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Key figures

Total assets
(ISK billion)

1,175 1,148
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Loans to customers
(ISK billion)

804

765

Equity CET1
(ISK billion) (%)

30.6.2018 31.12.2017

m Individuals

m Corporates

Loans to deposit ratio
(%)

168.8 165.5

30.6.2018 31.12.2017

208 226
30.6.2018 31.12.2017 30.6.2018 31.12.2017
LCR Leverage ratio
(%) (%)
232 221 14.3
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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 30 June 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 strong 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 remains low in a historical context but exceeded the Central Bank's inflation target
in March for the first time in four years. Inflationary pressures seem to be picking up and a tough round of wage bargaining is on the horizon.
The Icelandic krona has remained strong and remarkably stable for the past couple of months, even though nearly all capital controls have
been removed and domestic investors face no restrictions on investing abroad. Arion Research predicts that the economy will achieve the
desired soft landing, with moderate GDP growth, low unemployment but rising inflation in the coming months, albeit still remaining within the
Central Bank's tolerance level.

Listing and Initial Public Offering

Arion Bank was listed on Nasdaq Iceland and Nasdaq Stockholm on 15 June following an initial public offering of 28.7% of shares in the
Bank. The offering was heavily oversubscribed and the shares were placed with investors in Iceland, Scandinavia, UK, Continental Europe
and the US. This is the first listing of an Icelandic bank on the main market in Iceland since 2008. The IPO represents a significant step in
the development of Arion Bank and the Bank welcomes the new shareholders.

Operations during the period

Net earnings amounted to ISK 5,011 million for the period ended 30 June 2018 and total equity amounted to ISK 207,631 million at the end
of the period. Return on equity was 4.7% for the period. The capital ratio of the Bank, according to the Financial Undertakings Act No.
161/2002, was 21.9% and the corresponding CET 1 ratio was 21.8%. This comfortably meets the requirements set by law and the Financial
Supervisory Authority (FME). The liquidity position was also very strong at period-end and well above the regulatory minimum.

In June 2018 Arion Bank adopted a new share-based remuneration programme, when a limited stock grant was offered to all employees of
the parent company in connection with the IPO and listing of the Bank. Remuneration is paid in the form of deferred shares with a vesting
period of two years. The aim of the remuneration programme is to build long-term engagement among employees through share ownership.
The Bank recognizes expenses related to the programme as salaries and related expenses, a total of ISK 651 million, over the vesting
period. The market value of shares at granting date was ISK 295 million, which was deducted from the Bank's own shares.

The main changes in the Balance Sheet from year-end 2017 relate 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 38.6 billion, or 5.0%, and an increase in borrowings of ISK 25.8
billion or 6.7%, following a new issuance of bonds in the international markets. New lending is mainly in the form of mortgages to individuals
and corporate loans in two sectors, wholesale and retail trade and real estate and construction.

The Bank's liquidity position is strong, with a liquidity coverage ratio of 232%, see Note 42, 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) which were partially used
for the repayment of EUR 200 million of bonds, the remainder of the Bank’s first Eurobond issued in 2015. The bonds were sold at rates
corresponding to a 0.65 % margin over interbank rates and bear a fixed 1.00% coupon.

In June Arion Bank obtained the services of an international management consultancy company with the aim to assist the Bank in its
strategic review as regards the future ownership of the subsidiary Valitor. This review is expected to be finalized before the end of the year.

The Bank continued on its digital journey and finalized four digital projects in the second quarter. These projects are diverse, as two are
client facing and the other two are aimed at assisting the Bank deal with new regulations.

In February 2018 an agreement was reached between the administrator of the bankrupt estate of the Bank's subsidiary United Silicon and
Arion Bank, whereby the Bank foreclosed against its collateral and acquired all the company's main assets. The assets of the silicon plant
are currently managed by Stakksberg ehf., which is held by the Bank through a newly established subsidiary, Eignabjarg ehf. Stakksberg
ehf. has, since the transfer of the assets from United Silicon, successfully worked to reduce uncertainties surrounding the recommissioning
of the silicon plant, amongst other things by securing all necessary operating permits, power supply and undertaking further engineering
design groundwork necessary for the carrying out of remedial work prior to the reopening of the plant. The Bank aims to conduct a sales
process of Stakksberg ehf. during the second half of 2018.

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

Arion Bank Condensed Consolidated Interim
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Endorsement and statement
by the Board of Directors and the CEO

Capital

An important part of Arion Bank's equity story was the Bank's potential to pay extraordinary dividends, in accordance with its dividend and
capital policy. The Board of Directors has concluded that the Bank has the ability to lower its capital position and has therefore proposed to
an extraordinary shareholders’ meeting, scheduled for 18 September 2018, that the Bank will pay an extraordinary dividend amounting to
ISK 10 billion. Such dividend payment will reduce Arion Bank's CET 1 ratio from 23.1% to 21.9%, which is above the 21.3% capital
requirement set by FME and the Bank.

Employees

The Group had 1,309 full-time equivalent positions at the end of the period, compared with 1,284 at the end of 2017; 823 of these positions
were at Arion Bank, compared with 844 at the end of 2017. The increase in FTEs from year-end is mainly due to the growth strategy of
Valitor on international markets but is partly off-set by a decrease at the Bank due to the outsourcing of its cash center.

Group ownership

Post IPO the Bank has gained new shareholders and SDR registry. As Kaupskil ehf. and Attestor were the selling shareholders it can be
seen from the registry that their share capital has decreased as Kaupskil ehf. sold more than 22% and Attestor 3%. Kaupskil is now the only
shareholder holding more than 10% of Arion Bank's share capital. The current shareholder list is comprised of a share registry in Iceland
and also SDR registry in Sweden, see Note 34.

New names on the shareholder list include funds owned by Landsdowne and Miton Asset Management which came in as cornerstone
investors before the IPO book building process. Funds owned by Eaton Vance and Stefnir are also new on the list.

The total voting rights of Kaupthing ehf., through Kaupskil ehf., and Taconic Capital Advisors LP and related parties, through TCA New
Sidecar S.4.r.l., are restricted to 33% of total voting rights in the Bank according to the FME notification from 22 September 2017.

Governance

The Board of Directors has six members, three women and three men. Furthermore, three Alternate Directors (two men and one woman) are
elected and they attend meetings of the Board of Directors in the event that a Director resigns or is unable to attend. The ratio of men to
women is therefore in compliance with the law which states that companies with more than 50 employees should ensure that the ratio of
either gender on the board of directors should not be less than 40%. Five Directors are nominated by Kaupskil ehf. and one by Attestor
Capital LLP. Five Directors and two Alternates are independent of Arion Bank and its day-to-day managers as well as of Arion Bank's
significant shareholders.

At Arion Bank's annual general meeting on 15 March 2018 Herdis Drofn Fjeldsted was elected as a new Director and replaced Théra
Hallgrimsdottir. Kirstin Th. Flygenring did not seek re-election as a Director at the annual general meeting and the number of Directors
thereby decreased by one. On 30 May 2018 Jakob Asmundsson, a Director, decided to step down from the Board of Directors of Arion
Bank.

Arion Bank Condensed Consolidated Interim
Financial Statements 30 June 2018 6



Endorsement and statement
by the Board of Directors and the CEO

Endorsement of the Board of Directors and the Chief Executive Officer

The Condensed Consolidated Interim Financial Statements of Arion Bank for the period ended 30 June 2018 have been prepared in
accordance with International Financial Reporting Standards as adopted by the European Union and additional requirements in the Icelandic
Financial Statements Act, Financial Undertakings Act and Rules on Accounting for Credit Institutions.

It is our opinion that the Condensed Consolidated Interim Financial Statements give a true and fair view of the financial performance of the
Group for the period ended 30 June 2018 and its financial position as at 30 June 2018.

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

The Board of Directors and the CEO have today discussed the Condensed Consolidated Interim Financial Statements of Arion Bank for the
period ended 30 June 2018 and confirm them by means of their signatures.

Reykjavik, 2 August 2018

Board of Directors

Eva Cederbalk
Chairman

T s D Lot

Brynjélfur Bjarnaso erdis Drofn Fjelds

I /-

John P. Madden Mans Hoglurd

- \

I

Olafur Orn Svansson Steinunn K. Thérdardaéttir

Chief Executive Officer

g 3

Hoskuldur H. Olafsson

Arion Bank Condensed Consolidated Interim
Financial Statements 30 June 2018 7




Review Report
on the Condensed Consolidated Interim Financial Statements

To the Board of Directors and shareholders of Arion Bank.

We have reviewed the accompanying Condensed Consolidated Interim Statement of Financial Position of Arion Bank hf. (the “Group”) as of
30 June 2018 and the related Condensed Consolidated Interim Statement of Comprehensive Income, Condensed Consolidated Interim
Statement of Changes in Equity and Condensed Consolidated Interim Statement of Cash Flows for the six months then ended and a
summary of significant accounting policies and other explanatory notes.

The Board of Directors and Management's Responsibility for the Consolidated Financial Statements

The Board of Directors and management are responsible for the preparation and fair presentation of this Interim Consolidated Financial
Statements in accordance with International Financial Reporting Standards for Interim Financial Reporting, IAS 34, as adopted by the EU.

Auditor's Responsibility
Our responsibility is to express a conclusion on this Interim Consolidated Financial Statements based on our review.

Scope of Review

We conducted our review in accordance with International Standard on Review Engagements, ISRE 2410. A review of Interim Consolidated
Financial Statements consists of making inquiries, primarily of persons responsible for financial and accounting matters, and applying
analytical and other review procedures. A review is substantially less in scope than an audit conducted in accordance with International
Standards on Auditing and consequently does not enable us to obtain assurance that we would become aware of all significant matters that
might be identified in an audit. Accordingly, we do not express an audit opinion.

Conclusion

Based on our review, nothing has come to our attention that causes us to believe that the accompanying Condensed Consolidated Interim
Financial Statements do not give a true and fair view of the financial position of the Group as at 30 June 2018, and of its financial
performance and its cash flows for the six month period then ended in accordance with International Financial Reporting Standards for
Interim Financial Reporting, IAS 34, as adopted by the EU and additional requirements in the Icelandic Act on Annual Accounts.

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

Pursuant to the requirement of Paragraph 2 Article 104 of the Icelandic Act on Annual Accounts No. 3/2006, we confirm to the best of our
knowledge that the accompanying Endorsement and Statement by the Board of Directors and the CEO includes all information required by
the Icelandic Act on Annual Accounts that is not disclosed elsewhere in the Interim Consolidated Financial Statements.

Képavogur, 2 August 2018

Deloitte ehf.
()L&wﬂf,’w 4%’wr\/ WVDC*/ w1
Pall Grétar ngrimsson Gunnar Thorvardarson
State Authorized Public Accountant State Authorized Public Accountant
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Consolidated Interim Income Statement
for the period from 1 January to 30 June 2018

Income Statement

Notes 2018 2017 2018 2017
1.1.-30.6. 1.1.-30.6. 1.4.-30.6. 1.4.-30.6.*

INEEIESE INCOIME .ueeiiiiieeeeee et e et e e e e e e e e e e e e e aaaeeeeeaees 28,470 29,840 14,308 16,117
INEEIESE EXPENSE ...iiiieiiiiiiiiie ettt ettt e e e e e et e e e (13,949) (14,520) (6,695) (7,957)
NEL INTEIEST INCOMIE .ovviiiiiieeeeeee e e e e e e e 6 14,521 15,320 7,613 8,160
Fee and COMMISSION INCOME .....uuuiiiiiiiiiiieee e e e e e e e e e e e eeeaaes 17,906 13,019 9,709 6,928
Fee and COMMISSION EXPENSE ......ceiiiiiiiieeiiiie ettt (9,872) (6,181) (5,217) (3,420)
Net fee and COMMISSION INCOME .....viviiiiiiiiii e 7 8,034 6,838 4,492 3,508
Net financial INCOME ........cooiiiiiiieeeececec et eeeereeeeees 8 2,267 3,205 927 1,975
NEt INSUTANCE INCOME .....covviiiiiiiieeeee et e e e e e e e e e e eraaae s 9 901 1,053 758 606
Share of profit of associates and net impairment .............ccocceviiiiiiiinceene. 25 (16) (934) 2 (900)
Other operating income 10 879 2,375 610 1,811
Other net Operating iNCOME ......ocuviiiiiiiiiiiiee e 4,031 5,699 2,297 3,492
OPErating INCOME ..couiiiiiiieiiiie ettt e e et e e eesteeeans 26,586 27,857 14,402 15,160
Salaries and related EXPENSES .......uiieiiiiiiiieeiiiiiiie et 11 (9,647) (8,783) (5,011) (4,561)
Other operating expenses 12 (7,960) (5,057) (3,964) (1,223)
OPErating EXPENSES .....cccuiiiiiiieiie ittt st (17,607) (13,840) (8,975) (5,784)
BANK IEVY ..ottt 13 (1,684) (1,574) (880) (777)
NEt IMPAIMENT ..ot e s e e e e s neanees 14 (291) 1,289 (192) 409
Earnings before taX ... 7,004 13,732 4,355 9,008
INCOME tAX EXPEINSE .eeiiiiiiiiiiiieeiiiiiiee e e ettt e e e ettt e e e s st e e e e s s e e e e e snnnaeeeas 15 (2,105) (3,266) (1,287) (1,895)
Net earnings from continuing OPerations ...........ccccceoveeiiiiiniieiiee e 4,899 10,466 3,068 7,113
Discontinued operations, Net Of taX ...........cccviiieeiiiiiiiie e 16 112 - (6) -
NEE BAIMINGS oeieeiiieeeiie ettt ettt e et e ettt e et e e bt e e snbeeenneeeenn 5,011 10,466 3,062 7,113
Attributable to
Shareholders of Arion Bank hf. .......ccooiiiiiiieeeeeee s 4,398 10,464 2,449 7,112
NON-CONLrOllNG INTEIEST .....vvviiiie it 613 2 613 1
NEE BAIMINGS .eeeeiieeeeitie ettt et e et et e et e bt e e snbeeenneeeenns 5,011 10,466 3,062 7,113
Earnings per share from continuing operations
Basic and diluted earnings per share attributable to the shareholders
of Arion Bank (ISK) ......eviiiiieiee e 17 2.29 5.23 1.36 3.56

Comparative figures have been changed, see Note 1.

*The Consolidated Interim Income Statement for the period 1 April to 30 June 2017 has not been reviewed by the Bank's auditors.

The Notes on pages 17 to 76 are an integral part of these Condensed Consolidated Interim Financial Statements

Arion Bank Condensed Consolidated Interim Amounts are in ISK millions
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Consolidated Interim Statement of other Comprehensive Income
for the period from 1 January to 30 June 2018

Other Comprehensive Income Notes 2018 2017 2018 2017
1.1.-30.6. 1.1.-30.6. 1.4.-30.6.* 1.4.-30.6.*
NET CAIMINGS ..eiiiiiiiiiiiie ettt e e ettt e e s bbbt e e e e s nnbaeeeeeeas 5,011 10,466 3,062 7,113
Net gain on financial assets carried at fair value through OCI, net of tax ...... 3 - (41) -
Realized net gain on financial assets carried at fair value through OCI,
net of tax, transferred to the Income Statement** ............ccccceeevviiiieeeiiniinns (112) - (15) -
Changes to reserve for financial instruments at fair value through OCI .... 33 4,902 10,466 3,005 7,113
Exchange difference on translating foreign subsidiaries ..............cccccccevviinnnns 33 12 (83) 71 (127)
Total cOMPrenNenSIVE INCOME .....uiiiiiiiiiiiiiee e 4,914 10,383 3,077 6,986
Attributable to
Shareholders of Arion Bank .............oooiiiiiiiiiii i 4,301 10,381 2,464 6,985
NON-CONLrollNG INTEIEST .....vvviiiieiiiiieee e 613 2 613 1
Total cOmMPrenNenSIVE INCOME .....uiiiiiiiiiiiiie et 4,914 10,383 3,077 6,986

Comparative figures have been changed, see Note 1.
*The Consolidated Interim Statement of Other Comprehensive Income for the period 1 April to 30 June 2017 has not been reviewed by the Bank's auditors.

**Fair value gain of ISK 4 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 accordance with IFRS 9.

The Notes on pages 17 to 76 are an integral part of these Condensed Consolidated Interim Financial Statements

Arion Bank Condensed Consolidated Interim Amounts are in ISK millions
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Consolidated Interim Statement of Financial Position
as at 30 June 2018

Assets Notes 30.6.2018 31.12.2017
Cash and balances With CeNtral BanK .............uuiiiiiiiiiiiiiiicceeeecee e e e eeeaaaaaaes 18 112,996 139,819
LOANS 10 Credit INSEULIONS .. ..ieeeeeieee ettt e ettt e e e e e e et e e e e et e aaa e e e e sees b s e eesseebaanaesaeeesens 19 113,546 86,609
o= L g S o o1 U] (0] 00 1=T ¢ PSRN 20 803,694 765,101
FINANCIAI INSTIUMEBNES ...ttt e e e e et e e e e e et e et e e e e e e e aaaa e eeeeeesasanseesseesrans 21-23 95,265 109,450
Investment property .......... . 23 7,027 6,613
INVESTMENES IN ASSOCIALES ....eeiieeeiiiiiiieeeeeiiite e e e sttt e e e e e sttt e e e e s e e e e aesabbereeeesastbbeeaeeesnssbaaeeeeanssseaaaeeans 25 743 760
INEANGIDIE ASSELS ....eiiiiiiiiiiie ettt e e st e e e e st e e e e e e bbbt e e e et e e e e 26 13,858 13,848
L= = L] N 27 603 450
Non-current assets and disposal groups held for sale .. . 28 8,295 8,138
(@1 g1 = 1Y =Y RPN 29 18,817 16,966
oL = U N = £ PO URPUPPPRRN 1,174,844 1,147,754

Liabilities
Due to credit institutions and Central Bank 22 6,336 7,370
DT 0L (RO OURROPRRNE 22 476,182 462,161
Financial liabilities at fAIr VAIUE ...........uuiiiiiiiiiiiec ettt e e e e e e e e s e e abaas 22 3,895 3,601
LI R L= o1 =P RPR RS PPPPRPRRPPNE 27 6,503 6,828
Other liabilities .. . 30 63,524 57,062
1210 (01T L SRR TP 22,31 410,773 384,998

Total Liabilities 967,213 922,020

Equity
Share capital and Share Premilm ... e s e e anbaees 33 59,017 75,861
(04 =T G (Y= V=SSP SESSPPRRP 33 14,436 16,774
R = U= To I - T T PP P P PP PPPTN 133,437 132,971
Total ShareOlderS'  EQUILY ..ouuviiiiiiiiiiiie ettt e et e e e s st e e e e s s bbb e e e e e e snbeeeeeeeannanes 206,890 225,606
NON-CONLrOIING INTEFESE ... et ne e e 741 128
B o1 € U 1o U Y PP RPSRI 207,631 225,734
Total LiabilitieS and EQUITY .....euiieiiiiiiiiieeiiiiieie ettt e e e st e e e e et ee e e e s abbb e e e e e s s nnnbnees 1,174,844 1,147,754

The Notes on pages 17 to 76 are an integral part of these Condensed Consolidated Interim Financial Statements

Arion Bank Condensed Consolidated Interim Amounts are in ISK millions
Financial Statements 30 June 2018 11



Consolidated Interim Statement of Changes in Equity
for the period from 1 January to 30 June 2018

Total
Share capital share- Non-
and share Other Retained holders' controlling Total
premium reserves earnings equity interest equity
Equity 31 DECemMDBEr 2017 .....ocouieiiieiieeiieeie ettt 75,861 16,774 132,971 225,606 128 225,734
Impact of adopting IFRS 9 ....cciiiiiiiiiiiee e - 3 939 942 - 942
Restated opening balance under IFRS 9 .......ccocoiiiiiiiiiie e 75,861 16,777 133,910 226,548 128 226,676
NEL BAIMINGS ...eiieitiie ittt - - 4,398 4,398 613 5,011
Realized net gain on financial assets carried at
fair value through OCI, Net Of taX ......cccveeiiiiiiiiie e - 3 - 3 - 3
Realized net gain through the Income Statement on
financial assets through OCI, net of taX .........ccccevvieiiiiiniiecc e, - (112) - (112) - (112)
Translation difference - 12 - 12 - 12
Total comprehensive INCOME ......uviiiiiiiiiiiie e - (97) 4,398 4,301 613 4,914
Dividend paid . - - (7,115) (7,115) - (7,115)
Purchase of treasury StOCK ............cccueiiiiiiiiiiiiieiec e (17,139) - - (17,139) - (17,139)
Own shares allocated t0 emplOYEeS ........c.eeevvviiiiiiiiieiiiiiiiiee e 295 - - 295 - 295
Reserve for investments in subsidiaries ............cccoccvoiiiiiniiiciiccee - (1,942) 1,942 - - -
Reserve for investments in assoCiates ...........eeevvviiiiiieeniiiiiiiie e - (17) 17 - - -
Reserve for investments in SECUNLIES ........coocveeriiieiiiie e - (393) 285 (108) - (108)
Reserve for financial instruments at FVOCI ..........ccocoviviiiiiiiecinieceen - 108 - 108 - 108
EqQUity 30 JUNE 2018 ..ottt 59,017 14,436 133,437 206,890 741 207,631
EqUity 1 JAnUArY 2017 ...oooiiuieiiiieeiiiee ettt 75,861 19,761 115,590 211,212 172 211,384
NEL BAIMINGS ...tiie ittt ettt e e e sneeeeanes - - 10,464 10,464 2 10,466
Translation differ€NCe .........cooiiiiiiiiiiiii e - (83) - (83) - (83)
Total comprehensive iINCOME ......ooiiiiiiiiieiiie e - (83) 10,464 10,381 2 10,383
Reserve for investments in subsidiaries ............ccccocviiiiiiiiicniciee - (5,642) 5,642 - - -
Reserve for investments in assoCiates ..........eeeeeviiiiiiiieeiiiiiiiiiee i - 7 7 - - -
Reserve for investments in SECUNLIES ...........ccccceriiiiiiiic i - (477) 477 - - -
EQUItY 30 JUNE 2017 woovoveeceeececececececee e e e et 75,861 13,565 132,167 221,593 174 221,767

The Notes on pages 17 to 76 are an integral part of these Condensed Consolidated Interim Financial Statements
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Consolidated Interim Statement of Cash flows
for the period from 1 January to 30 June 2018

2018 2017
Operating activities 1.1.-30.6. 1.1.-30.6.
= A== T T L PSPPSR 5,011 10,466
Non-cash items included in net earnings and other adjUSIMENTS ..........oocuiiiiiiiiiiiiiee e (9,075) (16,892)
Changes in operating assets and HabIlItIES .............ooiiuiiiiiiiii et (1,746) 78,271
Interest received 26,908 20,957
QLT TS Ao - U SO P RO PRPPPPPN (9,740) (5,285)
[ Yo (=T a0 I =Tel=T1 V7= To TR 3,070 190
INCOME TAX PAIA ...ttt h e st e e e e e e e e e e e bt e s ae e e et e e s b e e s Rt e sb e e ean e e n e e ne e e s seesaeeeaneenneens (2,819) (1,342)
Net cash (t0) from OPErating ACTIVITIES ....cirviveuiiriiteirieteriiet ettt ettt ettt e et e s et e et ese e e e ese e neeneseneenenen 11,609 86,365
Investing activities
ACQUISITION OF BSSOCIALES ... .eiiiiiiiieiiii ittt et e s e e e et e e e s a e e st e e e e e e e e nte e s seeesn e e e e e seenes - (961)
Acquisition of subsidiary - (237)
Dividend reCceived frOM ASSOCIALES ...........uiiiiieeiiie ettt ettt s et e et e ettt e e be e e st bt e e sttt e e snbeeesnbeeennaeeennneeeanaeeeas - 41
ACQUISITION OF INTANGIDIE @SSELS .......eiiiiiiiiieee et e et e e e s s bbbt e e e e e bbbt e e e e e e nbbeeeeeeannbbeeaeeenans (1,075) (1,125)
Acquisition of property and QUIPMENT ..........couiiiiiiie et s (340) (395)
Proceeds from sale of property and @QUIPMENT .........coiiiiiiiii ittt e e e e e s e e e e s st e e e e s s abbbeeeeeennnes 25 85
NEt CASh t0 INVESTING ACTIVITIES ..cveuvviveeiiiierieititee sttt e e steteeete e eas et st e s st st et e e st et e ss st et ess et etes et saesees et eteseesatere e stare e eeans (1,390) (2,592)
Financing activities
Dividend paid to shareholders of Arion Bank and purchase of treasury StoCK ............ccccooiviiiiiiiiiniese e (24,254) -
Net cash used in fiNANCING ACTIVITIES .........c.cueveiieieeieiieceeieiee ettt eas et s e (24,254) -
Net increase (decrease) in cash and Cash QUIVAIENTS ...........cooiiiiiiiiiiiiiiiii e bree e (14,035) 83,773
Cash and cash equivalents at beginning 0f the YA ...........cooiiiiiiiii e 181,898 123,933
Effect of exchange rate changes on cash and cash eqUIVAIENTS .............cooiiiiiiiiiiiiiii s (110) (2,316)
Cash and CASN EUUIVAIENTS ..........ccveviiiiieeeitiiieeee ettt e ettt et e et et et e e et e et ese et e st et eteete et ese et e et ensese et essesestessarestessaresrens 167,753 205,390
Non-cash investing transactions
Assets acquired through foreclosure on collateral from customers with View to resale ............ccoccvevieeeiiieeniieeniieenns 365 467
Settlement of loans through foreclosure on collateral from customers with view to resale ............cccccovviveeieiiiiiieeeenn. (365) (467)
Comparative figures have been changed with immaterial effects on the Cash flow, see Note 1.
The Notes on pages 17 to 76 are an integral part of these Condensed Consolidated Interim Financial Statements
Arion Bank Condensed Consolidated Interim Amounts are in ISK millions
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Notes to the Consolidated Interim Statement of Cash flows
for the period from 1 January to 30 June 2018

2018 2017
Non-cash items included in net earnings 1.1.-30.6.  1.1.-30.6.
NS T G E S T3 T PO P U PP PPN (14,521) (15,320)
L= T 00] o F= UL 1410 PP PP PPPRPPPPPIN 296 (1,289)
INCOME TAX EXPEISE ...ttt ettt et oo et ettt o4 4o ek bttt e e oo et e et e e e e s bbb b e e e e e et b bbbt e e e s eab bbb e e e e e abnneeeeeaaannns 2,105 3,266
Bank levy ......ccccccceeeene 1,684 1,574
Net fOreign EXCHANGE GAIN .....oiiiii ittt et e et e ek bt e e eh bt e e sh bt e e st e e et e e enneeensbeeeann 19 1
Net gain on fINANCIAL INSITUMEIES ......cciiiiiiiiii ettt e e st e e e e s bbb e e e e e ettt e e e ea bbb e e e e e s ssbbeeeeesnnaes 675 (3,016)
Depreciation @nd AMOTTIZATION ...........eoitii ettt bt b e b et e e bt e e ettt e st bt e e kbt e e eab e e e eabeeeanbeeeaaneeenaneeenan 1,146 1,023
Share of profit of associates and net impairment 16 934
Investment property, fair Value ChaNGE ..o (383) (1,362)
Discontinued OPEratioNS, NET OF TAX ....uvuiiieiiiiiiiie ettt e e et e e e et b et e e e e s bbbt e e e e s anbb b et e e e e nnnbbeeeeeennnaneeeas (112) -
Revised Depositors' and Investors' Guarantee FUNd EXPENSE ........cccuciiiiiiiiieiii it - (2,669)
(@4 L= el - Ty o [T TP PP TPPPTTN - (34)
Non-cash items included iN Net @ArMINGS ........ccoiiiiiiiiiii (9.075) (16,892)
Changes in operating assets and liabilities
Mandatory reserve deposit With Central Bank ............c.cociiiiiiiiiiii e (533) (202)
Loans to credit institutions, excluding bank aCCOUNES ..........oiiiiiiiiiiiiiiie e e e e e s nanees (13,225) 18,170
LOGNS 10 CUSTOMIEIS ...ttt b e s b e e s b e e s h b e e s e e e e se e e e e e e eab e e e sab e e e sane e e sanee s (36,888) (17,803)
Financial instruments and financial liabilities at fair VAIUE ...........ccooiiiiiiiiiiiiiiieieee e e 8,475 13,045
Investment property (31) (435)
(@) (=T T3] £ 625 1,086
Due to credit institutions and Central BanK ............cccociiiiiiiiiiii s (1,036) (527)
[ D= 1011 PP PPPPR TS PPPPRPPTIN 9,981 23,270
Borrowings 27,342 41,652
(@) 1 =T F=T o1 [T 3,544 15
Changes in operating assets and [ADITITIES .........ooiiuiiiiiiiiiiiii e e s e e s e ee e s s aabaes (1,746) 78,271
Cash and cash equivalents
Cash and balances With CeNtral BANK ..............covviiiiiiiiiiieeeeeeeeeeeeeeee e 112,996 151,354
o= Q=T oTo ][] TN 64,514 63,570
Mandatory reserve deposit With Central Bank ............ccociiiiiiiiiiii e (9,757) (9,534)

Cash aNd CASH EQUIVAIENES .....c.c.vveieeeeeeeceeeee oot ee st ee e s e en e en e snan 167,753 205,390

The Notes on pages 17 to 76 are an integral part of these Condensed Consolidated Interim Financial Statements

Arion Bank Condensed Consolidated Interim Amounts are in ISK millions
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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
IAS 39 measure- of impair- Total IFRS 9
Assets 31.12.2017 ment ment impact 1.1.2018
Cash and balances with Central Bank ...........cccceeeiiiiiiiieiiniieeiieceee e 139,819 - @) (7) 139,812
Loans to credit INSHIULIONS .......oooiiiieieie i 86,609 - ?3) 3) 86,606
LOANS 10 CUSTOMIEIS . .oovviiieiiieiice ettt e e e e e e e e e e e e e eaaaans 765,101 486 930 1,416 766,517
Financial INStIUMENTS .........oouuiiiiiiiiieeee e evaae e 109,450 - - - 109,450
INVESTMENE PrOPEITY ...t 6,613 - - — 6,613
INVESTMENLES IN @SSOCIALES .....evviieiiiiiiiiie et 760 - - - 760
INEANGIDIE ASSELS ...eiiiiieiiiiie e 13,848 - - - 13,848
TAX BSSELS ...uvtvvtrttittiieeieeeeeee ettt ettt ettt ettt ettt ettt ettt et et e e e e e e e e e e e e e e e e e e e e 450 - - - 450
Non-current assets and disposal groups held for sale .............cccccceoiniinnnn. 8,138 - - - 8,138
(@) 11T = 11T £ T 16,966 - - - 16,966
TOLAI ASSEBES ..uviiiiiee et e ettt e e e e e e e e e e e e e e et e e e e s a e e e e nes 1,147,754 486 920 1,406 1,149,160
Liabilities
Due to credit institutions and Central Bank ..........cccoocovvvviiiiieiiiiiiiiiieeeeeeeveiinen, 7,370 - - - 7,370
DIBPOSIES ettt ittt et e et e e e 462,161 - - - 462,161
Financial liabilities at fair ValUe ..........ccooeeiiiiiiiiiieeiceeeee e 3,601 - - - 3,601
TaX IADIIILIES ....vveeeeeeeeeiee e e et e e e 6,828 97 138 235 7,063
Other liabilities 57,062 - 229 229 57,291
BOITOWINGS «..eeeeeeee ettt et et e ettt e ettt e e et e e snt e e st e e nnteeens 384,998 - - - 384,998
TOtal LiabilitieS oovvveeiieeiiiiiiiee e 922,020 97 367 464 922,484
Equity
Share capital and share premium ........oceeeiiieiiee e 75,861 - - - 75,861
OB TESEIVES ..vveiiiiiieee et e et e e e e e e et e e e e s e aaaaaas 16,774 - 3 3 16,777
REtAINEA CAMINGS ...ovtiieiitii ettt e e e 132,971 389 550 939 133,910
Total Shareholders' EQUILY .....cuviiiieiiiiiiiee et 225,606 389 553 942 226,548
NON-CONtrolling INtErESt ........cueiiiiiiiecee e 128 - - - 128
o € U 1o U Y PR 225,734 389 553 942 226,676
Total Liabilities and Equity 1,147,754 486 920 1,406 1,149,160
Arion Bank Condensed Consolidated Interim Amounts are in ISK millions
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Financial assets and Financial liabilities 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 on 1 January 2018

Carrying Carrying
Measurement Measurement amount Re- amount
category under category under under Reclassi- measure- under
Financial assets IAS 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 Amortized cost 30,942 - (50) 30,892
Credit cards Amortized cost 12,040 - (11) 12,029
Mortgage 10ans ........cccccevvenieiiiiiiiienn, Loans Amortized cost 329,735 - 276 330,011
Other 10ans ........ccccoceeeveieneneiece e Loans Amortized cost 386,606 - 715 387,321
Other 10ans .........ccccoveevieeiiiiiniceceen 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) FVOCI* 40,408 - - 40,408
Shares and equity instruments .... FVTPL (designated) FVTPL (mandatory) 36,190 - - 36,190
Derivatives FVTPL (held for trading) FVTPL (mandatory) 7,624 - - 7,624
Securities used for hedging ...........c.c...... FVTPL (held for trading) FVTPL (mandatory) 13,881 - - 13,881
Other financial assets ............ccoevvvvvnnnns Amortized cost Amortized cost 8,948 - - 8,948
Total fiNANCIAI ASSELS .ivviuiiii it e et e e e e e et s e e e e e et s 1,109,927 486 920 1,111,333
Financial liabilities
Due to credit institutions and CB .......... Amortized cost Amortized cost 7,370 - - 7,370
DEPOSIES ..vvvvieeiiiiiiiiie 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 ...........ccccooeiiiiiinen. Amortized cost Amortized cost 26,394 - - 26,394
Unsettled securities trading ..................... FVTPL (held for trading) FVTPL (mandatory) 527 - - 527
Depositors and investors
guarantee fund .........cc.ceovveiiiniiiiinne Amortized cost Amortized cost 218 - R 218
Withholding tax Amortized cost Amortized cost 1,414 - - 1,414
Sundry financial liabilities ... Amortized cost Amortized cost 6,152 - 229 6,381
BOMOWINGS ...c.oooiieiiciieiiicecec e Amortized cost Amortized cost 384,998 - - 384,998
Total fiNaNCIal HADITTIES ...uuuiiiiiiiiiiiiiiiieeee e 892,835 - 229 893,064
Other liabilities
Tax liabilities .......cccooevvevviiiiiiieeeeeeeee, 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.

Arion Bank Condensed Consolidated Interim Amounts are in ISK millions
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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 Borgartin 19, Reykjavik. The Condensed Consolidated Interim Financial Statements for the period
ended 30 June 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 August 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 2018 did not have a material effect on the results for the 30 June 2018 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 45. To view the effects of the changes on individual portfolios see Financial assets and Financial liabilities classification
transition from 1AS 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 105.50 and 123.20 for EUR (31.12.2017: USD 103.70 and EUR 124.52).

Comparative figures

In the Consolidated Interim Income Statement for the period ended 30 June 2018 net income from non-current assets held for sale is
presented among other operating income. Prior to the fourth quarter of 2017 net income from non-current assets held for sale was
classified as discontinued operations, net of tax. Comparative figures have been changed accordingly by reducing discontinued
operations, net of tax, by ISK 420 million for the first six months of 2017 and ISK 273 million for the second quarter 2017, increasing
other operating income by ISK 525 million for the first six months of 2017 and ISK 341 million for the second quarter 2017, and
increasing income tax by ISK 105 million for the first half of 2017 and ISK 68 million for the second quarter 2017. The effects on the
Statement of Cash flow was a shift between Non-cash items included in net earnings and other adjustments and Changes in operating
assets and liabilities of ISK 420 million for the first half of 2017 and ISK 273 million for the second quarter of 2017.

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.

Arion Bank Condensed Consolidated Interim Amounts are in ISK millions
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Notes to the Condensed Consolidated Interim Financial Statements

3. The Group

Shares in the main subsidiaries in which Arion Bank held a direct interest at the end of the period
Equity interest
Operating activity Currency 30.6.2018 31.12.2017

Arion Bank Mortgages Instit. Investor Fund, Borgartin 19, Reykjavik, Iceland ... Retail banking ISK 100.0% 100.0%
BG12 slhf., Katrinartin 2, Reykjavik, Iceland .............ccccovieeiniiiiiiieiiicniece Holding company ISK 62.0% 62.0%
Bjarnathing ehf., Ogurhvarf 4a, Képavogur, Iceland ..............ccoceevevvieereciienennns Real estate ISK 100.0% -
EAB 1 ehf., Borgartin 19, Reykjavik, Iceland ............cccccooiiinieiniiiiiiieeieee Holding company ISK 30.0% 100.0%
Eignarhaldsfélagid Landey ehf., Ogurhvarf 4a, Képavogur, Iceland ................... Real estate ISK 100.0% 100.0%
Stefnir hf., Borgartin 19, Reykjavik, Iceland ...........c..cccooiiiiiiiiiiiiciec e Asset management ISK 100.0% 100.0%
Valitor Holding hf., Dalshraun 3, Hafnarfjordur, Iceland ...............cccocevieniinnne Payment solutions ISK 100.0% 100.0%
VISA island ehf., Dalshraun 3, Hafnarfjérdur, Iceland ............c.cccceeurerreeenenen. Holding company ISK 100.0% -
Vordur tryggingar hf., Borgartin 25, Reykjavik, Iceland ..............ccccocoeniinnnnn. 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 28.

The subsidiary EAB 1 ehf. had two classes of share capital. Arion Bank held 100% of the shareholding in class B until June 2018 when
the class was settled. The remaining shareholding of Arion Bank is 30% in class A but Arion Bank controls the entity and thus it is
classified as a subsidiary of the Bank.

In March 2018 the Bank acquired Valitor's 100% shareholding in VISA island ehf. Combinations 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 pronouncements 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

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
was defined as combination of entities under common control.

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 partnerships in that market until now. Further information on intangible assets related to those two companies is contained in Note
26. The transactions are as follows:

Purchase price, paid in cash 2,123
Asset and liabilities of IPS and Chip and Pin at fair value:

Loans to credit inStitutions (BANK @CCOUNTS) .......c..iiiiiiiiiiiiiii ettt ss e s e reeseeeneee s 127
Other assets (ACCOUNTS FECEIVADIES) ......iiuuuiiiiiiiiiiiite ettt s ettt e e e et e e e e et b et e e e e s e s bbb et e e e e st bbb et e e e s sbbbeeeeeessbbbeeeeeaasbbbeaaeennnes 758
Other assets (Property and EQUIPIMENL) .........oiiiiiiiiieiee ettt sttt st e e e e e e e e s e e sbeeseeeses e et e e sreesreesaneeneeneens 21
Intangible assets, 0ther than GOOOWIIl ............coiiiiiiiiiiii e e s e e e e et e e e s e e sbb b et e e e e asbbb et e e e s snnbabeeeeeannes 404
Other liabilitiesS (ACCOUNES PAYADIE) .........oiiiiiiiiiii i e e e st e e s e e ser e e s e e ennee e (960)
Fair value of asset and liabilities .. . 350
(OF= (ot 0] = 1=To e To T To 1 TSP PP 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 Voérdur liftryggingar hf. The transaction was defined as
Combination of entities under common control.

Arion Bank Condensed Consolidated Interim Amounts are in ISK millions
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Notes to the Condensed Consolidated Interim Financial Statements

Operating segment reporting

Segment information is presented in respect of the Group's operating segments and is 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 and also distributes 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, guarantees, deposit accounts, payment
solutions as well as value-added electronic corporate solutions to meet the needs of each customer.

Investment Banking comprises Corporate Finance, Capital Markets and Research. Investment Banking is a leading Icelandic
brokerage house and financial advisor, providing a full and diverse range of investment banking services to a broad range of
customers. Corporate Finance offers various financial advisory and capital raising services including M&A and financial restructuring
advice and IPO management services. Capital Markets is a leading securities and foreign exchange brokerage and provides clients
with a diverse range of fixed income services and risk management products. Research is an independent research team producing in-
depth analysis of the Icelandic economy and financial markets.

Retail Banking, including Arion Bank Mortgages Institutional Investor Fund, provides a comprehensive range of products and services,
including mortgage loans, savings and checking accounts, vehicle and equipment financing, factoring, payment cards, pension
services, insurance and funds, to both individuals and SMEs. Retail Banking has a strong focus on digital banking solutions, including
internet banking, the Arion Bank app and automated teller machines. As of 30 June 2018, Retail Banking operated out of 21 branches
across Iceland over 100,000 customers during the year.

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 units at the corporate headquarters which carry out
support functions such as Overhead, Risk Management, Finance (excluding Treasury and Market Making), Legal and IT. The
information presented relating to the headquarters does not represent an operating segment. A significant proportion of expenses from
support functions is allocated to operating segments in a separate line in the operating segment overview, see Note 4.

Arion Bank Condensed Consolidated Interim Amounts are in ISK millions
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Notes to the Condensed Consolidated Interim Financial Statements

4. Operating segments Subsidi- Head-

Asset aries and quarters

Manage- Corporate Investment Retail Other and
1.1.-30.6.2018 ment  Banking Banking Banking  Treasury divisions Elimination Total
Net interest iNCOMe .........cccceeeverneene 323 2,778 132 8,643 2,168 538 (61) 14,521
Net fee and commission income ...... 1,731 541 890 2,327 (164) 2,679 30 8,034
Net financial income .............occeeeeeee. 48 (146) 1 - 411 1,411 542 2,267
Net insurance inCOMe ...........cccuveee... - - - - - 930 (29) 901

Share of profit of associates and

net impairment ..........ccccceeveeevniinnns - - - - - 3 (19) (16)
Other operating income .................... 13 3 - 155 - 607 101 879
Operating inCoOmMe ........ccocceeeerueeens 2,115 3,176 1,023 11,125 2,415 6,168 564 26,586
Operating eXPenSse .........cccuveeeeerriinnns (795) (252) (443) (3,546) (106) (4,973) (7,492) (17,607)
Allocated expense ..........ccccovvuvveeennn. (436) (1,514) (347) (3,303) (536) (6) 6,142 -
Bank [evy ......cccceviiiiiiieieeeee (87) (350) (24) (590) (633) - - (1,684)
Net impairment - (789) - 506 (19) 11 - (291)
Earnings (loss) before tax .............. 797 271 209 4,192 1,121 1,200 (786) 7,004
Net seg. rev. from ext. customers .... 892 8,107 959 17,225 (7,975) 6,549 829 26,586
Net seg. rev. from other segments ... 1,223 (4,931) 64 (6,100) 10,390 (381) (265) -
Operating inCoOMe .........cccccecvernenne. 2,115 3,176 1,023 11,125 2,415 6,168 564 26,586
Depreciation and amortization .......... 1 2 - 190 - 578 375 1,146

65,569 276,985 18,406 562,617 519,764 97,214  (365,711) 1,174,844
61,046 219,097 17,478 491,717 484,102 63,400 (369,627) 967,213

Total assets ....
Total liabilities

Allocated equity .......ccceeeeriernnnnn. 4,523 57,888 928 70,900 35,662 33,814 3,916 207,631
1.1.-30.6.2017
Net interest iNCOMEe .........cccceevveneene 275 3,195 132 7,899 3,326 635 (142) 15,320
Net fee and commission income ...... 1,776 457 637 2,148 (157) 1,764 213 6,838
Net financial income ..........ccccooviinnes 54 165 (38) 19 (322) 3,057 270 3,205
Net insurance iNCOMe ...........cccceeenene - - - - - 1,073 (20) 1,053
Share of profit of associates and

net impairment ..........cccccceveeervninnns - - - - - - (934) (934)
Other operating income .................... 14 1,075 - 548 5 501 232 2,375
Operating income (10SS) ......cccc.... 2,119 4,892 731 10,614 2,852 7,030 (381) 27,857
Operating eXpense ..........ccccceeeeerenen. (434) (156) (402) (1,637) 280 (4,487) (7,004) (13,840)
Allocated expense ...........c.cceveeeeneenne (513) (1,161) (329) (2,933) (425) (8) 5,369 -
Bank I8VY ...cccoeveeiiiiieeeeee e 97) (304) (22) (469) (682) - - (1,574)
Net impairment ...........c.cccocoeveviinennnns - 832 21 402 55 (19) 2) 1,289
Earnings (loss) before tax ... 1,075 4,103 1) 5,977 2,080 2,516 (2,018) 13,732
Net seg. rev. from ext. customers .... 978 8,614 457 16,040 (5,379) 7,398 (251) 27,857
Net seg. rev. from other segments ... 1,141 (3,722) 274 (5,426) 8,231 (368) (130) -
Operating income (I0SS) ................ 2,119 4,892 731 10,614 2,852 7,030 (381) 27,857
Depreciation and amortization .......... - - - 176 - 445 402 1,023
Total assets .....cocevivvvrivieeieeieee. 86,026 260,571 18,723 517,956 585,970 83,226  (426,061) 1,126,411
Total liabilities .......cccccoceviiiiinnene 80,296 201,308 14,823 452,802 536,759 52,583 (433,927) 904,644
Allocated equity ......cccoceeveereenneenne. 5,730 59,263 3,900 65,154 49,211 30,643 7,866 221,767

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 Overhead, Risk
Management, Finance (excluding Treasury and Market Making), Legal and IT. 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.-30.6. 1.1.-30.6.

Valitor Other Total Valitor Other Total
Net iNterest INCOME .......uviiieeiiiiiii e 401 137 538 565 70 635
Net fee and commission income .. . 2,726 (47) 2,679 1,941 a77) 1,764
Net financial INCOME .......coovveeieiii e (155) 1,566 1,411 1,768 1,289 3,057
Net iNSUranCe INCOME ........uueniiiiiiiieee e - 930 930 - 1,073 1,073
Share of profit of associates and net impairment ................... - 3 3 - - -
Other operating iNCOME ..........coceiiiiiieiie e 170 437 607 186 315 501
Operating INCOME .......iiiiiiiiiiiiee et 3,142 3,026 6,168 4,460 2,570 7,030
Operating EXPENSE ........cocuiiiieieerieesie e (3,923) (1,050) (4,973) (3,320) (1,167) (4,487)
Allocated EXPENSE ........ccccveiiiiriieiie e - (6) (6) - (8) (8)
Net imPairMEeNt ..........ccveiieiieee e 11 - 11 (19) - (19)
Earnings (10ss) before taX .......ccoccveeiiiiiiiieiiiiiiiee i, (770) 1,970 1,200 1,121 1,395 2,516
Net seg. rev. from ext. CUSTOMErS ........ccccvveeeeriiiiieeeeniiiiieeeen, 3,513 3,040 6,553 4,801 2,597 7,398
Net seg. rev. from other segments .........ccccceeveviiiveeeniiciiieennn, (371) (14) (385) (341) (27) (368)
Operating iNCOME .......oooiiiiiiiieeiiie et 3,142 3,026 6,168 4,460 2,570 7,030
Depreciation and amortization .............cccceeeeeeceeriiniieieeneee 513 65 578 380 65 445
TOLAl BSSELS ..oviiiiiiiiiiie i 45,536 51,678 97,214 46,031 37,195 83,226
Total l1abilities ....cccveviiiiiiie e 29,900 33,500 63,400 29,632 22,951 52,583
Allocated EQUILY ...veeeiiieiiiieeiee e 15,636 18,178 33,814 16,399 14,244 30,643
Geographic information

United Other North
1.1.-30.6.2018 Iceland Nordic  Kingdom Europe  America Other Total
Net interest INCOME .........vvvveeiiiiiiieeeeiieee s 15,836 265 205 (1,821) 4) 40 14,521
Net fee and commission income ..........ccoeeeeeeeenee 6,237 408 810 561 16 2 8,034
Net financial income .. 1,179 (29) 339 660 223 (105) 2,267
Net insurance income 901 - - - - - 901
Share of profit of associates and net impairment (16) - - - - - (16)
Other operating iNCOME ..........cceveeeiiiiiieieeniiiiins 875 - - - 4 - 879
Operating income (loss) 25,012 644 1,354 (600) 239 (63) 26,586
1.1.-30.6.2017
Net interest iNCoOMe .........cooeeeeieeiicieceees 16,831 208 125 (2,092) 223 25 15,320
Net fee and commission income ...........cceeeeeeeeee. 5,641 127 67 996 3 4 6,838
Net financial iNCoMe ..........cccceeviiiviiiiiecee 2,121 (14) 194 221 704 (21) 3,205
Net insurance iNCOME .........cccceuvevmmnmnnnninnnnnnennnnns 1,053 - - - - - 1,053
Share of profit of associates and net impairment (934) - - - - - (934)
Other operating iNCOMe ..........c.cccocoviviiienieenns 2,060 - 315 - - - 2,375
Operating income (I0SS) ....coocveeviieeiiiieiiiienie 26,772 321 701 (875) 930 8 27,857
Arion Bank Condensed Consolidated Interim Amounts are in ISK millions
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Quarterly statements

5. Operations by quarters

2018 Q2 Q1 Total
NEL INEEIEST INCOME ...ttt e e et e e e e e e e et e e e e e e se s bt e e e s e ssbaaeeeeeesesaaanns 7,613 6,908 14,521
Net fee and COMMISSION INCOME ... .coiiiieee et e e e e e ettt e e e e et e et seeesseataeeeeaees 4,492 3,542 8,034
NEt fINANCIAL INCOMIE ... .ottt ettt e e e e e et e e e e e e e e st s e e e s e ssb e e e eeesesaaannns 927 1,340 2,267
NEE INSUFANCE INCOME ...ttt ettt ettt e et et e e bt e et bt e abb e e e nib e e e snneeennnee 758 143 901
Share of profit of associates and Net IMPAITMENT ...........ueeiiiiiiiiiiie e 2 (18) (16)
Other OPErating INCOME .......c..iiiiiiiiie ettt ettt e se e e s e s e e eeneeneenree e 610 269 879
(@] L=T = AT g To BT o Tedo Ty = PSP RP T PRTI 14,402 12,184 26,586
Salaries and related expense . . (5,011) (4,636) (9,647)
Other OPEratiNg EXPENSE ......eeiiiiiuiiiiieeeiiitiite e s st bee e e e e e sttt eee e e e bbb et eeesaastbbeaaeesabbbeeeeeeanbbseeeeeasbnneeens (3,964) (3,996) (7,960)
127 101N [ Y USSP (880) (804) (1,684)
=00 o F= Ul 1= oL PP PP PO PUPPRPRPNE (192) (99) (291)
E@rnings DEFOTIE TAX ..viiiiiiiiiieiiiee ettt e e 4,355 2,649 7,004
INCOME 18X EXPEINSE ...oiiiiiiiiiiiii i e e s e e s b e e e e e s eaaee e (1,287) (818) (2,105)
Net earnings from CONtiNUING OPEratioNS .......eiiiiiiiiiiiiee ettt e e ee e 3,068 1,831 4,899
Discontinued operations, Net Of TAX ........ccocuiiiieiii e (6) 118 112
N L= =T 0T o T SRR 3,062 1,949 5,011
2017*

NEL INEEIEST INCOME ...ttt e e e e e e e e e e et e e e e e s eea bt s e eeee e st eeeeesasaaaanns 8,160 7,160 15,320
Net fee and COMMISSION INCOME ........coooiiiiii e aaaeeeees 3,508 3,330 6,838
NEt fINANCIAL INCOMIE ... .ottt e e e e e et e e e e e e e ettt e e e s e s abb e e e e e e eesanannns 1,975 1,230 3,205
NEL INSUIANCE INCOIME .. .. e e e e e e et et e e e s e s e s s eeseeeeeeeeaeeeaeaaeaeeeaaaeeeaaaaaaaaaaes 606 447 1,053
Share of profit of associates and Net IMPAIMMENT ...........ueiiiiiiiiiiie e (900) (34) (934)
Other operating income 1,811 564 2,375
(@L< = AT aTo BT g oo Ty = PP PR TR 15,160 12,697 27,857
Salaries and related EXPENSE ..........coiiiiiiiieiie it e (4,561) (4,222) (8,783)
Other OPEratiNg EXPENSE ......veeiiiiiiiiieeeiiittitte e s s stbeeeee e e s et eeeeaabbbeteeeaaastbbeeeeesasbbeeeeeeanbbeeeessanbaneeens (1,223) (3,834) (5,057)
BANK IBVY ..ottt (777) (797) (1,574)
N a0] o F= Ul 1= oL PP PP T OPUPPRPTPNE 409 880 1,289
EArnings DEIOIE TAX 1oiiiuiiiiiiieiiiiiiiie ettt e e et e e e et e e e e e e e e et raaeeaan 9,008 4,724 13,732
INCOME TAX EXPEISE .eiieiiiuitiiitee ettt e e e e ettt e e e e et bttt e e s st bbbt e e e e aasat bt e e e e easbb bt e eeeeanbbbeeeaessanbbbeeeeesnnnnnnees (1,895) (1,371) (3,266)
Net earnings from cONtinUING OPEratioNS .........coiiiiiiiiiiiiie e 7,113 3,353 10,466
Discontinued 0perations, NEt OF TAX .........ciiiiiiiiiiiii e - - -
=TT 01T oo [ T PO PR T PP PU PP PPPPN 7,113 3,353 10,466

*The half-year results were reviewed by the Bank's auditor. The quarterly statements and the split between quarters were not audited or reviewed by the Bank's
auditors.
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Notes to the Consolidated Interim Income Statement

6. Net interest income 2018 2017
1.1.-30.6. 1.1.-30.6.
Amortized Fair value Fair value Total

Interest income cost thr. P/L  thr. OCI
Cash and balances with Central Bank .............cooeeiiiiiiieiieeiiiiiiiieeee e 2,423 - - 2,423 3,406
LOBNS <.ttt ettt et a e et a e e etre e e aareas 25,137 71 - 25,208 24,808
SBCUIMEIES .ttt e e e e et s e e e e e et e e e e essaaaaeeeeeaees - 225 207 432 1,197
ONEI ..ottt 407 - - 407 429
INEEIEST INCOIME ..ottt e e e e e et e e e e eaeans 27,967 296 207 28,470 29,840

[D2=] 010 1] £ PP PPPPT RPN (6,368) - - (6,368) (6,942)
BOITOWINGS .veeiieiiiiiite ettt ettt e ettt e e e ettt e e e s st b e e e e e e s nnbbnees (7,544) - - (7,544) (7,533)
[© 11T PSP PRPPN 37) - - (37) (45)
INTEreSt EXPENSE ....ooiiiiiiiiiiie e (13,949) - - (13,949) (14,520)
Net interest income 14,018 296 207 14,521 15,320
Net interest income from financial assets and liabilities at fair value ......... - 296 207 503 1,197
Interest income from financial assets not at amortized cost ...................... 27,967 - - 27,967 28,643
Interest expense from financial liabilities at amortized cost ....................... (13,949) - - (13,949) (14,520)
NEt INtEreSt INCOME ...ovvvieeeeeeeeeeeeeeeeeeeeeeeee e, 14,018 296 207 14,521 15,320
2018 2017
1.4.-30.6. 1.4.-30.6.
Amortized Fair value Fair value Total

Interest income cost thr. P/L  thr. OCI
Cash and balances with Central Bank ...............ceeveveeeeeeiiieeiiiiiiiiiieiieeeeeeees 1,148 - - 1,148 2,024
[ =1 PP PPTTTPPPTTN 12,638 - - 12,638 13,373
SECUNLIES 1.eiiiiiiiiie ettt e et e e et e e e e e et e e e s s st e e e e e s anaaaeeeennsnaeeeeeans - 130 69 199 515
[© 11T TP S TP TOTPPRPT 323 - - 323 205
INEEIEST INCOME ..uvviiiiiiiiiiieieeeeeeeeeee ettt e e e e e e e e e e e e e e e e e e e e e e e e e e e e e e e aeaaa s 14,109 130 69 14,308 16,117

Interest expense

[D2=] 010 11 £ PP P PP PRPTRTTP (3,132) - - (3,132) (3,819)
BOMOWINGS ...ttt s (3,557) - - (3,557) (4,120)
[© 11T TP S TP TOTPPRPT (6) - - (6) (18)
INTEreSt EXPENSE ....oiiiiiiiiiii e (6,695) - - (6,695) (7,957)
NEt INTErEST INCOMIE ..uvuiiiiiiieee e 7,414 130 69 7,613 8,160
Net interest income from financial assets and liabilities at fair value ......... - 130 69 199 515
Interest income from financial assets not at amortized cost ...................... 14,109 - - 14,109 15,602
Interest expense from financial liabilities at amortized cost ....................... (6,695) - - (6,695) (7,957)
NEt INTErESt INCOMIE ..uvuiiiiiiiiiee e 7,414 130 69 7,613 8,160
2018 2017 2018 2017

1.1.-30.6. 1.1.-30.6. 1.4.-30.6. 1.4.-30.6.
Interest spread (the ratio of net interest income to the average
carrying amount of interest bearing assets) .........cccccceiiiiiiiiiiiiie e 2.7% 3.0% 2.8% 3.1%
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7. Net fee and commission income

ASSEt MANAGEMENT ....uviiiiiiiiiiiiiiiee et e e
Cards and payment solution ..........
Collection and payment services ...
Investment banking ..........ccccooevune
Lending and financial guarantees ..
Other ..o

Net fee and commission income

2018 2017
1.1.-30.6. 1.1.-30.6.
Net Net
Income  Expense income Income  Expense income
2,015 (225) 1,790 2,053 (209) 1,844
12,933 (9,253) 3,680 8,219 (5,549) 2,670
774 (47) 727 748 (49) 699
556 (18) 538 428 (24) 404
950 - 950 947 - 947
678 (329) 349 624 (350) 274
17,906 (9,872) 8,034 13,019 (6,181) 6,838
2018 2017
1.4.-30.6. 1.4.-30.6.

1,003 (102) 901 1,062 (96) 966
7,063 (4,938) 2,125 4,371 (3,061) 1,310
413 (21) 392 409 (22) 387
340 8 332 210 (11) 199
488 - 488 538 - 538
402 (148) 254 338 (230) 108
9,709 (5,217) 4,492 6,928 (3,420) 3,508

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

the customers.
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8. Net financial income 2018 2017 2018 2017
1.1.-30.6. 1.1.-30.6. 1.4.-30.6. 1.4.-30.6.

Net gain on financial assets and financial liabilities mandatorily measured

at fair value through profit or 10Ss ..........ccccceeee 1,773 - 572 -
Net gain on fair value hedge of interest rate swap 373 55 147 4)
Realized gain on financial assets carried at fair value through OCI* ............ccceeviieen 140 - 19 -
Net gain on financial assets and financial liabilities

classified as held for trading (JAS 39) .....uuiiiiiiiiiiiee e - 115 - 32
Net gain on financial assets and financial liabilities designated

at fair value through profit or 10SS (IAS 39) .....ueiiiiiiiiiiiie e - 3,036 - 1,916
Net foreign exchange gain (IOSS) .........ccoieriiiiiiiiiieiesee e (19) (1) 189 31
Net fiNANCIAI INCOME ...ovviiii e e e e e e e e eaaaas 2,267 3,205 927 1,975

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

Equity instruments mandatorily measured at fair value ...........cccccceviieeviieeiiine e 1,845 - 667 -
Debt instruments mandatorily measured at fair value .............ccccociiiiiiiiiiiniieees 94 - 18 -
DIIVALIVES ...ttt et (94) - 37) -
LOBINS ..o (72) - (76) -

Net gain on financial assets and financial liabilities mandatorily measured

at fair value through profit Or [0SS .....uviiiiiiiiiii e 1,773 - 572 -

Net gain on fair value hedge of interest rate swap

Fair value change of interest rate swaps designated as hedging instruments .............. 718 (512) 465 (256)
Fair value change on bonds issued by the Group attributable to interest rate risk ........ (345) 567 (318) 252
Net gain on fair value hedge of interest rate SWap ........ccccceeeeeiiiiieieeeiiiiiiieee i 373 55 147 4)

Net gain on financial assets and financial liabilities designated at fair value through profit or loss (IAS 39)

Equity instruments designated at fair value ............ccoccoeiieiiiiiiiii e - 2,614 - 1,849
Interest rate instruments designated at fair value .............cccocooiiiiiiiiiciccee - 422 - 67
Net gain on financial assets and financial liabilities

designated at fair value through profit or 10SS (IAS 39) ...ccoviiiiiiiiiiiiiiiiee e, - 3,036 - 1,916

*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 33. Upon disposal realized gain on financial assets carried at
fair value through OCI was transferred to the Income Statement in accordance with IFRS 9, as the Bank elected not to restate comparative figures.

9. Net insurance income

2018 2017 2018 2017
Earned premiums, net of reinsurers' share 1.1.-30.6. 1.1.-30.6. 1.4.-30.6. 1.4.-30.6.
Premiums written .........ccccccvveenne . 6,381 6,264 2,794 2,622
Premiums written, reinSUrers’ SNares ............cccocieiiiiiiiieiiiee e (178) (204) (89) (102)
Change in provision for unearned Premiums ..........cccooiieeiiiee e (1,244) (1,652) (188) (252)
Change in provision for unearned premiums, reinsurers' share ... - 1 - 4
Earned premiums, net of reinsurers’' share .........cccccciiiiiieiiiic e 4,959 4,408 2,517 2,272
Claims incurred, net of reinsurers' share
ClaiMS PAI ....eviiii i (3,504) (2,908) (1,653) (1,438)
Claims paid, reiNSUIErs' SNAIE ..........coooiiiiiiiiiiii e 57 54 27 37
Change in provision for claims ...........c..ccccoeene . (607) (503) (139) (250)
Changes in provision for claims, reinsurers' SNAre ..........cccccoeecveiiiicinie e 4 2 6 (15)
Claims incurred, net of reinsurers' share ..o (4,058) (3,355) (1,759) (1,666)
NEt INSUFANCE INCOMIE ..oiii ittt s s e e e e eeneeeeeneeeees 901 1,053 758 606
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10. Other operating income 2018 2017 2018 2017
1.1.-30.6. 1.1.-30.6. 1.4.-30.6. 1.4.-30.6.

Fair value changes on inVeStMENt PrOPEItY ........ccooiiuirieeeiiiiiiiee et 383 1,362 247 1,269
Realized gain on iNVeStMENT PrOPEILY .......ceiiiiiiiiiiiieiiiiiie et - 11 - 11

Net gain on non-current assets held for sale ..........cccooviiiiiiiiiiii 152 525 77 341
Other INCOIME ...t 344 477 286 190
Other OPerating INCOME .....ciiiiiieiiie ettt ettt et e 879 2,375 610 1,811

Net gain on non-current assets held for sale

Income from real estates and Other @SSELS ...........ccocvvviiiiiiiiiiiiie e 246 655 97 389
Expense related to real estates and other assets .. (94) (130) (20) (48)
Net gain on non-current assets held for sale .........cccccoeviiiiiiiiii 152 525 77 341

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.

11. Personnel and salaries

2018 2017 2018 2017
Number of employees 1.1.-30.6. 1.1.-30.6. 1.4.-30.6. 1.4.-30.6.
Average number of full-time equivalent positions during the period .............cccccoeeuvveeen. 1,301 1,214 1,313 1,222
Full-time equivalent positions at the end of the period ............ccccveeviiiiiiii i 1,309 1,223 1,309 1,223
Number of employees at Arion Bank
Average number of full-time equivalent positions during the period .............cccccoeeuvvee.n. 831 826 829 820
Full-time equivalent positions at the end of the period ............ccccveeiiiiiiie i 823 817 823 817
Salaries and related expense
SAIANIES ..ttt bbbttt eh et b et e e e neen 7,816 7,069 4,081 3,678
Defined contribution PENSION PIANS .......veiiiiiiiiiiiie et 1,115 1,010 579 523
Salary-related EXPENSE .....cc.uviiiie it 1,009 882 513 452
Capitalization of salaries, due to internally developed software ... . (293) (178) (162) (92)
Salaries and related EXPENSE ....ciiuiiiiiie e 9,647 8,783 5,011 4,561
Salaries and related expense for Arion Bank
SAIAMES .ottt a e e aaaaaas 5,145 4,769 2,695 2,452
Defined contribution pension Plans ..o 734 682 381 349
Salary-related EXPENSE ........ccoiiiiiiiii et 765 697 402 363
Salaries and related EXPENSE .....iiiiiiiiiiieeiiiiieeee et e e e e e 6,644 6,148 3,478 3,164

In June 2018 Arion Bank adopted a new share-based remuneration programme, when a limited stock grant was offered to all
employees of the parent company in connection with the IPO and listing of the Bank. Remuneration is paid in the form of deferred
shares with a vesting period of two years. The aim of the remuneration programme is to build long-term engagement among employees
through share ownership. The Bank recognizes expenses related to the programme as salaries and related expenses, a total of ISK
651 million, over the vesting period. The market value of shares at granting date was ISK 295 million, which was deducted from the
Bank's own shares.

During the period the Group made a provision of ISK 247 million (H2 2017: ISK 252 million) for performance plan payments, including
salary-related expense, of which the Bank made a provision of ISK 212 million (H2 2017: ISK 232 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 792 million (31.12.2017: ISK 942 million), of which the Bank's accrual
amounts to ISK 648 million (31.12.2017: ISK 762 million).

12. Other operating expense 2018 2017 2018 2017
1.1.-30.6. 1.1.-30.6. 1.4.-30.6. 1.4.-30.6.

Administration expense .... . 6,371 6,242 3,169 3,141
Depositors' and Investors' Guarantee FUuNd ............cccoooveiiiiiiiiiiiiec e 421 (2,258) 207 (2,463)
Depreciation of property and eqUIPMENT .........ooiiirieriiiiiiieee et 420 413 215 202
Amortization of intangible assets . 726 610 371 313
OLNEI EXPENSE ..ottt ettt e s e e e e et e e e s et e e e e e s neb e e s 22 50 2 30
Other OPErating EXPENSE .....cciuiiiiiiee ittt e e et et e e e sbeeeaeee 7,960 5,057 3,964 1,223

The Bank had recognized a liability of ISK 2,669 million against the Depositors' and Investors' Guarantee Fund. At the end of June 2017
the Bank received confirmation from the Fund stating that the claim would not be collected.
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13.

14.

15.

Bank levy

The Bank levy is 0.376% on total debts 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.

Net impairment 2018 2018
1.1.-30.6. 1.4.-30.6.
Net change in impairment of cash and balances with Central Bank .............ccoooiiiiiiiiiiiiiiiieeeiiiicee e 5 14
Net change in impairment of 10ans to credit INSHIULIONS ...........vviiiiiii e (29) 9)
Net change in impairment Of 10ANS t0 COMPOTALES .........uvviiiiiiiiiiiie e e e e s abaeeee s (1,199) (456)
Net change in impairment of 10ans t0 INAIVIAUAIS ..........cooiiiiiiiiiiiiiiii e 359 (12)
Net change in impairment of financial instruments carried at fair value through OCI, net of taX ...........ccccvvveeenne (16) 5
Net change in impairment of loan commitments, guarantees and unused credit facilities .............ccccoovviveeeeennnns (59) (79)
Net impairment on financial INSTIUMENTS ..o (939) (537)
Increase in book value of loans to corporates .... 33 16
Increase in book value of 10aNS t0 INAIVIAUALS .........ccccuiiiiiiiiii e 615 329
Other value Changes 0N TOANS ......cccoiiiiiii ettt 648 345
[N L= TaaT o= UL 1 =T oL SO PP PPRRN (291) (192)
2017 2017
Net impairment under IAS 39 1.1.-30.6. 1.4.-30.6.
Net change in impairment of I0aNS t0 COMPOTALES ..........cciiiiiiiiiiiieiieeie et 304 (365)
Net change in impairment of loans to individuals ... (181) (146)
Net change in collective impairment ON TOANS ..........c.coouiiiiiiieiie it 85 512
PrOVISION O TOSSES ..ottt ettt ettt e et e et e st e et e e e e e e nbn e e nineeens 208 1
Increase in book value Of 10aNS 0 COMPOTALES ..........uiiiiiieiiiieitiee ettt e e e e e snaee e nnaee s 338 49
Increase in book value of 10aNS t0 INAIVIAUALS .........coiuiiiiiiiiiiie e 743 359
N L= AT aa T o = UL 1 =T oL ST PO P PO UPPRRN 1,289 409
Income tax expense 2018 2017 2018 2017
1.1.-30.6. 1.1.-30.6. 1.4.-30.6. 1.4.-30.6.
CUITENT TAX EXPEIISE ...ttt bbbttt e e s e e et e eeeeeeeeeeeeeeees 2,245 3,703 1,347 2,179
Deferred tax expense (140) (437) (60) (284)
Income tax expense 2,105 3,266 1,287 1,895
2018 2017

Reconciliation of effective tax rate 1.1.-30.6. 1.1.-30.6.
Earnings DEFOIE taX .....cooiuiiiiiiiiiiiiii e 7,004 13,732
Income tax using the Icelandic corporate taX rate ...........ccceeevuvvveeeriiiiiiine e 20.0% 1,401 20.0% 2,746
Additional 6% tax on Financial Undertakings ............cccceuivieiiiieiiiieeieeesee e 6.3% 444 5.6% 770
NON-AedUCHIDIE EXPENSES ......oiiiiiiiiit e 0.1% 5 0.0% 5
TAX EXEMPL FTEVENUE .....eiiuiiieeiiie ettt ettt ettt e et e et a bt et e nbb e e s e e nieee s (4.2%) (295) 4.3% (584)
Non-deductible taxes .... 4.8% 337 3.4% 315
Tax incentives not recognized in the Income Statement ............ccccovveeniieeniieeenieeenne. 3.7% 261 0.0% (5)
Other changes (0.7%) (48) 0.1% 19
Effective tax rate 30.1% 2,105 23.8% 3,266

Financial undertakings pay 6% additional tax on taxable profit exceeding ISK 1 billion.

Tax exempt revenues consist mainly of profit from equity positions.
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16. Discontinued operations, net of tax

Income from discontinued OPEratioNS ...........c.eeeiuiiiriiiiiriie e
INCOME tAX EXPEINSE .....eeuiintiiieiiete ittt ettt sttt ettt ettt b ettt nb et sb et ein e
Discontinued operations, Net Of tAX .....cccuvviiiiiiiiiiii e

2018 2017 2018 2017
1.1.-30.6. 1.1.-30.6. 1.4.-30.6. 1.4.-30.6.
140 - (®) -

(28) - 2 -

112 - (6) -

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 fourth quarter of 2017 it was classified as discontinued operations, net of tax. Comparative figures

have been changed accordingly, see Note 1.

17. Earnings per share

Net earnings attributable to the shareholders of Arion Bank ..

Weighted average number of outstanding shares
for the period, MIllioN ........cccooviiiiiiiii e,

Basic earnings per share ...

Net earnings attributable to the shareholders of Arion Bank ..
Weighted average number of outstanding shares

for the period, MillioN .........cccoooiiiiiie e
Basic earnings per share .........cccccceevviiiieee e,

Continued and

Continued Discontinued discontinued

operations operations operations
2018 2017 2018 2017 2018 2017
1.1.-30.6. 1.1.-30.6. 1.1.-30.6. 1.1.-30.6. 1.1.-30.6. 1.1.-30.6.
4,286 10,464 112 - 4,398 10,464
1,869 2,000 1,869 2,000 1,869 2,000
2.29 5.23 0.06 - 2.35 5.23
2018 2017 2018 2017 2018 2017
4.1.-30.6. 4.1.-30.6. 4.1.-30.6. 4.1.-30.6. 4.1.-30.6. 4.1.-30.6.
2,455 7,112 (6) - 2,449 7,112
1,810 2,000 1,810 2,000 1,810 2,000
1.36 3.56 (0.00) - 1.35 3.56

There were no instruments at the end of the period that could potentially dilute basic earnings per share (2017: none).
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Notes to the Condensed Consolidated Interim Statement of Financial Position

18. Cash and balances with Central Bank 30.6.2018 31.12.2017
Cashonhand .................. 8,286 9,954
Cash with Central Bank 94,953 120,641
Mandatory reserve deposit With Central BAnK .............cccuiiiiiiiiiiiii e 9,757 9,224
Cash and balances With CENEIIAl BANK ..........oiiiiiiiiii ettt e e e e e e e e e e e et e e e s e e eeaaaaeeeeeeees 112,996 139,819

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

19. Loans to credit institutions

[ Fo TR 1= ToTo o 10 [ £ RPN 64,514 51,303
MONEY MATKET IOBNS ......veiiiiie ittt e et e e e e sttt e e e e e sttt e e e e e e s bbbt e e e e s s b bbbt e e e e e annb b e e e e e e e nnbbeaeeeeanbbbeeeeas 46,781 32,309
(@)1 T=T g [oF=Tg PRI 2,251 2,997
(o T Vo E (ol ot g=Te [L AT 1=y 41 UL A o] o I 113,546 86,609
20. Loans to customers Individuals Corporates Total
Gross Gross Gross

carrying Book carrying Book carrying Book
30.6.2018 amount value amount value amount value
Overdrafts ..... 14,231 13,194 21,125 20,007 35,356 33,201
Credit cards 11,190 10,960 1,262 1,236 12,452 12,196
Loans to customers at fair value ............cccccevveeviiiiieeeeeecieens - - 6,301 6,301 6,301 6,301
Mortgage loans e 327,612 326,938 21,549 21,496 349,161 348,434
Other [0ANS .......vviieeeecceee et 33,736 31,458 377,877 372,104 411,613 403,562
L0ANS t0 CUSTOMEIS ..uvvieiiiieciiieeciie et 386,769 382,550 428,114 421,144 814,883 803,694
31.12.2017
(@Y= (o[- 1 PR UPRRPRN 14,469 13,438 18,778 17,504 33,247 30,942
Credit Cards ....ioiiiieeiiee i 11,133 10,931 1,123 1,109 12,256 12,040
MOTQage J0@NS ....cuvvveiiiie i 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
LO@ANS 10 CUSLOMENS .oiviiiiiiiiiiiiiieeeieeeeeeeeee ettt 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 192 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.

21. Financial instruments 30.6.2018 31.12.2017
[2T0] g Yo SV aTo e [= o T 5) 110 4 1=] ) £SO 49,659 51,755
Shares and equity instruments with variable INCOME ... 20,801 36,190
[0 1C T Y= 1) V=P 5,130 7,624
Securities used for @coNOMIC NEAGING .......vviiiiiieiie e 19,675 13,881
FINANCIAI INSTIUMENTS ..ottt e e e e ettt e e e e ettt e e e e e et b et e e e e e eetasba e eeesaeabbaseeeseesbanaans 95,265 109,450
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22. Financial assets and financial liabilities

30.6.2018 Manda-
Financial assets Fair value torily at

Amortized through fair value
Loans cost OCI through P/L Total
Cash and balances with Central Bank ............ccccveiiiiiiiiiiiiic e 112,996 - - 112,996
Loans to Credit INSHEULIONS .........uuiieiiieieeeee e e e e e e et e e e e earaans 113,546 - - 113,546
Loans to customers 797,393 - 6,301 803,694
[0 =14 PR PRPRRRURIRY 1,023,935 - 6,301 1,030,236
Bonds and debt instruments
[ (=T SRS PSRRN - 33,308 13,723 47,031
(8111 (=T PP OOPPPRRTRPPRE - 2,373 255 2,628
Bonds and debt iNSTTUMENTS ......ovvuiiiiiiiiie e - 35,681 13,978 49,659
Shares and equity instruments with variable income
[ (=T PP PO OPTPPPTN - - 8,080 8,080
(8191153 (o ST PP TP PPPRRPPIRE - - 10,163 10,163
Bond funds with variable income, Unlisted ..............ceeiiiiiiiiiiiiii e - - 2,558 2,558
Shares and equity instruments with variable income ............c.ccccoooiiiiiiiiiinine - - 20,801 20,801
Derivatives
OTC AEIVALIVES ..ottt s esenssnnnnnnneees - - 4,216 4,216
Derivatives used for hedge aCCoUNting ............covcuiiiieiienieeee e - - 914 914
DIBIIVALIVES ...ttt e e ettt e e e e et e e e e e e e e ettt e e e e e e et ba e e e e s eaaaasaeeeeeeaees - - 5,130 5,130
Securities used for economic hedging
Bonds and debt instruments, lISTEA ...........oeiiiiiiiiiiiiii e - - 9,459 9,459
Shares and equity instruments with variable income, listed ..............occcvvvieiiiiiieeeeenins - - 10,204 10,204
Shares and equity instruments with variable income, unlisted .............ccccooovviieeiiiinnns - - 12 12
Securities used for economic hedging ........ceveeiiiiiiiiii s - - 19,675 19,675
ACCOUNES FECEIVADIE ... 6,402 - - 6,402
Other fINANCIAI ASSELS .....cciiiiiieieiiecccce bbb eeeeeeeeeseeeeeeeereeeeeeeeaeeeees 3,462 - - 3,462
FINANCIAI ASSEBES ..uuiiiiiiiiii et e e e et e e e e s e e s e e e e e e et e eeeeeeaes 1,027,397 35,681 65,885 1,128,963
Financial liabilities
Due to credit institutions and Central Bank .............ccveeiiiiiiieeeeeiiiiiee e 6,336 - - 6,336
DIBPOSIES eeuteteittie ettt ettt ettt ettt ettt et e e ba e e bbe e e e nnbe e e e 476,182 - - 476,182
Borrowings ............. .. 410,773 - - 410,773
Short PoSItioN IN DONAS ........oooiiiiii e - - 529 529
Short POSItION IN @QUILY ......oooveiiiiii e - 30 - 30
DEBIIVALIVES ...cvvviiieieeeeeee ettt ettt e e e e e e te e e e e e e e et b e e e e e e e e st b eeeeeeessaaaeeeeeeeessanns - - 3,336 3,336
Other financial iabilities ...........oooei e 37,573 - - 37,573
FIiNANCIal lHADITITIES ..uueiiiiiieiie e e e e e e e e e 930,864 30 3,865 934,759

For further information on the transition, reclassification and measurements at 1 January 2018, see Financial assets and Financial
liabilities classification transition from IAS 39 to IFRS 9.

Arion Bank Condensed Consolidated Interim Amounts are in ISK millions
Financial Statements 30 June 2018 31



Notes to the Condensed Consolidated Interim Financial Statements

22. Financial assets and financial liabilities, continued

31.12.2017*

Financial assets

Loans

Cash and balances with Central Bank ............cccueeiiiiiiiiiiiiiiiiiie e
Loans to Credit INSHIULIONS .......iiiiiiiiiee e
[T ER (o W oTU I (o141 £ ST PRRPI

Bonds and debt instruments

[ (= PSPPI
L8y =T o PRSPPSO
Bonds and debt iINSTIUMENTS ......ccciiiiiiiiiic e

Shares and equity instruments with variable income

[ (=T R P O P P T PRSP TR PPPPPRRPPRRPN
UNBISTEA ..ottt ettt e ettt e e nar e
Bond funds with variable income, unlisted
Shares and equity instruments with variable income ............ccccccoooiiiiniiiiiine

Derivatives

OTC EIVALIVES ..ottt ettt ettt e ettt e sttt e snt e e st e e enneeeanneeennes
Derivatives used for hedge aCCoUNtiNg ..........cccovouiiiieiiinieeee e
DEIIVALIVES ...ttt ettt e

Securities used for economic hedging

Bonds and debt inStruments, lISTEA ............ceiiiiiiiiiiiii e
Shares and equity instruments with variable income, listed .............coccvvviieiiiiieeeeens
Shares and equity instruments with variable income, unlisted .............ccccooocvieieeiiiinnes
Securities used for economic hedging ........eevveiiiiiiiiiiii s

Other fINANCIAI ASSELS ......uuiiiiiiiiiiiee e e e e e st e e e e anes
FINANCIAI ASSEIS ..uvviiiiiiiiiiiiie ettt e s e e e e e e e e e e ettt e e e s st e e e e e e e nnneaaeeans

Financial liabilities

Due to credit institutions and Central Bank
[ D=7 010 1] £ U P PPT R TUOPPPPPRRTPIRE
{270 (01111 o [P PTOUTPPRTN
Short POSItION IN DONAS ....oooiiiiiiiiie e
Short POSItION 1N @QUILY .....eeiiiiiiiiieee e
DEIIVALIVES ....viiiieieeiiiiee ettt ettt e e e e ettt e e e s ettt e e e e s e nb bt e e e e e e e nnbbeaeeeaenbaeeaeas
Derivatives used for hedge aCCOUNTING ........c.ccoiriiiiiiiiriie e
Other financial iabilities ...........cooiiiiiiiiiiiii e
Financial HabilitieSs .........oeiiiiiiii e

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

Amortized at fair
cost Trading value Total
139,819 - - 139,819
86,609 - - 86,609
765,101 - - 765,101
991,529 - - 991,529
- 2,452 46,638 49,090
- 23 2,642 2,665
- 2,475 49,280 51,755
- 1,677 5,380 7,057
- 1,303 10,397 11,700
- 1,782 15,651 17,433
- 4,762 31,428 36,190
- 7,544 - 7,544
- 80 - 80
- 7,624 - 7,624
- 6,024 - 6,024
- 7,846 - 7,846
- 11 - 11
- 13,881 - 13,881
8,948 - - 8,948
1,000,477 28,742 80,708 1,109,927
7,370 - - 7,370
462,161 - - 462,161
384,998 - - 384,998
- 1,467 - 1,467
- 67 - 67
- 1,722 - 1,722
- 345 - 345
34,705 - - 34,705
889,234 3,601 - 892,835

Amounts are in ISK millions
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22. Financial assets and financial liabilities, continued

Bonds and debt instruments measured at fair value, specified by issuer Mandatorily
30.6.2018 FVOCI FVPL Total
Financial and iINSUrANCE ACHIVILIES .......coiiiiiieiee ettt e e e e et e e e e et e et s e e e e s eaabaa s 2,816 4,448 7,264
U] o) TR =Y=Tox (o] TR 26,709 8,747 35,456
(070170 Jo] £=1 (=1 T PP TP TP P TP PPPUPPTRRPPP 6,156 783 6,939
Bonds and debt instruments at fair VAIUE .......cooooovviiiiiiiiiiiee e 35,681 13,978 49,659

Designated

at fair
31.12.2017* Trading value Total
Financial and iNSUIANCE ACHIVILIES ........ccceiiiieeiieiiciaee e eeeeeeeeeeeeeeeeeeeeeaeeeaeeeeeaees 1,575 4,415 5,990
U o] [Toa Y=Y o1 (o] RPN 823 38,389 39,212
(0] 70 Jo] £= 1 (=1 T TP PP PP TP PP PUPPPTRPPPP 77 6,476 6,553

Bonds and debt instruments designated at fair value 2,475 49,280 51,755

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

The total amount of pledged bonds was ISK 5.4 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.

23. 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

30.6.2018

Assets at fair value Level 1 Level 2 Level 3 Total
[0 = T g IS (o o0 11 (o] 1 1= PSS - 6,301 - 6,301
Bonds and debt instruments 41,000 8,619 40 49,659
Shares and equity instruments with variable iNCOmMe ..............ccccoviiiiiiiiniiiee e, 4,713 14,941 1,147 20,801
[T ) = LAV - 4,216 - 4,216
Derivatives used for hedge aCCoUNtING ..........ccccviiiiiiiiiiiiiie e - 914 - 914
Securities used for econOMIC NEAGING .......vviiiiiiiiiiiii e 19,507 168 - 19,675
INVESTMENE PrOPEITY ..evviiiiiiiiiiii i - - 7,027 7,027
ASSEES At TAIT VAIUE ...t e et e e e e e e et eaees 65,220 28,858 8,214 102,292
Liabilities at fair value

Short PoSition N DONAS ........oooiiiiiii e 529 - - 529
Derivatives ................ 30 - - 30
Derivatives used for hedge aCCoUNtING ..........cccceiiiiiiiiiiiiiie e - 3,336 - 3,336
Liabilities At fAIr VAIUEG ......eiiiiiiiiii e e et e e e e eaaae 559 3,336 - 3,895
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23. Fair value hierarchy, continued

31.12.2017

Assets at fair value Level 1 Level 2 Level 3 Total
Bonds and debt INSIIUMENES .........iiiiiiiiee et e e e e e e e e e earaaas 32,452 19,264 39 51,755
Shares and equity instruments with variable inCome ............cc.cccoviiniiniiccnee 4,140 30,920 1,130 36,190
(B LY AV LAV TR - 7,544 - 7,544
Derivatives used for hedge aCCOUNTING .........vieiiieiriiieiiie e - 80 - 80
Securities used for ecoNOMIC NEAGING ...c..vveeiiiiiiiiie e 13,713 168 - 13,881
Investment property - - 6,613 6,613
Assets at fair value 50,305 57,976 7,782 116,063
Liabilities at fair value

Short POSItioN IN DONAS ....cooiiiiiiiei e 1,467 - - 1,467
SOt POSItION 1N EQUILY ...vvviiieeiiiiiiee ettt e e e e e e e e e e e e s e snbbees 67 - - 67
DBIIVALIVES ...evvitiiieeeeee ettt e e e ettt e e e e e e e e et e e e e e e e et e e e e e e aeaaa e eeeseaaraans - 1,722 - 1,722
Derivatives used for hedge aCCOoUNtING .........ccvviiiiiiiiiiiiiie e - 345 - 345
Liabilities at fair VAU ..o enennennees 1,534 2,067 - 3,601

Transfers from Level 2 to Level 1 amounted to ISK 201 million during the period due to listing of companies on Nasdaq Iceland (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 22 is used as an approximation for the fair value of the asset. This is straight
forward for cash and cash equivalents but is also used for short term investments and borrowings to highly rated counterparties, such
as credit institutions, on contracts that feature interest close to or equal to market rates and expose the Group to little or no credit risk.

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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23. 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

30.6.2018 property  Bonds Shares Total
Balance at the beginning of the Year ... 6,613 39 1,130 7,782
Net fair value Changes ...........ccoo i 383 6 (31) 358
AGUITIONS ...t sttt 31 - 115 146
DISPOSAIS ...t - (5) 1) (6)
Transfers out Of LEVEl 3 ... - - (66) (66)
Balance at the end of the PEriod ........oooiiiiiiiiiiiiii e 7,027 40 1,147 8,214
31.12.2017

Balance at the beginning of the Year ... 5,358 89 18 5,465
Net fair value Changes ...........ccco i 1,036 (617) 23 442
Net gain from diSPOSAI ........cocuiiiiiiiiiiii e 15 - - 15
Yo [0 11107 PSPPIt 767 - 234 1,001
DISPOSAI ...t (563) (147) (15) (725)
Transfers iNt0 LEVEI 3% ...ooveeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeee - 714 870 1,584
Balance at the end of the PEriod ...t 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.

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

Investment Financial assets

1.1.-30.6.2018 property  Bonds Shares Total
Net finanCial INCOME .........cooiiiii e - 6 (31) (25)
Other operating INCOME .........cooiiiiiiieiie e 383 - - 383
Effects recognized in the Income Statement ..........ccocveeiiiiiiiiiciiic e 383 6 (31) 358
1.1.-30.6.2017

Net INtEreSt INCOME ......ociiiiiiii - 16 - 16
Net fINANCIAL INCOME ......oiiiiiici e - (60) 35 (25)
Other Operating INCOME ........iiiiiieiiie ettt 1,373 - - 1,373
Effects recognized in the Income Statement ...........cccccoviiiiiiiiiiinc e, 1,373 (44) 35 1,364

Arion Bank Condensed Consolidated Interim

Financial Statements 30 June 2018

35

Amounts are in ISK millions



Notes to the Condensed Consolidated Interim Financial Statements

23. Fair value hierarchy, continued

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

30.6.2018
Financial assets not carried at fair value Carrying Fair Unrealized
value value gain (loss)
Cash and balances With Central BANK .............oeieiiiiiiiiiiiieeeeiies et e e e e e e eeaaaes 112,996 112,996 -
LOANS t0 CrEdit INSEULIONS .....coiiieeiiiie ettt e et e e e et e et s e e e e e e et e e e e e e e esaaaeeeeeeeeasranraas 113,546 113,546 -
(o= T g IS (o o1 £ (0] 1 1 1=T £ PO PPTTNPPTT 803,694 808,203 4,509
Other fINANCIAI ASSELS ....evvviiiiiiiiie ettt e e e et e e e e e e et e e e e e s aaaa e e e esraeabaa s 9,864 9,864 -
Financial assets not carried at fair value 1,040,100 1,044,609 4,509
Financial liabilities not carried at fair value
Due to credit institutions and Central BanK ...............oooiiiiiiiiiiiiiiiieccccccaa bbb eananes 6,336 6,336 -
[DLT oL | T TSP TR PP TP PP PPN 476,182 476,182 -
27001013 To OSSPSR 410,773 421,597 (10,824)
Other fINANCIAI ADINIES ... ..cciiiiiii e et e e e e e et s e e e s e e et e eeaees 37,573 37,573 -

Financial liabilities not carried at fair value 930,864 941,688 (10,824)

31.12.2017

Financial assets not carried at fair value

Cash and balances With CeNtral BANK ..............euveiiiiiiiiiiiiiiiieieeeeeeeeeeeeeeee e, 139,819 139,819 -
LoANS t0 Credit INSHIULIONS ......ociviiiiiiieiieei et e e e e et s e e e e e et et e e e e e seaa e e e e e seeabbaaas 86,609 86,609 -
[0 T= T g LS (o o1 11 (o] 1 1= PP 765,101 772,185 7,084
Other fINANCIAI ASSELS ....vvviiiiiiiiii ettt e e e e ettt e e e e e e et e e e e e saaaabeeeeessesaban s 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 ...............oooiiiiiiiiiiiii e eananes 7,370 7,370 -

Deposits 462,161 462,161 -
Borrowings .... 384,998 402,355 (17,357)
Other fiINANCIAl ADINIES ......coiviiiiiieiie e et e e e e e et s e e e s e e et e eeaees 34,705 34,705 -
Financial liabilities not carried at fair VAIUE ...........uuiiiiiiiiiicceeeeeee e 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.
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23. Fair value hierarchy, continued

Derivatives Notional Fair value
30.6.2018 value Assets  Liabilities
Forward exchange rate @grEEMENLES ........c.uiiiiuuie ittt ettt ettt et e ettt ettt e e nib e e sieeeeaae 57,891 317 619
Fair value hedge Of INtEreSt FAte SWAP ........veiiiiieiiiie ettt 135,520 914 -
Interest rate and exchange rate agrEEMENTS ...........oiiiiiiiiiieiiie et 143,353 2,822 2,501
BONA SWAP OIEEIMENES .. ..eiiiiiieiiiie ettt ettt ettt ettt e bttt e e st e et e e bt e e bb e e e ebbe e e snbeeesnbeeenns 6,589 10 16
Share swap agreements .............. . 11,332 1,063 178
Options - PUrChASEd AQIrEEMENTS ........eiiiiiiiitiie ittt e et et et e e st e e st e e et e e aneeennne 624 4 22
DBIIVALIVES ...ttt ettt e e e e e et e e e e e et e e e e e e e aa bt e e e s e e et e e e e e e e bt e e e e e eeaaaaans 355,309 5,130 3,336
31.12.2017

Forward exchange rate agreements ... . 52,914 563 251
Fair value hedge of interest rate swap 99,613 80 345
Interest rate and exchange rate agrEEMENTS ...........eiiuiiiiiiie i ettt eesaee e 199,723 6,265 1,392
Bond swap agreements ............cccoceeeeenen. 1,818 1 15
Share swap agreements 8,270 701 64
Options - puUrchased agrEEMENLS ...........ccciiiiiiiiieirie et re e e seeesaeesene e 1,219 14 -
Derivatives 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 31, 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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24. Offsetting financial assets and financial liabilities

Financial assets subject to enforceable master netting arrangements and similar arrangements

Assets subject to netting

Netting potential not

recognized in the

arrangements Balance Sheet Assets not
Assets Assets after  subjectto Total assets
Gross assets Nettings recognized consideration enforceable recognized
before  with gross on Balance  Financial Collateral of netting netting arr-  on Balance
30.6.2018 nettings liabilities ~ Sheet, net liabilities received potential angements  Sheet, net
Reverse repurchase agreements ..... 11,816 - 11,816 (624) - 11,192 - 11,816
Derivatives 3,756 - 3,756 (2,153) - 1,603 1,374 5,130
Total assets 15,572 - 15,572 2,777) - 12,795 1,374 16,946
31.12.2017
Reverse repurchase agreements ..... 15,197 - 15,197 (82) - 15,115 - 15,197
Derivatives ..........cocvevieeenineenieeee 6,350 - 6,350 (1,210) - 5,140 1,274 7,624
Total aSSetsS ....ccvvvveviiieiiiieeiieees 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
arrangements Balance Sheet Liabilities Liabilities not Total
Gross Liabilities after  subject to liabilities
liabilities Nettings recognized consideration enforceable recognized
before  with gross on Balance  Financial Collateral of netting netting arr-  on balance
30.6.2018 nettings assets  Sheet, net assets pledged potential angements sheet
Repurchase agreements .................. 624 - 624 (624) - - - 624
Derivatives 2,263 - 2,263 (2,153) - 110 1,073 3,336
Total liabilities . 2,887 - 2,887 2,777) - 110 1,073 3,960
31.12.2017
Repurchase agreements .. 82 - 82 (82) - - - 82
Derivatives 1,299 - 1,299 (1,210) - 89 768 2,067
Total liabilities .......ccccovvveeiiiieene. 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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25. Investments in associates

The Group's interest in its principal associates 30.6.2018 31.12.2017
Audkenni hf., Borgartin 31, Reykjavik, ICEIANG .........cccueeiiiieiiiee ettt e e sbee e seae e 25.4% 25.4%
Farice ehf., Smaratorg 3, KOPavogur, ICEIANG ............eeiiiieiiiie ittt et srbee et eeennee s 35.8% 35.8%
Reiknistofa bankanna hf., Katrinartin 2, Reykjavik, Iceland ... 23.0% 23.0%
220 Fjordur ehf., Fjardargétu 13-15, Hafnarfjérdur, Iceland ... 37.4% 35.3%
Investments in associates

Carrying amount at the beginning Of tNE YEAI ........couiiiiiiiii e 760 839
Acquisitions - 961
Dividend received . - (41)
DUSPOSAIS ...ttt R e Rt ee e e e e et e st e e e e e e et e b e e re e nreeeen e e - (74)
Share of profit (loss) of associates and Net iIMPAINMENT ..o e (16) (925)
INVESTMENT IN @SSOCIALES ...vviiiiiiiiiiiiie e ettt ettt e e ettt e e s sttt e e e s abb e e e e e e aasbb e e e e e e aabbbeeeeeasanbbbeeeeeesnnsneeeeeaannnes 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.

26. 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
. ’ Fini -1 .
USEFUI TIVES ..o Undefined inite 5-15 years Finite 3-10 years

and undefined

Straight-line basis over
Amortization Method ..........coccviiiiiiiiii e Impairment test 5-15 years and
impairment test

Straight-line basis
over 3-10 years

Internally generated

Internally generated or acquired ..........ccccoocvveeniieeniiieeniieens Acquired Acquired and acquired
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26. Intangible assets, continued Customer

relation-

ship

Infra- and related
30.6.2018 Goodwill structure agreements  Software Total
Balance at the beginning of the year .. . 4,315 3,705 1,492 4,336 13,848
Additions and tranSFErS ..........coociiiiiiiii e - - - 782 782
Additions, internally developed ............c.eeeeiiiiiiiiieiiiiiee e - - - 293 293
Exchange difference ................. . (32) - (5) (8) (45)
Transfers and recalCulation ............ccccvvviiiiiiiiieie e (414) - 106 14 (294)
AMOTTIZALION .ottt e e e et e e e st e e e e e s naanees - - (172) (554) (726)
Intangible assets 3,869 3,705 1,421 4,863 13,858

31.12.2017

Balance at the beginning of the year ...........ccccccoiiiiiiiiiiii e, 2,202 3,705 1,608 3,542 11,057
Acquisition through business combination ............ccccceviieiiiiennieeiieene 1,773 - 297 107 2,177
Additions aNd trANSTEIS .......uuveiiiiiiiiiiiiiiiiiiiee et eeeeeeeeaeeeeeeees 174 - (125) 1,310 1,359
Additions, internally developed ..o - - - 347 347
Exchange difference ..o 166 - 20 41 227
IMPAIMMENT ...t - - 3) - 3)
AMOTTIZALION ... s - - (305) (1,011) (1,316)
INTANGIDIE ASSELS ..eviiiiiiiiiiiiie e 4,315 3,705 1,492 4,336 13,848

Goodwill is recognized in the segment Subsidiaries and other divisions, see Note 4.

27. Tax assets and tax liabilities 30.6.2018 31.12.2017
Assets Liabilities Assets  Liabilities
(@0 ¢ (=] 0 7= G PO PPPORPPRRY - 5,991 - 6,329
Deferred tax 603 512 450 499
Tax assets and tax Habilities ..o 603 6,503 450 6,828
28. Non-current assets and disposal groups held for sale 30.6.2018 31.12.2017
Disposal groups Neld fOF SAIE ........ccoiiiiiiiiie et e s e e e e e bbb e e e e e et b bt e e e e s s nnbbreeeeas 5,930 5,219
(RS LTS €= L <R RTN 2,302 2,879
OLNEI BSSELS ..ottt etttk et s h et oo e bt oot e et e et e e et e et oo R et e R et e b e e e n e e e e e e 63 40
Non-current assets and disposal groups held for Sale ...........cocooiiiiiiiiiici e 8,295 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.

Stakksberg ehf. a subsidiary of Eignabjarg ehf.

On 22 January 2018 United Silicon was declared bankrupt following serious operational problems which resulted it its operating license
being temporarily suspended, as well as a failed attempt at reaching a composition with its creditors. In February 2018 an agreement
was reached between the administrator of the bankrupt estate of United Silicon and Arion Bank, whereby the Bank foreclosed against
its collateral and acquired all the company's main assets. Disputes with other creditors regarding the validity of the collateral and
assurances provided by the Bank in relation thereto are disclosed in Note 35. The assets of the silicon plant are currently managed by
Stakksberg ehf., which is held by the Bank through a newly established subsidiary, Eignabjarg ehf. Stakksberg ehf. has, since the
transfer of the assets from United Silicon, successfully worked to reduce uncertainties surrounding the recommissioning of the silicon
plant, amongst other things by securing all necessary operating permits, power supply and undertaking further engineering design
groundwork necessary for the carrying out of remedial work prior to the reopening of the plant. The Bank's objective is to divest
Stakksberg ehf. during the second half of 2018 on the basis of the preparatory work already undertaken. Consequently the Stakksberg
ehf. shares are currently classified as an asset held for sale and as discontinued operations as of 30 June 2018 in accordance with
IFRS 5.

Arion Bank Condensed Consolidated Interim Amounts are in ISK millions
Financial Statements 30 June 2018 40



Notes to the Condensed Consolidated Interim Financial Statements

29. Other assets 30.6.2018 31.12.2017
(e o] o 1= 04 VA= 1aTo I=To 01T ] o 0 T=T o | APPSO PP PUPTTPPPPRN: 6,456 6,561
ACCOUNTS TECEIVADIE .....eeeiiiiiiecc ettt ettt e e e e et e e e e e s ea e e e e e e saab e aeeeseasbb s eeeseesbaannnns 6,402 6,531
Unsettled securities trading ... 1,723 481
Investment for life assurance policyholders where risk is held by policyholder .............cccooeiiiiiiiiiiiiiiiis 861 869
Sundry assets .. . 3,375 2,524
(@)1 o =T = TEoT =1 £ 18,817 16,966

30. Other liabilities
ACCOUNTS PAYADIE ...oeiiiiiiiiiie ettt e e e ettt e e e e e s bbbt e e e e e R bbb et e e e e e aab b e e e e s e bbb e e e e e e antbbeeae s 26,078 26,394
Unsettled securities trading 1,620 527
Depositors’ and INVeSstors' GUArant@e FUNG ..........oouuiiiiieiiiiiiiie ettt e e st e e e e s e e e e e e nbbeeeeesans 214 218
ICTol a1 o= U o] (017 <1 o] o PP PP PRTPPPPPR 13,980 12,129
Technical provision for life assurance policyholders were investment risk is held by policyholder ....................... 861 869
VAV Ada g To (o [ qTo I ¢= TP PP P PP UPPPRRTPIRY 504 1,414
2= L] 1= PP PP P OOPPPPP 4,855 3,172
SUNAIY IADIIITIES ....eveeeeeeeeee ettt e e e ettt e e e o sk bbbt e e e e s sbb et e e e e ensbb et eeeeanbbbeeaeesanbbbeeeeeennnnnees 15,412 12,339
(@4 Y= R TE=T o T T T= RN 63,524 57,062
Technical provision Technical Reinsurers' Total Technical Reinsurers' Total

provision share 30.6.2018 provision share 31.12.2017
Claims reported and loss adjustment expenses ..............c...... 6,775 (103) 6,672 5,587 (121) 5,466
Claims incurred but not reported ............ccceeceiviniieiic e 1,083 (113) 970 1,664 (99) 1,565
Claims OULSTANAING ..eooeviiiiiiiieeeiiieee e 7,858 (216) 7,642 7,251 (220) 7,031
Provision for unearned premiums 6,122 (29) 6,103 4,878 (29) 4,859
Own technical ProviSion ........ccccccvvviiiiiiee e 13,980 (235) 13,745 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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31. Borrowings

First Maturity
Currency, original nominal value issued Maturity type Terms of interest 30.6.2018 31.12.2017
ARION CBI 19, ISK 4,500 million ..... 2013 2019 At maturity Fixed, CPI linked, 2.50% ............... 4,650 4,586
ARION CB 19, ISK 2,740 million ...... 2016 2019 At maturity Fixed, 5.50%0 ......cccceeviireiiiiieiiinnens 1,788 1,789
ARION CBI 21, ISK 10,220 million ... 2014 2021 At maturity Fixed, CPI linked, 3.50% 9,777 9,729
ARION CB 22, ISK 26,960 million .... 2015 2022 At maturity Fixed, 6.50% .............. 26,750 23,339
ARION CBI 25, ISK 30,520 million ... 2017 2025 At maturity Fixed, CPI linked, 3.00% 30,806 22,875
ARION CBI 29, ISK 25,220 million ... 2014 2029 At maturity Fixed, CPI linked, 3.50% ............... 26,552 26,243
ARION CBI 34, ISK 2,500 million ..... 2012 2034  Amortizing Fixed, CPI linked, 3.60% ... - 2,152
ARION CBI 48 ISK 5,160 million ...... 2018 2048  Amortizing Fixed, CPI linked, 2.50% ............... 4,110 -
StAtULOrY COVEIEA DONAS ..ottt ettt et et e e et e e e ab e e ee bt e e sabe e e snbeeeenbeeeenteeenneeeann 104,433 90,713
ARION CB 2, ISK 51,125 million ...... 2006 2048  Amortizing Fixed, CPI linked, 3.75% ............... 78,604 78,267
SRV (V] g=Te I OXo XV Z=T=To I Yo Yo =TT 78,604 78,267
oL E= U @01V 2 =T = To [ oo o Lo E- OO OO PRT R SPPPPPPN 183,037 168,980
EUR 21 million .....cccovvvveeiiiiiiieeenns 2009 2018 Amortizing Floating, EURIBOR +1.00% .......... 173 348
ISK 3,835 millioN .....cccoevvuveeeiiireene. 2010 2018 Amortizing Floating, REIBOR +1.00% ............. 267 531
EUR 300 million ......cccvveevvieeiireenen. 2015 2018 At maturity Fixed, 3.125% ........cccceevvveeiiineennns - 25,461
SEK 500 Million .........cevveeeiiiiiiiiiennns 2016 2018 At maturity Floating, 3 month STIBOR +1.09% 5,898 6,348
EUR 300 million ......cccvevevvieeiiieene. 2016 2019 At maturity Fixed, 2.50% .......cccoeveeiirieeiiineennns 37,104 37,957
RON 35 mMillion .....cocovvvveeeieiiiiiiienns 2016 2019 At maturity Fixed, 3.80% ........ooovvvvieeriiiiiiiennn. 939 966
SEK 275 Million ......ccovvveeeiiiiiiiiins 2016 2019 At maturity Floating, 3 month STIBOR +2.65% 3,240 3,485
SEK 100 million 2017 2019 At maturity Fixed, 0.29% ........coevrevirieeiiiieennns 1,180 1,268
NOK 800 million 2015 2020 At maturity Floating, NIBOR +2.95% .. 10,461 10,236
NOK 320 million 2016 2020 At maturity Floating, NIBOR +1.95% ............... 4,174 4,087
EUR 300 million* ........cccccoovveevivieennns 2017 2020 At maturity Fixed, 0.75% ....cccceovvvrevirieeiiiieennns 36,861 37,356
SEK 300 million ... . 2017 2020 At maturity Floating, 3 month STIBOR +1.35% 3,544 3,811
SEK 250 Million .......cccevveeeiiiiiiiiienns 2017 2020 At maturity Floating, 3 month STIBOR +0.75% 2,949 3,173
EUR 500 million* ........cc.cccoveevvreennns 2016 2021 At maturity Fixed, 1.625% .......cccceevvvveeiinrennnns 61,302 61,341
NOK 250 million .....ccceeevvveeiiieeiinenns 2017 2023 At maturity Fixed, 3.02% ......ccceevvevirieeiiiieennns 3,252 3,231
EUR 300 million* ........cc.ccoovvvevveeennns 2018 2023 At maturity Fixed, 1.00% ......c.cooovvevirieeiiiieennns 37,014 -
NOK 250 million .....ccceeevvveeiiieeiinens 2017 2027 At maturity Fixed, 3.40% ....cccccoevrevirieeiiiinennns 3,254 3,240

Senior unsecured bonds .. 211,612 202,839

3T T=T N 15,916 10,794
(.11 = OSSR PRRP 208 2,385
(@ (gL T T= T E=T ] o 11 E= TN 16,124 13,179
12 ToT 4 o)V T s T I T TP PP PR 410,773 384,998

*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 23. 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 135,177 million and included in the amount are negative fair value changes amounting to ISK 345 million, see Note 8.

The book value of listed bonds was ISK 394 billion at the end of the period (31.12.2017: ISK 371 billion). The market value of those
bonds was ISK 405 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 Consolidated Interim Income Statement.
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32. Pledged assets

Pledged assets against liabilities 30.6.2018 31.12.2017
Assets, pledged as collateral againSt DOITOWINGS .......coiiuiiiiiieiiiiiiie et e e s ee e e e eanes 219,056 202,381
Assets, pledged as collateral against loans from credit institutions and short positions ............cccccccevviiieieeennns 5,360 13,364
Pledged assets against Habilities .........c..oiiiiiiiii ettt 224,416 215,745

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 219 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 183 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.

33. Equity

Share capital and share premium

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

Number Number

(million) 30.6.2018 (million) 31.12.2017
I1SSUEM Share CAPILAl .. .ci.veieiiiee e 2,000 75,861 2,000 75,861
Purchase of treasury StOCK ...........ccoiiiiiiiiiiiiii e (186) (16,844) - -
Shares OULSTANTING ..ocuvviiiiiiiiiiii e e e e e e e s e be e e e s e snbbees 1,814 59,017 2,000 75,861
(@1 IR g =TT 186 16,658 - -

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

Other reserves 30.6.2018 31.12.2017
SEALULONY FESEIVE ... ieiitiieie ettt e ettt e e e ettt oo e 4 e bttt e e e s et et e e e e s b et e e e e e ettt e et e e e s aab b b et e e e e e nnnreeeeans 1,637 1,637
Reserve for investments iN SUDSIIAIIES  ..........ooiiiiiiiiiie et e e te e e eeseeseeeseeseeeeeeeeeeeeeaeeees 12,069 14,011
Reserve for iNVEStMENES IN @SSOCIAES .........eeiieiiiiiiiieee ittt e e s sttt e e e e e s e e e e e e st eeeeessstaeeeeessasssaaeeeesassseaeeennnnnes 22 39
Reserve for investments iN SECUNLIES .........ccoeiuviiieeeiiiiiee e e e ssrree e e 507 901
Reserve for financial instruments carried at fair value through OCI, net of taX .........ccccceviiiiiniiiieeecreceeee 3 -
Foreign currenCy translation FESEIVE .............ciiiiiiiii ittt 198 186
OTNBI TESEIVES ...ttt e e e ettt e e e e e ettt et e e e e e et b s e e e e e e et e e e eee s e aaaa e eeeeseaabbaseeeseeebba e eeeseessannnaeaees 14,436 16,774
Arion Bank Condensed Consolidated Interim Amounts are in ISK millions
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Other information

34. Shareholders of Arion Bank

Shareholders of Arion Bank hf. with shareholding exceeding 1% of the Bank's issued share capital

30.6.2018 31.12.2017

KRUPSKIL ©NF. .ttt et b e h et e bt et e bt e bt b e b n ettt 32.67% 55.57%
- (0o (o3 @2 o] - | TP PP P PP PPPP SRR 10.00% 9.99%
Arion banki hf. .. 9.30% 9.50%
Attestor Capital 9.09% 12.44%
Och Ziff Capital MANAGEMENT .....coiiiiiiiiie ettt e e e s s bbb et e e e e s bbbt e e e e eassbbeeeeeaanbbbeeeeesanbbbbeeaeenanns 6.58% 6.58%
Goldman Sachs funds 3.37% 3.37%
LANSAOWNE FUNGS ...ttt s e et e ek e et e e e e et e ettt e et e e e nene e e nnneeennnee 2.95% -
Miton Asset ManagemeENt fUNGS .........uuiiiiiiiiiiie ettt e e e et e e e e ettt e et e e e s s bbb et e e e s snbb e e e e e e annbeeeeeeans 1.63% -
Goldman Sachs & C0O. LLC (CUSTOTIAN) .....uviiiiiiiiiiiieeiiiiiie e e e ettt e e e et e e s st e e e e s sibb e e e e e e snbbbeeeesanbbeeeeessnnnbnes 1.44% -
Morgan Stanley - MSIL IPB Client account (CUSTOTIAN) ......ccooiiuuiiiieeiiiiiiiiee et e e e s e e e s ee e e e s sinaees 1.37% -
SEEINIT FUNAS ..ottt ekt h et e e e et e st e e et e e e it et e et e st e s rne e 1.28% -

1.23% -

1.00% -
(@] (=) S TSP P TPV P VP OPPPROO 18.09% 2.55%
1SSUEA SNAre CAPITAl ... et r e st nr e 100.00%  100.00%

35. 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 period, the Group had several unresolved
legal claims.

Contingent liabilities

Legal proceedings regarding damages

The former chairman of the Board of BM Valla hf., together with Lindarflét 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 Valla hf. and Fasteignafélagid Artan 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. The plaintiffs appealed the
judgment to the Court of Appeal. In June 2018 the Court of Appeal annulled the judgment of the District Court and ordered the District
Court to hear the case again. The case is scheduled to be heard again on 23 August 2018. 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.
requested a new assessment, which would examine particular aspects which have not yet been assessed. The District Court and the
Court of Appeal have rejected the request. Recently Datacell and Sunshine Press Production applied for the freezing of Valitor's assets
on the basis of the aforementioned claim of compensatory damages but the district magistrate declined the application. The plaintiffs
subsequently filed a complaint with the District Court to re-evaluate the decision by the Magistrate to decline the freezing of assets. The
District Court of Reykjavik confirmed the magistrate’s decision with a judgment on 7 June 2018. Datacell and Sunshine Press
Production again applied for the freezing of Valitor's assets which the district magistrate again rejected on 6 July 2018. Datacell and
Sunshine Press Productions have appealed the decision to the District Court, with a first hearing expected in August. 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.
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35. 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 and the Bank is assessing how to treat those loan documents to which the above precedent may apply.

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 lodged a protest against the Bank's lien on the assets of United Silicon.
The trustee in the bankruptcy has referred the disagreement to the District Court of Reykjanes. 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.

Legal matters concluded

In a lawsuit brought in June 2013, Kortathjénustan hf. claimed damages from Arion Bank hf., islandsbanki 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 Kortathjénustan 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. brought a new lawsuit 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 and the Court of Appeal confirmed the dismissal in May 2018. Kortathjénustan tried to
appeal the dismissal to the Supreme Court but the court dismissed the case as there was no right of complaint.

38. Events after the reporting period

The Board of Directors has concluded that the Bank has the ability to lower its capital position and has therefore proposed to an
extraordinary shareholders' meeting scheduled for 18 September 2018, that the Bank will pay an extraordinary dividend amounting to
ISK 10 billion. Such dividend payment will reduce Arion Bank's CET 1 ratio from 23.1% to 21.8%, which is above the 21.3% capital
requirement set by FME and the Bank. For further information regarding capital management see Note 43.
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Off balance sheet information
36. Commitments

Financial guarantees, unused credit facilities and undrawn loan commitments the Group has granted its customers
30.6.2018 31.12.2017

FINANCIAI QUAIANTEES ... ..ottt ekt h e e bt e e ae e et e e bt e e bt e e e sb bt e e nnb e e e nnneeas 14,309 13,224
46,152 45,897

{8 T =To Mol 7= o - 1 PRSP SPPRTY
93,730 87,942

UNArawn (08N COMMUIEIMENTS .....uueeiiiiiieeee ettt e e e ettt e e e e e e ee et eeeeeeeasaa e eesseebba e eeesesssanneeeeessnsnsans ,
Financial guarantees, unused credit facilities and undrawn loan commitments

154,191 147,063

the Group has granted itS CUSTOMEIS .....uuuiiiiiiiiiiiie ettt e e s et e e e e s bbb e e e e s stbbeeeee s

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.

37. Assets under management and under custody
30.6.2018 31.12.2017

971,304 984,653

ASSELS UNGET MANAGEMENT ....vvieiteteseeeteseeteeeseeetetesesteteseseeseseeaseseseaseseseaseseseseesaseseasaseseasasesessasesensasesenessesnsenes
1,418,172 1,620,355

ASSELS UNUET CUSTOMY ...ttt ettt e e e s e e e e e n e E e e sb e e s s e s e e et e e e e sbeeseeeeeneennis

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

39. Related party

The Group has a related party relationship with entities with influence over the Group as the largest shareholders of Arion Bank, which
are on 30 June 2018 Kaupskil ehf. (32.67%) and Taconic Capital (10.00%), the Board of Directors of Kaupskil ehf. and Kaupthing hf.,
being the parent company of Kaupskil ehf. and entities controlled by them. At year end 2017 Kaupskil ehf. (55.57%) was defined as
shareholders with control over the Group as well as Taconic Capital Advisors UK LLP (9.99%) and Och Ziff Capital management
(6.58%) as their shareholdings were managed by Kaupskil ehf.

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

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.

Balances with related parties

Net
30.6.2018 Assets  Liabilities balance
Shareholders with influeNCe OVEr the GrOUP .........ccoiiiiiiiiiiiiiiiiiee e 61 (2,577) (2,516)
Board of Directors and key Management personnel 187 (830) (643)
Associates and other related PAMtIES .........c.uvviiiiiiiiiiie e - (©) @)

Balances with related parties 248 (3,414) (3,166)

31.12.2017

Shareholders with cONtrol OVEr the GrOUP .......ciiiiiiiiiieiiiiiiiiie et 57 (4,785) (4,728)

Shareholders with influeNCe OVEr the GrOUP .........coiiiiiiiiiiieiiiiiiie e 423 (151) 272

Board of Directors and key Management PErSONNE| ..........cccveivieiiiiiiiiieeiiiiieee e 183 (101) 82

Associates and other related PAtIES .........c.uuviiiiiiiiiiii e - (83) (83)

Balances with related Parties ... 663 (5,121) (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.

40. Credit risk

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

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

Managing and 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.

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.
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40. Credit risk, continued

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
30.6.2018 exposure securities estate vessels collateral  collateral
Cash and balances with Central Bank 112,996 - - - - -
Loans to credit institutions 113,546 - - - - -
Loans to customers at amortized cost 797,393 16,246 559,077 54,505 70,805 700,633
INAIVIAUAIS ..o 382,550 99 345,983 6 9,933 356,021
COrporates ......cccovvvuvveveeesiiiirneeenns 414,843 16,147 213,094 54,499 60,872 344,612
Real estate activities and construction ..............ccoceevvenne. 135,510 622 125,918 18 1,903 128,461
Fishing iNAUSEIY ....coooiiiiiiiiii e 77,247 10 9,372 53,357 7,736 70,475
Information and communication technology ..................... 23,633 536 3,315 - 8,721 12,572
Wholesale and retail trade .............ccoovvvviieeeiiiiiiiiiieeeeeeens 64,492 374 32,655 15 24,527 57,571
Financial and insurance activities ............cccceeeeveeeiiiviinnnns 30,173 14,333 5,492 711 6,847 27,383
Industry, energy and manufacturing ..........cccceceuvveeeenninns 31,304 215 19,795 - 5,993 26,003
TranSPOItALION ......ccvvveeeeriiiiiiiee et e e e iaeeee e 19,365 2 1,132 286 1,774 3,194
SEIVICES oviiiiiiiiiitee ettt ettt e e 19,058 44 7,088 112 2,963 10,207
PUDIIC SECION ...vviiiiiiiiiiiic e 6,980 11 1,847 - 175 2,033
Agriculture and fOrestry ..........ccccceeeiiiiiiiiie s 7,081 - 6,480 - 233 6,713
Other assets with credit risk ... . 9,864 7,313 - - - 7,313
Financial guarantees ..........ccoccuveeieeeiiiiiiieee e 14,309 1,584 3,940 1,700 3,848 11,072
Undrawn loan commitments and unused overdrafts .............. 139,882 - - - - -
Fair value through OCI . 35,681 - - - - -
GovernMmeNnt BONAS ...........ccvveiiiiiiiiiiei e 26,709 - - - - -
Corporate BONAS .......ccuvveiiieiiiiiiiie e 8,972 - - - - -

Balance at the end of the period 1,223,671 25,143 563,017 56,205 74,653 719,018

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 ............cccooeeoviiiiiiinnennns 139,819 - - - - -
Loans to credit iNSttULIONS ...........cvvveiiieiiiiiiiiieeeeeeiee e 86,609 - - - - -
LOANS tO CUSTOMETS ...ooeiiiiiiiieeiiiiiiiiee et 765,101 15,571 525,401 53,986 55,790 650,748
INAIVIAUAIS ..o 365,287 195 326,456 16 8,413 335,080
[00]4 s Jo] £= 1 (=1 TP 399,814 15,376 198,945 53,970 47,377 315,668
Real estate activities and construction ... 128,153 371 115,467 208 1,928 117,974
Fishing iNAUSTIY ....oovviiiiiiice e 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 ... 57,432 208 32,294 12 16,131 48,645
Financial and insurance activities 34,138 13,440 4,184 681 6,174 24,479
Industry, energy and manufacturing ..........cc.cccceevveencneene 29,452 660 19,367 - 5,747 25,774
TranSPOrtation .........ccccveeiiiieiniii e 17,111 3 973 278 1,395 2,649
SEIVICES eiiieiiiiiiiiee ettt ettt e e et e e aaeee s 18,157 15 7,365 98 3,047 10,525
PUDIIC SECTION ..uvviiiiiiiiiiiie e 7,824 114 3,657 - 92 3,863
Agriculture and fOrestry .........cccoeeviiiiiiiiinieee e 6,590 - 5,966 - 248 6,214
Financial iNStrUMENtS ..........ooovvuiieiiiiiiiie e, 78,784 5,948 - - - 5,948
Other assets with credit riSK ........cccoooeiiiiiiiiiiieiiiiieee e, 8,948 - - - - -
Financial guUarantees ...........cccovuveeriiieniiieeiiee e 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 ..........ccccccveiiviiiiiinns 1,226,324 22,390 528,744 55,584 59,133 665,851
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40. Credit risk, continued

LTV ratio for residential mortgage lending

The following table describes 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

30.6.2018 carrying credit
amount  impaired

[T (g T Va0 PR PPR PRSPPI 119,843 1,058
50-70% 122,240 2,110
70-90% 66,697 1,650
L0 0 OSSR 17,122 438
100%-110% 9,235 544
More than 110% 14,019 894
Not classified 5 -
Balance at the end Of the PEriOd ........oo ittt e e e bee e e 349,161 6,694

At the end of the period the gross carrying amount of assets in stage 3 are ISK 18,644 million with ISK 11,890 million in collateral, there
of ISK 10,916 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 period amount to ISK 336 million (31.12.2017: ISK 833 million) and
other assets ISK 29 million (31.12.2017: ISK 2 million). The assets are held for sale, see Note 29.

Credit quality

The Bank uses internal credit rating models and external credit ratings if available to monitor credit risk. The internal credit rating
models rate 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 institutions. For further information on the rating scales used see Note 44.

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.
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40. Credit risk, continued

Credit quality profile by rating class Financial
Cashand Loans to instru-
30.6.2018 balances credit  ments at

Assets carrying stage 1 ECL with CB institutions FVOCI

INVESTMENT GIATE ...ttt e et e e e et e e e e s e bbbt e e e e s s bbb b e e e e e s snnbneeeeeennnnes 112,998 110,803 35,701
NON-INVESTMENT GIAAE .....eeiiiiiiiiiiie ettt e e et e e e s e et e e e s st e e e e e e aaba et e e e s anbbbeeeeesaans - 372 -
(8131 £= L (=T ST N - 2,403 -
GrOSS CANTYING @MOUNT ...eiiiiiii ittt ettt ettt e et e e bt e e eb et e e bb e e e et bt e e sb b e e e sabeeeanbeeeesaeeeasneeeas 112,998 113,578 35,701
LOSS @IIOWANCE ....ceiiiiiieeeeiiiiit ettt e ettt e e e e ekttt et e e e e et bttt e e e e asb b b e e e e e e bt ee e e e e nnbbbeeee e e nnbbees 2) (32) (20)
20T Q2 1 LU= TSP 112,996 113,546 35,681
Loans to customers Stage 1 Stage 2 Stage 3 POCI Total

Risk class 1 - (Grades A+ to BBB-) . 361,947 199 - - 362,146
Risk class 2 - (Grades BB+ to BB-) 238,455 15,763 - 49 254,267
Risk class 3 - (Grades B+ 10 B-) .....ccooiiiiiiiiiiiiiiiiiee et 115,031 16,960 - - 131,991
Risk class 4 - (Grades CCC+ to CCC-) .. . 18,360 12,642 - 8 31,010
RISK CIASS 5 = (DD) ..eeeiiiiiiiiieeeiiiiie e e ettt et e e e e nniaeeee s - - 18,436 5,418 23,854
L8191 2= =T [P U PTPPRPRTON 4,195 911 208 - 5,314
Gross carrying amount .. 737,988 46,475 18,644 5,475 808,582
LOSS @lIOWANCE ...coooiiiiiiiiee ittt eee e (1,343) (803) (6,491) (2,552) (11,189)
BOOK VAIUE ...ttt e e st e e e enaaaeeeens 736,645 45,672 12,153 2,923 797,393
Loans to customers - mortgage loans

Risk class 1 - (Grades A+ t0 BBB-) ......ccoocviiiiiiieiieiie e 188,841 - - - 188,841
Risk class 2 - (Grades BB+ 10 BB-) .......cccccovuiiiiieiiieiie e 99,076 3,530 - 40 102,646
Risk class 3 - (Grades B+ 10 B-) ....ccceiiieiiiiiiiiiieiceere e 31,720 3,634 - - 35,354
Risk class 4 - (Grades CCC+ 10 CCC-) ...ouiiuiriiiiiiieiieiiesiee e 8,848 6,610 - 8 15,466
RISK ClaSS 5 = (DD) ...veveiuiiieiiiie et eieee ettt sttt e e e e e e - - 5,955 738 6,693
Unrated 81 80 - - 161
GroSS Carrying @mMOUNT ....ooiuviiiieeiiiiiiie e e et e e e e et e e e s nnaaeeeeeas 328,566 13,854 5,955 786 349,161
LOSS @lIOWANCE ... (160) (81) (416) (70) (727)
BOOK VAIUE ..ttt 328,406 13,773 5,539 716 348,434
Loan commitments, guarantees and unused credit facilities Stage 1 Stage 2 Stage 3 Total
Risk class 1 - (Grades A+ t0 BBB-) ....cc.uuiiiiiiiiiiiiiiee sttt 89,516 - - 89,516
Risk class 2 t0 4 - (Grades BB+ t0 CCC-) ...cuviiiiiiieiiieeiiie ittt 58,877 5,009 530 64,416
L T S 224 35 - 259
GrOSS Carrying @MOUNT .....uiiiiiiiieiiie ettt e e e e e e e e 148,617 5,044 530 154,191
LOSS AlIOWANCE ......veiiiiiieiiiee et (197) (107) (42) (346)
Book value ... 148,420 4,937 488 153,845
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40. Credit risk, continued

Neither Past
31.12.2017 past due but  Individu-
due nor not ally
Credit quality by class of financial assets impaired  impaired  impaired Total
Cash and balances with Central Bank ... . 139,819 - - 139,819
Loans to Credit INSHIULIONS .........ovvuiiiiiiiiiiiie et e et e e e e e e e e e e e eeeaaas 86,609 - - 86,609
Loans to customers
Loans to corporates 385,197 13,655 962 399,814
Loans to individuals 344,829 18,929 1,529 365,287
FIiNANCIal INSTIUMEBNTS .....iiiiiiiiiiee e e et e e e e e e e e e e e e e aaaba s 78,784 - - 78,784
Other assets With Credit FiSK ..........uuueieiiiiiiee e 8,948 - - 8,948
Credit quality by class of financial aSSets ........cccoceveiiiiiiiiieie e 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.

Risk classification

Neither past due nor impaired loans 1 2 3 4 5 Unrated Total
INIVIAUAIS ... 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 indUSEIY ......ooveiiiiiieeeeece 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 .............cccevvveeeiieenns 19,996 20,822 9,368 2,117 563 141 53,007
Financial and insurance activities ..............ccc....... 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 ............ccoeeeeveeneenie e 10,644 3,713 2,201 48 - 65 16,671
SEIVICES ittt 2,392 6,227 5,224 432 2,443 3 16,721
PUDIIC SECLON ...oieiiiiiiiie e 1,730 4,938 862 108 47 - 7,685
Agriculture and forestry ... 863 1,740 1,816 585 163 - 5,167
Neither past due nor impaired loans ................ 328,420 245,271 127,728 18,674 6,377 3,556 730,026

More

Up to 410 30 31to 60 61 to 90 than 90
Past due but not impaired loans by class of loans 3 days days days days days Total
Loans to corporates .. 4,361 4,221 1,774 1,339 1,960 13,655
Loans to individuals 3,065 8,149 4,387 350 2,978 18,929
Past due but not impaired 10ans ..........ccccceeeiiiiiiiiiee s 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
Lo 11210 [UE= 1N 4,010 5,539
Real estate activitieS @and CONSLIUCTION ..........ciiiiiiiiiiiiiie ettt ettt ettt e et e e st e anee s 467 762
FISHING INAUSTTY .ttt ettt e h e e e et e e et o1 ettt e et e e et e et e eabe e e anbr e e e nbne e 658 861
Information and communication tECHNOIOGY ..........uviiiiiiiiiiii e e e e s e e e e e s e enebnes 111 112
Wholesale and FELAII TrAAE .........coceiiiiiiii ittt ettt e et e et e e ee et e ne e e nbe e e s bneeannee 490 702
Financial and INSUFANCE ACHVILIES ........coiuiiiiiiieiii ettt ne et e st e et e e e e 297 314
Industry, energy and MAaNUFACIUIING .........ooiuiieitiieiiie ettt ettt et e et e e s e e abeeeabneesnnne e 473 581
TRANSPOITALION ...ttt e et et e ke e ok et eeh st e s st e e s et ekttt e ea bt e e ea et e ea et e et e e e bn e e e e e nan 1 1
ST V(o TR 3,570 3,617
[T o] (oY =Tl (o] S TSP PT PP OPPPTOPPRTPPPRN 45 45
AGFICUIUIE BN FOTESTIY .ottt ettt e ekt e ekttt e ket e e et e e ab et e ean e e e naneeenineeenen 165 244
Impaired loans to customers SpecCified DY SECIOT . ...cuuiiiiiiiiii e 10,287 12,778
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40. Credit risk, continued
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.

« 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.

» 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.

Impairment loss allowance total

1.1.-30.6.2018 Stage 1 Stage 2 Stage 3 POCI Total
ECL balance at 31.12.2017 ......ccceeiiueieiireeeiiee et 3,195 - 10,346 - 13,541
NEt FEMEASUIEMENT ...oiiiiiiiiiee ettt e e e e s e e e e s sabees (1,309) 621 (363) 363 (688)
Opening balance at 1.1.2018 1,886 621 9,983 363 12,853
Transfers of financial assets:

Transfers to Stage 1 - (12-month ECL) .....coovviiviieeiiiiiiieee e 716 (304) (412) - -

Transfers to Stage 2 - (lifetime ECL) ......eevvviiiiiiieeiiiiiiieeee i (173) 353 (180) - -

Transfers to Stage 3 - (credit impaired financial assets) ..........c.ccocuue. (96) (157) 253 - -
Net remeasurement of 10SS AllOWANCE ..........ccoevvviiiiiiiiiiiiiieeeeeeeeiieee e (914) 463 1,796 64 1,409
New financial assets, originated or purchased .............cccccoovvviiieiiiiiiieenenn. 391 48 183 2,247 2,869
Derecognitions and MAtUFItIES ........c...evvieiiiiiiiiiee i (199) 77) (2,778) (27) (3,081)
WIEE-OFS i (16) (39) (2,306) (114) (2,475)
Foreign exchange difference .........cccvvevieiiiiiiiii e 2) 2 (6) 19 13
Impairment 10SS allOWaNCe ..........ccooiiiiiiiiii e 1,593 910 6,533 2,552 11,588
1.4.-30.6.2018
Opening balance at 1.4.2018 ........cccouiiiiiiieeiiiiiiie e 1,723 769 10,357 289 13,138

Transfers of financial assets:

Transfers to Stage 1 - (12-month ECL) ......cccccviiiiiiiiiiiciicneeceee 390 (137) (253) - -

Transfers to Stage 2 - (lifetime ECL) ......ccccccvevieiiiiiiiieiec e (110) 273 (163) - -

Transfers to Stage 3 - (credit impaired financial assets) .. (67) (89) 156 - -
Net remeasurement of 10SS alloWancCe ............ccccoocviiiiiiniiinicceeee (393) 138 354 53 152
New financial assets, originated or purchased ..............ccccooevviiiiiiniiineenenn. 151 37 147 2,247 2,582
Derecognitions and Maturities .............cccovoieiiii e (96) (53) (2,542) (10) (2,701)
WWHIEE-0FFS ottt e e e e nneee s (20) (32) (1,621) (46) (2,709)
Foreign exchange difference 5 4 98 19 126
Impairment loss allowance 1,593 910 6,533 2,552 11,588
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40. Credit risk, continued

Financial
Cashand Loansto instru-
Impairment loss allowance for assets only carrying 12-month ECL balances credit ments at
1.1.-30.6.2018 with CB institutions FVOCI Total
ECL balance at 31.12.2017 ......ceeiiuiieiiieeeiee ettt - - - -
NEet remMeaSUIEMENT .........uviiiiiiiiiiii e 7 3 13
Opening balance at 1.1.2018 7 3 3 13
Net remeasurement Of [0SS AlIOWANCE ..........ccoiiiiiiiiiiiiiiiiiee e 5) 29 9 33
Net effects Of tradiNg .....ooiiiiiiiiiee e - - 7 7
Impairment loss allowance for assets only carrying 12-month ECL ....................... 2 32 19 53
1.4.-30.6.2018
Opening balance at 1.4.2018 ........cccuieiiiieiiieeeiiee ettt 16 23 24 63
Net remeasurement Of 0SS AlIOWANCE ..........ccoiiiiiiiiiieiiiiiii e (14) 9 1 4)
Net effeCts Of tradiNg .....eiiiiiiiiiiie e - - (6) (6)
Impairment loss allowance for assets only carrying 12-month ECL ....................... 2 32 19 53
Impairment loss allowance for loans to customers
1.1.-30.6.2018 Stage 1 Stage 2 Stage 3 POCI Total
ECL balance at 31.12.2017 .....ccueveiueieiiieeeiiee et 3,195 - 10,288 - 13,483
Net remMeaSUrEMENT .......c.cooiiiiiiiiiiiie e (1,502) 572 (363) 363 (930)
Opening balance at 1.1.2018 ........cccooiiiuiiieeeiiiiiieeeeeiiiee e iinees 1,693 572 9,925 363 12,553
Transfers of financial assets
Transfers to Stage 1 - (12-month ECL) ......ccoccviiiiiiiiiiiciicieceeeee 661 (279) (382) - -
Transfers to Stage 2 - (lifetime ECL) ......ccccocvevieiiiiiiiecee e (158) 338 (180) - -
Transfers to Stage 3 - (credit impaired financial assets) ..................... (95) (155) 250 - -
Net remeasurement of 10SS @llOWaNCE ...........ccocvviiiiiiinii e (904) 383 1,457 64 1,000
New financial assets, originated or purchased ............cccccevvvieinieeiiieeennns 281 41 180 2,247 2,749
Derecognitions and MAtUrities ...........cccccoeiiiiiieiie i (117) (59) (2,430) (27) (2,633)
Write-offs ......... . (16) (39) (2,306) (114) (2,475)
FOreign eXChange ..........cccoiiiiiiiie i 2) 1 (23) 19 (5)
Impairment loss allowance for loans to CUSTOMErS .......ccccoeviivveeeeninnns 1,343 803 6,491 2,552 11,189
1.4.-30.6.2018
Opening balance at 1.4.2018 .........ccccoeiueieiiieeiiie e 1,489 706 9,991 289 12,475
Transfers of financial assets
Transfers to Stage 1 - (12-month ECL) .... . 376 (125) (251) - -
Transfers to Stage 2 - (lifetime ECL) .......ccoovviiiiiiiiiiieiiieereee e 97) 260 (163) - -
Transfers to Stage 3 - (credit impaired financial assets) ............cc.c...... (66) (88) 154 - -
Net remeasurement of loss allowance ............ccccocvvevineenne (412) 84 350 53 75
New financial assets, originated or purchased 109 32 144 2,247 2,532
Derecognitions and Maturities ...........c.cccorieieiiieiiee e (51) (37) (2,194) (10) (2,292)
WWIEE-0FS it (20) (33) (1,638) (46) (2,727)
FOreign eXChange ..........coioiiiiiiii e 5 4 98 19 126
Impairment loss allowance for loans to customers ........ccccocccvvveeeennnne 1,343 803 6,491 2,552 11,189
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40. Credit risk, continued

Impairment loss allowance for loans to customers - mortgage loans

1.1.-30.6.2018 Stage 1 Stage 2 Stage 3 POCI Total
ECL balance at 31.12.2017 ......cccueiieirieiieieesiee ettt 538 - 797 - 1,335
NEt reMEASUIEMENT ...oiiiiiiiiieiiiiiiiie e (345) 70 (128) 127 (276)
Opening balance at 1.1.2018 .........ccceeeiuiiiiiiieiie e 193 70 669 127 1,059
Transfers of financial assets

Transfers to Stage 1 - (12-month ECL) .....coovvvvvieiiiiiiiiiieeiiiieeee e 132 (26) (106) - -

Transfers to Stage 2 - (lifetime ECL) ......oovvvviiiiiieiiiiiiiiee e 14) 24 (20) - -

Transfers to Stage 3 - (credit impaired financial assets) ............ccocuuu. 1) (16) 17 - -
Net remeasurement of loss allowance ......... (183) 32 27) (42) (220)
New financial assets, originated or purchased .............cccccovviiiiieiiiiineenenn. 42 4 - - 46
Derecognitions and Maturities ...........c.coceviiieiiieiiecee e 5) 1) (45) (10) (61)
Write-offs 4) (6) (82) (5) (97)
Impairment loss allowance for loans to customers - mortgage loans . 160 81 416 70 727
1.4.-30.6.2018
Opening balance at 1.4.2018 .........ccccoeiueieiiiieiie e 170 68 585 104 927

Transfers of financial assets

Transfers to Stage 1 - (12-month ECL) ......cooviviieieiiiiiiiiee e 43 (13) (30) - -

Transfers to Stage 2 - (lifetime ECL) ......eevvviiiiiiieeiiiiiiicee i (@) 8 1) - -

Transfers to Stage 3 - (credit impaired financial assets) ............cc.cuuu. 1) 5) 6 - -
Net remeasurement oOf 0SS AllOWANCE ...........ccooiiiiiiiiiiiiiiiiee e (57) 28 (20) (22) (71)
New financial assets, originated or purchased .............cccccovvviiieeniiiiieenenn. 18 2 - - 20
Derecognitions and MAtUFItIES ........c...evvieiiiiiiiiiee et (5) 1) (45) (10) (61)
WWIIEE-0FFS ettt ettt 1) (6) (79) ) (88)
Impairment loss allowance for loans to customers - mortgage loans . 160 81 416 70 727

Impairment loss allowance for loan commitments, guarantees and unused credit facilities

1.1.-30.6.2018 Stage 1 Stage 2 Stage 3 Total
ECL balance at 31.12.2017 .....uuueiiieiiiiiiieeeeeiiiiiee ettt e e sttt e e e e naae e e e e e s eeeeeeannbnes - - 58 58
NEt rEMEASUIEMENT ... neenees 180 49 - 229
Opening balance at 1.1.2018 .......cccciieiiiieiiieeeiiee ettt esaee e 180 49 58 287
Transfers of financial assets
Transfers t0 12-mMOoNth ECL ........ooiiiiiiiiiiiieiiiiiiee e 55 (25) (30) -
Transfers t0 ifetime ECL ...t (15) 15 - -
Transfers to credit impaired financial aSSEetS ..........cccvvviieiiiiiiiie e 1) 2) 3 -
Net remeasurement Of 0SS AlIOWANCE ..........ccoiiiiiiiiiieiiiiiiiie e (43) 80 339 376
New financial assets, originated or purchased . 103 7 3 113
Derecognitions and MAatUFItIES ..........coocuiiiiiiiiiiii e (82) (18) (348) (448)
FOreign @XChaNGJE .......ooiiiiiiiiie e - 1 17 18
Impairment loss allowance for loan commitments,
guarantees and unused credit facilities ... 197 107 42 346
1.4.-30.6.2018
Opening balance at 1.4.2018 ........cocuuiiiiiieiiieeeiee et 171 63 366 600
Transfers of financial assets
Transfers to 12-Month ECL ........ooiiiiiiiiiicii e 14 (12) ) -
Transfers to lifetimMe ECL .......coouiiiiiiiiie e (13) 13 - -
Transfers to credit impaired financial @SSets ..........ccccvvviiiiiiiniie i 1) 1) 2 -
Net remeasurement Of 0SS AlIOWANCE ...........coviiiiiiiieiiiiiiie e 23 54 4 81
New financial assets, originated or purchased ............c.cccveviiieiiiiciniee e 48 5 3 56
Derecognitions and MAatUFItIES ..........coouiiiiiiiiiiie e (45) (16) (348) (409)
FOreign @XChaNQE .......ooiiiiiiiit et - 1 17 18
Impairment loss allowance for loan commitments,
guarantees and unused credit facilitiesS ......ccccevviiiiiiiiii 197 107 42 346
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40. Credit risk, continued

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 YEaAI ..........ooiiiiiiiii e 18,281 4,557 22,838
PrOVISION fOF IOSSES ...uuniiiiiiiiiie ittt ettt e e e ettt e e e e e e et e e e e e e e aaaa e e e e e eeaabbaeeeeesessbaas 3,029 (1,362) 1,667
Effects due to acquisition Of SUDSIAIANY™ ..........ccuiiiiiiiiiiii e (8,723) - (8,723)
AT 11 o) 1 TSP P TP POPPPPPR PPN (2,421) - (2,421)
Foreign exchange difference 3 - 3
Payment of [0ans previously WIEN-0ff ..........oooiiiiiiii e 118 - 118
Balance at the end Of the Period ........oooiiiiiiiiii e 10,287 3,195 13,482

*At the end of September 2017 Arion Bank became majority owner of United Silicon, see Note 28. 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).

Arion Bank Condensed Consolidated Interim Amounts are in ISK millions
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41. 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 issue, 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.

Interest rate risk in the banking book

The following table shows the Group's interest-bearing assets and liabilities by interest fixing periods. The figures for loans to customers
and borrowings are shown on a fair value basis, see Note 23, and are therefore different from the amounts shown in these 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.

30.06.2018 Upto3 3-12 1-5 5-10 Over 10

Assets months months years years years Total
Balances with Central Bank ..........cccccccvvvvviiiiiiiiiiiiiiiiiiiieeeeen 104,710 - - - - 104,710
Loans to credit iNStEULIONS ..........ccvvveiiieiiiiiiiiiieeeeeeeree e, 113,546 - - - - 113,546
LOANS tO CUSIOMENS .....covvviiieeeeeeeeeiieee et e e eeeens 481,952 80,028 140,148 7,858 98,217 808,203
Financial iNStruUMENtS ..........ooovvviiiiiieeieiiee e, 9,681 14,889 - 1,899 1,938 28,407
ASSEES it 709,889 94,917 140,148 9,757 100,155 1,054,866
Liabilities

Due to credit institutions and Central Bank .............cccceeeeeenn. 6,317 19 - - - 6,336
DEPOSIES .ttt 423,447 37,562 12,900 1,357 916 476,182
BOITOWINGS ..ottt 42,480 43,785 187,870 34,924 112,538 421,597
LiabilitiES ooieeiiee et c e 472,244 81,366 200,770 36,281 113,454 904,115
Derivatives and other off-balance sheet items (net position) .. (177,036) 38,067 139,341 1,159 - 1,531
NEt INLErESt GAP .veeeivveeeiiie et 60,609 51,618 78,719 (25,365) (13,299) 152,282
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41. Market risk, continued

31.12.2017

Assets

Balances with Central Bank ............ccooouuveeiiiiiiiiiiiieneeeeeeiiiinns 129,864 - - - - 129,864
Loans to credit iNSEULIONS ..........ccvveeiiiiiiiiiiiee e 86,609 - - - - 86,609
LOANS 1O CUSTOMETS .....ccvvieiiiiecciiee ettt 440,161 77,099 141,944 5,867 107,114 772,185
Financial iNStruMEeNts .........ccccvvviieiiiiiiiiie e 27,342 3,033 8,186 - 1,866 40,427
ASSELS it 683,976 80,132 150,130 5,867 108,980 1,029,085
Liabilities

Due to credit institutions and Central Bank .............cccceeeeeeen. 7,370 - - - - 7,370
DEPOSIES oeevvveeeiiieeiiiie ettt ettt e st et e e et e e e e e e e s taa e e e nne 427,393 19,453 13,083 1,343 889 462,161
BOITOWINGS ovvieiiiiieiiiee ittt e et et eeee e etee e ste e sbe e sraaeeanaeeeens 64,533 6,637 187,998 31,293 111,946 402,407
Li@DITITIES ©veeiiviecciee et 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 INLErEST GAP .oeveeieeiieeieeie et e e ee et seee e eee s 85,308 54,156 51,087 (25,221) (3,855) 161,475

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.

30.6.2018 31.12.2017
NPV change -100 bps +100 bps  -100 bps  +100 bps
ISK, CPI iNAEX-NNKEA ..ot (3,102) 2,816 (1,465) 2,411
ISK, NON INAEX-TNKEA .....covvviiiiiiiiiieeee et e et e e e e e v e e e eeaaes 150 1,205 (76) 742
FOr@IGN CUITENCIES ..eiieiiiiiiiiie e ettt ettt e ettt e et e e e ettt e e e s et e e e e s annbbbeeaeeaanes 226 (254) 88 (113)
30.6.2018 31.12.2017
NIl change -100 bps +100 bps  -100 bps  +100 bps
ISK, CPI iNAEX-NNKEA ...ttt s (912) 912 (693) 693
ISK, NON INAEX-INKEA ... (37) 37 (429) 429
FOr@IgN CUMENCIES ...t 13 (13) 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.

30.6.2018 31.12.2017
Currency -100 bps +100bps  -100 bps  +100 bps
ISK, CPIINAEX-INKEA ...ttt 114 (101) 99 (95)
ISK, NON iNAEX-TINKEA ......oooiiiiiiiie e 61 (53) 19 (14)
FOr@IgN CUMENCIES ...t 2 2) 27 (27)
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41. 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 CPI. 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

30.6.2018 Uptol 1to5 Over 5

Assets, CPI index-linked year years years Total
LOANS t0 CUSIOMEIS ... .oeiiiiiiee ettt e e e e e et e e e e e e et b e e e e e eesssaaaeeeeeeenns 36,714 79,433 237,984 354,131
FINANCIal INSIIUMENLS ....uvvviiiiiiiiiieiieieee ettt e et e e e e e e e e e e e e e e e e 7,611 - - 7,611
Off-balance sheet POSItION ............cooiiiiiiiiic e (316) (865) (384) (1,565)

Assets, CPI index-linked 44,009 78,568 237,600 360,177

Liabilities, CPI index-linked

Deposits ... 66,741 12,427 2,257 81,425
Borrowings . 1,531 21,147 132,018 154,696
Other ...coooviieicce . 921 207 1,360 2,488
Off-balance Sheet POSITION .......c.uvviiieiiiiiiee et e e e s eaanes - 536 - 536
Liabilities, CPIINAEX-INKE ..........coiiiiiiiiiiii e 69,193 34,317 135,635 239,145
Net on-balance Sheet POSIION ........c.vveeiiiiiiiiiie e (24,868) 45,652 102,349 123,133
Net off-balance Sheet POSILION .........c.uuiiiiiiiiiiiii e (316) (1,401) (384) (2,101)
[0 2 182 T- 1= o o] TSP (25,184) 44,251 101,965 121,032
31.12.2017
Assets, CPI index-linked
Loans to customers ...... . 16,928 100,149 233,292 350,369
Financial instruments 6,659 - - 6,659
Off-balance Sheet POSItION .........cuiiiiiiii e 4,667 2,096 - 6,763
AsSets, CPIINAEX-TNKEA .......cciiiiiiieiie e 28,254 102,245 233,292 363,791
Liabilities, CPI index-linked
DIBPOSIES ettt e e 68,667 12,499 2,201 83,367
BOITOWINGS ...ttt etttk et ekt e st e e et e e e e e enneeenan 1,832 20,867 121,692 144,391
(0131 ST T PP PP P PR PPRPPPPRPP 982 203 1,369 2,554
Off-balance sheet POSItION ..o - 539 - 539
Liabilities, CPlIIindexed HNKed ..........cooiiiiiiiiiicece e 71,481 34,108 125,262 230,851
Net on-balance Sheet POSILION .........c.uvviiiiiiiiii e (47,894) 66,580 108,030 126,716
Net off-balance Sheet POSItION .........c..uviiiiiiiiiii s 4,667 1,557 - 6,224
CPIBAIANCE ..ttt (43,227) 68,137 108,030 132,940
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41. Market risk, continued

Currency risk

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

Breakdown of assets and liabilities by currency

30.6.2018

Assets ISK EUR uUsD GBP DKK NOK Other Total
Cash and balances with CB ............... 110,245 1,246 477 260 219 95 454 112,996
Loans to credit institutions ................ 15,442 32,404 31,568 7,884 5,342 11,589 9,317 113,546
Loans to customers ................eeeeen. 660,124 95,711 32,512 3,579 5,668 1,046 5,054 803,694
Financial instruments .............cc........ 53,205 20,875 19,399 112 52 1,584 38 95,265
Other financial assets .............cceun... 6,616 566 1,581 917 150 9 (6,377) 3,462
ASSELS i 845,632 150,802 85,537 12,752 11,431 14,323 8,486 1,128,963
Liabilities

Due to credit inst. and Central Bank . 5,775 472 39 3 - 1 46 6,336
DEPOSILS vovevvvreeiiiieesiee e 413,605 31,763 22,498 4,177 1,803 1,117 1,219 476,182
Financial liabilities at fair value ......... 1,387 561 1,646 36 - 234 31 3,895
Other financial liabilities .................... 22,974 4,240 3,676 3,692 1,303 723 965 37,573
BOITOWINGS ..vvveeciieeeee e 200,345 172,465 - 11 - 21,141 16,811 410,773
Liabilities .....ccoocveeeiiiieiee e 644,086 209,501 27,859 7,919 3,106 23,216 19,072 934,759
Net on-balance sheet position .......... 201,546 (58,699) 57,678 4,833 8,325 (8,893) (10,586)

Net off-balance sheet position .......... (1,951) 53,475 (56,506) (962) (8,131) 8,969 5,106

Net poSition ......ccovveeiieeiiiic e 199,595 (5,224) 1,172 3,871 194 76 (5,480)

Addition, for management reporting

Assets
Investment property ..........cccceeeenns 7,027 - - - - - - 7,027
Investments in associates ............... 735 8 - - - - - 743
Intangible assets .........c.ccceeeeieennnn. 8,916 - - 1,961 2,981 - - 13,858
TAX @SSELS ..ovvvvieeeieiiiieeec e 603 - - - - - - 603
Non-current assets and disposal

groups held for sale ............cc..ce... 8,295 - - - - - - 8,295
Other non financial assets ................ 8,512 82 31 261 31 14 6,424 15,355
ASSELS .o 34,088 90 31 2,222 3,012 14 6,424 45,881

Liabilities and equity

Tax liabilities ..........ccoveevviiiiiiiiieeeees 6,503 - - - - - - 6,503
Other non-financial liabilities ............. 26,927 90 (1,132) 64 1 - 1 25,951
Shareholders' equity ..........ccccoecvveennne 206,890 - - - - - - 206,890
Non-controlling interest .................... 741 - - - - - - 741
Liabilities and equity .......ccccevueeene 241,061 90 (1,132) 64 1 - 1 240,085
Management reporting
of currency risk* ......cccccoevvenineene (7,378) (5,224) 2,335 6,029 3,205 90 943
Arion Bank Condensed Consolidated Interim Amounts are in ISK millions
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41. Market risk, continued

31.12.2017
Assets

Cash and balances with CB ...
Loans to credit institutions ................
Loans to CUStOMErS ........ccceevvvvveennen.
Financial instruments ...
Other financial assets ..............cccuuee.

ASSELS oo

Liabilities

Due to credit inst. and Central Bank .
Deposits .... .
Financial liabilities at fair value .........
Other financial liabilities ....................
BOrrowings .......ccccceveeveniieiieneenne

Liabilities .....ccoocceeiiiiiiiieeeeieeeee

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

Net position .......ccccccveeeeiciiiine.

Addition, for management reporting

Assets

Investment property ..........ccccceeeennn
Investments in associates ...............
Intangible assets .
TaX @SSELS ...oovvvvviiiiiiiiiiiiiiiiieees
Non-current assets and disposal
groups held for sale ............cc..ce...
Other non-financial assets

ASSELS oo

Liabilities and equity
Tax liabilities ........c.cccoevviiiiiis
Other non-financial liabilities .............
Shareholders' equity ..........cccccceeenene
Non-controlling interest ...................
Liabilities and equity .........cccccccueee.
Management reporting

of currency risk* ......cccccocvevinnene

ISK EUR uSD GBP DKK NOK Other Total
137,399 943 293 266 265 117 536 139,819
17,678 15033 27,117 8,518 1,910 10,621 5,732 86,609
624,192 97,687 27,879 3,283 7,245 646 4,169 765,101
56,240 39,891 11,309 102 9 1,691 208 109,450
6,023 965 613 1,102 171 24 50 8,948
841532 154519 67,211 13,271 9,600 13,099 10,695 1,109,927
6,989 292 38 3 - 1 a7 7,370
412,981 23792 15382 3,309 1,349 3,692 1,656 462,161
2,253 1,183 34 27 32 35 37 3,601
20,150 3,870 2,183 5,505 1,393 565 1,039 34,705
181,787 162,486 1,832 14 - 20,794 18,085 384,998
624,160 191,623 19,469 8,858 2,774 25087 20,864 892,835
217,372 (37,104) 47,742 4,413 6,826  (11,988)  (10,169)
(536) 34,743  (46,994)  (1,557)  (9,142) 12,331 11,155
216,836  (2,361) 748 2,856 (2,316) 343 986
6,613 - - - - - - 6,613
752 8 - - - - - 760
13,848 - - - - - - 13,848
450 - - - - - - 450
8,138 - - - - - - 8,138
7,843 61 34 36 2 19 23 8,018
37,644 69 34 36 2 19 23 37,827
6,828 - - - - - - 6,828
22,106 99 30 122 1 - (1) 22,357
225,606 - - - - - - 225606
128 - - - - - - 128
254,668 99 30 122 1 - (1) 254,919
(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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41. 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
Consolidated Interim Income Statement (due to the fair value of currency sensitive non-trading monetary assets and liabilities). A
negative amount in the table reflects a potential net reduction in the Consolidated Interim Income Statement or equity, while a positive
amount reflects a net potential increase. An equivalent decrease in each of the below currencies against the ISK would have resulted in
an equivalent but opposite impact (+10% denotes a depreciation of the ISK).

30.6.2018 31.12.2017

Currency -10% +10% -10% +10%
EUR .... 522 (522) 239 (239)

(234) 234 (75) 75

(603) 603 277) 277
(321) 321 232 (232)

9) 9 (36) 36

(94) 94 (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 29 and 22 respectively.

Sensitivity analysis of equity risk

The analysis below calculates the effect of a reasonable possible movement in equity prices on the Consolidated Interim Income
Statement. A negative amount in the table reflects a potential net reduction in the Consolidated Interim Income Statement 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.

30.6.2018 31.12.2017
Equity -10% +10% -10% +10%
Trading BOOK = lISTEA ........viiiiiieiieiie e e e (307) 307 (166) 166
Banking DOOK = ISTEA ......uviiiiiiiiiiiie e (502) 502 (540) 540
Banking BOoK - UNHISIEA ...........eviiiiiiiiiiiii e (1,016) 1,016 (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 23 shows a breakdown
of the Group's derivative positions by type.

Arion Bank Condensed Consolidated Interim Amounts are in ISK millions
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42. 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 67% 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

30.6.2018 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 12,422 95,729 4,952 - - - 113,103 112,996
Loans to credit institutions ................ 74,690 37,963 538 377 - - 113,568 113,546
Loans to CUStOMErs .........occvvvveeeennns 5,483 112,057 118,401 325,629 604,203 - 1,165,773 797,393
Financial instruments ............cccceee.... 13,832 6,784 11,095 28,189 6,667 31,017 97,584 95,265
Derivatives - assets leg ...........cc.c........ - 39,619 19,579 44,379 2,622 - 106,199 106,199
Derivatives - liabilities leg ................... - (38,674) (19,006) (38,670) (2,402) - (98,752) (98,752)
Other financial assets ....................... 627 4,953 3,376 908 - - 9,864 9,864
ASSELS .o 107,054 257,486 138,362 355,103 610,870 31,017 1,499,892 1,129,064
Liabilities
Due to credit inst. and Central Bank .. 6,590 - - - - - 6,590 6,336
DEPOSILS .ovevvveeiiiiieesiee e 318,582 104,379 39,179 12,887 3,512 - 478,539 476,182
Financial liabilities at fair value ......... - 1,287 1,599 4,405 125 - 7,416 3,895
Derivatives - assets leg ..........cccoceereene - (31,767) (15,108) (31,193) (972) - (79,040) (79,040)
Derivatives - liabilities leg - 32,495 16,707 35,599 1,097 - 85,898 85,898
Short position bonds and derivatives .. - 500 - - - - 500 500
Short position securities used
for economic hedging ..........cccce.. - 59 - - - - 59 59
Other financial liabilities .................... 21,348 16,342 845 2,729 924 - 42,188 42,188
BOITOWINGS ..vveeeeiieeeieeeeee e - 15,162 62,904 240,900 182,657 - 501,623 410,773
Liabilities .....ccoocveeiiiiiiiiieeeieeeee 346,520 137,170 104,527 260,921 187,218 - 1,036,356 939,374
Net position for assets and liab. .... (239,466) 120,316 33,835 94,182 423,652 31,017 463,536 189,690
Off-balance sheet items
Financial guarantees ..............cc........ 3,410 1,343 4,030 2,937 2,589 - 14,309 14,309
Unused overdraft ...........ccocevveeininnnns - 46,152 - - - - 46,152 46,152
Undrawn loan commitments ............. - 65,283 21,470 6,977 - - 93,730 93,730
Off-balance sheet items .... 3,410 112,778 25,500 9,914 2,589 - 154,191 154,191
Net contractual cash flow .............. (242,876) 7,538 8,335 84,268 421,063 31,017 309,345 35,499
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42. Liquidity and Funding risk, continued

31.12.2017 On Upto 3 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 l1eg ..........ccccoerees 1,436 38,718 18,153 71,627 678 - 130,612 126,111
Derivatives - liabilities leg ................... (1,423) (37,084) (18,084) (68,879) (585) - (126,055) (118,487)
Other financial assets ...............cc...... 1,535 5,103 2,224 86 - - 8,948 8,948
Assets 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 vovevvvveeiiieeesiee 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 ..........cccoeeevuenne - (20,039) (11,449) (14,407) (1,557) - (47,452) (40,931)
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 ...........cccc..... - 1,124 - - - - 1,124 1,124
Other financial liabilities .................... 25,538 7,296 28 1,843 - - 34,705 34,705
BOITOWINGS ....eveeiieceiieceec e - 37,110 23,066 239,210 175,845 - 475,231 384,998
Liabilities .....ooovveeiiiieiiiieieeeeee 364,992 133,112 53,262 254,717 177,818 - 983,901 892,835
Net position for assets and liab. .... (268,436) 128,497 63,041 101,942 396,941 44,047 466,032 217,092
Off-balance sheet items
Financial guarantees ..............ccce..... 2,918 2,852 3,164 2,827 1,463 - 13,224 13,224
Unused overdraft ...........cccceeeeeeeeeennne - 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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42. Liquidity and Funding risk, continued

Net Stable Funding Ratio

The net stable funding ratio (NSFR) measures the amount of available stable funding (ASF) at the Group against the required stable
funding (RSF) as per the definition of the Central Bank of Iceland rules No. 1032/2014. 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
30.6.2018 ISK currency Total
Available stable FUNGING ... e e ettt e e e st e e 665,962 210,421 876,383
Required Stable fUNING ........oii ittt sttt e e e e e e snneeesnneeennee 579,301 113,450 692,751
FOreign CUrrenCY DAIANCE .........c.oiiiiiiieie et (2,244)
Net stable FUNAING FALIO ...uiiiiiiiiiiie et e e e e e e e e e sbbeeeees 115% 183% 127%
31.12.2017
Available stable FUNGING .....ooiiii e et e e sbee e 663,850 199,770 863,620
Required Stable fUNING ........oiiiiiiie ettt sttt e e e e e e eneeeennneeennee 577,761 110,473 688,234
Foreign CUrrenCy DAIANCE .........c.oiiiiiiieie et 7
Net stable FUNAING FALIO ...uiiiiiiiiii e e e e e e e e e enbneeeees 115% 181% 125%
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42. Liquidity and Funding risk, continued

Liquidity coverage ratio

The Liquidity Coverage Ratio (LCR) is part of the standards introduced in the Basel Il 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.

The Bank complies with The Central Bank of Iceland's liquidity rules No. 266/2017, which effectively adopt the liquidity rules of the EU
Capital Requirements Regulation (CRR). The Bank is required to maintain a 100% minimum LCR ratio for both the aggregate position in
all 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

30.6.2018 ISK  currency Total
LIQUID @SSELES TEVEI 1 ¥ ... ittt et e et et e e s ettt et e et e et e e e e e ann 97,536 32,302 129,838
LiQUIT @SSELS IOV 2%% .. ..o e - - -
(o T e BT~ PR PPPR 97,536 32,302 129,838
(D T=T 0L £ PO RP TSP 94,837 37,113 131,950
12104 (10T TSP PTPP 4,741 108 4,849
Other CaSh OUHIOWS ....oiiieiiiiee e e e e e e e e e e e e s st e e e e e s s ssaaeeeeeennneeeas 5,320 10,592 15,912
(O8] (I o W14 {1 1V SRRSO 104,898 47,813 152,711
Short-term deposits With other Danks *** ... ... 2,497 77,583 80,080
(@1 g1 o= Y] AT 1[0 1Y 12,169 4,415 16,584
CASN INTIOWS ittt ettt e e st e et e e et e e e e tae e e ssbe e e antaeeanteeeetteeennaeeennes 14,666 81,998 96,664
Liquidity coverage ratio (LCR) * ¥ L ... .. i 108% 270% 232%
31.12.2017

LiQUID @SSEES TEVEI L * ittt e et e e e e ettt e e e s s b bbbt e e e e e s nbb e e e e e e e nnneeeas 131,197 27,716 158,913
LiQUId @SSEES IEVEI 2 %% .o et e et e e e e e e et e e e e b eeeeeaaae - - -
(o T o XY= RSP TPP PR 131,197 27,716 158,913
Deposits ... 108,442 24,738 133,180
Borrowing 2,426 96 2,522
Other CASh OULTIOWS .....vveiiicieeeeeee e e e e e e et e e e s e et e e e e e seaaaaeaaees 6,067 9,500 15,567
(082 1] o e U] 41 1o 1VLVZ= 116,935 34,334 151,269
Short-term deposits with other banks *** ... 1,048 59,528 60,576
Other Cash INFIOWS .. ... et e et e e e e et e e e e s s nbba e e e e e s e 12,232 6,540 18,772
(0= 1] 3 T 1211 1o 1V 2SRRI 13,280 66,068 79,348
Liquidity coverage ratio (LCR) ¥ L. .. ittt e et e e e 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.
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42. Liquidity and Funding risk, continued

Composition of liquid assets

The following table shows the composition of the Group's liquidity buffer.

30.6.2018 ISK uUsD EUR Other Total
Cash and balances with Central Bank ...........ccooeeiiiiiiiiieeiiiiiiiiieee e 110,245 477 1,246 1,028 112,996
Short-term deposits in other Banks ... 2,497 25,235 28,504 23,844 80,080
Domestic bonds eligible as collateral at the Central Bank ... . 2,058 - - - 2,058
Foreign government BONAS .........c.cooiiiiiiiiiiiiie e - 13,831 13,081 - 26,912
Covered bonds with a minimum rating of AA- ..., - - 1,245 1,571 2,816

Liquidity reserve 114,800 39,543 44,076 26,443 224,862

31.12.2017

Cash and balances with Central Bank ...........ccccooeiiiiiiiiiiiiiiiiiiiiieeneeeeeeiinnn 137,399 293 943 1,184 139,819
Short-term deposits in other banks ..........cccooiiiiiiiiiin 1,048 24,796 15,334 19,398 60,576
Domestic bonds eligible as collateral at the Central Bank ...............c....... 3,022 - - - 3,022
Foreign government DONAS ..........eviiiiiiiiiiiie e - 6,401 16,291 - 22,692
Covered bonds with a minimum rating of AA- ..., - - 1,262 1,538 2,800
LiQUITILY FESEIVE iiiiiiiiie ettt e e 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
30.6.2018 Stable Weight (%) Stable Weight (%) deposits* deposits
RETAI ...t 165,280 10% 52,606 5% 71,304 289,190
COIPOTALIONS ...vviieeiiiiiiiee ettt e et e e et e e e e eeeessenaaes 43,022 40% 796 20% 8,025 51,843
Sovereigns, central banks and PSE ...........ccccceeveviiiiiieeeiiinns 15,403 40% - - 6,068 21,471
Pension fUNAS .......cuuuiiiiiiiiiee e 53,194 100% - - 18,796 71,990
Domestic financial entities .. . 22,050 100% - - 21,216 43,266
Foreign financial entities ...........cccceiiiiiieeieeee e 4,758 100% - - - 4,758
I ) - PR SOUPRR 303,707 53,402 125,409 482,518
31.12.2017
RELA ..ot 163,542 11% 52,401 5% 68,741 284,684
COIPOFALIONS ...vvviiieiiiiiie ettt e e e e e 51,968 40% 811 20% 5,757 58,536
Sovereigns, central banks and PSE ... . 14,583 40% - - 1,383 15,966
Pension fUNAS .......ccoooiiiii e 53,116 100% - - 15,391 68,507
23,175 100% - - 15,949 39,124
) 2,714 100% - - - 2,714
309,098 53,212 107,221 469,531
* Here term deposits refer to deposits with maturities greater than 30 days.
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43. 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 30.6.2018 31.12.2017
Total equity 207,631 225,734
Deductions related to the consolidated situation ....................... . (8,067) (8,635)
Non-controlling interest not eligible for inclusion in CET 1 capital (741) (128)
Common Equity Tier 1 capital before regulatory adjuStmMents .........cooiiiiiiiiiiiiiiiiee e 198,823 216,971
INEANGIDIE @SSELS ...ttt et se e e e ee e nne e (11,230) (11,125)
Tax assets (509) (357)
Indirect holdings of own CET1 instruments . (190) -
Cash flow hedges (914) 265
Additional value adjUSTMENTS ..........ooiiiiiiiii e e e e e e s e e (112) (119)

(12,199)  (25,000)
173,669 180,635

Foreseeable dividend*

Common equity Tier 1 capital

Non-controlling interest not eligible for inclusion in CET 1 capital ...........cccoviiiiiiieiiieeeesee e 741 128
LI G R o7 11 - | PSSP UUPPR P 174,410 180,763
General Credit NSK adjUSTMENTS™ ™ ... ... . ittt et e ettt e ettt e s bt e et e e s abb e e e nnaeeennneeennees - 3,195
L A o7 1 o1 - | PP PPTSPPPPPR TP - 3,195
oY1 XTiYA T VT o S 174,410 183,958

Risk-weighted assets

(O =T [ ] O (o= o T 630,789 605,058
Credit riSk, SECUIMTIES ANG OTNET . ...t e e e e e e e e e e e e e e e e e e e e e e e e e eaeaeaaaaeeaaeaaaaaaeaaaaaas 50,131 56,979
(OoTU g1 CCTq o T A VAo (T L) ] OSSPSR 4,172 5,844
Market risk due to CUITENCY IMBDAIANCE ........ooiiiiiiiiiie et e s e s e e bee e 12,608 4,895
[ T A 1] Q11 [T RPN 9,666 5,473

2,699 2,506
86,013 86,013
796,078 766,768

Credit valuation adjustment
Operational risk ..................
Total risk-weighted assets

Capital ratios

[ I = o PO PS PR PPPRR PPN 21.8% 23.6%
LIS = (1 PSP TP PP PUPP 21.9% 23.6%
Capital Q0EQUACY FALIO ......cc.eeiiiiiie ittt e e e e e e e e e s e e s n e e e sene e e eenneeas 21.9% 24.0%

* On 30 June 2018, the foreseeable dividend consists of 50% of the accumulated net earnings attributable to shareholders of Arion Bank hf. in 2018 which
reflects the Bank's dividend policy and a proposed extraordinary dividend payment in Q3 amounting to ISK 10 billion, which the Board of Directors has
approved 2 August 2018 to propose to a shareholders meeting in September 2018. 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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43. 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 Current  1.5.2019
Capital CONSEIVALION DUFFET ...t e e e e e st e e e e et e e e e e e ennbaeeeeas 2.50% 2.50%
Capital buffer for systematically important iNSHIULIONS ..........cooiiiiiiiiiiiii e 2.00% 2.00%
Systemic risk buffer * 3.00% 3.00%
Countercyclical capital buffer * 1.25% 1.75%
Combined capital buffer reqUIrEMENT ..........ooii e 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.

Capital requirement, % of RWA, current

30.6.2018 CET1 Tier 1 Total
Pillar 1 capital FEQUITEIMENT .......uiiiiiie ittt et e e ettt e e e s st bbb e e e e s anbbeeeeesennabaeeeeeans 4.5% 6.0% 8.0%
Pillar 2R capital reqUIFEMENT ¥¥ ... .. it e e e s e e e e e snbb b et e e e s sbbbreeeeesnnes 1.9% 2.6% 3.4%
Combined bUffer reqUIFEMENT * ..........iiiiii e e e e e e e e e e e 8.4% 8.4% 8.4%
Regulatory capital reqUIrEMENT ..........c.ooiiiiiiii e 14.8% 17.0% 19.8%
F NV 1| o o (SR o= T o] - | P PP PR PPPPR 21.8% 21.9% 21.9%

*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.

30.6.2018 31.12.2017
On-balance sheet exposures 1,116,222 1,074,207
Derivative exposures 8,544 10,957
Securities financing tranSaCtion EXPOSUIES ...........ociiiiiiiiiii e e e 7,974 8,925
Off-balance sheet exposures 86,975 83,058
1,219,715 1,177,147

Total exposure

Tier 1 capital 174,410 180,763
YT Vo [ - o RO UPPRS 14.3% 15.4%
Solvency Il

According to the Icelandic Insurance Companies Act the solvency capital requirement (SCR) of Vérdur Group was ISK 3,679 million at
30 June 2018 (31.12.2017: ISK 3,503 million) and calculated solvency of Vérdur Group was ISK 5,941 million (31.12.2017: ISK 4,949
million). The solvency ratio, which is the ratio of calculated solvency to the solvency requirements was 161% at 30 June 2018
31.12.2017: 141%).
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Significant accounting policies

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 on 1 January 2018. 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 principles 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 Financial liabilities 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.

44. 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.

45. 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:
— it is 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.

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
Group's business lines
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45. Financial assets and financial liabilities - Classification and Measurement, continued

* the risks that affect the performance of assets held within a business model and how those risks are managed;

* 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 CPI 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

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 (OCI), 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 OCI 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.
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45. Financial assets and financial liabilities - Classification and Measurement, continued

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 OCI 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 OCI, are not subsequently reclassified to the Consolidated Statement of Comprehensive Income upon
derecognition/extinguishment of the liabilities.

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 a 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

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.
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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
1 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.

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.
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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 0.64% 0.99%
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 s 31.00%  99.99%
5 DD ettt 99.99% 100.00%

The Group uses external ratings for counterparties that receive such ratings from recognized rating agencies such as Moody's and
Standard & Poor's. 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, as per the definition of the corresponding rating agency.

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.
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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).

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

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.

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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