteennssseeestessassssesssessnssssssssesennnssssssessnnnnnnn 1,000,477 28,742 80,708 1,109,927
Financial liabilities
Due to credit institutions and Central Bank ...........ccccveeeeeiiiiiiieeeeeciiieee e e eeennneens 7,370 - - 7,370
DIBPOSIES +eeuvveeureeteenieerteste et e steesteestteebe e beesteesseessteete et e e nreesaeesabeenbe e be e beentaeenteenteeteeneas 462,161 - - 462,161
BOTTOWINES ..vvetieeiiiiiieee ettt e ettt e e e st e e e s sttt e e e e s st tb e e e e e s s atateeesesasbaeeeesssannneeeessnns 384,998 - - 384,998
ShOrt POSILION IN DONTS ...ocuviiiiiiieiie et st sab e e beesbeesaeens - 1,467 - 1,467
Short POSItION IN EQUILY .eeeeeveieiiiieciie ettt et e et e st e e st e e s naeaenaeeesaeeenns - 67 - 67
DEIIVATIVES oottt bbb bbb ———————————————— - 1,722 - 1,722
Derivatives used for hedge aCCOUNTING .....ccuveeiiiieeiiieeee e - 345 - 345
Other fiNnanCial lIADIlITIES ......oiiiiiiiiiieiceeeee e eeaa e e e eeaans 34,705 - - 34,705
Financial liabilities 889,234 3,601 - 892,835

*Comparative figures have not been restated in accordance with IFRS 9.

**Including share certificates in funds with underlying high rated bonds, as part of the Bank's liquidity.
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21. Financial assets and financial liabilities, continued

Bonds and debt instruments measured at fair value, specified by issuer Mandatorily
31.3.2018 FVOCI FVPL Total
Financial and iNSUFANCE @CHIVITIES ...c.vviieveeeeieeeeieeecieee ettt eeteeeeeteeeeeteeeeetreeeeaneeeeareeeeabeeesabeeesbeeesnseeenns 2,756 4,380 7,136
Public sector 33,459 9,477 42,936
(O] g o To] =) {1 PP PP PPPPPPROPPPPP 5,927 699 6,626
Bonds and debt instruments at fair Value .......ccceeeeiiiiiiiiiiiciicicrcrcrcs e ssseseses e s es e s e s e s e s s s nnen 42,142 14,556 56,698

Designated

at fair
31.12.2017* Trading value Total
Financial and iNSUFANCE @CLIVITIES ...c.uviiiueeeeieeecee ettt e e et e eere e e eaeeeebee e sbeeesraeesnraeeens 1,575 4,415 7,136
U1 o] [Tl Y=Yt o] USRS 823 38,389 42,936
Corporates 77 6,476 6,626
Bonds and debt instruments designated at fair Value ........cccccceeiiiiiiineenenniiicnsnnneneneccssneneeessseseens 2,475 49,280 56,698

*Comparative figures have not been restated in accordance with IFRS 9.

The total amount of pledged bonds was ISK 10.7 billion at the end of the period (31.12.2017: ISK 13.4 billion). Pledged bonds comprised
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 recognized at fair value on a recurring basis, the Group determines whether transfers have occurred
between Levels in the hierarchy by re-assessing categorization (based on the lowest level input that is significant to the fair value
measurement as a whole) at the end of each reporting period. On 1 January 2018 the Group implemented IFRS 9 and as a result of the
implementation assets previously measured at amortized cost were reclassified to mandatorily measured at fair value through profit
and loss. The reclassified assets are measured as Level 2 assets.

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

31.3.2018

Assets at fair value Level 1 Level 2 Level 3 Total
[ o =T F o TR oL U 1) o 1 41 =] 3RS - 6,148 - 6,148
Bonds and debt iNSTFUMENTS .....oocviiiiiiieciec et e ebee e e rae e e 39,818 16,842 38 56,698
Shares and equity instruments with variable iNCOME .........ccccveeriieeiciiece e 5,213 17,872 1,135 24,220
DEIIVATIVES oottt bbb —————————————————— - 7,346 - 7,346
Derivatives used for hedge aCCOUNTING .....c.ceeecvieiciiie it - 304 - 304
Securities used for economMIC hEdGING ......cccvevviiiiiiiieiieiee e 17,496 351 - 17,847
INVESTMENT PrOPEITY «.eeeeiiieii ittt e e et e e s s s bre e e e e e s sabbaeeeeessnnenes - - 6,749 6,749
ASSELS At FAIF VAIUE ....uuieieieiieirieieeieeceecesieesesesessesssssssennsssssssssssssssssssssssessssssssssssnssnnnne 62,527 42,715 7,922 113,164
Liabilities at fair value

Short POSItION IN DONAS ...eoviiiiiciececee et aeereenbeas 877 - - 877
DEIIVATIVES oo ——————————————————— - 2,003 - 2,003
Derivatives used for hedge acCOUNTING ....ccevveriiriierierierte e - 250 - 250
Liabilities at fair VAIUE ....cceeuueieiiiiieeeiiriiteeeeecceeeteeeeneeeeererennssseseserensnssesssessnsnnsensseseens 877 2,253 - 3,130
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22. Fair value hierarchy, continued

31.12.2017

Assets at fair value Level 1 Level 2 Level 3 Total
Bonds and debt INSTIUMENTS .....cciiiiiiiiiiee ettt eeerrr e e e e eebare e e e e e enbraeeee s 32,452 19,264 39 51,755
Shares and equity instruments with variable iNCOME ........ccccvveveerienieciececscceeie e 4,140 30,920 1,130 36,190
DEIIVALIVES oot ————————————————————— - 7,544 - 7,544
Derivatives used for hedge accounting ... - 80 - 80
Securities used for economic hedging .......c.cccveieiiiiiniiiiininicc e 13,713 168 - 13,881
INVESTMENT PrOPEITY «.eeeeiiieeeieieee et e e e s s e e s s st e e e e e s snnnnees - - 6,613 6,613
F - X3Y=1 £3 1A = 1T V7= 1 (VTR 50,305 57,976 7,782 116,063
Liabilities at fair value

Short Position iIN DONAS .....ccviieiiiee e s s 1,467 - - 1,467
Short POSItION IN EQUILY c..ecvereiiiiiiiieieie e 67 - - 67
Derivatives - 1,722 - 1,722
Derivatives used for hedge acCoUNting ........cccceeiririiiiiiinicicceceeeee e - 345 - 345
Liabilities at fair VAlUE ......ccceeeeiiiiiiiiiiieieieeeeecceeeecs s esesesesssssesssssssssesssesssesesesesesesesssenennn 1,534 2,067 - 3,601

There was no transfer between Level 1 and Level 2 during the period (2017: No transfers).

Fair value of assets and liabilities

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

Methods for establishing fair value

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

In some cases, the carrying value of an asset in Note 21 is used as an approximation for the fair value of the asset. This is straight
forward for cash and cash equivalents but is also used for short term investments and borrowings to highly rated counterparties, such
as credit institutions, on contracts that feature interest close to or equal to market rates and expose the Group to little or no credit risk.

Level 1: Fair value established from quoted market prices

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

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

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

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

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

Level 2 instruments include unlisted shares, unlisted funds with underlying bonds and equity holdings (share certificates), unlisted and
less liquid listed bonds and all OTC derivatives.

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

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

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

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

Movements in Level 3 assets measured at fair value

Investment Financial assets

31.3.2018 property  Bonds Shares Total
Balance at the beginning of the year 6,613 39 1,130 7,782
Net fair Value ChanGES .....covi ittt st s s 136 (1) (4) 131
FAe [o 13T o F PSSP PR URURRUPNN - - 9 9
Balance at the end of the period .........ccccviiiiiinnniiiiniininnniier e 6,749 38 1,135 7,922
31.12.2017

Balance at the beginning of the Year ...t 5,358 89 18 5,465
Net fair Value ChaNGES .....ccuvi et e e be e saeesnee s 1,036 (617) 23 442
Net gain from diSPOSAl ...cevuiiriiriieieeeeee et 15 - - 15
7V [ [ 4o o N 767 - 234 1,001
DiSPOSAN 1.ttt ettt ettt sttt st ettt e bt et e st e e beenaeesaaesabeebeenaee e (563) (147) (15) (725)
Transfers into Level 3% ................ - 714 870 1,584
Balance at the end of the Period ........cccceiiiiiiiinnniiiinininnnneiiessre s ssenens 6,613 39 1,130 7,782

*In a routine review of the portfolio the Bank reclassified a number of unlisted shares and bonds from Level 2 to Level 3. Presumptions for classification to Level 2
were no longer considered available.
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22. Fair value hierarchy, continued

Line items where effects of Level 3 assets are recognized in the Statement of Comprehensive Income

Investment Financial assets

1.1.-31.3.2018 property Bonds Shares Total
Net interest income ... - - - -
Net fiNAaNCIal INCOME ..viiiiiiece e e e e e e be e s re e sneeesaeeneas - (1) (5) (6)
Other OPerating INCOMIE ....ccuiiiiiiie et rtee et e et e e et e e sbr e e s bt e e e saaeesssseeeseeeeanseeas 136 - - 136
Effects recognized in the Statement of Comprehensive Income .........cccccceverercicrnnnns 136 (1) (5) 130
1.1.-31.3.2017

NEt INTErEST INCOME ...eiiiiiiitee et et s s e e eeneas - 16 - 16
Net fiNaNCIal INCOME ....iiiieiece e s e e e e e e sreeesaeeneas - (46) - (46)
Other operating INCOME ......c.iiiiiiiiiiiiecee et ne e 93 - - 93

Effects recognized in the Statement of Comprehensive Income . 93 (30) - 63

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

31.3.2018 Carrying Fair Unrealized
Financial assets not carried at fair value value value  gain (loss)
Cash and balances with Central Bank .........c.coociiiiiiiiiiieecee et aae e e saaee e 97,934 97,934 -
[ WeFTa I o Mol <o [1 T o 1 {14V 4o o USRSt 94,961 94,961 -
LO@NS TO CUSTOMEBTS .cniiieieitee ettt ettt ettt e s e e ettt e ettt e e bt e s bt e e sabeeseabeeesabeeesabeeesasaeesasneesanneenans 782,255 789,007 6,752
Other fINANCIAI @SSEES .uvviiiitiiiietie ettt ettt eee e ettt e et e e e et e e e eabeeeetbeeeeabeeeeseeeeseeeebeeesseeesseeesnseeeans 11,775 11,775 -
Financial assets not carried at fair Value .........cccovviiineiiiiiiiiinnneniiininnsenessssesssssssssnens 986,925 993,677 6,752

Financial liabilities not carried at fair value

Due to credit institutions and Central Bank ...........ccccueieeiiiiiiiiiiee e e eecciree e e e e eerre e e e e e earreeeeeseeanrees 7,880 7,880 -
(D LT oo 1] 1 £ OO PRSP PPPTPPPIN 453,059 453,059 -
BOTTOWINES .uvvieeieeteeieeste ettt et este e s te e et eete e ee e aeeeaaeeaseese e saesseessseessaesseesssessseanseenssanssesssesnsesnseensnessnenns 400,855 414,343 (13,488)
Other financial AbIlItIES .....c..cooviviiririiie et 30,480 30,480 -
Financial liabilities not carried at fair Value ..........cooeeveiieiiiiieiiinieeeeerere e seseseseseses 892,274 905,762 (13,488)
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22. Fair value hierarchy, continued

31.12.2017 Carrying Fair Unrealized
Financial assets not carried at fair value value value  gain (loss)
Cash and balances With Central Bank .........c..oocviiiirieieiiieccee ettt reeeeearee e 139,819 139,819 -
LOANS T Credit INSTIEULIONS ..vviiiiiiiiiiiee ettt ee et e e e e e et r e e e e e e earareeeeeeeasareeeeesessrareees 86,609 86,609 -
LOQNS 10 CUSTOMEBIS .ttt ettt e e e e e e e eeeeee e e e et e ee e e e e e e e e eeeeeeeeeeaeaeeaaaaaeeeaaaeaaaeaaeaeaeaaeens 765,101 772,185 7,084
Other fINANCIAI @SSELS ....uvvviiiii ettt eeee e e e e et e e e e e eetb b e e e e eesaaraeeeeeessssaeeeeeeesraaeeeeennns 8,948 8,948 -
Financial assets not carried at fair value ... 1,000,477 1,007,561 7,084
Financial liabilities not carried at fair value

Due to credit institutions and Central Bank 7,370 7,370 -
[T oY 1 €3S SROSPPPPE 462,161 462,161 -
BOITOWINES ...eeiitteeeitee ettt ettt ettt ettt e et e e ettt e sa bt e e sabe e e s abe e e ebbeeesbeeeanteeenseesenbeeeenneeenaneeens 384,998 402,355 (17,357)
Other fiNaNCIal lADITIES ...ccuveeiereeeeree ettt et eere e et e e et e e sbe e e sebaeeseseeeesreeeenreeenns 34,705 34,705 -

Financial liabilities not carried at fair value 889,234 906,591 (17,357)

Loans to customers are largely with variable interest rate. Those loans, including corporate loans, are presented at book value as they
have generally short duration and very limited interest rate risk. Loans with fixed interest rate, mainly long term retail mortgages are
estimated by using the discount cash flow method with the interest rates offered on new loans, taking into account loan to value.
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.

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

Derivatives Notional Fair value

31.3.2018 value Assets  Liabilities

Forward exchange rate agreements 60,925 585 584
Fair value hedge of INterest rate SWap ......cccccevirieiiiiieniccese et 133,650 358 44
Interest rate and exchange rate agreEMENTS .....ccciiieiiie it e e e et eesaeeennnes 143,252 6,042 1,304
Bond swap agreements 4,924 3 24
Share swap agreements 10,433 660 283
Options - pUrchased ABrEEMENLS .......cceiirieiiiiiiei ettt st sae s 449 2 14
DEIIVALIVES ceuuereiererenenneiererteennseeeeerrennasseeeeressasssssessessnssssssssesenssssssssessnsnssssssessesnssssssessssnnnssssssessnnnn 353,633 7,650 2,253
31.12.2017

FOrward eXChange rate agrEEMENTS ......cccviveirieriieiteeie ettt e stesteeeeeeeeseeessaesasesseesbeesasesssesssesnseenes 52,914 563 251
Fair value hedge of iINtErest rate SWAP ..uicccieeeciie ettt e e e e e e sae e e s e e e sbaeessaeesnens 99,613 80 345
Interest rate and exchange rate agrEEMENTS ......cvvirieerieerierte ettt e e e e beestaessbeeteenseennees 199,723 6,265 1,392
BONA SWAP QBIEEMENTS ...eeiiiiieiiie ettt eectee e ettt e este e ettt eestaeeesaaeeessbeeessteeeantaeesseeeasseeesseesnsseesnssesenssenans 1,818 1 15
Share SWaP @BIEEMENTS ..ccvuiiviieiieiieesieste et erteesttestesreesteesteesteessbeebeesteessseassesnseenseesseesssesnseensesssnenns 8,270 701 64
Options - PUrChased ABIrEEMENTS ....ccccuiiiiieeeeiee ettt see e stee e e e et e e et e e e sraeeesaaeeessbeesssbeaessteaessneeannnes 1,219 14 -
DEIIVALIVES ceuueriererenennceiierteenneeerertennasseeeeressasssssessessnssssssssesenssssssssessnsnssssssessssnssssssessssnnnssssssessnnnn 363,557 7,624 2,067

The Group applies fair value hedge accounting only with respect to interest rate swaps, whereby the Group pays floating rate interest
and receives fixed rate interest. The interest rate swaps are hedging the exposure of changes in the fair value of certain fixed-rate
bonds, see Note 30, arising from changes in interest rates. The Group started to apply hedge accounting at the beginning of 2017. On 1
January 2018 the Group implemented IFRS 9, but has elected to continue to apply the hedge accounting principles under IAS 39. For
further information about the Group's hedge, accounting policy, see Note 54 in the Annual Financial Statement 2017.
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23. Offsetting financial assets and financial liabilities

Financial assets subject to enforceable master netting arrangements and similar arrangements

Netting potential not
recognized in the Balance

Assets subject to netting arrangements Sheet
Gross assets Balance Assets not Total
before sheet Assets Assets after  subject to assets
Balance nettings recognized consideration enforceable  recognized
Sheet  with gross on balance Financial Collateral of netting nettingarr-  on balance
31.3.2018 nettings liabilities  sheet, net liabilities received potential angements sheet
Reverse repurchase agreements ....... 15,197 - 15,197 (82) - 15,115 - 15,197
Derivatives .......cccvvveeeeiiiciieeee e 6,400 - 6,400 (926) - 5,474 1,250 7,650
Total assets ....ccceeeeeerieiiieeeeenenenenenenes 21,597 - 21,597 (1,008) - 20,589 1,250 22,847
31.12.2017
Reverse repurchase agreements ....... 15,197 - 15,197 (82) - 15,115 - 15,197
Derivatives .......cccvvveeeeiiiciieeee e 6,350 - 6,350 (1,210) - 5,140 1,274 7,624
Total assets .....ccevvviiiiiiiiiiiiiiiiiiininanas 21,547 - 21,547 (1,292) - 20,255 1,274 22,821
Financial liabilities subject to enforceable master netting arrangements and similar arrangements
Netting potential not
Liabilities subject to netting recognized in the Balance
arrangements Sheet
Gross Balance Liabilities Liabilities not Total
liabilities sheet Liabilities after  subject to liabilities
before nettings recognized consideration enforceable  recognized
Balance Sheet  with gross on Balance Financial Collateral of netting nettingarr-  on balance
31.3.2018 nettings assets  Sheet, net assets pledged potential angements sheet
Repurchase agreements ..........c......... 82 - 82 (82) - - - 82
Derivatives ........ccuveeeeeeiniiiieeeeeeeiiees 1,087 - 1,087 (926) - 161 1,166 2,253
Total liabilities 1,169 - 1,169 (1,008) - 161 1,166 2,335
31.12.2017
Repurchase agreements .................... 82 - 82 (82) - - - 82
Derivatives .....coocceevvveeenieeeniieenieee 1,299 - 1,299 (1,210) - 89 768 2,067
Total liabilities 1,381 - 1,381 (1,292) - 89 768 2,149

Reverse repurchase agreements and repurchase agreements are recognized within the line items Financial instruments and Due to

credit institutions and Central Bank respectively.
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24. Investments in associates

The Group's interest in its principal associates 31.3.2018 31.12.2017
Audkenni hf., Borgartin 31, Reykjavik, ICEIaNG .........ooouiiiiiiiiii ettt s 25.4% 25.4%
Farice ehf., Smaratorg 3, KOPavoguUr, ICEIANG ........ccvieiieicieee ettt et e et e ea e e e e srne e 35.8% 35.8%
Reiknistofa bankanna hf., Katrinartin 2, Reykjavik, Iceland ... 23.0% 23.0%
220 Fjordur ehf., Fjardargotu 13-15, Hafnarfjordur, Iceland 37.4% 37.4%
Investments in associates

Carrying amount at the beginning of the YEar ........cccoi it 760 839
ACGUISTTIONS eeeieetee e ettt ettt e e e ettt e e s e et e e e e s e abb bt e e e e e aab et e e e e e s ans e e eeeeaaasseeaeessaassbeeeee e s nsbbeeeeeesanssbeeesenannneeeeesann - 961
DiIVIAENA FECEIVEM ...ttt ettt ettt sttt e s bt e s ate s a b e e beesbeesabesabeenbeesbeesabesabeeateenbeensaesasesaseesaenaes - (41)
[T oo 1Y | SRS - (74)
Share of profit of associates and Net IMPAIMMENT ......coouiiiiiiiiie ettt e e s es (18) (925)
INVESTMENT iN @SSOCIATES ..uuveeeiiiiiiiiiiiiiiiiiiiirtr et ase s ss e e e s s s s s ssas e e e e ssessansnenesens 743 760

Arion Bank holds 38.4% of share capital in Farice ehf., but holds 35.8% of voting rights, based on different classes of share capital of
Farice ehf.

25. Intangible assets

Intangible assets comprise following categories; Goodwill, which arises on business combinations; Infrastructure, Customer
relationships and related agreements which are identified during the acquisition of subsidiaries and related to the activities of the
businesses being acquired; and Software, which is either acquired (i.e. software licenses) or internally developed.

Infrastructure, which is capitalized as an intangible asset, is related to the asset management operation, payment solution and credit
card operation and branding of the insurance operation. The business activity is based on years of building up expertise and systems,
during which a valuable platform has been created for future growth. An impairment test is performed annually as described below.

Customer relationships and related agreements are connected to business relationships and agreements which the Bank acquired in
subsidiaries and agreements bought. The asset is based on the assumption that business relationships and agreements generate
regular payments and earnings to the relevant business segments. The business activities in question are mainly the business
relationship related to individual customers through Retail Banking. The customer relationships is tested for impairment and related
agreements are amortized over a period of five years with one year remaining. When deciding on the lifetime of those agreements it
was based on experience of the Bank and the industry. As a result, those agreements are assessed as having an identified useful
lifetime.

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

years.
Policies applied to the Group's intangible assets: Goodwill Customer relationship
and infrastructure and related agreements Software
Finite 5-15 years
USEFUL TIVES oottt Undefined v Finite 3-10 years

and undefined

Straight-line basis over
Amortization Method ........cc.eevviiviiiiiiiieie s Impairment test 5-15 years and
impairment test

Straight-line basis
over 3-10 years

Internally generated

Internally generated or acquired ........ccccecveevvieeeiieeciiee e, Acquired Acquired
Ve q q q and acquired
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25. Intangible assets, continued

Customer
relation-
ship
Infra- and related
31.3.2018 Goodwill structure agreements Software Total
Balance at the beginning of the year ........ccccccveeeeeeiciecce e, 4,315 3,705 1,492 4,336 13,848
Additions and transfers ... - - - 305 305
Additions, internally developed .. - - - 131 131
EXchange differ@nCe ....c.eeceeeee e (75) - (24) (38) (137)
Transfers and recalculation ... e (414) - 106 14 (294)
A 44T ) =Y 4 e I SN - - (73) (282) (355)
Intangible assets 3,826 3,705 1,501 4,466 13,498
31.12.2017
Balance at the beginning of the year ........cccecuvvviieceecee v 2,202 3,705 1,608 3,542 11,057
Acquisition through business combination ........c..ceccecevininiiiiincniincnce. 1,773 - 297 107 2,177
Additions and transfers ........ccueecveveerieie e 174 - (125) 1,310 1,359
Additions, internally developed ..........cccccceviriiiinininicncee - - - 347 347
EXchange differ@nCe ....c.eeceeeee e e 166 - 20 41 227
IMPAITMENT ..t e s eenane - - (3) - (3)
A 34T ) =Y 4 e o IS - - (305) (1,011) (1,316)
Intangible aSSets ......cccvvuriiiiiiiininnniiiiiiiinrir e 4,315 3,705 1,492 4,336 13,848
Goodwill is recognized in the segment Subsidiaries and other divisions, see Note 4.
26. Tax assets and tax liabilities 31.3.2018 31.12.2017
Assets Liabilities Assets  Liabilities
CUITENT TAX 1ottt e b e s b b e ba e san e saneebeesne - 6,307 - 6,329
DEFEITEA TAX 1erteuieieiteeiiet ettt sttt b e bttt e st et e b et e s bt et et e sbesaeeneens 611 578 450 499
Tax assets and tax liabilities 611 6,885 450 6,828
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27. Non-current assets and disposal groups held for sale 31.3.2018 31.12.2017
Disposal SrouPs NEIA fOr SAIE ......ccuiii i e e e e et e e e sat e e seabee e s abeeeesbeeessbeeesssaeesnsaeesnseeas 5,860 5,219
Real estate ......cccceeeevveeeveeenne 2,577 2,879
Other assets 59 40
Non-current assets and disposal groups held for sale .........ccccciiiiiiiiineiiiiiiinnnnieinere s enssssssens 8,496 8,138

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

Eignabjarg ehf.

At 31 December 2016, the Bank held a loan of ISK 6,277 million against United Silicon, collateralized with shares in the company and
other assets. The Bank also had a 6% equity interest in United Silicon and an unsecured bond. In 2017, Arion Bank further invested in
United Silicon, obtaining an interest ownership of 16.3%, with voting rights of 23.9% and thus United Silicon became an associate of
Arion Bank, accounted for according to the equity method, less impairment. The purpose of the investment was to support the
company in operating difficulties, but due to those operating difficulties the Bank fully provisioned for the equity holdings in United
Silicon in 2017.

In September 2017 the Bank foreclosed on collateral and took possession of the shares in United Silicon and became the largest
shareholder of the company, with an interest ownership of 66.58% and voting rights of 66.68%. With this transaction the Bank acquired
the control of United Silicon and thus the company became a subsidiary of the Bank. The fair value calculation of the underlying assets
resulted in a provision on loans of ISK 2,962 million recognized in Net impairment as well as fair value loss of unsecured bond of ISK 708
million recognized in Net financial income of the Statement of Comprehensive Income. As of 31 December 2017, the book value of
assets of United Silicon held by the Group was ISK 5,219 million. Late 2017 United Silicon was granted moratorium that did not turn out
successfully and thus the board of directors of United Silicon declared the company bankrupt on 22 January 2018.

As United Silicon's primary lender, the Bank asserted a first lien position against all the operational assets of the company. In its
capacity as such, the Bank also demanded the transfer of these assets and accompanying rights to a subsidiary of the Bank, Eignabjarg,
an entity established for this purpose. This transfer occurred in March 2018. Eignabjarg thus holds assets acquired exclusively with a
view to resale, and is classified as an asset held for sale and as discontinued operations as of 31 March 2018 in accordance with IFRS 5.

28. Other assets 31.3.2018 31.12.2017
Property and QUIPMENT .....cciiiiiii ettt b et st b e sttt benrenaes 6,543 6,561
ACCOUNTS FECERIVADIE .ot e e e e ettt e e e e e e e taae e e e s e e tbaaeeeeesessbaeseeeeanssaeeeseasnnsaeeeeeensraneees 8,472 6,531
UNSettled SECUNTIES trAatiNG ....cocuiiiiiriiiieeteeeet ettt ettt ettt s b e b e e be e st e e s abessbeebeensaesatesaseenseebeesanenns 1,604 481
Investment for life assurance policyholders where risk is held by policyholder .........cccocvvierieciecieeeeeeee 836 869
Sundry assets 2,652 2,524
ONEE @SSEES ...ueeieieieneieeriereteneeieeerteenssseeereesnnsssssesressnssssssseesenssssssssesensnssssssessssnssssssssessnsnssssssesssnnnsssnsesssnnanssnnns 20,107 16,966
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29. Other liabilities 31.3.2018 31.12.2017
J A Yelolo 1U ] E o F=1 V7 | o] L= PSR PR 18,260 26,394
UNSettled SECUNTIES trAatiNG ....cccviiieiiieieeee sttt e e ee et et e e s e e s e e ebe e beesbeesseessaeenteenseesaeeseesnseenseenseessnenns 620 527
Depositors' and INVestors' GUArantee FUNG .........cc.eeeiiiiiiiieecieee ettt s et e et e et e e e saee e s aeeesaeeesbaeessaeeesneas 218 218
JLIC=Tel LA Tor= T o T o1 ] e I USSR 13,652 12,129
Technical provision for life assurance policyholders were investment risk is held by policyholder ....................... 836 869
A L1 o oo [ [T = = USRS 1,930 1,414
BaNK JBVY ettt ettt et e e e ettt e et e e et ee et ee e e —ae e e heee e baee e —bee ettt e easteeeanteeeanraeaabaeeeanaeeebeaearreeenrreeans 3,976 3,172
Sundry liabilities ... . 16,223 12,339
Other lADIlItIES ....ccceeeeieieieieicecccccccceccrecerereerrer e re e reseseseeese s e sesesesesesesesesesesesesesesesasssesssasssssasasssssssnsnsnnnnn 55,715 57,062
Technical provision Technical Reinsurers' Total Technical Reinsurers' Total

provision share 31.3.2018 provision share 31.12.2017
Claims reported and loss adjustment expenses ........c...ceeueenes 6,055 (121) 5,934 5,587 (121) 5,466
Claims incurred but not reported ........ccceeevevvervenceecceecceeeen, 1,664 (99) 1,565 1,664 (99) 1,565
Claims outstanding ......cccccereririissneniiinnisinneniiesssseenenesssnnes 7,719 (220) 7,499 7,251 (220) 7,031
Provision for unearned premiums ..........cocceeveenierienrieeneeneens 5,933 (19) 5,914 4,878 (19) 4,859
Own technical Provision .........ccccceeerveeereiiicssneeeeeesscsssneensenns 13,652 (239) 13,413 12,129 (239) 11,890

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

First Maturity
Currency, original nominal value issued Maturity type Terms of interest 31.3.2018 31.12.2017
ARION CBI 19, ISK 4,500 million ........ 2013 2019 At maturity Fixed, CPI linked, 2.50% .........cc....... 4,596 4,586
ARION CB 19, ISK 2,740 million ......... 2016 2019 At maturity Fixed, 5.50% .....cooeverienieneninienienne 1,813 1,789
ARION CBI 21, ISK 10,220 million ...... 2014 2021 At maturity Fixed, CPI linked, 3.50% .........cc...... 9,839 9,729
ARION CB 22, ISK 23,660 million ....... 2015 2022 At maturity Fixed, 6.50% .....cccoocereenienienenienenne 25,176 23,339
ARION CBI 25, ISK 23,080 million ...... 2017 2025 At maturity Fixed, CPI linked, 3.00% .........cc....... 24,369 22,875
ARION CBI 29, ISK 25,220 million ...... 2014 2029 At maturity Fixed, CPI linked, 3.50% .... . 26,658 26,243
ARION CBI 34, ISK 2,500 million ........ 2012 2034  Amortizing Fixed, CPI linked, 3.60% .........ccc...... - 2,152
ARION CBI 48 ISK 3,500 million ......... 2018 2048  Amortizing Fixed, CPI linked, 2.50% .................. 2,453 -
StatUutory COVEred DONMS .......ciiiiiiiiiiiiiiiiiiriininn e e e s ss e s s s se s saans s s s e s s s snnn e s e ssssssnnnanenes 94,904 90,713
ARION CB 2, ISK 51,125 million ......... 2006 2048 Amortizing 78,538 78,267

Structured Covered bonds

78,538 78,267

TOtal COVEred DONMS .......cieeiiiiiiiiceeieeeeeeeeeeeeereesesesessse s ssssssssssssssssssssssssssssssssnsssssssnsssssssssnsnsnsnsnsnsnsnnnanananananan 173,442 168,980
EUR 21 million ...cccovevveiininiiiicicene 2009 2018  Amortizing Floating, EURIBOR +1.00% ............. 346 348
ISK 3,835 million ... 2010 2018  Amortizing Floating, REIBOR +1.00% .. 544 531
EUR 300 million 2015 2018 At maturity Fixed, 3.125% ....cccceevvvevieenienienaenne - 25,461
SEK 500 Million ....ceeeeenienieniieieieieae 2016 2018 At maturity Floating, 3 month STIBOR +1.09% .. 5,921 6,348
EUR 300 million ....ccceeveevverienieeieene 2016 2019 At maturity Fixed, 2.50% ......cccooevvevienieniienaenns 37,270 37,957
RON 35 million 2016 2019 At maturity Fixed, 3.80% 920 966
SEK 275 million 2016 2019 At maturity Floating, 3 month STIBOR +2.65% .. 3,252 3,485
SEK 200 Million ....eeeeeeeienenieieieene 2017 2019 At maturity Fixed, 0.29% .....cccooverienieneninieniene 1,184 1,268
NOK 800 million 2015 2020 At maturity Floating, NIBOR +2.95% .......cc..c..... 10,153 10,236
NOK 320 million ... 2016 2020 At maturity Floating, NIBOR +1.95% ... 4,052 4,087
EUR 300 million* 2017 2020 At maturity Fixed, 0.75% ....cccoeveenierieniiennieenne 36,529 37,356
SEK 300 Million .c..oeeeeeeiinieniieieieee 2017 2020 At maturity Floating, 3 month STIBOR +1.35% .. 3,556 3,811
SEK 250 mMillion ...ccovvvveeeeiiiiiiieeeeeiinnnns 2017 2020 At maturity Floating, 3 month STIBOR +0.75% .. 2,960 3,173
EUR 500 million* .....c.cocoevevieienienne 2016 2021 At maturity Fixed, 1.625% ...cccocevererienieniennenne 60,052 61,341
NOK 250 million ....ceeveervervenieenienne 2017 2023 At maturity Fixed, 3.02% ....cccccevveeriieriiinienieene 3,230 3,231
EUR 300 million ....coceeueeieneniicieieee 2018 2023 At maturity Fixed, 1.0% ..ccccooerveeneninieienieneee 36,242 -
NOK 250 million ....ceeveevverieniieaienne 2017 2027 At maturity Fixed, 3.40% ....cccccooveeriieriieniiennieenne 3,241 3,240

Senior unsecured bonds ... 209,452 202,839

2] R EY YU =T RS 16,248 10,794
(043 1= OO ROS O SUPUPRRURRRPRRONt 1,713 2,385
L0341 Y= (o T T 41 | 3N 17,961 13,179
BOFTOWINES .euuuuuiiiiiiiiiiiisisisssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssnnns 400,855 384,998

*The Group applies fair value hedge accounting to these bond issuances and uses certain foreign currency denominated interest rate swaps as hedging instruments,
see Note 22. The interest rate swaps are hedging the exposure of the Group's changes in the fair value of these fixed-rate foreign currency denominated bonds arising
from changes in interest rates. The Group started to apply hedge accounting at the beginning of 2017. The total carrying amount of the bond issuances is ISK 96,581
million and included in the amount are negative fair value changes amounting to ISK 27 million, see Note 7.

The book value of listed bonds was ISK 382 billion at the end of the period (31.12.2017: ISK 371 billion). The market value of those
bonds was ISK 395 billion (31.12.2017: ISK 388 billion). The Group repurchased own debts during the period for the amount of ISK 1
billion (2017: ISK 20 billion) with minor effects on the Statement of Comprehensive Income.
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31. Pledged assets

Pledged assets against liabilities 31.3.2018 31.12.2017

Assets, pledged as collateral against borrowings 205,118 202,381
Assets, pledged as collateral against loans from credit institutions and short positions ...........ccccceevverveenveercvennnen. 10,734 13,364
Pledged assets against liabilities ..........cccceviriiveriiiiiiiiieieniicner s 215,852 215,745

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 205 billion at the end of the period (31.12.2017: ISK 202 billion). Pledged loans comprised
mortgage loans to individuals. The book value of those borrowings was ISK 173 billion at the end of the period (31.12.2017: ISK 169
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) 31.3.2018  (million) 31.12.2017
Issued Share Capital ....cveeeeieieiiecce e 2,000 75,861 2,000 75,861
Purchase of treasury stock (190) (17,139) - -
Shares outstanding 1,810 58,722 2,000 75,861
OWN SHAIES .eiieiieiieeieett ettt ettt et st e st e et sae e s at e et e e sbeesbe e s bt e sabesateenbeensaesasesasesasens 160 17,139 - -

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

Other reserves 31.3.2018 31.12.2017
STALULOIY FESEIVE ...ttt ettt ettt e ettt e st e e st b e e e bt e e e st e e e at e e sab e e s eas e e e sabteesabeeesabseesasseessseeennneesannee 1,637 1,637
Reserve for investments in subsidiaries .... 12,577 14,011
Reserve for iNVeStMENTS iN @SSOCIALES ........cviiiiiiriiriiniiiteest ettt st sb et sbe s 20 39
Reserve for iNVESTMENTS IN SECUITTIES ........oiuiriiiiiieiesiereet ettt ettt ae et et sbe et e b s besbe e e e sbesbeens 475 901
Reserve for financial instruments carried at fair value through OCI, Nnet of taX ....cccevuerviirieenieniinieeeeeesee e 44 -
FOreign CUrrenCy transIation FESEIVE ......cueiiciiiieiie e sttt s e e et e e ste e e et eesaaee e s aaeeessbeeessbeaesnsaeesnsaeeesseaennseeennseen 127 186
OUNEE FESEIVES .....cereeeeeneeieiereeenneieeereeensseseeesteennsssesessessnssssssssesenssssssssessnsnssssssessssnssssssesessnnnssssssesssnnnssssseessnnnnns 14,880 16,774
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Other information
33. Legal matters

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

Contingent liabilities
Legal proceedings regarding damages

With a writ issued in June 2013, Kortathjonustan hf. claimed damages from Arion Bank hf., {slandsbanki hf., Landsbankinn hf., Borgun
hf. and the Bank's subsidiary Valitor hf. in the amount of ISK 1.2 billion plus interest, as a result of damage Kortathjonustan hf.
contended the five parties caused the company due to violations of the Competition Act. In June 2017 the Supreme Court dismissed the
case on procedural grounds. Kortathjonustan hf. issued a new writ in September 2017 regarding the same matter of dispute, this time
with a claim for damages in the amount of ISK 922 million plus interest from the same defendants. The District Court of Reykjavik
dismissed the case in March 2018. Kortathjonustan hf. has appealed the judgement to the Court of Appeal. Should the defendants be
ordered to pay damages, they would be jointly responsible. Therefore the Bank has not made any provision.

The former chairman of the Board of BM Valla hf., together with Lindarflot ehf., has filed two cases against the Bank with a claim for
damages in the amount of more than ISK 4 billion, plus interest. The plaintiffs maintain that the Bank caused them, as shareholders of
BM Valld hf. and Fasteignafélagid Artin ehf., damage by not allowing the companies to be financially restructured and thereby forcing
the companies into bankruptcy. In April 2018 the District Court of Reykjavik dismissed the case ex officio. It is unclear whether the
plaintiffs will appeal the judgment. The Bank believes that it will be acquitted of the plaintiffs' claims in both cases and has therefore
not made any provision.

In January 2015, Datacell ehf. and Sunshine Press Productions ehf. jointly filed a suit against Valitor hf. for compensatory damages
amounting to approximately ISK 8.1 billion relating to Valitor hf.'s termination of Datacell's vendor agreement. The Icelandic Supreme
Court ruled on 24 April 2013 in case no. 612/2012 that Valitor hf. did not have the authority to terminate the agreement. The plaintiffs
had court-appointed appraisers evaluate the plaintiffs' alleged losses and they returned their report in March 2016. Valitor hf.
disagreed with the assessment stated in the report and filed a motion to appoint three court appraisers to re-evaluate the plaintiffs'
alleged losses. The district court agreed to Valitor hf.'s demand. The reassessment has been completed but it was not filed with the
court. Valitor hf. had requested a new assessment, which would examine particular aspects which have not yet been assessed butthe
district court has rejected the request. It is unclear whether Valitor hf. will appeal the decision. Recently Datacell and Sunshine Press
Production claimed an attachment of Valitor’s property on the basis of the aforementioned claim of compensatory damages but the
district magistrate declined the claim. The plaintiffs subsequently filed a complaint with the District Court to re-evaluate the decision by
the Magistrate to decline the attachment. A hearing has been scheduled in the District Court of Reykjavik on 16 May 2018 where
Valitor will continue to defend itself. When Arion Bank acquired a 39.21% shareholding in Valitor Holding hf. in 2014-2015, the Bank
signed agreements with the sellers (Landsbankinn and two savings banks) concerning losses which Valitor may potentially sustain in
relation to the compensatory damages described above. Thus the Group may lodge a claim against the sellers for their share in the
potential loss should Valitor lose the case. The Group has not made any provision in this case.

Arion Bank Condensed Consolidated Interim Financial Statements

31 March 2018 a1 Amounts are in ISK millions



Notes to the Condensed Consolidated Interim Financial Statements

33. Legal matters, continued

Other legal matters

Mortgage documents

Cases have been lodged against the Bank, where claims are made for the invalidation of mortgaging of parts of a property. The claims
are made on the basis that the signatures of the mortgagor on the respective mortgage documents were incorrect. In 2017, the
Supreme Court ruled on the issue in several cases which did not involve the Bank. In the majority of those cases, the Supreme Court
invalidated the disputed mortgage. At the district court level, several court cases involving the Bank regarding the aforementioned issue
have been ruled upon. In the majority of those, the district court invalidated the disputed mortgage. The overall legal situation has
become clearer but the Bank is awaiting further rulings to assess the borderline cases.

United Silicon

The company United Silicon was granted a moratorium on payments on 14 August 2017 and filed for bankruptcy on 22 January 2018.
The Bank had collateral in the company's assets and the estate has transferred the assets to the Bank. The trustee in the estate has
approved the Bank’s claims but two unsecured creditors have protested the Bank's lien on the assets of United Silicon. The Bank has
examined these protests and rejects them all. It should be noted that in the agreement between the Bank and the estate, it is stated
that should the Bank’s collateral be judicially deemed to be invalid, the Bank will refund the estate the amount of the invalidated bond.

Penalty interest during extension of payments

The Supreme Court ruled on 8 March 2018, in case no. 159/2017, that the Bank was not permitted to calculate penalty interest on a
customer’s debt during the period in which the said customer had been granted an extension of payments under the law on debt
mitigation. Since the judgment was handed out the Bank has been examining how many customers have paid penalty interest on their
debts to the Bank during this extension period. A more detailed examination of these cases will reveal whether any customers may be
able to claim repayment from the Bank, particularly where the debt has been paid in full or if they are entitled to have their debts
reduced. An evaluation of the financial impact on the Bank is currently being conducted.
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Off balance sheet information

34. Commitments
31.3.2018 31.12.2017
Financial guarantees, unused credit facilities and undrawn loan commitments the Group has granted its customers
FINQNCIAl BUAIANTEES .eeiuvvieeiiie ettt tte e tte e ettt e et e sttt e e aaeeeeabeeesabeeeassaeeansaeaassseaansseesasseessseeeasseaessseeesstseeanseeaans 12,892 13,224
UNUSEA OVEIATATES .oviiiiviiiiiie ettt ettt eete e eette e e et e e e etbeeeetbaeeeabaeeeabaeeessaeeesseeeeabeeesabseesesaeesnsaseasseeesseeeanseeensreenn 44,923 45,897
93,388 87,942

Unused loan commitments
Financial guarantees, unused credit facilities and undrawn loan commitments

the Group has granted its CUSTOMETS .....ccciiiiiiiiiiiiiiiiii e e e s s se s e sesesssesssessssssssssssssnnns 151,203 147,063

Depositors' and Investors' Guarantee Fund

The Icelandic parliament has discussed a bill on a new Depositors' and Investors' Guarantee Fund, without reaching a conclusion on the
matter.

35. Assets under management and under custody
31.3.2018 31.12.2017
ASSELS UNAET MANAZEIMENT ...eiuiiiiiiiiieeieertte sttt ettt ste e st e s beeteesttesttesateebeesbeesatesaseesbeesbeessbessbesabeenbeensaesasesseenseesses 954,795 984,653
P Y=l AU Vo LT o ol U T o o 1Y APPSR 1,705,432 1,620,355

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., which is the ultimate controlling party with a 55.57% stake in Arion Bank,
the Board of Directors of Kaupskil ehf. and Kaupthing hf., which is the parent company of Kaupskil ehf. Taconic Capital Advisors UK LLP
through TCA New Sidecar Il S.A.R.L. holds 9.99% shareholding in Arion Bank and Sculptor Investments S.A.R.L., an affiliated entity of
Och-Ziff Capital Management Group manages 6.58% shareholding in Arion Bank, but the shareholding is managed by Kaupskil ehf.
Taconic Capital Advisors UK LLP, TCA New Sidecar Il S.A.R.L., Sculptor Investments S.A.R.L. and Och-Ziff Capital Management Group are
thus defined as related party with control over the Group.

Attestor Capital LLP through Trinity Investment Designated Activity Company manages 12.44% shareholding in Arion Bank and
Goldman Sachs International through ELQ Investors Il Ltd. manages 3.37% shareholding in Arion Bank. All above-mentioned parties are
defined as related party with influence over the Group.

In February 2018 Kaupskil ehf. acquired 13% shareholding held by the Icelandic State Financial Investments (ISFl, a separate state
institution under the Ministry of Finance). {slandsbanki hf. and Landsbankinn hf. are wholly owned by ISFI. While the ISFI was defined as
related party the Group applied the partial exemption for government-related entities as described in IAS 24, paragraphs 25-27.

In February 2018 Arion Bank hf. agreed to a buyback of 9.5% of issued share capital in Arion Bank from Kaupskil ehf. The decision to buy
back these shares was in accordance with a decision made at a shareholders' meeting of Arion Bank on 12 February 2018.

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.

Transactions with related parties have been conducted on an arm's length basis. There have been no further guarantees provided or
received for related party receivables or payables.

31.3.2018 Net
Balances with related parties Assets  Liabilities balance
Shareholders with control OVEr the GrOUP ......c.cccuieiiieiiecie ettt e e e te e teesaaesaneenns 62 (2,367) (2,305)
Shareholders with influence over the Group .. 1,501 (410) 1,091
Board of Directors and key Management PErsonNel ........cccccveveerieeceecceeeseesee e eve e e e ae s 207 (1,212) (1,005)
Associates and other related PArties .......eovveviieiiinieriere ettt sae e e saee - (39) (39)
Balances wWith related Parties .........ccccceeicecrcneeeiiiiiiiineeneeiiisseneesssesssssnnesssesessssnsssssssssssnsssssssssssnnnes 1,770 (4,028) (2,258)
31.12.2017

Shareholders with control over the GroUp ..ot 57 (4,785) (4,728)
Shareholders with influence over the GroUP ..........cocoiiiiiiiiiieee e 423 (151) 272
Board of Directors and key Management Personnel .........c..ocuevererienienenineenieneneeieese e 183 (101) 82
Associates and other related parties - (83) (83)
Balances with related parties .........cccccvevivineeeiiinnisssnnennnnans 663 (5,120) (4,457)
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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 and in the Pillar 3 Risk Disclosures,
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 guarantees.

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

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

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

Exposure to credit risk

The table below shows the maximum exposure to credit risk for the components of the Interim Statement of Financial Position before
the effect of mitigation due to collateral agreements or other credit enhancements. The table also shows related collateral and credit
enhancements. The amount and type of collateral required depends on an assessment of the credit risk of the counterparty and the
exposure type. The main types of collateral obtained are as follows:

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

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

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

Collateral value is monitored and additional collateral requested in accordance with the underlying agreement. Collateral value is
reviewed in line with the adequacy of the allowance for impairment losses. Collateral value are capped by the exposure amount.
Comparative figures have not been updated.

Maximum exposure to credit risk and collateral held against different types of financial instruments subject to the impairment

requirements of IFRS 9
Collateral

Maximum  Cash and Real Fishing Other Total
31.3.2018 exposure securities estate vessels  collateral  collateral
Cash and balances with Central Bank ........ccccccceevereriienenennnes 97,934 - - - - -
Loans to credit inStitUtions .........ccccvveeeeeeiiiiiee e 94,961 - - - - -
Loans to CUSTOMETS .....cocviiiiiiiiiiiiiiiiciicnccrce s 775,915 15,126 543,442 52,848 61,964 673,380
INAIVIQUGIS ... 374,452 129 339,232 2 8,495 347,858
COIPOIALES ..ottt et siee e 401,463 14,997 204,210 52,846 53,469 325,522
Real estate activities and construction ................ccccuuu...... 128,346 297 114,652 - 1,619 116,568
FiSHING INAUSEIY ..ottt 78,502 27 9,110 52,048 10,174 71,359
Information and communication technology .................... 20,925 564 1,070 - 5,104 6,738
Wholesale and retail trade ..............cccovvuveeeeeevvvveeeeeeiiinnnnn. 62,505 269 34,226 18 19,154 53,667
Financial and insurance activities ..............cccccevveeeeeeeviunnnn. 31,255 13,380 7,045 684 6,588 27,697
Industry, energy and manufacturing .. . 29,655 427 19,693 - 5,432 25,552
TranSPOItAtiON ..........cceeeeecueeeeeeeeeiiiiieeeeesiieeeeeeesiieeeeeeeans 16,957 2 1,069 8 1,961 3,040
SEIVICES ..ottt 17,390 26 7,406 88 2,953 10,473
PUDIIC SECLON ... 9,080 5 3,800 - 193 3,998
Agriculture and forestry ... . 6,848 - 6,139 - 291 6,430
Other assets with credit risk ........cccceeeeeeciiieee e, 11,778 8,709 - - - 8,709
FINancial BUAraNtees .....ccceevverieriieeeenee e 12,892 1,234 3,608 1,736 2,685 9,263
Undrawn loan commitments and unused overdrafts ............. 138,311 - - - - -
Fair value through OCI . . 42,142 - - - - -
GOVEIrNMENT DONAS ...t eeeciaeeeeeeesaanns 33,459 - - - - -
COrporate BONGS ........cccveecueeeieesiiesiesieseieesieesieesiiessesieesseenes 8,683 - - - - -
Balance at the end of the period ........ccccceveiiiiieiiiiiiiiicieienenns 1,173,933 25,069 547,050 54,584 64,649 691,352
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37. Credit risk, continued

Maximum exposure to credit risk and collateral held against different types of financial instruments under IAS 39

Collateral
Maximum  Cash and Real Fishing Other Total
31.12.2017 exposure securities estates vessels collateral collateral
Cash and balances with Central Bank ........ccccceeeeveeeiveeeeieennn, 139,819 - - - - -
Loans to credit iNStitUtiONS .......cccvvveeeeiieiiieeeee e 86,609 - - - - -
Loans to customers 765,101 15,571 525,401 53,986 55,790 650,748
INAIVIAUQIS ...ttt eaeeeres 365,287 195 326,456 16 8,413 335,080
COIPOIALES ...ttt 399,814 15,376 198,945 53,970 47,377 315,668
Real estate activities and cONStrUCtion ............cceccvevvevvenueense. 128,153 371 115,467 208 1,928 117,974
FiSHING INAUSEIY ..ottt 78,937 24 8,569 52,693 10,580 71,866
Information and communication technology 22,020 541 1,103 - 2,035 3,679
Wholesale and retail trade ................cccevvueeeeeeeviieveeeeecievreeenns 57,432 208 32,294 12 16,131 48,645
Financial and insurance actiVities ..............ccecvvecvevvesvesvesnenns 34,138 13,440 4,184 681 6,174 24,479
Industry, energy and manufacturing ...............ccecceevceeveerueennen. 29,452 660 19,367 - 5,747 25,774
TrANSPOITALION ... ae e siee e 17,111 3 973 278 1,395 2,649
Services 18,157 15 7,365 98 3,047 10,525
PUDBIIC SECEON ..vvevveeeeeeeiesiesesiectese ettt eate et e st e s e ssaeases 7,824 114 3,657 - 92 3,863
Agriculture and fOrestry ..........ocoeevemveeceeveeeiieeieeiiesiesiesnenns 6,590 - 5,966 - 248 6,214
FiNancial iNStrUMENTS ....ccooviiiiieeiiciiiieee et 78,784 5,948 - - - 5,948
Other assets with credit risk .........cceeeeviiiiiieeeeciie e, 8,948 - - - - -
Financial guarantees .... 13,224 871 3,343 1,598 3,343 9,155
Undrawn loan commitments and unused overdrafts ............. 133,839 -
Balance at the end of the period .........ccccvviiiiiinnniiiiiiissnnnnns 1,226,324 22,390 528,744 55,584 59,133 665,851

LTV ratio for residential mortgage lending

The following table decribes the loan to value (LTV) and impairment status of the Group's mortgage loan book. LTV is calculated as the
ratio of the gross amount of the loan to the value of the collateral without adjusting for possible costs of obtaining and selling the
collateral. The collateral value is based on the value at origination, the most recent appraisals or official property valuation from the
Icelandic Property Registry. For credit impaired loans the value of collateral is based on the most recent appraisals.

Gross Thereof

31.3.2018 carrying credit
amount  impaired

121,477 1,349

120,610 2,351

62,541 1,705

15,576 603

T00%-110% ..veneeneerueenienientesteeitestesteeteetestesueeat e tesbesaeeseesbeebeebeesteneeebeeheente b e ehe e Rt et e eheeheen b e bt eheeheenbenbe bt entetebeeneententenn 7,825 516
IMOTE Than 110% ....cveiiiiiieeieeitet ettt ettt et h et s bt bt a bbbt e b e e b e b eb e e st et et e eb e eat et e sbeene et enbesbeeanenne 13,071 1,043
Not classified 29 -
Balance at the end of the PEriod .......ccccueiiiiiiiiiiniiiiiiiiinrerer e ssess s s sssssnsssssssssssnssssssssssssnnns 341,129 7,567

At the end of the period the gross carrying amount of assets in stage 3 are ISK 24,882 million with ISK 12,686 million in collateral, there
of ISK 11,517 million in real estate.

Collateral repossessed

During the period the Group took possession of assets due to foreclosures. The total amounts of real estates the Group took possession
of during the period and still holds at the end of the year amount to ISK 297 million (31.12.2017: ISK 833 million) and other assets ISK
22 million (31.12.2017: ISK 2 million). The assets are held for sale, see Note 28.
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37. Credit risk, continued

Credit quality

The Bank uses internal credit rating models and external credit ratings if available to monitor credit risk. The internal credit rating
models rates customers with one of four statistical models based on a variety of information that has been determined to be predictive
of default. These include demographic, behavioral, financial and economic data, coupled with qualitative expert judgement for large
corporate exposures. Two models rate individuals' exposures — one for prime mortgages and another for other exposures. The models
are updated at least 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. External ratings are used for marketable securities, cash
and balances, and loans to credit institustions. For futher information on the rating scales used see Note 42.

The tables below show financial instruments subject to the impairment requirements of IFRS 9 broken down by rating scale, where risk
class 5, DD denotes the highest risk. Assets carried at fair value through profit and loss are not subject to the impairment requirements
of IFRS 9. The tables below sum up the gross carrying amount of assets by rating class and current impairment stage. The gross carrying
amount net of loss allowance shows the book value of the underlying assets.

Exposures that are 'Unrated' are typically due to newly formed entities, entities for which the Bank's rating models are not applicable
or no external rating is available. Comparative figures have not been restated.

Financial
Credit quality profile by rating class Cash and Loans to instru-
31.3.2018 balances credit  ments at
Assets carrying stage 1 ECL with CB institutions FvVOCI
INVESTMENT BIAUE ...eeiieiieeteetete ettt ettt ettt et e sttt e s bt e st e e abeebe e baesatesabeebeesbeesasesabeentas 97,950 94,617 42,166
NON-INVESTMENT BratE .ovvvieiiiee et ecee ettt et e s ebae e et e e e s tae e e ssteeessteeesnteeeenseeesaneeesnaeessneeensseas - 367 -
GrOSS CArrYiNg @MOUNT ...ciiiiiiiiiiiiiiiiiiiiiisisisssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssnsnns 97,950 94,984 42,166
Loss allowance (16) (23) (24)

Book value ... 97,934 94,961 42,142
Loans to customers Stage 1 Stage 2 Stage 3 POCI Total
Risk class 1 - (Grades A+ t0 BBB-) ...ccueecueeeueiiiieieecreecteecee et 336,263 83 - - 336,346
Risk class 2 - (Grades BB+ 10 BB-) ....cccccceevvueerueerieesiecreeseeeseeeseeeeeesseesenennns 243,618 19,137 - - 262,755
Risk class 3 - (Grades B+ 10 B-) ...ccecveeieieeeiieecciieee et evae e e 111,791 12,564 - 50 124,405
Risk class 4 - (Grades CCC+ to CCC-) 18,901 11,784 - 2 30,687
RISK ClaSS 5 = (DD) cuuveeeureeeeireeeeireeeeieeeeteeeeteeeeteeeseraeesenaeeesnaeeeaseeensneeensneeens - - 24,532 1,453 25,985
[0 1 =T PSPPSRt 7,537 326 350 - 8,213
GroSS CArrying amoUNt ....ccccciiiiiiiiiiiiiiiisisisssssssssssssssssssssssssssssssssssssssssssnes 718,110 43,894 24,882 1,505 788,391
LOSS @lIOWEANCE ...ttt ettt e et e e etbe e e sare e e areeeetaeeeenneeeennees (1,489) (706) (9,991) (289) (12,475)
BOOK VAlUE ... sssssssssssssssssssssssssssssssnsssnen 716,621 43,188 14,891 1,216 775,916
Loans to customers - mortgage loans

Risk class 1 - (Grades A+ 10 BBB-) ....cc.cceeueeeeieieiieeecieeeereecereeesneeeeeneee s 185,843 - - - 185,843
Risk class 2 - (Grades BB+ 10 BB-) ....ccccccveevueevieesiieniieeieesieesieeseeeveesveesaneenns 95,300 3,200 - - 98,500
Risk Class 3 - (Grades B+ 10 B-) ...ecccveeeeieeeeiieeciieee e cree et eevee e e 31,434 2,659 - 40 34,133
Risk class 4 - (Grades CCC+ to CCC-) 8,970 6,114 - 2 15,086
RISK C1as5 5 = (DD) cuveeveerveeriieriesiieiteesieeseesiesseesseesseesasesasesseenseessessanesnsesnnes - - 6,524 1,043 7,567
[0 T 2 1 1= USRSt - - - - -
GroSS Carrying amMoUNTt ....ccciiiiiiiiiiiiiiiisssisssssssssssssssssssssssssssssssssssssssssssssses 321,547 11,973 6,524 1,085 341,129
LOSS @lIOWEANCE . .uveectee ettt ettt et et etre e e sabe e e aree e taeeeenneeesanees (170) (68) (585) (104) (927)
BOOK VAlUE ...uiciiiiiiiiiciiicicscscscncs s ssesssssssssssssssssssssssssssssssnen 321,377 11,905 5,939 981 340,202
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37. Credit risk, continued

Loan commitments, guarantees and unused credit facilities Stage 1 Stage 2 Stage 3 Total
Risk class 1 - (Grades A+ 10 BBB-) .....cccveiieeiieiieieeeee e ereese et e e ve e see e aeeee e eeeas 97,043 3 - 97,046
Risk class 210 4 - (Grades BB+ t0 CCC-) uvviviiiiiieiieeieereeteeetee et eve et re et e eneeeanas 45,644 3,012 208 48,864
UNTGEET 1ottt b ettt e bbbt et e b e ae et b s bt e ae s 4,937 356 - 5,293
Gross carrying amount 147,624 3,371 208 151,203
LOSS AHIOWANCE ..ttt ettt ettt et e e ve e be e baeeaseeabeeateessaesaaeensesaseenseennes (171) (63) (366) (600)
BOOK VAIUE ...ttt ettt s a e s s sane s s ne s 147,453 3,308 (158) 150,603
Neither Past
Credit quality by class of financial assets past due but  Individu-
due nor not ally
31.12.2017 impaired  impaired impaired Total
Cash and balances With Central Bank ..........cccccveeeeieeiiieeeee e eserree e ee e e e e nneees 139,819 - - 139,819
Loans to Credit INSTILULIONS ....cciciiiiiiieicciie et rae e e eaa e e e anee s 86,609 - - 86,609
Loans to customers
LO@NS £ COMPOrates .....uvviiiiiiiiiiiiiiiiricc et srreees 385,197 13,655 962 399,814
[ WeT: [a I o T g Lo LY7o LU | KT SRN 344,829 18,929 1,529 365,287
FINANCIAl INSEIUMENTS ..eeiiiiieiiii ettt ettt e e e s tbe e e s ree e s baeeenaeesnreesnnnes 78,784 - - 78,784
Other assets With Credit FiSK .........eeveiiiciiiiee e e e e e naeees 8,948 - - 8,948
Credit quality by class of financial assets .......ccccevrrvnreriiiiiiinieniiiniinnnnne, 1,044,186 32,584 2,491 1,079,261

The following table shows loans to customers that are neither past due nor impaired, broken down by the Bank's classification scale as
under IAS 39, where 5 denotes the highest risk. The disclosure has not been restated after the implementation of IFRS 9.

Neither past due nor impaired loans

Risk classification

31.12.2017 1 2 3 4 5 Unrated Total
INAIVIAUALS ..o 176,980 116,296 36,507 9,953 2,238 2,855 344,829
Real estate activities and construction ................. 28,508 51,363 40,327 3,013 83 479 123,773
Fishing indUSEry ......cccooeveeieninineeeeeee e 37,742 28,908 9,129 1,498 653 - 77,930
Information and communication technology ....... 17,691 1,162 2,958 21 - 3 21,835
Wholesale and retail trade ........cccceeeeevecvieeeeeenns 19,996 20,822 9,368 2,117 563 141 53,007
Financial and insurance activities ..........c.cccceeueeee. 14,638 3,708 15,103 105 - 10 33,564
Industry, energy and manufacturing .................... 17,236 6,394 4,233 794 187 - 28,844
Transportation .. 10,644 3,713 2,201 48 - 65 16,671
SEIVICES weueeiirieeiieie sttt sttt st 2,392 6,227 5,224 432 2,443 3 16,721
PUDBIIC SECLON .t 4,938 862 108 47 - 7,685

Agriculture and forestry .......ccocovvevvieveevieeeciee s 1,740 1,816 585 163 - 5,167
245,271 127,728 18,674 6,377 3,556 730,026

Neither past due nor impaired loans
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37. Credit risk, continued

Past due but not impaired loans by class of loans More

Up to 4to0 30 31to 60 61to 90 than 90
31.12.2017 3 days days days days days Total
LOANS tO COMPOrates ......uevveirrcuiriiieiiiiiieee e esrireee e e sireeee e 4,361 4,221 1,774 1,339 1,960 13,655
Loans to individuals .........cceeeverieiinenienieec e 3,065 8,149 4,387 350 2,978 18,929

Past due but not impaired loans 7,426 12,370 6,161 1,689 4,938 32,584

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 acquired at discount are not considered to
be impaired unless the specific allowance exceeds the discount received.

31.12.2017

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

amount amount
[T EAVTe LU= RO 4,010 5,539
Real estate activities and CONSTIUCTION ....coiuiiiiiiiiiiieeeeee ettt sttt e sb e e sateeabeebeensaesaaesaseens 467 762
LI Y[ T=d e [U ] PP PSRRPPSPY 658 861
Information and communication tEChNOIOGY .......ccevuiiiiiiiiiiiiice e 111 112
Wholesale and retail trade ...........ccucene. . 490 702
Financial and insurance activities 297 314
Industry, energy and MaNUFACTUIING ...c...evviiiiiiiirieeie ettt sttt s e e satesteste e beesaaesasesnbeenbeesanenas 473 581
L L] e Je] o =14 o] o I OO SO PPPPPPPPPPPPO 1 1
SEIVICES .ttt e b e bbb bbb b h e a e s h e s h e E b e b e b e e b e e b s e s b e s b e e b e e sbeenaee 3,570 3,617
[0 o] Lol =Yl o] ST PSP PTOPPTUPRPN 45 45
AGIICUITUIE AN FOrESTIY .oiueiiiiiiiieiee sttt ettt ettt s e st e st e e be e s bt e sa b e es b e e beesaeessbesstesateenseesaeesasesnseenbeesanenas 165 244
Impaired loans to customers specified By SECLOX ........ueiiiiiiiiiieiiiiiiiireeeieiccserrerescsssnnnesssessssnsneessesessssnsassasns 10,287 12,778

The following tables reconciles the opening and closing allowance balance for debt securities at amortized cost and FVOCI by their
impairment requirements. The reconciliation includes:

* Transfers of financial assets between impairment requirements: include transfers to 12 month expected credit losses, to lifetime
expected credit losses and credit impaired financial assets. All transfers are presumed to occur before any corresponding
remeasurement of the loss allowance.

* Net remeasurement of loss allowance: comprise the impact of changes in model inputs or assumptions, including changes in forward-
looking macroeconomic conditions, partial repayments and additional draws on existing facilities, inflation, changes in the
measurement following a transfer between stages, and unwinding of the time value discount due to the passage of time.

¢ New financial assets: include purchases and originations and reflect the allowance related to assets newly recognized during the
period.

e Derecognitions and maturities, reflect the allowance related to assets derecognized during the period without a credit loss being
incurred, including those assets that were derecognized following a modification of terms.

o Write-offs: the amount after net remeasurements of loss allowance written off during the period.
¢ Foreign exchange: the effects of foreign exchange on the loss allowance between periods.

During the first quarter there were no significant changes to the models used to estimate expected credit loss.
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37. Credit risk, continued

31.3.2018
Impairment loss allowance total Stage 1 Stage 2 Stage 3 POCI Total
ECL balance at 31.12.2017 ..c..ooiruerieieieeiieieienie ettt 3,195 - 10,346 - 13,541
NEt FEMEASUMEMENT ....eiciiciieiiecee ettt ere et eseeere e seeeaeeeaneeaneas (1,309) 621 (363) 363 (688)
Opening balance at 1.1.2018 ........ccccceeeeeeeerereeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeees 1,886 621 9,983 363 12,853
Transfers of financial assets:

Transfers to Stage 1 - (12-month ECL) ....ccoevveiviienienieniieieeeeeeeeeee 326 (167) (159) - -
Transfers to Stage 2 - (lifetime ECL) .oovvvvveeceeeeeceeeeee e (63) 80 (17) - -
Transfers to Stage 3 - (credit impaired financial assets) .. (29) (68) 97 - -
Net remeasurement of 10S allOWaANCE ........covueeriiriiiniienienieeeceeeeee e (521) 325 1,442 11 1,257
New financial assets, originated or purchased ............coeceecvenineniciicncnnen. 240 11 36 - 287
Derecognitions and MatUrities ........cccceereeeieeieesiesre e (103) (24) (236) (17) (380)
Write-offs .....ccceeeieneneenne (6) (6) (668) (68) (748)
Foreign exchange differ@nce ........ccooveeviiiviiniiniiicee e (7) (3) (121) - (131)
Impairment 10ss allOWaNCE ........cciiiiiiiininiiiiiiiinnniiiinnresssseees s 1,723 769 10,357 289 13,138

Financial

Cashand Loans to instru-

balances credit ments at
Impairment loss allowance for assets only carrying 12-month ECL with CB institutions FvocCl Total
ECL balance at 31.12.2007 ..coeeeieeieeieeeiieete ettt st e et e sn e esne s e - - - -
NEt rEMEASUIEIMENT ...eiiiiiiiiie ettt ettt e st e s sabe e e s e e sabeeesabeeesneeas 7 3 13
Opening balance at 1.1.2018 .........cccoveeiiiuririiieeiinieeiiiieeiiseesessesssseessssesssssessssseeses 7 3 13
Net remeasurement of 10SS AllOWANCE ........cocuiviiriiiiiiiniiiiccecc e 9 20 8 37
Net effects Of TradiNg ...ooveiiiiece et et aesne e - - 13 13
Impairment loss allowance for assets only carrying 12-month ECL 16 23 24 63
Impairment loss allowance for loans to customers Stage 1 Stage 2 Stage 3 POCI Total
ECL balance at 31.12.2017 3,195 - 10,288 - 13,483
NEt reMEASUIEMENT ....vviiiiiiecieeceiee ettt ete e e sre e e s reeesraeesneeesannee s (1,502) 572 (363) 363 (930)
Opening balance at 1.1.2018 .........cccooiivrrnnneiniiisssnnnnisssssssssnessssssssssnessness 1,693 572 9,925 363 12,553

Transfers of financial assets

Transfers to Stage 1 - (12-month ECL) ...cccecveveveneinincenenceeenceeen 285 (154) (131) - -
Transfers to Stage 2 - (lifetime ECL) .....cccvivviiiinieiininiiciiiciecncne (61) 78 (17) - -
Transfers to Stage 3 - (credit impaired financial assets) .. (29) (67) 96 - -
Net remeasurement of 10ss allOWaNCE ........cceeeriieiiieciiecieceee e (492) 299 1,107 11 925
New financial assets, originated or purchased ..........ccccoeeeeeviveevcieesiieenns 172 9 36 - 217
Derecognitions and MAtUrities .......cceveerierieenieerienie e e sre e (66) (22) (236) (17) (341)
WIIEE-OFFS ..t (6) (6) (668) (68) (748)
FOr@igNn EXChANGE ..c..coueiiiitiiiieietee ettt (7) (3) (121) - (131)
Impairment loss allowance for loans to customers ..........ccccececevenenenennnes 1,489 706 9,991 289 12,475
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37. Credit risk, continued

Impairment loss allowance for loans to customers - mortgage loans Stage 1 Stage 2 Stage 3 POCI Total
ECLbalance at 31.12.2017 ..cceeviieieeieerieeeiie ettt sttt s s 538 - 797 - 1,335
NEt rFEMEASUrEMENT ..eiiuiieieeiieiee ettt te et e s e e teereesaeesane e (345) 70 (128) 127 (276)
Opening balance at 1.1.2018 ........ccccceieirrnnreieiiscssnnnensssscsssnsssssssssssnnsssssns 193 70 669 127 1,059
Transfers of financial assets

Transfers to Stage 1 - (12-month ECL) ....ccceeeevieniinenienienenceeeeneeeee 89 (13) (76) - -

Transfers to Stage 2 - (lifetime ECL) ...covvvevieeneenieniecieeeeieeeeeee e (7) 16 (9) - -

Transfers to Stage 3 - (credit impaired financial assets) ........cceceevvvereenne - (11) 11 - -
Net remeasurement of 10ss allOWaNCE ......c.ceeveereirieeiieeriece e (126) 4 (7) (20) (149)
New financial assets, originated or purchased ..........ccocvveeviineneniciicnenn. 24 2 - - 26
WIIEE-OFFS ..ttt (3) - (3) (3) (9)
Impairment loss allowance for loans to customers - mortgage loans ...... 170 68 585 104 927

Impairment loss allowance for loan commitments, guarantees and

unused credit facilities Stage 1 Stage 2 Stage 3 Total
ECLbalance at 31.12.2017 ..cceeviieieeieenieeniieeie ettt st st - - 58 58
Net remeasuUremMEeNt ......coociiiiiiiiiiee e 180 49 - 229
Opening balance at 1.1.2018 ........cccceeeiereieneniiennnniiniiieiienimnnnneeeeee. 180 49 58 287
Transfers of financial assets
Transfers to 12-month ECL .... 41 (13) (28) -
Transfers to lifetime ECL .....c.ooviiiiieenieniecceieeeesee et (2) 2 - -
Transfers to credit impaired financial assets ......c..cccoveevveirieiieineeneenen. - (1) 1 -
Net remeasurement of 10ss allOWaNCE ........ceeveereiriiecieciece e (66) 26 335 295
New financial assets, originated or purchased .. 55 2 - 57
Derecognitions and MatUrities ........ccoeerieriieeiieenieenieeie et (37) (2) - (39)
Impairment loss allowance for loan commitments,
guarantees and unused credit facilities ........ccccccceeriiiiirinenniiiiinnnennnns 171 63 366 600

The following table reconciles the opening and closing loss allowance balance as measured under IAS 39. The comparative amounts
have not been restated after the implementation of IFRS 9.

31.12.2017 Specific  Collective Total
Balance at the beginning of the YEar .........cccciiiiiiiiii e 18,281 4,557 22,838
PrOVISION fOF IOSSES v.iivviiiitieicctte e ettt e ettt et e e ettt e et e e et e e et e e ebeeseseeeeeaeeeeaseeeesseeeessesessseeesabeeesnteeeanses 3,029 (1,362) 1,667
Effects due to acquisition of subsidiary* .. (8,723) - (8,723)
A L =R ] RSSO (2,421) - (2,421)
Foreign eXchange diffErENCE .....iccuiiiiiiieiie et e e beesaeessaesnteenee 3 - 3
Payment of [0ans previously Written-off ............coo e s 118 - 118
Balance at the end of the Period ........cccvvviiiiiiiinniiiiiiir e e ssssasssesssss 10,287 3,195 13,482

*At the end of September 2017 Arion Bank became majority owner of United Silicon, see Note 27. Arion Bank had made provision for losses on loans to United Silicon
which was eliminated on Group level when United Silicon became a subsidiary of Arion Bank.

Large exposure

A large exposure is defined as an exposure to a group of financially related borrowers which is equal to or exceeds 10% of the Group's
eligible capital according to Financial Undertakings Act No. 161/2002 and Regulation No. 233/2017 on prudential requirements. The
legal maximum for individual large exposures is 25% of eligible capital, net of eligible credit risk mitigation.

The Group had no large exposure at the end of the period before taking account of eligible credit mitigation (31.12.2017: no large
exposure).
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38. Market risk

Market risk is the current or prospective risk that changes in financial market prices and rates adversely affect the Group's earnings and
equity position due to changes to the value and cash flows of its assets and liabilities.

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

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

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

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

Interest rate risk

Interest rate risk arises from the possibility that changes in market rates adversely affect net interest income and fair value of interest-
bearing instruments on the Group's balance sheet. The Group's operations are subject to interest rate risk due to mismatches in the
fixing of interest rates between assets and liabilities, resulting in a repricing risk for the Group. The Group also faces interest basis risk
between interest-bearing assets and interest-bearing liabilities due to different types of floating-rate indices in different currencies.

The Group's interest rate risk for foreign currencies is limited as foreign denominated assets predominantly have short fixing periods
and the Group has applied cash flow hedging for its foreign denominated fixed rate borrowings. For domestic rates, longer fixing
periods are more common, and this especially applies to indexed mortgages issued between 2004 and 2006. The fixing profile of
indexed mortgages is however matched by that of the Group's structured covered bonds issues, which serves as a hedge against
repricing risk. The Group has been able to manage relatively small interest fixing gaps.

In the past few years domestic interest rates, nominal and real, have fallen. Due to favorable refinancing spreads, prepayments and/or
refinancing of loans have been considerable. Prepayment risk is mitigated by prepayment fees and the Group's own prepayment
options. The Group's prepayment of structured covered bonds is a reaction to mortgage prepayments and mortgage refinancing.
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38. Market risk, continued

Interest rate risk in the banking book

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

31.3.2018 Upto3 3-12 1-5 5-10 Over 10
Assets months months years years years Total
Balances with Central Bank ...........cooevvvviieeeiiiveeeeceeiieeeee e 90,896 - - - - 90,896
Loans to credit inStitUtioNS .......cccvveeeeieecieeee e, 94,961 - - - - 94,961
IO T=T g 1 o Wl U S {01 4 T=T 63U 469,207 71,275 137,308 7,011 104,206 789,007
Financial inStrumMeNnts .......ccccvieeeiieceeeee e 20,963 6,622 12,638 - 1,938 42,161
Assets . 676,027 77,897 149,946 7,011 106,144 1,017,025
Liabilities
Due to credit institutions and Central Bank ..........ccccceeeeeeunneens 7,880 - - - - 7,880
Deposits 392,727 44,665 13,434 1,343 890 453,059
Borrowings 37,261 11,938 221,546 31,957 111,641 414,343
LIabilities ..cccevererererereieriierererererereee s s seeeseeeeeseseseeeseeneeens 437,868 56,603 234,980 33,300 112,531 875,282
Derivatives and other off-balance sheet items (net position)..  (98,616) 931 100,902 1,520 - 4,737
Net interest 8ap ...cccccveeririiiinnnniiiinininnneniinssssnnenessssssssasnenes 139,543 22,225 15,868 (24,769) (6,387) 146,480
31.12.2017
Assets
Balances with Central Bank .........cccceeveevienieniieenieeneenieseeenenn 129,864 - - - - 129,864
Loans to credit inStitUtions ........cccveeeeieeciieeee e 86,609 - - - - 86,609
LOans tO CUSTOMENS ..ccovueiiiiiiiiiiiiicccciice e 440,161 77,099 141,944 5,867 107,114 772,185
Financial instruments 27,342 3,033 8,186 - 1,866 40,427
Assets . 683,976 80,132 150,130 5,867 108,980 1,029,085
Liabilities
Due to credit institutions and Central Bank ... 7,370 - - - - 7,370
DIBPOSIES weevveereeieerieente st st et e st e sire s e ebe et e e s e e s aeeaeereenaeenaes 427,393 19,453 13,083 1,343 889 462,161
BOITOWINES .evieeieeiieciieete et e sttt et te e s ae e be et snaeeneas 64,533 6,637 187,998 31,293 111,946 402,407
LIQDIlItIeS coooveereieiiiirsnnneniiinisnnnneniiinisnnnneeinssssnnensssssssssensnns 499,296 26,090 201,081 32,636 112,835 871,938
Derivatives and other off-balance sheet items (net position) ..  (99,372) 114 102,038 1,548 - 4,328
Net interest 8ap ...ccccvvreiiiiiiiinnnniiniinnnnnnensssssssssssnssssssssssnsenes 85,308 54,156 51,087 (25,221) (3,855) 161,475
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38. Market risk, continued

Sensitivity analysis of interest rate risk in the banking book

The following table shows the sensitivity of the Group's net present value (NPV) of interest-bearing assets and liabilities and variation of
annual net interest income (NII), due to changes in interest rates by currencies. The variation is calculated on the basis of simultaneous
parallel shifts upwards or downwards of yield curves. The choice of shifts is not an estimate of risk likelihood. Behavioral maturities are
taken into account in the NPV calculations, including prepayment likelihood and expected behavior of non-maturing deposits. The
change to NIl is however purely based on contractual interest rate adjustments where it is simplistically assumed that all rates are
equally sensitive to the presumed change in market rates.

Interest rates for foreign currencies are predominantly short term for the Group and hedging is applied for fixed rate borrowings. As a
result the Group's effective interest income is marginally sensitive to changes to foreign currency interest rates. This is however not
fully reflected in the NIl variation analysis for 31 December 2017 as a substantial part of the Group's liquid assets in foreign currency
was invested in liquidity funds, the income of which is not recognized as interest income.

31.3.2018 31.12.2017
NPV change -100 bps +100bps -100bps  +100 bps
ISK, CPI index-linked (2,161) 2,311 (1,465) 2,411
ISK, Non index-linked 103 1,103 (76) 742
FOP@IZN CUITENCIES ..eivveeireeieestieseieeie et et e see et e s e e s teesraessseesbeesteesseessseenseensaesseesssesnseensen 55 (91) 88 (113)
31.3.2018 31.12.2017
NIl change -100 bps +100bps  -100bps  +100 bps
ISK, CPI iNdeX-lNKEA .....oorviiiiiiiiiiiiiciicctct ettt (829) 829 (693) 693
ISK, NON iNA@X-IINKEA .....eveeeieeiieteeec ettt sttt e e e e aneenreenneas (98) 98 (429) 429
Foreign currencies 155 (155) 353 (353)

Sensitivity analysis of interest rate risk in the trading book

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

31.3.2018 31.12.2017
Currency -100 bps +100bps -100bps  +100 bps
ISK, CPl index-linked .... 149 (135) 99 (95)
ISK, NON iNA@X-TINKEA .....vviiiiiiieiiesiiese ettt st ettt st enees 63 (52) 19 (14)
FOP@IZN CUITENCIES ..vouvveeiiieiieetie e ete et et e s ee et e e te e s teestaestbe e teebaesssesssesnseeseeseesssesaseensean 28 (27) 27 (27)
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38. Market risk, continued

Indexation risk

A significant part of the Group's balance sheet is linked to the Icelandic Consumer Price Index (CPI). Index-linked loans and borrowings
are typically annuities, where the principal and monthly payments change in the same proportion as the CPl. The Group is exposed to
indexation risk as indexed assets exceed indexed liabilities. Financial instruments held for liquidity or market making purposes are
assumed to be on demand.

Book value and maturity profile of indexed assets and liabilities

31.3.2018 Uptol 1to5 Over 5

Assets, CPl index-linked year years years Total
LOQNS £0 CUSTOMEIS ...ttt aeaeeseeeseesaeeseeeeeeeeeeereeeeseeeeaeaeeeeaaaaaaaaes 22,393 94,570 235,041 352,004
Financial instruments ........ 8,012 - - 8,012
Off-balance sheet POSITION .......cecciecieciecee e 3,620 517 - 4,137

Assets, CPlINAEX-IINKEd ........ccoerieeeeiiiiiiiiienerieeeeteeeeneeeereeeasessesererenssssesesessssnssssssesenes 34,025 95,087 235,041 364,153

Liabilities, CPI index-linked

DEPOSIES w.vvrvenriirereiieterree ettt ettt r ettt 70,874 12,988 2,231 86,093
BOITOWINES ...ttt ettt st s ettt e s it e st e e st e e st eeeasa e e easneesnbeesanneesnnneeennrees 1,471 20,903 124,275 146,649
(01 T TSSO PP PR PRSP 894 204 1,364 2,462
Off-balance sheet position ... - 548 - 548
Liabilities, CPl indeX-lNKEd ........cccoeiveiiierisiensniiieniiiiiineisesessre e sesessensssesesees 73,239 34,643 127,870 235,752

Net on-balance sheet position (42,834) 60,475 107,171 124,812

Net off-balance sheet position 3,620 (31) - 3,589
CPIBAlaNCe ...ccccuunneriiiiiiinnniiiissisnnnesissssssssnnessssssssssnensssssssssssssssssssssnssesssossssssnssssssssns (39,214) 60,444 107,171 128,401
31.12.2017

Assets, CPl index-linked

LOQNS £0 CUSTOMEIS ...ttt tataaaaetaeeaeaassessasssaessessseeeseeeseeseseeseesaeeeeeaaaaaaaes 16,928 100,149 233,292 350,369
FINANCIal INSTIUMEBNTS ...eiiiiiiieiecieeite ettt ettt e s e st eebeebaenaes 6,659 - - 6,659
Off-balance sheet POSITION .......ccecciiecieceecee e ae e 4,667 2,096 - 6,763

Assets, CPIl index-linked 28,254 102,245 233,292 363,791

Liabilities, CPI index-linked

[D7=T o Lo 1Y 1 £ PSPPSR UPPPPUPPRROE 68,667 12,499 2,201 83,367
Borrowings . 1,832 20,867 121,692 144,391
(0 11 =T PSRN 982 203 1,369 2,554
Off-balance sheet POSITION .....cccviviiiiiiiie et - 539 - 539
Liabilities, CPl indexed liNked ..........cccciieiiiiiiiiiiiiiiiiinnees e se e e eeeens 71,481 34,108 125,262 230,851
Net on-balance ShEet POSILION ....ccuiriiiciieiieierieee et ees (47,894) 66,580 108,030 126,716
Net off-balance Sheet POSItION ....cc..eiiiiii i 4,667 1,557 - 6,224
CPIBAlaNCe ...ccccuuneeiiiiiiiiineneiniisissnnnesissssssssnsesssssssssssenssssssssssssssssssssssssasssossssssnssssssssns (43,227) 68,137 108,030 132,940
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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

31.3.2018
Assets ISK EUR usbD GBP DKK NOK Other Total
Cash and balances with Central Bank . 96,270 650 196 147 205 84 382 97,934
Loans to credit institutions ................ 14,843 25,469 27,829 5,268 2,569 12,023 6,960 94,961
Loans to customers .......ccccceeeeeenneeens 640,484 96,713 30,069 3,718 6,587 759 3,925 782,255
Financial instruments ........c.cccccveueee. 65,379 25,879 13,472 117 9 1,544 15 106,415
Other financial assets ........cccccueeeuneee. 8,760 1,179 530 1,123 136 23 24 11,775
ASSELS ..ovveereieiiiiinnerenencneneeenesesenen 825,736 149,890 72,096 10,373 9,506 14,433 11,306 1,093,340
Liabilities
Due to credit inst. and Central Bank .. 7,349 388 58 3 - 1 81 7,880
[T oY 1 | £ 404,532 20,645 20,814 3,462 1,507 898 1,201 453,059
Financial liabilities at fair value ......... 1,951 721 290 28 - 106 34 3,130
Other financial liabilities .................... 21,385 2,881 4,100 1,260 495 195 164 30,480
Borrowings 191,334 170,455 1,504 12 - 20,676 16,874 400,855
Liabilities .....cccceeerereicrnnnennieccscnnnenens 626,551 195,090 26,766 4,765 2,002 21,876 18,354 895,404
Net on-balance sheet position .......... 199,185 (45,200) 45,330 5,608 7,504 (7,443) (7,048)
Net off-balance sheet position .......... (2,034) 42,481 (45,459) (2,235) (7,742) 7,491 7,498
Net position ......cccceerrreiiiirneneniiisinene 197,151 (2,719) (129) 3,373 (238) 48 450
Addition, for management reporting
Assets
Investment property .......cccccoeeeueeeens 6,749 - - - - - - 6,749
Investments in associates .................. 735 8 - - - - - 743
Intangible assets ... 8,647 - - 1,933 2,918 - - 13,498
TaAX @SSELS wevvvireeiiiiiiiie e 611 - - - - - - 611
Non-current assets and disposal

groups held for sale .......cccccveeneen. 8,496 - - - - - - 8,496
Other non financial assets 7,991 68 17 203 17 9 27 8,332
ASSELS ...ureereeeriecinnreeeeeeeennneeenesenenen 33,229 76 17 2,136 2,935 9 27 38,429
Liabilities and equity
Tax liabilities .....coovveeeieeviereeeeieiiieenes 6,885 - - - - - - 6,885
Other non-financial liabilities ............ 24,638 96 374 123 2 - 2 25,235
Shareholders' equity .......cccceevveerueennes 204,117 - - - - - - 204,117
Non-controlling interest ............c....... 128 - - - - - - 128
Liabilities and equity ......cccccvevernnnens 235,768 96 374 123 2 - 2 236,365
Management reporting

of currency risk* .......cccoevvnneiiinnnns (5,388) (2,739) (486) 5,386 2,695 57 475
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38. Market risk, continued

31.12.2017
Assets ISK EUR usbD GBP DKK NOK Other Total
Cash and balances with Central Bank. 137,399 943 293 266 265 117 536 139,819
Loans to credit institutions ................ 17,678 15,033 27,117 8,518 1,910 10,621 5,732 86,609
Loans to CUStOMErS ....ccveeveeveerieennes 624,192 97,687 27,879 3,283 7,245 646 4,169 765,101
Financial instruments 56,240 39,891 11,309 102 9 1,691 208 109,450
Other financial assets 6,023 965 613 1,102 171 24 50 8,948
Assets 841,532 154,519 67,211 13,271 9,600 13,099 10,695 1,109,927
Liabilities
Due to credit inst. and Central Bank .. 6,989 292 38 3 - 1 47 7,370
DEPOSILS wevveereeriieriierie et eieerieesee e 412,981 23,792 15,382 3,309 1,349 3,692 1,656 462,161
Financial liabilities at fair value ......... 2,253 1,183 34 27 32 35 37 3,601
Other financial liabilities .................... 20,150 3,870 2,183 5,505 1,393 565 1,039 34,705
Borrowings .. 181,787 162,486 1,832 14 - 20,794 18,085 384,998
Liabilities .....cccerereriiisinnneiiiiiisssnnnnnns 624,160 191,623 19,469 8,858 2,774 25,087 20,864 892,835
Net on-balance sheet position .......... 217,372 (37,104) 47,742 4,413 6,826 (11,988) (10,169)
Net off-balance sheet position .......... (536) 34,743 (46,994) (1,557) (9,142) 12,331 11,155
Net position ......ccccceeereicicneneeenerenenens 216,836 (2,361) 748 2,856 (2,316) 343 986
Addition, for management reporting
Assets
Investment property 6,613 - - - - - - 6,613
Investments in associates .................. 752 8 - - - - - 760
Intangible assets ......ccvveeeviveeniiieennns 13,848 - - - - - - 13,848
TaX ASSELS wevvvieeriieerireeeireee e 450 - - - - - - 450
Non-current assets and disposal

groups held for sale .........cccceeeueeee. 8,138 - - - - - - 8,138
Other non-financial assets ................. 7,843 61 34 36 2 19 23 8,018
ASSELS ..ervnrreiiiiiinneriisnnenessssssans 37,644 69 34 36 2 19 23 37,827
Liabilities and equity
Tax liabilities 6,828 - - - - - - 6,828
Other non-financial liabilities ............ 22,106 99 30 122 1 - (1) 22,357
Shareholders' equity .......cccceevveerueennes 225,606 - - - - - - 225,606
Non-controlling interest ............c....... 128 - - - - - - 128
Liabilities and equity 254,668 99 30 122 1 - (1) 254,919
Management reporting

of currency risk* .......ccceevvvnneiiinnnns (188) (2,391) 752 2,770 (2,315) 362 1,010

*The net position of the currency risk is presented in accordance with IFRS. The management monitors currency risk with more assets and liabilities underlying, such
as tax assets and liabilities and intangible assets, as it is considered to be a more accurate measurement of the Group's currency exposure. The net position, as seen
by the management, is the position used for managing the currency imbalance.
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38. Market risk, continued

Sensitivity analysis on currency risk

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

31.3.2018 31.12.2017
Currency -10% +10% -10% +10%
EUR ettt ettt ettt e h e h et et e e bt e hee st e et e e beesaeesateenbeenbee e 274 (274) 239 (239)
USD ettt ettt ettt b e h e h et bt bRt et ekt st et e b e eheeat et e bt eae et e b sbeebeen 49 (49) (75) 75
GBP ettt ettt ettt a ettt a ettt e et ettt ennana et esenas (539) 539 (277) 277
DK ettt bbbt b e bt e a et h e e bt e a et bt e bt et et e beene et etenne (270) 270 232 (232)
INOK ettt ettt ettt s e sa e et e e bt e s bt e s bt e et e bt e bt e bt e e abeeabe e beesaeesateeabeentes (6) 6 (36) 36
(014 4 T=1 OOV TOSO P UTPPOSROPPT (48) 48 (101) 101

Equity risk

Equity risk is the risk that the fair value of equities decreases as the result of changes in the level of equity indices and individual stocks.
For information on assets seized and held for sale and equity exposures, see Notes 28 and 21 respectively.

Sensitivity analysis of equity risk

The analysis below calculates the effect of a reasonable possible movement in equity prices on the Statement of Comprehensive
Income. A negative amount in the table reflects a potential net reduction in the Statement of Comprehensive income or equity, while a
positive amount reflects a potential net increase. Investments in associates are excluded. The result of value-at-risk calculations for the
trading book are shown in the Group's Pillar 3 Disclosures.

31.3.2018 31.12.2017
Equity -10% +10% -10% +10%
Trading BOOK = lISEEA ....eeiiiieiiieieee ettt et (366) 366 (166) 166
Banking book - listed ... . (443) 443 (540) 540
Banking book = UNTISTEA .....coveeiiiiriiiriieeie ittt ettt e aae e (1,225) 1,225 (1,170) 1,170

Derivatives

Derivatives are a part of the Group's customer product offering. The types of derivatives currently offered are forward contracts, swaps
and options. Eligible underlying market factors are interest rates, foreign exchange rates, equities and commodities. Exposure limits,
hedging requirements and collateral requirements are determined in accordance with the Group's risk appetite and monitored by Risk
Management on a daily basis. The Group also uses derivatives to reduce market risk on its balance sheet. Note 22 shows a breakdown
of the Group's derivative positions by type.
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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.

The Group's primary source of funding is deposits from individuals, businesses and financial undertakings. The Group's liquidity risk
stems from the fact that the maturity of loans exceeds the maturity of deposits, of which 69% is on-demand.

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

The Group's strategy in relation to liquidity risk is to actively manage its liquidity positions and risks to meet payment and settlement
obligations on a timely basis under both normal and stressed conditions. The Group seeks to maintain a stable funding profile which
supports its business strategy and liquidity profile, ensuring that the Group can withstand periods of market turbulence, without

reliance on volatile funding or external support.

Maturity analysis of assets and liabilities

The maturity analysis is based on contractual cash flows. The amounts are not discounted and include future interest payments, but CPI-
linked amounts do not include accrued indexation due to future inflation. The total amount for each item is higher than the
corresponding amount on the Bank's balance sheet, since the amounts on the balance sheet are either at amortized cost and do not
contain future interest payments, or at fair value where future cash flows have been discounted.

Contractual cash flows differ in many ways from expected cash flows. The difference is most significant for deposits on the liability side
and bonds on the asset side. Deposits are always assumed to be withdrawn at the earliest possible date, despite the fact that a large
part of the deposit base is considered to be stable funding where behavioral maturity considerably exceeds contractual maturity.
Furthermore, although contractual cash flows are presented for bonds held by the Bank, a large portion of the bonds are a part of the
Bank's liquidity buffer and are considered to be highly liquid and can be sold and/or pledged to the Central Bank of Iceland and thus
converted into cash at very short notice.

Contractual cash flow of assets and liabilities

31.3.2018 On Upto3 3-12 1-5 Over 5 With no Carrying
Assets demand months months years years  maturity Total amount
Cash and balances with CB ................ 12,418 76,151 9,535 - - - 98,104 97,934
Loans to credit institutions ................ 62,079 31,993 - 916 - - 94,988 94,961
Loans to customers ........ccceceeeveenennne 9,734 114,733 90,654 323,636 592,011 - 1,130,768 782,255
Financial instruments ........ccccceceeueeee. 12,893 12,252 15,151 28,925 6,519 34,917 110,657 106,415

Derivatives - assets leg .................. 4,800 34,461 4,495 62,072 1,319 - 107,147 97,637

Derivatives - liabilities leg .............. (4,711)  (32,423) (4,956)  (54,127) (938) (97,155)  (89,985)
Other financial assets ........ccccceeeuvueeen. 1,644 6,770 3,297 64 - - 11,775 11,775
98,768 241,899 118,637 353,541 598,530 34,917 1,446,292 1,093,340

Assets
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39. Liquidity and Funding risk, continued

On Upto3 3-12 1-5 Over 5 With no Carrying
Liabilities demand months months years years  maturity Total amount
Due to credit inst. and Central Bank ... 8,236 - - - - - 8,236 7,880
DEPOSILS .o.veeuveeeeeeiieierierieeeee e 314,642 83,287 40,017 13,599 3,512 - 455,057 453,059
Financial liabilities at fair value . - 1,520 1,335 3,407 59 - 6,321 3,130
Derivatives - assets leg ................. - (35925) (17,035) (22,978) (985) - (76,923) (74,643)
Derivatives - liabilities leg .............. - 36,568 18,370 26,385 1,044 - 82,367 76,896
Short position bonds and derivatives - - - - - - - -
Short position securities used
for economic hedging ................. - 877 - - - - 877 877
Other financial liabilities .................... 17,465 13,319 1,241 2,445 928 - 35,398 35,404
BOITOWINGS ..o - 13,607 30,084 270,268 178,165 - 492,124 400,855
Liabilities .....cccccerrerererersenessnennsennnnes 340,343 111,733 72,677 289,719 182,664 - 997,136 900,328

Net position for assets and liabilities (241,575) 130,166 45,960 63,822 415,866 34,917 449,156 193,012

Off-balance sheet items
Financial guarantees ........ccccceevueeeenne 2,978 1,308 2,964 3,226 2,416 - 12,892 12,892
Unused overdraft .......cccoeveeecveeeenennn. - 44,923 - - - - 44,923 44,923
Undrawn loan commitments ............ - 52,350 22,863 10,917 7,258 - 93,388 93,388
Off-balance sheet items ... . 2,978 98,581 25,827 14,143 9,674 - 151,203 151,203
Net contractual cash flow ................ (244,553) 31,585 20,133 49,679 406,192 34,917 297,953 41,809
31.12.2017 On Upto3 3-12 1-5 Over 5 With no Carrying
Assets demand months months years years  maturity Total amount
Cash and balances with CB ................. 31,281 99,340 9,362 - - - 139,983 139,819
Loans to credit institutions ................ 52,320 34,294 - - - - 86,614 86,609
Loans to customers ............ 2,908 107,790 90,076 336,545 568,833 - 1,106,152 765,101
Financial instruments 8,512 15,082 14,641 20,028 5,926 44,047 108,236 109,450
Derivatives - assets leg .................. 1,436 38,718 18,153 71,627 678 - 130612 126,111
Derivatives - liabilities leg .............. (1,423) (37,084) (18,084) (68,879) (585) - (126,055) (118,487)

Other financial assets .........cccvveeunee.. 1,535 5,103 2,224 86 - - 8,948 8,948
ASSELS ..oiiiienniiiiirer 96,556 261,609 116,303 356,659 574,759 44,047 1,449,933 1,109,927
Liabilities
Due to credit inst. and Central Bank ... 7,658 - 26 - - - 7,684 7,370
DEPOSILS wevvevreeeireeeiee e 331,796 86,524 30,244 13,071 2,246 - 463,881 462,161
Financial liabilities at fair value ......... - 2,182 (102) 593 (273) - 2,400 3,601
Derivatives - assets leg ................. - (20,039) (11,449) (14,407) (1,557) - (47,452)  (40,930)
Derivatives - liabilities leg .............. - 20,688 11,347 15,000 1,284 - 48,319 42,998
Short position bonds and derivatives - 410 - - - - 410 410
Short position securities used
for economic hedging ................. - 1,124 - - - - 1,124 1,124
Other financial liabilities .................... 25,538 7,296 28 1,843 - - 34,705 34,705
Borrowings - 37,110 23,066 239,210 175,845 - 475,231 384,998
Liabilities .....cccuevererereienineneienenenenennnns 364,992 133,112 53,262 254,717 177,818 - 983,901 892,835

Net position for assets and liabilities (268,436) 128,497 63,041 101,942 396,941 44,047 466,032 217,092

Off-balance sheet items

Financial guarantees .........cccccceeeunen. 2,918 2,852 3,164 2,827 1,463 - 13,224 13,224
Unused overdraft .......cccooevuvveeeiinnnnnn. - 45,897 - - - - 45,897 45,897
Undrawn loan commitments ............ 2,966 45,788 17,751 9,559 11,878 - 87,942 87,942
Off-balance sheet items .................. 5,884 94,537 20,915 12,386 13,341 - 147,063 147,063
Net contractual cash flow ................ (274,320) 33,960 42,126 89,556 383,600 44,047 318,969 70,029
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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. 1032/2014. In general, RSF is determined by applying
different weights to different asset classes depending on the level of liquidity. ASF however is calculated by applying weights to the
Group's liabilities depending on maturity and/or stickiness. The NSFR for foreign currency shall exceed 100%.

Calculations of the NSFR are based on consolidated figures for the Bank and Arion Bank Mortgages Institutional Investor Fund. When
calculating the ratio for foreign currencies, a negative foreign currency balance is subtracted from the numerator and a positive balance
is subtracted from the denominator. The foreign currency balance used is different from that of this Consolidated Financial Statement
due to the sub-consolidation applied.

Foreign
31.3.2018 ISK currency Total
Available stable FUNGING ....c..ociieiiceeceecee et e e s e sre e e seesteesseesseeenneanes 652,619 229,355 881,974
Required stable fUNING ....coc.oiiiii ettt st sttt e bt e st e sbeereens 583,006 109,418 692,424
FOreign CUrrE€NCY DalanCe ....ociii i s s e s baeeesabeeessbeeennteeennnes 12
Net stable funding ratio ........ccccveeiiiiiiiiiiini e 112% 210% 127%
31.12.2017
Available stable FUNGING ......cooiiiiiiieee ettt sttt st sbe e sbeesabesbeeaee 663,850 199,770 863,620
Required stable fUNGING ....cccue ittt e e e s s e et e et e e sseessaeeneeenreans 577,761 110,473 688,234
FOreign CUITENCY DAlANCE ..c..ciiiiiiiiiieieeeeee ettt ettt s st st e e be e s beesabessbeenbeeseens 7
Net stable fuNING ratio ......cccccveeiiiiiiiiictieiiicicrnerer e creeeeeesssssseseesesessssnnsesssessssnnneassesssssnnsansasans 115% 181% 125%

Arion Bank Condensed Consolidated Interim Financial Statements
31 March 2018 Amounts are in ISK millions

62




Notes to the Condensed Consolidated Interim Financial Statements

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, repo-able at
the Central Bank and not issued by the Group or related entities.

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

The following table shows the breakdown for the Group's LCR calculations broken down by currencies. All amounts are weighted by
their respective LCR weights. The calculations are based on consolidated figures for the Bank, the Arion Bank Mortgages Institutional
Investor Fund and Valitor hf.

Foreign

31.3.2018 ISK currency Total
LiQUID @SSEES TEVEI 1 ..ottt ettt st e b e s bt s at e sab e e be e be e bt e s ateeteeteens 89,456 32,893 122,349
[T 0T B Ty = A L=V I AR - - -
LIQUI ASSEES .uuueuerriiiiiiiiieiiiiiisisnnnessisssssssssssssssssssssessssssssssssssessssssnsnssessssssnsnesssessssssnssssssssssansanss 89,456 32,893 122,349
[DT=T oo 1] 1 £ O PO O RSP OUP PR PPPPTRPPPPROPRY 95,166 30,063 125,229
BOITOWING ettt ettt e e ettt e e e e sttt e e s s b et e e e s eaab e eeeeeaaantbeeeeeaannnneeessennnneaeessnns 3,772 1,006 4,778
Other Cash OULFIOWS ...couiiiiiiiiicie ettt st sttt e st e st e st e e beesaeesabessbeenbeenes 6,441 10,702 17,143
CaSh OULFIOWS ..cceeiiiiiiieiiieiccnneeciescrcnnee s s sescrnnneessssesssaneessssssssnnnessssssssssnenssessssssnssenssessssnnnasssssanns 105,379 41,771 147,150
Short-term deposits with other banks **¥ ... ..o 1,878 69,756 71,634
Other Cash INFIOWS ....eiiiiiiieee ettt st ettt et e e st e st e ebeesbaesabesabeebeenes 13,062 4,157 17,219
CASh INFIOWS ...ccieeiciiiciertene e e srene e e sese s sansessssssssannesssesssssnnssssassssssnssenssessssnnnesssassssnnnes 14,940 73,913 88,853
Liquidity coverage ratio (LCR) **¥¥ ......eiiiiiiiirrnrenniiincnnneeesescssnneeessssssssnsnessssssssnnsessssssssnnnanssss 99% 315% 210%
31.12.2017

[T O B Ty = A3 L=V I P 131,197 27,716 158,913
Liquid assets level 2 ** e - - -
LIQUI ASSEES ...uuureerereieiiinnnneeeieiesssssnesssesessssnesssssessssnsesssssssssnssssssssssssnsssssssssssnsssssssssssssnsassssssssnnsanes 131,197 27,716 158,913
Deposits ... 108,442 24,738 133,180
BOITOWINE .ttt ettt sttt ettt e ettt e ettt e st e e sat e e e st e e sabe e e sabbe e s bt e e e sbee e st aeeantaesnnsaeenaneeesasaeenn 2,426 96 2,522
Other Cash OULFIOWS ....cooiiieeee et e et e e e e sttt a e e e e e e aareeeeeeesaaaeeeesentbaeeeens 6,067 9,500 15,567
CaSh OULFIOWS ..cciiiiiiiuniniiiiiiiiineniiiiininnneisissssssesssesssssssnsesssssssssssessssssssssssnssessssssnssassssssssnssasssssssns 116,935 34,334 151,269
Short-term deposits with other banks *** ... ..o 1,048 59,528 60,576
Other Cash INFIOWS ..ot e e e e e ettt a e e e e e e aaaaeeeeeeaasaeeeeseensaaeeeeeennns 12,232 6,540 18,772
CaSh INFIOWS cciiiiiiinieiiiiiiiinnieiiiisisnnnetsiessssensesssssssssnsesssssssssssssssessssssssssssssssssnssessssssssnsnassssssssnnnns 13,280 66,068 79,348
Liquidity coverage ratio (LCR) **¥¥ .. .uiiiiiiiiinnniiiiniinneniinninnensisimmmenessisnmssesssssssssassens 127% 323% 221%

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

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

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

Arion Bank Condensed Consolidated Interim Financial Statements

31 March 2018 63 Amounts are in ISK millions




Notes to the Condensed Consolidated Interim Financial Statements

39. Liquidity and Funding risk, continued

Composition of liquid assets

The following table shows the composition of the Group's liquidity buffer.
31.3.2018 ISK usbD EUR Other Total

Cash and balances with Central Bank ... 96,270 196 650 818 97,934
Short-term deposits in other banks .........cccceeeviiiecieeciee e, 1,878 21,788 22,172 25,796 71,634
Domestic bonds eligible as collateral at the Central Bank .......ccccccevvvveenn. 4,802 - - - 4,802
Foreign government BONAS ........coceevveeviinieniie ettt - 10,472 17,757 - 28,229
Covered bonds with a minimum rating of AA- - - 1,230 1,524 2,754
e UL T AV T Y=Y o 102,950 32,456 41,809 28,138 205,353
31.12.2017

Cash and balances with Central Bank .........cccccceveiieiiiiieeniee e 137,399 293 943 1,184 139,819
Short-term deposits in other banks .........ccccccvevvveernnnn. 1,048 24,796 15,334 19,398 60,576
Domestic bonds eligible as collateral at the Central Bank .......c.cccecuevvueennes 3,022 - - - 3,022
Foreign government bonds ........coovviiiiiieiie i - 6,401 16,291 - 22,692
Covered bonds with a minimum rating of AA- .......ccceoviiriiiniiieeeee e - - 1,262 1,538 2,800

Liquidity reserve 141,469 31,490 33,830 22,120 228,909

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. The table contains deposits at the Bank and at banking subsidiaries. Thus, amounts due to Central Bank and
amounts due to credit institutions at non-banking subsidiaries are excluded.

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

Less Term Total
31.3.2018 Stable Weight (%) Stable Weight (%) deposits* deposits
RETAI et 160,107 11% 49,367 5% 70,044 279,518
COrPOratioNs ....ceecveeieieeeeitee sttt stee e bee e saeeesaree s 42,074 40% 737 20% 6,608 49,419
Sovereigns, central banks and PSE .........ccccoveviieeeiieeeciee e 15,377 40% - - 5,317 20,694
PeNSION TUNAS ...vvveiieiiiieieecc et 51,126 100% - - 17,806 68,932
Domestic financial entities .........cccceevveeeecee v 18,550 100% - - 17,000 35,550
Foreign financial entities ........c.cocvvevierienienceeeeneese s 3,039 100% - - 3,787 6,826
Lo T 290,273 50,104 120,562 460,939
31.12.2017
RETAI et 163,542 11% 52,401 5% 68,741 284,684
Corporations .. 51,968 40% 811 20% 5,757 58,536
Sovereigns, central banks and PSE .........cccccvevvieeecieecciee e, 14,583 40% - - 1,383 15,966
PeNSION TUNAS ...vvveiiiiiiieeiec et 53,116 100% - - 15,391 68,507
Domestic financial entities .........cccceevveeeecie e 23,175 100% - - 15,949 39,124
Foreign financial entities ........c.cocvvevierienienceeeeneese s 2,714 100% - - - 2,714
Lo < R 309,098 53,212 107,221 469,531

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

Capital adequacy

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

The Group's capital ratios are calculated in accordance with Act No. 161/2002 on Financial Undertakings and Regulation No. 233/2017
on prudential requirements. Iceland has adopted the EU Capital Requirements Directive and Regulation (CRD IV / CRR), but has
temporarily excluded Article 501 on capital requirements relief for small and medium enterprises. The Group uses the standardized
approach to calculate capital requirements for credit risk, credit valuation adjustment, market risk and operational risk.

The Group's consolidated situation as stipulated in CRR is the Group's accounting consolidation excluding insurance subsidiaries. The
capital position and solvency requirements of Vordur tryggingar hf. should be viewed independently from capital adequacy for the
Group's consolidated situation.

Own funds 31.3.2018 31.12.2017
B e 1 =T T PSSP PSPSTSP 204,245 225,734
Deductions related to the consolidated situation ..................... . (7,870) (8,635)
Non-controlling interest not eligible for inclusion in CET 1 Capital .....cccveeveeiereiieeiiesee e (128) (128)
Common Equity Tier 1 capital before regulatory adjustments ..........cceceerviiiiiiieeinineeinnninniiee e, 196,247 216,971
INTANGIDIE @SSEES ..ttt ettt sttt e bt sae e sab e e b e e be e saeesh b e e a b e et e e sh e e sabe et e e be e beesaeenabeebeebes (10,834) (11,125)
LI 1oXY=1 PSS (425) (357)
CASH FIOW NEAZES ...ttt ettt e st e st e et e e bt e s ae e s at e s b e e be e sheesabeesbeebeesbeesabesabeenbeeseas (314) 265
FOreseeable diVIAENT™ ........oovi it e et e st e st e et e e te e saeesaesaseesseesseesseessseenseesseesssennsennes (975) (25,000)

AdditioNal ValUE @dJUSTMENTS ...cuviiiiiiieriieiie ettt ettt ettt st be e sbe e st b e s stesbe e seessaesabesabeenbeesseesasesnbeebeessaens (116) (119)
Common equity Tier 1 capital .... .- ererererereeerereeeseseeeseeseesseasasssnesanans 183,583 180,635
Non-controlling interest not eligible for inclusion in CET 1 capital .....ccceeeveeieeriieeriesee e 128 128
LI =T T - ' 1 - 1 N 183,711 180,763
General credit risk adjUSTMENTS™ ™ ..ot - 3,195
QLI LT g - ' 11 - 1 N - 3,195
TOAl OWN FUNGS .ot e e e e s e s e e s e e s e e e s e e e e s e e e s eeesesesesesesesesesssesesssesssessssssssssssssssssnns 183,711 183,958

Risk-weighted assets

(@Yo [l g 1 S o T s L PRSPPI 610,623 605,058
Credit risk, SECUNLIES AN OTNET ...c.iiiiiiiiii ettt et sr e st 52,976 56,979
(0o 0oL =Yg oY AV o =T [l S UURRUPSRNY 6,009 5,844
Market risk due to CUrrENCY IMDAIANCE ...ccveiveiiiiieiieriece ettt et sa e s ae s eeesteessaesanessseenbeennes 8,695 4,895
IMIATKETE FISK OTREI ettt e e e e ettt e e e e e e aaa e e e e e eebbaeeee e e e sbbaseeeeeasssbaseseeansssaeaeesensasseeeseansssnneees 11,522 5,473
Credit Valuation adJUSTIMENT .....c.iirieie ettt e e st e e e sbeesaeesas e e be e beesssessteesbeeteesssesssesnsesnsaenseesssenas 3,148 2,506
(0] o 1T 1A Lo o F= LI g 1 SRR 86,013 86,013
Total risk-WeIShted @SSELS ...cciiiiiiiiireiiiiiiiiiinneiiiiiiiinneriisiissnseteseisssssssesssssssssssesssssssssssssssssssssssnssssssssssnssanssess 778,986 766,768
Capital ratios

CET 1 ratio 23.6% 23.6%
Tier 1 ratio 23.6% 23.6%
[0 o] & R Te [=To (U [tV - 4o T OO SRPUSURRRR 23.6% 24.0%

* At 31 March 2018, the foreseeable dividend is 50% of the accumulated net earnings in 2018 which reflects the Bank's dividend policy. At 31 December 2017 the
amount is the equity reduction executed in the first quarter of 2018 through purchase of own shares and dividend distribution.

** Under IAS 39, the Bank's general provisions accounted as Tier 2 capital as stipulated in CRR. As per EBA's opinion, all provisions under IFRS 9 are considered specific
credit risk adjustments (SCRA). FME has adopted this opinion - as a result the Group's own funds no longer include general credit risk adjustments and these are now
treated as SCRA, effectively reducing risk-weighted assets.
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40. Capital management, continued

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

Capital buffer requirement, % of RWA 1.3.2017 1.11.2017 (1.5.2019)*
Capital conServation DUFFEE .......c..coiiiiiiee ettt 2.50% 2.50% 2.50%
Capital buffer for systematically important inStIitULIONS ........cccccvvervierieeieeieeseece e 2.00% 2.00% 2.00%
Systemic Fisk DUFFEE % ..o e 3.00% 3.00% 3.00%
Countercyclical capital bUffer ** .. . ..o e s nees 1.00% 1.25% 1.75%
Combined capital buffer requirement .........coccevvviiiiiiiiiiiin 8.50% 8.75% 9.25%

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

The Bank's Pillar 2R capital add-on, which is the result of the ICAAP/SREP, may comprise 56.25% CET1 capital, 18.75% AT1 capital and
25% Tier 2 capital. With the current capital structure, the Pillar 2R requirement is solely met with CET 1 capital.

31.3.2018

Capital requirement, % of RWA, current CET1 Tier 1 Total
[T Ao o 11 = =T (U 1T =T 0 1= o | RN 4.5% 6.0% 8.0%
Pillar 2R capital requirement *** .. 1.9% 2.6% 3.4%
Combined buffer requirement ** 8.4% 8.4% 8.4%
Regulatory capital reqUIremMeNnt ........cccceeiiiiiiinieiiiiiininieniinniseneisnssssesssssssssesssssssssssssssssssssnns 14.8% 17.0% 19.8%
AVAIIADIE CAPITAI ..ttt 23.6% 23.6% 23.6%

* On 13 April 2018, the Financial Stability Council gave recommendation to the FME for a 0.5% increase to the countercyclical capital buffer for Icelandic exposures.
The FME had not confirmed the increase as of the release of the Comprehensive Financial Statement.

**The effective capital buffers for systemic risk and countercyclical effects are determined by calculating the weighted average of the corresponding buffer levels of
each country (if recognized by the FME), the weights being the total risk weighted exposures for credit risk against counterparties residing in those countries.

*** The SREP result based on the Group's financial statement at 31.12.2016. The Pillar 2 requirement is 3.7% of risk-weighted assets based on accounting
consolidation. Based on the Group's consolidated situation under CRR, which excludes Vordur tryggingar hf., the requirement is 3.4%.

Leverage ratio

The leverage ratio is seen as a complementary measure to the risk-based capital ratios. The ratio is calculated on the basis of the
Group's consolidated situation as per the CRR, which excludes the Group's insurance subsidiaries. The minimum leverage ratio

requirement is 3% as stated in Act No. 161/2002 on Financial Undertakings.
31.3.2018 31.12.2017

ON-DAIANCE SNEET EXPOSUIES ....veiiiiiiiieiiieieesitesteeteeteesteesteessesbeesbeesteesssessteeteeseesssesssessseenseesseesssesssesseesseesseensees 1,081,484 1,074,207
DEFIVATIVE EXPOSUIES ...eviiiiiiieiiiiteeseeiitt et e e e s ettt e e e e e st teeeeeesaaatteeesaaaasaaeeesaaasbaeeeeesaasbbbeeeeeaaassbaeeeeesasssaaeesssnsnnaeeessnns 10,931 10,957
Securities financing transaction exposures . . 8,542 8,925
OFf-DAlANCE SNEEL EXPOSUIES ....eeeeeiieeeiieeeciieeeiee e ee et e e et e e s e e s ta e e e staeeessteeessteaesseeaanseeessseeessseeessseeessseaesnseeesnsenan 88,456 83,058
TOLAl EXPOSUIE cociiiiiunereiiiiiisienetiiesesssnsesssssssssssesssssssssssssesssssssssssesssessssssssssssssssssssssssssssssssssssssssssssnsanssssssssssans 1,189,413 1,177,147
LI =T - ' 11 - 1 N 183,711 180,763
(Y= Y= =0 - 4 o OO SO OO OSSO PO R PPPOTRPPPRPPPOE 15.4% 15.4%

Solvency Il

According to the Icelandic Insurance Companies Act the solvency capital requirement (SCR) of Vordur Group was 3,503 million at 31
December 2017 and calculated solvency of Vordur Group was ISK 4,949 million. The solvency ratio, which is the ratio of calculated
solvency to the solvency requirements was 141% at 31 December 2017.
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Notes to the Condensed Consolidated Interim Financial Statements

Significant accounting policies

41.

42.

The accounting policies adopted in the preparation of these Condensed Consolidated Interim Financial Statements are consistent with
those followed in the preparation of the Annual Financial Statements for the year ended 31 December 2017 except for changes due to
implementation of new accounting standards. The Group adopted IFRS 9 Financial Instruments. As a result of the implementation, the
Group changed the accounting policies in the areas outlined below regarding classification of financial assets and impairment
calculations. The Group has elected to continue to apply the hedge accounting prinsiples under IAS 39 instead of those under IFRS 9.
The new policies were applicable from January 1, 2017. As permitted by the transition provisions of IFRS 9, the Group elected not to
restate comparative figures; Accordingly, all comparative periods are presented in accordance with IAS 39. For further detail on the
accounting policy under IAS 39 see the Groups Annual Financial statements 2017. Adjustments to carrying amounts of financial assets
and liabilities at the date of initial application were recognized in Retained earnings and Other reserves within Equity. New or amended
interim disclosures have been provided for the period, where applicable, and comparative period disclosures are consistent with those
made in prior year. For further information, see Financial assets and Finacial liabilites classification transition from IAS 39 to IFRS 9.

On 1 January 2018 the Group adopted IFRS 15 Revenue from contracts with customers. The standard introduces a five-step approach
to determine how and when to recognize revenue, but it does not impact the recognition of income from financial instruments,
insurance contracts or leasing contracts. The standard also establishes principles for reporting useful information about the nature,
amount, timing and uncertainty of revenue and cash flows arising from contracts with customers. The Group adopted the requirements
using the modified retrospective method, with the effect of initial application recognized on the date of initial application and without
restatement of the comparative periods. The adoption of IFRS 15 had minor impacts on the Statement of Comprehensive Income.

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 Condensed Consolidated Interim Financial Statements are prepared on
a going concern basis.

Financial assets and financial liabilities - Classification and Measurement

Recognition and initial measurement

The Group initially recognizes financial assets and financial liabilities on the date that they are originated at the fair value of
consideration paid. Regular-way purchases and sales of financial assets are recognized on the trade date at which the Group commits
to purchase or sell assets. All other financial assets and liabilities are recognized on the trade date, which is the date that the Group
becomes a party to the contractual provision of the instrument.

A financial asset or financial liability is measured initially at fair value plus, for an item not at fair value through profit or loss,
transaction cost that are directly attributable to its acquisition or issue. Financial assets include both debt and equity instruments.

Debt instruments
Debt instruments, including loans and debt securities, are classified into one of the following measurement categories:

— amortized cost;
— fair value through profit and loss (FVTPL)
— fair value through other comprehensive income (FVOCI)

A debt instrument is measured at amortized cost only if it meets both of the following conditions and is not designated as at FVTPL:

— itis held within a business model whose objective is to collect contractual cash flows; and
— its contractual cash flows are solely payments of principal and interest (SPPI).

A debt instrument is measured at FVOCI only if it meets both of the following conditions and is not designated as at FVTPL:

— itis held within a business model whose objective is to collect contractual cash flows and selling financial assets; and
— its contractual cash flows are SPPI.

All other debt instruments are carried at FVTPL.
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Notes to the Condensed Consolidated Interim Financial Statements

42. Financial assets and financial liabilities - Classification and Measurement, continued

Business model assessment

Business model assessment involves determining whether financial assets are managed in order to generate cash flows from collection
of contractual cash flows, selling financial assets or both. The Group assesses the business model at a portfolio level reflective of how
groups of assets are managed together to achieve a particular business objective. For the assessment of business models the Group
takes into consideration the following factors:

¢ how the performance of assets in a portfolio is evaluated and reported to group heads and other key decision makers within the Groi
¢ the risks that affect the performance of assets held within a business model and how those risks are managed;

e whether the assets are held for trading purposes, i.e. assets that the Group acquires or incurs principally for the purpose of selling
or repurchasing in the near term, or holds as part of a portfolio that is manage together for short-term profit or position taking;

* how compensation is determined for the Group's business lines' management that oversee the assets; and
¢ the frequency and volume of sales in prior periods and expectations about future sales activity.

Cash flow characteristics assessment

The contractual cash flow characteristics assessment involves assessing the contractual features of an instrument to determine if they
give rise to cash flows that are consistent with a basic lending arrangement. Contractual cash flows that are consistent with a basic
lending arrangement are considered SPPI.

Interest is defined as consideration for the time value of money and the credit risk associated with the principal amount outstanding
and for other basic lending risks and costs (expected losses, liquidity risk and administrative costs), as well as a profit margin.
Indexation of loans to the Consumer Price Index (CPI) are considered part of interest as CPl guarantees the time value of money of the
original outstanding balance. Principal may change over the life of the instruments due to repayments. Indexation on principal
accumulates over time.

In performing this assessment, the Group takes into consideration contractual features that could change the amount or timing of
contractual cash flows, such that the cash flows are no longer consistent with a basic lending arrangement. If the Group identifies any
contractual features that could modify the cash flows of the instruments such that they are no longer consistent with a basic lending
arrangement, the related financial assets is classified at FVTPL.

Debt instruments measured at amortized cost

Debt instrument are measured at amortized cost if they are held within a business model whose objective is to hold for collection of
contractual cash flows where those cash flows represent solely payments of principal and interest. After initial measurement, debt
instruments in this category are carried at amortized cost using the effective interest rate method. The effective interest rate is the rate
that discounts estimated cash payments or receipt through the expected life of the financial asset to the gross carrying amount of a
financial asset. Amortized cost is calculated taking into account any discount or premium on acquisition, transaction cost and fees that
are an integral part of the effective interest rate. Amortization is included in interest income in the Consolidated Statement of
Comprehensive Income.

Impairment on debt instruments measured at amortized cost is calculated using the expected credit loss approach. Loans and debt
securities measured at amortized cost are presented net of allowance for credit losses (ACL) in the Consolidated Statement of Financial
Position
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Notes to the Condensed Consolidated Interim Financial Statements

42. Financial assets and financial liabilities - Classification and Measurement, continued

Debt instruments measured at FVOCI

Debt instrument are measured at FVOCI if they are held within a business model whose objective is to hold for collection of contractual
cash flows and selling financial assets, where the assets' cash flows represent payments that are solely payments of principal and
interest. Subsequent to initial recognition, unrealized gains and losses on debt instruments measured at FVOCI are recorded in Other
Comprehensive Income (OCIl), unless the instrument is designated in a fair value hedge relationship. When designated in a fair value
hedge relationship any changes in fair value due to changes in the hedged risk is recognized in Non-interest income in the Consolidated
Statement of Comprehensive Income on an average cost basis. Foreign exchange gains and losses that relate to the amortized cost of
the debt instrument are recognized in the Consolidated Statement of Comprehensive Income. Premiums, discount and related
transaction costs are amortized over the expected life of the instrument to interest income in the Consolidated Statement of
Comprehensive Income using the effective interest rate method.

Impairment on debt instruments measured at FVOCI is calculated using the expected credit loss approach. The ECL on debt instruments
measured at FVOCI does not reduce the carrying amount of the asset in the Statement of Financial Position, which remains at its fair
value. Instead, an amount equal to the allowance that would arise if the assets were measured at amortized cost is recognized in OCI
whit a corresponding charge to net impairment in the Consolidated Statement of Comprehensive Income. The accumulated allowance
recognized in OCl is recycled to the Consolidated Statement of Comprehensive Income upon derecognition of the debt instrument.

Debt instruments measured at FVTPL

Debt instrument are measured at FVTPL if they are held for trading purposes, assets and liabilities held as part of a portfolio managed
on a fair value basis and assets whose cash flow do not represent payments that are solely payments of principal and interest. These
instruments are measured at fair value in the Consolidated Statement of Financial Position. Realized and unrealized gains and losses are
recognized as part of Net financial income in the Consolidated Statement of Comprehensive Income.

Equity instruments

Equity instruments are measured at FVTPL unless an election is made to designate them at FVOCI at initial recognition.

For equity instruments measured at FVTPL, changes in fair value are recognized as part of non-interest income in the Consolidated
Statement of Comprehensive Income.

The Group can elect to classify non-trading equity instruments at FVOCI. This election will be used for certain equity instruments for
strategic or longer term investment purposes. The FVOCI election is made upon initial recognition, on an instrument-by-instrument
basis and once made is irrevocable. Gains and losses on these instruments including when derecognized/sold are recorded in OCl and
are not subsequently reclassified to the Consolidated Statement of Comprehensive Income. Dividends received are recorded in Interest
income in the Consolidated Statement of Comprehensive Income. Any transaction costs incurred upon purchase of the security are
added to the cost basis of the security and are not reclassified to the Consolidated Statement of Comprehensive Income of the security.

Financial assets and liabilities designated at FVTPL

Financial assets and financial liabilities classified in this category are those that have been designated by the Group on initial
recognition.

Financial assets are designated at FVTPL if doing so eliminates or significantly reduces an accounting mismatch which would otherwise
arise.

Financial liabilities are designated at FVTPL when one of the following criteria is met:

— The designation eliminates or significantly reduces an accounting mismatch which would otherwise arise; or
— The financial liability contains one or more embedded derivatives which significantly modify the cash flows otherwise required.

Financial assets and financial liabilities designated at FVTPL are recorded in the Consolidated Statement of Financial Position at fair
value. For assets designated at FVTPL, changes in fair value are recognized in Non-interest income in the Consolidated Statement of
Comprehensive Income. For liabilities designated at fair value through profit or loss, all changes in fair value are recognized in Non-
interest income in the consolidated statement of Comprehensive Income, except for changes in fair value arising from changes in the
Bank's own credit risk which are recognized in OCI. Changes in fair value of liabilities due to changes in the Bank's own credit risk, which
are recognized in OCl, are not subsequently reclassified to the Consolidated Statement of Comprehensive Income upon
derecognition/extinguishment of the liabilities.
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42. Financial assets and financial liabilities - Classification and Measurement, continued

Purchased loans

All purchased loans are initially measured at fair value on the date of acquisition. As a result no allowance for credit losses would be
recorded in the Consolidated Statement of Financial Positions on the date of acquisition. Purchased loans may fit into either of the two
categories: Performing loans or Purchased or Originated Credit Impaired (POCI) loans.

Purchased performing loans are reflected in Stage 1 and will follow the same accounting as other performing loans. They will be subject
to a 12-month allowance for credit losses at the end of the first reporting period after acquisition date which is recorded as provision
for credit losses in the Consolidated Statement of Comprehensive Income. The fair value adjustments set up for these loans on the date
of acquisition is amortized into interest income over the life of these loans.

POCI loans do not have allowance at initial recognition but subsequently the allowance will reflect the changes in the lifetime expected
losses. At recognition the discount of each POCI loan is split up into two categories, impairment discount and interest discount or
premium. Interest is calculated with an credit adjusted effective interest rate and is posted to interest income. Periodically the Group
recalculates the carrying amount by computing the present value of estimated future cash flows at the financial instrument's original
credit adjusted effective interest rate, any changes in the expected cash flows since the date of acquisition are recorded as a
charge/recovery in net impairment in the Consolidated Statement of Comprehensive Income at the end of all reporting periods
subsequent to the date of acquisition.

Expected credit losses

Expected credit loss (ECL) is established for all financial assets, except for financial assets classified or designated as FVTPL and equity
instruments designated as FVOCI, which are not subject to impairment assessment. Assets subject to impairment assessment include
debt instruments (including loans to customers) measured at amortized cost or FVOCI, lease receivables, loan commitments and
financial guarantee contracts. ECL on financial assets is presented in Net impairment. Other financial assets carried at amortized cost
are presented net of ECL in the Group's Consolidated Statement of Financial Position. Off-balance sheet items subject to impairment
assessment include financial guarantees and undrawn loan commitments. ECL for Off-balance sheet items is separately calculated and
included in Other Liabilities.

The Group measures the ECL on each balance sheet date according to a three-stage expected credit loss impairment model:

Stage Criteria Assessment of expected credit loss, and effective interest rates.
7 Exposures not impaired and with no significant 12 month expected credit loss is recorded. The expected credit
increase in credit risk loss is computed using a probability of default occurring over

the next 12 months. For those instruments with a remaining
maturity of less than 12 months, a probability of default
corresponding to remaining term to maturity is used. The
effective interest rate is calculated on the gross carrying

amount.
2 Exposures not impaired with significant increase in Lifetime expected credit loss is recorded, based on the
credit risk subsequent to origination. probability of default over the remaining estimated life of the

financial instrument. Effective interest rate is calculated on the
gross carrying amount.

3 Exposures in default / Credit impaired Lifetime expected credit loss is recorded. Effective interest rate
is calculated on the book value.

The ECL is a discounted probability-weighted estimate of the cash shortfalls expected to results from defaults over the relevant time
horizon.

The ECL is a discounted probability-weighted estimates of the cash shortfalls expected to results from defaults over the relevant time
horizon. For guarantees and loan commitments, credit loss estimates consider the portion of the commitment that is expected to be
paid out or expected to be drawn over the relevant time period.
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42. Financial assets and financial liabilities - Classification and Measurement, continued

Increases or decreases in the required ECL attributable to purchases and new originations, derecognitions or maturities, and
remeasurements due to changes in loss expectations or state migrations are recorded in net impairment. Write-offs and recoveries of
amounts previously written off are recorded against ECL.

The ECL represents an unbiased estimate of expected credit losses on our financial assets as at the balance sheet date. Judgement is
required in making assumptions and estimations when calculating the ECL, including movements between the three stages and the
application of forward looking scenarios. The underlying assumptions and estimates may results in changes to the provisions from
period to period that significantly affect our results of operations.

Definition of default

The Group considers a financial assets to be in default when:

— the borrower is more than 90 days past due, or
— the borrower is considered to be unlikely to pay.

In assessing whether a borrower is unlikely to pay, the Group considers both qualitative and quantitative indicators, e.g. overdue
status, debt and equity ratios, market circumstances and other data developed internally or obtained from external sources.

For corporate counterparties it is assumed that if one exposure is in default, all other exposures to that counterparty are also in default
(cross-default). For individuals however, mortgages and other exposures are assessed separately, meaning that if an individual is in
default on a mortgage, his other exposures are not assumed to be in default, and vice versa. A default event for a mortgage can
however be an indicator on the likelihood of default for the borrower’s other exposures, and vice versa.

Frequent default events within a year are treated as a single default event. A defaulted exposure is considered to be cured if it has
returned to non-default state, with no amount in arrears, within 12 months from default and without any incurred loss for the Group.

Probability of default and credit risk rating

The Group allocates to each exposure a credit risk rating (e.g. A+, A, A-, BBB+, etc.) based on the calculated 12 month probability of
default ('the PD'). The PD is assessed through the Group's credit rating models or based on external ratings if available. The Group's
credit rating models are statistical models based on a variety of information that has been determined to be predictive of default.
These include demographic, behavioral, financial and economic data, coupled with qualitative expert judgement for large corporate
exposures. Factors vary depending on the nature of the exposure and the profile of the borrower. The PD estimates used for the
purpose of calculating IFRS 9 impairments are point-in-time, i.e. dependent on the economic cycle. The Group's credit rating models are
subject to annual performance tests and are recalibrated on a regular basis if needed.

The Group's rating scale is shown below.

Risk
class Rating Lower PD Upper PD
1 0.00% 0.07%
0.07% 0.11%
0.11% 0.17%
0.17% 0.26%
0.26% 0.41%
0.41% 0.64%
2 BBt oottt 0.64% 0.99%
BB ittt 0.99% 1.54%
1.54% 2.40%
3 2.40% 3.73%
3.73% 5.80%
5.80% 9.01%
4 CCCH ittt 9.01% 31.00%
CCC ittt e 31.00%  99.99%
5 DD ettt s 99.99% 100.00%
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42. Financial assets and financial liabilities - Classification and Measurement, continued

The Group uses external ratings for counterparties that receive such ratings from recognized rating agencies. The external rating is
reviewed with a level of professional judgement to allocate a probability of default. External ratings are primarily used to assess
expected losses for counterparties of marketable securities money market and deposit accounts positions which fall under the
Impairment requirements of IFRS 9. The Bank 's ECL is broken down by investment grade and non-investment grade classes for such
exposures.

Each exposure is allocated a credit risk rating at initial recognition. The calculations are based on rules and available information at the
time of origination. Exposures are continuously monitored and revaluated, which may result in transitions between risk ratings. The
monitoring typically involves the use of credit history, audited financial statements, management accounts, budgets, KPI's, projections,
quality of management, data from credit reference agencies, overdue status and other qualitative and quantitative information
available.

PD term structures

In addition to calculating PD and allocating a credit risk rating to each exposure, the Group calculates the lifetime probability of default
(LPD), which is an assessment of the probability that a default event occurs over the lifetime of the exposure. The LPD incorporates
management's view of possible future macroeconomic developments and the likelihood of rating transitions over the lifetime of the
exposure. For the determination of LPD, the Bank calculates PD term structures — which effectively provides the probability of default
for any given time period, one for each rating grade, PD model and economic scenario. The annualized lifetime probability of default
(ALPD) of an exposure is the fixed 12 month PD (without transitions) that corresponds to the exposure's LPD. The credit risk rating that
corresponds to the ALPD is defined as the lifetime credit risk rating.

The assessed 12 months PDs are the basis for the determination of the term structure of PDs for exposures. The Group applies
transition models, developed on the basis of historical data, to predict the development of risk grades for periods that exceed one year.
The Group has separated transition behavior due to specific and general risk and applies its macro-economic forecasts to the latter. The
analysis of credit rating transitions due to general risk includes the identification and calibration of relationships between changes in
default rates and changes in key macro-economic factors. Unemployment rate is the predominant predictive variable. Among other
indicators examined are GDP growth and benchmark interest rates.

Assumptions on key macro-economic indicators are on an ongoing basis estimated based on internal and external information available
at each time. The Group formulates a 'base case' view of the future direction of relevant economic variables as well as a representative
range of other possible forecast scenarios. The Group uses these forecasts to adjust its estimates of lifetime probability of default and
other factors that affect the lifetime expected credit loss.

Significant increase in credit risk

The assessment of significant increase in credit risk requires significant judgment. In determining whether the risk of default for an
exposure has increased significantly since initial recognition, the Group considers relevant, reasonable and supportable information on
an ongoing basis. Assumptions are drawn based on the Group's historical experience and expert judgement including forward-looking
expectations. If a debt investment security has low credit risk and is considered investment grade at 31 March 2018, the Group will
determine that the credit risk on the asset has not increased significantly since initial recognition.

For a given exposure, the Group considers a significant increase in credit risk to have occurred if one of the following holds:

— the exposure's credit risk rating on reporting date is not in risk class 1 and has deteriorated by more than one risk rating compared
to the credit risk rating at origination;

the exposure's lifetime credit risk rating on reporting date is not in risk class 1 and has deteriorated by more than one risk grade
(two or more) compared to the lifetime credit risk rating at origination. As the Group does not have the benefit of hindsight, this
comparison is only used for exposures that originate on or after 1 January 2018;

— the number of days in arrears exceeds 30 days; or

— the exposure is on the Group's watch list.

The Group monitors the effectiveness of the criteria used to identify significant increases in credit risk by regular reviews to confirm
that the criteria is capable of identifying significant increases in credit risk before an exposure is in default and there is no unwarranted
volatility in loss allowance from transfers between 12-month ECL (stage 1) and lifetime ECL (stage 2).
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42. Financial assets and financial liabilities - Classification and Measurement, continued

Exposures in default

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

reliably.

Objective evidence that financial assets are impaired can include significant financial difficulty of the borrower or issuer, default or
delinquency by a borrower, restructuring of a loan or advance by the Group on terms that the Group would not otherwise consider,
indications that a borrower or issuer will enter bankruptcy, the disappearance of an active market for a security, or other observable
data relating to a group of assets such as adverse changes in the payment status of borrowers or issuers in the group, or economic
conditions that correlate with defaults in the group.

— the Group's aggregate exposure to the customer;

— the amount and timing of expected receipts and recoveries;

— the likely distribution available on liquidation or bankruptcy;

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

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

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

The amount of the loss impaired is the difference between the assets' carrying value and the present value of estimated future cash
flow. In some instances exposures do not require impairment, this is because there is a good level of collateral.

Impairment losses are recognized in net impairment and reflected in note 40. When an event occurring after the impairment was
recognized causes the amount of impairment loss to decrease, the decrease in impairment loss is reversed through net impairment.

Expected credit loss measurement
The expected credit loss (ECL) calculations are based on three main components:

— probability of default (PD),
— loss given default (LGD); and
— exposure at default (EAD).

Each component is derived from internally generated models, apart from external credit ratings. The models are developed with
statistical methods and/or expert judgement supported by historical data and adjusted for expected macro-economic effects.

The Group’s PDs and PD term structures are based on both quantitative and qualitative factors and in some cases external ratings are
used. PD’s are re-assessed on a regular basis with different frequencies depending on the type of counterparty and/or exposure.

The LGD is an assessment of loss conditional on a default occurrence. The Group splits LGD into three components; the probability of
cure, the expected recovery from liquidation of collateral, and the recovery rate for the unsecured part of the exposure. The collateral
gap assessment is the outcome of The Group’s collateral allocation algorithm, where haircuts are applied to different types of
collaterals. Such models are based on expert judgement, supported by historical data, and takes into account costs and the time value
of money. Different haircuts are applied for different macro-economic scenarios in the ECL calculations.

The EAD represents the expected exposure at the event of a default. For a given exposure, The Group derives the EAD from the
contractual amortization schedule and taking into account the likelihood of pre-payments, drawdowns, rollovers, extensions and use of
unused allowance in the period leading up to default. These behavioral estimates, which are based on historical observations and
forward-looking forecasts, apply differently to each type of exposure.
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42. Financial assets and financial liabilities - Classification and Measurement, continued

The Group measures ECL considering the risk of default over the maximum contractual period (including any extension periods) over
which it is exposed to credit risk. The maximum contractual period extends to the date at which the Group has the right to require
repayment of an advance or terminate a loan commitment or guarantee. However, for overdrafts and credit card facilities that include
both a loan and an undrawn commitment component, the Group measures ECL over a period longer than the maximum contractual
period if the Group’s contractual ability to demand repayment and cancel the undrawn commitment does not limit the Group’s
exposure to credit losses to the contractual notice period. These facilities do not have a fixed term or repayment structure. The Group
can cancel them with immediate effect but this contractual right is not enforced in the normal day-to-day management, but only when
the Group becomes aware of an increase in credit risk at the facility level. This longer period is estimated taking into account the credit
risk management actions that the Group expects to take and that serve to mitigate ECL. These include a reduction in limits, cancellation
of the facility and/or turning the outstanding balance into a loan with fixed repayment terms. The ECL calculations involve discounting
using the exposures’ effective interest rates.

Forward looking scenarios

The ECL for an exposure is the weighted average of the expected credit loss for different macro-economic scenarios provided by the
Group's management. The Group currently considers three scenarios: 'base case', 'optimistic' and 'pessimistic' and assign its best
estimate of likelihood of occurrence to each one. The development of macro-economic variables and the corresponding weights are
based on expert judgement supported by historical data. The Group incorporates forward-looking macro-economic information into
both its assessment of whether the credit risk of an instrument has increased significantly since its initial recognition (via the lifetime
credit risk rating comparison) and its measurement of ECL as the PD term structures, LGD and EAD include macro-economic
adjustments for each of the scenarios.

The predominant macro-economic variable used across all portfolios is the unemployment rate in Iceland, as measured by the
Directorate of Labor. The default rate observed for the Group's exposures has been shown to be highly correlated with unemployment
rate. Collateral haircuts are adjusted for different scenarios. Exit and pre-payment rates, which affects EAD, are dependent on
refinancing spreads and due to the correlation between interest rates and unemployment rate they are adjusted for different
scenarios.

Write-off of loans

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

Modifications

The original terms of a financial asset may be renegotiated or otherwise modified, resulting in changes to the contractual terms of the
financial asset that affect the contractual cash flow. The treatment of such modifications is primarily based on the process undertaken
to execute the renegotiation and the nature and extent of changes expected to result. Modifications which are performed for credit
reasons, primarily related to troubled debt restructurings, are generally treated as modifications of the original financial asset.
Modification which are performed for other than credit reasons are generally considered to be an expiry of the original cash flows;
accordingly, such renegotiations are treated as a derecognition of the original financial asset and recognition of a new financial asset.

If a modification of terms does not result in derecognition of the financial asset, the carrying amount of the financial asset is
recalculated as the present value of the renegotiated or modified contractual cash flows, discounted at the original effective interest
rate and gain or loss is recognized. The financial asset continues to be subject to the same assessments for significant increase in credit
risk relative to initial recognition and credit-impairment, as described above. A modified financial asset will migrate out of Stage 3 if the
conditions that led to it being identified as credit-impaired are no longer present and relate objectively to an event occurring after the
original credit-impairment was recognized. A modified financial asset will migrate out of Stage 2 when it no longer satisfies the relative
thresholds set to identify significant increase in credit risk, which are based on changes in its lifetime PD, days past due and other
qualitative considerations.

If a modification of terms results in derecognition of the original financial asset and recognition of the new financial asset, the new
financial asset will generally be recorded in Stage 1, unless it is determined to be credit-impaired at the time of renegotiation. For the
purposes of assessing for significant increase in credit risk, the date of initial recognition for the new financial asset is the date of
modification.
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